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BLOCK 1 BASIC CONCEPTS

Every organisation has certain objectives and goals. How well these objectives and
goals are accomplished depends on how welt the individuals in groups (units or
departiments) at various levels in the organisation have performed their tasks.
Management Control attempts to bring about this integration and is thus vital for.the
success of any orpanised human endeavour. The subject of management control draws
upon other subjects like Economics, Management Accounting, Management Science,
and Behavicural Sciences. .

In this introductory block we introduce you to the basic cancepts of management
control and manapement control systems. This block has two unifs.

Unit I gives an introduction of the managentcnt control systems. It begins by
discussing the general concept of control and then gocs on to differentiate
management control from some other relared concepts viz., strategic planning and
opcrational control. The characieristics of management control systems and the
general considerations in designing them are explained. Towards the end, the

relationship between management control system and responsibility accounting, and .

the place of informal management control in an organisation are discussed.

Unit 2 deals with the concepl of responsibility centres. The Iatter emerge as a result
of delcgation of autherity and assignment of responsibility Lo the units of the
organisation. The various patterns of dclegation which give rise to responsibility
centres are explained with suitable diageams, The creation of responsibilily centres
often requires appropriate modifications in the organisational structure, and the
accounting and evaluation systems. These and the various types of responsibility
centres arc explained. The cstablishment of the responsibility centres within the
organisalion requires carcful planning; the major steps involved in this process are
described. Finally, some basic isswes concerned with the evaluation of the
performance of responsibility centres and the concepl of responsibility accounting are
discussed. o







UNIT1 MANAGEMENT CONTROL

SYSTEMS : AN INTRODUCTION

Ohjectives

The objectives_of this unit are :

* to familiarise you with rahagement control systems in general

® to ¢xplain the various concepts of control

# to contrast management control with stratégic planning and other control concepts

¢ to discuss the characteristics of and gencral considerations in designing and
implementing management control systems
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1.1 INTRODUCTION

In this unit, we will acquaint you with the theoretical framework of Management
Control Systems (MCS). The main focus of this units is to acquaint you with the
systend or say, structure and processes by which top mandgement can contro] the

performance of various managers in the organisation. In order to provide you some -

general ideas aboul management control systems, we shall first explain the concepts
of control, organisational control and management control, With a view o facilitate
your understanding about the nature of management conirol, we shall contrast
management control with strategic planning and control, operational control,
responsibilily accounting and informal management control. Before closing this unit

we shall also highlight the characteristics of formal management control systems and’

pinpeoint broad considerations in designing and implementating management conlrol
systems, in gencral, :

1.2 GENERAL CONCEPT OF CONT ‘%_ -

Control should be no new word 10 you at this slage. And as you mighl be aware,
control is a process of ensuring that the actual state or condition is in line with the
desired stale or condition. In other words. control aims to detect and correct
deviations in a system’s state in order to achieve the desired (standard) state. If you
recall varlance analysis for cost control {discussed in Block 3 of MS-4 - Accounting and
Fisance for Managers), you would remember that it involved seuing::he cost
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Coccrpls

standards, observing actual costs, determining and analysing the deviations or a

ciual

costs from standard costs, preparing variance report and initiating corrective action(s)
to avoid or at least, reduce the deviations. This is just one example of coatrol. In the

context of machine, man, or an organisation of men and machines; control has
comman ¢lements :

® One, a measuring device which detects the actual state of the variable under
control, sometimes called detector. )

e Two, an assessing device which, usually by comparing, show the difference or gap

four

between the octual state and the desiced state of variable under control, sometimes ;

called selector.

o Three, an altering or correcting device which carriec out the necessary alteration or
correction in the actual state of the variable to achieve the desired state, sometlime:

called effector.

® Besides these three elements namely, detector, selector and effector, the control
system also includes the mexns for communtcating information such as directives,

guidelines, feedback, etc., among these elements, These elements of control syster
are shown by a diagram in exhibit 1.1
m:.l:ﬂemdAmesm ;
> Delectsr | }
1dentity being ’ ] [ - Contro] )
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1.3 - ORGANISATIONAL CONTROL

* The oonéept of cnnt:rol system 6rigina:ed in the field of engineering but it has been

adapted to management in cowrse of time. In an organisational context also the

conlrol system has the same essential elements as those described above under

1.2

An organisation has a desired state which is specified in the form of its goals and
objectives. Information about the actual state of the organisation is compared with the
deired state, and if there is a signiﬁc'ant difference, zction is taken. Tanncnbaum

{1968) states that it is the function of control to bring about conformance to
organisalional réquirements and achievement of the ultimate purposes of the
organisation.

It should not, however, be difficult to apprecate that the control process in an

organisation is much more complicated than the control process in simple situations

such as thermostat control of a furnace or control of body temperature in most

- mammals orcontrol of an automobile by its driver. In an organisation, control

involves a variety of functions such as : -

L plnnnlné what the organisation should do,

® coordinating the activities of several parts of the organisation,




8 generating performance informatinn,
-# evaluatlng information and, decldirig what action, if any, shonld be taken
@ Influencing people to change their behaviour, and

® processing and communicating information that is usett in the other functions.

Anthony and Dearden (1977) state that there are many types of control functions in
an organisation, and they differ in important ways, Also, there are several types of
planning, some of which are closely related 1o control and others not so closely
related. These planning and control activities could be classified into three categories
viz., strategic planning, management control, and operational control. Based on their
assertion that planning and control are “two sides of the same coin”. Lorange, Morten
and Ghoshal (1986), define the spectnm of organisational planning and control s a
three-tier construction comprising strategic planning and control, tactical planning
and control and operational planning and control as depicted in Exhibit 1.2,

Exhibit 1.2 : Organlsations! Planning &nd Control Spectrum

Strategic Strategic
Planning € » Control

i ]

Tactical Tactical
Planning X" . Conot

Operational - - Opecratiopal
Planning ¢ ? Control

In 2 way the three tiers of organisationalplanning and control depicted in Exhibit 1.2
correspond to the three Jevels of management popularly known as lop management,
middle managememt e :d lower management in the context of a privaic scclor
organisation. It is pentincnt to note that in the casc of public enterprises the spectrum

of management decisions, must go beyond the traditional cnlerprise conlour and-

incorporate one mare managerial hierarchy, namely, government decision makers.
Another thing which clearly cmerges from Exhibit 1.2 is the linkage within and
between organisational planning and control systems across the spectrum  of
management decisions. No doubt, thesc processes cannot be scparated into mutually
exclusive sets, but in the interest of clear undesstanding of the boundary of
management centrol systems, we shall atiempt to delincate and discuss these issues
one by one.

1.4 MANAGEMENT CONTROL

A generally accepted definition of management control, given by Anthony and
Dearden (1977), reads as follows :

Management control is the process by which managers assure thai the resources

are obtained and used cfficiently and effectively in the accomplishment of the
organisaiion's goals. :
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-Taking an expanded view of this, definitian :wwermp piapoiat. imporant features of

management control as follows :

® Management control is a process or et of Actionsisuch as programming, budgeting

accounting, analysing, monitoring, cvabtating and reporting the pcrformancc of
ndividual’ hcads of sub-divisions or vnils inAaorganisation.

o Managemcnt control is excrcised by-uhé taordinatingagency which, in a private

.sector enterprise, is the top- managemenhiand.iin: case of .public’ sector, the
government decision makers.

® Management control is focused on-controlling-the . performance of individual
managers rather than the orgamsahon as a wholeh. .

. Manngement conlml is intended to aid the achlevcmcnt of orgamsat:onal goa[s

¢ Management comrol is- coneerned’ both with-the efficiency and effectiv

* performance. Efficiency, in s:mpl.. words, is the amount of output per uhi;
and effectiveness is the ratio of actual Oulpul to the intended or largel
‘Stated differently, an efficient manager is one who docs whatever he does .
lowest consumption of resources and effcctive he is if only he or she make's an
adequale contribution to the accomphshmént ol goals of the organisation.

Ac_llvlly 1

a) .List three basic elements of a control device.

¢) ... What in your opinion should be the objcctive of management control in a servic
organisation? :

1.5 MANAGEMENT CONTROL AND STRATEGIC
" PLANNING AND CONTROL

In order to further appreciate the nature of munagement control, we shall now
déscribe strategic planning and control and contrast it with management control.
Strategic planning has been defined as the process of identifying the goals of the
organisation and formulating broad strategies 10 attain thesc gouls. Stratcgic planning
is thus a process concerned with the formulaiion of long range, stralegic, policy type
plans that determine (and might change) the character or direction of the
brganisation. Obviously, it means cvolving the physical, financial and organisational
framework within which operations arc carried on. Lorange et al. (1986) defined
strategic planning and conirol as the processes by which managers cnsure firm’s (long ’
term adaptation) to its environment, and deal primarily with setting basic stratcgic
‘directions within the environmental contexts. Strategic control, specifically, has been
defined as the process by which management verifies and cvatuates the correctness of
the underlying assumptions of its strategic-plan.

A e e
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A quick comparisort between strategic planning and control, and management contro]

at this stage would readily throw up the following points of distinction :. *

& Strategic planning focuseson a single aspect of the corpqrate life at n time whercas

management control focuses on all the operations of different sub-divisions or l.vgniur‘-

of ‘an organisation. The acquisition and dipositlon of major facilities, creation
of divisions or subsidiaries, research and development of new products, and sources

of new permanent capitat belong to the domain of strategic planning. The focus §f

~management control extends to the total operations of divisions, plants, ete.

© The domain of strategic planning comprises unstructured or unprogrammed
decisions whereas management contro] is predominantly thythmic and regular.

e The nature of informatien required for strategic planning tends to be tai]b;r-rqnde
for the problem, largely external, futuristic and less accurate whereas management
control requires integrated, largely internal. historical and acrurate jnforifation,

® Strategic planning often uses techniques like SWOT analysis (strength,

- weaknesses, opportunities and threats analysis) whereas management contro] relies
on budgeting, -

‘s Strategic planning is a creative and analytical activity whereas management control
is largely admiristrative and persuasive in nature. : -

¢ The time frame of strategic plans tends to be long say beyond one year whereas the
management contro] operates by an year, quarter or even smaller time frames.

