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ABSTRACT 

This dissertation investigates the factors that explain why managers are held 
accountable for uncontrollable items of performance. It examines, in particular, the 
influence of the various determinants of this controllability principle in China, a 
socialist economy, and compares them with those in Hong Kong, a capitalist economy. 

Previous studies in this controllability principle are either theoretically based or 
non-generalisable. They were mostly carried out in the western countries. This study 
attempts to test this principle empirically and to ascertain whether western accounting 
theories can be equally applied in the oriental areas with different socio-economic 
settings. 

Based on data collected from 71 managers in China and 57 managers in Hong 
Kong, empirical results show that variations in the treatment of uncontrollables can be 
explained by ten factors, namely, risk-averse attitude, managerial influenceability, 
environmental uncertainty, management subjectivity, information cost, performance 
observability, levels of hierarchy, firm size, divisional diversity and coordiantion need. 
Among these factors, the most influential ones in China are coordination need and 
information cost, and the most influential ones in Hong Kong are coordination need, 
divisional diversity and managerial influenceability. Comparison of the results between 
China and Hong Kong reveals that all the ten factors differ in degree and managerial 
accountability of uncontrollables was shown to be more likely in Hong Kong than in 
China. 

Contrary to the theories in the literature, this research discovers that managers 
are more likely held accountable for uncontrollables if they and/or their superiors are 
more risk-averse and coordination need is low. It was also found that managers in 
China are more ready to take risks than their Hong Kong counterparts. These findings 
indicate that certain theories of the controllability principle need to be reviewed. Risk 
attitude of the evaluator, institutional factors and divisional interdependency may exert 
significant influence on managerial practices. 



INTRODUCTION 

1. The Importance of the Controllability Principle 

It is generally accepted by both academics and practitioners that uncontrollable items of 

performance should be excluded during managerial evaluation. Unfortunately, in the 

accounting literature very little is elaborated on the scope of the controllability principle 

apart from this basic belief. Different interpretation of the controllability principle 

arises because managerial attitudes and values vary widely given similar situations. The 

purposes of this thesis is to fill this gap in the accounting literature. The scope of 

controllability will be examined and the reasons for the different interpretation of the 

controllability principle will be investigated. It is believed that this exercise will 

improve the managerial motivation by helping senior management in setting budgets 

and targets and in enhancing the fairness of reward systems. 

2. Applicability of the Controllability Principle in China 

Practices of performance evaluation and discussions on related problems of the 

controllability principle were mainly recorded in western countries. There was little 

documentation of the above issues in the oriental areas. However, empirical evidence 

shows that there are differences in firm and management behaviours between the east 

and the west, and this may be due to economic, institutional, cultural, and 

environmental factors. It is therefore interesting to examine whether these western- 

oriented practices and discussions are equally relevant in the oriental areas. China, 

being the largest socialist country in the world and with growing economic strength, 

may be a meaningful oriental candidate for such an examination. 

In order to assess the extent to which these managerial practices and principles 

are adopted in China, it may be helpful to use Hong Kong as a reference point for 

comparison purpose. Hong Kong, like China, is mainly a Chinese society. However, 

under British rule, it adopts western capitalism for its commercial operations. 
Comparing China to Hong Kong can reduce the influence of cultural factors on the 

differences of adopting such practices. 

3. Objectives of the Research 
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The purpose of this research is threefold: 

(1) It attempts to understand the practices of performance evaluation and the related 

controllability principle in China. 

(2) It investigates the factors that explain why managers are held accountable for 

uncontrollable items of performance. 

(3) It compares these factors between China and Hong Kong. 

4. Summary of Chapters 

Chapters 1 and 2 describe how controllables in the context of performance evaluation is 

defined, interpreted and treated in western countries and in China respectively. Chapter 

3 shows in detail how the Chinese government evaluates the aggregate performance of 

business enterprises through the Contract Responsibility System and how an enterprise 

measures the performance of its divisions. Chapter 4 supplements the limited amount of 

related research in China by conducting ten cases to illustrate the current practices of 

performance evaluation and the specific issues of controllability. Drawing on the 

literature review and the case studies in the previous chapters, Chapter 5 generates two 

sets of hypotheses: one is to investigate the relationships between the accountability of 

uncontrollables and ten organisational/environmental factors; the second is to compare 

these factors between Hong Kong and China. Chapter 6 explains how the survey 

methodology is developed and implemented by administering a questionnaire to two 

groups of managers - one in Hong Kong and one in China. Chapter 7 reports and 

analyses the results of the questionnaire surveys in both places and the interviews of the 

respondents, which show that, overall the two sets of hypotheses are statistically 

supported by the findings. Chapter 8 discusses the usefulness and contributions of the 

research and comments on its limitations. It also hints on some future research 

directions. 
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CHAPTER 1 

LITERATURE REVIEW ON WESTERN PRACTICES 

OF PERFORMANCE EVALUATION 

It is a commonly cited principle of responsibility accounting that managers should only 
be held accountable for those events under their control. This basic notion has been 

generally accepted by both accounting academics and practitioners. They believe that it 

is fair to reward or penalise people for the results which can be attributed to their efforts 

and decisions. Empirical evidence has shown that holding managers accountable for their 

performance without excluding the uncontrollable elements would produce demotivation 

and even opportunistic behaviours counter-productive to the objectives of the firm. 

While the arguments for the controllability principle seems theoretically sound, in 

practice it is difficult to implement, because in many occasions the separation of the 

controllables from the uncontrollables is problematic. Textbooks of management 

accounting often spend considerable space in demonstrating and discussing the 

advantages and importance of the controllability principle without illustrating when and 
how it should be implemented. In the absence of a classification system for managerial 

controllability, it is not surprising to see that senior management in practice would use 
different criteria to distinguish between controllable and uncontrollable items, thus 

giving rise to a diversity of evaluation practices. This chapter draws evidence from the 

literature to examine what uncontrollable items of performance are identified, whether 

managers are held accountable for them, and why they are so treated in practice. 

1.1 Definition and Scope of the Controllability Principle 

The controllability principle of performance evaluation is a central problem of 

responsibility accounting. In accounting literature and textbooks, it is concisely defined 

and clearly described. There is consensus on the importance of the principle that 

uncontrollables should be excluded from the evaluation of managerial performance. 

For example, the force of the controllability principle is recognised by Solomons 
(1965, p. 83), 

It is almost a self-evident proposition that in appraising the performance of 
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divisional management, no account should be taken of matters outside the 
division's control. 

Ronen and Livingstone (1975, p. 680) note, 

... only controllable activities in the budget should constitute the basis for 
evaluation and reinforcement of the subordinate... 

Drury (1996, p. 504) states, 

Responsibility accounting is based on the principle that it is appropriate to charge 
to an area of responsibility only those costs that are significantly influenced by 
the manager of the responsibility centre. 

Horngren et al. (1997, p. 192) defines controllability in the context of responsibility 

centre as, 

... the degree of influence that a specific manager has over costs, revenues, or 
other items in question. 

They also stress that, 

... 
ideally, responsibility accounting systems either exclude all uncontrollable 

costs from a manager's performance report or else segregate such costs from the 
controllable costs. 

Similar concepts were already expressed in the early work of Ferrara (1964) and 
Gordon (1963) and some early management accounting textbooks, such as Dopuch et 

al. (1974) and Bierman and Drebin (1972). 

All the above statements, albeit consistent, only emphasise the importance of 

controllability without addressing its scope. Several writers, nevertheless, attempt to 

define the scope of controllability by using examples to illustrate when performance is 

considered uncontrollable. 

Choudhury (1986), summarising from the literature, points out that 

controllability may be affected by the elements of environmental uncertainty, role 

conflict, task ambiguity, and managers' influence over reward. 
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The effects of environmental uncertainty on controllability have been discussed 

in a normative way in the literature as exemplified in Demski (1976), Demski and 

Feltham (1978), Baiman and Demski (1980), and Baiman (1982). However, 

environmental uncertainty has been measured through managers' perceptions in 

empirical studies of its effects on firm performance (e. g. Govindarajan 1986,1988; 

Gupta 1986; Gul 1991; Mia 1993; Gul and Chia 1994) Perceived environmental 

uncertainty is therefore usually operationalised in terms of managers' perceptions about 

the predictability and stability in various aspects of their organisations' external 

environment, such as the competitors' actions in the market, economic and technological 

changes and customers' preferences (Gordon and Narayanan 1984). 

Role conflict may occur when a profit centre manager is prevented from fulfilling 

his role because of limited access to resources or insufficient authority. It exists when 

demands of or messages about roles are essentially clear but also somewhat contradict 

one another (Moorhead and Griffin 1995). A subordinate may be caught in the crossfire 

between two superiors or the needs of two functional groups (Jones 1995). Task (or 

role) ambiguity may arise when an individual is unable to anticipate the consequence of 

his actions, or where there is a lack of information available to guide appropriate 

behaviours (McNally 1980). Under this situation, a person is uncertain as to the exact 

nature of a particular role. Inadequate job descriptions, vague instructions for a 

supervisor, or unclear cues from co-workers are examples (Moorhead and Griffin 1995). 

Clear descriptions of task and authority relationships solve conflict and ambiguity 

problems because when people know the dimensions of their positions in the 

organisation, they find it easier to take responsibility for their actions and to interact 

with each other (Jones 1995). The aspects of role conflict and task ambiguity were 
discussed in Thompson (1967), Kahn et al. (1964), March and Olsen (1976), and Rizzo 

et al. (1970). 

The view that managers' influence over the reward scheme affects controllability 
is generally understood to refer to the control of outcome/reward. It is based on the 

notion that a manager does not value outcome/reward per se and if he is able to 

influence outcome/reward he will perceive the situation to be controllable (Ronen and 
Livingstone 1975; Staw 1977). The view simply indicates that performance evaluation 
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should always be supported by an effective reward system and controllability depends on 

a person's self-perception of the value of reward. The level of controllability is therefore 

purely subjective. 

Textbook writers of management accounting have highlighted some difficulties 

of measuring controllability because responsibility has to be measured across time and 
divisions. Horngren et al. (1997) cite two examples to demonstrate the problems of 

shared responsibility and inherited inefficiencies. 

(1) Shared responsibility 

Few costs are clearly under the sole influence of one manager. For example, 
prices of direct materials may be influenced by a purchasing manager, but prices 
also depend on market conditions beyond the manager's control. Quantities used 
may be influenced by a production manager, but quantities used also depend on 
the quality of materials purchased. Moreover, managers often work in groups or 
teams. How can individual responsibility be evaluated in a group decision? 
(Horgren et al. 1997, p. 192) 

This is also supported by Magee's (1986, p. 318) argument of joint decision 

making. He points out that when decision makers jointly affect the payoffs to the 

organisation, difficulty may be encountered in providing incentives for each decision 

maker while a reasonable level of controllability has to be maintained. For example, the 

additional costs of processing rush orders are affected by the inventory decisions of the 

production manager and by the actions of the sales manager in accepting such rush 

orders. If these costs are attributed to one of these decision makers, he or she will be 

evaluated, in part, on performance that he or she cannot control. Further, the other 

manager is placed in an incentiveless position, thereby biasing the decisions he or she 

might make. 

(2) Inherited inefficiencies 

With a long enough time span, all costs will come under somebody's control. 
However, most performance reports focus on periods of a year or less. A current 
manager may have inherited problems and inefficiencies from his or her 
predecessor. For example, the present manager may have to work under 
undesirable contracts with suppliers or labour unions that were negotiated before 
he or she became manager. How can we separate what the current manager 
actually controls from the results of decisions made by others? Exactly what is 
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the current manager accountable for? In practice, answers to such questions may 
not be clear-cut. 
(Horngren et al. 1997, p. 192). 

Drury (1996, p. 505) demonstrates that indirect costs may sometimes be 

apportioned arbitrarily to department managers who are then made responsible for such 

costs. Examples are costs of personnel department and industrial relations department 

apportioned to production departments. While some writers argue that since the 

apportionment is made on an arbitrary basis, the expenditure is uncontrollable and the 

responsibility centre concerned should not be made responsible for them, others argue 

that the apportionment is justified because the responsibility centres concerned are using 

the required services and they have at least some indirect influences over the costs; 

therefore they should be made aware of the sums involved and unnecessary requests for 

the services may be deterred. Although there is no conclusive answer yet, the following 

guidelines published by the Report of the Committee of Cost Concepts and Standards in 

the United States in 1956 still prove to be useful in defining the scope of controllability: 

(1) If a manager can control the quantity and price paid for a service then the manager is 

responsible for all the expenditure incurred for the service. 

(2) If the manager can control the quantity of the service but not the price paid for the 

service then only that amount of difference between actual and budgeted expenditure 

that is due to usage should be identified with the manager. 

(3) If the manager cannot control either the quantity or the price paid for the service 

then the expenditure is uncontrollable and should not be identified with the manager. 

Merchant (1987) gave a practical analysis in the components of uncontrollables 
based on a case study of three firms. Three categories of uncontrollables were identified 

in his empirical study. 

(1) Uncontrollable but relevant cost and revenue factors - 

They are those items which affect the corporation's performance and that can be traced 

(although perhaps with some difficulties) to operating entities. Examples are taxes, 

interest expenses, exchange gains and losses, the costs of centralised administrative 
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functions, and the effects of entity-relevant decisions for which the entity manager does 

not have complete autonomy. Most of these are corporate and common costs allocated 

to the divisions. 

(2) Economic and competitive conditions - 

They include such concerns as business cycles and price and product competition. These 

concerns are largely uncontrollable items that most firms want managers to respond to. 

(3) Acts of nature - 

They are usually large, one-time events with adverse effects on performance that are 
beyond the ability of managers to anticipate. Examples are disasters such as fires, 

earthquakes, and accidents. 

The above are examples of the elements of controllability. Basically they can be 

divided into two different groups. The first group is internally generated from a firm. 

They comprise problems of role conflict, task ambiguity and managers' influence over 

reward. They arise from unclear specification of organisational functions, authority and 

reward systems because it is sometimes difficult to place responsibility across time and 
divisions. In order to alleviate these defects indirect costs or common revenues have to 

be assigned to individual responsibility centres to reflect a fair share of their 

consumption of resources or contribution. The second group is externally generated 
from the environment. The various forms of environmental uncertainty belong to this 

group. Most of them can either be labelled as economic and competitive conditions or 

acts of nature. Unlike the definitions of the scope of controllability by other writers, 

which are mostly theoretically based, Merchant's (1987) definition is made in the real- 
life context and thus can reflect a more realistic representation of the concept of 

controllability. In addition, Merchant's description of the scope of controllability is more 

comprehensive because it does not only include the frequently discussed allocation of 

recorded common costs which are mostly caused by internal organisational factors, but 

also the possible changes in income, opportunity cost and revenue (e. g. lost sales and 
future cost commitment) due to environmental factors. 
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Another feature of the above definitions and scope of controllability is that they 

are financially biased. They mainly address the controllability issue in terms of cost and 

revenue. Non-financial performance measures are largely ignored. This is surprising in 

the wake of the commonly-discussed balanced scoreboard concept nowadays. The 

importance of the non-financial measures have been stressed by many writers in 

management accounting (e. g. Kaplan 1983; Lothian 1987; Siegel and Ramanauskas- 

Marconi 1989; Emmanuel et al. 1990; Fitzeral et al. 1991; Tricker and Dockery 1995) 

They note that financial measures fail to capture some important aspects of performance, 

most of which can ony be measured qualitatively and over the longer term. However, up 

until now non-finnacial measures and qualitative factors have been rated very low during 

the process of reward-linked performance measurement. Large and diversified 

companies are still short-term focused and numbers-dominated. Most common measures 

are still return on investment and budget accomplishment. (Lynn 1989; Liu 1990; Liu et 

al. 1993; Anthony and Govindarajan 1998). The non-quantifiable and long-term nature 

of the non-financial measures fails to present as objective and practicable performance 

yardsticks. Most management possibly believes that a profitability measure already 
includes the elements of quality and a separate non-financial measure would bring 

unnecessary complications of performance measurement and reward. Due to the above 

arguments, the concept of perfomance evaluation adopted throughout this study chiefly 
implies a financial focus, albeit the notion of non-financial measures is not completely 
ignored. 

1.2 Violation of the Controllability Principle in Practice 

Although the literature of management accounting generally upholds the controllability 

principle, there is research evidence showing that holding managers accountable for 

uncontrollables would lead to dysfunctional behaviour and hence poor performance. 
Dysfunctional behaviours appear mainly in the form of the manipulation of financial data 

as described by Merchant (1990), Jaworski and Young (1992) and Schilit (1993). 

Typical manipulation consist of smoothing, filtering and falsification. The most common 
form of smoothing results from transferring revenues and expenses from one period to 

another. Filtering of information occurs when only the more desirable elements of an 
information set are reported, usually those that reflect favourably on the evaluatee. 
Falsification of information involves any fraudulent act where existing information is 
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intentionally altered or fed into an information system. Liu and Zhang (1996) found that 

financial data are mainly manipulated for the purposes of internal managerial 

performance evaluation; other purposes, such as external evaluation of the aggregate 

company performance and tax avoidance/evasion are less important. It was also 
discovered that manipulation is more common in areas where managerial decision 

making depends heavily on financial data. 

The inclusion of uncontrollable items in performance reports produces 

unfavourable ratings for those reports whilst favourable ratings occur when reports 

clearly establish an individual's responsibility (Cook 1968). Hopwood (1976) also shows 

that using a budget-constrained style to evaluate performance of division managers when 

the divisions are interdependent would result in poor performance. Similar adverse 

effects were discussed in many works, including Magee (1986), Merchant (1985) and 
Maciariello and Kirby (1994). 

Violation of the controllability principle is often found in practice. The early 

work of Simon et al. (1954) records that managers are held accountable for their 

uncontrollable outcomes and are frequently requested by their supervisors to give 

explanations for the variances. More recently, there are many examples in which 

managers were held accountable for areas over which they had little, or even, no control 

(e. g., Vancil 1979 and Geneen 1984). Surveys in the USA (Fremgen and Liao 1981), 

UK (Ramadan 1989; Drury et al. 1994), New Zealand and Australia (Skinner 1990; 

Dean et al. 1991) report that a significant number of the firms studied did not distinguish 

between controllable and uncontrollable items for responsibility accounting performance 

reporting and many of the divisionalised companies evaluated the performance of 
division managers on the basis of profitability measures that include a share of corporate 
headquarters' costs. 

Merchant (1989) reports a case where domestic profit centre managers are held 

accountable for the world-wide performance of their products because they are expected 

to think internationally and to develop informal forms of influence. He also found that 

managers in some corporations do not make adjustments for uncontrollables for reward 

purposes either because they feel they are unable to separate the uncontrollable effects 

accurately or because they want the profit centre managers to bear the full business 
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risks. Examples of uncontrollables not adjusted include changing economic conditions 

and price, unexpected cost increases, foreign currency fluctuations, and uncontrollable 
loss of supply. In addition, none of the firms surveyed by him follows the controllability 

principle for purposes of assigning explicit long-term bonus awards because it is 

assumed that over a several-year period the favourable and unfavourable uncontrollable 
influences tend to even out. 

1.3 Reasons for the Accountability of Uncontrollables 

Merchant (1987) states that deductive works offer three explanations for holding people 

accountable for uncontrollables. 

The first is the desirability of having the subordinates to share risks with their 

superiors as a justification for evaluation on random outcomes (Demski 1976). Demski 

develops a model to explore the risk-sharing aspects of the controllability concept in a 

setting where uncertainty is explicitly recognised. His argument shows that holding 

subordinates accountable for the effects of random and uncontrollable phenomena (e. g. 

changes in product demand) and the effects of actions of other managers (i. e. those 

effects caused by organisational interdependency) will cause subordinates' decisions to 

reflect a proper degree of risk aversion, and the combined risk-bearing abilities of the 

superior and subordinates will exceed that of either alone. He concludes that the 

controllability concept would lead to an inferior performance measure if it ignores risk 

sharing. This implies that requiring managers to answer for uncontrollables may 
discourage them to take risky actions and may reduce the risks and uncertainty borne by 

their superiors alone. 

The second explanation is to inform the subordinates how their decisions affect 

areas outside their control. For instance, Baiman and Noel (1985) use the theoretical 

model of a division manager who has profit responsibility for his division being 

evaluated and compensated on the basis of his division's uncontrollable capacity costs, to 
illustrate that the charging of capacity costs may convey information about the future 

expected productivity of the manager's action choice. The charge allows his superior to 

motivate him more efficiently to make the desired long-run/short-run tradeoff in his 

action choice. In other words, the charge may encourage subordinate managers to make 
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better planning of their production capacity and the allocation of fixed uncontrollables 

helps to ensure that long-run decisions take into account fixed costs. It also reminds him 

that his actions may affect other activities and decisions within the company. Baiman and 

Noel (1985) conclude that their model is consistent with the observed phenomenon of 

allocating fixed costs to individuals for the construction of an accounting performance 

measure which is then used for compensation purposes. 

Horgnren et al. (1997, p. 193) illustrates this second explanation by giving the 

following two examples: 

(1) Getting explanations for the uncontrollables 

The manager of a responsibility centre may be the best informed person to explain for an 

item of uncontrollable. For instance, purchasing managers may be held accountable for 

total purchase costs, not because of their ability to affect market prices, but because of 

their ability to predict uncontrollable prices and explain uncontrollable price changes. 

Similarly, unit managers may be held responsible for operating income of the unit, even 

though they do not fully control sales and costs, because unit managers are in the best 

position to explain differences between their actual operating income and their budgeted 

operating income. 

(2) Changing managers' behaviour 

Performance reports for responsibility centres may also include uncontrollable items 

because such inclusion could change behaviour in the direction top management desires. 

For example, some companies have changed the accountability of a cost centre to a 

profit centre, because the manager will probably behave differently. A cost-centre 

manager may emphasise production efficiency and de-emphasise the pleas of sales 

personnel for faster service and rush orders. In a profit centre, the manager is 

responsible for both costs and revenues. Thus, even though the manager still has no 

control over sales personnel, the manager will now more likely weigh the impact of his 

or her decisions on costs and revenues, rather than solely on costs. 

Merchant's (1987) third explanation for holding managers accountable for 
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uncontrollables is to provide information about the subordinates' unobservable actions. 
His argument draws on the prior studies of Zimmerman (1979), Baiman and Demski 

(1980) and Holmstrom (1982). These studies illustrate that cost allocations reveal 
information to the evaluator in central management about the performance of the 

responsibility centres when it is difficult to measure divisional performance. They argue 

that cost allocations appear to proxy for certain hard-to-observe costs that arise in a 
decentralised firm. They also argue that subordinates should be evaluated relatively on 

their accomplishments as they compare with their counterparts who face similar 

environment - even though the accomplishments are clearly outside their control. It was 

pointed out that relative performance evaluation can be helpful in reducing moral hazard 

costs, because it provides for better risk sharing. 

Antle and Smith (1986) investigate empirically whether the compensation of top 

corporate executives behaves as if they are evaluated and compensated relative to their 

peers in other corporations. A positive association is documented between executive 

compensation and a traditional financial accounting profitability measure. Evidence is 

provided that executive compensation behaves as if accounting profits are evaluated 

relative to current average profitability of firms in the same industry. Maher (1987) 

illustrates this relative performance evaluation by predicting that division managers of 
diverse, decentralised firms are most likely to be evaluated relative to industry peers 
because of an information asymmetry between top managers and division managers. 
Relative performance evaluation in these conditions may be 'informative' because the 

peer group faces common uncertainties and so the output performance of the group may 

provide information about the performance of the manager being evaluated. Later 

research by Banker and Datar (1989) and Ugras (1994) shows similar rationale of this 

observability concept. Banker and Datar's analysis demonstrates that it is optimal to 

include uncontrollable corporate overhead expenses in the construction of the optimal 
divisional performance evaluation measure if corporate overheads are correlated with 

controllable divisional profits. A survey administered to corporate controllers by Ugras 

also presented a similar result in relation to the difficulty of observing actions of the 

performance of the responsibility centres. 

As pointed out by Merchant (1987), most of the above-mentioned works, with 
certain exceptions, are deductive in nature; their arguments are, however, mostly based 
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on some simplifying assumptions which are largely untested. For instance, in Demski's 

(1976) model, simplifications include excluding the cost of evaluation and the existence 

of alternative risk-sharing possibilities. Demski also assumes that principal (top 

management) and agent (lower managers) were co-operative; i. e., preference and belief 

information were assumed to be freely and completely passed among the individuals. 

Inductive works which test the aforementioned theories of the controllability 

principle are very few (e. g. Hofstede 1967, Vancil 1979, Antle and Smith 1986, Maher 

1987). In most cases the controllability principle is not the mainstream issue under 

investigation. The only works which can be described as a direct address to the 

controllability issues are the two field studies carried out by Merchant (1987; 1989) and 

the survey by Ugras (1994). 

1.4 Reasons for the Different Treatment of Uncontrollables 

Merchant's 1987 study was conducted in three corporations chosen from different 

industries. It examines the treatment of three types of uncontrollables, namely, allocation 

of common costs, economic conditions and acts of nature for the purposes of 

performance evaluation and compensation (see their definitions in 1.1). The results 

exhibit considerable diversity in the extent to which the firms implemented the 

controllability principle; i. e. an uncontrollable item may be taken into full account in the 

evaluation and rewarding process in one firm but it may be given much less weight in 

another firm. Merchant (1987) admits that he could not explain these differences with 

certainty, perhaps due to the small sample of firms investigated. But he suggests the 

following tentative reasons for his observations: 

(1) The differences may be ascribed to the risk attitude of both the superior and the 

subordinate. A risk-loving attitude of the subordinate may make him more ready to 

accept his evaluation results based on more uncontrollable factors. By analogy, a similar 

attitude of the superior may make him choose to include uncontrollables into his 

subordinate's evaluation. This argument further explains Demski's (1976) risk-sharing 

notion that superiors prefer their subordinates to account for uncontrollables (see 1.3). 

(2) A more stable environment would involve fewer uncontrollable shocks; and their 
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effects, if any, are easier to calculate and separate from the sphere of controllable 

performance. Accordingly, it seems reasonable to evaluate managers strictly on both 

controllables and uncontrollables. This viewpoint is supported by Anthony and 
Govindarajan (1998) who argue that when uncertainty is great superiors should not 

regard subordinates' targets as firm commitments and they should be reserved in 

considering unfavourable target variances as clear indicators of poor performance. This 

implies that the greater the environmental uncertainty the more difficult it is to use 
financial targets as a basis for performance appraisal (Govindarajan 1984), and managers 

tend to pardon people even when they miss their targets. Otley (1978) also calls for a 

more flexible style of evaluation in less predictable environments, indicating a more 
lenient evaluation attitude towards the accountability of uncontrollables. 

(3) Vacillation in evaluation policy has proved to be the result of changes in desire and 

style of senior management. If this happens, the extent of holding subordinates 

accountable for uncontrollables is a function of management subjectivity. However, a 

closely related concept are expressed by Maciariello and Kirby (1994). They contend 

that management style could influence the design of management systems for developing 

performance reviews which determine just how tightly the ̀ screws' are on managers. 

Various dimensions of management style, as suggested by Anthony and Govindarajan 

(1998), could also influence the operation of the control systems. For instance, some 

managers rely heavily on reports and certain formal documents; others prefer 

conversations and informal contacts. Some are analytical; others use heuristics. Some 

are risk-takers; others are risk-averse. Some are process-oriented; others are results- 

oriented. Some are people-oriented; others are task-oriented. Some are friendly; others 

are aloof. Some are long-term-oriented; others are short-term-oriented. Some dominate 

decision making; others encourage participation. Some place great emphasis on 

monetary rewards; others place emphasis on a broader set of rewards. Since the 

controllability principle is one of the important elements of performance review and 

control systems, their argument can thus be interpreted as an implicit support for this 

specific aspect of Merchant's findings. 

(4) Costs involved in separating uncontrollable items from those that are controllable 

may be considerable. While it is normally the primary purpose of an information system 

to facilitate senior management strategic decision-making, to require it to provide 
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concurrently good information about the controllable performance of the managers 

would demand a very complex and costly design. Those firms which do not think it is 

worthwhile to do so do not separate controllables from uncontrollables for performance 

evaluation, and senior management's attitude of holding managers accountable for 

uncontrollables will thus be affected. This point is unique for Merchant's study because 

the literature is thin on this argument. However, whether the accountability for 

uncontrollables will be stricter or looser depends on the cause of the high cost situation. 

It will be looser if environmental uncertainty is the cause and it will be stricter if it is 

caused by organisational factors such as divisional interdependency, because 

environmental uncertainty is usually considered as being more difficult to control than 

internal organisational factors (Anthony and Govindarajan 1998). 

Merchant's 1989 study investigated twelve corporations, again in different 

industries. Two approaches were adopted in treating the uncontrollables. The first is to 

identify those items on the financial statements which are used to measure the 

performance of division managers for reward purposes before the measurement period; 

the other is to identify the methods of adjustment for the unpredicted uncontrollables 

after the measurement period. The explanations found for the diversity in practice can be 

summarised into the following two factors: 

(1) One is the division managers' degree of influence, which may be affected by 

organisational interdependency. It was discovered that sometimes holding managers 

accountable for uncontrollables would promote a feeling of increased autonomy and in 

other cases encourage them to think more for the good of the company or the group as 

a whole. This point is similar to the arguments of Baiman and Noel (1985) and 

Horngren et al. (1997) mentioned in 1.3 above. That is, the inclusion of uncontrollables 
in managerial evaluation may change managers' behaviour in the direction desired by top 

management and it may also bring to the managers' attention the fact that their actions 

may affect other activities in the organisation concerned. 

(2) To a large extent, the variations in the firms' treatment of uncontrollables is directly 

related to their desire for allowing subjectivity in the administration of the motivating 

contracts. The limitations of the explicit contract elements are particularly salient in 

uncertain situations where good performance is difficult to quantify. Subjective 
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judgements are used to provide evaluation flexibility so as to make the contracts more 

nearly perfect. In many situations, reward contracts are implicit, this is made to fill the 

gaps left either intentionally or unintentionally in the written contract. For example, the 

bases on which the rewards are assigned may be left vague because the evaluations are 
done subjectively. Or managers may be told that the company wll try to protect them 

against the harmful effects of certain economic factors that they cannot control if it turns 

out to be a ̀ bad' year. The argument indicates that it is necessary to use subjective 

judgements to evaluate subordinates' performance in uncertain situations, hence 

different rewards may result if circumstances change. This point seems to be a further 

explanation of the aforementioned factor of vacillation of management style in 

Merchant's 1987 study (see above in this section). 

In a recent study, Ugras (1994) also tried to examine empirically the reasons of 

why firms allocate uncontrollable and common costs to their responsibility centres. He 

found that the extent of allocation of such costs varies with the cost and difficulty of 

directly observing the responsibility centres, the levels of hierarchy in an organisation, 

the firm size, the diversity of the divisions, and the need for co-ordination among the 

divisions. With the exception of the first factor, which is similar to the observability 

concept described by Merchant (1987), Zimmerman (1979), Baiman and Demski 

(1980), Holmstrom (1982), Banker and Datar (1989), etc. (see 1.3), the other four are 

new explanatory factors for the variation of the controllability principle. 

The observability concept argues that cost allocations reveal information to the 

evaluator in central management about the performance of the responsibility centres 

when it is difficult to measure divisional performance. Cost allocations appear to proxy 

for certain hard-to-observe costs that arise in a decentralised firm. To alleviate this 

difficulty subordinates should be evaluated relatively on their accomplishments as they 

compare with their counterparts who face similar environment - even though the 

accomplishments are clearly outside their control. This argument supports the concept 

of relative performance evaluation as explained by Antle and Smith (1986) and Maher 

(1987) (see 1.3). 

The factor of the organisational hierarchical levels is illustrated by two 

phenomena. The first is based on Zimmerman's (1979) argument that indirect cost 
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allocations make the subordinate act as a monitor of his superior should be observed 
frequently in firms with large vertical hierarchy. By allocating the superior's 

expenditures to the subordinate, incentives are created for the subordinate to monitor 

these expenditures, since his welfare is now affected by his superior's overconsumption 

of perquisites. The subordinate is indirectly the agent of his superior's principal, and, 

through the allocation process, bears some of the costs (in terms of his welfare) of the 

superior's expenditures. As the superior's decisions start to impinge on the 

subordinates' welfare, the subordinates would either try to convince their superior to 

eliminate the wealth-reducing expenditures or they would go directly to their superior's 

principal. This argument thus implies that if indirect cost allocations are to be used for 

such a purpose a firm must have a large hierarchical structure. 

The second is found in a sequential environment, where allocation of prior 
departments' costs to the subsequent departments is proposed as a monitoring device 

when central management cannot observe the divisions' performance (Suh 1987,1988; 

Demski and Sappington 1989). Suh (1987) illustrates that in a multiperson firm there 

exists the possibility of collusion among managers and it might be in the best interest of 

the senior management to treat those costs, which should have been treated as 

uncontrollable without collusion, as if they were controllable by the manager concerned. 
The example taken in the model is a situation in which a final division manager has an 
incentive to collude with an intermediate division manager to get a higher quality of the 

intermediate products than the company desires. The cost of the intermediate products 
in the model is treated as an uncontrollable cost to the final product division by assuming 

that the senior management determines the amount of the intermediate products to be 

used by the final product division; the final product division manager has no discretion 

over costs incurred in the intermediate product division. The only variable he can control 
is his own action choice, which does not affect the intermediate product costs. In view 

of the possible collusion, it could be optimal for the senior management to hold the final 

division manager responsible for those uncontrollable intermediate costs by allocating 

those costs to the final division. Apart from collusion, Suh (1988) also indicates that 
because of uncertainty in the production process and communication problems between 

interdependent divisions, it could be appropriate to take into account costs in the 

intermediate divisions in the evaluation of the final division manager's performance. 
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Ugras (1994) labels the first phenomenon ̀vertical hierarchy' and the second 

`sequential hierarchy'. 

Firm size constitutes another reason for cost allocations. Zimmerman (1979) and 
Demski (1981) note that as organisations become larger, the responsibility centre's 

effort and performance are more difficult and complex to observe. Cost allocations are 

therefore imposed on the divisions as a monitoring device. This was confirmed 

empirically by Sannella (1986). It was shown that companies that allocate costs to their 

reportable business segments tend to be large in size. Examples indicating firm size given 
by Zimmerman (1979) include the extent of decentralisation and geographical 
dispersion. 

The above argument can be extended to diverse, multidivisional organisations. 
When a firm is structured around highly diversified divisions and when central 

management does not have the private information the divisions have, cost allocations 

can be used as a control mechanism (Baiman and Demski 1980; Holmstrom 1982). 

Ugras (1994) explains that with numerous and diverse divisions, central management 

may not have the capability to monitor each division's activities. Hence, uncontrollable 

costs are included in the performance evaluation to remind the divisions that such costs 

are to be considered in their decisions. In such diverse, multidivisional environments, 

allocations can also serve central management as a self-policing tool. 

Another argument for allocation of uncontrollable costs for performance 

evaluation use is the need for communication/interaction between responsibility centres. 

Several authors (Atkinson 1987; Ayres 1985; Horngren et al. 1997; Demski 1981; 

Zimmerman 1979; Cohen and Loeb 1988; Suh 1987; Suh 1988; Rajan 1992) 

demonstrate that cost allocations serve as a motivational tool which induces the 

divisions to coordinate their actions and behave in the manner desired by the central 

management. 

Atkinson (1987: p. 4) claims that cost allocations may serve different goals, such 

as motivation, coordination, equity, and evaluation. 

Ayres (1985) points out that differences in cost allocation methods among firms 
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would be a function of the degree of communication, which may vary with the 

geographical dispersion of a company and its organisational structure. 

Horngren et al. (1997) note that cost allocations can function as a mechanism for 

motivating and controlling managers. They (Horngren et al. 1997: p. 508) argue, 

Whether to include uncontrollable or indirect costs is a difficult question which 
must ultimately be resolved in terms of how the given alternative influences 
management behaviour in a particular organisation. In one organisation, the 
allocation may be desirable because it induces the desired behaviour. In another 
organisation the same allocation procedure may cause an opposite behavioural 
effect. 

Zimmerman (1979: p. 519) states, 

... when the rights to make certain decisions are assigned among the firm's 
managers, control and coordination problems arise. Cost allocations, when 
coupled with incentive schemes that induce the managers to pay attention to 
reported costs, help mitigate some of these control and coordination problems... 

Demski (1981) considers a setting with an owner and several managers and 

evaluates the usefulness of cost allocations in different scenarios. He evaluates three 

reasons for cost allocations: 

(1) decomposition of an overall problem into a series of smaller, easier to analyse choice 

problems; 
(2) design of a compensation mechanism that will best allocate productive risk as well as 

motivate the agent; 
(3) coordination by motivating various responsibility centres to act in the firm's best 

interest. 

Cohen and Loeb (1988) extend this coordination motive to a firm that centrally 

produces or acquires a product that is transferred to other divisions. The division either 

sells the product or transforms it into another product prior to the sale. In this model, 

cost allocations signal the scarcity of the centrally provided input to the subunit 

managers. The authors found that the use of a cost allocation mechanism will lead to a 

strict improvement in the welfare of both the top management and the division 
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managers. They highlight that if cost allocations are to have a role in coordinating a 

decentralised firm, then clearly such allocations should dominate no-cost allocation. 

The coordination use of allocations was further examined by Suh (1987; 1988) in 

the case of sequential production as described above. For firms with substantial 

coordination requirements, it was proved that rewards based on overall corporate 

performance are more effective than rewards based on divisional performance. He (Suh 

1988, pp. 163-164) concludes, 

... 
in a sequential department setting, communication is valuable because it allows 

the principal to improve his ability to coordinate multiple agents by providing 
better incentives for their action choices... [cost allocations] can serve as an 
alternative device to costly information... 

