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FOREWORD

PRACTICAL CONTENT

Emma Riddell, technical manager,
Finance & Management Faculty, ICAEW

A

Welcome to the new-look Manager Update, which presents its usual high
quality content in a clearer, more contemporary and more engaging style.
In keeping with our design changes, we are offering a wider range of
management topics than previously, while still focusing on four significant
subjects. Expert writers from Henley Management College provide readers
with detailed analysis of the issues, which are intended to inform and
improve the practical decisions that managers take.

Appropriately, our first article looks at how identity, image and reputation
are constructed and how they interrelate. As a research fellow at Henley’s
John Madejski Centre for Reputation, Nuno da Camara raises important
questions about perception. In the second article, the editor of this
publication, Roger Mills, writes about risk management from the point of
view of security, increasingly regarded as an area which can add
considerable value to a business. In the third article, written in conjunction
with his Henley colleague Giampiero Favato, Mills also examines the theory
and practice of parametric cost analysis. The authors look, for example, at
how, in America’s space programme, the mysteries of outer space are
placed within the context of cost estimating, and directly compare this with
pharmaceutical research and development (R&D). Finally, Malcolm Higgs
writes about the difficulties encountered in managing ‘human capital,” and
how the answer may be an extended total reward framework.

These are timely articles. We hope that our redesign enhances the overall
publication, in which academic discussions of business issues are not just
posed theoretically but have wider, practical implications for managers.

EMMA RIDDELL

THE FINANCE & MANAGEMENT FACULTY

The Faculty is run by and for the members. If you enjoy this
publication, and you are not already a member of (or subscribe
to) the ICAEW’s Finance & Management Faculty, why not join
now? If you are a member, make sure you are getting full benefit
from your membership.

Among other benefits (see those listed on the back page),
members receive all future Faculty publications. The extra
resources and opportunities we offer can add value to your
professional life, and to your career. We have around 9,000
members.

To find out more about the Faculty, please visit our website
www.icaew.com/fmfacprospectus.

Or else contact the Faculty team on 020 7928 8508 or email us
at fmfac@icaew.com.

Finance & Management Faculty


www.icaew.com/fmfac
mailto:fmfac@icaew.com
mailto:emma.riddell@icaew.com
www.icaew.com/managerupdate
mailto:chris.jackson@icaew.com
www.icaew.com/fmfacprospectus
mailto:fmfac@icaew.com

February 2007

CONTENTS/
SUMMARY

CONTENTS and EXECUTIVE SUMMARY

CORPORATE REPUTATION

PERFECTING YOUR IMAGE,
IDENTITY AND REPUTATION

Nuno da Camara, research
fellow, The John Madejski
Centre for Reputation, Henley
Management College.

RISKF MANAGEMENT

TOWARDS A FRAMEWORK
FOR SECURITY ISSUES

Roger Mills, professor of
finance and accounting at
Henley Management College.

ACCOUNTING AND FINANCE

PARAMETRIC COST
ANALYSIS

Dr Giampiero Favato, a director
of the Henley Centre for Value
Improvement, and

Roger Mills, professor of
accounting and finance at
Henley Management College.

HUMAN CAPITAL

A NEW APPROACH TO
REWARD STRATEGY

Professor Malcolm Higgs,
director of the School of
Leadership, Change and HR
and director of research, Henley
Management College.

page 4

In reviewing marketing-based and reputation-led approaches to
understanding identity, image and reputation, there are important
critical implications for managers:

® how do internal and external stakeholder perceptions help fashion
these three constructs? and
©® how do they operate and interact in an organisation?

Instead of a tactical or operative approach, a more holistic, strategic one
is recommended.

page 8

Rather than being merely a functional activity, in today’s climate security
is becoming seen as having a ‘value added’ effect on the mission of
business. Key issues involve:

® the risks and interdependencies between security and business
functions;

© the various internal and external drivers that create them; and

©® the need for organisations to consider an enterprise risk management
(ERM) framework.

However, organisations should ensure they are aware of the potential
problems and limitations associated with ERM.

page 13

The design of highly complex engineering systems, such as those of the
US space programme, require appropriate methods of estimating and
managing project costs. Taking the example of NASA’s use of parametric
cost analysis (PCA), this article explains how NASA implemented the
approach and the challenges they faced in creating user-friendly
estimating models.

It goes on to explore how PCA might be applied to drug research and
development (R&D), and why designing for cost is essential to the
engineering process.

page 17

Managing ‘human capital’ is a hot topic — so how can employers ensure
a strategic approach to reward within this fast-changing organisational
context? Factors include:

©® engagement and commitment and their financial benefits;

©® the need for a reward strategy that encompasses both extrinsic and
intrinsic reward components; and

® how the solution could be an extended total reward framework.

The role of managers is essential to creating a positive working climate.
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PERFECTING YOUR IMAGE,
IDENTITY AND REPUTATION

An article in The Journal of the Academy of Marketing Science' suggests a new framework
for definitions of corporate identity, image and reputation and argues for consistency in
future interdisciplinary research. The marketing-based approach, though, differs to recent
corporate reputation research and only serves to highlight the ongoing risk of confusion
for practitioners. Nuno da Camara, research fellow at The John Madejski Centre for
Reputation, Henley Management College, reviews the different standpoints.

Marketing and corporate reputation
approaches

While researchers from several disciplines have exten-
sively probed organisational identity, image, and repu-
tation, there remains no clear consensus on how these
terms are defined or interrelate. A framework suggest-
ed by Brown et al*> proposes a new set of definitions
based around four central viewpoints of the organisa-
tion. Identity revolves around the question, ‘who are
we as an organisation?’ whilst reputation is concerned
with what external stakeholders think of the organisa-
tion. Image is then divided into what the organisation
wants others to believe about itself, the intended
image, and what the organisation believes others think
of the organisation — known as the construed image.
Whilst the definition of identity is similar to that stat-
ed in corporate reputation research, image is under-
stood in a different way as an internal and marketing-
related concept.

The field of corporate
reputation draws on various
disciplines including
marketing, behaviour,
strategy and psychology

Nuno da Camara, research fellow, The John Madejski
Centre for Reputation, Henley Management College.

The main focus of this marketing-based approach is to
understand how consumers make decisions about com-
panies and their products and services. Image is not relat-
ed to external perceptions but is understood as some-
thing which is managed by the organisation and pro-
jected externally. Reputation is also viewed as relating
only to perceptions amongst external stakeholders and
does not account for the perceptions of internal stake-
holders (ie employees and managers), which are includ-
ed in the term corporate identity.

Unlike the marketing-based approach, the field of corpo-
rate reputation draws on various disciplines including
marketing, organisational behaviour, strategy and psy-
chology. Consequently, it embraces a more holistic view
of identity, image and reputation. Fombrun and van
Riel,* founders of the Reputation Institute, are amongst
the most influential proponents of this view and have
tried to subsume image and identity within reputation.
For them, identity is the internal perception of the organ-
isation and image is the perception held by external
observers. Reputation is made up of the overall amalga-
mation of corporate identity and image, ie the sum total
of internal and external perceptions.

