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Abstract

Performance measurement and management control are critical components of improving organizational performance. But, researchers have had little success in determining the specific actions that lead to superior performance. Some researchers have proposed models and some companies and consultants have implemented performance measurement systems and management control mechanisms to improve performance. But, the results are unclear. Significant qualitative and quantitative research is necessary to test the validity of the models being proposed and used. This paper reports on a series of research studies that address these issues, provide some initial results, and provide direction for much needed additional research.


At the core of the performance measurement and management control literature is a focus on better understanding both the drivers and measures of organizational success. Both managers and researchers attempt to identify the levers that can be used to improve organizational performance and how the implementation of strategy can be more effective. The focus is on the characteristics of superior organizational performance and the identifiable features of management control and performance measurement systems that drive improved performance. 

After several decades of research in this area, we have few clear conclusions. Empirically, we have been able to say little about the specific actions that drive superior organizational performance. But, recently researchers have provided some clarity. Managers and researchers have more carefully collected and analyzed data to better understand the most effective management control and performance measurement mechanisms to drive and measure organizational performance. But, far more research is needed. Some of this research was reported in the prior volume from the first Nice conference (Epstein and Manzoni 2002). Additional research is reported in this volume and provides both results and guidance for future academic research and management practice.

There has been significant discussion in the last two years about corporate accountability (including both corporate governance and transparency) and the imperative to improve organizational performance. In Counting What Counts: Turning Corporate Accountability to Competitive Advantage, Epstein and Birchard (1999) explored the elements of accountability and the role of both managers and accountants in making significant improvements.  At the core of the book, is the notion that corporations are increasingly being evaluated more broadly and users of information recognize that there is a broader set of elements of organizational performance that lead to long term success and a broader set of measures of organizational success than has been previously used. What are those specific elements and drivers that organizations have used and can use to drive long term success?

In Built to Last: Successful Habits of Visionary Companies, Jim Collins and Jerry Porras (1994) reported on their research that addressed some of these questions and the distinguishing characteristics of those companies that have been successful over a long time horizon. Jim Collins, in Good to Great: Why Some Companies Make the Leap and Others Don’t (2001), continued this research and examined the distinguishing characteristics of those successful companies that have transitioned from good companies to those that have been truly outstanding over the long run. 

In Counting What Counts, we also developed an approach to corporate performance that focuses on the elements that drive success—focusing particularly on the management control and performance measurement aspects. This includes the factors that distinguish a high performance organization from those that are not high performance, the actions that companies can take to be more successful and accountable, and the development of the appropriate leading and lagging indicators to measure success.  We also presented a corporate accountability cycle that includes four elements:


1) Governance—including leadership by senior managers and boards of directors


2) Measurement—including financial, operational, and social measures


3) Reporting---including both internal and external reporting for transparency


4) Management systems—including all management control systems for the implementation of strategy
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Epstein and Westbrook (2001) built on that work with the development of the Action Profit Linkage Model that examines how to identify and measure the payoffs of various actions to drive success. (For some examples, see Epstein 2002.) Recently, additional research has been completed that focuses on identifying the management control actions related to superior organizational performance. What are the specific actions that managers can take to drive really distinguishing, superior performance? The work focuses on the link between actions and performance in five areas: governance, e-commerce, innovation, mergers, and sustainability.

The objective is to better understand, drive, manage, and measure success both in overall corporate governance and in various individual core functional activities. The models and applications are very similar among all five. This review provides an opportunity to examine both the results of the research and an identification of numerous remaining research questions in management control and performance measurement in general and related specifically to drive superior organizational performance.