Rajan (1992) expands on the issue of coordination need. He examines firms with 

multiple divisions among which common costs are to be allocated: He also considers the 

role of cost allocations in coordinating multiple workers actions in order to achieve a 

desired return on investment. The proposed allocation scheme of the common costs 

serves as a motivational tool which induces the divisions to coordinate their actions and 
behave in the manner desired by the central management. He (Rajan 1992, pp. 540-541) 

comments, 

... the introduction of accounting reports and control systems [which include 
indirect cost allocations] may be useful in eliminating coordination problems in 
certain sequential organisations. 

The above evidence indicates that one of the reasons for cost allocations is to 

improve the coordination of activities within a firm. 

1.5 Comments and Summary 

In the literature there is consensus on the importance of the controllability principle: that 

is most people agree that uncontrollable items should be excluded from managerial 

performance evaluation. Apart from this simple principle, very little is mentioned on the 

scope of controllability, its components, and the separation of uncontrollables from 

controllables. 
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The limited studies on controllability are mainly normative in nature without the 

support of empirical evidence. The elements of controllability identified can be divided 

into two groups. One is internally generated from the firm. The components comprise 

role conflict, task ambiguity, managers' influence over reward. These elements creates 

difficulties of locating responsibility across time and divisions. Allocation of indirect and 

common costs is used to alleviate the demotivational effects by assigning responsibility 

to the appropriate units as fair as possible. This category of uncontrollables is mostly 

recorded in the company accounts. The other group is generated outside the firm. The 

elements consist of the various appearance of environmental uncertainty, which can be 

classified in practice, according to the degree of controllabilitiy, as economic and 

competitive forces and acts of nature. This latter category of uncontrollables not only 

cause changes in allocation of recorded costs but also unexpected changes in income, 

opportunity cost and revenue of the responsibility centres concerned. 

Although the simple principle of controllability is upheld by many writers, it was 

found that practitioners do not often stick to it. Some managers are still assigned and 

evaluated with uncontrollable items of performance. There are different treatment of the 

controllability principle given the same situation. Various reasons are found for this 

diversity of treatment in the literature. Some writers suspect that the diversity may be 

attributed to risk attitude, management style and environmental uncertainty. Others think 

that observability of subordinates' performance, managerial influenceability and the cost 

of information may count. Still others consider that firm size, the levels of organisational 

hierarchy, divisional diversity and coordination need are important factors. However, 

since most of these tentative reasons, with few exceptions, are developed through 

models and theoretical reasoning, there is a need to prove their validity by more 

empirical data. This is exactly the reason why this research is carried out. 

Moreover, since most of the systematic analysis of controllability is found in the 

western countries but the focus of this study is on China, it seems necessary to start a 

search for similar discussions related to China. The next two chapters will cover this 

area. 
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CHAPTER 2 

LITERATURE REVIEW ON THE PRACTICES OF 

PERFORMANCE EVALUATION IN CHINA 

As shown in the previous chapter, only limited empirical analysis on the controllability 

principle of performance evaluation has been found in western countries, and very little 

efforts have been exerted to extend its validity to other areas. In the management 
literature, Seddon (1987) argues that the assumptions behind performance appraisal are 

western and this makes it difficult to implement in non-western countries. Consequently, 

a study on such principles in China could test whether those western assumptions are 

equally valid if applied in less advanced areas. Unfortunately, there are very little 

research findings directly addressing these issues. The only systematic documentation 

relevant to this topic is available mostly in the form of case studies and books, which 

'describe the practices and the related social context of performance evaluation in some 
Chinese business enterprises. The following sections describe the major observations 

relating to the practices of performance evaluation and the application of the 

controllability principle in Chinese state-owned business enterprises. 

2.1 The Basic Controllability Principle is Supported in the Chinese Literature 

From the scarce information provided by the accounting and management literature 

which discusses performance evaluation in China, it can be found that the controllability 

principle, similar to the western concept described in Chapter 1, is basically adhered to. 
As evidenced by the following statements extracted from some Chinese literature, 

managers are not expected to be responsible for uncontrollables. 

Every responsibility centre must be accountable for those controllable 
production and business activities but not for those uncontrollable activities. 
(Lin 1994, p. 20) 

A cost centre should be made responsible only for controllable costs, which 
should in general satisfy three conditions, namely, 
(1) the cost behaviour is well understood by the centre concerned, 
(2) the costs can be quantified, and 
(3) the costs can be influenced and adjusted by the centre concerned. 
(Lin 1994, p. 29) 
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The profits gained by a profit centre should be adjusted for uncontrollable 
factors. 
(Lin 1994, p. 39) 

A responsibility centre should not be held accountable for those items which 
cannot be quantified, or of which it is not aware, or on which it has no influence. 
(Cai 1992, p. 45) 

The controllability principle is one of the most important principles in 
responsibility accounting. A responsibility centre should only be held responsible 
for the economic activities under its control, and hence it is only appropriate to 
evaluate its controllable costs. 
(Tan 1995, p. 171) 

Tan (1995) reports a case in which the production workshops of a factory were 

not held responsible for a temporary work stoppage which was caused by delay in the 

supply of raw materials. The supplying department was finally to be responsible for the 

delay but not the production units. Similar views of the controllability principle are held 

by other Chinese writers, e. g. Li (1994) and He (1989). 

2.2 A Wider Definition for the Uncontrollables 

In the same case study in Tan (1995), the following items were classified as 

uncontrollables when measuring a firm's cost of quality: 

Losses incurred outside the factory 

e. g. compensation to customers; 
discounts given because of poor quality of products; 
losses due to returns from customers; 

warranty repairs 

Corporate costs 

e. g. salaries of corporate management staff; 

staff welfare and fringe benefits; 

expenses for business trips; 

subscriptions to trade union; 
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depreciation of fixed assets; 

repairs to machinery; 

product inspection expenses; 
insurance expenses; 
interest expenses; 

tax expenses. 

Tan (1995) and Lin (1994) point out that the separation of uncontrollables from 

controllables is not that clear-cut as the statements in 2.1 suggest. It is situation specific, 
being dependent upon the sphere of management authority, the organisation structure, 

and the environment. For examples, those divisions which do not have the authority to 

appoint managers, allocate resources and approve expenses for business trips, classify 

the items - asset depreciation, overhaul expenses, property insurance, managers' 

compensation and managerial expenses for business trips, as uncontrollable costs. The 

product inspection division, because of insufficient facilities and manpower, may not be 

held accountable for the warranty expenses. The costs in the above examples are 

regarded as not controllable at the lower divisional level, but they are considered to be 

controllable at the higher level of hierarchy. Performance of the sales division may be 

affected by the quantity and quality of the products supplied to it, the economic 

conditions, the spending pattern of the customers, and the existence of similar new 

products sold by competitors. 

Although there is a clear classification of the uncontrollables based on the 

criterion of the sphere of influence, it seems that cost items easily fall into the definition 

of uncontrollables as can be seen in the inclusion of `the losses incurred outside the 

factory' in the category of uncontrollables. The above case implies that controllability 

refers to the accountability of the various divisional heads to the factory director. 

Managers are intended to be held accountable for the cost of quality. Since there are 
insufficient support and resources to carry out product inspection, all `the losses 

incurred outside the factory' are treated as uncontrollables to those managers who are 

responsible for controlling the cost of quality. This contrasts with the western concept, 

which, as evidenced by Merchant's (1987; 1989) examples in 1.1, only treats corporate 

costs, economic factors and acts of nature as uncontrollables; all other costs and factors 

are, in most cases, included as controllables. 
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A wider definition of uncontrollables in China is understandable because 

managers do not yet enjoy much autonomy in important areas of decision making, such 

as sourcing, pricing, and production activities. Lin (1994) maintains that it is thus 

inappropriate to hold them accountable for all their responsibilities. 

2.3 Responsibility Centres Holding Little Responsibilities 

Tang (1990) notes that the large number of and the resulting small responsibility centres 
in a typical Chinese state-owned enterprise increase the difficulty of holding managers 

accountable for their performance. The allocation of indirect costs to numerous 

responsibility centres is difficult to be designed on a fair basis. This may be the result of 

the Internal Economic Responsibility System (see 2.7,3.4.4 and 3.5) which 
disaggregates the targets set for the whole enterprise into smaller targets for the divisions 

and individuals. At the lowest level, a person may find that he will take on little 

responsibility if indirect costs are considered as uncontrollable and thus not taken into 

account in his/her performance evaluation. 

The Internal Economic Responsibility System may be one of the reasons that 

causes the existence of the small responsibility centre, because its main objective is to 

disaggregate the overall targets of the firm down to the lowest level of the hierarchy, 

i. e., the individual worker level with the intention of holding every employee 

accountable for his performance. This point is widely mentioned in the Chinese literature 

(e. g., the Research Office of the State Council 1988; Xu and Liu 1989). However, since 

many indirect and common costs are not easily traceable to this low level, a forced 

allocation exercise is bound to be on very arbitrary bases and will most likely give rise to 

unfair feeling among the employees. Those firms, which realise this defect, will tend to 

avoid such allocation as far as possible and this results in the little responsibility borne by 

the individual workers. A trend thus develops in which responsibility centres tend to 

avoid bearing indirect and common costs completely. This point is not particularly 
highlighted in the western literature; it is therefore assumed to be a specific feature in 

China. 

2.4 The Uncertain Environment in China 
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Unlike the western countries, in China there has been little discussion on the 

organisational factors which affect performance evaluation and the treatment of 

uncontrollables. Instead, there is evidence which shows how environmental uncertainty 

affect managerial decision making and firm performance. In fact, Liu and Liu (1994) 

found that most management problems are not strictly derived from the internal 

organisation of the firm, they really originate from the environment, which the firm has 

little control. From 1979 onwards, China has always been in the process of economic 

reorganisation and restructuring. It has become the testing ground for the 

implementation of various new economic policies. What follows are rapid changes in 

different facets of the society, including people's values and behaviours. All these 

increase the level of uncertainties in organisational operations, particularly in long-term 

planning and the setting of targets. More uncertainties hinder target achievement 

regardless the form the performance measures take. The following examples illustrate 

how uncontrollables are created by the uncertain environment in China. 

2.4.1 Fluctuating government policies 

Wang et al. (1990) indicate that state-owned enterprises in China, which have gained 

some autonomy, are constantly under the risk of being forced back to the government- 
directed status, depending upon prevailing market conditions. For example, the 

government regulations over control of the market can quickly overturn an enterprise's 

operating position, as happened in October 1988 when the economy was believed to be 

`overheated' and state-owned enterprises were ordered to turn in all inventory when 
demand was rising, but have been left alone where excessive supply occurred. 

2.4.2 Unclear legislation affecting financial planning 

Business enterprises are still unclear about where to pay their income tax. Recent tax 

laws specify that enterprises' income tax should be paid to the tax authorities. However, 

some state-owned enterprises were recently notified by the finance bureaux to pay their 
income tax to them. For example, in an administrative document, The Notification of 
Obtaining Forms of Financial Reports, issued by the Finance Bureau of Guangdong 

Province (27 June 1996) to the provincial state-owned business enterprises, states, 
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Those state-owned enterprises which have not registered with or paid their 
income tax to the Finance Bureau should do so immediately. Those which have 
already paid their income tax to the tax authority should file a photocopy of the 
tax receipt with the Bureau.. . and notify the relevant tax authority... to transfer 
the amount concerned to the account of the Bureau. 

From this document, it seems that present tax laws and regulations are unclear 

about the government department to which state-owned enterprises should pay their 

income tax. Those enterprises which were promised exemptions from and have had tax 

disputes with the tax authority may find that their financial planning seriously affected. 

Firms or subunits within a firm which are held responsible for their financial performance 

may use this incident as a cause for not achieving their targets. The evaluators of 

performance would find it difficult to refuse to accept that such an event is beyond the 

control of the evaluatees. 

It is common experience in China that government policies contradict with each 

other. This probably is the result of poor coordination among the various government 

agencies. Several departments, would sometimes have the same jurisdiction over a 

certain issue. The tax issue here is a case in point. Enterprises in China are occasionally 

uncertain on the validity of an agreement reached with a government department, 

because other government departments probably have the power to make it void in the 

future. This affects adversely financial planning and budgeting and also makes 

responsibility accounting difficult to function properly. 

2.4.3 Increase in bad debts makes prediction difficult 

The prediction of bad debts, hence that of firm profits, is made extremely difficult by the 

widely-reported rapid increase of `triangle debts' in recent years. `Triangle debts' occur 

when one enterprise is unable to pay its creditors, who in turn cannot settle their own 

debts (Liang et al. 1995; Luan and Li 1993). According to the State Statistical Bureau's 

press release on 25 January 1995, the total outstanding accounts receivable of all state- 

owned enterprises exceeded RMB600 billion at the end of November 1994. This was an 

increase of 74% compared with that of November 1993. About 60% of these accounts 

receivables could be considered to be doubtful debts. A survey of 10,000 state-owned 

enterprises was done by the Bureau in the same month and 55% of the respondents 
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indicated that `triangle debts' would be the most critical problem in 1995 (Wen Wei Po 

Daily, 26 January 1995). When a firm is unable to attain its profit targets because of a 

great increase of bad and doubtful debts, the evaluatee may be pardoned for such 

uncontrollable and his reward may not be adversely affected. 

2.4.4 Inflation hinders cost control and evaluation 

As recorded by Liu and Liu (1994), most enterprises have experienced a tremendous 

rise in price of production materials in recent years, thus pushing up the costs of 

production. On the other hand, market demand has also undergone an important 

structural change. Through various channels, the government has encouraged and given 

guidance to state enterprises to invest and produce according to market demand and 

consumption. The result is a scramble for the production of those products which could 

command an immediate high rate of return, and which are mostly products of the 

processing industries and consumables. Excessive production creates a difficult 

competitive environment for the state-owned enterprises, most of which were unable to 

pass on the high costs of production to the consumers. Many firms do not expect the 

high inflation. This phenomenon thus poses one of the uncontrollable economic and 

competitive factors in the performance evaluation process mentioned by Merchant 

(1987) in Chapter 1 (see 1.1). 

Inflation also affects the setting of fair transfer prices. This, in turn, hinders a fair 

evaluation of performance. Transfer pricing is a mechanism which facilitates evaluation 

of the performance of interdependent units within a firm. Successful implementation of 

which depends on, among other things, whether an objective market price is available 
for the products or services transferred among units. Byrd (1992) points out that 

although transfer pricing was used in some enterprises, it was not effective, mainly 
because it was not adjusted frequently enough to keep pace with inflation. 

Consequently, responsibility centres in a firm may claim that their poor performance is 

only a result of the unfair evaluation. 

2.4.5 Heavy welfare burden for old enterprises 

Most state-owned enterprises have the responsibility to provide comprehensive social 
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and welfare services to their employees, which include food service, education, housing, 

medical care, storage, transport and so forth. In some cases they even have to provide 

employment for the children of their employees. The numerous family ties among 

workers, generated by the enterprise's employment obligations are perceived as 

obstacles to efficient management. This burden is felt to be the heaviest particularly for 

the old enterprises because of the large number of old and retired workers (Byrd 1992; 

Liu and Liu 1994; Luan and Li 1993). 

2.4.6 Limited autonomy affects firm performance 

Although seasoned with the market element, China is still running a planned economy 

and therefore enterprises are not free from government interference. According to a 

government survey in 1987 in four provinces in China, business enterprises were given 

50% to 60% of their autonomy they thought they should enjoy. Insufficient autonomy 

was mostly found in the areas of sourcing, pricing, recruitment, employee compensation, 

finance, and organisation structure (Xu and Liu 1989). 

In most cases, managers are not able to control the sales revenues and future 

expansion of the enterprises and responsibility centres, as different from most western 

organisations, are often confined to cost centres rather than profit centres. 

Administrative control often hinders or prevents enterprises from developing new 

products and activities, and some firms are forced to stay in certain lines of business or 

to continue to produce certain goods, more or less involuntarily. Byrd (1992) reports 

that mandatory government planning severely affects the performance of the large state- 

owned enterprises (i. e. Anshan Iron and Steel Company) through the short-term 

production target and the lack of freedom of choice with supply imposed on it by its 

superior government agency, the Ministry of Metallurgy. The high share of mandatory 

planning and the detailed control over product mix are also a great hindrance to the 

exercise of independent, profit-oriented decision-making by Anshan's senior 

management. 

Another issue that derives from government interference is the vague and 

unstable concept of property rights. A great deal of uncertainties for enterprises result. 

Assets that enterprises consider their own could be taken away by government agencies. 
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Adjustments in favour of the enterprise concerned are made in profit remittance targets 

when such transfers occur, but these are probably not sufficient to compensate firms for 

their loss of control over physical commodities. The weakness of property rights 

exacerbates problems because enterprise choices and bureaucratic decisions are always 

subject to revision or cancellation. Byrd (1992) uses Anshan Company as an example to 

illustrate the adverse effects of this phenomenon. Anshan was unwilling to invest in 

expansion of certain facilities for fear that they might be taken away. This example 
illustrates the point that certain results are often more strongly influenced by government 

actions rather than by managerial actions. Hence the uncontrollables have a higher ratio 

to controllables in Chinese organisations. 

2.4.7 Multi-headed leadership leads to conflicts of interest 

This phenomenon can be illustrated by two case studies: the Anshan Iron and Steel 

Company (Byrd 1992) and the Nanning Silk and Ramie Textile Mill (Woo 1992). 

(1) Anshan Iron and Steel Company. 

Anshan Company is a large state-owned enterprise in the city of Anshan in Liaoning 

Province. Byrd (1992) describes that it was once torn by contradictory impertives (e. g. 

production targets versus profit targets) from different superiors. For instance, the 

planning, allocation and procurement activities were monitored by the Ministry of 

Metallurgy and by central government planning authorities and, finances and taxation by 

Liaoning Province. Most of Anshan's products went to the central government, whereas 
its profit remittances and tax payments went to Liaoning Province. Central authorities 

not only desired that Anshan should produce more steel, pig iron, and steel products; 

they wanted particular varieties that suited users' needs, as did users themselves. These 

varieties frequently were low-profit items or even lossmaking items that Anshan was not 

willing to produce. Liaoning Province, for its part, relied heavily on the enterprise for 

fiscal revenue. Hence the province preferred that Anshan should shift product mix 

toward high-profit items and should reduce or eliminate production of low-profit items. 

On the other hand, the allocation of material inputs to Anshan was complicated. 
Raw materials, coal, heavy oil, and major equipment were handled by the Ministry of 
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Metallurgy. Electricity and natural gas supplies were handled by Liaoning Province. 

Building materials, such as cement, timber, and steel for construction, were allocated by 

Anshan Municipality. This system led to numerous conflicts. 

Another problem related to Anshan's status as a centrally run enterprise in a local 

economic environment was chronic difficulties in obtaining approvals or help from 

municipal authorities for mundane matters such as hooking up utilities, obtaining food 

supplies for workers, obtaining local construction materials, and so forth. There were 

also conflicts with local authorities over a range of other matters. Most of these conflicts 

stemmed from Anshan's social responsibilities toward its employees and their 

dependents, as a result of which the enterprise became involved in a host of 

administrative matters that took up a great deal of the time of senior managers and led 

to friction with local authorities. 

Another sphere in which the effect of the multiheaded leadership system is 

evident is investment planning and decision making. Numerous central and provincial 

agencies were involved in these activities, but no one wanted to take responsibility for 

funding or for the returns earned by investments. 

Anshan was forced to operate in a complicated administrative environment 

characterised by chronic instability and by changing bureaucratic compromises among 

vaious agencies. For example, Anshan faced difficulties with its modernisation 

programme, including uncertainty, conflicts, delays, frequent reversals of decisions, and 

waste. Although Anshan's modernisation programme was approved by the central 

government, much of it had to be financed by bank loans, which were determined 

primarily at provincial and local levels. As a result, modernisation loans chronically fell 

short of plan stipulations. 

Closely related to administrative complexity in this regard is instability. Tugs and 

conflicts between different levels of government and various supervisory organisations 

resulted in considerable uncertainty and mutability in Anshan's administrative 

environment. This situation was most evident in the chronic instability of the 

administrative boundaries within which Anshan operated, that is, which activities the 

enterprise was allowed to undertake and which it was not. Another manifestation of 
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instability was in the distribution of profits. 

The diverse, often conflicting goals of different supervisory agencies diverted the 

enterprise's attention from improving economic efficiency and, more generally, sapped 

its ability to accomplish any particular goal. Anshan's best interest tended to become 

submerged in this environment, and there was confusion about what its goals and 

priorities should be. 

(2) The Nanning Silk and Ramie Textile Mill. 

The Nanning Mill was a large textile enterprise in Nanning City, the capital of Guangxi 

Autonomous Region. Its operations were directed by the Nanning Textile Bureau, its 

superior government agency. Woo (1992) reports that in the 1980s there was confusion 

at first as to which government department was in charge of which of the mill's targets. 

Gradually the mill came to receive all of its production targets from the Nanning Textile 

Bureau and its profit target from the Naning Finance Bureau. Its profit retention rate 

was set jointly by the Nanning Economic Commission, the Finance Bureau, and the 

Textile Bureau. Supply of raw materials and other inputs continued to be controlled by 

the Supply and Marketing Corporation under the Guangxi Textile Bureau at the 

provincial level. Distribution of the mill's output was in principle the responsibility of the 

commercial departments of the municipality. 

Municipal agencies were likely to defend the interests of the enterprise at the 

expense of the interests of the regional or central government; profit targets would be 

adhered to more loosely, tax exemptions would be given more indiscriminately, and 
delays in loan repayments would be pardoned more easily. ̀Good' performance of the 

enterprise is therefore subject to different interpretation, depending on which 

government agency is doing the evaluation. 

2.5 Reward is not Performance Linked 

In nominal terms, bonus is intentionally distributed to workers as incentive to reward 

above-standard performance. However, this is not the norm in actual practice. As Woo 

(1992) records, 
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Most state enterprises in China had come to treat bonuses as part of the regular 
income of their workers and to pay bonuses as long as minimum performance 
standards (such as attendance) were met.. . Most local government departments 
were sympathetic to firms and their workers; they considered bonuses to be 
essential because wage levels were so low. 

The concept, ̀more effort, more reward', though highly publicised, is not well 
implemented. This notion is also supported by Chow (1994), who found that Chinese 

employees do not like to be individually evaluated, particularly on performance-related 

factors. Besides, they also prefer group-oriented appraisal systems in order to maintain 
harmonious relationships. It is therefore more difficult to hold them accountable for their 

performance. 

2.6 Missed Targets are Easily Pardoned 

This attitude can be illustrated by the experience of the case of Nanning Mill as reported 

by Woo (1992). The two superior government agencies, the Nanning Textile Bureau 

and the Guangxi Textile Bureau, had never seriously evaluated the mill's performance 

since the mill's market deteriorated. In any case, the profit target set by the Finance 

Bureau was the only target that really mattered. As the market situation worsened, other 

plan targets lost all importance. Supervisory agencies did not even bother to revise 

targets to reflect the changes in the market situation, but all concerned understood that 

the mill was not expected to meet those targets and would not be penalised for failing to 

do so. 

In another incident, when the mill's profits plummeted, workers still received 

bonuses, although the amount of the bonuses was slightly less than it had been in the 

previous year, and collective welfare expenditures more than doubled. Such behaviour 

was defended on the ground that poor performance was the result of market changes 

and price reductions - circumstances beyond the control of the mill - and hence 

employees should not be penalised. This behaviour shows that the mill was not truly an 
independent economic entity and did not have to abide by a tight budget. Similar 

situations were reported by Wu et al. (1994). 

The above examples show that company staff are sometimes not made 



43 

accountable for their performance even though targets are not achieved and therefore 

there is little point in separating controllable and uncontrollable items in the evaluation 

process. 

2.7 Attitude towards Evaluation is not Serious 

As reported by Woo (1992) the budget of the Nanning mill had several components that 

were negotiable, including the amount of profits it should remit to the Finance Bureau, 

the amount of taxes it should pay to the Tax Bureau, and the amount of loan repayments 
it should make to banks. Negotiations occurred not only at the beginning of each year, 

at which targets were handed down by supervisory agencies, but also during and even at 

the end of the year. Targets agreed on at the beginning of the year could be drastically 

changed later. 

The management of the mill's loan repayments illustrates how the soft budget 

constraint worked in practice. Negotiations with the People's Bank of China and the 

Nanning Finance Bureau resulted in extending the repayment period of a project loan for 

three years, without any penalty. This delay was arranged because there was a conflict of 
interest between the Finance Bureau and the People's Bank since the mill's loan 

repayments came in part from the profits and taxes generated by the project financed by 

the loan. Any loan repayment the mill made would reduce the amount of revenues 

collected by the Finance and Tax Bureaux. Thus it was in the interest of the Finance 

Bureau to defer the mill's loan repayment. 

Furthermore, because the project concerned was considered a ̀ ministry 

approved' project, the local branch of the Construction Bank of China did not conduct a 
detailed appraisal. The terms of the agreement were drawn up very loosely; repayment 

was to be made within five years after signing, but it could be extended another two 

years if the enterprise had difficulty generating sufficient taxes from the project to cover 
loan repayments. 

The terms of the loan agreements were largely immaterial in any case. 
Government agencies did not expect the terms to be fully observed, and the Nanning 

mill did not anticipate any problems if it failed to honour its obligations. The banks did 
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not operate as independent commercial banks that took full responsibility for loan 

appraisal and recovery. The local government, represented in a fragmented manner by 

the Finance Bureau, by the Textile Bureau, or by the Economic Commission, acted as 

intermediary and final arbitrator between Nanning and the lending institutions. As long 

as an investment project was endorsed by the local government, the mill did not have to 

worry about the ability to repay the loan. 

Finally, the attitude of not respecting contract fulfilment is widespread and can 

be summarised by Byrd's (1992) view, 

The contractual approach to internal organisation [implying mainly the Contract 
Responsibility System and the Internal Economic Responsibility System as 
described in 2.3,3.4.4 and 3.5] carries with it tradeoffs and difficulties, although 
it may generate strong incentives for improved financial performance in the short 
run-the situation is one of bilateral-monopoly bargaining, with asymmetric 
information and with incentives for either side to break contracts to its own 
advantages. Hence the internal contracting method that is becoming increasingly 
popular in Chinese state industry will likely prove unstable and will be a source 
of continuing conflicts. 

2.8 Comments and Summary 

As stated in the Introduction, one of the purposes of this research is to understand the 

practices of performance evaluation and the related controllability principle in China. It 

is therefore useful to see how far the literature covers this area. The above analysis has 

fulfilled this objective. It provides evidence to show that the concept of the 

controllability principle of performance evaluation in China is basically similar to that of 

the western countries. That is, subordinates should not be held accountable for the 

uncontrollable items of performance. The complex issue of identifying uncontrollable 

items is recognised and described as situation specific, being dependent upon the sphere 

of management authority, the organisation structure, and the environment. 

However, it is pointed out that more performance items are regarded as 

uncontrollable in China. It is highlighted that the small size of a responsibility centre in 

Chinese organisations makes indirect costs and responsibilities difficult to be traceable. 

The uncertain environment also creates problems for the separation of controllables and 

uncontrollables. The uncertain environment is caused by many factors, which include 
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fluctuating government policies, unclear legislation, triangle debts, inflation, heavy social 
burden of the old enterprises, limited organisation autonomy, and multi-headed 

leadership. Institutional and cultural factors heavily influence rewards which are usually 

not performance linked. The combined effects of all these factors produce an apathetic 

attitude towards performance evaluation and a habit of pardoning missed targets 

gradually develops. 

The above evidence of the practices of performance evaluation is mostly drawn 

from past case reports and books. It is therefore difficult to judge whether they represent 

the general situation in China. However, anecdotal evidence is abound in the Chinese 

accounting and management literature, which consistently presents similar results as 

those found in the case studies, albeit the methods of analysis adopted are less 

systematic. Nevertheless, more updated information is needed to provide a more 

thorough understanding of performance evaluation in China. 
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CHAPTER 3 

THE PERFORMANCE EVALUATION OF 

CHINA'S BUSINESS ENTERPRISES 

The previous chapter indicates that although the basic concept of performance 

evaluation in China is similar to that of the west, there are differences in defining and 

treating uncontrollable items of performance. Being a socialist country, China's firm 

management has its own unique features, which might contribute to such differences. 

Without an account of the background that has led to the development of the current 

practices of performance evaluation, it is difficult to understand the rationale behind the 

scene. This chapter describes and discusses the way in which the Chinese government 

measures and evaluates the performance of business enterprises and how an enterprise 

measures and evaluates the performance of its divisions. Since it is expected that the 

unique features of Chinese management can best be displayed in state-owned and 

collectively-owned enterprises and the Chinese government is still the major owner of 

firms in China1, only the practices of state-owned and collectively-owned firms will be 

examined. 

3.1 The Rising Importance of Performance Evaluation 

During the era when the economy was strictly regulated by state planning, enterprise 

management in China was highly centralised in the hands of the government. Important 

decisions at enterprise level were mostly made by government officials. Enterprise 

managers were left with little autonomy and discretion in handling their strategic issues 

and operational problems. It was therefore both unsuitable and unnecessary to hold 

managers accountable for their performance. However, since the start of the economic 

reform in 1979, the Chinese government realised that increasing the autonomy of 

enterprises is essential in improving their efficiency. In order to evaluate the 

effectiveness of this policy of power decentralisation, the government has become keen 

to measure the performance of the state-owned enterprises. 

3.2 Two Levels of Performance Measurement 
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In the west, most of the firms are either privately or publicly owned, the senior 

management of a firm (apart from some ̀external' parties such as shareholders, 

creditors, and the government) is the only party who will evaluate in detail the 

performance of its divisions, subsidiaries or branches. Governments seldom own profit- 

making organisations and they would not normally interfere into the business of a firm 

or its different segments. 

On the contrary, in China, the government is equivalent to the owner in many 
firms and this form of hierarchy generates two levels of performance measurement. One 

level is that the government's evaluation of the aggregate performance of a firm, and the 

second level is that of the senior management of a firm evaluating the performance of its 

segments. In other words, the Chinese government assumes the roles of both 

shareholder and board of directors of a business enterprise and it therefore would 
involve in the day-to-day operations of a firm. 

3.3 Government's Evaluation of Firm Performance 

Government's attitudes and methods of evaluating firm performance varies with the 

extent of government control on the state-owned and collectively-owned enterprises. 

From 1979, that is, the start of the economic reform, the Chinese government has 

obviously been adopting a policy of gradual relaxation of control on the enterprises. 

Before the reform, there was basically no autonomy in a firm in respect of many 

economic activities. The state specified detailed directives for all the state-owned and 

collectively-owned enterprises to follow and, the exercise of performance evaluation 

was nearly non-existing or, at best, extremely unimportant. Since the reform, enterprises 

have increasingly been given more decision-making power concerning production, 

supply, marketing, financing, pricing, personnel, wages and bonuses. Such change was 

reported to be triggered by the eager demand of the enterprise managers for increased 

autonomy. Similarly, the government was also convinced that more delegation of power 

to the enterprise level would increase operational efficiency (Liu 1993). 

The government understands that more delegation of power would mean some 
loss of control and this tradeoff was believed to be worthwhile. In order to minimise this 

loss of control and to monitor the effectiveness of the decentralisation policy, a 
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performance measurement system of the enterprises was designed. The Contract 

Responsibility System (also known as the Business Contract System) was introduced 

with the aim of achieving this objective. 

3.4 The Contract Responsibility System 

3.4.1 Its development 

The Contract Responsibility System in China is a mechanism which aims at separating 

the ownership and the management of state-owned assets. Through clarifying the duties 

and rights of state-owned business enterprises it is hoped that they would finally become 

self-sustaining autonomous units whose assets are still owned by the state. 

According to Tang (1990), the contract system originated from the rural areas in 

1978. Land was given to the farmers who submitted periodically to the government a 

fixed amount of farm products and cash; any surplus production could be retained by 

them. Because of its widespread success in the rural areas, this system was extended to 

the cities in 1981 when the famous giant enterprise, the Capital Steel Corporation in 

Beijing, adopted such a system. Untill 1987, this system had developed into various 

forms and was then widely used all over the country by approximately 80% of the 

medium to large business firms (Xu and Liu 1989). In 1988, the State Council confirmed 

its importance by issuing the Temporary Regulations of the Contract Responsibility 

System for the State-owned Industrial Enterprises. Later in the same year, the 

implementation of the system was formalised by the passing of the Law of the People's 

Republic of China State-owned Industrial Enterprises. In the early 1990s, this 

contracting activity applied not only to state-owned enterprises, but it was also extended 

to enterprises of other ownership types such as collectively-owned' firms and 

proprietors (Zhang 1995). 

3.4.2 Its features and functions 

The main objective of the contract system is to encourage entrepreneurism and stimulate 

people's incentive to work by specifying certain targets to be achieved and linking the 

achievements to a reward system. Basically, the idea is similar to the budgetary control 
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system of a ̀ modern' firm in an advanced country. Under the system, the government 

contracts the enterprise business out to a contractor, who may be an individual, a group 

of individuals or an entire enterprise, usually represented by the factory director (the 

chief executive officer) (Tang et al. 1996). The contractor commits himself to fulfilling 

various targets or production indexes, of which a profit target is normally the major one. 
Other targets may include production volume, product quality, repayment of loans, 

treatment of debts and receivables, etc. The contractor may also be rewarded or 

penalised in respect of pecuniary remuneration. When the contract targets are missed, 

the contractors, who may be the staff members of a firm in some cases, are probably 

subject to various penalties such as reduction of salaries and bonus, fringe benefits, 

degradation, transfer, and even dismissal. As will be explained in 3.4.6, their contract 
deposit may be confiscated, the enterprise fund may be drawn on to make good the 

target shortfall, and merger with other enterprises may also occur. Targets and 

remuneration are negotiated between the government and the contractor for each 

enterprise, so that the terms in one contract can be quite different from another contract 
(Li et al. 1993). Since the terms are written down formally into a legally enforceable 
document, both the contractors and the government are basically expected to commit 

themselves to fulfil what they promised. The most common period of a contract is three 

to five years. 

According to the Auditing Cadre College of Hubei Province and the Auditing 

Association of the Huang Shi City of Hubei Province (1993), the contract system aims 

to achieve the following functions: 

(1) It assures a stable growth in government's income. 

Under the system, a base income is normally fixed as the amount to be submitted to the 

government every year. If actual profits exceed that amount, then the exceeded portion 

can be retained by the enterprise concerned. This arrangement not only encourages an 

enterprise to fully exploit its own potential, but also enables them to enhance 

technological improvement and further development. On the one hand, the government 

receives a stable amount of income every year, and on the other, the self-sustaining 

enterprises can reduce the government's burden of injecting further funds into them. 
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(2) Government control of enterprises changes from direct to indirect. 

Through the mechanism of the contract system, the government changes its form of 

control on enterprises from the previously direct administrative interference to an 
indirect monitoring of performance. 

(3) It creates an environment for the emergence of entrepreneurs. 

The operation of the contract system demands high management competence of the 

contractors. It also provides the training ground and opportunities for the potential 

entrepreneurs. 

3.4.3 Its content 

A typical contract usually specifies two main types of targets and a reward method. The 

first type of target is the submitted profit amount. The second type of target is a promise 

of a certain degree of technological improvement or a promise of growth in asset value. 

The reward is an increase in total payroll of the firm. 

Usually no attempts are made by the contracting parties to classify specific 

targets into controllable and uncontrollables. However, sometimes a general term may 

exist in the contract stating that amendments or even termination of the contract can be 

evoked by either parties in case there are uncontrollable factors like changes in 

government policies and regulations (see Appendix 1 and Appendix 3). 

Forms of the profit target vary, and they can be grouped into the following 

categories (Xie and Lin 1992): 

(1) An increased profit target. 

The contracted amount of profits to be submitted to the government within the contract 

period consists of a series of annual profits with a fixed growth rate. This type of target 

is suitable for those enterprises with a stable market, whose sales are good, the 

environment is not competitive and their need to enhance technological level is great. 
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(2) A fixed profit target with a surplus-sharing scheme. 

On top of the fixed amount of submitted annual profits, the government and the 

enterprise concerned share the surplus based on a predetermined scheme. The aim is to 

alleviate the adverse effects of inaccurate target setting. This type of target is suitable for 

those enterprises with mediocre profits but great production potential, which produce 

necessities of low technical requirements. Most of them need help, because they face 

uncertainties. 

(3) A fixed profit target. 

An enterprise can retain all the profits after a fixed amount has been submitted to the 

government annually. This type of target is to take care of those low-growth enterprises 

which produce necessities. These enterprises usually possess growth potential, but they 

are temporarily affected by rise in price of raw materials. With assistance, they are able 

to overcome the short-term difficulties. Since the implementation of this type of target 

could reduce government's income, its sphere of application has to be limited. 

(4) A loss target. 

An enterprise which is suffering non-operating losses can contract with the government 
for a fixed annual loss target or a gradually reducing loss target. In certain cases, a fixed 

amount of subsidy would even be paid by the government to the enterprise. Examples of 

non-operating losses include losses due to plant relocation, foreign exchange losses and 
losses due to rise in price of raw materials. 

(5) A profit/loss target for a particular industry. 

Sometimes, a profit/loss target of the aforementioned forms would be negotiated with a 

particular industry as a whole or a group of companies. In this case, the performance of 

the group or industry will be measured and there exists the possibility of good and poor 

performance of firms setting off each other, thus hiding the true performance of 

individual firms. 
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To set an appropriate target is not easy. Normally it is set with reference to the 

following bases: 

" The profit history of an enterprise. 

" The average profit of the industry. 

" The production potential of an enterprise. 

" The extent of technological improvements required from the enterprise. 

Although absolute profit is the major type of target of a contract, other types of 

target are common. The following are also typical examples of contract targets: 

(1) Targets of economic efficiency. 

" Profits before tax and growth rate. 

" Profits submitted to government and growth rate. 

" The ratio of profits before tax or profits after tax over total assets. 

