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Abstract

Many methods for the valuation or measurement of Intellectual Capital can be
characterized as ‘solutions in search of a cause’. It is often unclear what the
organizational problem is the methods intent to solve. In general, the field of IC
performance measurement has paid little attention to organizational diagnosis and the
'Why' question. Another area that requires clarification is the 'How' question. There
seems to be confusion about the distinction between valuation and measurement. The
distinction is fundamental yet not recognized in the field. This paper helps to clarify
these two areas of confusion: 'why' and 'how'. It describes the various motives for IC
performance measurement. In addition, the paper clarifies the difference between
various forms of valuation and measurement. Answering these questions will help the
field to move forward, both in the theoretical discussion of IC measurement as in

reconciling the tension between high quality research and practitioner relevance.
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Introduction

In the past ten years we have witnessed an explosion of new methods for the valuation
or measurement of intangibles. Overviews by Sveiby (2002), Bontis (2001), Bontis et al.
(1999), Luthy (1998), Petty and Guthrie (2000) and Andriessen (2004) identify over 30
different methods and there are many more models out there. The subject of
intangibles is addressed by various disciplines including accountancy, information
technology, sociology, psychology, human resource management and training and

development (Bontis, 2002) as well as management research.

The enormous amount of methods is probably the result of the fact that
"...Intellectual Capital research has primarily evolved from the desires of practitioners"
(Bontis, 2002, p. 623). Great progress has been made in creating sophisticated
measurement tools and methods. Great confusion has been created about the

underlying concepts and motives.

Analysis of the various methods (Andriessen, 2004) shows that they are based on a
wide variety of problem definitions that are sometimes made explicit but often remain
implicit. In fact, many methods can be characterized as ‘solutions in search of a cause’.
It is often unclear what the organizational problem is the methods intents to solve. In
general, the field of IC performance measurement has paid little attention to
organizational diagnosis. Generic methods have been proposed as a cure for all
diseases, without even knowing which diseases exist. Therefore, it is of no wonder that

Rylander et al. (2000) found that analysts consider IC statements of little use.
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Another area of confusion is the distinction between valuation and measurement.
The methods use a broad array of approaches under various headings like valuation,
financial valuation, measurement and assessment. However, there is a clear and
distinct difference between valuation and measurement. This distinction is not yet
recognized in the field and the concepts are being confused. For example, lack of
insight into the value of IC is often used as a motive for creating IC reports, like for
example by Edvinsson and Malone (1997) and Roos et al. (1997). Yet, the methods

these authors propose do not value intangibles; they merely measure variables.

This paper explores these questions of the 'why' and 'how' of IC valuation and
measurement. The inquiry into the underlying problem definitions of the IC movement
will both help to build a strong theoretical foundation and make the field more practical
and successful in solving business problems. In addition, the paper clarifies the
difference between various forms of valuation and measurement. This answers the
“how” questions in the title. Answering these questions will help the field to move
forward, both in the theoretical discussion of IC measurement as in reconciling the

tension between high quality research and practitioner relevance.

Why: Motives for valuation or measurement

IC valuation and measurement methods address a wide variety of problems. We can
group these into problems around improving internal management or improving external
reporting (Andriessen, 2002b). There can also be statutory or transactional reasons to
analyze the value of intangible resources, creating a third group of problems. A fourth
group of problems deals with the accuracy and reliability of national accounts (see for

example Grojer & Johanson, 2000). This latter issue is beyond the scope of this paper.
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Improving internal management

Some authors refer to improving internal management as improving management
accounting (Stewart, 2001) and management control (Gréjer and Johanson, 2000).
According to Eccles (1991), the use of non-financial performance measures to improve
internal management dates back as far as 1951 when General Electric installed a high-
level task force to identify key corporate performance measures. The French 'Tableau
de Bord' is a measurement tool that even dates back to 1932 (Ngrreklit, 2000). During
the 1980s, the Total Quality Movement introduced various quality measures. In the
beginning of the 1990s measures of customer satisfaction where introduced. In 1992,

Kaplan and Norton published their famous article on the Balanced Scorecard.

The issue of improving internal management is a wide issue. Various problem
definitions fall into this category. The problem definitions can be grouped into eight
categories of problems (see table 1). This categorization is based on an analysis of 25
existing methods and additional literature on the subject (Andriessen, 2004).