1)
Governance—Building on the foundation of the accountability cycle in Counting What Counts, Epstein and Roy (2002) developed a model for a clearer articulation of the drivers and measures of performance of corporate boards of directors. Identifying the three strategic objectives for boards of 1) strategic oversight, 2) accountability, and 3) monitoring and evaluating performance and succession planning, Exhibit 2 describes the inputs, processes, outputs, and outcomes of board activities with four key inputs and six key processes that lead to success in the three core objectives and ultimate outcome of corporate profitability.
EXHIBIT 2 HERE

Although prior empirical research findings are not completely consistent regarding the impact of corporate governance on corporate performance (Rhoades, Rechner et al  2000 and Korac-Kakabadse, Kakabadse et al 2001), there is evidence that good corporate governance pays (Gompers, Ishii et al 2003, MacAvoy and Millstein 1999, McKinsey & Company 2002).  It is imperative then that researchers develop a clearer understanding of the specific managerial actions that can be taken to drive superior performance and the appropriate performance measures to evaluate success. Then, guidance can be provided to managers as to the specific management control mechanisms that can be designed and implemented to improve performance. We need to apply the theories and empirical data that have already been accumulated and develop additional research studies to provide this specific guidance as to when some managerial control mechanisms work better than others, the payoffs of management control actions, which actions drive higher levels of performance, and the appropriate combination of multiple measures to identify and measure success. These would include both leading and lagging indicators and evaluate inputs and processes along with outputs and outcomes.

Recently Enron has been in the news and was one of the major events that increased the focus on corporate governance. Among the many concerns about management control at Enron was the compensation and reward systems. Though there has been much in the academic literature that has examined the benefits of tying rewards to performance, numerous companies lacked the controls to balance the desired empowerment. For more on empowerment and control, see Simons (1995a, b). 

A compensation system’s objective is to develop, motivate, monitor, evaluate, and reward senior corporate executives. Traditionally this only required a cursory review of performance and relatively standard pay increases. A decade ago, many suggested that to better align shareholders' and managers' interests, companies should adopt pay plans that pay for performance and is linked to increases in stock price (Hall and Lieberman 1998). However, because many of the measures of performance were short term, executives received large bonuses as stock price went up but were not required to repay them when stock prices ultimately fell. Further, since performance was often not benchmarked against industry averages, a steadily rising stock market pushed many corporate share prices higher for companies with only average performance (Murphy 2000). Thus, many CEOs with below industry average performance received bonuses in the tens of millions of dollars. 

Numerous other issues at Enron relate to the development of management control and performance measurement systems to improve organizational performance. Enron demonstrates the importance of both culture and trust in driving organizational performance (Currall and Epstein 2003). Monitoring and managing the level of organizational trust, incentive pressure, and culture and how their fragility can impact organizational success are critical responsibilities of senior managers and boards of directors and are central to management control.

This corporate governance study also included the development of a balanced scorecard framework for corporate governance and constructing three distinct balanced scorecards for evaluating board performance, CEO performance, and to provide information for the board’s evaluation of corporate performance (see Epstein and Roy 2002, 2003a). It also includes the objectives, the causal linkage models, and a long list of metrics for each of the scorecards. The framework has been applied in some companies. (For an example, see Kaplan and Nagel 2003.)

Unfortunately, presently there are few boards that systematically and comprehensively evaluate their own performance or the performance of their board members. Recent regulatory changes also do not solve the problem. They attempt to regulate the inputs but do very little to the processes. More fundamental changes are necessary if performance is to be significantly improved and researchers need to provide better guidance on the management control and performance measurement mechanisms---the systems, structures, culture, and people--- that can be used to drive superior performance. 

2)
E-commerce---Though much has been written about internet strategy and internet marketing, there is little about what managers can do to effectively implement an e-commerce strategy in large organizations and drive superior performance. Effective management control systems and structures and performance measurement systems are necessary to encourage desired cannibalization and other changes within the organization and motivate the desired changes to improve performance. 
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Exhibit 3 is a model of the antecedents and consequences of e-commerce success. It describes the actions that managers can take to improve the implementation of an e-commerce strategy including both the inputs and processes and the outputs and outcomes of successful implementations. In a recent research project, Epstein integrates the academic literature and twenty-five company case studies and analysis to document the management control and performance evaluation approaches that lead to success in the implementation of e-commerce. This includes an analysis of the successes and failures in past implementations and provides guidance for managers and researchers as to the specific management control and performance measurement actions that can be taken to lead to superior e-commerce performance and the metrics to more effectively evaluate success (Epstein 2004a). This research study specifically includes the e-commerce strategies, structures, and systems including performance evaluation, incentives, and rewards.