" The ratio of profits before tax or profits after tax over sales. 

(2) Targets of technological improvements and growth of fixed assets. 

" Investment in technological improvement and its growth rate. 

" Number of projects concerning technological improvement and the success rate. 

" Growth of state assets. 

" Amount provided for depreciation and overhaul. 

" The ratio of total assets over profits after tax. 

(3) Targets of quality management. 

" Product quality, production safety and the national upgrading of the enterprise in an 

industry. 

" Assets turnover rate. 

" Production value per worker. 
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" Resources consumption rate. 

The Administrative Bureau of State-owned Assets (ABSA), the Finance Bureau 

and the superior government agent of the enterprise concerned may participate in 

setting the targets. Performance is checked annually and at the end of the contract 

period. Before the signing of a contract, the value of state assets has to be examined by 

the ABSA for the purpose of setting the base amount of the targets (see 3.4.5 for 

details). 

3.4.4 The choice of contractors 

On the part of the state, the duty of taking out the contract may also rest with the 

ABSA, the Finance Bureau and the relevant superior government agency of the 

enterprise. On the other hand, representation of the contractor can be in the following 

ways (Xie and Lin 1992): 

(1) The factory director can be the sole contractor. 

(2) The contractor consists of a group of companies represented by the factory director 

of one of the member companies. 

(3) All staff members of an enterprise can be responsible for the contract, but the duty of 

the management of the contract is delegated to the factory director. 

(4) One enterprise can contract for the operations of another enterprise. 

Arrangements (1) and (2), that is, contracting by the factory director, are the 

most common ways of contracting. Arrangement (3), that is, contracting by the whole 

staff force, is expected to have strong motivational effects on staff performance. 

Arrangement (4), that is, enterprise contracting, is expected to make full use of the 

contracting enterprise's capital, technology and management skills in order to enhance 

the product and organisation structure of the enterprise being operated. 

These processes of choosing a contractor have the effect of introducing an 
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element of competition into the management of the enterprise. One way of recruiting a 

contractor is through open tendering of the job. The state believes that by this method 

the best contractor can be chosen. However, contractors may also be appointed by the 

government or, elected by the staff members of an enterprise. Whichever ways are 

chosen for the recruitment of the contractor, his competence and political attitude have 

to be examined. 

The contracting process also allows participation of the staff force. Staff 

representatives are members of the contract bidding committee. The contracting plan has 

to be approved by the staff representatives' meeting. Apart from the targets to be 

achieved by the enterprise as a whole, detailed targets are set within the enterprise at 
different levels. This exercise, called the Internal Economic Responsibility System (see 

2.3,2.7 and 3.5), tries to ensure that every staff member is fully committed to the 

accomplishment of the contract. 

3.4.5 Setting the base amount of the profit target 

Before setting the various profit or growth targets, a base amount of profits is to be 

ascertained. It is a reference point for determining the actual profit targets within the 

contract period. The base profits are determined mainly by referring to the past 

performance of a firm and its industry. The yearly profit targets are reached by adjusting 

the base profits in expectation of future changes. Due to the importance of such an 

amount, many factors have to be considered for its determination. These include the 

production policy of the state, the profitability of the industry concerned, the previous 

contracting results, the results of technological improvements and the expectation of the 

enterprise's efficiency and environmental factors. Variations of the methods of 
determination of the pre-adjusted (before adjustment of other factors) base amount are 

as follows (Me and Lin 1992): 

(1) Average of the submitted profits in the previous contract period as the base amount. 

(2) Submitted profits in the last year of the previous contract period as the base amount. 

(3) The average ratio, profits/total assets, in the previous contract period, multiplied by 
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present total assets, as the base amount. 

(4) The difference between the target ratio (e. g. profits/total assets) of the enterprise 

and the industrial average ratio in the previous contract period, as the base 

percentage. For example, if the target ratio is 20% and the industrial ratio is 18% in 

the previous contract period, the base percentage of difference is 2%. If the actual 
industrial average ratio is 19% in the current contract period, then the enterprise has 

to achieve a ratio of 21% but not 20%. The required performance varies with 

changes in the industrial environment. 

(5) After reviewing the profitability of the enterprise and that of the industry in the 

previous 3 years, 3 sets of targets (high, medium and low) together with the 

respective reward/penalty systems are designed. High target is accompanied with 
higher proportion of retained profits and low target is accompanied with smaller 

proportion of retained profits. The enterprise is free to choose a suitable class of 

target to be applied in each individual year within the contract period. This method 
has the advantages of preventing the lengthy bargaining and negotiation procedure in 

fixing the base amount of profit and avoiding the situation of `whipping the fast ox'3. 

By choosing this method, the enterprise is also able to adjust its own position to the 

risks it is willing to take. 

3.4.6 The ability to bear losses 

If an enterprise misses the targets or suffers a loss, it will not only obtain no reward 
based on the terms of the contract, but it is also subject to a penalty. In the case where 

the contractors are the factory directors or the staff members, they may not have enough 

personal funds to meet the shortfall. Because of this deficiency, there is a danger that an 

enterprise can only contract for profits but not for losses. Risky decisions might thus be 

taken by many contractors. The following actions may be taken to reduce this risk (Xie 

and Lin 1992): 

(1) The contract risk deposit. 

The factory directors and the staff members, if they are the contractors, have to deposit 
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with the enterprise a fixed amount of their own personal funds which may be used to 

guard against the risk of missing the contract targets. Sometimes, they would also be 

required to purchase a certain amount of debentures of the enterprise concerned. The 

money thus received would be banked as a special fund which cannot be used for other 

purposes but only for making good the missed targets. 

(2) Separating assets into the state fund and the enterprise fund. 

Assets of the contracting enterprise are separated into the state fund and the enterprise 

fund. Assets existing before the contract date belong to the state fund. Retained earnings 
formed during the contract period and the assets purchased by using these retained 

earnings are classified as the enterprise fund. Only the enterprise fund can be used to 

make good the portion of the submitted profits which fall short of the target. In addition, 

it can also be used as working capital. 

(3) Merger. 

If there is a profit shortfall after payment from the risk deposit and the enterprise fund, 

then it is possible that the enterprise would be taken over by another enterprise. The 

controlling enterprise would promise to pay for the profit shortfall. This kind of merger 
is not normally done under state administrative guidance but on a voluntary basis. If the 

contracting enterprise goes into liquidation, it is likely that the government has to suffer 

the losses. Consequently, the government is keen to encourage this kind of merger. 

A typical contract may be a combination of the following three formats (Me and 

Lin 1992): 

(1) Contracting for the production value, the amount of tax and the profits after tax. 

This format is suitable for the production functions of the medium/large enterprises. 

Production value means the average selling price of the production volume for the last 

three years: If targets are achieved, staffs salary and bonus can be improved. 

(2) Contracting for the indirect costs. 
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This format is suitable for contracting the expenses of the supporting/servicing 

functions. If targets are achieved, staffs bonus can be improved. In case the division 

concerned has some income, the target will be tightened by reducing a certain 

percentage of the expenses. The procedure of setting cost targets resembles that of 

setting profit targets, that is, both past cost trends and expected future changes are taken 

into account. 

(3) Contracting for the profits after tax. 

This format is suitable for small enterprises which would be able to retain all the profits 

over the targeted amount. 

Generally speaking, enterprises which have potential of making profits are more 

willing to take out a contract and the government is also more willing to accept these 

enterprises as contractors. 

Although the majority of the business enterprises in China are being operated 

under the contract system, there are some operating without it. China has gone into the 

habit of setting a trial-run period whenever a new policy is implemented. Certain 

enterprises are selected at the beginning to experiment the effectiveness of the policy, 

which would be applied to more enterprises if it is later proved successful. This explains 

why not all the enterprises practice the contract system. However, in many instants, the 

government is still evaluating those enterprises which do not adopt the contract system 
by setting targets and measuring the variances from the targets, and linking a 

reward/penalty system to the evaluation. Reward and penalty may take the form of 

increase or decrease in wages and salaries, fringe benefits, promotion or degradation on 

the part of the factory director, and the amount allowed to be retained by the enterprise 

for its own development. The situation has now evolved into a stage where there is a 

blurred distinction between a contract system and the state directives, because state 

control on the enterprises has loosened over the past years. At present, the obvious 
features of a contract system are that the agreed terms of evaluation are recorded in a 
formal document and the contractor in most instants has the discretion to appropriate 

profits once he has achieved the targets set for him. 
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3.5 Divisional Performance Measurement 

From the interviews4 with some organisational managers in China, the following view on 

the practices of divisional performance measurement can be drawn. Basically, the logic 

of measuring the performance of a division within an enterprise resembles that of a 

western firm, except that in most cases the targets set for a division would have to be 

made compatible with those targets set by the government for the whole enterprise 

regardless whether it is under the contract system or not. 

Certain enterprises, as mentioned in 3.4.4, practise the Internal Economic 

Responsibility System. They break down the aggregate contract targets for the 

enterprise into sub-targets and allocate them to the divisions and sometimes even to the 

individual employees (Wu et al. 1994). Formal contracts, like those for the entire 

enterprise, are signed between the enterprise and the respective divisions and/or, signed 
between the divisions and the individuals; in which rewards and penalties are also 

specified. However, unlike those contracts signed with the enterprise as a whole, most 

of these written contracts cannot be legally enforced (Woo 1992; Zhang 1995). They 

can be likened to a form of the ̀ management-by-objectives' technique. 

Typical performance measures or targets for a division of an enterprise include 

the following key criteria: 

" production volume 

" production quality 

" standard costs 

" liquid funds employed 

" notional profits 

Non-financial and qualitative criteria like safety, environmental, and other 

regulatory standards are also required to supplement the above for achieving long-term 

efficiency (Cai 1992). 

Weightings are assigned to each of these criteria to show their respective 
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importance. Scores are given based on actual performance for each criterion and the 

results are compared with the targets. Bonuses, incentives, and prizes will be granted to 

above-standard performance; penalties will be imposed on below-standard 

performances. 

To facilitate the handling of liquid funds in the responsibility centres, a 

mechanism called Internal Banking is adopted by some large enterprises. Its basic 

functions include (Shi and Zhang 1994): 

" Settlement of accounts for the responsibility centres. 

" Allotment of pre-determined liquid funds to each responsibility centre. 

" Handling of fund borrowing and lending among responsibility centres. 

" Handling and controlling the issue of `internal currencies' and ̀ internal cheques' and 

the charging of `internal interest' as means of account settlement. 

" Monitoring the use of liquid funds by the responsibility centres with particular 

concern on the surplus and shortage positions. 

" Setting transfer prices for goods and services transferred and setting standard costs 
for goods and services used so as to establish the notional profits of the 

responsibility centres. 

The Internal Bank can be set up as a section within the accounting function of an 

enterprise, or it can be a separate function. 

The above features indicate that the Internal Bank takes up part of the 

accounting and treasury functions of a ̀ modern' firm, and it aims at strengthening the 

sense of responsibility of the divisions. Although divisional profits can be computed by 

the establishment of the transfer prices and standard costs, divisional autonomy is still 

very limited as reflected by the centralised handling of the liquid funds. 

3.6 The Contract System and Agency Theory 

The Contract Responsibility System in China mainly deals with the problems of 

evaluating the performance of business enterprises by the government. It therefore 
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addresses similar issues frequently discussed in the agency theory. Jensen and Meckling 

(1976) defines an agency relationship as a contract under which one or more individuals 

(the principal) engage another individual (the agent) to perform some services on their 

behalf which involves delegating some decision-making authority to the agent. Problems 

may arise under circumstances in which there is a conflict of interest between the agent 

and the principal (Pratt and Zeckhauser 1985). Jensen and Meckling (1976) also note 

that the relationship between stockholders and managers of a corporation fits the 

definition of a pure agency relationship. 

Motivation of the agent is another central point of the agency theory. It focuses 

on the utilisation of compensation rules with which the principal seeks to motivate the 

agent to direct business activities in ways that are desired by the principal (MacDonald 

1984; Starks 1987). Levinthal (1988) points out that in the process of contract design 

several factors must be taken into account. 

(1) the relationship between output and the incentive scheme offered to the agent, 
(2) the allocation of risk associated with different compensation schemes, and 
(3) the preferences of the principal and agent with respect to income and nonpecuniary 

outcomes. 

However, he warns that compensation schemes only reward executives on the basis of 

some agreed upon indicators of managerial performance, but not necessarily 

effectiveness or efficiency per se. 

Two important theoretical elements are present during the contracting process. 
One is the problem of moral hazard. Since the agent has been selected for his specialised 
knowledge, therefore the principal can never hope completely to check his performance. 
Moral hazard thus arises due to the asymmetry of information between the principal and 

agent that results because the agent's actions cannot be observed (Arrow 1963; 

Holmstrom 1979). However, one thing is certain is that managers are not held 

responsible for observable events outside their control and their incentives are 

predicated on the performance that should be achievable given particular circumstances. 
Agency theory writers have recognised that there are controllable and uncontrollable 

environmental contingencies which influence performance outcomes and that systematic 
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risk can be allocated to specific parties (Jensen 1983; Bull and Ordover 1987; 

Sappington 1991). 

The other important theoretical element is the enforceability of the contractual 

terms by law. Jensen and Meckling (1976) note that a complete analysis of the control 
issue will require a careful specification of the contractual rights involved on both sides 

of a contract. A contract may be defined as an agreement between two or more people 

stipulating, first, specific actions by each to be carried out at some time in the future 

(Heckathorn and Maser 1987) and, second, a set of promises the breach of which the 

law in some way recognises a failure to fulfil the duty (Goldberg 1976). 

According to the above arguments of the agency theory, issues like conflicts, 

risk-sharing and the enforceability of the contract terms between the government (the 

principal) and the factory director of a business enterprise (the agent) in China, and 
issues like moral hazard and motivation of the agent, may arise during the course of the 

contract and performance evaluation. In fact, some of these were discussed in the 

problems of the short-term managerial behaviour raised in Liu and Liu (1994) when the 

practices of performance evaluation in China were reviewed. 

As explained by Li (1994), one of the main objectives of the agency theory in the 

business context is to make the business operator (the agent) to act in the way that 

maximises organisation benefits according to the long-term interest of the business 

owner (the principal). Li points out that risk-sharing to avoid uncertainty is the most 

relevant aspect of the theory applicable to China because the high uncertainty factor 

increases the monitoring cost of the agent's behaviour (Yang 1996). Scapens (1991) 

also notes that there may be uncertainty about the relationship between the accounting 

measure and the agent's effort. In the case of the contract system, the Chinese 

government tries to minimise the uncertainty of business operation by requiring factory 

directors (the representatives of the enterprises concerned) to commit to the 

achievement of certain targets, albeit some of the terms are not easily enforceable. 
Uncertainty, which adversely affects fair evaluation of enterprises' performance, was 

reported to create more uncontrollable factors (see 2.4 and 2.8). 

Two more points of the agency problems were also raised by Yang (1996) to be 
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of importance in China. The first is that since the managerial labour market is not yet 

well developed its inefficiency therefore cannot reduce the agent's ̀ shirking' behaviour. 

The second is that because the government is still the major owner and shareholder of 

most listed and unlisted business enterprises, its frequent intervention into firm's daily 

operations may increase the monitoring cost of the agent's behaviour. 

3.7 Comments and Summary 

This chapter describes how the practices of performance evaluation develops in China 

chiefly in the form of the Contract Responsibility System. The Chinese government has 

realised that controlling business enterprises by giving mandatory directives could not 
increase their economic efficiency. Instead, requiring business enterprises to achieve 

certain targets and giving them appropriate rewards have been found to be the better 

monitoring device. The contract system is the instrument that lays down specific terms 

with each individual enterprise as it was originally intended to cater to specific 

circumstances. Thus targets and rewards/penalties differ widely from one enterprise to 

another, giving rise to the accusation of unfair competition and hence many grievances. 

Theoretically a contract specifies explicitly the reward and penalty terms for the 

respective levels of performance achieved. In practice only the reward terms could be 

effectively enforced. In case of unsatisfactory performance, it was difficult to penalise 

the contractors, the overwhelming majority of whom possessed very small amount of 

personal wealth. As a result, contractors are likely to take risky actions because their 

opportunity loss is small. 

Basically the practices of divisional performance measurement in an enterprise 

are similar to those of the west, and standard cost and transfer pricing techniques are 

also being adopted by a few enterprises; but divisional performance measures have to be 

made compatible with the targets of the whole enterprise regardless whether they are 

under the Contract Responsibility System or not. 

Issues of performance evaluation arisen from the Contract Responsibility System 

are similar in nature to those addressed by the `western' agency theory. The problem of 

uncertainty, in particular, is the most relevant part of the theory applicable to China. 
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Endnotes: 

1. Of China's 1998 total gross industrial output value (RMB6,384.88billion), state- 

owned enterprises accounted for approximately 42% (RMB2,663.75billion), 

collectively-owned enterprises accounted for approximately 25% 

(RMB1,624.55billion), joint stock companies accounted for approximately 7% 

(RMB453.41billion), foreign investment companies accounted for approximately 

22% (RMB1,384.98 billion), and other ownership accounted for approximately 4% 

(RMB258.19billion) (China Statistical Information and Consultancy Center 1999, 

p. 4). A collectively-owned enterprise is theoretically owned by a group of 

individuals. But in the majority of cases the local government concerned practically 

control its entire operations; and as time passes, it becomes difficult to identify the 

true owners (Liu and Zhang 1996). 

2. The Commerce Bureau, for example, is the supervisory government agency of a 
department store. 

3. Setting an over-demanding target for a profitable enterprise may discourage it to 

make reasonable progress. 

4. The detailed results of the case interviews are reported in Chapter 4. 

5. More examples of rewards and penalties will be given in the cases described in 

Chapter 4. 
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CHAPTER 4 

CASES ON PERFORMANCE EVALUATION 

AND CONTROLLABILITY IN CHINA 

The previous two chapters described the ways in which aggregate firm performance 

under the Contract Responsibility System and divisional performance were evaluated in 

China. They also reviewed case study research that has focused on the concepts of 

controllability in responsibility accounting and performance evaluation. However, the 

majority of the prior studies mainly described the conditions existing in the late 1980s. 

Rapid changes in China have occurred since the economic reform in 1979 (Liu and Liu 

1994). It is useful to collect updated evidence to examine whether the conditions in the 

1980s extend into the 1990s. This new evidence also helps to strengthen the foundation 

for the development of hypotheses for the determinants of the controllability principle in 

Chapter 5. This chapter therefore continues to explore the issues-of performance 

evaluation and controllability by documenting the results of a series of interviews in 

1995 of some state-owned and collectively-owned enterprises. Ten of these firms were 

selected for illustration because they highlight the important problems of performance 

evaluation in China, which include the evaluation of aggregate firm performance, 

divisional performance measurement, reward system and the attitude towards 

controllability. Access to these firms was obtained through the assistance from the 

academic accounting departments of four universities in four large cities in China6. Two 

to three senior executives of each firm were present in each of the interviews which 
lasted from two to three hours. 

4.1 Reasons for the Case Studies 

The purpose of using cases to explore accounting issues is to provide a deeper and 

richer understanding of the social context in which business problems work. Cases are 

also useful to complement literature review in strengthening the theoretical propositions. 

The information collected from the cases can be used in parallel with an ongoing review 

of relevant literature, so that the final research design is informed both by prevailing 

theories and by a fresh set of empirical observations. The dual sources of information 

help to ensure that the study to be done reflects significant theoretical or policy issues as 
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well as questions relevant to contemporary events (Yin 1994). This small sample of 

cases is not intended to represent the general situation of the issues under study; rather, 

the specific situations of the cases can be used to facilitate theory generalisations in 

similar social contexts (Yin 1994; Spicer 1992; Scapens 1990; George and Mckeown 

1985) and the information gathered from the cases can also help formulate hypotheses 

for testing the concepts of controllability (see Chapter 5). 

The first four cases describe the evaluation of aggregate firm performance. The 

fifth, sixth and seventh cases concentrate on the evaluation of divisional performance. 
The last three cases are a combination of both. Major issues are finally analysed and 
discussed. Pseudonyms instead of the real names of the firms are used to hide their 

identities. 

4.2 The CQ Case 

(1) Background information. 

This enterprise was established 40 years ago in Chongqing, which is a large city in 

central China with a population of around 15.2 million (Ministry of public Security, PRC 

1996). It manufactures more than 30 types of gear machines and some related 

automobile components. Of its products, 80% are sold in China and 20% exported to 

Japan, USA, Canada and some third-world countries. Although its products are not of 

top quality when compared with those of western countries, its products occupy 60% of 

the market share in China. There are 5,500 employees, 20 production workshops, and its 

fixed assets are well over RMB 100 million. 

(2) Performance evaluation and rewards. 

The factory director is responsible for maintaining and improving the economic 

efficiency of the enterprise. The government monitors this function mainly through three 
indicators, namely, the growth rate of profits, taxes (sales taxes and profits taxes) 

submitted to the government; and production value (average price in industry x sales 

volume) per employee. Since the amount of profits is considered to be mainly affected 
by wages, the control of the latter's overpayment is considered very important. The 
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maximum wages paid in a particular year is restricted by the following formula: 

allowable additional wages paid in the current year + 

actual wages paid in the previous year 

allowable additional wages paid = 

the average cumulative growth rate of the three indicators for the past years 

starting from the base year of 1990 x 0.85 x actual wages paid in the previous 

year 

The intention of this formula is to ensure that wages would commensurate with 

performance. If the enterprise chooses not to pay the maximum amount of the allowable 

wages in a particular year, the amount unused can be transferred to a special adjustment 
fund which can be used for paying wages in later years, thus assuming effectively a 

smoothing role. 

Basically, the government is only interested in controlling the total amount of the 

wages paid by the enterprise. It no longer dictates the amount of wages for individual 

employees. However, ranges of wages are specified for different types of posts by 

labour bureaux which takes account of the required levels of education, skills and 

physical efforts. They are guidelines to be followed but not regulations requiring strict 

compliance. 

The enterprise entered into a 4-year business contract with the local government 
in 1990. It has committed itself to achieve specified levels of the following types of 

targets: 

The principal targets - 
1. profits before tax 

2. taxes submitted to government 

The subsidiary targets - 
3. safety 
4. quality 
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5. usage of fixed assets 

6. development of new products 

7. increase in value of fixed assets 
8. foreign currencies earned from exports 

Since all the targets can be quantified, scores are easily calculated for the 

performance. Bonus will be paid only if the principal targets are achieved or exceeded. 
Scores, hence bonus, will be deducted if the subsidiary targets are not fulfilled. The 

latter, therefore, assumes the functions of hygiene factors, whose achievements will not 
lead to any reward. 

(3) Controllability of performance. 

In the organisation structure of the enterprise, apart from the divisions which a western 
firm would usually have, there are also a couple of divisions which are a special feature 

of the Chinese enterprises. One is the education division, which is responsible for 

running a primary school, a secondary school, a vocational school and some 

programmes of the television university. They are mainly run for the benefits of the staff 
force. The other is the logistics division, which, among other things, operates a guest 
house, a hospital, a nursery and a labour service company. The latter's main duty is to 

provide services and training for those redundant and idle employees within and outside 

the enterprises. Although layoff is theoretically not prohibited by the government, many 

state-owned enterprises are unwilling to practise it widely, mainly because the workers 

and the society at large cannot adapt to the new environment so quickly. The concept of 
`iron rice bowl' still remains strong influence in the mind of most people. The enterprise 

would normally prefer to transfer those inefficient employees from the production 
divisions to the non-production divisions than lay them off directly. It may even help 

some of them run small shops within the enterprise. 

A breakdown of total expenses reveals the following cost components: 

materials 30% 

wages 30% 

management expenses 40% 
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The large proportion of management expenses illustrates the serious problem of 

running the logistics activities and staff welfare, the expenses of which are included in 

the aggregate performance of the enterprise. 

4.3 The PC Case 

This is a large state-owned enterprise engaging in the petrochemical business and was 
funded by the central government. It is situated in the city of Guangzhou, which has an 

urban population of about 6.5 million (Ministry of Public Security, PRC 1996) on the 

coastal area of South China. Its economic efficiency in terms of return on investment 

was described as poor. Two reasons for such results were given by the interviewees. 

One is that the company is subject to strict mandatory planning scheme of the 

central government, which restricts sixty percent of the company's capacity output to 

stipulated markets. Although the supply of crude oil is guaranteed at a relatively low 

price, the amount of output over sixty percent of the company's capacity is not entitled 

to such concessions. For this amount, however, the company has the freedom of 

choosing other sources of crude oil, sellers other than the stipulated ones, and the 

pricing of this amount of `extra' output. Given this freedom, the company is still unable 

to improve its efficiency because the plant and equipment are unsuitable to process types 

of crude oil other than those supplied by the central government. 

The other reason for the company's inefficiency is that the factory director is 

incapable of controlling effectively their subordinates, most of them are local people. It 

is difficult for those executives sent from the central government to manage effectively 

the company unless they could obtain real co-operation from their local subordinates. 
Due to the two above-mentioned difficulties, the interviewees thought that it is useless 

to hold the factory director to account for the company's performance, which is largely 

out of his control. In fact, the same factory director has remained with the firm for the 

past two years. 

4.4 The LO Case 
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This is a law firm with the Justice Bureau of the Guangdong Province as its superior 

government agency. It established its office in the city of Guangzhou and has seven 

lawyer-partners, ninety part-time lawyers, and ten staff members. 

Two taxation problems arose which may have a significant adverse impact on the 

firm's profitability. It agreed with the provincial Tax Bureau that for the last two years 

the firm's income tax could be exempted because of a reorganisation of its structural 

relationship with the provincial government. But recently, the provincial Finance Bureau 

notified it that it should submit its financial reports and pay income tax to them. The firm 

is therefore uncertain whether the previous agreement with the Tax Bureau is valid and 

lawful and whether it should budget for income tax payment in the future. In another 

incident, the firm was also notified by the provincial Tax Bureau that it has to pay a 

series of new local taxes to them, which are not specified in legitimate tax laws and 

regulations. 

4.5 The KX Case 

This is a medium-size food processing firm in the city of Guangzhou. The factory 

director describes the recruitment situation of this state-owned enterprise in the past few 

years as typical of the other firms in the surrounding areas. He thought that the 

recruitment policy of factory employees has become less influenced by the state. 

Previously, recruitment of workers must go through the labour bureau, while that of 

managers and professionals must go through the personnel bureau. Employees are 

assigned to state-owned enterprises by their superior government agencies. However, 

recent changes have resulted in state-owned enterprises being allowed to recruit their 

own employees provided they file a manpower plan to the labour bureau and the 

personnel bureau before the recruitment. Normally the plan would be approved. The 

labour market in China has thus become much more efficient than before. However, this 

improved efficiency of the labour market creates recruitment problems for the less 

profitable state-owned enterprises, which find it much more difficult to recruit good 

employees. The reform in the labour market exacerbates the difficult situation of these 

enterprises. For this reason, it would be quite controversial to hold a factory director 

responsible for his poor performance if his factory is seriously affected by the above- 

mentioned situation. 
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Parallel with the change in recruitment policy, the nature of employment contract 

also changes. Contracts are usually signed with new employees for a period of several 

years. In practice, it is widely expected that renewal of contracts would be virtually 

automatic and dismissal is seldom enforced unless for gross mistakes or commitment of 

criminal offences. State-owned enterprises are advised by the government not to dismiss 

employees because social insurance schemes are not well prepared to take care of a 
large amount of dismissed employees. This again poses a further uncontrollable for 

managers during performance evaluation. 

4.6 The CE Case 

(1) Background information. 

CE, a factory in Chongqing, produces low-priced cement for sale mainly in the Szechuen 

Province where the City of Chongqing is located. At the end of 1993, total assets 

amounted to RMB 140 million, fixed assets RMB 100 million, annual production 

RMB 140 million, and after-tax profits RMB 15 million. There are 3,400 employees with 

1,500 being retired workers. Wages and fringe benefits for these retired workers 

comprise one-third of total costs. Because of the unpleasant nature of cement 

production, the average annual wages per worker have to be raised to about RMB4,200, 

which are slightly higher than those in other industries. In fact, they are even higher than 

that of the managerial staff in the factory. 

(2) Divisional performance measurement and rewards. 

The factory director directly assumes the following functions: liaison, the job of a party 

secretary (involving communicating ideologies and guidelines of the Communist Party to 

the employees), security, and auditing (preventing any illegal behaviour on the part of 
the executives). He has four deputies; each of them is responsible for the following 

activities: 
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Areas of Responsibilities 

Production Manager technology, safety, energy, laboratory, transport, and 

resources allocation in the production area 

Construction Manager building and construction 

Marketing Manager supplies, marketing & sales, finance and accounting 
(cost & profit analysis) 

Personnel Manager personnel, labour relation, payroll, clinics, canteens, 

schools, nurseries, other services 

The personnel department is responsible for evaluating the performance of the 

three departments: production, construction, and marketing. There are four aspects of 

evaluation, namely morality, capability, efforts, and results, with the last element given 

the heaviest weighting. But the issue of bonuses depends on the degree of targets 

achieved, which include production volume, quality, and energy and resources 

consumed. These aspects are given weightings of 50%, 30% and 20% respectively. 
Setting of production targets are usually based on two reference points. One is 90% of 

maximum production capacity and the other is the historical records of production. 

Detailed targets and product prices are set by a committee consisting of the factory 

director, related executives, and heads of departments. 

Apart from the routine rewards, there are specific awards for outstanding 

performance. A head of department may be awarded RMB50 in a certain month for 

product innovation. Another may be awarded RMB40 for avoiding machine breakdowns 

which could not be prevented by normal maintenance procedures. A RMB40 award may 

also be granted to a head and his deputies for achieving historic high production volume. 

(3) Controllability of performance. 

Although costs are relatively stable, sales are subject to fluctuations, because of keen 
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competition and the business cycles which exist in the building and construction 

industry. 

The factory director gave two examples in which staff performance was affected 
by uncontrollables. The factory once experienced a transport hold-up of some raw 

materials; normal production was thus affected. In this case, production targets were 

adjusted downwards. In another case, production was slowed down because of the 

excessive accumulation of finished goods stock due to poor sales. Production targets 

were again adjusted downwards. Uncontrollables which would cause over-performance 

of targets are rare. As a result, upward adjustments of targets are seldom seen. 

The effects of uncontrollables on performance are generally recognised 

particularly when granting rewards. In order to avoid the feeling of unfairness and some 

chance factors, outstanding performers may be rewarded with less than proportional 
bonuses. For instance, an executive who exceeded his targets by 24% may not be 

rewarded with 24% more bonuses if most of the other executives considerably under- 

performed their targets. The bonuses would be reduced to narrow the gap between the 

outperformers and the underperformers. 

4.7 The AU Case 

(1) Background information. 

Established in 1930, AU has a staff force of around 2,900, including 500 engineers and 

technicians. At the end of 1993, total assets were RMB110 million, fixed assets RMB60 

million, and profits before tax RMB8.16 million. It occupies a plant area of 155,000 

square metres. It ranks 21st among the largest automobile component enterprises in the 

city of Chongqing. Being specialised in manufacturing steering linkages and arms, 
hydraulic and pneumatic brake components, the factory has special skill and 

accumulated rich experience. Its products are for sale to the whole country; a small 

portion is for export. 

The factory is directly under the Heavy Truck Enterprise Group. There are 55 

enterprise groups in the country. Each group is actually an important industry pinpointed 

ý.. 
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by the government for separate economic planning purposes. Enterprise groups have 

fewer constraints and they enjoy more autonomy than the other industries. 

(2) Divisional performance measurement and rewards. 

The job of appraising managerial performance is undertaken by an evaluation committee, 

which measures both the economic and non-economic activities of a manager. The 

purpose of such evaluation is for decisions on job retention and promotion. A score 

points of less than 70% may result in warnings, and a poorer results may lead to 

degradation. The following six aspects of performance are measured: 

Weightings (%) 

Operating results 25 

Competence 25 

Ideology 15 

Morality 15 

Co-ordination 10 

Personal relation 10 

100 

Operating results are mainly quantitatively based, whilst the other aspects of 

performance are totally subjectively judged by the senior management. 

The members of the evaluation committee consist of one representative from the 

personnel department, the party secretary, one representative from the labour liaison 

department, four full-time executive members of the labour union, and three to five 

workers' representatives. The workers' representatives are selected from the ̀ workers 

assembly', which is held each year and is supposed to represent the interests of the 

workers. Participants in the workers assembly range from 200 to 300. 
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Lower-grade staff are evaluated according to the Internal Economic 

Responsibility System. Targets are set on the economic activities of all the 20 

departments and 13 workshops. Most of them are quantified. Examples are production 

targets and product prices. The evaluation job is taken up by the finance and accounting 

department. Targets are revised monthly and they are used as reference points for paying 

wages and bonuses. 

The income of an employee consists of a fixed portion of basic wages and 

allowances and a portion of performance-linked bonuses. The proportion of the fixed 

part to the non-fixed part is in the ratio of three to one for the workers. For the 

managerial staff, the ratio is six to one. However, interviewees of the factory are of the 

opinion that the ratios should be four to six for the former and six to four for the latter 

before they could have any motivational effects. 

(3) Controllability of performance. 

The interview reveals the following where performance was affected by uncontrollables: 

1. The head of the special projects management office was unable to achieve the target 

of product innovation in 1993, which required an investment amount of RMB 12 million 

for improving production techniques and facilities. Because of the shortage of liquid 

funds only half of the targeted amount was spent. The head did not have his bonuses 

reduced. 

The problem of `triangle debts' is very serious in China. It is created by the chronic and 

widespread deferment of debt repayment. It is common for an enterprise to have a large 

amount of overdue receivables and also a large amount of overdue payables. 

Consequently, many enterprises have insufficient liquid funds once getting involved in 

this vicious circle. 

2. Several years ago due to a car crash and the resulting explosion of an oil pipeline, rail 

transport was disrupted. Losses were incurred because of the late delivery of raw 

materials. The manager in charge of the delivery was not deprived of his bonuses. 
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3. In the past the factory once stockpiled a large number of moulds for work processing 
because of their low market price. However, the excessive stock had to be financed from 

bank loans, and extra interest was paid. The benefits and costs were both taken into 

consideration by the management when managerial performance was evaluated. 

4. Not all uncontrollables are easy to adjust. For example, unfavourable competition 
from the collective and private enterprises constitutes a real threat to the factory. 

Operation of these types of business was described as more flexible and subject to less 

constraints than the state-owned enterprises. In marketing their products, the collective 

and private fines usually allow discounts on the selling prices, whilst similar actions on 

the part of the state-owned enterprises would be discouraged by the government for its 

irregular and immoral nature. Businesses lost due to such competition may be difficult to 

quantify and identify in performance evaluation. 

The interviewees suggested that uncontrollables were taken into account and 

performance was usually adjusted in favour of the managers. 

4.8 The ZJ Case 

(1) Background information. 

The ZJ factory is situated in the city of Zhengjiang (with a population of about 2.6 m. ), 

which is 300 km. north-west of Shanghai (Ministry of Public Security, PRC 1996). It is 

a large state enterprise manufacturing aluminium sheet mainly for sales in China. Only a 

minor portion of its products is exported. For the year 1992, the factory's total 

production value amounted to RMB 180 million; at the end of 1992, its net assets were 
RMB8.9 million and profits before tax RMB13 million. 

(2) Performance evaluation, rewards and controllability. 

The factory, represented by the factory director, also committed to achieve certain 

targets set by the city government of Zhenjiang under the Contract Responsibility 

System. Three main targets have to be achieved in five years. Using 1991 figures as the 

base year: there is an average yearly increase of 15.8% for production value, 11.4% for 
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sales volume and 30.3% for profits before tax. The factory is exempted from paying any 

profits tax for the first three years of the five-year contract period. For each of the 

remaining two years it has to pay RMB 1.1m. as profits tax, regardless of the prevailing 

tax rate. In return for this exemption, the factory promises to pay interest to the 

government for assets and resources supplied by them and also to repay a government 

loan of RMB70m. 

Bonuses are paid if targets are reached or exceeded. A lump sum is granted to 

the factory director and another lump sum is designated to the other staff members with 

the factory director determining the way of distribution. Each staff member is usually 

given equal shares. Because funds are needed for future development, the amount of 

bonus is usually small. Theoretically, the distribution of cash bonus is at the discretion 

of the factory director. But if there is none, staff morale would be low. There are 2,400 

workers and 400 marketing personnel in the factory. On average, their basic monthly 

pay is around RMB200. Government subsidies on high cost of living, particularly on 

food and utilities, are around RMB50 per month. Cash bonus for each worker is around 

RMB500 per annum. Altogether, the total income per worker is less than RMB300 per 

month. Depending on the efficiency of the enterprise, cash bonus can be converted 

permanently into basic wages, but government approval must be obtained before this can 

be done. The chief accountant contends that large state enterprises are subject to more 

restrictions than those enterprises in small towns and villages. One example is the 

discretion of bonus distribution. Some factory directors in the small towns and villages 

are suspected to be profiteering their enterprises at the expense of all other members. 

The city's Metallurgy Bureau (the factory's superior government agency) 

evaluates the performance of the enterprise based on six indicators: 

sales volume/production volume 

(weighting: 15 points) 

It measures the extent to which the enterprise is over or under stock. The ideal 

ratio is 100%. 

2. profits before tax/total assets 

(weighting: 30 points) 
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Total assets comprise the average net book value of fixed assets and the average 

value of current assets (excluding debtors) during the period under review. 

Debtors are excluded because they are largely regarded as uncontrollable by 

enterprises. 

3. net industrial production value/total assets 

(weighting: 10 points) 

Net industrial production value is profit before profits tax, sales tax, wages, 

transfer to employee welfare fund, interest and other non-operational expenses. 

Total assets are the same as in (2). 

4. profits before tax/total costs 
(weighting: 15 points) 

Total costs are specified by the accounting standards. They exclude the wages 

and salaries of marketing personnel and advertisement expenses. This ratio 

measures the efficiency of the production force. 

