Chapter 2
Implementing Strategy: The Value Chain, The Balanced Scorecard and the Strategy Map
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2-1 		Atlantic City Casino (Value Chain Analysis)
2-2 		Sovera Enterprises:  Strategic Analysis
2-3 		Recreational Products, Inc:  Strategic Analysis; International


Readings  


2-1: “How to Report A Company’s Sustainability Activities” by Gwendolen B. White, PH.D., CPA, Management Accounting Quarterly (Fall 2005), Vol. 7, No. 1 pp. 36-43.

This article explains the concept of sustainability and its role in the corporation.   It describes how a firm can measure and report its outcomes and efforts regarding sustainability within a balances scorecard.  

Discussion Questions:
1.  What is meant by sustainability?   What measures are included in a sustainability report?
2.  How many companies issued sustainability reports in 2005?  Cite your source for this information.
3.  Are sustainability goals important to shareholders of public companies?   Why or why not?
4.  How can sustainability be included within the balances scorecard?  Base your answer on the Global Reporting Initiative (GRI) reporting guidelines and its three categories of indicators:
· economic indicators
· environmental indicators
· social indicators


2-2: “Applying the Balanced Scorecard to Small Companies” by Chee W. Chow, Kamal M. Haddad, and James E. Williamson, CPA, Management Accounting (August 1997).

This article reports the findings of a case study of four small firms to identify the potential use of the balanced scorecard in these firms and to determine the differences in the use of the scorecard across industries.  The industries include a food ingredients company, a commercial bank, a biotechnology firm, and an electronics firm.

Discussion Questions:
1.	Did these four firms adopt the balanced scorecard?  Why or why not?
2.	For each of the firms, examine the scorecard presented in the article and use it to determine what you think is likely to be or should be the competitive strategy of the firm.  Does it seem that the balanced scorecard is consistent with the nature of the firm’s business and strategy?
3.	How do the scorecards differ across firms?  Can you explain why?
2-3: “Social and Environmental Impact” by Mark J. Epstein, Strategic Finance (January 2008), pp 25-31. 

We cannot ignore social and environmental responsibility, which in turn affects how companies handle their investment and operation strategies.  However, often a win-win situation of making profits while meeting social goals presents quite a challenge. The author uses the Corporate Sustainability Model to address tackling this challenge. The model involves inputs, processes, outputs and outcomes. 

Discussion Questions:
1. Why do challenges exist when companies try to improve their performance while focusing on social and environmental factors as well?
2. What are the inputs of the Corporate Sustainability Model and how do they fit into the corporate business world?
3. How did Canon attempt to improve costing of their environmental and social impacts?

2-4: “The Use and Usefulness of Nonfinancial Performance Measures” by Chee W. Chow, Ph.D., and Wim A. Van Der Stede, Ph.D.,  Management Accounting Quarterly (Spring 2006), Vol. 7, No. 3.
 
Firms often use financial, quantitative nonfinancial, and subjective performance measures to run the organization. The authors provide a discussion on these measures pertaining to specific companies and various case studies. One case study in particular revolves around the manufacturing industry in which the authors use data and a survey to support their argument.

Discussion Questions:
1. Can every company apply the same methodology to use financial, quantitative nonfinancial, and subjective performance measures? Explain.
2. Describe a quality initiative implementation and how its attributes support nonfinancial measures instead of financial measures.
3. In Table 3, what measure is seen as the least effective in all but one dimension? Why does this result occur?

2-5: “Every Manager can be an Innovator” by Noah P. Barsky, CMA, CPA, and Anthony H. Catanach Jr., CMA, CPA, Strategic Finance (August 2011) pp. 22-29

The article provides a comprehensive discussion of how companies can use the value chain as a tool to help guide their efforts to provide on-going innovation in their companies.  
Note:   This article is also included as Problem 2-61 in the text. 


Discussion Questions:
1. Explain briefly the difference between disruptive and sustaining innovation. 
2. What are the five activities in the value chain depicted in the article?  
3. What is the role of strategy in looking for innovation at each of the activities in the value chain?
4. Explain an example of an opportunity for innovation in market analysis. 
5. Explain an example of an opportunity for innovation in product development and design. 
6. Explain an example of an opportunity for innovation in sales and marketing. 
7. Explain an example of an opportunity for innovation in procurement, production, and distribution. 
8. Explain an example of an opportunity for innovation in after-sale customer service. 

2-6: “Sustainability and the Balanced Scorecard: Integrating Green Measures into Business Reporting” by Janet B. Butler, Ph.D.; Sandra Cherie Henderson Ph.D., CPA; and Cecily Raiborn, Ph.D., CMA, CPA, Management Accounting Quarterly (Winter 2011), Vol. 12, No. 2. 

The article explains three ways that sustainability can be incorporated into the BSC.  Also, the article explains key issues in developing and using sustainability metrics.
Note:   This article is also included as Problem 2-62 in the text. 

Discussion Questions:
1.  What are the three options for incorporating sustainability into the BSC?   Explain briefly the advantages and disadvantages of each.  
2. Explain briefly each of the seven BSC measurement considerations identified by the authors.









Cases






2-1 	Atlantic City Casino

Several years ago the management of a large hotel chain, Hotel Corporation of American (HCA) purchased a casino in Las Vegas. Pleased with the results HCA constructed another casino in Atlantic City shortly after casino gaming was legalized in that city.  At the time the proposal in this case arose (see below) there were 9 other casinos operating and 2 additional casinos under construction.
	The casino is an independent operating unit within the hotel chain. For example, all financial and accounting services are provided in-house. The casino has been profitable since the day it opened. However, the level of profits has not been satisfactory. Corporate management is well aware that HCA would have been better off if the huge sums involved in the construction of the casino had been invested in certificates of deposit.
THE PROPOSAL
Management of the Atlantic City Casino has employed several consulting services to study the market and the casino's position in the market. Consumer surveys have shown that the casino is viewed as an average casino, with no distinguishing characteristics. Coupled with its location (several blocks from where most of the casinos are located) this perception of blandness seems to explain the casino's relatively small walk-in trade (most visitors to Atlantic City visit more than one casino; people staying at one casino who visit a second are considered walk-ins at the second casino).
	A proposal has been made to expand the casino and hotel (state law prescribes a fixed number of hotel rooms per square feet of casino space). As part of this expansion, the proposal includes the construction of a theme entertainment center. The center would be separate from, but attached to, the casino. The showpiece of the center would be a large Ferris wheel designed to look like a giant wheel of fortune. It would be visible from a large portion of the boardwalk. Additionally, the area would include a unique water slide, bumper cars, a space capsule ride and a fun house. Throughout the area would be a number of small souvenir and snack shops, push carts, tent shows and midway-type games to provide an old-fashioned style carnival atmosphere. An admission fee would be charged to enter the theme center and most of the rides and entertainment would be included in the admission fee. Management expects to be able to use free admission tickets to the center as a promotional item. There would be easy access from the center to the casino floor. It is anticipated that a large number of the visitors to the center would also visit the casino.
	Although management is impressed by the plan and has already had detailed architectural plans prepared for the expansion, they are cautious. When the casino was first built, everyone was enthusiastic about the casino's potential, but the results have been disappointing. Management wants a thorough study made of the financial prospects for this expansion before committing funds to it.
	Detailed financial data for every casino in Atlantic City are public information and are routinely exchanged. Thus, data such as that given in Tables A and B for the current year are readily available.

REQUIRED:
1. Complete a value chain analysis. Describe your understanding of the competitive position of the Atlantic City Casino. Identify areas for potential cost reduction and/or value added for customers.
2. Should HCA make the investment in the theme entertainment center? Why?
3. HCA is considering a balanced scorecard for the Atlantic City Casino. For each of the four areas within the balanced scorecard, list two or three examples of measurable critical success factors which should be included.
(IMA adapted)


	

	TABLE A
Selected Annual Financial Data
(000s omitted)

	

	
Revenues
	


	
Property
	
Casino
	
Rooms
	
Food and 
Beverage
	
Net
Income

	
Atlantic City Casino
	
$220,183
	
$14,862
	
$36,833
	
$23,921

	
Competitors
	

	

	

	


	
1
	
254,753
	
17,604
	
36,457
	
40,979

	
2
	
224,077
	
14,836
	
34,493
	
18,834

	
3
	
237,700
	
15,787
	
35,168
	
47,146

	
4
	
158,602
	
 9,897
	
18,788
	
 1,574

	
5
	
210,848
	
13,870
	
35,265
	
64,765

	
6
	
251,675
	
17,665
	
33,867
	
17,904

	
7
	
147,037
	
10,191
	
35,020
	
(9,075)

	
8
	
121,581
	
13,469
	
21,863
	
 2,246

	
 9*
	
123,947
	
12,157
	
22,643
	
(1,176)

	
*  In operation in for only 6.5 months
	

	






	TABLE B
Selected Statistics

	
Property
	
Casino Space
(square feet)
	
Number of Rooms
	
Number of Restaurants

	
Atlantic City Casino
	
50,850
	
521
	
7

	
Competitors
	

	

	


	
1
	
59,857
	
727
	
9

	
2
	
59,296
	
645
	
9

	
3
	
59,439
	
512
	
9

	
4
	
49,639
	
501
	
14 

	
5
	
52,083
	
750
	
7

	
6
	
40,814
	
504
	
8

	
7
	
50,516
	
500
	
5

	
8
	
34,408
	
504
	
6

	
9
	
60,000
	
612
	
8




2-2.	Sovera Enterprises (Strategic Analysis)

Sovera Enterprises, an expanding conglomerate, was founded 35 years ago by Emil Sovera. The company's policy has been to acquire businesses that show significant profit potential; if a business fails to attain projected profits, it is usually sold. Currently, the company consists of eight businesses acquired throughout the years; three of those businesses are described here.
	LaBue Videodiscs produces a line of videodisc players. The sale of videodisc players has not met expectations, but LaBue's management believes that the company will succeed in being the first to develop a moderately priced videodisc recorder/player. Market research predicts that the first company to develop this product will be a star.
	Ulysses Travel Agencies also showed potential, and the travel industry is growing. However, Ulysses' market share has declined for the last two years even though Sovera has contributed a lot of money to Ulysses' operations. The travel agencies located in the Midwestern and eastern sections of the country have been the biggest drain on resources.
	Reddy Self-Storage was one of the first self-storage companies to open. For the last three years, Reddy has maintained a large market share while growth in the self-storage market has slowed considerably.
	Ron Ebert, chairman of Sovera, prepared the agenda for the company's annual planning meeting where the present businesses were evaluated and strategies for future acquisitions were formulated. The following statements of strategy for each of the subsidiary companies discussed were formulated on the basis of the master plan:
	LaBue Videodiscs. Sovera's discretionary resources are to be employed to support the growth of this business. The future officers of Sovera are to be developed here.
	Ulysses Travel Agencies. An orderly disposal of the least profitable locations is the initial objective. Once the disposals are complete, an acceptable profit and growth strategy for the remaining locations will be formulated.
	Reddy Self-Storage. The strategy for this company is to maintain efficient operations and maximize the generation of cash for use in the further development of Sovera's other businesses.
	These strategy statements were part of the strategic plan presented to Sovera's board of directors. The directors' only debate was whether Sovera should sell the entire Ulysses organization rather than parts of it. However, the board approved all three statements as presented and circulated them to managers throughout the three units as the corporation's "new marching orders."
REQUIRED:
1. Identify at least four general characteristics that differentiate the three businesses described above, and explain how these characteristics influenced the formulation of a different strategy for each business.
2. Discuss the likely effects of the three strategy statements on the behavior of top management and middle management of each of the three businesses.
(CMA adapted)







2-3. Strategy, International

Barry McDonald, CFO for Recreational Products, Inc (RPI), is convinced it would be profitable for his firm to invest in a manufacturing operation in Singapore. RPI makes a variety of recreational products, including sporting goods, sportware, and camping equipment. RPI is known as a very high quality producer, with features and prices greater than most in the industry.  One of the largest divisions in RPI is the boating division, which makes a variety of sailboats and fishing boats from 16 feet up to large sailboats of 40+ feet in length. These boats are now manufactured in two US plants.  Barry’s idea is to utilize the available low cost labor, materials resources and the favorable business climate in Singapore to build a manufacturing plant there for producing the larger sailboats. The finished boats would be sold to existing customers (boat dealers) in the United States and Canada, and a new effort would be made to sell some of the product in Asia and Australia.  Barry forecasts sales of US $50 million, cost of sales (manufacturing in the Singapore plant) of $34 million, and other expenses of approximately $10 million. The government of Singapore would provide a tax holiday for the project, but the return of profits to the United States would be taxed in the US at the US rate of 34%.
Barry’s research showed that the cost of the plant in Singapore would be $20 million. Funds for the investment could come from the firm’s own resources at a cost of approximately 12%, or through a subsidized loan from the government of Singapore at a 5% rate.  With these figures and other estimates, Barry figured the after-tax cash flow of the plant would be a positive $4 million per year for the next 15 years, the expected life of the plant.

REQUIRED:
1. What does RPI’s competitive position appear to be for the entire firm, and for the boating division? What are some of the likely critical success factors for the boating division?
2. Does Barry’s plan for the Singapore plant fit the strategic competitive position you developed in (1) above?
3. What do you think are some of the key international issues that are relevant for Barry’s proposal?
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Readings




2-1: How to Report A Company’s Sustainability Activities

2
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By combining two metrics, management accountants can create a comprehensive methodology for reporting a company’s use of economic, environmental, and social resources.


by Gwendolen B. White, PH.D., CPA

“What is sustainability? It’s more than environmentalism. It’s about living and working in ways that don’t jeopardize the future of our social, economic and natural resources. In business, sustainability means managing human and natural capital with the same vigor we apply to the management of financial capital. It means widening the scope of our awareness so we can understand fully the ‘true cost’ of every choice we make.”—Ray Anderson, founder of Interface, Inc.

More and more, corporations and other organizations are reporting their “sustainability” activities—their responsibilities to keep the environment clean, treat people humanely, and achieve economic goals. In fact, sustainability reporting has become a vital part of the information that external and internal decision makers use. “For many corporations, sustainability is becoming not just ‘a nice thing to do’ but a core requirement, enabling them to increase their value and sustain profitability in the long term,” Willem Bröcker of PricewaterhouseCoopers (PwC) says.1 

Sustainability reporting includes economic, environmental, and social indicators that help monitor progress toward sustainable practices. Eighty-one percent of senior executives at large U.S.-based businesses report that sustainability practices will be essential or very important to their company’s strategic mission.2 That may be because the way a company manages its social and environmental responsibilities influences its financial success.3 In this article I will discuss the emergence of sustainability reporting as a major source of information for external decision makers. I will pay special attention to the Global Reporting Initiative’s (GRI) Sustainability Reporting Guidelines and how they fit into the balanced scorecard (BSC).

