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Abstract:

Since the balanced scorecard was invented it has gained so much attention both from practitioners and academics due to its strategic use of non-financial measurement together with the conventional management accounting system, which is traditional financial metrics. What makes the balanced scorecard different from other strategic measurements is that it contains outcome measures and the performance drivers of outcome linked together in cause-and-effect relationships, making the performance measurement system a feed-forward control system (Kaplan and Norton, 1996). By utilizing the balanced scorecard in drawing a strategy map, it enables the company to create focus for the future instead of a simple measure of the past. The non-financial measures that complement the conventional financial measures allow the company to indentify the most important actions that lead the company to achieve the desired outcomes. The main objective for this paper is observing the relationship between perspectives within balanced scorecard, whether it is really a cause-and-effect relationship, or other kinds of links that hold. This study first discusses the fundamental information concerning the balanced scorecard and its cause-and-effect principle. The study then re-examines some of the Nørreklit’s assumption (2000) related to the causal relationship. Finally, it discusses the alternative interpretation regarding the cause-and-effect relationship.
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Chapter 1: Introduction
INTRODUCTION

This bachelor thesis investigates the cause-and-effect relationship referred by Kaplan and Norton (1996) within the balanced scorecard. In particular, this study attempts to provide an alternative interpretation related to this causal relationship. The objective of this thesis is to increase the level of clarity and accuracy in the balanced scorecard model especially the cause-and-effect principle.

In this first chapter of introduction the framework for the study is developed. First, in the thesis background, the topic area of the research and the problem that become the motivation for this thesis are described. Some prior research regarding the cause-and-effect relationship is indicated as well within this section. Second, the importance of the research demonstrates the idea why this research is important, and also other managerial implications are stated here. Third, the research model describes the model upon which this study will be based on. Fourth, within the research objective the research questions that this study attempts to answer are presented. Fifth, the research methodology describes the research approach that is utilized within this study. Lastly, the thesis structure describes the organization of this study.
THESIS BACKGROUND

Since the balanced scorecard was invented it has gained so much attention both from practitioners and academics due to its strategic use of non-financial measurement together with the conventional management accounting system, which is traditional financial metrics. By having non-financial measures within it, the balanced scorecard offers a forward looking feature in which financial measurement is not capable of. What makes the balanced scorecard different from other strategic measurements is that it contains outcome measures and the performance drivers of outcome.  It is also linked together in cause-and-effect relationships, making the performance measurement system a feed-forward control system (Kaplan and Norton, 1996).

Different from any financial measurements which only considers what has happened in the past and focuses on the short-term goals, the balanced scorecard has evolved from management reporting to a strategic tool used by executive teams to set strategy, align operations, and communicate with multiple stakeholders (Gumbus and Lussier, 2006). By utilizing the balanced scorecard in drawing a strategy map, it enables the company to create focus for the future instead of a simple measure of the past. The non-financial measures that complement the conventional financial measures allow the company to indentify the most important actions that lead the company to achieve the desired outcomes.
The main issue that is discussed in this study is the cause-and-effect relationship which is claimed by Kaplan and Norton as the main feature of the balanced scorecard.  This distinguishes it from other performance measurement methods. This claim of cause-and-effect relationship has attracted much attention. Some authors (Nørreklit, 2000; Nørreklit and Mitchell, 2007) have questioned the logic behind cause-and-effect relationship within balanced scorecard claimed by its creator, Kaplan and Norton. They believe that cause-and-effect relationship does not exist within the approach. Therefore, it makes the scorecard just the same with other methods that employ both financial and non-financial measurements. This study aims to investigate the cause-and-effect relationship within the balanced scorecard and attempts to present proper interpretation regarding this issue.

IMPORTANCE OF THE RESEARCH
The research questions in this study are important because it embraces the most important feature that the balanced scorecard offers which is the cause-and-effect relationship. Invalid assumptions in this important issue will cause the false expectation of performance indicators to arise, resulting in dysfunctional behavior and sub-optimal performance within the organization. The balanced scorecard is widely used in many countries, but there are also many companies that failed to implement it. One factor that might make balanced scorecard a failure is that the company just includes both indicators, financial and non-financial, together without considering the links between them. It proves that even though the balanced scorecard in general is fairly well defined, there are still somewhat ambiguous issues within it especially for the topic addressed by this study.  Therefore after reading this paper, hopefully the reader will be able to obtain a deeper understanding concerning the balanced scorecard approach, particularly for the cause-and-effect relationship principle. Thus, the implementation of the balanced scorecard within an organization will have value and can lead to optimal performance.

RESEARCH MODEL
The objective of this study is to interpret the cause-and-effect relationship within the balanced scorecard which distinguishes it from other management tools with the intention of solving the inherent problem of solely using financial measurements. Building mainly on [Kaplan, R. S. & Norton, D. P (1996). ‘The Balanced Scorecard: Translating Strategy into Action’ Harvard Business Press; and Nørreklit, H. (2000). ‘The Balance on the Balanced Scorecard – A Critical Analysis of Some of Its Assumptions’ Academic Press.] it provides a thorough discussion of  the topics. This paper aims to contribute to the debate concerning cause-and-effect relationship that attracts considerable interest among practitioners and academics. This study discusses an alternative interpretation of the cause-and-effect principle within the balanced scorecard which is against some of Nørreklit’s views (2000). This paper argues that some assumptions by Nørreklit (2000) are incorrect, and provided by this alternative interpretation, balanced scorecard can be useful in practice.

RESEARCH OBJECTIVE
A high-profile system like the balanced scorecard that has attracted much attention from both practitioners and academics is worth asking whether this is a valid model as a management tool, thus the implementation of balanced scorecard will not result in dysfunctional behavior. As it is mentioned before, the main objective for this paper is observing the relationship between perspectives within balanced scorecard, whether it is really a cause-and-effect relationship, or other kinds of links that hold. Based on the research statements, a research question can be developed. The research questions are: 
What kind of relationship actually holds between perspectives within the balanced scorecard?
In order to be able to answer those questions four sub-questions are needed. The sub-questions are:
(1) What are the balanced scorecard and its perspectives?
(2) What is cause-and-effect relationship?
(3) How to maintain strategy to be able to achieve the company’s objectives using balanced scorecard? 
These sub-questions are presented first, and then analysis will be build to answer the main two questions based on that. 

RESEARCH METHODOLOGY

Since this study is focusing on gaining a deeper understanding of the subject, a qualitative study was selected. This study aims to interpret and explain the contemporary phenomena of the balanced scorecard in the realm of the cause-and-effect relationship that this system offers. Through literature review this study attempts to analyze the real relationships that holds within the balanced scorecard perspectives. The literature review for the problem statement will consist of a number of papers regarding the previous research about the investigation of the cause-and-effect relationship within balanced scorecard, then the analysis will be developed based on that. Given that the literature review was selected as the strategy and the balanced scorecard itself is a wide topic, then the next step is to define the research questions which have the purpose to keep this study on track and focused on the main intention. The research question is:

What kind of relationship actually holds between perspectives within the balanced scorecard?
Information is collected and processed through qualitative research which means journal articles and books are the main source to this study. The main reason of qualitative research is so that deeper knowledge can be gained rather than just fragmented information produced by quantitative researches.  Different from the quantitative method, qualitative research goes through the study in deeper fashion focusing on the variable that cannot be quantified. Literature and case studies for this paper are acquired from the electronic journals which are provided by Erasmus University. Therefore, all journals used for this study are credible journals. After the literature and case studies were reviewed, then the gathered information is analyzed using interpretive techniques. This technique is the most common in qualitative research where the observers examine the data, then interpret it by forming an impression and report their impression in a structured and sometimes quantitative form. 

THESIS STRUCTURE
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The first chapter introduces the background of this bachelor thesis, which is in particular the cause-and-effect relationship in the balanced scorecard. The main objective of this study is to provide an alternative interpretation related to the cause-and-effect relationship in the balanced scorecard assumed by Kaplan and Norton. This first chapter is the framework of this study showing how this paper is done. The thesis background, importance of the research, the research model, the research objective, the research methodology, and the thesis structure are provided in this chapter.
Within the chapter 2 the research methodology is discussed in more detail manner. In general, all information that is considered to be useful is collected in qualitative way which means journal articles and books are the major sources for this study. Through literature review this paper attempts to analyze the actual relationship that exists in the balanced scorecard, therefore deeper understanding regarding the problem rather than fragmented knowledge can be achieved. Furthermore, since this study employs the literature review approach, the literature stream table is also presented in this chapter
First discussion in this study starts with building the basic knowledge related to the balanced scorecard in chapter 3. It introduces the basic concept of the scorecard developed by Kaplan and Norton. There are three concentrations that can be found in this chapter. These are the balanced scorecard, the four perspectives, and fifth perspective. All of these concentrations are useful in providing the fundamental knowledge concerning the model before we go more detail into the cause-and-effect relationship. Therefore, it is expected that more accurate analysis can be developed base on that.