¢ The appraisal of strategic plan is extremely difficult compared to management
control which is relatively easy to evaluate. . :

1.6 MANAGEMENT CONTROL AND.OPERATIONAL .
" . CONTROL | - L

Operational control is yet another category of control which operates in organisations.
In simple words, it ensures that the specific operations or tasks are carried, out . '
efficiently and elfectively. Some of the ways in which management control differs
from operational control are highlighted hereunder :

* Management control focuses on all the operations of a sub-division or unit of an
organisation whereas the foeus of operational control is limited to a single task or
transaction. Examples of activities for which management control is applicable are
the total operations of most manufacturing plans, marketing function and the work
of staff units of al} types. Examples of tasks susceptible to operational control are -
the dircet production operations of most manufacturing plants, production
scheduling, inventery control, the order taking type of selling activity, and order
processing, premium billing, pay-roil accounting and cheque handling.

® The domain of operationat control involyes little judpment and greater refiance on
rules whereas in-management control there is greater degree of judgment and
subjective decision making, ’

® The information necded for operational contro! is often tailor-made to the . -
operation, noa-financial, precise and in real time whereas management control
often uses intcgratcd; financial, futuristic and historical inforrmation, even
approximations sometime. T

¢ The time horizon of operational [:;Ianning and control tends to be day-to-day
whecreas management control works with weekly, monthly or yearly time frames.

e The techniques of Operations Research {OR) find wide applications in the area of
operational control as the acrivities are programmable but management control has
to work with diverse information generated through Management Information
System (MIS) and Decision Support System (DSS). -

me&nms:
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Activity 2

a) List four points of distinction between management control and strategic planning.

b)

List four points of distinction between management control and operational
control, :

1.7 CHARACTERISTICS OF MANAGEMENT

CONTROL SYSTEMS

We may now pinpoint the principal characteristics of management control systems as
“follows' ™ ’ .

It embraces the entire operations of an orgénisélion but takes, a segmental insfead
of a holis§c view. .

It focuses on programmes and responsibility centres. Programmes are the principal
activities of an organisation and responsibility centres means sub-divisions or
sepments or units of an organisation headed by responsible managers.

1t is usually built around financial responsibility, say, for cost, revenue, profit and
investrment, but uses non-financial measures based on key or critical variables as
well. The principal-types of financial responsibility are classified as standard cost
centres, discretionary cost centres, revenue centres, profit centres and investment
centres. Standard cost centres can be exemplificd by foremen in a factory whose
responsibility is spedified in standard quantities of direct labour and material
required for each unit of output. He is also usually responsible for a flexiblé
overhead expense budget, and his objective is to minimise the variance between the
standard/budgeted cost and actual cost. Discretionary cost centres include most
administrative departments viz. accounting department, legal department, labour
relations department, factory office, corporate office. There is no practical way Lo
establish input-output relationship in an engineering sense for these departments.
The management, therefore, makes use of their best judgment {discretion), to set
up cost budget for these departments. Revenue centres can be best illustrated by
the sales departments whose managers donot have authority to lower price but are
judged by the salcs revenue. Profit centres are units such as a product division,
where the manager is responsible for maximising the profiti.e. revenue minus cost.
Investment centres are units where the manager is responsible for maximising the
profitability i.e. profits in relation to the magnitude of investment ecmployed.

The process of management control invariably COMPTiScs Programming, .
budgeting, accounting and evaluating the performance of individual managers.
Programming is the process of selecting Lhe principal activities to be undertaken,
normally in the course of the ensuing year. Budgeting is a process of expressing the
annual operational plan in monetary terms viz. cost, revenue, profit etc.
Accounting includes recording, analysing and reporting the actual performance.
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Evaluating involves comparing actual performance with the budgeted performance ) Masspemest Control Sysieds:
and issuing directives or guidelines to correct the deviations, if any, observed A Lotrodectie
between the actual and budgeted performance. . ’ e

Managemeni control is regular, not occasional and tends to be a rhythmic activity.
Itfollows a definite pattern and time table, month after month and year alter year.

Activity 3

a) Decline ‘responsibility centre®,

ad. -~
b) Name four phases of formal m'anagcrnent conirol process,
—a
....................................... 1

¢) Define and give one example of each of the following :

i) Standard Cost Centre

......................................................................................................
......................................................................................................

1.8 DESIGNING MANAGEMENT CONTROL SYSTEM :
GENERAL CONSIDERATIONS -

An effective management control is needed by every organisation. Bul how 1o create
it? Or, what are the prercquisites of an effective management control system? These
are questions of considerable interest and significance and have been the subject of -
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ceaseless debates. It is not that we intend to provide you cut and dried answers 10

" these either. Here, we attemipt to highlight some broad considerations which should

be bome in mind while designing and implementing a management control system in
any organisation. . . :

Top Management-Responsibillty : The respoo-itility for the design and © -
implementation of a management control system rests j nesca,. ~Sly with the top
management or say the coordinating unit. The reason is simple. It is the top

- management that decides the goals, objectives, strategy and structure of an

organisation which indeed serve as the boundary constaints for management control
system. Financial controller often provides critical assistance in designing
management contro} systém in an organisation.

Organization Specific : It must be remembered that management contrel system tends
to be highly situational and organisation specific. The designer of management cor '
system must therefore clearly understand the relevant external and internal
environment of an organisation. He must fully understand the nature of business
whether it is manufacturing, service, profit-oricnted, non-profit, private or social
project, and its size, scale, technology and diversity, of operations, etc. Indeed, each
organisation would have its peculiar cnvironments and management control systems

. must seek specific fit to these.

Goal Congruence ; Efficient and effective accomplishment of the goals of the
organisation is the aim of all management processes. Management control system is
no exception. Each responsibility centre in the organisation must then strive to put up
best performance but not at the cost of overall performance. The overriding
consideration in designing and implementing a management control system should be
individual good consistent with sum total goed.

.hhﬁngemen,‘. Motivation : A préthuisiic for goal congruence in an organisation lies

in the acceplance of the goals and subgoals of the organisation by its unit managers
and adequate effort and motivation on their part to achieve them, Thus, motivation
of managers descrve special consideration in designing and implementing a
management control system. '

Fairness or ObJectlvity : It is sometimes said that managerial effort and motivation,
among other things, depend largely on the degree of fairness, or objectivity built into
the performance measurement and evaluation. Experience shows that peaple resent
evaluation which they consider unfair or subjective or vague rather than evaluation
per se. Thus, reasonably objective measures of performance shouid merit special
attention of the management control system designers.

1.9 MANAGEMENT CONTROL SYSTEM AND
RESPONSIBILITY ACCOUNTING

Responsibility accounting is a system of accounting that recognises various
responsibility centres throughout the orgarisation and reflects the plans and actions
of each of these centres-by assigning particular revenues and costs to them.
Responsibility accounting thus forms a vital componcil of management control systein
in any organisation. We had observed under 1.7 above that management-control
system comprises programming, budgelting, accounting and evaluating the
performance of individual managers in an organisation in order 1o ensure the
achievement of organisational objectives efficiently and cffectively. The responsibility
accounting, on the other hand, has a limited purpose ol accounting for the particular
revenues and coits assigned o the pertinent responsibilily centres, Management
control system is guided by ‘controllability principle’, i.e. the responsibility of a unit
head is commensurate with the degree of control or influence or decision making
power he or she wields, while the responsibility accounting is guided by information
principle i.e. locatirf§ the individual in the organisation who is in the best pesition to




exploin why a spedific outcome occurred, Thug, in many circumstances, the degree ot
i, manager’s control or influchce over the outcome may be minimal, but .
responsibility accounting may still be applied. To take an cxample, the price of a
commodity may be beyond the influence of the purchasing manager within an- .
organisation, yet he, being in the best position to explain the price, may be treated as
a responsibility centre to generate pertinent information as part of responsibility
accounting. Under managément control system a person having influence on the .
quantityconsumed in his organisation would be treated as a responsibility contre with
a budget based on standard quantity and standard pricc. We thus'see that while -
management control system is ‘influence’ dricnted, the responsibility accounting is.
‘information’ oriented. But ‘information’ being so vital to managernent control, in
practice, management control system and responsibility accounting tend to get
interchangeably used. :

1.10 INFORMAL MANAGEMENT CONTROL

Besides the formal management control system which has been the focus of our
discussion so far, much of the management control inyolves informal communication
and interactions, Informal management control occurs through meetings,
conversation, site visits, etc. Structure mectings with unstructured agenda which
means that the time and venue of the meeting is fixed, say every Monday at11.00 a.m
in the chicf's office, but not the agenda—the malters to be considered and decided,
has been a common mode of coritrol in professional groups, research teams, university”
schools and banks. Staff retreat and informal dinner also serve in a limited way the
purposes of management control. Indeed, the role of informal management contro] .

has been considered so critical that managements like to keep ‘loyal employees’ who .

are esscntially ‘informers’, in key positions. In a Marwari organisation, the finance -

man is invariably from the family/caste/village. Informal control is not visible in'the -

form of responsibility centres, programmes, budgets and repont, yet it exerts strong
pressure. Informal management control is not amenable to systemalic description but
it does operate in every organisation whether it have a formal management control
system or not. ’

-Ar:liv_i:y 4

) List five considerations which commonly influence the design and implementeation
of management control system in any organisation.

3) Which of the following types of management control system is followed in vour
organisation? : )

1)  Formal ] { )
ii) Informal ] |
. iit) Both, Formal and informal { ]

Activity 5

The following 2re the extracts from the speech delivered by Mr. Ram Parkash at the
National Management Institute, Regional Manager (East) of the National Airline.

"The Mational Airline was formed in 1948 with its headquaners at Bombay: Over

L ]
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the last four decades, its operations have cxpanded marifold. ‘Today it operates on 3¥
differenl routes and employs a workflorce of over 18000..."

“In order to provide prompt and high quality service, we have adopted a decernitralised
structure. Besides headquarters at Bombay, we have ¢ight regional offices and ninety
six district sales offices in the country and abroad..."”

