(a) Outline the meaning of the phrase ‘Value For Money’ and explain how the concepts underpinning it may be used to evaluate organisational performance. 
(12 marks)

(b) Evaluate the following four measures which have been suggested by a working party as published performance indicators of a publicly funded and operated fire-fighting and rescue service:

– Annual cost of the service

– Cost per emergency call-out

– Average response time to arrive at incident

– Fire deaths per thousand head of population



. (8 marks)











(20 marks)

(a) Value for money (V.F.M.)


Interested parties need to be able to make judgements about the performance of the organisation with which they are concerned. Commercial organisations can usually be evaluated by a range of profitability and other financial measures which are suitable for organisations who are subject to competitive pressures in terms of their markets and funding requirements.


In organisations which operate in a monopoly situation or do not charge for the goods or services which they provide such measures are either inappropriate or impossible to calculate. Alternative measures of performance have been developed over time to evaluate such organisations and these have given rise to the general concept of Value for Money.

V.F.M is usually assessed through three groupings of performance indicators which are used to measure economy, efficiency and effectiveness. These are often referred to as the ‘3 E’s’.


Economy is concerned with the amount of resources which an organisation has used in its operations; put bluntly the question is ‘how much did it cost?’ It should be noted that economy is primarily concerned only with inputs, without reference to either quantity or quality of outputs.


Efficiency is concerned with the relationship between the resources used and the output of goods and services. It follows that the outcome of this measure can be affected by changing either the inputs and/or outputs. Thus such measures are equivalent to, say, the cost of a unit produced in a factory. Often, though, it is not so clear-cut as to what the measure should be and a range of effectiveness measures are often used as a response to this.


Effectiveness is about the achievement of intended results; are the policy objectives being achieved? Thus effectiveness measures are concerned only with outputs, regardless of inputs. Since they are concerned with objectives and goals they are often ‘soft’ measures rather than those which can be objectively quantified. Again a range of measures is usually appropriate.

In summary, economy is concerned with inputs, effectiveness with outputs and efficiency with the relationship between the two.


In order to use V.F.M to evaluate performance it is necessary to use all of the three types of measures and to take an overview based upon the results. Such performance indicators give an insight into performance when used comparatively, both within and between organisations.

An example of the relationship between the three types of measure may be useful to illustrate the points:

Imagine one was attempting to evaluate the performance of a hospital. A measure of economy may be ‘cost per member of staff’. Changing the relative grades of staff employed can clearly change this ratio. Moving towards lower grades of staff will reduce the ratio but may not be in the interest of patients.

A measure of effectiveness may be ‘length of waiting list for surgery’. No doubt waiting times could be reduced if more resources were made available.

A measure of efficiency may be ‘cost per hip-replacement operation’. This measure can be affected either by reducing the cost of the hip-replacement team or by the team replacing more hips within a given cost.
(b) (i) Annual cost of service

This is a measure of economy since it is based on inputs. Whilst a low cost may be favourable in terms of public funding requirements, it may not produce a generally acceptable level of service.
(ii) Cost per call-out

A measure of efficiency since it links inputs to outputs. Managers in the service could work to improve this ratio by cost reduction measures and by affecting, where possible, the services they can provide thus maximising call-outs relative to the fixed costs.
(iii) Average response time to arrive at incident

This is a measure of effectiveness in that responding to calls for help is the output of the organisation. Response times could be improved with more resources, for example more fire stations, vehicles and personnel.
(iv) Fire deaths per thousand head of population

Again, a measure of effectiveness since reducing casualties would certainly figure in the policy objectives. Managers could influence this ratio through a variety of measures, both critical and preventative.

In general terms such measures are only useful when taken together since manipulation of, or response to, one will usually affect others. In this case more measures should probably be developed to attempt to evaluate the service.

