Chapie

The Balanced Scorecard
and Strategy Map

After completing this chapter, you will be able to:

1. Explain why both financial and nonfinancial measures are
required to evaluate and manage a company’s strategy.

2. Understand how a Balanced Scorecard can represent cause-and-
effect hypotheses of a company’s strategy across financial,
customer, process, and learning and growth perspectives.

w

Explain why a clear strategy is vital for a company.

4. Appreciate the role for a strategy map to translate a strategy into
financial, customer, process, and learning and growth objectives.

5. Select measures for the strategic objectives in the four perspectives
of a company’s Balanced Scorecard and strategy map.

6. Extend the Balanced Scorecard framework to nonprofit and

public-sector organizations.

7. Recognize problems that companies may experience when
implementing the Balanced Scorecard and suggest ways to
overcome them.

Pioneer Petroleum

Pioneer Petroleum was the U.S. marketing and refining division of a large
global petroleum company. It operated five refineries and had more than
7,000 branded gasoline stations around the United States, which sold
about 25 million gallons of gasoline per day. Historically, Pioneer mar-
keted a full range of products and services. It did, however, match the
prices of discount stations operating near a Pioneer station so that it
would not lose market share. Pioneer’s CEO Brian Roberts had recently
learned that Pioneer was the least profitable marketing and refining com-
pany in the United States. He decided to turn around the company by im-
plementing a strategy based on a marketing study that had revealed five
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Time-sensitive customers prefer self-service gasoline stations.
Alamy Images

distinct consumer segments among the gasoline-buying public (see
Exhibit 2-1).

Pioneer’s executives saw that price-sensitive consumers constituted
only 20% of all U.S. gasoline purchasers. Another segment, Homebodies,
had little loyalty to any brand or station. But three segments wanted more
than a commodity purchase. After considerable discussion, Pioneer de-
cided on a strategy to offer a superior buying experience to the three top-
tier segments: Road Warriors, True Blues, and Generation F3. Also, it
would no longer seek to attract price-sensitive consumers by lowering
prices to compete with discount gasoline stations.

Exhibit 2-1
Pioneer’s Five Gasoline-Buyer Segments

Road Warriors (16%) Generally higher-income middle-aged men who drive 25,000 to
50,000 miles a year, buy premium gasoline with a credit card,
purchase sandwiches and drinks from the convenience store,
will sometimes wash their cars at the carwash.

True Blues (16%) Usually men and women with moderate to high incomes
who are loyal to a brand and sometimes to a particular station;
frequently buy premium gasoline and pay in cash.

Generation F3 (27%) (F3—fuel, food, and fast) Upwardly mobile men and women—
half under 25 years of age—who are constantly on the go; drive
a lot and snack heavily from the convenience store.

Homebodies (21%) Usually homemakers who shuttle their children around during
the day and use whatever gasoline station is based in town
or along their route of travel.

Price Shoppers (20%) Generally aren’t loyal to either a brand or a particular station, and
rarely buy the premium line; frequently on tight budgets; the focus
of attention of marketing efforts of gasoline companies for years.
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Roberts faced the challenge of realigning Pioneer to the new
customer-focused strategy. The realignment could not be done just at
the top. It had to take place at the grass roots. For its strategy to suc-
ceed, Pioneer would have to make everyone aware of the strategy and
accountable for its success. A survey had revealed that employees felt
internal reporting requirements, administrative processes, and top-down
policies were stifling creativity and innovation. Relationships with cus-
tomers were adversarial, and people were working narrowly to enhance
the reported results of their individual, functional units. Roberts
expressed the problem as follows:

| am accountable for a large organization, spread over a large
geographic area. At the end of the day, success comes from individ-
uals at the frontline of operations. You’'ve got an operator at a refin-
ery, sitting in front of a computer screen controlling a process unit
at 3 A.M. on Sunday morning when management is not around. My
fate is determined by that person’s attitude, whether that person is
paying attention. Thirty seconds of inattention at the wrong time
can shut down that refinery, stopping production. If you're going to
drive the business you have to drive it down to that individual who
is at the frontline, making the decision.

Pioneer had operated for decades with a centralized structure,
organized by functions, such as purchasing, supply chain, manufactur-
ing (refining), distribution, and marketing. Only two people, Roberts and
his executive vice president, among Pioneer’'s 7,000 employees had
accountability for a profit and loss statement. Managers of a refinery,
pipeline, or distribution facility were responsible for achieving cost
targets, while managers of sales districts had to meet revenue targets.
To create a more agile organization, Roberts decentralized Pioneer into
17 strategic business units (including regional gasoline sales districts
and specialized product units, such as for jet fuels and lubricants) that
would be closer to customers. Each business unit would have its own
profit and loss accountability. Roberts now faced the problem of how to
upgrade the skills of the newly appointed business unit heads who had
all grown up within a structured, top-down functional organization:

We were taking people who had spent their whole professional
lives as managers in a big functional organization, and we were ask-
ing them to become the leaders of entrepreneurial profit-making busi-
nesses, some with up to $1 billion in assets. How were we going to
get them out of their historic area of functional expertise to think
strategically, as general managers of profit-oriented businesses?

Roberts believed that a major impediment to change was the com-
pany’s historic focus on achieving short-term financial performance:

The financial metrics gave us a controller’'s mentality, reviewing the
past, not guiding the future. | wanted metrics that could communicate
what we wanted to be so that everyone in the organization could un-
derstand and implement our strategy. We needed metrics that could
link our planning process to actions, to encourage people to do the
things that the organization was now committed to accomplishing.

Roberts struggled with how he could change the performance mea-
surement framework at Pioneer into one that would be better aligned with
its new strategy and organizational structure.
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Companies use performance measurement systems to perform multiple roles:

° Communicate the company’s strategic objectives.

* Motivate employees to help the company achieve its strategic objectives.

* Evaluate the performance of managers, employees, and operating units.

* Help managers allocate resources to the most productive and profitable
opportunities.

* Provide feedback on whether the company is making progress in improving
processes and meeting the expectations of customers and shareholders.

The challenge is to find the right mix of financial and nonfinancial measures to
perform these multiple tasks. Throughout the 19th and 20th centuries, companies like
Pioneer Petroleum used only financial metrics to measure their performance. Finan-
cial control systems, which we will describe later in the book (Chapter 11), relied on
metrics such as operating income and return on investment (ROI) to motivate and
evaluate performance. These financial metrics were adequate when the primary as-
sets that generated a company’s income and value were physical assets, such as prop-
erty, plant, equipment, and inventory, and financial assets, including cash,
marketable securities, and investments. By the end of the 20th century, however, firms
could no longer create value only through their physical and financial assets. They
needed to create value through their intangible assets—customer loyalty and rela-
tionships, efficient and high-quality operating processes, new products and services,
employee skills and motivation, databases and information systems, and, most in-
tangible of all, organizational culture.

With these changes in the factors driving competitive success, financial measures
become insufficient for measuring and managing company performance. Consider a
company that spends money in the current period to enhance its intangible assets
through the following actions:

e Upgrading the skills and motivation of employees.

* Expanding the data captured and shared about processes, customers,
and suppliers.

*  Accelerating new products through the research and development pipeline.

* Improving the quality and speed of production, distribution, and service
processes.

*  Enhancing trusted relationships with profitable customers and low-cost suppliers.

All of these actions help to create value for the company. But the financial system
treats the spending on such actions as expenses of the current period. Thus the com-
pany’s reported profitability and financial performance decrease during a period
when it has actually increased the value of its intangible assets. Or consider the con-
verse situation in which a company cuts back drastically on its spending to train em-
ployees, enhance information systems, improve operating processes, develop new
products, and build customer loyalty. As such spending declines, reported income
and ROl increases, at just the time when the company has likely become less valuable
because of the depreciation of its competitive capabilities. Clearly, the financial re-
ports fail to reflect the changes in value that occur when a company either enhances
or destroys the value of its intangible assets.

A fundamental principle underlying management accounting is that measurement
must support the company’s strategy and operations. Some claim “if you don’t mea-
sure it, you can’t manage and improve it.” If companies are to get better at managing
and improving the value created from their intangible assets, they need a measurement
system designed for these types of assets. Several frameworks have been proposed for
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Exhibit 2-2
Performance
Measurement
Frameworks

% of organizations using this framework
Framework

¢ The Balanced Scorecard

¢ None (customized)

* Total quality management

¢ Shareholder value (EVA™)

e Other
—Value dynamics / Accenture (1)

—PWC (1)
—Etc.

Source: R. Lawson, D. Desroches, and T. Hatch, Scorecard Best Practices: Design, Implementation,
and Evaluation (New York: Wiley, 2008).

expanded performance measurement,’ including those introduced by national and in-
ternational quality management programs such as the Malcolm Baldrige National
Quality Program for performance excellence’ and the EFQM Excellence model.?
Among all of the various proposals for improving companies” performance measure-
ment systems, the management accounting system based on the Balanced Scorecard
(BSC) has become the most widely adopted around the world (see data presented in
Exhibit 2-2). The Balanced Scorecard provides a framework that continues to measure
financial outcomes but supplements these with nonfinancial measures derived from the
company'’s strategy. And, the BSC is not restricted to private-sector companies; many
nonprofits and public sector entities have also adopted this framework to manage their
creation of social value (as we will describe later in this chapter).

THE BALANCED SCORECARD

The Balanced Scorecard (see Exhibit 2-3) measures organizational performance across
four different but linked perspectives that are derived from the organization’s mis-
sion, vision, and strategy. The four perspectives address the following fundamental
questions:

*  Financial—How is success measured by our shareholders?
* Customer—How do we create value for our customers?

! References on organizational performance measurement include Richard L. Lynch and Kelvin F. Cross,
Measure Up! How to Measure Corporate Performance (Cambridge, Mass.: Blackwell Business, 1995);
Robert S. Kaplan and David P. Norton, The Balanced Scorecard: Translating Strategy into Action
(Cambridge, Mass.: Harvard Business School Press, 1996); and Andy Neely, Business Performance
Measurement: Theory and Practice (Cambridge, UK: Cambridge University Press, 2002).

2 NIST: Malcolm Baldrige Excellence Program home page, retrieved November 20, 2010 from http://
www.nist.gov /baldrige/

® The EFQM Excellence Model home page, retrieved November 20, 2010 from http:/ /www.efqm.org
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Exhibit 2-3

The Four
Perspectives of the
Balanced Scorecard

Mission, vision, and strategy

“What financial performance
should we deliver for our

shareholders?” '\

“To achieve our vision and

financial objectives, how
must we deliver value to

our customers?” _\

“To meet our financial and
customer objectives, at which
processes must we excel?” ‘\

K Learning and growth
perspective

“How do we align and enhance
our intangible assets to improve
the critical processes?”

*  Process—At which processes must we excel to meet our customer and share-
holder expectations?

*  Learning and growth—What employee capabilities, information systems, and
organizational capabilities do we need to continually improve our processes
and customer relationships?*

With the Balanced Scorecard measurement system, companies continue to track
financial results but they also monitor, with nonfinancial measures, whether they are
building or destroying their capabilities—with customers, processes, employees, and
systems—for future growth and profitability. Financial measures tend to be lagging
indicators of the strategy; they report the financial impact of decisions made in the
current and prior periods. The nonfinancial measures in the three other BSC perspec-
tives are leading indicators. Improvements in these indicators should lead to better
financial performance in the future, while decreases in the nonfinancial indicators
(such as customer satisfaction and loyalty, process quality, and employee motivation)
generally predict decreased future financial performance.

As a simple example of the cause-and-effect linkages across Balanced Scorecard
measures, consider the partial scorecard produced by a small manufacturing
company. This company’s strategy is to win business by producing low-cost, high-
quality products, and delivering them on time to its customers (see Exhibit 2-4). The
company’s financial objective, shown in the financial perspective, is to increase its
return on equity (ROE; net income divided by book value). The company expects to
generate increased revenues for improving its ROE financial measure by retaining
and expanding sales to existing customers. Therefore, it has a customer loyalty objec-
tive in its customer perspective, which it measures by (1) percentage of repeat

* Most organizations implementing the BSC have found four to be the right number for describing their
strategy. Some organizations have added a fifth perspective to highlight particularly important aspects
of their strategy, such as suppliers, employees, community involvement, or, for nonprofit organiza-
tions, social impact. Using fewer than four typically sacrifices metrics that are critical for the strategy.
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Exhibit 2-4
A Simple Balanced Scorecard of Linked Objectives and Measures

Strategy map of objectives Objectives Measures

Financial

Increase

shareholder

value

Customer ——— ¢ Retain customers ¢ Percentage of repeat customers
Y ~ ¢ Deliver products on time ¢ Growth in customers’ sales
Deliver Offer * Offer competitive prices * % deliveries made on time
e compea e ¢ Prices compared to competitors
on time prices
Proces.:\ Reducs fn brove * Reduce process cyclg times | ¢ % improvement in cycle times
process process ¢ Improve process quality ¢ Product defect rates
Gyglellms Ty * Process yield improvement
Learning \ * Develop employees’ process | ® % employees trained and
aﬁgwth improvement skills certified in process
g Develop improvement capabilities

employees’
process
improvement
skills

¢ Increase shareholder ¢ Return on equity
value

customers and (2) the growth in year-to-year sales with existing customers. The com-
pany’s strategy is based on its belief that customers value on-time delivery of orders
and low prices. Thus, improved on-time delivery performance and competitive prices
are expected to lead to increased customer loyalty, which in turn will lead to higher
financial performance. So the predictive metrics of customer loyalty and on-time de-
livery appear in the scorecard’s customer perspective.

The financial and customer measures represent the “what” of strategy, that is,
what the company wants to accomplish with its two most important external con-
stituents: shareholders and customers. The process perspective describes “how” the
strategy will be executed; it identifies the processes that are most important to meet
the expectations of shareholders and customers. For example, short cycle times and
high-quality production processes are necessary to achieve exceptional on-time de-
livery and low prices. Therefore, measures of quality, such as defect rates and yields,
and of process cycle time—the time required to convert raw materials into finished
products—are used as important process metrics. These are leading indicators for
customer loyalty. Measures for the fourth perspective, learning and growth, arise
from asking another “how” question: How will employees obtain the skills and
knowledge to be able to improve the quality and cycle times of the company’s pro-
duction processes? The company recognizes that its production workers must be well
trained in process improvement techniques. Therefore, the learning and growth per-
spective uses a measure of employees’ capabilities to predict improvements in
process quality and cycle times.

