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Abstract

In the last decade measuring a company’ s performance exclusively financialy has been heavily
criticised. Consequently, different performance measurement systems including the Balanced
Scorecard, the Performance Pyramid, and the Quantum Performance were devel oped, discussed
and implemented in industry. Besides the financial perspective, additional perspectives (e.g.
customers, processes, employees, etc.) have been considered.

Organisational performance is assumed to be a multidimensional phenomenon today. Hence one
important aspect of the discussion of several concepts of performance measurement has been
the selection of the right measures.

Our paper focuses on the problem of measuring multidimensional organisational performance.
Based on the multitask agency theory we enhanced the approaches of Holmstrom/Milgrom and
Austin by introducing extrinsic and intrinsic motivation, cost of measurement and uncertainty of
measurement into the model.

The resulting forma model suggests that it is important for the selection of measures whether
the agent is motivated predominantly extrinsically or predominantly intrinsically. Again the
selection of measures depends on cost of measurement as well as the uncertainty of the
measures.

Our model suggests: it will be more easy to create a comprehensive performance measurement
system to measure multidimensional organisational performance the more intrinsically the agent
is motivated. Besides with lower (higher) cost of measurement and with lower (higher)
uncertainty of measurement more (less) dimensions of organisational performance will be
covered. Both effects mutually boost each other.

The paper concludes with two axioms of the selection of measures and a discussion of
limitations.
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1 Introduction

Today many firms as well as public institutions and governmental organisations are faced with
the problem to measure their organisational performance. Organisational performance is defined
as the ability of organisations to reach goas and hence fulfil expectations of stakeholders
(Milgrom & Roberts 1992, p. 22). As these goals and expectations are complex, organisational
performance is a multidimensional phenomenon. In this context several concepts of perform-
ance measurement, e. g. the Balanced Scorecard (Kaplan & Norton 1996) or the Performance
Pyramid (Lynch & Cross 1995) were developed and particularly the Balanced Scorecard enjoys
awide practical acceptance (e. g. Frigo & Krumwiede 19993, p. 1; Frigo & Krumwiede 1999b,
p. 43; Towers Perrin (1996), pp. 1f.; Itther & Larcker 1998a, p. 222).

Many authors have discussed the problem of selecting the right measures for organisational per-
formance. The spectrum of comments ranges from “you measure the most important things’
(Thor 1994, p. 8) to the demand that “the measures are easy to obtain” (Morgan 1998, p. 11).

This paper addresses the problem of selecting adequate measures to observe organisational per-
formance from an analytical point of view. For this purpose aforma model based on the multi-
task principal-agent theory that covers several aspects of the selection of measures will be de-
veloped. Existing models are analysed and developed further as extrinsic and intrinsic motiva-
tion, cost of measurement and uncertainty of measurement are integrated. Conceptual and
managerial implications of the resulting model which might support the improvement of per-
formance measurement systems will be discussed.

2 Sructureof the Problem

We will base our model on the multitask principal-agent theory, one of the most important en-
hancements of agency theory. In general, one principal (e. g. manager) and one agent (e. g. em-
ployee) act in multitask models. Karmann showed that under certain conditions multi-agent ap-
proaches could be reduced to single-agent multitask models (Karmann 1994). As opposed to
other agency approaches, the agent performs several tasks (e. g. innovation to improve the
product, service to make the product more convenient) on behalf of the principal that are al es-
sential for the final product of the organisation.

The tasks are partially substitutable; hence production is useless if the agent provides no effort
for one task at al. Finally the agent’s discomfort (work pain) is determined by his total effort
for al tasks (Holmstrom & Milgrom 1991). A general overview on multitask agency problems
is provided by Dewatripont et al. (Dewatripont et al. 2000).

The product is bought by a customer who pays the principal, whereas the price depends on the
agent’s effort intengities for the tasks. Therefore, the principal tries to influence the agent’s ef-
fort by monitoring and rewarding him. For simplification the number of tasks is limited to two
in any of the models discussed here.
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3 Literature Review

Several models that mutually agree on these fundamentals can be found in the literature (e. g.
Holmstrom & Milgrom 1991; Austin 1996; Bardsley 2001; Chambers & Quiggin 1996; Preyra
& Pink 2001; Luporini & Parigi 1996; La & Srinivasan 1993; Gersbach 1998; Slade 1996).
Two of them which correspond to our underlying problem of measuring organisational
performance will be reviewed in detail as we create our own model on their basis.

3.1 Holmstrom & Milgrom

One of the first multitask principal-agent models was created by Holmstrom & Milgrom (e. g.
Holmstrom & Milgrom 1991). They assumed that the agent can be motivated extrinsically only,
hence the principal can increase the effort that the agent provides with a performance-based
compensation. On the other hand the agent provides a basic effort even if he does not receive
any performance based compensation.

Two cases have to be considered:
e Theprincipa can measure the effort that the agent spends for both tasks.
e Theprincipa can measure the agent’s effort for one of the two tasks only.

If the principal monitors both tasks, any total effort combination can be realised. Hence the
first-best optimum can be reached.

In the second case, the principal can provide an extrinsic incentive to the agent for one dimen-
sion at best. Holmstrom and Milgrom argue that the optimal effort mix cannot be realised,
hence productivity declines and the principal deteriorates with partial supervision. Hence the
principal reaches his second-best optimum if he refrains from any supervision at all.

Holmstrom and Milgrom recommended avoiding measuring and rewarding organisational per-
formance if there is at least a single performance dimension where performance cannot be ob-
served. This tends to be true for amost any real life situation. Hence the model leads to the sug-
gestion to refrain from measuring organisational performance at al.

3.2 Austin

Further development was performed by Austin (Austin 1996) who introduced intrinsic motiva-
tion into his approach. He assumed an agent who is motivated both extrinsically and intrinsic-
aly, i. e. the agent is eager for money but also wants to make the customer happy.

Asin the Holmstrom & Milgrom approach two cases have to be considered:
e Theprincipa can measure the agent’s effort for both tasks.

e Theprincipa can measure the agent’s effort for one of the two tasks only.
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In the first case the first-best optimum can be realised by full supervision. This result is congru-
ent to the Holmstrom & Milgrom model.

