[bookmark: _GoBack]PERFORMANCE MANAGEMENT – TOPIC ONE
1.1.   General Introduction to Performance Management
Definitions: 
Performance can be a measure of attainment achieved by an individual, team or organization. 
Performance management refers to a task of ensuring that resources in the organization provide the best possible value for money and that they are behaving in the manner assumed or described in the integration of performance measures, benchmarks, and goals in order to achieve optimal results.	
From a Human Resource perspective, performance management is referred to as a systematic process of planning work and setting expectations, developing the capacity to perform, periodically rating performance in a summary fashion and rewarding good performance.

In an Accounting perspective, performance management is the process of planning, monitoring, evaluating, and improving the financial performance of an organization aimed at ensuring that financial resources are effectively and efficiently utilized to achieve the company’s goals and objectives. 

Therefore the key aspects here include; Budgeting & forecasting, Key performance indicators (KPIs), financial reporting, variance analysis, cost control & management, internal controls, performance measurement, continuous improvements, compliance & ethics.

Note that Performance management is closely connected to performance measurement. They are sometimes mistaken for each other. However, in careful usage, Performance Management is the larger domain and includes Performance Measurement as a component:

Performance Measurement: a process of assessing the achievement of pre-determined goals and objectives through the measurement of the following types of indicators: 
· Inputs, 
· Processes of delivery of activities/strategies and
· Services, outputs, and outcomes. 




Performance Management always differs among organizations and departments and within such organizations and revolves around 3 steps;
1) Designing of the performance measures/standards i.e. the ways in which to measure the desired behaviors and achievements.
2) Measuring /assessing the results/outcomes against the preset standards (KPIs and CSFs)
3)  Provide suitable feedback and managing any variances.
NB:  
· CSFs may include Superior Profitability, Market position, Reputation, Market share, Productivity, Product leadership, Personnel development and Employee attitudes.

· Effective performance management will always need a clear understanding of an organization’s Vision, Mission, goals & objectives amidst existence of well managed stakeholders. 
Goals and objectives;
· Goals; are statements of general intentions (not that much different to a mission).
· Objectives; are more specific. (NB: Good objectives should be SMART)
These core objectives are normally converted into critical success factors (CSFs) which are key elements or variables that are crucial for the success of an organization, project or initiative. 

Johnson & Scholes suggested a six step process for developing CSFs
· Identify the success factors that are critical for profitability. (Cost, price, market, quality, etc
· Identify what is necessary (the ‘critical competencies’) in order to achieve a superior performance in the critical success factors.
· Develop the level of critical competence so that a competitive advantage is obtained.
· Identify appropriate key performance indicators for each critical competence.
· Give emphasis to developing critical competencies that competitors will find it difficult to match.
· Monitor the firm’s and competitors’ achievement.

Stakeholders effect in performance management 

A stakeholder is anyone, or any organization, affected by an organization. 

Anyone internal or external who is interested or involved in your business. This means that when making decision, they ought to be put in mind.
They include; shareholders, employees, suppliers, customers, trade associations, the local populace, government. Stakeholders have different requirements and these will affect what is meant by performance.

NB; what are the principal stakeholders & what the stakeholders will tolerate.

The Mendelow’s matrix model can explain on how to address the various stakeholder concerns through understanding their differing interests and power on the operations of the business. The information obtained is used to determine their potential level of impact on business decisions. This is illustrated below; 
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NB;   
Power = the amount of influence a stakeholder can exercise on the organization.
Interest = how likely a stakeholder is to take action                            

The four categories of stakeholders and their respective needs from a given company.
1- Key players: these have high power and high interest and can take action. 
Implication: Management needs to keep them engaged, close & happy, since they are involved in decision making and have the power to stop/ even pause a project that they are not ok with. They include top management, directors or major investors
2- Keep satisfied: they have high power but low interest. They are reluctant to exercise their power provided they are kept satisfied. 
They may have power to change legislation but likely have little interest in your organization. If kept unhappy, they might turn into key players. E.g, Government (thru its agencies,)

3- Keep informed: These have low power, but lots of interest through noise. They have no say in decision making but have lots of interest in the decisions made. Management should aim to keep them informed as a matter of politeness and recognition, hear their opinions and suggestions. They include employees

4- Minimal effort: this group has low power & low interest and is at the back of the queue when management is making decisions since they have no influence to impact your business. However, it is important to monitor them just in case their status changes.

Importance of performance management;
· Working towards common goals; Individual performance drives organizational performance. It is important to ensure everyone understands the company’s vision and goals, how their work fits in to the organization, and how they contribute to the mission accomplishment. Doing this increases engagement and improves program delivery.
· A clear understanding of job expectations (through KPIs & CSFs); when employees and supervisors have a clear understanding of their specific job duties, Each individual is held accountable for their own duties and responsibilities. 
· Regular feedback about performance; Regular feedback facilitates better communication in the workplace. Performance Management helps you to identify your strengths and weaknesses of different responsibility centers. 
· Performance management can be a motivational tool by use of budget bonuses, rewarding  favorable variances fostering you to not only feel more satisfied, but to go beyond the expected especially through use of bonuses and other incentive given to the managers.
· Basis for improving performance. Performance Management will help you to gain any additional training or mentoring which can act as a basis for developing future succession plans etc. 
· Rewards for good performance. Outstanding efforts do not go unnoticed. Performance Management offers a variety of awards that show gratitude for a job well done, such as time off and bonuses.










