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Readings

18-1: “Implement Sustainability: The Role of Leadership and Organizational Culture” by Mark J. Epstein, Adriana Rejc Buhovac, and Kristi Yuthas, Strategic Finance, (April 2010), pp. 41-47

The article explains the use of management control systems in the context of the firm’s sustainability objectives.  The research for this article was funded by the Institute of Management Accounting (IMA).   

Note:  This article and related discussion questions are also in the text as problem 18-64. 

Discussion Questions:
1. What is the difference between local and corporate decision making, and what is the significance of the difference for sustainability?
2. Study the Corporate Sustainability Model in Figure 1.   Based on this study, do you think sustainability should be managed by means of a cost center, profit center, the balanced scorecard, or some other method, and why?
3. Identify two of the leading companies in the area of sustainability and explain why you think each of these companies has chosen to take a leadership role in sustainability. 
4. Review Exhibit 18.4 in the text.  Do you think sustainability is best managed as part of an informal or a formal type of management control system?   Briefly explain your answer.
5. Explain briefly the role of leadership in sustainability management.
6. Explain briefly the role of organization culture in sustainability management.
	





18-2: “Strategy Maps” by Robert S. Kaplan, and David P. Norton, Strategic Finance (March 2004) pp.27-35.

This article expands Kaplan’s and Norton’s earlier work on the balanced scorecard and strategy maps (see Article 17-1 above) to the concepts of customer value propositions and the use of the strategy map to identify how the balanced scorecard can be used to facilitate achieving the desired value proposition.  

Discussion Questions:
1.  To achieve desired financial goals the organization focuses on which two levers of success?
2.  What are the three strategic approaches through which a company can attempt to create sustainable value for the shareholder?
3.  What are the four customer value propositions that a company can use to succeed?
4.  What are the characteristics of firms that compete on the basis of the four customer value propositions identified above?
5.   What are the four clusters of internal processes through which a company can succeed on the internal business value proposition:
6.  What are the three components of the firm’s use of learning and innovation as a value proposition?




18-3: “Evaluating General Managers’ Performance”, By Kenneth A. Merchant, CPA, 
Strategic Finance, (May 2007), 12-14, 59-61

Discussion Questions
1. What are the key alternative measures of performance for general managers?
2. What are the key criteria for evaluating each of the performance measures? Explain each briefly. 
3. How do the alternative measures rank based on the criteria listed in part 2?



 

 (
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18-1  Industrial Chemicals Company
In 2012, events which were thought about and planned for the past several years in the Industrial Chemicals Company (ICC) culminated in the most significant change in the company's 80-plus year history. A major corporate restructuring was announced including the purchase of a large U.S. based pharmaceutical company, for $2.8 billion. ICC is a large multinational manufacturer of industrial chemicals. The parent company is located in Amsterdam, and manufacturing plants and customers are located worldwide.
	In February of 2013, the Chairman of the Board and Chief Executive Officer told a reporter of a major financial magazine: "We felt that if we were to build a strong technology base of biology and biotechnology that would simultaneously serve agriculture, animal nutrition, and health care, we could build a unique powerhouse backing it up in a way that companies in these individual businesses couldn't do; and we've built it." The changes initiated were thus not merely pruning and trimming, but changing the very direction of the company by getting out of commodity chemicals and into more innovative areas.
	The magazine article made a key observation in its February 10, issue: 
	A major problem looms: Can ICC support the level of research needed to make a major impact in biotechnology? Earnings for the first three quarters of 2012 dropped and the company expects to show a loss for the fourth quarter, even before write-offs on closed chemical plants.
	The chairman of the board was well aware of this major concern. In fact, as 2012 drew to a close, he commissioned a special subgroup of the Executive Management Committee (the EMC is the senior management group dealing with major strategic and operational issues) to review the company's overall R&D spending, its affordability and priorities, and bring back recommendations to the EMC in time for inclusion in the 2013 budgeting process. 
RESEARCH AND DEVELOPMENT 
From a total corporate perspective, the R&D effort falls into three classifications: 
Class I—Maintain existing businesses—
This effort is associated with managing existing business assets, maintaining competitiveness of products in existing businesses, and supplying technical service. 
Class II—Expand existing businesses—
R&D associated with expanding existing business assets, expanding markets of existing products, or substantially lowering costs of existing processes. 
Class III—Create new businesses—
R&D associated with creating new business assets. 
Organizationally, each of the operating units administers its own R&D efforts which cut across all three categories above. In very simple terms, the operating unit is relatively self-sufficient across all three categories where technology already exists. They "purchase" some support services from the corporate R&D group as described later. In terms of performance assessment for incentive compensation, the operating unit R&D groups are tied to the "bottom-line" results achieved by the respective units. 

CORPORATE R&D 
The corporate R&D group, in addition to providing support services to the operating unit's R&D efforts, is primarily responsible for required new technology in creating new businesses. At the point in time in the product invention time line when new-technology-based products reach a level of commercial viability, these programs are "handed-off" to an operating unit R&D group for eventual movement to commercialization. In the past several years, this corporate R&D group has been successful in "inventing" and "handing off" commercial leads despite some operating unit reluctance to fund the research costs. In these instances, funding sometimes remained with corporate R&D after the "hand-off."
 (
SUMMARY OF CORPORATE RESEARCH AND DEVELOPMENT
Research Laboratory Group
 
Information Center
 
MIS Facility
 
Bioprocess Development and Cell Culture
 
Physical Sciences Center
 
Analytical Chemistry Group
 
Chemistry Group
Biological Sciences Group
Patent Group
)	A more detailed description of the corporate R&D group follows. The corporate research and development group is headed by a senior vice president reporting to the Chairman of the Board and CEO. The central research laboratory group consists of an information center (20 percent of its costs are charged to operating units on a fee for service basis), an MIS facility, bioprocess development and cell culture groups (which are essentially involved in devising production processes for biotechnology-based products), 
a physical sciences center (a central analytical chemistry group providing very specialized and highly skilled support to many users across the company—65 percent of this group's costs are charged out directly on a fee-for-service basis), a group called controlled delivery which develops vehicles for the transfer of pharmaceutical and animal science products into the living systems within which they must act, and a chemistry group providing very specialized skills in both conventional and biotechnology process chemistry (about 25 percent of this group's costs are charged directly on a fee-for-service basis). In addition to the direct fee-for-service chargeouts described above, a portion of the costs of this central laboratory group (primarily the bioprocess development and cell culture groups) is assigned to the biological sciences segment. The remaining costs, along with overall corporate R&D administrative costs, are allocated as a part of corporate charges.
	The biological sciences group has been the major focal point for new technology in the pharmaceutical and animal sciences area. It supports plant sciences for the agricultural unit as well. The costs for the biological sciences group are reported as being for new direction basic research. Also controlled within corporate R&D and reported in this segment are costs of key university relationships supporting basic and applied biomedical, crop chemicals, and animal sciences research efforts.
	The patent group has always been decentralized with a patent counsel and staff assigned to each operating unit reporting on a "dotted line" basis to the operating unit and administratively to the general patent counsel. Thus, about 80 percent of patent cost is already directly borne by operating units with the remainder allocated as part of corporate charges. 
REQUIRED:
As the controller reflected on the information obtained and the important issues being addressed by the EMC subcommittee, the following questions surfaced in his mind. Develop a response for each question. 
1. What is the role of R&D in the firm’s overall strategy?
1. Would operating unit control of our key R&D growth programs enhance or mitigate our chances of meeting our goals? That is, should R&D be organized as cost SBUs within each of the operating units? What amount and type of R&D, if any at all, should be done at the corporate level? 
1. I know there'll be pressure to level off our R&D spending across the company, including corporate R&D. We've got to make sure we get more for our money in terms of prioritizing those efforts to go after the most promising commercial opportunities if we're going to achieve our goals in biotechnology! How can we be sure we're prioritizing these efforts toward increased commercial success? That is, how do we evaluate the effectiveness of both the R&D cost SBUs in the operating units and corporate-level R&D?
1. How does the fact that ICC operates in several different countries affect the decisions the controller is facing? 


18-2  Full Versus Variable Costing and Ethical Issues
HeadGear, Inc is a small manufacturer of headphones for use in commercial and personal applications. The HeadGear headphones are known for their outstanding sound quality and light weight, which makes them highly desirable especially in the commercial market for telemarketing firms and similar communication applications, despite the relatively high price. Although demand has grown steadily, profits have grown much more slowly, and John Hurley, the CEO, suspects productivity is falling, and costs are rising out of hand. John is concerned that the decline in profit growth will affect the stock price of the company and inhibit the firm’s efforts to raise new investment capital, which will be needed to continue the firm’s growth. While the firm is now operating at 68% of available production capacity, John thinks the market growth will soon exceed available capacity. 
	To improve profitability, John has decided to bring in a new COO with the objective of improving profitability very quickly. The new COO understands that profits must be improved within the coming 10-18 months. A bonus of 10% of profit improvement is promised the new COO if this goal is achieved. The following is the income statement for HeadGear for 2013, from the most recent annual report. Product costs for HeadGear include $25 per unit variable manufacturing costs and $1,920,000 per year fixed manufacturing overhead. Budgeted production was 120,000 units in 2013. Selling and administrative costs include a variable portion of $15 per unit and a fixed portion of $2,400,0000 per year. The same units costs and production level are also applicable for 2012. 

