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Topic	1	–	Introduction	to	Performance	Measurement	
 
Content of Topic 

• What	is	management	accounting?	
• Why	measure	performance?	
• What	is	‘performance’	in	organisations?	
• Basics	of	measurement	
• Performance	measurement	systems	
• Design	criteria	

 
What is Management Accounting  

• “The	processes	and	techniques	that	focus	on	the	effective	and	efficient	use	of	organisational	
resources	to	support	managers	in	their	tasks	of	enhancing	both	customer	value	and	
shareholder	value”.	

 
Why Do Organizations Need Management Accounting? 

• “With	vigorous	global	competition,	rapid	progress	in	product	and	process	technology,	
and	wide	fluctuations	in	currency	exchange	rates	and	raw	material	prices,	an	
organization's	management	accounting	system	must	provide	timely	and	accurate	
information	to	facilitate	efforts	to	control	costs,	to	measure	and	improve	
productivity,	and	to	devise	improved	production	processes…”		(Johnson	&	Kaplan,	
1987,	p4)	

• “…The	management	accounting	system	must	also	report	accurate	product	costs	so	
that	pricing	decisions,	introduction	of	new	products,	abandonment	of	obsolete	
products,	and	response	to	rival	products	can	be	made	with	the	best	possible	
information	on	product	resource	demands…”	(Johnson	&	Kaplan,	1987,	p4)	

• …Finally,	large	decentralized	organizations	require	systems	to	motivate	and	
evaluate	the	performance	of	their	managers.	The	systems	should	provide	
appropriate	incentives	and	signals	to	managers	working	in	different	functions,	with	
diverse	products	and	processes,	amid	globally	dispersed	operations….	(Johnson	&	
Kaplan,	1987,	p4)	

 
In summary Management Accounting; 

1. Supports	the	organization’s	formulation	and	implementation	of	strategy.	
2. Contributes	to	improving	the	organization’s	competitive	advantage.	
3. Provides	information	to	help	manage	resources	through	systems	of	planning	and	

control.	
4. Provides	estimate	of	the	costs	of	an	organization’s	outputs.	

Management	Accounting	
Systems

Management	Accounting	
Information Used	by	Managers
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Why Measure Performance? 
‘What gets measured gets done’- Robert Kaplan 
Why Do Organizations Measure Performance? 

• Implement and monitor strategy. 
• Support managerial decision making. 
• Motivate managers and employees (evaluation and/or rewards). 
• Communicate with stakeholders. 

 
What is ‘Performance’ in Organizations? 

• Depends on the level: 
o Individual 
o Division, department or function 
o Whole-organisation 

• Performance of activity (process) or outcome (output) 
• Achievement of organisations objectives: 

o What is the organizational unit trying to achieve? 
o Specific aims? 

1. Profit and return to shareholders 
2. Reputation and customer satisfaction 
3. Quality products 
4. Safety 
5. Environmental management 
6. Long term growth 
7. Innovation 
8. Stakeholder management 
9. Employee satisfaction 
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Organizational Performance 
Commonwealth Bank of Australia 

Objective Performance 
To have shareholder return in top quartile 
(compared to peers) on 5 year rolling basis. 

Relative magnitude of financial returns (over 5 
years). 

 
How Do We Achieve Objectives 

• Organizational	strategy	–	The	long	term	direction	to	achieve	an	4organization’s	mission	and	
objectives.	

• Three	levels:	
o Corporate	strategy	
o Competitive	strategy	
o Operational	strategy	

Corporate Strategy 
• Choices	about	the	types	of	businesses.	
• How	best	to	structure	and	finance	the	organisation.	

o I.e.	single	business	vs.	multi-business	units.	
Competitive (Business) Strategy 

• The	way	a	business	competes	within	its	chosen	market.	
• Distinct	business	strategies	for	each	business	unit.	

o I.e.	cost	leadership	vs.	differentiation	vs.	niche.	
Operational Strategy 

• Tactical	and	operational	decisions	about	how	the	organisations	will	deliver	competitive	
strategy:	

o How	does	the	business	function	on	a	daily	basis?	
o What	are	the	core	activities	or	processes?	
o How	do	we	structure	our	processes	and	activities?	

 
Basics of Measurement 
What is a Measure? 

• A	measure	transforms	something	in	reality	into	a	quantified,	standardized	unit	of	
information.	

• Can	also	be	referred	to	as	an	indicator,	metric,	scale	or	index	IN	UNITS	
• Performance	measures	generally	focus	on	the	outcome	of	activity,	process	or	behavior.	

 
 
 
 
 
 
 
Performance Measurement Systems 

• A	set	of	processes	that	includes	the	collection,	analysis	and	reporting	of	actual	performance,	
usually	compared	to	a	target.	

Cybernetic Loops 
1. Establish	(expected	standards	of	targets	
2. Measure	actual	performance	
3. Compare	actual	to	standard	(variance)	
4. Evaluate	variance	
5. Take	Corrective	action	

 
Do Performance Measurement Systems Work? 

Activity 

Performance	
measure 

Outcome	of	
activity 

Measured	
output 
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Pre-conditions to implementing a cybernetic control: 
1. There are measures that enable the quantification of an underlying phenomenon activity or 

system. 
2. There are standards of performance or targets to be met. 
3. There is a feedback process. 
4. There is a comparison of the outcome to the standard. 
5. There is the ability to modify the phenomenon, activity or system. 