After the internet boom of the late 1990’s, there was a dramatic drop in both the value of internet stocks and the perception of future internet development. The dot-com bust has led many companies to reexamine their e-commerce strategy. It has also caused a careful evaluation of the specific actions that will lead to increases in value creation and the payoffs of e-commerce implementation.  Similar to the deficiencies in the measurement of payoffs in other organizational functional units, the research literature and management practice are substantially underdeveloped. There is little on how to measure the performance of either the functional units or the managers or the evaluation of the payoffs of investments in either information technology (IT) or e-commerce and little on what drives success.  We have learned that success in IT and the measures of the payoffs are clearly not website hits! It is the actions that will drive ultimate profitability. A careful identification of the appropriate metrics to evaluate success that includes inputs, process, and results measures that aligns with the exhibit above is necessary (See Epstein 2004a and b). 

Here again the objective is to document the specific actions that will lead to superior performance and how companies might measure success and the payoffs of various managerial actions to improve performance. Thus, we can see what specific inputs and processes are more likely to lead to success in both e-commerce activities and overall corporate performance. This requires a clear understanding of the objectives, drivers and metrics for each. Only then can researchers and managers determine what resources should be expended and how these resources should be deployed to create value and improve performance.

A recent article in Harvard Business Review was titled “Does IT Matter?” (Carr 2003) Though the title was controversial, the content is not. The main message is that IT no longer creates a strong long term competitive advantage for organizations. IT is necessary and critical but does not differentiate. So, an e-commerce strategy is not the differentiator. The road to competitive advantage in IT and e-commerce is through the execution—the implementation of strategy through various management control mechanisms. Our research is attempting to determine and isolate the differences between superior organizations and less superior ones related specifically to e-commerce performance and the factors that lead to success. 

3)
Innovation—Innovation is one of the most challenging areas for both corporate managers and researchers. Managers report significant difficulty in achieving the desired amount of radical innovation and developing an organization that is creative, innovative, and flexible while still maintaining the level of desired control. Simons (1995a, b) has written extensively about the tensions between empowerment and control yet managers still seem to find this balance difficult. Further, they find that driving innovation in large bureaucratic organizations to be difficult and some have suggested that to increase innovation in large organizations companies must make more effective use of outsourcing. (See Quinn 2000, Chesbrough 2003) For researchers, innovation is challenging due to the long time horizons, the high levels of uncertainty and risk, and the difficulty of measurement.

In a three year study on innovation, Davila, Epstein, and Shelton (2004) have examined the actions that managers can take to improve performance in corporate innovation and how to measure success. This study includes empirical data from two extensive surveys of corporate practices in 1997 and 2001 and extensive field research and case studies. The leading global companies in innovation were studied to determine the best practices for driving superior performance in innovation. Many of the companies studied are those with annual spending on research and development of one to five billion dollars and yet they report being generally dissatisfied with their performance in innovation complaining that they cannot get the desired level of breakthroughs. The study concludes with an articulation of the management control actions and performance measures that can be used to drive both breakthrough and incremental innovation through the various phases of innovation including ideation (idea development), selection, and execution for both technological and business model innovation.

Some results on the first survey have been reported in Davila, Epstein, and Matusik (2003). The results of the project are dramatic. Both the specific management control actions and the performance measures are critical in driving innovation success. Companies have found the development of effective performance measures difficult as they have used typically unrelated measures such as earnings as the basis for rewards. They are dissatisfied with the prospect of using results measures that are too late and they have not developed process measures that link to performance. 

