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Auditor-General�s
Foreword

The Commonwealth Public Sector is in the midst of a period of
unprecedented change. Financial management reforms have been central to
this change and include;  the adoption of  accrual accounting and accrual
budgeting, a shift to funding and reporting based on outputs and outcomes,
and an increased emphasis on outsourcing as a means of program delivery.

To assist in meeting the Government�s expectations, as enunciated  through
these reforms, organisations require sound financial management practices
and supporting systems.

The timely capture, processing and presentation of financial information in a
form which is tailored to user requirements are essential to effective planning,
monitoring and decision making.  Financial information is a key element in
successful organisational performance and is also vital to achieving legal and
regulatory compliance, most significantly in the area of f inancial reporting.
Indeed, financial information can be designed and used to meet a variety of
demands, both internal and external to the organisation.

Our research has shown that a key factor in the success of new financial
management processes is the ability of organisations to shift the focus of its
finance function away from transaction processing and reporting to a role
which is fully integrated into the strategic and daily business activities of the
organisation.  This new  finance function would also have greater capacity for
data analysis, interpretation, flexible reporting to support decision making and
facilitate more accountable management in an environment of devolved
authority.

Typically the type of information required by an organisation includes
budgetary and forecast information, information on its cost of operations and
cost structure, information on resource utilisation and operational
performance and information on its financial position at any point in time.

The two better practice guides that comprise this series have been designed
to assist organisations to develop a sound financial management capability.
This guide � �Building a Better Financial Management Framework� - outlines
some of the critical considerations involved in using financial information which
are essential to the establishment of a valuable financial management
framework. The second guide - �Building Better Financial Management Support�-
explains some of the mechanics required to deliver this f inancial information
efficiently and effectively.

P.J. Barrett
Auditor-General
November 1999

Auditor-General�s
Foreword
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Overview of the Guides

Organisations often produce considerable amounts of f inancial information,
but it is rare to find one whose managers do not complain about that
information�s lack of usefulness or user-friendliness.  To achieve better use of
financial information, organisations should establish a structured approach to
collecting, analysing, producing and using financial information that helps
managers at all levels to manage. Audit activity as well as other reviews1,
indicated this was not generally satisfactory.

As a consequence the ANAO has undertaken significant research into how
better practice organisations, in both the private and public sectors, approach
this task.  The impetus for the research arose primarily from two recently
completed Financial Control and Administration audits that examined the use
of financial information2  and the approach to costing government activities3 .
Additional impetus has come directly from government organisations
requesting advice on better practice approaches as they �bed down� changes
arising from the move to the accrual accounting and budgeting output/
outcome framework.

The product of this research is two better practice guides. This guide �Building
a Better Financial Management Framework� deals with the following aspects of
financial management framework:

� defining users� f inancial information needs;

� presenting financial information; and

� applying financial information to strategic and operational decision making.

Overview of the Guides
Accountability for financial management is inextricably linked to the public

sector�s ability to meet the Government�s expectations regarding the delivery

of government objectives.  Fundamental to these imperatives is a clear

understanding of what the financial information needs of users within each

organisation are; how information is obtained; and once obtained, what use is

made of it.

1 For example, � beyond bean counting�, Management Advisory Board, December 1997.

2 Audit Report No. 2 1999-2000, �Use of Financial Information in Management Reports�, July 1999.

3 Audit Report No. 21 1998-1999, �Costing of Services�, December 1998.
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The companion guide �Building Better Financial Management Support� deals with
the business support processes and activities required to implement this
framework, as follows:

� the finance function;

� financial and cost information systems; and

� �closing-the-books�.

The guides are for both users and providers of financial information.

Users Providers
of financial information of financial information

Chief executive officer Finance function

Chief f inancial officer Budget managers

Line/program managers Business support units

Budget managers

Funds/treasury managers

In better practice organisations the provider role, whether in a central
finance area or in a decentralised support function, is highly client focused.
It is a value-added service, which assists users to make well-informed
decisions.  Providers therefore can, and should, play a pivotal role in
promoting improved performance.

The guides encourage self-assessment of an organisation�s current position in
relation to each of the three elements of the financial information framework.
Each Chief Financial Officer, with Chief Executive Officer support, should
engage managers in dialogue about the use of financial information, by
employing the diagnostic and self-evaluation questionnaires in the Appendices
as a starting point for discussion and consideration of appropriate action.
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Defining financial
information needs

Part one

Defining financial
information needs

1.1 Introduction

1.2 Information for the efficient and effective use of
resources

1.3 Information for legal and regulatory compliance

1.4 Information for financial reporting

1.5 Aligning information needs with responsibilities
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1.1 Introduction

The financial management framework within an organisation is integral to the
structures, processes, controls and behaviours that constitute effective
corporate governance1 .  Managerial responsibility and accountability for
performance outputs and outcomes include financial performance and
control.  It is important therefore that these imperatives are explicitly
recognised and established.

Recognition of financial management responsibility is achieved by including
financial management objectives as part of the overall objectives of an
organisation.  The approach to establishing overall financial management
objectives used in this Guide is based on the organisational control objectives
developed in 1992 by the Committee of Sponsoring Organisations (COSO) of
the Treadway Commission , �COSO Internal Control�Integrated Framework�.
These �generic� organisational control objectives cover:

� the efficiency and effectiveness of operations;

� compliance with applicable laws and regulations; and

� the reliability of f inancial reporting.

In a typical top-down planning process, these overall objectives cascade down
to become more detailed business unit objectives and then to specific financial
objectives that align to individual operational and business support managers.

Consideration of the financial information required to support the
achievement of each objective, by each level of management, is a logical
approach to defining financial information needs.  Each control objective, and
financial information that is relevant to it, is discussed in the following sections.
Consideration is then given to aligning the level of detail at which the
information is provided to the managerial task in which it is used.

1.1 Introduction
Consistent with each organisation�s objectives, managers generally have a broad

range of responsibilities in relation to the efficient, effective and compliant

operations of their organisation.  Managers� financial (and other) information

needs derive directly from these responsibilities.

1 For more information on Corporate Governance refer ANAO Better Practice Guides �Applying
Principles and Practice of Corporate Governance in Budget Funded Agencies�, 1997 and �Corporate

Governance in Commonwealth Authorities and Companies�, May 1999.
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1.2 Information for efficient
and effective use of
resources

1.2 Information for efficient
and effective use of
resources

The over-riding financial objective in this regard is to minimise cost consistent
with the achievement of organisational objectives.  This requires sound cost
information.

The control of costs is effected largely through budgetary processes, that is,
preparation, monitoring, review and revision of budgets and forecasts.
Managers will therefore need access to budgeted, actual and forecast
financial information.

Tracking the performance of the various resources controlled by managers
requires information on their utilisation.  This also necessitates the
incorporation of non-financial information.

In practical terms, managers need to ensure sufficient resources are available
to meet operational requirements and fulfil business objectives.  This involves
information on the organisation�s financial position.

Each of these types of information is discussed in the following sections.

Cost information

References to costs usually are in terms of the cost of inputs, the cost of
processes, or the cost of outputs.  Resource managers should therefore be
provided with information on each of these aspects of cost.

Input costs relate to the traditional elements of cost�labour, materials,
administrative and corporate (or overhead) costs.  Such cost information is
generally readily available from the accounting system, through the
classification of expenditure in the chart of accounts and the appropriate use
of cost centres.  It is accepted that, to be of most use, this information should
be in the form of the full (accrual) cost for each business element.

Financial information is essential for management and control of resources

(inputs); the efficient application of those resources to processes (activities); and

the direction of those processes to the production of defined outputs.
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To enhance managers understanding and hence their ability to control costs at
this level it is appropriate that these costs are also categorised between direct
and indirect costs and between fixed and variable costs.  The second guide in
this series �Building Better Financial Management Support� discusses these
concepts and their application to decision-making.

Examining cost from a process perspective is also important if managers are to
ensure the efficiency of their operations.  It is the performance of activities by
an organisation that gives rise to expenditure being incurred.  Therefore to
control expenditure, activities must be controlled.  Managers therefore should
have access to information on the cost of the activities that they manage.  It is
unlikely that this information will be able to be derived from the general ledger.
Organisations will therefore need to implement a costing system to be able to
obtain this data efficiently.

Once again, to enhance this information, organisations should be able to
categorise process costs between value-added and non-value-added activities
and between �primary� and �secondary� activities.  Managers� objectives in
regard to the former should be to minimise or eliminate non-value-added
activities.  The latter information provides insights into the proportion of
resources (and effort) applied directly to the production of outputs (primary
activities) compared to the processes that support the production of outputs
(secondary activities).  The relevant organisational objective being to maximise
resources applied directly to outputs.

Output costs now form an important component of the Government�s
accrual-based outcome/outputs framework.  Managers are required to manage
organisational outputs to meet predetermined performance measures,
established as part of the budgetary process.  One of the most important
measures for outputs is cost�total as well as unit cost.  Managers should
therefore be provided with full cost information on the outputs that they
produce.  This will include the cost of what have become known as �enabling
outputs��that is, the outputs from business support processes (secondary
activities) that contribute to the delivery of external outputs.
To obtain unit costs, managers will also require information on the quantity of
outputs produced.

The following table summarises the broad cost information needs of managers.

Cost information requirements for managers

Managers require information on the cost of: These costs need to be able to be separated into:

Inputs Direct and indirect costs
Variable and fixed costs

Processes Value-added and non-value-added process costs
Primary and secondary process costs

Ouptuts Full cost of outputs
Unit cost of outputs
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Budgetary information

The traditional mechanism for translating business objectives into operational
realities and for measuring achievement is the application of budgets and
budgetary control.

For the purpose of effective accounting and control, responsibility for
expenditure should lie with the person who can exercise influence over the
level of expenditure.  In this regard, the concept of controllable cost is
important.  Costs should always be accounted for and reported in the cost
centre of the manager who exerts control.

Application of this principle to the budgetary process requires consideration of
the level at which costs are budgeted.  This is an important distinction when
account is taken of who has control over input and output costs.

To be most effective an organisation�s structure should be coincident with the
framework of outcomes/outputs, so that the contribution of each
organisational segment to the delivery of each output can be directly traced
and costed.  However, it is likely that the final cost of an output will often
comprise input costs that are controlled by a number of managers.  This is
particularly the case as it relates to corporate overheads and business support
processes.

Where there is an organisational disconnect between the input manager and
the output manager, separate input and output cost budgetary information
will be required by each manager, according to their respective roles and
responsibilities.

Both input and output managers will however, have some common
information needs.  For operational budgetary control to be effective
budgeted, actual and forecast positions need to be established for each
accounting period and for the full financial year.

Measures of actual consumption of resources and output produced enables
managers to determine whether resources are being allocated in accordance
with operational plans, and whether the organisation is achieving its intended
outputs.

The key to effective monitoring is to track variance from budget.  By
establishing predetermined tolerances, managers can �manage by exception�.
However, for this approach to work in an �outputs� framework, the traditional
comparison of absolute actual and percentage dollar variance from the
expenditure budget, needs to be enhanced through the incorporation of data
on quantity.  Variations in expenditure can result from both price variations
and quantity variations.  Both types of variation need to be identified and
analysed.  As a simple example, the variation between budgeted and actual
expenditure may be within tolerances; but if actual outputs are significantly
below planned outputs at that expenditure level, this would indicate an
overspend.  In this case the actual unit cost of outputs would be signif icantly
higher than planned.
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The following table summarises the budget information required by managers.

Resource utilisation

The performance of resources (inputs) utilised in the production of outputs is
another key element of the suite of f inancial information required by
managers to discharge their financial management responsibilities and to
achieve program objectives.

A major determinant of the performance of resources is their utilisation rate.
Information on the utilisation of resources such as staff, cash and physical
assets, allows management to identify areas where resources are being
over-utilised or under-utilised.

How resource utilisation is defined and what targets and indicators are
established for utilisation depends on the nature of the resource.

Staff costs are a signif icant component of the output costs of most
Commonwealth Government organisations.  Information on the utilisation of
staff therefore has the potential to identify significant savings.  A direct
measure of utilisation for staff is the output (in dollars and quantity) per
productive hour.  To obtain this information organisations require a time
recording system that captures productive and non-productive hours worked.

