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On the Measurement of business Performance in
Strategy Research: A Comparison of Approaches

Abstract

Based on the conceptualization of business performance (in financial

and/or operational terms), and the use of two commonly used data sources

(primary and/or secondary), a classif icatory scheme highlighting ten

different measurement approaches is developed. The benefits and limi-

tations of each of these approaches are discussed with a view to urge

strategy researchers towards (i) adopting a comprehensive concep-

tualization of performance througn the incorporation of both financial

and operational criteria; and (ii) collecting data from multiple data

sources to enhance the quality of operationalization. Additionally,

key methodological issues in relation to each approach are noted.
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'Performance ' —being a central theme for both normative and

descriptive research in strategic management— is of interest to both

academic scholars and practitioners. While prescriptions for improving

and managing organizational performance are widely available (see, for

instance Nash, 1983), the academic community has been preoccupied with

discussions and debates around issues of terminology, levels of analy-

sis (i.e., individual, work-unit, and business, as a whole), and concep-

tual bases for assessment of performance. Organizational effectiveness,

which is a concept broader than organizational performance, has been a

subject of extensive writing (see especially Campbell, 1977; Connolly,

Conlon Sc Deutsch, 1980: Goodman & Pennings , 1977; Hannan, Freeman

& Meyer, 1976; Kirchoff, 1977; Steers, 1975; 1977). With the volume

of literature on this topic continually increasing, there appears to be

little hope of reaching any agreement on basic terminology, and defini-

tions. As Kanter and Brinkerhoff noted, "Some leading scholars have

expressed impatience with the very concept of 'organizational effective-

ness,' urging researchers to turn their attention to more fruitful

fields'* (1981; p. 321).

The option to move away from defining "effectiveness" or

"performance" is not a real one for strategy researchers. Hence, it is

necessary that we continue to direct our attention to this topic so that

we can move towards arriving at some consensus. However, the purpose

of this paper is not to suggest alternative ways of defining this fuzzy

concept nor to discuss conceptual issues underlying organizational per-

formance (interested readers are directed to a recent discussion by Ford

& Schellenberg , 1982). Instead, the focus is on the measurement of



performance once the conceptual definition has been decided upon by

the researcher.

More specifically, the aim is to provide a classif icatory scheme

to enable strategy researchers to compare and contrast the different

approaches to the measurement of business performance, prior to choos-

ing a particular measurement approach. In addition, salient methodolo-

gical issues relevant to each measurement approach are highlighted.

Our perspective here is not a multi-disciplinary one, but is

restricted to the concerns of the strategic management discipline.

Since organizational performance is a complex topic, a multi-

disciplinary perspective is unlikely to move the discussion on measure-

ment beyond highlighting the fundamental differences in terminology and

assumptions existing among the various disciplines. We acknowledge, as

Hofer (1983) noted that "...it seems clear that different fields of

study will and should use different measures of organizational perfor-

mance because of the differences in their research questions." (For a

comprehensive discussion on the 'determinants' of organizational per-

formance from a multi-disciplinary perspective, readers are directed to

Lenz, 1981.)

We use the term 'business performance' deliberately to underscore

the perspective of the strategic management discipline and to distinguish

it from broader notions of 'organizational performance'—which has been

conceptualized using many differing perspectives such as the goal

approach (Etzioni, 1964), the systems resource approach (Yuchtraan ct

Seashore, 1967) and the process approach (Steers, 1977).
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Consequent ly , this paper focuses on the measurement of business

performance in strategic management research with a view to comparing

and contrasting the different available approaches. It is intended to

complement recent discussions on the operationalization of key strate-

gic management concepts such as organizational strategy (Ginsberg,

1984; Snow & Hambrick, 1980), business-level strategies (Hambrick,

1980), diversification patterns (Pitts & Hopkins, 1982) and organi-

zational slack (Bourgeois, 1981).

Alternate Approaches for the
Measurement of Business Performance

Most conceptualizations of business performance have generally

tended to focus on financial performance indicators such as sales

level, sales growth, profitability and stock price. This is in line

with a prevalent view that business strategies are aimed at enhancing

the economic value of the firm (or, business). However, there are

increasing concerns that operational performance indicators such as

market share position, new product introduction, product quality,

operating efficiency, societal welfare, etc. should also be considered

to broaden the concept of business performance.

On the other hand, sources of data on these characteristics of

business performance have either been primary (e.g., data collected

directly from organizations) or secondary (e.g., data from publically

available records). Using the conceptualization of business perfor-

mance and data sources as two basic, but different dimensions of the

overall process of business performance measurement, a four-celled

classif icatory scheme (shown in Figure 1) is developed.
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INSERT FIGURE 1 ABOUT HERE

Figure 1 presents four "within cell" approaches (numbered 1 through

4) and six "across ceLl" approaches—covering two adjacent cells

(labeled A through F) . These together represent ten basic alternate

approaches available for measuring business performance. Measurement

approaches encompassing more than two eel Ls can be depicted as combina-

tions of these basic approaches and are not treated separately. These

measurement approaches are briefly discussed below under two general

headings— 'wi thin-cell ' and 'across-cel 1
' approaches.

