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5.12: Explain the Importance of Performance Measurement
As you learned in Responsibility Accounting and Decentralization, as a company grows, it will often decentralize to better control
operations and therefore improve decision-making. Remember, a decentralized organization is one in which the decision-making is
spread among various managers throughout the organization and does not solely rest with the chief executive officer (CEO).
However, with this dispersion of decision-making comes an even greater need to monitor the results of the decisions made by the
many managers at the various levels of the organization to ensure that the overall goals of the organization are still being met.

To evaluate whether decisions made by management are both effective and ethical, performance is measured through
responsibility accounting. This is a double-layer ethical analysis that requires some thought to establish and implement, as the
evaluation system must also operate in an ethical fashion, just as the decision-making process itself does. In most
organizations, the overall results of choices made by management, not just the resulting profit, need to be examined to
determine whether or not the decisions are ethical.

When an organization’s customers and other stakeholders are happy, and the corporate assets are in good condition, these are
indicators that the customers, stakeholders, and assets are being treated ethically. Evaluation of customer and stakeholder
satisfaction should come directly from the customer, such as through surveys or other direct questionnaires. Proper treatment of
organizational assets can be determined by viewing the physical condition of such assets, or the loss rates and productivity of
equipment. Customer satisfaction and positive results in the utilization of corporate assets typically indicate ethical decision-
making and behavior, while negative results typically indicate the opposite. An organization with a satisfied group of
stakeholders and customers, as well as assets that operate efficiently, is often more profitable in the long term.

Managerial accountants therefore must design a framework of responsibility accounting in which the evaluation system is based
on criteria for which a manager is responsible. The framework should be structured to encourage managers to make decisions that
will meet the goals of the company as well as their own professional goals. In your study of managerial accounting, you have
learned about company goals such as increasing market share, increasing revenues, decreasing costs, and decreasing defects.
Managers and employees have their own goals. These goals can be work related, such as promotions or awards, or they can be
more personal, such as receiving raises, receiving bonuses, the privilege of telecommuting, or shares of company stock. This
aligning of goals between a corporation’s strategy and a manager’s personal goals is known as goal congruence. Managers should
make the best decisions for the benefit of the corporation, and the best way to motivate a manager to make those decisions is to link
a reward system to performance results. To accomplish this, a business establishes performance evaluation measures that align the
decisions made by management with the goals of the corporation and the professional goals of the manager.

Fundamentals of Performance Measurement

Performance measurement is used to motivate managers to make decisions that benefit the corporation and themselves. Therefore,
the key to good performance measurement techniques is to set goals that are realistic and that incorporate decisions over which the
manager has control. Then, the company can evaluate the manager based on controllable factors, which are the components of the
organization for which the manager is responsible and that the manager can control, such as revenues, costs, and procurement of

long-term assets, and other possible factors. Recall that in Responsibility Accounting and Decentralization, you
learned about responsibility centers, which are a means by which an organization can be divided based on factors that the manager
can control. This makes it easier to align the goals of the manager with those of the organization and to design effective
performance measures. The four types of responsibility centers are revenue centers, cost centers, profit centers, and investment
centers.

In a revenue center, the manager has control over the revenues that are generated for the corporation but not over the costs of the
organization. For example, the reservations department of an airline is a revenue center because the reservationists can control
revenues by selling customers upgrades such as meals or first-class seating, by selling trip insurance, or by trying to keep customers
from going to another airline. However, reservationists cannot control the costs of the flights the airline is offering and reserving
because the reservation department cannot control the cost of the planes, airport space rental, or jet fuel. Therefore, the manager of
the reservation department should have performance evaluation measures closely related to revenue generation.

 Ethical Considerations: Ethical Evaluation of Performance Measures
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In a cost center, the manager has control over costs but not over revenues. An example of a cost center would be the accounting
department of a grocery store chain. The manager can control the types of people hired, the wages that are paid, and the hours that
are worked within that department, and each of these costs contributes to the total cost of the department. However, the manager of
the accounting department has no control over the generation of revenues.

In a profit center, the manager has control over both revenues and costs. An example would be a single location of Best Buy. The
manager at that store has control over both revenues and costs; therefore, one component of evaluation for that manager will be
store profits.

An investment center is a component of a business for which the manager has control over revenues, costs, and capital assets. This
means the manager not only can make decisions regarding generating revenues and controlling costs but also has authority to make
decisions regarding assets, such as buying new machines, expanding facilities, or selling old assets. With each of these types of
centers, designing the appropriate performance measures begins with evaluating management based on which business areas they
oversee.