A completely different finding is derived from the second case. If the principal offers an in-
centive for an effort in the measurable dimension, under certain conditions the agent will not
reduce his effort for the immeasurable task by the same amount. Hence the agent’s total effort
supply increases and, contrary to the Holmstrom & Milgrom model, the principal might im-
prove with partial supervision. Thisis the second best solution.

In contrast to Holmstrom & Milgrom’s conclusions Austin suggested to measure and reward
organisational performance even if there is a performance dimension where performance cannot
be observed. Hence Austin’s model supports the practical use of multidimensional performance
measurement systems (e. g. the Balanced Scorecard).

4 TheModd

The models of Holmstrom & Milgrom as well as Austin will be advanced by formally intro-
ducing cost and uncertainty of measurements. We will develop our model using a step-by-step
procedure whereas we restrict ourselves to two tasks to apply illustrative figures. First the basics
of the model will be discussed.

4.1 Basic Modd

Setup
An agent, aprincipal, and a customer act in our model’ s economy.

The agent provides effort for dimension x, and X, (e. g. innovation and service) by allocating
his total effort x to x, and x,, hence x=x, + X, . Furthermore the agent’s total effort capacity
islimited to X . The agent dislikes work, but if the principal hires him (and pays a fixed wage)
the agent will provide a basic effort “just not to be bored”. We will use a continuous and con-
tinuously differentiable cost function ¢(X)>0 to express the agent’s resentment to work. The

agent is indifferent concerning the alocation of his effort, hence V' ¢(x,%,)=c(x’,%,).

Hence, the agent does not strive for diversified work where he avoids exclusive effort for one
task. For a certain total effort X the cost function vanishes: ¢(X =(x,X,))=0:x +X, =X. In
addition the only local and global minimum of the agent’s cost function is a X and the cost

2

. d°c . : . ,
function is convex [F > OJ. Hence the function covers the increase of the agent’s utility with
X

an increase of effort to acertain level as discussed by Kreps (Kreps 1997, p. 361). Beyond X an
effort increase can be induced by supplying compensation to the agent.

The customer evaluates the usefulness of the agent’s effort mix. This will be considered by a
convex and monotonous set of preferences z(X =(x,, X, )). Hence the customer prefers equal
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effort combinations (e.g. X =(%-x,%-x)) compared to extreme combinations, e.g.
X =(0,x).

The principal obtains payment g(z) from the customer that depends on customer satisfaction.
Therefore, the principal’s income finally depends on the agent’s effort. The principal pays the
agent to induce him to work.

Both principal and agent can observe the customer’s preferences.

Behaviour

Based on the optimal alocation of a certain total effort a best-mix path can be calculated, that
includes the optimal allocation of any level of total effort:

D) X=(x,%,):Vmax g(z(x,x,)) st. X, +X, = X.

Within a graphical solution (see Fig. 1) the best-mix path is determined as a set of tangent
points for any total effort level and the customer’ s indifference curves.

X, A customer’s indifference curves best-mix path X
S .. .- .
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levels of agent’s effort supply X
Fig. 1: Example of a best-mix path

If the principal pays no performance-based salary the agent will supply abasic effort only. Asin
the basic model the agent is extrinsically motivated only, hence, the cost function covers any
source of motivation. Therefore, the agent will provide a total basic effort X that is at the
agent’s cost minimum: X = X . We will refer to this case as non-supervision as the principal does
not observe and reward the agent’ s effort.

The principal can induce the agent to increase his effort by offering a performance based
monetary compensation. To this end, instead of a fixed salary the principal uses an “all-or-
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nothing” contract that offers a salary if and only if the agent realises a certain effort level
X =(X,%,). The agent will comply, as otherwise he would have no income. We will refer to

this as supervision.

The extent of the principal’s budget used for compensating the agent (by a fixed or a perform-
ance-based salary) is S . Consistent to Holmstrom/Milgrom and Austin we consider the budget

to be exogenoudly fixed. Hence the principal’s budget for compensating the agent does not
depend on the agent’s effort. As our paper deals with the selection of measures within a
performance measurement system the motivational effects of an increase or decrease of the
overall compensation are not relevant.

4.2 Introducing Permanent Extrinsic and Intrinsic Motivation

In the Austin model the agent is intrinsically motivated by customer satisfaction when providing
an effort above the basic effort while he is not intrinsically motivated when selecting his basic
effort. To create a consistent model we will assume that the agent is intrinsically motivated in
both cases.

To include intrinsic motivation, a monotonous function f(z) will be used to describe how the

agent is motivated by customer satisfaction. Hence the agent’s general calculus considering the
extrinsic motivation through the compensation f is

(2 X:max f(z(X))—c(X)+ B st x +X, <X.

It will be used in the non-supervision case to determine the level of the agent’s basic effort X as
well asin the supervision case.

Now the agent is not indifferent concerning the effort alocation in general as he prefers equal
effort for both dimensions compared to extreme (e. g. no effort for service). Note that the agent
is personally still indifferent concerning the performance of the two tasks. The result of intrinsic
motivation is that he gives additional consideration to the customer’s needs. Therefore, the
agent prefers equal effort combinations compared to extreme combinations in congruence with
the customer’ s preferences. If the agent is not intrinsically motivated at all, as in the Holmstrom
& Milgrom-model, then f(z)=0.

According to (2), the necessary condition for the optimal basic effort (i. e. non-supervision,
hence afixed salary is paid) results:

@ v 0EX)-cX)+p) o
=12 0X;

We will not examine the sufficient condition in detail here. Because of their specification the
cost and utility functions possess maximaonly.
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4.3 Cost of Measurement

Until now information is free in the model. After the preceding discussion that resulted in a
consistent basic model cost of measurement will be introduced.

The principal has to measure the agent’s performance to provide a performance-based com-
pensation to the agent. The Holmstrom & Milgrom model does not consider the principal’s cost
to measure the agent’ s effort of a particular effort dimension at all. Austin postulates that a non-
observable effort dimension be characterised by high cost of measurement (Austin 1996, pp.
66ff.). On the other hand, his model does not explicitly consider cost of measurement. Baker
(Baker 2000) investigated how much an organisation should pay to develop better performance
measures.