1.2 SPECIALIST COST AND MANAGEMENT ACCOUNTING TECHNIQUES
ACTIVITY BASED COSTING (ABC)
In our earlier discussions in Managerial Accounting, we discussed about the traditional absorption costing (TAC) system which assigns costs directly to products rather than to activities first and then from the activities to product units. 
TAC assumes that products cause costs to the extent that each time a unit of product is manufactured, it is assumed that cost is incurred. It ignores the fact that there are activities in the process of determining or ascertaining the cost of the product. This is a reason why traditional or volume related approaches are criticized for providing misleading information that cannot enhance decision-making, planning and controlling.
It should be understood that costs are not influenced by the volume but by part of activities performed to have the product or service in place. It is, therefore, an activity that influences costs but not the amount or volume of output involved. Activity in this case is a distinct business operation, service or action such as ordering for materials, setting up a machine, inspection, making purchases, material handling, etc.
Activity Based Costing (ABC) systems assume that activities cause costs and that products create the demand for activities. 
ABC assigns overhead cost to products or services basing on activities that are normally performed in the process of producing that product.
In this case it is a costing method that identifies activities in an organization and assigns the cost to each activity with resources to all products and services according to the actual consumption by each.
According to ABC, activities consume resources and products consume activities to the extent that resources or costs are first assigned to activities and activities to products based on consumption estimates.
ABC: Objects/products –create demand for activities – Activities require resources
TAC: Resources – consumed by objects/products
Calculating the full production cost per unit using ABC
There are five basic steps:
Step 1: Group production overheads into activities, according to how they are driven (i.e. activity Cost pool)
A cost pool is an activity which consumes resources and for which overhead costs are identified and allocated. E.g. for each cost pool, there should be a cost driver. The terms ‘activity’ and ‘cost pool’ are often used interchangeably.
Step 2: Identify cost drivers for each activity, i.e. what causes these activity costs to be incurred. A cost driver is a factor that influences (or drives) the level of cost.
Step 3: Calculate a cost driver rate (CDR) for each activity. The CDR is calculated in the same way as the absorption costing OAR. However, a separate CDR will be calculated for each activity, by taking the activity cost and dividing by the total cost driver volume.
Step 4: Absorb the activity costs into the product. The activity costs should be absorbed or charged to the individual products based on the consumption of different activities
Step 5: Calculate the full production cost and/ or the profit or loss.

Illustration One;
Triple Cousins Limited (TCL) makes three types of gold watches i.e. the Diva (D), the Classic (C) and the Poser (P). A traditional product costing system is used in operations at present although an Activity Based Costing (ABC) system is being considered. Details of the three products for a typical operating period are as below;
	Watches 
	Labour hours/unit
	Machine hours/unit
	Material cost/unit(Ugx)
	Production packs

	Diva (D)
	0.5
	1.5
	200
	   750

	Classic(C)
	1.5
	1
	120
	   250

	Poser(P)
	1
	3
	250
	   500


The total production overheads for the operating period are Ugx 6,500,000 and a further analysis shows that these overheads can be apportioned as below;
	
	  %

	Costs relating to setups
	  35

	Costs relating to machinery
	  20

	Costs relating to materials handling
	  15

	Costs relating to quality assurance
	  30

	Total 
	100


The following activity volume is also associated with each product line in the same operating period;
	Watches 
	No. of set ups
	No. of material movements
	Assurance hours

	Diva (D)
	  75
	12
	150

	Classic (C)
	150
	21
	180

	Poser (P)
	480
	87
	670


Direct labour costs Ugx 600 per hour and production overheads are absorbed on a machine hour basis. The overhead absorption rate for the period is Ugx 280 per machine hour for purposes of only TAC.
Required;
i. Calculate the cost per unit for each type of watch using traditional methods (TAC), absorbing overheads on the basis of machine hours.                                       
ii. Calculate the cost per unit for each product using ABC principles (Hint; Round up your workings and answers to the nearest whole number).                                   
iii. Educate the CEO of TCL above on the performance implications of your resultant TAC and ABC unit costs in relation to the three types of watches.    
iv. Identify any two (2) factors that pose a typical ABC resistance in public sector setting of operations.  

Illustration Two:
[bookmark: OLE_LINK1]Naaks ltd makes and sells two items, Plus and double plus. The direct costs of production are $18 for one unit of Plus and $2 per unit of double plus. Information relating to annual production and sales is as follows;
	
	Plus
	Double plus

	Annual production and sales units 
	24,000
	15,000

	Direct labour hours per unit
	1.0
	1.5

	Number of orders
	10
	140

	Number of batches 
	12
	240

	Number of setups per batch  
	1
	3

	Special parts per unit
	1
	4


Information relating to production overhead costs is as follows
	
	Cost driver 
	Annual cost

	Set up costs
	Number of setups
	  73,200

	Special parts handling
	Number of special parts
	  60,000

	Other materials handling
	Number of batches
	  63,000

	Order handling
	Number of orders
	  19,800

	Other overheads 
	     -
	  26,000

	Total 
	
	242,000


Other overhead costs do not have an identifiable cost driver, and in an ABC system, these overheads would be recovered on a direct labour hour’s basis.
Required; 
a) Calculate the production cost per unit of Plus and of Double plus if the company uses traditional absorption costing and the other overheads are recovered on a direct labour hours basis.
(b) Calculate the production cost per unit of Plus and of Double-plus if the company uses ABC.
(c) Comment on the reasons for the differences in the production cost per unit between the two methods.
(d) What are the implications for management of using an ABC system instead of an absorption costing system?