5. net industrial production value/average number of employees 

(weighting: 10 points) 

Net industrial production value is as in (3). 

6. sales/controllable current assets 
(weighting: 10 points) 

This represents the turnover rate. Since debtors are excluded, the main items of 

current assets left are finished goods, work-in-progress and raw materials. 

Figures for 1991 are used as the base for calculating any increase or decrease. 

For every increase of 1 percentage point for each ratio, a score of 1.5 points is given to 

that ratio. A real achievement is made only if the aggregated points for 1992 exceed 
100 (The aggregate score points of the six ratios for the base year 1991 add up to 90 

points only). However, enterprises will not be given any pecuniary rewards by the city's 
Metallurgy Bureau even if they supersede the 100 score points. Instead, the 

achievements will be publicised in newspapers, and the enterprises will be granted a 

certificate of honour and highly praised on important occasions or at meetings organised 
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by the provincial government. Most enterprises still regard these spiritual rewards as 

useful and important because these rewards raise the enterprises' public image and 

reputation. Convenience would thus be gained when doing business with customers and 

suppliers and when dealing with other government officials. Furthermore, the local 

government is likely to be much more willing to help solve problems and difficulties of 

the enterprises concerned. 

(3) Divisional performance measurement. 

The enterprise has 14 branch factories; each is responsible for the production of one 

separate product. Basically, they have more autonomy than before. They can decide on 

their own production and sales levels, employment of personnel and purchase of 

materials and resources. However, financial power is still retained by the main factory. 

Each branch cannot possess a separate bank account and all receipts and payments must 

go through the main factory for approval. The factory director co-ordinates all the 

activities of the factories. 

Performance is evaluated monthly by comparing absolute figures with targets. 

Evaluation of financial data are made more infrequent and irregular because of the 

unavailability of certain monthly figures. 

Important decisions are made in meetings consisting of the following three 

parties: the factory managers, the staff representatives and the party secretary 
(responsible for conveying political guidance of the state to the staff of the enterprise). 

4.9 The MY Case 

(1) Background information. 

The company's former entity, the Heshan Textile Main Factory, was established in 1979. 

It is situated in the city of Heshan, which is about 50 km. South-west of Guangzhou. It 

has a population of around 345,000 (Ministry of Public Security, PRC 1996). The scope 

of its operations developed from the single line of textile production to the diversified 

businesses of property development, import and export trade, and securities investments. 
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However, its main line of business is still in the manufacturing of blankets, mattress, 

pillows, and other bedclothes. Over the past 15 years, the company has adopted several 

production lines of advanced technology from Japan and Hong Kong. This raises 

considerably the quality of its products to the international standard, which has gained 

many awards in China and overseas. The markets of its products include China, Hong 

Kong, Taiwan, Japan, the Middle East, and Russia. 

Sales increased tremendously from RMBO. 33 million in 1980 to RMB 1,130 

million in 1993. In 1993, profits before tax was RMB 177 million, among which foreign 

currencies gained was US$20m., representing an increase of 177% and 63% respectively 

over the previous year. Fixed assets and projects under construction amount to 

RMB443 million and current assets are RMB504 million. The number of employees are 

around 5,800. It was classified as one of the 500 largest enterprises and one of the 10 

largest textile enterprises in China. In September 1992 its status was changed to a joint 

stock company, and in November 1993 its shares were listed on the Shenzhen Securities 

Exchange. 

(2) Divisional performance measurement and rewards. 

The main factory of MY monitors the performance of its ten branch factories mainly 

through entering into responsibility contracts with each of them. The branch factories 

are required to attain targets set on production volume, product quality, and production 

costs. Fulfilment of them leads to payment of a predetermined total wage bill. Over- 

fulfilment results in more payment, and under-fulfilment results in less payment. The 

decision on income distribution among employees is left with the individual branch 

factory managers. 

Cost control is operationalised as follows. Since all of the branch factories are 

cost centres, the most important groups of targets are standard costs. The quality of 
finished goods is categorised into 1st class, 2nd class, 3rd class, and low class. For one 
1st class unit produced, the main factory is committed to pay 100% of the standard 

costs to the branch factory concerned. For the other classes, the respective figures are 
95% for the 2nd class, 90% for the 3rd class, and 85% for the low class. However, the 

main factory is only responsible for half of the amount overspent. For example, if the 
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standard costs of a 1st class finished unit is RMB 100, and a particular unit is finished as 
2nd class and the actual costs spent are RMB 103, then only RMB [95+(103 -95)/2], that 

is RMB99 would be recognised, and the difference of RMB(103-99), that is RMB4 

would have to be borne by the branch factory concerned. Standards costs consist mainly 

of raw materials, and repairs and maintenance of machines. Depreciation of machines is 

regarded as uncontrollable by the branch factory and is thus excluded. 

Wages are paid according to the quality and quantity of finished goods. For 

example, standard wages are set for finished units of various classes. RMB 10, say, 

would be allowed for a 1st class unit, RMB9.5 for a 2nd class, RMB9 for a 3rd class, 

and RMB8.5 for a low class. The total wage bill allowed is the result of the number of 
finished units multiplied by the wages allowed per unit. Target quantity is set for each 
type of product. A bonus of RMB3 is paid for each first class unit superseding the 

target quantity; this amount would be reduced accordingly if lower quality is achieved. 
Although the factory managers could decide the way of distribution of income among 

the their employees, there is a restriction on that paid to managerial and supervisory 

staff. They are not allowed to receive more than 1.5 times of the average income per 

employee, the most recent figure of which is RMB8,000 per annum. 

(3) Controllability of performance. 

Since most of the production lines are highly interdependent, delays in one line may 

affect others. However, all the branch factories are described as modem and efficient. 
Production facilities are new, the quality of product is high, and sales are excellent. 
Disruptions in production seldom occur. As these favourable conditions have been 

maintained for the recent years, targets and standards set are largely appropriate and 

accurate. The main factory is responsible for the supply of raw materials, the 

maintenance of machines in the branch factories, and marketing and sales of the 

products. Under these circumstances, the branch factories are pure cost centres and their 

uncontrollables are regarded as few. 

Nevertheless, the company experienced some uncontrollable situations in the 

past. The senior management's attitude is that adjustment of targets would be made if 

uncontrollables dragged on for a long while and their effects are material. For example, 
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it is unlikely that the effects of traffic jams would be taken into consideration even if they 

affect production. 

The company is highly automated, and thus labour is not the main production 
factor. On top of this, 60% of the workers are temporary, others are chiefly contracted 

staff. Inefficient workers can be easily penalised and even dismissed. This is a clear 

advantage over other old state-owned enterprises where most of the workers are either 

permanent or retired, and require a huge amount of welfare expenses from the 

enterprises. 

One concern expressed is the small income differential between the workers and 

the managerial staff The 1.5 times income constraint may produce some adverse effects 

on managerial incentive. A scheme is being considered by the Company to increase the 

autonomy of the branch factories by granting them status of separate legal entities. 

4.10 The SS Case 

(1) Background information. 

SS Electric Appliances Co., Ltd., is one of the leading companies in its field in China. In 

December 1993, the company was reorganised into a joint stock company. In 1993, it 

ranked 217th out of the 500 largest companies in China and 25th among the 50 largest 

industrial enterprises in Shanghai, which has a population of around 13.0 million 
(Ministry of Public Security, PRC 1996). SS has about 2,700 employees. In 1993, the 

company manufactured, among other products, 480,000 refrigerators, 40,000 air 

conditioners and 36,000 microwave ovens. SS has a well-established network of 

marketing and after sales offices. In addition, the company has 300 service counters in 

outlets throughout the country. All outlets feature the company's slogan, ̀To Buy SS is 

to Buy Confidence'. 

(2) The Contract Responsibility System. 

The Contract Responsibility System started operation in the company from 1988. It was 

originally intended to run for five years. When the contract was due to expire in 1992, it 
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was extended for almost one year. In October 1993, SS changed to the share capital 

system and was subsequently listed on the Shanghai Securities Exchange. 

The base profits in the contract agreement were agreed at RMB 1.4 million when 

the contract started (see the translated Agreement in Appendix 1). In principle, every 

year within the contract period the first RMB1.4 million after-tax profits are to be 

submitted to the superior government agency, that is, the Second Light Industry Bureau 

of the City of Shanghai. If there are surplus profits, bank loans have to be repaid7. Any 

further surplus is agreed to be shared between the company and the Bureau on a 80%- 

20% basis. 

The base profits are not rigid figures, but one used as a starting point for 

ascertaining the target profit to be submitted to the government. Every year a new target 

profit may be negotiated if there are considerable changes in the environment. In 

principle, the spirit of the Contract Responsibility System is to cater for the unique 

circumstances of each individual enterprise, so that the base profit is tailored to the 

needs of each specific case. However, it is normally difficult to foretell accurately the 

future performance and development of an enterprise due to the rapidly changing 

government policies and economic conditions. The base profits, as a rule, are set as the 

average for the five years prior to the start of the contract. By this method, those 

enterprises which have a record of poor performance but have future potential, will be 

able to retain more profits, because the target profits were fixed at a low level. On the 

contrary, those ̀ matured' enterprises have a record of good performance but have 

limited development potential, will share less profits as performance tops out or 
declines, because target profits were fixed at a high level. Since SS's profits prior to the 

contract period were low, it was able to negotiate a low target profit figure. The 

improved performance within the contract period enables SS to retain a large amount of 

profits. The after-tax profits for 1987 through 1993 are tabulated as follows: 

Year 1987 1988 1989 1990 1991 1992 1993 

After-tax profits 6 27 30 51 62 80 120 

(RMBmillion) 
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As can be seen from the Agreement in Appendix 1, apart from the base profits, 

SS has to achieve other targets as well. These include technological improvements, 

export value, product quality, product innovation, management standards and 

production safety. In order to fulfil part of these commitments, SS promised to set aside 

a certain amount every year as investments in the Replacement and Renovation Fund. 

The interviewees commented that the Contract Responsibility System emerged at 

a time when there was virtually no system of performance evaluation for the state- 

owned enterprises. Although many defects and shortcomings (e. g. short-termed 

management behaviours) arose subsequently, the system had already played its role of 

introducing the concept of performance evaluation during the course of economic 

development in China. However, the system normally works in profitable enterprises. 

For those enterprises which are suffering losses, they are incapable of taking out a 

contract with the government, because it is difficult for them to guarantee future profits. 

It was estimated that about one-third of the state-owned enterprises are in deficit, one- 

third are in potential losses, and only one-third are making profits. In view of this, using 

the contract system as a means to improve the efficiency of enterprises does not seem to 

be very effective. 

As China's taxation system improved, the government began to reduce its 

dependence on the Contract Responsibility System to regulate the collection of revenues 

from the enterprises. Because of these, the main function of the Contract Responsibility 

System, namely stimulating the working incentive and enhancing the economic efficiency 

of the enterprises, eventually subsided. Thus, some enterprises no longer use the system 

and others are considering abandoning it in the near future. For those enterprises which 

have abandoned or those which have never practised the Contract Responsibility 

System, looser systems of evaluation are adopted. Basically, a similar set of targets are 

initiated by the management of an enterprise and they are passed onto the superior 

government agency for approval. Failure to achieve these targets will not result directly 

in the losing of bonus or the reduction of salaries. However, continuous missing of the 

targets may cause transfer or even dismissal of the factory director. The government 

believes that linking payroll to the economic efficiency of an enterprise will bring about 
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the desired motivation similar to that which would be expected from the Contract 

Responsibility System. 

(3) The share capital system. 

SS abandoned the Contract Responsibility System in late 1993, immediately became a 

joint-stock company and floated its shares on the Shanghai Securities Exchange. Two 

reasons were given for this change. 

1. To facilitate the raising of capital. 

Banks have always been the main source of funds for all state-owned enterprises. Since 

the overwhelming majority of banks are also state-owned, whenever the government 

decided to implement a tight money policy, it would instruct the banks to contract credit 

and cut their lending. The government would also impose quota and ceilings on lending 

to different industries and for different purposes. If an enterprise can raise capital in the 

stock market, it could avoid the adverse effects of a credit contraction. 

2. To reduce government intervention in the enterprise. 

Government's8 direct intervention in the daily operation of state-owned enterprises has 

been regarded as one of the major hindrances to their economic efficiency. The change 

to the share capital system made this kind of intervention indirect. Important decisions 

are made at shareholders' meetings and they do not require government's approval. 
Generally speaking, old cities, like Shanghai, would be subject to more intervention than 

new cities, like Shenzhen. Nevertheless, since the government's main purpose is to 

improve the performance of state-owned enterprises, it is generally expected that it will 

reduce its intervention across the board. An example of the reduction of intervention is 

the `market liberalisation' starting from 1989. There is normally no control on the 

pricing of new products. For old products, adjustment of selling prices must be 

approved by the relevant government authorities. Contract staff are allowed in the 

recruitment of employees. Although the contract system was abandoned, payroll is still 
linked to profitability. Total income of the employees increases or decreases with the ups 

and downs of the company's profits. However, the management can control the total 
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income of individual employees. For the average employee of SS, the basic salary is only 

RMB200 per month, other variable incomes (including bonus) and subsidies amount to 

RMB800. SS's policy is to relocate inefficient employees to another post, pay them the 

basic salary and possibly provide them with more training and education. Since an 

efficient employee can earn up to RMB 1,000, there are wide variations in income among 

employees as management believes this will result in higher motivation. 

(4) Divisional performance measurement. 

The criteria for evaluating the performance of divisions (production and support) are set 
by the finance section. There are three types of measures for the production divisions. 

The first and the most important one is cost, which mainly comprises of raw materials 

and consumables. About 90% of the shop floor costs are variable. A transfer pricing 

system is used to govern goods moving from one process to another. Standard costs and 

transfer prices are set by the management and are adjusted when necessary. Profits are 

also calculated for those production units which have transfer-out income. The second 

performance measure is production volume. The third measure is work-in-progress 

working capital, that is, the total funds used for the work-in-progress. A slogan is used 

to reflect the principle of performance evaluation, that is, `The Two Increases and the 

Two Decreases', which represents increases in revenues and decreases in expenses, and 
increases in production and decreases in consumption. Actuals falling within 3-5% of the 

standards or targets are treated as normal. A bonus will be awarded for performance 

above this level to a division as a whole. Division heads have the discretion to decide the 

amount of bonus allocated to individual employees. However, different grades of staff 
have different bonus coefficients, which are also fixed by the management. For instance, 

a higher-grade staff may get a higher bonus for the same level of performance. 

(5) Controllability of performance. 

It is claimed that there are few uncontrollable elements for the company. In the 

production units, raw materials constitute 93% of the total costs, wages make up 3-5%. 

Central administrative costs are not allocated to the shop floor. In case of the 

occurrence of uncontrollables, it is easy to separate their effects. In a case where hot 

weather caused the machines to run out of order, the management was willing to adjust 
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the targets downward. On another occasion where some raw materials was delayed by a 

typhoon, the management allowed all the workers to take a day off, but had them work 

an extra day when the goods finally arrived. Furthermore, sales targets were not 

adjusted in recent years because of the favourable market conditions for the products. 

4.11 The XH Case 

(1) Background information. 

XH is situated in the city of Xinhui which is approximately 100 km. south of 
Guangzhou; it has a population of about 847,000 (Ministry of Public Security, PRC 

1996). Established and started production in 1983, the company was originally a small 

township enterprise depending on compensation trade. The central government has no 
investments in the company; it is therefore described as an ̀ off-the-budget' (not within 

the central economic planning system) local state-owned enterprise whose property 

rights belong to the local government. Throughout the 1980s and the early 1990s, it had 

grown rapidly. In September 1992, after a reorganisation, it became a joint stock 

company, and in October 1993 floated its shares on the stock exchange where investors 

were limited to enterprises. At the end of 1993, total assets amounted to RMB 1,200 

million, including a fixed asset value of RMB1,000 million and a current asset value of 
RMB200 million; net assets totalled RMB700 million and bank loans RMB350 million. 

(2) Performance evaluation and rewards. 

The aggregate performance of the company is evaluated by its superior government 

agency, the Xinhui Textile Industrial Main Company through the Contract 

Responsibility System. For instance, in recent years, two contracts were entered into. 

The first one covers a three-year period: from 1991 to 1993. It links the main targets of 

sales and loan repayment to the staffs variable remuneration and benefits (see Appendix 

2). The second covers only 1994, that is the year after the company's listing. Since by 

that time bank borrowing had been considerably reduced, the main target was changed 

to the sole profit figures (see Appendix 3). 

Before the reorganisation, in the absence of government investments, the 
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company's main sources of funds came from three areas. The first and the most 

important is bank borrowing; the second is the amount exempted from the Industrial and 

Commercial Tax (equivalent to the current Value Added Tax); and the third is the 

amount of accelerated depreciation of fixed assetsto 

In the first contract mentioned above, because of the large amount of 

accumulated bank borrowing, its repayment constitutes the main target. Achievement of 

this target entitles the Company to expense to a maximum of 3.8% of the annual sales 

value as costs for paying employees' remuneration and benefits, which include the basic 

wages and salaries, bonuses, medical expenses, food subsidies, and housing expenses1l 

If only a percentage of the target is achieved, the maximum amount of the 3.8% of sales 

would be reduced proportionately. For example, if only 80% of the target is achieved, 

only 3.04% (0.8 x 3.8%) of the sales value is allowed to be expensed as employees' 

remuneration and benefits. 

Apart from the target of repaying bank borrowing, every year the company is 

required to sign another agreement with the local government for achieving an annual 

profit figure. The 1992 target was RMB 11 million and the 1993 target was RMB 11.77 

million. Past experience shows that the local government has been taking care of the 

company in that if the total amount of dividends and taxes payable exceed the profit 

target then only the local government takes the contracted amount. 

(3) Divisional performance measurement and rewards. 

Under the headquarters of the company, there are six branch factories and one research 

centre. Except for one factory, the operations of all the other units are interdependent. 

For instance, the output of a particular production process in a particular factory may be 

the input of another production process in another factory. There are also frequent 

exchange of employees among all the units. Furthermore, no separate meters are 

installed for consumption of water, electricity and gas. Consequently, the units are not 

evaluated as independent cost centres. Nevertheless, coordination and cooperation 

among the units has been satisfactory for many years. Although every unit sets its own 

production standards, they are only considered as loose guidelines rather than as targets 

for evaluation and reward. 
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Good production efficiency has made the company successful. This success can 

be ascribed to three groups of employees in each factory. The first group are the senior 

management, who consists of one factory director, two deputy factory directors, and 

one party secretary. All of them are elected by the workers. The factory director 

monitors the overall operations of the factory. One deputy monitors the production 
facilities whilst the other is responsible for technologies. The party secretary takes care 

of personnel matters and political ideologies. The second group are the technicians, who 

are responsible for quality control, development of new products and technologies. The 

third group are the experienced skilled workers, who ensure normal production runs and 

the proper functioning of the production facilities. 

Each of the factories has the following levels of autonomy: 

1. Within the prescribed production plan, each factory can make decisions on the 

purchasing of raw materials, the deployment of production facilities, and repairs and 

maintenance. 

2. Within the prescribed establishment, each factory can freely deploy its employees, 

appoint supervisors and foremen. However, decisions on recruitment, dismissal, number 

of employees, and grades are rested with the headquarters. 

3. Each factory can make decisions on the way the total remuneration is distributed. 

Since the basic wages and salaries are fixed, only the part of the variable remuneration 

and bonuses could be manipulated. The average total income of an employee is around 

RMB800 per month, in which RMB200 is the fixed basic portion, RMB600 is variable, 

of which three quarters is performance-linked. 

In principle, evaluation of managerial performance is based and rewards granted 

on the following aspects: 

1. production volume 4. subordinates' assertiveness 

2. quality S. safety conditions 

3. accidents 6. consumption of resources 
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There are no fixed performance indicators. It differs from factory to factory, and 

manager to manager. Incentives are granted in the form of one-off special awards. The 

amount varies from RMB3,000 to RMB5,000 per person. Bonus differences are not 
large among individual managers. Total income for a manager could not be higher than 

two times of that of an average worker. 

Because of the rising prices of raw materials and energy, no standard costing 

system is adopted by the company. It is estimated that raw materials occupy 60% of 

total costs (including indirect costs of depreciation and management expenses). 

The interviewees do not consider that many small quantitative targets could 
improve performance. According to their experience, an over-emphasis on setting 

performance indicators produces the following effects. Managers and supervisors spent 

a lot of their productive time in meetings to design and to revise ̀ appropriate' measures 

of performance. Numerous calculations then follow to compare the actual results with 

standards. This exercise would easily give rise to many manipulations, 

misrepresentations, and falsifications of data by the subordinates at the expense of 

quality and innovation, which are considered to be more important than quantity in a 
highly competitive environment. In view of all these, the company adopts a policy that 

emphasises cooperation, flexibility, and group evaluation. It tries to avoid setting many 

quantitative targets for every small unit. 

(4) Controllability of performance. 

Due to the specific nature and historical developments, each unit faces different 

situations of uncontrollables during performance evaluation. On the whole, 

uncontrollable factors are relatively few with respect to the evaluation of the units' 

performance. Consequently, adjustments to the required standards and targets could be 

easily made. However, the company as a whole is considered to be exposed to the 

influence of more uncontrollables (e. g. the rising prices of raw materials and the keen 

competition within the industry). Evaluation of its aggregate performance by the 

superior government agency therefore becomes more subjective. The normal practice is 

that no adjustments would be made to those uncontrollables affecting the company as a 
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whole. Under these circumstances, if profits or costs were to be contracted for, not 

many people would be willing to commit themselves because of the high risks involved. 

The only thing that could attract contractors is that the contract targets are set low (e. g. 

a small profit to be submitted to the Government) so as to create a wider margin of 

safety for absorbing the expected risks. 

4.12 Issues of Performance Evaluation and Controllability 

From the above cases common features of performance evaluation practices and 

controllability issues can be categorised into two groups: one refers to the evaluation of 

aggregate firm performance within which most of the issues are uncertainty oriented; the 

other refers to the evaluation of divisional performance which is featured by the 

presence of few uncontrollables. 

4.12.1 Evaluation of aggregate firm performance is uncertainty oriented 

(1) Fluctuating government policies. 

Fluctuating government policies as mentioned in the SS case may affect the performance 

of enterprises. Although the general trend for the government is to reduce intervention 

into the daily operation of the enterprises, adverse economic conditions sometimes cause 

the government to re-impose controls which were previously suspended. Contract 

targets may not be fulfilled because the existing environment differs considerably from 

that at the time of target-setting. 

(2) Poor coordination among government departments. 

The two examples of the LO case illustrates how chaotic coordination among 

government departments in administering the payment of firms' income tax and how 

weak the enforcement of the tax laws and regulations in China could affect a firm in 

formulating its budget and hence its performance. 

(3) Unclear terms in the business contract. 
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As demonstrated in the SS case, if an enterprise is under the Contract Responsibility 

System, it will encounter the following uncertainties with respect to the terms of the 

contract: 

a. Some contract terms are changeable 

(i) As stated in the contract, the targets of submitted profits and taxes are for reference 

only; and as revealed by the interviewees, the base profits may be re-negotiated due to 

changed environment, and the figures in the contract are therefore not necessarily final. 

(ii) It is also possible for the export target to change, because it is subject to the formal 

agreement made later between the company and the trade authorities. 

(iii) Part V of the contract states that due to important changes in government policies 

and other uncontrollable factors, both parties can make amendments. However, no 

explanations are given as to what constitutes important changes and uncontrollables. 

b. Some contract terms are not definite 

(i) When the base amount is superseded, it is stated in the contract that the company can 

retain a portion of the profits. However, the sharing ratio is not spelled out in the 

contract. 

(ii) Much discretion is left with the authorities in granting rewards and imposing 

penalties. For example, if the targets are achieved, the contractor can obtain income 

higher than that of an average worker by one to three times; but if the targets are not 

achieved, his basic wages and bonus will be reduced by 5% to 10%. No definite 

relationships between achievements and rewards are specified. It is not clear how much 

should have been achieved before a certain percentage of reward is granted. 

(iii) Although government's responsibilities are stated in the contract, they are, 

nevertheless, described in very general terms. For example, Part IV. 2. (1) of the contract 

shown in Appendix 1 states: `To protect the contracting managers' legal interests and to 

help them in co-ordinating activities and in solving problems'; (2): `To guarantee the 
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realisation of the contractor's rights and interests'; (3): `To review and investigate the 

contracted management activities'. Under these general promises, it is very difficult to 

judge whether government has fulfilled its responsibilities or not. 

(4) Inconsistent targets. 

In the ZJ and XH cases, it can be seen that special arrangements, other than the normal 

profit targets could be negotiated with the government in the contract. Items may 
include sales, tax payment, tax exemption, interest payment, depreciation and loan 

repayment. They are considered as an integral part of a package deal during the contract 

negotiation process. Evaluation based on financial data and ratios alone, therefore, 

cannot effectively reflect the performance of an enterprise unless the effects of such 

special arrangements are adjusted before comparisons are made with other enterprises. 

(5) Inconsistent rewards. 

In most of the cases rewards are pecuniary in nature. For example, bonuses are granted 

when targets of production, sales, profits, technological improvements, and safety 

standards, etc., are achieved or superseded. But in the ZJ case, the evaluation-based 
financial ratios are used only for granting spiritual reward which is in the form of a 
highly publicised praise. This contrasts with the DS case in Taylor and Liu (1992) where 

targeted ratios are used as the basis for pecuniary rewards. 

(6) Government subsidies and intervention. 

Heavy intervention into a firm's operations by the government makes the results of 

performance uncontrollable by the firm itself. Intervention may be in the form of 

subsidies to the employees for the high cost of living, restrictions on the total amount of 

wages and bonus, discouragement of laying off workers, and the imposing of state- 

planned production output targets. Their presence makes a ̀ fair' evaluation of `true' 

managerial performance difficult. Examples in the case studies (the PC and the KX 

cases) show that government intervention adversely affect firm performance. In the PC 

case, 60% of the petrochemical company's output is reserved for the markets stipulated 

by the government and the plant and equipment which are only suitable for processing 



93 

government crude oil are also to be supplied by the government. In the KX case, the 

abrupt change to a freer recruitment policy by the government creates difficulty for the 

firm to recruit efficient workers. In the SS case, the company is restricted in pricing old 

products, in changing its payroll, and in recruiting and dismissing workers. The effect of 

performance distortion depends on the degree of intervention. In the CQ case, the 

payroll constitutes a large portion of the total expenses, any changes in subsidies and the 

restrictions in the payment of wages and bonus will have a significant impact on the 

company profit. 

(7) Linking payroll to enterprise/divisional performance. 

As pointed out in the SS case, even when an enterprise operates under the share capital 

system, it is still subject to some government control. An important example is the 

linking of the payroll to the enterprise profits. This restriction deprives the enterprise of 

the freedom to adjust employee's remuneration. In the XH case, employees' 

remuneration and benefits are linked to sales. In the MY case, a division's total wage bill 

is also linked to its achievement of targets of cost and quality. 

(8) Non-commercial objectives. 

In all Chinese enterprises it is common to have party secretaries assigned to different 

levels of hierarchy. Their main duty is to convey government's or, more precisely, the 

Communist Party's ideology guidelines to all staff. In practice, they usually have a 

significant influence on firm policies and operations. It is no exception in the ZJ case 

where the chief party secretary is expected to affect the commercial decisions of the 

enterprise through implementing political objectives of the state. Examples include 

guided product prices, production volume, supplies and markets. If the effects of these 

policies can be ascertained, the evaluation system will be less distorted. 

(9) Heavy burden of social facilities. 

The CQ case illustrates the heavy burden of social facilities that an old state-owned 

enterprise has to bear. In this enterprise, wages and fringe benefits of staff occupy a 

large portion of its total expenses. This explains why controlling the total wage bill 
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becomes the major concern of the local government during the performance evaluation 

of this enterprise. The opposite is true in the MY case, where the branch factories are all 

highly automated and most of the workers are contracted staff and easily penalised and 
dismissed. The absence of the social burden of old staff in MY makes it an efficient 

enterprise. 

4.12.2 Few uncontrollables in divisional performance evaluation 

(1) Non-economic factors as divisional performance measures. 

In the CE and the AU cases, rewards like increased wages, bonus and fringe benefits 

may be granted for achieving production and financial targets. When job retention and 

promotion are considered, other factors like managerial competence, political ideology, 

morality, coordination ability, and personal relation may also be taken into account. This 

highlights the priority of political objectives over economic objectives in socialist China. 

(2) Group evaluation to meet interdependence of cost centres. 

In the XH case, although both economic and non-economic measures are used for 

divisional performance measurement, they are not the sole standards for staff 

compensation. The company does not believe in the effectiveness of imposing multiple 

quantitative targets on the divisions because they are highly interdependent. It adopts a 

policy that emphasises cooperation, flexibility and group evaluation could promote 

quality and innovation. Members of senior management are elected by the general staff 

and more autonomy is given to responsibility centres. All these contribute to create a 

`harmonious' atmosphere at the divisional level. 

(3) The effects of uncontrollables are recognised. 

The effects of uncontrollables on performance are normally recognised when divisional 

performance is measured. For instance, in the CE and SS cases, targets may be adjusted 
downward when performance is adversely affected and the expected bonus would not be 

reduced. Although upward adjustments of targets are seldom made, outstanding 

performers sometimes may be granted rewards less than the proportional increase of 



95 

their achievements. This is to take account of the chance factor and the adverse feeling 

of the under-performers. 

(4) Less uncontrollables for divisional performance. 

The XH case illustrates that uncertain environment influences firm performance 

considerably. Performance evaluation thus becomes more subjective and the effects of 

uncontrollables will not normally be adjusted. On the contrary, it seems that 

uncontrollables do not affect divisional performance to the same extent as to firm 

performance. In the SS and MY cases, since only cost-related measures are employed 

for divisional evaluation and most of the costs are variable, performance should be 

largely within the control of division heads. In the rare case when uncontrollables occur, 

as demonstrated by both the SS, MY and XH cases, their effects on performance can 

normally be adjusted easily and handled satisfactorily. On the whole, there are few 

problems of unfairness. One point worthy of note is that standard costs and transfer 

prices are set by the SS management, there is thus no autonomy for the divisions in so 

far as the standards are not within their control. Dissatisfaction, however, may result if 

these measures are inappropriately set. 

4.13 Analysis and Discussions 

From the case studies, it can be seen that performance evaluation in China is mainly 

operationalised through the mechanism of the Contract Responsibility System, an 

assessment of its distinct function is made below. 

The terms of the ̀ contract' used in the Contract Responsibility System are very 

loose, and the contract therefore looks more like a statement of intent than an 

agreement. However, according to the Temporary Regulations of the Contract 

Responsibility System for the State-owned Industrial Enterprises (State Council, 27 Feb. 

1988), the terms in the contract are legally binding, and each party in the contract cannot 

change or be released from them without further agreement. If there is any argument 
between the local government concerned and the contracted enterprise, they should start 

to solve the problems by negotiation; if the negotiation fails, the case can be brought to 

the Industrial and Commercial Administration Bureau for arbitration12, or it can be 
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brought to the People's Court. In practice, there are few related litigation. One example 

quoted in the interview concerns an enterprise which did sue the government for non- 

performance; but being the superior authority the government simply replaced the 

enterprise's management and the People's Court just disregarded the case. Thus, the 

Contract Responsibility System can be interpreted as part of the policy of gradualism 

towards freeing firms. Its implementation is formalised by means of a legally binding 

contract. In the meantime, the loose terms in the contract also gives the government the 

option to be as tight or interventionist as it sees fit. 

As far as the evaluation of firm performance is concerned, China has made great 
improvement since it started with very crude measures and progressed to those of the 

Contract Responsibility System. Since the pace of control relaxation has not been 

compatible with the rapid changes in the economy, state-owned enterprises have been 

facing many uncertainties. Coupled with the non-specific terms in the business contract, 

these uncertainties might cause a feeling of unfairness when the aggregated performance 

of a firm is evaluated13. However, there is evidence which shows that divisional 

performance is less affected by uncontrollables, because most of the divisions are in fact 

cost centres and they would not be held accountable for uncertainties which influence 

the whole enterprise. This echoes the view of Tang (1990a) that responsibility centres in 

China are usually small and take on little responsibility (see 2.3) 

Although faced with many uncertainties, contractors of enterprises' operations 

would still be willing to commit themselves to the task, because the chance of the 

enterprise going bankrupt is remote and the government is not yet prepared to see a 
large number of unemployed. The downside risk for the contractors is therefore low. 

The ̀ harsh' punishment is only limited to a reduction in income. In fact, income 

differentials in China have been relatively small. The most important remuneration is 

staff dormitories, which are allocated to all married employees but not granted as a 

reward for good performance. As such, they are not performance-linked. In the absence 

of appropriate remuneration and penalties, the Contract Responsibility System might 

encourages risky actions by the contractors. 

Apart from the assessment of the function of the contract system, an analysis of 

the evaluation factors described in the previous section helps to explain why managers in 
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China can be expected to have a low controllability of firm performance and why they 

would be less accountable for their performance. Figure 1 illustrates the relationships 
between these factors and the extent of managerial controllability and accountability. 

From the description of the issues of performance evaluation in the previous 

section uncertainty is identified as the major determinant of managerial controllability in 

China. In fact, it was already pointed out that the problem of uncertainty is the most 

relevant part of the agency theory in China (Li 1994)(see 3.6) and it is very difficult to 

control (Anthony and Govindarajan 1998)(see 1.4). Similar examples of uncertainty are 

also described in 2.4 where evidence is drawn from the literature. Controllability is 

considerably weakened due to the fact that this factor is largely outside the control of 
firm managers. Having understood this phenomenon, the superior governing authority of 

a firm normally adopts a flexible attitude of evaluation: i. e., rewards will still be granted, 

or penalties will not be imposed for underperformed targets. In other words, managers 

are not strictly held accountable for their performance. 

Overall, it is clear that the Chinese government has realised the benefits of 
decentralisation. Government leaders understand that more firm autonomy will increase 

the efficiency and effectiveness of business enterprises. Increased managerial 

controllability and accountability of firm performance are therefore expected. The 

contract system is an instrument for implementing this policy. However, since a gradual 

change is preferred at the beginning of the reform process, many environmental 

problems, such as uncertainties, government intervention and the burden of social 
facilities, which affect performance evaluation still remains, albeit with a less degree. 

Accordingly, problems of performance evaluation in China are closely connected with 

the pace of control relaxation, a quickening of which may strengthen the accountability 

of the enterprises. 

4.14 Comments and Summary 

The cases described in this chapter highlight some of the important issues of 

performance evaluation under the Contract Responsibility System in China in recent 

years. They also confirm that most of the phenomena existing in the 1980s, as discussed 

in the previous two chapters, still prevail in mid 1990s. For evaluating and rewarding 



98 

Figure 1 

Uncertainty Factors Affecting Firm Controllability and Accountability in China 
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aggregate firm performance, one main theme can be deduced. That is, comparisons of 

performance are made difficult by factors such as inconsistent and unclear terms of the 

business contract, frequent government intervention, and changes in government 

policies. All these factors are largely uncertainty oriented. They create great difficulties 

for the enterprise managers to fulfil their targets and obtain their rewards specified in the 

business contract. Since controllability is low, enterprise managers are not usually held 

accountable for their performance. Nevertheless, the business contract only binds the 

aggregate firm performance. It does not directly affect divisional performance within a 
firm. Divisional managers do not face the same level of uncertainties and accountability 

as the general managers do. 
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Endnotes: 

6. The four universities which offered assistance for the interviews are Jinan University 

in Guangzhou, Shanghai University of Finance and Economics in Shanghai, 

Chongqing University in Chongqing, and the Xi'an Tiaotong University in Xi'an. All 

professors approached in these four universities are of the same view that getting 

access to firms in China for research purposes is very difficult without the help of 

some personal connections, because an open attitude of information disclosure has 

not well developed yet in China. 

7. SS had accrued a considerable amount of bank loans before the start of the contract. 

8. Broad policies on the evaluation of firm performance are set by the central 

government and implemented through local authorities. In the case of SS, these 

policies are monitored by its superior, the Second Light Industry Bureau of the city 

of Shanghai. 

9. In most of the state-owned enterprises, employment is almost permanent in nature, 

that is, it is extremely difficult to dismiss employees unless they have committed very 

serious mistakes. However, in recent years, employees under fixed-period contracts 

are allowed and dismissal is possible on the expiry of their contracts. 

10. It is the policy of the local government to allow higher depreciation rates for the 

efficient enterprises. The allowed depreciation rates for ordinary enterprises range 
from 5% to 7%; but the Company is allowed one of 15%. However, 70% of the 

amount gained from the increased depreciation is designated to repay bank 

borrowing. 

11. Building staff quarters is the largest item of housing expenses in most enterprises. It 

was estimated that the company needed to spend RMB 11 million every year to build 

quarters. Funds for such purposes come from three sources. The amount of profits 

agreed by the local government as part of the employees' benefits is only one of the 

sources. The second is the annual balance of the Overhaul Fund, which is created by 

making a 5% annual provisions on fixed assets. Approval of the local government is 
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to be sought before it can be used for building quarters. The third is the General 

Reserve Fund which is created by setting aside 5% profits after tax. 

12. The Industrial and Commercial Administration Bureau is a local government agency 

which handles the business registration of all the state-owned enterprises and 

monitors their scopes of operations. Processing of the arbitration of conflicts arising 
from the agreements signed under the Contract Responsibility System is also one of 
its duties. 