	HeadGear Inc.
Income Statement for the Period Ended 12/31/2013 

	Sales (125,000 @$75) 	
	
	$ 9,375,000 

	
	
	

	Cost of Sales:
	
	

	 Beginning Inv: 5,000 @ $41 	
	$  205,000
	

	 Cost of Production: 120,000 @ $41 	
	 4,920,000
	

	 Goods Available: 130,000 	
	$5,125,000
	

	 Less Ending Inv: 0 @ $41 	
	-0-
	$5,125,000 

	
	
	

	Gross Margin 	
	
	$4,250,000 

	
	
	

	Selling and Administrative
	
	

	 Variable Costs: 125,000 @ $15 	
	$ 1,875,000
	

	 Fixed Costs 	
	  2,400,000
	$4,275,000 

	
	
	

	Net loss 	
	
	$  <25,000>



The new COO is convinced that the problem is the need to aggressively market the product, and that the apparent decline in productivity is really due to underutilization of capacity. The COO increases fixed manufacturing costs to $2,100,000 and variable selling costs to $16 per unit and fixed selling costs to $2,750,000 to help achieve this goal. Budgeted sales and production for 2014 are set at 175,000 units.
	Actual production was 175,000 as planned but sales for 2014 turned out to be only 140,000 units, short of the target. The new COO claims that profits have increased considerably, and is looking forward to the promised bonus.  

REQUIRED:
1. Calculate the absorption cost net income for 2014, assuming the new selling costs, and that manufacturing costs remain the same as 2013.
1. Calculate the variable cost net income for 2014 and explain why it is different from the absorption cost net income. 
1. Is the new COO due a bonus? Comment on the effectiveness of Hurley’s plan to improve profits by hiring the new COO and promising the bonus.
1. Identify and explain any important ethical issues you see in this case. 

18-3  Strategic Performance Measurement
Johnson Supply Company is a large retailer of office supplies. It is organized into six regional divisions, five within the United States, and one international division. The firm is growing steadily, with the greatest growth in the international division. Johnson evaluates each division as a profit SBU. Revenues and direct costs of the divisions are traced to each division using a centralized accounting system. The various support departments, including human resources, information technology, accounting, and marketing, are treated as cost SBUs and the costs are allocated to the divisions on the basis of sales revenues. The international division has cash, receivables, payables, and other investments in foreign currencies. As a result, this division experiences occasional significant losses and gains due to fluctuations in the value of foreign currencies. Based on the idea that these effects are uncontrollable, the effects of currency changes on the international division is retained in a single home-office account and is not traced to the division. Similarly, taxes paid by this division to other countries is pooled in a home office account and is not traced to it. 
	Because of rapidly increasing costs in the information technology (IT) department, Johnson’s top management is considering changing this department to a profit SBU. IT would set prices for its services, and the user divisions could choose to purchase these services from IT or from a vendor outside the firm. The manager of IT is upset at the idea, and has told top management that this move would eventually create chaotic and ineffective information services within the firm. 
REQUIRED:
1. Should Johnson’s six divisions be treated as profit SBUs or some other type of strategic performance measurement system? Explain.
1. Comment on the firm’s decision not to trace currency gains and losses and foreign tax expense to the international division.
1. Comment on the firm’s consideration of changing the IT department from a cost SBU to a profit SBU. What are the likely effects on the firm and on the IT department? 
 


18-4  Strategic Performance Measurement: Employee Benefits
In its thirteen year of operations, Mount Drake Software is reviewing the methods it has used to evaluate its profit SBUs. Mount Drake has six product divisions, each of which is a profit SBU, and each markets specialized software products to specific customer groups. For example, one unit markets software systems to dental practices, and another provides software for real estate management firms. A critical factor in Mount Drake’s success is the commitment and competence of its systems development and programming staff. While there is a relatively high turnover for these employees, Mount Drake has managed to retain the very best and to attract the very best. In recent months, as their business has grown, and as the software industry generally has grown significantly, it has become more and more difficult for Mount Drake to attract and to retain the best staff. Mount Drake is looking for ways to become more competitive in attracting and retaining these employees. One idea is to increase employee benefits by adding training opportunities, additional paid vacation, stock investment programs, and improved health insurance. The cost of some of these additional benefits could be traced directly to the divisions, while the cost of other benefits (such as improved group health coverage and company-wide training programs) could not be directly traced to the divisions.  
REQUIRED:
How should Mount Drake handle employee benefits within its current performance measurement system? Should Mount Drake change the performance measurement system, and if so, how should it be changed? 



18-5  Contribution Income Statement

Cathy’s Classic Clothes is a retail organization that sells to professional women in the Northeast.  The firm leases space for stores in upscale shopping centers, and the organizational structure consists of regions, districts, and stores.  Each region consists of two or more districts; each district consists of three or more stores.  Each store, district, and region has been established as a profit center.  At all levels, the company uses a management by objective (MBO) system and a responsibility accounting system that focuses on information and knowledge rather than blame and control.  Each year, managers, in consultation with their supervisors, establish goals which are not solely financial, and these goals are integrated into the budget.  Actual performance is measured each month.

	The Northeast Region consists of Districts A and B.  District A consists of three stores, 1, 2, and 3 with District B consisting of three stores, 4, 5, and 6.  District A’s performance has not been up to expectations in the past.  For the month of May, the district manager has set performance goals with the managers of Stores 1 and 2 who will receive bonuses if certain performance measures are exceeded.  The manager of Store 3 decided not to participate in the bonus scheme.  Since the district manager is unsure what type of bonus will encourage better performance, the manager of Store 1 will receive a bonus based on sales in excess of budgeted sales of $570,000 while the manager of Store 2 will receive a bonus based on net income in excess of budgeted net income.  The company’s net income goal for each store is 12 percent of sales.  The budgeted sales for Store 2 are $530,000.

	Other pertinent data for the month of May 2013 are given below.

· At Store 1, sales are 40 percent of District A sales while sales at Store 2 are 35 percent of District A sales.  The cost of goods sold at both Stores 1 and 2 is 42 percent of sales.

· Variable selling expenses (sales commissions) are 6 percent of sales for all stores, districts, and regions.

· Variable administrative expenses are 2.5 percent of sales for all stores, districts, and regions.

· Maintenance cost includes janitorial and repair services and is a direct cost for each store.  The store manager has complete control over this outlay; however, this cost should not be below one percent of sales.

· Advertising is considered a direct cost for each store and is completely under the control of the store manager.  Store 1 spent two-thirds of District A’s total outlay for advertising which was ten times more than Store 2 spent on advertising.

· The rental expenses at Store 1 are 40 percent of District A’s total while Store 2 incurs 30 percent of District A’s total.

· District expenses are allocated to the stores based on sales.

REQUIRED:

1. Complete the May 2013 performance report for District A and Stores 1 and 2.

2. Discuss the impact of the responsibility accounting system and bonus structure on the manager’s behavior and the effect of this behavior on the financial results for Store 1 and Store 2.









18-6 Manipulating the Balanced Scorecard

By Natalia Mintchik and Jennifer Blaskovich, CPA


Mary Brown, CMA, CPA, is a 29-year-old senior accountant for IFS, a diversified global financial services holding company headquartered in New York City and operating in more than 100 countries. Mary began her career in public accounting after graduating from a well-known public university in the Southwest. After two years, family circumstances forced her to return to her hometown in rural Texas. She was fortunate to find a job at the local branch of IFS since similar positions are scarce in the area. Mary is responsible for budget monitoring and performance measurement in the branch and, as of now, is happy with her decision. She likes going to the same office each day, truly enjoys her colleagues, and is pleased to see how the results of her initial efforts are beginning to pay off. 

Mary has advanced rapidly in her three years at IFS. She currently supervises a staff of three employees responsible for all of the managerial reporting for the branch. For more than two years, Mary’s immediate boss had been Karl Jones. Karl, the senior financial branch officer, was an important mentor to Mary as she took her first steps in the IFS corporate environment. During the current reporting year, Karl was promoted to senior financial officer of a bigger branch in a different state, so Mary completed the last three months of the year under the direction of Michael Peterson. Like Karl, Michael was promoted to the position from a different branch. Now at the end of the financial year, it’s time to summarize the annual performance of the branch and submit the final numbers to headquarters for performance assessment and the calculation of managerial bonuses. 

Two years ago, IFS senior management changed the method used for performance evaluation, bonuses, and promotions. It had been using branch earnings as the only criterion but switched from that single-minded focus to a balanced scorecard. IFS senior management identified several important categories critical for the company’s long-term success: quality, cost, risk management, social responsibility (attention to customers and employees, social partnerships, etc.), and innovation. IFS senior management developed a set of potential metrics, referred to as multiple quantitative indicators, that assessed branch performance on each of the identified categories. Management suggested that each branch choose applicable indicators from the provided list. These indicators are used to calculate metrics for each of the predefined categories and are later incorporated into a single balanced scorecard score using predefined weights. 

One of the quantitative metrics that Mary’s branch had always included in the calculation is based on a customer satisfaction survey conducted by the branch marketing department. The survey includes six questions. The first question asks about the customer’s overall satisfaction with IFS on a five-point scale from one (not at all satisfied) to five (very satisfied). The next five questions address more specific areas:

· Satisfaction with the quality of tellers,
· Satisfaction with the quality of automated teller machines (ATMs),
· Satisfaction with the quality of employees who aren’t tellers,
· Frequency of problem incidence, and
· Satisfaction with the quality of the resolution of the problems.