Subsequently we will take nonrecurring cost m, (resp. m, ) into account that is incurred when
the principal measures effort for task x;, (resp. X,). Hence a completely non-observable meas-

ureis characterised by cost of measurement that approaches infinity.

Integrating cost of measurement the principal’s general calculusis:

@  max g(eX))-m, -m, -5.

As opposed to the Austin model were one effort dimension was assumed to be not observable at
al (infinite cost of measurement for that dimension) in our model the principa can potentially
observe any effort dimension. If he exercises this privilege and observes the effort dimension x,

(resp. X, ) the corresponding cost of measurement m, (resp. m, ) hasto be included in his cal-

culus.
Full supervision

Full supervision occurs when the principal observes and rewards both effort dimensions. By
using an “all-or-nothing” contract the principal demands X and, therefore, has to include both
m, and m, inhiscalculus. As stated in section 4.1, the principal will not increase his budget
for compensation but no longer offers a fixed compensation and spends the entire budget S for

the “all-or-nothing” contract. Hence the principal can improve hisincome with the bonus if

©  olzX)-m, -m, -p5> g(z(i' ))—,8.

To maximise his income that directly results from customer satisfaction the principal will de-
mand effort combinations on the best-mix path described by (1). Additionally (5) shows that, if
cost of measurement of at least one effort dimension is too high the principal cannot improve
with full supervision compared to the non-supervision case.
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Partial supervision

If the principal has to refrain from fully supervising the agent he still may increase his income
by an “all-or-nothing” contract for one selected effort dimension, even if the agent’s effort com-
bination will not be on the best-mix path.

For a more comprehensive presentation we will assume the principal to offer an “all-or-
nothing” bonus for the effort dimension x,. Hence there will be no performance-based com-
pensation for x,. Now the agent can only optimise his effort for the “free” effort dimension x, .

The agent’s calculus (2) applies, whilethe level of x, is predetermined:
6)  X:max f(z(X))-c(X)+B st x,+Xx,<X

The necessary condition for the optimal effort from the agent’s point of view according to (6) is

of (z(X)) 9c(X)
oX, X,

7 =0.

Again the sufficient condition will not be examined in detail.
If the principal will apply partial supervision by offering an “all-or-nothing” contract for effort
dimension x;, (demanding X;), cost of measurement m, are incurred. The principa will im-

prove by partial supervision compared to non-supervision if
(8) g(z()?))— m, — B3> g(z()z D— B.

4.4 Uncertainty of M easurement

So far we assumed the values measured by the principal for x; and x, to be certain. Now inac-
curacy of measurement will be integrated into the model by random variables x, and x,, re-

spectively, that represent the measured values of x, and Xx,, respectively. x, and x, are inde-
pendent, normally distributed with mean x, and x,, respectively, and variance o, * and o, *,
respectively.

The stochastic element of our model is different from that of the Holmstrom & Milgrom model.
While Holmstrom & Milgrom regarded the product that is generated by the agent to be deter-
mined by the agent’s effort and a random influence simultaneously, we will assume that the
product depends on the agent’s effort only, but the perceived values of the agent’s effort to be a
random variable. Hence the values of the agent’s effort that the principal observes are random
variables. Consequently, other variables like the customer satisfaction z that results from the
customer’s perception of the agent’s effort and the principal’s return g become random vari-

ables, too. Principal and agent also differ in their risk attitude as will be discussed in detail now.
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Setup

Here we assume the customer as well as the agent to be risk neutral. The customer’s utility
function is defined by u, (y)=y, and that of the agent by u,(y)=y. Both functions have an
Arrow-Pratt value of absolute risk aversion r, =r, =0 (Arrow 1970, pp. 90). The principal is
risk averse. His utility function can be described by a Bernoulli utility function with

d’us (y)

Behaviour

The principal no longer optimises hisincome but the utility that derives from hisincome. Hence
the principal’ s general calculusis

maxu, (g(zlx,, X, )~ m, ~m, — ).

According to the Bernoulli principal the expected utility E(u,(g(z(x,, x,))- m,_-m, - B))

and not the expected value E(g(z(x,, x,))—m, —m, — f) isthe decision variable.

This expected utility criterion can be transformed into an equivalent u - o -criterion with the

following u - o -objective function:

1
(9) V= E(y)_E‘O-y2 where y= g(Z(X11 XZ))_ mx1 - rn)(2 - ﬂ :
Hence the principal’s general calculusis

(10) max E(g(Z(XP Xz ))_ mx1 - rnx2 - ﬁ)_% Var(g(z(xl, Xz ))_ mx1 - rnx2 - ﬁ) .

X1, X

The customer’s and the agent’s calculi do not change as terms until equation (3) are still valid.
Hence the non-supervision case is not affected by the stochastic component.

Similar to (5) the principal can improve by full supervision if

1 x
(1) Eloletx x)-m, ~m, )5 varlg(ale x,)-m, -m, —)> o X )| 5.
The condition for partial supervision correspondingto (8) is

(12)  Elgletxx)-m, )~ valolex, x)-m, ~p)>o { X )} 5.
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45 Calibration

Until now our model has not been specified in great detail. Hence the results of the discussion
are not very specific. We will now assume more explicit functions to derive a more detailed un-
derstanding of the selection of measures to quantify organisational performance. The calibration
IS necessary, as otherwise there would be no explicit solution of several equations. It will also
be helpful to provide agraphical interpretation of the selection of measures.

45.1 Functional Assumptionsand Basic Model

Customer satisfaction will be represented by z(X )= x, - x, . Using a Lagrange function the best-

mix path X 1V max z(X) st. x, + X, =x can be caculated accordingly: X, = X, .

To consider the agent’s intrinsic motivation here we will use f(z)=a-z, where a describes

how strong the agent’s decisions are influenced by customer satisfaction. The agent should not
dislike customer satisfaction and he should not be overly philanthropic either, hence 0<a <1.

In addition the agent is characterised by a polynomial cost function c(X)=(x, + x, —d)*. We
assume there should be a certain X with ¢(X)=0, hence d >0. The level of effort the agent

will provide by any meansis described by d .

A linear function g(z) will be used to describe how much of the customer’s benefit the prin-
cipal skims. Subsequently we assume g(z)=b-z with 0<b<1. Therefore b describes the
price level for the product that principal and agent produce.