Fombrun'’s* definition of corporate identity as ‘the set of
values and principles employees and managers associate
with the company’ is very similar to Brown et al.’
However, in contrast to the marketing literature he does
not emphasise the actions of managers and employees in
projecting an identity and/or image to external con-
stituents. The perceptions of internal stakeholders are
included in identity and therefore contribute to overall
reputation. Image is developed amongst external stake-
holders and reputation is an aggregation of internal and
external perceptions that results in an evaluative judge-
ment by stakeholders.

Although the holistic corporate reputation perspective
has gained substantial ground over the past decade, it
remains far from universal. We should, therefore, review
recent interpretations of each term to shed further light
on the underlying differences in interpretation.

Tactical and strategic definitions — a review

Definitions of identity, image and reputation fall into
two main camps — the operative or tactical approach,
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which is grounded in marketing, and the strategic
view, which implies a more holistic interpretation.

Corporate identity

Albert and Whetten’s classic definition of organisa-
tional identity is that which is ‘central, distinctive and
enduring’ about the entity.® This approach presents
corporate identity at the level of both appearance and
behaviour, combining both visual representations and
symbols of the organisation with the behaviour and
actions of its members.” Similarly, Melewar® defines
corporate identity holistically as the sum total of struc-
ture, strategy, behaviour, culture, design and corporate
communication — which are all founded in corporate
personality and values. This is viewed as the underly-
ing ‘core’ or basic character of the firm — and not sim-
ply the corporate identity fashioned by managers.’

That said, there has been hardly any empirical testing
in the domain of the corporate identity construct and
managers tend to focus on highly tangible aspects of
corporate identity, such as corporate communication
and corporate design. While discussion is likely to con-
tinue in the academic literature, most definitions cur-
rently agree that corporate identity represents the
internal culture, values and behaviour of an organisa-
tion,' as well as its visual appearance.”

Corporate identity can therefore be interpreted on two
distinct levels — the tactical implementation of a visual
identity in organisational symbols (logos, trademarks,
advertising, marketing materials, website etc) and the
strategic view of organisational behaviour and culture
that affects performance. Managing corporate identity
at the strategic level requires a holistic understanding
of how behaviour and culture is developed by internal
stakeholders over time and creates an environment in
which organisational strategy is implemented and per-
formance emerges.

Corporate image

Researchers broadly agree on defining image as ‘the
feelings and beliefs about the company that exist in
the minds of its audiences.””* Thus, image represents
the ‘totality of stakeholders’ perceptions of the way an
organisation presents itself, either deliberately or acci-
dentally’.” Another way of interpreting image is ‘what
comes to mind when one hears the name or sees the
logo’."* As Blaich (cited in Markkanen) states, ‘literally
the term should be ‘corporate images’ for there are as
many as there are individuals having relationships
with, or knowledge of, the company’."”

Thus, corporate image resides in the heads of the stake-
holders, whereas corporate identity resides in the
organisation.'* A common distinction now being made
is that corporate identity is what a firm is, while image
is what a firm is perceived to be."”'

Corporate image, then, cannot be controlled by the
organisation as it is affected by external factors in peo-
ple’s perceptions (eg media, competitor strategies, indi-
vidual preferences). It can, though, be shaped by the
organisation through its marketing and communica-
tions. Thus on an operative level it can be viewed as a
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set of visual cues managed by the organisation and
deliberately projected to outsiders. At a strategic level it
represents a complex sense-making picture in the mind
of stakeholders. In holistic terms, image represents the
crucial link between corporate identity and reputation,
since it is how stakeholders process and combine per-
ceptions of corporate behaviour and identity into a
picture of the organisation. This, then, feeds into a rep-
utational judgement over time.

Reputation is founded in
perceptions and experiences

Corporate reputation

In the recent corporate reputation literature, reputa-
tion is presented as an evaluative concept based on
past performance and is described as a ‘subjective, col-
lective assessment of an organisation’s trustworthiness
and reliability’ amongst both internal and external
stakeholders.” Most definitions focus on reputation as
an ‘assessment’ of organisational behaviour and prac-
tice, or, to a lesser degree, on reputation as a state of
‘awareness’ in which stakeholders hold perceptions of
an organisation but do not make judgements about it.*

So, reputation is best understood as being founded in
perceptions and experiences of an organisation and
denoting a judgement on the part of all stakeholders
over time. It is a strategic and holistic concept by
nature, and represents a clear break from the tactical or
operative  focus of marketing-led research.
Nevertheless, it can still be interpreted in a limited way
as simply an accumulation of perceptions that lead to
a greater awareness of an organisation, but is more gen-
erally seen as a holistic concept that encapsulates peo-
ple’s judgement of an organisation’s actions and per-
formance.

In essence, the tactical and strategic views of identity,
image and reputation differentiate between actions
that are manageable and controlled by the organisa-
tion and more complex phenomena, such as percep-
tions and behaviour which develop over time and are
affected by many factors beyond the control of the
organisation.

Implications for managers

Whilst an operative and partial focus on single func-
tions — such as marketing and corporate communica-
tions - is still the norm in many organisations, there is
now a much higher awareness of the need to consider
reputation within a variety of organisational functions
and integrate data from all stakeholder groups in a
holistic reputation management strategy. Recognising
how the concepts of identity, image and reputation
operate and interact in organisational environments is
crucial for sustainable long-term growth, and leads us
to identify three key implications for managers.
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o Corporate identity is the bedrock of image and

reputation

Ravasi and van Rekom” comment that many
researchers® have studied the effects of identity on the
actions and decisions that influence how an organisa-
tion is perceived externally. For them,” ‘shared values
and principles shape the set of visual attributes that
form a corporate identity, the policies that promote a
corporate brand, and the routines and practices that
induce the formation of corporate images and reputa-
tions.” Since organisational values, behaviour and cul-
ture drive the relationship and communication with
stakeholders, it is important for organisations to
understand their identity in order to properly manage
their image and reputation. Take, for example, an
entrepreneurial company that wants to recruit similar-
ly like-minded people — if its image is divorced from its
operating culture, leading to the attraction of intro-
verted types, corporate strategy and long-term growth
may be compromised.” In other words, organisations
should avoid disparities between what is practiced and
what is preached - otherwise, relationships with stake-
holders will be damaged.

9 Image and reputation, though linked, are not

the same concept, and need to be managed differently

Image can be created relatively quickly through
communication or change programmes. Reputation,
though, is a more painstaking process that has to be
developed over time through consistent images and
experiences.” Clearly, reputation is more durable than
image and can act as a positive store of goodwill and
support or, alternatively, as a negative bank of distrust
and avoidance.” An organisation can have a good rep-
utation yet possess an old-fashioned or otherwise inap-
propriate image” and examples abound. In the UK car
industry, for example, General Motors’ Vauxhall brand
lost out to competitor brands that developed more
exciting product design and advertising campaigns,
even while receiving excellent reviews for reputation
and reliability.

Conversely, an organisation can have a strong image —
developed through its visual identity and marketing
programme - that differs from its reputation.® Image
and reputation, then, serve different purposes. Indeed,
a positive image can have a significant impact on
behaviour in ad hoc situations where individuals are

Current definitions of
identity, image and
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not predisposed to process information extensively —
such as the decision to respond to a charity’s one-off
request for a donation.” Yet, where information is
more complex and ambiguous, people tend to rely on
their perceptions of an organisation’s reputation to
determine behaviour (ie the decision to sign up for reg-
ular long term donations to a charity or in choosing to
work for an organisation).®

Both internal and external stakeholders are

instrumental in identity, image and reputation

Current definitions of identity, image and reputa-
tion vary as to the role of internal and external stake-
holders in each concept. Image, in particular, has been
defined as something that is solely internal and man-
agement-led or, alternatively, as residing exclusively in
the minds of external stakeholders. Identity, by con-
trast, is mostly attributed to internal stakeholders,
while reputation is often said to exist only amongst
external stakeholders. A strategic and holistic focus on
the management of reputation in the wider sense actu-
ally means that none of these definitions adequately
encompass the formation and development of identi-
ty, image and reputation in practice.