Merits of ABC system
· It provides a more accurate cost per unit. As a result, pricing, sales strategy, performance management and decision making should be improved.
· It provides much better insight into what drives overhead costs.
· ABC recognizes that overhead costs are not all related to production and sales volume.
· In many businesses, overhead costs are a significant proportion of total costs, and management needs to understand the drivers of overhead costs in order to manage the business properly. Overhead costs can be controlled by managing cost drivers.
· It can be applied to derive realistic costs in a complex business environment.
· ABC can be applied to all overhead costs, not just production overheads.
· ABC can be used just as easily in service costing as in product costing.

Demerits of ABC.
· ABC will be of limited benefit if the overhead costs are primarily volume related or if the overhead is a small proportion of the overall cost.
· It is impossible to allocate all overhead costs to specific activities.
· The choice of both activities and cost drivers might be inappropriate.
· ABC can be more complex to explain to the stakeholders of the costing exercise.
· The benefits obtained from ABC might not justify the costs.
· In some situations, ABC does not provide very different information from traditional absorption costing
· It’s initially time-consuming to collect a large amount of data concerning the activities relating to each job undertaken.
· Difficulty of identifying real cost-drivers within the system otherwise inaccurate results would be derived leading to incorrect decisions by management.

ABC in the public sector
The austerity measures introduced by many governments have meant that the public sector is under increasing pressure to deliver more services for less money, and with greater transparency. 
Public sector organizations thus need to identify, allocate and control costs more than ever before. ABC is seen as one possible tool to help with this.
Reasons for introducing ABC in the Public Sector
The main drivers for introducing ABC are;
· Public responsibility – responsible public organizations must have tight control of running costs at a time when resources provided by central government are strictly limited.
· Public accountability – many organizations are being challenged as to whether or not they spend taxpayer money wisely and feel a need to demonstrate this when the questions are asked.
· Resource allocation within organizations – there have been concerns in many as to whether the services provided had an equitable distribution of scarce resource – or whether those who shouted loudest got the most resource.
· Helping managers to manage – managers need a better awareness of what activities actually cost to provide before they can think which to cut

ABC Resistance in public sector
However, many public sector organizations have resisted the introduction of ABC.
To measure the cost of a service and take into account resource costs, the resource used must be measured – which often means recording time spent. 
Timesheets allow accountability for what people are actually doing, and for this cost then to be allocated to services. This is a challenge for the public sector, and for those that wish to use ABC or take a similar approach, a culture change is definitely required.

1.3 TARGET COSTING
Target costing involves setting a target cost by subtracting a desired profit from a competitive market price. Real world users include Sony, Toyota and the Swiss watchmakers, In effect it is the opposite of conventional 'cost plus pricing. However, cost-plus pricing ignores;
· The price that customers are willing to pay 
· The price charged by competitors for similar products 
· Cost control 
A Target cost is an estimate of a product cost which is determined by subtracting a desired profit margin from a competitive market price. 
This target cost may be less than the planned initial product cost but it is expected to be achieved by the time the product reaches the maturity stage of the product life cycle.

Implementing Target costing
The steps in the implementation of the target costing process include;
· Set a selling price at which the organization will be able to achieve a desired market share. (The selling price is an existing market price in a competitive market)
· Estimate the required profit based on return on sales or return on investment.
· Calculate the target cost = target selling price – target profit.
· Compile an estimated cost for the product based on the anticipated design specification and current cost levels.
· Calculate the target cost gap = estimated cost (currently attainable cost) – target cost.
i. Make efforts to close the gap. This is more likely to be successful if efforts are made to 'design out' costs prior to production, rather than to 'control out' costs during the production phase.
            
Closing the target cost gap
The target cost gap is the difference between what an organization thinks it can currently make a product for, and what it needs to make it for (target cost), in order to make a required profit. 
Alternative product designs should be examined for potential areas of cost reduction that will not compromise the quality of the products. 
Questions that a manufacturer may ask in order to close the gap include;
· Can any materials be eliminated, e.g. cut down on packing materials?
· Can a cheaper material be substituted without affecting quality?
· Can labour savings be made without compromising quality, for example, by using lower skilled workers?
· Can productivity be improved, for example, by improving motivation?
· Can production volume be increased to achieve economies of scale?
· Could cost savings be made by reviewing the supply chain?
· Can part-assembled components be bought in to save on assembly time?
· Can the incidence of the cost drivers be reduced?
· Is there some degree of overlap between the product-related fixed costs that could be eliminated by combining service departments or resources?
NB; 
· A key aspect of this is to understand which features of the product are essential to customer perceived quality and which are not. This process is known as ‘value analysis. Attention should be focused more on reducing the costs of features perceived by the customer not to add value.
· Closing the cost gap by increasing the selling price is not a viable option as the price is determined by market forces rather than the company.

Various techniques can be employed to close a target cost gap;
· Reducing the number of material components 
· Using cheaper staff
· Using standard components wherever possible.
· Acquiring new, more efficient technology.
· Training staff in more efficient techniques.
· Cutting out non-value-adding activities.