45.2 Introducing Permanent Extrinsic and Intrinsic M otivation

Considering the calibration (3) can be substantiated:

g axn e -ar)ep) oy
i=1,2 aXi
(33) a((a'xl'XZ_(X1+X2—d)2)+,3)

9 =a-X,—2-(x +x,-d)=0,and

(3b) a((a'xl'xz_(xl"'xz_d)z)"'ﬁ)

9 =a-x-2-(x,+x,-d)=0.

By equating (3a) and (3b) we obtain x, =X,. From utilising this identity in (3a) or (3b)

X =X, = —Z;CL results. As the cost minimal effort that results from the cost function ¢(X) is
a —_

X =X, +X, =d , the agent’s basic effort X :(—'—,—'—4) exceeds his cost minimal effort

for 0 <a<1. Hence an additional intrinsic motivation results in a higher basic effort while the
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budget S the principal spends for extrinsically motivating the agent does not influence the ba-

sic effort level.

45.3 Cost of Measurement

Following the structure of chapter 4.3 we will discuss the specification of our model in the full
and partial supervised case separately.

Full supervision

Using the optimal basic effort )2 = (—ﬂ—z—i) that resulted from the calibrated model,

equation (5) can be specified as the principal’s general calculus with full supervision. Accord-
ingly, the principal can improve by granting a performance based bonus to the agent, if
4.d?
2 ﬁ

5a b-X-X,-m -m -f>b——
( ) X1 2 Xq Xo ﬁ (a_4)

Because x; = x, appliesfor the best-mix path

(5b) X >\/ﬁ+%-(mﬁ+m&)

result. If cost of measurement disappear for both effort dimensions, the principal can improve
with every X =(X,,X,) at the best-mix path beyond the basic effort X. As the principal’s in-
come raises with increasing effort, the effort capacity is the limiting factor and the principal

demands X = (;;) from the agent.
(5b) also shows that if cost of measurement are too high, a performance based bonus could only

improve the principa’s income if he demands effort that is beyond the agent’s effort capacity.
Asthe agent will not supply this effort, the principal has to refrain from full supervision if

X, + X, > X

4-d? -
Z-Jm+%-(mxl+mX2)> X

x>  4d?
(mxl +mX2)> b-(j—m).

Hence high cost of measurement will force the principal to refrain from full supervision. Thisis
also trueif cost of measurement of even one dimension only istoo high.
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Partial supervision

The condition for optimal effort from the agent’s point of view (7) can be substantiated in the
calibrated model:

da-x X, 9c(x +x,—d)
0%, 0X,

=0

a-x—2-(x+x,-d)=0

(7a) X, =d+a%2-x1.

The scope of (7a) is bounded by the optimally alocated basic effort '>*<'1 :—:—d4, i.e the

agent’ s non-supervision optimum, and the non-negativity of x, . Hence —

The lower border of the interval resultsin X while the upper border leads to point E in Fig. 2.
For smaller x,, equation (7a) is not reasonably defined because the basic effort is not met, for

larger x, the agent supplies x, =0.

If the agent’s intrinsic motivation enhances, a increases. According to (7a) the agent will then
provide more effort for x, when x, is determined by the “all-or-nothing” contract. Hence the
overal organisational performance can improve with an increasing intrinsic motivation of the

agent. In Fig. 2 this results in a rotation of X around the intersection of X and the X, -axis.

Consequently )2 aswell as points B and C will result in better organisational performance.

The principal’s opportunities for improvement by partial supervision described by (8) can be
substantiated where X; is determined by the "all-or-nothing” bonus and x, is not observed by

the principal:

- a-2 - 4.d*
b-X - ld+2"“.% |-m - b2
xl( 5 xl) m, - > a4y Ji)

) [g+-9 )< 294 2
a-2) (a-4)-(a-2f b-(a-2) *

The solution of (8a) is:

d a’.d? 2 -
- ( + m, <X,

“a-2 \(a-47-(a-2¢ b-(a-2)

o4 a®-d? L2
a-2 \(a-4f-(@-2f b-(@a-2) ~

(8b)
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Eventually it has to be checked if the scope of (7a) covers the entire solution area of (8b) that is
true here.
Cost of measurement of m, =0 can be regarded as a special case because the area of valid X,

-2-d - 4.d

——— <X <+—————. The lower border of the interval results
(a-4) (a-2)-(a—-4)

is extremely large with

in )2 while the upper corresponds to point C in Fig. 2.

Astheinterval is open in the case with no cost of measurement m, the principal can improve
his income with some X, that are marginally larger than the optimally allocated basic effort X .
(8b) aso shows that the principal can be worse off in the case with cost of measurement m, if

~-a’-d* b
2-(a-2)-(a-4)
that the solution set of (8b) is empty, it isimpossible for the principal to improve his income by

he chooses X, too close to the optimally allocated basic effort. If m, >

measuring and rewarding the x, effort. The principa’s maximum income with

—_— 2 . 2 .
m, = a_-d”-b > and usage of the “all-or-nothing” bonus equals his income at the op-
b 2-(a-2)-(a-4)

timal allocated basic effort.

The principal will improve compared to non-supervision with any effort demand X, within the

interval of (8b). The best solution can be determined by maximising the left term of (8) subject
to (7). Hence the following criterion can be formul ated:

' of (z(X)) _ oc(X) .
X, X,

maxgld)-m, -4 st
With the calibration
m_axb-il-(d +a%2-il)— m, -

results. The necessary condition is

represented by point B in Fig. 2.
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The optimal X, is situated at the centre of the interval (8b) and is independent of the level of

cost of measurement m, . According to (7a) the agent will choose x, :% if the principa’s

“all-or-nothing” contract sets X, = P

a_
Fig. 2 isintended to illustrate some exemplary situations. The effort capacity X =10 is repres-
ented by X . The parametersaresetto d =4, a=0.5, and b= 0.8. The agent’s least cost com-
binations are situated at X . The basic effort is described by )2 .

Fig. 2 includes two different situations:

1. With cost of measurement (m,,m, )=(05), the principal can increase his income com-
pared to non-supervision if he observes and rewards both effort dimensions, i. e. imple-

menting full supervision. With every effort between D and X on the best-mix path X
the principal improves. From the principal’s point of view the optimum will be reached

a X =(55).
2. If cost of measurement are (mxl,mXZ ): (0,100) the principal cannot improve at the best-

mix path within the effort capacity as cost of measurement of dimension X, are too high.