Identity represents the behaviour and culture of an
organisation amongst internal stakeholders. It is,
though, influenced by the interaction with and feed-
back from external stakeholders.

Reputation also results from the interaction between
internal and external stakeholders, especially, for
example, between front-line employees and service
industry customers. Similarly, whichever way image is
defined, it is arguable that in reality there must be an
act of image projection by internal stakeholders that is
then received and interpreted by external stakeholders.
Internal stakeholders such as employees and managers
also develop perceptual images of the organisation
which they may or may not be involved in projecting,
and which also result in reputation.

Conclusion

In highlighting the differences in marketing-based and
reputation-led approaches in the research around ter-
minological definitions, this article encourages man-
agers to reflect on the implications of taking tactical or
strategic approaches to identity, image, and reputation
management. Clearly, in many situations, an operative
or tactical approach fulfils organisational objectives.
The weight of recent research does, though, indicate
that the proper recognition of the strategic and holis-
tic nature of identity, image and reputation is neces-
sary for effective stakeholder management and the cre-
ation of sustainable long-term growth in the modern

reputation vary as to the role
of internal and external
stakeholders in each concept

organisation. MU
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TOWARDS A FRAMEWORK FOR

SECURITY ISSUES

With security risks becoming increasingly significant in today’s corporate world,
companies face the challenge of managing them. Roger Mills, professor of
finance and accounting at Henley Management College, examines how to
ensure business and security are successfully converged. What are the
‘imperatives’ that are forcing its emergence and how can enterprise risk

management (ERM) frameworks be implemented?

Meeting the challenges to corporate security

Corporate security is gaining increasing importance on
the board agenda. Security risks are becoming more
complex and many of the threats, such as terrorism,
organised crime and information security, are asym-
metric, networked and thus more difficult to manage.
A recent study by Briggs et al' has indicated that there
is also greater appreciation of the interdependence
between a company’s risk portfolio and the way it does
business: certain types of behaviour can enhance or
undermine an organisation’s ‘licence to operate’, and
in some cases this can generate risks that would not
otherwise exist. Thus, the authors argue, security has a
higher profile in the corporate world today than it did
five years ago. Companies are looking for new ways to
manage these risks and the portfolio of the security
department has widened to include shared responsibil-
ity for things such as reputation, corporate governance
and regulation, corporate social responsibility and
information assurance.

Briggs et al* studied multinational companies over a
12-month period to understand how they have tried to
align security with the business so that both go hand
in hand. They found several that appear to be doing
this successfully and which exhibit six important char-
acteristics:

Security has a higher profile
today than five years ago

Roger Mills, professor of finance and
accounting at Henley Management College.

1) they understand that security is achieved through
the everyday actions of employees across the com-
pany. It is therefore not something exclusive to the
corporate security department and success depends
on the ability to convince others to work in a dif-
ferent way. This places emphasis on communica-
tion and requires security departments to value the
views of non-security professionals as well as the
experts;

2) they recognise the limitations of command and
control approaches to change management.
Behaviour is altered only by convincing, persuad-
ing, influencing and explaining why a new way of
working is in each person’s interest. This requires
departments to work through trusted social net-
works, placing greater emphasis on people, manage-
ment and social skills than security experience. The
power of the corporate security function is now
directly proportionate to the quality of its relation-
ships, not the depth of its content knowledge;

3) they understand that their role is to help the com-
pany to take risks rather than eliminate them, and
to have contingencies in place to minimise damage
when things go wrong. Risk-taking is essential to
successful business — corporate security departments
must not behave as security purists whose work
detracts from, rather than contributes towards, the
company’s goals;

4) they embrace and contribute towards their compa-
ny’s key business concerns, and as a result are sig-
nificantly expanding the security portfolio.
Corporate security departments now have responsi-
bilities in areas such as corporate governance, infor-
mation assurance, business continuity, reputation
management and crisis management. Indeed, this is
causing many to question the relevance of the term
‘security’ to describe their function. The term
‘resilience’ more accurately reflects the range of
their responsibilities;

5) they draw a clear distinction between the strategic
and operational aspects of security management,
with the creation of group corporate security depart-
ments to lead on strategy, leaving operational work
to be carried out by business units. They all have a
clear philosophy to guide their approach to security,
which provides direction for non-security profes-
sionals, makes it easier to communicate across the
company, sell itself to the board, and be credible
alongside other functions; and

Finance & Management Faculty
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6) finally, and most important symbolically, the corpo-
rate security departments that are leading the way
have abandoned old assumptions about where their
power and legitimacy come from. Their position
does not rest on that which makes them different —
their content knowledge — but on business acu-
men, people skills, management ability and com-
munication expertise. In other words, they have to
compete on the same terms as every other function
in the company. This is leading many organisa-
tions to place greater emphasis on these skills than
on a security background and some have people
working on security without prior related experi-
ence.

Interestingly, the research of Briggs et al’ indicated that
corporate security departments must adopt the follow-
ing as a philosophy for security to be successful and
they should:

©® ‘let go’ — they cannot deliver security to the rest of
the organisation and must be committed to the idea
of commitment-based security; they understand that
their authority and legitimacy come from openness
and transparency rather than secrecy, and work hard
to dispel the ‘security myth’;

® not practice the ‘dark art of security’ — they should
not overreact to ‘security moments’ or use them cyn-
ically as opportunities to fight for more resources or
authority, nor seek to play others’ lack of knowledge
to their own advantage;

® be driven by business priorities — from new organis-
ing principles, such as corporate governance, to new
business practices, such as offshoring;

® not look for ‘Rolls-Royce’ solutions — absolute secu-
rity is not possible anywhere, and is certainly not
desirable in a corporate setting where economic
imperatives are key;

® place a premium on good relationships both within
the company and between the company and its
stakeholders — fortress security can lose a company
friends as well as harm the bottom line; and

® understand the importance of communication —
they must work hard to sell their services, gain visi-
bility across the company, influence key decision-
makers and challenge misperceptions, where neces-
sary.

Security risk and convergence

A report by ASIS International has reinforced the
importance of security and identified security ‘conver-
gence’ as a trend affecting global enterprises. It defines
convergence as:

‘... the identification of security risks and interdepen-
dencies between business functions and processes
within the enterprise and the development of man-
aged business process solutions to address those risks
and interdependencies.’

Indeed, this definition captures a shift in emphasis

from security as a functional activity within an enter-
prise, to having a ‘value added’ effect on the overall
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mission of business. To gain a better understanding of
the impact of convergence on global enterprises, the
alliance of leading international security organisations
including ASIS International, Information Systems
Security Association (ISSA) and Information Systems
Audit and Control Association (ISACA) retained Booz
Allen Hamilton (Booz Allen) to examine this conver-
gence trend within enterprises throughout the United
States.* Booz Allen solicited responses to web-based sur-
veys on convergence from chief security officers (CSO),
chief information security officers (CISO) and other
security professionals.