Illustration Three
Company Cee is currently considering expansion into manufacturing two new products, a printer and a digital camera. Company Cee normally uses a pricing policy of a 10% mark-up on standard prime cost on its products. However, as both the printing and camera markets are highly
competitive, the finance director is considering using a target costing approach but wants to retain the same mark-up.
Printers
The maximum price the market will support is $200 per unit of the new printer. 60% of the direct cost of each printer is expected to be polymer.
Digital cameras
40% of the direct cost of each digital camera is expected to be software. The minimum price Company Cee can source the software necessary to make one digital camera is currently $76, which has been built into the budget. On this basis, Company Cee has determined that the cost gap between the budgeted cost per digital camera and the target cost per digital camera is $23.70.
Required:
(a) What is the target cost of the polymer used in the manufacture of printers?
(b) Assuming that target costing principles are adopted, what is the maximum selling price that Company Cee can charge per digital camera?

Target costing in service organisations
Target costing is as relevant to the service sector as the manufacturing sector. Key issues are similar in both: the needs of the market need to be identified and understood as well as its customers and users; and financial performance at a given cost or price (which does not exceed the target cost when resources are limited) needs to be ensured. For example, if a firm of accountants was asked to bid for a new client contract, the partners or managers would probably have an idea of what kind of price is likely to win the contract. If staff costs are billed out at twice their hourly salary cost, say, this would help to determine a staff budget for the contract. It would then be necessary to work out the hours needed and play around with the mix of juniors/senior staff to get to that target cost.
There are ways in which target costing can be applied to service-oriented businesses, and the focus of target costing shifts from the product to the service delivery system.
Problems with target costing in service industries
Unlike manufacturing, service industries have the following characteristics which could make target costing more difficult;
(1) The intangibility of what is provided means that it is difficult to define the ‘service’ and attribute costs; in the NHS, it is challenging to define what a ‘procedure’ is. Clinical specialties cover a wide range of disparate treatments, and services include high levels of indirect cost.
Consistent methods of cost attribution are needed, and this is not always straightforward. Direct charging is not always possible and there are different configurations of cost centers across providers. This may limit the consistency which can be achieved.
(2) Inseparability/simultaneity of production and consumption: although the manufacturer of a tangible good may never see the actual customer, customer often must be present during the production of a service, and cannot take the service home. No service exists until it is actually being experienced/ consumed by the person who has brought it.
(3) Heterogeneity/Variability – The quality and consistency varies, because of an absence of standards or benchmarks to assess services against. In the NHS, there is no indication of what an excellent performance in service delivery would be, or any definition of unacceptable performance.
(4) Perishability – the unused service capacity from one time period cannot be stored for future use. Service providers and marketers cannot handle supply-demand problems through production scheduling and inventory techniques.
(5) No transfer of ownership – Services do not result in the transfer of property. The purchase of a service only confers on the customer access to or a right to use a facility.

LIFE-CYCLE COSTING
Traditional costing techniques based around annual periods may give a misleading impression of the costs and profitability of a product. This is because systems are based on the financial accounting year, and dissect the product's lifecycle into a series of annual sections. Usually, therefore, the management accounting systems would assess a product's profitability on a periodic basis, rather than over its entire life. 

Lifecycle costing, however, tracks and accumulates costs and revenues attributable to each product over its entire product lifecycle;

LCC = Total life cycle costs
            Total life cycle units.

Justification for LCC.
The costs involved in making a product, and the sales revenues generated, are likely to be different at different stages in the life of a product. For example, during the initial development of the product, the costs are likely to be high and the revenue minimal – i.e. the product is likely to be loss-making.
· The product life cycle may be divided into five phases (to illustrate with a graph).   
According to Berliner and Brimson (1988), companies operating in an advanced manufacturing environment are finding that about 90% of a product's lifecycle costs are determined by decisions made early in the cycle. In many industries, a large fraction of the life-cycle costs consists of costs incurred on product design, prototyping, programming, process design and equipment acquisition. This had created a need to ensure that the tightest controls are at the design stage, i.e. before a launch, because most costs are committed, or 'lockedin', at this point in time. 
Management Accounting Systems should therefore be developed that aid the planning and control of product lifecycle costs and monitor spending and commitments at the early stages of a product's life cycle.






Illustration Four
a) A manufacturing company which produces a range of products has developed an estimate for the life-cycle of a new product ‘Joones’ that is anticipated to last for four(4) years .The information in the table below relates to exclusively this new product ‘Joones’;
	Details 
	Life time total 
	    Per unit

	Design & development costs (UShs )
	80,000,000
	

	Direct manufacturing costs (UShs )
	
	220

	Marketing costs (UShs)
	
	  30

	Fixed manufacturing overheads (UShs) -N1
	
	

	Depreciation costs (UShs)-N2
	50,000,000
	

	Decommissioning costs (UShs) 
	  8,000,000
	

	Production & sales (units)
	     300,000
	

	Machine hours 
	
	4


N1: The Company’s fixed manufacturing overheads have been budgeted at UShs 75,000,000 while the machine hours have been budgeted at 900,000 hours for the entire product life cycle. Therefore the fixed manufacturing overheads should be absorbed based on these machine hours.
N2: Depreciation costs need an under revision to a tune of only 85% before being absorbed to the life cycle costs of Joones due to improved maintenance methods that have been adopted by the company in relation to manufacturing equipment and transport facilities.
Required; 
i. To determine the life-cycle cost per unit of Joones and comment on this product’s expected performance if it’s to be priced UShs 900 per unit when introduced on the market.                                                                                                      (10, 2 Marks)
ii. Identify three (3) ways in which throughput accounting ratio (TPAR) for a manufacturer of the above product may be improved.                                                     

Illustration Five; 
Natural Power specializes in the manufacture of solar set-ups. It is planning to introduce a new solar panel specifically designed for small houses. Development of the new panel is to begin shortly and Natural Power is in the process of determining the price of the panel. It expects the new product to have the following costs.
                                                                                     Year 1       Year 2        Year 3            Year 4
Units manufactured and sold                                        8,000        15,000        20,000             5,500

