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Why a Balanced Scorecard?

In this chapter we introduce the balanced scorecard - a concept
and a method to help us in our discussions on where our business
should be heading. The idea of looking at a business in terms of a
“scorecard” has aroused considerable interest since 1992 when it
was introduced. The reason, we believe, is that more and more
managers find that they need something more than the short-term
reports so prevalent up 1o now,

DISCRIBING THE LSSENTALS GF WHAT WL DO

Responsibility and trust are watchwords at today’s companies.
But what is a manager responsible for? For decades we have been
talking about “decentralized profit responsibility”™. We usually
measure results in monetary terms. The income statements which
we prepare for partienlar business units and departments are
modelled on the income statement of the company.

Is this enough? Is the mission of the various parts of a company
simply to create profits and return on investment? In many cases
probably not. Wise executives know that their company must
develop the capabilities which it will need to prosper in the future.
But doing so will produce no profits in the current year, only
casts.

Here, we believe, lies the fundamental reason why companies
require a bakanced scorecard, The need is even clearer for the many
organizations without profit 4s a goal, including government
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agencies, internal staff units in industry, and others. We have to
do more to describe what we expect of an operation, and how well
our expectations are being met.

Perhaps this matter was less urgent before. Both sales and
production were primarily focused on the short run. Preparing for
the future was something companies did in their development
departments and through requirements of centralized authoriza-
tion for capital expenditures.

Today we no longer consider this approach adequate. Preparing
for the future is about investing in competence, cultivating cus-
tomer relationships, and creating data bases. WMuch of this work is
done elsewhere in the organization than at headquarters. Thereis a
danper that profit targets will clash with long-term decisions.

Later we will consider how profit targets can be reformed so as
better to reflect what 1s really impertant. But for many employees
throughoul the company, other ways of describing what they do
will say more and be more convincing, These other ways are what
we want to use in our scorecards. The balanced scorecard is a
method for reaching agreement on where an operation should be
heading and for making sure that it stays on course.

Using terms other than monetary ones to explain what you are
doing is nothing new. Various kinds of key ratios can be found in
abundance in businegss and the public sector. The difference lies
in focusing on a deliberately selected set of measures — few enough
to keep track of — and in using them to achieve and communicate
a shared view of the orpanization’s strategy for its future develop-
ment. As the term implies, the scorecard is an aid in creafing a
“balance™ among various factors to be considered. The balance
adopted reflects the strategic choices of the business.

We regard the measures selected as a complement to financial
controls, and as a means of reducing the danger of a bharmful
short-term approach while at the same time making the employees
of the organization more aware of the meaning of their work and
of the underlying assumptions about the future and about the
company. Some refer to a change of approach from economic
control to strategic control. However, the question is really one of
economy in a degper sense than the monetary one carelessly used
in everyday parlance. Good e¢conomy means good resource
management. Today’s companies are so much more than just an
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investment in monetary capital. For many of us, how we manage
talent, market position, and accumulated knowledge is at least as
important!

Ar Exaroe

Tov g Lher oF vears the Product Company had boer erdoav:
ourirg to spreas orofitability awareress twreugiout the orgen-
ization. Capilal turnover was satisfactory, and production cos's
Fad been sgueszed cown. Selling e¥foris were *ocdsed or the
mast proftable products.

Bl thare was g biteh. 11e Tactory was extromealy relletant o
modernize “s technology, ara sales gave nigher priorsy thar
aver t¢ exist'ng customers. Tns reason was their corcern with
nrotitability, Certainy the Product Compary was anxious rot o
spend toc Tuchk or uneertain wrojects for the “Lture. But the
managng directer Teaized that the company woluld pe n
oo if something happencd to the coxisling pant ara
cquooment of to existing custorers. The boare of direciors naa
jLst been discassing visicrs ara strelogies for the coming
ceniry. Bul wore the employeos alse thinking along theso
iires?

Tne manzgng directer crougnt up th's suoect wh the fran-
cial vicepresident, who agreeg that finarcial conto’ at *re
corcpary tendoed to ne short sighfod. But there was a way to
add other coraderat'ons beside proftability awareross, and to
emphasize 2 balarce betweer profits today and sreparecness
for omomrow. The method, refered 1o as the balarced score
card, reart that employees would share the vision o e beard
of diractors.

A SMPLE BASIT CONCERT

The initial thinking on the balanced-scorecard concept was pre-
sented in an article by Robert §. Kaplan and David P. Norton in
the first issue of the 1992 Hurvard Business Review. In viewing a
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company from four vital perspectives {(Figure 1.1}, the balanced
scorecard is intended to link short-term operational control to the
long-term vision and strategy of the business. In this way the
company focuses on a Tew critical key ratios in meaningful target
areas. In other words, the company is forced to contrel and
monitor day-to-day operations as they affect development
tomorrow. Therefore, the balanced-scorecard congept is based
on three dimensions in time: vesierday, today, and tomorrow.
What we do today for tomorrow may have no noticeable financial
impact until the day after tomorrow. The company’s focus is thus
broadened, and it becomes relevant to keep a continuous watch on
non-financial key ratios,

Key ratios or non-financial measures are nothing new. It has
long been known that running & company can hardly be reduced
lo optimizing monetary profits, and the necessity of using non-
financial measures to keep track of the business is not new, gither.
But the management style of the 1980s at manyv companies was
based on decentralized profit responsibility and an internal
division of the business into 4 number of separate companies. This
recipe had been tried not only at larpe corporatioms but sur-
prisingly often at smaller ones as well. Now in the 19905 it was
time for alternatives.