Often systems are expensive to implement and the cost is unlikely to be
warranted except for organisations that charge for their services on a time
basis.  Agencies that do not charge for their services should consider the cost-
benefit of time recording systems and only implement functionality that can be
justif ied.  Some Human Resource Management (HRM) systems may provide
the necessary functionality for time recording at a reasonable cost.

Output per employee is a useful proxy for this measure.  Other proxies that
could be used to give an insight into utilisation include overtime costs as a
proportion of total employee costs and per employee; and authorised and
unauthorised leave absences as a proportion of total available hours per
employee.

Budget information requirements for managers

Budget Actual Variance Forecast

Inputs $ by month, $ month, $ variance $ at year end,
ytd and annual  ytd and annual % variance  updated monthly

Ouptuts $ and quantity $ and quantity $ and % price $ and quantity at
by month, ytd month, ytd variance of full year end, updated
and annual and annual cost and unit cost monthly

$ and % quantity
variance of units
produced
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For cash, it is important that sufficient cash is held to meet operational
requirements while at the same time ensuring that �excess� cash is invested to
maximise return (either through obtaining higher interest on unutilised funds
and/or a reduction in need for borrowing and debt servicing costs).  To
achieve this end managers require information on cash balances held, forecast
cash receipts and payments.

Physical assets, including inventories and property, plant and equipment can
also constitute a signif icant proportion of the costs of an organisation.  For
inventory, well-recognised measures of utilisation, such as turnover and
provision for obsolescence, are available and consequently related
management information should be also readily available.

For longer-lived assets, utilisation information may not be tracked in the asset
register.  A more sophisticated asset management system, which incorporates
the asset register, is likely to be required to obtain this information.  Hours of
operation compared to planned operational capacity; percentage of floor
space occupied; and average kilometres travelled, are all examples of utilisation
information that is normally required.  Useful proxies for these direct
utilisation measures, where such information is not economically obtainable,
include assets (value and number) per employee; and gross book value of fully
depreciated assets as a percentage of total gross book value; and revenue
contribution per asset.

Financial position

To control the financial position of an organisation, management needs to
establish and monitor a balance sheet and operating statement (or
equivalents), much like a budget.  The primary purpose of these statements is
to ensure that the overall structure, allocation and maintenance of resources
are consistent with management objectives.

Resource utilisation information requirements for managers

Resource Suggested measures

Staff Output per employee per productive hour

Operational hours against capacity

Staff leave, training and administration hours against operational hours

Idle time per employee

Cash Cash balance as multiple of daily or monthly cash requirement

Cash balance as proportion of total current assets

Fixed assets Operational hours against capacity

Floor space occupied against capacity
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In this regard, in addition to the component balances in the statements
themselves, certain key financial ratios are useful for monitoring position.
These include liquidity, working capital, gearing and debt ratios for the balance
sheet; expenditure ratios in the operating statement and relationship ratios
between the balance sheet and operating statement such as return on total
assets.

The following table highlights some of the common financial ratios used by
managers.

Further examples of ratios are included in the companion guide �Building
Better Financial Management Support�.

Ratio Components

Liquidity Cash, marketable securities and net accounts receivable to current liabilities

Working capital Current assets to current liabilities

Gearing Liabilities to equity or Debt to equity

Operating expenses Administration expense to total expenditure or to net sales
Finance expense to total expenditure or to net sales
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1.3 Information for legal and
regulatory compliance

1.3 Information for legal and
regulatory compliance

The operations of all Commonwealth Government organisations are subject
to the provisions of either the Financial Management and Accountability Act
1997 (FMA Act) or the Commonwealth Authorities and Companies Act 1997
(CAC Act).  These Acts include a number of specific legislative requirements
dealing with financial management.  For example, the FMA Act requires chief
executives to maintain appropriate accounts and records, establish a fraud
control plan and pursue the collection of debts.  It also contains provisions
governing the operation of bank accounts, the collection and receipt of public
moneys and the protection of public property.

In addition to the financial management requirements of general f inancial
legislation governing the operation of Commonwealth Government
organisations, the activities of many organisations are also subject to specific
legislation.

Where this latter legislation imposes specific f inancial management
responsibilities these should be identif ied and included in the financial
management objectives of relevant managers.  Typically such responsibilities
will relate to specific processes which must be followed, including authorisation
and acquittal of certain types of expenditure.

The general application of legislation, such as for taxation, dealing with fringe
benefits and the goods and services tax, also impose responsibilities on all
Commonwealth public sector organisations that require the maintenance of
appropriate financial and accounting records.

The collection of information on the performance of an organisation against
legal and regulatory compliance is an essential part of good governance
processes.  In the context of financial management better practice
organisations institute legal and regulatory sign-offs as part of the preparation
of the statutory financial statements.

A checklist of the financial management requirements of the Financial
Management and Accountability Act and subordinate regulations and orders is
provided in the following table.

The financial information requirements of managers in relation to this

responsibility depend on the legislation under which they operate.
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Financial Management Compliance Checklist for FMA Agencies

Elements of Control Structure
Legal requirement Ref. Yes No N/A

Control environment

Establish and maintain an Audit Committee FMA s.46 FMO cl.2.1

Establish and maintain a fraud control plan FMA s.45 FMO cl.2.2

Reg. 19,20

Prepare and issue Chief Executive Instructions FMA s.52

Prepare and issue instructions or the use of Special Public Money FMA s.16 Reg. 9(c)

Prepare and issue a written instrument outlining the delegation of all powers and functions to officials. FMA s.53 FMO cl.2.6

Control activities

Appropriate authorisation and/or approval has been given to the person(s) FMA s.12 FMO

who receive public moneys cl.3.1, 3.2

All public money received is promptly banked into an official account. FMA s.10, 11

Bank accounts used are: FMA s.9

� Established by the Minister for Finance, and
� contain the word �Official� in their names

Ministerial approval has been given for borrowing of money on behalf of the Commonwealth. FMA s.37

All short-term borrowings have been repaid within sixty days of notification by the lender of FMA s.38

the amount borrowed.

Ministerial approval has been given for investing public money. FMA s.39

All investments are made in the name of �The Minister for Finance of the Commonwealth� FMA s.39 Reg. cl.22

All bonds, debentures or other securities received on behalf of the Commonwealth FMA s.40

have been adequately safeguarded.

The recovery of all debts has been pursued. FMA s.47

Ministerial/CEO approval/authorisation has been given for:
� Waiving of Debts FMA s.34

� Act of Grace payments FMA s.33

Report from Advisory Committee per FMA s.59 has been considered in the case
of Act of Grace Payments and Debt Waivers in excess of $100,000. FMS s.33, 34

Information and communication

Appropriate accounts and records are maintained of: FMA s. 19

� all Official Account transactions FMO cl.3.4

� bonds, debentures and other securities FMA s.40 FMO cl.3.2,5.1

All budgetary and reporting information required by the Finance Minister�s FMA s.48 FMO cl.2.3,2.4

Orders is maintained.

Monitoring and review

Annual f inancial statements have been prepared that are complete and provide a true and fair view. FMA s.49 FMO cl.2.3

Annual f inancial statements have been provided to the Auditor-General.  A copy of the FMA s.49,  57

Auditor-General�s report is included in the Annual Report with the f inancial statements. FMOcl. 2.3

Full and free access to records, officers and premises has been provided to authorised officers Auditor-General

of the Auditor-General. Act  s. 32

A report on Fraud Control has been prepared, including a fraud risk assessment, and an MA s.45 FMO

assessment of the current plan. F cl.2.2 Reg 19,20

A statement has been prepared, as part of the financial statements, declaring that, in your FMA s.49 FMO cl.2.3

opinion the financial statements give a true and fair view.
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1.4 Information for financial
reporting

1.4 Information for financial
reporting

Individual managers have a responsibility in relation to the annual financial
statements to ensure that all relevant transactions under their control are
accurately reflected in the underlying accounting records.  They are also
responsible for ensuring all signif icant policies that affect the interpretation of
the financial statements have been disclosed.

This responsibility is generally discharged through management analysis of key
accounts and review of signif icant transactions.

The analysis of accounts will usually take the form of a reasonableness review
of balances and activity levels for a period.  This would include a comparison
with data for prior periods, including the same period in the previous year;
and with budgets and forecasts.  It is also likely to include some form of
relationship analysis where there is an expected relationship such as that
between interest expense and borrowings or between employee numbers
and payroll costs.

Signif icant transactions and key accounts may be defined in terms of their
materiality�that is their relative or absolute dollar value (for example, all
payments greater than $1 million); or in terms of the nature or sensitivity of
the account (for example, travel and entertainment expenditure).

As with legal compliance, better practice organisations institute a management
sign-off for the statutory financial statements covering the above
responsibilities.

A suggested sign-off questionnaire for all managers with financial
responsibilities follows.  This questionnaire incorporates a general statement
on legal compliance that refers to the compliance checklist on page 19.

Public sector organisations discharge their accountability for the stewardship and

utilisation of resources consumed in the production of outputs through external

reporting.  The annual financial statements are a key accountability document in

this regard.
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Financial Statements Sign-off by Management � Covering
Minute

Background

Our organisation is required under legislation to include detailed information and financial data
in its annual report, including a set of financial statements. This places a requirement for all
administrative and operational areas to work cooperatively to ensure the information and
financial data is reliably stated.

Because of the importance of this information (including damage to our reputation) and the risk
of inaccurate disclosure or of non disclosure, it has been determined that the Executives
responsible for the financial information will �sign-off � as to the reliability of the information
supplied.

Purpose

The purpose of this sign-off is to ensure there are appropriate accountabilities in place relating
to the signing of the annual f inancial statements. The sign-off is necessary to:

� assist the audit committee in their deliberation of the financial statements and in forming
their recommendations to the executive in relation to the statements;

� assure the chief executive and the audit committee that there are appropriate internal
controls and procedures in place within the Business Units and Branches relating to the
provision and processing of financial data;

� provide information to the chief executive and chief f inance officer to support the
management representation letter supplied to the independent auditor; and

� provide assurance to the chief executive and chief f inance officer upon which they will rely
before signing-off the annual financial statements and report.

Certification

Executives will sign-off on the basis that they have undertaken appropriate review, inspection,
staff discussions or other actions as appropriate to assure themselves as to the fairness of the
answers provided.

The attached checklist should be completed, signed and returned to the chief executive.
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Financial Statements Sign-off by Management � Checklist

Responsibility Yes No N/A Matters to be considered

Legal and regulatory compliance

All applicable laws and regulations Constitution, FMA Act, FMA
have been complied with. Regulations. Finance Ministers

Orders (refer separate legal
compliance checklist).

Accounts and records

Books of account and related accounting General ledger and subsidiary
records have been maintained and properly ledgers maintained and reconciled.
safeguarded. Trial balance agrees with general

ledger.

All financial transactions have been properly All transactions over which you
recorded in the books of account and have control/ responsibility have
related accounting records been accurately recorded and no

invalid transactions have been
recorded.

Internal accounting controls

Appropriate segregation of incompatible Certification and approval of duties
has been enforced during year. expenditure, cash receipting and

debt management, payroll processing
and personnel management

Prescribed accounting control procedures and The chief executive instructions detail
activities have been conformed to. control procedures and activities

Management controls

All material variances from budget have been Price and quantity variances.
satisfactorily explained. Comparison with prior year.

All key financial ratios satisfactory. Average employee costs,
management and support cost ratios,
working capital, and gearing.

Results of operations and financial position Balances accord with your
balances are reasonable. understanding of activity and outputs
produced during the year.  Review individually significant

balances and transactions for
reasonableness.

Fraud and other irregularities

Any fraud, irregularities or other misconduct Refer fraud control plan.  Any
detected has been fully disclosed and dealt with. matters that have a material impact

on the financial statements or would
be a significant embarrassment.
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Financial Statements Sign-off by Management � Checklist continued

Responsibility Yes No N/A Matters to be considered

Assets

There is satisfactory title to, or control over, all All cash, prepayments, receivables,
recorded assets  investments, property, plant and

equipment balances for which you are
responsible.

The carrying values of all assets are reasonable. Plans for disposal, change in use,
write-off or recovery.  Review any
major repair or maintenance
expenditure for correct classification.
Review useful lives, residual values and
depreciation rates for physical assets

Liabilities

All material liabilities have been identified. Employee entitlements, payables,
borrowings, finance lease obligations.