13. On the other hand, one could argue that a very loose contract is suitable in an 

unpredictable environment. 
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CHAPTER 5 

HYPOTHESES DEVELOPMENT OF 

THE CONTROLLABILITY PRINCIPLE 

The western and the Chinese practices of performance evaluation and the related issues 

of the controllability principle were reviewed in the first three chapters. The case studies 

described in Chapter 4 confirm that most of the Chinese practices in the 1980s are still 

prevalent in the 1990s. Sufficient evidence is thus available to develop a conceptual 

framework of the controllability principle. In response to the second and third research 

questions stated in the Introduction, this chapter attempts to set up hypotheses to 

examine the factors that may influence the treatment of uncontrollable items of 

performance, and meantime, to compare those factors between China and Hong Kong. 

5.1 Conceptual Framework of the Controllability Principle 

Based on the information collected in the literature review and the case studies in the 

previous chapters, a conceptual framework of the controllability principle in 

performance evaluation can be developed. It was pointed out in Chapter 1 (Comments 

and Summary) that ten factors are offered by the research literature to explain the 

diversity of the controllability principle, that is, to explain why managers are sometimes 
held accountable for uncontrollable items of performance and sometimes not. These 

variables were identified or supported by those writers listed below: 

(1) risk attitude of senior management and division managers 
(Demski 1976; Merchant 1987) 

(2) influenceability of division managers' decisions 

(Baiman and Noel 1985; Merchant 1989; Horngren et al. 1997) 

(3) environmental uncertainty 
(Otley 1978; Merchant 1984; Merchant 1987; Anthony and Govindarajan 1998) 

(4) subjectivity of senior management 



103 

(Merchant 1987; Merchant 1989; Maciariello and Kirby 1994; Anthony and 

Govindarajan 1998) 

(5) information cost 

(Merchant 1987; Anthony and Govindarajan 1998) 

(6) observability of division managers' actions 

(Merchant 1987; Zimmerman 1979; Baiman and Demski 1980; Holmstrom 1982; 

Antle and Smith 1986; Maher 1987; Banker and Datar 1989; Ugras 1994) 

(7) levels of hierarchy 

(Ugras 1994; Zimmerman 1979; Suh 1987; Suh 1988; Demski and Sappington 

1989) 

(8) firm size 
(Ugras 1994; Zimmerman 1979; Demski 1981; Sannella 1986) 

(9) divisional diversity 

(Ugras 1994; Baiman and Demski 1980; Holmstom 1982) 

(10) divisional coordination 

(Atkinson 1987; Ayres 1985; Horngren et al. 1997; Ugras 1994; Merchant 1989; 

Zimmerman 1979; Demski 1981; Cohen and Loeb 1988; Suh 1987; Suh 1988; 

Rajan 1992) 

As mentioned in 1.1 many writers classify uncontrollables in the theoretical way 

without empirical support, but only Merchant (1987) classifies uncontrollables based on 

real-life context. His classification is thus more capable of reflecting the views of the 

practitioners. He classifies uncontrollables into the following three groups: 

(1) uncontrollable corporate and common costs. 

Examples are taxes, interest expenses, exchange gains and losses, the costs of 

centralised administrative functions, and the effects of entity-relevant decisions for which 

the entity manager does not have complete autonomy. 
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(2) economic and competitive factors. 

They include such concerns as business cycles and price and product competition. 

(3) acts of nature. 
Examples are disasters such as fires, earthquakes, and accidents. 

This description of uncontrollables is more comprehensive than that of other 

writers, because it includes elements such as recorded allocated costs caused by 

organisational factors as well as income, opportunity cost and revenue caused by 

changes in environmental factors. The managerial attitude of treating uncontrollables is 

therefore better measured by their attitude towards these three components. 

Merchant (1987) also discovers that senior management's attitude of treating 

these uncontrollables varies considerably across firms. By linking the ten explanatory 

variables to the three groups of uncontrollable items (i. e. by assuming the ten factors can 

explain for the variations of the treatment of the three groups of uncontrollables), a 

conceptual model of the controllability principle can be depicted by Figure 2. 

5.2 Hypotheses Development 

In Chapter 1 (see 1.1 and 1.4), it was pointed out that, apart from studies by Merchant 

(1987 and 1989) and Ugras (1994) in the USA, no attempt has been made to test 

empirically the explanatory power of potential variables that may influence the 

accountability of uncontrollables. The present study attempts to examine whether the 

validity of the identified explanatory variables can be extended to different socio- 

economic settings. The chosen research sites are China and Hong Kong. 

Although Hong Kong and China are both Chinese societies, their economies are 

subject to the influence of different ideologies. The former is a capitalist economy whilst 

the latter is a socialist economy. Furthermore, Hong Kong is an international financial 

centre; many of its management practices and accounting techniques are westernised. In 

fact, the management accounting function of large Hong Kong companies has reached a 

certain degree of sophistication (Barrow and Liu 1988), and practices of management 
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Figure 2 

Factors Affecting the Treatment of Uncontrollables 
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accounting and performance evaluation are heavily influenced by western styles (Lynn 

1989, Lynn 1990, Liu 1990, Liu and Ma 1991, Liu et al. 1993, Tricker and Dockery 

1995). Management accounting in China is still in its early stage of development. The 

lack of decision making power by business managers within the command economy 

generates little demand for the implementation of management accounting techniques 

(Ge et al. 1997). Absorption of western management accounting techniques has been 

quite fast in the past decade, but it presents serious problems, most of which result either 
from the unsuitability of the western techniques for the Chinese environment, or the 

failure of the Chinese environment to meet the underlying assumptions necessary for 

these techniques to operate (Bromwich and Wang 1991). It is therefore reasonable to 

expect that perceptions and practices of the controllability principle are different 

between the two areas. For control purposes, it would be more useful and informative if 

senior management can be advised in which direction the differences lie. In other words, 

an understanding of a performance evaluation system would be facilitated if we know 

that managers in either Hong Kong or China are more likely to be held accountable for 

uncontrollables. 

The extant literature does not provide much empirical evidence on the treatment 

of uncontrollables in China and Hong Kong. Nevertheless, a preliminary estimate of the 

management attitudes in both places can be made based on the literature review and the 

cases previously mentioned in Chapter 1 to 4. 

(1) Risk attitude. 

Merchant (1987) found that the extent of holding managers accountable for their 

performance may vary with the risk attitude of the evaluator as well as the evaluatee. An 

example is that divisional managers who have previously been evaluators and now 
become evaluatees may be more willing to accept risk, and they would be more willing 

to be held accountable for all their outcomes. On the part of the superior, a risk-averse 

attitude is more likely to cause items of uncontrollables to be excluded from the sphere 

of performance evaluation (see 1.4). In other words, accountability of uncontrollables 

will vary negatively with risk-averse attitude. This is a refinement ofDemski's (1976) 

notion of risk sharing between the evaluator and the evalutee. The latter's arguement 
implies that making subordinates accountable for uncontrollables can reduce the risks 
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borne by the superiors alone (see 1.3). However, this will reverse the relationship 

between risk and accountability of uncontrollables suggested by Merchant. That is, 

accountability will vary positively with risk-averse attitude. Since Merchant's argument 

considers the risk attitudes of both the evaluator and the evaluatee, it seems to be more 

comprehensive. The risk hypothesis will thus be based on it. 

As for the direction of the Chinese risk attitude , much can be drawn from the 

culture literature, among which the most widely quoted are the works of Hofstede 

(Brewer 1998). Hofstede (1980 and 1988) decomposes culture into the following five 

dimensions: 

1. Power distance -- a measure of the degree to which cultures feel that inequality 

between people is normal and functional. Subordinates from high-power-distance 

cultures tend to be more obedient because they believe in the functionality of in- 

equality. 

2. Individualism -- a measure of the degree to which cultures prefer autonomy or group 

affiliation. Low-individualism (or collectivist) cultures prefer group affiliation. 

3. Uncertainty-avoidance -- a measure of the degree to which cultures feel 

uncomfortable with uncertainty and ambiguity. 

4. Masculinity -- a measure of the degree to which cultures stress achievement, 
heroism, assertiveness and material success; its opposite is femininity. 

5. Confucian dynamism -- a measure of the degree to which cultures focus on long- 

term or short-term outcomes. Higher scores indicate a long-term orientation. 

Among these five dimensions the last three appear to be connected with risk 

attitude. The Chinese tend to score high on the dimensions of uncertainty-avoidance and 

confucian dynamism but score low on the masculinity dimension. Consequently, they can 

be described as risk-averse because they tend to avoid uncertainty, they are not 

agressive and they are long-term oriented. 

Apart from Hofstede's studies, other writers have also confirmed the risk-averse 

characteristics of the Chinese. Chow (1994) points out that the cultural values of China 

and Hong Kong were investigated by Hofstede (1980), Birnbaum and Wong (1984), and 
Lai and Lam (1986). The characteristic of uncertainty avoidance was found to be 

extremely high for China and only low to medium for Hong Kong. The Chinese 
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superstitious way of worship, their heavy reliance on tradition (Kong 1989), and their 

pursuit of harmony and socially desirable behaviour (Lau 1992) all evidence a strong 

uncertainty avoidance societal value. Legge (1960) explains the Confucius' Doctrine of 

the Mean (without inclination to either side) as follows: The Chinese was taught not to 

let primitive passions and impulses be completely repressed or unrestrictedly satisfied. A 

concern for the Mean leads to a high degree of moral self-control or self-regulation, at 
least, publicly. Yang (1981) also found that the traditional Chinese were more cautious 

and more conforming when composing their responses. La Barre (1946) and Russell 

(1966) note that China has never been an aggressive country in world history, and 

traditionally the Chinese were depicted as a non-military and self-contented people. 

Besides, Lin (1988) also confirms the feminine character of the Chinese. All these 

suggest that the Chinese have a less aggressive and risk-averse attitude. 

In 2.2 it was shown that because of a wider definition of uncontrollables (Tang 

1995), managers in China are less likely to be held accountable for their responsibilities 

(Lin 1994). The preference of excluding uncontrollables from evaluation in China is also 

evidenced by the SS case (see 4.10) and the XH case (see 4.11) described in Chapter 4, 

where such preference is shown explicitly in the terms of the business contract signed 
between the government and the company concerned. In the business contract of the SS 

case, it was stated that, 

... 
due to important changes in government policies and other uncontrollable 

factors, it may be necessary to amend the terms of this Agreement. Under these 
circumstances, both parties can make appropriate amendments and add 
supplementary items. 
(Appendix 1, V) 

In the business contract of the XH case, it was also stated that, 

... In case there are important changes in government policies, financial 
structures, and tax regulations, both parties, after consultation with each other 
and obtaining approval from the City Government, may terminate the whole or 
part of the contract. 
(Appendix 3, VII) 

In the CE (see 4.6) and SS (see 4.10) cases, the effects of uncontrollables on 

performance are normally recognised when divisional performance is measured. 
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However, managerial performance in China is mainly influenced by the Contract 

Responsibility System which, as mentioned earlier, encourages risky behaviours, because 

missing performance targets do not entail serious punishment and poor performance is 

easily pardoned (see 2.6). Managers have little to loose since employment is secure and 

they have limited personal wealth. (see 3.6 and 4.13) This phenomenon seems to 

contradict the risk-averse Chinese cultural trait. It can be explained by the fact that the 

risky behaviour is a result of the institution created in recent years by the contract 

system which did not exist previously. Unfortunately, the deficiencies of the contract 

system produced widespread short-term and risky behaviours on the part of the 

evaluatees (Liu and Liu 1994). Nevertheless, one point worthy of note is that 

Communist political ideology has not established firmly in people's minds (Child 1994). 

One should treat Chinese political ideology as an aspect of the institutions of political 

economy rather than as an indigenous part of the culture. In other words, the institutions 

created by Communist China do not have a greater influence than the traditional values. 

If it is assumed that the cultural value of uncertainty avoidance outweighs the 

institutional factors then the following pair of hypotheses ensue. 

Hla: The stronger the risk-averse managerial attitude, the smaller the likelihood of 

the managers being held accountable for uncontrollables. 

Hlb: The risk-averse managerial attitude in China is higher than that in Hong Kong. 

(2) Managerial influenceability. 

One of the purposes of holding managers accountable for some of the uncontrollables is 

to develop a feeling of increased autonomy and influenceability with a view of 

promoting the good of the company as a whole (e. g. Merchant 1989) (see 1.4). This 

statement implies that if managerial influenceability is not desired, the accountability of 

uncontrollables by managers would not be essential. Among the various economic 

modernisation programmes in China, it seems that more autonomy has been gradually 

granted from the government level to the enterprise level in the last decade or so; and a 

similar situation of decentralisation has occurred within enterprise (Taylor and Liu 1992; 

Liu et al. 1993a; Liu 1993) (see 3.3). However, Liu and Liu (1994), Liu et al. (1993a), 
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Luan et al. (1993), Byrd (1992) and Xu and Liu (1989) (see 2.4.6) also show that much 

of the important authority needed by the enterprises is still withheld by the government. 

Mandatory planning and government intervention are prevalent. The evidence suggests 

that the level of divisional autonomy existing in western organisations does not currently 

exist in most state-owned and collectively-owned enterprises in China. As far as the 

aspect of managerial autonomy is concerned, one could expect that, 

H2a: The more influence that divisional managers have in decision-making, the 

greater the likelihood of the managers being held accountable for 

uncontrollables. 

H2b: The influenceability of divisional managers' decisions in China is smaller than 

that in Hong Kong. 

(3) Environmental uncertainty. 

It was recognised in Chapter 1 that uncertain environments make the separation of 

controllables from uncontrollables difficult and the evaluatees of performance would be 

easily pardoned from their poor performance (Anthony and Govindarajan 1998 and 
Otley 1978) (see 1.4). On the contrary, managerial evaluation will be stricter under a 

stable environment because uncontrollables are easily identified (Merchant 1987). There 

is ample evidence showing that China has been subject to numerous environmental 

uncertainties since its economic reform in 1979. Multi-headed leadership (Byrd 1992 

and Woo 1992), limited autonomy and government intervention (Xu and Liu 1989; Byrd 

1992), inflation and economic uncertainties (Liu and Liu 1994), unclear legislations 

(Finance Bureau of Guangdong Province 1996), increase in `triangle debts' (Liang et al. 
1995), changing government policies (Wang et al. 1990), heavy social responsibilities 
for enterprises (Byrd 1992 and Liu and Liu 1994) are examples (see 2.4). Similarly, 

Alam (1997) demonstrates by a case study in the developing country of Bangladesh that 

government intervention into a state-owned firm's target setting process may lead to a 
loose form of accountability and evaluation. 

On the contrary, in Hong Kong budget accuracy is generally regarded as high 

(Barrow and Liu 1988). This phenomenon is believed to be due to fewer uncontrollable 
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costs. Managers are normally held responsible for most of their decisions and reward 

systems are highly geared to actual achievement although uncontrollables are recognised 

to a certain degree during assessment (Liu 1990). 

Against this background, it is expected that, 

H3a: The greater the environmental uncertainty, the smaller the likelihood of the 

managers being held accountable for uncontrollables. 

H3b: Environmental uncertainty in China is greater than that in Hong Kong. 

(4) Management subjectivity. 

Some writers (e. g. Maciariello and Kirby 1994; Anthony and Govindarajan 1998) 

suggest that management style of the evaluator may influence the way he/she evaluates 

the performance of his/her subordinates. Merchant in his 1987 study attributes the 

different treatment of uncontrollables partly to the change of evaluators. Again in his 

1989 study, it was shown that a subjective style of evaluation may easily lead to a more 

lenient way of evaluation (see 1.4). A subjective evaluation style means that evaluation 

does not depend on objective performance measures such as quantitative and financial 

yardsticks. This style is usually used to protect managers against the harmful effects of 

certain economic factors that they cannot control if it turns out to be a ̀ bad' year. This 

style is made possible in situations where the basis on which rewards are assigned is 

vague and implicit. In China, it was shown that evaluation style, when compared with 

that in Hong Kong, tends to be more subjective, informal, qualitative, and non-specific 

(Liu 1996) and, as aforementioned (see 2.5,2.6,2.7), performance is usually evaluated 

and rewarded leniently. This probably results from the uncertain environment which 

provides few objective yardsticks for measuring performance. Along this line of 

reasoning, the following hypotheses can be stated. 

H4a: The greater the management subjectivity, the smaller the likelihood of the 

managers being held accountable for uncontrollables. 

H4b: Management subjectivity in China is greater than that in Hong Kong. 
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(5) Information cost. 

As noted by Merchant (1987) the primary purpose of an information system is to help 

strategic decisions. To help evaluate managerial performance is only of secondary 
importance (see 1.4). Consequently the amount of cost in designing an information 

system that can serve both purposes would influence a company in making efforts to 

identify uncontrollables. If the cost is high a company will be discouraged to design a 

sophisticated information system which can clearly separate uncontrollables from 

controllables. Senior management's attitude of holding managers accountable for 

uncontrollables under this situation will thus be affected. However, whether this attitude 

will be stricter or looser depends somewhat on the cause of the high cost situation. It 

may be looser if environmental uncertainty is the cause and it may be stricter if it is 

caused by organisational factors such as divisional interdependency because 

environmental uncertainty is usually considered as being more difficult to control than 

internal organisational factors (Anthony and Govindarajan 1998). 

The structure of a large number of small responsibility centres in Chinese state- 

owned enterprises hinders the design of a fair evaluation system (Tang 1990a). Since 

many indirect and common costs are not easily traceable to this low level, a forced 

allocation exercise is bound to be on very arbitrary bases and will most likely give rise to 

unfair feeling among the employees. Those firms, which realise this defect, will tend to 

avoid such allocation as far as possible and this results in the little responsibility borne by 

the individual workers. A trend thus develops in which responsibility centres try to avoid 
bearing indirect and common costs completely (see 2.3). Although Merchant (1987) 

found that cost of information did have a bearing on managerial accountability of 

uncontrollables, he neither shows a positive nor a negative relationship between them 

(see 1.4). Given also the limited evidence from the literature, no directional relationship 

could be set in the hypothesis at this stage. 

In addition, since most of the state-owned enterprises suffer losses (Liu 1993; Li 

et al. 1993), it would not be worthwhile for them to design unnecessarily subtle 

evaluation systems to distinguish clearly between controllables and uncontrollables. As 

indicated above by Merchant (1987), cost is an important element to consider in 
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identifying uncontrollables, it is understandable that a loss-making firm would pay more 

attention to immediate problems involving with production, marketing and finance rather 

than with strengthening its evaluation system. In fact, evaluation in China was 
documented to be loose and not serious in Woo (1992) and Byrd (1992). (see 2.7) 

Thus, the following hypotheses can be deduced. 

H5a: The amount of the cost of an information system will affect the likelihood of the 

managers being held accountable for uncontrollables. 

H5b: The cost of information system in China is higher than that in Hong Kong. 

(6) Observability of managers' actions. 

Both Merchant (1987) and Ugras (1994) summarised the notion that one reason of 

holding subordinates accountable for uncontrollables is to capture those managerial 

actions not easily observed by senior management (Zimmerman 1979; Baiman and 

Demski 1980; Holmstrom 1982; Baiman and Noel 1985; Antle and Smith 1986, Maher 

1987; Banker and Datar 1989) (see 1.3). Under the centralised firm structure and the 

frequent government intervention into business enterprises' decision-making process in 

China (see 2.4.6,3.5,4.12), managers hold relatively less responsibilities and thus it 

would not be difficult for senior management to monitor their performance, and 

consequently it can be expected that they are less likely to be held accountable for 

uncontrollables. 

H6a: The higher the observability of divisional performance, the smaller the 

likelihood of the managers being held accountable for uncontrollables. 

H6b: The observability of divisional performance in China is higher than that in 

Hong Kong. 

(7) Levels of hierarchy. 

Variables (7) to (10) are factors of organisational structure which do not normally vary 

with geographical area. No research evidence shows that significant differences exist 
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between China and Hong Kong. However, non-directional comparisons, can still be 

made between the two places in respect of these four aspects, namely, levels of 
hierarchy, firm size, divisional diversity and coordination need, so that some new 
findings may hopefully be found. 

With similar reasoning from the observability variable, it is difficult to monitor 

the performance of divisions if the levels of hierarchy increase in a company. Ugras 

(1994) quoted Zimmerman's (1979) argument that the allocation of uncontrollable 

common costs to divisions is frequently seen in firms with large vertical hierarchy and 

the purpose is to make the subordinate act as a monitor of his supervisor. He also shows 

evidence from Suh (1987 and 1988) and from Demski and Sappington (1989) that 

allocation of prior departments' costs to subsequent departments is proposed as a 

monitoring device when central management cannot observe the divisions' performance 
(see 1.4) These arguments can thus be tested by the following hypothesis. 

H7a: The larger the hierarchy in the organisation, the greater the likelihood of the 

managers being held accountable for uncontrollables. 

H7b. The levels of hierarchy in a firm are different between China and Hong Kong. 

(8) Firm size and (9) divisional diversity. 

The difficult-to-observe principle, as Ugras (1994) argues, can also be extended to large 

(Zimmerman 1979 and Demski 1981) and diversified (Baiman and Demski 1980; 

Holmstrom 1982) firms. As organisations become larger, the responsibility centres' 

effort and performance are more difficult and complex to observe. Cost allocations are 

therefore imposed on the divisions as a monitoring device. On the other hand, when a 

firm is structured around highly diversified divisions and when central management does 

not have the private information the divisions have, cost allocations can be used as a 

control mechanism to remind the divisions that such costs are to be considered in their 

decisions (see 1.4). 

a...: rs-,.. 

Similar hypotheses can be set. 
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H8a: The greater the size of the organisation, the greater the likelihood of the 

managers being held accountable for uncontrollables. 

H8b. Firm size is different between China and Hong Kong. 

H9a: The greater the diversity of the divisions, the greater the likelihood of the 

managers being held accountable for uncontrollables. 

H9b. Divisional diversity in a firm is different between China and Hong Kong. 

(10) Coordination need. 

Allocation of uncontrollable common costs to divisions are proved effective in 

promoting coordination and communication in a multi-agent and sequential setting. This 

argument is supported by many writers such as Zimmerman (1979), Cohen and Loeb 

(1988), Suh (1987), Suh (1988) and Rajan (1992), etc. They demonstrate that cost 

allocation serves as a motivational tool which induces the divisions to coordinate their 

actions and behave in the manner desired by the central management (see 1.4). 

H10a: The greater the organisation's need for divisional co-ordination, the greater the 

likelihood of the managers being held accountable for uncontrollables. 

H10b. Coordination need in a firm is different between China and Hong Kong. 

5.3 Summary of the Hypotheses 

By relating to the theories in the previous chapters, the above analysis examine two 

specific research problems (as previously stated in 3. of the Introduction) through two 

sets of hypotheses. The first set (i. e. Hl a to H10a) is to investigate the relationships 
between the accountability of uncontrollable items of performance. (i. e. the dependent 

variable consisting of three components) and each of the ten organisational/ 

environmental factors (i. e. the independent variables). This set of hypotheses will be 

tested separately in China and Hong Kong. The second set (i. e. HIb to HIOb) is to 

compare these organisational/environmental factors, which are regarded as important in 
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the context of performance evaluation, between China and Hong Kong. Summaries of 

these two sets of hypotheses and their predicted directions are shown in Table 1 and 

Table 2. 
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Table 1 

Expected Correlation between the Accountability of Uncontrollables 
and the Ten Organisational/Environmental Variables 

organisational/ 
environmental variables 

Hla. risk-averse attitude 
H2a. managerial influenceability 
H3a. environmental uncertainty 
H4a. management subjectivity 
H5a. information cost 
H6a. performance observability 
H7a. levels of hierarchy 
H8a. firm size 
H9a. divisional diversity 
H10a. co-ordination need 

predicted correlation with 
accountability of uncontrollables 

+ 

+/- 

+ 
+ 
+ 
+ 
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Table 2 

Expected Differences of the Ten Organisational/Environmental Variables 
between China and Hong Kong 

organisational / environmental variables 

Hlb. risk-averse attitude 
H2b. managerial influenceability 
H3b. environmental uncertainty 
H4b. management subjectivity 
H5b. information cost 
H6b. performance observability 
H7b. levels of hierarchy 
H8b. firm size 
H9b. divisional diversity 
H10b. coordination need 

predicted directions 

China > Hong Kong 
China < Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China 0 Hong Kong 
China # Hong Kong 
China # Hong Kong 
China Hong Kong 
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CHAPTER 6 

SURVEY METHODOLOGY 

This chapter outlines the methods of testing the two sets of hypotheses described in 

Chapter 5. The first set of hypotheses is to examine the factors that influence the treatment 

of uncontrollables; and the second set is to compare these factors between China and 
Hong Kong. The process and rationale of designing the questionnaire will be explained 

with support from the literature. Methods of choosing the survey subjects will also be 

stated. 

6.1 The Questionnaire 

A questionnaire (see Appendix 4) was administered to collect the data for testing the 

hypotheses developed in Chapter 5. Ten variables are introduced to explain why managers 

are made accountable for uncontrollable items of performance. Table 3 relates these 

variables to the corresponding hypotheses (HIa to H10a) and to the relevant questions 

from the instrument. 

6.1.1 The content 

The survey was done both in China and Hong Kong. The dependent variable and all the 

ten independent variables were compared for the two places to test for Hypotheses lb to 

l Ob. 

A questionnaire is an efficient data collection mechanism when the researcher 

knows exactly what is required and how to measure the variables of interest (Sekaran 

1992). If questions are designed in the objective and close-end type, a larger sample can 

be reached economically and greater anonymity can be provided to the respondents. The 

first advantage increases the generalisability of the data and the second advantage can 

result in people being more willing to respond openly and honestly to the questions 

(Kerlinger 1986; Mason and Bramble 1989). 

Demographic information of the respondents was collected in the questionnaire on 

their positions in the company (Question 28), gender (Question 29), age (Question 30) and 

education level (Question 31) to test possible bias from specific background. The type of 
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Table 3 

Variables and their Corresponding Questions 

Variables Hypotheses Questions 

Dependent variable: 

Accountability of uncontrollables la- 10a 8,9,10 

Independent variables: 

Risk attitude 1a 11,12 

Managerial influenceability 2a 13,14 

Environmental uncertainty 3a 15,20 

Management subjectivity 4a 21,22 

Information cost 5a . 17,18,19 

Performance observability 6a 16,23 

Levels of hierarchy 7a 4,5 

Firm size 8a 6,7 

Divisional diversity 9a 2,3 

Coordination need 10a 24 , 25,26,27 
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industry and the major lines of business in which a firm engages was also recorded in 

Question 1 for the same reason. 

The design of the questionnaire is mainly based on the approach adopted by Ugras 

(1994) for testing the relationships between'the allocation of uncontrollable costs and 

several organisational variables. A 7-point scale (the same as in Ugras' study) is used to 

measure those variables which seek to solicit opinions from the respondents. However, 

three of these questions (i. e. Questions 4,5 and 8) are designed in the 5-point scale, 

because it is expected that the respondents will feel more comfortable in reading a 5-point 

scale when they are dealing with groups instead of points. The resulting scores from these 

questions will be converted to those of a 7-point scale by multiplying a factor of 7/5 before 

they are used for statistical computation to gain consistency with other questions. 

Two to three questions are used to measure each variable (either dependent or _ 
independent variable) (see Table 3). The aim is to capture, as far as possible, the different 

characteristics of the individual concepts representing the variables concerned. The 

measurement may be from different angles or by different formats, but it is hoped that it 

will provide additional information on the variables. This method of measuring data for a 

construct is explained by Judd et al. (1991). They illustrate that when an individual 

indicates his or her own attitude or rates an object on some scales, a large element of 

intuitive judgement is involved, no matter how precise the rating instructions and no 

matter how well trained the rater. This subjective judgement in the use of rating scales 

makes the ratings vulnerable to bias. For these reasons, procedures have been devised that 

do not depend on single judgements or ratings of the construct of interest. Instead, 

individuals are thus arranged to respond to multiple statements relevant to the attitude 

under study, and scores assigned to the response of each statement are then combined to 

describe the construct. For example, in the present study, the three averaged scores for 

each of the questions - Question 17,18 and 19, are combined and the total is then divided 

by three to measure the construct of Information Cost 

This method of measuring a construct is also supported by Foster and Swenson 

(1997). They explain that a composite score has the advantage over an individual question 

when either (1) the concept being measured is multi-dimensional and when the questions 
in that composite capture those multi-dimensions, or (2) there is measurement error in an 
individual question that is diversified away in aggregating individual questions into a 
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composite. 

Questions which measure the dependent variable and the independent variables of 

Performance Observability, Levels of Hierarchy, Divisional Diversity and Coordination 

Need were largely modified from Ugras (1994). The questions on Managerial 

Influenceability were adapted from Drury et al. (1994) for examining divisional 

autonomy. The others were self-designed. 

The design of Question 1, which asks for the industry type of a business 

enterprise, takes into consideration the national industry classification method in China 

issued by the Industrial and Commerce Administration Bureau (Chen 1992). Some 

modifications (e. g. the combination of two or more industries) are made to match the 

names of industry types for both China and Hong Kong. 

Question 31 on educational levels of the respondents is designed in such a way so 

as to match the educational systems and common classification method of educational 
levels and qualifications in both China and Hong Kong. 

The dependent variable (i. e., Accountability of Uncontrollables) is measured 

through Questions 8,9 and 10. While Question 8 examines the extent of uncontrollable 

costs allocated to responsibility centres, Questions 9 and 10 ask for the extent of the 

effects of economic factors and acts of nature respectively being excluded from 

performance evaluation. The design of these questions adopts Merchant's (1987) 

classification of uncontrollables which include cost allocation, economic factors and acts 

of nature, because it was shown that the scope is relatively more comprehensive than other 

writers' definitions and it takes into account organisational as well as environmental 

factors (see 1.1). All three questions aim to measure the styles of performance evaluation 

in the context of treating uncontrollables. However, it is possible that cost allocations are 

caused by factors other than styles of evaluation. The appropriateness of making Question 

8 as one of the components of the dependent variable is thus questionable. Unfortunately, 

these other factors have not been identified in the literature. Based on this reasoning, the 

design of using Questions 8,9 and 10 to represent the dependent variable still remain 

valid. Further test of the appropriateness of including Question 8 in measuring the 

dependent variable will be made in the analysis of results in Chapter 7. 
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The independent variable, Risk-averse Attitude, is measured in Questions 11 and 
12. They test the risk attitude of the evaluator and evaluatee respectively because the risk 

attitude of both the evaluator and evaluatee would affect the treatment of uncontrollables 
(see 1.4). However, in designing the question (i. e., Question 12) for measuring the 

evaluatee's risk attitude, the condition that insecure employment and attractive 

compensation was added. This is to cater for the specific situation in China where 

employment is relatively stable (see 4.2 and 4.5) and managerial compensation is 

relatively low (see 3.7,4.9 and 4.13) when compared with that in Hong Kong. These 

wordings are expected to attract responses to this question to establish a reasonable 

comparable basis between China and Hong Kong. 

The variable, Managerial Influenceability, is measured in Questions 13 and 14. 

The first question examines the influenceability of managerial decisions by asking directly 

the extent of managerial influence. The second question examines the influenceability 

indirectly by asking the extent of autonomy enjoyed by responsibility centres, because 

divisional autonomy is considered by Merchant (1989) to be a major source of managerial 
influence (see 1.4). 

The variable, Environmental Uncertainty, is measured in Questions 15 and 20. 

Otley (1978), Govindarajan (1984), Merchant (1987), Anthony and Govindarajan (1998), 

all argue that environmental uncertainty affects firm performance, but Merchant (1987) 

indicates that the effect would be influenced by the difficulty of identifying 

uncontrollables (see 1.4). The first question examines its direct effects on both aggregate 

firm performance and divisional performance. The second question examines its effects 

on the separation of controllables from uncontrollables. In order to ensure the respondents 

a consistent understanding of the concept of environmental uncertainty examples of which 

are given for each question. 

The variable, Managerial Subjectivity, is measured in Questions 21 and 22. As 

Merchant (1987), Merchant (1989), Maciariello and Kirby (1994) and Anthony and 
Govindaragan (1998) point out that managerial subjectivity affects the treatment of 

uncontrollables mainly through management style (see 1.4), the questions therefore take 

both subjectivity and management styles into account. The first question asks for the 

extent of subjective evaluation, and the second asks for the importance of the evaluator's 

management style in affecting performance evaluation. 
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The variable, Information Cost, is measured in Questions 17,18,19. Both 

Merchant (1987) and Anthony and Govindarajan (1998) argue that high cost of the 

information system will make the separation of controllables from uncontrollables 
difficult (see 1.4). The three questions therefore use alternative wordings to examine the 

same notion. They test respectively the costliness of performance evaluation, the difficulty 

and the costliness of separating controllables from uncontrollables. 

The variable, Performance Observability, is measured in Questions 16, and 23. 

Certain writers, e. g., Zimmerman (1979), Baiman and Demski (1980), Holmstrom (1982), 

Merchant (1987), Banker and Datar (1989) and Ugras (1994), maintain that many 

uncontrollables are not `real' uncontrollables. The controllability is simply not observed 
by senior management. Holding managers accountable for most of the uncontrollables 

could avoid this negligence. This partially explains why central costs are allocated to 

divisional managers whilst most of these costs are apparently outside their control (see 1.3 

and 1.4). Since these hard-to-observe costs arise mainly in decentralised f =s 
(Zimmerman 1979, see 1.3) a measure of the extent of decentralisation also helps 

understand the extent of observability of divisional performance. In response to the above 

rationale, Question 16 is designed to examine directly the difficulty of observing 

divisional performance and Question 23 is designed to examine the extent of 
decentralisation. Also, to avoid the possibility that the term centralisation will be subject to 

different interpretation, a phrase was added at the end of Question 23 to explain its 

meaning. 

The variable, Levels of Hierarchy, is measured in Questions 4 and 5. Ugras (1994) 

by drawing on previous research, e. g., Zimmerman (1979), Suh (1987 and 1988) and 
Demski and Sappington (1989), illustrates that the levels of hierarchy in a fum affect the 

extent of cost allocation. He divides hierarchy into vertical hierarchy and sequential 
hierarchy (see 1.4). The former means the hierarchical levels in the organisation and is 

measured by Question 4. The latter means the responsibility centres that the primary 

products of the firm have to go through sequentially and is measured by Question 5. There 

are difficulties in designing these questions. First, there might be a difference between the 

number of `nominal' hierarchical levels and the `real' hierarchical levels. Second, it is not 

always easy to pinpoint the number of responsibility centres in a firm as some 

responsibility centres do not correspond with the physical divisions. A perfect design is 
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therefore difficult to come by. 

The variable, Firm Size, is measured in Questions 6 and 7. They measure the 

firm's sales and total assets. Zimmerman (1979), Demski (1981), Sannella (1986) and 
Ugras (1994) all argue that the extent of cost allocation varies with firm size (see 1.4). 

Figures of sales and total assets are relatively more stable across time than other measures 

of firm size such as profits and number of employees. Profits fluctuate widely with 

economic climate and number of employees varies widely with different industries. 

Absolute figures are adopted here because it is difficult to predict accurately the ranges of 

sales and total assets of the responding firms before the survey. A wide guess might result 
in actual figures clustering in one or two ranges. 

The variable, Divisional Diversity, is measured in Questions 2 and 3. Since 

Baiman and Demski (1980), Holmstrom (1982) and Ugras (1994) maintain that cost 

allocation increases in highly diversified divisions (see 1.4), it is meaningful to measure 

the diversification of divisional activities in order to predict the extent of managerial 

accountability of uncontrollables. The first question measures the diversity of divisional 

activities. However, the activities measured are only restricted to production or frontline 

divisions, because supporting activities in divisions such as accounting, computing, and 

human resources management are expected to have small differential irrespective of the 

industries. The terms - production/frontline are used to match the manufacturing/service 

industries. The second question, which asks for the description of the products and 

services offered by the firm, does not mean to quantify divisional diversity and the 

answers obtained therefore cannot be used in subsequent quantitative analysis.. It acts only 

as a supplement to the first question to check its possibly subjective nature. Later 

observation does not detect any large discrepancy between Question 2 and Question 3 as 

the reported number of activities normally varies positively with the degree of diversity. 

The variable, Coordination Need, is measured through Questions 24,25,26,27. 

Various writers (Atkinson 1987; Ayres 1985; Horngren et al. 1997; Demski 1981; 

Zimmerman 1979; Cohen and Loeb 1988; Suh 1987; Suh 1988; Rajan 1992) advocate that 

more cost allocations can improve coordination among divisions of a firm (see 1.4). As 

summarised by Ugras (1994), divisional coordination manifests itself in the extent of 

employing organisational strategies, avoiding duplication and interference and, engaging 
in planning activities. To reflect these elements the first question is asked to determine the 
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extent of organisational strategy used for coordination among divisions. The second and 
third questions examine the extent of interference and duplication of work among 
divisions. The last question measures the degree of planning for divisions to work 

together. 

6.1.2 The respondents 

The questionnaire was administered to two groups of senior/middle-level company 

executives (including financial controllers), with one in Shanghai (71 in number) and the 

other in Hong Kong (57 in number) while they were attending a part-time MBA 

programme and a seminar in the two areas respectively late 1997 and early 1998. Full 

response rate was thus assured in this captive environment. Similar studies drawing 

subjects from the captive environment include Chow et al. (1994), Chow (1994) and Liu 

(1996). The subjects were managers either studying part-time MBA programmes or 

undergoing training courses. Personally administered questionnaires enable the researcher 

to collect the completed responses within a short period of time. Any doubt that the 

respondents might have regarding any question could be clarified on the spot. Since the 

executives came from different industries, their opinions are able to reflect the general 

management attitude in both places. Features of these samples will be analysed later in 

Chapter 7. 

