PERFORMANCE MEASUREMENT

A.
Objective: The objective is to develop performance measurement systems that: (1) provide information for economic decisions, (2) facilitate the control of operations, (3) motivate managers to achieve high levels of performance which further the objectives of the organization, and (4) provide the information needed to evaluate the performance of individuals.  A performance measurement system should provide the information that managers need in order to evaluate the economic performance and operating characteristics of their own activities, those of their subordinates, and those activities of the larger entity of which they are a part.

B.
Types of performance evaluation

1.
Economic (activity) evaluation is concerned with the measurement of the economic productivity of an activity relative to alternative investments.  Investment-divestment decisions are based, at least in part, on such measures of economic performance.

2.
Operations evaluation is concerned with the day-to-day monitoring of operations vis-a-vis competitors and planned results.  This score keeping and attention-directing information is of primary interest to the responsible operating managers.

3.
Managerial evaluation is concerned with the measurement of the performance of individuals as managers of activities.  This score keeping information is of primary interest in the periodic planning and performance review cycle which influences the systems of rewards.

C. The development of a performance measurement system involves seven interdependent phases.

1.
The strategic objectives of the organization should be identified and described in general terms.  Strategic objectives include the basis on which the organization plans to compete.  As general guides to the actions to be considered, strategic objectives need to be flexible, yet relatively stable.

2.
Operational objectives should be developed so as to support the organization’s strategic objectives.

3.
Partitioning of Objectives - The development of performance measurement systems for components of an organization presumes that organizational objectives and goals can be partitioned into sub-objectives and that these sub-objectives can be used to evaluate the contribution of each responsibility center to the achievement of organizational objectives.

a.
Some objectives are directly related to corporate objectives (same direction, strength).

b.
Some responsibility center objectives are unrelated, or only weakly related to corporate objectives (e.g. service or compliance activities).

c. Goal congruence concerns the consistency of center objectives with corporate objectives and/or other responsibility center objectives.  At the personal level, it is concerned with the consistency of personal with relevant corporate objectives.

4.
Methods of measuring the extent to which actual performance is contributing to the desired objectives must be developed.  In some cases several measures of the same attribute may be used (e.g., profitability).
a.
Economic efficiency concerns the process of converting scarce resources into output.  Measures of economic efficiency include per unit costs, profitability measures and productivity indices.

b.
Effectiveness is a second major dimension of performance measurement, especially at lower levels of responsibility.  Effectiveness concerns the achievement of goals, such as production schedules, safety goals, hiring goals, etc.

5.
A specific goal or performance standard is set for each type of performance measure on an entity by entity basis for a specified time period.  A goal is the numeric value of the performance measure to be achieved in a period of time.  For example, a 10% increase in operating income over next year is a goal.  Performance standards can be developed from at least three different perspectives.

a.
Standards that are both externally derived and are independent of the current operating circumstances of the company.


b.
Standards that reflect an initial (a priori) plan for the current period.

c. Standards that reflect the actual environmental conditions experienced -- those that would have been incorporated in the a priori plan if conditions had been known in advance.

d.
As in the case of objectives, some entity goals will be directly related to corporate goals and some will be independent of corporate goals.  Some will be process goals and some will be product goals.

6.
Design and develop a system for identifying deviations of actual performance from planned performance, and for reporting these deviations to the appropriate individual(s).  The major problem is to find the causes of the variances, and then to identify the responsible individuals(s).

7. Implement and operate the system.

D.
Measures of economic performance and related variables that are the object of planning and control activities in typical accounting systems.

1.
Entity performance measures

a.
return on investment

b.
residual income

c.
operating income

d.
segment margin

e.
short-run performance margin

f.
contribution margin

2.
Revenue performance variables

a.
prices of products and services (outputs)

b.
volume of products and services

c.
mix of products and services

d.
the achievement of planned production and sales quantities

3.
Cost performance variables

a.
cost of products and services used in production

b.
the efficiency with which inputs are converted into outputs

c.
the yield (output) from a given batch of input

d.
the utilization of available capacity

e.
the mix of inputs used to achieve a given level of output

E.
Entities that typically are the object of performance measurement in business.

1.
Cost centers - usually production activities

2.
Revenue centers - usually order-getting activities

3.
Contribution margin centers - usually order-getting activities

4.
Profit centers - activities which are managed to achieve profit goals which implies some control over both sales and sources of supply

5.
Investment centers - profit center activities that also involve a significant amount of investment which is subject to managerial control

 6.
Administered centers - profit centers that are captive customers of other units of the same company

7. Support centers - entities that are judged on the quality and cost of the  services provided to other units within the same firm.