All material liabilities are appropriately valued. Plans for early repayment, refinancing
or rescheduling debt, changes to
conditions of employment.

Commitments and contingencies

All material commitments and/or contingencies Non-cancellable lease and capital
have been identified commitments, outstanding litigation,

indemnities, guarantees, legislative
obligations.

Subsequent events

All significant events that have occurred or a Litigation settled, abandonment or
likely to occur prior to signing the financial sale of segment of business,
statements have been disclosed. administrative arrangement orders.

I certify the above answers are correct to the best of my knowledge at the date of signing.

Name:

Position:

Date:
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Case study: defining financial information needs

The following case study examines the approach adopted by the Department of Parliamentary
Reporting Staff (DPRS) to determine the financial and non-financial information required by its
managers to effectively discharge their financial management responsibilities. While the
department has implemented an overall balanced range of performance measures, for the
purposes of this guide the focus of the case study will be on defining financial information needs.

The DPRS defined its users� strategic and operational management information needs based on
their responsibilities and accountability for performance through the following process:

� identify essential success requirements (ESRs);

� align ESRs to key result areas (KRAs).  KRAs provide the basis for performance to be
assessed;

� identify questions that managers are likely to ask when assessing peformance;

� identify managers� information requirements for each KRA; then

� Identify where managers� information requirements can be sourced.

1. Identify ESRs that are visions and values shared by staff and management

DPRS used a bottom up consultative process to determine its� ESRs.  This involved forming
working groups with representatives from all major business units to identify appropriate ESRs.
There was a team for each of the key organisational value drivers:

� clients

� people

� money

� process

� strategy

� innovation

Each took account of the overall corporate vision and the changing environment in which DPRS
operates and as a result of this consultative process identif ied the following ESRs:

� world-class services

� services easy to find and to use

� stakeholders� performance

� our people

� economic and effective use of resources

� continuous improvement
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Case study: continued

2. Align the ESRs to KRAs

Essential Success Requirements Key Result Areas

KRAs provide the basis for performance measurement.  They are the critical areas that
DPRS needs to do well in to achieve targets.  KRAs are inter-related as the success of each
KRA has implications for the Department�s performance in other KRAs.
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Case study: continued

3. Identify questions that managers are likely to ask when assessing performance

For each KRA managers will want to know:

1. their responsibilities, and

2. how performance will be measured in relation to those responsibilities (that is, how they will
be held accountable).

This led DPRS to identify a series of questions that management would be likely to ask when
assessing performance in relation to each KRA.  Possible questions for each KRA are displayed in
the table below.

KRA Performance assessment/accountability questions

Outcomes and outputs performance � Are outcomes effective?

� Are outputs delivered efficiently?

� Is the quantity, quality and cost of the
outputs meeting performance targets?

Resource management � Is the procurement economical?

� Are staff sufficiently utilised?

� Are assets sufficiently utilised?

� Are capital projects properly managed?

Stakeholder satisfaction � Are clients satisf ied?

� Are staff happy?

Continuous improvement � How might the operation become more effective
and/or efficient?

Financial performance � Are cash flows sufficient?

� Are results as planned?

� Is the financial position as planned?
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Case study: continued

4. Identify managers� information requirements for each KRA

Next, DPRS identif ied financial and non-financial performance information requirements that
could be used to answer each performance assessment question.  At the conclusion of this step,
it was determined that financial information would be needed to answer performance questions
in relation to the following KRAs:

� Outcomes and outputs performance;

� Resource management; and

� General f inancial performance.

The following table provides examples of management�s strategic and operational f inancial
information requirements for some KRAs.

Note:

The primary difference between strategic and operational information requirements is the level
of detail provided to management.  For example:

� strategic managers are interested in output groups and organisation-wide results, whereas

� operational managers are interested in output types (or individual outputs) and program,
business unit or branch results.

In addition to identifying management�s information requirements, management should identify
key performance indicators and targets.

KRAs Performance Strategic management Operational management
questions information requirements information requirements

Outcomes and Are outputs delivered Budget vs actual average costs of Budget vs actual average costs of
outputs efficiently? output groups outputs (this month and YTD)
performance

Trend of average costs of output groups Trend of average costs of outputs

Are the quantity, quality Budget vs actual (both current month Budget vs actual (both current month
and cost of the outputs  and YTD)  and YTD)
meeting performance
targets?

Quantity of output groups Quantity of outputs

Quantity of output groups for the same Quantity of outputs for the same
quarter for the last four years quarter for the last four years

Budget vs actual YTD total costs of output groups Budget vs actual YTD total costs of outputs

Resource Is the procurement Cost of in-house staff vs contractors Cost of in-house staff vs contractors
management economical?

Are staff sufficiently Staff utilisation by organisation structure Staff utilisation by grade in relevant
utilised?  (core, training and administrative) areas (core, training and administrative)

Are assets sufficiently Asset utilisation (material assets  over $200K) Assets utilisation (material assets over $100K)
utilised?

Are capital projects Budget vs actual YTD capital expenditure for the Budget vs actual YTD capital expenditure for
properly managed? whole of the Department with full year forecast the relevant program with full year forecast

and Budget (threshold $100,000) and Budget (threshold $50,000)

Financial Are cash flows sufficient? Budget vs actual cash inflows and outflows and Not applicable
performance full year forecast vs budget

Are results as planned? Budget vs actual operating results Budget vs actual operating results (output/
(Department-wide) with forecast vs budget program level) with forecast vs budget

Is the financial position Budget vs actual assets and liabilities Budget vs actual assets and liabilities at
as planned? Department-wide the program level
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Case study: continued

5. Identify where managers� information requirements can be sourced

Finally the agency needs to identify how management�s information requirements can be sourced,
the frequency with which the information should be provided to management and who is
responsible for collection of the information.

Information sources can include:

� Financial Management Information System (FMIS) and Reports from the FMIS, which provide
cash and accrual expenditure information against budget;

� Project Costing System (PCS) and Reports from the PCS, which provide operating and cost
information for projects and outputs;

� Project Management System (PMS) and reports from the PMS which provides information on
milestones and projects completed by target date; and

� Work Management Systems (WMS) and reports from the WMS which provide quality and
timeliness information.

Note: the FMIS and PCS, and any other management information systems employed by an agency, should be integrated to ensure that management

is provided with timely and accurate information.

KRAs Performance Management information Source of management information
questions requirements requirements

Outcomes and Are outputs delivered Budget vs actual average costs of outputs Quarterly PCS reports

outputs efficiently?

performance Trend of average costs of outputs Quarterly PCS reports

Are the quantity, quality Budget vs actual (both current month and YTD) Monthly FMIS expenditure reports

and cost of the outputs Quantity of outputs Quarterly PCS reports

meeting performance Quantity of outputs for the same quarter for the Quarterly PCS reports

targets? last four years

Quality and Timeliness of outputs Quarterly WMS reports

Budget vs actual YTD total costs of outputs Quarterly PCS reports

Resource Is the procurement Cost of in-house staff vs contractors Quarterly PCS/FMIS reports

management economical?

Are staff sufficiently Staff utilisation (core, training and administrative) Quarterly PCS reports

utilised?

Are assets sufficiently Asset utilisation Quarterly PCS reports

utilised?

Are capital projects Budget vs actual YTD capital expenditure with full Monthly FMIS expenditure reports and

properly managed? year forecast and Budget quarterly PCS reports

Budegt vs actual YTD milestones and projects PMS

completed by target date

Financial Are cash flows Budget vs actual cash inflows and outflows and full Monthly FMIS cash flow statements

performance sufficient? year forecast vs budget

Are results as planned? Budget vs actual operating results with forecast Monthly/Quarterly FMIS operating statement

vs budget

Is the financial position Budget vs actual assets and liabilities Monthly/Quarterly FMIS balance sheet

as planned?



29

1.5 Aligning information
needs with responsibilities

1.5 Aligning information
needs with responsibilities

All of the financial information generated by an organisation will not be
relevant to all users.  Organisations should customise the information
provided to managers based on their functional responsibilities.  For this
purpose three major categories of managers can be identified:

� strategic managers�including the chief executive, boards and executive
management;

� operational managers�line management responsible for the  delivery of
goods and services; and

� business support managers�including the chief finance officer, the head of
human resources and the chief information officer.

Strategic managers are more likely to require an overall picture of the
organisation.  From this perspective the traditional balance sheet, operating
result and cash flow statements will form an important part of the suite of
information provided to such managers.

Information on outputs, budget variances and compliance is likely to be
summarised at a high level.  Analysis of this information and commentary is
likely to be undertaken on an exception basis to highlight key results and
variations from plan.

Operational managers are likely to require information at a more detailed
level that relates to the particular organisational segment for which they have
responsibility.  For example, where an organisation is decentralised it will
generally be appropriate to prepare regional or State-based financial reports.
Similarly, cost centre managers will require information on the costs for which
they have responsibility.  Separate reports may also be required by product
line (output).

The preparation of separate reports facilitates internal comparison and
benchmarking of performance.  To this end, strategic managers are likely to
require a summary of the results from each business segment (however
defined).

The financial information needed by managers varies according to their position

and role within an organisation.  This variation may apply to the level of detail at

which information is provided, the timing with which it is provided, and/or the

type of information provided.
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Business support managers will require information in relation to the
particular function for which they have strategic organisational responsibility
and information for their own organisational unit.  For example, the heads of
human resources will generally require detailed information on the utilisation
of all staff to assist in the formulation of human resource policy and strategy.
They will also require information on the cost of the human resources
function and the processes and activities that function performs, to assist in
cost control.

The following matrix summarises the type of information that could be
provided to managers based on their function for each financial management
responsibility.

Responsibility/ Strategic managers Operational managers Business support managers
Information

Efficiency and effectiveness of resources

Output cost Full and unit cost of Full and unit cost of outputs Full and unit cost of enabling outputs
all outputs  by segment  by support function

Budget Overall budget, actual and Budget, actual and forecast Budget, actual and forecast revenue and
forecast revenue and costs  revenue and costs by segment  costs by support function

Utilisation Summary: staff and asset Summary: staff and asset utilisation Detail: staff and asset utilisation and
utilisation for organisation  by segment  turnover  for organisation

Financial position Summary: financial Detail: f inancial statements Debtors and creditors ageing; employee
statements for organisation by segment provisions

Key financial ratios Key financial ratios by segment

Summary: cash flow Detail: cash flow statement
statement

Compliance

Exception reporting of all Exception reporting of f inancial Overdraft balances, bad debts, losses,
financial breaches  beaches by segment  write-offs.

Financial reporting

Summary: all material Detail: material transactions
transactions processed by segment for period
for period
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Presenting financial
information

2.1 Introduction

2.2 Presentation and delivery of financial information

Enhancing traditional accounting data

Effective use of bar charts

Effective use of line graphs

Effective use of relationship diagrams

2.3 Establishing the content of financial reports

Presenting financial
information

Part two
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2.1 Introduction

This Part of the guide examines the processes better practice organisations
undertake to ensure that financial information presented to management
meets their needs.

Consideration of the form of management reports covers their visual
presentation and mode of delivery.  Printing and distributing dozens of pages
of financial information presented in tabular format is not only time consuming
and costly, but also increases the risk that the reports will not be used.

In terms of content, it is often the case that generic financial reports
generated for accounting purposes do not necessarily support good decision
making.  Line managers in particular, are more interested in key performance
indicators of the health of the organisation, including its f inancial health.

Through application of the better practices discussed in this Part organisations
can expect to save time and money by the elimination of unnecessary reports.
They can also expect to enhance the ability of line management to make
sound financial management decisions and to be more responsive as
circumstances change.

beyond bean counting � Effective Financial Management in the APS � 1998 &
Beyond1  points out that management reporting:

� involves the provision of consistent, timely, accurate and relevant
information and analysis to assist management decision making; and

� needs to be accruals-based.

Further information on management reporting can be found in Chapter 6 of
that publication.

2.1 Introduction
Users need to be encouraged to use financial information.  If information is

difficult to access, buried in long reports, or visually boring, it will be more

difficult to motivate users to use it.