In the next chapter, discussion continues to the concept of the cause-and-effect relationship. This chapter discusses the causal relationship assumed by Kaplan and Norton in wider perspective. Since they only provide limited clarification concerning this issue, which can lead to ambiguous interpretation. This chapter attempts to complement and elaborate it with the cause-and-effect relationship in an econometric way. Furthermore, similar with the previous chapter, this chapter is also divided in three sections. They are the definition of cause-and-effect relationship, leading and lagging indicators, and the practice of cause-and-effect. Incorporated with these three sections, it is expected to be useful as a cornerstone for building the initial concept of the cause-and-effect relationship. Thus, the interpretation will not lead to faulty result.

Chapter 5 discusses how to maintain the strategy using the balanced scorecard. This chapter focuses on the strategy-related issue inside the balanced scorecard model. First, it is about how to translate company’s strategy into measures that are crucial for achieving business targeted objectives. The second section shows four new processes in the balanced scorecard which can be utilized for managing strategy. This chapter shows the importance of the cause-and-effect relationship within the balanced scorecard especially in maintaining the strategy of an organization. The role of this chapter for the study is to show the application of the cause-and-effect principle in the scorecard. Thus, it is expected a clearer picture concerning this causal relationship can be obtained.

Chapter 6, based on the discussion from previous chapters, attempts to re-examine cause-and-effect relationship assumed by Nørreklit (2000). She argues (1) that the balanced scorecard lacks the time dimension, (2) that no cause-and-effect relationship exists between measures in the balanced scorecard, (3) that the four perspectives are not independent, but rather interdependent to each other. Since the position of this study is against some of Nørreklit’s assumptions, therefore it also investigates the cause-and-effect relationship in the same categories as Nørreklit does. In this chapter, the assumption of causal relationship meant by Kaplan and Norton is carefully interpreted.

Chapter 7 is the conclusion pa where main findings, lesson learnt, research limitation, and thesis conclusion are presented. The main findings section briefly answers all the sub-questions in this study. In the lesson learnt section it shows how management should utilize the assumption of cause-and-effect strategy in the balanced scorecard in building organizational strategy to achieve desired outcomes. Finally, in the thesis conclusion, the main question is also answered.
CHAPTER SUMMARY
The cause-and-effect relationship which is claimed by Kaplan and Norton (1996) as the main feature of the balanced scorecard which distinguishes it from other models become the main issue that this study intends to discuss. This issue has attracted so much attention both from academics and practitioners. Some authors (Nørreklit, 2000; Nørreklit and Mitchell, 2007) have questioned the logic behind this causal relationship. This paper also aims to contribute in the debate by providing alternative interpretation of cause-and-effect relationship which against Nørreklit’s views (2000). 
To obtain deeper understanding, this study employs a qualitative method. The literature review consists of a number of papers related to the previous research about the cause-and-effect relationship investigation in the balanced scorecard, and then analysis is developed based on the comparison of all the literature streams used for this study. By utilizing this research method, investigation of the cause-and-effect relationship in the balanced scorecard can be done and proper interpretation regarding this particular issue can be developed.
Chapter 2: Research Methodology
INTRODUCTION

Previously in the first chapter, the introduction, the methodology for this study has been described in general for all of the chapters within this paper. This chapter provides more detail research methodology utilized by this paper. It tells what the literature review is, why it is used, and how it is implemented during the study. There is also a table that contains literature streams which illustrates the area and concentrations for each chapter including important authors who are contributing to certain chapter.                                                                                                                                                                                                                                                            
RESEARCH METHODOLOGY

This study aims to interpret and explain the contemporary phenomena of the balanced scorecard in the realm of cause-and-effect relationship that this system offers. In order to gain a deeper understanding of the subject, a qualitative study is selected. Through a literature review this study attempts to analyze the actual relationship that holds between perspectives in the balanced scorecard. Rather than just a summary, literature review is a critical look at the existing research that is significantly relevant to the particular problem issue. Hence, although this study still needs to summarize relevant research, it also evaluates and shows relationships between different works, then relates them to this study. As a result, more accurate interpretation of the cause-and-effect relationship is expected to take place within this paper.
Derived from its name, we know that literature is the main source of information for the literature review.  Even though we already know what literature is, it is still important to define “the literature” that is relevant for this study. Different from what we generally know about literature, for a piece of research the meaning is more specific. In terms of literature review, “the literature” means the works the researcher sought advice from in order to understand and investigate the research problem. Some sources that can be useful for the literature review are journal articles, books, government and corporate reports, newspapers, theses and dissertation.
In accordance with the definition of “the literature” for a research, this study utilizes the journal articles and books as the main source of information. The journal articles are commonly used because they offer a relatively concise and up-to-date format for research. The role of the journal articles in this study is to identify the development of the balanced scorecard, particularly for the cause-and-effect relationship issue. All journals for this study are acquired through the electronic journals which are provided by Erasmus University. Hence, all of those journals for this paper can be considered as credible journals. For books, even though it tends to be less update because it takes longer to be published than the journal article, it is important to create a basic understanding for particular method. For this study, a book by Kaplan and Norton (1996) is utilized in order to build basic knowledge related to the balanced scorecard and its cause-and-effect relationship.
This study consists of one main question and three sub-questions which are useful for constructing the building block. Each sub-question is discussed in one chapter. After answering all of three sub-questions, the next step to be undertaken is comparing different literature streams than analyze it in order to answer the main question. Since this paper position is against some of Nørreklit’s views (2000), the framework which is utilized within the chapter where the analysis part takes place is also built based on some of her journal article structure of “The Balance on the Balanced Scorecard – A Critical Analysis of Some of Its Assumptions”.
LITERATURE STREAMS
	Areas
	Concentrations
	Important Authors

	Basic concept and introduction to the balanced scorecard
	· The balanced scorecard
· The four Perspectives
· Fifth Perspective
	Kaplan, R. S., & Norton, D. P.; Decoene, V., & Bruggeman, W.; Hwang, M.-H., & Rau, H.; Mooraj, S., Oyon, D., & Hostettler, D.; Pandey, I. M.

	Cause and effect relationship
	· Definition of cause-and-effect relationship
· Leading and lagging indicators
· The practice of cause-and-effect relationship
	Kaplan, R. S., & Norton, D. P.; Granger, C. W.; Epstein, M. J., & Wisner, P. S.; Ittner, C. D., & Larcker, D. F.; Malmi, T.

	Maintaining strategy using the balanced scorecard
	· Translating strategy
· Managing strategy
	Kaplan, R. S., & Norton, D. P.

	Analysis of cause-and-effect relationship
	· The time dimension
· The relationship between measures
· The interdependence between the four perspective
	Kaplan, R. S., & Norton, D. P.; Nørreklit, H.; Bukh, P. N., & Malmi, T.


CHAPTER SUMMARY
Since the main aim of this study is to provide alternative interpretation regarding cause-and-effect relationship assumed by Kaplan and Norton, therefore qualitative study which aims to obtain deeper knowledge than fragmented information is utilized. Every chapter in this study is important, since it helps to build fundamental knowledge in order to answer the main question in this study. 
Chapter 3: Basic Concept and Introduction of the Balanced


Scorecard
INTRODUCTION
The balanced scorecard is one of the latest management methods. This management tool is developed by Kaplan and Norton and described in their 1996 book The Balanced Scorecard. In this third chapter, the basis for the balanced scorecard is built. Before we go more into the detail about the cause-and-effect relationship, which is the main objective of this study, it is crucial to gain the fundamental knowledge related to the balanced scorecard, hence the analysis regarding the main issue can be more accurately developed.

This chapter provides discussion concerning the basic knowledge of the balanced scorecard. In the next section, general information regarding the scorecard is presented. Some fundamental questions like what the balanced scorecard is and what it is supposed to be are discussed. Then discussed in the second section is the four perspectives suggested by Kaplan and Norton (1996). Within this section each perspective is described and discussed. Third, the possibility for additional perspectives other than four perspectives suggested by Kaplan and Norton (1996) is presented. This section shows that four perspectives are not the must-have indicators for the balanced scorecard.