In the past, Karl only included the results from the first question in the calculation of the final balanced scorecard number. Customers’ answers to the last five questions were used internally to identify areas for potential improvement. Such an approach doesn’t contradict IFS policy, which explicitly requires incorporation of a single measurement of customer satisfaction in the final balanced scorecard performance number. But aside from requiring that the survey is used, the IFS policy doesn’t dictate the exact methodology for gathering the measure. 

This year Michael noticed that the average for responses to the last five questions (3.1) is significantly below the average for the first question (3.9).Michael insists that the final balanced scorecard should be calculated using 3.1 rather than 3.9 as the customer satisfaction measure. Sandra, the head of the marketing department, doesn’t object. Mary, however, believes that the branch shouldn’t change its reporting approach for several reasons:


1. Overall customer satisfaction is all that matters,
2. Lower scores on the subsequent questions are due
to the customers recalling episodic problem cases, and
3. People tend to overemphasize the importance of
nuisances when reminded about them.

Mary suspects that Michael has personal incentives to insist on such a change. Such an approach reduces the overall balanced scorecard number for the branch, which will result in lower annual bonuses for everyone, including Karl. Because Michael was recently transferred from a different branch, his bonus and performance evaluation won’t be affected by the change. In addition, the lower scorecard number this year will improve Michael’s chances to report a “higher than previous” score next year, enhancing his bonus for next year as well as future career opportunities. 

Mary shared some of her concerns with Michael without mentioning his potential motivations. She suggested they consult Karl about such an important decision. Michael’s strong and defensive reaction to the suggestion surprised Mary. In particular, he warned Mary that she overstepped her boundaries by questioning his professional judgment. Michael also pointed out that he is the person who has the ultimate responsibility for branch balanced scorecard reporting, has enough expertise in the area, and won’t tolerate any “fabrications.”Mary knows from past experience that Michael’s supervisor, branch general manager Paul Parker, refuses to listen to people who don’t follow the chain of command. She’s also unsure if she should be the person who draws Karl’s attention to the issue before the final numbers are reported to headquarters. Mary wants to preserve a good professional relationship with her new boss and doesn’t plan to leave IFS in the near future.

Required: 
Assume Mary knows you as a fellow IMA member bound by IMA’s Statement of Ethical Professional Practice and asks for your advice. How would you suggest she proceed?
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By Mark J. Epstein, Adriana Rejc Buhovac, and Kristi Yuthas

Executives recognize the importance of social and environmental responsibility—corporate sustainability—but they seldom implement it successfully. The challenge lies in how to actually integrate sustainability into operational and capital investment decision-making and implement it successfully in large, complex, for-profit organizations.

The financial executive plays a vital role. Top management typically cascades these management decisions down because sustainability impacts are often local, so usually only a small number of these decisions are made at corporate headquarters. As individual managers at the business units, geographical units, and facilities make these decisions, they also must make the appropriate tradeoffs regarding social and environmental impacts vs. financial ones. Typically, the vice president of sustainability, who reports to the CEO, requests improved sustainability performance, while the CEO and CFO demand improved financial performance. At the same time, a company provides little guidance and support to senior- and middle-level operations managers to aid in the decision-making and tradeoffs. How can they manage this challenge successfully?

Field Study Brings New Findings

 In the January 2008 issue of Strategic Finance, Marc J. Epstein presented the Corporate Sustainability Model, a comprehensive approach for examining, measuring, and managing the drivers of corporate sustainability. The model can help managers incorporate a sustainability strategy into daily operations and link that strategy to specific actions that improve both sustainability and financial performance. 

Epstein argues that, to improve the sustainability strategy implementation process, managers should carefully identify and measure key performance drivers included among the various inputs and processes. The drivers of the model include: 



·  External context (regulatory and geographical), 
·  Internal context (mission, corporate strategy, corporate organizational structure, organizational culture, and systems), 
·  Business context (industry sector, customers, and products), and 
·  Human and financial resources. 

The inputs guide leaders in making decisions so they can develop an appropriate sustainability strategy; set up aligned structures, systems, and programs; and take action. The managerial actions lead to positive or negative sustainability performance and stakeholder reactions, ultimately affecting long-term corporate financial performance. This model should help managers better analyze and manage these drivers as well as pursue social and environmental impacts more effectively. Figure 1 illustrates the Corporate Sustainability Model. 

Recently, the Foundation for Applied Research (FAR) of the Institute of Management Accountants (IMA®) sponsored a research study to examine how leading corporations integrate economic, social, and environmental impacts into day-to-day management decision making. The research focused on four companies: 

· Nike, the world’s leading designer, marketer, and distributor of athletic products and clothing; 
· Procter & Gamble (P&G), one of the world’s leading branded consumer products companies; 
· The Home Depot, the world’s largest home improvement specialty retailer; and 
· Nissan North America, a unit of Nissan Motor Co., a leading global auto manufacturer. 

These companies have reputations for leading practices in managing sustainability and have high ratings on various indexes on sustainability performance. We conducted open-ended, semi-structured interviews with senior managers, business unit and facility managers, geographical unit managers, functional managers, and sustainability managers. The study investigated how managers currently make tradeoffs and simultaneously manage social, environmental, and financial performance. We also looked at systems and performance measures that they use to facilitate these decisions and at the characteristics of organizations and their environments, their formal and informal support systems and processes (including performance evaluation, rewards, organizational culture, leadership, etc.), and initiatives that facilitate managing social, environmental, and financial performance simultaneously. The study also attempted to better understand the role of hard or soft implementation systems. Hard systems are the formal systems that include structure, performance evaluation, and incentive systems that motivate employee behavior. Soft systems are the informal systems such as organizational culture, leadership, and people. 

It’s these informal systems—organizational culture, leadership, and people—that nurture a company’s drive for sustainability. Although sensitive to stakeholder concerns and impacts, these leading companies are committed internally to improving corporate sustainability performance. While generally considered a significant tool to implement sustainability and align the corporation’s interests, formal implementation systems have a secondary role in implementing sustainability programs successfully. All four companies incorporate sustainability issues in their corporate strategies, they have specific sustainability strategies and aligned organizational structures, and they have in place performance measurement systems with some social and environmental metrics. But leadership and organizational culture are the most crucial determinants in successfully managing the various trade-offs that middle managers face when they try to manage social, environmental, and financial performance simultaneously. The Corporate Sustainability Model highlights the following drivers: the internal context with the organizational culture, leadership, and human resources. 

We’ll describe how Nike, Procter & Gamble, The Home Depot, and Nissan North America are using leadership and organizational culture to encourage employees to pursue and drive organizational success in sustainability. Only after a company uses these informal or soft systems can it use the formal or hard systems of strategy, structure, and programs to improve success.




Managing Social, Environmental, and Financial Performance Simultaneously 

How to manage the paradox of improving social, environmental, and financial goals simultaneously is one of a company’s biggest challenges. Integrating corporate social, environmental, and financial impacts into operational and capital investment decisions comes with a lot of tension. While social and financial initiatives may benefit one another in the long term, they’re often conflicting in their need for resources and agendas in the short run. Also, clear, measurable, short-term metrics apply to financial initiatives, whereas measurements of social performance are often uncertain and long term. Sometimes there are win-win situations, such as when waste and emissions are reduced, that save both company costs and environmental damage. But often the decision alternatives are seen as tradeoffs, and managers throughout the business units and facilities must struggle to evaluate social, environmental, and financial impacts. At the end of the day, they make decisions while being accountable for excellent performance in both. 

In our study, however, managers told us they didn’t see the tradeoffs as difficult, either because they prioritized financial performance or because their companies could accomplish both at the same time. The Home Depot, for example, doesn’t view the tradeoffs between sustainability goals and business goals as problematic. They rarely see a tradeoff as a win-lose situation; when this is the case, win-lose tradeoffs are typically resolved in favor of business goals. In most cases, there are win-win situations. In fact, whenever an environmental or social issue becomes important to the customer or the public, it becomes important to The Home Depot, and addressing it becomes a win-win situation. Essentially, the belief is that “We do the right thing, and it is good for business as well.” When meeting a more stringent regulatory or company-set environmental or social standard would require additional costs, managers would work together to identify areas where they could reduce other costs. 

At Nike, tradeoffs are only in the short term. For example, using environmentally preferred materials may increase some manufacturing costs, but, by reducing waste, the company decreases costs. A company can reduce costs using Considered Design, which is Nike’s program to improve product sustainability by focusing on design. Nike’s goal is to fuel constant improvements in its design and production processes that lessen its impact on the environment and society, using sustainability as a source of innovation. Nike designers successfully innovate in how they use various materials. The choice of design and materials has produced dramatic decreases in footwear and packaging waste, which means a reduction in the use of potentially harmful chemicals while increasing the performance of the product. 

P&G, too, sees innovation as the solution to the sustainability challenge. P&G managers have widened their organizational perspective to see the broader picture and capture benefits beyond a particular issue or cost. They strive to create products that enable consumers to be more environmentally sustainable. Improving efficiency of the entire product life cycle from cradle to grave is a major focus of P&G’s sustainability efforts. As one senior executive stated, “We’re values-based, innovation-driven, and we see the business value of sustainability.” P&G thus attempts to accomplish both environmental and financial goals and performance simultaneously. For Nissan North America, the evaluation of environmental and financial impacts typically doesn’t present a tradeoff because of the company’s declared focus on energy-usage reduction for Nissan and its customers. This is usually a win-win scenario. 