Vi thin-Cel l Approa

c

hes

As Figure 1 indicates, four of the ten approaches are restricted to

operat ionalizations within a particular cell. For example, in Cell 1,

the operat ionalizing scheme for business performance entails collecting

only financial performance data from secondary sources (e.g., Beard &

Dess, 1981; Rumelt, 1974), while in Cell 2, the focus is on eliciting

financial data directly from target organizations (e.g., ROI in PIMS-

based studies). In Cells 3 and 4, the focus is on operational indicators

collected from secondary sources (e.g., market share data in Schendel &

Patton, 1978) and primary sources (e.g., data on market share positions

in PIMS-based studies) respectively. It is readily apparent that these

four approaches have a limited and narrow perspective on the concept of

business performance. Hence, it is encouraging to note that only a few

attempts at operationalizing business performance in strategy research

have been restricted to these "within cell" approaches.
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Across-Cell Approaches

The other six approaches for measuring business performance (which

cut across two adjoining cells of the matrix) represent significant

improvements in the degree and quality of operationalizat ion. For

example, the approach represented as (A) has a marked measurement

focus, since it attempts to check, for the degree of consistency in the

operationalization between two different data sources. Viewing the

different sources of data as distinct 'methods' within Campbell and

Fiske's (1959) filul ti-Trai t-Mul t i-Method (MTMM) framework, convergent

validity requirements of measurement can be addressed.

Convergent validity, when assessed by employing two 'maximally dif-

ferent methods' (such as the two data sources depicted in Figure 1),

enhances the quality of operationalization, especially since there is a

widespread belief tnat managers, in general, are likely to overrate

their performance. An illustration of the use of this approach (A) can

be seen in a study by Venkatraman and Ramanujara (1985a). Data on three

performance indicators—sales growth, profit growth, and ROI—collected

from two different data sources—primary assessments by executives, and

published data—were found to be significantly correlated, thus pro-

viding support for the convergent validity of measures.

In contrast, the approach represented as (B) in Figure 1 reflects

theoretical considerations in the sense of attempting to operationalize

an enlarged conceptualization of business performance by collecting

data on both financial and operational criteria from secondary sources.

An illustration of this measurement approach (B) can be seen in Schendel

and Patton's (1978) development of a simultaneous-equation model of
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corporate strategy focusing on multiple performance criteria such as

return on equity (ROE), market share, and efficiency. Financial measures

(i.e., ROE) and operational measures (i.e., market share and efficiency)

were assembled from the COMPUSTAT data base, which is a widely-used

secondary data source for strategy research (see Glueck & Willis. 1979),

and other secondary data sources on tne brewing industry.

The measurement approach labeled (C) is analogous to (A) except

that the focus is on operational indicators rather than financial

indicators, with tne aim of assessing tne degree of method-convergence.

However, a review of various operationalizations of performance in

strategic management research indicates that researchers have not yet

adopted such an approach. Although the required analytical procedure

is the same as one adopted by Venkatraman and Ramanujam (1985a) in

scheme (A), the task of obtaining secondary data on operational indica-

tors like market share, which are largely free of aggregation biases

and definitional problems, is an uphill one.

The measurement approach denoted as (D) is similar to (B), with a

focus on both financial and operational indicators, but with data

obtained from primary sources. Bourgeois' (1980) study and Gupta and

Govindarajan's (1984) study, which collected perceptual primary data

on both financial and operational indicators of performance and the

broader conceptualization of performance in the PIMS data base (see

Woo & Willard, 1983) are illustrations of this approach.

The measurement approach termed (E) calls for collecting data on

financial indicators from secondary sources and on operational indica-

tors from primary sources. Such an approach is appropriate when a
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broader conceptualization of business performance is needed for address-

ing the specific research questions, but data on financial performance

may not be forthcoming from primary sources due to reasons of confiden-

tiality, sensitivity, etc. On the other hand, measurement approach

(F), the converse of (E), which calls for financial data from primary

sources and operational data from secondary sources, although concep-

tually a feasible one, is unlikely to be employed. This is mainly

because if financial data are forthcoming from primary sources, it is

also likely that operational data could be obtained from the same

source than look elsewhere and be concerned with issues such as com-

patibility, level of analysis, etc.

A Comparison of Alternative Approaches

A classif icatory scheme such as the one presented in Figure 1 is

only partially useful, unless it serves as the basis to compare and

contrast the different measurement approaches as also develop a set

of recommendations to assist strategy researchers in the process of

operationalizing business performance. Towards this end, a summary

of key benefits and limitations of the ten measurement approaches deve-

loped in the previous section is provided in Table 1. Additionally, it

lists key methodological issues and illustrative studies adopting these

measurement approaches.