THE BALANCED SCORECARD
The balanced scorecard was first discovered and implemented by Kaplan and Norton as performance management tool in 1990s. Since then it has evolved from an improved measurement system to a core management system that is not only used to clarify and communicate strategy, but also to manage strategy (Kaplan & Norton, 1996). Kaplan and Norton (1996) define the balanced scorecard as a framework to make the translation of business strategy into controllable performance measures possible. In other words, the balanced scorecard is labeled as a comprehensive system of strategically aligned performance measures (Decoene & Bruggeman, 2006). 

The traditional management system no longer works effectively, since the measures within it relies strongly on merely financial indicators which lack the ability in enhancing the future value of the firm and have a strict view of profitability. By implementing the balanced scorecard, it helps the company to overcome the weakness of accounting figures which say nothing about its future alertness. Financial measurements might force or encourage people to focus only on short-term financial results rather than the organization’s long term goals. It is in accordance with Kaplan and Norton (1996) statement that an exclusive dependence on financial measures causes sub-optimal performance in the organization, because this performance measures are only reflection of past managerial actions. In contrast, non-financial measures are leading performance measures when they focus on long term value creation and future organizational performance. Thus by utilizing financial and non-financial performance linked together in a cause-and-effect relationship, it can be used to fix the limitation of conventional performance measures.
As a management system, the balanced scorecard is not a replacement to traditional system which puts heavy attention on financial measures, but rather it is a complement by incorporating non-financial perspectives together with financial ones. Financial indicators within the balance scorecard are served as the long-term objectives, therefore it can be used to help a business organization in encouraging all managers to think strategically about the organization itself and its future. In accordance with that, Hwang and Rau (2007) add that the scorecard can be used also to help managers by providing them with early warning and hence facilitating quick responses to a poor company decision. This can all happen because the balanced scorecard has the major characteristic of integrating long-range strategic financial goals with day-to day operations.

FOUR PERSPECTIVES
The balanced scorecard is organized into four perspectives which then enable it to translate a company’s mission and strategy into objectives and measures. These four different perspectives are financial, customer, internal business process, and learning and growth. By integrating these perspectives within the balanced scorecard, senior executives will be able to align the energy, the abilities, and the knowledge of people throughout the organization in order to achieve the long-term goals. Hence, as it is referred by Kaplan and Norton (1996), the four perspectives of the scorecard allow a balance between short and long-term goals, between outcomes desired and the performance drivers of those outcomes, and between objectives measures and subjective measures.

Financial Perspective

Even though the balanced scorecard is claimed to be beyond financial performance measurements, it is not a substitute for financial indicators. The balanced scorecard retains and expands the financial perspective which only tells a story about the past events. Financial measures in balanced scorecard represent the long-term goals of the company. In general it considers certain lagging indicators, such as financial ratios and data which include return on equity, return on assets, net income, revenue, and cash flow information. Therefore, as it is mentioned earlier, these measures only report on past performance. Yet by utilizing this perspective within the balanced scorecard, it enables senior executives of business units to identify not only the metrics in which long-term achievements of the company are evaluated, but also the main variables to create and to drive the long-term outcome objectives. Thus by creating links between other the balanced scorecard perspectives with one or more objectives in the financial perspective will make it explicit to the business units that the long-run goal for the business is to generate financial return for the investors. All the programs and strategies should make it possible for business units to attain its financial objectives. 

Figure 1  The Balanced Scorecard Framework
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Source: Robert S. Kaplan and David P. Norton, “The Balanced Scorecard: Translating Strategy into Action,” Harvard Business Press (1996)
Customer Perspective

By utilizing the customer perspective it enables an organization to identify who their target customers are and define the market segments in which the organization will compete. According to Kaplan and Norton (1996), this perspective generally includes customer satisfaction, customer retention, new customer acquisition, customer profitability, and market and account share in targeted segments. These outcome measures are the company’s targets representation for its marketing, operational, logistics, and product and service development processes. An organization should have a clear vision about its target costumers by identifying their needs and expectations which can be achieved through the measures the customer perspective offers. They can then choose the measures and objectives between the three classes of attributes as suggested by Kaplan and Norton (1996) which are: 

· Product and service attributes: functionality, quality, and price
· Customer relationship: quality of purchasing experience and personal relationships
· Image and reputation
If specific objectives and measures across these three classes are selected and satisfied, it will enable managers to focus on delivering a greater value preposition to their targeted costumer segments. 

Internal-Business-Process Perspective
Internal-business-process perspective is very important to the business organization, since by putting this perspective it obliges management to consider the firm’s operations or processes that are crucial in achieving the strategic objectives which are related to satisfying costumer’s desires. Both short-term and long-term objectives can be included in this perspective, as well as integrating innovative process development in order to stimulate improvement (Mooraj, Oyon, & Hostettler, 1999). Compared to the traditional performance measurement system, which only focuses on monitoring and improving cost, and time-based measures of existing business process, internal-business-process perspective adds one vital component which is innovation process. The innovation process is a component that is used in identifying the characteristics of markets segments that the organization wants to satisfy. Then it continues in designing the products or services that are going to satisfy those targeted segments. Thus, the firm’s compentencies and the processes which it has to excel to build customer satisfaction can be determined using this perspective. According to Kaplan and Norton (1996) the processes enable the business unit to:

· Deliver the value prepositions that will attract and retain customers in targeted market segments, and

· Satisfy shareholder expectations of excellent financial returns.

Learning and Growth Perspective
This perspective focuses on innovation, creativity, competence, and capability (Pandey, 2005).  Three general principal sources, people, system, and organizational procedures, are highlighted in this learning and growth perspective. Within the balanced scorecard process, gaps between the required and existing skills and capabilities are often identified. In order to close those gaps, a business organization needs to invest in re-skilling employees, enhancing information technology and systems, and aligning organizational procedures and routines. Employee-related and include data on turn over, lost time accidents, productivity, training hours, certifications, leadership development, and job satisfaction are common measures for this perspective. When there is an absence in company-specific measures, it indicates the opportunity for future development of customized employee, systems, and organizational metrics that can be more closely linked a business unit’s strategy. Therefore, the ability to meet the objectives of financial, customer, and internal-business-process depends on the capability of organization for learning and growth.

THE FIFTH PERSPECTIVE

According to Kaplan and Norton (1996, p. 34), even though they are suggesting four perspectives for the balanced scorecard, they explicitly say that management should consider it as a template rather than a strait jacket. They further state that “no mathematical theorem exists that four perspectives are both necessary and sufficient.” Hence, although the balanced scorecard implementation processes among companies may be very similar, it actually generates different measures and roles depending on the organization nature and competitive advantages.

We know that all of the stakeholder’s interest is important for an organization, but it does not mean that management should include it all within their balanced scorecard. In this case, Kaplan and Norton (1996) states that only those whose interests are vital for the success of the business unit’s strategy can be incorporated in the balanced scorecard. Even though different kinds and several perspectives are developed, we can still call it a balanced scorecard as long as it is integrated into the chain of cause-and-effect relationship which tells a story about the company’s strategy.

Every organization defines their strategy differently in their own way. For that reason, the financial and non-financial measures should be developed based on the business organization’s unique strategy. In other words, there is no single balanced scorecard that is completely the same among different organizations. Along with that, Epstein and Wisner (2001) also argue that there is no rule for the correct number of perspectives in a balanced scorecard. However, referring to Kaplan and Norton (1996), we have to be careful in selecting the perspectives, since too many of them may distract from achieving the targeted objectives. 