Those security professionals interviewed and surveyed
represent US-based global companies with revenues
ranging from $1 billion to more than $100 billion.

Corporate security
departments should ‘let go’,
communicate, and not
overreact or look for ‘Rolls
Royce’ solutions

The findings from the surveys and interviews identi-
fied several internal and external drivers, or ‘impera-
tives’, that are forcing convergence to emerge. These
are:

® rapid expansion of the enterprise ‘eco-system’;

© value migration from physical to information-based
and intangible assets;

® new protective technologies blurring functional
boundaries;

® new compliance and regulatory regimes; and

©® continuing pressure to reduce costs.

Rapid expansion of the enterprise
‘eco-system’

The enterprise eco-system is rapidly expanding as busi-
nesses (through new technology and practices) create
more complex organisational structures. For example,
as many companies turn to third parties to reduce cost
by outsourcing, they are adding another organisation-
al layer. About 73% of North American companies out-
source some IT functions, creating global external busi-
ness partners.

Enterprises must now consider the integrated security
implications of outsourcing specific functions to other
companies and managing alliances to create competi-
tive advantage.
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Value migration from physical to information-
based and intangible assets

Companies’ assets are now increasingly information-
based and intangible. Today, for example, even most
physical assets rely heavily on information — manufac-
turers depend on receiving specific information from
suppliers before starting to make physical products.
Technology is also allowing companies to offer more
information products. News service and research com-
panies, for example, provide nothing but information
to their customers. They must ensure security of infor-
mation not only to their customers but also from their
suppliers. As these assets become increasingly intangi-
ble, there is a greater need to integrate physical and
information security, as well as security throughout the
entire enterprise.

New protective technologies blurring
functional boundaries

New security needs are also blurring functional bound-
aries within the organisation. For example, physical
access control technology is now merging with net-
work access technology, requiring physical and infor-
mation security groups to integrate their strategies. The
smart card is one example of a technology that is inte-
grating different security elements by, for example, ver-
ifying a person’s identity and tracking their physical
location.

New threats are emerging
and risks are becoming
increasingly complex

10

New compliance and regulatory regimes

As new threats emerge — and business transactions
become more intricate - it’s clear that adhering to reg-
ulations and compliance guidelines will become more
complex. For example, the Sarbanes-Oxley (SOX) legis-
lation gives a framework under which risk must be
assessed, but in fact falls short of mandating how to
assess that risk. Managers, therefore, must be forward-
sensing when assessing an enterprise’s security needs.

Continuing pressure to reduce cost

Companies will always grapple with balancing
risk/reward tradeoffs. As risks become increasingly
complex, enterprises must take a systematic, pragmat-
ic approach to security that maximises resources while
adequately managing risk. Efficiently allocating securi-
ty resources requires a risk-based approach and greater
transparency of security strategy. The focus needs to be
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clear to avoid a continual realignment based on the
most ‘recent’ set of issues, in place of the most impor-
tant. Such imperatives are forcing changes across the
entire business while also changing the role of security
within the organisation. At the business level, there is
an increased perspective on enterprise risk, with the
emergence of risk councils. In addition, security is pro-
gressively being viewed as a ‘value add’ — and even as a
competitive advantage for numerous enterprises.

Security practitioner roles are also changing. For exam-
ple, as formal risk discussions become more integrated,
cross-functional and pervasive, the expectation that
physical and information security practitioners will
generate joint solutions instead of independent views
increases dramatically.

The study identified a shift from the current situation
in which security practitioners focus on their function
as part of an enterprise-wide view of risk rather than an
asset-based view, and one in which activities are inte-
grated to improve the shareholder value of the busi-
ness.

Enterprise risk management

Risk management — while an important aspect of run-
ning an organisation - is also sometimes overlooked.
For example, in ‘Risk from the CEO and board per-
spective’ by McCarthy and Flynn, Hewlett-Packard
board member Jay Keyworth stated:

“In my years at H-P and in talking to other board mem-
bers from large Fortune 50 companies, I find that peo-
ple thought that actually becoming familiar with the
business itself and the details of the business, and par-
ticularly the half-dozen major areas of potential risk
the company faces, was not really a board responsibil-

ity.”?

Clearly, a comprehensive system of risk management is
critical in today’s business environment. The case for
an enterprise risk management (ERM) system to mea-
sure and coordinate the management of all of a com-
pany’s major risks in a manner consistent with the fun-
damental business objectives of the firm is therefore
very strong. Ideally, an ERM would aim to consolidate
and integrate both the process by which a firm man-
ages its risks and the risks that are targeted in that
process. A study by Deloitte, though, showed that ERM
has many different interpretations,® probably because
although it’s been widely discussed for more than a
decade it has only taken root in a few, primarily larger,
organisations. Interest built slowly since the mid-
1990s, when the Economist Intelligence Unit created
an extensive ERM framework.

Professional associations — from internal audit groups
to business risk managers to chief financial officers —
have discussed ERM’s potential for several years.
However, until relatively recently, corporate interest
was driven primarily by intellectual curiosity and inter-
nal audit experimentation. ERM’s proponents argue it
provides a solid foundation upon which companies
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can enhance corporate governance and deliver greater
shareholder value. Sadly, though, there’s little evidence
these objectives have been achieved.

Until recently, there has not been a standardised
framework for approaching ERM that organisations
could use to establish benchmarks and best practices.
To address this void — and as a consequence of regula-
tory and legislative pressures — the Committee of
Sponsoring  Organisations of the Treadway
Commission (COSO) has developed an ERM frame-
work, ‘Enterprise risk management — integrated frame-
work.”” COSO’s framework defines ERM as follows:

‘Enterprise risk management is a process, effected by
an entity’s board of directors, management, and other
personnel, applied in a strategy setting and across the
enterprise, designed to identify potential events that
may affect the entity, and manage risks to be within its
risk appetite, to provide reasonable assurance regarding
the achievement of entity objectives.’

Implementing the COSO framework

The COSO ERM framework can appear intimidating at
first glance because the report is very comprehensive
and consists of two volumes — one volume presents the
framework, while the other offers helpful guidance for
implementing it. Such a comprehensive framework, of
course, requires a significant investment of time and
resources to fully implement. Effective ERM also
requires ‘ownership’ by executives, careful oversight by
directors, and a cultural shift at most organisations.
That makes the initial implementation of the frame-
work the biggest challenge before the process can reach
its potential.

Practical approaches to implementing the framework
have started to emerge and are designed to help organ-
isations become comfortable using an entity-wide port-
folio approach to risk management and one of these
has been proposed by Ballou and Heitger, which views
the process in terms of a number of building blocks.®
Their approach consists of:

1) implementing the ERM framework on a limited basis
across each of the COSO framework’s eight interrelated
components:

— internal environment;

— objective setting (in four areas — strategy, opera-
tions, reporting and compliance);

— event identification;

— risk assessment;

— risk response;

— control activities;

— information and communication; and

— monitoring; and

2) placing initial emphasis on entity-wide risks across all
four risk categories identified by the COSO framework —
strategic, operations, reporting and compliance.