INSERT TABLE 1 ABOUT HERE

An analysis of Table 1 further highlights that the four

"within-cell" approaches are limited either in terras of their coverage
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of the domain (i.e., financial indicators o_r operational indicators)

or in terms of the use of a single data source (i.e., primary or secon-

dary). The limitations of these approaches become apparent when they
»

are compared with the "across-cel 1" approaches to measuring business

performance. Consequently, one of these approaches is to be considered

o nly if none of the "across-cel 1" approaches can be adopted.

Stated differently, the "across-cel 1" approaches—labeled, (A)

through (E) [omitting (F) for reasons indicated earlier]—should be

first considered. Table 1 highlights that approaches (A) and (C) have

the benefits of providing a systematic basis to assess "method con-

vergence" using different data sources, while approaches (B) and (D)

seek to enlarge the conceptualization of business performance within

the context of one type of data source. Key methodological issues

arising in the context of using one of these "across-cel 1" approaches

are highlighted below, while Table 1 lists additional issues.

Use of Different Data Sources through (A) or (C)

The use of different data sources implies a fundamental motivation

to examine the degree of convergence between data from alternate

sources. A key data-analytic issue, then, is: How does one examine

the degree of convergence? The most popular approach is to examine

the magnitude and the level of statistical significance of association

(i.e., correlation) between the two sets of data. Such an approach

underlies Campbell and Fiske's (1959) criterion for convergent valid-

ity in the MTMM matrix, viz., that the correlation (i.e., validity)

coefficients should be "sufficiently large" and statistically dif-

ferent from zero.
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An analysis of the degree ot association between two measures,

while providing an indication ot the degree to which the two measures

covary, does not address the issue or substi tutabi ii ty or interchange-

ability of measures. This is important since researchers examining

convergence between measures to assess the quality of their operationa-

lization may elect to use one or the other, but not necessarily both,

when subsequently examining theoretical relationships. Consequently,

evaluating the equivalence of different operat ionalizat ions emerges as

a key issue.

The interchangeabili ty of alternate measures can be assessed in at

least two ways. One calls for checking whether the two measures are

not only correlated but also proportional to each other. A positive

correlation between the two measures is a necessary but not a suf-

ficient condition for the interchangeability of measures. Smyth,

Boyes , and Peseau in their study employing alternate measures of firm

size note "that irrespective of whether alternative measures of firm

size are perfectly correlated in their actual values or in their

logarithms the measures may only be interchanged under the restrictive

condition that the measures are proportional to each other" (1975; p.

7, emphasis added).

The other method calls for employing the two measures as alternate

operationalizations within the same measurement model. By evaluating

the measurement model with the restricted condition of equivalence of

measures and comparing it with an unrestricted model, the appropriate-

ness of the equivalence criterion can be ascertained (see Venkatraman
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& Ramanujara, 1985b for an empirical evaluation of the equivalence of

Li'<ert-type and Gut tman-type scales in strategic planning research).

If the interchangeabili ty condition is not satisfied, the

researcher is faced with the task, of deciding between the alterna-

tive operationalizations . While one could base the decision on

researchers' gut-feel and intuition about the data quality, a more

systematic approach is to examine the level of measurement error in

the different operationalizations. This can be analyzed using struc-

tural equation models (see Joreskog it Sorbura, 1979 for an overview

of this approach and Bagozzi , 1980 for illustrations of comparing

levels of measurement error in different operationalizations). An

illustration which is more relevant to the present discussion using

the same methodology can be seen in Venkatraman and Ramanujam

(1985a)—where the relative superiority of data from one source over

corresponding data from the other source was systematically evaluated

for different dimensions of business economic performance.

but, what can be inferred if convergence between different opera-

tionalizations is not observed? Does it imply that the obtained data

on performance is "inferior" or does it reflect differences in other

aspects such as the definition of performance or the level of aggrega-

tion? Researchers can pursue at least two different courses at this

stage. One is a methodological option of decomposing the variance in

measurement into trait, method, and random error components (Joreskog

& Sorbum, 1979). This aids in identifying if systematic biases due

to method differences contribute to the lack of convergence. The other

option is a conceptual one, which attempts to see if definitional
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differences or aggregation problems could have contributed to the

observed result. By pursuing both options simultaneously, significant

improvements can be made for subsequent efforts at business perfor-

mance measurement. Other significant methodological issues in the

context of employing these two approaches, viz., (A) or (C) are noted

in Table 1.