SELECTED MODEL
In this chapter the question of “What are the balanced scorecard and its perspectives?” is answered. The balanced scorecard is defined by its creator, Kaplan and Norton (1996), as a framework to make the translation of business strategy into controllable performance measures possible. In other words, we can say that by implementing the balanced scorecard, it allows an organization to align its strategy with performance measures. Therefore it makes the balanced scorecard a management tool which gives the management a quick response to a sub-optimal performance, since the company now is able to measure what they have done even when they are still in the middle of the process.
What enable the balanced scorecard to be an early warning system are the four perspectives that are linked together in the cause-and-effect relationship. These perspectives are financial, customer, internal business process, and learning and growth. As we know that since the balanced scorecard retains the financial perspective, it means that the scorecard is not a replacement for traditional financial measures, but rather a complement to them which only report the past events. Perspectives within the balanced scorecard represent long and short-term goals of an organization. Hence by incorporating it together, it permits the management to focus on creating the balanced circumstances in order to achieve the long-term objectives. 
Although almost in every article it is mentioned that there are four perspectives within the balanced scorecard, managers should not consider these perspectives as a fixed outline. Since every business organization has its own important stakeholders, the management should consider those whose interest is the most vital to the company. Therefore a company can have more or less than four perspectives in their balanced scorecard, as long as it represents the best stakeholders’ interest and is valuable for achieving the goals of the company. 
CHAPTER SUMMARY

It has been claimed that conventional management system that relies strongly on solely financial indicators no longer works effectively, nowadays business environment, since lack the ability in predicting the future value of the firm and have strict view of profitability. In order to cope with that problem the non-financial indicators are needed to complement financial measures. Therefore, it will help the organization to focus on long-term value creation and future organizational performance.

Since the 1990s, Kaplan and Norton have developed and implemented an innovative management called the balanced scorecard. As a management system, the scorecard is not a replacement to traditional system which gives heavy attention on financial measures, but rather it is a complement by incorporating non-financial perspectives together with financial indicators. Kaplan and Norton (1996) suggest four perspectives for the balanced scorecard. These perspectives are financial, customer, internal-business-process, and learning and growth. The financial perspective includes profitability measures such as return on equity, return on assets, net income, revenue, and cash flow information. The customer perspective is the company’s targets representation for its marketing, operational, logistics, and product and service development processes. The internal-business-process encompasses measures for the business process such as product development, manufacturing efficiency, and quality. Finally the learning and growth perspective measures the ability of employees, information system and business procedures to adapt to change.

Although Kaplan and Norton suggest (1996) the four perspectives mentioned above to be used within the balanced scorecard, they explicitly state that management should only consider it as a template rather than a strait jacket. Every organization operates in different environment and with different competitive advantage. Thus, organizations should identify and incorporate stakeholders to the balanced scorecard only those whose interest are vital for success of the company’s strategy.

Chapter 4: Cause-and-Effect Relationship
INTRODUCTION
The assumption that a cause-and-effect relationship exists is important, since it makes a balanced scorecard more forward-looking by using the non-financial measurements areas to predict future financial performance. Unfortunately even though a cause-and-effect relationship is claimed to be essential, Kaplan and Norton (1996) provide very limited clarification regarding this critical issue which leads to ambiguous perceptions. The small portion of explanation forces managers to decode the real meaning of causal relationship within the balanced scorecard using their own interpretation.  Some might have a better understanding, while leaving the others to misinterpret the actual definition of the assumed cause-and-effect relationship meant by Kaplan and Norton (1996), which then causes them to have sub-optimal performance.

Within this chapter, the concept of the cause-and-effect relationships is discussed in a wider perspective. Complementary to Kaplan and Norton’s explanation (1996), it provides a clearer explanation about the cause-and-effect principle. First, this chapter defines the description of the cause-and-effect relationships in an econometric way then elaborates it with the cause-and-effect relationship within the balanced scorecard referred by Kaplan and Norton (1996). Second, it includes the explanation regarding the leading and lagging indicators which is crucial for the discussion of the balanced scorecard’s cause-and-effect relationship. Third, in order to gain a deeper understanding, the practice of the cause-and-effect is also provided by the end of this chapter. This chapter is expected to help the reader to have good basis related to the concept of the cause-and-effect relationship. Thus, it will not lead them to a wrong interpretation which can cause a sub-optimal performance.

DEFINITION OF THE CAUSE-AND-EFFECT RELATIONSHIPS

Before managers attempt to interpret the assumed causal relationship within the balanced scorecard, it is important to understand the definition of the cause-and-effect relationship itself since Kaplan and Norton do not provide a clear definition as they use it.  Referred to Granger’s causality definition (1969), “We say Yt is causing Xt, denoted as Yt ( Xt, if we are better able to predict Xt using all available information than if the information apart from Yt had been used.” In addition to causal relationship, another characteristic of the balanced scorecard is the feedback system it offers. For that reason, it is useful to also distinguish the definition of feedback. According to Granger (1969), “We say that feedback is occurring, which is denoted Yt ↔ Xt, i.e., feedback is said to occur when Xt is causing Yt and also Yt is causing Xt. The definition of causality used here is based on the predictability of some series, for example we use Xt here. If some other series like Yt contains the past information that helps predicting Xt, and if this information is not held in other series used as the predictors, then Yt is said to cause Xt. In this case, the flow of time plays the central role within this definition. As it is claimed by Granger (1969), that most likely when people are trying to discuss about causality, they are always introducing flow of time in their concept. There are only a few studies that that attempt to discuss it without introducing time, even though philosophers have tried to do so.

Even though Kaplan and Norton (1996) do not provide a clear definition regarding the term of cause-and-effect relationships used in the balanced scorecard, they mention it implicitly within the definition of strategy. Kaplan and Norton (1996, p.149) define strategy as a set of hypotheses about cause and effect relationship which can be expressed by sequence of if-then statements. They argue that in an appropriately constructed balanced scorecard, outcome measures and the performance drivers should be aligned and linked together in a cause-and-effect relationship. Figure 2 bellow shows the assumption of causal relationship which is believed by Kaplan and Norton (1996, p.31). It can be seen from the figure that the 
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Figure 2 The assumed cause-and-effect relationship in the balanced scorecard

organizational learning and growth perspective is the driver of the measures in the internal business process perspective. In turn, these measures of processes are the drivers of the customer perspectives which lead to the financial outcomes. As you can see from the figure, that one perspective is the driver for another. These perspectives, in general, link together and support each other, thus allow a business organization to evaluate the success of the company’s strategy in achieving its goal and the company’s value creation.  

LEADING AND LAGGING INDICATORS

Referring to Epstein and Wisner (2001), leading indicators are input or process indicators that are linked closely to operations, while lagging indicators are related to the outcome accomplished through the management of leading indicators. In other words, we can say that lagging indicators are the consequences of leading ones. For instance, employee turnover is a lagging indicator for employee satisfaction, but a leading indicator of recruitment and training cost. As a result, less employee turnover can be achieved by increasing employee satisfaction which in turn reduces the recruiting and training cost. Most leading indicators in the balanced scorecard are drivers to the future financial performance. These two kinds of indicators should be considered as a continuum processes in a complex cause-and-effect flow. Therefore, the existence of the mix of outcome measures, which is called lag indicators, and performance drivers, or lead indicators, is the characteristic of a good balanced scorecard.

THE PRACTICE OF CAUSE-AND-EFFECT
From the research conducted by Ittner and Larcker (1998), the result showed that there are links between non-financial indicators, e.g. customer satisfaction, and the future financial organization performance. Compared to the financial measures, non-financial indicators are better in predicting the future outcome of the company. The additional forward-looking information which is not part of financial measures allows the non-financial indicators to be able to do that. This forward-looking information helps the employee to focus on the long term objective of the organization. Thus by incorporating more non-financial indicators within the balanced scorecard, it is expected to guide the company’s performance towards improvement. 

Derived from interviews conducted by Malmi (2001) in Finnish companies in 1998, he found that the idea of linking measures by utilizing the assumed cause-and-effect relationship is not well understood. Even though most interviews confirmed that they have developed their measures from strategy, based on the causal relationship principle, they stated that the link between strategy and measures appeared to be weak in most firms.  Often scorecards are only a sum of financial and non-financial indicators collections composed in four dimensions of perspectives, but without any attempts to build connections between the indicators. This is conflicting to the definition of strategy by Kaplan and Norton where strategy is a set of hypotheses about cause-and effect. 

Similar to Malmi (2001), Ittner and Larcker (2003) who also come up with common mistakes companies make when trying to measure non-financial performance. The two first mistakes are dealing with the links between measures and strategy. According to Ittner and Larcker (2003), without any links between these two elements, the balanced scorecard will not be able to help companies to identify which performance areas and which drivers make the greatest contribution to the company’s financial performance. Therefore, the correct interpretation of cause-and-effect relationships as referred by Kaplan and Norton is crucial to the successful balanced scorecard implementation.