Using the previous revenue center example, the manager of the reservation department should be evaluated on how well his team
generates revenues. The proper incentives will motivate the team to perform better at their jobs. Evaluating a manager on the
outcome of decisions over which he or she has no control, or uncontrollable factors, will be demotivating and does not promote
goal congruence between the organization and the manager. The reservations manager has no control over fuel costs, plane
maintenance costs, or pilot salaries. Thus, it would not be logical to evaluate the manager on flight costs.

A good performance measurement system is one that utilizes appropriate performance measures, which are performance
metrics used to evaluate a specific attribute of a manager’s role, to evaluate management in a way that will link the goals of the
corporation with those of the manager. A metric is simply a means to measure something. For example, high school grade point
average is a metric used by colleges when considering admission of prospective students, as it is considered a measure of prior
academic success. In the business environment, individuals who design the performance measurement system must have extensive
knowledge of the corporate strategic plan and the overall goals set by the organization, and a clear understanding of the job
descriptions, responsibilities of each manager, and trends in rewards and compensation.

As a dentist and owner of your own practice, you are considering ways to both reward and motivate your staff. The obvious
choice is to simply give each employee a raise. However, you have heard that many businesses are compensating their
employees for meeting various goals that are beneficial to the business. What types of goals might the dental practice have?
What are several ideas for ways to motivate the staff, which consists of a receptionist, dental assistants, and dental hygienists?
What are possible rewards for meeting goals?

Advantages Derived from Performance Measurement
Every business has a strategic plan, or a broad vision of how it will be in the future. This plan leads to goals that must be achieved
to fulfill that vision. As shown in Figure , a business will use the strategic plan to determine the goals needed to achieve the
strategic vision. Once goals are determined, the business will decide on the appropriate actions necessary to meet the goals. Then,
the business will implement, review, and adjust the goals as needed. Properly designed performance measures will help move the
company toward meeting the goals of its strategic plan. Advantages of a good performance management system include increased
employee retention and loyalty, better communication between the various levels of management, increased productivity, and
increased efficiencies. In addition, a well-designed performance plan should lead to improved job satisfaction for the manager and
increased personal wealth if the rewards are monetarily based. In summary, a company needs to first identify and create a strategy
and then set the necessary goals, which will lead to actions, and finally to an applicable evaluation process.

Figure : Strategy-to-Action Sequence. (attribution: Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0 license)

 Think it Through: Motivating Dental Industry Employees
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All companies need ways to measure the performance of employees. These measures should be designed in a way that the
rewards for performance will motivate the employees to make decisions that are good for the business. If this were your
company, what are five goals you would have for your business? What are some measures you could use to see if you are
meeting those goals? What types of incentives could you offer to motivate your employees to help meet these goals? Use Table

 for your answers.

Table 

Motivating Employees toward Business Goals

Five Business Goals Measures to Meet Goals
Incentives to Motivate Employees toward

Goals

   

   

   

   

   

Solution
Answers will vary. Sample answer:

Five Business Goals Measures to Meet Goals
Incentives to Motivate Employees

toward Goals

Grow customer base Number of new customers
Give a gift card to employees for each

new customer they get

Increase company name recognition
Number of “likes” on Facebook, number

of reviews on Google

Host a party or take employees to dinner
after certain number of likes or positive

reviews occur

Grow revenue each quarter
Percent change in revenue from prior

quarter

Have a bonus pool that is shared after a
targeted percentage increase in revenue is

reached

Lower cost of supplies used per job
Compare the supplies used to a standard

for each type of job

Provide a paid day off for suggestions that
successfully reduce cost of supplies per

job by 5%

Decrease time at each job/increase
efficiency

Measure time on job using a call-in
system of entering and leaving the job

Pay a flat additional amount for each time
the employee performs a job within the

allotted time, and that the customer
satisfaction is a 5/5

Potential Limitations of Traditional Performance Measurement
What types of measures are used to evaluate management performance? Historically, performance measurement systems have been
based on accounting or other quantitative numbers. One reason for this is that most accounting-based measures are easy to use due
to their availability, since many accounting measures can be found in or generated from a company’s financial statements.
Although this type of information is readily available, it does not mean the use of accounting numbers as performance measures is
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the best or only way to measure performance. One issue is that some accounting numbers can be affected by the actions of
managers, and this may result in distorted performance results.