As with the earlier studies reported here, the development of a clearer understanding of the causal relationships is necessary to better understand the drivers of performance. Only then can effective performance measures be developed that link actions to results. One manager reported the use of number of projects launched as one of the leading indicators of performance in an attempt to avoid reliance solely on lagging indicators. But, all this accomplished was to add a non-financial indicator to the previous use of solely financial indicators and did not improve overall innovation performance.  As might be anticipated, it drove increased performance in incremental improvements that were quick and easy and reduced the focus on the radical or breakthrough innovations that the company desired since they took more time and were more difficult. Our management control and performance measurement literature would have predicted this behavior, but in most cases, even the more progressive companies are struggling with understanding the drivers of innovation success and developing the systems and structures to improve performance. Management control researchers can make a significant contribution to both the academic and managerial literature by providing specific guidance on the managerial actions that drive improved performance and the appropriate measures of the inputs, processes, outputs, and outcomes of innovation activity. 

4)
Mergers ---Both academic research and managerial articles generally conclude that the success of mergers is very small estimating that 70-80% of mergers fail. Why do they fail and what are the appropriate measures of success? What are the factors that lead some companies to be continuously successful in mergers while most companies destroy shareholder value when they combine? What are the specific management control actions that companies can take to increase the likelihood of merger success and what are the appropriate performance measures to evaluate merger success?

An extensive review of the previous empirical research provides few answers. A recent analysis, the development of a model, and a comprehensive field study provided some answers, guidance for future managers, and additional opportunities for researchers. There were two components of the research study: performance measures of merger success and management control actions for success in post merger integration. The primary field work was conducted at JPMorganChase a combination in 2001 of Chase Manhattan Bank and JP Morgan and Co.
a) Measures of Merger Success-- Current performance measures of merger success are poor. Primarily, they include only short-term outcome measures and the ones being used do not adequately evaluate success. But, not only are the lagging indicators insufficient, there are typically no leading indicators. Thus, there are no input or process measures that would provide guidance on the drivers and key factors of success. 

Better measures are needed that include both short term and long term indicators of merger success and the inputs and processes necessary to drive that success. Using short-term measures such as stock price to evaluate success are clearly insufficient to understand or predict long term merger success. Both financial and non-financial metrics related to the performance on seven factors (strategic vision, strategic fit, deal structure, due diligence, pre-merger planning, post-merger integration, and external factors) that drives to success are necessary. Researchers and managers alike need a better understanding of the management control actions and performance measures that lead to success in each of these key factors and the causal relationships of superior merger performance. (Epstein 2003a).
b) Key Success Factors in Post Merger Integration—Much of the research on mergers fails to make a critical distinction between three very different approaches to business combinations: mergers, acquisitions, and conglomerates. The management control actions for integration and performance measures are quite different for each. This study concludes that there are five key success factors to the successful combination of two companies in a merger: 1) integration strategy, 2) structure (integration team) and systems including 3) communication, 4) speed, and 5) aligned systems. (Epstein 2003b) There have been numerous articles and cases on Cisco’s and GE’s approaches to integration in acquisitions and conglomerates but there have been few articles written about integration among mergers of equals.(See for example Tempest, Kasper et al (2000) and Ashkenas, DeMonaco et al (1998).
After decades of failures, we still have not carefully delineated the different management control structures and systems—the actions to drive success—in the merger process and the performance measures to evaluate merger success. More extensive research is necessary on both the management control actions and performance measures to both drive and evaluate merger success and improve organizational performance