EMERGENCE OF SUSTAINABILITY REPORTING

Sustainability reporting is becoming a mainstream 
practice.4  Sustainability reports had primarily addressed environmental issues until 1999, when they began to include economic and social indicators as well. Fewer than 100 U.S. companies issued sustainability reports in 1993, but that number had grown to 1,500 by 2005.5 That figure includes 68% of the top 250 companies in the Fortune 500. The increase in sustainability reporting has not gone unnoticed by the investment community. Since 1999, the Dow Jones Sustainability Indexes (DJSI) have been tracking the financial performance of companies that are “sustainability driven.” In addition, the Dow Jones STOXX Indexes and Sustainable Asset Management provide asset managers with benchmarks to manage portfolios of issuers who practice sustainability. More than 50 asset managers in 14 countries are using the DJSI to manage €3.6 billion.6      

The number of investment management companies that are evaluating companies’ sustainability practices illustrates that, for investment purposes, some external users are no longer satisfied with historical financial reports as the predominant source of a company’s reported information. Increased scrutiny of corporate behavior is being demanded by consumers, governments, employees, and local communities as well as investors. Large companies have a substantial impact on the people in their communities and on their employees. Corporate misbehavior is costly in many ways. It can harm workers, cultures, and the environment. Ultimately, corporate misbehavior damages reputations and profits. For example, in 1996, Nike suffered a consumer backlash, a boycott, and long-term damage to its reputation because it employed children to manufacture its products in Pakistan. Reports of poor working conditions and pollution in Nike’s factories in Vietnam also plagued the company. Many other large companies also have come under scrutiny for their treatment of workers. For example, Wal-Mart’s stakeholders have demanded more transparency because of the company’s employee compensation practices. Sustainability reports can provide some of this transparency. Stakeholders are increasingly interested in evaluating profits and the processes that create them because processes that involve innovation, production, and worker and consumer safety are influenced by a company’s values about the environment and financial and human capital. Jeffrey Immelt, GE’s chairman and CEO, views execution, growth, great people, and being a good corporate citizen by helping to solve world problems as drivers of GE’s success. Its practices of global citizenship affect how GE operates and treats its employees, the kinds of companies and countries it chooses to do business with, and the technologies it invests in, Immelt said in a news report. For example, GE is making better energy-efficient locomotives to protect the environment along with requiring supply chain audits to protect against the use of sweatshops. These values are important to stakeholders and can be communicated in terms of sustainable practices in sustainability reports. By embracing sustainable development, companies can improve their competitiveness, performance, and image.8 

Another indication of the emerging relevance of sustainability reporting is the direct involvement of major public accounting firms. For example, KPMG in the U.K. offers a variety of services related to sustainable development: public opinions on environmental and social reports, assurance on environmental and social management systems, and advisory services (risk management, performance measurement, and reporting) in relation to “hot issues” in the marketplace, such as climate change, emerging standards and regulations, supply-chain risks, human rights, and stakeholder activism. PwC offers similar services. It sees sustainable reporting as a fast-growing market and an opportunity to expand its business.9 The major accounting firms are already performing 65% of the verifications of companies’ sustainability reports, a report from KPMG’s Global Sustainability Services said.10 Verifications of these reports are not the same as an audit of financial statements because sustainability reports are published in a variety of formats. 

Unlike generally accepted accounting principles (GAAP), there are no generally accepted standards of sustainability reporting. In most instances, sustainability reports cover a company’s economic, environmental, and social activities, but not all companies use the same indicators to gauge their activities, and this makes comparison difficult. To address this consistency problem, the Global Reporting Initiative, an independent institution, offers sustainability reporting guidelines that help make the reports more standardized.11 The GRI began in 1997 and became independent in 2002. It is an official collaborating center of the United Nations Environment Programme. To develop reporting guidelines, the GRI works with representatives from business, accounting, investment, environmental, human rights, research, and labor organizations from around the world. There are 665 organizations that report their sustainable activities in accordance with the GRI’s Sustainability Reporting Guidelines.

SUSTAINABILITY REPORTING AND
THE BALANCED SCORECARD

Sustainability reports also help internal users better manage risks associated with environmental and social incidents. Rather than reacting to problems as they arise, managers can engage in proactive strategies to reduce problems. Many corporations report that adopting sustainable practices and reporting them reduces operating costs, improves efficiency, improves their reputation, helps them develop innovative products and services, and integrates risk management.12 For example, Canon Corporation has been redesigning its production processes and products to reduce the use of hazardous materials to meet the company’s environmental performance targets. Meeting its environmental targets results in progress toward economic and social objectives by reducing costs and increasing worker safety, respectively. One specific change in Canon’s production process involves the production of lead-free cables for all of its printers.13 By not using lead, Canon is able to reduce its costs, lessen the negative impact on the environment, and provide a safer workplace. Although the Sustainability Reporting Guidelines are not a management system, they can provide companies with an approach to achieving sustainable practices that involves the entire company. Involving the entire company increases the likelihood of achieving successful outcomes. Many initiatives in managerial accounting, such as total quality management (TQM), activity-based costing (ABC), just-in-time (JIT) production and distribution systems, and reengineering, appeared promising but did not produce the desired economic benefits.14 In many companies, the programs were fragmented and not tied to the overall corporate strategy. This could be the fate of sustainability reporting if it is not viewed from a strategic management viewpoint. 

The balanced scorecard is considered a strategic management system that ties financial and nonfinancial performance measures to the overall mission of the organization. The measures on a BSC should be used to “articulate the strategy of the business, to communicate the strategy of the business, and to help align individual, organizational, and cross-departmental initiatives to achieve a common goal,” according to Robert Kaplan and David Norton.15 The BSC was not intended to be a system to achieve compliance with a predetermined plan but a system that fosters communication, informing, and learning. It is a set of measures derived from a top-down process and driven by the mission and strategy of the company. By incorporating the GRI sustainability indicators into the BSC, organizations can easily tie their sustainability measures to their overall mission. Sustainability practices can be instituted throughout a company with the intent of achieving an integrated strategy of sustainable development. Measurements involving the four perspectives of the BSC (financial, customer, internal business processes, and learning and growth) can be combined with the three components of sustainability reporting (economic, environmental, and social). This combination could result in obtaining the most from the external measures intended for shareholders and customers and the internal measures of business processes, innovation, and learning and growth. Let’s examine the GRI’s Sustainability Reporting Guidelines in connection with the BSC’s four perspectives. First, the balanced scorecard measures of financial performance are revenue growth and mix, cost reduction/productivity improvement, asset utilization/investment strategy, and risk management, and they are aimed primarily at how a “company’s strategy, implementation, and execution are contributing to bottom-line improvement.”16   

The BSC customer perspective includes core customer outcome measures such as satisfaction, loyalty, retention, acquisition, and profitability. In the BSC internal business processes perspective, objectives and measures are derived from explicit strategies to meet shareholder and targeted customer expectations. Kaplan and Norton recommend a value-chain model that includes innovation, operations, and post-sale service. In the learning and growth perspective, the BSC develops objectives and measures to help achieve the objectives in the financial, customer, and internal business processes perspectives. The three principal categories for learning and growth are employee capabilities, information systems capabilities, and alignment and empowerment. The BSC complements the sustainability goals of continuously improving financial performance (growth and value creation), environmental performance (integrating environmental and bioethical considerations), and social performance (integrating social, human rights, and health and safety). Many of the GRI indicators correspond to the financial, customer, internal business, and the learning and growth perspectives of the BSC.

ECONOMIC INDICATORS

Rather than measuring changes in the organization, GRI economic performance measurements track economic changes that result because of an organization’s sustainability activities that affect stakeholders. Although the GRI economic indicators are similar to the BSC financial perspective, they are broader. They focus more on the way an organization affects the stakeholders with whom it has direct and indirect economic interactions. For example, the GRI categorizes economic indicators in terms of stakeholders: customers, suppliers, employees, providers of capital, and the public sector, as shown in Table 1. This reporting blends the needs of the external and internal users because it enables external users to monitor progress toward sustainability, and internal users can identify areas that need corrective action. The GRI economic indicators involving customers include net sales and geographic breakdown of markets. Companies report their net sales by geographic region and type of product. From an internal perspective, managers are able to monitor whether they are on target for their financial goals in each of these markets. From a BSC financial perspective, GRI economic indicators correspond to revenue growth and sources of revenue. They can also be tied to the BSC customer perspective, which measures profitability of the core customer. Stakeholders can also determine where the customer base is and what financial impact the company is having in different regions worldwide. This information is also relevant to risk assessment from both external and internal viewpoints.


[image: ]


Unpredictable events in different parts of the world can have a dramatic impact on a company’s profits. For instance, if war or natural disaster affects a particular region of the world, a company’s risk exposure to loss can be assessed by analyzing its customer base in that location. Economic indicators for suppliers are cost of all goods, materials, and services that suppliers provide and the percent of contracts that are paid in accordance with agreed terms, excluding agreed penalty arrangements. These indicators could help with cost reduction and with risk management in the BSC financial perspective. The cost of goods, materials, or services is often a major component of a company’s expenses and can be evaluated in terms of its impact on profits. Whether a company is complying with contract terms helps internal and external users evaluate contract risk. 

Indicators for employees are total payroll and benefits, such as wages, pension, and other benefits, broken down by country or region. From the BSC financial perspective, these indicators can be categorized under cost reduction and risk management. Internal users can monitor and control these costs for specific countries and regions. Stakeholders can assess the impact that the company has as a provider of employment and wealth to workers in different regions of the world. Stakeholders may be able to determine whether fair wages are being paid according to the standards of specific countries. Failure to pay fair wages puts a company at risk for charges of exploitation and may damage its reputation. Indicators about capital providers show distributions to creditors and shareholders. These indicators are interest on debt and borrowings; dividends on all classes of shares, with any arrears of preferred dividends to be disclosed; and the change in retained earnings at the end of the period. The last item includes return on average capital employed, one of the BSC’s financial measurements. Payments for interest can affect profitability, and their reduction would be considered part of cost reduction goals in the BSC. The public sector indicators include total sum of taxes of all types paid, broken down by country; subsidies received, broken down by country or region; and donations to community, civil society, and other groups, broken down in terms of cash and in-kind donations per type of group. These payments are a measure of the financial impact that a company has on the local economy through taxes and contributions. For example, in its sustainability report for 2003, British Petroleum reported its total charitable contributions as $74.4 million, broken down by projects in different countries. Many companies make these donations to local communities to generate goodwill, which can be viewed as an objective of the financial perspective of the BSC, measured by new local customer acquisition or revenue growth in the local communities.


ENVIRONMENTAL INDICATORS

GRI environmental indicators are divided into materials, energy, water, biodiversity, emissions, effluents, waste, products and services, and compliance, as shown in Table 2. These environmental sustainability indicators are then subdivided. For example, materials—other than water—are grouped by type, use, and quantity. Materials that are waste are classified as those from internal sources and those from external sources. Energy indicators are divided into direct energy use, segmented by primary source, and indirect energy use. These measures would be useful as part of cost reduction in the BSC financial perspective. The environmental indicators are also relevant from the BSC internal business processes perspective. In particular, innovation is applicable. Companies can reduce their emissions by developing new products and/or processes that emit fewer greenhouse gases and other ozone-depleting substances. The environmental indicators are good measures to ensure that the company is moving to reduce environmental impacts. GRI environmental indicators are also important from a BSC risk management perspective because a company that does not manage its pollution problems faces the risk of fines and lawsuits for environmental damage. Biodiversity indicators include location and size of land owned, leased, or managed in biodiversity-rich habitats. These indicators also report the effect industrial activity has on the biodiversity in terrestrial, freshwater, and marine environments. Biodiversity indicators are important for the customer perspective of the BSC. Companies that are thoughtful about their growth in environmentally sensitive areas are likely to attract customers who are interested in sustainable practices. 

This approach to sustainable development provides goodwill for the company. Total amount of waste by type and destination also is reported. Destination is the method by which waste is treated, such as composting or reuse. Companies are finding cost-effective ways to reuse their waste. By monitoring where their waste goes, companies can also focus on cost reduction and risk management. Canon, for example, uses large quantities of fresh water to clean its lenses during production. To reduce its costs and impact on the environment, the company redesigned its lens washing process to reduce water use and discharges into the environment. The water is now cleaned and reused. Other GRI environmental indicators are significant discharges into water and significant spills of chemicals, oils, and fuels. This information is relevant to cost reduction and risk assessment in the financial perspective of the BSC. 

In addition, these measures could be useful for internal business processes. Companies can establish processes that are aimed at reducing the chances that spills will occur. Indicators for products and services include significant environmental impacts of principal products and services, percentage of the weight of products sold that is reclaimable at the end of the products’ useful life, and percentage that is actually reclaimed. When companies report these impacts, they are more likely to look for ways to reduce the waste associated with the product at the end of its life. This can reduce costs and, in many instances, meet customers’ specific needs. Interface, Inc., for example, is a carpet producer that has used these ideas about environmental impacts of products and services to meet its customers’ needs. The company’s customers lease its carpets, and, when the carpets need to be replaced, Interface replaces only the worn pieces. Then Interface reworks or composts the worn pieces.
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GRI compliance reports include fines and incidents of noncompliance with all applicable international declarations/conventions/treaties and national, subnational, regional, and local regulations associated with environmental issues. These reports assist companies with their compliance so they can avoid costly fines and negative media attention. In addition, these GRI indicators address cost reduction and risk management in the financial perspective of the BSC.

SOCIAL INDICATORS

The social component of sustainability details an organization’s impacts on the social systems within which it operates. Social performance analyzes an organization’s impacts on stakeholders at the local, national, and global levels. Social performance indicators are grouped into labor practices and “decent” work, human rights, and product responsibility, as shown in Table 3. GRI labor practices and decent work indicators are measures related to employment, labor-management relations, health and safety, nondiscrimination, child labor, forced and compulsory labor, training and education, and diversity and opportunity. Employment indicators show, where possible, the breakdown of the workforce by region/country, status (employee/ non-employee), by employment type (full-time/part-time), and by employment contract (indefinite, permanent/fixed-term, or temporary). Net employment creation and average turnover segmented by region/ country are reported. High employee turnover can be an indication that the objectives of internal business processes are not being met. Health and safety indicators include the number of accidents and fatalities, and focusing on worker health and safety can reduce costs. Labor practice indicators that cover nondiscrimination policies, child labor policies, and compulsory labor policies are particularly relevant for the financial, internal business processes, and learning and growth perspectives of the BSC. GRI indicators for nondiscrimination, child labor, forced and compulsory labor, diversity, and opportunity are statements of a company’s policies to prevent these activities. These indicators can be useful in risk management of the BSC financial perspective. Meanwhile, training and education indicators provide detail about employee training programs at all levels of the company. Training and education are part of the objectives of the BSC learning and growth because they deal with employee morale and productivity. Ultimately, employees who are treated fairly with regard to wages, a decent work environment, and a healthy and safe place to work are likely to be more productive. Human rights indicators cover community, bribery and corruption, and political contributions. 



[image: ]

Community indicators are descriptions of policies to manage impacts on communities in areas affected by a company’s activities, as well as descriptions of procedures to address this issue, including monitoring systems and results of monitoring. Community indicators can be tied to the internal business processes objective of the BSC because companies can manage their operations better when they know how their activities affect communities in which they are located. Bribery and corruption indicators involve a description of the organization’s policy, procedures/management systems, and compliance mechanisms for addressing bribery and corruption. Political contribution indicators are descriptions of policy, procedures/management systems, and compliance mechanisms for managing political lobbying and contributions. They also include the amount of money paid to political parties and institutions whose prime function is to fund political parties or their candidates. In terms of the BSC financial perspective, the bribery and corruption and political contributions indicators are useful for managing risk associated with the prevention of illegal activities on the part of the company. Customer health and safety indicators, part of product responsibility, include a description of policy for preserving customers’ health and safety when they use the company’s products and services. This includes the extent to which this policy is visibly stated and applied as well as a description of procedures to address this issue, including monitoring systems and results of monitoring. In addition, descriptions of policy, procedures/ management systems, and compliance mechanisms related to product information and labeling are part of this set of indicators. These indicators can be viewed as important from the customer perspective of the BSC, and they intersect specifically with customer satisfaction, loyalty, retention, and profitability.