This simple example shows how an entire chain of cause-and-effect relationships
among performance measures in the four Balanced Scorecard perspectives tells the
story of the business unit’s strategy. The scorecard’s objectives and measures identify
and make explicit the hypotheses about the cause-and-effect relationships between
outcome measures (e.g., ROE and customer loyalty) in the financial and customer
perspectives and the performance drivers (i.e., lead indicators) of those outcomes—
such as zero defect processes, short cycle-time processes, and skilled, motivated
employees—that are measured in the process and learning and growth perspectives.
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Exhibit 2-5
Discount Airlines’
Balanced Scorecard

22

Strategy map (partial)

Objectives

Measures

Financial Increase
/ profits and \
Grow Operate with

revenues fewer planes

Customer ~ Attract and retain
more customers

et N

Arrive on Offer lowest
time

Proces.;\ Reduce

ground
turnaround
times
Learning AT
and growth Improve
training

and motivation
of

Increase profits and
ROI

¢ Grow revenues

¢ Operate with fewer
planes

e Attract and retain
more customers

e Arrive on time

o Offer lowest prices

¢ Reduce ground
turnaround times

¢ Improve training and
motivation of ground
crew

¢ Operating income

* ROI

* % increase in revenues per
mile flown

¢ Revenues-to-asset ratio

* # repeat customers
¢ FAA on-time arrival rating
¢ Prices compared to competitors

¢ Average time plane spends at
gate
* % on-time departures

* % ground crew who are
stockholders
e # hours of training per

ground crew member
* % ground crew aware of
company’s strategy

ground crew

Exhibit 2-5 provides another example of performance measures linked across the
Balanced Scorecard’s four perspectives. Discount Airlines competes by offering low
prices and on-time arrivals to its passengers. The diagram on the left side of Exhibit 2-5
shows the cause-and-effect relationships across the four perspectives that describe a
key element of Discount’s strategy: how it can make money even at low prices by
being efficient and low cost in its operations. The high-level financial objective is to
increase financial performance, which it measures by operating income and return on
investment. Discount has identified two additional financial objectives—revenue
growth and asset utilization (fewer planes)—that it believes will drive its high-level
financial metrics. If Discount can get two extra flights per day from each airplane and
flight crew, its most expensive resources, it can earn higher revenues without having
to spend more on these resources.

The company hopes to attract more passengers (and, therefore, revenues) by of-
fering the lowest prices and the most reliable departure and arrival times in the in-
dustry. It reflects these objectives in the customer perspective and measures them by
prices compared to competitors and by on-time departures and arrivals, again mea-
sured relative to industry competitors. A key process that contributes both to the on-
time departure customer metric and the asset utilization financial metric is the
ground-turnaround process. Discount uses two measures for this critical process: the
average time its planes spend on the ground between flights and the percentage of
flights that depart the gate on time. By reducing the time its planes spend on the
ground, Discount enables its planes to depart on time (meeting a key customer ex-
pectation) and get better utilization of its most expensive resources—airplanes and
flight crews—enabling Discount to earn profits even at prices that are the lowest in
the industry (a key financial objective). In the learning and growth perspective, Dis-
count has an objective to train and motivate ground crews for fast ground turn-
arounds, much like the training of the pit crew for a race car in the Indianapolis 500
that can change four tires in less than 15 seconds.

The various measures in Discount’s Balanced Scorecard include its desired
outcomes (the lagging indicators) in the financial and customer perspectives—
high return on investment, increased revenues, lower cost per passenger mile
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STRATEGY

flown, and increased market share and customer satisfaction—as well as the driv-
ers (lead indicators) of these outcomes in the process and learning and growth
perspectives—fast turnaround times and enhanced employee capabilities and
motivation.

This introduction to the Balanced Scorecard shows how a management account-
ing scorecard of financial and nonfinancial measures can represent the cause-and-
effect hypotheses of a company’s strategy.

If companies are to develop a scorecard based on their strategies, they must be clear
about what is meant by a strategy. A strategy accomplishes two principal functions.
First, it creates a competitive advantage by positioning the company in its external en-
vironment where its internal resources and capabilities deliver something to its cus-
tomers that is better than or different from its competitors. Second, having a clear
strategy provides clear guidance for where internal resources should be allocated and
enables all organizational units and employees to make decisions and implement
policies that are consistent with achieving and sustaining the company’s competitive
advantage in the marketplace.

Even though companies can select from among many strategies (we will describe
three very different strategies later in the chapter), any good strategy should have two
essential components®:

1. A clear statement of the company’s advantage in the competitive marketplace,
what it does or intends to do differently, better, or uniquely compared to com-
petitors, and

2. The scope for the strategy, where the company intends to compete most aggres-
sively, either for targeted customer segments, technologies employed, geo-
graphic locations served, or product line breadth.

Consider the advantage and scope for a discount airline, such as Southwest Airlines
in the United States:

Advantage: Offer the speed of airline travel at the price, frequency, and
reliability of cars, buses, and trains . . .
Scope: ... to price-sensitive travelers who value convenient flights.

This brief statement tells you exactly how Southwest competed against the more
established airlines, the customers it targeted to serve, and the benefits it strived to
deliver to them.

As another example, consider the advantage and scope statement for the broker-
age firm Edward Jones®:

Advantage: Provide trusted and convenient face-to-face financial advice . . .
Scope: .. .through a national network of one-financial-adviser offices to
conservative individual investors who delegate their financial decisions.

® The strategy statement was introduced in M. Rukstad and D. Collis, “Can You Say What Your Strategy
Is?” Harvard Business Review (April 2008).
¢ Example taken from Rukstad and Collis, “What Is Your Strategy?”
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IN PRACTICE
Infosys Develops a Balanced Scorecard to Describe and Implement Its Strategy

Infosys was founded in India in 1981 by seven engi-
neers as an IT “body shop”—a firm that deployed
skilled IT labor to work, on a contract basis, for clients.
Throughout the 1980s and 1990s, the programmer-for-
hire business flourished along with the increased
global demand for IT systems and maintenance.
Infosys soon developed the capabilities it needed to be-
come an outsourcer, executing IT projects for clients
from its facilities in India. Its success in executing such
complex projects led some clients to hire Infosys to
manage software projects end to end, from project ar-
chitecture to detailed programming. Within a decade,
Infosys had shifted its operating model from supplying
labor for one segment of a job to designing, managing,
and delivering complete software projects.

In the early 2000s, Infosys expanded its portfolio of
services beyond traditional IT outsourcing, to partner-
ing with large global clients to transform their busi-
nesses through advanced IT products, services, and
solutions. In 2005, the firm had only five contracts worth
more than $50 million. By early 2008, it had 18 clients

generating $50 million or more in revenue and six clients
that were generating more than $100 million. These
deals usually involved multiple services performed
over several years.

As part of the company’s transformation from an
IT body shop and outsourcer to a trusted transforma-
tional partner with large global corporations, the
Infosys executive team developed a Balanced Score-
card to provide a comprehensive framework by which
it could formulate, communicate, and monitor its strat-
egy. Infosys’s CEO explained the role that the BSC
played in the company’s recent growth:

The BSC allows us to promote constant change
through stretch goals. Since 2002, we have suc-
cessfully steered the transformation of our
company through various stages of its evolution
using the Balanced Scorecard. We continue to
take on new strategic challenges that require us
to manage change. These challenges require us to
better execute our strategies comprehensively
across the Balanced Scorecard perspectives.

Source: E. Asis-Martinez, R. S. Kaplan, and K. Miller, “Infosys’ Relationship Scorecard: Measuring Transformational
Partnerships,” HBS No. 1-108-006 (Boston: Harvard Business School Publishing, 2008).

Edward Jones” advantage is to become the preferred financial adviser to the con-
servative investor who is willing to follow the advice of a personal, professional coun-
selor. It does not want to be the brokerage firm for the day trader or the do-it-yourself
online investor. Its scope is the range of locations, typically in a customer’s neighbor-
hood, where it can supply an office with a single, self-supporting skilled financial ad-

viser who builds relationships with his or her clients.

BALANCED ScORECARD OBJECTIVES,
MEASURES, AND TARGETS

24

A company should start its process of building a Balanced Scorecard by developing
word statements of strategic objectives that describe what it is attempting to accom-
plish with its strategy. Once the company selects and defines its objectives for the four
BSC perspectives, it can select measures for each objective. The measures represent a
quantitative indicator of how performance on a strategic objective will be assessed.
For example, the first two columns in Exhibits 2-4 and 2-5 contain the objectives in
each perspective, which are typically written as action phrases—a verb followed by
an object—and also may include the means and the desired results. Following are typ-

ical Balanced Scorecard objectives:

* Increase revenues through expanded sales to existing customers (financial).
*  Offer complete solutions to our targeted customers (customer).

Chapter 2 The Balanced Scorecard and Strategy Map




*  Achieve excellence in order fulfillment through continuous improvements
(process).

e Align employee incentives and rewards with the strategy (learning and
growth).

However well companies write their strategic objectives, employees will still inter-
pret and translate the words differently when they try to apply the objectives to
their day-to-day jobs. Also, unless the objectives can be translated into measures,
employees will not know what the status of the objective is today, and whether the
company is getting closer or further away from achieving the objective. As stated
earlier in the chapter, you can’t manage what you don’t measure.

Measures describe in more precise terms how success in achieving an objective
will be determined. They reduce the ambiguity that is inherent in word statements.
Take, for example, an objective to deliver a product or service to a customer on time.
The definition of “on time” can differ between supplier and customer. A manufac-
turer may consider an item on time if it ships the item within a week of the delivery
commitment date. A company like Toyota, however, which uses just-in-time pro-
duction processes with essentially no materials or components inventory, considers
an order to be on time only if it arrives within 1 hour of the scheduled delivery time.
Toyota is not interested in whether the vendor shipped the item on time; it wants
the item to arrive at its factory site on time. Only by specifying exactly how an ob-
jective, such as on-time delivery, is measured can a company eliminate ambiguity
between suppliers and customers about the definition of “on time.” The selected
measure also provides a clear focus to employees on how their improvement efforts
will be evaluated. Thus, measurement is a powerful tool for communicating clearly
what the company means in its word statements of strategic objectives, mission,
and vision.

Once the objectives have been translated into measures, managers select targets
for each measure. A target establishes the level of performance or rate of improvement
required for a measure. Targets should be set to represent excellent performance,
much like the par scores on a golf course. The targets, if achieved, should position the
company as one of the best performers in its industry. Even more important would be
to choose targets that create distinctive value for customers and shareholders. Dis-
count Airlines initially chose “30 minutes at the gate” and “90% on-time departures”
as targets for its “fast ground turnaround” process measures. If achieved, such per-
formance would be the best in the industry.

By comparing current performance to the target performance, employees and
managers can determine whether the company is achieving its desired level of
performance. Thus, performance measures serve multiple purposes: communica-
tion, clarification, motivation, feedback, and evaluation. Because performance
measures play such important roles, they should be chosen carefully. The Bal-
anced Scorecard framework enables managers to select objectives and measures,
derived from their strategy, that are linked together in a chain of cause-and-effect
relationships.

CREATING A STRATEGY MAP

Companies use a picture, called a strategy map, to illustrate the causal relation-
ships among the strategic objectives across the four Balanced Scorecard perspec-
tives. Developing a strategy map follows a logical progress. First, identify the
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long-run financial objectives, the ultimate destination for the strategy. Then, in the
customer perspective, select the targeted customers that will generate the revenues
for the new strategy and the objectives for the value proposition offered to attract, re-
tain, and grow the business with these customers. In the process perspective, select
objectives that create and deliver the customer value proposition and also improve
productivity and efficiency to improve financial performance measures. Finally, iden-
tify the employee skills, information needs, and company culture and alignment that
will drive improvement in the critical processes.

A general template for constructing strategy maps is shown in Exhibit 2-6. We
will work sequentially through the four Balanced Scorecard perspectives starting
with financial at the top and concluding with the learning and growth objectives at
the foundation. After describing how to choose objectives for the four perspectives,
we provide a specific example of how Pioneer Petroleum, the company featured in
the chapter-opening vignette, built its strategy map and Balanced Scorecard.

Financial Perspective

The Balanced Scorecard’s financial perspective contains objectives and measures
that represent the ultimate success measures for profit-seeking companies. Financial
performance measures, such as operating income and return on investment, indicate
whether the company’s strategy and its implementation are increasing shareholder
value. The company’s financial performance improves through two basic ap-
proaches: productivity improvements and revenue growth (see Exhibit 2-7).

Exhibit 2-6
Strategy Map Describing How an Enterprise Creates Value for Shareholders and Customers
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Financial perspective

Sustained
shareholder
value

e -
Revenue growth

/ Productivity
Customer perspective

Relationship

Product/Service attributes

Price Quiality Time Function Service

Process perspective

Customer
management
processes

Operations
management
processes

Regulatory and
social
processes

Innovation
processes

Learning and growth perspective

Human resources

Information technology

Organization culture and alignment

Chapter 2 The Balanced Scorecard and Strategy Map

#1.

#2.

#3.

#4.

Financial performance, a lag
indicator, measures the tangible
outcomes from the strategy.

The customer value proposition
defines the source of value.

Strategic processes create value for
customers and shareholders.