“Ip order to achieve high level motivation among managers, regional and district sales
offices are treated as profit centres. And in order to ensure effective control we have,
among others, the following.

i) Ten y'car. Corpbrate plan

ii) Five ycar fleet Modemisation plan

iii) Memorandum of inderstanding (MOU) signed with the Ministry of Civil
Aviation for 3 yéars , '

iv) Annual and Quarterly Budgets — Region-wise

v) Annual and Quarterly Budgets — District-wise

vi) Variance Reports — Annual and Quarterly :

vii) Airport Duty Officer’s monthly conference with the Executive Director

viii) Internal Audit - :

ix) External Andit

~x) CAG's Audit

xi) Daily statement of seats sold (sent to'the Regional Manager)

xii) Daily flight schedule

xiii) Daily catering schedule

xiv) Daily Aircraft checking schedule

xv) Passcnger Fecdback (unsolicited) ...." -

Which of the cortrol acﬁiritic:v. of the National Airline ,- as statt.;.d above, would you
classify as : o

a) Strategic Planning and-Contro} activitics :

b) Management Planning and Control activitics :
¢) Operauonal Planning and Contrel aclivities :

'.......................................................................................4.......

d) Oli{cr’s D

1.11  SUMMARY

This unit discussed Lhe concept and nature of management control vis-a-vis other
‘forms of organisational control viz. strategic planning and control, and operational

control, 1t also-points out that management control system and responsibility
accounting though sometimes used interchangeably, do differ in texms of their focus.
Further, besides highlighting the principal characteristics of formal management
control system, this unit also explained the theotctical framework of management

_control system. It stated that, in general, management control systcm compriscs a

structure of financial responsibility centres viz. standard cost centre, discretionary cost
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centre, revenue cealre, profit centre, investment centre, and a process of
programming, budgeting, accounting and evaluation of responsibility centres’
performance. Broad considerafiof viz. goal congruence, managerial motivation,
objective performance measure, among others. should be borne in mind by the
designers of management control system in any erganisation. The unit concludes with
a description of the nature of the omnipresent informal management controls.

1.12 KEY WORDS

Director ;: The device thal detects, observes and measures thE aclivities or
phenomenon beimg controlled.
Goal Congruence : Harmony between or matching af goals of the individual and the

goals of the organisation, or goals ot apart of an organisition and goals of the total -

organisation.

Effector : A device that modifies or effects changes in' the performance.
Mansagemenl Control i A process of control by which a management attempis to carry
out its strategies by motivating peopic to perform their activities and making nceessary
correelions. . .

Operational Control : A type of conlrol which ensures that specific operations or tasks

are carried out efficiently. It reguires certain technigues and methods for various tasks.

Responsibllity : A sysiem of accounting which recognises various responsibility centres
within the organisation, ’

Accounling : Depending upon the goals, a responsibility centre may be a cost centre,

a revenue centre, a profit centre or an investment centre.

Selector : A device that assesses or cvaluates the performance of an aclivity in relation
to a pre-detcrmined standard and identifies déviations.

Strategic Planning : The process of developing strategies and policies for the
organisation so that the organisation and its parts function as a unified whole,

1.13 SELF-ASSESSMENT QUESTIONS

1} ““Management control is just one of the various types of organisational control™.
Comment. '

2) Distinguish between formal and informal management control and pinpoint the
characteristics of formal management control system,

3) **The ultimate purpose of management ¢ontrol is 1o achicve goal congruence™,
Comment.

4) *'An objective measurc of performunce is the prerequisite for elfective
managemeni contral in any organisation”. Comment.

5) Whalt are the important considerations which influence the design and
implementation of management control sysiem in a public enterpaise?
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UNIT 2 RESPONSIBILITY CENTRES

Objectives
After you have studied this unit, you should be uble to:

»-understand and explain the concept of responsibility centres in the coptext of an
organisation
® should be able to mlegral.c the arganisation structure and rcs-pons:bxhty ccnlrcs

¢ identify the major problem areas to be tackted for the successful intfoduction of
responsibilily centres

® understand the basic requirements for the design of a simple system for th
evaluation of responsibility centres.

Structure

2.1 Introduction

2.2 Delegation and Responsibility Centres

2.3 The Concept of Responsibility Centres

2.4 Organisation Structure and Respoansibility Centres
2.5 Types of Responsibility Centres

2.6 Establishing Responsibility Centres

2.7 Performance Evaluation of Responsibility Centres
2.8 The Concept of Responsibility Accounting

2.9 Summary

2.10 Key Words

2.11 Self-assessment Questions

2.12 Further Readings

2.1 _INTRODUCTION

An organisation is meant for achieving certain predefined objectives. In a small

organisaticn all decisions required for achieving these objeclives can be made by one

person. However, when the organisation grows ana Recomes more complex, it may.
be impossible for one person to make afl the decisions. Consequently, achievernent &f
these objectives is a complex task to be carried out by different segments of the
organisation manned by different people. That is to say decision making is delegated
to managers by giving them authority over a segment of the organisation’s operations.
One of the imporant implications of this delegation of authority is that the managers
to whom the authority is delegated are held responsible for the consequences of their
decision making. It is achieved by assigning authority and responsibility to accomplish
defined parts of a total task of different segmental heads of the organisation. In the
context of larger organisations, the delegation concept has been found to be very
useful. The concépt of delegation of authority and responsibility usually presupposes
a degree of accountability. This means assignment of specific authority and
responsibility to different levels of the organisation and evaluation of persons in
charge of each level on the basis of achievement. Any such level constilutes a centre

ol responsibility. Thisinturn requires the establishment of necessary reporling system
to enable the managemeni to assess Lthe performance. A system of accounting and
reporting by respensibility is necéssitated. Thus, intreduction of responsibility centres
requires the establishment of a system of accumulation, absorption and allocation of
costs to identifiable responsibility centres.




2.2 DELEGATION AND RESPONSIBILITY CENTRES

One of the first steps required in implementing the cancept of responsibility centres
is to have a clear understanding of the strategy te be followed by the company. It is
not possible for all the organisations to follow a given formula in tersns of restructuring
their organisation for this purpose,

Authority for making decisions and the associated responsibility can be delegated in
numerous ways. Responsibility centres in an organisation have to be coterminous with
the patterns of delegation to be followed in the organisation. Most commonly used
forms of delegation are based on major business functions, product lines or
geographical regions of operation of the company,

Patterns of Delegation

There are different ways in which authority and responsibility can be delegated in an
organisation. This in most cases will be determired by the nature and complexity of
the organisation, environmental factors, nature of business'and above all the
philosophy of the management. [n practice, companies identify one of these as the k&y
factor in their situation for the purpose of designing delegation. Thus, we have - e
businesses.where the delegation is based on the functional responsibis. - ., sucn as
production, marketing and finance. In some other cases differ~  uroduct lines
geographical location of the busiress may be considered wie key factors.

Functional Delegzation

In many organisations authority and responsibility isdelegated on the functional basis
of preduction, marketing and finance. One individual will be given the decision
making authority and the responsibility for all the production activities, another for
all the marketing activities and yet another for all finance activitics. This pattern of
delegation is illustrated in Exhibit 2.1

Exhibit 2.1 : Fonctional Orpanlsallon

Chicl Executive Oilicer

Production . Markeling Finance

Product Lines

Some organisations delegate authority based on product lines of the company. A
single manager will be responsible for the different fanctions of production, marketing
and finance for the panicular product linc. This type of delegation is followed normally

- by companics who choose to organise themselves into strategic business groups. These
product line managers may in turn delcgate their, deéision making authority and
responsibility to various subordinate functional managers, namely, production .
manager, marketing manager and finance marager. Exhibil 2.2 illustraies delegation
based on product lings.
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Exhubli 2.2 ¢ Product Lins Grganisatlen

f Chlef Execulive Officer ]

Product Y '

The patiern of délegation fotlowed by dilferent companies will be determined more
by the philosophy and leadership style followed by the top management. Apart from
management style and philosephy the complexity of operations of the organisation is
another important factor. In most cases when organisations become mulli-technolegy,

the sheer need for specialised knowledge compels delegation.

i
A
Production i
s
|
I
Finance
Geographlcal Regions :
Oceographical delegation of authority and responsibility is normally resorted to for the .
simple reason that customs and characteristics of the people; market and the business i
environment may vary considerably from area to area, This is even morc so in the case !
of multinational companies operating worldwide. It is a common practice to scgregate i
the organisations on the basis of domestic and foreign operations. In Tndia, it is a :
common practice for companics operating throughout the country to divide their
operations into four or more geographical regions of the country. Exhibit 2.3
illustrates patterns of delegation based on geographical division of the operations.
Exhiblt 2.3 ;: Geogruphlcal Organlsation
Chiel Executive Officer '
I :
[ l E
T Foreign Domestic
— Praduction — . Productiop
,_J : Eur‘oplcan Marketing — g:;il;;n Marketing )
- Asian Marketing . Eastern Marketing :
Region :
Finance

Li Finance |




/xnother major criterion for delegauon is ine economic conslderation. When the cost
or benefit arising out of wrong or right decisions is large then the devisions may

probably not be delegated. Hence, you wilt find most decisions involving leng term h

impact on the company and large ﬁna.ncial implications are seldom delegated..
However, most decisions involving day to day operations are delegated in mosk cases.

Aalviiy 1
Please anéwer by co nple:ing the blanks

a) Some of the key. factors considered by companies in delegating authontym the
organisatton are :

b} Funclional.delegation involves delegation of authority based on .............n.... .
S SO +..... of the busincss namely....co.......coveeinnoee
SRR | 1 I

Activily 2

Briefly answer the [ollowing questions ;

a) Why do firms delegate?

b) What factors usually determine delegation?

¢) Can you recall the common forms of delegatian?

d) How do the different forms of delcgation dif(er?

-
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2.3 . THE CONCEPT OF RESPONSIBILITY CENTRES

In today’s competitive business cnvironment large companics cannot survive withoue
effective control and management of the operations. This challenge is met by
recognising three key principles. First, Jdelegotion of responsibility for specific to

- successive lower levels of the organisation. Sccond, metivation of the level of

management to which a certain task has bzen delegated. And third, measurement of
the achievement of the specificd objectives. This amply demonstrates that the
responsibility accounting is nol a stand-alone-system. Instead it is an integral part of
the total management system. This brings forth the nced for its dircet linkage to the
organisation struciure, financial planning and measurement and reporling system,

The organisation structure followed in this framework is typically pyramidal. In this
_structure the lower levels of management report upwards to their superiors. This.
implies that the top management has delegated responsibility of achieving specific
objectives to the lower levels.