A FUTURE OF SUSTAINABILITY REPORTING

Sustainability reporting is a growing trend that promises to become a competitive edge for many companies. It is proving to be a valuable tool internally and externally, giving management a means of analysis and stakeholders more transparency. By combining economic, environmental, and social indicators across Kaplan and Norton’s balanced scorecard, management accountants can produce meaningful financial and non-financial sustainability measures that give decision makers a better view of a company’s short-term and long-term profitability as well as long-term viability. 
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2-2: Applying the Balanced Scorecard to Small Companies
Companies are designing their performance goals—and keeping score—based on their unique needs and perceived critical success factors.
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On October 30, 1996, Pacific Inland Bank of Anaheim, Calif., announced that it had changed its vision and strategy to such an extent that it was also changing its name to Security First Bank in a complete restructuring to transform it into “a true community bank, one that serves small businesses, professionals, and consumers.”1
The restructuring at Security First is only one example of how American companies are making major changes in responding to an increasingly competitive global economy. Indeed, the need for fundamental change is so strong that some leading authorities from academia and industry have called for a complete rethinking and reengineering of Corporate America. For example, in their book, Reengineering the Corporation,2 authors Hammer and Champy emphasize that it no longer is enough to do traditional tasks better. Rather, the realities of the current competitive environment require that the old “individual-based task-oriented” management concept be discarded completely and replaced with a “team-based process-oriented” management concept.
The current emphasis on restructuring has created a new problem for management because traditional measures of financial performance no longer are adequate to fully assess how the newly restructured organization is doing. Not only will successful restructuring require innovation in the way organizations view and measure performance, but developing, implementing, and evaluating such measures may be the greatest challenge that companies will have to face. In fact, a recent survey has found that “80% of large American companies want to change their performance measurement systems.”3 The “Balanced Scorecard” may be just what organizations need to help them restructure successfully to meet the demands of the 21st Century.



WHAT IS THE BALANCED SCORECARD?
Essentially, the Balanced Scorecard is a set of financial and nonfinancial measures relating to a company’s critical success factors. What is innovative about the concept is that the components of the scorecard are designed in an integrative fashion such that they reinforce each other in indicating both the current and future prospects of the company. More than others, Kaplan and Norton probably deserve much of the credit for elucidating and increasing the awareness of this concept.4
When Kaplan and Norton introduced the concept of the Balanced Scorecard they were looking for ways to concentrate corporate focus on performance measurement innovation. This focus was considered necessary because traditional management reporting systems have been found to be not much help in measuring performance in the new manufacturing environment. While these backward-looking “task” or “cost object” oriented measurement systems generated financial results for numerous organizational units—including results by entity, lines of business, cost centers, and profit centers—they failed to supply the information necessary to pull strong future performance out of the organization.
Today’s managers know that yesterday’s accounting results tell little about what actually can help grow market share and profits—things like employee development and turnover, innovative services that enhance customer values, the quality of vendor services, and benefits from advancements in research and development. A key advantage of the Balanced Scorecard is that it puts strategy, structure, and vision at the center of management’s focus.
Another advantage is that because the Balanced Scorecard emphasizes an integrated combination of traditional and nontraditional performance measures, it keeps management focused on the entire business process and helps ensure that actual current operating performance is in line with long-term strategy and customer values. In so doing, the Balanced Scorecard helps maintain a balance 






	Figure 1. TRANSLATING STRATEGY INTO OPERATIONAL TERMS*
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	*Adapted from R. Kaplan and D. Norton, “Using the Balanced Scorecard as a Strategic Management System,” Harvard Business Review, January-February 1996, p.76.

	Learning and Growth Perspective
	

	
	“To achieve our vision, how will we sustain our ability to change and improve?”
	







between building long-range competitive abilities and recognizing investors’ attention to financial reports. To this extent the Balanced Scorecard does retain traditional financial measures. But these financial measures are viewed in the larger context of the company’s competitive strategies for creating “future value through investment in customers, suppliers, employees, processes, technology, and innovation.”5
Because of the way the Balanced Scorecard aids in successful restructuring by linking together all subunits and members in a concerted effort to enhance the overall goals and objectives of the organization, many leading-edge companies have begun to adopt this new approach. For example, in late 1989, Bank of Montreal’s “corporate performance was heading downhill fast.” Chairman and Chief Executive Officer Mathew Barrett and his team, deciding that “a successful turn-around strategy had to include a new approach to performance measurement,” used the Balanced Scorecard to help solve the company’s problems. A partial list of other adopters includes KPMG Peat Marwick, Tenneco, Allstate, AT&T, and Elf Atochem.6



Major components of a balanced scorecard
A well designed Balanced Scorecard combines financial measures of past performance with measures of the firm’s’ drivers of future performance. The specific objectives and measures of an organization’s Balanced Scorecard are derived from the firm’s vision and strategy. As such, the relevance perspectives and their relative importance can be expected to vary among firms. There is some agreement, however, that the framework for a Balanced Scorecard will include at least four major perspectives: financial, customer, internal business process, and learning and growth (Figure 1).
The financial perspective serves as the focus for the objects and measures in the other scorecard perspectives. This perspective reflects the concern in for-profit enterprises that every action should be part of a network of cause-and-effect relationships that culminate in improving shortand long-run financial performance. In the process of identifying goals and measures, different financial metrics may be appropriate for different units within the organization, linking that unit’s financial objectives to the overall business unit strategy.
But how is a company to achieve its financial goals? Current wisdom is that every company needs to pay attention to the needs and desires of its customers because customers pay for the company’s costs and provide for its profit. Companies need to identify the customer and market segments in which they choose to compete. This customer perspective allows companies to align their measures of customer values (i.e., satisfaction, loyalty, retention, acquisition, and profitability) with targeted customers and market segments.




	

	RESPONSE FROM AN ELECTRONICS FIRM

	Goals
	Measures

	Customer Perspective
	

	Quality
	Own quality relative to industry standards; number of defects; first pass yields; delivered product quality; number of visits to customers to calibrate quality; number of returns; number and quality of customers.

	Price
	Own price relative to competitive market price; sales volume; customer willingness to pay.

	Delivery
	Actual versus planned; number of ontime deliveries; number of days early/late; current backlog; aging of past due orders.

	Shipments
	Sales growth; number of customers that make up 90% of shipments; % military sales; number of new-to-us part numbers shipped.

	New products
	Number of new products to support new semiconductors; rate of technology improvements; % of sales from products introduced in last two years.

	Support
	Response time; customer satisfaction surveys.

	Internal Capabilities
	

	Efficiency of manufacturing process
	Cycle time; lead time; manufacturing overhead cost/quarter; rate of increase in use of automation each quarter; days’ sales in WIP; yield.

	New product introduction
	Rate of new product introduction/quarter

	New product success
	New products quarterly sales; number of orders.

	Sales penetration
	Actual sales versus plan; increases in number of $1 million customers each quarter.

	New businesses
	Number of new businesses each year.

	Innovation
	

	Technology leadership
	Product performance compared to competition; number of new products with patented technology in them; annual rate of increase in number of new products per engineer.

	Cost leadership
	Manufacturing overhead per quarter as a percent of sales; rate of decrease in cost of quality per quarter.

	Market leadership
	Market share in all major markets; number of systems developed to meet customer requests and requirements.

	Research and development
	Number of new products; number of patents.

	Financial Perspective
	

	Sales
	Annual growth in sales and profits.

	Cost of sales
	Extent it remains flat or decreases each year.

	Profitability
	Return on total capital employed.

	Prosperity
	Cash flows.

	Employees and Community Perspective

	Competitive salaries and benefits
	Salaries compared to norm in local area.

	Opportunity
	Individual contribution, personal satisfaction in job; opportunity to share in company financial success.

	Citizenship
	Company contributions to community and the institutions that generate the environment; extent to which employees are encouraged to contribute to the community.





Another component of the scorecard focuses on those internal business processes that will deliver the objectives that the financial and customer perspectives have established for customers and shareholders. This component expands the focus beyond improving existing operating processes to defining a complete internal process value chain that includes identifying current and future customer needs and developing solutions for those needs. This perspective will be unique to each company as it identifies the complete chain of processes that add to the value customers receive from its products and services.
Based on the objectives established in the financial, customer, and internal business process perspectives, a company needs to identify objectives and measures to drive continuous organizational learning and growth. The objectives in the learning and growth perspective should be the drivers of successful outcomes in the first three perspectives.
Because the Balanced Scorecard expands the company’s set of objectives beyond traditional financial measures, managers will be able to measure how their business units create value for current and future customers. The Balanced Scorecard also helps to measure the need to enhance internal capabilities and the firm’s investment in people, systems, and those procedures necessary to improve future performance. In other words, the Balanced Scorecard is an attempt to capture the essence of the organization’s critical value-creating activities. The Balanced Scorecard also aids in communicating the company’s goals and rewarding those employees whose efforts enhance those goals. Because of the financial perspective, the Balanced Scorecard retains an interest in short-term performance but, at the same time, clearly reveals those drivers leading to long-term financial and competitive performance.

FITTING THE BALANCED SCORECARD TO THE ORGANIZATION
Developing a Balanced Scorecard involves a process of custom designing a strategic management measurement system for a specific organization. The process is begun by making a preliminary assessment of the overall business strategy of the organization. The focus is on integration of the entire business process but not overly emphasizing the individual tasks. Once the overall business process is identified, along with its goals and objectives, it should be possible to identify and rank the measures believed to capture the essence of the organization’s progress toward those goals and objectives.
To date, reported applications of the Balanced Scorecard mostly have been confined to large, international companies. These companies tend to face more turbulent and competitive environments, have more dispersed and varied products and processes that they to coordinate and monitor, and also have more resources for undertaking change initiatives. In comparison, small or local companies may have different needs such that what works for large companies may be ineffective or unnecessary for them. To gain some insights into the potential applicability of the Balanced Scorecard in small or local companies, we undertook a dialogue with four such companies operating in Southern California whose size ranged from 100 to 1,200 employees. This dialogue with a top-level manager, either the CEO or a senior vice president from each company, was loosely structured in the form of a question and response survey asking to what extent the company had considered developing a Balanced Scorecard to fir its particular needs. Each company was asked to identify up to five major components, along with the goals and associated performance measures, that might form the basis for an effective Balanced Scorecard for it.
Another objective of our study was to explore how the Balanced Scorecard might vary across industries, so we looked at four companies from different industries: electronics manufacturing, food ingredients, banking, and biotechnology. The Balanced Scorecards suggested by these companies are shown in Tables 1-4. Because of space limitations, however, we will discuss only the responses from the electronics firm, as shown in Table 1, in any detail.
We also asked each of the top managers to what extent their company had implemented a performance monitoring system similar to the Balanced Scorecard and if they thought such a system could be beneficial to their company. Only one of the responding companies said it had totally implemented such a system, with the other companies reporting that their current implementation status ranged from 3 to 7 on a scale of 1 to 10. All responding companies, however, said they thought such a system would be extremely beneficial, with the lowest score being 8 on a scale of 1 to 10, and half of the companies gave the value of the concept a perfect 10 rating.
The electronics firm selected the customer perspective, emphasizing the goals of quality, price, 










	Table 2.  RESPONSE FROM A FOOD INGREDIENTS COMPANY

	Goals
	Measures

	Financial Perspective
	

	Capture an increasing share of industry growth.
	Company growth versus industry growth.

	Secure the base business while remaining the preferred supplier to our customers.
	Volume trend by line of business; revenue trend by line of business; gross margin.

	Expand aggressively in global markets.
	Ratio of North American sales to international sales.

	Commercialize a continuous stream of profitable new ingredients and services.
	Percent of sales from products launched within the past five years; gross profit from new products.

	Customer Perspective
	

	Become the lowest-cost supplier.
	Total cost of using our products and services relative to total cost of using competitive products and services.

	Tailor products and services to meet local needs.
	Cross-sell ratio.

	Expand those products and services that meet customers’ needs better than competitors.
	Percent of products in R&D pipeline that are being test-marketed by out customers (percent of pipeline value).

	Customer satisfaction.
	Customer surveys.

	Internal Perspective
	

	Maintain lowest cost base in the industry.
	Our total costs relative to number one competitor; inventory turns; plant utilization.

	Maintain consistent predictable production processes.
	First pass success rate.

	Continue to improve distribution efficiency.
	Percent of perfect orders.

	Build capability to screen and identify profitable products and services.
	Change in pipeline economic value (risk-adjusted decision tree approach similar to option pricing methodology).

	Integrate acquisitions and alliances efficiently.
	Revenues per salary dollar.

	Learning and Growth Perspective
	

	Link the overall strategy to the reward and recognition system.
	Net income per dollar of variable pay.

	Foster a culture that supports innovation and growth.
	Annual preparedness assessment; quarterly reports (done by VP-MGR).

	Develop those competencies critical to the overall critical gaps to be filled.
	Percent competency deployment matrix filled.





delivery, and development of new products as of primary importance. This selection probably is typical of the contemporary world view that customers and their values must come first if the company is going to maintain long-term financial stability and growth.
The second component selected is internal capabilities. But analysis of the goals and measures attached to this component indicates that customer values and market penetration are still on the minds of the company’s management. There definitely is a linkage here that the management clearly recognizes.
Third, the company values innovation which, again, clearly reflects the linkage with customer values and market penetration. In this area, we also see that they are very concerned with quality, the cost of quality, and its cause and effect on competitive market prices.
Fourth, the company indicates, but with little discussion, that there is a need to provide shareholders some relatively short-run traditional financial results. That the company places this component fourth is an indication that it sees customer values, product development and innovation, and market penetration as drivers of financial performance.
Finally, the company management’s explicit identification of an employee perspective reflects its belief that a well-paid and satisfied workforce is key to attaining the company’s overall goals and objectives.

DIFFERENT GOALS AND SCORECARDS
As we mentioned earlier, an important consideration in applying the Balanced Scorecard approach is to recognize that each organization is unique and, therefore, requires a different set of goals, objectives, and strategies to attain its mission. This fact is evident when we look at the items selected by some of the other companies for their scorecard.
A company in the food ingredients industry (Table 2) says it is first interested in the financial perspective but then proceeds to identify many goals and measures in the other perspectives that will enhance the financial goals along with the goals of perspective.
The responses from a commercial bank are illustrated in Table 3. An interesting observation about this scorecard is that it sets out a separate community perspective. This viewpoint probably reflects the traditional community role that bank managers think may be expected of them.
Finally, a biotechnology firm in its Balanced Scorecard (Table 4) selected the customer perspective as of primary importance. The financial perspective comes after customers and technological leadership. Thus, across the four types of companies considered there is a clear indication that management is designing the goals and measures to fit the company’s unique needs and perceived role. Further, these responses suggest that the Balanced Scorecard can be an effective management tool for small companies as well.

FOUR NEW MANAGEMENT PROCESSES
Kaplan and Norton show how the Balanced Scorecard will let managers introduce “four new management processes that, separately and in combination, contribute to linking long-term strategic objectives with short-term actions.”7 Figure 2 shows how the integration of the four processes lead to the Balanced Scorecard.
The first process—translating the vision—helps managers build a consensus of opinion about the organization’s vision and strategy. Because it is very important to translate vision and strategy into operational terms that employees can understand and use to guide actions at their local level, the vision and strategy statements must be expressed as an agreed-upon integrated set of objectives and measures that describe the long-term drivers of success.
The second process—communicating and linking—helps management tie overall objectives and strategies to department and individual objectives. This process replaces the traditional way departments are evaluated by financial performance and individual incentives. The advantages of this new approach is the way it ensures that all levels of the organization are made aware of and understand the company’s long-term strategy. The scorecard also ensures that individual and departmental objectives are in agreement with the long-term strategy.
The third process—business planning—helps organizations integrate their business and financial plans. Kaplan and Norton explain that most organizations today are trying to implement a variety of change programs that are competing with each other for time, energy, and resources.8 This competition can be so intense and inner focused that it is difficult to integrate these diverse initiatives to achieve the firm’s overall strategic goals. The Balanced Scorecard can be used to set goals that provide a basis for allocating resources and setting priorities. The scorecard also can aid in eliminating some initiatives and selecting others that are more effective for moving the organization toward its long-term strategic objectives.
The fourth process—feedback and learning—helps management direct the organization toward strategic learning. This process is different from traditional feedback and review models that focus on whether the company, departments, or individuals have met their budgeted financial objectives. An advantage of the Balanced Scorecard approach over traditional models is that it focuses management’s attention on managing results from the perspective of customers, internal business processes, and learning and growth. This real-time learning perspective can increase organizations’ nimbleness in modifying strategies in response to changing circumstances.