Aligned intangible assets—
people, systems, and culture—
drive improvement in the strategic
processes




Exhibit 2-7
Financial Perspective Objectives

Financial
perspective

Increase shareholder
value ‘\
[Achieve productivity improvements | [ Generaterevenue growth |
Improve cost Increase asset Enha;nce Expand
structure utilization OXISINg jovense
customer value opportunities
¢ Lower unit costs * Achieve higher capacity * Grow sales with existing ¢ Generate sales from
* Reduce general utilization customers new products, new
and administrative ¢ Reduce working capital ¢ Improve customer customers, and new
expenses requirements profitability markets

Productivity improvements have two components. First, companies reduce
costs by lowering direct and indirect expenses. Such cost reductions enable a com-
pany to produce the same quantity of outputs while spending less on people, mate-
rials, energy, and supplies. Second, by utilizing their financial and physical assets
more efficiently, companies reduce the working and fixed capital needed to support
a given level of business. For example, companies can reduce the inventory levels re-
quired to support a given level of sales by implementing just-in-time production
processes. They can support a higher level of sales with the same investment in plant
and equipment by reducing unexpected shutdowns and unscheduled downtime on
equipment.

Revenue growth also has two components. First, companies can generate more
revenue and income from existing customers, such as by selling them additional
products and services beyond the first product or service they purchase. For example,
banks can attempt to get their checking account customers to also use the bank for
credit cards, mortgages, and car loans. Second, companies generate additional rev-
enues by introducing new products, selling to new customers, and expanding opera-
tions into new markets. For example, Amazon.com now sells CDs and electronic
equipment, not just books, Staples sells to small businesses as well as retail customers,
and Wal-Mart has expanded from its domestic U.S. base into international markets
and added new formats at which customers can shop.

Exhibit 2-8 presents frequently used measures for the various financial objectives.
Companies usually choose one measure for each objective, and may decide, based on
their strategy, not to place all five possible financial objectives for their strategy map
or scorecard.

Customer Perspective

The customer perspective should describe how a company intends to attract, retain, and
deepen relationships with targeted customers by differentiating itself from competitors.
The customer perspective reflects the heart of the strategy. It should contain specific ob-

J o 4

jectives and measures for the strategy’s “scope”—how is the company performing with
its targeted customers. It also should represent the strategy’s “advantage”— the unique
combination of product features, services, and relationships it has selected to satisfy its

customers’ needs better than competitors can. Success in the customer perspective
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Exhibit 2-8
Financial
Objectives
and Measures

Exhibit 2-9
Customer
QOutcome
Objectives
and Measures

OBJECTIVES MEASURES

Increase shareholder value * Return on capital employed (ROCE)
* Economic value added
* Market-to-book ratio

Improve cost structure * Cost per unit, benchmarked against competitors

* General, selling, and administrative expenses
per unit of output or as % of sales

Increase asset utilization o Sales/asset ratio
¢ Inventory turnover ratio

% capacity utilization

Enhance existing customer value % growth in existing customers’ business

% revenue growth

Expand revenue opportunities Revenue % from new products

Revenue % from new customers

should lead to improvement in the financial perspective objectives for growth in rev-
enues and profits.

The customer perspective of the Balanced Scorecard typically includes one or two
objectives for success with targeted customers. Examples of such objectives include
the following:

* Achieve customer satisfaction and loyalty.
* Acquire new customers.

* Increase market share.

* Enhance customer profitability.

Exhibit 2-9 gives examples of typical measures that companies use to measure per-
formance for these four common objectives.

Virtually all organizations, however, try to improve customer measures such as
customer satisfaction and customer retention so these measures by themselves do not
describe a strategy. They become associated with a strategy only when managers apply
them to the customer segments in which they choose to compete (i.e., the scope of their
strategy statement). A strategy typically identifies specific customer segments that the

OBJECTIVES MEASURES

Achieve customer satisfaction and loyalty * Customer satisfaction in targeted segments
* % repeat customers
* % growth in revenue from existing customers

* Willingness to recommend

Acquire new customers * # of new customers acquired
* Cost per new customer acquired
* % of sales to new customers

Improve market share * Market share in targeted customer segments

Enhance customer profitability * Number or percent of unprofitable customers
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Discount stores, such as Wal-Mart, offer
their customers everyday low prices,
though often with limited variety

and little consumer assistance.

Alamy Images

company has identified as its target audience for growth and profitability. For example,
Wal-Mart appeals to price-sensitive customers who value the retailer’s low prices.

Neiman Marcus, on the other hand, targets customers with high disposable in-
comes who are willing to pay more for high-end merchandise. Price-sensitive cus-
tomers with low disposable income are not likely to be satisfied with the shopping
experience at a Neiman Marcus store, whereas fashion-conscious consumers with
high disposable incomes may be disappointed with the selection of clothing offered
at Wal-Mart as well as the lack of amenities and salesperson attention they receive at
this discounted retail outlet. Therefore, Wal-Mart should measure customer satisfac-
tion, loyalty, and market share only with its price-sensitive customers, while Neiman
Marcus would apply these same measures only to segments that feature customers
with high disposable incomes. Similarly, Southwest Airlines would want to measure
customer satisfaction and loyalty with price-sensitive passengers, whereas Lufthansa
would be measuring its performance with business and first-class passengers.

Beyond identifying the segments for measuring these generic customer out-
comes, a company must also identify the objectives and measures for the value propo-
sition offered to its customers. The value proposition is the unique mix of product
performance, price, quality, availability, ease of purchase, service, relationship, and
image that a company offers its targeted group of customers. The value proposition
represents the “advantage” of a company’s strategy; it should communicate what it
intends to deliver to its customers better or differently from competitors.

For example, companies as diverse as Southwest Airlines, Wal-Mart, McDonald’s,
and Toyota have been extremely successful by offering their customers the “best buy”
or lowest total cost buying experience in their category. For many years, Dell Comput-
ers was the leading seller of personal computers by providing an easy and inexpensive
purchasing experience to its customers. The measurable objectives for a low-total-cost
value proposition should emphasize attractive prices (relative to competitors), excel-
lent and consistent quality for the product attributes offered, good selection, short lead
times, and ease of purchase.

Another value proposition, followed by companies such as Apple, Mercedes,
Armani, and Intel, emphasizes product leadership. These companies command prices
far above the average in their industry because of the superior performance of their
products. For example, Italian apparel design companies, such as Armani, offer
products to high-end customers who are willing to pay significant price premiums
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Exhibit 2-10
Customer
Objectives for
Three Value
Propositions

for superior fashion, fit, and fabric. The objectives for companies offering a product
leadership value proposition emphasize the particular 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 consump-
tion, design, or other performance characteristics that exceed the performance of
competing products and that are valued by important customer segments.

A third type of value proposition stresses the provision of complete customer solutions.
A good example of companies successfully delivering this value proposition is IBM,
which offers its customers a one-stop buying experience for a full line of products and
services. IBM offers solutions that are tailored to a customer’s specific needs for consult-
ing, hardware, software, installation, field service, training, and education. As another ex-
ample, salespersons at the Nordstrom department store attempt to learn their customers’
tastes, sizes, and budgets so that they can suggest entire wardrobes, fully accessorized.
This selling strategy generates high customer loyalty and higher average revenue per
sales transaction. Many banks strive to profile and understand their customers and offer
them integrated financial services including deposit and savings accounts, consumer
loans for automobiles and home purchases, insurance, and investment and retirement
products, all tied to a lifetime financial plan. Customers at such banks have the conven-
ience of conducting all of their financial transactions, assisted by a knowledgeable ac-
count managet, in a single institution and with a common online interface to access all
accounts and conduct transactions. Companies that choose to offer a customer solutions
value proposition stress objectives relating to the completeness of the solution (selling
multiple, bundled products and services), exceptional service both before and after the
sale, and the quality of the relationship between the company and its customers.

Exhibit 2-10 displays the value proposition objectives for these three different cus-
tomer value propositions. Examples of measures that can be used for each value

Low-Total-Cost Value Proposition “Deliver a combination of quality, price, and ease of
purchase that no one else can match.”

Deliver Provide a Offer
consistent speedy, easy appropriate
high quality purchase selection

Low-Total- Be a low cost
Cost supplier

Product Leadership Value Proposition “Continually develop products that offer superior
performance for customers.”

Offer high- Be first to

market

Product
Leadership

performance
products

Customer Solutions Value Proposition “Build bonds with customers; provide them with the
complete bundle of products and services they need.”

Provide Sell multiple Deliver Develop

; products and ) )
customized SIEES (@ excellent post-sale personalized

solutions customers services relationships

Customer
Solutions
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Exhibit 2-11
Customer Value
Proposition
Objectives and
Measures

Low TotAL Cost

MEASURES

Be a low cost supplier

e Price, relative to competitors

* Customer’s cost of ownership

Deliver consistent high quality e #returns; $ value of returns
e #and % customer complaints

# incidents of warranty and field service repairs

Provide a speedy, easy purchase % on-time delivery

* Customer lead time (from order to delivery)

% perfect orders (right product, right quantity,
delivered on time)

ProDUCT LEADERSHIP MEASURES

Offer high-performance products * Customer innovation rating

* Competitive product performance (speed, size,
accuracy, energy consumption, .. .)

* Gross margins, new products

Be first to market with new products * Number of products that are 1st to market

CUSTOMER SOLUTIONS MEASURES

Provide customized solutions ° # customers with profiled preferences

Sell multiple products and services to customers * # products and services per customer
* # clients above $xx million annual in sales

Deliver excellent post-sales services * Revenues from maintenance, repair,
and logistical services

Develop personalized relationships * #sole-sourced contracts
¢ Client retention

proposition’s strategic objectives can be found in Exhibit 2-11. By developing objec-
tives and measures that are specific to its value proposition, a company translates its
strategy into tangible measures that all employees can understand and work toward
improving.

Process Perspective

The financial and customer objectives and measures reflect the outcomes—satisfied
shareholders and loyal customers—from a successful strategy. Once the company has
a clear picture of what it intends to deliver to its shareholders and customers, it can
determine the how of its strategy, which are the key processes that accomplish the
following:

* Create and deliver the value proposition for customers.
*  Achieve the productivity improvements for the financial objectives.

The process perspective identifies the critical operations management, customer
management, innovation, and regulatory and social processes in which the orga-
nization must excel to achieve its customer, revenue growth, and profitability
objectives.

Chapter 2 The Balanced Scorecard and Strategy Map 31



32

Operations management processes are the basic, day-to-day processes that pro-
duce products and services and deliver them to customers. Some typical objectives
for operating processes include the following:

e Achieve superior supplier capability.

* Improve the cost, quality, and cycle times of operating (production) processes.
* Improve asset utilization.

* Deliver goods and services responsively to customers.

Starting at the top of the above list, superior supplier capabilities enable the com-
pany to receive competitively priced, defect-free products and services that are de-
livered on time. Lowering the cost of production is important to both manufacturing
and service companies. Excellence in production processes also requires improving
quality and process times. Improved asset utilization enables the company to pro-
duce more output from its existing supply of resources (equipment and people).
Finally, the company’s strategy might require high-performance processes for
distributing finished products and services to customers.

Customer management processes expand and deepen relationships with tar-
geted customers. We can identify three objectives for a company’s customer manage-
ment processes:

* Acquire new customers.
e Satisfy and retain existing customers.
* Generate growth with customers.

Customer acquisition relates to generating leads, communicating with potential
customers, choosing entry-level products, pricing the products, and closing the sale.

Customer satisfaction and retention requires excellent service and response to
customer requests. Companies operate customer service and call center units to re-
spond to requests about orders, deliveries, and problems. Customers may defect
from organizations that are not responsive to requests for information and prob-
lem solving. Therefore, timely and knowledgeable service units are critical for
maintaining customer loyalty and reducing the likelihood of customer defections.

To generate growth with customers, the company must manage its relationships ef-
fectively, cross-sell multiple products and services, and become known to the cus-
tomer as a trusted adviser and supplier. For example, a company can differentiate its
basic product or service by providing additional features and services after the sale.
A commodity chemical company was able to differentiate its basic product by pro-
viding a service that picked up used chemicals from customers and reprocessed the
chemicals in an efficient process conforming to environmental and safety regulations
for disposal or reuse. This service relieved many small customers from performing
expensive environmental processes themselves.

Customer growth can also occur by selling the customer products and services be-
yond the entry-level product that initially brought the customer to the company. For ex-
ample, banks now try to market insurance, credit cards, money management services,
and personal loans of various types—especially automobile, educational, and home
equity—to customers who currently have a basic checking account. Manufacturers of
expensive equipment such as medical imaging devices, elevators, and computers sell
maintenance, field service, and repairs that minimize the downtime of the equipment.
As a customer buys more of a complete set of services from a supplier, the cost of
switching to alternative suppliers becomes higher, so growing the business in this man-
ner also contributes to customer retention and higher lifetime customer profitability.
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Innovation processes develop new products, processes, and services, often en-
abling the company to penetrate new markets and customer segments. Successful in-
novation drives customer acquisition, loyalty, and growth, in turn leading to
enhanced operating margins. Without innovation, a company’s value proposition can
eventually be imitated, leading to competition solely on price for its undifferentiated
products and services.

We can identify two important innovation subprocesses:

* Develop innovative products and services.
* Achieve excellence in research and development processes.

Product designers and managers generate new ideas by extending the capabili-
ties of existing products and services, applying new discoveries and technologies,
and learning from the suggestions of customers.

The research and development process, the core of product development, brings
the new ideas and concepts to market. Although many people believe that the inno-
vation process is inherently creative and unstructured, successful product innovation
companies actually use a highly disciplined process to move new ideas to the market,
carefully evaluating the product development at specified milestones, and moving
the product to the next stage only if they continue to believe that the end product will
have the desired functionality, will be attractive to the targeted market, and can be
produced with consistent quality and at a cost that enables satisfactory profit margins
to be earned. The product development process has to meet its own targets for com-
pletion time and development cost.

Regulatory and social processes make up the final process group. Companies
must continually earn the right to operate in the communities and countries in which
they produce and sell. National and local regulations—affecting the environment, em-
ployee health and safety, and hiring and employment practices—impose minimum
standards on companies’ practices, and companies must comply with these to avoid
shutdowns or expensive litigation. Many companies, however, seek to go beyond
mere compliance and seek 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 can manage and report their regulatory and social performance along
several critical dimensions:

* Environment.

* Health and safety.

*  Employment practices.

*  Community investment.