Therefore, the principal will observe only one dimension and offers a performance-based
bonus for this dimension. Because of lower cost of measurement this will certainly be

X, . Every effort dimension that might be realised is situated at X . Although effort com-

binations beyond the intersection of X and the x-axis (point E in Fig. 2) can be

reached, the principal will not choose these as customer satisfaction is zero and the prin-

cipa’s utility is negative. With any effort combination between )A< and C the principal
can improve his income compared to the non-supervision case. The principal obtains his

maximal income with (x, X,) = (g : 2) a B.

Starting from cost of measurement (mxl,mXZ): (0,5) with increasing m, or m, , D approaches

X and more agent effort is necessary for the principal to improve. If the sum of m, and m,,

exceeds %4756 ~15.82, D relocates behind X at the best-mix path and the principal cannot im-

prove hisincome by fully supervising the agent at all.

When partial supervision occurs, with an increase of m, , the spread where the principa im-

proves compared to non-supervision reduces. Here the optimum B does not shift.
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X Agent’s least cost

2y combinations Agent’s effort capacity

Best-mix path

Principle’s optimum
with full supervision

Principle’s optimum
with partial supervision

Fig. 2: Exemplary summarisation of the model with cost of measurement

45.4 Uncertainty of Measurement

For the expected value in the principal’s general calculus considering the uncertainty of meas-
urement (9), (10), and (11) apply:

E(y)=E(g(x,,x,)-m, —m, —5)
E(y)=Elb-x,-x, -m, -m,_ - )
E(y)=b-E(x,-x,)-m, -m, -5
E(y)=b-E(x,)- E(x,)+b-cov(x;,x,)-m, —-m,_-23,

and as cov(Xx,,X,) =0 because of the independence of x, and X, :
E(y): b- E(Xl)‘ E(XZ)_ mx1 - mx2 _ﬂ
E(y):b'xl'XZ_rnx1 _mx2 _ﬁ'

The variance o, = var(y) can be calculated as follows:

var(y)=var(g(x,,x,)- m, -m, — 5)

var(y)=var(b-x, - x, -m, —-m, -p)

var(y)=b*-var(x, - x,)
and because of the independence of x, and X, :

var(y)=b? - (E(x,)? -var(x,)+ E(x,)? - var(x, )+ var(x, )- var(x,))

2 2 2 2 2 2 2
var(y)=b -(x2 0, +x% -0, +0,°0, )
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Hence the principal’s u - o -objective function is

1 2 2 2 2 2 2 2
(99) v:b-xl-xz—mxl—mXZ—ﬁ—E-b -(x2 0, +X o, +0, 0, )

Using the calibration, the criterion (11) when the principal improves with full supervision com-
pared to non-supervision can be substantiated:

(114) g(z()?))— m, —m, —[j_%.bz : (x22 .0X12 +x° .o-xZ2 +0X12 .0X22)> g(z(f())—ﬂ :

When non-supervision occurs, the agent’s basic effort §1 = §2 = —2'—d4 is not affected by a
a_

44>
2_ﬁ'

variance. Hence the level of the i - o -objective functionisv=Db- W
a —

The solution of (11a) is

2
X3

4-b-d?

S+m, +m, +1-b2~0'X2~0'
(a_4) 1 2 9 1

(11b) X >

b—;bz-(axlz +0,’)

If the variance of the measured values increases so that the denominator of the root gets negat-
ive the principal cannot improve by full supervision. The same applies if the root of (11b) ex-
ceeds half of the total effort capacity, i. e. if the cost of measurement of at least one effort di-
mension or the variance of both dimensions get too large.

The calculus of the risk neutral agent is not influenced by the stochastic component. Hence the
terms from (6) up to and including (7a) hold true.

As a specification of (12) the principal can improve hisincome by partial supervision compared
to non-supervision if

(128 glelX)-m, - -6 70,7 > g(z(i? ))—,B.

Using the functional assumptions

2
bxl(d +a%2-)(1)_mx1 _ﬁ_%.bz.(d +a;2.xl) .O-Xlz >sph. ———

results. The solution corresponding to (8a) is
16-b-d? (8- (a—2)+ (a—4))
~m-8-(a—2)-(a-4)-(-4+b-(a-2)o,?)
4-d-2.b-d-(a-2)-0,° JZ ~32:b%-d*-(a-2)*-0,
<
2

—4.(a-2)+b-(a—2) a b-(a-2)°-(a—4) -(—4+b-(<’=l—2)-<7x12)2

(12b) [x1 -

X
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Because of the complexity of (12b) we forego to transform it into an equation corresponding to

(8b). The transformation can be performed equivalent to the solution of (x — a)2 <bin x.

If the right term of (12b) gets negative the principal cannot increase hisincome by partia super-
vision. The improvement may fail because of a high variance of x, as well as of high cost of

measurement m, . Both effects mutually boost each other: with high cost of measurement the

critical level of the variance decreases and a high variance reduces the critical level of meas-
urement cost. This means that higher cost of measurement is justified if the variances of the
measured efforts are smaller and vice versa. The variances can be regarded as a measure for the
reliability of a performance measure that may be part of the quality of the performance meas-
urement system in general.

5 Conclusions

There are several models that make suggestions on the selection of measures to quantify organ-
isational performance. Based on the work of Holmstrom & Milgrom and Austin we developed a
formal model based on multitask principal-agent-theory that considers an extrinsically and in-
trinsically motivated agent, cost of measurement and the uncertainty of measurement.

If there are reliable measures for every performance dimension available that can be obtained at
reasonable cost, the first best solution can be realised. This is the intersection of the optimal al-
located effort (best-mix path) and the agent’s effort capacity. Hence we can formulate the first
axiom on the selection of measures to quantify organisational performance:

1. If every relevant effort dimension can be measured within an organisation at reasonable
cost and if high quality measures are available for every effort dimension, the organisa-
tion’s performance measurement system should observe and reward all effort dimen-
sions.