1 A publication of the Commonwealth Management Advisory Board, Canberra, December 1997.

By considering the

appropriate form and content

of reports organisations will

ensure that financial

information is relevant and

understandable � both key

qualitative characteristics.
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2.2 Presentation and delivery
of financial information

When considering the design of financial reports the following key points for
presentation should be kept in mind:

� style � present a clear, well designed layout.  The simpler the presentation
the more likely the reader is to understand the message.  Consider the use
of fonts, headings, colour and shading.

� order � compile the reports in a logical sequence.  Start with an overview
of performance followed by relevant detail.

� report by exception � draw management attention to those areas
where action is most required.  Establish tolerances and expected results
and highlight where data falls outside these parameters.

� summarise � do not rely on figures alone.  They do not always speak for
themselves.  Analyse the data and add commentary to the report to
ensure the user�s attention focuses on the points being made.

� use of charts and graphs � a picture paints a thousand words.  However,
use charts only where they add to the message.  Text and tables are valid
forms of presentation of data and may be appropriate.  Do not allow the
presentation of data to be an end in itself (refer to the �Dos and Don�ts of
Charts� on the following page).

The remainder of this Part provides practical examples of the presentation of
financial information, each illustrating one or more of the above features.

2.2 Presentation and delivery
of financial information

Choosing the �right� form of communication is essential.  Too much data or

poorly presented information can detract from a report�s message.  The

appropriate choice of presentation and attention to design and layout both help

to convey the main messages.
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The Dos and Don�ts of Charts *

Charts show overall patterns and trends at a glance.  They are most valuable for showing changes
over time or comparisons between related groups, such as business units or geographic locations.
The size of changes�particularly larger changes�are best demonstrated by a chart.

However, a chart is not an appropriate tool for providing detail.  When precise figures need to
be given or when small movements in data need to be highlighted a table is better.

The most commonly used types of chart in financial reporting are bar charts and line graphs
(or a combination of both).

The following points should be kept in mind when setting up a chart:

� It is easy to manipulate a chart by using different scales or different size charts to achieve
illusions of either great change or no change.  To avoid mis-understanding, ensure units, axis
and scale are clearly shown.

� Do not crowd charts with figures.  If necessary, use several charts rather than one
complicated chart to put across a message.

� The use of double-axis charts is not recommended.    Portraying two measures on different
scales on the same chart can be misleading and can show false relationships and comparisons.
Seek alternatives such as converting the measures to index numbers or by creating a new
measure which is the ratio of the two original measures.

� Resist the use of three dimensional graphs for charts.  The extra dimension may look
attractive at first glance but it has no meaning and the resulting chart can confuse or mislead.

* - adapted from �Presenting Data in Reports� a publication of the United Kingdom National Audit Office,

© 1991
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Illustration: enhancing traditional accounting data

The following example demonstrates the application of the design principles
discussed on page 34, to an operating statement for an agency.

Example Agency
Operating Statement - Whole Agency

for the period ended 30 September 1999

Expenses

Employees

Suppliers

Depreciation & amortisation

Interest

Net loss from sale of assets

Total expenses

Revenue from independent sources

Sale of goods & services

Other revenue

Total revenue from independent sources

Net cost of services

% Cost Recovery

Revenues from Government

Appropriations

Operating result - surplus (deficit)

Key Financial Performance Indicators

Employee cost % Total expenses

Ratio of external revenue appropriations

Year to date

A ctual Budget Variance Comment

$�000 $�000 %

225 265 15.1 ✔ 1

185 195 5.1 ✔

75 75 0.0 ❖❖❖❖❖

35 33 -6.1 ✘

60 50 -20 ✘ 2

580 618 6.1

180 210 -14.3 ✘ 3

55 65 -15.4 ✘

235 275 -14.5

345 343 -0.6

40.5% 44.5%

260 260 0.0 ✔

-85 -83 -2.4 4

Full year

Forecast Budget

$�000 $�000

550 600

360 400

200 200

60 50

60 50

1,230 1,300

430 450

100 100

530 550

700 750

43.1% 42.3%

680 700

-20 -50

38.8% 42.9%

90.4% 105.8%

38.8% 46.2%

90.4% 105.8%

Legend

Favourable ✔
Unfavourable ✘
Negligible variance ❖❖❖❖❖

Comments
1. Favourable performance due to staff cuts.
2. Large loss on building sales due to depressed market.
3. Sales of goods and services below budget due to a private sector competitor entering market.
4. Overall result poor but revised budget forecast appears to recover situation in balance of the year.

Format consistent with
external reporting

requirements

Comments to aid
interpretation

Budget based on
seasonal patterns

Budget based on
seasonal patterns

KPIs which are linked
to agency objectives
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The overall operating statement can be supplemented by results from
individual business units or geographic locations.  To achieve this a structured
reporting regime should be introduced that ensures each level of
management includes comments and explanation for the next level of
management.

Example Agency
Operating Statement - Summary by State/Division

for the period ended 30 September 1999

Operating result - surplus/deficit

NSW

Victoria

Queensland

Western Australia

National Office

Total Agency Operating Result

Year to date

Actual Budget Variance Comment

$�000 $�000 %

5 15 -66.7 ✘ 1

10 (10) -200.0 ✘

(30) (25) 20.0 ❖❖❖❖❖

(30) (10) 200.0 ✔ 2

(40) (13) 207.7 ✔ 3

(85) (43) 97.7

Full year

Forecast Budget
$�000 $�000

10 10

15 10

(15) (15)

10 15

(40) (20)

(20) -

Legend

Favourable ✔
Unfavourable ✘
Negligible variance ❖❖❖❖❖

Comments
1. NSW - poor results compared to budget due to decreased revenue as a result of competition from private sector.  With the launch of our new advertising

campaign, this situation should be reversed in later months thereby leaving the forecast in line with original budget.

2. WA - poor result due to the loss of income from YYY.

3. National - unfavourable performance due to blow out in corporate services costs.

Regional performance is
summarised and compared

for executive analysis

Analysis and interpretation
of results
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Illustration: effective use of bar charts

Bar charts are possibly the most frequently used of all types of chart due their
versatility and the fact that the length of the bars can be easily compared.  The
length of the bars is proportional to the measurement they represent; the
bars have common widths.

As shown in the chart below, time series are generally shown by vertical
bars�that is, time appears on the horizontal axis.  This chart is a mix of a bar
chart and a line graph.  Provided only one scale is used, this form of
presentation can be used effectively to compare two data series.

Charts that focus on year-to-date rather than individual monthly performance
can be more meaningful.  The chart below shows the cumulative difference
between actual and budget.

Operating Costs - YTD Variance

YTD Variance from Budget ($�000)

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun
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Operating Costs - Monthly Variance

Monthly Performance ($�000)
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Illustration: effective use of line graphs

The line graph is the most appropriate method for illustrating changes over
time for one or more series.  Line graphs can plot a continuous series or
more commonly discrete series such as monthly or annual totals.  If preferred,
discrete points can be identif ied by symbols on the lines.  Colour can be used
to distinguish lines.

Do not crowd the chart by including too many lines: f ive is normally the
maximum before the graph becomes too cluttered.

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun

16,000

15,000

14,000

13,000

12,000

11,000

10,000

9,000

8,000

7,000

Whole of Department Monthly expenses for the period to
December 1999

○

○

○

○ ○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

○

This graph shows actual expenditure to the end of December and forecast
expenditure for the remainder of the year.  Both are compared with original
budget.  This is a useful way of illustrating that, although actual is below budget
in December, by the end of March the situation is expected to be reversed.

Budget

Actual

Forecast
○ ○ ○
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Illustration: effective use of relationship diagrams

Diagrams are eye-catching: often a picture can easily convey information that
would be difficult and dull in narrative form.

Relationship models, based on the Du Pont principles, can break down high-
level information to identify areas where action is most required.

The above figure shows that the debt ratio is higher than expected and that
this is a result of unbudgeted variance in total liabilities, which can then be
traced to higher-than-budget non-current liabilities.  By identifying the root
cause of movements in key ratios, corrective action can be more accurately
targeted.

Non-urrent assets

This month Budget

500 495

↔↔↔↔↔

▲

Current liabilities

This month Budget

330 335

↔↔↔↔↔

Working Capital Ratio

This month Budget

152% 149%

↔↔↔↔↔

Debt ratio

This month Budget

9% 7%

✖

Non-current liabilities

This month Budget

195 160

✖

Total assets

This month Budget

1,050 1,055

↔↔↔↔↔

Total liabilities

This month Budget

525 495

✖

Current assets

This month Budget

550 560

↔↔↔↔↔

▲

▲
▲

▲

▲

Key

 ↔ within  agreed tolerence

 ✖ unfavourabe
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2.3 Establishing the content
of financial reports

The finance department is a key player in financial management reform.  It is
typically the source of most of the professional accounting, costing and
financial reporting staff in an organisation.  It is also the major provider of
financial information.

It is incumbent on the finance department to ensure managers receive the
information they require.  This can be achieved by:

� proactively checking with the organisation�s strategic plan and the business
plans of operational areas to understand the full range of user�s
responsibilities which might generate a requirement for financial
information;

� facilitating structured interviews or workshops for users to determine their
financial information needs;

� consulting managers individually on their needs (the Appendices to this
guide include a questionnaire that may be adapted for this purpose);

� helping users understand their f inancial management responsibilities and
how financial information can be used to discharge these responsibilities,
through the provision of structured training and advice; and

� attending operational management meetings to discuss results and assist in
their interpretation.

As discussed in Part One of this Guide the financial information needs of
managers vary according to their responsibilities and accountabilities.

As a first step, it is important that both the providers and users achieve
common agreement in this regard.  On the basis of the commonly agreed
responsibilities a schedule of f inancial information that should be provided can
be established.

Financial report providers should also determine what information
management presently rely on for existing reports and what information they
ignore.

2.3 Establishing the content
of financial reports

Better practice organisations evaluate their internal, management reports for

usefulness and update and tailor content, as feasible, to the needs of individual

managers.

The key to this process
is communication and
consultation between the
finance function
(the providers) and
management
(the users).

To meet the �relevance�
criterion management
reports should include
financial information that
possesses the following
characteristics:
� aligned with users

needs;
� future focused;
� balanced with non-

financial
information; and

� complemented by
external data.
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The results of both exercises can then be compared to determine information
gaps and to detect unnecessary information.  The content of existing reports
can then be customised to provide only that information required.

Our research into the content of f inancial reports used by better practice
organisations highlighted the following features:

� reports were short�generally less than 10 pages;

� traditional f inancial statements were supplemented by succinct reporting of
key performance indicators; and

� financial information was future focused, balanced with non-financial
information, and complemented with external data.

The use of key performance indicators is especially prevalent in management
reports provided to line managers who require such information in their day-
to-day decision-making.

The following diagram illustrates the use and display of key performance
indicators to highlight both good and poor performance, in a succinct tabular
format.

Example: effective use and display of key performance indicators

KEY RESULT AREAS KEY PERFORMANCE INDICATORS YTD September

Outcomes/outputs Budget versus actual costs of outcomes

Budget versus actual output quantities

Budget versus actual output quality measures

Stakeholder satisfaction Stakeholder satisfaction index

Customer satisfaction index

Resource management Staff utilisation

Asset utilisation

Financial performance Budget versus actual operating results

Percentage cost recovery

Continuous improvement Percentage costs that are value adding

✘

✔
✔

✘

✘

✔

✔

Key

 ✔ favourabe

 ✖ unfavourabe

The measures have been converted to index numbers so that the percentage change can be compared on the same scale.
Those results that lie outside set tolerances are highlighted.

Below Above
% variation to target

-10 -20 -30 -40 -50 10 20 30 40 50

A full set of model
management reports is
provided in the
Appendices to this Guide.
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The extent to which these indicators can be customised to meet individual
needs must be balanced against the cost.  Many better practice organisations
seek a compromise by developing standardised reports of key performance
information that meet common criteria and make the underlying financial data
available electronically to permit further analysis to meet individual needs.

Discussion: enhancing financial information

Financial information, of itself, will not necessarily enable managers to effectively discharge their
financial management responsibilities.  Better practice organisations recognise that financial
information will be more meaningful to users, and more useful in helping them meet their
responsibilities, if it is delivered to them:

� as part of a balanced suite of financial and non-financial information;

� with a future focus; and

� incorporating externally sourced data.