THE PERSONAL SCORECARD
Because achieving a company’s goals requires a concerted effort on the part of everyone, there is a need to translate the goals and objectives down to the individual level. Translating the company scorecard into specific goals and measures at the individual level is important for motivating and focusing the individuals and teams performing the work. There is no reason why all the individual scorecards should be identical because each member may have a unique role in the 


	Table 3.  RESPONSE FROM A COMMERCIAL BANK

	Goals
	Measures

	Shareholders — Financial Perspective

	Return on assets of 1% or more and return on equity of 15% or more.
	Net interest margin; noninterest income; noninterest expense.

	Efficiency ratio of 68% or less.
	Overhead expenses.

	Growth in assets of 15% or more.
	Asset growth.

	Loan losses of .5% or less.
	Number of problem loans; early detection rate.

	Loan delinquencies over 30 days of 2% or less.
	Number of bad loan underwriting; number of loan delinquencies.

	Customer Perspective
	

	Personalized quality service
	Number of complaints; amount spent on training; number of rewards and recognitions; customer satisfaction.

	Competitive products
	Sales volume; number of customers; number of products offered a year; extent products are “user friendly” compared to competition; degree of use of technology (where appropriate).

	Pricing
	Cost of doing business; own price relative to competition; extent service is better than competition.

	Customer satisfaction
	Customer surveys.

	Employee Perspective
	

	Competitive wages and benefits.
	Annual market review.

	Participation in success of the organization.
	Bonuses based on corporate and personal performance; sales incentives; recognition.

	Enhanced job skills.
	Training/schooling; coaching.

	Objective evaluation of performance.
	Performance standards; job descriptions.

	Enhance upward career movement.
	Number of promotions from within; posting of most open positions.

	Community Perspective
	

	Support worthwhile community activities.
	Extent of employee participation; extent of financial support.

	Act as good corporate citizens.
	Extent employees are encouraged to vote; extent of support and activities that foster this attitude.





organization. The goals and needs of any organization are many and varied, and skills, talents, and interests also vary across individuals. To attain the greatest success as a whole requires organizations to exploit these individual differences and to seek and create synergies among its members. Thus, unlike a golf team, where the team score is simply the sum of individual team members’ scores, most organizations are more like a football team, where the team outcome depends on coordination and cooperation in addition to specialization among team members. Accordingly, while the individual personal scorecards need to be consistent with the organization’s overall strategies, goals, and measures, there also needs to be flexibility in accommodating individual strengths and weaknesses.
A question that remains is whether an organization’s compensation system should be linked to its Balance Scorecard measures. Some companies believe that tying financial reward to performance is a powerfully motivating incentive and have done so.9 If an organization is considering using such a linkage in its compensation scheme, however, it is important to realize that there also are risks involved with this approach. Does the organization have the right measures on the scorecard? Does the organization have valid and reliable data for the selected measures of performance? Are there undesirable consequences that could arise from actions aimed at achieving the





	Table 4.  RESPONSE FROM A BIOTECHNOLOGY FIRM

	Goals
	Measures

	Customer Perspective (How can we improve customer perceptions and relationships?)

	New products
	Percent of sales from new products.

	Early purchase of seasonal products
	Percent of sales recorded by early purchase date.

	Accurate invoices
	Percent error-free invoices.

	Early payment
	Percent of customers who pay early.

	Product quality
	Product performance vs. industry quality standards.

	Customer satisfaction
	Customer satisfaction surveys.

	Internal Business Perspective (Efficiency; how can we be more cost-effective?)

	Low-cost producer
	Unit cost vs. competitors.

	Reduce inventory
	Inventory as percent of sales.

	New products
	Number of actual introductions vs. target.

	Innovation Perspective (How can we establish and maintain technological leadership?)

	New active ingredients
	Number of new ingredients identified by internal discovery program.

	Proprietary positions
	Number of patents that create exclusive marketing rights.

	Financial Perspective (How do we build shareowner value?)

	Growth
	Percent increase in top line revenue.

	Profitability
	Return on equity; earnings per share.

	Industry leadership
	Market share.





established targets? Those types of questions need to be explored before an organization adopts an incentive strategy based on achieving certain targeted goals.
We do know that if the current trend of shifting emphasis from individual achievement to cooperation and teamwork continues, companies will need to reexamine their short-term formula-based incentive compensation systems. Moreover, when companies adopt the Balanced Scorecard approach, they move to a longer-term viewpoint and may need to set incentive rewards more subjectively. According to Kaplan and Norton, the longer-term subjective evaluation process appears to have the advantage of being less susceptible to the game playing and distortions associated with explicit, formula-based rules.10 There is little doubt that the Balanced Scorecard has a role to play in incentive compensation systems. Exactly what that role will be will become clear as companies experiment with various ways to link rewards to scorecard measures.

Implementing the balanced scorecard
If the experience of other companies is any guide,11 the design and implementation process for installing a Balanced Scorecard may take two years or more. A typical schedule may contain all or some of the following component stages.
Stage 1. A strategic planning retreat involving all levels of management is held to identify strategic issues and discuss possible solutions. A major purpose of this meeting is to achieve a consensus among the individual members concerning the company’s overall vision and strategic goals and objectives. This step should lead to identifying the critical perspectives in the company’s Balanced Scorecard.

Stage 2. A strategic planning committee is formed to formulate objectives for each previously identified perspective in the firm’s Balanced Scorecard.

Stage 3. Using the Balanced Scorecard as a communication tool, the strategic planning committee seeks comments on and acceptance of the company’s Balanced Scorecard from all members of the organization.

Stage 4. Based on feedback from the dialogue with the individual members, the strategic planning committee revises the company’s Balanced Scorecard.



	Figure 2. MANAGING STRATEGY: FOUR PROCESSES*
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Stage 5. The revised balanced Scorecard is communicated to the individual members. Thereupon, each individual member is required to develop a personal Balanced Scorecard that supports the company’s overall goals and objectives described in its Balanced Scorecard.

Stage 6. The strategic planning committee reviews the individual Balanced Scorecards and may revise not only the personal scorecards but also the company’s Balanced Scorecard.

Stage 7. Based on final Balanced Scorecards, management formulates a five-year strategic plan for the overall organization. The first-year plan is expanded into the annual operating plan for the following year.

Stage 8. Individual and company progress is reviewed quarterly to identify areas that need immediate attention and additional work.

Stage 9. Based on the individual personal Balanced Scorecards, the company’s personnel committee in conjunction with each individual’s supervisor evaluates each member’s performance for the past year and makes recommendations relating to retention promotion, salary increases, or other rewards.

Stage 10. The strategic planning committee revises the company’s Balanced Scorecard and the five-year strategic plan based on external and internal scanning of the company’s current condition and changes in the economic environment.
Because the process is so lengthy, managers should lose no time in evaluating the Balanced Scorecard concept to see if they want to implement it or other methods that will promote and support change to better measurement and reward systems.

A SCORECARD FOR THE 21ST CENTURY
Maybe it is time to try something new. The Balanced Scorecard appears to be an exciting new idea that may help firms restructure to survive in difficult times. The scorecard also appears to be a concept that helps management direct its attention to those goals and objectives and the measures that drive the company toward achieving those goals and objectives that will allow the company to reengineer or restructure to meet the needs of the 21st Century.
The Balanced Scorecard is not so structured that it can serve all organizations uniformly. But, instead, its strength really lies in providing for management the ability to design a unique scorecard that specifically firs the needs of that company, subunit, or individual employee.
Perhaps most important, while the Balanced Scorecard is relatively new on the performance measurement scene, its perceived advantages at this time indicate that it may be with us for quite awhile.
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2-3 SOCIAL AND ENVIRONMENTAL IMPACTS

By: Mark J. Epstein 


On Main Street, consumers have been focusing on two compelling financial and social issues. On the financial side, the price of oil has reached an all time
high, and its cost is affecting each one of us every time we fill our tanks. On the social side, most of us acknowledge that global warming is a critical
issue. Witness the Nobel Peace Prize awarded to Al Gore and the UN Intergovernmental Panel on Climate Change for their work related to environmental issues. It was the Peace Prize they received because of the recognition that these environmental issues can cause dramatic changes in our weather patterns, our ability to produce food, and the balance of economic power in the world.

On Wall Street, these same concerns are now front and center. Social and environmental responsibility is no longer an option. For the same financial and social reasons, companies recognize that these issues impact both corporate social and environmental performance and the bottom line simultaneously. And the price of oil, the use of oil, and environmental and financial
impacts are inextricably linked.  Large and small companies alike have recognized that more effective management of stakeholder impacts and relationships is critical to success. The question of whether or why they should pay attention to issues of social and environmental responsibility is no longer up for discussion. The challenge is how. And it isn’t only the senior corporate managers who are faced with these issues of sustainability implementation. Financial executives play a critical role in developing processes that will lead to improvements in both social and financial performance. Integrating social and environmental impacts into both operational and capital investment decisions requires expertise that typically lies in the finance functions. Accounting and financial analyses that are part of costing, capital investment decisions, and performance evaluations are important components of the business case that must be made to provide information for managerial decisions regarding corporate social responsibility.

Implementing strategies for managing corporate social, environmental, and economic impacts (sustainability) is thus an important challenge for senior executives, who are often confronted with how to manage the paradox of improving social and financial performance simultaneously. Business unit and facility managers are pressured to deliver profits, and their performance is typically measured primarily on profits. So there’s significant incentive pressure that can often make it difficult to obtain alignment of strategy, structure, systems, performance measures, and rewards to facilitate effective implementations. Often it’s also difficult to obtain the resources to effectively manage the various drivers of social and environmental performance. What should managers do?

Managing Corporate Sustainability

Corporations have become more sensitive to social issues and stakeholder concerns and are striving to become better corporate citizens. Whether the motivation is concern for society and the environment, government regulations, stakeholder pressures, or economic profit, the result is that
most managers must make significant changes to manage their social, economic, and environmental impacts more effectively. The best practices in corporate sustainability performance are no longer focused primarily on companies like Ben & Jerry’s or The Body Shop as they were 10 or 20 years ago. Now companies like GE and Wal-Mart (along with many others) are leading the way with significant
financial and organizational commitments to social
and environmental issues. And all companies, large and small, in highand low-impact industries, are finding these issues increasingly important.

As companies search for ways to improve their performance, determining the best approaches to thoroughly integrate social and environmental concerns into all parts of company operations still causes challenges. These challenges exist because implementing sustainability is fundamentally
different from implementing other strategies in
an organization. For operating goals, the direct link to profit is usually clear. For innovation, though long term and also often difficult to predict and measure, the intermediate goal is new products, and the ultimate goal is increased profit. For sustainability, the goal is to achieve excellence in both social and financial performance simultaneously. Managing and measuring this paradox creates significant challenges. Since the primary goal of business is to earn a profit, incentive pressures exist that cause managers to make decisions to improve profitability. When actions improve both social and financial performance
simultaneously (win-win), this is simpler.
But when there’s a significant financial cost in improving social or environmental performance, managers are faced with a dilemma of how to make the choices and which actions to take. 

All this means it’s difficult to implement the proper systems to pursue sustainability and to evaluate the impacts of sustainability on financial performance and the tradeoffs that ultimately must be made. Often it’s unclear how tradeoffs between financial and social performance should be made. There is also considerable uncertainty about how shareholders will respond to these tradeoffs. Moreover, the tradeoffs keep changing: Today, shareholders may want the company to place substantial weight on social performance and the environment, and at other times they may want the company to place more weight on short-term profits. Sometimes there are no additional costs—such as when emissions are reduced, which improves both the environment and company cleanup costs—but sometimes being a good corporate citizen does cost more in current costs (though it may still have a big payoff in improved corporate reputation
and thus improved sales). 

The costs of implementing sustainability are also changing constantly. For example, potential technology improvements may reduce equipment costs, so it would be far cheaper to implement pollution reduction processes later rather than at an earlier point in time. Even when a company thinks that sustainability is providing financial benefits, the benefits can, at best, be measured over long time horizons only. This makes it difficult to measure the impact of social and environmental performance and to quantify the resulting benefits. The constant uncertainty about how much sustainability is necessary, the constantly changing emphasis on and costs of implementing sustainability, and the long time horizons necessary to measure the financial benefits of sustainability make it difficult to implement sustainability in the same way that other corporate strategic initiatives are implemented. 

To improve the integration of social and environmental impacts into day-to-day management decisions, companies must tie the measurement and reporting of these impacts into decision-making processes. Further, they must measure and report these impacts in financial terms and then integrate them into the traditional investment models.

The Corporate Sustainability Model

To implement a sustainability strategy effectively, it’s critical that managers: Understand the causal relationships among the various actions that can be taken; Understand the impact of these actions on sustainability performance; Understand the likely reactions of the corporation’s various stakeholders;
Understand the potential and actual impact on financial performance; Integrate sustainability into operational, strategic, and resource allocation decisions; Assist colleagues in managing the paradox of improving social and financial performance simultaneously; Recognize that strategy, leadership, and implementation tools are essential components.

To measure their success in achieving a sustainability
strategy, companies must understand these interrelationships and establish relevant performance metrics. Then they can improve operational decision making and “make the business case” for a sustainability strategy through a better linking with the ultimate impacts of the strategy on both the company and society. 

Based on extensive company experiences and academic research, I developed a Corporate Sustainability Model (Figure 1) to describe the drivers of corporate sustainability performance, the actions that managers can take to
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affect that performance, and the consequences of those actions on both corporate social and financial performance. By carefully identifying and articulating the drivers of social and environmental performance and measuring and managing the broad effects of both good and bad performance on the corporation’s various stakeholders, managers can make a significant contribution to both the company and society. This permits better integration of that information into the day-to-day operational decisions
and makes social concerns part of the organization. So far, managers and academics have said that they have found the Corporate Sustainability Model useful.

Explaining the Model

Let’s take a look at the Corporate Sustainability Model. Inputs include the external context (regulatory and geographical), the internal context (mission, strategy, structure, and systems), the business context (industry sector, customers, and products), and the human and financial resources available to the corporation. These inputs guide
the decisions of leaders and the processes that the organization undertakes to improve its sustainability. They provide a foundation for understanding the complex factors that leaders should consider and often take the form of constraints that must be addressed. For example, companies in the chemical business will typically have higher environmental 


impacts, and those that manufacture in China will have additional product quality, safety, and labor issues (as we have seen in the press recently) that are part of the inputs that may not be easily changed but that impact sustainability.

After evaluating the inputs and their likely effects on
sustainability and financial performance, leaders can
develop the appropriate processes to improve sustainability. The sustainability strategy, structure, systems, programs, and actions have three major sets of impacts: corporate financial costs and benefits of actions, social and environmental impact, and financial impact through sustainability performance.