The objective of effective management control will not be cnsured merely by
introducing a system of accumulating and reporting information by segments of the
organisation. What is essential is proper division of authority and respensibility so as
1o aveoid gaps and overlapping. The concept of responsibility centres is, therelore, a
logical extension of the idea of delegation of responsibility and authority for effeclive
management contrel. To decide on the kind of responsibility centre needed, it is
necessary to determine the nalure and level of delegated authority and the cxpcctcd
achievement from the centre.

The key ooﬂsideration in determining the responsibility centre is its ability to control

- "cost or revenue. Thus, determining the question of controllability or otherwise of a

particular cost or revenue by a responsibility centre becomes the key consideration in
the system design. Even responsibility centre is normally evaluated on the basis of
predefined criteria of financial pcrfonnancc

Activity 3
' Please complete the blanks : -

"a) The challenge of competition and the nced for effective contro! and ﬁanagcmcn:
is met by firms by recognising three key principles. They ard’s

2.4 - ORGANISATION STRUCTURE AND
RESPONSIBILITY CENTRES

Introduction of responsibility centres presupposes appropriate modifications in the
exisling organisation so as to make it more responsive to the needs. In order to make
a responsibility centre mect the needs of a decentralised organisation the following

Ichange.s should be effected :

1 The responmbdjty for all the revepues and expenses must be assigned to identified
individuals in the organisation.

- -
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2 The accounting system should be medified so as to accurnulate and report revenues
and expenses on the lines of assigned responsibilities within the organisation.

3 Asystem of evaluation based on comparison of revenucs and expenses of different
responsibility centres with preassigned targets should be established,

The contemplated change in the organisation should not to be considered as a
isolated step but as an integrated change. Each of the steps will have a bearing on the
other and involves different people in the organisation. It must also be noted that the
responsibility structure should be on the lines of the organisation strecture. In the
absence of such integration any responsibility accounting system which may secm
sound in principle may not be effective in practice. This can be achieved by clear’
definition of responsibility at differcnt levels of the organisation irtespective of the
position descriptions. Such a redefinition of the organisation is an essential
precondition for the successful implementation of the responsibility centre system.

Another major problem faced in the implementation of responsibility centres l.ss in
the identification of the persons responsible for controlling diffcrent expenses. Many
expenses are controllable by different segments of the organisation. Expenses are also
controlled by different higher levels i the organisation. It is, therefore, necessary 1o
fix the controllability of expenses based on the degree of control to be exercised by
the diffesent levels. It is also necessary at times to reallocate expenses from one v
to the other. These practices may be dictated by practical expediency and it will be
necessary Lo scgregate responsibility reports into controllable ar- «t<ontrollable
elements,

As we have observed earlier. effective implementation of a system of responsibility

centres requires division of the entire organisation into responsibility centres. Each of
these centres is in charge of identified individuals and their responsibility is precisely
stated.

Activity 4

1) What are the cssential changes 10 be effected for a responsibility centre system to
meet the needs of a decentralised organisation?

b) Can you describe \he relationship between organisation structure and
‘responsibility centre?

2.5 TYPES OF RESPONSIBILITY CENTRES

As we discussed carlicr, a responsibility centre enables us only to measure a manager’s
financial performance. We should not jose sight of the fact that financial performance
is only one of the measures of performance of the manager. His performance also
depends on a host of other measures such as quality of output, morale of the labour
farce and his ability to motivate the team towards achieving corporate objectives.

Rerpomaibility Ceotren

2|
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Any business organisation is concerned with four major elements i.c. expenses,
revenue, profit (revenue-cxpenses) and investment. Even though these elements are
interrelated and have mutually interactive relationship, they are in practice controlled
individually. Thus, conceptually there are four subscts of a responsibility centre Ifthe
manager in charge of a responsibility centre has control over expenses, his sphere of
contro! can be termed an expense centre. 1{ a manager has control over revenue, that
area of responsibility can be termed a revenue centre. If 2 manager is responsible for
profits, by controfling both revenue and expenses, that responsibility area may be
referred to as a profit centre. Similarly if a manager controls investments, that area of
control can be called an investment centre. It is possible and logical that these
different responsibility centres are built up in a hierarchical structure.

Relationship between different Responsibility Centres

When the whole company is treated as a profit centre it may have one or more expense
responsibility centres. If a company has more than one profit centre, cach. profit
centre will Pave.om: or more expense responsibility centres, It may also have at
corporate expense responsibility centre to which all expenses, which are not incurred
specifically for a profit centze, may be charged. For example, general administration
expenses of corporate office may be charged to appropriate corporate expense
responsibility centre. '

Characteristics of a Responsibility Centre

- An'effective responsibility centre should have the following characteristics :

1 It s a clearly defined ségment of an organisation.

2 A designated individual is responsible for its performance; natnely, the output
produced by the segment as weli as inputs consumed by the segment.

3 The designated individual has the necessary authority o discharge the assigned
- responsibilities.

The usual formsof responsibility centres in different organisations vary widely, Tt can
be the entire company, business units, product divisions, sales branches, sales regions,
functional departments such as production, marketing, personnel and finance or their
subdivisions.

Iustration

Ibis Apparels is organised with clear delegation of responsibilities. The production
manager is responsible for all the activities relating to production. Similarly, the
marketing manager is responsible for all activities relating to the marketing of
products. Vice-President, Apparel Division is responsible fdr the profits of the
division. However, only the President is responsible for the investment decisions for.
the different divisions of the company.

The management contro! structure of Ibis Apparels is presented in Exhibit 2.4,

Exhibit 2.4 : Mansgement Coatrol Structnre of Iy Apparels

President
Vice-President Vice-Presidents
Apparel Division Otlher Division
Production Marketing
Manager- Manager-
Apparcls Apparels
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AS pr;.sentcd-irln Exhibit 2.4-the management control structure of Ibis Apparels is
structured into responsibility centres as follows .

President Investment Centre : Respansible for all invesiment decisions and
hence ta be evaluated on the basis of performance of Reun on
invesiment {ROT)

Vica-President Profit Centre : Responsible for all therevenucs and expenses of the

Apparels Divisien | division and hence responsiblo for the profts of the division.to )
be evaluated on Le beais of profit performance eitherin terms of
achievement of budgeted performanee or in terms Qf margin on sales,

Production Manager {Apparels} Expense Cenise : Responsible for production and hence responsible
{for all the expinses 10 be incurred for preduction; to be evaluated
on the basis of achievement of budgsted targets of production and
control of expences wilhin budgets and or a czrtain input-output

relationship.

Macketing Manager (Apparcls) Revenue Centre ; Responsible for all the revenues of the division;-
. tobe evaluated on the basis of achievement o 1he budgeted targets.

Activity 5

a) Try to draw the organisation chart of Ibis Apparels based on the above information
relating to responsibility centres. -

b) Can you identify the four major elements to be controlled in any organisation?

c) Can you describe different responsibility centres in terms of the major elemonts to

be controlled in any organisation?

el
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It should be noted that a responsibility tentre does not stand in isolation in the
organiation. For example, in the above illustration the performance of the
investment centre, that is, the Presidens, is intimately related to the performance of
the subordinate responsibility centre, namely, the profit centre (Vice-President :
Apparel Division). Similazly (he performance of the profit centre in tura is dependent
on the two subordinale responsibility centres, namely, the expense centre (Production i
Manager : Agpa.rcl) and revenue centre (Marketing Manager : Apparel). T

It should also be noted that the responsibility of the expense centre and profit centre
may be further delegated to subordinate responsibility centres. From the abave we
can visualise the hierarchy of responsibility centre in case of Tbis Apparels as
presented in Exhibit 2.5 ) .
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Exhlbit 2.5°: Ibls Apparets—Hierarchy of Responsibillty Centres

. Invastmem Centre
President

ProRt Centre
Vice-President

Apparel

|

Expense Cenlre Revenue Centre
Produetion . Marketing.
Manager-Apparel Manager-Apparel

B i

2.6 ESTABLISHING RESPONSIBILITY CENTRES

Establishing responsibiiity centres in.ap organisation is not an easy task. It must be
carefully planned and executed. Some of the major steps involved in the process.can

_ be described as follows :

1 Study the organisation structure, authority-responsibility relationships or job-
descriptions, layout of the factory and office, various activities, production process
and.structure of the production flows, and the interrelationships among these
diffefent activities. Based on this study, list ail the different operations and
activities, functions and tasks in the company. ' ‘

2 Define each activity in descriptive terms.

3 Evaluale the need for any reorganisation required in the context of establishment :
--of responsibility centres and develop an organisation structure on the lines of :
desired responsibility centres.

4 Delineate the organisatian into various résponsibility centres. Ensure that the
" centres so established satisfy the three characteristics of a good responsibility
centre.

The established centros can be considered a tentative starting point for evaluation
against the following factors :

& The objecﬁves of the system which will govern the number and type of responsibilily
centres, the need for cost information relating to a particular activity ;




® The pead for fiexis Uity for supplying cost information for occasional requirements;
.© Eese n allocatlon of costs, measurement of performance and evaluation of
vaances; _ :
@ Fatare needs of the orgznisation at lenst to the catent known from corporate or
.strategic plgns; .
@ The volurme of Ixformsation and paperwork to be contended with;

" Segregation of prodiction -dcpanmcnts and service departments;

Compaiieon of the planned responsibility centres with those of a similar company;,
and - . Al
A system of coding of the responsibility centres for casy recording and retrieval of-
information. This can alsg be integrated with account numbers.

Activity &

Draw up a flow chart of activities for establiching responsibility centres in an
organisation with which you are familiar.

2.7 PERFORMANCE EVALUATION OF

RESPONSIBILITY CENTRES

The basic premise of the crganisation of responsibility centres, as we have seen, is to
assign authority and responsibility to individuals at different lower levels, The
problem for the group is to determine what part of the group’s operation is to be left
to the individual to decide and what success criteria should be employed for the
individual’s contribution to the group.