5)
Sustainability---In 2001, Epstein and Roy proposed a model to describe the drivers and measures of corporate social, environmental, and economic performance (sustainability). The model articulates the actions that companies can take to attain superior performance in sustainability and the relevant performance measures. By providing more specificity to the inputs, processes, outputs, and outcomes, managers can direct their activities to those that are more likely to produce greater results. Researchers can also test this and similar models to determine which management control actions lead to superior organizational performance. (See Epstein and Roy 2001, 2003b)
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Epstein and Wisner have examined empirical data in the United States and in Mexico to explain the antecedents and consequences of various corporate actions to improve corporate environmental performance and to begin to answer the questions as to the drivers of success in corporate sustainability. One study in Mexico (Wisner and Epstein 2003) develops a management control model and examines how strategy and various management control mechanisms impact corporate environmental performance.
In a related study and using a U.S. data base, they were able to examine not only the drivers of superior corporate environmental performance but also the impacts of that performance on corporate financial performance.  (Wisner, Epstein et al 2003a) In a related paper, they have identified the specific management control actions and mechanisms that lead to superior performance. (Wisner, Epstein et al 2003b) See Exhibit 5 for the model.
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In two papers, Epstein and Schnietz examined the impacts of sustainability performance on financial performance. Whereas Wisner, Epstein, and Bagozzi used earnings growth and return on investment as their output measures of financial performance, Epstein and Schnietz use an event study to examine stock market reaction to changes in corporate sustainability performance. (Epstein and Schnietz 2002 and Schnietz and Epstein 2003). They find that companies with better reputations for sustainability were better insulated from the stock market declines related to the WTO trade talk failures in 1999 and they incurred a decline on average of $378 million less in market capitalization due to their reputation for sustainability. Some of this work attempts to model the drivers and measures of success in corporate sustainability. Some examines improvements in sustainability performance and builds on earlier field research by Epstein (1996). Other uses survey data to test the specific management control mechanisms to determine which ones have a greater impact on performance. But, much more needs to be done to provide better guidance to both managers and researchers as to the specific actions that can be taken to improve organizational performance.

Summary
For decades, management control researchers have developed new models for the implementation of strategy with the goal of improving organizational performance. Unfortunately, progress has been slow. Most of the models have not been adequately tested. Even reasonably intuitive propositions that increased alignment of strategy, structure, and systems will lead to improved performance have not been proven. So, we have few clear results as to what drives organizational success. And, though we have explored numerous approaches to performance measurement, we have not been able to identify when particular performance measures are more appropriate and whether they lead to improved performance. Researchers need to determine when specific structures and systems will lead to improved performance and what characteristics of superior organizations are critical and can be replicated by other companies and managers.

Much of the work cited above in the five areas of inquiry is focused on the drivers of superior organizational performance and the appropriate performance measures of the inputs, processes, outputs, and outcomes. We need to be able to better answer the questions of how do we design organizations to become superior performers, what are the specific actions that managers can take and systems they can implement to drive success, and what are the appropriate measures of success. In some of the areas, new models were developed. In some areas, field studies, company cases, and surveys were conducted and empirical analysis completed. Various management control mechanisms were investigated and a variety of performance measures used.

These are complex problems that will not be answered easily. But, management control researchers should not accept the models that have been developed without further testing. They should not accept the models of performance measurement without validation. And, most of the propositions have not been adequately tested. 

Researchers need to provide more specificity for managers as to what actions will lead to superior organizational performance. Extensive empirical and field research is necessary. Some may test whether the balanced scorecard model, shareholder value model, levers of control model, or other current models do lead to superior performance.

What can we say regarding how to become a high performance organization? We usually think about high performance organizations having strong financial results, satisfied customers and employees, high levels of individual initiative, productivity, and innovation. And, we talk about how high performance is achieved—including mission, vision, aligned performance measurement and reward systems, and strong leadership. But, we have validated very little of these propositions.

We need to do far more research to advance knowledge of organizations and the drivers and measures of success. We need to contribute to the building of a research base and developing a deeper understanding of the causal relationships. Only in this way can we provide guidance to managers as to what actions they should take to lead to superior organizational performance.

Collins and Porras (1994) and Collins (2001) are beginnings but far more needs to be done. There is much that management control research can provide to better understand the actions that are needed to drive organizational success. Careful research in the role of strategy, structure, systems, people, and culture as determinants of organizational success can provide significant contributions to the academic literature and to guidance for management practice. This is a challenge for all researchers in management control and performance measurement. 
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