VIEWPOINT: 215T CENTURY COST MANAGEMENT

COST AND PERFORMANCE
MANAGEMENT IN THE AGE OF
GLOBAL CHANGE

Farneledge migrates rapidly, and pow-
er poes with kuowledpe, The miost val-
ted company i one with intelfectieal
property, fucled by new computing and

conttnications technologies,

hirty vears ago in France,

thousands of corrugared meral
Citroen Deux Cheveaux automo-
biles with tiny engines ground
slowly past hordes of cyclists. Each
cvelist came complete with two
loaves of bread poking from a
shoulder bag, and the men com-
monly wore berets on their heads.

The pace of life was slow back
then, and a rotary-dial telephone
was 2 luxury. Not any more. Today,
the same roads in France are re-
plete with BMWs, Mercedes, and
every ather concetvable brand of
vehicle shimng brightly, vying for
all remaining strect space with
hardly a bicycle i sight.
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Everything moves more quickly
than ever. The media provides the
mechanisms that drive expecta-
nons, and these change as quickly
as innovations can be deployed.
Billions of people become aware
of new {deas, products, and services
as rapidly as they are conceived.

The Internet has especially
changed the pace of business and
knowledge. Knowledge migrates
rapidly and power goes with
knowledge. E-anything 15 per-
ceved as assertive and powerful.
Although physical assets are sall
imporrant, the possession of
knowledge offers the promise of
future power and potential cash
flows. Indeed, a whole new way of
determining stock market values
11;15 L’lntrgt‘d, kI]UW’H a5 POOMOFHIC
prafit. Historic earnings perfor-
mance is not as cricical as future
cash flow.

Industry, too, has changed.
Manufacturing represents a rela-
tively small proportion of the
cconomy of the developed world,
less than 20% of GINP. Service 1n-
dustries lead the way in creating
jobs and value for sharcholders.

Even accounting firms  have
changed. For example, andinmng is
a chore fraughe with Hability con-
cerns for the large firms thar make
most of thewr moncey from con-
sulting and other service offerings.
Even the accountants want to do
something else to nake a hving
(though the SEC has beyun de-
manding that uccounting firms go
back to basic tasks)

‘T'his 15 the environment in
which cost managenient strives to
contribute, and cost management
15 nevertheless, more imporant
than ever. Along with the current
rapid business pace and global
markets comes the intensity and
unprecedented competidon chat
demands high performance from
any persorn, Company, ar country

that steps up to compete. Success

Is defined by the effective use of -

resources to perform activities chat
COMVETT INpUrs 1Ite vutputs that
customers will buy The most val-
ved company has intellecrual
property that can be highly lever-
aged into driving significant cash

tlow.
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THE FUTURE OF COST
MANAGEMENT

[ che changing huean environ -

ae challenge is to think

men:.

Bodisucalle Do the pasts manage

et approaches were developed

ma tunetiomal cuneoer The cew

corpiasts Boon potential and inro-

vatton. Todav, all measurement

iechansms must work together

tolowing u comnzon set of princi-

plos as well s o connnen achiec-

turz, 1o otaer wards, the pleces

need o it and work together

Characreristizs of notihle fmpaor-

tnee for the furare socludes

« A emiphass o human behavior

¢ Measurament amd maagenment
methods

A new mental model

+ Knowledge versus raies

» Fanctional houndaries

» Buaness boondaries

+ lechnology-driven media

Facl of these characreristics 1s dis-
cussed nogreater detail in the fol-
lowing sections
[ iv evrdent that change is diffi-
calt even i the simplest sitta-
nons. People are attuned to what
curreetly extsts. Change requires
thas veural pathways in the brain
va through a chemiceal, almost
phvacol restruererng, Changing
471 CTILIE Profzssian
wagmitude more difheult than m-
divigual change for the following
rEasons
+ The number of neapic me-
volved
¢ T'he vested interests of the in-
dividuals involved

» [asnrunonal et

Inevitanly, change ocours as the
old ways hecome redundant, and
alternative, more attractive solu-
toos arnve, The more attractive
solations are sensitive o the speed

of change i the new economy,

1w orders of

- the.old ways.becowie

redundant, and alternative,

more aftractive solutions
arrive.