The observable set of such criterda include such factors as profit levels, profit rates,
expense, market shares and so on, Controllable variables for the managers inciude
such items as quantitics of materials and labour purchased, prices and quantities of
output produced, marketing expenditures, research and development expenditurcs
and so on. The outcome docs not depend entirely on these factors. H also dependson
the environmental factors, some of which will remain uncertain. Another impaortant
factor is the corporate policy. The corporation and the subsidiary managers try to
maximise their respective welfare with due consideration to eack other intcrests.
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Many uorporatc policy questions arise in the context of performance evaluation. In
the first place, the company must decide upon the level of autonomy to be granted to
the lower levels of management. Second, the company must decide on the set of
yardsticks relevant for- performance evaluation and what should be their relative
weightage with respect to oneanother. Third, the company must decide upon the .
policics that affect variables concerned with performance evaluation. For example,
policy with.respect to capital structure. Finally, the company must have a elear -
understanding of how environmental variables affect the performance measures of
' Iom:r level managers.

On the basis of the above discussion we can summarise the overell concept of
performance evaluation of various respounsibility ceatres. Each responsibility centre
has a certain freedom, the.t is, & set of confirol variables. It also has other variables that
are sp-cuﬁed by top management, to be considered as given. Fma]ly,, it is evaluateq
according, to some specific objective. It should also be borne in mind that there is -
unli’.ely to be a completely pure expense centre or a pure profit centre. Further, there
is always some degree of top management intervention with the control variables. For
example, even an investment centre may have to obtain at least 4 notional clearance

, before investments are undertaken.

The ovcmll performance evaluation concept applied to various responsibility centre:
is presented in Table 2.1.

Table 2,1 : Varias Centres and Their Perfonmance Evaluation

’ of Centres Ceatral vartabies of Vuriahle predeter- . Obdective
Trpe

Use Contre mined by top
wanagemenl .
Expense Ceotre Prites and quantities Prices and quantiies . Minimise cost
T ’ ofinplits - ofoutput/buoget .
Revesue Cenbre Priccs and quantities Quantiliesto be Ma.ﬁm.i;csa]:_s
. of inputs sald/budget revenue '
Profit Centre Prices and quantities Investment Maximise profit
of inpubs and outpuls .
Investment Cenire Prices aed quantitics None Maximise relurn -
: ; of inputs and ontputs oninvestment
and invesiment
Activity 7

Can you enumerate from major considerations in the performance evaluation of
rcsponsnblllty centres'*‘

2.8 THE CONCEPT OF IlESPONSIBILITY
" ACCOUNTING

You have seen that the nsed for delegation of decision making nuthonly and
responsibility is a result of organisational complexity. This, s:multaneously poscs the
problem of a efficient information system efficient for reporting on the ‘activities of
varjousmanagers and their cvaluation. You have studied earlier that accounting is ar




information processing system which provides necessary information for effective -
control in a business organisation. In this general framework, responsibility -
accounting is the structuring of the information processing system through which
managers at higher Ievels maintain control over segments of the business for which
managers at lower levels are responsible, This structuring is achieved by an accounting
systems designed to control expenses by directly identifying and reporting the
expenses in terms of people who are responsible for the same.

We have already noted that to achicve the objective of better control the organisation
is identified into segments based on responsibility and different degrees of control.
These segments, for example, can be designated as expense centres, if responsibility
is for expense control alone, or as prefit centres, if the responsibility and control
encompass all activities in the production and sale of products, systems or services.
Under the framework of responsibility accounting an expense centre therefore
becomes an accounting centre for the accumulation, allocation or absorption of
expenses. Such accumulations enable us 1o generate necessary information required
for the top management to effect contiol over the activities of the responsibility
centre. Responsibility accounting is thus the information proccsmng system used in
consonance with responsibility centres.

The challenge thrown by the rcsponsibility acepunling system to the Anancial
exccutive.is in terms of the need for implementing and effective communication
system that wil! function as 2 part of the total financial reporting system. Certain key
principles are applied so as to ensure an effective responsibility accounting system.”
However, even with the key principles you will find that responsibility accounting is
a more general concept the particular systems that are designed are’ umqur. to the
orgamsanons depending on the complexity and diversity of the organisations.
However, one of the basic tenets of responsibility accounting is that it emphasises the
importance of information to operating management unlike thc traditional accounting
objectives.

The concept of responsibility accounting has applicability in most organisations.
However, its usefulness is more pronounced in case of more complex multi-product
business organisations where the authority is delegated to segments and the nccd for
monitoring performance on a regular and conunumg bas:s is greater.

\ctivity 8

Hhat is responsibility accounting? How does it differ from responsibility centres?

2.9 SUMMARY

Increasing complexity of business compeunon demands more effective managcmcnt
control systems. One of the major steps in this direction the delegati~— -L2*“ontv
and the assignment of respensibility for the achievement of specified results. - ‘
Responsibility centres form an important tool in this effort. The very objective of
responsibility centre is that a certain individual in an organisation is held responsible
for the operations under his control in terms of inputs and outputs. The responsibility
cenlres are evaluated for their performance. Responsibility accounting pravides the
necessary support for such a system by accumulating and reporting relevant
information relating to activities of different responsibility centres. '
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2.1 KEY WORDS

Delegallon : Process of assigning the authortty for taking decisions and the associated

responsibility to a designated individual in an organisation.

Expense Centre : A segment of the organisation where the managers' sphere of control
is OVer expenses.

Investment Cenlre ; A segment of the organisation where the manager is responsible
.for exercising control over the investments made and hencé respensible for the return
in.relation to the investments. '

Profit Centre : A segment of the organisation where the manager is rcsponéible for
both revenue and expenses and hence expected to exercise control over profits._to be
earned by that segment.

Responsibllity Centre : A segment of the organisation in charge of a designated
individual responsible for the achieyement of specific objectives set for that segment.

Responsibllity Acconnting : RESponsibiIi'ly accounting is the strucluring of the
information processing syst¢m through which information is identified and feported
for different responsibility centres.

Revenue Centre : A segment of the organisation where thc manager is responsible for
the revenues earned by hat segment.

2.11 SELF-ASSESSMENT QUESTIONS - -

‘Why do organisations delegate authority and respousibility?

[ RN

What are the commonly used basis of delegation in orgamsat:ons'? How do they
differ?

i

Explain résponsibilily accounting. What are the essential requirements of effeclive
responsibility accounting?

o]

Choosc the right answer from the given alternatives for the following questions.

5 An investment centre will have :

a) Authority 10 make decisions alfecting major determinants of profits including
choice of markets, prices, sources of supply and nature of cusiomers.

b) Authority to make dctisions over all costs of operations including choice of
suppliers.

¢) Authority 10 make decisions affecting the major factors determining profits
such as choice of markets, sources of supply and significant control over
_ investment in assets-used by the segment.

d) Responsibility for developing markets and vendors for the organisation.

& A profit centre will have authority and responsibility to make decision relazing
to.

a) Major factors affecting profits including choice of suppliers and markets for sale
of products.

b) All investments in the division, choice of suppliers 2nd markets and setling
prices.

e) All aspects of costs of operations of the organisation.

d) All the elements of input going into the final ouiput,
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7 An expense centre has : : Responablilty Cantron
a) Responsibility for putting togcthcr material and labour ta produce the final
output.

b) Responsibility over all expenses incurred'in the organisation.
c) Responsibility for developing markets for sglling ouplt.

d) Authority to make decisions over significant aspects of costs including the
power tp choose sources of supply.

8 Suburban Nursing Home is situated on the outskirts of Calcutta. The nursing home
caters to the middle class populatior in the suburbs. It is found that the number of
- paticnts at the nursing home incrgases during the monsoon months of June to
August.

An MBA from one'of the Icading'lnslitutcs in the country was hired {o improve
the management of the nursing home ‘which was all along managed by its medical
stall. The new general manager introduced a system of managemnent centrol for
the nursing home including responsibility accounting. The changes cnvisaged .
provision of quarterly cost reports to department heads. Earlier, there was no
system of regular cost reporting to the department heads,

The GenerakManager wrote ta 2l the dcpartmentla-l heads about the introduction of
management control system. Highlights of the communication from the GM were
as follows :

We have introduced responsibility accounting system for the nursing home. All
the departmental heads will be provided with quarterly reports showing the
budgeted and actual expenses for the period. The repon will show the variations.
from the budget. The essence of the control system is that you are responsible
for the expenses in your department and for controiling the same within the
budget. The vananorr are highlighted to enable yeu to identify which items of
expenscs are oul of ¢ 1nlrc)l and the size of variation will indicate the ones which
are crucial. You can concentrate your effort towards control on such variations
orexceptions. We call this management by exception. We are providing below the
last . arte, reports : '

Suburban Nursing Home

Performance Report~—Catering Deperiment
June-August 19X1

Duidget Actual Veriznce % Variance
Rs Rs Rs
Patient days costs 12,000 15,000 (3.000) (25%)
Catcring labaur 7.500 16.000 (2,500) (33.33%)
Supplics and provisions 0,000 70,000 (10,000}  (16.67%)
Water 1,000 1.200 (200) (20%)
Fuzl 3.500 4.200 {700) (20%)
Maintenance & other :
scrvices 2,000 2,700 {700}  (35%)
CateringManager’s Salary %000 9,300 (300) (3.33%)
Depreaaltion 10,000 12,000 (2003 (20%)
Allocated Atministrative
oost 3.000 3750 {7150} (25%)
96,000 1,13.150 (17.150)  (17.86%)

The General Manager wrote to all the depariment heads about the introduction of
from the budget. The essence of the control system is that you are respansible.

"The above repont shows that most expenscs are substantially above their

budgeted levels and deparimental heads should pay particular attention to cases

where the volume of such CXpenses is large,

The annual budget for the year 19X1 prepared by the GM in consultation with the

deparimental heads was approved at the budget meeting. Quarterly budgets were

prepared based on one-fourth of the annual budget. It was alsu observed that the price

incrcases which were considercd at the time of prcpnratmn of the budget were

under-estimated by about 3%. 29
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Requlred

1 Comment on the budget of the responsibility contre manager.

2 Comment on the variances and explain what part of it, if any, can bc assigned 1o
the responsibility centre.

L 3 iR
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Solution Question No. 8

1) The idea of controllability of expenses is of significant importance to the design of
a responsibility accounting system. The quarter’s budget [ails to appreciate the fact ,
that the catering manager has no control over the number of patients 1o be catered
to. It should also be noted that some items of expenses, included in the
responsibility report, are beyond the control of the cateung manager. Items such
as manager's salary; allocated administrative expenscs, depreciation are outside -
the control of the catering manger.