The ERM framework, the authors argue, can be
expanded, including through a potential ‘cascading’
throughout other levels of the organisation as senior
management becomes comfortable with the culture

Finance & Management Faculty

RISK MANAGEMENT

Security is no longer just
functional but has a ‘value
added’ effect

the framework creates. Part of that cultural change
requires people throughout the organisation take
ownership of risk management.

There are several claimed benefits associated with
using a building block approach to implementing the
COSO ERM framework. Several of these have much in
common with the implementation of other initiatives,
like activity-based costing. These include:

® size does not matter;
©® culture shifts take time; and
® better allocation of resources.

However, the authors also recognise certain pitfalls in
using a building block approach to ERM that can occur
if an organisation is not careful to emphasise the cul-
tural shift. Two of the more important challenges, they
say, are:

© simplification of the framework — over time, the initial
ERM framework becomes too simplified for both an
effective understanding of risks and management
decisions. Thus, organisations need to invest a suffi-
cient amount of time and resources to implement an
effective ERM framework culture and establish a
foundation for managing risks throughout all levels
of the organisation as the framework evolves; and

O sceptical perceptions associated with implementing a
framework — when an organisation opts to roll out
new initiatives slowly, sceptics often assume an ulte-
rior motive. For example, even if the initial rollout of
an organisation’s ERM framework emphasises own-
ership of risk management only within certain pock-
ets of the organisation, executives and directors
should try to create a risk management culture
across the entire organisation. This will help demon-
strate their commitment to the ERM initiative to all
employees and curb scepticism. Furthermore, if the
organisation only introduces a skeletal risk manage-
ment framework, stock market analysts might see it
only as the organisation following trends to meet
shareholder expectations. Thus, executives should
ensure that a firm-wide risk management culture is
developed, even though initial rollouts of the frame-
work might not involve every aspect of the organi-
sation.

Conclusion
Pressure for the implementation of the new COSO

ERM framework was provided by a series of high-pro-
file business scandals and failures where investors,

11
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company personnel, and other stakeholders suffered
tremendous losses. In response, the US congress passed
the Public Company Accounting Reform and Investor
Protection Act of 2002 (better known as SOX). Section
404 of SOX mandated that companies use a suitable,
recognised control framework for evaluating the effec-
tiveness of internal controls. COSO’s framework for
internal control had existed for a decade without gen-
erating great enthusiasm, but SOX requirements in the
past two years have increased dialogue about the
framework.

The building block approach
to ERM can cause
simplification and scepticism

12

The original model, which looks like a colourful
Rubik’s Cube puzzle, was not a simple concept to grasp
or implement and this might explain its slow uptake
before SOX became law in 2002. Ironically, COSO’s
new ERM framework adds even more rows and
columns and is inherently complex. Clearly, this com-
plexity will create work for consultants to help organi-
sations implement the model and realise the potential
benefits because a comprehensive management
approach — which covers the entire organisation’s ERM
strategy — will never be a quick fix. The COSO ERM
framework, despite its limitations, is arguably a major
step in the right direction, and may well become the
standard for ERM frameworks. MU

w
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PARAMETRIC COST
ANALYSIS

GIAMPIERO FAVATO
ROGER MILLS

Using parametric estimates assumes that a measurable relationship exists
between system attributes and the cost of the system. How does this apply to
large projects such as venturing into outer space, or, more terrestrially,
pharmaceutical research and development (R&D)? Dr Giampiero Favato, a
director of the Henley Centre for Value Improvement, and Roger Mills, professor
of finance and accounting at Henley Management College, explore how
parametric cost analysis (PCA) has been used in these fields.

The background — NASA

On January 14, 2004, US President George Bush
announced a new directive for the country’s space
exploration program - a commitment to fund a jour-
ney to explore the solar system and to have astronauts
return to the Moon by the end of the next decade. That
would be followed, he said, by a future human mission
to Mars. The National Aeronautics Space
Administration (NASA) rapidly summarised the
resources needed to carry out the program. Even for
the world’s largest economy the bill was steep, with the
ten year budget ranging from $4 billion in 2006 to an
astonishing $15 billion in 2016. In contrast, the 2006
clinical research budget of the National Cancer
Institute was less than $5 billion, unchanged from the
previous year.

A section of the May 2004 report from the General
Accountability Office (GAO) called into question
NASA'’s ability to accurately estimate and manage pro-
ject costs.

As a result of the internal cost research effort, a novel
approach to cost estimating was presented at the 2006
NASA Cost Analysis Symposium, entitled ‘Cost estima-
tors: key enablers to NASA’s vision’.!

Cost estimators: the new idea powering
NASA costing models

The origins of so-called parametric cost estimating date
back to World War Il when demand for military aircraft
far exceeded anything the industry had ever manufac-
tured before. In fact, while there had been some rudi-
mentary work to develop parametric techniques for
predicting cost, there was no widespread use of any
cost estimating technique beyond a laborious build-up
of labour hours and materials. One practitioner, T P
Wright, writing in the Journal of Aeronautical Science,
had suggested a type of statistical estimating as early as
1936 and provided equations which could be used to
predict the cost of airplanes over long production runs.
This theory came to be called the learning curve.
Indeed, by the time the demand for airplanes had
exploded in the early years of World War II, industrial
engineers were using Wright's learning curve to predict
the unit cost of airplanes.
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PCA focuses on the cost estimators, not the miscella-
neous details. The estimators are the controllable sys-
tem design or planning characteristics and have a pre-
dominant effect on system cost. Parametric estimates
use the few important parameters that have the most
significant cost impact on the produzct(s), hardware or
software, which are being estimated.

Such cost estimators include mass, power, failure rate,
mean time to manufacturing, energy consumed, man-
ufacturing complexity and the number of parts to be
assembled. Underlying the theory is the basic assump-
tion that a measurable relationship exists between sys-
tem attributes and the cost of the system. If a function
exists, the attributes are cost estimators. In the design
process, requirements are constraints, thus require-
ments are cost estimators. The development of valid
cost estimating relationships (CERs) is central to the
parametric estimating method. CERs are developed
from the historical cost of analogous systems and the
cost estimators (eg weight, maximum speed, load
capacity) of these systems. The statistical technique
normally applied to developing CERs from historical
cost and parametric data is the ordinary least square
(OLS) regression.
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Parametric cost estimating
has its origins in
World War |

Dr Giampiero Favato, a director of the Henley Centre for
Value Improvement (right), and

Roger Mills, professor of finance and accounting at
Henley Management College.
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PCA is usually applied to the design of highly complex
engineering systems, such as those found in the US
Department of Defence or NASA. Thus, parametric esti-
mating relies on simulation models that are systems of
statistically and logically supported mathematical
equations. The impact of system attributes, perfor-
mance and complexity on cost are defined by these
equations.

Tailoring parameters are used to describe the system to
be estimated and the output of the models is validated
with data from past projects. Cost estimators can be
useful tools to estimate the cost implications of even
much simpler design problems, such as — what is the
optimal size of a satellite dish?

An unusual application of PCA — NASA's
DSN array

The issue faced by NASA was, however, much greater —
a growing demand for increased data downlink from
deep-space missions required a substantial increase in
ground-based communication capacity.’ One possible
solution was to add coherent arrays of small-aperture
(12 metres) antennae to the Deep Space Network
(DSN), rather than the large-aperture (up to 70 metres)
in use at the time. Cost effective arrays would combine
design and implementation strategy to achieve an
optimal balance of performance and cost over the
expected 20-year life of the array.