On the other hand the second best solution is more interesting and more relevant to rea life.
The second best applies if the first best optimum is out of range because of high cost of meas-
urement or a high variance of measures of at least one performance dimension. Depending on
the level of measurement cost, measure reliability and the agent’s motivation, organisational
performance can be improved by partial supervision (i. e. observing only one performance di-
mension). If these conditions are not true the second best is non-supervision (i. e. offering no
performance based compensation and leave the agent alone). Based on the quantitative analysis
in section 4.5.4 the corresponding axiom is:

2. If at least one relevant effort dimension can be measured within an organisation at reas-
onable cost and if high quality measures are available for that effort dimension, the or-
ganisation’s performance measurement system should observe and reward that effort
dimension.
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As aready noted in the introduction, the selection of measures for organisational performanceis
widely discussed with suggestions to use relevant measures only or proposals to choose meas-
ures that are easy to obtain. Our model suggests that both postulates

e measure what isimportant for an organisation’s long-term success, and
e measure what is easily measurable

are not as diametrical than previously thought, but have to be used simultaneously to select
measures. Kiefer & Novack, 1999, p. 26 held a different view (use axiom 1 only), as did
Feltham & Xie, 1994, pp. 431ff.

The demand to use a balanced set of measurements to measure organisational performance is
widespread in the literature (Vitale & Mavrinac & Hauser 1994, p. 13; Kaplan & Atkinson
1998, p. 375 and others). While it is compatible to the first axiom, there is at least partial dis-
agreement with the second axiom. Axson’s 1999, p. 8 opinion that it is unrealistic to strive for a
balanced set of measures but to strive for tailored measures that meet an organisation’s needs
confirms the second axiom.

We found that the agent’ s motivation is very important when choosing measures to quantify or-
ganisational performance.

If the agent corresponds to the average human being of McGregor’s “theory X” (McGregor
1960) that dislikes work, the manager should refrain from measuring organisational perform-
ance at al if there is at least one relevant performance dimension that cannot be measured at
reasonable cost or with reliable measures. As there will always be a performance dimension in
real life organisations that is difficult to measure, performance measurement systems such as the
Balanced Scorecard would become counter-productive.

If the agent represents an average human being that corresponds to McGregors “theory Y” i. e.
that regards work as a source of satisfaction as well as of pain to be avoided, a completely dif-
ferent suggestion on the selection of performance measures will be derived. Now managers
should not be afraid of declining overall performance if they do not have reliable measures that
are easy to obtain for every performance dimension. Even if some relevant information is not
available organisational performance might improve by using a performance measurement sys-
tem.

The model also showed that if the agent’s intrinsic motivation can be increased, organisational
performance will improve. This holds true for partial supervision as well as for non-supervision
while for full supervision the agent’ sintrinsic or extrinsic motivation isirrelevant.
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Limitations

Baiman 1990, pp. 344ff. formulated three criticisms of the principal-agent theory in general:
e realism of the assumptions of principal-agent models,

e simplicity of the models analysed, and

e complexity of the results.

In the following we will analyse each of these points further.

Most of the functional assumptions we used during the development of the model are arbitrary.
Partly these assumptions simplify, e. g. specific functions for customer satisfaction z(X) or

agent motivation f(z). Partly these assumptions affect the type of the model’s implications ex-

tensively, e. g. the principal’s, agent’s, and customer’s risk behaviour. The irrelevance of the
total amount of rewards is another assumption that is not very close to redlity.

Similar to the Austin model, our model contains cases where the agent provides effort although
histotal utility is negative. To eliminate this shortcoming, the cost of inducing an increase in ef-
fort has to be integrated into the model. Even under full supervision the principal might not
strive to achieve the agent’s effort capacity, as it will be too expensive. Integrating cost of in-
ducing effort increase do affect the total amount of effort spend, but do not affect the model’s
implications concerning the selection of measures. Hence we assumed the total amount of re-
wards to be constant.

Our model is a simplifying image of redlity. For instance, we do not consider interactions on la-
bour, commodity and financial markets. Likewise we neglect several aspects of behavioural
theories such as trust and fairness (see similar Baiman 1990, pp. 344ff.).

Baiman’s criticism on the complexity of results of agency analysis focuses on the type of con-
tracts between principal and agent that cannot be observed in reality. Our focus was not so
much on contracts but on measures of a performance measurement system. We conclude with
two normative axioms how measures to quantify organisational performance should be selected
by demonstrating the effect of measurement cost, intrinsic and extrinsic motivation and the un-
certainty of measurement.



On the Selection of Measures to Quantify Organisational Performance 19

Refer ences

Arrow, K. J. (1970): Essays in the theory of risk-bearing. Amsterdam, London : North-Holland,
1970.

Austin, R. D. (1996): Measuring and Managing Performance in Organizations. New York :
Dorset House, 1996.

Axson, D. A. J. (1999): The Fastest Route to Right Answers : Refining Approaches for Better
Decision-Making through Performance Reporting. In: Srategy & Leadership 27(1999),
iss. 3, pp. 6-10.

Baiman, S. (1990): Agency Research in Manageriad Accounting: A Second Look. In:
Accounting, Organizations, and Society 13(1990), iss. 4, pp. 341-371.

Baker, G. (2000): The Use of Performance Measures in Incentive Contracting. In: American
Economic Review 90(2000), iss. 2, pp. 415-420.

Barddley, P. (2001): Multi-task agency: a combinatorial model. In: Journal of Economic
Behavior & Organization 44(2001), pp 233-248.

Chambers, R. G. & Quiggin, J. (1996): Non-point-source pollution regulation as a multi-task
principal-agent problem. In: Journal of Public Economics 59(1996), pp. 95-116.

Dewatripont, M. et a. (2000): Multitask Agency Problems. Focus and Task Clustering. In:
European Economic Review 44(2000), pp. 869-877.

Feltham, G. A. & Xie, J. (1994): Performance Measure Congruity and Diversity in Multi-Task
Principal/Agent Relations. In: The Accounting Review 69(1994), iss. 3, pp. 429-453.
Gersbach, H. (1998): On the Equivalence of General and Specific Control in Organizations. In:

Management Science 44(1998), iss. 5, pp. 730-737.