Social and environmental considerations are deeply embedded in decision making at Nike, Procter & Gamble, The Home Depot, and Nissan North America. Nike, for example, developed a strategic approach to corporate responsibility (CR) that emphasized value creation, collaboration with business units, and proactive strategic planning. This is why managers believe that they aren’t typically making tradeoffs and are more often recognizing win-win situations. Environmental win-wins (decisions that simultaneously benefit the environment and corporate profits) are often more noticeable than social win-wins. This may be because of more measurement and evaluation techniques as well as performance measures in place for corporate environmental impacts than for most of the social impacts managers typically confront. But these leading companies have made many tradeoffs spontaneously because they’ve incorporated the concerns for social and environmental impacts into the culture. The role of leadership in accomplishing this is crucial.

The Role of Leadership 

In all four companies, there are fewer conflicts for senior and middle managers in balancing social, environmental, and financial performance because these conflicts are resolved higher up in the organization and are well integrated into the informal systems. Upper management has bought in to the benefits relating to sustainability. Thus people are able to make certain tradeoffs because they know their leaders will be supportive. 

Corporate responsibility is one of Nike’s nine strategic priorities. The CEO and other company leaders support CR intensively and consider it an enhancing element in reaching strategic goals. In fact, leadership engagement is number one. “Making a sustainable decision that negatively impacts margins is not so wrong, but they have to inform me because we can offset this somewhere else,” one vice president explained. “I want to give guidance to subordinates because I don’t want to have them struggle with it [the tradeoffs related to making social, environmental, and financial decisions]. And we need to teach them because all these decisions cannot be done by me alone.” This training takes place through information sharing and collaboration. People learn as they become part of the process where leaders make decisions. 

Similarly, at P&G the focus on sustainability starts with a clear desire on the part of the leadership to make something happen. Leadership is one of its core values, and P&G’s leaders are responsible for successfully integrating sustainability into the rhythm of P&G’s business. “We aim to make sustainability something the business units want to do because it helps build the business,” stated one vice president. Once people understand the goal, creativity and innovation immediately follow. 

The Home Depot views the job of the individual store manager as among the most significant in the organization. Along with the CEO, they are committed and passionate about sustainability, volunteerism in particular. 

The Nissan CEO sets the corporate direction and centralizes corporate social responsibility (CSR). The company develops a midterm plan that addresses the question “How do we grow in harmony with sustainability?” and publicly commits to a plan. In Nissan North America, the managers’ role in leadership is to promote stakeholder value with specific orientation to environmental concerns. There’s the belief that it’s very important to get people in the decision-making roles who have the mindset of “Now we have limited natural resources.” Leadership support in promoting sustainability is of great importance.

The Role of Organization Culture 

A typical culture that builds on sustainability helps managers and other decision makers deal with the tradeoffs that the simultaneous management of social, environmental, and financial goals often causes. At Nike, P&G, The Home Depot, and Nissan North America, the corporate culture emphasizes norms critical for innovation, such as openness, autonomy, initiative, and, in many cases, risk taking. 

The Home Depot’s culture, for example, is all about an entrepreneurial high-spiritedness and a willingness to take risks, as well as a passionate commitment to customers, colleagues, the company, and the community. “Orange blood” runs through the veins of its associates. Employees view sustainability performance as vital to The Home Depot’s long-term financial success even though incentives aren’t based on social and environmental performance. Also, many Home Depot employees are environmentally and socially conscious and have been the driving force of some environmental initiatives, such as the Framing Hope project, which donates to nonprofit organizations damaged and outdated product that would otherwise go to landfills. The company strengthens and transmits its culture by maintaining transparency and open lines of communication. It runs a weekly televised show for store and department managers that discusses issues of interest for company employees that may include policies, products, programs, personnel, and the like, and that provides an opportunity for better communication throughout the company. The CEO can talk to employees and get feedback from them. The Home Depot also provides a mechanism for employee feedback through the company’s intranet. 

P&G, an innovation-driven and values-based company, values everyone’s opinion, so there’s a good deal of discussion, even at the lowest level. It does things from the bottom up and by consensus, and it focuses on “the right thing to do” even if sometimes that’s more expensive. P&G took this motto from one of its core values— integrity—that says, “We always try to do the right thing.” Since people come in young, move through P&G, and create organic networks, there’s a strong sense of trust and unity. Like The Home Depot, P&G promotes primarily from within, which makes it easier to build a strong corporate culture since most employees have a long tenure with the company. P&G is also encouraging sustainability behavior and culture through another core value—ownership—that expects employees to act like owners, treating the company’s assets as their own and behaving with the company’s long-term success in mind. 

A lot of Nike employees intuitively believe that sustainability is the right thing. This mind-set builds the brand. Sustainability is integrated into the rhythm of the business, including employee engagement and encouraging employees to contribute their ideas. Young employees, many of them ex-athletes with a strong spirit of competitiveness and entrepreneurship; young customers; and a strong culture around sustainability, success, and innovation reinforce and support the sustainability actions. 

At Nissan North America, the mind-set and actions focus on environmental impacts. Environmental issues cascade down to the analyst level. “I’d like to think our culture has evolved such that we weave in environmental concerns,” one senior manager said. To shift mind-sets, 99% of the staff has gone through green training to gain understanding and sustainability awareness, which the company views as integral for acceptance of corporate social responsibility initiatives. At the core of the company’s corporate culture is the Nissan Way, which includes a “cross-functional, cross-cultural” business approach and a “commit and target” strategy. Nissan expects to achieve profitable, sustainable growth into the future. Creating a corporate culture that values the environment continues to be one of Nissan’s major objectives. Activities vary across the plants, but they generally include monthly newsletters to raise staff awareness about the environment, participation of the plant’s workforce in facility inspections and lectures, participation in environmental management system training, etc. 

Sustainability is a personal issue at all four companies. They want to do something good. Company leaders at Nike don’t tell people what to do but rather—“just do it.” The P&G motto is “go and make it happen,” so employees find a way to make it work. These aren’t companies of dictates. 

These companies perform annual culture assessments and encourage employees to participate in anonymous surveys. Employees participate because they’ve already experienced that their voices were heard. The Home Depot’s CEO, for example, reviews all employee suggestions—some 300 to 400 per week—and posts responses to many of them. Nissan regularly carries out worldwide employee surveys, gauging employees’ attitudes and using the survey results to help improve the company’s management and corporate culture. 

The Home Depot, in particular, has found volunteerism to be a critical building block of corporate culture. The company espouses eight core values: excellent customer service, entrepreneurial spirit, taking care of our people, respect for all people, building strong relationships, doing the right thing, giving back, and creating shareholder value. It views giving back as the most important. According to a senior vice president, “There’s a strong cultural tie to volunteering. If we post a sign that says ‘sign up for KaBOOM [a volunteerism effort to build children’s playgrounds]…’ it fills up fast. If we mandate it, it loses its effectiveness.” The company doesn’t feel the need to additionally promote sustainability, and forcing things would push store managers to just “check the box.” 

There’s a strong spirit of volunteerism at the other three companies, too. Where many companies struggle to get employees involved, Nike searches for programs to keep pace with employee activism. Through volunteerism, P&G provides ongoing support, sponsorship, and leadership for many civic, cultural, and nonprofit organizations across all geographies. Nissan volunteers regularly join local cleanup efforts to help communities protect their environment. In fact, Nissan plants need to address cooperation and coexistence with local communities as one of their goals in their yearly plans.

Soft vs. Hard Implementation Systems 

The study’s finding of the importance of soft or informal systems and processes for successful management of sustainability might come as somewhat surprising. Most of the literature on management control and strategy implementation focuses on hard or formal systems and processes, such as organizational design, performance evaluation, and incentive systems that motivate employee behavior. But these systems alone haven’t typically been successful in implementing corporate sustainability strategies. Performance measurement, incentive, and reward systems can be critical tools to implement sustainability and align the interests of the corporation, senior managers, and all employees. Yet they must usually be part of a broader set of systems aimed to motivate and coordinate employee actions and corporate culture. 

Formal systems that measure and reward performance and encourage employees to pursue sustainability are often necessary to improve social and environmental impacts, communicate the value of sustainability to the organization, and hold employees accountable for their sustainability efforts. But to be effective they need to be built on principles such as measurability, objectivity, and fairness. Some companies explicitly state that they don’t want to measure sustainability impacts directly because they are difficult to capture. Or they don’t want to invest the effort to measure social impacts because managers intuitively believe that their sustainability efforts work. Rather, they choose metrics related to outcomes reasonably close to the cause-and-effect relationships chain. For example, measures related to the quantity of emissions are often considered satisfactory without going the next step to examine the various health and other social impacts on the population. 

Companies sometimes consider social impacts more difficult to measure than financial results because they’re often intangible, hard to quantify, and difficult to attribute to a specific organization, and they have a long time horizon. This difficulty often presents obstacles to producing compelling evidence of impact and mission achievement. Though increased sustainability measures are available and are often a valuable component in sustainability implementation, some leading companies haven’t focused on them—or are only now focusing on measures of success. Instead, they’ve focused on getting the informal systems right first before concentrating on the measurement. 