Use of a Broader Conceptualization of

Busine ss P e rformance Through ( B) o r _(D_)_

The adoption of measurement approach (B) or (D) reflects a need to

conceptualize business performance in terms broader than economic

performance. Here, the key issue relates to the dimensionality of the

business performance construct. Researchers, recognizing the complexity

of business performance have generally conceptualized it in multi-

dimensional terms. But, in research settings, the operationalizations

of business performance have largely tended to be uni-dimensional

.

When measurement approach (3) or (D) is adopted, it is necessary

to be particularly sensitive to the issue of dimensionality of busi-

ness performance. This is mainly because a uni-dimensional composite

of a multi-dimensional concept such as business performance tends to

mask the underlying relationships among the different subdimensions

.

More specifically, strategy researchers' attention need not be repeatedly

drawn to the conflicting nature of performance dimensions such as long-

term growth and short-terra profitability, and the associated problems

of combining them into one composite dimension of performance. Schendel

and Patton (1978) highlight the need to make differential resource

allocations depending upon the desired performance criterion, viz.,



-14-
«

ROE, market share, or efficiency, while Kirchoff and Kirchoff (1980)

provide an empirical illustration of the dilemma of pursuing differen-

tial (and sometimes, conflicting) strategies to achieve long-term and

short-term performance criteria.

The dimensionality issue is more formally addressed in a recent

study by Woo and Willard (1983) through a factor-analytic framework

and using performance data from the PIMS program. An analysis of 14

indicators, which cover both financial and operational facets of

business performance, yielded four primary dimens ions--( i) profitability/

cash flow; (ii) relative market position; (iii) change in profitabi-

lity and cash flow: and (iv) revenue growth. While Woo and Willard 's

(1983) study established the multi-dimensional nature of business per-

formance when conceptualized using financial and operational indica-

tors, Venkatraman and Ramanujam (1985a) reported that even within the

domain of financial performance, indicators such as sales growth, net

income growth, and ROI should not be combined to form one composite

dimension.

The implication of the above discussion is that researchers should

seek to collect data on business performance either using an a priori

classification which recognizes the dimensionality issue or explicitly

test the dimensionality of their conceptualization of business perfor-

mance. This is especially critical in view of the enlarged domain of

business performance envisaged when including both financial and opera-

tional aspects of business performance through approaches (B) or (D).

Other methodological issues to be considered in using these two

approaches are noted in Table 1.
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Discussion and Suggestions

If strategic management discipline is to make significant advances,

a key issue pertains to how "success" or "performance" is concep-

tualized and measured in research studies. The development of both

descriptive and normative theories of strategy (focused on both con-

tent and process issues) must be firmly rooted in explaining differ-

ences in performance. Towards this end, this paper has developed a

classif icatory scheme to highlight major approaches for measuring

business performance. Irrespective of whether business performance is

conceptualized broadly or narrowly, at the corporate-level or at the

business-level, in absolute or relative terms the available measurement

approaches can be described using two distinguishing characteristics,

viz., (i) whether the concept's domain includes either or both of the

financial and operational criteria, and (ii) whether the data are

obtained from either or both sources—i.e., primary and secondary.

Additionally, in discussing the benefits and limitations of the alter-

native approaches (summarized in Table 1), key methodological issues

were noted.

Suggestions for future attempts at operationalizing business

performance can be grouped into three categories. Fi rs

t

, operational-

izing business performance exclusively based on financial or opera-

tional indicators using data collected from a single source should be

avoided to the extent possible. However, in cases where the use of

one of the "across cell" approaches is not possible, attention to some

of the methodological issues listed in Table 1 could enhance the quality

of operationalization. Second , when "across cell" approaches are

adopted, some attention should be directed towards understanding the
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reasons for non-convergence (if observed) with a view to refining the

concept for subsequent use. Such an orientation will provide a cumula-

tive perspective and serve towards improving the quality of our opera-

t ionaliza t ions of business performance. Third , (and perhaps an ideal

one), multiple combinations of "across cell" approaches should be

adopted. While this may appear to be too "idealistic" in the context

of a single research study, where operationalizing business performance

may be only a small part of the research scope, it is not inconceivable

to adopt this approach when research studies attempt to build upon and

extend prior work within a particular stream.

Summary

Although problems of a conceptual nature continue to underly much

of the discussions on organizational performance, its use as a key

construct in strategy research studies has not been on the decline.

Strategic management researchers, in their quest for establishing per-

formance implications of strategic behavior of businesses, continue to

measure business performance using a wide array of operationalizing

schemes. Since systematic approaches to measurement generally lead to

superior operationalizations , this paper sought to classify and also

highlight the advantages and limitations of these different measurement

approaches. Based on this classification some suggestions were offered

for adopting "preferred approaches" for the measurement of business

performance

.
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FIGURE 1

A Scheme for Classifying Alternate

Approaches for Measuring Business Performance

A Use of Financial Indicators

With Data From Two Sources
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from primary sources
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