The basic parametric methodology used was to com-
pute the antenna-related life cycle cost (LCC) as a func-
tion of antenna diameter and to select the antennae
diameters that minimise LCC. PCA identified 11
antenna-related LCC cost estimators, along with the
linear model of the dependence between their per-
antenna cost and the antenna diameter. The cost esti-
mators included in the parametric model were the fol-
lowing:

® power and foundation;

® frequency and timing signals (TMS);
® liquid nitrogen for fire protection;
©® heating and ventilation;

® roads and trenching;

® antenna mechanical;

©® antenna amplifier;

© transmitter;

©® arraying equipment;

® mechanical parts; and

® electronic components.

NASA faced a growing
demand for increased data
downlink

14
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By comparing results from multiple runs with different
system parameters, cost dependencies were rapidly
determined. For downlink, the design-for-cost indicat-
ed that DSN LCC were minimised using an array of
small-aperture antennae (aperture ranging from 10 to
16 metres).

Considering that smaller antennae have wider beams —
making it more likely that a radio source is in the
beam, and that the cost of electronics components was
more likely to decline over time compared to mechan-
ical components — NASA selected the optimal down-
link antenna diameter as 12 metres.

PCA - the big picture

The advantage of parametric cost estimating, besides
its mathematical simplicity, is that it is designed specif-
ically to illuminate the estimators which drive total
cost. It also provides a practical tool to perform the
type of long-range economic analysis that would bring
these specific goals within reach.

A parametric cost model groups together the different
cost-estimating relationships used to estimate entire
cost proposals. These models are often computerised
and may include many interrelated CERs, both cost-to-
cost and cost-to-non-cost. Some models use a very lim-
ited number of independently estimated values and a
series of parametric interrelated cost-to-cost and cost-
to-non-cost estimating relationships to predict com-
plex proposal cost structures.

To illustrate the approach, assume, for instance, that
the production of the next generation of spaceships
(named Constellation) is being planned and they will
enhance researchers’ ability to find planets around
other stars and peer deep into the history of the uni-
verse to understand its origins and structure. What
would be the estimated cost of this new spaceship?

In fact, the model requires just three inputs (cost esti-
mators) — the dry weight, the learning curve and the
number of space shuttles to be built. The learning
curve, as originally conceived, analyses labour hours
over successive production units of a manufactured
item. In parametric estimating terms, the learning
curve is often used to analyse the direct cost of succes-
sively manufactured units. Direct cost equals the cost
of both touch labour and direct materials - in fixed
year dollars. Sometimes this is called an improvement
curve. The slope is calculated using hours or constant
year dollars.

The requirement is for the Constellation spaceship to
be much lighter than the Shuttle (dry weight of
100,000 pounds compared to the 176-181,000 pounds
of the three-engines Shuttle), and that five spaceships
are needed to complete the operation, with a learning
curve equal to 85% (standard value for NASA’s multiple
spacecrafts). Given the inputs, the parametric cost
model provides a macro-level estimate of the
investment necessary to make the first Constellation
spaceship take off the ground — $7.37 billion for the
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aeronautic development and approximately $500
million to assemble each of the five spaceships.

The parametric model also permits a rapid sensitivity
analysis. For example, if the dry weight can go down to
just 75,000 pounds, the development cost would
decrease to $6.29 billion and the unit cost would be
approximately $400 million.

Then an improvement of the learning curve equal to
ten per cent points (down to 75%) would lower the
unit cost of production down to $330 million.
Alternatively, the model can be used to consider the
option to use just two, heavier ships of 150,000 pounds
each which would produce a contrary effect, increasing
both the cost of development (up to $9.2 billion) and
the unit cost of production ($900 million per space-
ship), making the entire program more expensive
($10.9) than the previous scenario with more, lighter
ships ($10 billion).

PCA applied to pharmaceutical drug R&D

How, though, might the method be applied to more ter-
restrial activities? Drug research and development (R&D),
for example, is a complex, risky and time-consuming
process. Pharmaceutical companies must make the most
efficient use of their resources to develop new products
over all stages of the development process, from initia-
tion to the last stage prior to seeking approval.

Late stage R&D is an expensive and critical part on the
intended route to approval. The most important pecu-
liarity of late stage pharmaceutical research is, most like-
ly, the significant variability in the number of patients
required by the Food and Drug Administration to grant
marketing approval.

The number of patients enrolled in registration clinical
trials represents the closest proxy to the total cost of
clinical research, as the protocol requirements of ran-
domised studies minimises the cost differences among
therapeutic areas.

In other words, a patient included in a cancer study
bears approximately the same cost as a patient enrolled
in an allergic rhinitis (common cold) trial. Therefore, if
a product is approved with a significantly lower number
of patients in the regulatory database than another one,
it necessarily means that the cost of development of the
first one is significantly lower than the second one.

Applying PCA to pharmaceutical clinical development
can help reduce the cost estimate uncertainty. Applied
for the first time to pharmaceutical R&D, this method-
ology looks at the sample size theory as a linear rela-
tionship to pre-determine the cost of research.* The fun-
damental cost driver of late-stage pharmaceutical clini-
cal development is the ‘effect size’ — the standardised
minimal clinical difference to be observed between the
treatment and the control group of patients.

The effect size is a parameter determined a priori by the
investigators and it is reported in the published clinical
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paper as a critical element to evaluate the statistical sig-
nificance of the outcome. The derived CER linearly cor-
relates the effect size (independent variable) to the min-
imal number of patients (dependent variable) to be
enrolled in the clinical trial. The number of patients
enrolled in a clinical trial is a significant proxy for the
total cost — as the cost per patient can be considered as a
constant.

The possibility, which may be anticipated, to include
the estimated cost of clinical research in the economic
evaluation of late stage development compounds
embeds one of the major contributions of this applica-
tion of PCA to management practice. Estimating a priori
the cost of clinical research will definitely improve the
quality of stop/go decisions.

PCA provides a practical tool
to perform long-range
economic analysis

The immediate implication of more effective asset allo-
cation decisions would represent a significant improve-
ment in terms of return on investment for the entire
pharmaceutical R&D process. It may, for example, lead
to the earlier termination of projects with expected neg-
ative returns to dedicate resources to more innovative
candidates.

Conclusion — PCA models enable
design-for-cost

One necessary conclusion is that with PCA, cost is a
measure of engineering and business process. The
NASA experience shows how PCA can definitely help
management identify the key drivers of system cost
(cost estimators) and simply build them into user-
friendly estimating models.

The Constellation example showed the management
value of intuitive but realistic parametric models,
enabling decision makers to rapidly build alternative
scenarios, to compare the cost of different options and
strategic choices and to make a conscious use of the
engineering process to reduce cost without excessive
technical and process knowledge.