For example, The Home Depot doesn’t attempt to directly measure brand, community, or business impact of its sustainability efforts. There’s some sense that these things are the right things to do, and, if they’re measured, associates might see them as additional job requirements that they must monitor and manage. When The Home Depot evaluates a new initiative with a potential for significant sustainability outcomes, it doesn’t attempt to measure specific environmental or social outcomes directly. Instead, it captures relevant outcomes in its assessment of three types of risks: business, customer, and brand. At the moment, Nike doesn’t tie incentives directly to sustainability, but the overall intention is to increasingly formalize and institutionalize many of the informal processes. 

While these companies have a formal sustainability strategy, structure, and systems in place, it seems that the internal context has a stronger impact on behavior. Corporate social responsibility or sustainability departments play an important role in educating other business units about why the company should engage in sustainability efforts. They do this through educational and other efforts to influence the organizational culture and values. In addition, sustainability departments influence how the company acts to include sustainability in decision making, such as developing tools for incorporating sustainability. Also, as we mentioned earlier, both P&G and The Home Depot emphasize promoting from within, which builds a strong culture. 

If they don’t use these methods, companies must find other ways to sensitize new employees to the culture. This is often challenging. When employees have a sense of long-term commitment, they’re willing to volunteer in the long-term interests of the company. All four of the companies we studied educate and train individuals throughout their organizations to be sensitive to sustainability issues, and they have staff dedicated specifically to sustainability programs. 

The sustainability strategy is only a minimum enabler for improved sustainability performance. Best-practice companies will also have other formal and informal systems and processes in place, of which leadership, organizational culture, and people may be among the most important drivers of effective sustainability decision making. CEOs should communicate—and overcommunicate—the importance of sustainability and establish a culture of integrating sustainability into day-to-day management decisions. Commitment to social and environmental concerns must be communicated consistently, both in words and actions. At Nike, one vice president specifically underlined the importance of leadership consistency: “Leaders must be consistent. Consistency is believed to be more important than refined measures on environmental impact and compliance.”

A Win-Win Opportunity 

An organizational culture supporting sustainability decisions can inspire and motivate employees to take sustainability obligations seriously. In addition, in their recruitment and development practices, companies may seek to create in their employees a passion and commitment to sustainability. This leads to contributions that are good for society, the environment, and the company’s bottom line.
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18-2: STRATEGY MAPS



BY ROBERT S. KAPLAN AND DAVID P. NORTON

An organization’s strategy describes how it intends to create value for its shareholders, customers, and citizens. In working with more than 300 organizations over the past dozen years, we have learned how to use the Balanced Scorecard (BSC) as a powerful management tool for describing and implementing strategy. The key is to design a scorecard to focus on the critical few parameters that represent a strategy for long-term value creation. With its multiple perspectives, the BSC framework allows an integrated view of strategic measurement:
◆ Financial performance, a lag indicator, provides the ultimate definition of an organization’s success. Its strategy describes how a company intends to create sustainable growth in shareholder value. (The strategies of public sector and nonprofit organizations are designed to create sustainable value for citizens and constituents.)
◆ Success with targeted customers provides a principal component for improved financial performance. In addition to measuring the lagging outcome indicators of customer success, such as satisfaction, retention, and growth, the customer perspective defines the value proposition for targeted customer segments. Choosing the customer value proposition is the central element of strategy.
◆ Internal processes create and deliver the value proposition for customers. The performance of internal processes is a leading indicator of subsequent improvements in customer and financial outcomes.
◆ Intangible assets are the ultimate source of sustainable value creation. Learning and growth objectives describe how the people, technology, and organization climate combine to support the strategy. Improvements in learning and growth measures are lead indicators for internal process, customer, and financial performance. Enhancing and aligning intangible assets leads to improved process performance, which, in turn, drives success for customers and shareholders.

STRATEGY MAPS AND THE BALANCED SCORECARD 

The strategy map provides the specificity needed to translate general statements about high-level direction and strategy into specific objectives that are more meaningful for all employees and that they can act on. We’ll start by looking at the financial perspective of the balanced scorecard and work successively through the customer, internal, and learning and growth perspectives. Then we’ll show how the strategy map puts all the pieces together.

Financial Perspective: Strategy Balances Long-Term and Short-Term Objectives
The balanced scorecard retains the financial perspective as the ultimate objective for profit-maximizing companies. Financial performance measures indicate whether a company’s strategy, including its implementation and execution, is contributing to bottom-line improvement. Financial objectives typically relate to profitability—measured, for example, by economic value added, operating income, or return on investment. Basically, financial strategies are simple: Companies increase shareholder value by (1) selling more and (2) spending less. Any program—customer intimacy, six sigma quality, knowledge management, disruptive technology, just-in-time— creates more value for the company only if it leads to selling more or spending less. Thus, a company’s financial performance improves through two basic approaches: revenue growth and productivity. Companies can generate profitable revenue growth by deepening relationships with their existing customers. This enables them to sell more of their current product or service or to cross-sell additional products and services. For example, banks can attempt to get their checking account customers to also use a credit card issued by the bank and to borrow from the bank to purchase a home or car. Companies also generate revenue growth by selling entirely new products. For example, Amazon.com now sells CDs and electronic equipment as well as books, and Mobil encourages its customers to buy from its stations’ convenience stores in addition to filling their cars with gasoline. And companies can expand revenue by selling to customers in new segments—for example, Staples now sells to small businesses as well as to retail customers—and in new markets, such as by expanding from domestic sales to international sales. Productivity improvements, the second dimension of a financial strategy, can also occur in two ways. First, a company can reduce costs by lowering direct and indirect expenses. Such cost reductions enable it to produce the same quantity of output while spending less on people, materials, energy, and supplies. Second, by using their financial and physical assets more efficiently, companies can reduce the working and fixed capital needed to support a given level of business. For example, through just-in-time approaches, companies can support a given level of sales with less inventory. By reducing unscheduled downtime on equipment, they can produce more without increasing their investments in plant and equipment. The link to strategy in the financial perspective occurs as organizations choose a balance between the often contradictory levers of growth and productivity. Actions to improve revenue growth generally take longer to create value than actions to improve productivity. Under the day-to-day pressure to show financial results to shareholders, the tendency is to favor the short term over the long term. Developing the first layer of a strategy map forces an organization to deal with this tension. The overarching financial objective is—and must be—to sustain growth in shareholder value. Thus, the financial component of the strategy must have both long-term (growth) and short-term (productivity) dimensions. The simultaneous balancing of these two forces is the organizing framework for the remainder of the strategy map.

Customer Perspective: Strategy Is Based on a Differentiated Value Proposition
The revenue growth strategy requires a specific value proposition that describes how the organization will create differentiated, sustainable value to targeted segments. In the customer perspective, managers identify the targeted customer segments in which the business unit competes and the measures of the business unit’s performance for customers in these targeted segments. Several common measures are customer satisfaction, retention, acquisition, profitability, market share, and account share. Market share refers to the percentage of a company’s sales to total industry sales. Account share measures the company’s proportion of a certain customer’s or group of customers’ purchases in a given category. For example, a retail clothing store can estimate that it supplies, on average, 13% of the clothing purchased by its customers. A fast food outlet might supply 40% of a family’s fast food purchases or 2% of its total food consumption. These customer outcome measures can themselves be viewed as cause-and-effect relationships. For example, customer satisfaction generally leads to customer retention and, through word of mouth, the acquisition of new customers. By retaining customers, a company can increase the share of business—the account share—it does with its loyal customers. Combining customer acquisition and increased business with existing customers, the company should increase its overall market share with targeted customers. Finally, retention of customers should lead to increases in customer profitability since retaining a customer typically costs much less than acquiring new or replacement customers. Virtually all organizations try to improve these measures, but merely satisfying and retaining customers is hardly a strategy. A strategy should identify specific customer segments that the company is targeting for growth and profitability. For example, Southwest Airlines offers low prices to satisfy and retain price-sensitive customers. Neiman Marcus, on the other hand, targets customers with high disposable incomes who are willing to pay more for high-end merchandise. Companies should measure satisfaction, retention, and market share with their targeted customers. Price-sensitive customers with low disposable incomes aren’t likely to be satisfied with the shopping experience at Neiman Marcus, whereas business travelers with generous expense accounts typically don’t seek out a Southwest Airlines flight because of its long lines and lack of reserved seats and first-class cabins.