SELECTED MODEL
A properly built balanced scorecard should be characterized by the cause-and-effect relationship that holds between perspectives within it. However, our knowledge regarding this crucial issue is limited. As it is claimed by Nørreklit (2000) that Kaplan and Norton provide inadequate explanation concerning this causal relationship issue, hence it lets some managers interpret it in such a wrong way. This chapter attempts to present additional information related to the definition of cause-and-effect relationship in order to complement Kaplan and Norton’s definition (1996). 
Adopted from Granger’ causality (1969), we can say that Y is causing X when we are able to better predict X by utilizing all information provided by Y. In other words, we consider Y as a leading indicator which is an input or process indicator that is strongly linked to operations, and X as a lagging indicator which is the consequence of managing the leading indicators. In the case of the balanced scorecard, most leading indicators are non-financial measures which lead to lagging indicators, future financial performance. As a result, an appropriately constructed balanced scorecard should consist of leading and lagging indicators mixed together as a continuum process in a complex cause-and-effect flow.
Some researchers, like Ittner and Larcker (1998), have conducted the study to find out the link between non-financial and financial measures. They find that non-financial indicators are better in predicting the future outcome of the company than financial measures. For that reason it appears that the assumption that the cause-and-effect relationship exists in the balanced is crucial. However, surprisingly there are still many organizations underestimating this issue. Often a scorecard is just a collection of financial and non-financial measures arranged in four perspectives without any effort to create connections between those measures. The factor that may be causing management to take this causal issue too lightly is because they have limited information concerning the cause-and-effect principle.
CHAPTER SUMMARY

This chapter employs Granger’s causality (1969) to build a basic concept of cause-and-effect relationship used in the balanced scorecard. According to him, we can say that Y is causing X when we are able to better predict X by utilizing all information provided by Y. Similar to Granger (1969), Kaplan and Norton (1996) implicitly state the definition of cause-and-effect relationship within the balanced scorecard in their definition of strategy which is a set of hypotheses about cause and effect relationship. It implicitly means that every measure in the balanced scorecard should be linked together. Therefore, it should tell us a coherent story about how to achieve the organizational objectives through leading and lagging indicators.

Even though cause-and-effect principle has been defined as the primary characteristic that is determined as the successful factor of the balanced scorecard, there are still many companies underestimating this causal relationship. As it is found by Malmi (2001), and Ittner and Larcker (2003), often scorecards are only a collection of financial and non-financial measures combined in four dimension of perspectives, but without any attempt to build connections between them. It is a serious mistake since without any linkage between all the objectives and measures, the company will not get the benefit from using the non-financial performance measurement.

Chapter 5: Maintaining Strategy Using the Balanced Scorecard

INTRODUCTION

The goal of any measurement system should be to encourage all managers and employees to successfully implement the business unit’s strategy. Established companies are those which can translate their strategy into measurement system to be able to execute their strategies. They are better companies since they can communicate their goals and targets more effectively. Using this communication system it makes managers and employees focus on the critical drivers, allowing them to create links between investments, initiatives, and action to achieve the strategic objectives. Therefore, as referred by Kaplan and Norton (1996), a successful balanced scorecard is the one that clearly communicates a strategy using integrated financial and non-financial measurements.

This chapter focuses on the strategy issue within the balanced scorecard. In particular, how to translate an organization’s strategy into measurements and how to manage strategies are presented here. The next section describes the three principles within the balanced scorecard that enables it to translate a strategy into measures. This section describes how to communicate a strategy through an integrated set of financial and non-financial measurements. The second section explains about four new processes within the balanced scorecard that can be used to manage an organization’s strategy. These four new processes enable an organization to link their long-term strategy with its short-term actions.

TRANSLATING STRATEGY
The next question is then “How can we know that the strategy within the balanced scorecard is integrating financial and non-financial perspectives properly?” In this case, observers should be able to look into the strategy behind the scorecard goals and measures. In order to do that, the balanced scorecard should pass the sensitivity and transparency test which examines whether a balanced scorecard really communicates the results and the performance drivers of a business unit’s strategy. As a result a balanced scorecard should not only be derived from the firm’s strategy, but it also should help in developing the strategy itself.
According to Kaplan and Norton (1996), there are three principles within the balanced scorecard that enable it to translate a strategy into measurements. These principles are:

· Cause-and-Effect Relationships

Kaplan and Norton (1996) define a strategy as a set of hypotheses about cause-and-effect. Hence, a correctly built balanced scorecard should tell the story about business unit’s strategy in such a sequence within the realm of cause-and-effect relationships. The sequence of cause-and-effect relationships between the results of the measures and the performance drivers of those results should be indentified and built as explicit as possible. The cause-and-effect relationship is the main feature of the balanced scorecard which distinguishes it from other management systems that are only a collection of financial and non-financial indicators without any attempt to draw links between them. Thus, every measure and indicator for the balanced scorecard should be incorporated within the cause-and-effect chain that allows the firm to communicate the business unit’s strategy better to the organization.

· Outcomes and Performance Divers
These two elements cannot be separated from one to another. If only the outcome measures are employed without considering performance drivers, it will not communicate how the outcomes are to be accomplished. Early indication about whether the strategy has been successfully implemented or not also fails to be provided. On the other hand, when only performance drivers are utilized, it may allow the business unit to be able to achieve short-term operational improvement, but will fail to tell which driver indicator that makes this improvement achievable. Thus, as stated by Kaplan and Norton (1996), a good balanced scorecard should consist of appropriate mix of outcomes (lagging indicators) that have been customized into business unit’s strategy.

· Linkages to Financials

As it is discussed earlier, the balanced scorecard is complementary to the traditional system because it adds new non-financial indicators and retains the financial measures within the system. The scorecard keeps a strong emphasis on outcomes, particularly financial ones, for instance Return-on-Capital-Employed (ROCE) or Economic Value Added (EVA). Many managers that utilize programs like Total Quality Management, cycle time reduction, and employee empowerment fail to create a link which directly affects customers and predicts future financial performance. In such organizations, they have failed to link specific targets for improving customer and, ultimately, financial performance. As a result, those organizations become disappointed from the lack of tangible payoffs from their change programs. In the end, all measures within the balanced scorecard should be linked to financial objectives.

MANAGING STRATEGY 

According to Kaplan and Norton (2007), managers that are utilizing the balanced scorecard do not have to rely solely on short-term financial indicators in measuring the company’s performance, since there are four new management processes within the scorecard that contribute to aligning long-term strategic goals with short-term actions whether they are to be used separately or in combination. The four new processes are:

· Translating the Vision

This first process helps managers to build a harmonious environment around the organization’s vision and strategy. Regardless of its best intention, vision and strategy statements such as becoming “the best supplier,” “the number one in quality,” or an “environmentally friendly firms” cannot be simply translated into operation terms that is used as useful guidance to act at local level. For people who need to act on the words of vision and strategy statements, those statements have to be translated as an integrated set of objectives and measures that describe the long-term drivers of success. The statements must be agreed upon by all senior executives within the organization to work effectively. Thus, by building a balanced scorecard it forces senior managers to arrive at a consensus and then translating their vision into terms that can be understood to the people who would realize the vision.

· Communicating and Linking

It helps managers to link departmental and individual goals and to communicate their strategy up and down in the organization’s structure. By incorporating the scorecard it ensures managers that the whole organization understands the long-term strategy and that both departmental and individuals goals are linked with it. Because of broad participation when creating the balanced scorecard, it takes longer time to implement. However, it has several benefits like incorporated information from a larger number of managers within the internal objectives, a better understanding on the company’s long-term strategy objectives can be attained by the managers, and a stronger commitment to achieve the goals is built through this broad participation process. Getting the managers to agree upon the scorecard is just the first step in aligning individual actions and company’s objectives. Kaplan and Norton (2007) state that there are three general activities which the scorecard users usually engage in: communicating and educating, setting goals, and linking rewards to performance measures.
· Communicating and educating

When a company is implementing strategy, it begins with educating the person who will execute it. Besides the balanced scorecard needs to be communicated downward in the organizational structure, it should also be communicated upward to corporate head-quarters and to corporate board of directors. Kaplan and Norton (2007) believe that senior executives will discover ways to inform outside investors about the scorecard measures without revealing the competitively sensitive information, if they gain confidence on the ability the measures itself to monitor strategic performance and predict financial performance. Furthermore, by communicating the balanced scorecard it encourages commitment and accountability 

· Setting goals

Kaplan and Norton state that there are three levels of information contained in the balanced scorecard. The first information describes corporate goals and targets. The second is the room for the translated corporate targets into targets for each business units. In the third level the firm asks both individuals and teams to be communicative of their goals so it could be aligned with corporate and business unit objectives, and also the action that they would take to attain their objectives. In this case, personal or individual scorecards are useful for communicating corporate and business unit goals to the people and teams performing the tasks, and make them be able to translate the goals into the meaningful works and targets for themselves. Moreover, it also allows employees to keep that information close to them.