The managerial actions taken lead to sustainability performance (positive or negative) and stakeholder reactions (outputs) that ultimately affect long-term corporate financial performance (outcomes). Also included in the model are continual feedback loops that leaders can use to evaluate and improve corporate strategies. Managers should customize this general framework to reflect their particular internal, external, or business context. They must map a corporate performance framework that reflects their specific concerns and interests in sustainability
performance and that provides rewards for supportive
managerial actions. 

A fundamental aspect of this framework is the distinction between intermediate results and financial outcomes. In Figure 1, Arrow 1 portrays processes that have immediate and identifiable costs and benefits that affect long term corporate financial performance. Arrow 2, on the other hand, shows the impact of the various inputs and processes on sustainability performance. 

Arrow 3 shows how corporate financial performance is impacted by stakeholder reactions to corporate sustainability performance. Therefore, intermediate outputs, such as environmental and social performance, public image, employee hiring, and market share, must be monitored to determine the effectiveness of sustainability management practices. Arrow 3 depicts what is often termed “the business case” for sustainability or corporate social responsibility. Whereas Arrow 2 portrays the effect of sustainability actions on social performance, Arrow 3 reflects how, through stakeholder reactions, the social performance affects financial performance. Thus, sustainability or social performance should be seen as both an intermediate output and an outcome. That is, it’s important to understand, measure, monitor, and manage social performance because of concern for societal impacts and for long-term corporate financial performance. 

The feedback process is an important aspect of the Corporate Sustainability Model that will challenge and change strategies and assumptions. Various mechanisms must be in place so that it doesn’t rely exclusively on the data related to financial performance. Indeed, appropriate management control systems should feedback information on potential environmental and social impacts, sustainability performance (at all organizational levels), sustainability initiatives, stakeholder reactions, and corporate financial performance.

Integrating Sustainability

The costing, capital investment decision, and performance evaluation processes are critical elements in any successful implementation, and the role of the financial executive is central to them. The financial executive can provide significant additional assistance and guidance with the tools described here. He/she can do the required measurements to fit into the capital investment request processes and/or can provide guidance and assistance in how to do the performance measurements to aid in the analysis and decision making. 

Turning strategy into actions and then into successful performance improvement is accomplished in part through the effective use of various management systems such as human resource management, costing, capital budgeting, performance measurement, and incentive systems. These systems are instrumental in achieving positive sustainability impacts and in improving stakeholder reactions as well as financial performance. They influence innovation, productivity, costs, revenues, capacity availability, and quality. These decisions about the design and implementation of the management systems to put into place help determine the company’s competitive stance and long-term positioning. An evaluation of the cash flows associated with the costs, benefits, and risks associated with alternative decisions is required. A more complete analysis that is aided by the financial professionals can help make the capital investment decision-making process more complete since the costs, benefits, and risks are analyzed and measured more thoroughly. These are often not measured because the managers aren’t expert in
performance measurement and the financial professionals haven’t focused on applying both the financial and nonfinancial measures discussed here—these do improve analysis and decisions. 

Before investing in a new location, Royal Dutch Shell employs a human rights institute to conduct country risk assessments, highlighting any human rights risks managers should consider when making a decision as to whether to enter the country. Alcoa, like many others, has established a comprehensive capital expenditure review process for environment, health, and safety that analyzes benefits and costs more carefully. 

Companies are increasingly trying to improve their costing of social and environmental impacts. At Canon, each department bears the financial burden of its own waste processing. With this new program, waste generated by each workplace is collected at a recycling center where the department, type of waste, and amount are recorded. Each department is then assessed a waste processing fee for the waste produced. As companies improve the costing of social and environmental impacts—often using approaches like activity-based costing (ABC)—they gain a better understanding of the complete costs of products, services, processes, and other activities. This can lead to improved understanding and management of both sustainability and financial performance.

 Corporate incentive and reward systems are often a critical piece of the alignment process. Some companies have developed comprehensive self-assessment programs to focus their organization’s efforts on performance areas that create value for the company’s stakeholders and that help sustain long-term improvements. Then they often establish targets to measure improvements and develop a set of rewards for individuals and teams to reward improved social and environmental performance.

 Other companies have tied individual performance reviews and compensation explicitly to sustainability performance, establishing social and environmental performance as a critical variable for compensation in incentive systems. For example, Wal-Mart has linked executive bonuses to diversity in its hiring practices. At Shell, environmental and social aspects can be a 20% component of performance measurement and bonuses.

As companies move toward more systematic implementation of sustainability, the processes to implement sustainability, including the ones described earlier and measured in Table 1, and the measurement of performance become increasingly important. Whether companies want to bring these factors explicitly or implicitly into performance evaluation and rewards, improved measurement
and management are critical. The potential costs, risks, and benefits are increasing, so the measurement
and integration of these impacts into capital investment decision systems and return on investment (ROI) calculations, costing systems, and performance measurement systems become increasingly important—as does the role of the financial executive, who has the skills to do
the measurements and analysis necessary to improve
these decisions and who is the one generally responsible for the capital investment and costing analysis. (A comprehensive approach for the integration of social, environmental, and political issues into capital investment decisions and ROI calculations will be the focus of a related article in next month’s issue.)

Implementing the Framework and Measuring Results

Many companies haven’t focused on quantifying the link connecting sustainability actions, sustainability performance, and financial gain and haven’t focused on making the “business case” for corporate social responsibility. Instead, they act in socially responsible ways because they 



believe it’s “the right thing to do.” Yet programs put in place solely for this reason are vulnerable because they are subject to the whim of shifting public priorities, changing corporate leadership, and financial cycles. 

Only by making the “business case” for social and environmental performance can managers truly integrate social and environmental aspects into their business strategies. This is challenging because the costs and benefits of a sustainability strategy aren’t firmly lodged in any one function or business unit. Further, many economic benefits of sustainability initiatives are often seen as intangible and therefore difficult to measure. Measuring hazardous waste generated is relatively straightforward, measuring employee satisfaction is more difficult, and measuring the impact of a company on society is even more difficult. And converting these impacts into monetary terms provides additional challenges. But for each of these we know the number isn’t zero, and each represents an output that relates to the success of a sustainability strategy. Sustainability benefits are also often longer term, making them more challenging to relate to current organizational performance. Nevertheless, the measures are important for management decisions and to facilitate continuous improvement. These systems also provide the proper tools for feedback and corrective actions.

Table 1 provides a small sample of measures for the
inputs, processes, outputs, and outcomes in the Corporate Sustainability Model. Companies typically select a small number of measures and customize them to meet their corporate strategies. The measures should be quantifiable, in either absolute or percentage terms, as well as complete and controllable. Also, all measures should be clearly linked in a causal relationship. 

Various tools and techniques are available to measure the different aspects of sustainability performance. For example, customer surveys are powerful tools that help companies better understand the benefit of sustainability investments for increasing revenue or decreasing costs related to their customers. They provide valuable information regarding opportunities to improve overall profitability. Internally, surveys, focus groups, and other techniques are increasingly being used to measure and monitor employee and other stakeholder reactions and provide feedback. Dow Chemical has established community
advisory panels in most of the communities in which it has facilities, and they serve as a voice of the community. These panels have suggested a variety of efforts such as emergency response education for residents, community projects, and local hiring. 

In addition, further statistical analysis should be performed to analyze and test the validity of the customized model. As companies evaluate the initial model’s performance, they will inevitably add links and drop others because there isn’t enough evidence of a strong relationship. This phase is critical because it’s here that a final model emerges and the focus shifts to applying the model to support decision making. Internal and external factors may challenge and change assumptions and strategies. Thus, in light of new information, metrics and links must be continuously updated and reassessed. 

Although measurement may be imprecise, it certainly is relevant. Social and environmental impacts should be included in ROI calculations for more effective managerial decision making at all organizational levels. Well designed measurement systems aid in evaluating the impacts of sustainability initiatives on financial performance and the tradeoffs that ultimately must be made when there are many competing organizational constraints and numerous barriers to implementation.

Assets and Opportunities 

Without appropriate management systems, corporations may not reap the benefits associated with sustainability performance. The alignment of strategy, structure, management systems, and performance measures is essential for companies to be able to coordinate activities and motivate employees toward implementing a sustainability strategy. This must be viewed over a long time horizon so that both the leading and lagging indicators of performance can be examined. 

The Corporate Sustainability Model provides a comprehensive approach for examining, measuring, and managing the drivers of corporate sustainability. It has been extensively tested and revised in both academic and managerial studies and implementations. Managers can use it to gain a greater understanding of the impacts of the various past, pending, and future corporate decisions on both the company and society. And it can help them make a sustainability strategy part of a company’s regular operations and tie it to the specific actions that will improve both sustainability performance and financial performance. A careful identification and measurement of key performance drivers improves the strategy implementation process. This model can provide guidance to both researchers and managers that will help them better analyze and manage these drivers and to manage social and environmental impacts more effectively. 

Global companies are increasingly faced with difficult dilemmas. Particularly, there is significant pressure to reduce costs in the supply chain. Yet by switching to lower-cost suppliers, various social and environmental impacts may increase, and the reactions from various stakeholders—including employees, customers, regulators, and community activists—may have a detrimental effect on financial performance. Senior management is often faced with complex facility location decisions that in simpler times could be completed by examining differentials in labor, shipping, and raw material costs. Now social, environmental, and political risk must become part of the calculus. 

The results of corporate decisions are being scrutinized more closely than ever before. Some companies have been ineffective in the development and implementation of a strategy for addressing environmental and social concerns or integrating these issues into day-to-day management decisions. In contrast, leading companies view social and environmental responsiveness as an asset and an opportunity, not as a liability or cost. They recognize that an investment in the structures and systems to ensure strong social and environmental performance often pays dividends in terms of improved process and production quality, improved production efficiency and yields, improved innovation, lower risk, improved reputation, and increased profitability.
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2-4 THE USE AND USEFULNESS OF
NONFINANCIAL PERFORMANCE MEASURES 

By: Chee W. Chow, Ph.D., and Wim A. Van Der Stede, Ph.D. 


Executive Summary

Using survey data from manufacturing managers of 128 firms, this study empirically examines the extent to which firms combine financial, quantitative nonfinancial, and subjective performance measures. Both the relative use of measure types and specific measures within each type are found to vary with the companies’ manufacturing strategies. This supports claims that the three types of measures play different roles in supporting a firm’s operations. A related finding is that the measure types have different impacts on important employee actions, such as
risk taking, efforts at innovation, relative emphases on the short vs. long term, and the propensity to game the performance evaluation system.

It is well accepted that performance measurement
plays many important roles in running an organization. These include translating strategy into
desired behaviors and results, communicating these expectations, monitoring progress, providing feedback, and motivating employees through
performance-based rewards and sanctions. For a long
time, managers had primarily used accounting-based
measures for these purposes. But with the advent of
new competitive realities such as increased customization, flexibility, and rapid response to customer expectations, as well as new manufacturing practices such as Just in Time and total quality management, many have argued that accounting-based performance measurement systems are no longer adequate. In the past decade especially, a wide variety of measures and systems have been proposed and implemented to overcome the purported limitations of accounting-based measures in these environments. A prominent example of these new approaches is integrated performance measurement systems, such as the balanced scorecard. 

While proponents have made a persuasive case for the new measures and measurement systems, the support they have provided for these new systems mostly has been in the form of anecdotal evidence with limited scope, claims based on proprietary studies, or even simple, though intuitively appealing, illustrations. Furthermore, there is a tendency to downplay, if not outright ignore, the potential shortcomings and limitations of the alternatives being proposed. While the limited scope of such support does not necessarily negate the potential usefulness of the proposed changes in performance measurement, it is insufficient for guiding informed adoption decisions.

Managers need a more systematic understanding of
the advantages/benefits and the disadvantages/costs of the new approaches compared to those of traditional accounting-based systems. The aim of this article is to contribute toward building such an understanding. Specifically, we investigate the relative use of financial, quantitative nonfinancial (“nonfinancial” for short), and subjective performance measures by a sample of 128 firms. The term “subjective measures” is used to represent nonfinancial measures that are derived from subjective judgment. We further explore whether financial, nonfinancial, and subjective performance measures differ on such characteristics as controllability and vulnerability to measurement errors and, more importantly, impact on such behaviors as risk taking, efforts at innovation, and game playing. 

The results indicate that companies with different manufacturing strategies use different mixes of the three types of measures. This is consistent with each type of measure performing a different role in supporting operations. Further supporting this inference is that the three types of measures do have some different effects and properties which, interestingly, are not always in the directions suggested by prior literature. To help readers follow our study and to interpret our findings, we start by reviewing the key points that have been made about the characteristics and impacts of financial, nonfinancial, and subjective performance measures. Then we explain our data collection approach and present the results. We conclude with a discussion of the implications for management accounting practice.



Common Claims

Recent coverage of performance measures has criticized periodic financial measures as being too aggregated, too late, and too backward-looking to help managers understand the root causes of performance problems, initiate timely corrective actions, encourage cross-functional decision making, and focus on strategic issues. A typical example used to illustrate these shortcomings is “dollarized” variance information. Most unfavorable variances
have multiple causes that stem from problems in multiple departments. Yet traditional accounting-based reporting systems tend to be structured along departmental lines. This mismatch between the root causes and report structure, along with a focus on the aggregate financial impact rather than operations, may induce managers to avoid taking responsibility, attempt to optimize locally, and/or engage in dysfunctional behaviors to maximize short-term performance at the expense of long-term effectiveness and competitiveness. 

These and many other criticisms of financial measures are intuitively appealing and likely have considerable validity. In deciding whether to increase the use of nonfinancial measures—and, if so, which ones—it is important to recognize that nonfinancial measures are not free of limitations. For example, if a firm tracks the percentage of shipments delivered on time, there
may be an incentive to sacrifice one late but important shipment to ensure the on-time delivery of many smaller shipments. Moreover, at least some nonfinancial performance measures may be difficult to measure accurately, efficiently, or in a timely fashion. In a study of business executives by Wm. Schiemann & Associates, the executives widely acknowledged the limitations of traditional financial measures. Nevertheless, they still favored them over nonfinancial measures because they saw them as generally being less ambiguous. As a group, the executives were less willing to bet their jobs on the quality of a variety of nonfinancial information than on the quality of financial information. This is particularly true when nonfinancial performances are subjectively assessed, due to potential evaluation biases. 

It is possible, of course, that examples and studies like these merely reflect how things are instead of how they can be. In other words, financial measures may be inadequate because managers have not fully reaped their benefits—and not because of inherent limitations.
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Similarly, it is possible that the purported shortcomings of nonfinancial measures are the outcomes of ineffective implementation and use. The important point is that the effective design and use of performance measurement systems requires a systematic and balanced investigation of the characteristics, strengths, and weaknesses of financial vs. nonfinancial performance measures. 

As academics without a vested interest in particular
outcomes, we undertook such an investigation by soliciting the experiences of manufacturing managers from a large sample of firms. While ours is not the first study to survey managers on the topic, a distinguishing feature of our study is that it includes numerous specific performance measures of each type. Another important advance over previous studies is that we distinguish between nonfinancial measures that are quantitative and objectively measured and ones that are subjectively determined. Such a distinction helps to increase understanding of the use and characteristics of subjective performance measures, which is important because subjective measures are increasingly being promoted due to many aspects of work and performance not being readily quantifiable. 