AN EMPHASIS ON HUMAN
BEHAVIOR

The mdustrial revolution treated

machines, and suppression of the
haman facror of production was a

pretequisite to success (Lo, o en-

rich owners) In the new age of

communications and compurc-
ing—a world deseribed by Mar
shall Macluan as a “global villagze™
:nowhich the “medium is the mes-

the media and new meth-

sage”
ads employed increasingly rede-
fine the world. The essence of the
Llternet 15 Organic; every person
lias a volce to use to communicate
with anvore mn the world.
Education has raised expecta-
uons as well as the degree ol sophis-
tcatan of people i genera. Stock
markets, clectronie trading, pension
plans. and muwal funds have broad-
ened ownership to the masses. Peo-
ple choose their own solutions.
whereas conerist command and

cantrol is a thing of the pase.

The question 1s whether the
Internet and computing powers
will survive in a way that benefits
the popalation at large. not only
an elite few, Given the changed
cxpectations and degree of wealth
provided by the new communica-
tions and contpurting capabilities,
cost managenent methodologies
must tacilitate human behavior m

an environment o which mdivid-
ualism is respeeted.

Therefore, all measurement sys-
rems must be designed with the
o osmgle intent of driving organiza-

liuran bemys as an extension of

tronal performance to ackhieve a
desired future stire, This reguires
that those responaible for deagn-
Ing COST management aid mei
sirement systens muse be educar
v mn the principles of buman

behavior.

MEASUREMENT AND
MANAGEMENT METHODS
As technology advances, so do the
things that can be accowphshed
with the we of teclnology. Meth-
ods have been defined m the past

by the lmiations of human
knowledye, [ntially, cost manage-
ment ethods were subordinated
to the needs of accounting to pro-
vide a fair and balanced perspective
of the earnings and to value bul-
ance sheets; however, that has all
been changed. Accounung and au-
diting pracuees, though sull mpor-
tant, are perceived maore correctly
as scorckeeping, whose purpose is
to report onn what has transpired.
Cost management in the conest
of acvounting Is retrospectve.

In the past, retrospective re
porting was the imporont source
of information on company per-
formance, Companies were valued
on the basis of some mulaple of
varnings per share based on re-
ported earnings. This, roo, has
chanyed.

Projections of tuture cash flow,
discounted by the cost of capital,
now often replace carnings as the
ieethod of cholee for determming
comparty valuation. Stock markes
values are influenced by pereep-
tions of whether managers and
business prospects are likely to
create wdidimonal value bevond re-
turning at least the cost of capial
emploved, and premivem prices are
awarded to those companies that
succeed.

Hence, the emphasis shifts from
accounting to plunning and exe-
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cuting. Vital interest focuses on the
prospective view rather than the
retrospective. Accounting infor-
mation methods remain impor-
tant to ensure that organizations
are run properly and that disci-
pline 1 maintined—however, en-
ergy i now focused on creating
value.

To do so, measurement systems
must emphasize value drivers and
analysis of alternative actions that
can be taken to increase value. In
this context, cost accounting be-
comes a minor interest, whereas
understanding and managing cost
becomes the major issue. Al-
though operating profit margin is
a powerful driver of value, finan-
cial specialists who are responsible
for managing all aspects of perfor-
mance must also understand other
value drivers.

Methods to manage and project
value are, therefore, central to the
role of organization perforimance
going forward. The noton of cost
management, relative to historical
methods, is too functional, A more
meaningful perspective 15 that of
value management, wherein un-
derstanding and managing all as-
pects of value creation and value
drivers is critical. Value-based
management (VBM) is the super-
systent of measurement and man-
agement, within which cost man-
agement 1s subordinate.

