Revision 6 – Performance Measurement

Answer 1

(a)

To: Board of directors

From: Management Accountant

Date: 8 June 2010

The potential benefits of the adoption of a balanced scorecard approach to performance measurement within GER are as follows:

A broader business perspective

Financial measures invariably have an inward-looking perspective. The balanced scorecard is wider in its scope and application. It has an external focus and looks at comparisons with competitors in order to establish what constitutes best practice and ensures that required changes are made in order to achieve it. The use of the balanced scorecard requires a balance of both financial and non-financial measures and goals.

A greater strategic focus

The use of the balanced scorecard focuses to a much greater extent on the longer term. There is a far greater emphasis on strategic considerations. It attempts to identify the needs and wants of customers and the new products and markets. Hence it requires a balance between short term and long term performance measures.

A greater focus on qualitative aspects

The use of the balanced scorecard attempts to overcome the over-emphasis of traditional measures on the quantifiable aspects of the internal operations of an organisation expressed in purely financial terms. Its use requires a balance between quantitative and qualitative performance measures. For example, customer satisfaction is a qualitative performance measure which is given prominence under the balanced scorecard approach.

A greater focus on longer term performance

The use of traditional financial measures is often dominated by financial accounting requirements, for example, the need to show fixed assets at their historic cost. Also, they are primarily focused on short-term profitability and return on capital employed in order to gain stakeholder approval of short term financial reports, the longer term or whole life cycle often being ignored.

The limitations of a balanced scorecard approach to performance measurement may be viewed as follows:

The balanced scorecard attempts to identify the chain of cause and effect relationships which will provide the stimulus for the future success of an organisation.

Advocates of a balanced scorecard approach to performance measurement suggest that it can constitute a vital component of the strategic management process.

However, Robert Kaplan and David Norton, the authors of the balanced scorecard concept concede that it may not be suitable for all firms. Norton suggests that it is most suitable for firms which have a long lead time between management action and financial benefit and that it will be less suitable for firms with a short-term focus. However, other flaws can be detected in the balanced scorecard.

The balanced scorecard promises to outline the theory of the firm by clearly linking the driver/outcome measures in a cause and effect chain, but this will be difficult if not impossible to achieve.

The precise cause and effect relationships between measures for each of the perspectives on the balanced scorecard will be complex because the driver and outcome measures for the various perspectives are interlinked. For example, customer satisfaction may be seen to be a function of several drivers, such as employee satisfaction, manufacturing cycle time and quality. However, employee satisfaction may in turn be partially driven by customer satisfaction and employee satisfaction may partially drive manufacturing cycle time. A consequence of this non-linearity of the cause and effect chain (i.e., there is non-linear relationship between an individual driver and a single outcome measure), is that there must be a question mark as to the accuracy of any calculated correlations between driver and outcome measures. Allied to this point, any calculated correlations will be historic. This implies that it will only be possible to determine the accuracy of cause and effect linkages after the event, which could make the use of the balanced scorecard in dynamic industries questionable. If the market is undergoing rapid evolution, for example, how meaningful are current measures of customer satisfaction or market share?

These criticisms do not necessarily undermine the usefulness of the balanced scorecard in presenting a more comprehensive picture of organisational performance but they do raise doubts concerning claims that a balanced scorecard can be constructed which will outline a clear cause and effect chain between driver and outcome measures and the firm’s financial objectives.

(b)(i)

The statistics in respect of GER are as follows:

	
	
	2010
	2009

	Financial perspective
	
	
	

	Goals:
	Measures:
	
	

	Success
	Profit
	6,600
	5,280

	Survival
	Cash flow
	2,930 (W1)
	Unknown

	Prosperity
	Return on capital employed
	15.5%
	14.7%

	
	
	
	

	Customer perspective
	
	
	

	Goals:
	Measures:
	
	

	New products
	% sales form new routes
	24
	20

	Competitiveness
	% ticket sales from enquiries
	80
	80

	Responsive supply
	$ of on-time stops
	98
	97

	
	
	
	

	Internal business perspective
	
	
	

	Goals:
	Measures:
	
	

	Service excellence
	Cost per route ($000)
	413
	488

	Service provision efficiency
	Cost per passenger mile (excluding depreciation) ($)
	0.35
	0.36

	New route introduction
	Introduction schedule, actual v plan
	150%
	66%

	
	
	
	

	Innovation and learning perspective
	
	

	Goals:
	Measures:
	
	

	Product focus
	Number of routes producing 80% of sales
	20
	24

	Employee skill level
	Training hours per employee
	8.5
	8.0


W1

	Cash flow (2010)
	$000

	Net profit
	6,600

	Depreciation
	3,300

	Profit on ordinary activities
	9,900

	Adjustments for movements in working capital:
	

	Stocks
	(1,660)

	Debtors
	990

	Creditors
	660

	Cash generated from operations
	9,890

	Acquisition of fixed assets
	(6,960)

	Net cash flow
	2,930


(Note: Alternative relevant discussion and examples would be accepted.)