Parametric estimating models enable management to
make the transition from design-to-cost, as essentially
an engineering process, to design-for-cost, as a man-
agement driven paradigm to achieve cost/design opti-
misation. Design-to-cost is the iterative redesign of a
project until the content of the project meets a given
budget.
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Designing for cost seeks to increase system perfor-
mance while reducing cost — it requires designing both
the product and the product delivery process for sim-
plicity. Complexity, on the other hand, increases cost.
Designing for cost is thus an integral component of the
engineering process.*

Competition, accuracy, flexibility, and method-proven
credibility are dictating a reformation in the estimating
process, especially for new business pursuits.
Parametric estimating methods for planning new busi-
ness cost issues can be seen as a critical element in
reforming traditional bottom-up approaches. For
example, parametric estimating has also recently been
applied to transportation design and construction pro-
jects. Parametric estimating also goes beyond the tradi-
tional unit price form of estimating common to the
construction industry and uses statistical techniques to
allow the cost engineer to develop a range of probable
estimates rather than using the current deterministic
method. Parametric estimating also allows the cost
engineer to conduct estimates before design is com-
plete.

PCA holds great promise in
the cost management of
large complex projects

16

The tool, it appears, is gaining recognition from man-
agement consultants. For example, to mitigate uncer-
tainty in a major project, Booz Allen Hamilton® used a
parametric cost estimating tool that compelled techni-
cal staff to think specifically about the system’s archi-
tecture and its technical definition. According to Booz
Hamilton, the advantages of parametric cost estimat-
ing are that:

® it provides a framework for all parties involved to con-
sider costs early in the program formulation stage;

® it is possible to update the analytical framework cre-
ated during the initial estimate as the project
advances;

® it provides a consistent reference to understand how
the cost estimates change with the program’s evolu-
tion; and

©® uncertainty is reduced by deconstructing the project
into smaller, well-defined components — the cost
estimate of which can be more readily critiqued by
the technical and program management staff.

PCA may, it seems, hold great promise in the cost man-
agement of large complex projects and could open an
entire new field of computing-intensive economic
research. It is, though, unclear whether the approach will
become more generally accepted. Certainly, future cost
estimating models will have to address advances in
applied decision theory and computational science. MU
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MALCOLM HIGGS

A NEW APPROACH TO

REWARD STRATEGY

Changing workforce expectations mean that for employers, the need to attract,
retain and develop the commitment of employees is particularly great.
Dissatisfaction and a lack of employee engagement can be due to poor strategic
approaches to reward. Professor Malcolm Higgs, director of the School of
Leadership, Change and HR at Henley Management College, provides an
overview of current practical and theoretical issues and suggests that one
possible solution could be an extended total reward framework.

In recent years, a debate has arisen that focuses on the
importance of a strategic approach to human resource
management (HRM) as it pertains to business perfor-
mance and success.' In many ways, this has been fuelled
by interest (both practitioner and academic) in a range of
related issues.

These include talent management,” employee commit-
ment,’ employee engagement,* the impact of HR on the
bottom line of a business® and employer brand/employ-
er of choice.® The literature suggests two common under-
lying drivers of interest in, and a need for, a different
approach to the management of an organisation’s
human capital. These are:

©® the fundamental change in the nature and composi-
tion of the workforce;” and

® a growing recognition that in developed economies,
people provide a sustainable basis for a company’s
competitive advantage.®

Parallel but not explicitly connected developments are
evident in reward management. Practice has moved from
focusing on pay (including performance-related pay and
bonuses/incentives) to a more strategic consideration of
the combined impact of pay and benefits provision.” In
particular, the significance of flexibility and choice in
benefits provision has increased in recent years."

This broader view has been labelled as moving to a
‘total reward’ strategy." This article explores the under-
lying drivers of interest in a new strategic approach to
people management — and suggests a new model of
total reward management. It concludes with thoughts
on future research to test the proposed model.

Changing workforce expectations

Clearly, the expectations of the workforce are chang-
ing,"” due in part to changes in the psychological con-
tract.” Recent studies indicate that about 70% of
employees seek meaning and purpose in their work.
This represents a manifestation of earlier work by
Kahn who proposed that in a work context people
seek:

® psychological meaning;
© safety, in terms of freedom to express themselves; and

® availability of the resources to enable them to perform
effectively.

Some would argue' that the roots of such thinking can
indeed be found in the earlier motivational theories and
research of authors such as Maslow,”* Murray” and
McClelland.™

The fast-changing organisational context may have cre-
ated the conditions in which employers are paying
greater attention to their employees’ basic expectations.”
A growing body of literature into employee engagement®
and talent management* reflects this shift. At the practi-
tioner level, organisations are according significant
resources to achieving high rankings in the various
‘employer of choice’ surveys.” Interestingly, responses to
the changing significance attributed to employee expec-
tations is seen to be leading to a new way of managing
and developing people at work.

This change in approach is clearly manifested in the
emerging positive psychology movement.? Moreover,
an organisational approach based on the work of the
Gallup organisation is flourishing at practitioner
level >

TVLIdVD NVINNH

At work, we need meaning,
safety and resources

Professor Malcolm Higgs, director of the School of
Leadership, Change and HR and director of
research, Henley Management College

17



HUMAN CAPITAL

The value of human capital

‘Human capital’ is a term which has emerged from the
realisation that as the knowledge economy expands,
the value of intangible assets grows rapidly.* Research
suggests intangible assets have grown from represent-
ing 38% of a firm'’s total value in 1982 to 85% in 2000.
Research by the Conference Board also provides insight
into the value of human capital. For example:

® the cost of losing a ‘talented person’ in 2002/3 was
between $200,000 and $250,000;

©® the bottom line impact of a ‘bad hire’ was at least
$300,000; and

® the cost of operating without a key player (technical
person) at even a relatively low level (ie salary of
$40,000) was around $500,000 per annum.

Studies such as this provide a context for considering
the value of human capital and how to best manage
this valuable ‘people asset’. Similarly, there is research
that has examined the impact of people management
policies and practices on the financial performance of
organisations. Early work in this area was concerned
with the relationship of HR/people management prac-
tices and their impact on the bottom line. In exploring
this relationship, Ulrich* initially drew on the Sears
case study” which indicated a clear relationship
between employee commitment, customer commit-
ment and bottom line performance in this business.
For example, a 5% increase in employee commitment
led to a 3% rise in customer commitment and conse-
quently to a 0.25% increase in shareholder value. This
model of ‘employee value chain’ has subsequently
been adopted in a range of corporations across the
world. Indeed, studies within Europe — and the UK in
particular — have shown a distinct link between good,
well-implemented HR practices and both employee
commitment and financial performance.”

However, preceding these studies, Allen and Meyer”
had clearly demonstrated a link between ‘affective’
commitment of employees and organisational perfor-
mance. They identify three types of commitment:

1) affective commitment;
2) continuous commitment; and
3) normative commitment.

Affective commitment is positioned as the positive
form and includes a desire to remain, as well as a

Organisations with good
talent management benefit
from cost effective
recruitment
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willingness to exert discretionary effort on behalf of
the organisation. A range of studies using this
framework have found strong support for Allen and
Meyer’s original work* and recent literature on
employee engagement has built further on this theme.
Whilst some have argued that employee engagement
and employee commitment are interchangeable
concepts, McBain® has argued clearly that
organisational commitment is an outcome of
employee engagement. The literature on engagement
(both practitioner and academic) indicates significant
financial and organisational benefits. For example:

© organisations with high levels of engagement have a
more than 70% probability of achieving their goals
than those with lower levels of engagement;*

® high engagement organisations achieve better oper-
ating margins. A 5% increase in engagement can
lead to a 0.7% increase in operating margins;*

® employees in high engagement organisations are
twice as likely to remain with their employer than
those in lower level engagement organisations;* and

® firms with higher levels of employee engagement
outperform industry sector growth by 6%.