Balance

The foregoing discussion highlights the need for the combination of non-financial information,
particularly output information, with financial information to permit more meaningful analysis of
results.  This integrated financial performance information should form part of a larger suite of
management information which also captures data on qualitative aspects of organisational
performance.  The use of a �balanced scorecard� is an appropriate vehicle for delivering this
information to users.

Future focus

Very few people would attempt to steer their cars by looking only in the rear view mirror.
Managers need information that will help them make decisions that will improve future
performance.  The traditional forecasts of financial position and operating results can be
enhanced through the use of more advanced predictive techniques such as:

� business simulation�used to model the interdependencies between financial and non-
financial drivers of the organisation�s business, and to generate new insights into how the
organisation�s business behaves; and

� scenario modelling�offers a safe environment to test the full performance implications of a
specific strategy, or to compare a number of options.

External data

To provide unbiased intelligence about an organisation�s performance, and a sound basis for
decision-making, internal information must be viewed in context with information from external
sources.  Incorporating industry benchmarks and trends, from other levels of Government and
from the private sector, provide a better basis for evaluation of performance.
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Case study: integrated performance reporting

The Department of the Parliamentary Reporting Staff is developing performance reports that integrate
financial and non-financial, and quantitative and qualitative performance information.  When finalised, it will
be presented in a balanced scorecard format.

The presentation reflects the five key result areas in which success is vital to the department�s overall
performance.

Besides having key performance indicators that the Chief Executive Officer needs to monitor, the scorecard
also sets out a concise qualitative description of performance and identif ies issues for management attention.

Number of complaints
% cases meeting timeliness agreement
Customer satisfaction
Staff satisfaction

1. Overall customer satisfaction is improving

2. Some staff are concerned with the uncertainty of the
new structure and what it means to them

3. Project in place to establish client service agreements

4. Commence work to identify infrastructure
requirements in the next five years. Reorts to be
finalised February 1999

Budget vs actual total outcomes cost
Direct vs total costs
Budget vs actual hourly rate
Budget vs actual non-gov revenue
Budget vs actual unit costs

1. YTD net cost of outcomes in line with budget

2. Benchmark results show that cost of in-house staff is
30% more expensive than contractors

3. S31 revenues exceed budget due to sudden demands
for cost recovery services

Outputs and outcomes performance
1. Average costs of an hour of service delivery have

exceeded budget by 20% due to the unexpected
drop in demand. Demand is expected to pick up
again in February and full-year forecasts are in line
with budget

2. Actual outcomes to date are in line with planned
outcomes. Key areas that require management
attention include finalisation of client service
agreements with key clients by April 1999

3. ANAO completed a performance audit and
identified that our fraud control plan is in line with
best practice principles

Staff utilisation
Material assets utilisation
Actual vs budget capital projects

1. New system implementation commences on
December 1 1998 with budget costs of $500,000

2. Material assets with less than 30% utilistation will be
reviewed on a case-by-case basis to determine
whether they will be replaced in the next 3 months

3. Staff utilisation falls short of budget due to the
decrease in sitting hours, but overall budget vs actual
on a 4 year cycle satisfactory

Meeting milestones for strategic
projects
Budget vs actual costs on projects
% of value adding costs

1. New stucture has been agreed to align with
outcomes and outputs framework

2. A benchmarking study has been underatken to
compare core finance processes and opportunities to
improve have been identified

3. Individual performance agreements at the SES level
have been agreed and new performance agreements
at the Director level will be reviewed in the next 2
months

4. Accreditation achieved for telecommunication
services

Stakeholder satisfaction

Financial performance Resource management

Continuous improvement

▲

▲

▲

▲

▲

▲

Illustrative data only

Target Actual

↔ 10% 102%
✔ 60% 53%
✘ 100% 110%
✔ 100% 130%
✘ 100% 110%

Target Actual

✔ 5 4
✔ 95% 93%
✔ 90% 92%
✘ 99% 97%

Target Actual

✘ 0.30 0.25
✘ 0.25 0.20
✔ 1.00 0.99

Target Actual

✘ 100% 80%
✘ 100% 140%
✔ 70% 75%

▲

▲

▲

▲

▲

▲
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Understanding cost behaviour
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Outsourcing: behaviour, capacity and relevance
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3.1 Introduction

The first part of this Guide discusses the information needs of managers, and
how organisations go about defining those needs by analysing financial
management responsibilities.  The second part of this Guide provides insights
into the form and content of f inancial reports so that the financial information
required is presented in a user-friendly mode that aids comprehension and
usefulness.

This Part of the Guide focuses on the application of f inancial information in
decision-making.  It examines both cost information and traditional accrual
financial information and explores how it can be used for a variety of
purposes, covering:

� strategic and business planning;

� resource management; and

� performance monitoring.

3.1 Introduction
Managers need information to make informed decisions.  Financial information

will form a key part of the information set for many strategic and operational

decisions.  It is incumbent on managers to understand the financial information

provided and the uses to which it can be put.
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3.2 Strategic andbusiness
planning

The ability to recognise the impact on future costs of decisions made today is
a fundamental requirement of effective management.  Management in the
public sector increasingly will be exposed to decisions regarding restructuring
of resources, out-sourcing decisions and other actions in response to the
increased emphasis on contestability where such an understanding is
paramount.

To make effective decisions, management must clearly understand how costs
behave within their organisation and the relevance of various costs to specific
presented alternatives.

Cost behaviour is concerned with the analysis of how cost levels change
under varying circumstances or different levels of activity.  It is closely allied
with consideration of actual and planned capacity.  Such information is often
needed to support out-sourcing decisions; to assess the impact of
organisational restructuring; and to assess the impact of changing levels of
demand on costs.

The identification of relevant costs enables an accurate assessment of the
costs of a course of action by excluding those costs arising independently of
the decision.  This provides management with more meaningful comparisons
of the different impacts of alternatives.

This section provides a discussion of these key concepts to assist managers in
strategic and business planning.  It concludes with a discussion of the concepts
as they apply to outsourcing decisions.

Understanding cost behaviour

The realisation of savings from performance improvement initiatives is often
complicated because actual cost levels can vary under different circumstances,
including different levels of activity.

It is important to distinguish which costs are unaffected by fluctuations in the
level of activity or output (referred to as fixed costs) and which will vary in

3.2 Strategic andbusiness
planning

Understanding the financial impact of major business decisions requires an

appreciation of the consequences of those decisions on the future cost structure

of an organisation.  The evaluation of alternatives also requires close

consideration of what costs are relevant to a particular decision.



49

proportion to the changes in activity or output (referred to as variable
costs).

As the following diagram shows, while total costs seem to be variable over the
entire range of outputs, they are in fact made up of both fixed and variable
costs.  In this case while the cost of supplies vary continuously with volume of
output, staff and accommodation costs are fixed over certain ranges but vary
between ranges.

$220000

200000

180000

160000

140000

120000

100000

80000

60000

40000

20000

▲

▲

80000 100000 120000 140000 160000 180000 200000 220000

Volume of output

Total cost

Staff

Rent

Supplies

extra staff required

further staff required

additional floor space required

varies in proportion to activity

▲

▲

▲

▲

In order to make the most appropriate decisions regarding the level of
production and the selling price, management must identify and understand
those factors which influence costs and the manner in which costs behave.
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The importance of understanding cost behaviour is highlighted by the
signif icant changes in unit cost as the volume changes.  The following table,
using the data from the above graph, shows the movement in average unit
cost at different levels of output.

Volume (units) 80000 120000 200000

Costs ($):

Supplies 10000 20000 40000

Rent 60000 60000 100000

Staff 80000 120000 140000

Total cost 150000 200000 280000

Unit cost 1.88 1.67 1.40

There are some important issues to keep in mind when using cost
information such as the following:

� Cost behaviour is complex and general assumptions are not appropriate to
decisions on individual costs.  The relevant cost driver should be identif ied
and the variability of costs related to the level of activity of that driver.

� Cost behaviour is not synonymous with expenditure type.  Rent is a fixed
cost when considering organisational output.  When evaluating future
accommodation options rent is a variable cost.

� Costs in service organisations are less likely to respond quickly to changes
in output.  In the above example, if a strategic decision was made to cut
output from 200,000 units to 180,000 units it is likely the rent cost would
remain at $100,000 in the short to medium term.  Total costs would
therefore fall only in relation to the reduced cost of supplies (by $20,000
not by $60,000).

� In relation to certain decisions it may be appropriate to consider only
variable costs.  A form of accounting referred to as marginal (or direct)
costing recognises the differences in cost behaviour by charging only
variable costs to a cost object.

� Costs incurred as a result of spare capacity should be isolated and not be
applied to outputs.  This is discussed next.
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Understanding capacity

The impact on cost levels, particularly unit costs, of the use of spare capacity
and the recognition of capacity constraints is a major issue in cost
management.

Capacity has direct relevance to the service sector when calculating the unit
cost of an output.  Measures of capacity can be based on:

� the theoretical maximum capacity;

� the practical capacity; or

� the anticipated capacity utilisation over the forthcoming budget period.

Each method will impact on the calculated unit cost to a degree depending on
the relative size of f ixed costs within the total cost profile.

The theoretical maximum will produce the lowest unit cost, however the
amount of overhead applied or recovered by the output produced will be less
than the actual expenditure achieved because the theoretical maximum
capacity will probably never be achieved.

Most organisations base their capacity denominator on the anticipated capacity
utilisation within the budget period.

Cost incurred as a result of excess capacity should be isolated and not be
applied to outputs.  The isolated costs should be expended as a period cost
either against the organisation or unit that is responsible for the incurrence of
these costs. The following example demonstrates this point.
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Example: capacity and cost

A printing shop has two machines, a printer and a binder.  The variable costs of each machine have
been calculated and the total overhead is applied to each machine on the basis of the machine hours.
The total machine costs are used for the calculation of prices by applying a 25% mark-up.  The variable
costs for each machine are known and the overhead has been calculated by dividing the expenditure
of $45,000 by the 1500 machine hours.

The total hourly costs are as follows:

Printer 1 Binder TOTAL
Variable Costs per Hour ($) 100 50
Total Overheads ($) 45000
Machine Hours 1000 500 1500
Overhead Costs per Hour ($) 30 30
Total Hourly Costs ($) 130 80

The decision is taken to purchase a second printing machine.  This purchase will have no impact on
overhead costs.  Following the same methodology the revised cost rates are as follows:

Printer 1 Printer 2 Binder TOTAL
Variable Costs per Hour ($) 100 120 50
Total Overheads ($) 45000
Machine Hours 1000 1500 500 3000
Overhead Costs per Hour ($) 15 15 15
Total Hourly Costs ($) 115 135 65

As the overhead costs have been applied over an increased number of machine hours the original
rates for Printer 1 and the Binder have decreased.  Given that Printer 2 has absorbed an additional
$22,500 of overhead (1500 Hours @ $15) it is reasonable to assume that this was excess capacity
when only the two machines were present.  The initial costing of the two machines failed to recognise
that excess capacity was present.
If this recognition had been present then the original costs would have been shown as follows:

Printer 1 Binder TOTAL
Variable Costs per Hour ($) 100 50
Total Overheads ($) 22500
Machine Hours 1000 500 1500
Overhead Costs per Hour ($) 15 15
Total Hourly Costs ($) 115 65

In this example the costs of unused capacity of $22,500 (equivalent to 1500 machine hours @ $15 per
hour) have been isolated and not charged to the costs of the existing machines.
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Understanding relevant costs

The consideration of cost in business planning requires an appreciation of
which costs are relevant to each decision.  This will depend on the nature and
circumstances of each decision.  In evaluating alternative courses of action
management�s attention should be drawn to those new costs or variations in
cost that will impact on future events or financial performance, not on those
that will be incurred independently of the decision.

As a rule, the following costs are commonly considered not to be relevant to
decision-making:

� prior (or sunk) costs incurred;

� depreciation charges on past acquisitions;

� allocated overheads;

� costs committed in the future as a result of past decisions; and

� notional costs such as rent or capital usage charges.

The following example illustrates the use of relevant costs.

Decisions should be based
on an appraisal of costs
that will be incurred or
vary as a result of future
actions.