                                                                                            $                $                   $	         $
R&D costs                                                                 1,900,000       100,000          -                 -
Marketing costs                                                            100,000         75,000     50,000          10,000
Production cost per unit                                                      500             450           400               450
Customer service costs per unit                                            50               40             40                30
Disposal of specialist equipment                                            -                     -             -        300,000
The Marketing Director believes that customers will be prepared to pay $570 for a solar panel but the Financial Director believes this may not cover all of the costs throughout the lifecycle.
Required; Calculate the cost per unit looking at the whole life cycle and comment on the above suggested price.
NB: 
Specific costs may be associated with each stage a product’s life cycle;
1) Pre-production/Product development stage; A high level of setup costs will be incurred in this stage (preproduction costs), including research and development (R&D), product design and building of production facilities.
2) Launch/Market development stage; Success depends upon awareness and trial of the product by consumers, so this stage is likely to be accompanied by extensive marketing and promotion costs. Production costs per unit will be extremely high due to the low volumes involved.
3) Growth stage; Marketing and promotion will continue through this stage. In this stage sales volume increases dramatically, and unit costs fall as fixed costs are recovered over greater volumes and variable production costs per unit fall due to economies of scale.
4) Maturity stage; Initially profits will continue to increase, as initial setup and fixed costs are recovered. Marketing and distribution economies are achieved but overall marketing costs may increase to respond to increased competition. Variable production costs per unit fall further due to economies of scale and learning effects. However, price competition and product differentiation will start to erode profitability as firms compete for the limited new customers remaining.
5) Decline stage; Marketing costs are usually cut as the product is phased out. Production economies may be lost as volumes fall.  Meanwhile, a replacement product will need to have been developed, incurring new levels of R&D and other product setup costs. Alternatively additional development costs may be incurred to refine the model to extend the life-cycle (this is typical with cars where ‘product evolution’ is the norm rather than ‘product revolution’).

Factors that need to be managed in order to maximise a product’s return over its lifecycle
· Design costs out of the product; It was stated earlier that around 90% of a product’s costs were often incurred at the design and development stages of its life. Decisions made then commit the organisation to incurring the costs at a later date, because the design of the product determines the number of components, the production method, etc. It is absolutely vital therefore that design teams do not work in isolation but as part of a cross-functional team in order to minimise costs over the whole life cycle.
· Minimise the time to market; In a world where competitors watch each other keenly to see what new products will be launched, it is vital to get any new product into the marketplace as quickly as possible. The competitors will monitor each other closely so that they can launch rival products as soon as possible in order to maintain profitability. It is vital, therefore, for the first organisation to launch its product as quickly as possible after the concept has been developed, so that it has as long as possible to establish the product in the market and to make a profit before competition increases. Often it is not so much costs that reduce profits as time is wasted.
· Minimize the break-even point; Firms may wish to try to minimize the time taken to achieve break-even for a new project. Leaving aside the cost aspects already discussed, this turns the focus to pricing strategies at launch: Such factors would have to be considered within the wider context of issues such as product strategy and objectives. For example, is the main objective to penetrate a market and gain market share, or to establish a high quality image?
· Maximise the length of the life cycle itself: Generally, the longer the life cycle, the greater the profit that will be generated, assuming that production ceases once the product goes into decline and becomes unprofitable. 
· Another way of extending a product’s life is to find other uses, or markets, for the product. Other product uses may not be obvious when the product is still in its planning stage and need to be planned and managed later on. On the other hand, it may be possible to plan for a staggered entry into different markets at the planning stage. Many organisations stagger the launch of their products in different world markets in order to reduce costs, increase revenue and prolong the overall life of the product.  For example, initiatives could be taken to reduce testing costs and therefore the 'Research and Development' category. Likewise, proper planning and a tight control on transportation & handling costs could minimise distribution costs.

Therefore opportunities for cost reduction are unlikely to be found when management focuses on maximising profit in a period-by-period basis. Only on knowing the lifecycle costs of a product can a business decide appropriately on its price.  This, coupled with planning of the different phases of the product's life, could give rise to the following tactics as tabulated below;

	Introduction 
	Growth 
	Maturity 
	Decline 

	High prices to recoup
high development
costs; high returns
before competitors
enter the market
	Competition
increases;
reduce price
to remain
competitive
	Sales slow down and level off; 
The market price is
Maintained.
Upgrades and/or
new markets should be considered.
	Superior products
Appear:
Prices must be cut to
Maintain sales.



Benefits of LCC.
· With life cycle costing, non-production costs are traced to individual products over complete life cycles.
· The total of these costs for each individual product can therefore be reported and compared with revenues generated in the future.
· The visibility of such costs is increased.
· Individual product profitability can be better understood by attributing all costs to products.
· As a consequence, more accurate feedback information is available on the organisation's success or failure in developing new products. 

In today's competitive environment, where the ability to produce new or updated versions of products is paramount to the survival of an organization, this information is vital.






THROUGH PUT ACCOUNTING (TA)
Background
There are two aspects of modern manufacturing that you need to be familiar with i.e Total Quality Management (TQM) and Just in Time (JIT).