Investing in the environment and in communities need not be for altruistic rea-
sons alone. First, 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. Second, re-
ducing environmental incidents and improving employee safety and health improves
productivity and lowers operating costs. Third, companies with outstanding reputa-
tions generally enhance their image with customers and with socially conscious in-
vestors. These linkages to enhance human resource, operations, customer, and
financial processes illustrate how effective management of regulatory and commu-
nity performance can drive long-term shareholder value creation.

Exhibit 2-12 summarizes the objectives for the four process groups, along with
possible measures that can be used with each objective.
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Exhibit 2-12
Process
Objectives

and Measures

PROCESS OBJECTIVES MEASURES

OPERATIONS MANAGEMENT

Improve the cost, quality, and cycle times * Supplier scorecard ratings: quality, delivery, cost
of operating (production) processes e Cost per unit of output

* Product and process defect rates

* Product cycle times
Improve asset utilization * Lead times, from order to delivery

* Capacity utilization (%)

* Equipment reliability, percent availability

CUSTOMER MANAGEMENT

Acquire new customers * % leads converted
* Cost per new customer acquired
Satisfy and retain existing customers * Time to resolve customer concern or complaint
* # referenceable customers (willing to
recommend)
Generate growth with customers  #products and services per customer

* Revenue or margin from post-sale services

INNOVATION

Develop innovative products and services * #fundamental new ideas entering product
development

Achieve excellence in research and * # patent applications filed or patents earned

development processes Total product development time: from idea
to market

* Product development cost vs. budget

REGULATORY AND SOCIAL

Improve environmental, health, and * # of environmental and safety incidents
safety performance * Days absent from work
Enhance reputation as “good neighbor” * Employee diversity index

* #employees from disadvantaged communities

In developing their Balanced Scorecard, managers identify which of the process
objectives and measures are the most important for their strategies. Companies fol-
lowing a product leadership strategy would stress excellence in their innovation
processes. Companies following a low-total-cost strategy must excel at operations
management processes. Companies following a customer solutions strategy will em-
phasize their customer management processes.

Typically, the financial benefits from improving processes occur within different
time frames. Cost savings from improvements in operational processes deliver quick ben-
efits (within 6 to 12 months) to productivity objectives in the financial perspective. Rev-
enue growth from enhancing customer relationships accrues in the intermediate term (12 to
24 months). Innovation processes generally take longer to produce customer and revenue
and margin improvements (24 to 48 months). The benefits from regulatory and social
processes also typically take longer to capture as companies avoid litigation and shut-
downs and enhance their image as employers and suppliers of choice in all communities
in which they operate. Achieving overall process excellence generally requires that com-
panies have objectives and measures for improving processes in all four process groups
so that the benefits from each process group phase in over time.
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Exhibit 2-13

The Learning and Growth Perspective Provides the Foundation for the Strategy

Financial
perspective

Customer
perspective

Process
perspective

Learning and
growth
perspective

e Skills e Systems ¢ Culture and climate
e Training e Databases ¢ Goal alignment
¢ Knowledge * Networks ¢ Knowledge-sharing

Learning and Growth Perspective

The fourth perspective of the Balanced Scorecard, learning and growth, identifies the
objectives for the people, information technology, and organizational alignment that
will drive improvement in the various process objectives (see Exhibit 2-13).

It is in the learning and growth scorecard perspective that executives target im-
provements in their intangible assets—human resources, information technology,
and organizational culture and alignment. The following describes typical objectives
for the three learning and growth components:

Human Resources

e Strategic competency availability—The company’s employees have the appro-
priate mix of skills, talent, and know-how to perform activities required by the
strategy.

Information Technology

e Strategic information availability—The company’s information systems and
knowledge applications contribute to effective strategy execution by facilitating
process improvements and better linkages with suppliers and customers.

Organization Culture and Alignment

*  Culture and climate—Employees have an awareness and understanding of the
shared vision, strategy, and cultural values needed to execute the strategy.

*  Goal alignment—Employee goals and incentives are aligned with the strategy
at all organization levels.
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Exhibit 2-14
Learning and
Growth Objectives
and Measures

OBJECTIVES MEASURES

HUMAN RESOURCES

Develop strategic competencies % of employees with required capabilities and skills
Attract and retain top talent * Employee satisfaction

 Turnover of key personnel

INFORMATION TECHNOLOGY

Provide applications that support the strategy  Strategic information coverage: % of critical
processes supported with adequate system
applications

Develop customer data and information systems ¢ Availability of customer information (e.g., CRM
systems, customer databases)

ORGANIZATION CULTURE AND ALIGNMENT

Create a customer-centric culture * Employee culture survey

Align employees’ goals to success * Percent of employees with personal goals linked
to organizational performance

Share knowledge about best practices * # of new practices shared and adopted
and customers

*  Knowledge sharing—Employees and teams share best practices and other
knowledge relevant to strategy execution across departmental and organiza-
tional boundaries.

Specific examples of learning and growth measures can be found in Exhibit 2-14.

With this overview of identifying objectives and measures in the four Balanced
Scorecard perspectives, we can now examine how Brian Roberts and his leadership
team developed a strategy map and scorecard for Pioneer Petroleum’s new customer-
focused strategy.

STRATEGY MIAP AND BALANCED SCORECARD
AT PIONEER PETROLEUM

Brian Roberts formed a leadership team that included himself, the heads of several
large business units and functional departments (such as human resources, finance,
and information technology), and a project manager from the finance function to cre-
ate the division’s strategy map and Balanced Scorecard. The team met several times
over a three-month period to define the strategic objectives for the strategy map and
the accompanying scorecard of measures.

Financial Perspective

The leadership team started by setting an ambitious financial target for the new strategy
to achieve: double return on capital employed (ROCE) to 12% within three years from
its current depressed level of 6%.” The company would achieve its ROCE target by using

7 Return on capital employed = Net income after taxes/[Interest bearing liabilities + Shareholders’ equity].
Usually the after-tax interest expense [defined as Interest expense X (1 — Tax rate)] is added back in the
numerator of the ROCE ratio so as not to have the mix of financing sources affect this profitability metric.
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Exhibit 2-15

Pioneer Petroleum’s Financial Objectives and Measures

delivered cost

/> Increase ROCE to 12% \

Productivity strategy Revenue growth strategy
Maximize utilization of existing assets and Improve quality of revenue by understanding
integrate the business to reduce total customer needs and differentiating ourselves

accordingly

e ==

the two financial levers: productivity and growth. Improving productivity involved two
components: cost reduction and asset intensity. Cost reduction would be measured by
operating cash expenses versus the industry (using cents per gallon to normalize for vol-
ume), with the goal being to have the lowest operating cost per unit of output in the in-
dustry® Asset productivity would enable Pioneer to handle the anticipated higher
volumes from its growth strategy without expanding its asset base. For this objective, it
selected the sales-to-assets ratio to indicate the benefits from generating more revenue
(i.e., throughput) from existing assets, plus any benefits from inventory reductions.

Pioneer’s revenue growth lever also had two components. The first, volume
growth, was to grow sales from its basic gasoline products (and home heating oil and
jet fuel) faster than the industry average. In addition to pure volume growth, Pioneer
wanted a higher proportion of its sales in the premium product grades. So it set two
measures for this growth component: volume growth rate relative to the industry
growth rate, and percentage of volume in premium grades.

The second growth component represented the opportunity to sell products other
than gasoline to retail customers. An important component of Pioneer’s growth
theme was a customer-driven strategy built around sales of convenience store prod-
ucts. New revenue could also come from sales of automobile services and products
such as car washes, lubricants, oil changes, minor repairs, and common replacement
parts. Pioneer set a financial growth objective to develop new sources of revenue, and
it measured this objective by nongasoline revenues and margins. Thus, the financial
perspective (see Exhibit 2-15) incorporated objectives and measures for both produc-
tivity and revenue growth.

Customer Perspective

For the customer perspective, Pioneer started by establishing an objective to continu-
ally delight the consumers in its three targeted segments (see Exhibit 2-16). The leader-
ship team decided to measure success for this objective by its market share among the

® Note that operating expenses exclude the cost of purchased raw materials, such as crude oil. Thus
while Pioneer could be the industry leader for its operating expenses, a competitor that had access to
lower cost crude oil could have a lower total cost per gallon produced.
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Exhibit 2-16
Pioneer
Petroleum’s
Customer
Objectives and
Measures

Continually delight the
targeted consumer segments
by fulfilling their value
propositions

Strengthen dealer and
distributor relationships to
create win-win partnerships

Road Warriors, True Blues, and Generation F3 consumer segments. Measuring total
market share would represent an undifferentiated strategy, perhaps no strategy at all.
Pioneer could have selected customer satisfaction as the driver of its segment mar-
ket share objective. But the leadership team wanted a measure that was more specific to
its new strategy. Pioneer’s market research had identified the attributes that constituted
a great buying experience for customers in the three targeted segments. These included:

* Friendly employees.

* A convenience store, stocked with fresh, high-quality merchandise.

* Immediate access to a gasoline pump (to avoid waiting for service).

* Aspeedy purchase, including self-payment mechanisms at the pump (to avoid
waiting to pay).

* Covered area for gasoline pumps (to protect customers from rain and snow).

*  100% availability of product, especially premium grades (to avoid stockouts).

*  (Clean restrooms.

* Attractive exterior station appearance.

e Safe, well-lit station.

* Ample parking spaces near convenience store.

*  Availability of minor car services.

Pioneer summarized these attributes as offering customers “a fast, friendly serve.”
But how could all of the attributes of the fast, friendly serve buying experience be
measured? Pioneer decided that the consumer’s buying experience was so central to
its strategy that it invested in a new measurement system: the mystery shopper.
Pioneer hired an independent third party to send a representative (the mystery shop-
per) to every Pioneer station, every month, to purchase fuel and a snack, and evaluate
the experience based on specified attributes of a “perfect buying experience.” The
mystery shopper rating represented the value proposition that Pioneer would offer its
targeted customers. If Pioneer’s theory of the business was valid, increases in the mys-
tery shopper score would translate into increases in market share in the three targeted
segments. Note that Pioneer did not expect that its market share in the nontargeted
segments—price shoppers and homebodies—would increase since consumers in
these segments did not necessarily value the improved buying experience enough to
pay the higher prices Pioneer would charge at the gasoline pump. Over time, Pioneer
could use the new data to test the validity of the hypothesis underlying its new strat-
egy. With more than 7,000 retail gasoline outlets, Pioneer could statistically validate
whether outlets with high mystery shopper scores generated higher revenues and
margins, because of increased purchases by Road Warriors, True Blues, and Genera-
tion F3’s, than outlets with consistently low mystery shopper scores. In this way, Pio-
neer would get valuable feedback about both how well the strategy was being
implemented in gasoline stations as well as feedback about the linkage from improved
buying experiences to increased customer loyalty, revenues, and margins.

The customer perspective, however, was not complete. Pioneer did not sell di-
rectly to its end-use consumers. Like companies in many industries, Pioneer worked
through intermediaries, such as wholesalers, distributors, and retailers to reach the
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end-use consumer of its products. Pioneer’s immediate customers were independent
owners of gasoline stations and distributors of its other petroleum-based products
(such as distillates, lubricants, home heating oil, and jet fuel). Franchised retailers
purchased gasoline and lubricant products from Pioneer, and sold to consumers in
Pioneer-branded stations. If end-use consumers were to receive a great buying expe-
rience, then the independent dealers/distributors had to be aligned to Pioneer’s new
strategy and capable of delivering that experience. Dealers were clearly a critical part
of the new strategy.

Pioneer adopted an objective to increase its dealers’ profitability so that it could
attract and retain the best dealers. The new strategy emphasized creating a positive-
sum game, increasing the size of the reward that could be shared between Pioneer
and its dealers so that the relationship would be a win-win one.

The higher reward came from several sources. First, the premium prices that
Pioneer hoped to sustain at its stations would generate higher revenues. Second, by in-
creasing the market share in the three targeted segments, a higher quantity of gasoline
would be sold, and a higher percentage of the purchases would be for premium grades
(especially by True Blues and Road Warriors). Third, the dealer would also have a rev-
enue stream from the sale of nongasoline products and services—convenience store
and auxiliary car services—a portion of which would also flow back to Pioneer.

Pioneer set an objective to create the win—win relationship with dealers and mea-
sured this objective by dealer/distributor satisfaction ratings and profitability.

Process Perspective

With a clear picture about the outcomes desired in the financial and customer per-
spectives, Pioneer now turned to the objectives and measures for the process per-
spective. The leadership team wanted strategic objectives in all four process themes:

*  Operations management to improve the efficiency, quality, and responsiveness
in all of Pioneer’s purchasing, refining, and distribution processes.

*  Customer management to generate dealer profits from nongasoline revenues.

* Innovation to develop new products and services that could be offered at
Pioneer stations.

* Environmental, health and safety performance, and being a better neighbor and
employer at all Pioneer locations.

Pioneer included multiple objectives and measures for its basic refining and dis-
tribution processes. These stressed low cost, consistent quality, and reduced asset
downtime. Most of these objectives would drive improvements in the financial per-
spective’s productivity measures though some related to on-time and on-spec deliv-
ery of products to its dealers/distributors.

Objectives for customer management processes supported both the new win-win
relationship with dealers and Pioneer’s financial objectives. If dealers could generate
increased revenues and profits from products other than gasoline, then dealers would
place less reliance on profits from gasoline sales to meet their profit targets. This
would leave more of a profit share for Pioneer, while still allowing its dealers to be the
most profitable in the industry. Pioneer also recognized that another important
process objective to drive dealer profitability was having trained dealers be better
managers of the gasoline station, service bays, and the convenience store.