8.
Programs

a.
training programs

b.
affirmative action programs

c.
advertising programs

d.
development of a new product

9.
Products and/or product groups

10.
Markets

a.
geographic areas

b.
customer types

c.
distribution methods

F.
Criteria for choosing control entities

1.
In general, the design of the organization and the system of product-market management will dictate the structuring of the control entities.

2.
Specific design factors include:

a.
education, training and experience of managers

b.
spheres of influence of local managers and their actual decision-making authority

c.
conception of the role of the relevant managers in terms of responsibility and authority

G.
Managerial and operations performance evaluation system concepts:

1.
Responsibility: Responsibility accounting is the process of accounting for revenues, costs or both in accordance with organizational structure and defined areas of responsibility.  Cost and revenue items can only be assigned when the individual primarily responsible for each item has been isolated and identified.  Responsibility accounting systems are based on the presumption that costs and revenues can be related to the individuals responsible for their control.  To the extent that costs and revenues can be meaningfully associated with the responsible individual, the performance measurement system will be valid and useful.  To the extent that costs and revenues must be assigned to responsibility centers in an arbitrary manner, the results will be arbitrary.

2.
Relevance: Only those items that should be the object of planning and control efforts are relevant to either the evaluation process, or the feedback process.  All other items are excluded or de-emphasized to avoid the misallocation of managerial resources to irrelevant matters.

3. Controllability concerns the extent to which a manager can control or influence results.  Some factors are controllable by the manager whose performance is being evaluated, while other factors may be controllable in some other responsibility center, or are uncontrollable by management at any level.  For performance evaluation purposes, the stress should be placed on the most relevant, controllable factors rather than on less controllable items.

4. Independence: When evaluating the performance of an individual, the measures of performance should reflect the efforts of that individual alone, and his subordinates, when possible.  The effects of other responsibility centers are to be either eliminated or neutralized.  This is impossible to do in those cases where interaction effects are important.

5.
Comparability: The measure of performance should be reported on a basis that is comparable in all respects with the performance standard that is to serve as the appraisal benchmark.  Ideally, both the evaluator and evaluatee have agreed to these performance standards.

6.
Predictability - Some events are predictable while others are unexpected.   Frequently some evaluation must be made about unusual events in order to determine if anyone should be held responsible.  The predictability criterion become significant when unusual events occur, or when environmental conditions change.

7.
Aggregation: Information must be aggregated so as to be most useful at the management level being used.  Excessive aggregation conceals important information, while insufficient aggregation (excessive detail) overburdens the executive seeking information relevant to his own decisions.

8.
Focus: The system should focus on those relevant items that are the critical success factors  (key variables for the activities at hand).

H.
Behavioral issues in performance measurement system design, implementation and operation.

1.
Complexity of performance measures

a.
single

b.
multiple, unweighted

c.
multiple, weighted

2.
Consistency of performance measures

a.
goal and/or performance measure congruence

b.
consistency of reward system with performance measurement system

3.
Expected level of performance

a.
internalization of goals and objectives

b.
aspiration levels of employees

c.
maintenance of effort and approach vs. avoidance behaviors

d.
management-induced pressure

4.
Control of the system

a.
needs and abilities of employees

b.
participatory vs. non participatory methods of leadership style

c.
span and tightness of control by management

5.
Authority and power of the individual

a..
scope of responsibility

b.
intervention methods used by managers

c.
controllable vs. uncontrollable factors

d.
predictable vs. relatively unpredictable events

6.
Data collection methods

a.
who collects data

b.
how data is collected

c.
under what conditions is data collected

I.
Pertinent Terminology

1.
Committed fixed costs are those fixed costs that arise from the possession of plant and equipment and a basic organization which are affected by infrequent, long-run decisions as to the desired level of capacity.

2.
Discretionary fixed costs are those fixed costs that arise from periodic usually yearly, appropriation decisions that directly reflect top management policies.

3.
A common cost is a cost which is incurred for several functions or activity segments and cannot be clearly or theoretically associated with the respective activities, except by means of arbitrary allocation procedures.  Common costs usually represent the simultaneous use, or intermittent use of common facilities, as a result of management decision.

4.
Whenever two or more products (outputs) are necessarily created from a single input or set of inputs, then the costs up to a separation point are called joint costs.  By implication, joint costs are usually joint because of the production process involved, and not as a result of management choice.

5.
Contribution margin is equal to sales price (revenue) less all variable production, selling and administrative expenses.

6.
Short-run performance margin is equal to contribution margin less separable, discretionary fixed costs (also called performance margin).

7.
Segment margin is equal to (short-run) performance margin, less separable, committed fixed costs.