Total Quality Management; TQM is the continuous improvement in quality, productivity and effectiveness through a management approach focusing on both the process and the product.
Fundamental features include;
Key characteristics for successfully operating TQM system are:
· High quality: possibly through deploying TQM systems.
· Prevention of errors before they occur
· Importance of total quality in the design of systems and products
· Real participation of all employees
· Commitment of senior management to the cause
· Recognition of the vital role of customers and suppliers
· Recognition of the need for continual improvement

Just-In-Time (JIT)
JIT is a pull-based system of production, pulling work through the system in response to customer demand. This means that goods are only produced when they are needed, eliminating large stocks of materials and finished goods. JIT is characterized by;
· Speed: rapid throughput to meet customers’ needs.
· Reliability: computer-aided manufacturing technology will assist.
· Flexibility: small batch sizes and automated techniques are used.
· Low costs: through all of the above.
Standard product costs are associated with traditional manufacturing systems producing large quantities of standard items. Key features of companies operating in a JIT and TQM environment are:
· High  level of automation
· High levels of overheads and low levels of direct labour costs
· Customized products produced in small batches
· Low  stocks
· Emphasis   on high quality and continuous improvement
Throughput accounting aims to make the best use of a scarce resource (bottleneck) in a JIT environment. Throughput is a measure of profitability. It is the rate at which a system generates money through sales and is defined by the following equation:
Throughput = sales revenue – direct material cost. 

The aim of throughput accounting is to maximize this measure of profitability, whilst simultaneously reducing operating expenses and inventory (money is tied up in inventory).
The goal is achieved by determining what factors prevent the throughput from being higher. This constraint is called a bottleneck, e.g. there may be a limited number of machine hours or labour hours. In the short-term the best use should be made of this bottleneck. This may result in some idle time in non-bottleneck resources, and may result in a small amount of inventory being held so as not to delay production through the bottleneck.
In the long-term, the bottleneck should be eliminated. For example a new, more efficient machine may be purchased. However, this will generally result in another bottleneck, which must then be addressed
Main assumptions of Throughput Accounting
These include the following; 
i. The only totally variable cost in the short-term is the purchase cost of raw materials that are bought from external suppliers.
ii. Direct labour costs are not variable in the short-term. Many employees are salaried and even if paid at a rate per unit, are usually guaranteed a minimum weekly wage.
NB; 
Given these assumptions, throughput is effectively the same as contribution. Throughput accounting is particularly associated with the Theory of Constraints which states that any manageable system, such as a company or organization, is limited in achieving its goals by a small number of constraints.

Goldratt and Cox describe the process of identifying and taking steps to remove the constraints that restrict output as the Theory of Constraints (TOC). The process involves five steps;
Step 1: Identify the constraint.
Step2: Exploit the constraint.
Step3: Subordinate other processes.
Step4: Elevate the constraint.
Step5: Repeat the process afresh.
NB: Step 3 requires that the optimum production of the bottleneck activity determines the production schedule of the non-bottleneck activities. 

The (TOC) is a process of continuous improvement to clear the throughput chain of all the constraints. Thus, step 4 involves taking action to remove, or elevate, the constraint. This may involve replacing the bottleneck machine with a faster one, providing additional training for a slow worker or changing the design of the product to reduce the processing time required on the Bottleneck activity. Once a bottleneck has been elevated it will generally be replaced by a new bottleneck elsewhere in the system. It then becomes necessary to return to Step 1.

Illustration Six
Hard Tiles recorded a profit of Ugx 120,000,000 in the accounting period just ended, using marginal costing. The contribution/sales ratio was 75%. Material costs were 10% of sales value and there were no other variable production overhead costs. Fixed costs in the period were Ugx 300,000,000.
Required: 
What was the value of throughput in the period?



The Throughput Accounting Ratio. 
When there is a bottleneck resource, performance can be measured in terms of throughput for each unit of bottleneck resource consumed. There are three inter-related ratios;

· Throughput accounting ratio =       Return Per factory hour  OR Total return (T.put)
           (TAR)                                             Cost per factory hour            Total Factory costs

But
· Return per factory hour       =         Throughput     OR    Through.put per unit 
                                                                   Factory hours          Factory Hours per unit

· Cost per factory hour           =        Total factory cost     OR      Factory cost per unit
                                                        Total available factory hours         FHs per unit

NB; 
The total factory cost is the fixed production cost, including labour. The total factory cost may be referred to as 'operating expenses'. 
Interpretation of TPAR
· TPAR>1 would suggest that throughput exceeds operating costs so the product should make a profit. Priority should be given to the products generating the best ratios.
· TPAR<1 would suggest that throughput is insufficient to cover operating costs, resulting in a loss.
· TPAR = 1...Break –even position, where short –term profit exactly covers up for factory or fixed costs.

Decision making in a Throughput Accounting environment
· When ranking products made within the same factory it is sufficient to look at their respective return per hour figures.
· However, if ranking products or divisions across the company it would be suitable to look at TPAR figures to reflect differences in costs between factories.
Criticisms of TPAR
· It concentrates on the short-term, when a business has a fixed supply of resources (i.e. a bottleneck) and operating expenses are largely fixed.
· However, most businesses can't produce products based on the short term only.
· It is more difficult to apply throughput accounting concepts to the longer-term, when all costs are variable, and vary with the volume of production and sales or another cost driver. The business should consider this long-term view before rejecting products with a TPAR < 1.
· In the longer-term an ABC approach might be more appropriate for measuring and controlling performance.
Illustration Seven;
A business manufactures a single product that it sells for $10 per unit. The material cost for each unit of product sold is $3. Total operating expenses are $50,000 each month. Labour hours are limited to 20,000 hours each month. Each unit of product takes 2 hours to assemble.
Required; calculate the throughput accounting ratio (TPAR)
Solution;
SP/unit = $10, MC/UNIT = $3, Return (Throughput)/UNIT = $7
TFC (operating expenses) = $50,000
LHs (FHs)-Bottleneck = 20,000
LHs/unit = 2
TPAR =????
TPAR = Return /FH
              Cost per FH