For example, as shown in Figure , if a retail company uses a last-in, first-out (LIFO) inventory system and the manager of
the retail store is evaluated based on either cost containment or profit, the manager can postpone a decision to purchase inventory at
the end of the year until the beginning of the next fiscal year if prices of the inventory have risen. This decision will postpone the
effect of that purchase and, in turn, the higher costs associated with that inventory, until the next accounting cycle. As you can see,
in either scenario, the company ordered  units of inventory but the timing of those orders, given the changing prices of the
inventory, has a significant effect on income from operations. This scenario is an example of the possibility of an unintended
conflict of interests between procurement and production decisions by an individual manager or department and the overall best
interests of the company. A well-designed performance measurement system should eliminate these potential conflicts, as much as
possible.

Figure : Effects on Income of Delaying Inventory Order. If LIFO is being used and inventory prices are rising, when
inventory is ordered has an impact on income. (attribution: Copyright Rice University, OpenStax, under CC BY-NC-SA 4.0
license)

Accounting numbers are often affected by economic conditions, but these economic effects are beyond the control of the manager.
For example, if the parts used in a manufacturing process are ordered from another country, the manager cannot control the
exchange rate that occurs between the two currencies, yet this can impact the cost of the components to the manager and thus affect
the cost of the product the company is producing.

Some management decisions affect multiple periods, or the decision being made will have the greatest impact in a future period.
For example, capital budgeting decisions affect not only the current but future periods as well. This may compel a manager to have
a short-term focus, because increasing his immediate remuneration, or compensation, is often his goal. Many long-term decisions,
such as capital budgeting decisions, maintenance on equipment, or advertising campaigns, may most significantly affect future
accounting numbers and, in turn, the compensation of the manager in future periods. If a manager cannot see himself reaping the
rewards of that decision in future years, the decision becomes less attractive. If a performance measurement system is not designed
properly, it can lead to managers having a short-term focus or making decisions that have the greatest impact on their individual
goals (such as reaching a bonus goal), even if these decisions are not in the best long-term interest of the corporation. Last, a
manager focused solely on accounting numbers may miss opportunities for future benefits because making the decision will have a

5.12.2

500, 000

5.12.2

https://libretexts.org/
https://creativecommons.org/licenses/by-nc-sa/4.0/
https://biz.libretexts.org/@go/page/131656?pdf


5.12.5 https://biz.libretexts.org/@go/page/131656

negative impact on accounting measures in the current period. For example, spending money to build a potential customer database
may decrease income in the current year. If the manager’s performance is measured based on the profitability of his division, he
may avoid spending the money to create the customer database. However, that database may result in a significant increase in
profitability in future years if the potential customers become actual customers.

Is there a way to prevent these issues associated with using accounting measures as performance measures? The use of non-
accounting measures in conjunction with accounting-based measures can help mitigate the problems of using accounting-based
measures alone. Therefore, most performance measurement systems today use a combination of accounting-based measures and
non-accounting-based measures, short-term or long-term indicators, or quantitative and qualitative components. Let’s first look at
the use of accounting-based measures, and then we’ll consider a methodology that also incorporates non-accounting-based
measures.

Noah Barnes just graduated from college and took a position as production supervisor for Morgensen Machines, which
manufactures sewing machine and vacuum cleaner parts. On his first day at work, one of Morgensen’s sales managers asked
Noah if it would be OK to rearrange his manufacturing job schedule so that a special order from a new customer could be
pushed to the front of the line. This new customer requires fast turnarounds; unfortunately, this also means running the
production equipment for all three shifts at maximum output for at least one week, possibly more. This would completely
prohibit the schedule that management told Noah to implement. Noah does not want to make the sales manager angry at him,
but he also does not want to lose his job in the first month out of college. He knows that the manager is focused on landing this
new customer, who could reward the company with a needed increase in overall sales and plant output. The problems, as Noah
sees them, are that (1) current jobs will be delayed; (2) there will be greater demand on the machines during all three shifts,
increasing the possibility that they will fail; (3) there will not be time for needed maintenance; and (4) eventually all of these
factors will snowball into significant delays for the new customer, as well as extensive delays for the previously scheduled
orders.

How should Noah handle this problem? What managerial principles would you advise him to use from his college studies to
help him develop better policies for future events like this?
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