Since 1992 interest in the balanced scorecard has become
widespread. We have noticed that the congept sirikes a responsive
chord with many executives. Middle managers have been espe-
cially receptive; it has been easy for them to see their operations in
balanced-scorecard terms, as a balancing act between different
significant interests. At upper levels of management, though, the
suggestion that kev ratios and non-financial measures be used for
control has had a hard time competing with seemingly more
businesslike prefit goals. Therefore, it is important that we con-
gider carefully what we want from a scorecard and what traps we
may encounter along the way.

In this book we will devote special attention to how the
balanced-scorecard concept has worked in a number of practical
cases, The simplicity of the basic concept has led people to mean
and to do different things in the name of introducing it. We
ourselves have seent some beneficial effects, but also some efforts
which have not advanced bevond the discussion stage. For this
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reason we will place particular emphasis on the various ways of
applying the balanced-scorecard concept in practice.

OUTCOME MEASURES OR PERFORMANCE DRIVERS?

In a balanced scorecard, outcome measures are combined with
measures that describe resources spent or activities performed. In
principle, the former are located higher up in Figure 1.1, and the
latter further down. However, we may want to measure the
outcomes of a development project as part of the scorecard’s
“learning and growth™ perspective, and this in turn may be seen as
an input for marketing or production, i.e. “internal processes’’. By
talking of “performance drivers”, we underline that we want to
measure those factors that will determine or influence future
outcomes.

Traditionally, management control stresses decentralized profit
goals which means that it is mostly focused on outcomes. In
Figure 1.2 we use a traditional input—output model to illustrate
how goals and measures may be placed along a causal chain, from
resource input to the effects obtained. By effect we mean the
action of one thing on another, or some kind of outcome: a higher
reported profit, a better reputation, or a diminished environmental
impact, for example. Several of these effects will in turn influence

Effect on own
operating conditions

Operations

)
A

Resources Results

{
:

Figure 1.2 Input-output model
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the company’s future operations, thus becoming a kind of input
for the operations of the subsequent period. This relationship is
clearest in the case of Internal outcomes: new lgarning, improved
processes, a greater volume of registered data on customers.

In general it is better to measure at the right of the figure. Only
when we see the effects do we know whether an intelligently planned
resource input or a well-managed operation was actually successful.
But often the effects which we seek are not immediately or clearly
apparent. Morcover, people in charge of an operation may justi-
fiably ¢laim that their performance should be monitored and judged
on the basis of how the operation is managed, or evenr how econ-
omically it is managed. The responsibility for whether an operation
produces the desived effects lies with the executives who have decided
that the operation is 1o be conducted. Measures should then describe
operations or even inpats.

Therefore, in actual practice there are often reasons to exercise
management control through measures at the left of the figure.
Sometimes these act as “‘surrogate measures” of conditions closer
to the actual effects. We believe that satisfied customers will be
loval, but we do not know for sure. We believe that rapid delivery
means satisfied customers, but we do not know the exact nature
of the relationship, or at least we would need a certain period of
observation to learn how the twoe are connected. It is because
of this that we may refer to the measures at the left of the figure as
performance drivers. By understanding them, and taking care to
manage them well, we can improve performance in a way which
over time will result in better outcomes and effects.

Management control which focuses solely on decentralized
short-term profit will fail to present 4 large part of this fuller
picture of an operation. Profit is a good measure, but usually it
does not tell us enough about how an operation is managed. At
least if the operation is based on some form of identity which is
cultivated over time and intended to last over a longer period.

(Good scorecards will combine outcome measures, of which
prefit is only one, with performance drivers. Cften it is difficult to
draw the line between the two. They are interrelated in a chain of
ends and means; for people in charge of logistics, delivery time is
an outcome, but for purposes of customer relations it may be
considered as one of several performance drivers that can improve
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customer lovalty, We believe that to an increasing degree score-
cards will also illustrate how our business 1s based on assumptions
about finks among different measures; these assumptions are in
turn used to justify the way we do our work.

BEING FORES:G-TED AND YET FLEXIBLE

We are all aware that we live In an era of change. Technology
influences our daily lives to a greater extent than we could possibly
have imagined only a few vears ago. Markets become fragmented
when customers realize how they can satisfy their individual
demands, This development poses a challenge to the adaptive
capacity of business. Communication with custorners must be
accommodated to suit virtually every individual. This require-
ment applies not only fo companies that sell to other companies
but also to the so-called mass market. Communication fosters
growing customer expectations that products will be especially
suited Lo their own needs, perhaps increasingly often even totally
individualized.

Such demands can be met. But the conclusion is not that we can
avoid planning and content ourselves with reacting defensively.
Individually adapted, relationship-based marketng presupposcs
that we have cultivated the ability to manage customers and
products accordingly. For there are no standard recipes, no ready-
made solutions which we can purchase as needed. To an increas-
ing extent, the decisive factors will be information svstems and
cmplovee competence. And of course the goodwill capital which
we have built up in our customer relationships.

All these requirements call for dvnamic orpanizations with a
high degree of emplovee autonomy. Traditional financial control
is ill-adapted to such an environment. Not only is the information
which it produces often outdated and too imprecise to provide
a basis for decisions on customer relationships or products; in
addition, autonomous employees need goals and incentives other
than the usual ones based on profit and return on investment and
modelled on the income statements used in financial accounting.
Other guides are needed to show the way consistent with the
comprehensive vision or concept of business. The organization as



Being foresighiod and ver Hexibig

i
PN

a whole must be aware of and understand the overall strategies
and rules of the pame. These in furn should be based on 4 con-
sensus regarding the niecessary priorities.

For these reasons, we believe that the balanced scorecard has its
place and an important role to play. Fhe concept is an aid in the
essential process of arnving at a shared view of the business
environment and of the company. It alse provides a new founda-
tion for strategic control.