   But Return/FH = Return /unit = 7/2 = $3.5/FH
                              FHs/unit

 Cost per FH =    Total factory cost =$50,000/20,000FHs = $2.5/FH
                           Total factory Hours

TPAR = $3.5/FH =  1.4 or 140%
              $2.5/FH   

Illustration Eight;
Xeen Limited manufactures a product that requires 1.5 hours of machining. Machine time is a bottleneck resource, due to the limited number of machines available. There are 10 machines available, and each machine can be used for up to 40 hours per week. The product is sold for $85 per unit and the direct material cost per unit is $42.50. Total factory costs are $8,000 each week.
Calculate;
(a) The return per factory hour
(b) The TPAR.

Improving the TPAR
Options to increase the TPAR include the following:
· Increase  the sales price for each unit sold, to increase the throughput per unit
· Reduce material costs per unit (e.g. by changing materials or switching suppliers), to increase the throughput per unit.
· Reduce  total operating expenses, to reduce the cost per factory hour
· Improve the productivity of the bottleneck, e.g. the assembly workforce or the bottleneck machine, thus reducing the time required to make each unit of product. Throughput per factory hour would increase and therefore the TPAR would increase.











Multi-Product Decision Making
Throughput accounting may be applied to a multi-product decision making problem in the same way as conventional key factor analysis.
The usual objective in questions is to maximize profit. Given that fixed costs are unaffected by the production decision in the short run, the approach should be to maximize the throughput earned.
Steps involved include
Step 1: identify the bottleneck constraint.
Step 2: calculate the throughput per unit for each product.
Step 3: calculate the throughput per unit of the bottleneck resource for each product.
Step 4: rank the products in order of the throughput per unit of the bottleneck resource. If all products are made in the same factory, then the ranking can be done on return/hour as the cost/hour will be the same; however if not the ranking is done on TPAR.
Step 5: Allocate resources using this ranking and answer the question

Illustration .Nine;
Just in time manufactures four products, A, B, C and D. Details of sales prices, costs and resource requirements for each of the products are as follows. 
	Product 
	A
	B
	C
	D

	Sales price per unit($)
	1.4
	0.8
	1.2
	2.8

	Materials cost per unit per unit($)
	0.6
	0.3
	0.6
	1

	Direct labour cost per unit($)
	0.4
	0.2
	0.4
	1

	Machine time per unit(minutes)
	5
	2
	3
	6

	Labour time per unit(minutes)
	2
	1
	2
	5

	Weekly sales demand(units)
	2000
	2000
	2500
	1500


Machine time is a bottleneck resource and the maximum capacity is 400 machine hours each week. Operating costs, including direct labour costs, are $5,440 each week. Direct labour costs are $12 per hour.
Required; 
 (a) Determine the quantities of each product that should be manufactured and sold each week to maximise profit and calculate the weekly profit.
(b) Calculate the throughput accounting ratio at this profit maximizing level of output and sales.











ENVIRONMENTAL & SOCIAL MGT ACCOUNTING (EMA)
EMA focuses on the efficient use of resources and the disposal of waste and effluent by businesses. EMA is concerned with the accounting information needs of managers in relation to corporate activities that affect the environment as well as environment-related impacts on the corporation. This includes;
· Identifying and estimating the costs of environment-related activities
Identifying and separately monitoring the usage and cost of resources such as water, electricity and fuel and to enable costs to be reduced.
· Ensuring environmental considerations form a part of capital investment decisions 
· Assessing the likelihood and impact of environmental risks including environment-related indicators as part of routine performance monitoring.
· Benchmarking activities against environmental best practice.

Environmental concern and Business performance
Martin Bennett and Peter James (The Green Bottom Line: Management Accounting for Environmental Improvement and Business Benefit', Management Accounting, November 1998), looked at the ways in which a company's concern for the environment can impact on its performance;
· Short-term savings through waste minimization and energy efficiency schemes can be substantial.
· Companies with poor environmental performance may face increased cost of capital because investors and lenders demand a higher risk premium.
· There are a number of energy and environmental taxes, such as the landfill tax in the UK.
· Pressure group campaigns can cause damage to reputation, or additional costs.
· Environmental legislation may cause the 'sunsetting' of products and opportunities for 'sunrise' replacements.
· The cost of processing input which becomes waste is equivalent to 5–10% of some organisations' revenue.

Bennett and James ('The Green Bottom Line' 1998) went on to suggest six main ways in which business and environmental benefits can be achieved;
(a) Integrating the environment into capital expenditure decisions by considering environmental opposition to projects which could affect cash flows.
(b) Understanding and managing environmental costs. Environmental costs are often hidden in overheads and environmental and energy costs are often not allocated to the relevant budgets.
(c) Introducing waste minimization schemes.
(d) Understanding and managing life cycle costs. For many products, the greatest environmental impact occurs upstream (such as mining raw materials) or downstream from production (such as energy to operate equipment.) This has led to producers being made responsible for dealing with the disposal of products such as cars, and government and third party measures to influence raw material choices. Organisations therefore need to identify, control and make provision for environmental lifecycle costs and work with suppliers and customers to identify environmental cost reduction opportunities.
(e) Measuring environmental performance. Business is under increasing pressure to measure all aspects of environmental performance, both for statutory disclosure reasons and due to demands for more environmental data from customers.
(f) Involving management accountants in a strategic approach to environment-related management accounting and performance evaluation. A 'green accounting team' incorporating the key functions should analyse the strategic picture and identify opportunities for practical initiatives. It should analyse the short-medium-and long term impact of possible changes in the following;
(1) Government policies, such as transport.
(2) Legislation and regulation.
(3) Supply conditions, such as fewer landfill sites.
(4) Market conditions, such as changing customer views.
(5) Social attitudes, such as to factory farming.
(6) Competitor strategies.