The methods 1o deploy VBM
are familiar (see the following list).
The trick is to construct them in
the right way and to identify the
linkages between them, These
mechanisms or tools are interest-
ing in isolation and provide useful
outcomes; however, in combina-
non with each other, they create a
natural and powerful structure.

In addition, the structure in-
volves a scries of decision support
software tocls (e.g., web-based n-
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formation distribucion and simu-

lation modeling) to facilitate de-
velopment of the measures, track
performance, and distribute per-
formance results to managers
whose job it is to manage perfor-
mance. The process includes:

+ Analyzing stakeholder needs
and strategy

+ Managing risk

+ Developing organization goals
{e.g., analyzing critical success
factors, critical business issues)

* Analyzing activities

+ Analyzing processes

» Developing measures and col-
lecting current performance
data

» Identifying internal and exrer-
nal benchimark comparisons

+ Developing measures

= Performing simulation medel-
ing of alternate choices (i.¢.,
cost/benefit analysis)

+ Deploying activity costing and
assignInent to processes and to
cost objects

» Analyzing the roles and re-
sponsibilities of staff with re-
spect to activities they perform
within each process

+ Providing job definitions and
organization design

« Performing activity- and
process-based budgeting

» Qverseeing change manage-
ment

» Developing information por-
tals or web-based distribution
of performance data

COST MANAGEMENT

A NEW MENTAL MODEL

[f what has been discussed so faris
correct, the overall frameworks
that are employed by scaff in their
efforts to create value must be ex-
amined. It 15 evident that different
employees have different perspec-
tives that are formed on the basis
of assumptions they have made ¢i-
ther personally or that are embed-
ded in what they were taught. For
example, law represents a patina of
rules and interpretations that have
been constructed over many years
on the basis of social conscience
and that have been shaped by per-
sonal bias and intellect.

Likewise, business functions de-
velop and use various rules and
conct:ptual CONSITUCLS. Accoun-
tants work from their own set, as
do quality specialists and informa-
tion technology specialists. [c s
rare, however, for anyone to have
the perspective of more than orne
functional view.

The challenge for managers is
to operate within this tangle of
different perspectives and to de-
velop a more robust and multifac-
ercd model in which all of the
compongmts interact in a logical
and intentionally designed fash-
1on. Value management {or en-
hanced cost management) should
address the oppertunity of inte-
grating all of the pieces into a log~
ical framework, a single mult-
functienal mental model.

Such a model requires people
to examine thelr existing assump-
tions and beliefs. They may need
to drop some models and adopt
new ones. For example, accoun-
tants should reexamine the GAAP
model of “fair allocation of over-
heads to products™ in cost ac-
counting. It must be replaced with
something far more demanding if
accountng is to address the value
management needs of service or-

JOURNAL OF COST MANAGEMENT

SEPTIMBER/QTIOMET 2030

42




WE

ganizations and modern manufac-
turing, The concept is archaic and
distracts people from reality.

Because of the authority of the
accounting profession, the concept
is perceived to be a fundamental
rruth, which it is not. It 15 therefore
damaging. Indeed. in cost account-
ing, the concept of standard costing
needs continual review, because it
15 often woetully inadequate in the
new environment.

KNOWLEDGE VERSUS
RULES

With the growth of knowledge
and increased speed ac which
things change in the new environ-
nient, value management special-
sts {1.e., enhanced cost manage-
ment specialists) need to learn to
be flexible and open to new con-
cepts. In the past, cost manage-
ment specialists have been trained
to function within the context of
a set of rules (e.g., GAAD, tax, and
other laws) and their primary
mode of operating has been to ap-
ply the rules for the purpose of
compliance.