We also explored if the relative uses of the three types of performance measures, as well as specific measures within each type, vary with firms’ manufacturing strategies. Because a major criticism of financial measures is their inadequate ability to support modern manufacturing systems and initiatives, we focused specifically on firms’ relative emphasis on quality. In the specific case of quality-focused manufacturing, proponents of quality initiatives have argued that such initiatives tend to change the focus of work (e.g., prevention vs. inspection) within subunits of the firm and intensify the degree of interdependence among organizational subunits. Quality strategies also are seen as involving lead-lag relationships (e.g., prevention vs. warranty costs) and aspects of work that are difficult to quantify (e.g., cooperativeness). Because of these attributes, it has been argued that quality initiative implementation is better supported by nonfinancial than financial measures, as the former can more effectively secure commitment to quality initiatives, communicate their significance throughout the organization, and capture the multiple relevant aspects of complex, diverse, and team-based tasks.

Data Collection

Consistent with our focus on manufacturing strategy,
we limited our sample to the manufacturing sector.
Within each firm, we directed our survey to the manager or director of manufacturing. See “Sample Selection” on p. 7 for an explanation on how we obtained the sample of 128 firms. 

The first section of the survey asked participants to indicate the specific measures currently used for evaluating manufacturing performance. There was one subsection on financial measures, three subsections on objective nonfinancial measures (internal operating measures, employee-oriented measures, and customer oriented measures), and one subsection on subjective performance measures. Each subsection listed a large number of performance measures that we had identified based on a wide reading of both the academic and practitioner literatures. Table 1 lists the specific measures in each category. Respondents could check off measures from the list as well as write in additional measures. To curb a potential upward bias in the number of measures reported—in other words, situations where financial, nonfinancial, or subjective performances are tracked but not used—we explicitly directed respondents “to only check (or write in) those measures that are reported, analyzed, and discussed on a regular basis for the purpose of performance measurement and evaluation.”8 

Since we wanted to compare the use of performance measures by firms with different emphases on manufacturing quality, we also asked the manufacturing managers to indicate the extent to which the following activities occurred in their firms, where 1=“not at all” and 5=“very high extent”:

1.  Nonmanagement employees are evaluated for quality
performance;
2.  Nonmanagement employees participate in quality
improvement decisions;
3.  Building awareness about quality among nonmanagement
employees is ongoing;
4.  Quality performance data are displayed at employee
work stations/areas;
5.  Suggestion programs for quality improvement among nonmanagement employees are used; 
6.  There are programs in place to improve cycle times (e.g., by reducing time delays or nonvalue-added activities in manufacturing); and
7.  There are programs in place to coordinate quality improvements with other departments within the organization.


These seven practices encompass items consistently
identified by the academic and practitioner literature as being critical aspects of quality initiatives: employee involvement, process improvements, and cross departmental coordination.

Survey Results

Across all firms in the sample, the average performance measurement system contains a wide variety of measures, with internal operating measures (26%) and financial measures (25%) used the most. There were lower but still nonnegligible proportions of subjective performance assessments (19%), employee-oriented measures (15%), and customer-oriented measures (15%). Categorizing the measures differently, the average ratio in the sample is about 25 financial performance measures to 75 nonfinancial measures, whereas the average ratio of objective to subjective measures is about 82 objective to 18 subjective. Table 1 lists the frequency that each 

specific measure is used by firms that put relatively
low vs. high emphasis on quality in manufacturing. Table 2 summarizes these data by measurement category. To make the patterns easier to see, both Tables 1 and 2 compare the one-third of respondents with the highest emphasis on quality manufacturing to the one-third of respondents with the lowest emphasis on quality. The significant differences between the two types of firms in their use of each measure type are shown in Table 2 in bold. (Significant differences are based on t-tests at a 10% two-tailed probability level.) The pattern that emerges from the summary presentation in Table 2 is that firms that place relatively greater emphasis on quality in manufacturing use more nonfinancial measures (especially ones relating to internal operations and employees) and subjective measures. What is interesting is that the nonfinancial measures are not used as substitutes for financial measures,
as these firms also use more of the latter.


[image: ]



Does this mean that firms with a greater emphasis on
manufacturing quality simply use more of all kinds of
measures? The findings in Table 1 suggest that this is
not the case. Rather, the firms in the sample use different mixes of specific measures to support their strategy. While firms with greater emphasis on quality in manufacturing report using more of most measures, they use two measures less frequently: machine productivity and market share. In both cases, though, the difference between firms with high vs. low quality emphases is small (4.9% and 1.5%, respectively). At the other end of the spectrum, seven measures have over 30% higher usage rates by firms that emphasize quality: employee satisfaction, customer satisfaction, employee training, employee turnover, employee skills, employee spirit/morale, and new product design efficiency. A further
eight measures have higher usage rates by quality focused firms in the 20%-30% range. Remarkably, none of these 15 measures are from the financial category. The picture that emerges is that firms that emphasize quality also pay more attention to manufacturing and customer-order-filling cycle times, new product introductions and design efficiency, employee skills, safety, training, turnover, empowerment, and employee and customer satisfaction. They also expect managers
in charge of manufacturing to have a long-term perspective on the business, engender strong employee spirit or morale in their units, and exhibit loyalty towards the firm. These patterns provide support for claims that non-financial performance measures (both objective and subjective) are better than financial measures at helping firms implement and manage new manufacturing. 
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To assess how different measurement types contribute to firm performance more directly, we also asked the manufacturing managers to indicate the degree to which they had found each type to possess the following attributes, where 1=“not at all” and 5=“very high extent”:

1.  Encourage risk-taking;
2.  Encourage innovation;
3.  Encourage a short-term focus on the business;
4.  Encourage gamesmanship or manipulation;
5.  Contribute to the quality of short-term operational
decision making;
6.  Contribute to the quality of long-term strategic
decision making;
7.  Provide focus on the goals of the department;
8.  Encourage the alignment of objectives across
departments;
9.  Be influenced by factors outside the manager’s
control; and
10.  Be free from measurement problems.

Table 3 reports each measurement type’s average ratings on each attribute. This table also indicates significant differences across measurement types’ average ratings, based on t-tests at a 10% two-tailed probability level. There is a significant difference for at least one comparison per measurement attribute. Three features of these results are particularly worthy of note. 
First, as compared to financial measures, nonfinancial measures are seen by the manufacturing managers as providing the greatest encouragement for risk taking and innovation and also are more effective at curtailing short-termism and gamesmanship. These differences are in line with popular belief. Compared to both financial and nonfinancial measures, subjective measures are
seen as being the most effective at curtailing short terms and gamesmanship. 

Second, in contrast to popular claims, nonfinancial measures are not seen as significantly different from financial measures in their contribution to operational and strategic decision making and their capacity to align intraand interdepartmental objectives. Surprisingly, subjective measures are seen as being the least effective among the three measurement types along these dimensions (except for “strategic decisions”). A plausible explanation for this is that the strongest weight for performance evaluation is still being placed on financial measures. In our sample, the performance evaluation weights are, on average, 49% on financial, 30% on nonfinancial, and 21% on subjective measures (not tabulated). When financial performance dominates the performance evaluation, it is perhaps no surprise that departmental financial measures provide the primary focus for managers’ short-term decision making. 

Finally, and perhaps not unexpected, subjective measures are seen as being most susceptible to measurement problems, financial measures are considered the least vulnerable, and nonfinancial measures fall somewhere in between. In contrast, financial measures are considered by the manufacturing managers to be most sensitive to factors outside their control, subjective measures the least, and nonfinancial measures again fall
in between. These results suggest that different measures have different limitations. Although financial performance may be measured more accurately, it typically reflects the aggregate impacts of multiple factors and, thus, may be relatively uncontrollable (e.g., aberrations in financial performance caused by market shocks). In
contrast, while nonfinancial and subjective performance evaluations may have lower measurement precision, they are focused more easily on components of operations that the manager can control.

The Implications of Performance Measures 

This study has sought to advance a balanced and systematic understanding of how different performance measure types—financial, nonfinancial, and subjective— may contribute to effective management. Taken as a whole, a rather clear implication of the findings is the need to be cautious about popular claims that nonfinancial measures are “superior” to traditional financial measures across the board. Rather than being an either/or choice, the challenge is to select the optimal combination of measures across the different types. This inference is supported by our finding that the different measure types are seen as having different strengths and weaknesses (e.g., encouraging risk taking vs. supporting decision making). While some types can be used occasionally as substitutes for others, it may be best to look at the different types of measures as complements to each other. Further support is provided by the pattern of performance measurement usage across firms with different emphases on quality in manufacturing. 

While our study sheds some light on the use and selected characteristics of each measure type, much more can be learned about how the attributes and effects of the different measures may vary across contexts and for specific purposes (such as supporting decision making vs. conducting performance evaluations and providing incentives). We hope that, in addition to reporting findings of value to managers and management accountants, our study also stimulates future studies in these areas.



2-5 EVERY MANAGER CAN BE AN INNOVATOR

By: Noah P. Barsky, CMA, CPA, and Anthony H. Catanach Jr., CMA, CPA


When most people hear the word innovation, they think of a creation or invention.  In fact, the Merriam Webster Dictionary defines innovation as (1) the introduction of something new or (2) a new idea, method, or device: a novelty.  The word is being used a lot these days as changing marketplaces, emerging technologies, financial crises, and the recession have increased the demand for business innovation.  Managers are being told that they have to be creative and innovative, yet most are uncomfortable with this mandate since they have been trained as engineers or scientists.  Realistically, how can managers be expected to invent something?   Is this what senior business leaders want when they call for innovation?

Clayton Christensen provides some clues to this puzzle in his book, The Innovator’s Dilemma: When New Technologies Cause Great Firms to Fail. He distinguishes between two types of innovations: disruptive technologies and sustaining technologies. Disruptive technologies are the “game changers,” those that completely change the nature of a market or business. The iPad, e-book readers, cell phones, digital photography, and music downloading are examples of disruptions that radically change customers’ daily experiences. Sustaining technologies are those that improve existing products or services. Examples might include those that reduce the weight, enhance battery life, and/or increase memory of electronic devices without significantly changing form or function. 

Innovation doesn’t have to be dramatic. In her May 2010 Harvard Business Review article, “Block-by-Blockbuster Innovation,” Rosabeth Moss Kanter cautions that blockbuster products don’t occur without many incremental changes that make big innovation possible (e.g., new processes or market development techniques). In fact, transformational ideas frequently require the retooling of multiple value chain activities. 

In their August 23, 2010, Wall Street Journal article, “Who Has Innovative Ideas? Employees,” JC Spender and Bruce Strong provide additional insight: “Most great ideas for enhancing corporate growth and profits aren’t discovered in the lab late at night, or in the isolation of the executive suite. They come from the people who daily fight the company’s battles, who serve the customers, explore new markets and fend off the competition. In other words, the employees…” 

Since all managers make daily decisions affecting business processes, they have numerous opportunities to display creativity and innovativeness by simply improving the efficiency and effectiveness of existing organizational and operating unit value chains. Consequently, every manager can be an innovator.

Innovation and the Value Chain 

The value chain is the interrelated set of activities and processes that businesses use to conduct their work and to achieve their business strategy. Yet process execution frequently is complicated by three key consumer expectations: lower transaction costs, greater customization, and improved service. Collectively, these are referred to as the customer value imperative. 

This customer value imperative creates opportunities for managers who truly understand the customer to transform the value chain—in short, to innovate. For example, suppliers of mobile phone applications and software frequently offer incredible convenience and data at no cost to the customer as an inducement to purchase more advanced offerings. Similarly, online banking, which originally was subscription based, is generally now a routine, costless form of personal banking that financial institutions use to retain customers or sell other services. 

The value chain makes the customer value imperative possible. It starts with understanding what customers want and ends with customer satisfaction. The intervening internal links in the chain focus on the processes needed to meet customer expectations. Table 1 summarizes the five key value chain processes. 

To be truly innovative, managers must have a clear understanding of what their individual operating unit (department) value chains look like. Specifically, they must think about how each value chain activity promotes customer satisfaction and what changes they might make to improve operating efficiency and effectiveness. This is the type of innovation senior leaders seek from today’s managers. Table 2 lists some specific examples of managerial innovation in the value chain.

Market Analysis 

Market analysis provides important information about customer preferences, as well as what competitors do to meet consumer demand. Such information is crucial to deciding which markets to enter since customer satisfaction is fundamental to organizational strategy, revenue generation, and profitability. For example, marketing leaders at Ryanair recognized that they had to broaden their thinking beyond traditional product features and functionality to shape the company’s innovation agenda. To be innovative, they had to consider pricing, delivery, customer engagement, risk-reward sharing, and new business models. They now offer basic flights at little or no cost but charge customers for extra service levels, including priority check-in and seating, baggage handling, and food service. 
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What are the innovation opportunities relative to market analysis activities? A series of thoughtful questions might provide the answer. How are your customers using your product or service? What are the alternatives to your product that your customers buy? What are consumers trying to accomplish with the goods and services that they use? In short, research must identify problems that customers actually face rather than simply obtaining perceptions of existing products. To do this, many managers now use Maximum Difference Scaling (MaxDiff) to help determine what attributes or items are most preferred by consumers. Researchers begin by developing a list of product or brand attributes and benefits. During a series of ranking exercises, they show respondents various subsets of items and ask them which is most and least important. Results allow managers to rank all attributes How to Be an Innovator relative to all the others. 

MaxDiff has allowed Unilever managers to be innovative by transforming the market analysis function in their companies. They now use this approach to identify the desired attributes of their skin creams (benefits, size, texture, labeling, etc.). MaxDiff also has surprised restaurant managers. Chili’s recently discovered that service time was more important than facility décor and new menu selections. Chili’s managers retained their classic menu but automated certain cooking and food preparation processes and cross-trained dining staff to improve speed of service to better meet customer preferences. 



Product Development and Design 

After an organization identifies a market opportunity, it must decide how to develop and design a product or service that meets customers’ needs. During this stage, managers determine if they can actually create a successful product or service at a cost that’s consistent with a desired profit or cost target. While market researchers often work closely with consumers to identify desired features and pricing, the burden generally is on the design team to develop and manufacture a product that meets customer demand at target profit levels. What are some innovation opportunities relative to product development and design activities? 

[image: ]According to the A.T. Kearney 2008 Innovation Management Survey: No single company is large enough or inventive enough to be an innovation leader without collaborating with an array of partners. When developing new ideas, innovation leaders say they rely on their customers, business partners and competitors to supplement their own internal functions. In fact, companies that profess best practices in innovation produce nearly half of their innovations from ideas generated outside the company. 

For example, managers at Kraft Foods actually launched a website, 
www.innovatewithkraft.com, to encourage the company’s business partners to speed the 
development of new products and time to market. These partnerships allow management to access talent, as well as fresh ideas, outside the company and to reduce its research and development costs. Lego, BMW, Nokia, and Procter & Gamble use similar sites and open processes. But according to Julian Birkinshaw, Cyril Bouquet, and J.L. Barsoux in “5 Myths of Innovation” (MIT Sloan Management Review, Winter 2011), such open innovation initiatives also bring challenges of protecting intellectual property rights, formalizing external ideas into practical innovations, and properly estimating time to design and implement such practices. Managers must address these issues if they are considering such strategic initiatives. 
Managers at pharmaceutical companies also have been busy creating strategic alliances and joint ventures as a response to R&D challenges and continued price pressures. For example, managers at Galapagos, a Belgian drug research company, formed risk-sharing alliances with GlaxoSmithKline, Janssen Pharmaceuticals, Eli Lilly, and Merck. Two years ago, the firm also entered into a multiyear global strategic alliance with Merck to develop potential new therapies for inflammatory diseases such as diabetes and obesity. Under this arrangement, Galapagos takes responsibility for the discovery and pre-clinical development of new “small molecule” 

drugs, and Merck holds the exclusive option to license each “candidate drug” for clinical development and commercialization worldwide. Galapagos not only receives an upfront fee from Merck, but it’s eligible to receive discovery, development, and regulatory milestone payments. 