Regarding the increase in cost, they have to be scen in the light of the seasonality
of patient arrival, This can be taken care of by opting for a flexible budget, The
GM had madde a mistake by dividing the fixed budget inlo quarters without
considering the volume changes during the quarters.

-

2} The variances should be identificd in tenms of expenses needing the manager’s
attention. In doing sa, proper adjustments should be madc for the change in
volume of activity. The variances should be analysed 1o find out the causcs of
variances such as volume change, change in priccs, excess usc of resources, -
unexpected incremse in work demanding overtime payments and so on.

The total variation from the budget, after taking the above [actor into
consideration and the pattern of variation over time, provide some of the necessary
aspects for judging the eificiency and effectiveness of the manager.
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BLOCK 2 MANAGEMENT CONTROL
| STRUCTURE :

Block 1 gave you an understanding of the basic ob:_ioepls,involvcd in management”
control systems. What is management control, what is meant by management contro!
systems, and what, in general, is the nature of diffcrent types of responsibility centres
were discussed. You must have noted that “Responsibility Centre" was a key concept
in"management control. Block 2 broadly deals with the structure of management
control, and, in a way; is an extension of the key concépt of responsibility centre

introduced in block 1. This block has four units,

Unit 3 cxplains what is an Expense Centre and when can an expense centre become
a responsibility centre. The “controllability” of expentes in the context of expense
centres is examined and the need for ‘responsibility reporting” is explained. *

Unit 4 deals with Profit Centres. The role of profit centres in an organisation iz
discussed. What considerations should guide an organisation in establishing profit.
centre are explained. The alternatives formeasuring performance of profit centrés
are discussed. The usefulness of the idea of the profit centres as a motivatioral tool -
and the question of performance related compensation are examined,

Unit 5 deals with Transler Pricing. The subject of transfer pricing and its interface
with corporate policy is first explained. Various methods of pricing goods and services
from one division to another within a company are discussed. The basic principles
which a set of criteria evolved for performance evaluation should satisfy are examined )
in the background of the problems likely to arise from decentralisation Finally,
transfer pricing practices are briefly discussed,

Unit 6 deals with Investment Centres. Some issues concerned with the identification
of “investment base’ and the measurement of the latier are discussed. The critena
that could be used for measuring investment centre performance are explained.
Lastly, some basic problems associated with investment centres as a financial control .
device are discussec







UNIT 3 EXPENSE CENTRES

Objectives
After you have completed this unit, you should be able.1o -

a. identify expense centres in a given organjsation .

@ distinguish between Cxpensc centre and an expense responsibility centre

o distinguish belween controllable and uncontrollable expenses in the context of an
expense centre

© appreciate the need for a different measure of financial performance of the
expense cenire

@ simple siructure for evaluating the performance of expense responsibility centres.

Sfructure

3.1 Introduction

3.2 The Concept of Expense Centre

3.3 Distinction Between Expense Centre and Responsibility Centre
3.4 Controllability of Expenses

3.5 Responsibility Reporting

3.6 Summary

3.7 Key Words

3.8 Scll-asscszment Questons/Exercises

3.5 Further Readings

3.1 INTRODUCTION

We have siudied in the previous unit about reponsibility centres. Please reeall that
i responsibility centre fs an individual to whom a certain authority and
responstbility is assigned and that the individual is respoasible for the achievement
of given objectives, Where the responsibility assipned 1o a given scémt:nl of the
organisation is for incurring expenses for achieving a certain output, we refer o jt -
as the expense centre. The management control in this case is designed around
minimising the expenses with Fespeet 1o given oulputs,

The very premise of a responsibility centre is that the manager of the cenlre js -
responsible for the aclivities over which he has coatrol. Thus, an expensc centre
maniger will be responsibie for all the expenses over which he has control. The
financial performance evaluation will also be based on the same premise. The
evaluation of responsibility centre will be based on the minimisation of expenses
with respect 10 given outputs. In an expense centre inputs arc measured jn
monetary terms, but oulputs are measured in physical quantities,

3.2 THE CONCEPT OF EXPENSE CENTRE

An cxpense centre is the lowest level of responsibility centre in an organisation. Its
manager s basically responsible for production of a product or service; his decision
authority relates to how human resources, machinery and materials should be used
to preduce the product or service. The vxpensc ceolre manager has no control over
revenucs, protits, or-investment, He hus no control over marketing decisions or
investment decisions such us what additional machinery is 10 be bought, or what lével
of inventory is to be carriz. -

The total performance olan eXpense centre manager depends on how effectively and
efficiently ap expense centre s opcrated. Obvicusly, effcctiveness of an cxpense
centre manager will depend on a host of non-financial parameters such as maintaining
quality levels of outpul, compliance with production schedulcs and targets,
maintaining morale of the workers and 50 on, MNormally, separate reporting systems
are used o report cffectiveness. Efficiency is normally judged in terms of financial
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performance. This is usually measured and reported by the responsibility accounting
system. Usual practice of evaluation of the financial performance of an expense
cente manager is by comparing the actual expenses of the centre against the
budgeted expenses. In usual practice the evaluation is carricd out on the basis of
excepiion reporting. Exccption reporting is a’process wherein the actual expenses of
an operating period arc compared against the planned expenscs of that period and
the deviations from the plan of actuals arc reported. The management attention is

_directed 1o the deviations or exceptions.

Activity 1

"I 'Can you definc an cxpense centre?

2 What is meant by “management by exception™? .

3 What could be the basis for evaluating the financial pcdoﬁnancc of an exl:;cnsc
centre? X

3.3 DISTINCTION BETWEEN RESPONSIBILITY

" CENTRE AND EXPENSE CENTRE

You have studied in the previous unit that the concept of expense centre is used in
'two senses. First, it is-an accounting eniity for the accumulation, allocation and
absorption of expenses incurred. In this sense an expense centre is a segment ol the
organisation-for the accumulation and reporting of 1he expenses relatiag to the

" operation of that segment. In the second sense, it is an expense responsibility centre.

In this sense it is responsible for the function of management control.

The forms and purposes of an accounting centre and a responsibility centre are
different. However, the accounting centr2 may support the information needs of the
responsibility centre.

. Characteristics of Responsibility Centre and Expense Centre

Please-recall the ideas we learnt in the context of the responsibility centre. We saw
that a pood responsibility centre is 2 segment of an organisation which is under the
charge of an individual with the necessary authority.

We shall now examine the characleristics of an cxpense centre in the context of a
responsibility centre. The important characteristics of an expense centre arc the

_lollowing:

1 The activities or operations of every expense centre should be homogencous 5o as
to.ensure uniform basis of charging expenses within the centre. This homogencity
is necessary for allocation of the expenses on a common basis in the cxpensc centre.
Unlike-a responsibility- centre the expcnse centre need not be an organisation

-segment. Further, an individual may or may not be responsible for its input and
output. They are not responsibility centres since they arc not organisational
segments. But they are separale accouniing cntities for accumulating expenscs.

2 The activitics or operations of each expense ccntre must be well defined and elearly

identifiable. There should be no overlap or anbiguity with respect 1o the activities
of the centres. This characteristic is essential for the proper accumulation of
CXPLNSES.

The above characteristics account for the diffcrences between responsibility centres
and expense centres. However, in this unit we are concerncd with expense centres
-which are also responstbilily centres or in otheY words expense responsibility centres.

i B




The above clarification is made so that you do ndY get confused when the same
cxpressions are used in diffcrent contexts in the literature. Therefore, an expense
responsibility centre will have all the characteristicsof a rcspons1b1l|ty centre and will
be undcr the responsibility of a designated individual. It is possible to have subsidiary
units under an expense responsibility centre for the purpose of accumulation of
€XpCnses,

Forms of Responsibiliiy Centre and Expense Centre

In usual practice a responsibility center takes the form of an entire company, business
units, product divisions, sales branches, sales territories, functional depanments such
as production, marketing, and {inance, and their sub-divisions.

In contrast an expense cenire may take any ol the folowing forms :

An aclivity or a proup of activities such as invoicing, collection or the like.

A picce of machine or a group of machines.

A product or a group of products.

A peographical location or a group of locations.

A branch or division or a group of such branches or divisions.

A group of persons, for example, a group pcrformmg a certain lask.

An object of expense such as employee wellare, insurance expenses and so on.
A programme or aclivity such as coding of accounts or compulensatlon of
information system.

Despite the differences between expense centres and responsibility centres, they do
not stand in isolation. They are related. An expense responsibility centre itself may
be an expensc centre or a group of expense centres. A manufacturing deparfment
may be a responsibility centre and a single expense centre. Itis also possible that the
manufacturing expenses may be assigned to different expense centres namely
machining, finishing, assembly and packing. Separate expense cenlres are created-to
facilitate the measurement and evaluation of expensc behaviour and to facilitate the
analysis of the expense behaviour.

When the expense responsibility centre consists of several expense centres, the
expense centres are used for accumulating and allocating the expenses incurred in a
particular responsibility centre. However, for reporting, the expenses incurred by all
expense centres within the responsibility centre will be consolidated.

Activity 2
I Can you distinguish belwecn an ¢xpense cenlre as an accounlmg entity and an
cxpense centre as a responsibility centre?

2 What characteristics do vou look for in an expense responsibility centre?

3.4 CONTROLLABILITY OF EXPENSES

Introduction and implementation of expense centre Lo a great extent is influenced by
the idea of controllability of expenses. 1t is true that all expensces in an organisation
ate controllable by someone or other. However, any individual manager may not be
in a position to contrel all the expenses. The principle is that if 2 manager cannot
contro) an item of cxpense it should not be a part of the expense ceotre’s
responsibility report. An expense could be considered controllable if the centre
manager can make decisions which could considerably or significantly influence that
expense. For example, advertising expenses could be considered controilable by the
marketing manaper if the anthority re decide on the nature and strawepy for

Expenm Contres
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advertising, the media to be used and the guantity of advertising to be vsed for
marketing the producis of the company is alt vested in that manager, Depreciation
expenses on the personal computers used in the marketing manager’s office is not
considered controllable by that manager unless the authority to decide on buying and
selling of the same is also vested in that responsibility cenire. When we say that an
expenst is controllable it should not be understood in an absoluic sense. For example,
when we say that delivery expenses are controllable it should be borne in mind thar
the manager has to pay the prevailing cost of the fuel for the trucks or wages for the
drivers. Or when we say that the advertising expenses are controllable, the manager
has 1o buy the newspaper advertising at the prevailing cost. We have caplained this
point only to highlight the fact that the control is never absolute. The ability to effect
significant changes is a sure sign/parameter of controllability.