(b)(ii)

Performance measures that may be used to assess the customer perspective of the balanced scorecard of GER include the following:

Lost or damaged luggage per 1,000 passengers

Train cancellation rate

Denied boarding rate

Number of passenger complaints.

Note: Only three measures were required.

Answer 2

(a)

Financial Analysis

Growth

Turnover has increased 5% (W1). Turnover would expect to increase by inflation of 3% at least so the practice is growing.

Profitability

Net profit has increased 3.9% (W2). However, the net profit margin has decreased from 20% to 19.8%. This is a worrying result. It may be caused by a lack of control over costs or a decrease in price charged which could be due to increased competition.

Liquidity

Average cash balances have increased by $1,000,000. This is a 5% increase in cash balances which improves the cash position of Preston Financial Services.

Credit Management

Trade receivables days are down by 4 days. This will improve the cash flow of the business. However, the days are much lower than the industry average. This may indicate an aggressive cash collection policy which may actually put some customers off using the company.

Summary

Overall the company appears to be growing and performing well. The only worry is whether the decrease in net profit margin will be a continuing trend.

W1

Turnover increase = (945 – 900) / 900 = 5%

W2

Net profit increase = (187 – 180) / 180 = 3.9%

W3

Net profit margin last year = 180/900 = 20%

Net profit margin this year = 187/945 = 19.8%

(b)

Financial performance measures

Financial performance measures highlight the past success of a business. However, just because a business has performed well in the past, does not mean that the business will perform well in the future. Preston Financial Services may face more competition and lose customers, or, costs within the company may drastically increase.

Non financial performance measures

Non financial performance measures are often termed “indicators of future performance”. This is because it is believed that good performance in non financial areas lead to good financial performance. For example, if the service provides a service which has a very low number of errors in it compared to the market, it could lead to more custom at a higher price in the future.

The non financial information provided in appendix two relates to the non financial aspects of the balanced scorecard.

Internal business processes are a measure of internal efficiency. These measures can indicate current cost efficiency.

Customer knowledge looks at how well the business is dealing with its external customers. If they are looked after, it is likely to lead to more customers in the future.

Innovation and learning measures how the business is developing. The company will need to learn and innovate in order to stay competitive.

(c)

Internal Business Processes

The error rates in jobs have increased from 10% to 16%. This may be due to the average job completion time having fallen from 10 weeks to 7 weeks. The extra time pressure is likely to have increased human error. An increase in errors is likely to be highly damaging to Preston Financial Services as clients will expect the accounts to be correct. The clients could actually end up paying to much or too little tax. This could result in clients suing the company for any losses they incur as a result of this.

If clients realise errors have been made, the reputation of the company could be severely damaged.

Customer knowledge

The number of clients have fallen 18.7% from 1,500 to 1,220 in the last year. However, the average fee levels have increased. This may indicate that the smaller clients are going elsewhere for their accounts preparation. This may indicate either greater competition for the small clients or dissatisfaction in the service they have received. Alternatively, it may be the case that the company has increased it’s prices and clients have left the company as they are not happy.

If clients continue to leave, Preston runs the risk of total revenue decreasing in the future.

Learning and Growth

The percentage of revenue from noncore work has decreased from 5% to 4%. This is massively out of line with the industry averages which increased from 25% to 30% in the last year.

This indicates that the company is concentrating on core activities and not developing any new services. This may also account for the number of clients leaving the company and going elsewhere. They may want their accountancy needs and other business needs all looked after by one company.

The lack of innovation also appears to be decreasing the employee retention rate which has fallen from 80% to 60% in the last year. It may be that employees see the possibility of being more rounded skill wise if they work for a competitor. Alternatively, it might be the extra pressure of completing work faster which is having this effect.

The staff turnover may distress some clients if they have to talk to different employees, year on year. This may again drive clients away from the company, searching for some continuity.

Conclusion

In conclusion, the financial results do not show the full picture of the situation at Preston Financial Services. Although they appear to be performing well looking at the figures, the non financial indicators show something different. It shows a company who appears to be losing their direction.