Value Propositions
Once a company understands who its targeted customers are, it can identify the objectives and measures for the value proposition it intends to offer. The value proposition defines the company’s customer strategy by describing the unique mix of product, price, service, relationship, and image that a company offers its targeted group of customers. It should communicate what the company expects to do for its customers better or differently than its competitors. For example, companies as diverse as Southwest Airlines, Dell, Wal-Mart, McDonald’s, and Toyota have been extremely successful by offering customers the best buy or lowest total cost in their categories. The objectives for a low-total-cost value proposition should emphasize attractive prices, excellent and consistent quality for the product attributes offered, good selection, short lead times, and ease of purchase (see the top row in Figure 1). Another value proposition, followed by companies such as Sony, Mercedes, and Intel, emphasizes product innovation and leadership. These companies command high prices, above the average in their category, because they offer products with superior functionality. The objectives for their value proposition would emphasize the features and functionalities of the products that leading-edge customers value and are willing to pay more to receive. The objectives could be measured by speed, accuracy, size, power consumption, or other performance characteristics that exceed the performance of competing products and that are valued by customers. Being the first to market with new features and functionality is another objective for such product leadership companies (see the second row in Figure 1). A third type of value proposition stresses the provision of complete customer solutions. Good examples here are Goldman Sachs and IBM (from 1960 to 1985). For this value proposition, customers should feel that the company understands them and is capable of providing them with customized products and services tailored to their needs. IBM, when it dominated the computer industry, didn’t offer the lowest prices and only rarely delivered its new products on time. Nor were IBM’s products the most advanced technologically, the most powerful, or the fastest. But IBM offered information technology executives, its targeted customers, complete solutions—hardware, software, installation, field service, training, education, and consulting—that were tailored to each organization’s needs. Companies offering such a customer-solutions value proposition stress objectives relating to the completeness of the solution (selling multiple, bundled products and services), exceptional service before and after the sale, and the quality of the relationship (see the third row in Figure 1). A fourth generic strategy, called lock-in, arises when companies create high switching costs for their customers. Ideally, a proprietary product, such as a computer operating system or microchip hardware architecture, becomes the standard for an industry. In this case, both buyers and sellers want their products to be consistent with the standard so they can benefit from the large network of users and complementors. Complementors are the people or organizations who add value to the company’s basic product. For example, Microsoft’s complementors are the more than five million programmers who write application programs that run on Microsoft’s operating systems and that make Microsoft’s systems more useful for end-use consumers. Becoming a dominant exchange, such as eBay and the Yellow Pages, is another example of a successful lock-in strategy. Buyers will choose an exchange where the largest number of sellers is offering products or services, and sellers will offer their products and services on an exchange that exposes them to the largest number of potential buyers. In this situation, one or two companies will tend to be dominant suppliers of the exchange, and they will create large barriers to entry for other exchange providers and high switching costs to its buyers and sellers (see the bottom row in Figure 1). A company defines its strategy by the objectives and measures it chooses for its value proposition. By developing objectives and measures that are specific to its value proposition, the company translates its strategy into tangible measures that all employees can understand and work toward improving.

Internal Perspective: Value Is Created Through Internal Business Processes
Objectives in the customer perspective describe the strategy—the targeted customers and value proposition— and the objectives in the financial perspective describe the economic consequences from a successful strategy—revenue and profit growth and productivity. Once an organization has a clear picture of these financial and customer objectives, it can develop objectives in the internal and learning and growth perspectives that describe how the strategy will be accomplished. Excellent performance in these two perspectives drives the strategy. Internal processes accomplish two vital components of strategy: They produce and deliver the value proposition for customers, and they improve processes and reduce costs for the productivity component in the financial perspective. We group organizations’ myriad internal processes into four clusters (see Figure 2):
1. Operations management,
2. Customer management,
3. Innovation, and
4. Regulatory and social.

Operations Management Processes Operations management processes are the basic, day-today processes by which companies produce their existing products and services and deliver them to customers. Some examples in manufacturing companies are:
◆ Acquire raw materials from suppliers,
◆ Convert raw materials to finished goods,
◆ Distribute finished goods to customers, and
◆ Manage risk.
Operating processes for service companies produce and deliver the services customers use.

Customer Management Processes
Customer management processes expand and deepen relationships with targeted customers. We can identify four customer management processes:
◆ Select targeted customers,
◆ Acquire the targeted customers,
◆ Retain customers, and
◆ Grow business with customers.
Customer selection involves identifying the target populations for which the company’s value proposition is most desirable.
This process defines a set of customer characteristics that describes an attractive customer segment for the company.
For consumer companies, segments can be defined by income, wealth, age, family size, and lifestyle; typical business customer segments are price-sensitive, early adopting, and technically sophisticated. Customer acquisition relates to generating leads, communicating to potential customers, choosing entry-level products, pricing the products, and closing the sale. Customer retention is a result of excellent service and responsiveness to customer requests. Timely, knowledgeable service units are critical for maintaining customer loyalty and reducing the likelihood of customer defections. Growing a customer’s business with the company involves managing the relationship effectively, cross-selling multiple products and services, and becoming known as a trusted adviser and supplier.



Innovation Processes
Innovation processes develop new products, processes, and services, often enabling the company to penetrate new markets and customer segments. Managing innovation includes the following processes:
◆ Identify opportunities for new products and services,
◆ Manage the research and development portfolio,
◆ Design and develop the new products and services, and
◆ Bring the new products and services to market.
Product designers and managers generate new ideas by extending the capabilities of existing products and services, applying new discoveries and technologies, and learning from customers’ suggestions. Once ideas for new products and services have been generated, managers must decide which projects to fund and whether they will be developed entirely with internal resources, collaboratively in a joint venture, licensed from another organization, and/or outsourced. The design and development process—the core of product development—brings new concepts to market. A successful design and development process culminates in a product that has the desired functionality, is attractive to the targeted market, and can be produced with consistent quality and at a satisfactory profit margin. At the conclusion of the product development cycle, the project team brings the new product to market. The innovation process for a particular project concludes when the company achieves targeted levels of sales and production at specified levels of product functionality, quality, and cost.
















The Datex-Ohmeda Strategy Map

Datex-Ohmeda, the largest division of Instrumentarium Corporation (now owned by GE Medical Systems), is based in Helsinki, Finland, with manufacturing operations in Finland, Sweden, and the U.S. Datex-Ohmeda’s product line includes patient monitors and networked systems for anesthesia, intensive-care units, and subacute care, as well as anesthesia machines, ventil tors, drug delivery systems, pulse oximeters, and supplies and accessories. Datex-Ohmeda had been a product leader since its founding in the early 1900s, but it faced tough competition from companies such as Philips, Siemens, and Drager. Organizational alignment was another growing challenge since most of the company’s factories and business units had been acquired through mergers and continued to operate as mostly independent business units and sales channels with goals that would occasionally conflict or diverge. The executive team worked on developing a new, integrated strategy in the summer of 2001 and used the strategy map to crystallize its thinking. Planning sessions led to the company deciding to change from its historic value proposition based on product innovation to one that leveraged long-term customer relationships. This meant providing the right solution for customers based on thoroughly understanding their needs and operating customer-focused processes for ongoing support and ease of doing business. Datex-Ohmeda used its strategy map to describe these new directions. The financial perspective shows the goal of obtaining revenue growth from new customers (F2) and expanding relations with existing customers (F3). The key to achieving the F3 objective is delivering “team-designed solutions” (C1) based on product-line breadth. Objectives for two internal processes describe how this value proposition will be created and delivered: A customer management objective (P9) defines the process of teamwork across Datex-Ohmeda, as well as with its channel partners, and objective P4 defines the innovation required to “develop and manage platform-based solutions throughout their life cycle.” These two internal process objectives, in turn, create the demand for organizational capabilities and culture that would promote the development of new human and informational capital, strong networking, and teamwork across lines of business and national boundaries. The learning and growth objectives, organized under the heading “Continuous Learning and Improvement,” align the intangible assets with the strategic priorities. Objectives L1, L2, and L3 create organization readiness for implementing the new strategy. Objective L1 identifies the need for consistency in decision-making processes required for a platform-based product strategy. Objective L2 defines the need for teamwork required by the team-solutions strategy. Objective L3 focuses on the process of alignment with the strategy at the individual level. The strategy map addresses the human capital needs (“right skills, right place, right time”) of the new strategy in objective L4. The details of these requirements will be described in lower-level human resources plans. Objectives L5 and L6 focus on the information capital requirements, with particular emphasis on knowledge sharing across the organization. The strategy map provided Datex-Ohmeda with a framework to align its human capital, information capital, and organization readiness to the strategy with sufficient specific detail to be meaningful, measurable, and actionable.
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The Datex-Ohmeda Strategy Map is shown on the following page.
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Regulatory and Social Processes
Regulatory and social processes help organizations continually earn the right to operate in the communities and countries in which they produce and sell. National and local regulations—on the environment, on employee health and safety, and on hiring and employment practices—impose standards on companies’ operations. But many companies seek to go beyond complying with these minimal standards. They want to perform better than the regulatory constraints so that they develop a reputation as an employer of choice in every community in which they operate. Companies manage and report their regulatory and social performance along a number of critical dimensions:
◆ Environment,
◆ Health and safety,
◆ Employment practices, and
◆ Community investment.
Investing in these needn’t be for altruistic reasons alone. An excellent reputation for performance along regulatory and social dimensions assists companies in attracting and retaining high-quality employees, thereby making human resource processes more effective and efficient. Also, reducing environmental incidents and improving employee safety and health improves productivity and lowers operating costs. And companies with outstanding reputations generally enhance their images with customers and with socially conscious investors. All these linkages—to enhanced human resource, operations, customer, and financial processes—illustrate how effective management of regulatory and community performance can drive long-term shareholder value creation. There are literally hundreds of processes taking place simultaneously in an organization, each creating value in some way. The art of strategy is to identify and excel at the critical few processes that are the most important to the customer value proposition. All processes should be managed well, but the few strategic processes must receive special attention and focus since they create the differentiation of the strategy. They should also be drawn from all four clusters: Every strategy should identify one or more processes within operations management, customer management, innovation, and regulatory and social. In this way, the value creation process is balanced between the short and long term. This ensures that the growth in shareholder value will be sustained over time.