Similar patterns of benefits are encountered in the
research into talent management.* In particular,
organisations with good talent management practices
demonstrate more cost effective recruitment, higher
levels of motivation and retention and enhanced cus-
tomer perceptions.*’

A third stream of research and literature relates to the
concept of employer of choice.* This concept not only
reinforces the claimed benefits of engagement and tal-
ent management, but provides distinct insights into
the practices which build the brand. Research into
organisations achieving top-level employer of choice
status in the US suggest that achieving such standing
can be worth more than $10 million per annum to
organisations.

Higgs analysed the practices of the UK Sunday Times
top 10 and the USA Forbes top 100 organisations
underpinning these employer of choice organisations
and found the following to be common practices:

® attractive financial rewards (in relation to competi-
tor organisations, rather than in an absolute sense);

® good benefits compared to competitor organisa-
tions. Significantly, though, flexible benefits pack-
ages and the fact that benefits were available to all
employees (albeit to differing levels) were important;

® a strong sense of shared ownership of purpose. In
commercial organisations this tended to entail share
options; however, in both public and private sector
organisations it entailed involvement in decisions
and clear shared vision relating to the purpose of the
organisation;

® a high level of focus on, and investment in, the
development of all employees; and

® a strong positive climate and organisational culture.
In relation to this, the importance of the role of an
employee’s immediate line manager was seen to be
very important.
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A changing role for reward management

‘Traditional’ views of the role of reward in attracting,
retaining and developing the commitment of employ-
ees may be somewhat limited, given this context. In
general, it appears that employees are becoming less
satisfied with payment levels. A recent survey® indicat-
ed a drop of satisfaction from 60% in 1970 to 40% at
the end of the 1990s. Similarly, attempts to engage
employees by rewarding performance appear equally
problematic. The same survey indicated that only 43%
of organisations viewed their performance-related
reward schemes as being successful.

Such results could stem from the fact that organisa-
tions are failing to adopt a strategic approach to
reward.® Over the last decade there has been a growing
development in thinking and practice in terms of
using reward in a strategic way to align employee
behaviour with organisational strategic goals.”’ The
alignment of overall HR strategies with business strate-
gies has been at the forefront of much of the thinking
about leveraging the value of human capital in an
organisation and developing organisational perfor-
mance.” However, the theorising and research related
to strategic HRM and alignment has remained at a rel-
atively high level.*

The strategic reward developments have led to more
tangible approaches to creating alignment. However,
thinking in this area has tended to focus on issues
relating to tangible extrinsic rewards. In general, there
has been an evolution in thinking, from considering
the strategic role of pay (including performance related
pay and incentives) to the role of pay and benefits
combined and in particular the use of flexible benefits
strategies, or a move from focusing on ‘total cash’ to
‘total compensation’. Some refer to this as the basis of
a ‘total reward strategy.”** However, others have point-
ed out that a total reward strategy should encompass
both extrinsic and intrinsic reward components.*

Towards a total reward strategy

The engagement and talent literature (see above)
points to a range of issues and interventions which
integrate differing HR or ‘people’ policies and prac-
tices.* Indeed, it may provide an over-arching frame-
work for building a strategic approach to managing
people within an organisation. It is equally clear that
to date, developments in thinking and practice around
reward management have focused on the extrinsic
components, whilst the drivers of current employee
needs appear to require a more intrinsic level of
reward. In reviewing the reward, engagement and
commitment literature, a potential total reward frame-
work is suggested. This is shown in Figure 1 (see right).

The elements within this framework are:

® financial payments - this comprises base salary,
processes for salary progression, bonus payments,
incentive plans and any other structured financial
payments;

HUMAN CAPITAL

j
\HH A total reward framework

FINANCIAL
BENEFITS

EXTRINSIC REWARDS VNS

INTRINSIC REWARDS DEVELOPMENT  CLIMATE

m
li Engagement and total reward

FINANCIAL BENEFITS
EXTRINSIC REWARDS PAYMENTS
DEVELOPMENT CLIMATE
© Stimulate growth and : i’i)elar vision/| Pujpose
devel e to voice ideas
INTRINSIC REWARDS | @ Opportunities to © Manager concern for
develop in a job well-being
© Opportunities to © Challenging work and
advance careers resources

® Collaborative

© benefits — this area comprises the totality of the ben-
efits package, including elements of choice and flex-
ibility;

©® development — the provision of formal development,
access to developmental opportunities, financial
support for individual development, career path
clarity and career management; and

© climate - this is the experienced reality of working in
the organisation. It includes the physical environ-
ment, but more importantly the ‘emotional’ envi-
ronment. Whilst the organisational culture and its
manifestations through policy and practice are
important, this area is strongly influenced by the
experiences of working with an individual’s immedi-
ate manager.*’

Support for this overall, integrated framework can be
found in both the literature relating to the employer of
choice debate and that relating to engagement. Key
findings from these literatures are mapped on to the
total reward model in Figures 2 (above) and 3 (overleaf).

From Figure 2 it is evident that engagement is very
concerned with effective management of intrinsic
reward strategies, whilst becoming an employer of
choice also requires appropriate attention to extrinsic
reward strategies (see Figure 3).

Perhaps combining Figures 2 and 3 could provide the
basis of a total reward strategy designed to build high
levels of engagement and consequently performance.
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An important part of the success of such a strategy is
clearly building line management capabilities. Much of
the engagement, employer of choice and talent litera-
ture emphasise the significant role of line managers.*

Conclusions

Clearly, based on the reviewed literature, an extended
total reward framework offers the potential basis for a
strategic approach to building employee engagement
and organisational performance. The proposed frame-
work links much of our current thinking and practice
on total compensation (pay and benefits) with well-
established work on individual needs and motivation.*
Adopting a total reward view through the lens of
engagement tends to provide an integrative people
management framework. Interestingly, this shows the
relatively low leverage of pay as a means of achieving
organisational performance. However, the fact that we
do not appear to have discovered anything new should
not be a cause for concern. As Karl Weick so elegantly
put it: “Making sense is moving forward”.*

An extended total reward
framework offers the
potential basis for a strategic
approach to building
employee engagement
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This article has developed a framework from a range of
research data and thinking and through integrating
differing streams. The next step is to empirically test
the model. Given the predominantly quantitative
nature of the assessment of engagement and commit-
ment, it would seem appropriate to convert the model
into a questionnaire and explore its validity through
quantitative comparison to the engagement and com-
mitment data. Nonetheless, the general trends and
issues discussed — and the potential framework — do
have a range of practical implications for practitioners
and organisations. These include:

©® a need to ensure that HR strategies and practices are
more integrated (eg avoiding dealing with issues
such as reward and management development in
isolation) and aligned to core strategic goals;

® spending more time in exploring the existing cul-
ture and climate and identifying changes required to
achieve greater levels of employee engagement;

© identifying opportunities to create greater flexibility
and choice in the structure of benefits packages; and

® investing time and effort in developing the capabili-
ties of managers in terms of creating a positive work-
ing climate for members of their teams.

The last of these, in fact, may be the area in which the
impact of actions could be most significant, since
‘whilst people join an organisation, they tend to leave
their manager.””* MU
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