One of the key qualitative characteristics of published accounting information is comparability, this is relevant to the considerations of the working party. As with all performance indicators it may be expected that users will make comparisons

between organisations. Because of this, it would be useful if there was consensus in respect of standard methods of calculating and presenting these performance indicators across relevant organisations. If standardisation cannot be achieved then individual organisations could increase the usefulness of their performance with indicators by stating the methods of calculation which they have used. Benchmarking against the most successful organisations would also give meaningful context to the figures and help both internal and external users of such published information in making informed assessments

on an entity’s performance.
QUESTION

Cadco Limited (Cadco) is an engineering design company, employing around 200 staff. Its clients provide outline specifications and Cadco produces detailed designs. Much of its work is from about twenty regular clients but it is constantly seeking new business, including attempting to attract clients from its main competitors. For many years Cadco has evaluated its performance in terms of annual profit and return on sales. In recent years there has been increasing interest in non-financial performance measures. However the finance director has warned that not focusing

on profitability will lead to the firm’s eventual demise.

The new managing director has suggested that a balanced scorecard might offer a means to reconcile financial and non-financial appraisal.

Required:

Write a report to the Board of Directors of Cadco that deals with the following issues.

(a) The importance of non-financial methods of performance evaluation, and problems that might arise in using such measures.





 (6 marks)

(b) The main features of a balanced scorecard as described by Kaplan and Norton. Comment on particular benefits and problems that might apply to Cadco. (8 marks)

(c) Suggest, with reasons, one key measure for each of the main aspects of a balanced scorecard for Cadco.











(6 marks)











(20 marks)

Report to the Directors of Cadco Limited

Date December 2002

From A. Candidate

Re Non-financial performance measures and balanced scorecard

(a) The importance of non-financial performance measures (NFPM)

One aspect of long-term success is setting appropriate and challenging objectives for the business as a whole and each component part. For some aspects of Cadco’s work it would be very difficult to measure an appropriate objective in financial terms. It is thus vital that some non-financial performance measures are used. It is vitally important that measures are an accurate fit with objectives. If a financial measure that does not fully reflect the nature of the objective is used to assess performance, then there will be a clear incentive for behaviour that leads to the target measure, but not necessarily the actual objective. For example, if the objective were to improve quality, and the measure used for this was to spend x% of costs on quality assurance, this measure could easily be met without actually improving quality. More spending does not necessarily mean better quality.

There are other reasons for using non-financial measures, including:

– Many staff work with physical measures not financial measures.

– There is evidence that NFPMs are often easier to understand and relate to.

– Many financial measures have to be translated from physical measures – so more economical to use the physical measure.

– Using non-financial measures may reduce the involvement of accounting staff.
(b) The main features of the balanced scorecard

The increasing interest in NFPMs was one of the key factors in the development of the balanced scorecard. Kaplan and Norton proposed that an organisation is reviewed in terms of four perspectives:

Customer perspective – how do customers see us?

Internal Business perspective – what we must excel at

Innovation and Learning perspective – can we continue to improve and create value?

Financial perspective – how we look to our shareholders

All these need to be linked to the company’s vision and strategy.

For each of the perspective’s goals, measures need to be defined – typically four or five measures for each. The goals and measures are designed to focus attention on important features and lead to improved performance throughout the company.

The internal logic of the balanced scorecard is that goal-setting begins with customers. Then the company determines what it must excel at to meet customer expectations. The innovation and learning perspective contains goals relating to how the company maintains progress and develops its products, services and processes. Finally the results of the other perspectives

will be seen in the financial perspective.

Senior managers will need to agree the vision strategy and ensure that this is shared by all employees. This process should lead to attention being given to important aspects of the company that will lead to future profits.

Particular benefits and problems that might apply to Cadco include:

– Short-term benefits could be gained at the expense of long-term profitability

– Many of the key success-drivers are not best measured in financial terms

– Need measures to capture retention of clients and attracting new clients

– Any change in evaluation has potential for manipulation – it is important that all those involved are committed to its objectives

– Costs must not outweigh benefits
(c) Examples of key performance measures

Customer perspective – % of repeat orders – measure trend and possibly benchmark against competitors

Internal business perspective – % of work completed on time and within budget

Innovation and learning perspective – % of designers using latest version of design software

Financial perspective – EVA® against budget EVA®.