· Linking reward to performance measures

Some companies believe that by tying financial compensation to performance it will align the personal goals with the company objectives. Although it is found to be attractive and powerful, it still carries risks. Some risks, such as inaccurate measurements which lead to dysfunctional behavior, or when the company does not have valid and reliable data to measure, would make the firm to obtain sub-optimal performance. But the company will experiment more with linking reward to scorecard measures, hence it will become clearer as the time goes by.

· Business Planning

In formulating the strategic plans, generally senior executives visit the site annually and have an active discussion for several days which is facilitated by senior planning and development managers or external consultants. Most organizations have problem of separated procedures and organizational units for strategic planning and for resource allocation and budgeting. That problem can be solved by creating a balanced scorecard which integrates the firm’s strategic planning and budgeting process. Hence it can be used to ensure that the budget supports the strategies, since the balanced scorecard enables a firm to align its financial budget and its strategic goals. 

The scorecard can be used to motivate managers to concentrate on improving the most critical processes in organization’s strategic success once the strategy is defined and the drivers are identified. That is how the balanced scorecard works by linking action with strategy. Afterward, the final step in aligning strategy to action is to set up specific short-term targets for the balanced scorecard. According to Kaplan and Norton (2007), these specific targets or milestones are tangible expressions of managers’ beliefs about when and to what extent their current agenda will affect the possible measures. With those established milestones, managers can test the theory behind the strategy’s implementation.

Managers should have targets for the long-term goals they want to attain in all four perspectives at the end of the business-planning process. The strategic initiatives required should have been identified by managers. They also should have allocated the necessary resources to those initiatives selected. And then, the milestones for the measures that mark progress in attaining the strategic objectives should have been established as well.

· Feedback and Learning

This feedback and learning is the exact capability that the balanced scorecard should have. It should allow the senior managers, at any point, to recognize whether the implementation of the strategic objectives they have formulated is, in fact, working, and if not, why. From the previous section, this paper have discussed about the first three management processes which are translating the vision, communicating and linking, and business planning. These processes are crucial for implementing strategy, but in an unpredictable world today they are not sufficient. Together they form significant single-loop-learning process. Single-loop in this sense means that the goals and targets remain constant, and any different result from the planned trajectory is seen as defect to be repaired (Kaplan and Norton, 2007). In other words, single-loop process does not need or even permit re-examination of the strategy or the techniques utilized during the implementation in the current condition.

Nowadays, most companies operate in the environment where the uncertainty is high and complex strategies are needed. Yet, even though the strategies are valid when they were launched, as the business environment change it may become less valid. In this kind of condition, where threats and opportunities easily come and go, double-loop learning processes are extremely required. The double-loop learning is a learning process that affects people’s assumptions and theory about cause-and-effect relationships.

Kaplan and Norton (2007) state that there are three essential elements for strategic learning process within the balanced scorecard. First, it communicates the organization’s shared vision, and defines it in clear operational terms which are understandable by the managers and employees. The scorecard enables the company to link individual efforts and accomplishments of business unit objectives. Second element is the crucial strategic feedback system supplied by the scorecard. Since a strategy can be considered as a set of hypotheses about cause-and-effect relationships, a strategic feedback system should enable the company to test, validate, and modify the hypotheses attached to the business unit’s strategy. Third, the scorecard allows the company to review the strategy that is vital for strategic learning. Conventionally, companies usually hold meetings, monthly or quarterly, between senior executive managers to investigate the most up-to-date period’s financial outcomes. By utilizing the balanced scorecard, equipped with the cause-and-effect features, it enables corporate and business unit executives to review sessions periodically to examine the validity of the business’ strategy and how well it is executed.

SELECTED MODEL
The third sub-question of “How to maintain strategy using balanced scorecard?” is answered in this chapter. First of all, we need to define what strategy is. According to Kaplan and Norton (1996), strategy is a set of hypotheses about cause and effect relationship which can be expressed by sequence of if-then statements. Related to the balanced scorecard a strategy should tell a sequence story about how to achieve targeted company’s objectives. Therefore, we can see here that the role of a strategy within the balanced scorecard is to communicate the goals and targets effectively by incorporating the financial and non-financial indicators together in the cause-and-effect relationship.
In order to maintain good strategy the balanced scorecard should be able to translate and manage strategy appropriately. From these two processes we are able to understand more concerning the role of the cause-and-effect relationship and how it is used. When an organization is translating their strategy into important measures, for instance, the first thing to do is to realize the need for the cause-and-effect relationship to be existed within the balanced scorecard. After all managers and employees are aware of this causal relationship, the next thing to do is to build link between financial and non-financial measures. Since all non-financial measures should be focused and aligned to financials, hence it allows the company to predict future financial performance better using the available measures in its balanced scorecard.
Another important process is managing strategy. In this process, the fundamental concern is communication. Besides translating strategy into measures, an organization should also be able to use operation terms in such explicit way, so it can be understood by all employees who concern. When the operations are understood by all components, then it makes the communication easier for everyone. As a result, it allows individual and corporate goals to be well aligned in the scorecard. Figure 3 bellow illustrates how to maintain strategy using the balanced scorecard.
Figure 3 Maintaining Strategy
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CHAPTER SUMMARY
The balanced scorecard that is properly built should tell story about the organization’s strategy in such a sequence. There are three principles within the model that enable the balanced scorecard to do that. First, the cause-and-effect relationships principle suggests that every measure for the balanced scorecard should be incorporated in the causal relationship that allows the organization to communicate the business unit’s strategy better to the organization. Second, outcomes and performance drivers principle implies that a good balanced scorecard should consist of appropriate mix of outcomes (lagging indicators) that have been customized into business unit’s strategy. Third, the linkage to financials principle suggests that all measures in the balanced scorecard should be linked to financial objectives. Together these three principles should enable the company to translate its strategy into measures that are important to the achievement of targeted objectives.

Kaplan and Norton (2007) also claim that within the balanced scorecard there are four new management processes which contribute to linking long-term strategic goals with short-term actions whether they are to be used separately or in combination. The first process is translating the vision. This process forces managers to translate their vision into terms that can be understood by the people who would realize the vision. Second, the communicating and linking process helps managers to link departmental and individual goals and to communicate their strategy up and down in the organization’s structure. Third, the business planning process enables the balanced scorecard to be used to ensure that the budget support the strategies by aligning its financial budget and its strategic goals. Fourth, the feedback and learning process allows the senior managers, at any point, to recognize whether the implementation of the strategic objectives they have formulated is, in fact, working, and if not, why.

Chapter 6: Analysis of Cause-and-Effect Relationship

INTRODUCTION

In this chapter the analysis concerning the cause-and-effect principle can be built based on the discussion in the previous chapters. As mentioned earlier, this study is against some of Nørreklit’s views (2000) regarding this causal chain relationship referred by Kaplan and Norton, therefore this chapter is intended to re-examine three assumptions developed by Nørreklit (2000). Her three arguments are (1) that the balanced scorecard is lacked of the time dimension, (2)that no cause-and-effect relationship exists between measures in the balanced scorecard, (3)that the four perspectives are not independent, but rather interdependent to each other. 
THE TIME DIMENSION
Nørreklit (2000) argues that a time lag between cause and effect is needed in the cause-and-effect relationship, and then it makes the balanced scorecard problematic because the time dimension is not part of it. According to her opinion, “the scorecard measures cause and effect at the same time without considering any time lag, it has no time dimension.” Based on that statement, I have to disagree with her. It is true that Kaplan and Norton (1996) do not explicitly explain about the time dimension, but it does not necessarily mean that the balanced scorecard has no time dimension. In fact, it is implicitly part of the scorecard. 

This is in accordance with Bukh and Malmi’s findings (2001) during their experience working with various Nordic firms that are implementing the balanced scorecard. They found that managers who they have worked with really understand that they need time to create competencies and process improvement before they can achieve the corporate goals. Firms often have the time dimension included in their scorecards and strategy maps, for example when a company is building the strategy maps, they usually incorporate it with some amount of time to achieve it, like 3 to 5 years for instance.