Example: relevant costs

The XYZ Department uses test equipment to evaluate commercial products as part of a process of
certif ication. These tests are a fee generating activity.   New technology to undertake these tests has
been developed and management wishes to acquire new equipment.  It is not anticipated this
equipment will generate additional revenue, however, there are substantial reductions in operating
costs.  There will be a once-off cost of $50,000 involved in the integration and testing of the new
technology but no other significant factors impacting on the performance of service delivery.
The following information is available:

Existing Equipment Replacement

Original Cost $800,000 $600,000

Useful Life 5 Years 5 Years

Remaining Life 2 Years 5 Years

Current Book Value $320,000 N/A

Expected Disposal Value $100,000 NIL

Annual Operating Costs $500,000 $350,000
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Example continued�

In evaluating the alternatives, the cost accountant has advised the rules, defining which costs are
relevant to the decision, to be:

� current book value of the existing equipment is not relevant because it is based on a past decision;

� disposal price of the existing equipment is relevant as it is a realisable future benef it when a
replacement machine is purchased;

� loss on disposal of the existing equipment is not a relevant cost as it is related to the past decision
regarding its useful life; and

� depreciation charges of the new equipment are relevant as they will be incurred as a result of the
decision.

A comparison of the relevant costs (based on the above rules) covering the two years of the existing
equipment�s useful life is as follows:

Existing Replacement

Period 2 Years  2 Years

Operating Costs $1,000,000 $700,000

Future Depreciation $240,000

Integration/Testing costs $  50,000

Realisation on Disposal ($100,000)

Total Costs $1,000,000 $890,000

The figures indicate the acquisition of the new technology is a more cost-effective course of action
than retaining the existing equipment.

Note: the loss on disposal of the existing asset ($220,000), while not relevant to the retain/replace
decision, will have an adverse impact in the accounting records.

This highlights a common conflict between short-term performance and long term strategic decision-
making.
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Outsourcing�behaviour, capacity and relevance

Assessing the impact on costs of outsourcing decisions and making valid
comparisons with quotations received from external service providers is a key
element of cost management. Management should have a clear appreciation
of the impact of outsourcing decisions on:

� future discounted cash flows;

� cost levels before and after any decision to outsource; and

� cost behaviour profiles and the changes that outsourcing will make.

In determining the impact of outsourcing on future cash flows, management
should ensure those costs which are not relevant to the decision-making
process are properly excluded.

For example, an activity using a capital asset will incur depreciation charges
that are included in the full cost of the activity.  The existing depreciation
charge should not be considered when evaluating future alternatives because
it will be incurred regardless of the decision to outsource.  However, if the
decision to outsource enabled the asset to be disposed of, the realisable value
of the asset is a relevant benefit in evaluating future alternatives.

Care is also required when comparing prices quoted for externally provided
services with internal unit costs.  In particular:

� ensure all transition costs and contract management costs are fully
reflected when evaluating the cost of externally provided services; and

� understand whether the internal fixed costs included in a fully costed
internal service will be eliminated if an outsourcing decision is made.  An
unintended and common consequence of outsourcing is an increase in
fixed costs.   This occurs when in-house fixed costs remain and the service
provider�s fixed costs are added through the contract price.  Managers
should compare before and after cost profiles as part of the decision
process.

The costs of spare capacity arising from outsourcing should be isolated and
not allocated amongst the organisation�s remaining services unless
management is prepared to accept the resultant increase in the costs of these
services.  This increase may impact on the price of these services to both
internal and external customers.
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The following example demonstrates the application of cost information to an
outsourcing decision.

Example �outsourcing

The Department of XYZ is considering outsourcing its payroll function.

The Payroll function currently costs $60,000 per annum and is considered to be a directly variable cost.
In addition to this cost, an additional $30,000 of the Department�s fixed overhead is attributed to the
Payroll function.  This results in a unit cost of $22.50 for each pay processed as shown below:

Variable Cost $60,000

Fixed Cost $30,000

TOTAL COST $90,000

Volume 4000

Unit Cost $22.50

An analysis of the fixed overhead indicated only $10,000 is relevant to the decision to outsource
because it is incurred as a direct result of the payroll activity and would be eliminated if the Payroll
function were outsourced.  The remaining overhead of $20,000 is not relevant as it relates to the
organisation�s premises and utilities and would continue to be incurred.

Outside quotations have been received from three payroll bureaus.  The cost analysis is shown below:

Supplier A Supplier B Supplier C

Unit Purchase Price $18 $16 $20
Less: In House Variable Cost $15 $15 $15
Unit Variable Saving/(Loss) $(3) $(1) $(5)

Total Variable Saving/(Loss) $(12,000) $(4,000) $(20,000)
Fixed Overhead Saving $10,000 $10,000 $10,000

Total Saving/(Loss) $(2,000) $6,000 $(10,000)

Although all three quotes are below the full internal cost, because of the large proportion of f ixed costs that
are unavoidable, only the quote from Supplier B generates savings to the Department.
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3.3 Resource management3.3 Resource management
To be compliant with legislative requirements chief executive officers need to

promote the efficient, effective and ethical use of the resources under their

control.  The success or otherwise of achieving this imperative will be, in part,

reflected in the unit costs of an organisation�s outputs.

Conventional costing systems will provide management with an accurate view
of the unit costs of outputs.  However, on its own, this information will not
answer key questions regarding whether resources have been consumed
efficiently in producing outputs; and if not, how can costs be reduced while
maintaining effective delivery of goods and services.

Effective resource management extends the conventional view of costs from
consideration of their direct and indirect elements, allocated to units of
output, to a business process and activity view.  This view explains how
performing activities gives rise to the consumption of resources�costs flow
from resources to activities and then to cost objects (outputs).

Attempts are often made to reduce unit costs of outputs by decreasing
budgets or eliminating functions, without eliminating of modifying the drivers
that give rise to the costs.  As it is the performance of activities that drives
expenditure, to control expenditure activities must be controlled.

To control activities management requires a clear understanding of activity
profiles.  To this end activities can be usefully classif ied in one of two ways:

� value added or non-value added.  A value added activity is one which the
customer values and would, in a commercial environment, be prepared to
pay for.  A non-value added activity is one that can be eliminated without
impacting on the quality or utility of the output; and

� primary or secondary.  A primary activity is one that contributes directly to
the production of an output.  A secondary activity is one that supports the
functions that produce the output.  Business support processes, such as
payroll processing, are secondary activities.  The services provided by
secondary activities are sometimes referred to as �enabling outputs�.

Obtaining an activity profile enables questions such as the following, to be
answered:

� Why do we spend a seemingly disproportionate amount on this process as
distinct from that one?

� Why do we spend such a large percentage of our time sustaining our own
organisation?

Benchmarks
Studies show that up to 35% of
resources can be consumed on
�non-value added activities.

The ratio of the cost of
secondary to primary activities is
typically 10% or less.
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� Why do we spend such a sum on activities classif ied as non-value added?

� Why do so many departments spend their time on an activity that is
supposedly centralised?

Management�s dual objectives in relation to the above should be to eliminate
non-value added activities and to reduce consumption of resources on
internal services, transferring these to outputs and outcomes that benefit the
community.

The following case study provides an insight into how an organisation has
established a costing system that identifies all of its activities, and how it uses
this information in its process improvement cycle.

A practical approach to tackling the issue of secondary activities is to make
their costs visible to operational managers through budgetary processes or an
internal charging regime.  This not only provides unambiguous signals to
operational managers of the costs of the support services they consume, but
also acts as a stimulus for support service managers to become more efficient.

In its simplest form, support services costs are traced to operational
departments retrospectively, on the basis of actual costs.

Alternatively, prices for support services can be set prospectively based on
budgeted volumes of expenditure and activity.  This will result in a standard
price being applied to each unit of service output consumed by the user.  This
will not only make costs more visible to the user, but will allow the user to
question the value of services received compared to cost (see case study).

A third approach is to place the budget for support services units with the
user areas.  This acts as a powerful incentive to ensure the resources to be
made available match user requirements.  Operational areas will be required
to budget for these services and justify the level of services they require.  The
support services area will be required to provide only those services
requested and will have to closely manage capacity.

Internal charging for support
services:
� promotes cooperation

between support service
and operational managers;

� enables matching of
support service capability
with the needs of the user;
and

� encourages innovation
within the support services
area.
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Case study�identification and costing of activities

The Australian Customs Service chose an activity-based approach to underpin a data-driven and
transparent resource allocation process, which encourages managers to focus on performance
improvement.

The preferred term for activity costing in Customs is �Financial Benchmarking� because this de-
emphasises its accounting aspects and promotes its usefulness as an improvement tool for line
managers.

Since March 1996, Customs has regularly undertaken �snapshots� of staff utilisation on a whole-of-
agency basis.  These snapshots report staff usage over a four-week period against a predefined list of
activities that describe every significant functional task in the agency (the activity dictionary).
Approximately 130 activities currently exist, including �Import Entry Processing � Air Cargo�,
�Coastwatch Surveillance and Response� and �Budget Co-ordination�.

Using snapshot data, the cost model can derive the full cost of any activity.  The activity dictionary is
also used as a framework for non-financial operational data, such as quantity and quality measures
which, in combination with activity costs, provides a powerful base for benchmarking, and the
identification of improvement opportunities.

Other major applications of Financial Benchmarking in Customs include:

� supporting the calculation of external cost recovery charges;

� costing major functional changes arising from Administrative Arrangements Orders; and

� pricing Customs� outputs for the Commonwealth Budget.

Based on our experience, some of the practical considerations to be addressed in planning a large-
scale activity costing/benchmarking project are the need for:

� executive support and the development of ownership through early involvement of managers and
staff;

� clarity about the primary reason for undertaking activity costing;

� managing expectations concerning how much and how quickly results can be delivered;

� being prepared to invest considerable effort in assembling the non-financial data required to open
up benchmarking opportunities; and

� systems which provide managers with timely access to the results.

Finally, keep it simple � high levels of precision are costly to achieve, and unlikely to alter the key
results from activity costing.
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Case study�internal charging for support services

The Australian Taxation Office (ATO) has recently implemented a system of indirect cost attribution
centred on �internal user charging� (IUC).  Major categories of services and facilities provided by
internal service departments are charged to operating areas using standard, pre-determined transfer
prices.  IUC covers the costs of office accommodation, computer terminals, telecommunications,
notice postage & dispatch, employee services, receipt & banking, mainframe computing, the car fleet
and a number of other similar services.  Use of these resources is monitored, measured and recorded
on a month by month basis and the ATO�s corporate accounting system automatically performs all the
calculations based on usage figures input by the service provider departments.  Cost centres in the
user areas are debited with the expenses calculated and the supplying cost centres are credited with
the same amounts.

Transfer prices are set by the Chief Finance Officer at the start of each budgeting year with the aim of
ensuring full cost recovery, and are calculated based on careful study of the factors contributing to cost
incidence.  Internal service suppliers are expected to break even, deliberate profits or losses are
discouraged.  Managers are held accountable for the cost of all resources under their control, not only
direct salary and administrative expenditure, as occurred under the former cash-based budgeting
system.  IUC encourages suppliers to maximise efficiency, and assist users understand the full cost of
the facilities and resources they employ.

Some costs not significant enough to warrant the use of IUC are allocated using a more traditional
approach.  These include the costs of strategic planning, the CEO�s office, preparation of financial
statements, internal audit and corporate public relations.  These overhead costs are distributed to cost
centres in proportion to their share of the annual operating budget.  Cost centre managers are not
held responsible for these costs as they are not in a position to exercise any control over them,
however, managers of the overhead allocating areas are expected to monitor and control their costs
and to stay within approved budgets.

The ATO has noted a significant change in attitude towards the cost of centrally supplied facilities.
Instead of regular demands for access to more of these resources, line managers are now actively
working in cooperation with the service supplying departments to make savings and drive down the
total costs.  In addition, ATO has obtained a better understanding of its cost structure and is well
placed to map the full resource costs from its front-line departments to the outputs they produce.
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3.4 Performance monitoring
and review

3.4 Performance monitoring
and review

Performance improvement is grounded in monitoring actual performance

against pre-determined standards (or expectations).  In the context of financial

management actual performance is generally compared with budgeted costs

and revenues, in total and at a unit output level.

The objectives of a financial performance monitoring system are to ensure
users of the financial information:

� understand the reasons for divergences between actual and expected
performance; and

� have sufficient information to correct or mitigate unfavourable results, and
reinforce or enhance favourable results.

