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Designing effective accounting-based performance measures is essential for
aligning organizational objectives, evaluating managerial effectiveness, and
driving strategic decision-making. The initial and arguably most critical
step in this process is choosing the appropriate performance measures.
Without clear, relevant, and well-defined metrics, organizations risk
misjudging performance, incentivizing undesired behaviors, or overlooking key
areas of improvement. This article explores the comprehensive process
involved in selecting performance measures, focusing on the first step:
choosing performance.

---

Understanding the Importance of Selecting the
Right Performance Measures

Before delving into the specifics of the selection process, it’s vital to
understand why choosing the right performance measures is foundational:

- Alignment with Organizational Goals: Performance measures should reflect
the strategic priorities of the organization.
- Motivation and Incentives: Proper metrics motivate managers and employees
to focus on desired outcomes.
- Decision-Making Support: Accurate measures provide reliable data for
operational and strategic decisions.
- Performance Monitoring: They enable continuous tracking of progress and
identification of areas needing improvement.
- Accountability: Clear metrics assign responsibility and facilitate
performance evaluations.

---



Step 1: Choosing Performance

Choosing performance involves selecting the specific accounting-based metrics
that best capture organizational success and operational efficiency. This
step requires careful consideration of several factors to ensure that the
selected measures are relevant, accurate, and useful.

1. Define Clear Organizational Objectives

The foundation of selecting performance measures is understanding what the
organization aims to achieve. These objectives can vary depending on the
organization's mission, industry, and strategic priorities.

- Strategic Goals: Growth, profitability, market share, innovation, customer
satisfaction.
- Operational Goals: Cost control, efficiency, quality improvement.
- Financial Goals: Revenue targets, profit margins, return on investment.

By clearly defining these objectives, managers can identify which financial
metrics best reflect progress toward these goals.

2. Identify Critical Success Factors

Critical success factors (CSFs) are the essential areas that must be managed
effectively for the organization to achieve its objectives. Recognizing CSFs
helps in selecting performance measures that directly influence
organizational success.

Examples include:

- Cash flow management
- Cost containment
- Customer retention
- Product quality

Associating these CSFs with specific accounting measures ensures that
performance evaluation centers on impactful areas.

3. Select Relevant Financial Metrics

Once organizational objectives and CSFs are established, organizations can
identify which accounting-based performance measures are most appropriate.
Common financial metrics include:



- Profitability Measures: Net income, gross profit margin, operating income.
- Efficiency Ratios: Return on assets (ROA), return on equity (ROE), asset
turnover.
- Cost Control Metrics: Cost of goods sold (COGS), operating expenses.
- Liquidity Ratios: Current ratio, quick ratio.

The key is to choose measures that accurately reflect performance in areas
aligned with strategic goals.

4. Ensure Measurability and Data Availability

Selecting measures that can be reliably calculated with available data is
crucial. Consider:

- Data Accessibility: Are the necessary data points readily available?
- Data Accuracy: Is the data reliable and free from errors?
- Frequency of Measurement: Can the measure be calculated regularly to track
performance over time?

Measures that are difficult to quantify or lack consistent data may lead to
inaccurate assessments.

5. Balance Short-term and Long-term Perspectives

Effective performance measures should balance immediate financial results
with strategic, long-term indicators.

- Short-term Metrics: Quarterly profit, cash flow.
- Long-term Metrics: Customer lifetime value, brand equity, innovation rate.

This balance encourages sustainable performance rather than short-term gains
at the expense of future growth.

6. Consider Behavioral Implications

Performance measures can influence behavior. Therefore, selecting metrics
that promote desired behaviors is critical.

- Avoid measures that incentivize unethical practices or "gaming" the system.
- Use a combination of measures to provide a comprehensive view.
- Ensure measures are understandable and motivate positive actions.



7. Involve Stakeholders in the Selection Process

Engaging managers and key stakeholders ensures that the selected measures are
relevant and accepted. Their insights can improve measure accuracy and buy-
in.

---

Common Challenges in Choosing Performance
Measures

While selecting performance metrics, organizations may face several
challenges:

- Overemphasis on Financial Measures: Ignoring non-financial indicators like
customer satisfaction or innovation.
- Too Many Measures: Leading to confusion and dilution of focus.
- Lagging vs. Leading Indicators: Relying solely on lagging financial data;
integrating leading indicators can improve proactive management.
- Misalignment with Strategy: Measures that don't reflect strategic
priorities can misguide efforts.

To overcome these challenges, organizations should adopt a balanced scorecard
approach, integrating multiple perspectives and measures.

---

Best Practices for Choosing Performance
Measures

To optimize the selection process, consider these best practices:

- Align with Strategic Objectives: Ensure every measure links directly to
organizational goals.
- Use a Mix of Financial and Non-Financial Measures: Incorporate customer,
internal process, innovation, and learning perspectives.
- Focus on Actionable Metrics: Choose measures managers can influence.
- Regularly Review and Update Measures: Adapt to changing strategic
priorities and external environments.
- Ensure Clarity and Understandability: Measures should be straightforward to
interpret.