Since sample subjects were not extracted by random sampling, their 

representativeness is somewhat reduced. Difficulties were encountered in getting access 

to firms. The majority of the listed companies in both China and Hong Kong were 

originally approached, but only a few of them were willing to fill in the questionnaire. 
Because of this poor response, it was not possible to use the mailed questionnaire 

approach. Several respondents in Hong Kong in the present study ascribe the low 

response to questionnaire survey to the fact that managers of large companies are 
increasingly overwhelmed by a huge amount of research questionnaires from academic 

and commercial institutions. Their previous cooperative attitude has gradually been 

eroded. The non-response problem is particularly serious in China where the culture of 

responding to research surveys is not yet formed and statistics for research sample 
determination is not complete (Liu and Chui 1992). The culture of emphaising 

connections and networks in business and management in China (Campbell 1987; Luo 

and Min 1997) probably plays an important role in affecting managers' attitude towards 
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cooperating with unconnected persons. The recent questionnaire survey of management 

accounting practices in China by Lin and Wu (1998) was arranged through connected 

sources. This is an example of the case in point. In view of the above difficulties, 

convenient sampling in the form of the captive environment seems to be a compromise 
for collecting data of management accounting practices which mainly involve internal 

information. 

Senior and middle-level managers are appropriate for collecting information and 

data because they are expected to assume the roles of evaluators of performance (senior 

managers), evaluatees of performance (middle-level managers and division heads) and 

designers of the performance evaluation system (controllers). Similar subjects have been 

used in many related studies of performance evaluation and control systems. For instance, 

both corporate and subunit managers were used in Merchant (1987), Merchant (1989), 

Chow (1994) and O'Connor (1995). Audit seniors and senior partners in accounting firms 

were used in Otley and Pierce (1995). Subunit managers only were used in Chong and 

Chong (1997), Gul and Chia (1994) and Lau et al. (1997). Controllers/budget officers only 

were used in Baffles and Assada (1991), Ueno and Wu (1993), Ugras (1994), Skinner 

(1990) and Anyane-Ntow (1991). 

The questionnaire was first drafted in English and was translated to Chinese using 

the back translation method (Brislin 1970) with the help of two bilingual accounting 

professors in Guangzhou. That is, the questionnaire was translated from English to 

Chinese by one person and then translated from Chinese to English by another, and the 

resulting version was compared with the original. Due to the different cultural and 

educational background of those executives in China, a straight translation from English to 

Chinese is found inappropriate for some of the questions, thus further explanations were 

added and changes of wordings were made where necessary. The English version was 

distributed to the Hong Kong respondents whilst the Chinese version was distributed to 

those in Shanghai. 

Seven respondents in China and seven respondents in Hong Kong were invited to 

an interview at a later time after they had completed their questionnaires. The interviews, 

being unstructured, were conducted towards the following three directions: 

1. They try to pick up examples of treatment of uncontrollables, which may be few in 
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number for certain firms and which may also be firm-specific. 

2. They try to check whether the reasons that cause the different treatment of 

uncontrollables are only limited to those hypothesised. The interviews probably will 

unveil new factors. 

3. They may clarify doubtful and unclear items in the questionnaire. 

Interviews are used to supplement questionnaire for data collection because the 

latter tends to be less flexible and adaptable (Mason and Bramble 1989). The quality of 

the data gathered through a questionnaire is more superficial than that which can be 

collected during an interview. The investigator may have no direct contact with the 

respondents who may interpret the questions differently from the researcher's intention 

(Sharp and Howard 1996). Interview is uniquely suited to exploration in depth. It follows 

up unexpected results in the questionnaire and goes deeper into the motivation of the 

respondents and their reasons for responding (Kerlinger 1986). Unstructured interview can 
identify critical factors in specific situation (Sekaran 1992). 

6.2 Tests of Validity and Reliability 

Validity of the questionnaire was tested by sending it to ten accounting academics and 

practitioners in both Guangzhou and Hong Kong for comments on the understandability 

and consistency of the wordings used. They consist of four lecturers, four accountants and 

two company executives. Feedback from them reveals that it takes about 20 minutes to 

complete the questionnaire. 

As shown in 6.1.1 above, for some of the questions, multiple questions with 
different question forms were used to measure the same construct. When several questions 

were used to measure a construct, the response to the individual items were averaged to 

arrive at the score for the construct. The advantages are explained by Judd et al. (1991) 

and Foster and Swenson (1997). Cronbach (1951) also states that this procedure 

contributes to improve the measurement process. 

Reliability of the results was checked by computing the cronbach alpha on each 

group of questions which examine a variable. This technique tests the consistency of each 

group of questions that can measure a particular construct. Correlation coefficients among 

variables were computed to ensure that the independent variables represent distinctive 



129 

constructs. 

6.3 Summary 

A survey methodology was designed in this chapter to test the two sets of hypotheses 

developed in Chapter 5 which are developed to investigate the factors influencing the 

controllability principle and to compare these factors between China and Hong Kong. A 

questionnaire was used to collect data from both places supplemented by interviews. The 

rationale of designing each question was explained by relating to the literature review in 

the previous chapters and by drawing on the research literature. Subjects of the survey 
include senior and middle-level managers as well as controllers to reflect their respective 

roles of evaluators, evaluatees and designers of performance evaluation. The questionnaire 

was administered in a captive environment to ensure full response rate. Its validity was 

evaluated by prior review from accounting academics and practitioners in both China and 
Hong Kong. Reliability of the results was checked by the cronbach alpha. 
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CHAPTER 7 

ANALYSIS OF THE QUESTIONNAIRE SURVEY 

AND THE INTERVIEWS 

This chapter reports and analyses the results of the questionnaire surveys in both 

China and Hong Kong. Statistical techniques are used to test the two sets of 
hypotheses made in Chapter S. In addition, interviews with the respondents are also 

analysed. 

7.1 Results of the Questionnaire Survey 

The two sets of questionnaires designed in Chapter 6 was delivered to two groups of 

managers. The Chinese questionnaire was given to a class of MBA students at the 

Shanghai University of Finance and Economics in Shanghai, China, in December 

1997 and 71 questionnaires were completed. The respondents studied part-time at the 

university but worked full-time at various state-owned and collectively-owned 

enterprises. The English questionnaire was given to a group of managers attending a 

seminar organised by the Institute of Company Secretaries in Hong Kong in January 

1998 and 57 questionnaires were completed. 

7.1.1 Demographic data of respondents 

The demographic data of the respondents including their positions, gender, age, 

education levels, and the business types of their companies are collected in the 

questionnaire. Chi square test is performed on each of these items and it is found that 

there are significant differences for the items of age, education levels and business 

types between respondents in China and Hong Kong whilst no significant differences 

are found for the items of gender and position (see Table 7 to Table 11). 

Respondents in China, with fewer academic degree holders (62% for China; 

89% for Hong Kong), are younger than their Hong Kong counterparts (35% in their 

30s and 24% in their 20s for China; 53% in their 30s and 4% in their 20s for Hong 

Kong). Since the proportion of senior management staff to middle level management 

staff is similar between the two places, it implies that managers in China may 

experience faster promotion than managers in Hong Kong. However, many of the 
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non-degree holders possess professional degrees, it is not quite correct to describe that 

those managers in China are less qualified than managers in Hong Kong. In addition, 

it is not surprising to see that the sample in China is younger than the sample in Hong 

Kong, because the sample in China is taken from a group of part-time MBA students 

whilst the sample in Hong Kong is a group of seminar participants. It is natural to 

expect the latter to be more mature. The significant differences in business types 

between the two places appropriately highlight some of the important components of 

the respective economic sectors. Particularly the samples show that there are more 

managers working in the manufacturing and commerce sectors in China whilst there 

are more managers working in the property and construction sector and in 

conglomerates in Hong Kong. Meantime, both samples cover a wide range of 

economic activities and they do not neglect any major industry type. 

7.1.2 Test of the determinants of the controllability principle (Hla to H10a) 

To test the first set of hypotheses developed in Chapter 5 the correlation coefficients 

(Pearson) between the dependent variable and each of the ten independent variables 

are computed. This technique was used by Ugras (1994) to test a similar relationship. 

The purpose of this statistic is to ascertain whether each of the hypothesised factors 

will affect managers' treatment of uncontrollables in the predicted direction. The non- 

parametric counterpart, the Spearman correlation coefficients, are also computed (see 

Table 14 and 15). No big differences are found between the two results calculated 

from these two techniques. The arguments for using the parametric and non- 

parametric statistics will be explained later in 7.1.3. The results of the Pearson 

correlations are tabulated in Table 4. 

For both China and Hong Kong, the overall situation is that, with a few 

exceptions, each independent variable has a medium to fairly high correlation with the 

dependent variable individually and nearly all of them are significant at least at the 

0.05 level. This indicates that most of the hypothesised organisational and 

environmental factors significantly affect the accountability of uncontrollables. For 

the China data, Management Subjectivity has the highest correlation (-0.6190) with 

the dependent variable whilst Firm Size has the lowest correlation (0.2328). For the 

Hong Kong data, Coordination Need has the highest correlation (-0.6764) with the 
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Table 4 

Correlation (Pearson) between the Accountability of Uncontrollables 
and the Ten Organisational/Environmental Variables 

Organisational/ Correlation with accountabilit y of uncontrollables 
environmental predicted actual results 
variables direction China Hong Kong 

H1a risk-averse attitude - +0.6184*** +0.6242*** 
H2a managerial influenceability + +0.5326*** +0.6464*** 
H3a environmental uncertainty - - 0.4695*** - 0.4430*** 
H4a management subjectivity - - 0.6190*** - 0.5629*** 
H5a information cost +/- - 0.6115*** - 0.4990*** 
H6a performance observability - - 0.6128*** - 0.5950*** 
H7a levels of hierarchy + +0.3797** +0.5073*** 
H8a firm size + +0.2328* +0.0293 
H9a divisional diversity + +0.2804** +0.5714** 
Hl Oa coordination need + - 0.6115*** - 0.6764*** 

* significant at 0.05 
** significant at 0.01 
*** significant at 0.001 

N. B. The above correlation coefficients are extracted from the first column of Table 
12 (China's correlation matrix) and the first column of Table 13 (Hong Kong's 
correlation matrix) respectively. 
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dependent variable whilst Firm Size has the lowest correlation (0.0293) which is not 

significant. From these statistics it can be said that Firm Size is the least important 

factor affecting Accountability of Uncontrollables. However, Coordination Need and 
Risk-averse Attitude have opposite direction of correlation as predicted in the 

hypotheses. The situation is the same for both China and Hong Kong. This means that 

managers are more likely held accountable for uncontrollables if they and their 

superiors are more risk-averse and there is a low coordination need. 

The correlation coefficients indicate that Hypotheses H2a, H3a, H4a, H5a, 

H6a, H7a, H9a can be supported by the above figures whilst, Hypotheses H1a and 
HI Oa are rejected. The statements apply to both China and Hong Kong. H8a is 

supported in China only. 

For the first rejected hypothesis, HIa,, reasonable explanations can be found in 

the hypotheses development in 5.2. The original prediction is that managers will be 

more held accountable for uncontrollables if they and/or their evaluators are less risk- 

averse. This argument is mainly based on Merchant's (1987) belief that the perceived 

reasonableness of the evaluation depends on the risk attitudes of both the superior and 

the subordinate. A risk-seeking superior may make him choose to include 

uncontrollables into his subordinate's evaluation. A similar attitude of the subordinate 

may make him more ready to accept his evaluation results based on more 

uncontrollable factors. Since Merchant's arguments consider the risk attitudes of both 

the evaluator and evaluatee, it was adopted as the basis of the hypothesis. However, 

since the statistical results show that accountability of uncontrollables varies 

positively with risk-averse attitude, it seems that Demski's (1976) argument is more 

valid in practice. Demski assumes that only the risk attitude of the superior is 

important in deciding the strictness of the evaluation; whilst the risk attitude of the 

subordinate has no influence. A risk-averse superior may try to transfer risks to his 

subordinate by making him accountable for more uncontrollables. A risk-seeking 

superior may adopt the opposite behaviour. Consequently, a positive relationship will 
be found between risk-averse attitude and accountability of uncontrollables. 

The statistical results also match with the situations in practice in both China 

and Hong Kong. In China, it was shown that low risk-averse attitude coexists with 
flexible evaluation. This phenomenon is created by institutional factors such as the 
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Contract Responsibility System and the low level of managerial remuneration (see 

5.2). In Hong Kong, in the absence of the above institutional factors, the environment 
is relatively stable. The effects of uncertainties, even if they exist, are easily identified 

and separated. Under these circumstances evaluation will be strictly evaluated. 

For the second rejected hypothesis, the situation of the findings that 

Coordination Need is negatively correlated with Accountability of Uncontrollables 

can be explained by literature support. Although various proponents (Ugras 1994; 

Merchant 1989; Zimmerman 1979; Demski 1981; Cohen and Loeb 1988; Suh 1987; 

Suh 1988; Rajan 1992) (see 5.2) of the original prediction offered evidence to show 

that more indirect cost allocation will improve coordination, the counter argument 

seems to have its own rationale. Hopwood (1976) shows that evaluating managers in a 
budget-constrained style will lead to more dysfunctional behaviour if the divisions 

involved are highly interdependent. Anthony and Govindarajan (1998) contend that it 

is inappropriate to adopt a rigid style to evaluate divisional performance in a single- 

business firm (as opposed to a diversified firm) where interdependencies exist and 
divisional coordination is important to promote aggregate company performance. 

Magee (1986) and Horngren (1997) give examples to illustrate the difficulty of 

holding individual managers responsible for performance in a group decision situation 

or when responsibility is shared among divisions. This implies that the more the need 
for divisional activities to be coordinated, the more unsuitable it is to hold divisional 

managers accountable for more items of performance including, of course, 

uncontrollables. As far as this part is concerned, the empirical evidence is 

contradictory. The present findings hint that a more flexible evaluation style of 

uncontrollables is more appropriate when coordination need is high. 

The stepwise approach of the multiple regression technique is used to examine 

the extent of influence of the individual independent variables on the dependent 

variable when they interact with each other, because such influence can be 

highlighted by this approach (Norusis 1992). The function of this technique differs 

from that of the correlation coefficient because the former shows the importance of 
influence of certain independent variables when they interact with each other in 

affecting the dependent variable whilst the latter shows only the importance of 
influence of the independent variables when they are assumed to affect the dependent 

variable individually. By this method, some independent variables when they are 
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grouped together are found to affect the dependent variable more significantly than 

others. For China, Coordination Need and Information Cost together are found to be 

the major determinants of the controllability attitude and they account for at least 52% 

(adjusted R Square) of the variations of the dependent variable (see Table 16). For 

Hong Kong, Coordination Need, Divisional Diversity together with Managerial 

Influenceability are found to be the major determinants of the controllability attitude 

and they account for at least 59% of the variations of the dependent variable (see 

Table 17). Besides these independent variables, others are found to be statistically 

unimportant in affecting the dependent variable. 

As mentioned in 6.1.1, the appropriateness of including question 8 in the 

measurement of the dependent variable is somewhat doubtful, because factors other 

than styles of evaluation would affect cost allocation. The appropriateness of 
including question 8 in the measurement can be examined by the consistency of 

responses to question 8,9 and 10. This is measured by the cronbach alpha coefficient 

of the three components of the dependent variable. The possibility of such 
inappropriateness can also be examined by running separate multiple regressions 

using different components of the dependent variable. One multiple regression can 

use question 8,9 and 10 as the components of the dependent variable. A second 

regression can use question 8 as the only component. A third regression can use 

question 9 and 10 as the components. The adjusted R squares of the final equations of 

each regression can then be compared. The highest scores may suggest which 

combination of components of the dependent variable is the most appropriate for 

inclusion in the multiple regression. 

Results of the analyses show that the cronbach alpha coefficient of the 

dependent variable represented by question 8,9 and 10 is 0.6206 for China and 
0.4624 for Hong Kong. Both coefficients are higher than those when only question 9 

and 10 make up the components of the dependent variable (see Table 19). Similarly 

the R squares (0.52324 for China and 0.59358 for Hong Kong) of the final equations 

of the multiple regressions when question 8,9 and 10 make up the components of the 

dependent variable are also the highest when compared with the other R squares of 

the final equations of the multiple regressions when question 8 and the combined 

results of question 9 and 10 make up the components of the dependent variable (see 

Table 16 and Table 17). These results suggest that question 8,9 and 10 are the most 
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appropriate components of the dependent variable when compared with the other 

combinations. Leaving out question 8 makes the remaining components (here 

question 9 and question 10) poorer measures of the dependent variable and also 

results in reduced consistency. 

At this juncture, the limitation of using multiple regression must be 

mentioned. With non-experimental social science data, the independent variables in a 

multiple regression are virtually always intercorrelated, that is collinear. Collinearity 

refers to the situation in which there is a high correlation between independent 

variables. When this condition becomes extreme, serious estimation problems often 

arise. The general difficulty is that parameter estimates become unreliable. There is no 
definitive answer to the question that just how high can acceptable correlations be 

between independent variables. A frequent practice is to examine the bivariate 

correlations among the independent variables, looking for coefficients of about 0.8 or 

larger (Lewis-Beck 1980 and Cooper and Emory 1995). Belsley et al. (1980) set a 

looser criterion. They point out that most of the experimental evidence shows that 

correlations of less than 0.9 are considered to indicate weak dependencies. 

Another measure of collinearity is the variance inflation factor (VIF) and its 

counterpart, tolerance. High VIF and low tolerance may suggest collinearity (Norusis 

1992). Although there is no consensus on the `high' or `low' of VIF and tolerance, 

values of VIFs greater than 10 is often taken as a signal that the data have collinearity 

problems (Chattenjee and Price 1991; Montgomery and Peck 1992) 

Two other useful tools for examining the collinearity are the condition index 

and the eigenvalue. Large condition index and small eigenvalue are indicative of 

collinearity. Chattenjee and Price (1991) note that the harmful effects of collinearity 

become strong when the values of the condition number exceed 15. The cutoff value 

of 15 is not based on any theoretical considerations but arises from empirical 

observation. Corrective action should always be taken when the condition number 

exceeds 30. Weak dependencies of independent variables in a multiple regression are 

associated with condition indexes around 5- 10, whereas moderate to strong relations 

are associated with condition indexes of 30 - 100. A condition index in the 

neighbourhood of 15 - 30 tends to result from an underlying near dependency among 

the independent variables (Belsley et al. 1980). It is usually considered to be the 
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borderline of `tightness'. Condition indexes of 100 or more would probably cause 

substantial variance inflation and great potential harm to regression estimations. 

The results of the statistics of this research show that all the correlation 
coefficients among the independent variables are below 0.9 and only two cases are 

more than 0.8 (see Tables 12,13,14,15). In the correlation (Pearson) matrix of the 

Hong Kong data, the correlation coefficient between Information Cost and 
Performance Observability is 0.8202 and that between Management Subjectivity and 
Performance Observability is 0.8386 (see Table 13). The VIFs of both the Hong Kong 

data and the China data are well below 10 (see Table 16 and Table 17). In the 

collinearity diagnostics the highest value of the condition index for the China data is 

only 8.808 (see Table 16), but that for the Hong Kong data is 15.033 (see Table 17), 

just touching the borderline of `tightness'. In view of the above evidence, the problem 

of collinearity cannot be regarded as serious. 

7.1.3 Test of the differences of the controllability factors between China and 

Hong Kong (Hlb to H10b) 

In 5.2, it was hypothesised that the ten independent variables, which are expected to 

be able to explain the variations of treatment of uncontrollables, differ in degree 

between China and Hong Kong. It was expected that China would have higher scores 

than Hong Kong in terms of Risk-averse Attitude, Environmental Uncertainty, 

Management Subjectivity, Information Cost and Performance Observability, and that 

China would have a lower score than Hong Kong in terms of Managerial 

Influenceability. However, it was expected that there would be no clear directional 

differences for Levels of Hierarchy, Firm Size, Divisional Diversity and Coordination 

Need between the two places. 

Using the t test technique, the ten independent variables are compared between 

China and Hong Kong and all of them are found to be significantly different with the 

predicted direction except for Risk-averse Attitude (see Table 5 below and also Table 

18). The scores indicate that Hong Kong managers are more risk-averse than their 

counterparts in China. Risk-averse Attitude in China was originally predicted to be 

stronger than that in Hong Kong, because of a stronger risk-averse culture (Hofstede 

1980; Birnbaum and Wong 1984; Lai and Lam 1986; Tang 1995) (see 5.2). However, 
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evidence in China (see 2.6,3.6,4.13,5.2) also shows that the deficiency of the 

Contract Responsibility System recently produces widespread short-term and risky 

managerial behaviours. The present findings highlight the fact that the contract system 

probably has a greater influence on managerial behaviours in respect of the risk 

attitude than the Chinese cultural traits. The low reliability scores on the questions 

which tap the risk-averse attitude (shown in 7.1.4) provide additional hints that 

institutional forces may impose a stronger influence than cultural traits on the risk- 

averse attitude. 

Although in the hypotheses there are no directional differences between China 

and Hong Kong for the last four independent variables, the results show that firms in 

Hong Kong have a higher divisional diversity, more levels of hierarchy, are larger in 

size, but have less coordination need than firms in China. Since the sample firms in 

Hong Kong are found to be larger in size than those in China, a more complex 

organisational structure is expected of these Hong Kong firms. It is therefore not 

surprising to see that they would have greater divisional diversity and more levels of 

hierarchy. The lower coordination need of the Hong Kong firms might indicate a 

lower interdependency among divisions of these firms and divisional performance can 

thus be more easily evaluated. 

The t test (a parametric test) is basically adopted because it is used to examine 

the difference between the means of two groups (Kerlinger 1986). However, it has 

always been debated that whether parametric or non-parametric tests are better. The 

same argument also applies to the adoption of Pearson correlation, a parametric test, 

and Spearman correlation, a non-parametric test, mentioned in 7.1.2. 

A parametric statistical test depends on a number of assumptions about the 

population from which the samples used in the test are drawn. The best-known 

assumption is the assumption of normality. It is said that, if the populations from 

which samples are drawn are not normal, then statistical tests are vitiated. As a result, 

the conclusions drawn from sampled observations will be in question. The second 

important assumption is that of homogeneity of variance. That is, variances of 

populations are assumed to be homogeneous from group to group within the bounds 

of random variation. If it is not true, some of the parametric tests are also vitiated. 

However, non-parametric tests are not affected even if all these assumptions are 
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Table 5 

Comparison of the Organisational/Environmental Variables 
between China and Hong Kong 

Organisational and 
environmental variables 

Hlb risk-averse attitude 
H2b managerial influenceability 
H3b environmental uncertainty 
H4b management subjectivity 
H5b information cost 
H6b performance observability 
H7b levels of hierarchy 
H8b firm size 
H9b divisional diversity 
H10b coordination need 

Predicted direction 

China > Hong Kong 
China < Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China 0 Hong Kong 
China : OL- Hong Kong 
China #-Hong Kong 
China Hong Kong 

Actual direction 

China < Hong Kong 
China < Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China > Hong Kong 
China < Hong Kong 
China < Hong Kong 
China < Hong Kong 
China > Hong Kong 
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violated. But, according to Kerlinger (1986), the evidence to date is that the 

importance of these assumptions is overrated. He notes that it is unwise to use a non- 

parametric test in place of a parametric one unless there is good evidence to believe 

that populations are rather seriously distorted by the assumptions. The reason for this 

is that parametric tests are almost always more powerful than non-parametric tests. 

Hildebrand and Ott (1996) warn that the normality assumption would be the least 

crucial if the sample size is not very small (the criterion is less than 10). Results of 
both kinds of tests would be similar if the sample size is not quite small. This point is 

supported by Siegel and Castellan (1988) who stress that non-parametric tests are 

suitable for small samples. Hildebrand and Ott (1996) also note that if sample sizes 

are not substantially different, the effect of grossly unequal variances is minimal. The 

criterion is that the largest sample should not be twice of the smallest. 

In this study, the parametric test, the t test is basically adopted. The sample 

size of the China group is 71 and that of the Hong Kong group is 57. Both are not 

small samples and the difference is not large. However, to guard against any serious 
departure from the above-mentioned assumptions, the non-parametric counterpart, the 

Mann-Whitney U test is also performed, and no major differences of the results are 
found (see Table 18). 

Consequently, Hypotheses H2b, H3b, H4b, H5b, H6b, H7b, H8b, H9b, and 
Hi Ob, can be said to be supported by the statistics whilst Hlb is rejected. 

One interesting finding of this survey, which is not hypothesised in Chapter 5 

is that Hong Kong managers are more likely to be held accountable for 

uncontrollables than managers in China (see the t value or the Z value of the 

dependent variables in Table 18). Nevertheless, this is really a corollary to the 

confirmation of the two sets of hypotheses stated in Chapter 5. The reason is that 

since the majority of the independent variables (the explanatory factors for the 

dependent variable - the variation in attitude of holding managers accountable for 

uncontrollables) differ in degree between China and Hong Kong, it is a natural 

consequence that the dependent variable also differ between the two places, given the 

independent variables highly correlate with the dependent variables in each of the two 

places (see Table 6). 
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Take the independent variable, Managerial Influenceability, as an example. It 

is confirmed that managers will be more easily held accountable for uncontrollables if 

they are able to exert more influence on the decision-making process. It is also 

confirmed that managers in China are less influential in decision-making than their 

counterparts in Hong Kong. It therefore follows that managers in Hong Kong will be 

more easily held accountable for uncontrollables. 

7.1.4 Reliability test for the variables 

In the questionnaire design in Chapter 6, it was mentioned that most of the variables 

are measured by more than one question. The purpose is to capture the different 

characteristics of the same construct (Judd et al. 1991; Foster and Swenson 1997) (see 

6.1.1) and to improve the validity of the measurement process (Cronbach 1951) (see 

6.2). It was also pointed out that it is necessary to check the consistency of responses 

to each group of questions whether they measure the same construct. The reliability 

test, the cronback alpha coefficient, is therefore performed on each of the independent 

and dependent variables which have more than one question. The range of scores for 

China is 0.3049 - 0.9348 and that for Hong Kong is 0.3169 - 0.8972. The majority of 

the scores are medium to high, indicating consistent and reliable answers from the 

respondents for most groups of questions representing individual variables. (see Table 

19). 

Reliabilities less than 0.6 are generally considered to be low (Sekaran 1992) 

and those around 0.7 or above are considered to be good (Litwin 1995). Based on this 

criterion, the alpha scores of the variables, Firm Size and Risk-averse Attitude, are 

low for both China and Hong Kong. Low scores also appear in the dependent 

variable, Accountability of Uncontrollables, for the Hong Kong group, and in the 

independent variables, Levels of Hierarchy and Performance Observability for the 

China group. 

Relatively low alpha scores do not necessarily mean that there are serious 

measurement problems. Low scores may reflect a real diversity of behaviours. 

Increasing the number of questions in a group can also improve the alpha scores. 
Furthermore, the low-score situation may just be due to chance. 
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Table 6 

Illustration of the Relationships between 
the Two Independent Variables of China and Hong Kong 

China 

ten independent variables 

highly correlated with 

Hong Kong 

V ten independent variables 

highly correlated with 

dependent variable 0 dependent variable 
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The overall alpha scores of the present study (the range is 0.30 to 0.93) are 

relatively high when compared with a similar study which examines the performance 

appraisal practices in Hong Kong and China (Chow 1994). The range of the alpha 

scores for the latter is 0.30 to 0.75. Chow ascribes the low-score situation to the 

variations in performance appraisal practices in different organisations. The 

phenomenon in the present study for a few of the variables can probably be explained 
by the same reason. 

Reliability scores are higher in measures with more individual items (Judd et 

al. 1991). It is basic principle of sampling: Larger samples produce smaller sampling 

errors. For example, a 10-item measure might have a reliability of 0.6, whereas a 40- 

item test of equivalent items could have a reliability near 0.9, simply because a larger 

sample permits better estimation of population values. In the present study, variables 

measured by more questions tend to have higher alpha scores. For instance, the alpha 

scores of Managerial Influenceability (measured by nine items in Question 13 and 14) 

are 0.8972 for Hong Kong and 0.9120 for China respectively; those for Coordination 

Need (measured by four items in Question 24,25,26 and 27) are 0.8458 for Hong 

Kong and 0.8885 for China respectively; those for Information Cost (measured by 

three items in Question 17,18 and 19) are 0.8558 for Hong Kong and 0.9348 for 

China respectively (see 6.1.1). Comparatively lower scores are recorded for most of 

the variables measured by two questions. Since the topic of the present study is not a 

well-researched area, it is difficult to develop a long multiple-item scale to represent a 

certain construct given the insufficiency of the extant literature. 

Measurement problems may arise due to the specific nature of individual 

variables. For instance, as pointed out in 6.1.1, it is difficult to choose a perfect 

surrogate to represent Firm Size. Sales and total assets are chosen for the study 
because the extent of their variation with economic climate and industry type is 

thought to be less than that of profit and number of employees. Nevertheless, it is still 
hard to guarantee that changes in sales and total assets will be consistent: a company 

with large asset size may not necessarily have a large turnover. It is understandable 

that these two characteristics may not be closely related, hence the low alpha scores of 
0.3049 for China and 0.5130 for Hong Kong. 
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Risk-averse Attitude is measured by Question! 1 and 12: Question 11 asks the 

attitude given the current socio-economic situations and Question 12 taps the attitude 

assuming these situations (mostly of an institutional nature) change. This is to take 

care of the different background in China and Hong Kong. Because of the specific 

institutional factors in China, employment is more secured and managerial 

compensation is lower when compared with Hong Kong, answers to only one 

question of risk attitude might be biased. The second question was thus designed to 

put China on a more comparable basis with Hong Kong by assuming insecure 

employment and higher managerial compensation (see 6.1.1). The low alpha scores of 

these two questions (0.3436 for China and 0.3169 for Hong Kong) mean that there is 

a change in risk attitude given a change in institutional factors. This probably 

indicates that institutional forces impose a stronger influence than cultural forces on 

the risk-averse attitude (see similar argument in 7.1.3). 

The alpha score of Levels of Hierarchy for China is 0.5506, which is slightly 

below 0.6. The components of this variable comprise vertical hierarchy and sequential 

hierarchy. In 6.1.1 two possible difficulties of measurement were identified in the 

question design. First, `nominal' hierarchy might be taken to represent ̀real' 

hierarchy. Second, responsibility centres might be considered as the same as physical 
divisions. These difficulties appear to be more prominent in China because there were 

a few respondents that were not familiar with those ̀ western' management terms such 

as levels of authority and responsibility centres which are relatively new to them. This 

same rationale may also help to explain the low alpha score, 0.4047, of Performance 

Observability in China, because the ̀ western' management concept of centralisation 
is measured in one of the component question of this variable. 

The alpha score of Accountability of Uncontrollables for Hong Kong is 

0.4624 which is below 0.6. There are three component questions for measuring this 

variable. The first asks for the extent of cost allocation, whilst the second and third 

measure the extent of holding managers accountable for economic factors and acts of 

nature respectively (see 6.1). The less consistent answers for these three questions in 

the case of Hong Kong may be ascribed to the fact that there is a great diversity of 

treatment of different types of uncontrollables -a similar view taken by Chow (1994) 

as shown above. The same situation does not happen in China (where the alpha score 
is above 0.6) probably because managerial decision making is still more centralised 
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and controlled by government (see 5.2). Managers' views on the treatment of 

uncontrollables may be more consistent than that in Hong Kong. 

7.1.5 Re-grouping of the independent variables 

Significant correlation coefficients were recorded for almost all the variables in both 

China and Hong Kong (see Tables 12,13,14,15) except for Firm Size. The high 

associations among the independent variables might adversely affect their predictive 

power, and this probably indicates that they are not distinctive constructs. This 

condition was proved to be not serious (as shown by the analysis of multicollinearity 

in 7.1.2). Similar situations are rare, but they arise sometimes in studies in the 

management area. For instance, correlations are high among the majority of the 

independent variables in the studies by Jang et al. (1997) and Shields and Young 

(1994). While the former was able to go through the multicollinearity test, the latter 

failed. Nevertheless, the effects of high associations among independent variables 

need to be cautiously assessed. 

Furthermore, although ten variables that affect the variations of the 

controllability attitude are identified through literature review, only two of them 

(Coordination Need and Information Cost) of the China group and three of them 

(Coordination Need, Divisional Diversity and Managerial Influenceability) of the 

Hong Kong group are found to have significant influence on the dependent variable 

when they interact with the other independent variables in the multiple regression 

analysis (see 7.1.2). This indicates that the number of important independent variables 

hypothesised can be reduced. Factor analysis is therefore employed to simplify the 

correlation matrix such that the relationships can be explained in terms of a few 

underlying factors. 

Most of the methods of factor analysis would give similar results. As Kline 

(1994) notes, factors have to be rotated before they can be usefully interpreted. After 

rotation each factor would have fewer high loadings (above 0.6). It is generally agreed 

that Varimax is the most efficient methods of rotation. It produces, for each factor 

column, factor loadings which are either high or near zero, i. e., it magnifies the 

contrast between high and low loadings. The Varimax rotation method is thus adopted 

for analysis. 
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The results show that most of the independent variables can be regrouped 

under one factor. For the China data, seven variables, namely Risk-averse Attitude, 

Managerial Influenceability, Environmental Uncertainty, Management Subjectivity, 

Information Cost, Performance Observability and Coordination Need load heavily on 

one factor; three variables, namely Divisional Diversity, Firm Size and Levels of 
Hierarchy load heavily on another factor (see Table 20). It seems that the first factor 

mainly encompasses those variables which are of an attitudinal nature. The second 
factor may represent those variables related to the size of a firm. On the other hand, 

the Hong Kong data presents a slightly different picture. Eight of the ten variables 
load heavily on one factor, whilst Firm Size and Managerial Influenceability load 

heavily on another factor (see Table 21). 

Since the factor analysis shows that most of the variables load heavily on one 

factor only, they tend to share a common nature. However, at present, given the 

limited useful analysis in the extant literature, it is difficult to name this common 

nature with a meaningful label. The only thing that can be said now is that most of the 

independent variables can be grouped together and temporarily labeled as managerial 

attitude, others can be separately grouped and labeled as size-related factors (see 

Table 20 and Table 21). 

A tentative explanation for this common managerial attitude might be found 

by linking most variables to managerial observability. For instance, difficult 

observability of divisional performance may be due to the following factors: 

1. The costs of investigating the relevant information of the division are high; 

2. The division managers concerned may have great influence on the division's 

performance, thus distorting `real' performance; 

3. Uncertainty and divisional interdependency may also distort `real' performance 

4. `Real' performance may be interpreted differently given different subjective 

attitude of the evaluator and different risk attitudes of the evaluator and the 

evaluatee. 
However, further research is needed to clarify these relationships. 

7.2 Results of the Interviews 
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Some comments on the controllability principle were recorded in the questionnaires, 

and a few of the respondents (seven in China and seven in Hong Kong) were willing 

to give more detailed opinions in separate interviews, each of which took about half 

an hour to one hour to complete. As stated in 6.1.2 their opinions aim to supplement 

the questionnaire survey. More specifically, they are intended to pick up examples of 

uncontrollables and to verify the hypothesised factors for the accountability of 

uncontrollables. The following paragraphs analyse and discuss these comments and 
interviews. The contents of the interviews and questionnaire comments are recorded 
in Appendix 5 and Appendix 6 respectively. 

7.2.1 Analysis of the interviews and the questionnaire comments in China 

The most common comments on the controllability principle in China are about the 

uncertain environment and the difficulties and costs involved in separating 

uncontrollable items from controllable items. Uncertainty, common in the finance, 

property and construction sectors, are caused mainly by rapid changes in demand and 

economic conditions, fringe benefits, such as schools, quarters, clinics, benefits to 

retired workers, etc., and even manipulation of financial information. Most have 

significant effects on the firms' performance, but not all are difficult to identify. 

Under such circumstances, uncontrollable items can be easily separated from 

controllables and actual performance can be adjusted for reward purposes. However, 

when it is difficult to identify uncontrollables, such as separating short-term from 

long-term behaviour, the costs involved may be considerable. It was suggested that 

uncertainty and uncontrollables sometimes can be reduced by better education and 

training, better forecast and planning. But all these need time and money. These 

comments support the previous statistical findings that cost of information is one of 

the most significant factors influencing the accountability of uncontrollables (see 

results of multiple regression in 7.1.2). From these comments it can also be inferred 

that the cost of information and environmental uncertainty in China are greater than 

those in Hong Kong. These statements are also supported by the previous statistical 

analysis (see results oft test and Mann Whitney U test in 7.1.3). 

Management style was mentioned as another factor that influences the 

accountability of uncontrollables. For instance, the rigidity of the targets is sometimes 

a result of government's regulation or industrial convention. Subjective, flexible and 
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long-term evaluation of performance are said to be useful for motivation and 

accountability of performance may be less strict. Other firms may adopt more 

objective and quantitative measures of performance, and peer and subordinates' 

reviews may be used. However, in the latter case, evaluation may be stricter. From 

this, management style seems to have a bearing on the accountability of 

uncontrollables. On average, there seem to be a higher proportion of the respondents 
in China arguing for the effectiveness of subjective evaluation style. Again this 

confirms the higher score of Management Subjectivity in China as compared to that 

of Hong Kong (see results oft test in 7.1.3) 

Many of the respondents express a concern for unfair evaluation due to the 

difficulties of the identification of uncontrollables and the uncertain environment. 
This implies a risk-averse attitude of the respondents and this attitude may be a 

manifestation of the Chinese risk-averse cultural trait. However, it was also pointed 

out by one respondent that many managers engage in risky behaviour because their 

employment is generally secured and there is low opportunity cost involved. This 

exactly illustrates the controversial issue that whether cultural or institutional force 

gains the upper hand in influencing the risk-averse attitude (see 7.1.3). 

7.2.2 Analysis of the interviews and questionnaire comments in Hong Kong 

There are two outstanding features of the opinions of the Hong Kong respondents. 

One is the emphasis on the importance of coordination need among departments and 

the other is the easy separability of uncontrollables. 