Holmstrom, B. & Milgrom, P. (1991): Multitask Principal-Agent Analyses: Incentive Contracts,
Asset Ownership, and Job Design. In: Journal of Law, Economics, and Organizations
7(1991), spring issue, pp. 24-52.

Kaplan, R. S. & Atkinson, A. A. (1998): Advanced Management Accounting. 3@ ed. Upper
Saddle River : Prentice Hall, 1998.

Kaplan, R. S. & Norton, D. P. (1996): The Balanced Scorecard : Trandating Strategy into
Action. Boston : HBS Press, 1996.

Karmann, A. (1994): Multiple-task and multiple-agent models: Incentive contracts and an
application to point pollution control. In: Annals of Operations Research 54(1994), pp.
57-78.

Kiefer, A. W. & Novack, R. A. (1999): An Empirical Analysis of Warehouse Measurement
Systems in the Context of Supply Chain Implementation. In: Transportation Journal
38(1999), iss. 3, pp. 18-27.

Kreps, D. M. (1997): Intrinsic Motivation and Extrinsic Incentives. In: American Economic
Review 87(1997), iss. 2, pp. 359-364.



20 On the Selection of Measures to Quantify Organisational Performance

Lal, R. & Shrinivasan, V. (1993): Compensation Plans for Single- and Multi-product
Salesforces: An application of the Holmstrom-Milgrom Model. In: Management Science
39(1993), iss. 7, pp. 777-793.

Luporini, A. & Parigi, B. (1996): Multi-Task Sharecropping Contracts: the Italian Mezzadria.
In: Economica 63(1996), pp. 445-457.

Lynch, R. L. & Cross, K. F. (1995): Measure Up! How to Measure Corporate Performance, 2™
ed. Cambridge A : Blackwell, 1995.

McGregor, D. (1960): The Human Sde of Enterprise. New York : McGraw-Hill, 1960.

Milgrom, P. & Roberts, J. (1992): Economics, Organization and Management. Englewood
Cliffs: Prentice Hall, 1992.

Morgan M. W. (1998): Improving Business Performance: Are You Measuring Up? In: Manage
49(1998), iss. 2, p.10-12.

Preyra, C. & Pink, G. (2001): Balancing incentives in the compensation contracts of nonprofit
hospital CEOs. In: Journal of Health Economics 20(2001), pp. 509-525.

Slade, M. E. (1996): Multitask Agency and Contract Choice: An Empirical Exploration. In:
International Economic Review 37(1996), iss. 2, pp. 465-486.

Thor C. G. (1994): The Measures of Success : Creating a High Performing Organization. Essex
Junction : Wight, 1994.

Vitde, M. & Mavrinac, S. C. & Hauser, M. (1994): New Process/Financial Scorecard: A
Strategic Performance Measurement System. In: Planning Review 22(1994), iss. 4, pp.
12-16, 44.



21

Dresden University of Technology

Department of Economics

Previoudly published in the series,Dresden Paper s of Business Administration®

Lfd. Nr. [ Autor /Autoren Titel
65/02 Thomas Ginther On the Selection of Measures to Quantify Organisational
Michael Griining Performance
64/02 Edeltraud Gunther Konzeptionelle Grundsétze der Umweltleistungsmessung in kleinen
Wolfgang Uhr und mittleren Unternehmen
Susann Kaulich
Claudia Heidsieck (Hrsg.)
63/02 Edeltraud Gunther Umweltlei stungsmessung
62/02 Stefan Muller Interkulturelle Kommunikation
Martin Kornmeier
61/02 Hermann Locarek-Junge Beurteilung der Bilanzierungsvorschriften fiir Aktienoptionsplane
Kathrin Imberger
60/02 Thomas Ginther Measuring Performance: A Cross-Sectional Empirical Survey
Michael Griining
59/02 Hermann Locarek-Junge Die Eignung des Earnings Yield Gap zur Vorhersage von
Aktienmarktkorrekturen
58/02 Hermann Locarek-Junge Fallstudie — Konzeption einer Wirtschaftsférde-rungsgesell schaft
Kathrin Imberger zur Forderung kleiner und mittelstandischer Unternehmen im Raum
Leipzig
57/01 Hermann Locarek-Junge Die Messung des Marktrisikos von Portfolios aus Aktien und
Mario Stral3berger Aktienoptionen
Ralf Prinzler
56/01 Rainer Lasch | dentifikation, Bewertung und Auswahl von Lieferanten
Christina Janker
Christina Friedrich
55/01 Rainer Lasch Electronic Procurement: Internet-basierte Optimierung von
Beschaffungsprozessen
54/01 Birgit Benkhoff Erklarungsansétze fir die Mitarbeiterzufriedenheit mit
Klaus Kihn Arbeitszeitregelungen
AngelaHuhle
53/01 Niklas Wagner A Market Model with Time-Varying Moments and Results on
Neuer Markt Stock Returns
52/01 Edeltraud Gunther Environmental Performance Measurement — Descriptive
Anke Sturm Assessment
51/01 Thomas Ginther Methods for the Valuation and Measurement of |ntangible Assets
Sandra Kirchner-Khairy
Annikka Zurwehme
50/01 Edeltraud Gunther Integration des I nstrumentes Environment-oriented Cost
Ralf Wollmann Management in die Controllingprozesse von Unternehmen in
Entwicklungsléndern
49/01 Stefan Mller I nternationalisierung von Dienstlei stungsunternehmen