 
Design Criteria  

1. Validity: the extent to which a measure captures what is intended. 
2. Reliability: the extent of accuracy, objectivity and precision of the measurement. 
3. Clarity: the extent to which the measure (and measured output) is easy to understand, without 

vagueness in interpretation. 
4. Cost efficiency: the cost of collecting and measuring performance information does not 

outweigh the information benefits 
5. Timeliness: the extent to which information arrives in time for analysis and action to be taken 
6. Access: the extent to which the measurer has the right to access to the required performance 

information 
7. Controllability: the extent to which you can improve or reduce the value of the measured 

output through action 
8. Cannot be gamed: gaming when a measure alters the behavioural patterns of employees. 

(freeriding on a group assignment and still get a good mark) 
9. Cannot be manipulated: manipulation is when managers or employees influence a measure so 

that it no longer reflects what was originally intended. (Hack into the measured output and 
change the grade) 

Topic	2	–	Financial	Performance	Measurement	
Content 

1. Why measure financial performance? 
2. Responsibility accounting and controllability principle 
3. Designing appropriate financial measures  
4. Evaluating financial performance measures 

o General limitations 
o Evaluating individual measures: e.g. ROI 

 
Why Measure Financial Performance? 
Some measures that will be familiar 

• Profit	($)	and	margin	(%)	
• Revenue	growth	(%)	
• Price	and	efficiency/usage	budget	variances	
• Return	on	investment	(%),	Return	on	Equity,	Return	on	Assets	
• Net Present Value ($) 

 
Why Do Organisations Measure Performance? 
At least three reasons for external (government, creditors, shareholders) and internal (management) 

1. Provide summary measures of results of economic activity 
2. Speak to financial objectives  
3. They are standardized (been used for centuries) 

 
Responsibility Accounting and the Controllability Principle  
Responsibility Accounting 

• Definition -  the practice of holding managers responsible for the activities and performance 
of their area of the business. 
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• The basis of a responsibility accounting system is the designation of each sub-unit of the 
organisation as a particular responsibility centre. 

Responsibility Centres 
• A responsibility centre is a unit in an organisation where the manager is held accountable for 

the unit’s activities and performance. 
• Four types: 

o Cost	centre	
o Revenue	centre	
o Profit	centre	
o Investment	centre	

Controllability Principle 
• Controllability:	the	extent	to	

which	you	can	improve	or	
reduce	the	value	of	the	
measured	output	through	
action.	

• Applied	financial	measures	-	the	
manager	of	a	responsibility	
centre	should	only	be	assigned	
responsibility	for	the	revenues,	
costs	or	investments	that	they	
(or	their	subordinates)	can	
control.	

 
Design Appropriate Financial Measures 
What sorts of financial measures are appropriate for a … 

Responsibility Centre Type Financial Measure(s) 
(Remember – always has units) 

Revenue Centre • Sales	Revenue	($)	
• Revenue	Growth	(%)	
• Sales	Price	Variance	($)	
• Sales	Volume	Variance	($)	

Cost Centre • Material	Price	Variance	($)	
• OH	Variance	($)	
• Labour	Efficiency	Variance	($)	
• COGS	($)	

Profit Centre • Profit	($)	
• Gross	Profit	($,	%)	
• Profit	Growth	(%)	

Investment Centre  • ROI	(%)	
• ROA	(%)	
• ROE	(%)	

 
 

• Profit	margin	controllable	by	investment	centre	manager	
o Suitable	when	the	focus	is	to	assess	the	performance	of	the	manager	
o Encourages	managers	to	focus	on	profit	that	they	can	control	
o Motivational	impact	

• Profit	margin	attributable	to	investment	centre	
o Suitable	when	the	focus	is	to	assess	the	performance	of	the	investment	centre	
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• The	above	figure	illustrates	these	measures	for	an	investment	centre.	The	profit	margin	

controllable	by	the	investment	centre	manager	(line	2)	may	be	considered	a	suitable	profit	
measure	if	the	focus	is	to	measure	the	performance	of	the	manager	of	the	investment	
centre.	Remember	that	the	overall	objective	of	the	performance	measure	is	to	encourage	
goal-congruent	behaviour.		

• Evaluating	an	investment	centre	as	a	viable	economic	investment	is	a	different	matter	
altogether.	For	this	purpose,	the	profit	margin	attributable	to	the	investment	centre	(line	3)	
should	be	used	to	calculate	the	investment	centre	ROI	or	residual	income.		

• In	Chapter	12	it	was	explained	that	in	evaluating	the	performance	of	a	business	unit	
manager,	it	is	important	to	consider	revenues	and	costs	that	flow	from	activities	that	the	
manager	can	influence	and	control.	When	evaluating	the	performance	of	a	business	unit,	
the	emphasis	is	on	revenues	and	costs	that	are	attributable	to	that	business	unit.		

 
Evaluating Financial Measures: General Limitations  

• Only	measure	one	aspect	of	performance	–	(does	not	capture	quality,	sustainability	etc)	
• Measures	summary	of	historical	outcomes,	therefore	does	not	look	to	the	future.		
• Can	only	approximate	an	organisation’s	economic	cost	function	

o E.g.	overhead	
• Incomplete	reflection	of	managerial	performance	
• Reflect	results	of	non-controllable	factors	
• Not	intuitive	for	many	managers		
• Not	meaningful	to	employees	day-to-day	activities	
• May	encourage	actions	which	decrease	shareholder	and	customer	value	
• Provide	misleading	information	about	the	health	of	the	company	

	
Evaluating Financial Measures: ROI 

 
 

Advantages Limitations 
Widely used in practice to measure the 
performance of units and managers 

May encourage managers to focus on improving 
short-term financial performance 

turnover investment    sales on return
capital invested

revenue sales    
revenue sales

profit
capital invested

profit  ROI
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