An innovation process objective signaled the desire to enhance the buying expe-
rience of consumers and profit potential of dealers by developing new offerings at the
gasoline station.
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Exhibit 2-17
Pioneer Petroleum’s Process Objectives and Measures

Operations Customer . « . N
P Innovation Good Neighbor
management management
Improve Improve
refinery inventory Ucr(‘,?fif,?g,d
performance management segments Create non- Improve
Process gasoline environmental,
3 Be the products and health, and
perspective industry cost  Deliver on-spec, Build outstanding services safety
[eader on-time dealers/distributors

Pioneer also selected objectives and measures related to environmental, health
and safety (EHS) performance. Some of the benefits from improved EHS performance
contributed to the cost reduction and productivity themes. Roberts believed that
safety incidents were an important leading indicator, believing that if employees were
careless, leading to personal harm, they were not likely paying much attention to the
physical assets of the company either. The EHS measures, however, also contributed
to Pioneer being a good citizen in all of the communities in which it produced and
sold its products, and for enabling the well-being of its employees.

In summary, Pioneer’s eight process objectives (see Exhibit 2-17) supported both
its differentiated strategy with consumers and dealers, its financial objectives for cost
reduction and productivity, and its social responsibilities.

Learning and Growth Perspective

The final set of objectives provided the foundation for Pioneer’s strategy: enhancing
the skills and motivation of employees, expanding the role for information technol-
ogy, and aligning employees to the strategy. The project team identified three strate-
gic objectives for the learning and growth perspective:

Develop Core Competencies and Skills

* Encourage and facilitate our people to gain a broader understanding of the
marketing and refining business from end to end.

*  Build the level of skills and competencies necessary to execute our vision.

*  Develop the leadership skills required to articulate the vision, promote inte-
grated business thinking, and develop our people.

Provide Access to Strategic Information
e Develop the strategic information required to execute our strategies.

Engage and Empower Employees

* Enable the achievement of our vision by promoting an understanding of our
organizational strategy and by creating a climate in which our employees are
motivated and empowered to strive toward that vision.

Pioneer identified the specific skills and information each employee should
have to enhance internal process performance and deliver the value proposition to
customers. It measured the percentage of employees who currently had the requi-
site skills and knowledge as well as the percentage who had access to all of the data
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and information they needed to excel at process improvement and meeting cus-
tomers” expectations. It had to defer actual measurement of these two objectives,
however, until it could develop the data to support the two new metrics. For the
third objective, Pioneer implemented an employee survey designed to measure the
awareness people had about the new strategy and their motivation to help the com-
pany achieve its targets.

With the learning and growth perspective completed, Pioneer’s leadership team
now had developed a complete representation of its new strategy. The strategy map,
shown in Exhibit 2-18, translated the division’s vision and strategy into a visual rep-
resentation of the cause-and-effect linkages of strategic objectives across the four
perspectives. The team also had created a comprehensive Balanced Scorecard (see
Exhibit 2-19) that measured performance for each strategic objective. Roberts and
other members of Pioneer’s leadership team could now communicate the strategy
clearly to all business unit leaders and employees throughout the organization.

Exhibit 2-18
Pioneer Petroleum’s Complete Strategy Map

Financ [ Eroductity susteqy |

perspective ‘i “

==

“Delight the consumer” “Win-win dealer relations”
Customer
perspective
Operations management Customer management Innovation “Good neighbor”

Improve Improve
hardware inventory li%?‘esf;?:r
performance management t Create non- Improve
segments | L
Process gasoline environmental,

i . = products and health, and
perspective indl?:t themst Dselgvceroivj Build outstanding services safety
Ieaiiyer ptirﬁe dealers/distributors

Learning
and growth
perspective
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Exhibit 2-19
Pioneer
Petroleum’s
Balanced Scorecard

STRATEGIC OBJECTIVES

STRATEGIC MEASURES

FINANCIAL

¢ Increase return on capital employed
® Become industry cost leader

® Maximize use of existing assets

* Enhance customer value

® Generate non-gasoline revenues

CUSTOMER

Return on capital employed

Net margin rank (vs. competition)

Full cost per gallon delivered

(vs. competition)

Sales to asset ratio

Volume growth rate vs. industry

Ratio of premium product sales to total
Non-gasoline revenues and margins

® Continually delight the targeted consumers
¢ Create win-win relationships with dealers

and distributors

PROCESS

Share of segment: Road Warriors, True
Blue, Generation F3

Mystery shopper rating
Dealer gross profit growth
Dealer satisfaction survey

¢ Improve hardware performance
¢ Improve inventory management
¢ Be the industry cost leader

¢ Deliver on-spec, on-time

Unplanned downtime
Capacity utilization
Stock-out rate
Inventory levels

® Activity costs versus competition
® % perfect orders

¢ Understand consumer segments ¢ Feedback from consumer focus groups
¢ Build outstanding dealers/distributors ¢ Dealer quality score
* Create non-gasoline products and services ® New product ROI

® New product acceptance rate

¢ Improve environmental, health, * Number of environmental incidents
and safety performance e Days absent from work

LEARNING AND GROWTH

® Develop competencies and skills ® Strategic competency coverage ratio
® Provide access to strategic information ® Strategic information coverage ratio
* Engage and empower employees * Employee culture survey

Pioneer had followed a systematic process to develop a strategy map and score-
card for its strategy:

*  Assess the competitive environment.

* Learn about customer preferences and segments.

* Develop a strategy to generate sustainable and superior financial performance.

* Select the targeted customer segments.

*  Determine the value proposition for the targeted customers.

* Identify the critical internal processes to deliver the value proposition to cus-
tomers and to achieve the financial productivity objectives.

* Identify the skills, competencies, motivation, databases, and technology required
to excel at improving the critical internal processes and customer value delivery.
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APPLYING THE BALANCED SCORECARD
TO NONPROFIT AND GOVERNMENT
ORGANIZATIONS

Strategy maps and Balanced Scorecards are not limited to for-profit companies,
such as Pioneer Petroleum. Nonprofit and government organizations (NPGOs) also
need to have strategies and measurement systems to communicate and help im-
plement their strategies. Prior to the development of the Balanced Scorecard, the
performance reports of NPGOs focused only on financial measures, such as funds
appropriated, donations, expenditures, and operating expense ratios. NPGOs,
however, cannot be measured primarily by their financial performance. Certainly,
they must monitor their spending and operate within financial constraints, but
their success must be measured by their effectiveness in providing benefits to con-
stituents, not by their ability to raise money, be efficient, or balance their budgets.
The use of nonfinancial measures enables NPGOs to assess their performance with
targeted constituents.

In our experience, however, many NPGOs encountered difficulties in
developing their initial Balanced Scorecard. First, they did not have a clear strat-
egy. They may have had “strategy” documents that ran upwards of 50 pages, but
these consisted only of a lengthy list of planned programs and initiatives that
never specified the outcomes the programs and initiatives were intended to
achieve. To apply the Balanced Scorecard, an NPGO’s thinking has to shift from
what it plans to do to what it must accomplish, a shift from activities to outcomes.
Otherwise, any new scorecard will be just a list of key performance indicators of
operational performance, not a system to communicate and implement its
strategy.

Since financial success is not their primary objective, NPGOs cannot use the
standard architecture of the Balanced Scorecard strategy map where financial ob-
jectives are the ultimate, high-level outcomes to be achieved. NPGOs generally
place an objective related to their social impact and mission—such as reducing
poverty, school dropout rates, or the incidence or consequences from particular dis-
eases or eliminating discrimination—at the top of their scorecard and strategy map.
Anonprofit or public sector agency’s mission represents the accountability between
it and society as well as the rationale for its existence and ongoing support. The
measured improvement in an NPGO'’s social impact objective may take years to
become noticeable, which is why the measures in the other perspectives provide the
short- to intermediate-term targets and feedback necessary for year-to-year control
and accountability.

NPGOs also modify the private-sector scorecard framework by expanding the
definition of who is the customer. Donors or taxpayers provide the resources—they
pay for the service—while another group, the citizens and beneficiaries, receive the
service. Who is the customer, the one paying for the service or the one receiving
the service? Many NPGOs treat both as their customers. They place both a constituent
perspective and a resource (taxpayer/donor) perspective at the top of their Balanced
Scorecards (see Exhibit 2-20). With these changes, NPGOs—as wide ranging in focus
as a local opera company, an after-school mentoring program for at-risk urban youth,
the Canadian Blood Services, the Federal Bureau of Investigation, and the country of
Botswana—have developed Balanced Scorecards that described their strategy and
used them to communicate mission and strategy more clearly to resource providers,
employees, and constituents.

Chapter 2 The Balanced Scorecard and Strategy Map 43



Exhibit 2-20
The Balanced
Scorecard Model
for Public Sector
and Nonprofit
Organizations

“How do we attract
resources and authorization
for our mission?”

processes?”

IN PRACTICE
A Balanced Scorecard for a Nonprofit Organization

“How do we have a social impact
wiith our citizens/constituents?”

“To have a social impact and to
attract resources and support, at
which processes must we excel?”

.

“How do we align our intangible
assets to improve critical

:
o Financal

“How should we manage and
allocate our resources for
maximum social impact?”

Wendy Kopp founded Teach for America (TFA) in 1989,
based on her undergraduate honors thesis at Princeton.
Her vision was to ensure that one day all children in this
nation would have the opportunity to attain an excellent
education. TFA recruited a national teacher corps drawn
from talented, highly motivated graduating seniors who
committed to teach for two years in urban and rural pub-
lic schools. TFA’s strategy was based on an explicit model
of social change in which corps members played two
roles. First, they would improve the educational experi-
ence and life experiences of existing students through
their two-year teaching positions. Second, they would in-
fluence fundamental educational reform throughout
their lives through their career and voluntary activities.

As TFA scaled to become a nationwide enterprise,
it created a Balanced Scorecard to reflect its strategy, as
shown in Exhibit 2-21.° The social impact perspective
contained two high-level objectives: improving the ed-
ucational performance of today’s students and enhanc-
ing the educational opportunities for tomorrow’s
students. For the second objective, TFA created a new
metric by reviewing annually the career paths of
alumni to determine how they were affecting social
change; for example, running for public office, working
in public policy, entering school or district leadership,
being a truly outstanding classroom teacher, or pub-
lishing articles and books about improving education
in low-income communities.

¥ Teach for America chose to modify the standard nonprofit template by labeling and sequencing its five perspectives as
social impact, constituent, operating processes, financial, and organizational capacity.
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Exhibit 2-21
Balanced Scorecard for Teach for America

PERSPECTIVE OBJECTIVES

MEASURES

Social Impact ¢ Improve prospects of low-income youth

* Impact tomorrow’s low-income youth

* Percent of corps members who increase student
achievement

Principals’ rating of corps member performance
* Number of alumni engaged in or influencing education

Constituent * Create engaged corps members
* Produce motivated alumni

Percent highly satisfied with TFA experience
* Alumni engagement index

Operating * Grow size, quality, and diversity of
Processes corps member applicants

* Enhance corps member effectiveness
* Build a thriving alumni network

* Number of highly qualified applicants

* % African American and Latino corps members
* Corps member satisfaction with training

* % of alumni attending events

Financial * Grow and diversify revenue base

* Practice good financial management

¢ Total revenue
e # of high net worth contributors
¢ Cost per corps member

Organizational ¢ Build a diverse team

Capacity * Ensure effective management

* Engage our national board members

% of staff diversity
% of key goals met

* Enhance information technology capabilities © Staff satisfaction with technology

$ raised through board members

The TFA constituent perspective focused on satis-
fying existing corps members with excellent training
and teaching experiences, and the involvement of for-
mer TFA corps members in alumni activities. The TFA
operating processes stressed recruitment and selection
of diverse, high-quality applicants from leading col-
leges, providing corps members with excellent training
before starting their two-year teaching experience, and
conducting events that attracted alumni participation.
The financial perspective had objectives to improve the
funding base and to lower its unit costs (measured by
total operating expenses divided by number of corps
members). The organizational capacity perspective
contained objectives to enhance the talent and diversity

of employees and to improve TFA’s information tech-
nology, plus a new objective of building increased com-
mitments from the national board of directors.

This example illustrates how nonprofit organiza-
tions can develop objectives and measures for their
strategies. This helps managers of nonprofits to com-
municate to donors, volunteers, and employees how
the nonprofit intends to create social value in the lives
of its targeted constituents. The scorecard also gives
feedback to managers about whether the enterprise is
achieving the outcomes it wants to deliver and the per-
formance of the drivers—operating processes, fi-
nances, technology, employees, board members, and
volunteers—of the desired social impact.

MANAGING WITH THE BALANCED SCORECARD

Developing a strategy map and Balanced Scorecard is just the start of the journey to per-
formance improvement. Executives must communicate the strategy to all employees
since, as Brian Roberts remarked, they are the ones who must implement the strategy.
People cannot help implement a strategy that they are not aware of or do not understand.

Once all employees understand the strategy of their operating units, divisions,
and corporation, managers ask them to develop personal objectives in light of the
broader priorities. Most organizations link incentive compensation to the Balanced
Scorecard, typically after managing with the scorecard for a year.
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The issues of communication, setting objectives, and aligning compensation sys-
tems for employees will be discussed in Chapter 9.

Companies must also focus their continuous improvement activities on those
processes that have the largest impact on successful strategy execution. Thus, the
process improvement approaches described in Chapter 7 will have the largest impact
when they are applied to achieve the strategic objectives defined in the Balanced
Scorecard’s process perspective.

To implement their strategies, companies must have excellent knowledge of their
costs. That is why the BSC financial perspective contains objectives and measures to
improve productivity and lower costs. The operations management theme in the
process perspective emphasizes reducing the costs of products and processes. The
next three chapters contain the foundational material for understanding how to de-
velop accurate costing systems that help managers make better decisions about man-
aging and reducing the costs of their processes and products. Chapter 6 extends the
cost focus out to customers so that companies can manage their cost of serving cus-
tomers, resulting in more profitable customer relationships. Chapter 6 will also intro-
duce material on how to develop the nonfinancial measures of customer performance
for a company’s BSC customer perspective. Measuring and managing innovation
processes are often overlooked in a company’s performance measurement system. Yet
these processes are what enable a company to introduce new product variations and
new product platforms. Chapter 8 describes management accounting tools that help
employees improve their innovation processes.