---



Conclusion

The first step in designing effective accounting-based performance measures —
choosing the right performance metrics — is fundamental to organizational
success. By clearly defining objectives, identifying critical success
factors, selecting relevant and measurable financial metrics, and considering
behavioral implications, organizations can develop a robust performance
measurement system that promotes strategic alignment, accountability, and
continuous improvement. Thoughtful selection of performance measures sets the
stage for meaningful performance evaluation and ultimately contributes to
achieving organizational excellence.

---

Remember: The process of choosing performance measures is not a one-time
activity but an ongoing effort to refine and adapt metrics to reflect
evolving strategic priorities and operational realities.

Frequently Asked Questions

What is the first step in designing accounting-based
performance measures?
The first step is to choose the appropriate performance measures that align
with organizational goals and strategies.

Why is selecting the right performance measures
important in accounting-based performance systems?
Selecting the right measures ensures accurate evaluation of performance,
supports decision-making, and aligns employee efforts with organizational
objectives.

What considerations should be made when choosing
performance measures?
Consider factors like relevance, clarity, ease of measurement,
controllability, and how well they reflect strategic priorities.

How does the 'Choose Performance' step influence
subsequent steps in designing performance measures?
It sets the foundation for developing meaningful, targeted measures that
accurately assess performance, guiding the design of measurement systems and
incentive structures.



Can you give an example of a performance measure
commonly chosen in accounting-based performance
management?
Examples include return on investment (ROI), earnings per share (EPS), profit
margins, and revenue growth.

What role does strategic alignment play in choosing
performance measures?
Strategic alignment ensures that selected measures directly support the
organization’s long-term goals and competitive priorities.

How does the selection of performance measures
impact employee motivation?
Well-chosen measures provide clear targets, foster accountability, and
motivate employees to focus on key areas that drive organizational success.

Are there any challenges associated with choosing
performance measures in accounting-based systems?
Yes, challenges include avoiding measures that incentivize undesirable
behaviors, ensuring measures are controllable by employees, and preventing
gaming or manipulation.

What is the significance of clarity and simplicity
in choosing performance measures?
Clarity and simplicity facilitate understanding, accurate measurement, and
effective communication of expectations to all stakeholders.

How can organizations ensure their chosen
performance measures remain relevant over time?
Regular review and updates aligned with strategic changes, feedback from
stakeholders, and monitoring of measure effectiveness help maintain
relevance.

Additional Resources
What Are The Three Steps In Designing Accounting-based Performance Measures?
A. (1) Choose Performance

In the realm of organizational management and strategic planning, measuring



performance accurately and effectively remains a cornerstone for achieving
long-term success. Among the various approaches employed, accounting-based
performance measures (ABPMs) have garnered significant attention due to their
ability to provide quantifiable insights into an organization’s financial
health and operational efficiency. These measures serve as vital tools in
aligning individual and departmental goals with overarching corporate
strategies, facilitating informed decision-making, and fostering
accountability.

Central to the effectiveness of ABPMs is a structured, systematic process
that guides organizations through the design and implementation phases. This
process ensures that the selected measures truly reflect the organization’s
strategic priorities, are understandable to stakeholders, and can be reliably
tracked over time. At the heart of this process lies the initial and arguably
most critical step: Choose Performance.

This article provides an in-depth exploration of the three fundamental steps
involved in designing accounting-based performance measures, with a
particular focus on the first step—choosing the performance to measure. We
will examine the theoretical foundations, practical considerations, and best
practices that underpin this crucial stage, offering a comprehensive guide
for managers, accountants, and organizational leaders committed to deploying
effective performance measurement systems.

---

Understanding the Significance of Choosing
Performance

Before delving into the detailed steps, it’s essential to understand why
choosing the right performance to measure is fundamental. Performance
measures are not merely tools for tracking past activities; they are
strategic instruments that influence behavior, resource allocation, and
ultimately, organizational success.

Selecting inappropriate or misaligned performance measures can lead to
adverse outcomes such as:

- Misguided decision-making: Managers may focus on improving reported metrics
rather than genuine value creation.
- Behavioral distortions: Incentives based on flawed measures can encourage
gaming or unethical practices.
- Strategic misalignment: Measures that do not reflect strategic priorities
can divert efforts away from critical objectives.

Therefore, the process of choosing performance metrics must be deliberate,
strategic, and aligned with organizational goals to avoid these pitfalls.



---

The Three Core Steps in Designing Accounting-
based Performance Measures

While various frameworks exist, a common and effective approach involves
three sequential steps:

1. Choose Performance (the focus of measurement)
2. Identify the appropriate measures to quantify performance
3. Design the measurement system and set targets

This article concentrates on the first step—Choose Performance—which sets the
foundation for all subsequent activities. We will explore the sub-steps
involved, the criteria for selecting meaningful performance areas, and the
challenges faced during this process.