Kaplan and Norton (1996) also state that the strategic goals need to be divided into budgetary target reached over time and to be followed up. In this statement, Kaplan and Norton clearly mention the existence of the time dimension within the balanced scorecard when building the strategy. Moreover in order to achieve the corporate goals successfully, the strategy needs to be stated clearly and explicitly, so that everyone will understand and make the strategy actionable. It means that the targeted time duration also needs to be stated during the strategy development. How long is it going to take to finish a project? When should a strategy be completed? How long is the time allocation for implementing a new strategy? Those all are the common questions that are generally included when developing a strategy. Thus, it is a mistake when saying that the balanced scorecard lacks of the time dimension.

THE RELATIONSHIP BETWEEN MEASURES 

In her article, Nørreklit (2000, p.72), she claims that the balanced scorecard is lack of clarity because Kaplan and Norton ambiguously define the relationship between the measures within the model. Nørreklit (2000) analyses the cause-and-effect relationship between the financial and non-financial measures recommended by Kaplan and Norton, which is based on the logic of Jones and Sasser (1995) that customer satisfaction leads to customer loyalty which in turn improve financial performance.  Based on that logic, she believes that the balanced scorecard makes invalid assumptions about causal relationship, leading to the anticipation of performance indicators which are faulty, thus resulting in dysfunctional organizational behavior and sub-optimized performance.

After reading Kaplan and Norton’s book and other articles related to the balanced scorecard, especially with the cause-and-effect principle, I found that Nørreklit (2000) gets the wrong idea about the concept of the causal relationship referred by Kaplan and Norton (1996). In my opinion the idea of cause and effect in balanced scorecard meant by Kaplan and Norton (1996) is more to a tool or set of hypothesis to recognize the most important and rational action to be undertaken, rather than as the generic relationship which is held universally as real representation about what would happen in the business situation. We can find it also in Kaplan and Norton’s definition of strategy (1996) that this paper has mentioned before. Strategy is a set of hypotheses about cause-and-effect relationship. Therefore, some of these hypotheses may be right, or may be wrong.

The definition of strategy offered by Kaplan and Norton (1996) can be used as the basic argument when interpreting the cause-and-effect relationship. Based on that, contrary to Nørreklit (2000), it is not suggested by Kaplan and Norton (1996) that the generic causal relationship exists between two perspectives or two measurement areas, but rather that management attempts to identify such perspectives or measures and reflect it in the company’s strategy. In other words, this causal relationship should not be considered to hold universally in every organization. Along with that, Bukh and Malmi (2001) also argue that actually the relationship that is referred by Kaplan and Norton (1996) is an assumed relationship, not an established relationship.

In today’s business environment, management mostly works in circumstances where the most important relationships are unknown. Hence, it is consistent with Kaplan and Norton’s definition (1996) of strategy which says that, since the relationships are not known for sure, strategy can be defined as guesswork. In the format of hypotheses, organization needs to formulate their best estimation related to the actions (strategy) which direct them to expected results. For that reason, if we believe that the relationship within the balanced scorecard is a generic or established relationship rather than assumed one, it will most likely lead the organization to experience sub-optimal performance. There is no such thing as a “one tool fits all” in this world. The fact that every organization is unique, it means that there is no single company that has and faces completely the same environment between one to another. Thus, every company should have its own set of hypotheses regarding the strategy map for its balanced scorecard.
If the company were able to operate in the high certainty environment where they know that certain inputs would certainly lead them to certain desired outcomes, then managerial work would be quite simple because the consequences for every action is known for sure. Unfortunately, that is not what happens in the real world. In fact, if an organization had the precise knowledge regarding the links between performance measurements, then there would be no need for that company to use the balanced scorecard. As it is stated by Bukh and Malmi (2001), when an organization implements the scorecard, it should not be expected that the measures within the model are highly correlated. Therefore we can expect that some correlation exist, but not to an extent that they are highly correlated like in an established relationship. 

Nørreklit also argues that not all loyal customers are profitable and inexpensive for the company, since even some loyal customers, especially elderly, may be problematic, for instance, by “squeezing” the company too hard. She states that the company should not keep those customers which “squeeze” the company too hard even though they are loyal customers. Actually, it is not contrary to the balanced scorecard model as it is thought by Nørreklit (2000). Kaplan and Norton state explicitly that “Not all customer demands can be satisfied in ways that are profitable to an organization.” (1996, p. 71), as a result they recommend customer profitability analysis to be applied.

THE INTERDEPENDENCE OF THE FOUR PERSPECTIVES

Different from Kaplan and Norton (1996) who consider the cause-and-effect relationship between four perspectives as the linear one, Nørreklit (2000) argues that the reasoning is rather circular. Hence, instead of unidirectional in the sense that learning and growth are the drivers of the internal business process, which are the drivers of customer satisfaction, which in turn is the driver of financial results, she argues that the relationship between the areas is more likely to be one on interdependence (2000, p.75). 

In general, I agree with Nørreklit’s argument (2000) since even though, for instance, improvement in employee’s quality is the driver for customer satisfaction, which in turn leads to increase revenue; the employee’s quality itself depends on the revenue or profit to cover the expenses such as recruiting and training cost. However, it does not help much to consider that some measures are limited by financial realities when identifying the actions that are required in achieving the targeted financial objectives, since of course almost every aspect in a business organization is constrained by the financial condition the company. That is why in order to identify the most important measures for the organization we should avoid considering the interdependency between measures, and just focus on understanding the cause-and-effect relationship between individual actions and measures. 

Bukh and Malmi (2001, p.95) also claim that the main idea is to recognize the measures or actions that is assumed to be actionable and having the biggest impact on financial performance. As a result, although the measures between different perspectives seem to be interconnected to each other, we should only consider this in practical applications where actions and related measures are identified. Therefore, based on that statement, the cause-and-effect relationship within the balanced scorecard should be considered as a tool or set of hypothesis to recognize the most important and rational action to be undertaken, rather than as the generic relationship which is held universally as real representation about what will happen in any business situation.

SELECTED MODEL

This chapter provides alternative interpretation concerning the cause-and-effect relationship in the balanced scorecard, particularly to Nørreklit’s view (2000). From my point of view, Nørreklit (2000) has made wrong interpretation on some of her assumptions regarding this causal relationship suggested by Kaplan and Norton (1996). 
The idea of cause-and-effect relationship in the balanced scorecard referred by Kaplan and Norton (1996) is more to a tool or set of hypothesis to recognize the most important and rational action to be undertaken, not as the real representation about what would happen in the business situation. Hence the term of cause-and-effect should be interpreted with caution, since in business environment most of the time managers are dealing with uncertain situation where the most important relationships are unknown. Therefore if the management does not really understand the concept of the cause-and-effect relationship, it may lead to faulty result. With that in mind, we should interpret relationship between perspectives within balanced scorecard as an assumed rather than established cause-and-effect relationship.

Since it is an assumed cause-and-effect relationship, every company should have its own set of hypotheses regarding the strategy for its balanced scorecard. The fact that every organization is unique, it means that there is no single company that has and faces completely the same environment between one to the others. One cause will lead to different effects for each company. Therefore if there is successful balanced scorecard implementation in a company, it does not necessarily mean that it will be successful in other companies. This might explain why certain company failed in implementing balanced scorecard that found to be useful in another company. They might just copy the balanced scorecard and applied exactly the same strategy map of another company without considering environmental differences they faced. Thus when a company is going to implement balanced scorecard, it is better to use its own analysis in making the cause-and-effect hypothesis by putting the nature of the organization into consideration.

CHAPTER SUMMARY

The cause-and-effect relationship that is claimed as the centre of the balanced scorecard by Kaplan and Norton (1996) has been analyzed in three categories. They are the time dimension, the relationship between measures, and the interdependence between the four perspectives. These categories are selected based on the previous analysis done by Nørreklit (2000). On the first category, the time dimension, Nørreklit (2000) claims that the balanced scorecard is lack of the time dimension. During the reading process for this study, I found that actually time dimension is implicitly part of the balanced scorecard. Although it is implicit, management generally already knows and directly includes it in their strategy plan. Therefore, this analysis shows that Nørreklit (2000) has misinterpreted the first categories.