Learning and Growth: Strategic Alignment of Intangible Assets
The fourth perspective, learning and growth, describes the organization’s intangible assets and their role in strategy. We organize intangible assets into three categories (see bottom section of Figure 3):
Human capital: The availability of skills, talent, and know-how required to support the strategy.
Information capital: The availability of information systems, networks, and infrastructure required to support the strategy.
Organization capital: The ability of the organization to mobilize and sustain the process of change required to execute the strategy.

Whereas all organizations attempt to develop their people, technology, and culture, most do not align these intangible assets with their strategies. The key to creating this alignment is granularity—that is, to move beyond generalities such as “develop our people” or “live our core values” and focus on specific capabilities and attributes required by the critical internal processes of the strategy. The balanced scorecard strategy map enables executives to pinpoint the specific human, information, and organization capital required by the strategy (we wrote about this in “Measuring the Strategic Readiness of Intangible Assets,” Harvard Business Review, February 2004).

TRANSLATING STRATEGY INTO ACTION

The strategy map describes the logic of the strategy, clearly showing the objectives for the critical internal processes that create value and the intangible assets required to support them. The balanced scorecard translates the strategy map objectives into measures and targets. But objectives and targets won’t be achieved simply because they have been identified. The organization must launch a set of action programs (strategic initiatives) that will enable the targets for all the measures to be achieved, and it must supply scarce resources—people, funding, and capacity—for every program. For each measure on the balanced scorecard, managers must identify the strategic initiatives needed to achieve the target because the initiatives create results. Hence, the execution of strategy is managed through the execution of initiatives. The action plans that define and provide resources for the strategic initiatives can be aligned around strategic themes that enable the initiatives to be viewed as an integrated bundle of investments instead of as a group of stand-alone projects. Each strategic theme represents a self-contained business case. Figure 4 illustrates an action plan and business case for the fast ground turnaround theme of a low-cost airline. This theme was core to the low-total-cost customer value proposition. It would contribute to on-time departures and arrivals that would increase satisfaction among customers, leading to future revenue increases. It also would enable the company to reduce costs by operating with fewer planes and flight crews than competitive airlines so that it could offer lower fares to attract price-sensitive customers while still earning profits and a return on investment above its cost of capital. The figure shows the intangible assets required to enable the strategy: new skills for the ramp agent, an improved information system, and the alignment of the ground crew to the strategy. The middle columns of the figure show the balanced scorecard of measures and targets for the strategic objectives in the strategy map. The right side of the figure identifies the strategic initiatives and the costs required to achieve the targets established in the scorecard. Eight initiatives have been identified—each affects one or two objectives—and all eight are necessary for the strategy to succeed. If one is deleted, a critical objective will be missed, and the chain of cause-andeffect relationships will be broken. For example, ground crew training and a new crew scheduling system might be introduced, but if the ground crew doesn’t understand how it fits in (communications program) or doesn’t have incentives to improve organizational performance (ESOP, an employee stock ownership plan), then the strategy will fail. Thus, the strategic theme for fast ground turnaround requires aligned capabilities for intangible assets and a complete set of strategic initiatives.









BRINGING IT TOGETHER: THE STRATEGY MAP

We have now worked systematically through the four balanced scorecard perspectives to determine the objectives and measures that describe the strategy. A strategy map (go back to Figure 3) is a visual representation of the strategy. It provides a single-page view of how objectives in the four BSC perspectives integrate and combine to describe the strategy. Each company must customize the strategy map to its particular set of strategic objectives. Typically, the objectives in the four perspectives of a strategy map lead to 20-30 measures being required in the associated balanced scorecard. Some people have criticized the balanced scorecard, believing that people can’t focus on 25 different measures. If a scorecard is viewed as 25 independent measures, it will be too complicated for an organization and its employees to absorb. But this is the wrong way to think about it. The strategy map shows how the multiple measures on a properly constructed balanced scorecard provide the instrumentation for a single strategy. Companies can formulate and communicate their strategies with an integrated system of approximately two to three dozen measurements that identify the cause-and-effect relationships among the critical variables—including leads, lags, and feedback loops—that describe the trajectory, or the flight plan, of the strategy. Employees— in their day-to-day actions, decisions, and initiatives— should focus on the objectives and measures in the internal and learning and growth perspectives since these are where the strategy gets implemented and improved. If the theory of the strategy is valid, improvements in internal and learning and growth measures should soon translate into enhanced performance in the customer and financial outcome measures. 













18-3 Evaluating General Manager’s Performance


By Kenneth A. Merchant, CPA


Choosing what measure(s) to use to monitor performance and to motivate good performance is critically important in all organizations because usually “What you measure is what you get.” If you measure profits, managers tend to focus on producing profits. If you measure growth, they will focus on
generating growth. These motivational effects exist even in the absence of formal links between the
measures and the various incentives that organizations provide managers, but companies’ incentive plans amplify the motivational
effects. 

The alternatives for measuring the performances of general managers, those located
both at the corporate level (e.g., CEO) and below
(e.g., division vice president) who are responsible
For both revenues and expenses, can be classified
Into three broad categories. One is market measures, which are direct reflections of an entity’s changes in
value. A second includes summary accounting-based measures, which can be defined in terms of either residuals (e.g., net income after taxes, operating profit, residual income, EVA) or ratios (e.g., ROI,
ROE, RONA). A third is combinations of measures,
the concurrent use of multiple measures, most
often including a summary financial measure
with one or more nonfinancial measures. The balanced scorecard framework is an example of a relatively elaborate combination-of-measures system.

How should senior managers and members of compensation committees of boards of directors choose from all these possibilities? To answer
this question, I use a universally applicable set of measurement evaluation criteria. Ideally, performance measures or combinations of measures
should be:

1. Congruent with the organization’s objectives. Since the primary objective of profit-making organizations is to maximize shareholder value, the measure(s) used should increase when value is created and decrease when value is destroyed. That’s the meaning of congruence.

2. Controllable by the managers whose performances are being measured. Controllability isn’t a concern when evaluating entity performance.
But measures that aren’t controllable, at least to a considerable degree, convey little or no information
as to whether the manager of an entity performed well, and they provide no useful motivational effects.

3. Timely. No one wants to wait years for feedback and performance dependent rewards.

4. Accurate. For measures to be accurate, the “noise” and bias in the measurements must be minimal.

5. Understandable. Measures that aren’t understood have no motivational effects.

6. Cost effective to produce. The benefits of the measures should exceed the costs of providing them.
If a measure (or a combination of measures) fails to satisfy any of these criteria, the company will face problems such as poor evaluations, weak or even misdirected motivations, and/or wasted performance dependent incentives. In the following sections, I’ll use these criteria to assess each of the three measurement alternatives available for evaluating general managers’ performances.

A. Market measures

Market measures are generally superior to the alternatives in terms of congruence. They provide direct indications of the amount of value that has been created or destroyed. What could be better than rewarding managers in direct proportion to the gains realized by the entity’s owners? 

Market measures also have other advantages. For publicly traded entities, market values are available on a timely basis: daily or even more frequently. If the values stem from recent trades, they are accurate— measured precisely and not able to be manipulated by the managers whose performances are being evaluated. They are understandable. And because they don’t require any company measurement expense, they are extremely cost effective. 

With all these advantages, what’s not to like? Actually, market measures do have some severe limitations and problems. One is a severe feasibility constraint. The market measures having the advantages listed above are readily available only for the small minority of business entities whose shares are actively traded in public markets. Except in highly unusual cases, market measures aren’t available for either privately held corporations or wholly owned subsidiaries or divisions, and
they aren’t applicable to not-for profit organizations. Value changes can be assessed in private entities,
such as through appraisals, but those assessments are generally less precise, less cost effective, and possibly less objective and/or less timely. 

A second problem is that market measures present two types of controllability problems. Generally, they can be influenced to a significant extent by only the top few managers in the entity, those who have the power to make decisions of major importance. They say little about the performances of individuals lower in the organizational hierarchy, even those with significant general manager responsibilities, except in a collective sense. Thus, market measures provide meaningful indications about the individual performances of the top management team only.

Even for the top management team, market measures may be far from totally controllable. Market prices are affected by many factors that the managers can’t control, such as changes in macroeconomic activity,
interest rates, factor prices, exchange rates, and the actions of competitors. Research has shown
that the proportion of stock price changes that can be “explained” by macroeconomic and competitive
factors is high, in some markets and situations perhaps as high as 98%. When this “noise-to-performance signal” ratio is high, stock prices don’t provide much information about even top-level managers’ performances. 

In addition, despite the fact that market measures provide direct, objective measures of shareholder realizable value, they can present some congruence problems. For a number of reasons, they don’t always reflect the “true intrinsic value” of the entity. First, markets aren’t always well informed. For confidentiality and competitive reasons, not everything that managers know is disclosed to the market. Managers who want to do so can manipulate stock prices in the short run through the timing of disclosures. The market valuations can’t reflect information that isn’t available to it. 

Second, even market valuations with well-informed participants might not be correct, and even large, actively traded markets exhibit what
seem to be biases, mood swings, and other imperfections. Markets seem to overreact to earnings developments in both the up and down directions,
so it’s difficult to explain all market valuations without considering some behavioral (noneconomic)
factors. For example, it’s difficult to explain the rapid stock market decline of 22.7% in the crash of 1987
within the theoretical framework of economists’ efficient markets theory without considering behavioral factors. 