Most of the Hong Kong respondents regard coordination need among various 

departments of a large firm to be of paramount importance. This attitude is displayed 

in the preference for rewarding teamwork rather than individual performance. One 

manager mentions that because of departmental interdependency, it may be 

meaningless to track down indirect and common costs to individual departments. In 

view of these comments, the argument that the higher the coordination need or 

departmental interdependency, the less likely managers will be held accountable for 

uncontrollables, seems to be rational. This opinion also serves to support the survey 
findings mentioned in 7.1.2. One point worthy of note is that although coordination 

need is regarded as the most important factor that influences the accountability of 
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uncontrollables in both China and Hong Kong (see results of multiple regression in 

7.1.2), it was seldom mentioned in the interviews and questionnaire comments in 

China. It seems that its perceived importance is superseded by environmental 

uncertainty and cost of information or it is not easily detected by the managers. 
Although there is no predicted direction for the variable, coordination need, it is 

surprising to see that, as shown by the quantitative results in 7.1.3. China's 

coordination need is greater than that of Hong Kong. Further research needs to be 

performed to clarify this issue. 

Environmental uncertainty, such as changes in interest rates, currency rates, 

costs, demand, and particularly the financial turmoil which occurred in southeast Asia 

in the late 1997, was also mentioned by many interviewees as important 

uncontrollables. However, most of the respondents feel that they are easy to separate 

from the controllable items; managers are therefore normally not held responsible for 

them. This view is also close to that expressed by the respondents in China (see 7.2.1) 

Almost all of the respondents, with one exception, said that their companies do 

not easily hold managers accountable for uncontrollables, because minimising risks is 

essential for motivation. If the effects of uncontrollables are not taken into 

consideration in performance evaluation, dysfunctional behaviour will be serious. 

This point may imply that Hong Kong managers are more risk-averse than their 

counterparts in China. Again, this argument confirms the previous findings (see 

7.1.3). 

7.3 Conclusion 

In this chapter the results of the questionnaire surveys and the interviews in both 

China and Hong Kong were analysed and the important findings are summarised as 

follows: 

1. Although the China respondents differ statistically from the Hong Kong 

respondents on the demographic characteristics of age, education levels and 
industry types, the differences do not substantially affect comparisons between the 

two places. 
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2. By computing the correlation matrix of all the variables, most of the hypothesised 

determinants were found to vary significantly with the dependent variable, 

accountability of uncontrollables in the predicted direction. Two of them, Risk- 

averse Attitude and Coordination Need, are in the opposite direction. This means 

that managers are more likely held accountable for uncontrollables if they and their 

superiors are more risk-averse and there is a low coordination need. Importance of 

the evaluator's risk attitude and divisional interdependency were given as possible 

reasons to explain for these phenomena. 

3. Through the stepwise approach of the multiple regression technique, major 

determinants of dependent variable were identified. They are Coordination Need 

and Information Cost for China and, Coordination Need, Divisional Diversity and 

Managerial Influenceability for Hong Kong. Other independent variables are 

proved to be insignificant in affecting the dependent variable when they interact 

with each other. Factor analysis also shows that the determinants in both China and 

Hong Kong can roughly be categorised into two groups: managerial attitude and 

firm size-related factors. 

4. Both the t test and the Mann-Whitney U test were employed to test the differences 

of the independent variables between China and Hong Kong. The results show that 

all of them are found to be significantly different with the predicted direction 

except for Risk-averse Attitude. China managers are proved to be less risk-averse 

than their counterparts in Hong Kong. This fording probably implies that 

institutional factors have a more important role to play in performance evaluation 

than cultural factors. 

5. Using the same technique as in 4, it was also found that Hong Kong managers are 

more likely to be held accountable for uncontrollables than China managers. This 

is merely a corollary to the confirmation of the two sets of hypotheses, because the 

independent variables highly correlate with the dependent variable in each of the 

two places. 

6. No serious problems of collinearity, reliability and normality were recorded for all 

the statistical techniques used in the quantitative analysis. 
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7. Written comments in the questionnaires and interviews with the respondents 
largely confirm some important issues in the quantitative analysis. In China the 

widely discussed issues are the importance of uncertain environment in affecting 

performance evaluation and the high cost of identifying uncontrollables. Some 

argue for the effectiveness of subjective evaluation style whilst others perceive the 

existence of widespread risky behaviours. In Hong Kong, coordination need is 

regarded as of paramount importance and the easy separability of uncontrollables 
is also emphasised. 

The combined results of the quantitative and qualitative analysis in this 

chapter indicate that the two sets of hypotheses made in Chapter 5 are largely 

supported. Some minor departures from the predicted direction were recorded, but 

possible explanations were given for their occurrence. 
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Table 7 

Test of Differences of Respondents' Gender 
between China & Hong Kong 

Count China Hong Kong Row Total 
(Column %) 

Female 21 9 30 
(29.6) (15.8) (23.4) 

Male 50 48 98 
(70.4) (84.2) (76.6) 

Column Total 71 57 128 
(55.5) (44.5) (100) 

Chi-Square Value DF p 

Pearson 3.34964 1 0.06722 
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Table 8 

Test of Differences of Respondents' Age Groups 
between China & Hong Kong 

Count China Hong Kong Row Total 
(Column %) 

20s 17 2 19 
(23.9) (3.5) (14.8) 

30s 25 30 55 
(35.2) (52.6) (43.0) 

40s 26 22 48 
(36.6) (38.6) (37.5) 

50s 3 3 6 
(4.2) (5.3) (4.7) 

Column Total 71 57 128 
(55.5) (44.5) (100) 

Chi-Square Value DF R 

Pearson 11.23311 3 0.01053 
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Table 9 

Test of Differences of Respondents' Education Levels 
between China & Hong Kong 

Count China Hong Kong Row Total 
(Column %) 

Degree 44 51 95 
(62.0) (89.5) (74.2) 

Non-degree 27 6 33 
(38.0) (10.5) (25.8) 

ColumnTotal 71 57 128 
(55.5) (44.5) (100) 

Chi-Square Value DF p 

Pearson 12.49768 1 0.00041 

N. B. (1) Degree holders include holders of recognised academic degrees such as 
bachelor, master and doctor. 

(2) Non-degrees include qualifications like higher education, research degrees in 
China and secondary schooling certificates. 

(3) Many of the degree and non-degree holders also possess professional 
qualifications such as accountants, economists, engineers and statisticians. 
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Table 10 

Test of Differences of Respondents' Job Positions 
between China & Hong Kong 

Count China Hong Kong Row Total 
(Column %) 

Middle managers 56 42 98 
(78.9) (73.7) (76.6) 

Senior managers 15 15 30 
(21.1) (26.3) (23.4) 

Column Total 71 57 128 
(55.5) (44.5) (100) 

Chi-Sauare Value DF 

Pearson 0.47443 1 0.49096 

N. B. (1) Senior Management includes directors, general managers, chief executives 
and their deputies. 

(2) Middle Management includes senior managers, managers, assistant 
managers, experts like accountants, auditors, engineers, statisticians and 
their deputies. 
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Table 11 

Test of Differences of Respondents' Industries 
between China & Hong Kong 

Count China Hong Kong Row Total 
(Column %) 

Commerce 12 5 17 
(16.9) (8.8) (13.3) 

Conglomerate 2 6 8 
(2.8) (10.5) (6.3) 

Finance 17 14 31 
(23.9) (24.6) (24.2) 

Manufacturing 25 7 32 
(35.2) (12.3) (25.0) 

Property 6 18 24 
(8.5) (31.6) (18.8) 

Services 9 7 16 
(12.7) (12.3) (12.5) 

Column Total 71 57 128 
(55.5) (44.5) (100) 

Chi-Square Value DF R 

Pearson 20.25878 5 0.00112 

N. B. (1) Finance includes finance and banking. 

(2) Property includes property development and construction. 

(3) Services include utilities, transport, telecommunication, hotels, restaurants 
and other services 
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Table 12 

Correlation (Pearson) Matrix of the Variables 
for the China Sample 

1.2.3.4.5.6.7.8.9.10. 

2 -. 6427*** 
3. -. 6115*** . 

4676*** 
4. . 2804** -. 3681** 
5. . 2328* -. 1445 
6. . 3797*** -. 3395** 
7. . 5326*** -. 5816*** 
8. -. 6128*** . 

6719*** 
9. . 6184*** -. 7730*** 
10. -. 6190*** . 7697*** 
11. -. 4695*** . 4949*** 

-. 2838** 

-. 1807 -. 0320 

-. 2888** . 5110*** . 0244 

-. 4146***. 3710*** . 
0377 . 3598** 

. 
6055***-. 2890** -. 0228 -. 2728** -. 6539*** 

-. 4839*** . 5522*** -. 0494 . 4003*** . 
5396*** -. 6176*** 

. 5650***-. 3845*** -. 0345 -. 4065***-. 6093*** 
. 7414*** -. 6708*** 

. 5962***-. 3280** -. 1899 -. 3328** -. 5239*** 
. 
5514*** -. 5409***. 4568*** 

* Significant at 0.05 
** Significant at 0.01 
*** Significant at 0.001 
1-tailed significance except Information Cost/Accountability of Uncontrollables 

N. B. 

1. Accountability of Uncontrollables 
2. Coordination Need 
3. Information Cost 
4. Divisional Diversity 
5. Firm size 
6. Levels of hierarchy, 
7. MangerialInfluenceability 
8. Performance Observability 
9. Risk-averse attitude 
10. Management Subjectivity 
11. Environmental Uncertainty 



158 

Table 13 

Correlation (Pearson) Matrix of the Variables 
for the Hong Kong Sample 

1.2.3.4.5.6.7.8.9.10. 

2. -. 6764*** 
3. -. 4990*** . 7440*** 
4. . 5714*** -. 4842*** -. 4243*** 
5. . 0293 . 0955 . 1171 . 0347 
6. . 5073*** -. 6857*** -. 6252*** . 5821*** -. 0011 
7. . 

6464*** _. 5047*** _. 3845** . 4693*** . 2822*. 4680*** 
8. -. 5950*** . 7795*** . 8202*** _. 4935*** . 0921 -. 7275*** -. 4822*** 
9. 

. 
6242*** -. 5926*** -. 6540*** . 3855** . 

1077 
. 
5955*** 

. 
6387*** -. 6381*** 

10. -. 5629*** . 
7309*** . 6628*** -. 4173*** 

. 
0630 -. 6608*** -. 4648*** . 8386*** _. 6457*** 

11. -. 4430*** . 
6569*** . 5728*** -. 3754** . 

3020*-. 5370*** -. 0900 
. 6198*** -. 5308***. 7370*** 

* Significant at 0.05 
** Significant at 0.01 
*** Significant at 0.001 
1-tailed significance except Information Cost/Accountability of Uncontrollables 

N. B. 

1. Accountability of Uncontrollables 
2. Coordination Need 
3. Information Cost 
4. Divisional Diversity 
5. Firm size 
6. Levels of hierarchy 
7. Mangerial Influenceability 
8. Performance Observability 
9 Risk-averse attitude 
10 Management Subjectivity 
11. Environmental Uncertainty 
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Table 14 

Correlation (Spearman) Matrix of the Variables 
for the China Sample 

1.2.3.4.5.6.7.8.9.10. 

2 -. 6198*** 
3. -. 6151**' . 3981*** 
4. . 2549* -. 3559** -. 2588* 
5. . 2056* -. 1979* -. 0478 . 0877 
6. 

. 4227*** -. 3087** -. 3502** . 5488*** . 1053 
7. . 5241*** -. 5519*** -. 3830***. 3609** . 0709 . 348 8** 
8. -. 6242*** . 5895*** . 6056*** -. 2994* -. 0128 -. 2815* -. 6525*** 
9. . 6305*** -. 7311*** -. 4589*** . 5463*** -. 0357 

. 
3919*** 

. 
5327*** -. 5631*** 

10-. 6119*** . 6892*** . 5278*** -. 3719*** -. 1062 -. 4333***-. 5795*** . 6940*** -. 5955*** 
11. -. 4772*** . 4333*** . 5750*** -. 3589** -. 1435 -. 3620** -. 5257*** . 5272*** -. 5085***. 4042*** 

* Significant at 0.05 
** Significant at 0.01 
*** Significant at 0.001 
1-tailed significance except Information Cost/Accountability of Uncontrollables 

N. B. 

1. Accountability of Uncontrollables 
2. Coordination Need 
3. Information Cost 
4. Divisional Diversity 
5. Firm size 
6. Levels of hierarchy 
7. Mangerial Influenceability 
8. Performance Observability 
9. Risk-averse attitude 
10 Management Subjectivity 
11. Environmental Uncertainty 
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Table 15 

Correlation (Spearman) Matrix of the Variables 
for the Hong Kong Sample 

1.2.3.4.5.6.7.8.9.10. 

2. -. 6989*** 
3. -. 5460*** . 7913*** 
4. . 6272*** -. 4677*** -. 4944*** 
5. . 1798 -. 1537 -. 0997 . 2738* 
6. . 5325*** -. 6072*** -. 5886*** . 5694*** . 4299*** 
7. 

. 
6185*** -. 4690*** -. 4071** . 4967*** . 

4808*** . 3984** 
8. -. 6196*** . 

7729*** . 
8329*** -. 4809*** -. 1834 -. 6638*** -. 4776*** 

9. . 
6261*** -. 5502*** -. 6515*** . 3971** . 

3804** 
. 
5370*** 

. 
6207*** -. 6386*** 

10. -. 6095*** . 7351*** . 6831*** -. 4285*** -. 1998 -. 6357*** -. 4590*** . 8482*** -. 6297*** 
11:. 5328*** . 

6919*** . 6074*** -. 3959** . 
0501 -. 5284*** -. 1322 

. 6187*** -. 4999***. 7521*** 

* Significant at 0.05 
** Significant at 0.01 
*** Significant at 0.001 
1-tailed significance except Information Cost/Accountability of Uncontrollables 

N. B. 

1. Accountability of Uncontrollables 
2. Coordination Need 
3. Information Cost 
4. Divisional Diversity 
5. Firm size 
6. Levels of hierarchy 
7. Mangerial Influenceability 
8. Performance Observability 
9 Risk-averse attitude 
10 Management Subjectivity 
11. Environmental Uncertainty 
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Table 16 

Multiple Regression of the Variables 
for the China Sample 

(Stepwise method) 

Adjusted R Square: 0.52324 

Analysis of Variance: 

DF Sum of Squares 

Regression 2 64.07784 
Residual 68 55.27825 

F= 39.41237 Signif F=0.0000 

Variables in the Equation: 
Standard 

B Error of B 

COSTINFO -0.335432 0.078682 
COORDINA -0.451777 0.092377 
(Constant) 6.513394 0.401798 

Collinearity Diagnostics: 

Highest Condition Index: 8.808 

N. B. 

Mean Square 

32.03892 
0.81292 

VIF T Sig--T 

1.280 -4.263 0.0001 
1.280 -4.891 0.0000 

16.211 0.0000 

COORDINA = Coordination Need 
COSTINFO = Information Cost 
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Table 17 

Multiple Regression of the Variables 
for the Hong Kong Sample 

(Stepwise method) 

Adjusted R Square: 0.59358 

Analysis of Variance: 

DF Sum of Squares Mean Square 

Regression 3 46.44288 15.48096 
Residual 53 29.03107 0.54776 

F= 28.26251 Signif F=0.0000 

Variables in the Equation: 
Standard 

B Error of B VIF T Sig. T 

INFLUENC 0.347052 0.104411 1.472 3.324 0.0016 
DIVERSIT 0.139326 0.065317 1.433 2.133 0.0376 
COORDINA -0.349530 0.091704 1.500 ' -3.811 0.0004 
(Constant) 3.356624 0.648033 5.180 0.0000 

Collinearity Diagnostics: 

Highest Condition Index: 15.033 

N. B. 

COORDINA = Coordination Need 
DIVERSIT = Divisional Diversity 
INFLUENC = Managerial Influenceability 
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Table 18 

Test of Differences of the Variables 
between China & Hong Kong 

Standard Mann-Whitney 
Mean Deviation t test U test 

Variables China HK China HK t Q Z Q 
(n=71) (n=57) 

ACCOUNTA 3.1728 4.0105 1.306 1.161 -3.79 0.000** -3.7356 0.0001*** 
COSTINFO 3.7887 2.8596 1.549 1.226 3.79 0.000** -3.2992. 0.0005** 
INFLUENC 3.0219 3.6140 1.307 1.149 -2.69 0.004* -2.6260 0.0043* 
OBSERVEA 4.6408 3.7018 1.296 1.538 3.68 0.000** -3.3205 0.0004** 
RISKAVER 3.3592 4.4825 1.358 1.161 -4.96 0.000** -4.5991 0.0000*** 
SUBJECT! 4.8662 3.7544 1.213 1.590 4.36 0.000** -4.0345 0.0000*** 
UNCERTAI 4.5563 3.6316 1.258 1.438 3.88 0.000** -3.6892 0.0001*** 
COORDINA 4.5814 3.4912 1.320 1.317 4.65 0.000** -4.2619 0.0000*** 
DIVERSTT 3.1408 4.4386 1.813 1.751 -4.10 0.000** -3.8855 0.0001*** 
FIRMSIZE ($m) 1257 8714 2813 16425 -3.39 0.001** -4.9216 0.0000*** 
HIERARCH 2.7408 3.8193 0.959 1.310 -5.20 0.000** -4.9374 0.0000*** 

* Significant at 0.01 
** Significant at 0.001 
*** Significant at 0.0001 
1-tailed significance except COORDINA, DIVERSIT, FIRMSIZE, HIERARCH 

N. B. 

ACCOUNTA = Accountability of Uncontrollables 
COSTINFO = Information Cost 
INFLUENC = Managerial Influenceability 
OBSERVEA = Performance Observability 
RISKAVER = Risk-averse Attitude 
SUBJECTI = Management Subjectivity 
UNCERTAI = Environmental Uncertainty 
COORDINA = Coordination Need 
DIVERSIT = Divisional Diversity 
FIRMSIZE = Firmsize 
HIERARCH = Levels of Hierarchy 
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Table 19 

Reliability Test of the Questions Making Up Each Variable 

Cronbach Alpha 
Variables Questions Hong Kong China 

(n = 57) (n = 71) 

ACCOUNTA No. 8,9,10 0.4624 0.6206 
RISKAVER No. 11,12 0.3169 0.3436 
INFLUENC No. 13,14 (8 items) 0.8972 0.9120 
UNCERTAI No. 15,20 0.7649 0.5971 
SUBJECTI No. 21,22 0.8027 0.6477 
COSTINFO No. 17,18,19 0.8558 0.9348 
OBSERVEA No. 16,23 0.7619 0.4047 
HIERARCH No. 4,5 0.7750 0.5506 
FIRMSIZE No. 6,7 0.5130 0.3049 
COORDINA No. 24,25,26,27 0.8458 0.8885 

N. B. 

ACCOUNTA = Accountability of Uncontrollables 
COORDINA = Coordination Need 
COSTINFO = Information Cost 
FIRMSIZE = Firm Size 
HIERARCH = Levels of Hierarchy 
INFLUENC = Managerial Influenceability 
OBSERVEA = Performance Observability 
RISKAVER = Risk-averse Attitude 
SUBJECTI = Management Subjectivity 
UNCERTAI = Environmental Uncertainty 

DIVERSIT = Divisional Diversity 
(Cronbach alpha is not calculated for this variable because there is only one 
question that can be measured, i. e., No. 2; the other question, No. 3, is not measureable. ) 
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Table 20 

Factor Analysis of the Independent Variables 
for the China Sample 

Final Statistics: 

Eieng value % of variance Cumulative % 

Factor 1 5.05750 50.6 
Factor 2 1.18147 11.8 

Factor Matrix (Varimax Rotation): 

Managerial 
Attitude 

Variable Factor 1 

COORDINA 0.81437 
COSTINFO 0.77215 
DIVERSIT -0.37700 
FIRMSIZE -0.34510 
HIERARCH -0.38366 
INFLUENC -0.71594 
OBSERVEA 0.82722 
RISKAVER -0.72741 
SUBJECTI 0.80469 
UNCERTAI 0.76459 

N. B. 

COORDINA = Coordination Need 
COSTINFO = Information Cost 
DIVERSIT = Divisional Diversity 
FIRMSIZE = Firm Size 
HIERARCH = Levels of Hierarchy 
INFT, UENC = Managerial Influenceability 
OBSERVEA = Performance Observability 
RISKAVER = Risk-averse Attitude 
SUBJECTI = Management Subjectivity 
UNCERTAI = Environmental Uncertainty 

50.6 
62.4 

Firm Structure 
& Firm Size 

Factor 2 

-0.21275 
0.06449 
0.65899 
-0.66755 
0.55252 
0.25675 

-0.14448 
0.46005 
-0.28285 
-0.00016 
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Table 21 

Factor Analysis of the Independent Variables 
for the Hong Kong Sample 

Final Statistics: 

Eigenvalue % of variance Cumulative % 

Factor 1 5.69176 56.9 56.9 
Factor 2 1.45988 14.6 71.5 

Factor Matrix (Varimax Rotation): 

Managerial 
Managerial Attitude Influenceability 
& Firm Structure & Firm Size 

Variable Factor 1 Factor 2 

COORDINA 0.87982 -0.01281 
COSTINFO 0.84856 0.03291 
DIVERSIT -0.60293 0.26460 
FIRMSIZE 0.14399 0.83155 
HIERARCH -0.81708 0.14665 
INFLUENC -0.53923 0.68419 
OBSERVEA 0.91502 -0.01687 
RISKAVER -0.76556 0.30729 
SUBJECTI 0.88238 0.01520 
UNCERTAI 0.77912 0.39825 

N. B. 

COORDINA = Coordination Need 
COSTINFO = Information Cost 
DIVERSIT = Divisional Diversity 
FIRMSIZE = Firm Size 
HIERARCH = Levels of Hierarchy 
INFLUENC = Managerial Influenceability 
OBSERVEA = Performance Observability 
RISKAVER = Risk-averse Attitude 
SUBJECTI = Management Subjectivity 
UNCERTAI = Environmental Uncertainty 
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CHAPTER 8 

CONCLUSIONS, LIMITATIONS AND 

FUTURE RESEARCH ISSUES 

Drawing on the findings of the surveys and interviews in both China and Hong Kong, 

this chapter compares the results to the objectives of this research with a view to 

highlighting the contributions that the research has made to understanding the 

application of the controllability principle in business firms. Limitations of the research 

are discussed, and opportunities of potential future research are raised. 

8.1 Conclusions and Implications 

As stated in the introduction, the purpose of this research is threefold: 

(1) It attempts to understand the controllability principle in the context of performance 

evaluation in China. 

(2) It investigates the determinants of the variations in managerial attitude of holding 

subordinates accountable for uncontrollables. 

(3) It compares these determinants between China and Hong Kong. 

Objective (1) was well covered by Chapter 2,3 and 4. Through literature review 

(Chapter 2 and 3) and the case studies carried out in this research (Chapter 4), it was 

found that in China the notion of controllability principle is basically similar to that of 

the western concept (see 2.1). That is, subordinates should not be held accountable for 

uncontrollable items of performance and the difficulty of identifying uncontrollables is 

also recognised. However, when it is implemented in practice uncontrollable has a 

wider definition because of the unique organisational and environmental factors in 

Chino (see 2.2). High uncertainty in China, which increases the difficulty of separating 

controllables from uncontrollables, is regarded as the most important reason that causes 

the apathetic and lenient attitude towards performance evaluation, hence producing a 
habit of pardoning missed targets (see 2.4 and 4.13). The large number of small 

responsibility centres in a firm, which makes indirect costs and responsibilities difficult 

to be traceable, also distorts performance evaluation (see 2.3). Another source of 
distortion emanates from the Contract Responsibility System, the original intention of 

which is to bind the firms to commitment through legally enforceable contracts. The 
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vague contract terms between the state and the contracting managers, the uncertain 

environment, and the limited wealth of the contractors fail to make the contract fully 

enforceable, and they thus fail to make the evaluation and rewarding systems work 

efficiently (see 3.4 and 4.12). 

There is very little research evidence that addresses issues of performance 

evaluation and controllability in China. The scarce information available largely relate 

to situations in the 1980s. Due to the rapidly changing socioeconomic conditions in the 

mainland in the last decade, case studies were performed in this research to update this 

information. The findings of the case studies confirm that most of the above-mentioned 

problems of performance evaluation in the literature review continue to exist in the 

1990s (see 4.14). China has been taking positive steps to modernise its regulatory 
framework in the areas of financial reporting, auditing and taxation since the early 

1990s. New accounting and auditing standards based on the US and Taiwanese models 

have been implemented in the past several years (Liu and Zhang 1996; Tang et al. 

1996). Nevertheless, there is little reporting on the improvement of management 

accounting practices and in particular that on performance measurement systems. The 

Chinese authorities have obviously recognised the urgency of modernising financial 

accounting but have neglected the importance of management control systems in 

improving the economic efficiency of business firms. Perhaps it is now time for them to 

reconsider the priority of the agenda items in the accounting modernisation programme. 
Equal importance should be given to internal management control and performance 

measurement as well as to external financial reporting. 

Quantitative analysis of the questionnaire survey in Chapter 7 proves that 

objective (2) is basically fulfilled. Variations in the treatment of uncontrollables can be 

explained by the ten hypothesised factors, namely, risk-averse attitude, managerial 

influenceability, environmental uncertainty, management subjectivity, information cost, 

performance observability, levels of hierarchy, firm size, divisional diversity and 

coordination need. Among these factors in China the most influential ones are 

coordination need and information cost. In Hong Kong coordination need again was 
identified as one of the most influential factors together with divisional diversity and 

managerial influenceability (see 7.1.2). The present study discovers the fact that some 
factors are more influential than others which was not identified by previous studies of 

controllability. 
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Although the effects of all the independent variables were confirmed, two of 
them were found to exert their influence in the opposite direction as predicted. The 

results reveal that managers are more likely held accountable for uncontrollables if they 

and/or their superiors are more risk-averse and coordination need is low in the firm. 

These findings challenge some of the previous studies. For risk attitude, Merchant 

(1987) probably overrates the importance of the risk attitude of the evaluatee. Demski's 

(1976) argument -- increased accountability results from the risk sharing notion of the 

evaluator, albeit somewhat dated, seems to be valid in modem management practice 
(see 7.1.2). 

On the other hand, many researchers (such as Ugras 1994; Zimmerman 1979; 

Demski 1981; Cohen and Loeb 1988; Suh 1987; Suh 1988; Rajan 1992) advocate that 

coordination need varies positively with cost allocation, which is regarded as the sole 

element of uncontrollables. They neglect the fact that economic and competitive effects 

and acts of nature are also elements of controllables (Merchant 1987; Merchant 1989) 

(see 7.1.2). Their attitude towards coordination need may be different if they take into 

account of the last two elements. Besides, some writers, such as Hopwood (1974), 

Anthony and Govindarajan (1998), Magee (1986) and Horngren et al. (1997) assert that 

it is unwise to hold managers strictly accountable for their divisional performance if 

there is strong divisional interdependency (see 7.1.2), because, under this circumstance, 

the uncontrollable elements increase and rigid evaluation of divisional performance 

becomes unfair. Assuming coordination need is close to divisional interdependency, it 

is not surprising to see that coordination need varies negatively with accountability of 

uncontrollables. The theories developed by these writers need be carefully reviewed in 

the future. 

Quantitative analysis in Chapter 7 also confirms objective (3). Comparison of 
the variables (both independent and dependent) between China and Hong Kong were 
found to be significantly different. All the explanatory variables, except for-risk-averse 

attitude, are in line with the predicted direction (see 7.1.3). It follows that the dependent 

variable, accountability of uncontrollables in Hong Kong is more likely than that in 

China, because the majority of the explanatory variables are significantly correlated 

with the dependent variable. In Hong Kong, managers' performance is considered 
largely under their control; they have great influence in decision making; they are not 
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subject to high environmental uncertainty; it is easier to separate uncontrollables from 

controllables; objective measures of performance are preferred, and it is difficult to 

observe divisional performance. In view of these characteristics, it is understandable 

that managers in Hong Kong would more likely be held accountable for uncontrollables 
items of performance than managers in China. 

According to the above comparison of the explanatory variables between China 

and Hong Kong. managers in China are more ready to take risks than their Hong Kong 

counterparts. This is contrary to the many studies of the Chinese culture where a risk- 

averse and conservative nature is found. Examples are Hofstede (1980), Birnbaum and 
Wong (1984), Lai and Lam (1986) and Tang (1995). It was argued in 7.1.3 that 
institutional factors, such as the short-term behaviour produced by the Contract 

Responsibility System and the uncertain environment may exert a greater influence on 

managerial behaviours in respect of the risk attitude than the Chinese cultural traits. It 

seems that Child's (1994) argument that institutional forces under the Communist rule 

are less influential than Chinese traditions and cultures (see 7.1.2) needs to be 

reassessed. 

Apart from the quantitative analysis, written comments in the questionnaire and 

the interviews with the respondents also contribute to support some of these differences 

between China and Hong Kong. Mentioned most were the effects of the uncertain 

environment and the difficulties in identifying uncontrollables on performance 

evaluation. The subjective evaluation styles and the widespread risky behaviours were 

also described as popular in China. Meantime, in Hong Kong coordination need was 

regarded as of paramount importance and team assessment was given due regard. 
Although uncontrollables were seen to affect performance, it was easily separated from 

controllables (see 7.2.1 and 7.2.2). According to the quantitative analysis, coordination 

need was shown to be the most important independent variable affecting controllability 
in both China and Hong Kong. Its scores in China are even higher than those in Hong 

Kong (see 7.1.3). However, it does not appear in the respondents' comments in China at 

all. The importance of coordination need may be overshadowed by the obvious forces 

of the uncertain environment. The negligence of management control by the Chinese 

authorities shown above (see 3'd paragraph in this section) may be evidence of the 
holding of such a perception. 
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The findings of the above differences between China and Hong Kong have 

important implications for performance evaluation. As more Hong Kong and western 

firms relocate to China to get the advantages of cheaper labour and land, their senior 

management should not simply transplant the same style of performance evaluation to 

China. This is particularly the case in Chinese-foreign joint ventures, where the foreign 

partner is usually responsible for managing the firm for the sake of importing advanced 

management techniques. Conflicts of performance evaluation problems between the 

Chinese and foreign partners were recorded in Nyaw and Lin (1986), Sun (1988), 

Goldenberg (1988), Yang and Cao (1992), Yu (1991), Gu and Xu (1989), Liu (1992), 

the Combined Investigation Group (1989) and Liu et al. (1994). To regain harmony and 

to ensure the successful implementation of company policies, it is imperative for the 

foreign party to adopt appropriate performance measures to accommodate the Chinese 

management styles. 

The example of coordination need can be taken to illustrate the importance of 

this problem. As discovered by Child (1994), 

... 
[Departments in Chinese firms] are not only reluctant to share information but 

fail to communicate with each other even when this is the only possible way to 
keep production going and to overcome problems... 

Lockett (1988) also notes that, 

... poor lateral communication is a major problem in Chinese organisations. It is 
partly a result of the vertical authority chains which the Chinese have been used 
to in the state bureaucratic governance system - where everything has to be 
referred to the top. It has also partly to do with the absence of a concept of 
`inter-dependence' between departments and units, and of interest among 
employees in how they fit into an overall organisational process... 

Both Child (1994) and Lockett (1988) clearly identify the condition of high coodination 

need in China which is compatible with the fording of this research. The present 

research also indicates that managers should be less accountable for uncontrollables 

given high coordination need (see 7.1.3). In other words, a more relaxed and flexible 

style of evaluation should be adopted in such circumstances. 

8.2 Limitations 
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The present study is a non-experimental research. It was performed in the real-life 

environment where survey subjects cannot be freely manipulated and selected. This 

difficulty becomes more pronounced when most of the selected subjects are senior 

managers who are always busy and few in number. Comparison of the demographic 

data of the survey respondents between China and Hong Kong shows that there are 

significant differences for the items of age, education levels and business types (see 

7.1.1). This situation is understandable, first, because the Hong Kong respondents are 

participants of a seminar and the China respondents are part-time MBA students. 

Second, indigenous features of the educational systems and the patterns of industry 

distribution of both areas prevent comparisions to be put on complete equal basis. 

Consequently, different backgrounds of the respondents may not seriously distort their 

responses. However, enlargement of the sample size will hopefully reduce such 

differences, albeit getting access to senior executives is not always easy. 

The access problem also causes the adoption of a convenient method instead of 

the legitimate random method of choosing samples. In the present study, the subject 

managers were selected from a captive environment -a part-time MBA programme in 

China and a semi ýar in Hong Kong. The expectation of a low response is the reason for 

abandoning the random sampling method. The non-response problem is particularly 

serious in China where the culture of responding to research surveys is not yet formed 

and statistics for research sample determination is not complete (Liu and Chui 1992). In 

Hong Kong the situation is not much better. Several respondents in the present study 

revealed that a non-response attitude is now common because managers of large 

companies are increasingly overwhelmed by a huge amount of research questionnaires 
from academic and commercial institutions. In view of these difficulties, convenient 

sampling seems to be a compromise for doing management accounting research which 

mainly involves internal information (see 6.1.2). 

Another problem generated from the non-experimental type of research is that 

independent variables in a multiple regression are always intercorrelated (Lewis-beck 

1980). This will reduce the predictive ability of the regression. A trace of collinearity, 

albeit not serious by statistical criteria, between the independent variables is found in 

the present regression analysis (see 7.1.2). The factor analysis also indicates that most 

of the independent variables which reflect managerial attitudes load heavily on one 
factor (see 7.1.5). This means that they share a common nature. However, given the 
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limited useful analysis in the literature, it is difficult to name this common nature with a 

meaningful label. 

Measuring the consistency of the responses to the questions which make up the 

components of each of the variables does not produce an ideal result. Not all the 

reliability scores of those constructs which are measured by more than one question are 

high (above 0.6) (see 7.1.4). However, they constitute only a minority of the variables. 

Overall speaking they are also higher than those in a similar study by Chow (1994) 

which examines the performance appraisal practices in China and Hong Kong. She 

attributes the relatively low reliability scores in her study to the diversity of 

management practices. In other words, a fixed pattern of management practices are 

difficult to come by in both China and Hong Kong. Some of the low reliability scores in 

the present study may also be caused by the same reason. Nevertheless, reliability 

scores may be improved by increasing the number of questions for each variable. 

However, this development can only be accomplished if more empirical evidence is 

available in the literature. 

8.3 Future Research Issues 

As indicated by the above analysis, although hypothesised determinants of the 

accountability of uncontrollables and their directional differences between China and 
Hong Kong are largely supported, some doubtful findings need be clarified in future 

research. 

First, the positive relationship between risk-averse attitude and accountability of 

uncontrollables needs to be reconfirmed. Practical conditions in both China and Hong 

Kong support Demski's (1976) argument instead of Merchant's (1987) argument. Since 

the former is only theory-based, more empirical studies are required to test his theories 

(see 8.1 and 7.1.2) 

Second, the finding that managers in China are less risk-averse than those in 

Hong Kong also contradicts arguments in previous studies. The main crux of the 

problems relies on whether institutional forces and the difficulty of assessing risk are 

more influential on performance evaluation than cultural forces (see arguments in 8.1 

and 7.1.3). In business practices, due to the simultaneous interaction of divergent forces, 
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it is very difficult to identify clearly the `true' cause of a certain managerial behaviour. 

In the present context, the interplay of the difficulty of assessing risk, institutional and 

cultural forces is a case in point. Future research studying one of these variables should 

try to keep other forces or factors constant. 

Another finding of the present study which challenges the literature is that 

coordination need varies negatively with accountability of uncontrollables. Since there 

are minority opinions in the literature that support this fording, strictly speaking, 

theories are clearly split on this issue (see 7.1.2 and 8.1). More empirical research is 

required to clarify the cause-and-effect relationship between these two variables. 

Coordination need was found to be higher in China than in Hong Kong. Investigations 

can be performed to pursue the question: whether this is the norm and why it occurs in 

China only. In this connection, the validity of Lockett's (1988) argument of the 

centralisation problem and the absence of the interdependence concept can be examined 

(see 8.1). The case study approach is recommended for such empirical investigation 

because it is the best method to answer the `why' question in real-life environment (Yin 

1994). According to Spicer (1992), it also helps to challenge established theories and 

build alternative explanations in the management accounting area. 

In the statistical analysis, ten determinants were identified to affect 

accountability of uncontrollables. Some are found to be more influential than others. 
The more influential factors found in China are coordination need and information cost, 

whilst those found in Hong Kong are coordination need, divisional diversity and 

managerial influenceability (see 7.1.2). It is difficult to explain why they are more 
influential because their extraction is not by deductive reasoning. Unfortunately, the 

subsequent interviews of the respondents do not reveal the same set of influential 

factors. The common comments made in China are on environmental uncertainty, 

information cost and management subjectivity (see 7.2.1). In Hong Kong, the common 

comments relate to coordination need, information cost and environmental uncertainty 
(see 7.2.2). Since the influential factors identified separately in the quantitative analysis 

and the qualitative analysis do not match perfectly, there is a need to do further research 

to explain why some of the factors are more influential than others. 

Factor analysis shows that the ten determinants have much in common. For 

either China and Hong Kong, they can be simplified into two major categories. 
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Tentatively, one category comprises factors which reflect managerial attitude and the 

other category relates mainly to firm size (see 7.1.5). Previous studies fail to explain 
how these factors interrelate in such a pattern. A tentative explanation is that most 

variables are connected with managerial observability. Hopefully further research can 

clarify this issue. 

Overall, the research is an exploratory study of the determinants of the 

controllabilility principle of performance evaluation, because there is little previous 

empirical research on these issues. The three empirical studies which directly examined 

the reasons for the variation in the accountability of uncontrollables are Merchant's two 

case studies in 1987 and 1989, and Ugras' survey in 1994. However, Merchant's two 

studies are of the case study type, their generalisability is doubtful, and Ugras' study is 

limited in the sense that it defines uncontrollables as the allocation of recorded indirect 

cost only, neglecting opportunity costs and revenues. All other `related' studies mostly 

tend to develop theoretical models of the controllability principle under the agency 

settings without attempting to empirically test their models. Investigating the 

determinants of the controllability principle is also not their mainstream research. 