Table 1: Internal management problem definitions

(Andriessen, 2004)

"What gets measured gets managed"

Improving the management of intangible resources
Creating resource-based strategies

Monitoring effects from actions

Translating business strategy into action

Weighing possible courses of action

Measuring income in a reliable way

Enhancing the management of the business as a whole

QNPT AW IN] =

The first category of problem definitions is the popular notion that management
requires measurement or that measurement will lead to better management. A typical
example is Standfield's motivation for measuring intangibles: "As intellectual assets are
the most important assets within any business, they must be measured and managed

according to the most objective means possible." (Standfield, 2001, p. 316). If we
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compare this with the following statement: "As food and drink are the most important
means for any human being to stay alive, they must be measured and managed
according to the most objective means possible", it becomes clear that the importance
of intangibles is neither a necessary nor a sufficient condition for measurement.
Moreover, measurement is neither a necessary nor a sufficient condition for
management. Stewart (2001, p. 291) calls the phrase 'You cannot manage what you

cannot measure' "...one of the oldest clichés in management, and it's either false or
meaningless. It's false in that companies have always managed things — people,
morale, strategy, etc. — that are essentially unmeasured. It's meaningless in the sense
that everything in business — including people, morale, strategy, etc. — eventually shows

up in someone's ledger of costs or revenues." Therefore, we need a more detailed

problem definition to justify the measurement of intangible resources.

We find a second, more valid group of problem definitions in the IC and HRA
literature. This category is based on the belief that intangible resources are not
managed properly, that they deserve more management attention and that they need to
be managed differently than other resources. This has been the driving force behind
Human Resource Accounting, and has inspired IC authors like Roos, Sveiby and
Edvinsson. Sveiby for example, has made it his task to supply managers with a toolbox
to help them in managing knowledge-based companies. Included in this category of
problem definitions are problems around the lack of awareness about the importance of

intangible resources. Awareness is a requirement for management.

Yet, improving the management of intangible resources is not a very specific
problem definition. Kaplan and Norton (1992) are more concrete and they identify a
third category of problems. Their aim is to complement financial measures of company

performance with operational measures in order to create a balanced view on both
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results of action already taken and drivers of future financial performance. This means
they want to create insight into the value drivers: the vital resources that determine
future success. Those resources will often be intangible. They are the basis for creating
resource-based strategies. To help develop these strategies they use a tool called a
'strategy map' (Kaplan and Norton, 2001). Roos et al. (2001) also use the intangible

perspective to help create resource-based strategies.

Second aim of the method of Kaplan and Norton — the Balanced Scorecard — is to
measure performance in balanced way as a feedback mechanism for management
actions. This fourth category of problems lies at the core of the performance
measurement community but also plays an important role in the IC community. The
accounting community also adopts this perspective, but is specifically interested in
monitoring the effects of investments in intangibles to be able to calculate some form of

return on investment (Webber, 2000).

After working with their method for a couple of years Kaplan and Norton found it
addresses a more fundamental problem: how to link a company's long-term strategy
with its short-term actions (Kaplan and Norton, 1996). Therefore, their problem
definition shifted from measuring performance to strategy implementation. "But we
learned that adopting companies used the Balance Scorecard to solve a much more
important problem than how to measure performance in the information era. That
problem, of which we were frankly unaware when first proposing the Balanced
Scorecard, was how to implement new strategies.” (Kaplan and Norton, 2001, p.viii).
This leads to a fifth category of problems. Pike & Roos (2000) describe this category as

translating strategic intent into actions.

Roos has been one of the strongest advocates of methods that allow for making

trade-off decisions. According to Roos et al. (1997), that is where the early IC models
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(which they referred to as first generation models) fall short. "IC systems have long lists
of indicators with no prioritization, thus making it impossible for managers to evaluate
trade-off decisions" (Ibid., p.7). The sixth category of problems is especially concerned
with making trade-off decisions. This requires a method that consolidates different

indicators into one measure of value.

A seventh group of problem definitions originates from the accounting community.
Although the accounting community is primarily concerned with the quality of corporate
reporting, it does address elements of internal management because information that is
reported externally is also used to make internal decisions. The accounting community
is struggling with intangible assets because intangibles frustrate the important
accounting concept of periodically matching costs with revenues. For example, R&D
investment in product and process innovation is immediately expensed in financial
reports as if no long-term benefits are expected from it. This interferes with the
accounting concept of periodically matching costs with revenues. This concept is crucial

in measuring income and assets in a reliable way.

The last category of problems looks at the business as a whole. An example is the
method of Economic Value Added (EVA™, a trademark owned by Stern Stewart & Co).
EVA is not a method specifically designed to measure the value of intangibles. Its aim is
much wider. The problem EVA addresses is poor management decision-making that
destroys shareholder wealth. According to EVA advocates, poor decision-making is
often a result of using the wrong indicators of wealth creation, like return on investments
or return on assets. The problem with most traditional indicators is that they are based
on accounting derived earnings instead of cash flow and that they do not include the

cost of capital into the equation. EVA was developed to correct this.
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