It is vital that Richard Preston reassesses how he is asking employees to perform at this current time to ensure the long term viability of his business.
Answer 3

(a)

Turnover

Turnover has decreased from $72·025 million in 2009 to $66·028 million in 2010, a fall of 8·3%. However, this must be assessed by taking into account the change in market conditions, since there has been a 20% decline in demand for accountancy training. Given this 20% decline in the market place, AT Co’s turnover would have been expected to fall to $57·62m if it had kept in line with market conditions. Comparing AT Co’s actual turnover to this, it’s actual turnover is 14·6% higher than expected. As such, AT Co has performed fairly well, given market conditions.
It can also be seen from the non-financial performance indicators that 20% of students in 2010 are students who have transferred over from alternative training providers. It is likely that they have transferred over because they have heard about the improved service that AT Co is providing. Hence, they are most likely the reason for the increased market share that AT Co has managed to secure in 2010.
Cost of sales

Cost of sales has decreased by 19·2% in 2010. This must be considered in relation to the decrease in turnover as well. In 2009, cost of sales represented 72·3% of turnover and in 2010 this figure was 63·7%. This is quite a substantial decrease. The reasons for it can be ascertained by, firstly, looking at the freelance staff costs.
In 2009, the freelance costs were $14·582m. Given that a minimum 10% reduction in fees had been requested to freelance lecturers and the number of courses run by them was the same year on year, the expected cost for freelance lecturers in 2010 was $13·124m. The actual costs were $12·394m. These show that a fee reduction of 15% was actually achieved. This can be seen as a successful reduction in costs.
The expected cost of sales for 2010 before any cost cuts, was $47·738m assuming a consistent ratio of cost of sales to turnover. The actual cost of sales was only $42·056m, $5·682m lower. Since freelance lecturer costs fell by $2·188m, this means that other costs of sale fell by the remaining $3·494m. Staff costs are a substantial amount of this balance but since there was a pay freeze and the average number of employees hardly changed from year to year, the decreased costs are unlikely to be related to staff costs. The decrease is therefore most probably attributable to the introduction of online marking. AT Co expected the online marking system to cut costs by $4m, but it is probable that the online marking did not save as much as possible, hence the $3·494m fall. Alternatively, the saved marking costs may have been partially counteracted by an increase in some other cost included in cost of sales.
Gross profit

As a result of the above, the gross profit margin has increased in 2010 from 27·7% to 36·3%. This is a big increase and reflects very well on management.
Indirect expenses

· Marketing costs: These have increased by 42·1% in 2010. Although this is quite significant, given all the improvements that AT Co has made to the service it is providing, it is very important that potential students are made aware of exactly what the company now offers. The increase in marketing costs has been rewarded with higher student numbers relative to the competition in 2010 and these will hopefully continue increasing next year, since many of the benefits of marketing won’t be felt until the next year anyway. The increase should therefore be viewed as essential expenditure rather than a cost that needs to be reduced.
· Property costs: These have largely stayed the same in both years.

· Staff training: These costs have increased dramatically by over $2 million, a 163·9% increase. However, AT Co had identified that it had a problem with staff retention, which was leading to a lower quality service being provided to students. Also, due to the introduction of the interactive website, the electronic enrolment system and the online marking system, staff would have needed training on these areas. If AT Co had not spent this money on essential training, the quality of service would have deteriorated further and more staff would have left as they became increasingly dissatisfied with their jobs. Again, therefore, this should be seen as essential expenditure.
Given that the number of student complaints has fallen dramatically in 2010 to 84 from 315, the staff training appears to have improved the quality of service being provided to students.
· Interactive website and the student helpline: These costs are all new this year and result from an attempt to improve the quality of service being provided and, presumably, improve pass rates. Therefore, given the increase in the pass rate for first time passes from 48% to 66% it can be said that these developments have probably contributed to this. Also, they have probably played a part in attracting new students, hence improving turnover.

· Enrolment costs have fallen dramatically by 80·9%. This huge reduction is a result of the new electronic system being introduced. This system can certainly be seen as a success, as not only has it dramatically reduced costs but it has also reduced the number of late enrolments from 297 to 106.
Net operating profit

This has fallen from $3·635m to $2·106m. On the face of it, this looks disappointing but it has to be remembered that AT Co has been operating in a difficult market in 2010. It could easily have been looking at a large loss. Going forward, staff training costs will hopefully decrease. Also, market share may increase further as word of mouth spreads about improved results and service at AT Co. This may, in turn, lead to a need for less advertising and therefore lower marketing costs.
It is also apparent that AT Co has provided the student website free of charge when really, it should have been charging a fee for this. The costs of running it are too high for the service to be provided free of charge and this has had a negative impact on net operating profit.
Note: Students would not have been expected to write all this in the time available.

Workings (Note: All workings are in $'000)
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