Of course, managers must always remember that the success of their strategies
will ultimately be evaluated based on how well they deliver superior financial per-
formance. So traditional financial control approaches, including budgeting and re-
source allocation, discussed in Chapters 10 and 11, remain highly relevant even for
21st-century enterprises.

BARRIERS TO EFFECTIVE USE
OF THE BALANCED SCORECARD

46

Not all companies succeed with developing and applying Balanced Scorecards. Sev-
eral factors can lead to problems when building a performance measurement and
management system around the Balanced Scorecard. Some companies use too few
measures—only one or two measures per perspective—in their scorecards. A score-
card with too few measures does not depict enough of the company’s strategy and
does not represent a balance between desired outcomes and the performance drivers
of those outcomes. Conversely, some companies include too many measures, incor-
porating more than 100 measures, so that managers’ attention is so diffused that they
pay insufficient attention to those few measures that can make the greatest impact.
Other organizations, unlike Pioneer Petroleum, do not start their performance
measurement process by clearly describing their strategy and building their strategy
map. Instead they look at measures they currently use, classify them into the four
scorecard perspectives, and declare that they now have a Balanced Scorecard. Such key
performance indicator (KPI) scorecards will typically use common measures, such as
customer satisfaction, process quality, cost, and employee satisfaction and morale, that
are certainly worth striving to improve but do not reflect a company’s unique strategy.
KPI scorecards also arise from capturing the data from a company’s quality manage-
ment approach in a scorecard framework. Again, quality improvement is certainly de-
sirable, but a quality program’s focus is to make existing processes better, faster, and
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cheaper. The metrics drive and evaluate continuous improvement but do not link to a
company’s differentiating strategy. Thus, such scorecards produce incremental im-
provements but do not align the enterprise around successful execution of its strategy.

A poor scorecard design, however, is not the biggest threat to successful Balanced
Scorecard implementation. When too few or too many measures are present or they
are not the right measures, these design defects can be recognized and fixed. The
biggest threat is a poor organizational process for developing and implementing
the scorecard. Building and embedding a new measurement and management system
into an organization is complex and susceptible to at least four pitfalls.

1. Senior management is not committed. By far, the largest source of failures occurs
when the Balanced Scorecard project is led by or gets delegated to a middle-management
project team. Often the impetus for a new performance measurement system arises
from the quality group or the finance function. Individuals in these groups see the
limitations from attempting to manage with only financial measures and want the or-
ganization to adopt a more robust performance measurement system tied closer to
strategy or operational improvements, not just financial results. They manage to get
approval from senior management to explore extensions of the existing measurement
system to include some nonfinancial metrics. But senior management treats this as a
local, incremental project and does not understand the need for their entire measure-
ment and management system to change. Ultimately, the lack of understanding and
commitment among the senior management team for the new performance measure-
ment undermines the success of any such project led by middle managers. If senior
managers are not actively engaged in the project, new measurements will focus on
local operational improvements and not be a comprehensive system that senior exec-
utives can use to manage the successful implementation of their strategy.

2. Scorecard responsibilities do not filter down. In some companies, senior exec-
utives feel that only they need to know and understand the strategy. They fail to share
the strategy and scorecard with middle managers and with lower level employees on
the front lines and in back offices. A successful Balanced Scorecard implementation,
while requiring commitment from the senior management team, must involve more
than just senior managers. The executive team must communicate the Balanced
Scorecard to everyone in the organization so that all employees learn about the strat-
egy and how they can contribute to its successful implementation.

3. The solution is overdesigned, or the scorecard is treated as a one-time event.
Some failures have occurred when the project team allowed “the best to be the enemy
of the good.” These teams wanted to have the perfect scorecard. They did not want to
launch the scorecard until they were sure they had exactly the right measures as well
as valid data for every measure on the scorecard. The teams believed they would have
only one opportunity to launch the scorecard, and they wanted it to be the best it could
possibly be. So they spent months refining the measures, improving data collection
processes, and establishing baselines for the scorecard measures. Eighteen months
after the start of the Balanced Scorecard project, management had yet to use it in any
meetings or to support their decision processes. When interviewed, several execu-
tives at these companies responded, “I think we tried the Balanced Scorecard last year,
but it didn’t last.” The problem was not that it didn’t last. It had never begun!

All Balanced Scorecards start with some new measures for which no data cur-
rently exist. Sometimes, up to one-third of the measures are not available in the first
few months, especially for measures relating to employee skills, information technol-
ogy availability, and customer loyalty. Managers should initiate new data collection
processes for the missing measures and still use the scorecard for their review and
resource allocation processes, even without specific data on the new measures.
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As the data become available, managers will have an even better basis for their
discussions and decisions. However, the management system should be dynamic,
and the objectives, the measures, and the data collection processes can be modified
over time on the basis of organizational learning.

4. The Balanced Scorecard is treated as a systems or consulting project. Some of
the most expensive Balanced Scorecard failures have occurred when companies im-
plemented a Balanced Scorecard as a systems project rather than as a management
project. Automating and facilitating access to the thousands (or millions) of data ob-
servations collected in a company does not lead to a Balanced Scorecard, nor would
such a process identify the critical measurements of an organization’s strategy not
currently being measured at all (recall the missing measurement problem in the pre-
ceding pitfall). Also, giving managers more convenient access to an organization’s
database is much different than having a structured strategy map, with cause-and-
effect linkages, for the relatively few (20 to 30) measures that are the best indicators of
the organization’s strategic performance.

None of these pitfalls is insuperable. In fact, companies, nonprofits, and govern-
ment agencies around the world have implemented this new strategy execution
system and enjoyed considerable success."’ The leaders of these successful imple-
menters used the scorecard to communicate strategic objectives and measures to all
employees and subsequently aligned employees’ personal goals and incentives with
improvements in scorecard measures. Managers discussed scorecard results at
monthly meetings so they could continually learn and improve how to implement
their strategy better. The successful organizations used the Balanced Scorecard as
their central management system for focusing the organization on the strategy and
aligning employees, business units, and resource allocation on achieving dramatic
performance improvements for shareholders and customers.

EPILOGUE TO PIONEER PETROLEUM
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Shortly after Brian Roberts and his leadership team finished with the Pioneer’s strat-
egy map and scorecard (Exhibits 2-18 and 2-19), they asked the newly-appointed
heads of all 17 strategic business units to create scorecards for their own units. They
did not insist that all 17 scorecards be the same; they preferred that the management
teams at each unit be guided by the objectives and measures on the division’s score-
card but wanted each business unit to decide what was most important for them,
given their local situation. They could eliminate objectives and measures that were
not relevant to them and add new ones that better reflected their local competitive sit-
uation. Roberts also started an active process to communicate the strategy’s strategic
objectives and measures to all of Pioneer’s employees, and within a year had intro-
duced a variable pay plan that allowed every employee to earn up to a 30% bonus
based on performance of the division’s and the employee’s business unit scorecard.
He recalled:

People got that scorecard out and did the calculations to see how much
money they were going to get. We could not have got the same focus on the
scorecard if we didn’t have the link to pay.

10 A good source to learn about companies, nonprofits, and governmental agencies that had good suc-
cess implementing their strategies using the Balanced Scorecard is Palladium Balanced Scorecard Hall of
Fame for Executing Strategy, retrieved April 8, 2010, from http://www.thepalladiumgroup.com/about/
hof/Pages/overview.aspx
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Roberts met with his 17 business unit heads at least once per quarter to discuss
the unit’s performance, as revealed by its scorecard. As he described the meetings:

I went into these reviews thinking they would be long and arduous. I
was pleasantly surprised how simple they were. Managers came in pre-
pared. They were paying attention to their scorecards and using them in
a very productive way—to drive their organization hard to achieve the

targets.

The process enabled me to see how the business unit managers think,
plan, and execute. I could see the gaps, and by understanding the man-
ager’s culture and mentality, I developed customized programs that made

them better managers.

Within two years, Pioneer went from being the least profitable to the most
profitable company in its industry. Brian Roberts retired as CEO after five years of
industry-leading profitability summarizing what had been achieved:

We produce a commodity product, with mature processes, using the same
assets as our competitors, through standard distribution (ships, pipelines,
trucks), ending in public service stations (no secrets; everyone sees what
you are doing), and a strategy that can be quickly imitated. Our only secret
was that the Balanced Scorecard helped us out-execute our competitors in

an open, transparent game.

SUMMARY

Information-age companies succeed by investing in
and managing their intangible assets. As organiza-
tions invest in acquiring the new capabilities pro-
vided by these assets, their success cannot be
motivated or measured by the traditional financial
accounting model. This financial model, developed
for trading companies and industrial-age corpora-
tions, does not measure whether the company is
building capabilities that will provide future value.

The Balanced Scorecard, a more comprehensive
performance management system, incorporates
measures derived from a company’s strategy. While
retaining financial measures of past performance,
the Balanced Scorecard introduces the drivers of fu-
ture financial performance. The drivers—found in

Key TERMS

the customer, process, and learning and growth
perspectives—are selected from an explicit and rig-
orous translation of the organization’s strategy into
tangible objectives and measures. The benefits from
the scorecard are realized as the organization inte-
grates its new measurement system into manage-
ment processes that communicate the strategy to
employees, align employees” individual objectives
and incentives with successful strategy implemen-
tation, and integrate the strategy with ongoing
management processes: planning, budgeting, re-
porting, and management meetings. A new perfor-
mance measurement and management system has
its greatest impact when the executive team leads
these transformational processes.

Balanced Scorecard (BSC), 19

customer management
processes, 32

customer perspective, 20

financial perspective, 20

innovation processes, 33

measures, 25
objectives, 24

processes, 32

learning and growth perspective, 21

operations management

process perspective, 21

regulatory and social
processes, 33

strategy, 23

strategy map, 25

targets, 25

value proposition, 26
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ASSIGNMENT MIATERIALS

Questions

2-1

2-2

2-3

2-5

2-6

2-7

2-8

2-9

2-10

2-11

2-12

2-13

2-14

2-15

2-16
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Why are both financial and nonfinancial
measures necessary to manage a company’s
strategy? (LO 1)

What is a Balanced Scorecard? (LO 2)

What are the four measurement perspectives
in the Balanced Scorecard? (LO 2)

Explain why the growing importance of in-
tangible assets complements growing inter-
est in the Balanced Scorecard. (LO 1, 2)
What two essential components should a
good strategy have? (LO 3)

Why is a clear strategy vital for an organiza-
tion? (LO 3)

What is a strategy map? (LO 3, 4)

Define and explain the role of measures, ob-
jectives, and targets, in the Balanced Score-
card strategy map. (LO 2, 3, 4, 5)

What are the two basic approaches to im-
proving a company’s financial performance?
(LO4,5)

Describe two broad approaches that compa-
nies can use to generate additional revenues.
(LO4,5)

Describe two broad approaches that com-
panies can use to improve productivity.
(LO4,5)

Why does attempting to improve customer
measures such as customer satisfaction, cus-
tomer retention, customer profitability, and
market share not necessarily constitute a
strategy? (LO 3, 4, 5)

Describe the low-total-cost value proposi-
tion and provide your own example of a
company that has successfully implemented
this value proposition. (LO 4, 5)

Describe the product leadership value
proposition and provide your own example
of a company that has successfully imple-
mented this value proposition. (LO 4, 5)
Describe the customer solutions value
proposition and provide your own example
of a company that has successfully imple-
mented this value proposition. (LO 4, 5)
Explain how a Balanced Scorecard approach
is helpful in identifying critical processes
and evaluating the processes. (LO 4, 5)

2-17

2-18

2-19

2-20

2-21

2-22

2-23

2-24

2-25

2-26

2-27

2-28

2-29
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All of a Balanced Scorecard’s measures for
processes should be fully controllable by
people who perform the work in the
processes. Do you agree with this statement?
Explain. (LO 4, 5)

What four categories of processes are useful
in developing the process perspective mea-
sures for a Balanced Scorecard? (LO 4, 5)
What are operations management processes
within the Balanced Scorecard’s process per-
spective, and what are some typical objec-
tives for operations management processes?
(LO4,5)

What are the three important objectives for a
company’s customer management processes
within the Balanced Scorecard’s process per-
spective? (LO 4, 5)

How are innovation processes in the process
perspective linked to the Balanced Score-
card’s customer and financial perspectives?
(LO4,5)

What two important subprocesses does
managing innovation include? (LO 4, 5)
What are some critical dimensions along
which to measure regulatory and social
processes in the operating processes part of
the Balanced Scorecard’s process perspec-
tive? (LO 4, 5)

How might a company link its strategy or
customer value proposition to a focus on
particular categories of processes in the Bal-
anced Scorecard? (LO 4, 5)

How do the time frames for financial
benefits for improvements in the different
categories of processes typically vary?
(LO 4, 5)

What are the three components of the learn-
ing and growth perspective in the Balanced
Scorecard? (LO 4, 5)

What are several desirable characteristics for
a Balanced Scorecard measure? (LO 4, 5)
What is the nature of the objective(s) that
nonprofit and government organizations are
likely to put at the top of their Balanced
Scorecard and strategy maps? (LO 6)

What are four common pitfalls in develop-
ing a Balanced Scorecard? (LO 7)



Exercises

LO2,4,5  2-30 Balanced Scorecard measures, low-total-cost value proposition Identify an
organization with the low-total-cost value proposition and suggest at least two
possible measures within each of the four Balanced Scorecard perspectives.

LO2,4,5  2-31 Balanced Scorecard measures, product leadership value proposition Identify
an organization with the product leadership value proposition and suggest at
least two possible measures within each of the four Balanced Scorecard
perspectives.

LO2,4,5  2-32 Balanced Scorecard measures, customer solutions value proposition Identify
an organization with the customer solutions value proposition and suggest at
least two possible measures within each of the four Balanced Scorecard
perspectives.