There is increasing acceptance that financial information used in isolation is not
of itself sufficient to achieve these objectives.  The integration of financial and
non-financial information is considered to provide greater insights into the
underlying causes of actual performance, allowing more sophisticated analysis.

This trend flows through to performance review, where managers increasingly
demand that performance reports integrate financial and non-financial
information into a few key performance indicators; and that these quantitative
indicators are balanced with other qualitative measures as necessary for a
more comprehensive assessment of performance.

This section of the guide examines these trends in performance monitoring.
It begins with a discussion of the traditional variance analysis that is used to
manage the divergences between actual and expected performance.  It then
deals with how this information and other financial information can be
integrated into �balanced� performance reports.

Analysis of budget variances

The traditional mechanism for the measurement of achievement of an
organisation is through the application of budgets and budgetary control.

For budgetary control to be effective and analysis of variance to be more
meaningful, it is important that responsibility and accountability are closely
aligned.  Bearing this in mind, the following two key concepts should be applied
when designing accounting and reporting systems:

� Responsibility for expenditure should lie with the person who can exercise
influence over the level of expenditure.  This is the concept of
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controllable cost�costs should be accounted for and reported in the
cost centre of the manager who exerts control.

� �Responsibility� segments of an organisation should be established on the
basis that resources and outputs that are identifiable from the rest of the
organisation are clearly defined.  Expenditures, and where appropriate,
revenues, assets and liabilities, should be traced to the individual managers
within these centres who are responsible for making decisions regarding
their levels.

The conventional approach to variance analysis compares actual to budgeted
expenditure.  But, this approach provides no information on volume of output,
which can have a significant influence on actual performance.  For example, a
traditional f inancial report may show no divergence between actual and
budgeted expenditure.  However, if actual outputs achieved were 50 percent
of plan but expenditure remained high, this would indicate a need for
corrective action.  Without information on volume of activity there would be
no signal to capture management�s attention.

In a transaction-based environment, such as a service delivery agency, where
there is a high degree of correspondence between the expenditure incurred
and output achieved, it is desirable to analyse variances into their two
components:

� expenditure variance�the difference between actual and budgeted
expenditure; and

� volume variance�the difference between actual and budgeted volumes.

The following example demonstrates this form of analysis.

Example � analysis of variances

Operating Unit A has budgeted to produce 2,000 units of an output at a budgeted unit cost of $60, which is

fixed as the price of the output.  In the period under review the unit only produced 1,950 outputs but has

incurred expenditure of $127,500.  Based on this information the total variance can be analysed as follows:

Operating Unit A Expenditure Volume Unit Cost

Actual $127,500 1,950 $65.38

Budget $120,000 2,000 $60.00

Variation $7,500 (50) $5.38

Costs recovered $117,000 (1950 x $60)

Total variance ($10,500) $127,500 less $117,000
(1950 x $5.38)

Due to volume ($3,000) 50 x $60

Due to expenditure ($7,500) $127,500 less $120,000

With this level of information, management is in a better position to question why the unit produced fewer
units than budgeted and why the actual expenditure was higher than budget, even though the level of activity
was lower.



63

Balanced reporting

Traditional f inancial reports are required to discharge accountability for the
proper stewardship and use of resources.  However, if managers are to
effectively discharge their overall management responsibilities, and in
particular, their financial management responsibilities, such reports are not
likely to be sufficient in the future.

To properly monitor financial performance, some or all of the following
information should supplement traditional accrual data:

� Cost, particularly unit cost of outputs.

� Key financial ratios.  Examples include ratios of financial position such as
cash and liquidity ratios; and ratios dealing with efficiency such as business
support costs as a proportion of total costs.  Such ratios highlight key
aspects of financial health.  Anomalous results provide managers with clear
signals that underlying fundamentals may be amiss.

� Comparative performance data.  This should be between business units,
locations, etc.; and against external benchmarks, where available.  This
encourages users to compare their financial performance.  By identifying
better performing divisions, locations, etc. managers can learn how others
achieve superior performance.

� Budget and forecast data.  This is used to put the current position and
performance into context and to highlight any significant trends or
variations away from plan.

The following case study demonstrates the development processes
undertaken by an organisation to identify and apply key financial information
in its performance monitoring and improvement systems.  The presentation of
this information is discussed in Part 2.2 of this guide.

Appendix 2 to this Guide includes a set of model management reports that
feature the above information.
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Case study�development of a �balanced scorecard�

Note: Information included in this study is illustrative only and does not represent the actual performance
indicators or weightings used by the business unit, or the actual performance achieved.

A trial �balanced scorecard� was introduced in the Maintenance Services business units of Joint House
Department (JHD) in 1996.

The scorecard was built up in consultation with the staff in the business units, in an attempt to ensure
ownership of the indicators chosen.

The following steps illustrate the process that was undertaken to establish the �trial� balanced scorecard.
This example will focus on financial performance.

1 Define key performance areas

Maintenance services developed an integrated set of performance measures which linked its individual
business plans and the JHD Future State Definition (Corporate Plan).  The measures were designed to
support the key business strategies identified for maintenance services, and were grouped into the
following areas:

� financial performance;

� customer satisfaction;

� continuous improvement; and

� asset performance.

JHD Future
State Defeinition

Key Result Areas
(Maintenance Services Business Strategies)

Key Performance Indicators (KPIs)

Financial Customer Continuous Asset
performance satisfaction improvement performance▲ ▲ ▲ ▲

Maintenance
Services
Business Plan

JHD
Corporate Plan

Service Level
Agreement

Balanced
Scorecard▲

▲
▲

▲
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2 Assign weightings to key performance areas

Each of the key performance areas are weighted according to their importance in contributing to
overall performance.  In this example, each of the key performance areas are considered to be of
equal importance for determining overall performance of the business unit, that is, each contributes
25% to overall performance.

Key performance area Weighting

Financial 25%

Customer satisfaction 25%

Continuous improvement 25%

Asset performance 25%

Total/Overall Performance 100%

3 Define performance indicators

For the financial performance quadrant the following represent examples of f inancial performance
indicators that could be selected to meet the business unit manager�s information needs:

� overtime as a percentage of total wages;

� annual cost of equipment per employee;

� wages vs budget;

� direct cost Year to Date (YTD) vs budget; and

� average in-house labour cost vs contract rates.

4 Assign weightings to performance indicators

As in Step 2, weightings are assigned to each performance indicator for the key performance area.  In
this example, the third and fourth financial indicators are considered to contribute more to overall
financial performance than the other three indicators.  The first and second financial indicators are
considered to contribute least to overall f inancial performance, individually they represent 15% of
overall financial performance.

Financial indicators Weighting

1.  Overtime as a percentage of total wages 15%

2.  Annual cost of equipment per employee 15%

3.  Wages versus budget 25%

4.  Direct cost year to date versus budget 25%

5.  Average labour cost versus contract rates 20%

Total 100%
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5 Determine a score for performance against each indicator

A scoresheet can be drawn up for each indicator based on average performance, allocating 7 points as
the maximum (that is, excellent performance), with 4 being average (compared with the external
benchmark). The following table illustrates how the scoring mechanism can be used to assess
performance in relation to overtime as a percentage of total wages.  For example, if the business unit
achieved 8% for overtime as a percentage of total wages, they would score 5 points, which is considered
good performance when compared to external benchmarks.

Overtime: % total wages 6% 7% 8% 9% 10% 11% 12%

Score (points) 7 6 5 4 3 2 1

Better/good performance Average Poor performance

6 Determine total performance for each key area

A total score is calculated for each performance area (in this case financial performance has been
calculated) by multiplying the score (points) determined using Step 4 by the percentage weighting (Step
3) to arrive at a weighted score for each indicator.  These weighted scores are then totalled to arrive at
the total score for financial performance. The following table illustrates how overall financial
performance can be assessed using financial indicators, weightings and scores.  In this example, the total
score of 5.1 indicates that financial performance has been good.

Financial performance Wt score Score Weighting

indicators  (score x weighting)

Overtime as a percentage
of total wages 0.75 5 15%

Annual cost of equipment
per employee 1.05 7 15%

Wages versus budget 0.75 3 25%

Direct cost YTD versus
budget 1.75 7 25%

Average labour cost versus

contract rates 0.80 4 20%

Total 5.10 100%

Per formance* 73%

* Total score is calculated as a percentage of the maximum score (7).  In this example, divide 5.1 by 7 to arrive at 73% for

overall f inancial performance.  Percentage scores > 71% are good and < 43% are unsatisfactory.
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7 Overall performance

Once a percentage score has been calculated for each performance area, the overall percentage
performance can be calculated.  The table below illustrates how to determine the overall percentage
performance for a business unit.

Key performance area % Score

Financial 73

Customer satisfaction 92

Continuous improvement 82

Asset performance 82

Overall performance* 82

*As each of the key performance areas contributes equally to overall performance, overall
performance is calculated by obtaining the average performance of the key performance areas.

8 Quarterly and Annual Review

Performance is reported to management on a quarterly and annual basis. Management and the
business units review performance against the business plans and assess the appropriateness of the
indicators used.  A performance indicator�s appropriateness is assessed by determining whether the
indicator is:

� meaningful;

� able to be measured; and

� material to the activities and tasks of the business unit.

The review process will cause the quantity and quality of performance indicators to be refined.

In addition to the internal review process, JHD has conducted an annual external audit of the balanced
scorecard to provide management with assurance that reported performance is accurate.  This process
is necessary because each business unit�s annual performance bonus is based on performance reported
in the scorecard.
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AppendicesAppendices

Process improvement tools

1. Questionnaire

2. Model management reports
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1. Questionnaire

The following questionnaire is designed to obtain information from financial
managers (the users of financial reports) to assist in determining their f inancial
information needs and in assessing how well these needs are currently being
met.

It is suggested that it be completed by a representative sample of strategic and
operational line managers.  It may be desirable for the finance department to
conduct a facilitated workshop to more efficiently and effectively capture the
required information.

1. Questionnaire
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Section 1 � Your financial management responsibilities

1.1 Please describe the primary functions, activities and tasks of your position.

1.2 Using a tick, please indicate which type of manager you are.

Type of Manager
Strategic Business Support
Operational Other (specify)

1.3 Using a tick(s), please indicate your financial management responsibilities.

Financial Responsibilities
Efficient and effective use of resources
Legal and regulatory compliance
Financial reporting
Other (specify)

User needs analysis survey

1.4 Indicate whether your financial responsibilities been documented in any of the following?

Financial responsibilities

Financial responsibilities Efficient & Compliance Financial Other

are documented in... Effective Use Reporting

Corporate plan

Business plan

Performance agreement

Policy and procedure manuals

Other (specify)

1.5 Please rate the extent to which you are held accountable for your financial
management responsibilities by circling the appropriate response.

For example: your responsibilities are recognised in a performance agreement and/or your
performance is appraised against your financial responsibilities, including using performance
indicators identif ied in corporate and business plans.