Martin Kornmeier,




22

48/01 Stephan Beller Menschliches Fehlverhalten im Wertpapierhandel
Hermann Locarek-Junge
47/01 Edeltraud Gunther Rollenspiel zum Umweltmanagement
Oliver Schill
Heiko Schuh
Paola Thomas
46/01 Edeltraud Gunther Environmental Performance Measurement als I nstrument fir
Anke Sturm nachhaltiges Wirtschaften
Paola Thomas
Wolfgang Uhr
45/01 Heiko Schuh Entscheidungsverfahren zur Umsetzung einer nachhaltigen
Entwicklung
44/00 Thomas Gunther Performance M easurement-Systeme im praktischen Einsatz
Michael Griining
43/00 Udo Buscher Optimale Koordination in unternehmenstibergreifenden
Logistiksystemen
42/00 Ronald Bogaschewsky Optimizing Multi-Stage Production with Constant Lot Size and
Udo Buscher Varying Number of Unequal Sized Batches— Proof of Convexity of
Gerd Lindner Total Cost Function
41/00 Edeltraud Gunther Valuetion of eco-related consequences
40/00 Edeltraud Gunther Aufgaben- und Organisationsstruktur der Umweltpolitik in der
MajaKrebs Bundesrepublik Deutschland
39/00 Edeltraud Gunther Definitionen, Konzepte, Kriterien und Indikatoren einer
Heiko Schuh nachhaltigen Entwicklung
38/00 Edeltraud Gunther Decision-Oriented Implementation of Sustainable Development —
Heiko Schuh Empirical Analysis of the Public Water Supply and Waste Water
Disposal in the Free State of Saxony
37/00 Stefan Muller Marken- und Produktpiraterie
Martin Kornmeier
36/00 Hermann Locarek-Junge Konzeptionelle und statistische Grundlagen der portfolioorientierten
Stefan Huschens Kreditrisikomessung
35/00 Edeltraud Gunther Standardisation of Cost Accounting for Cost-Benchmarking
Oliver Schill
Heiko Schuh
34/99 Mario Stral3berger Ergebnisermittiung im globalen Eigenhandel der Banken
33/99 Thomas Glnther Markenmanagement — State of the Art — Auswertungsbericht -
Catharina Kriegbaum
32/99 Edeltraud Gunther Entscheidungsorientierte Umsetzung einer nachhaltigen
Heiko Schuh Entwicklung - Empirische Analyse fir 6ffentliche
Wasserversorgung und Abwasserbeseitigung im Freistaat Sachsen -
deskriptiver Auswertungsbericht
31/99 Edeltraud Gunther Environmental Performance Measurement
Anke Sturm (Umweltleistungsmessung) — Deskriptiver Auswertungsbericht -
30/99 Ronald Bogaschewsky Simultanplanung von Fertigungs- und Transportlosgrofien in
Udo Buscher mehrstufigen Fertigungssystemen
Gerd Lindner
29/99 Hermann Locarek-Junge Einsatz und Risikocontrolling von Derivaten in deutschen

Friedrich Riddermann
AnjaBerndt

Versicherungsunternehmen




23

28/99 Hermann Locarek-Junge Die Bedeutung des Internet fur Investor Relations: Eine
Friedrich Riddermann Untersuchung fur die DAX-Gesellschaften
Cornelia Sonntag

27/99 Stefan Muller Irrungen und Wirrungen der Standort-Diskussion
Martin Kornmeier

26/99 Stefan Miller Protektionismus und Korruption
Martin Kornmeier

25/99 Stefan Muller Faktoren des Erfolgs auf dem indischen Markt
Katja Gelbrich

24/99 Ronald Bogaschewsky Simultanplanung von Fertigungsl osgrof3e und Transportlosgrofen in
Udo Buscher einstufigen Fertigungssystemen
Gerd Lindner

23/99 Thomas Glinther Profit versus value based performance measures — an empirical
Bert Landrock investigation based on the correlation with capital market returns for
Thomas Muche German DA X-100 companies

22/99 Ronald Bogaschewsky Effizienzbetrachtungen in der Theorie der betrieblichen Produktion
Ulrich Steinmetz — Eine kritische Analyse

21/99 Stefan Miller Interkulturelle Kompetenz und Erfolg im Auslandsgeschéft: Status
Katja Gelbrich guo der Forschung

20/99 Dirk Meif3ner Technologietransfer von Universititen

19/98 Roland Rollberg Interdependenzen in der Unternehmensplanung

18/98 Hermann Locarek-Junge Stock Option Plan: Eine Form der erfolgsorientierten Entlohnung
Kathrin Wels auch in Deutschland?

17/98 Hermann Locarek-Junge Electronic Banking: Das Chancenpotential neuer Medien
Manfred Schwaiger

16/98 Hermann Locarek-Junge Hedging Vega Risk with the VOLAX future — Some first Results
Randolf Roth

15/98 Ronald Bogaschewsky Wissensorientiertes Management - Eine kritische Literaturanalyse

14/98 Hermann Locarek-Junge Die Bestimmung des Portefeuillerisikos bei nichtlinearer Wirkung

der Risikofaktoren

13/98 Catharina Kriegbaum Valuation of Brands - A Critical Comparison of Different Methods

12/98 Thomas Glnther Time-oriented Cost Accounting - The Missing Link between Cost
Jukka Pellinen Accounting and Strategy
Jochen Fischer

11/98 Friedrich Riddermann Bewertung von Absicherungsgeschéften mit Derivaten in
Mario Stral3berger Deutschland

10/97 Hermann Locarek-Junge Zur Beurteilung der Ausschiittung mit nachfolgender Wiedereinlage
Peter van Aubel im Lichte geplanter Steuersatzanderungen

9/97 Hermann Locarek-Junge Vaue-at-Risk-Schétzung mit Mixture Density Networks
Ralf Prinzler

8/97 Ronald Bogaschewsky K ostenorientierte Optimierung logistischer Kunden-
Holger Mller Lieferantenbeziehungen
Rollberg, Roland

7197 Ronald Bogaschewsky Analyse der Ubertragbarkeit der GoB von der Finanz- auf die
Anke Ludwig Umweltdatenerfassung

6/96 Ronald Bogaschewsky Modellierungsansétze fur die Ablaufplanung unter besonderer
Dirk Sackmann Berlcksichtigung der Halbleiterfertigung

5/96 Stefan Miller Motive und Unternehmensziele: Einflu3faktoren der

Martin Kornmeier

einzelwirtschaftlichen Internationalisierung




24

4/95 Ronald Bogaschewsky Die Bewertung logistischer Zuliefer- Abnehmer- Beziehungen
mittels eines L ogistikkostenmodells
3/95 Stefan Muller Abhangigkeit internationaler Markteintrittsstrategien von
Martin Kornmeier Merkmalen des Auslandsmarktes - Der in der deutschsprachigen
Literatur dokumentierte Erkenntnisstand -
2/95 Stefan Muller Marktforschung fr Finanzdienstleistungen
Florian Lohmann
Daniela Schwarz
194 Stefan Muller Internationales Marketing - Eine interkulturelle Perspektive

Martin Kornmeier