LO2,4,5  2-33 Balanced Scorecard objectives, cause-and-effect linkages for different value
propositions

Required

(a) Use the objectives below to develop appropriate cause-and-effect linkages across the
Balanced Scorecard’s four perspectives for the low-total-cost value proposition.
(1) Increase profit.
(2) Decrease process defects.
(3) Increase customer satisfaction.
(4) Improve employees’ process improvement skills.
(5) Decrease cost of serving customers.
(6) Increase revenues.
(b) Use the objectives below to develop appropriate cause-and-effect linkages across the
Balanced Scorecard’s four perspectives for the product leadership value proposition.
(1) Increase number of products that are first on the market.
(2) Decrease product development time from idea to market.
(3) Increase profit.
(4) Reduce turnover of key design personnel.
(5) Increase number of new customers.
(6) Increase revenues.
(c) Use the objectives below to develop appropriate cause-and-effect linkages across the
Balanced Scorecard’s four perspectives for the customer solutions value proposition.
(1) Increase revenues.
(2) Increase customer satisfaction with employees” assistance.
(3) Increase number of products cross-sold to customers.
(4) Increase employees’ customer relationship skill levels.

LO5  2-34 Balanced Scorecard measures, environmental and safety dimensions Discuss
the accuracy of the following statement: “The Balanced Scorecard approach is
incomplete because it does not include measures on environmental
performance and measures of employee health and safety.”

LO5  2-35 Number of measures Respond to the following statement: “It is impossible
for an organization to focus on the 20 to 30 different measures that result if
each of the four Balanced Scorecard perspectives contains between four to
eight measures.”

LO2,4,5  2-36 Balanced Scorecard and key performance indicators Respond to the
following statement: “Our organization has key performance indicators that
measure financial and nonfinancial performance, including customer
satisfaction, product and service quality, cost, revenues, and employee
satisfaction. We therefore have a Balanced Scorecard approach.”
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LO2,5  2-37 Balanced Scorecard and key performance indicators One financial service
organization formerly measured its performance using only a single financial
measure, profits. It decided to adopt a more “balanced” measurement
approach by introducing a 4P Scorecard:

(1) Profits

(2) Portfolio (size of loan volume)

(3) Process (% processes meeting quality certification standards)
(4) People (meeting diversity goals in hiring).

Evaluate the strengths and weaknesses of the “4P Scorecard.”

LO6  2-38 Balanced Scorecards for nonprofit and governmental organizations Explain
how a Balanced Scorecard for a nonprofit or governmental organization
typically differs from for-profit Balanced Scorecards.

LO2,4,5  2-39 Performance measurement or management system Discuss whether the
Balanced Scorecard strategy map approach is a performance measurement
system, a management system, or both.

Problems

LO4,5  2-40 Designing a Balanced Scorecard, differentiation strategy Why did
Pioneer Petroleum, a company following a differentiation strategy, have so
many process objectives and measures relating to cost reduction and
productivity?

LO2,4,5 2-41 Designing a Balanced Scorecard, new strategies, customer measures Refer
to the In Practice description of Infosys on page 24.

Required

(a) Why would a company with Infosys’s history find the Balanced Scorecard important for
managing its growth and monitoring its performance?

(b) What customer measures would you recommend that Infosys use in its Balanced Scorecard?

(c) What employee measures would you recommend that Infosys use in its Balanced
Scorecard?

LO2,4,5 2-42 Designing a Balanced Scorecard, new strategies, customer measures Refer
to the In Practice description of Teach for America on pages 44-45. How can
Teach for America use its strategy map and scorecard to advance its mission
and strategy?

LO2,4,5  2-43 Designing a Balanced Scorecard Consider the manager of a store in a fast-
food restaurant chain. Construct a Balanced Scorecard to evaluate that
manager’s performance.

LO2,4,56  2-44 Developing a Balanced Scorecard within a university Develop a Balanced
Scorecard that the dean or director of your school could use to evaluate the
school’s operations. Be specific and indicate the purpose of each Balanced
Scorecard measure.

LO2,4,56  2-45 Balanced Scorecard for governmental or nonprofit organization Organizations
in the public and nonprofit sector, such as government agencies and charitable
social service entities, have financial systems that budget expenses and monitor
and control actual spending. Choose a government agency or nonprofit
organization and describe the various perspectives the agency or organization
should include in its Balanced Scorecard. What objectives and measures should
be included in each perspective, and how might they be linked?

LO7  2-46 Pitfalls in Balanced Scorecard implementation A company attempted to
build a Balanced Scorecard by fitting the company’s objectives and financial
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and nonfinancial performance measures into the four Balanced Scorecard
perspectives. Explain why this approach may not lead to a well-developed
Balanced Scorecard.

LO7  2-47 Pitfalls in Balanced Scorecard implementation A company’s chief
executive officer (CEO) wanted his company to develop a Balanced
Scorecard. After giving considerable thought to who should lead the
development, he selected the head of the information technology group
because the Balanced Scorecard would obviously involve collecting
information leading to the needed measurements. Comment on potential
problems with the CEO’s approach.

Cases

LO4,5  2-48 Compensation tied to Balanced Scorecard, degree of difficulty of target
achievement" In the mid-1990s, Mobil Corporation’s Marketing and Refining (M&R) division
underwent a major reorganization and developed new strategic directions. In conjunction with
these changes, M&R developed a Balanced Scorecard around four perspectives: financial,
customer, internal business processes, and learning and growth. Subsequently, M&R linked
compensation to its Balanced Scorecard metrics. To illustrate, all salaried employees in M&R's
Natural Business Units received the following percentages of their competitive market salary:

POOR PERFORMANCE AVERAGE PERFORMANCE PERFORMANCE BEST
WITHIN INDUSTRY WITHIN INDUSTRY IN INDUSTRY

Base pay 90% 90% 90%
Award based on corporate performance on 1-2% 3-6% 10%
financial metrics
Award based on performance on Balanced 0% 5-8% 20%
Scorecard metrics for the M&R division and
business unit
Total pay as percentage of market salary 91-92% 98-104% 120%

The Balanced Scorecards included numerous metrics. M&R’s financial metrics included return
on capital employed and profitability, and customer metrics included share of targeted segments of
consumers and profitability of dealers. Internal business process metrics included safety and qual-
ity indices. Finally, learning and growth metrics included an index of employees’ perceptions of the
work climate at M&R.

Business units developed their own Balanced Scorecards. In addition to choosing targets for score-
card metrics, the business units chose percentage weights that determined how much the achieved
scorecard measures would contribute to the bonus pool displayed in the table. These percentage weights
were required to sum to 100%. Furthermore, in connection with the award for performance on the busi-
ness unit Balanced Scorecard metrics, the business units assigned a performance factor, that is, a “degree
of difficulty” of target achievement for each target. The performance factors are similar in concept to
those in diving or gymnastic competitions where performance scores depend on the difficulty of the at-
tempted dive or gymnastic routine. The performance factors underwent review by peers, upper
management, and the employees whose evaluation and compensation depended on the performance
factors. The performance factors ranged from 1.25 (for best-in-industry performance) to 0.7 for poor
performance. A target corresponding to average industry performance rated a 1.0 performance factor.

Required

(a) What are some general advantages of and areas of concerns surrounding the linking of
compensation to a Balanced Scorecard?

Source: Robert S. Kaplan based on analysis of “Mobil US M&R (A): Linking the Balanced Scorecard,” Harvard Business
School Case # 197025.
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(b) Evaluate M&R'’s approach to linking compensation to multiple measures (Balanced Scorecard
measures), including its system of assigning degrees of difficulty to achieving targets. In your
response, consider the process that is involved in developing the compensation scheme.

LO2,4,5  2-49 Implementing the Balanced Scorecard Either by visiting a website or from
a description in a published article, find a description of the implementation of a Balanced
Scorecard.

Required

(a) Document in detail the elements (objectives, measures, and targets) of the Balanced
Scorecard.

(b) Identify the purpose of each Balanced Scorecard element.

(c¢) Describe, if the facts are available, or infer, if the facts are not available, how the Balanced
Scorecard elements relate to the organization’s strategy.

(d) Evaluate the Balanced Scorecard by indicating whether you agree that the choice of Balanced
Scorecard performance measures is complete and consistent with the organization’s plan and
stakeholder set.

LO2,4,5  2-50 Balanced Scorecard measures Refer to the University of Leeds’ strategy map
at http://www.leeds.ac.uk/downloads/Strategy_map_aw.pdf

Required

(a) What is the strategy for the university?

(b) What will make it distinctive or unique?

(c) What are its advantages and scope?

(d) What measures would you use for each of the strategic objectives?

LO2,4,56  2-51 Designing a Balanced Scorecard for a city The City of Charlotte, North
Carolina, states its vision and mission as follows:'?

City Vision

The City of Charlotte will be a model of excellence that puts citizens first. Skilled, diverse, and
motivated employees will be known for providing quality and value in all areas of service. We will

be a platform for vital economic activity that gives Charlotte a competitive edge in the marketplace.

We will partner with citizens and businesses to make this a community of choice for living, work-
ing, and leisure activities.

City Mission

The mission of the City of Charlotte is to ensure the delivery of quality public services and to
promote the safety, health, and quality of life of its citizens.

The city’s senior administrative staff has selected the following five strategic focus areas in
which the city should try to excel:"

e Community Safety (evolved from an initial focus on crime and now includes livability,
stability, and economic viability of a neighborhood).

e Transportation (including maximizing public transit, building and maintaining roads, adopt-
ing and implementing land-use policies to support growth and transit goals, and ensuring
adequate pedestrian and bicycle connections).

12 http://www.charmeck.org/Departments /Human +Resources +City / City + Mission+and + Vision.htm
13 See page 35 of the fiscal year 2010 report at http:/ /charmeck.org/city / charlotte/Budget/Documents/
FY2010%20Strategic%200perating%20plan.pdf
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¢ Housing and Neighborhood Development (includes adequate code enforcement,
developing strategies for affordable housing, and neighborhood and business district
involvement in problem identification and solution development).

¢ Environment (includes protecting air and water quality, land preservation, and energy
and resource conservation).

* Economic Development (includes sustaining prosperity, keeping jobs and the tax base
in Charlotte, and building a skilled and competitive workforce).

Required

Develop a Balanced Scorecard for the City of Charlotte. Explain in detail your choice of what ap-
pears at the top of your proposed strategy map. Bear in mind that the city’s Balanced Scorecard
need not include every important service.

LO4,5  2-52 Designing a Balanced Scorecard Wells Fargo’s web page (https://www
.wellsfargo.com/pdf/invest_relations/Visionand Values04.pdf) states that the company’s vision is
“to satisfy all our customers’ financial needs and help them succeed financially.” The brochure also
describes the following 10 strategic initiatives:

Investments, brokerage, trust, and insurance.

Going for “gr-eight”! (Increase the average number of products per customer to eight).
Commercial bank of choice.

Doing it right for the customer.

Banking with a mortgage.

Wells Fargo cards in every Wells Fargo wallet.

When, where, and how.

Information-based marketing.

Be our customers’ payment processor.

People as a competitive advantage.

SO RN W=
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Required

Based on the annual reports and any other information you are able to find about Wells Fargo or its
competitors, develop a Balanced Scorecard for Wells Fargo that will help it achieve its vision and
monitor its performance on the strategic initiatives.

LO4,5  2-53 Designing a Balanced Scorecard for a pharmaceutical company Chadwick,
Inc.: The Balanced Scorecard (Abridged)"

The “Balanced Scorecard”" article seemed to address the concerns of several division managers who felt that
the company was over-emphasizing short-term financial results. But the process of getting agreement on what
measures should be used proved a lot more difficult than I anticipated.

Bill Baron, Comptroller of Chadwick, Inc.

Company Background

Chadwick, Inc., was a diversified producer of personal consumer products and pharmaceuticals.
The Norwalk Division of Chadwick developed, manufactured, and sold ethical drugs for human
and animal use. It was one of five or six sizable companies competing in these markets and, while
it did not dominate the industry, the company was considered well managed and was respected for
the high quality of its products. Norwalk did not compete by supplying a full range of products. It

4 Copyright © 1996 President and Fellows of Harvard College. Harvard Business School Case 2-196-124. This case was
prepared by Professor Robert S. Kaplan as the basis for class discussion rather than to illustrate either effective
or ineffective handling of an administrative situation. Reprinted by permission of Harvard Business School.

15 Robert S. Kaplan and David P. Norton, “The Balanced Scorecard: Measures that Drive Performance,” Harvard Business
Review, January—February 1992, 71-79.

Chapter 2 The Balanced Scorecard and Strategy Map 55



https://www.wellsfargo.com/pdf/invest_relations/VisionandValues04.pdf
https://www.wellsfargo.com/pdf/invest_relations/VisionandValues04.pdf

56

specialized in several niches and attempted to leverage its product line by continually searching for
new applications for existing compounds.

Norwalk sold its products through several key distributors who supplied local markets, such as
retail stores, hospitals and health service organizations, and veterinary practices. Norwalk depended
on its excellent relations with the distributors who served to promote Norwalk’s products to end
users and also received feedback from the end users about new products desired by their customers.

Chadwick knew that its long-term success depended on how much money distributors could
make by promoting and selling Norwalk’s products. If the profit from selling Norwalk products
was high, then these products were promoted heavily by the distributors and Norwalk received ex-
tensive communication back about future customer needs. Norwalk had historically provided
many highly profitable products to the marketplace, but recent inroads by generic manufacturers
had been eroding distributors” sales and profit margins. Norwalk had been successful in the past
because of its track record of generating a steady stream of attractive, popular products. During the
second half of the 1980s, however, the approval process for new products had lengthened and fewer
big winners had emerged from Norwalk’s R&D laboratories.

Research and Development

The development of ethical drugs was a lengthy, costly, and unpredictable process. Development
cycles now averaged about 12 years. The process started by screening a large number of compounds
for potential benefits and use. For every drug that finally emerged as approved for use, up to 30,000
compounds had to be tested at the beginning of a new product development cycle. The develop-
ment and testing processes had many stages. The development cycle started with the discovery of
compounds that possessed the desirable properties and ended many years later with extensive and
tedious testing and documentation to demonstrate that the new drug could meet government reg-
ulations for promised benefits, reliability in production, and absence of deleterious side effects.