[image: ]Managers can also be innovative with existing products. As concussions in professional and amateur sports garnered increased attention, Riddell managers partnered with Simbex, LLC, a New Hampshire-based R&D company, to add Head Impact Telemetry (HIT) System technology to Riddell’s football helmets. Sensors were embedded in helmets to measure the location, magnitude, duration, and direction of impact during play. This data is transmitted to sideline computers monitored by team medical staff, and pager alerts are sent whenever a helmet registers a collision whose severity exceeds a certain predetermined limit. 

As these examples suggest, managers should consider how collaboration and technology can be used to modify the product design and development phase of their operating unit’s value chain to create an innovative product or service.


Sales and Marketing 

Once an organization defines its product or service, the sales and marketing area promotes the offering to generate sales. What types of innovative opportunities can be found in the sales and marketing activity? 

Managers at Demand Media have created “integrated sponsorship campaigns” for the company’s self instruction websites. For example, the company partners with home improvement stores to advertise in tandem with instructional “how-to” home repair and gardening videos for Demand Media’s eHow.com website. The searchable media site leads users to videos that are complemented by highlighted links to purchase tools in the content. Another Demand Media site, GolfLink.com, offers comprehensive golf score tracking and game improvement tips. With more than 1.3 million monthly unique users, the site helps golf gear manufacturers, courses, and instructors advertise directly with custom content and special-offer e-mails. 

Diana’s Gourmet Pizzeria in Winnipeg, Canada, adopted a creative sales and marketing approach that incorporates the fractional ownership concept. The pizzeria doubled sales and size by selling pizzas using a membership or club formula. The business offered a variety of membership levels and charged fees automatically to customers’ credit cards every month, which stabilized income and locked in service delivery in advance. The technique differentiated the pizzeria via convenience in the fiercely competitive food service industry, and it illustrates how sales and marketing isn’t just about getting a “sale.” In this case, the innovation dramatically changed the customer experience. 

Finally, Southwest Airlines managers introduced the DING! service innovation in 2005. DING! creates a direct link to customers through a messaging communication service on their computer desktop or iPhone app. Users can receive time-sensitive alerts about special offers and fares from their preferred airports. More than $130 million in DING! fares has been generated since its introduction. 

These examples show how both new and old technologies, when applied in different contexts, can dramatically transform sales and marketing to create innovative responses to customer expectations.

Procurement, Production, and Distribution 

Once an organization is convinced that demand exists for a particular product or service and that it can meet this market need profitably, it faces the challenge of producing and delivering a quality offering in a timely manner. The delivery of the finished product or service depends on the successful execution of three stages: procurement, production, and distribution. How can a manager innovate in each of these three areas? 

Procurement (or purchasing) is the use of financial capital to acquire the human and/or physical capital required to deliver a particular product or service. Managers at Cisco introduced a sophisticated dashboard that provides real-time data on sourcing delays at suppliers, partners, and logistics providers. This innovative tool allows management to quickly adapt to supply disruptions and eventual production downtime or shortfalls. Given the recent financial crisis and recession, the company has expanded its innovative logistics management software to include data from Moody’s financial monitoring service to better manage risks associated with loan availability, credit defaults, and capital structure covenants that can halt a supplier’s operations completely. 

Also, managers at Independence Blue Cross (IBC) launched a pharmacy benefits service called FutureScripts to streamline procurement processes in a market where 20% of healthcare costs is spent on prescription drugs. FutureScripts uses technology to eliminate paperwork among healthcare providers, patients, pharmacies, and insurers related to prescriptions. Doctors use handheld devices to send prescriptions to patient pharmacies while providing a paperless trail of transactions, quantities, and dosages to all interested parties. This innovation not only has slowed the growth of customer pharmacy costs, but it has allowed the company to price its premiums more competitively for its 1.4 million customers. 

Production is the process of converting human and physical capital into a finished product or service. Managers at Alaskan Brewing were the first to install and operate a carbon dioxide (CO2) reclamation system in a U.S. craft brewery, which saved the release of 800,000 pounds of CO2 each year. This technology captures the greenhouse gas naturally produced in the fermentation process, then cleans and deodorizes the CO2 for use in bottling and kegging. Most breweries purchase and transport the gas from outside sources. 

Manufacturing managers aren’t the only ones who can innovate the production process. Dr. Devi Shetty, a cardiac surgeon from India, increased the speed and efficiency of coronary bypass operations without sacrificing quality. He created surgical assembly lines of highly skilled surgeons and transformed processes to mimic a manufacturing model. Similarly, Dr. Peter Pronovost of Johns Hopkins was named one of TIME magazine’s 100 most influential people for 2008 for widely promoting the use of procedural checklists to help doctors reduce risks of costly and life-threatening infections in surgical procedures. 

Distribution refers to how an organization physically delivers its product or service to its customers. For example, managers at FedEx improved global shipping services by introducing a smart package that consumers can use to transport high-value items, such as jewels, delicate goods like human organs, or highly confidential documents. The package includes SenseAware, an electronic sensor that monitors the state of a package during transit (i.e., temperature, exposure to light, security status, etc.) and sends radio signals to both shipper and recipient for use in tracking online. 

Managers at Mayflower Moving have differentiated the company from its competitors by using touchpads and barcode scanning to track and itemize customers’ belongings. Most other moving companies still use manual processes and triplicate paper and carbon forms to confirm the receipt and delivery of property. Relying on automation allows Mayflower to be more responsive to customer queries, manage transports more reliably, and project the image of its services more professionally. 

Many companies have replaced human interaction and manual processing with Internet-based technology for common transactions. Airlines have been among the most aggressive with their increased reliance on such technologies for reservations, ticketing, check-in, and boarding. Air Canada and other carriers now rely on customers to download boarding passes directly to cell phones that are scanned when boarding. This change eliminates costs and simplifies boarding for both the airlines and consumers. 

Older technologies also are being used innovatively to transform the distribution process. Vending machines similar to automatic teller machines (ATMs) are being installed in drugstores and grocery stores to dispense prescription drugs. After customers fill an initial prescription with a pharmacist, they can register to receive and pay for refills through the machines, regardless of the pharmacy’s hours. Customers can order refills online or by telephone, and a pharmacist fills their prescriptions and places the packaged medications in the machine. Customers log on the machine with a user name and password and can pay for refills with a credit or debit card. Clearly, technology plays a major role in the procurement, production, and distribution phase of the value chain. The manager’s challenge is to be vigilant for opportunities to use both existing and new technologies to increase efficiency and effectiveness.

After-Sale Customer Service 

The relationship with a customer doesn’t end once a product or service has been delivered. After all, repeat business provides the foundation for long-term sales growth and enhanced organizational reputation, so customer retention is crucial. Operational excellence in after-sale customer service reduces the possibility that customers will replace a company with a competitor in the future. How can managers respond creatively to customer requests for assistance and increase consumer satisfaction? 

Many managers have turned to Web-based resources to provide after-sale services for their companies that include repair scheduling, product updates, and technical support. When customers buy products at a traditional “brick and mortar” establishment, they can now expect warranty registration and replacement-part orders to occur via the Internet. And those who shop online will find that after-sale customer service is now a virtual activity. Sales and shipping are confirmed by e-mail, and links to customer-support websites are standard. Follow-up “thank you” e-mails are commonly accompanied by “limited-time” offers that encourage complementary purchases or referrals. 

Consumers also find themselves the target of numerous Internet surveys and feedback forms that attempt to discern customer satisfaction across a wide range of factors and that capture significant buyer demographic data. Online customer-support centers also are popular. Finally, most vendors provide a frequently asked questions (FAQ) webpage to address common issues associated with product or service use. 

The technology solution to after-sale customer service appears to work across a variety of products and services as long as the technology is reliable and easy to use. Given that consumers are more willing to accept this solution (and often prefer it), managers should question the relevance of their remaining people-based after-sale customer service. 

Frito-Lay managers implemented a cloud-based electronic data interchange (EDI) system so snack foods distributors and vendors can place orders, track transactions, and pay bills electronically. This innovation eliminated paperwork, reduced transaction processing, and decreased staffing for call centers. The system also streamlined the ordering process and provides buyers and suppliers with instantaneous data about the status of open orders. Today, routine business transactions are processed using technology, and only special orders or problems require manager attention. Frito-Lay, its distributors, and its retailers all benefit through quicker ordering and delivery times, greater accuracy of inventory records, and faster payments and refunds. As products and services evolve, managers must continually evaluate what after-sale activities are necessary and revise accordingly. It’s this process that will create more innovation opportunities.


Practice Those Innovation Skills 

Again, managers increasingly are being called on to display their creativity and innovativeness so they can execute organizational strategies more efficiently and effectively. But to innovate, managers must have a clear understanding of their organizational unit value chain. They also must develop and practice their innovation skills, particularly questioning, which involves challenging the status quo of process activities. Why do we do execute value chain activities that way? Is a particular process reasonable given recent market or technology developments? Are more efficient and effective alternatives available? Managers who thoroughly understand core business processes and their relationship to strategy are ideally suited to innovate in ways that improve their employer’s competitive position. 



2-6 SUSTAINABILITY AND THE BALANCED SCORECARD: INTEGRATING GREEN MEASURES INTO BUSINESS REPORTING

By: Janet B. Butler, Ph.D.; Sandra Cherie Henderson Ph.D., CPA; and Cecily Raiborn, Ph.D., CMA, CPA


Adopting green operating practices is certainly good for the environment, yet the implications of such practices for a business’s profitability may be viewed as both positive and negative. On one hand, by contributing to product differentiation in the marketplace and enhancing organizational image to investors and customers (both current and potential), green practices may increase a company’s profitability. On the other hand, green practices may actually reduce profitability because of extra costs that result from implementation and continuation of sustainable practices. For example, installing solar panels on a building may lower monthly electricity bills, but, concomitantly, the reduced electricity bills may be more than offset by the high purchase and installation costs associated with the panels. In the current economic downturn, higher costs are particularly difficult to justify unless a company can demonstrate that they help increase revenues or promote corporate strategies. To further complicate matters, sustainability measures often are quantitative (such as tons of greenhouse gas generated) but not monetary, making them difficult to integrate into traditional financial analyses in a meaningful fashion. 

One way to address these conflicting issues is to align sustainability measures with corporate strategies through the balanced scorecard (BSC), which provides a framework for integrating nonfinancial measures into corporate operations and assessments. Through the BSC, companies can delineate the relationship between sustainability objectives and outcomes with corporate strategy and profitability.1 By integrating sustainability measures into business practices and by clearly linking an organization’s competitive strategy to its green outcomes, the BSC clarifies the relationship between sustainability outcomes and profitability/shareholder interests.

DEFINING SUSTAINABILITY

 The sustainability concept now runs rampant in business literature, but, unfortunately, there is no agreed upon definition of sustainability or its underlying tenets.2 As Richard Holledge observed in the Financial Times, Googling the phrase sustainable development (SD) showed 26 definitions “littered with buzz words such as ‘preservation,’ ‘eco-system,’ ‘biological system,’ ‘resource base,’ and ‘social equity’.”3 Still, many business managers would agree that, at a minimum, sustainable business operations should encompass a variety of broad-based practices and processes that are environmentally responsible from cradle to grave. In other words, “sustainable” or “green” practices will be found throughout the operations of a business. These practices can be included in the design features of an organization’s buildings, vendor selection in the supply chain, production of goods and provision of services, and packaging features and distribution elements of those products and services, and the practices will be a significant consideration in a product’s ultimate disposal. Sustainable business practices are holistic, life-cycle practices that must be assessed over the long run, not the more traditional short run (see Figure 1). 

Even when the general cradle-to-grave approach is agreed upon, an organization should choose its approach to sustainability before starting to prepare a BSC. Some companies may opt to focus only inward, seeing “sustainable practices” as focusing exclusively on environmental issues such as water use and tons of materials recycled. Other firms will elect to view sustainability both internally and externally: These firms see “sustainability” as a three-legged stool encompassing practices that are economically, environmentally, and socially responsible.4 Such a pre-implementation process means that sustainable practices will be organizationally unique and highly individualized. Inclusion of social responsibility in the sustainability definition, for example, requires that a multitude of new factors be assessed and measured ranging from employee issues (such as diversity, health, and safety) to customer issues (such as product labeling and consumer privacy) to societal issues (such as philanthropy and community well-being).
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THE BALANCED SCORECARD 

“What gets measured, gets managed” is an old accounting saying that remains true today. Although income statements, balance sheets, and other traditional accounting reports are useful to stockholders, potential investors, and analysts, such financial reports with their aggregated figures and focus on historical transactions are often of little use to internal managers. Further, traditional reports only indirectly measure the effectiveness of corporate strategy and can leave managers in the dark about whether a specific strategy has been implemented successfully. 

Although the past may be helpful in predicting the future, financial accounting metrics are lagging indicators that can provide insights into the effectiveness of previous strategies and decisions yet limit managers’ abilities to anticipate future events—especially when the future is fraught with uncertainty and change. In contrast, nonfinancial metrics, such as customer satisfaction and organizational innovation, are considered leading indicators that are better predictors of future operational results. The BSC combines nonfinancial and financial measures in the internal corporate reporting process so that managers can assess the efficacy of strategic plans and actions. 

The BSC typically reflects four interrelated perspectives of a company: 

· Financial, 
· Customer, 
· Internal business processes, and 
· Learning and growth.

Each perspective includes a series of performance measures, targets, and goals that reflect the firm’s longterm strategies. The financial perspective takes the viewpoint of company shareholders and typically uses traditional financial measures such as operating cash flows, return on investment (ROI), and changes in operating income over time. 

The customer perspective addresses product and firm differentiation strategies as well as value creation from the viewpoint of the organization’s client base. The customer perspective includes nonfinancial measures such as market share, consumer satisfaction trends, and product or service delivery time—all considered important leading indicators of future economic success. 

The internal business processes perspective includes measures of the efficiency and effectiveness of the firm’s operations. This perspective frequently includes nonfinancial measures of product and service quality, production or performance cycle time, and process quality yields. 

The learning and growth perspective focuses on the creation of organizational value through employees and innovative practices. Nonfinancial metrics for this perspective may relate to employee turnover, employee cross-training and skill levels, patents applied for and received, and other product development indicators. 

Results of each perspective ultimately are reflected in the financial perspective. Only by succeeding at satisfying customers, optimizing internal processes, and remaining innovative will a company ultimately succeed financially. As Robin Menzies wrote in Accountancy Ireland, companies are recognizing that their ability to generate profits may hinge in part “upon their responses to the challenges of a carbon-constrained world and an array of other issues on the sustainability agenda… corporate leaders now see these initiatives as investments in opportunities to operate more efficiently and secure a dependable supply chain.”5

INCLUDING SUSTAINABILITY MEASURES IN THE BSC 

Once a company has established its approach to sustainable operations, management next must decide on the manner in which the sustainable operations will be reported and assessed using the BSC. Options for incorporating sustainability into the BSC include:
 
1. Adding a fifth perspective to the BSC, 
2. Developing a separate sustainable balanced scorecard (SBSC), and 
3. Integrating the measures throughout the four perspectives.