One more example will make the idca clear. In a production depariment the
production manager or works manager can ¢ffect control over direct material costs
by reducing wastes and improving efficiency of production process and thereby using
the least possible quantity of the matedial, It Should be noted that the direct maierial
costs can also be controlted by more efficient purchase with the most advantageous
prices. This is the rcason why in an efficient responsibility accounting system we
advocate reporting of the effect of use of material into quantity variance to the
production manager and the effect of price differerice to the purchase manager.

Controllability has to be determined with respect to two important factors. First,
whether a particular item of expense is controliable within the authority delegated to
the responsibility centre manager and sccond, within what time period the expensc

is controllable. Please note that most responsibility reporting is done oncc every week
or month, ‘

The first factor which determines whether the cost is controllable by a particular
respousibility centre is by the extent of authorily delegated to that manager. We have
seen this aspect in detail in the previous unit. This does not imply that delegation
means water-tight segregation of responsibilities. Please recall the cxample we
discussed with respect to the production manager being responsible for the material
usage and the purchase manager being responsible for the price of materials. It is
very easy to visualise that the quality of materials purchased can influcnce the
quantity of materials used. Similarly the price of materials can be influenced by the
timing of purchase. In a situation when a rush jab is to be rxecuted and materials are
1o be procured in a hurry, it is likely that the price may be high and the quality poor.

It is usually said that all the expenscs are controllable if long enough time is allowed.
As the time period becomes shorter, controltability of costs becomes less. For
example. when we are planning to build a plant the cost of the plant is controllable
in terms of the size of the plant, choice of c¢quipment and so on. Having buil the
plant the cost of the plant is uncontrollable. In other words, we can say that most of
the commitied costs aré uncontrollable in the short run.

Activity 3 )
1 Can you describe controllability of expenscs in the context of expense centres?

2 Can you (ry to visualise and énumerate costs which are controllable by diftecent
levels in an organisation in the very short run, say quartcr?

Hlustration : Expense Responsibility Centre

To illustrate how an expense r¢sponsibility centre operates and how iriformation
flows through the system, we will use the ibis Apparel Company, First we must
understand the organisation. Exhibit 3.1 presents the produciton and allied functions
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the organisation along with its linkage to 1he top management. We will try to

dlustrate the introduction of expense centres for Ibis Apparel step by step. For.
simplicity we restrict ourselves to the manafacturing department,

i Exhibir 3.1 :
Organleation Chart of This Appnrel Manulaciuring Diysion

- President }

‘——I_ Vice President - Apparcl

—

— | * Production Departments Service Depariments _l .
] Supctintendent 1
Superintendent to. ]— . - )
l . Designing S }-—
Knitting Shop Foreman =i I— Production Planning }_
' ' l_ Employee hc;'u:ﬁls - }——
Processing Shop F;:nrc::nan m . T g — "
" Personncland Temekeeping “
'CL::]illsmS;‘:P . . S L i Stores and Supplics }—
— [ . Inspection and quality conlri;l
Assembly Shop
Foreman [ [ T Repairs and maintenance

I | Cost accounling

LT

Finishing and Packing Shop T
Fareman I Factory Administration

We will have to study and documenit the organisation structure of the -
manufacturing department: Plam layout, activities, production process and their
sequence. The organisation structure of the manufacturing department is given in
Exhibit 3.1. This shows all the manufacturing and supporting functions and gives
an idea about each major activity, In more complex organisations it may be
necessary to briefly describe cach activity. .

2 We visualise no changes in the organisation chart as ncccssan;' either [or the present
or foreseeable future needs.
3 It is possible to identify the responsibility centres and the different managers in
charge of the same as given in Table 3.1.
TABLE 8.5
Responslbllity Centres of Ibis Appare)

Responsibllity Cenire Manager in Charge
1. Apparel Dhvision . - Viee President - Apparcl
2. Officc of the Vice President Vice President - Apparel
3. Production Plan Praduction Supcn’nt:ndcnl'l
4. All Production Depariments ‘Produciion Superintendent
5. Oifice of the Production Supcrimendent - Froduction Superintenden
6 Kniting Shop Foreman - Kniuting
7. Processing Shop Foreman - Proccssing
8. Cutling Shop !—'urr:;n:lr:- Culling
2. Assembly Shop Foreman - Assc::z1bly
10.  Finishing and Packing S-hop Foreman - Finushing & Packing Shop
i. All Service Depariments Senice Sup«-:nnlcl‘lllcnl
2. Office of the Scrviee Superinicndent Service Superinicadent
13, Designing ’ Chael bcsignn
4. Produciion Planning Chief I;mducliun Plunner

E-pertr: Cenirea

3
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Can you draw up a “tree’ s-ho_wing the responsibility relationship to successive higher
levels incorporating Lhe 19 responsibility centres of Tbis Apparel?

15. . Employee Benehits, Persofnel atd Personnel

Time keeping” ’ . Manager
16. Slﬂ‘l‘-ﬂl and éuplglics ) Storekecper
17.  Inspection &.Quality Conteal Quality Assurance Manager
'.'IB.' Repairs and Mainterianee Maintenance Foreman |
RO Cost-Accounting Works Accuuniant '
Please note that the divisien of responsibility provided in Table 3.1 relates only to :

-Erodumon and pfdduclion'rclatcd functions. Therefore, it should be visualised that w
we are’ looking at only the expense responsibility in-this context. Vice-president — :
‘Appare]; for example, wiil_ also be responsible for marketing and hence profits.

Itis possible"to combine one or more of these expense responsibility centres into one
if the volume of activity is small. Similarly it js possible to accumulate the cost af
factory administralion as an expense centre under the superintendent’s responsibility
‘céntre: It is also possible to combine all'the service department responsibilily centres

_into one under the responsibility of -the service superintendent. In such a case the

.information can be_ accumulated on dilferent service departmesits as accounting

* eipénse centres. This is usually done for the purpase of mesponsibility reporting and ,

_can be seen inHlustration 3.2. Whatcan be learned from this is that different functions
and responsibility may be assigned to designated individuals. These individuals will be
responsible for conirol over expenses and higher levels will be responsible for control

.of the ovérall results ofseveral such subordinate responsibility units under their

.control. ' :

Activity 4

1

3.5 RESPONSIBILITY REPORTING

We haye scen.that-controllability of expenses is the major criteria used in the

evaluation of performance of the expense centres. Thus the framework .for -
performanco repotting is to be designed keeping this factor in mind. The control

variables used in (he performance reporting are, the prices and quantities of inputs

used by the éxpense centre. Normally the prices and quantitics of the output arc

predetermiried by the management, Thus the budgét provided to the cxpense centre

forms the basis of performance réporting of the expense ceritres. The objective of the

expense centre is to minimise cost. Normally management by exception is used and

_the variances beyond tolerable limits from the budgel forms the {ocus of attention.

lustration ¢ Responsibility Reporting
"In-order to illustrate how a responsibility accounting system operates and how
‘information flows through the organisation, let us use the example of the Ibis Apparel
Company. Please recall the organisation chart of the lbis Apparel in Exhibit 3.1 and
also the responsibility centres presented in Table 3.1.

ltn‘thc ct)mﬁany the Vice-president (appar-cl division) is responsible f6r the
performance of the apparels business of the company.

i?rp-du_ction function is the responsibility of the production manager, and the entire i
production activity is bifurcated into two segmeats, namcly, production departments ‘

and service departments. Production departments arc organised into various
- functions such as knitting, processing, cutting. assembly and finishing and packing.

We shall try to illustrate how the r-éport of a production shop is linked to the report




reports for different levels

i

lb-ls Appere}

President’s depertmental cusl report

President’s Office
Apparet Divislon

Controltable by
vice-president

Comtroliable by
President

Total

Ibls Apparel

Exhinir 3.2
Tbis Apparel Company
Responsibiliy Reports

Vice-President —— Apparel’s Cost repori

Vice: President’s
oflice

Production

Controllable bythe.
department

Controllable by
vice president

Service

Controllable by the
depariment

Controllable by vice president

Total

This Appare) -

Budget
Thls Yearto
Mlonth Date
R« 6,500 Rs. 1%.500
114,150 116,750
7.500 25.000
1,28,150 L&1,250
—_— T a
. Budget
—_—— .
Thix Yearto
Month Date
-

Rs.5.250 Rs. 15,750

45,900 244,500
3,500 8,000
17.500 41,000
2,000 2.500
—_—
Rs. [ 14.150 Rs. 3.16,750

Superintendeni’s repert ; Froduction departments

Supid. s office
Kritiing

Conlrolable by the
depariment

Controllable by the
supeiintendent

Processing

Cratsollable by the
depariment

Crmtrallable by
supcrintendent

Budget
_—
Thh Yearla
Moath Date
L —

—_—
Rs. 3,500 Rs. +2,000

16, W%} 45,500
3.200 9,400
12,00} - A5.00D
2.7 TIKRD

f the this Apparel Company. Exhibit 3.2 illustrates the

of responsibility in the Ibis Appnrcl.‘

¥arlance
Farourable
{Unfavourable)
—_— ——
This Yearto
Month Date
_— _—
Rs, (251) Re. [290))
{1.940) {1.025)
500 L2
(1,690) (115
—_—
Yarlance
Favoorable
{Unfaroursble)
—_— ——
This Yearto
Month Dute
—— e
Rs. {24m Rs. {200)
{1500) (ISO]_
q1om 25
(500) (7501)
400 {50)
—_—_— -
Rs. (1,%40) Rs. (1,125) -
Varlunee
Favourable
Unfavourable) .
—_— —
This Yeario
. Monih Date
R3. 250 Rs. (50)
{5065) 575
(503 7
350y {500
2K Ash

Expense (st ~x
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Cutting
Controllable by the .
department 15,000 SU,0K) {750) (RS0}
Conlrollable by .
superintendecnt T30 8.000 (150Y 2125)
Assembly
Controtlable by the :
department 13,500 35.000 150 [103]
Controllablc by
supcrinigndent 32,200 12,1000 {3m 100
Flolshing & Packing ’
Controllable by the. _
department B.AKHY 25,000 (250 375
Contrallablcby
superintendent 1.500 $.000 100 125
Totsi Rs. 85900  Rs.244500  Rs.(.300) Rs. (50)
1Y Ibis Appavel -
- Foreoan's report : Koliling shop,
Varlance
Budgel Favourable
(Unfn\'qu.rlble] ,
This Year lo - This- Yearto
Month : Date Month Dhte
Direct material Rs. 5,600 Rs. 15,000 R (50} Rs. 150
Direct tabour 1200 20,000 (200) (300}
Repuins and | - . .
mainienance [R3L0] 3,000 200 350
Supplics 2.500 7.500 100 375
Total Rs. 16,300 Rs. 45,500 Rs. (500) Rs. 415

Siaritag ot D=t 1Y ¢f the report, it shows the responsibilify report of the foreman ot
the knitting shop. This report contaips only tems of costs which arc controllable by
the foreman of the shop. Items such as salary of the foreman, which are not
controllable by the foreman of the knitting shop, are omitted fromthe foreman’s
report, bul are included at the higher levels where they can be coptrolled.