Approved and patented drugs could generate enormous revenues for Norwalk and its distrib-
utors. Norwalk’s profitability during the 1980s was sustained by one key drug that had been dis-
covered in the late 1960s. No blockbuster drug had emerged during the 1980s, however, and the
existing pipeline of compounds going through development, evaluation, and test was not as healthy
as Norwalk management desired. Management was placing pressure on scientists in the R&D lab to
increase the yield of promising new products and to reduce the time and costs of the product devel-
opment cycle. Scientists were currently exploring new bioengineering techniques to create com-
pounds that had the specific active properties desired rather than depending on an almost random
search through thousands of possible compounds. The new techniques started with a detailed spec-
ification of the chemical properties that a new drug should have and then attempted to synthesize
candidate compounds that could be tested for these properties. The bioengineering procedures were
costly, requiring extensive investment in new equipment and computer-based analyses.

A less expensive approach to increase the financial yield from R&D investments was to iden-
tify new applications for existing compounds that had already been approved for use. While some
validation still had to be submitted for government approval to demonstrate the effectiveness of
the drug in the new applications, the cost of extending an existing product to a new application was
much, much less expensive than developing and creating an entirely new compound. Several valu-
able suggestions for possible new applications from existing products had come from Norwalk
salesmen in the field. The salesmen were now being trained not only to sell existing products for
approved applications, but also to listen to end users who frequently had novel and interesting
ideas about how Norwalk’s products could be used for new applications.

Manufacturing

Norwalk’s manufacturing processes were considered among the best in the industry. Management
took pride in the ability of the manufacturing operation to quickly and efficiently ramp up to pro-
duce drugs once they had cleared governmental regulatory processes. Norwalk’s manufacturing
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capabilities also had to produce the small batches of new products that were required during testing
and evaluation stages.

Performance Measurement

Chadwick allowed its several divisions to operate in a decentralized fashion. Division managers
had almost complete discretion in managing all the critical processes: R&D, production, marketing
and sales, and administrative functions such as finance, human resources, and legal. Chadwick set
challenging financial targets for divisions to meet. The targets were usually expressed as return on
capital employed (ROCE). As a diversified company, Chadwick wanted to be able to deploy the re-
turns from the most profitable divisions to those divisions that held out the highest promise for prof-
itable growth. Monthly financial summaries were submitted by each division to corporate
headquarters. The Chadwick executive committee, consisting of the chief executive officer, the chief
operating officer, two executive vice presidents, and the chief financial officer met monthly with
each division manager to review ROCE performance and backup financial information for the
preceding month.

The Balanced Scorecard Project

Bill Baron, comptroller of Chadwick, had been searching for improved methods for evaluating the
performance of the various divisions. Division managers complained about the continual pres-
sure to meet short-term financial objectives in businesses that required extensive investments in
risky projects to yield long-term returns. The idea of a Balanced Scorecard appealed to him as a
constructive way to balance short-run financial objectives with the long-term performance of
the company.

Baron brought the article and concept to Dan Daniels, the president and chief operating officer
of Chadwick. Daniels shared Baron’s enthusiasm for the concept, feeling that a Balanced Scorecard
would allow Chadwick divisional managers more flexibility in how they measured and presented
their results of operations to corporate management. He also liked the idea of holding managers ac-
countable for improving the long-term performance of their division.

After several days of reflection, Daniels issued a memorandum to all Chadwick division man-
agers. The memo had a simple and direct message: Read the Balanced Scorecard article, develop a
scorecard for your division, and be prepared to come to corporate headquarters in 90 days to pre-
sent and defend the divisional scorecard to Chadwick’s executive committee.

John Greenfield, the division manager at Norwalk, received Daniel’s memorandum with some
concern and apprehension. In principle, Greenfield liked the idea of developing a scorecard that
would be more responsive to his operations, but he was distrustful of how much freedom he had
to develop and use such a scorecard. Greenfield recalled:

This seemed like just another way for corporate to claim that they have decentralized decision
making and authority while still retaining ultimate control at headquarters.

Greenfield knew that he would have to develop a plan of action to meet corporate’s request but
lacking a clear sense of how committed Chadwick was to the concept, he was not prepared to take
much time from his or his subordinates’ existing responsibilities for the project.

The next day, at the weekly meeting of the Divisional Operating Committee, Greenfield dis-
tributed the Daniels memo and appointed a three-man committee, headed by the divisional con-
troller, Wil Wagner, to facilitate the process for creating the Norwalk Balanced Scorecard.

Wagner approached Greenfield later that day:

I'read the Balanced Scorecard article. Based on my understanding of the concept, we must start with
a clearly defined business vision. I'm not sure I have a clear understanding of the vision and business
strategy for Norwalk. How can I start to build the scorecard without this understanding?

Greenfield admitted: “That’s a valid point. Let me see what I can do to get you started.”
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Exhibit 2-22
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2. Satisfy customer needs
3. Drive responsibility to the lowest level
¢ Minimize centralized staff overhead
4. People development
¢ Industry training
® Unique mix of technical and commercial skills

Greenfield picked up a pad of paper and started to write. Several minutes later he had pro-
duced a short business strategy statement for Norwalk (see Exhibit 2-22). Wagner and his group
took Greenfield’s strategy statement and started to formulate scorecard measures for the division.

Required

(a) How does the Balanced Scorecard approach differ from traditional approaches to
performance measurement? What, if anything, distinguishes the Balanced Scorecard
approach from a “measure everything, and you might get what you want” philosophy?

(b) Develop the Balanced Scorecard for the Norwalk Pharmaceutical Division of Chadwick, Inc.
What parts of the business strategy that John Greenfield sketched out should be included?
Are there any parts that should be excluded or cannot be made operational? What scorecard
measures would you use to implement your scorecard in the Norwalk Pharmaceutical
Division? What new measures need to be developed, and how would you go about
developing them?

(c) How would a Balanced Scorecard for Chadwick, Inc., differ from ones developed in its
divisions, such as the Norwalk Pharmaceutical Division? Do you anticipate that there might
be major conflicts between divisional scorecards and those of the corporation? If so, should
those conflicts be resolved, and, if so, how should they be resolved?

LO4,5  2-54 Designing a Balanced Scorecard strategy map for an auto parts manufacturing
company Domestic Auto Parts (DAP),'® a $1 billion subsidiary of a U.S. auto parts manufactur-
ing company, manufactured and marketed original and after-market parts for automobile pro-
ducers in the United States. It distributed products directly to original equipment automakers as
well as to large retail chains. DAP was currently number four in market share in the United States
out of nine direct competitors. Its 9% return on capital was respectable but less than that of its
leading competitors.

DAP’s current product line was solid, but it had not introduced new products to the market
during the past three years. This had caused its projected revenues to decline and its industry
position to slip. As recently as two years ago, DAP was number two in the industry, but competi-
tors Western Auto and Just in Time Automotive had passed it, pushing DAP to number four.
Western Auto had introduced higher value products to the market with the use of technology both
to manufacture products and in the parts themselves. Western’s customers paid a premium price
for the improved performance of the company’s products.

16 Copyright © 2005 President and Fellows of Harvard College. Harvard Business School Case 2-105-078. This case
was prepared by Professor Robert S. Kaplan as the basis for class discussion rather than to illustrate either effective
or ineffective handling of an administrative situation. Reprinted by permission of Harvard Business School.
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DAP, on the other hand, had protected margins during its revenue decline by aggressively at-
tacking costs. It succeeded in maintaining its gross and operating margin levels but at the cost of
limiting plant investment and technology upgrades in manufacturing plants. It was beginning to
experience maintenance problems, such as an increase in unscheduled downtime. Also, because it
lacked the flexible manufacturing capabilities of competitors, it had to produce to stock rather than
to order, causing inventory costs to rise to noncompetitive levels. Company management now rec-
ognized that the recent cost cutting had maintained margins in the short term but may have se-
verely affected DAP’s ability to compete in the longer term.

To help turn the company around, the parent company had recently hired a new CEO, Ellen
Bright. Her job was clearly set out for her—either turn the subsidiary around in two years or close
the business. The minimum requirements for continued operations were to achieve 12% return on
capital employed (ROCE) and a growth rate faster than the industry’s so that it could regain its
number one or two position among competitors.

With this directive in hand, Bright held a meeting with her executive team to explain the situ-
ation and get their input. She started the meeting by stating:

The only way we can achieve our goal is for each of you and your departments to cooperate to
improve our return on capital. Product quality has set us apart in the past. We must regain our
high-quality position and grow our revenues and our contribution to the parent company:.

My review of the economics and the competitive situation at DAP suggests that we must do
three things: we need to grow; we must be customer intimate; and, we must be operationally
excellent. And we must do all three things at once to be successful.

Joe [the new chief financial officer brought in by Bright], you and I have been working on the
economics required to achieve our financial goals. Why don’t you share our initial findings with
the group?

Joe Nathan described the financial goals for the turnaround:

Basically, I designed a simple economic model to pinpoint the critical economic drivers needed

to reach our goal of a 12% ROCE. We must increase our top line revenue by 50% through innova-
tion and customer relationships, we need to better utilize our capital assets (both current and
new)—currently we are operating at 65% on old assets—and we must get to 90% utilization on an
upgraded asset base. Finally, we must minimize our total cost structure—today we are operating
above the average cost in our competitor group. We need to get to the lowest-cost quartile to
compete. These are the key drivers needed to get to the financial results expected by the parent
company. We must balance them—one against the other—to achieve our overall goal of 12% ROCE.
The question is how are we going to do this? What must we do—what objectives must we set

and achieve?

Ellen Bright interjected, “We are going to build a strategy to achieve each of these thrusts. Ineed
your commitment and active contribution.” She asked Michael Milton, vice president of manufac-
turing, for his perspective. Milton said:

I'll admit that we certainly need to get more creative and bring to market new and improved
products. But we need to do a lot of our processes better. Supplier management and manufactur-
ing as well as product delivery have to be better coordinated so we can effectively and efficiently
get new products to the customer. We need to be on time and on spec just to get the opportunity to
sell new products. Key in my mind is managing the supplier pipeline, the raw materials—there is
a lot of money to be saved there.

We also need to balance our intense focus on cost cutting with the need to make investments
in process improvements and new and upgraded equipment. Unscheduled downtime and the
inability to make product switchovers on the manufacturing floor are killing us. Upgraded capital
will both reduce our costs and help deliver consistently on time and on spec. We talk a lot about
preventive maintenance, but we need to get real about it. This could save us big time in terms
of costs and effectiveness. If we don’t do these operational things we will have trouble convincing
customers to pay a premium price for our products.
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David Dillon, head of distribution, described the problems he faced:

At the moment, I don’t have the infrastructure tools to create a first-class network of wholesalers
and distributors. We need to streamline our distribution process and position ourselves as a strong
business partner to attract and retain profitable customers. There are a lot of people out there with
great experience and good ideas about how to achieve this, but the department is large and
geographically dispersed, and there is no formal way of sharing best practices and best thinking.
These steps will help us achieve our grow-revenue goal by getting products to market at a
reasonable price in a reasonable time.

Mary Stewart, vice president of marketing and sales, added:

Improving our distribution will be a major factor in our new customer intimacy thrust by provid-
ing the opportunity for win—win relationships with our distributor customers and enhancing our
reputation for efficiency and organization.

In addition, we must position ourselves in the market—with the right customers—to be viable.
We have recently studied our customer base and found an important segment of the current
customer base that is profitable in both the direct and wholesale segments. In fact, 69% of our
customers produce 90% of our profit. We went on to determine what these key customers want
and will pay for. Both key segments, direct and wholesale, want essentially the same things. They
expect us to deliver products on time and on spec. This, however, is expected from everyone in the
industry. It’s a hurdle that must be passed just to be considered a viable vendor. The differentiator
is for a supplier to understand their needs and translate that by continuous communication and
productive dialogue. They want a long-term, mutually beneficial relationship with their suppliers.
They want superior, technology-sophisticated products from a supplier with a superior reputation
and image in the industry. Such a supplier makes their buying decisions less risky.

Rita Richardson, vice president of research and development, responded to the challenge to pro-
duce state-of-the-art technologically sophisticated products:

Well, we have some talented people in our R&D group who can produce the kind of products

our customers need. But all the products in the world will not be bought without a good
marketing communications effort. We need to be able to tell people what we have and how it can
benefit them. We need a marketing effort that positions us as an innovator with new and enhanced
products to offer. I think it might help to have some of our marketing staff spend time in the R&D
department to get a feel for what’s going on. Sure some reskilling may be needed to achieve our
innovation goals but I think we have a solid base of R&D professionals.

Bright interjected at this point, “I think you have hit on something there, Rita. I think we all need
to be more business focused and less functionally focused. The company seems to be suffering be-
cause employees know only what goes on inside their own area. This team needs to lead this cross-
functional view by example—in what we say and what we do.”

She closed the meeting by challenging the group even further:

None of our objectives can be accomplished without a major commitment from all of us to build

a world-class workforce. To operate as an innovator we must change the way we think in this
organization. Our employees must value change not resist it. We must reskill large parts—not
some—of the organization. This will require training. Training involves both time and money. To
support the new workforce we will also need to provide tools to work smarter and harder. We can
do this and align the organization through the use of just-in-time technology. This commitment to
people and organization is necessary to do the things we need to do to deliver customer benefits
and ultimately financial returns.

Required

From the meeting of senior DAP executives, develop a strategy map of objectives, as well as
potential Balanced Scorecard measures, for DAP. You can be guided by the following questions:
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Financial

1. Who are the shareholders, and what do they want?

2. What are the shareholders’ expectations in the following areas?
(a) Revenue growth.
(b) Asset utilization.
(c) Cost improvement.

Customer
1. Who are the customers?
2. What do the customers want? How does DAP create value for them?
Process
1. What processes are most important for creating value for DAP’s shareholders and customers?
2. What are the objectives and measures for each process identified here?
Learning and Growth

1. What specific skills and capabilities do DAP’s people need in order to excel at the critical
processes that you identified in the process perspective?

2. What other objectives can you identify to improve the human resources, information
technology, and organization culture and alignment of DAP if it is to succeed with
its strategy?
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