Third, market valuations in less active markets, such as those in developing countries, are known to suffer a number of significant imperfections and lags, so they can be used for evaluation/motivation purposes only with extreme caution. 

Finally, market values aren’t always reflective of realized performance. In some situations, the values are heavily influenced by future expectations that will never be realized. I could cite many examples of stock prices jumping on reports of a promising new development in an R&D laboratory or the hiring of an important new executive only to have the stock drop back quickly to prior levels when the R&D development proves to have no commercial value or when the new executive leaves without any real accomplishments. Thus, paying bonuses based on market performance is risky. Real payments may be made for results that are never realized.

B. Accounting-based measures

Standard accounting-based, summary financial measures satisfy many measurement criteria:

· They can be measured on a timely basis. Net income and accounting returns are regularly measured on a quarterly and monthly
basis.
· They are relatively accurate. Accounting
rules are described in great detail, and auditors provide a valuable objectivity check.
· They are understandable. Virtually every manager who rises to a general management level knows through formal education or experience what the accounting measures represent.
· They are cost effective. Firms are required to produce the measures for financial reporting purposes, so there is little or no incremental cost.

Summary financial performance measures also provide some controllability advantages. They can be tailored to match the levels of authority of any manager. And although they are affected by many of the same uncontrollable macroeconomic distortions that influence the market performance measures, some of these distortions can be removed with standard management accounting techniques such as variance analysis, flexible performance standards,
and/or relative performance evaluation. 

But summary financial performance measures generally have one major flaw—a lack of congruence with changes in value. Many research studies have shown that the correlations between annual accounting income and annual market value changes are typically in the range of 0.1 to 0.3. So annual earnings don’t tell an evaluator whether value has been created or not. Over longer measurement windows, the correlations do increase. One large-sample study found that the correlation between profits and market value changes over a 10-year period was 0.79. (See Peter D. Easton, Trevor S. Harris, and James A. Ohlson, “Aggregate Accounting Earnings Can Explain Most of Security Returns: The Case of Long Return Intervals,” Journal of Accounting and Economics, No. 2/3, 1992, pp. 119-142.) This finding clearly shows the trade-off between congruence and timeliness. But no managers will be willing to wait 10 years for their reliable performance feedback and performance dependent rewards. 

Primarily to improve congruence, some consulting firms have proposed new, “improved” summary bottom line financial performance measures. These include measures with labels such as economic value added (EVA®) or economic profit. But these measures are derived from accounting numbers. They still focus on the past, not the future, while value changes are often largely caused by changing expectations about the future. Not surprisingly, then, academic tests on broad samples of firms haven’t found that the new measures provide improved congruence. (See Gary C. Biddle, Robert M. Bowen, and James S. Wallace, “Does EVA beat earnings? Evidence on associations with stock returns and firm values,” Journal of Accounting and Economics, No. 3, 1997, pp. 301336, and Gerald T. Garvey and Todd T.Milbourn, “EVA versus Earnings: Does It Matter Which Is More Highly Correlated with Stock
Returns?” Journal of Accounting Research, 2000, pp. 209-245.)

C. Combinations of measures

What about combinations of measures? The additional complexity of considering multiple measures concurrently can cause some cost and
understandability concerns. But because the combinations are almost infinitely flexible, they seem to provide advantages in terms of congruence
and controllability, and the measures can usually be made to satisfy the accuracy and timeliness concerns.

One of the primary arguments supporting the use of a combination of measures is that no single measure, no matter how good it is, can reflect organizational performance well enough to motivate optimal management decision making. Multiple measures might improve congruence by providing a
more complete reflection of performance by capturing aspects of performance that aren’t reflected or aren’t weighted highly enough in importance in a summary financial performance measure. If managers perceive that a financial performance
measure has a weakness (e.g., too short-term oriented), they can add another measure that compensates for that weakness (e.g., one that emphasizes returns in the future, such as new product development successes or the building of
market share). If the combination of those two measures leaves out a concern deemed to be important, such as safety, quality, or concern
for the environment, managers can add measures that direct attention to those areas. And so on. 

Measurement combinations can help address a major weakness of accounting measures, namely that they
are backward looking and, hence, excessively short-term oriented. The accounting measures’ short-term,
completed-transaction orientation can be balanced by concurrently using other measures that are more
future oriented. Market valuations are future oriented because markets base their values on estimates of future cash flows. Similarly, some nonfinancial
measures are future oriented. Performance in areas such as market share, new product development,
product quality, and customer satisfaction are often the drivers of future financial performance. Supplementing the accounting measures with some combination of these value drivers can ensure that managers don’t maximize the short-term financial measures at the expense of future performance.

This balancing of short-term and long-term concerns can also be seen as an attempt to make the performance indicators more timely. Including
some drivers of future performance in a measurement system provides more timely indications of problems that might be forthcoming. 

Because the weightings of the various measures can be varied, combinations of measures are nearly infinitely flexible. For example, with summary financial measures, every dollar of inflows (revenues) and outflows (expenses) is weighted the same in importance. As a consequence, valuable information can be lost in the aggregation. Small but critical performance elements can get lost in the measurement error of larger quantities, but if the summary measures are decomposed, different financial elements can be given different importance weightings. For example, revenues from new products can be weighted more highly than those from old products, and, if appropriate, controlling general and administrative expenses can be given more importance than controlling raw material costs. 

But managers using combinations of measures must answer many questions. What dimensions of performance should be measured, and how many measures are needed to define performance “completely,” or at least completely enough? Some companies use 20 or more measures to track the performance of some individuals, but that’s probably too many. When this many measures are used, none of  the measures is particularly important. One rule of thumb that some compensation consultants use is that the payoffs related to each measure included in a bonus plan must be worth a minimum of 5%-10% of base salary. If the potential payouts are less than this, managers won’t pay attention to that measure. But that high a weighting is impossible unless the total potential bonus payment is higher than is promised by the vast majority of compensation plans, even for the highest-level managers. 

How should each performance dimension be measured? For example, should accounting profits be measured using straight-line or accelerated depreciation? This single choice could have dramatic effects on reported profits. In a retail environment, should customer satisfaction be measured by a survey of customers; by a survey of patrons, some of whom did not buy anything; in terms of a measure of customer retention; or by a rating assigned by a mystery shopper? If customers are surveyed, should the measuring be done by the company or by an independent party? Should the survey be conducted soon after the time of purchase or after the consumer has had a chance to use the product for some time? Different measurement methods can yield quite different answers.

And what relative-importance weightings are optimal? Defining overall performance as 90% ROI and 10% sales growth is quite different from defining it as 10% ROI and 90% sales growth. Ideally, the choices of measures and their weights should be derived from an explicit articulation of a business model or strategy that describes the hypothesized
drivers of the desired business results. And then those hypotheses should be tested empirically. Is the
chosen strategy based on reality or merely assumptions? 

Managers tend to build their combination-of-measures systems intuitively, which can cause problems. Research has shown that some companies’ systems aren’t effective. Some managers implement boilerplate frameworks of measures without much thought and don’t test whether those frameworks fit the specific situations in which they are being used. And some managers focus on the wrong measures. They choose measures that they assume are indicative of good future performance, but their assumptions are later proven to be incorrect. For example, instead of being bad, employee turnover might turn out to be good because it keeps labor costs low, or perhaps only turnover of supervisors, not lower-level employees, is indicative of forthcoming problems. And improving overall customer satisfaction isn’t nearly as important as satisfying “good” customers.

Choosing the Measures

Table 1 provides a partial summary of the preceding analysis. It shows that market measures generally satisfy all the evaluation criteria, but their application is limited because they are controllable by only a few
managers at the very top of firms whose stock is publicly traded. Summary financial measures satisfy most of the measurement criteria, but they generally fail significantly on the congruence dimension. Systems that combine measures come in great variety. It’s impossible to generalize about their advantages and disadvantages in specific settings, and, in fact, we still have much to learn about them. 

While we await further research findings, what advice might be given to managers making performance measurement choices? Here is some tentative advice for choosing measures to evaluate:

A. The top management team

(the “C-suite”) of firms whose shares are actively traded. 

Unless market valuations are based heavily on expectations of the future that might not be realized,
evaluate this top management team in terms of market performance. Market measures provide the best single indicator of value creation (or destruction). But to improve controllability, eliminate as much macroeconomic “noise” as possible by judging market performance as compared to that of the overall market or, even better, if possible, the
market performance of the closest peer group of firms.

B. All other general managers 

Evaluate all other general managers in terms of combinations of measures tailored to reflect value creation (or destruction) in the specific setting in which they are operating. As strategies detail managers’ beliefs about the optimal ways in which to create value, the tailoring of measures should be done by choosing measures that reflect the key elements of the strategy being followed. If the entity is following an innovation/product differentiation strategy, then innovation/product differentiation measures should be featured prominently in the measurement system. If cost efficiency and price leadership is the chosen
strategy, then efficiency and cost reductions
should be featured prominently. These key strategic elements are sometimes referred to as the
business’s critical success factors. 

To maintain focus, improve understandability, and minimize costs, limit the total number of measures included in incentive plans, perhaps to just a few. Other measures can be monitored as potential indicators of performance problems, but including too many measures in incentive plans is more distracting than useful.
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