---

Step 1: Choose Performance — Deep Dive

Choosing the performance to measure involves identifying specific aspects of
organizational or individual activity that, when monitored, will support
strategic objectives. This choice is critical because it determines the
entire direction of the performance measurement system.

1.1. Align with Strategic Objectives

The primary consideration in selecting performance areas is ensuring
alignment with the organization's strategic goals. This involves:

- Understanding Strategic Priorities: Analyzing the vision, mission, and
strategic plans to identify key success factors.
- Mapping Performance Areas: Linking strategic objectives to operational
performance domains such as profitability, customer satisfaction, operational
efficiency, or innovation.

Example: If a company's strategic priority is customer retention, then
customer satisfaction or repeat purchase rates become focal points for
measurement.



1.2. Consider Stakeholder Perspectives

Performance measures should reflect the interests of diverse stakeholders:

- Shareholders and Investors: Focus on financial metrics such as return on
investment, earnings, or cash flow.
- Customers: Emphasize quality, service levels, or satisfaction scores.
- Employees: Include measures of engagement, productivity, or skill
development.
- Regulators and Society: Consider compliance, environmental impact, or
social responsibility.

Balancing these perspectives ensures a comprehensive and meaningful
performance measurement system.

1.3. Prioritize Critical Success Factors (CSFs)

Organizations often identify CSFs—areas that are vital for achieving
strategic success. The selection process should focus on these factors:

- Financial Performance: Revenue growth, profitability, cost control.
- Operational Efficiency: Cycle times, defect rates, resource utilization.
- Market Position: Market share, brand strength, customer loyalty.
- Innovation and Development: R&D investments, new product launches.

Focusing on CSFs helps avoid measurement overload and ensures attention is
directed toward areas with the greatest impact.

1.4. Establish Clear, Measurable Objectives

The performance chosen must be specific enough to allow for quantifiable
measurement. Vague or ambiguous objectives hinder effective performance
assessment.

Example: Instead of measuring “improve customer service,” specify “reduce
customer complaint resolution time to under 24 hours.”

1.5. Evaluate Feasibility and Data Availability

Practical considerations include:

- Data Accessibility: Is relevant data available, reliable, and timely?
- Cost of Measurement: Will tracking this performance be cost-effective?
- Technical Capacity: Does the organization have systems and personnel to
gather and analyze data?



Selecting measures that are feasible ensures sustainability and accuracy.

---

Challenges in Choosing Performance Metrics

The process of selecting performance areas is fraught with challenges:

- Overemphasis on Financial Measures: While important, solely focusing on
financial metrics can neglect other critical aspects like customer
satisfaction or innovation.
- Short-term Focus: Prioritizing short-term financial results may undermine
long-term strategic goals.
- Complexity and Overload: Measuring too many areas can dilute focus and
complicate management.
- Misalignment: Measures that do not reflect actual strategic priorities can
lead to misdirected efforts.

To mitigate these issues, organizations often adopt balanced scorecard
approaches, integrating multiple perspectives into their performance
measurement.

---

Best Practices for Choosing Performance

To optimize the selection process, organizations should consider:

- Involving Key Stakeholders: Engage managers, employees, and external
partners to ensure relevance and buy-in.
- Ensuring Clarity and Focus: Limit the number of performance areas to those
most impactful.
- Aligning with Strategic Goals: Regularly review and update performance
choices to reflect evolving priorities.
- Using a Hierarchical Approach: Break down high-level strategic measures
into operational and departmental metrics.

---

Conclusion

Choosing performance is the foundational step in designing effective
accounting-based performance measures. It requires a strategic,
comprehensive, and pragmatic approach that aligns with organizational goals,



stakeholder interests, and practical constraints. By carefully selecting the
areas to measure, organizations set the stage for developing meaningful,
actionable, and sustainable performance metrics.

A meticulous and aligned choice of performance not only facilitates accurate
measurement but also drives organizational behavior toward strategic success.
As the first step in a structured performance measurement system, it demands
thoughtful analysis, stakeholder engagement, and ongoing review to ensure
that the measures remain relevant and effective in guiding organizational
improvement.

---

In summary:

- The first step in designing ABPMs is to Choose Performance aligned with
strategic priorities.
- This involves understanding organizational goals, stakeholder interests,
and critical success factors.
- Practical considerations like data availability and measurement feasibility
must be assessed.
- Recognizing and addressing challenges ensures the selection of meaningful
and manageable performance areas.
- The effectiveness of subsequent measures depends heavily on the quality and
relevance of this initial choice.

By investing time and effort in this pivotal step, organizations can
establish a solid foundation for a performance measurement system that truly
drives strategic execution and continuous improvement.
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