Held accountable for� Never Sometimes Usually Always

Efficient and effective use of resources 1 2 3 4

Legal and regulatory compliance 1 2 3 4

Financial reporting 1 2 3 4

Other 1 2 3 4
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Section 2 � Your role in preparing and maintaining financial information

2.1 Please answer the series of questions in the table below by circling the appropriate responses.

Questions:  Preparing and identifying information Rating Scale

You prepare and update budgeted, actual
and forecast information on a monthly and
annual basis for your management area. 1 2 3 4

You have identified your financial information
needs, in consultation with the finance department. 1 2 3 4

You have identified key financial performance
indicators for your area of management responsibility,
in consultation with the finance department. 1 2 3  4

You have identified:

� Significant accounts, and

� Key transactions. 1 2 3 4

You have ensured that transactions under your
control are accurately reflected in the accounting
records and all significant events are disclosed. 1 2 3 4

Never Sometimes Usually Always

2.2 Please answer the series of questions in the table below by circling the appropriate responses.

Questions:  Setting targets and tolerance levels Rating Scale

You set tolerance levels for variations from budget
and forecast information for your management area. 1 2 3 4

You set acceptable utilisation rates or ranges
(for example, under and over utilisation limits)
for resources such as staff, cash and physical assets. 1 2 3 4

You set targets for key financial performance indicators. 1 2 3 4

You have determined the appropriate level of capacity
for outputs, activities and areas. 1 2 3 4

Never Sometimes Usually Always



74

Section 3 � Your understanding and use of financial information

3.1 Please answer the series of questions in the table below by circling the appropriate responses.

Questions:  Understanding Rating Scale

You are able to recognise the impact on future
costs of decisions that you make today. 1 2 3 4

You are able to identify and understand factors
that influence costs, as well as understand the
manner in which costs behave. 1 2 3 4

You are able to classify activities as value or non-
value adding and primary or secondary activities. 1 2 3 4

Never Sometimes Usually Always

3.2 Please answer the series of questions in the table below by circling the appropriate responses.

Questions:  Decision making Rating Scale

When considering alternative courses of action you
base your decision on an evaluation of new costs or
variations in cost that will impact on future events or
financial performance.  You do not include costs that
will be incurred independently of the decision. 1 2 3 4

When deciding to outsource an assessment of the
impact on costs of the outsourcing activity is made.
The assessment includes costs associated with future
discounted cash flows, cost levels and the impact on
internal fixed costs.  The assessment will exclude
irrelevant costs and costs of spare capacity. 1 2 3 4

You evaluate external tenders by ensuring quotation
comparisons are based on quotations containing all
relevant costs. 1 2 3 4

You focus on controlling costs through controlling
business processes and activities rather than expenditure. 1 2 3 4

You seek to minimise the unnecessary consumption of
resources by reducing non value adding activities and
streamlining secondary activities. 1 2 3 4

Never Sometimes Usually Always
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3.3 Please answer the series of questions in the table below by circling the appropriate responses.

Questions:  Monitoring Rating Scale

You analyse expenditure and volume variances for
 your area of responsibility. 1 2 3 4

You monitor budgets, utilisation rates and ratios
for your area of responsibility on a monthly and
annual basis. 1 2 3 4

You monitor budgets, utilisation rates and ratios for
your area of responsibility on an exception basis. 1 2 3 4

You have analysed significant accounts and key
transactions to ensure they are reasonable and
accurate. 1  2 3 4

Never Sometimes Usually Always

3.4 Please indicate the financial reports you receive and rate their relevance to assisting you fulfil
management responsibilities by circling the appropriate response.   If you do not receive the
information please circle NR as well as rating the report�s relevance.

Reports Relevance

Expenditure against budget 1 2 3 4 NR

Cost of Services 1 2 3 4 NR

Cash flow 1 2 3 4 NR

Key performance indicators 1 2 3 4 NR

Operating statement 1 2 3 4 NR

Balance Sheet 1 2 3 4 NR

Asset Register 1 2 3 4 NR

Resource utilisation 1 2 3 4 NR

Other (specify) 1 2 3 4 NR

Irrelevant Limited Relevant Essential Not

Relevance Received
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2. Model management
reports

2. Model management
reports

Example Agency Board of management Reports

for the period ended 30 September 1999

Executive Summary

Agency Output Performance

Agency Operating Statement

Agency Operating Statement - Summary by State/Division

Statement of Assets and Liabilities

Capital Expenditure Report
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Example Agency

Board of Management Reports

for the period ended 30 September 1999

(example only based on a public hospital)

Business plan status

➔➔➔➔➔ overall patient satisfaction improving

➔➔➔➔➔ waiting times decreased  with early opening of new day surgery development

➔➔➔➔➔ health outcome indicators available for 5 MDCs

➔➔➔➔➔ activity and financial indicators on target, day only exceeded

➔➔➔➔➔ accreditation achieved for district hospital

A gency financials

➔➔➔➔➔ YTD surplus in line with budget

➔➔➔➔➔ paid staff by FTE in line with budget with adjustments to reflect reduction in National

Transplant Funding

➔➔➔➔➔ weighted case mix cost for top 20 ANDRGs down in line with productivity saving targets

State/Division/BU  Summaries

➔➔➔➔➔ strategies to maintain cost performance despite increasing activity identified

➔➔➔➔➔ centralisation of f inance and administration in line with plan

Investments

➔➔➔➔➔ day surgery commissioned 3 months ahead of plan

➔➔➔➔➔ other capital expenditure program ahead of schedule and overall expected to be within

budget

Major Projects

➔➔➔➔➔ year 2000 project behind schedule - full impact expected to be assessed by December,

current estimate to rectify $13m

➔➔➔➔➔ ORACLE implementation almost complete - ahead of schedule and on budget

Compliance

➔➔➔➔➔ dispute with private collocated operator resolved at no cost

➔➔➔➔➔ $1.6m negligence claim expected to be settled out of court within the next two weeks
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Example Agency

Performance by output - Whole Agency

for the period ended 30 September 1999

Year to date

Actual Budget Variance % Comment

Output 1
Quantity 10 12 -16.7 ✗✗✗✗✗ 1
Time (%) 90 95 -5.3 ↔
Quality/No. of Errors 1 0
Unit Cost 24 19.2 ✗✗✗✗✗
Output Cost ($�000) 240 230 4.3 ↔
Output Revenue ($�000) 210 230

Output 2
Quantity 25 50 -50.0 ✗✗✗✗✗ 2
Time (%) 100 98 2.0 ↔
Quality/No. of Errors 15 20 -25.0 ✗✗✗✗✗
Unit Cost 5.0 4.0
Output Cost ($�000) 193 198 -2.5 ↔
Output Revenue ($�000) 125 145 ✗✗✗✗✗

Output 3
Quantity 15 15 0.0 ↔
Time (%) 100 100 0.0 ↔
Quality/No. of Errors 1 2 -50.0 ↔
Unit Cost 9.8 10.0
Output Cost ($�000) 147 150 -2.0
Output Revenue ($�000) 160 160

Total Output Cost 580 578

Total Output Revenue 495 535

Operating Result (85) (43)

Comments

1. Output 1 results have been due to factor x.  The process has been reviewed and improvements will yield
efficiencies from October 1998.

2. Poor results for output 2 due to loss of contracts to a private sector competitor.  These results will be
reversed later in the year with the renegotiation of a number of contracts and outsourcing results of certain
areas.

Legend
Favourable ✓✓✓✓✓
Unfavourable ✗✗✗✗✗
Negligible variance ↔
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Example Agency

Operating Statement - Whole Agency

for the period ended 30 September 1999

Year to date Full Year

Actual Budget Variance Comment Forecast Budget
$�000 $�000 %  $�000 $�000

Expenses

Employees 225 265 15.1 ✓✓✓✓✓ 1 550 600

Suppliers 185 195 5.1 ✓✓✓✓✓ 360 400
Depreciation and

amortisation 75 75 0.0 ↔ 200 200

Interest 35 33 -6.1 ✗✗✗✗✗ 60 50

Net loss from sale of assets 60 50 -20 ✗✗✗✗✗ 2 60 50
Total Expenses 580 618 6.1 1,230 1,300

Revenue from
independent sources

Sale of goods & services 180 210 -14.3 ✗✗✗✗✗ 3 430 450

Other revenue 55 65 -15.4 ✗✗✗✗✗ 100 100
Total revenue from
independent sources 235 275 -14.5 530 550

Net cost of services 345 343 -0.6 700 700

% Cost recovery 40.5% 44.5% 43.1% 42.3%

Revenues from
Government

Appropriations 260 260 0.0 ✓✓✓✓✓ 680 700

Operating result -
surplus/(deficit) -85 -43 97.7 4 -20 -50

Key Financial Performance Indicators
Employee cost %
Total Expenses 38.8% 42.9% 44.7% 46.2%

Ratio of external revenue
to appropriations 90.4% 105.8% 77.9% 78.6%

Legend
Favourable ✓✓✓✓✓
Unfavourable ✗✗✗✗✗
Negligible variance ↔

Comments
1. Favourable performance due to staff cuts
2. Large loss on building sales due to depressed market
3. Sales of goods and services below budget due to private sector

competitor entering market.
4. Overall result poor but revised budget forecast appears to recover situation in

balance of the year.
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Example Agency

Operating Performance - Whole of Agency

for the period ended 30 September 1999

Expenses - Year to Date

Employees Suppliers Depreciation Interest Net loss from

& amortisation sales of assets
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Example Agency

Operating Statement - Summary by State/Division

for the period ended 30 September 1999

Year to date Full Year

Actual Budget Variance Comment Forecast Budget
$�000 $�000 % Actual $�000 $�000

Operating result -
surplus/deficit

NSW 5 15 -66.7 ✗✗✗✗✗ 1 10 10

Victoria 10 (10) -200.0 ✗✗✗✗✗ 15 10

Queensland (30) (25) 20.0 ↔ (15) (15)

Western Australia (30) (10) 200.0 ✓✓✓✓✓ 2 10 15

National Office (40) (13) 207.0 ✓✓✓✓✓ 3 (40) (20)
Total Agency
Operating Result (85) (43) 97.7 (20) -

Legend
Favourable ✓✓✓✓✓
Unfavourable ✗✗✗✗✗
Negligible variance ↔

Comments
1. NSW - poor results compared to budget due to decreased revenue as a result of competition from private

sector.  With the launch of our new advertising campaign, this situation should be reversed in later months
thereby leaving the forecast in line with original budget.

2. WA - poor result due to the loss of income from YYY.
3. National - unfavourable performance due to blow out in corporate services costs.
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Example Agency

Statement of Assets and Libilities

as at 30 September 1999

30 September 1999 30 June 2000

Actual Budget Variance Comment Forecast Budget
$�000 $�000 % $�000 $�000

Current Assets

Cash 200 180 11.1 ✓✓✓✓✓ 230 220

Receivables 300 320 -6.3 ✗✗✗✗✗ 320 350

Other current assets 50 60 -16. ✗✗✗✗✗ 1 60 30

Total current assets 550 560 -1.8 610 600
Non-current assets

Land and buildings 200 200 0.0 ↔ 200 200

and equipment 200 220 -9.1 ✗✗✗✗✗ 220 220

Other 100 75 33.3 ✓✓✓✓✓ 60 50

Total non-current assets 500 495 1.0 480 470

Total assets 1050 1055 -0.5 1090 1070
Current liabilities

Employees 120 100 20.0 2 100 150

Suppliers and other 210 235 -10.6 ✓✓✓✓✓ 235 145

Total current liabilities 330 335 -1.5 335 295
Non-Current liabilities

Debt 80 75 6.7 3

Leases 25 25 -0.0 ↔
Other 75 60 25.0 ✗✗✗✗✗

Total non-current liabilities 180 160 12.5 150 150
Total liabilities 510 495 3.0 485 445

Net assets 540 560 -3.6 605 625

Equity

Accumulated results 530 550 -3.6 ↔ 680 700

Reserves 10 10 0.0 605 625

Total Equity 540 560 -3.6 605 625

Key Financial Ratios

Working capital 152% 149% 164% 193%
Debt to total assets 8% 7% 0% 0%
Employee benefits per
person ($�000) 30 25

Legend
Favourable ✓✓✓✓✓
Unfavourable ✗✗✗✗✗
Negligible variance ↔

Comments
1. Short term investments redeemed to provide needed cash
2. Employee entitlements have increased due to changes in superannuation rules
3. Additional borrowings were sought to cover unexpected increase in cost of our FMIS.

Infrastructure, plant
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Example Agency

Capital Expenditure - Whole Agency

for the period ended 30 September 1999

Year to Date Full Year

Actual Budget Variance Comment Forecast Budget
$�000 $�000 % $�000 $�000

Communications

New PABX for National Office 50 40 -25.0 ✗✗✗✗✗ 1 200 150

WAN Upgrade 20 10 -100.0 ✗✗✗✗✗ 2 85 60

Buildings 20 20 0.0 ↔ 0 0

Other Plant & Equipment 15 20 0.25 ✓✓✓✓✓ 3 70 40

Total capital Expenditure 105 90 -17.0 355 250

Legend
Favourable ✓✓✓✓✓
Unfavourable ✗✗✗✗✗
Negligible variance ↔

Comments
1. New PABX is currently over budget due to time delays.  Forecasts are also expected to be over budget.
2. The purchase of the WAN has been brought forward and as such is over budget for the year to date.

The forecast is also expected to be higher than initially budgeted.
3. Other plant and equipment has been purchased at a price below that expected.

Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May Jun

98 98 98 98 98 98 99 99 99 99 99 99
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