EMA and effect on financial performance
There are a number of ways in which environmental issues can have an impact on the financial performance of organisations.
· Improving revenue; Producing new products or services which meet the environmental needs or concerns of customers can lead to increased sales. It may also be possible to sell such products for a premium price. Improved sales may also be a consequence of improving the reputation of the business. It is possible that in the future, rather than good environmental management resulting in improved sales, poor management will lead to losses. All businesses will be expected to meet a minimum standard related to environmental issues.
· Cost reductions; Paying close attention to the use of resources can lead to reductions in cost. Often simple improvements in processes can lead to significant costs savings.
· Increases in costs; There may be increases in some costs, for example the cost of complying with legal and regulatory requirements, and additional costs to improve the environmental image of the organisation. However some of these costs may be offset by government grants and this expenditure may save money in the long-term as measures taken may prevent future losses.
· Costs of failure; Poor environmental management can result in significant costs, for example the cost of clean-up and fines following an environmental disaster.

Identifying and accounting for environmental costs
Management are often unaware of the extent of environmental costs and cannot identify opportunities for cost savings. Environmental costs can be split into two categories;
Internal costs; These are costs that directly impact on the income statement of a company.
There are many different types, for example;
· Improved systems and checks in order to avoid penalties/fines
· Waste disposal costs
· Product   take back costs (i.e. in the EU, for example, companies must provide facilities for customers to return items such as batteries, printer cartridges etc. for recycling. The seller of such items must bear the cost of these "take backs")
· Regulatory costs such as taxes (e.g. companies with poor environmental management policies often have to bear a higher taxburden)
· Upfront costs such as obtaining permits (e.g. for achieving certain levels of emissions)
· Back -end costs such as decommissioning costs on project completion

External costs; These are costs that are imposed on society at large, but not borne by the company that generates the cost in the first instance. For example,
· Carbon  emissions
· Forest  degradation
· Health care costs
· Social welfare costs.


Other classification include;
 (i) Environmental prevention costs: the costs of activities undertaken to prevent the production of waste. Examples include the costs of the design and operation of processes to reduce contaminants, training employees, recycling products and obtaining certification relating to meeting the requirements of national and international standards.
(ii) Environmental detection costs: costs incurred to ensure that the organisation complies with regulations and voluntary standards. Examples include performing contamination tests and inspecting products to ensure regulatory compliance.
(iii) Environmental internal failure costs: costs incurred from performing activities that have produced contaminants and waste that have not been discharged into the environment. Recycling
scrap, or disposing of toxic materials, are examples.
(iv) Environmental external failure costs: costs incurred on activities performed after discharging waste into the environment. Examples include the costs of cleaning up contaminated soil, oil
spills, or restoring land to its natural state.

Reasons why firms choose to be sustainable businesses:
· To  help reduce the impact of climate change and conserve limited natural resources
· To  enhance the competitiveness and reputation of the business
· Gaining  customer loyalty by limiting any possible negative corporate image
· Regulatory  compliance to avoid the ﬁnancial risk of ﬁnes or higher interest rates
· Risk  management of potential environmental and health and safety or social issues in order to minimise operational risk such as shut-downs.

Key considerations about systems and processes to be a sustainable business;
· The  sources of raw materials: need to know the sustainability of the supply of raw materials
· Production : savings in energy and reducing waste
· The   use of recycled packaging and ‘greener’ vehicles for product distribution
· Employee  acceptance and commitment: provide training and development programs for employees, with the focus on management systems and procedures
· Building  stronger relationships with the local community.

 The importance/benefits of accounting for environmental costs;
· Organizations which adopt EMA have greater awareness of the impact of environmental- related activities on their income statements and balance sheets.
· The organizations are likely to identify and take advantage of cost-reduction and other improvement opportunities.
· It also reduces chances of taking a wrong product mix options and other development decisions.
· Also, it reduces chances of employing incorrect pricing of products and services by incorporating environmental costs.
· Yields enhanced customer value.
· Reduces reputational risk because an organisation looks to operate in an environmentally responsible manner.
· Better /fairer  product costs
· Improved  pricing – so that products that have the biggest environmental impact reflect this by having higher selling prices
· Better environmental cost control
· Facilitates  the quantification of cost savings from "environmentally-friendly" measures
· Should  integrate environmental costing into the strategic management process
· Reduces the potential for cross subsidization of environmentally damaging products.
· 
Disadvantages
· Time  consuming
· Expensive  to implement
· Determining  accurate costs and
· Appropriate  costs drivers is difficult
· External costs not experienced by the company (e.g. carbon footprint) may still be ignored/unmeasured.
· Some  internal environmental costs are intangible (e.g. impact on employee health) sand these are still ignored
a company that incorporates external costs voluntarily may be at a competitive disadvantage to rivals who do not do this.
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