In the new environment, value
management specialists” primary
goal must be to create value. This
means that they need to keep cur-
rent with many aspects of the
world and its changing perspec-
nives. The application of knowl-
edge to create value must be more
impartant than the slavish adher-
ence to the rules. Legal compli-
ance is necessary, but must not be
treated with apathy. Knowledge of
the rules 1s important to ensure
that they are challenged as 15 ap-
propriate.

FUNCTIONAL BOUNDARIES
Within organizations, human per-
formance 15 enhanced by special-
ization. Consequently, staff mem-
bers are organized into functional

WwoE LI NT é

'speaalts ; p
must be to create value

i groups (e.g.. finance, marketing).
Capability, language, and concepts
define functions. The differences
between functions are highlighted
by huge mental and methodologi-
cal chasms. Sometimes, 1t seems
that departments are fighting each
other, Often the problem is more
profound and results from the lack
of an integrated framework and
common language.

The staff in highly competitive
organizations must be in accord
and focus on common objectives.
Employees must understand how
their activities and outputs con-
tribute to the performance of the
‘ organization in total. They must

also understand how they con-
‘ tribute to performance of subse-

quent steps in the process, regard-
less of which departments or
functions in which they occur.
‘ Value management specialists
! can contribute to organizational
performance by using such tools as
process analysis to create under-
standing of cross-functional rela-
tionships. This approach can be
used to define language, measures,
expectations of petformance, and
identify root causes and cost drivers

BUSINESS BOUNDARIES

Boundaries between corporations
or government bodies are huge—
much greater than those between
functions within organizations.
Rooles and responsibilities define
relationships within organizations.
In cases in which organizations act
as suppliers or customers of each

other, they have a vested interest
in their mutual performance.

For the purpose of driving val-
ue, it is to the advantayge of organi-
zations to promote efficient inter-
actions across boundaries. As in
the case of functiona) boundaries,
value management spectalists can
contribute by understanding sup-
ply chain relationships and using
process analysis and contractual
methods to define language, mea-
sures, and expectations of perfor-
mance to identify and eliminate

“disconnects” (e.¢., root causes or
cost drivers).
TECHNOLOGY-DRIVEN

MEDIA

People behave as they are mea-
sured. In the new environment,
sophisticated niethods with access
to vast sources of knowledge are
being used. It becomes more criti-
cal than ever to establish a com-
mon vision, with a consistent un-
derstanding of expectations and
goals. Unless mechanisms exist to
focus employees, individualism
drives them to maximize their
own satisfaction,

For example, television has pro-
vided a hugely successful mecha-
nism to convey itnages of desirable
concepts {e.g., wealth, products.
and  situations). McDonald’s
restaurants can be seen serving up
American hamburgers worldwide,
because television has broadcast
the image of this highly successful
food chain using advertising and
promotional images artfully fo-
cused on children. Until recently,
an organizational cominunications
mechanism with as much power
as television has not been avail-
able. Now, a new information por-
tal exists, powered by Interner
technologies.

Informaden portals offer organi-
zations a communications vehicle

e —
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that provides o ubtquitous intertace
ofthe same 11k s television . Informa-

fon portals can be wsed o convey
consistent lilages to eniployees and,
at the same wnwe, permit personalizi-
o of nwrmaden. Phe power of
intormation portals les wichin it
abality to focws people on what is ex-

pevted of them and bow they are

performing, Viue management spe-

cialists have the oppertunity to intlu-
ence human behavior with the arga-
nlzations they serve by driving the
desymn and deployment of informa-
gen portals for their organtzagon

A NEW PROFESSIONAL
FRAMEWORK

Svctery and industry are ready

I‘Ur d New htylc Of prof-tssiou;ﬂ.
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The new professional frame-
work must deal with measure-
ment aIlLi IHZ]HQLI._:L‘:]]C:..: Hloa
holistic sense, Emphasis should
be placed on hunnn perfor-
manve, driven by measurement
technigues prounded in finan-
cial perfoermance and empow-
ered by compunng and com-

mucations technologies, B