Option 1: Adding a Fifth Perspective to the BSC 
Adding an additional perspective to the BSC may be the simplest approach for companies that want to emphasize sustainability as a key corporate value or a critical strategy. The sustainability perspective consists of social and environmental performance indicators that link with the other four BSC dimensions and highlight the importance of social, environmental, and economic responsibility as a corporate goal.6 

As originators of the BSC, Robert S. Kaplan and David P. Norton pointed out that a company-specific implementation of a BSC may involve adding or renaming a perspective. The use of a separate sustainability perspective, however, is somewhat controversial among researchers in the field. Proponents point out that linking sustainability measures to a firm’s economic wellbeing and strategies may be difficult or even impossible, in part because market-based prices for goods and services may not fully reflect environmental and social activities.7 Thus, having a stand-alone category would allow management to establish lessdefinitive measurements without compromising organizational aggregation. In contrast, isolating sustainability measures in a separate perspective might weaken environmental initiatives by not providing clear ties to the other perspectives and to corporate strategies. Such a lack of clarity, in turn, could weaken management’s commitment to sustainable business practices. This fifth-perspective approach could provide more visibility but not necessarily increased importance to the sustainability aspects of corporate management.8 Although it would enhance the status of sustainability for the company, this approach is typically found only in companies with high-profile exposure to sustainability issues.9

Option 2: A Sustainability Balanced Scorecard 
The second approach to including sustainability measures in the BSC lies in the design and implementation of a separate sustainability balanced scorecard. A separate SBSC is appropriate for many companies, such as those that have no existing BSC but want to measure or integrate sustainability without the disruption and cost involved in adopting a full-scale BSC. An SBSC may be equally appropriate for companies that already have functioning BSCs and do not want to change them. A separate SBSC also can be used by companies that want to emphasize corporate sustainability as a key value or critical strategy without revising the original BSC format. 

One suggestion is that an SBSC include the following four perspectives: sustainability, stakeholders, processes, and learning.10 The sustainability perspective would emphasize the triple bottom line of economic prosperity, environmental quality, and social justice.11 The stakeholder perspective would incorporate measures of business ethics, labor practices, and impact on society; the processes perspective would focus on specific organizational internal and external processes, products, tools, and systems; and the learning perspective would stress organizational synergy, training, and research and development.12 

One strength of the SBSC is that a well-defined corporate sustainability strategy is not essential to its development. In fact, SBSC implementation actually can be used to develop a sustainability strategy.13 A potential drawback of this approach, however, is similar to that of having a separate sustainability perspective: The free-standing nature may fail to help the company tie sustainability directly into corporate strategy.

Option 3: Integrating Sustainability Measures throughout the Four Perspectives 
Ideally, sustainability measures should be woven throughout day-to-day operations, and integrating sustainability measures into the traditional BSC perspectives can be one way to achieve this goal. Integration indicates that management recognizes there are cause and-effect linkages between corporate strategies and sustainability efforts. As such, management has to both define the metrics that are important in measuring progress toward organizational sustainability objectives and understand how sustainability progress (or lack thereof) will affect the organization’s success or failure. Incorporating the new measures into the existing perspectives has the added advantage of allowing the measures to be seen as fundamental to day-to-day operations and as central to the firm’s financial wellbeing as customer satisfaction, manufacturing cycle efficiency, and patent-generating research and development. 

The integrated approach works well for companies that have a BSC in place and are willing to evolve that scorecard to reflect sustainability practices. Sustainability metrics can be added to or substituted for some existing measures, and no major changes to the BSC structure or reporting are likely to be required. Integration is also useful for companies that are in the BSC development stage and believe it is necessary to highlight sustainable development practices. Such companies will readily be able to cohesively incorporate sustainability and more traditional measures. 

The integration method also works well for companies that have adopted a more all-encompassing definition of sustainable practices that includes environmental, health, and social aspects. Such companies may find that, because of the depth of focus, the process of integrating into the four traditional BSC perspectives is relatively seamless. Environmental measures often are readily amenable to the internal business processes perspective, health measures to the learning and growth perspective, and social measures to the customer perspective. Because the measures become part of day-to-day operations that are, in turn, linked to the firm’s financial success, companies may be less likely to drop sustainable measures in times of financial downturns.14 

Integration of sustainability measurements can range from a partial approach, in which only a few sustainability indicators are added into some of the perspectives (often internal business processes or customer), to a comprehensive approach, in which sustainability issues are thoroughly integrated throughout all of the BSC’s dimensions. Companies should seriously consider the level of integration before adopting the measures: The partial approach runs the risk of having minimal effects on corporate sustainability practices and outcomes, and the comprehensive approach requires a commitment to sustainability that many companies may be unable to make because of a lack of resources or time or a clash with existing corporate culture.15

DEVELOPING SUSTAINABILITY METRICS 

When fully implemented, the BSC illustrates the relationships among the expressed long-term organizational strategies and the financial and nonfinancial and the quantitative and qualitative measures. In doing so, the BSC provides tangible guidance as to how those strategies help create shareholder value. This ability to correlate metrics and value creation makes the BSC an excellent vehicle to help management understand that ostensibly costly sustainable practices are genuinely financially beneficial methodologies. Once a company has chosen the form of the BSC, management will need to develop metrics to determine whether sustainability goals are being achieved. Measures, targets, and goals chosen for inclusion within a perspective should be:
 
1. Controllable by the firm’s employees, 
2. Quantifiable, and 
3. Include all component elements when  multidimensional measure are used. 

Multidimensional measures are common given the complex nature of sustainable operations. For example, the term greenhouse gasses may be used to refer to a variety of gasses (carbon dioxide, methane, chlorofluorocarbons, etc.) that are thought to promote global warming. As such, establishing a goal to “reduce greenhouse gas emissions by 10%” should clearly indicate that such a goal encompasses the entire mix of gasses thought to contribute to global warming rather than only one or two gasses. 

Although there are no hard and fast rules about the number of measures each perspective should include, trying to incorporate too many measures can be distracting and draws attention away from the firm’s central strategy.16 BSC measures should reflect each individual firm’s strategies and operations, so those measures identified will vary widely among companies. For example, a manufacturing firm that adopts a low-cost-leadership competitive strategy might have an internal business process measure designed to focus employee attention on improving operations and reducing costs by minimizing pounds of raw material waste. In contrast, a manufacturing firm pursuing a long-term strategy of product differentiation might include measures targeting sustainable product and process innovations in the internal business process and the learning and growth perspectives. 

Companies should select measures keeping seven considerations in mind (see Table 1). First, there should be an underlying objective for the measurement; operations should not be measured simply because they can be. For example, measuring the quantity of paper that is recycled provides no useful information unless there is a related goal of increasing or reducing that quantity. 

Second, sustainable operations and measures are relatively new to many companies, so measurement terminology must be defined prior to use and agreed upon throughout the organization. Without this important step, the metrics may not be comparable among units and thus cannot be reliably aggregated or “rolled up” in a typical responsibility accounting process. 

Third, the organization needs to determine whether the data for metrics is available and, if so, where in the information system such data is housed and whether that data is comparable. Thus, the organization’s information technology (IT) and accounting units should be involved in the determination of “green” metrics so that if there is a gap between the information desired and the information currently available, accounting and IT can assess the cost and methodology of gaining access to the currently unavailable information. IT also can help design a data warehouse. The warehouse can be used when performing queries, reporting, and analysis and, thereby, provide a mechanism to ascertain progress in the sustainability arena. 
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Fourth, because people focus on the results by which they are measured, it is essential to consider what behavior any given metric will encourage. Measurements should be directly correlated with actual progress toward achievement of “green” goals and objectives. Additionally, responsibility for accomplishment of sustainable goals or objectives should be traceable to an individual or an organizational unit. 

Fifth, leading indicators will provide a higher level of useful information than will lagging indicators. Leading indicators allow changes to be made in advance of a final, historical outcome—such as periodic profitability. Some measures can serve as both leading and lagging indicators at the same time. For example, the number of chemical spills can be a lagging indicator of internal business process efficiency and a leading indicator of financial fines and penalties. 

Sixth, measurements should always be shown in comparison to one or more prior years’ data to determine trends and assess progress toward goals. 

Seventh, measurements must be able to communicate information to users, so appropriate benchmarks are needed for comparisons to identify strengths and weaknesses. Some benchmarks may be simple organizational trends or targets—but internal comparisons may not produce the “stretch” needed to create a competitive advantage or possibly to even compete effectively in the marketplace. Thus, if information is available, benchmarks for external parties’ sustainable operations may be helpful. 


After sustainability-related measurements have been selected, management should review them as a collective whole to determine if there are information redundancies among the measures (in which case, one or more metrics should be eliminated) or if there is important information that has been ignored (in which case, one or more metrics should be added). The review also should examine the number of measures; too few can mean that managers are unable to assess the effectiveness of strategies and sustainable practices. Using too many measurements, however, is wasteful of both time and money and typically is unproductive. Too many measurements may give people a perception that no particular metric is very important, and, thus, all become insignificant.

REPORTING THE BSC INFORMATION 

If a company is truly a sustainability proponent, the information generated from the balanced scorecard and its metrics should not be solely for internal consumption. Companies are being pressured by all stakeholders to become more transparent, and such transparency is becoming the norm rather than the exception. The 2008 KPMG International Survey of Corporate Responsibility Reporting found that, in 2008, nearly 80% of the world’s largest 250 companies issued some type of responsibility report.17 

Responsibility reporting covers governance, ethical, environmental, and social issues that are important to an individual company. Regardless of the topic, however, the KPMG survey indicated that 77% of the Fortune Global 250 and 69% of the 100 largest companies in 22 countries used the sustainability reporting framework of the Global Reporting Initiative (GRI).18 (See Figure 2 for information.) [image: ]External reports easily could be developed from the information contained in a BSC and the data warehouse created by the IT department. The GRI guidelines stress the importance of the reporting structure to have high-quality information as delineated by the characteristics shown in Figure 2. 

To further facilitate external and internal reporting, GRI has been instrumental in developing an eXtensible Business Reporting Language (XBRL) taxonomy for its sustainability framework, and in December 2008 Banca Monte Paschi di Siena published the first XBRL-based sustainability report for external users.19 For internal and external users alike, part of the value of having XBRLtagged documents is in the flexibility that allows companies to present similar information in a variety of ways. External users also benefit by being able to easily and quickly compare sustainability measures across firms through these XBRL-tagged documents. 

GRI is seeking ways to improve the taxonomy so “it can become a routine tool to support company-investor exchange of information…[and] can potentially reduce the time needed to respond to many of the basic information needs of investors and other key stakeholders.”20 At least one firm—GreenXBRL—has been formed to translate a company’s current sustainability report (in a Word document, on a Web page, or in a PDF file) into XBRL based on GRI’s taxonomy. Bill Cunningham, founder of the socially responsible investing advisory firm Creative Investment Research, believes the new XBRL taxonomy is essential. “If we want a set of social and environmental data that is as good as the financial data, we need to codify the procedures for obtaining it,” he says.21 

The GRI’s push toward quality reporting of sustainability measures is echoed by the International Organization for Standardization (ISO). The ISO, which issued the ISO 9000 series on quality management and ISO 14000 on environmental management systems, issued ISO 26000—Social Responsibility in late 2010. The social responsibility guidelines state that the form of social responsibility communication should depend on the organization’s nature and the stakeholders’ needs but that any report should include “information about its objectives and performance on the core subjects and relevant issues of social responsibility.”22

A HELPFUL APPROACH 

According to a 2008 survey, the strongest barriers to incorporating sustainability into financial strategy are the inability to measure the effects of sustainability on shareholder value, the inability to document the effects on financial performance, and a lack of standard decision-making frameworks that consider environmental factors.23 The future benefits of sustainable practices can be ephemeral, the additional costs are immediate and quantifiable, and the nonfinancial goals and measures needed to assess the effectiveness of sustainable efforts are difficult to incorporate into the business. Yet adopting sustainable business practices can impact the current value of an organization as well as the future livability of the planet. Fortunately, the BSC can help overcome these challenges by providing a framework for integrating qualitative measures into corporate operations and by explicitly linking between sustainability with corporate goals, objectives, and strategies. Additionally, having the availability of an XBRL taxonomy should help facilitate the sustainability reporting processes in the same manner that the Securities & Exchange Commission (SEC) believes XBRL will facilitate financial reporting. 

The flexibility of the BSC framework means that management can choose an approach that will work best with a company’s strategic goals, corporate culture, and chosen definition of sustainability as well as the importance of green practices to that company’s customers and other stakeholders. Alternative approaches to including sustainability measures are the establishment of a fifth perspective that focuses on sustainability goals and measures, development of a stand-alone sustainability BSC, and integration of measures throughout an existing or new BSC. 

Firms with a comprehensive view of and a true organizational commitment to sustainability are encouraged to consider full integration of sustainable development metrics throughout the traditional balanced scorecard. Sustainability measures cannot be viewed by managers or employees whose performance will be evaluated by those measures as things that were added to the organization’s performance measurement system. If sustainable development is to be viewed as a strategic agenda item by the organization, the metrics used to assess its impact on organizational well-being must be accorded the same status and emphasis as that accorded to other long-term strategies. Otherwise, sustainable development may easily become one of those activities that receives substantive organizational lip service but is never truly seen as an important contributor to competitive advantage either in times of financial health or, perhaps more importantly, in times of financial crisis. s
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Table 1: Selected Examples of Sustainability Metrics

DRIVERS

PERFORMANCE MEASURES

Inputs

Processes

Outputs

Outcomes

Alignment of corporate strategy to sustainability
Number and diversity of business units

Geographic diversity of production and sales
Sustainability impact of processes, industry, and product
Corporate financial position

Industry competitive position

Sustainability component in managerial performance
evaluation

Resources available for sustainability

Number of plant visits

Commitment of corporate and sustainability leadership
Child labor policy

Access of sustainability management to top management
Excellence in board processes

Resources devoted to sustainability

Adoption of codes and standards for sustainability
improvement (including number of facilities certified)

Number and level of staff devoted to sustainability
Hours of ethics training per employee
Number of suppliers certified for sustainability

Number of plant closings

Volume of hazardous waste

Packaging volume

Amount of minority business purchases

Money contributed through philanthropy and cause-
related marketing

Percent and number of women and minorities in senior
positions

Number of injuries

Number of spills, accidents, discharges
Number of human rights and labor violations
Results of ethics audit

Rate of defective products

Number of consumer protests

Number of employee grievances

Number of fines

Number of product recalls

By-product revenue

Number of social funds listing company stock
Number of awards received

Revenue from recycled waste materials

Revenue from cause-related marketing
Increased sales from improved reputation
Reduced cost of materials due to reduced waste
Employee tumnover reduction

Revenue growth

Reduced cost of environmental cleanup

ROI

Profits
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Table 1: The Organizational Value Chain
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Table 2: Innovation Examples
Vet e [
s
[ hec R
s
it ors s
e FErn T i o Vo
iy
o G Faws i o 3 gl
S e ey it
o Pt o Devton G Sy i oy
e B Pywes vt
v e e
o Vi o popery g
e ey g et vy
e g e
ot s g i
et o e T Tmassin, e w5 S

ey





image11.png
How to Be an Innovator

e 5 Myt o ivcuaton” MIT sty concid
hat “maing vovaton eveyones o s mutiey
appesing bt vry hrd 10 achieve  Such et
tons o fstte rtnr ot managers
snce 1 ot confusing 2 o what it means 1 be
innovatie,Yet any manager can e an movatr:
Heres ro:

& Uncerstan core busines proceses andthef 103
onstp 10 your company’s competiiveacantage

Consider e e of sl cstomers, e
el

Crallnge asumptions abot e st .
Question a manual proceses i this il .

Have regularmeeings soley 1 gererat e
s o proces improvement.

gt e s o mesningtu snd sstng
cranges.

Leverage scomplsments andshredes.

Lo fom e s of e i the
oganizton.

Hoi all empiopes sccounaeforimproving he
buiness nzome vy





image12.png
figure 1: Cradle-to-Grave Approach
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Table 1: BSC Measurement Selection Considerations
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Figure 2 GRI's Reporting Principles for Defining Information Quality
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