Because. of the dearth of prior research the effectiveness of developing hypotheses is 

thus affected. Despite all these limitations, the present study has launched a systematic 

and comprehensive investigation of the determinants of the controllability principle and 

has also examined certain defects of the related theories. It is hoped, in particular, that 

future research should be more empirically based and cover more geographical areas so 

that the determinants of the controllability principle can be supported with more 

evidence. 
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Appendix 1 
The SS Case 

STATE-OWNED INDUSTRIAL ENTERPRISES 

Comprehensive Agreement for Managing the Enterprise's Business 
under the Contract Responsibility System 

The Contract Responsibility System for managing the Enterprise's business is 
implemented to achieve the objectives of (a) deepening the reform of enterprises; (b) 
strengthening the principle of separating ownership from management in state-owned 
enterprises; (c) satisfying the requirement of the City Government. The purpose of this 
Agreement is to confirm the rights and responsibilities of both parties. 

Party A of this Agreement is: 

'SS General Refrigerator Factory' 

Party B of this Agreement is: 

`The Second Light Industry Bureau of the City of Shanghai' 

and 

`The Finance Bureau of the City of Shanghai' 

I. Form of Contract: 

Party A's promises include the submission of a certain amount of profit to the City 
Government; the achievement of a certain level of technological improvements; 
the gain of a certain amount of foreign currencies from exports; the linking of 
payroll to the economic efficiency of the Enterprise. 

The specific form: The base amount of the submitted profits. 

II. Period of Contract: 

From 1 Jan. 1988 to 31 Dec. 1992. 

III. Targets of Contract: 

1. Base amount: Submitted profits - RMB 14m. 
Submitted tax - RMB3.2m. 

Submitted profits and tax (targets for reference) 
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1988 RMB17.89m. 
1989 RMB17.89m. 
1990 RMB17.89m. 
1991 RMB17.89m. 
1992 RMB17.89m. 

2. Managers' targets to be evaluated: 

(1) Technological improvements: 

The amount to be invested in 1988 should be RMB2m. and the accumulated 
investments by the end of 1992 should be RMB 1 Om. All of these investments 

14 
should be made for technological improvements and increase of fixed assets. 

(2) Value of products for export: 

RMB37.18m. (subject to the formal agreement made between the Enterprise and 
the trade authorities) 

(3) Quality of products: 

Passing rate of first inspection - 90%. 
Score for physical quality - 94 marksis 

(4) Product innovation: 

new models of refrigerators to be produced: 

(a) BCD -- 165W 
(b) BCD -- 180W 
(c) BCD -- 210W 
(d) BCD -- 25W 

(5) Enterprise management: 

The Enterprise should reach the standard of the Second-Level enterprises by the 
end of 1989. 

(6) Production safety: 

No occurrence of death incidents. 
Incidents of injuries should be below the limit of the City authorities. 

IV. The Responsibilities, Rights and Interests of Party A and Party B: 

1. Party A's responsibilities, rights and interests: 

(1) To implement the various guiding principles and policies of the state; 
To abide by the laws and regulations of the state. 
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(2) To achieve completely the various targets specified in this Agreement. 

(3) If the contracted base amount is exceeded by Party A, Party B will, according 
to the `Opinions relating to the perfection of state-owned enterprises under the 
Contract Responsibility System', allow Party A to retain a portion of the exceeded 
amount for the Enterprise. If, for a certain year, Party A fails to achieve the 
contracted base amount, the Enterprise should use its own funds to make good for 
the deficiencies. 

(4) If the representatives of Party A achieve the contracted targets for a particular 
year, their income can be higher than that of an average worker by one to three 
times. If their performance is outstanding, their income can be even higher. If the 
contracted base amount is not achieved, the representatives will not get this 
reward and their basic salaries will be reduced by 5% to 10%. If they fail to 
achieve the other contracted targets, their bonus will be reduced by 5% to 10% for 
every item not achieved. 

2. Party B's responsibilities, rights and interests: 

(1) To protect the contracting managers' legal interests and to help them in co- 
ordinating activities and in solving problems during the operation of the 
Enterprise's business. 

(2) To guarantee the realisation of Party A's rights and interests as specified in 
this Agreement. 

(3) To review and investigate Party A's contracted management activities through 
the finance, banking and auditing authorities. 

(4) If Party A cannot completely fulfil the contracted targets, Party B reserves the 
right to demand compensation according to the specifications of the Agreement. 

V. Party A is required to absorb all the effects of changes in price during the 
contract period. However, due to important changes in government policies and 
other uncontrollable factors, it may be necessary to amend the terms of this 
Agreement. Under these circumstances, both parties can make appropriate 
amendments and add supplementary items. 

VI. The contracted Enterprise will implement the principle of linking payroll with its 
economic efficiency. The details will be governed by a separate scheme. 

There will be four copies of this Agreement. One will be held by Party A and three will 
be held by Party B. 
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Party A 

xx 

(Sealed) 

Representative 

xx 

(Signed & Sealed) 

Party B 

XX 

(Sealed) 

Representative 

xx 

XX 

(Sealed) 

Representative 

xx 

(Signed & Sealed) (Signed & Sealed) 

Date Date Date 
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Appendix 2 
The XH Case 

Summary Translation of the First Contract 
Guangdong Xinhui Polyester Fibre Group Company 

(former name of the Company) 
The Contract Responsibility System 

for Managing the Business of Enterprises 
The Agreement 

Date: 18 December, 1990 

According to the State Council's Instruction on deepening the reform of enterprises and 
the spirit of the County Government's16 Document No. [90]67, together with the feature 

of the multi-economic-component enterprises encouraged by the County Government, the 
Xinhui County Government has delegated to Party A and Party B the power to sign this 
Agreement under the contract responsibility system. 

I. Form of contract and period: 

(1) The form: 

The contract adopts a policy of linking the enterprise's sales and loan repayment 
to its staffs variable remuneration and benefits. 

Party B is committed to targets of loan repayment. If these targets are achieved, 
an agreed portion of sales may be used to pay the staffs remuneration and 
benefits. If the targets are not completely achieved, the payment may be reduced 
by the same rate as the deficiency bears to the targets. 

(2) The period: 

From 1 January, 1991 to 31 December, 1993. 

II. The contract targets: 

Targets of loan repayment - 1991 RMB35,400,000 
1992 RMB36,000,000 
1993 RMB38,000,000 

Party B may repay its loan from three sources - 

the amount of profits actually received in cash, 
the amount of depreciation of fixed assets, 
the amount of taxes exempted. 

Party B must fulfil its targets every year within the contract period. 

III. Payment and accrual of staffs remuneration and benefits within the contract 
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period. 

(1) When the targeted loan is repaid, 3.8% of the sales value may be expensed as 
costs for paying staffs remuneration and benefits. 

(2) Staffs remuneration and benefits include the variable wages and salaries and 
their related payments, overtime wages, insurance premium for staffs safety, 
staffs and their dependents' medical expenses, staffs part-time study allownaces, 
staffs hardship allowances, young children allowances, food allowances, special 
awards, and other 30 items of expenses. 

(3) The payment of remuneration and benefits is to be made monthly, adjusted 
every quarter and at year endl7. It is to be validated and approved by the 
Enterprise's superior department before the money can be drawn from the bank. 

IV. Rewards and penalties: 

Basing on the amount exceeding the targets, Party A will report to the related 
government department. The contractor may obtain their annual rewards after 
approval is granted. 

According to the related regulations of the County, the Enterprise needs to pay a 
management fee of 0.2% on sales to the County Economic Commission, payable 
monthly. This amount can be expensed as costs. 

Expenses relating to the acquiring of business are limited to a maximum of 0.3% 
of sales. Actual outgoing will be compensated on a reimbursement basis. 

Party A: Finance Bureau Representative: 

(sealed) (signed) 

Party B: The Enterprise's Superior Agency Representative: 

Xinhui County Textile Industrial 
Main Company 

(sealed) (signed) 

Witness: Office of System Reform Representative: 
Xinhui County Government 

(sealed) (signed) 
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Appendix 3 
The XIH Case 

Summary Translation of the Second Contract 
Guangdong Xinhui Polyester Fibre Co., Ltd. 

The Contract Responsibility System 
for Managing the Business of Enterprises 

The Agreement 

Date: 18th March, 1994 

After discussion, Party A, the City Economic Commission, and Party B, Guangdong 
Xinhui Polyester Fibre Co., Ltd., reached an agreement under the contract responsibility 
system with the following terms: 

I. Form of contract: Profit targets are fixed annually; but they have to be submitted 
to the Government monthly; that part of the profits exceeded the targets can be 

retained. 

II. 

III 

Contract period: From 1 Jan. 1994 to 31 Dec. 1994. 

Contract targets: Annual Base Figures 

Items 

Submitted profits 

* Production safety industry ratio 
(Serious injuries per thousand persons) 

Product quality (Pass rate 100%) 

Charges for conservancy and irrigation 

Contribution for helping difficult enterprises 

1994 

RMB 12,947,000 

0.18 

100% 

RMB236,700 

RMB 1,082,600 

* There is also a minimum level of production safety, i. e., no casualty, no 
breakdown of production facilities, and no fires. 

IV. Rewards and penalties: At year end, the internal audit department of the Company 
has the duty to check the actual profit figure, the amount to be submitted to the 
Government, and whether other financial targets have been fulfilled. Party A will 
also examine the non-financial aspects of performance. Appropriate rewards and 
penalties will be made according to the Document of the local City Government 
No. 1990. 
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V. Party A's duties: 

(1) Within the contract period, Party A has the duty to check, monitor, and 
manage comprehensively the production operations and activities of the Company 
according to the related polices, laws, regulations, and the terms of this Contract. 
This duty must be carried out once or twice every year. It should also go through 
the year-end audit together with the internal audit department of the Company. 

(2) Party A must respect and protect Party B's legal interests. It should not act 
counter to Government's policies and the terms of this Contract. It should not 
interfere into the normal production activities of the Company. 

(3) Party A should try its best to help the Company to solve its operational 
problems, and to provide an appropriate business environment for the Company. 

VI. Party B's duties: 

(1) Within the contract period, Party B has the duty to make good the amount that 
falls short of the financial targets from its own accumulated funds. 

(2) Within the contract period, Party B should enter into contracts and set targets 
with its sub-units similar to this contract. The purpose is to exercise effective 
control and evaluation over its sub-units. 

(3) Within the contract period, Party B should handle the issue of income 
distribution among staff members in a fair manner. Meantime, it should try to 
avoid unreasonable increases in entertainment expenses. The amount of wages 
increase should be below that of the economic efficiency. The increase in staff 
income should fall behind that of the labour productivity rate. Reasonable 
arrangements must be made on profits submission, loan repayment, and retained 
earnings of sub-units. The distribution of income and rewards among staff 
members must be discussed and approved by the Assembly of the Workers 
Representatives of the Company and a related report must be filed with Party A. 

(4) Party B must abide by the financial discipline, the financial and economic 
laws and regulations, and the accounting regulations. It must honestly prepare the 
profit and loss figures so as to reflect the true financial position. Data 
manipulation and short-term behaviour18 are not allowed, otherwise actions will 
be taken against the Company according to the ̀ Temporary Regulation of 
Penalties Relating to the Violation of the Financial Regulation'. 

(5) Party B must emphasise the ̀ Two Aspects of Civilisation Construction' 19 of 
an enterprise; strengthen the political ideologies, education, and training of the 
staff members; and upgrade their thinking and cultural qualities. 
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VII. Others: 

(1) Within the contract period, both parties should abide by the terms of the 
contract. Each party should not by itself violate the contract. In case there are 
important changes in governmental policies, financial structures, and tax 
regulations, both parties, after consultation with each other and obtaining approval 
from the City Government, may terminate the whole or part of the contract. 

(2) The amount of the target profits must be paid directly to the Economic 
Commission through its Industrial Development Company20. The payment must 
be made monthly on an average basis. The last payment should be paid within one 
month after the contract period. (The detailed payment method will be announced 
by the Economic Commission. ) 

(3) The Company is committed to pay management fee to the Government and 
expenses have to be incurred for acquiring business. These amount will be fixed 
and regulated by the related regulations of the City Economic Commission and 
the Finance Bureau. 

(4) Copies of this Agreement are to be retained by Party A, Party B, the City 
Office of System Reform, and the Finance Bureau. 

Party A: the City Economic Commission Representative: 

(sealed) (signed) 

Party B: the contracting enterprise Representative: 

(sealed) (signed) 

Witness: the City Office of System Reform Representative: 

(sealed) (signed) 
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Endnotes: 

14. It is surprising to see that only the amount of spending in technological improvements 

is specified in the contract concerned while the improvements are better evaluated by 

physical measurement. Arguments on the actual improvements will arise if prices 

change. 

15. Similar to the explanation given in Endnote 14, arguments will also arise because the 

method of quality control is not clearly stated in the contract. 

16. The local government of Xinhui was upgraded from a county to the status of a city 

after the first contract was signed. 

17. Since staffs remuneration and benefits are a percentage of sales, the actual figures are 

available at year end only, therefore, their monthly payment has to be estimated in 

advance, and adjustments be made at quarter/year end. 

18. ̀ Short-term behaviour' is the exact term used in the contract concerned. It is 

commonly used in the Chinese literature to describe the behaviour of a contractor 

who seeks his own short-term gains at the expense of the long-term benefits of the 

organisation with which he/she enters into a business contract under the Contract 

Responsibility System. Examples and reasons for this kind of behaviour is thoroughly 

analysed in Liu and Liu (1994). 

19. The two aspects of civilisation normally refer to morality and materialism. 

20. The Industrial Development Company is a firm set up by the Economic Commission 

for doing business. 
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Appendix 4 
Questionnaire 

This questionnaire is designed to examine the extent to which certain environmental and 
organisational factors affect the attitude of senior management in holding managers of 
responsibility centres accountable for uncontrollable items of performance. 

Please provide information of your organisation or express your opinions as indicated in the 
following questions by ticking or circling the appropriate items. 

1. What type of industry does your firm fall into? 

Industrial (including manufacturing & mining) Construction 
Agricultural (including forestry and fishery) Property 
Finance (including banking and insurance) Hotel & Restaurant 
Transport (including road, rail, sea, air transport) Hospital 
Commerce (including retail, wholesale, agricultural Telecommunication 
product supplies & sale, import & export trading) 
Other services (including professional service and entertainment) 
Others, please specify 

2. How much variation is there in the activities of the production and frontline (offering 
direct services to customers) divisions in your organisation? 

A considerable amount 
No diversity exists of diversity exists 

1234567 

3. What are the major product lines or services marketed by your firm? 

4. How many levels of authority are there in the organisational structure of your fi m, 
including both the highest level (the chief executive) and the lowest level (the direct 
worker/clerical staff)? 

<4 4-5 6-7 8-9 >9 

5. How many responsibility centres do your primary products or services have to 
sequentially go through on average? 

<3 3-5 6-8 9-11 >11 

6. What is the annual amount of net sales as shown in your firm's last income 
statement? 
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7. What is the amount of total assets (fixed assets plus current assets) as shown in your 
firm's last balance sheet? 

8. Please indicate the amount of uncontrollable costs allocated to responsibility centres 
for managerial performance evaluation purposes. Uncontrollable costs refer to those 
costs that are not under the direct control of a responsibility centre, such as taxes, 
interest expenses and income, exchange gains and losses, executive compensation, 
non-product specific advertising costs, costs of centralised administrative functions, 
and the effects of entity-relevant decisions for which the manager of a responsibility 
centre does not have complete autonomy. 

<20% 20-< 40% 40- <60% 60-80% >80% 

9. Economic and competitive conditions, which include such concerns as business 
cycles and price and product competition, sometimes affect the managerial 
performance of responsibility centres. To what extent would senior management 
exclude the effects of these conditions in their performance evaluation? 

To a very small extent To a very great extent 
1234567 

10. Acts of nature, which include events like fires, earthquakes, and accidents, 
sometimes affect the managerial performance of responsibility centres. To what 
extent would senior management exclude the effects of these events in their 
performance evaluation? 

To a very small extent To a very great extent 
1234567 

11. To what extent do senior management discourage risky behaviour by managers of 
responsibility centres? 

To a very small extent To a very great extent 
1234567 

12. To what extent would managers of responsibility centres take risky behaviour if both 
permanent employment were not secure (i. e., their employment is easily terminable) 
and they obtained attractive compensation? 

To a very small extent To a very great extent 
1234567 

13. To what extent do managerial decisions of responsibility centres influence 
company activities and policies? 

To a very small extent To a very great extent 
1234567 
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14. How would you describe the extent of autonomy enjoyed by the responsibility 
centres in your organisation for each of the items listed below? 

Very, little Very great 
Determining selling prices 1234567 

Determining the quantity of output 1234567 

Specifying the amount of capital 
expenditure in the annual budget 1234567 

Choosing capital expenditure projects 
within capital expenditure limits 1234567 

Arranging external short-term borrowing 1' 234567 

Arranging external long-term borrowing 1234567 
Determining the level of investment in 
debtors and cash 1234567 

Determining the level of investment in 
stocks 1234567 

15. To what extent do environmental uncertainties affect the performance of the 
responsibility centres and the organisation as a whole? In the present context, 
environmental uncertainties mainly refer to factors such as unexpected inflation, 
changes in government policy, structure, legislation, industrial economic conditions, 
and social systems etc.? 

To a very small extent To a very great extent 
1234567 

16. How difficult is it to observe the managerial performance of responsibility centres? 

Very easy Very difficult 
1234567 

17. How costly is it to evaluate the responsibility centre's managerial performance on 
average? 

Low cost Very costly 
1234567 

18. How difficult is it to separate controllable from uncontrollable items of managerial 
performance? 

Very easy Very difficult 
1234567 
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19. How costly is it to separate controllable from uncontrollable items of managerial 
performance? 

Low cost Very costly 
1234567 

20. To what extent do environmental uncertainties make the separation of controllable 
from uncontrollable items of performance difficult in your organisation? Examples 
of environmental uncertainties include inflation, changes in government policy, 
structure, legislation, industrial economic conditions, and social systems, etc. 

To a very small extent To a very great extent 
1234567 

21. To what extent is managerial performance evaluation done subjectively? 

To a very small extent To a very great extent 
1234567 

22. To what extent does the management style of senior management affect the 
performance evaluation of middle and lower level managers? 

To a very small extent To a very great extent 
1234567 

23. To what extent is decision-making centralised, i. e., managerial decisions being made 
by a small group of senior executives? 

To a very small extent To a very great extent 
1234567 

24. To what extent are organisational strategies employed to achieve co-ordination 
among responsibility centres? 

To a very small extent To a very great extent 
1234567 

25. To what extent do managers from the different responsibility centres have to avoid 
creating problems or interference with each other's duties? 

To a very small extent To a very great extent 
1234567 

26. To what extent do the responsibility centres have to work together to do their job 
properly and efficiently without duplicating each other's duties? 

To a very small extent To a very great extent 
1234567 
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27. 

28. 

29. 

30. 

How well planned do the duties of the people from different responsibility centres 
have to be? 

Not well planned at all 
12345 

Please state your position in your firm: 

Please state your gender: 

Male, Female 

Please state your age: 

Extremely well planned 
67 

ß0 30-<40_ 40-<50_ 50-60_ >60_ 

31. Please indicate your education level: 

Doctor degree Research qualifications 
Master degree Undergraduate qualifications 
Bachelor degree Other qualifications UE-g1education 
Professional qualifications (e. g. accountant, lawyer, engineer, etc. ) 
Secondary/high school qualifications 

32. If you have any comments about why managers of responsibility centres are/are not 
held accountable for uncontrollable items of managerial performance, please write in 
the space below. 

Your assistance is valued and appreciated. Thank you. 

*** END *** 
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Appendix 5 

Contents of the Interviews 

A. Interviews with Respondents in China 

Respondent A (Manager of a manufacturing enterprise): 

It is important not to exclude considering uncontrollables in performance 

evaluation because there are many forms that uncontrollables take in China and their 

effects are far reaching in business enterprises. The main problem is that most of the 

business enterprises are still government owned and controlled. Firm executives find it 

difficult to implement important policies according to their own wishes. For instance, 

laying off workers are discouraged by the government even if they are inefficient. In 

addition, the workers concerned will create trouble and make retaliation to the executives, 

because they have not yet prepared to meet with unemployment which have been 

guaranteed for a long period of time in the past. On the other hand, the executives, being 

paid poorly and not the real owner of the enterprises, do not have motivation to exert 

their full efforts to improve performance. Most of them prefer fostering better personnel 

relationship to spending more time on management. The chance of their dismissal is low 

and even if they are dismissed their losses are small. They are mostly appointed by the 

government and they are seldom recruited through open competition in the labour 

market, their competence is therefore doubtful. 

Respondent B (Deputy manager of a pharmaceutical enterprise): 

It is difficult to control the performance of the sales outlets of the enterprise 
because the management cannot accurately predict the demand pattern of the customers. 
Consequently the present way of operation is to set profit targets for the various branches 

to be submitted to the headquarters periodically. It is impossible to forecast both the 

amount of revenues and expenses for each branch. Reasons for the variability of demand 

may be due to two factors. One is the rapid changes of economic conditions and the other 
is the different pace of economic reform in various parts of China. 
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Respondent C (Chief Factory Director of an electronic group) 

The performance measures of member firms within the group include production 

value, profit, level of safety, sales and the quality of assets. Targets are carefully set after 

a prolonged negotiation between the evaluator and the evaluatee. Once set, the targets are 

difficult to change. Achievement of targets will be rewarded and miss of targets will be 

penalised by forfeiture of bonus or dismissal. Since the type of performance measures are 

specified by the government, the factory director is unable to make adjustments. It is 

admitted that product demand fluctuates widely and there are keen competition from the 

foreign investment enterprises, the force of uncontrollables is not small. However, 

member firms are now given more autonomy which include the recruitment of workers, 

product pricing, production volume, investments and borrowing capacity. Member firms' 

attitude towards the controllability of performance is not quite negative. 

Respondent D (Manager of a construction enterprise) 

Although formal targets are normally set for the quality and quantity of a 

construction project, they are seldom used for reward and penalty. The senior 

management of the enterprise prefer performance to be evaluated on a long-term and 

subjective basis. They recognise that performance in the construction industry is always 

affected by many uncontrollables and that there is hard to set objective targets in the 

short-term. Rigid adherence to the latter will aversely affect managerial motivation. 

Respondent E (Deputy general manager of a petrochemical enterprise) 

The performance of middle level managers and department heads are evaluated 

on four measures, namely integrity, competence, diligence, and operational results. The 

first three factors are qualitative ones which can only be judged subjectively, whilst the 

last one is based on objective quantitative performance. The operational results are 

expressed by three factors: the contract realisation rate, the cost rate, and the quality rate. 

Overheads, which occupy 40% of the total costs, comprise management expenses, 
financial and selling costs, and they are allocated to the responsibility centres on the basis 
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of production value. Standard cost is adopted to simplify book-keeping as well as to 

evaluate performance of production centres, the managers of which are required to stick 
to the standard cost as far as possible, because it is believed that production is mostly 

within their control under a relatively stable environment of the industry concerned. 
However, it is often difficult to separate behaviour into short-term and long-term nature. 

Respondent F (Deputy director of a manufacturing group) 

Various targets are set for the member firms of the group, such as revenues, rate 

of return, technology level, new products achieved, contract realisation rate, and cost 

amount. The target level is sometimes questionable. For example, due to the complexity 

of the technology, it is difficult for senior management to set appropriate technology 

targets. On the other hand, standard costs for certain products and processes are specified 

by the industry concerned, an individual enterprise has no right to change. Variances 

arisen from measuring actual results with performance targets influenced by such factors 

may not reflect the true managerial performance. 

Respondent G (Personnel manager of a television group) 

This enterprise has a very comprehensive and detailed performance assessment 

system of its managerial staff. Performance measurement is rated heavily on actual 

operational results, the weight given to this element is 70%; 20% is given to evaluation 
by subordinates and 10% is given to evaluation by management staff. Actual results are 

measured by a number of items including profits before tax, cost reduction, quality 

management, technology innovation, accidents, production disruption, workers' 
discipline, punctuality, control of supplies, management of plant and machinery. 
Subordinates' evaluation is based on the following items: diligence, management ability, 
decision making ability, personnel manoeuvring, professional knowledge, innovation, 

articulation, morality, honesty. Management staff members who participate in evaluating 

a manager include the senior management, department heads and their deputies and other 

managers. There are few uncontrollables affecting the firm. The most important one is 

the product demand, but its effects are separable. As a result, the uncontrollable factor 

can be adjusted easily. Furthermore, since the firm is new, there are few old and retired 
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workers; accordingly fringe benefits of staff do not constitute a heavy burden. However, 

a rapid drop in product demand can bring serious effects for the group, because sales, 

production and profits will decline considerably. 

B. Interviews with Respondents in Hong Kong 

Respondent A (Operations manager of a bank) 

At the beginning of every year, a business plan, including mainly targets, is 

prepared for every operation, procedure and service. Reviews are made, actual 

performance recorded and variances noted towards the end of the year. Variances may 

occur because of changes in demand. For example, a mortgage product has to be 

launched to respond to the market's need. However, there are many market-driven 

factors. External economic forces, such as changes in interest rates and cost rises may 

create variances and these factors usually constitute the major part of the uncontrollables. 

Compared with other banks in Hong Kong, the bank itself is relatively small. It has only 

27 local branches, 12 branches run through a subsidiary in the neighbouring city of 

Macau, and another branch in Shenzhen, a special economic zone in China. Because it is 

small, it is less competitive to the large banks and more vulnerable to economic impacts 

during crises, like the financial turmoil occurred in Southeast Asia in the second half of 
1997. Senior management will not hold their managers accountable for this kind of 

uncontrollables. 

Competitive factors may also influence performance, but they will not be 

regarded as significant uncontrollable items. Senior management usually wants managers 

to respond to these items. Examples of competitive factors may take the form of the 

opening/closing of a branch of a rival bank nearby or the launch/withdrawal of a new 

product/service of a rival bank. Exceptions are those situations where poor performance 
is the direct result of the aggregate policy of the bank. These factors may be treated as 

uncontrollables. 

The most powerful reward is promotion. Salary increase and bonus only produce 

a small incentive effect. Dismissing people is rare. It happens only when a staff member 
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seriously violate regulations. Lack of promotion, and sometimes degradation and transfer, 

are already regarded as very strong penalty. Performance has to be reviewed for a lengthy 

period of time before actual rewards are granted. Management attitude in this respect can 
be described as conservative, but it is people-oriented, because the specific circumstances 
in every case is carefully considered. If people make mistakes they will be given the 

opportunity to make up for the loss or take follow-up action of remedy. In case no 

remedy can be made, at least, the reason of the mistake can be given, so that it might be 

forgiven. On average, the variable part of a manager's remuneration is small. For 

supporting staff, it is less than 10%. For frontline staff, it is about 30%. Reward for 

teamwork is emphasised because coordination is important for success. Although rewards 

are mainly based on controllable items of performance, they are granted very strictly. If 

targets are missed, no rewards are granted. 

Management style does not affect the treatment of uncontrollables very much. 
Senior management usually adopt consistent policies and their attitude is labeled as 

enlightened and westernised. They are well-experienced in the banking businesses. 

Uncontrollables are easily identified and separable from controllables. Indirect costs are 

not allocated to responsibility centres for performance evaluation purposes, because they 

are regarded as uncontrollables, and their amount is not significant. 

Respondent B (Finance director of a property development company) 

The major items of uncontrollables come from the economic environment 

Businesses have been mainly affected by changes in interest rates, currency rates and the 

demand for property. It is regarded as important that managers should take seriously steps 

to minimise risks. 

Although quantitative targets are usually set at the beginning of the year for all the 

managers and there is a sophisticated managerial appraisal system, performance 

evaluation at the end of the year is bound to be judgmental and subjective, because there 

are many uncontrollables which hinder the achievement of targets. Bonus and share 

options are still granted based on this subjective evaluation. 
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Evaluation is even made more difficult by the long term nature of the business. 

Performance is to be judged on the basis of at least several years instead of on one year 

alone. 

Since the company is highly functionally structured and there are few departments 

which can be regarded as profit centres, therefore the objective profitability yardsticks for 

measuring performance cannot be fully used. Overheads also cannot be directly charged 

to a certain department simply because it is heavily using the central computer facilities 

or it is incurring the major part of the legal charges. Departmental interdependency makes 

it meaningless to track down the true costs incurred by a certain department. 

The company is large in terms of its fixed assets and turnover. But it has only a 

workforce of 625 within which about a hundred are managerial grade staff. Property 

companies usually assume such a structure. 

Respondent C (Manager of a multinational company) 

The company belongs to a multinational group which has a sound control system. 

Analysis of projects are comprehensive and detailed and incorporate all kinds of 

contingencies and problems. All the risks are carefully calculated. In addition, the senior 

management are well experienced in handling large infrastructure projects such as power 

stations. Whether an item of performance is regarded as uncontrollable or not depends 

very much on the experience of the person in the business. An experienced person may 

encounter fewer uncontrollables than an inexperienced one, because his forecast and 

estimate are mostly comprehensive and accurate. In view of such background of the 

company, the senior management can easily identify `real' uncontrollables, the effects of 

which can be excluded from performance evaluation. The headquarters seldom interferes 

into the business of its subunits or subsidiaries. Coordination is good and responsibility 

centres are satisfied with their present state of autonomy. 

Respondent D (Financial controller of a trading company) 
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This company is within a stable environment. It encounters few environmental 

uncertainties. Its divisions do not have much interdependency. It has few overheads 

allocated to its divisions. Since headquarters is very familiar with every aspect of its 

business, a centralisation policy in management is adopted. Divisional autonomy is kept 

to a minimum. Consequently, uncontrollables, when arise, are easily identifiable and they 

would usually be excluded from performance evaluation. Managerial accountability, 
however, is accordingly low. 

Respondent E (Auditor of a merchant bank) 

The bank has been expanding very fast in the past two years. Total staff force 

increases from 120 to 250. Recently, the bank has been subject to two problems of 

uncontrollables. One is the recent financial turmoil in the Southeast Asia. There is a 

tremendous rise in interest rates in the second half of 1997. The bank, having only one 

office, does not have a local deposit base. The absence of a branch network makes it 

difficult to fund its lending through cheaper local currency deposits. Lending were 

mainly funded by borrowing from the inter-bank market where the interest rates are 

extremely high at the moment. Consequently, its profit margin is seriously affected. 
However, this phenomenon is not expected to last long, actual performance so influenced 

will be adjusted for performance evaluation. The other obvious uncontrollable is the 

management style of the Chief Executive, who had exerted a extremely strong influence 

on every facet of the bank's business. This is also true in terms of performance 

evaluation. Many people start to look for jobs when he left the bank recently. 

Respondent F (Marketing manager of a bank) 

The manager believes that there are relatively few uncontrollables in his bank. 

However, =one typical example can be quoted. For every marketing manager, targets of a 

certain amount of deposit and lending are set every year. Sometimes, it may happen that a 
big customer withdraws all his deposits just to pay off his debts. The withdrawal occurs 

not because your service is not good, but because there is a contingency. Nevertheless, 

the manager concerned has to work very hard for the rest of the year to make up for the 
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lost amount of deposit. Normally, the target amount will not change, because the senior 

management are of the opinion that there are good times and bad times in the long run. 

Respondent G (Financial controller of a construction company) 

The company is a medium to large construction firm in Hong Kong, albeit it has 

approximately 250 staff members. Most construction companies keep a small permanent 

staff force but contracting much of their work outside. It is a member firm of a large 

listed group with its holding company in Germany. The managing director of the 

company reports to the Asian Group Executive of the holding company in Germany. 

The company is regarded as one of the operating units of the group. It mainly 

manufactures building materials, such as concrete blocks for the pavements and the 

precast concrete posts for the viaduct. It has to send detailed management reports 

monthly to the Asian Group Executive who then gives summaries to the headquarters in 

Germany. The reports are chiefly financial statements. Senior management regard 

profitability, debtors, and cash flow as the most important items. If they are not satisfied 

with the figures, they will probe into the details and the contents of the other statements. 

Like the other operating units in the Asian Group, the company is basically 

treated as a profit centre. Target profit is set after negotiation between the headquarters 

and the managing director of the company. There is no participation in the process by 

other parties. It is also believed that even the managing director has little influence in 

setting the target. Non-financial measures of performance are absent. The Asian Group 

Executive is mainly concerned about whether an operating unit makes profit or not. If it 

makes profit, he normally does not intervene further into its daily operations. However, if 

it suffers loss, he will start to investigate into details of its daily operations and will ask 

for explanations for the loss and will require more performance indicators to be reported. 

Profit margin, therefore, is the most important performance indicator of the operating 

unit. 

As a control device, the headquarters issues letters of direction to every senior 

manager in an operating unit specifying in detail his sphere of authority. These letters 
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contain many regulations and guidelines for the managers to follow when approving 

expenses and committing investments. For instance, the company can purchase fixed 

assets such as machinery, but it cannot set up business entities of its own and make new 
investments and purchaselbuild plants. Approval of the latter activities is required from 

the headquarters. 

Since the headquarters is principally interested in the profit indicator and the 

managing director understands that a good performance of which is very important for 

his job retention, he therefore tries hard to produce a `comfortable' profit margin every 

year in the management report. In doing so, some manipulation of accounts (such as leads 

and lags) and covering up of certain adverse situations are unavoidable. For example, it 

once happened that a client of the company was not satisfied with the quality of one of its 

construction projects. After many unsuccessful negotiation and bargaining with the 

company, he circumvented the managing director and aired his grievances to the 

headquarters in Germany. Nevertheless, accounting manipulation and information 

filtering activities are not thought to be serious, because it is believed that they will have 

no effects in the long run, and it is not worthwhile to take the risks. 

The managing director's attitude towards the control mechanism of the group is 

one that he will protect the interest of his staff more than that of the group. Information 

asymmetry exists in the group because the company is an overseas member of the group 

which is incapable to monitor its operations in detail. The managing director realises that 

the management-by-exception concept is adopted here since closer monitoring will be 

initiated only when loss incurs. Although the group's businesses are diversified, they are 

somewhat related to the construction industry. Senior management is not unfamiliar with 

the group's activities, information asymmetry is therefore regarded only as medium. 

The simple profit measure implies that the headquarters will not bother to adjust 

profit targets for evaluation purposes when they are missed. Senior management have no 
intention to examine the reasons for the failure of an overseas operating unit to achieve a 
`reasonable' profit target. No efforts will be made to analyse items of performance into 

controllables and uncontrollables. Separating them is difficult because project 

construction is often affected by the weather and the technical risks involved. Uncertainty 
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is therefore recognised as part of the life. Nevertheless, overheads are only 5% of the 

total costs and cost allocation is not important. 

The headquarters treats member firms of the group as independent companies. 
There are no concessions in transactions among them. As such, they are encouraged to 

compete with each other in sourcing and bidding for contracts. Resources will thus be 

wasted and efforts duplicated. However, the intention of keeping member firms as ̀ real' 

independent profit centres are very strong. A budget constrained style of performance 

evaluation may be justified in this case. 

Bonus is only granted to the company as a whole when the profit targets are 

exceeded or achieved. There is no difference for each individual. A modest bonus of 10% 

on the basic salary is given for the past year. Some people were dismissed two years ago 

because of underperformance. 
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Appendix 6 

Summary of the Questionnaire Comments 

A. Questionnaire Comments in China 

1. Most of the respondents agree that uncontrollables should be clearly defined and 

categorised by degree before performance and their effects separated from 

controllables. Adjustments of the actual results should be made in response to the 

uncontrollables when granting performance-linked reward and penalty, so that 

motivation can be enhanced. Otherwise, performance evaluation will become a 

meaningless exercise. 

2. Some industries are constantly affected by uncontrollables. Examples are finance and 

property and industries of uncertain environment. To reduce this adverse impact, it is 

advisable to improve the techniques of forecasting, to set more realistic targets, and to 

have better strategic planning. Some respondents even suggest to enhance the 

awareness of riskiness and to promote the financial knowledge of division managers. 
Since manipulation of financial information is widespread, this practice is treated by 

one respondent as an element of uncontrollables. He asserts that evaluation cannot 

reflect real performance if accurate profit figures are unavailable. 

3. It is important but very difficult to separate controllables from uncontrollables. In 

practice, senior management do not exert sufficient efforts to do so because of the 

considerable costs involved. 

4. In many cases, controllability is a matter of degree. If it is difficult to identify 

uncontrollables clearly, then performance evaluation should emphasise the ability of 
division managers to deal with them. It is important for division managers to react to 

uncontrollables. They can take steps to avoid risk and minimise losses. Evaluation 

should be harsher for those who do not react to uncontrollables or do not handle 

uncontrollables well. 
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5. Many uncontrollables are wrongly classified as uncontrollables. An example is given 
by a respondent. He experienced an incident where a fire could be prevented if the 

extinguisher was properly used and due care was taken by the staff members 

concerned. This implies that better staff training and education can reduce 

uncontrollables. 

6. Finally, if the effects of uncontrollables cannot be separated in performance 

evaluation and the managers are adversely affected, the situation can be alleviated by 

consolation. 

B. Questionnaire Comments in Hong Kong 

There are few respondents in Hong Kong giving comments on controllability. The 

following points are mentioned. 

1. Holding managers accountable for uncontrollables will lead to frustration and they 

will spend more as a matter of protest. The result is quite costly to an organisation. 

2. When services are provided to responsibility centres and are charged on time basis, 

uncontrollables can be easily identified and therefore should not be taken into the 

centre's account. 

3. In practice, middle level managers are subject to numerous uncontrollables. Most 

importantly, in many cases, they are unable to influence the decisions of senior 

management, but they are usually held accountable for the most part of their 

performance. It is therefore difficult to avoid subjective and biased evaluation. 
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