Second category is the relationship between measures. For this category Nørreklit (2000) believes that the balanced scorecard makes invalid assumptions about causal relationship, leading to the anticipation of performance indicators which are faulty, thus resulting in dysfunctional organizational behavior and sub-optimized performance. It is true if only management would interpret the causal relationship in the balanced scorecard as the generic relationship which is held universally as real representation about what would happen in the business situation. But rather than interpreting it that way, we should consider the balanced scorecard as a tool or set of hypothesis to recognize the most important and rational action to be undertaken, rather than as the generic relationship which is held universally as a real representation about what would happen in the business situation. Thus, once again Nørreklit (2000) gets the wrong idea regarding this issue.

For the last category, which is the interdependency between the four perspectives, Nørreklit (2000) argues that the reasoning is circular instead of linear as it is suggested by Kaplan and Norton (1996). It is true that almost all non-financial perspectives are obviously limited by financial realities, but when it comes to identify the actions that are required in achieving the targeted financial objectives, it does not help so much by assuming that way. Therefore, in order to identify the most important measures for the organization management should avoid considering the interdependency between measures, and just focus on understanding the cause-and-effect relationship between individual actions and measures. 

Chapter 7: Conclusion
INTRODUCTION

The cause-and-effect relationship that is regarded as the core of the balanced scorecard has been discussed and carefully interpreted during this study. Moreover, alternative interpretations to Nørreklit’s assumptions (2000) related to the same issue have also been provided. This last chapter summarizes all the findings during this study. Therefore, it attempts to demonstrate the importance of the ideas of interpreting causal relationship assumed by Kaplan and Norton (1996). This chapter presents not only the main findings, but also the lesson learnt section and the research limitation. In the lesson learnt section it shows how management should utilize the assumption of cause-and-effect strategy in the balanced scorecard in building organizational strategy to achieve desired outcomes.  
MAIN FINDINGS
As we know that there are three sub-questions that need to be answered before we arrive at the main aim of this study. This section summarizes all previous chapters and answers briefly all of the sub-questions. The three sub-questions including the answers are presented bellow.

What are the balanced scorecard and its perspectives?

The balanced scorecard is defined by its creator, Kaplan and Norton (1996), as a framework to make the translation of business strategy into controllable performance measures possible. In other words, we can say that by implementing the balanced scorecard, it allows an organization to align its strategy with performance measures. Therefore it makes the balanced scorecard a management tool which gives the management a quick response to a sub-optimal performance, since the company now is able to measure what they have done even when they are still in the middle of the process. As a management system, the balanced scorecard is rather a complement to the conventional system than a replacement. The scorecard adds new non-financial perspectives and incorporates it with the financial indicators in a causal chain. 

What enable the balanced scorecard to be an early warning system are the four perspectives that are linked together in the cause-and-effect relationship. There are four perspectives in the balanced scorecard. First, the financial perspectives includes profitability measures such as return on equity, return on assets, net income, revenue, and cash flow information. Second, the customer perspective is the company’s targets representation for its marketing, operational, logistics, and product and service development processes. The internal-business-process encompasses measures for the business process such as product development, manufacturing efficiency, and quality. Finally the learning and growth perspective measures the ability of employees, information system and business procedures to adapt to change.

What is cause-and-effect relationship?

In a properly built balanced scorecard, it should be characterized by the cause-and-effect relationship that holds between perspectives within it. Kaplan and Norton suggest the cause-and-effect relationship between perspectives in the balanced scorecard should be like this, the learning and growth perspective ( the internal business process perspective ( customers perspective ( financial perspective. Kaplan and Norton state that every measure should be linked together to financial perspective as the main objective of business organization. Thus, using the balanced scorecard company’s strategy should tell a coherent story about how to achieve the organizational objectives.

Adopted from Granger’ causality (1969), we can say that Y is causing X when we are able to better predict X by utilizing all information provided by Y. In other words, we consider Y as a leading indicator which is an input or process indicator that is strongly linked to operations, and X as a lagging indicator which is the consequence of managing the leading indicators. In the case of the balanced scorecard, most leading indicators are non-financial measures which lead to lagging indicators, future financial performance. As a result, an appropriately constructed balanced scorecard should consist of leading and lagging indicators mixed together as a continuum process in a complex cause-and-effect flow.
How to maintain strategy to be able to achieve the company’s objectives using balanced scorecard?
Within the balanced scorecard, a strategy should tell a sequence story about how to achieve targeted company’s objectives. In order to maintain good strategy the balanced scorecard should be able to translate and manage strategy appropriately. From these two processes we are able to understand more concerning the role of the cause-and-effect relationship and how it is used. There are three principles within the model that enable the balanced scorecard to do that, the cause-and-effect relationships principle, the outcomes and performance drivers principle, and the linkage to financials principle. Together these three principles should enable the company to translate its strategy into measures that are important to the achievement of targeted objectives.
Kaplan and Norton (2007) also claim that within the balanced scorecard there are four new management processes which contribute to linking long-term strategic goals with short-term actions whether they are to be used separately or in combination. The four new processes are translating the vision, the communicating and linking, the business planning, and the feedback and learning. In this process, the fundamental concern is communication. Besides translating strategy into measures, an organization should also be able to use operation terms in such explicit way, so it can be understood by all employees who concern. When the operations are understood by all components, then it makes the communication easier for everyone. As a result, it allows individual and corporate goals to be well aligned in the scorecard. 
LESSON LEARNT

After carefully discussing the interpretation for causal relationship within the balanced scorecard, this study found that cause-and-effect relationship which is believed as the centre of the scorecard should not be considered as generic established relationship, but rather as assumed relationship that is derived from business unique strategy. In other words, the relationship between measures is developed based on beliefs and assumptions, since the actual relationship is not known for sure. By utilizing the logic of the cause-and-effect relationship, management can reveal the measures that reflect business unique strategy, and establish the link to lead them to the desired outcome. 

Cause-and-effect relationship within the balanced scorecard is different from the one in statistic. In statistic when it is said that “Y” effect is caused by “X”, then the relationship between cause and effect is clearly defined and it will always be like that. For instance, it is known that smoking can cause cancer. It means that if you are smoking, then you have a bigger chance to suffer from cancer. Here the relationship between the driver (smoking) and the outcome (cancer) is clear and certain. It will be different if we compare it with business organization. In business environment management mostly works in circumstances where the most important relationships are unknown. Since the relationship is not known for sure, therefore strategy can be defined as guesswork (Kaplan and Norton, 1996). Thus, the cause-and-effect relationship in the balanced scorecard should be considered as an assumed relationship rather than established relationship.

Since it is not the actual representation, the term of cause-and-effect should be analyzed with caution. If management does not really understand the initial concept of causal relationship referred by Kaplan and Norton, it will lead to faulty results. Hence in order to test, validate and modify the hypotheses incorporated in a strategy after implementing the balanced scorecard, managers should develop a strategic feedback system (Kaplan and Norton, 1996). Furthermore, it is important to always remember, as it is suggested by Kaplan and Norton, that a proper built balanced scorecard is more than just collections of important measures arranged into several different perspectives. Alignment for the multiple measures that are both consistent and mutually reinforcing should be formulated. 

RESEARCH LIMITATION

The major contribution of this study lies in the description of the balanced scorecard, particularly the cause-and-effect relationship, in its theoretical context. It is expected that the reader will obtain deeper understanding in the initial concept of causal principle referred by Kaplan and Norton. The analysis is provided in general way, since this study aims to provide alternative interpretation regarding the cause-and-effect relationship and it is intended for the readers who are interested in this issue regardless their industries background. 

There are three limitations in this study. First, the analysis in this paper is based merely on the literature review. Since the writer does not investigate the cause-and-effect principle directly from the practical context, the result of this study may be less detail and less thorough compare to direct research on the field. Derived from the first situation, no empirical data is obtained and processed during this study. Therefore, the empirical quantitative may provide clearer and more solid guidance for the analysis desired. Third, as it is mentioned before that this study aims the generality, therefore it has limited information about the degree of the cause-and-effect relationship in a particular industry. Some industries may find the causal relationship in the balanced scorecard very important to them, while other may consider it is less useful. 

THESIS CONCLUSION
After answering three sub-questions, now we are arrive at the main objective of this study which is to provide alternative interpretation of the cause-and-effect relationship in the balanced scorecard. The main question including the answer is presented bellow. 

What kind of relationship actually holds between perspectives within the balanced scorecard?
The relationship between perspectives within balanced scorecard should be interpreted as an assumed rather than established cause-and-effect relationship. In other words, this causal relationship should not be considered as generic that hold universally in every organization. Therefore, the management should use the cause-and-effect feature as tool or set of hypothesis to identify the most important and rational action to be undertaken for achieving the targeted business objectives. 
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