“The totai cost of the’ Foreman’s responsibility is included in the production

superiniendent’s report, Part 111 of the Exhibit 3.2, along with similar information
for the other production shops. The {otal of the Praduction supervisor’s report finds
a place in the report of the vice-president-apparel along with the total of the report
of the service deparument supcrintendent.

The president’s departmental cost report. part I of Exhibit 3.2, summarises the cost
data from the apparcl vice-president’s report: § nilarly, it should contain other
divisional vice-president’s report which we have omitted since we have restricted

ourgeives to the manufacturing operations.

3.6 SUMMARY

An expense centre is the lowést level of responsibility centre in an organisation. Tie'
manager of the responsibility centre is responsiblc for Lhe expenses to be incurred by
the centre. It is also possible to consider an expense centre as an accounting cnlity
only for aitocalion and absorption of expenses incurred. As a responsibility centre.
it is a scgment of the organisation under the charge of a manager. One of the essential
requirements for success(ul implementation of the expense responsibility centre is the
clear understanding of the controllability of expenses at various levels of the
organisation. An expense is considered controllable only if the centre manager can
make decision which can considerahly or significantly influence those cxpenscs,
Responsibitity reporting of the expense ceatre must also take into account the
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contrallability of ‘expenses  Only those items of expenses which are controllable by
the manager are included in the responsibility reports.

3.7 KEY WORDS

Controllable cost is a cast that can be significantly influenced by the decision of a’
responsibility centre manager.

Exception report is a report made by a responsibitity centre showing the planned and
actual expenses of a period and the deviation of the actual from the plans. These
deviations, which are the exceptions, form the basis of contral,

Expense contreisa responsibility centre where the manageris responsiblc for expense
incurred by the scgment over which he has dccision making authority, It is possible
to have an expense centre merely as an accounting entity for the purpose of
accurmulating expenses, but in the context of a management control expense centre
usually refers 1o expense responsibility centre, .

Noncontrollable cost is 2 cost that cannot be significantly influenced by the decisions
of a responsibility centre manager, :

Responsibility report is a report providing information as to how well the manager i§
achieving the organisational goals and plans. It covers only the controllable factars
under the manager’s responsibility. ’ )

3.8 SELF-ASSESSMENT QUESTIONS/EXERCISES

Ll Define an expense centre. Try wo'differentiate between CXpense centre as an
accounting entity and expense responsibility centre,

2 Definz controllable cost. Try 10 enumerare factors which can bt used in cvaluating
the controllability of costs.

3 Explain the charactcr_uf an ¢xpense responsibility report.

4 Mr. Bose is e vice-president — production of Caleutia Machinery Company. In
your opinion which of the foliowing costs would be controllable by Mr. Bose in
any pivenr month?

i) Cost of loose t0ols used in machining depanment,

i) Cleaning costs of assembly deparunent.,

i) Insurance cost of plant and wachincry.

i¥)  Property taxes and municipal rates on the factory propery.
¥}  Sularies of travelting salesman,

¥i)  Rework cosl of defectjve production,

% Wha arc the difficultics in using input cosis s 2 basis for cvalualting the .
performance ol an expense centre? How can we pelt over this problem in designing
i evaleaiion framework? (Hinl - eXpende centee manager has no control over
purciiases)

)

‘Every responsibility centre manager In an organisation is an expCnse cenler
manager also.” Do you agree with this statement and if so, try to demonstrate the
samie by giving cxamples, '
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UNIT 4 PROFIT CENTRES
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4.7 Key Words
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-As we have studied in the pre\rlous unit the- main Objectwe nf ¢§1,ab115h|n5 c:p-gnsc
centrgs is to c[fcct expense, control! ln the case of proﬁt cenl.res c!pcnsc cnnlr,o'l ts
only one of the sevcral considerations. It should bc noted at the Out&cl 1.hal thc’b
of expensie centre, expensc responsrblllty ceatre and profl ccnu'c ‘ar¢ mn:m:latcﬂ

A profit centre is an orgamsauonal unit responsﬂ:lc for Bolh rcvenucﬁandqus!s._'lhe
profit centre manager has ne controf over the mvestment in the: gentre’s.assets, Prqﬁl
centre managers arc conccmed with bath lhl:'. prnducnon apd. ma:’katm of lhe :
products. The scope of aclmhes of the proﬁ: cefilie managtr is much mote hmadct
T

R A T

T

than that of § revenuc centre managcr becauss .of.the rcsponsnbdny L0 prpdw:c‘ he
product most .effiiently. Financial Tformance of a profit ccl:ltr'e manager is A
meafurcd in lcrms af ach:evcmenl uE budgclcd proﬁls

A 1ypu:al examp]c of a prol'l cenu'c is & dwmon of the, company / that” pruduces ang -
'mnrkels d1fferem products. The managér of th.ls division’ will hc respons'blc for. lhc .
Seiting up- of.producuon pohc:es and the price as alss mar'kcung strntcglq E\‘¢n o

though the division manager may propose the mvr.stmcnls in the dxv:smrl lhq

demswns are. usually made by lhe.wp mnnagemem. .

Another added prob]cm in the establiskment and eva[uauon af mepcrfnrmancc nf
proi' it centres is the delermination of the profits of the divisions when product§ a:;d
services arc’ provided to another unit within the organisation: Wh;n products and ™
semccs arc sold oumdc the company, profitd determmauon does not posc anyma]o:
d}fﬁcultlcs -The challenges thrown by the system of proﬁl centres is the necd fcu'
cslabllshmg an |ntcrna! mechamsm to subsmutc for lht: markel mechamsm

4.2 ROLE OF PROFIT CENTRES IN A.N
ORGANISATION '

y—— . n - o Iyt A
H .. e -".-" o

- +

Effectwc management conlrol in an orgamsauon rcqmr;zs an. cffécﬂv: systcm of
‘evaluation of performance. From this point of view neither the expense centre:nor 4
revenue centre can be' an effective unit. What js-considered a moré effectwe N
_mechanism from the point of view of expense or revenue contrel need not be sofl'am
the point of view of profits for the orgamsannn“fl i§ bccausc of this wasonmat mpst” 15
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- the resulis of the centre as a means of basing the compensation siructure.

organisations iry to concentrate on profit centre as the important unit {or'the purposc
of control.

A profil centre heips the orgamsation to focds its atiention on the mosl crucial
vartable in the operations of the organisation, namely, profit. The major advantage
of having prot‘l cenlres is that ii enables the tep management to focus its attention
and give advice to those segments-which require them the most. In an organisation
it will help the managers to strive for achicving the aspects of performance on which
will be evaluated. This can act as an important motivator. Since the result of the
activitics of the managers are clearly made known 1o them it gives a sense of
satisfaction from doing.the job. The organisations can also use the profit cenire and

Activity 1

Can you try to define a profit centre? ln what ways a profit centre is dilferent from
an cxpcnt.e centre?

TS TTTITITT TTUTTT T

- profit centres. We'also have to consider the domain of the prolit centres. Thus,

" design of profit centres.

4.3 BOUNDARY CONDITIONS FOR PROFIT CENTRES

An organisation with several divisions is a complex as a whole. The divisions,
however, are not scparate entitics in their own right. The dcsign of profit centres in
organisations will have (o contend with the queslion of service funclions centrally
located in the headguarters which do not directly contribute towards performance of

defining the boundary cond:tlons for the profit centres is an lmportam aspect of the

The majer problem associated with the service functions.is that there is no direct
measures of prefit which can satisfactorily evaluate the performance of the {uncrion.
Even thongh the serviee functions are very important in the profit performance of H
the company as a whole, it i$ very difficull to isolate and measure their contribution. i
[t may be possible to organise many service centres into profit centres and their '
services could be sold, but in most organisations they are intended (o provide their
services only lo the organisation. Their services may not be used in sulficiently larpe
volume if they are orpanised as profit centres, The examples of service functions are

management information service, legal scrvices, corporate planning department etc.

A plausible selution is to distribute the cost of service functions among various prot‘l -
cenl.rcs where such activity can be cconomically justificd.

The major problemi is to define the boundary conditions for the profl centre whereby
we can balance the costs and revenues of the division. The major objective of the
exercise is 10 ensure that we maximise certain revenues and minimise certain costs.”
Therefore, measurement of profits as the outcome becomes the major criteria in |
decision making within the division. This leads us to the most fogical choice of
accepting profit performance measurement as the major factor guiding the
determination of profit centre boundaries.

However, we should not lose sight of tie facl that what is good periormance of the
divisicn need not always be the gocd performance of the company as a whole.
Further, the profit centres should not result in conflict with other divisions within the
organisation. These conflicts to occur in organisations when the divisional managers
in their eagerness o achieve profit in their division loss track of the interests of other
divisions. Appropriate boundaries for profit centres thus would ensure a morc !
meaningful profit performance of the prolit ceatre managers and act as beter
incentive.

Economic basis of the profit centré boundary revolves around faclors such as markel
for the product, cost and revenues struclure and the separability of their cost and
revenues from the rest of the organisation, management objectives and above all the
éxtent of operaltional {freedom that is available.




Access-(a the market is very important with respect ta profit centre performance in Profu Centres
that the choice of market, adaptation of the-product to market are necessary for

maximisation of revenues.

Cost and revenues are separate from the rest of the organisation and the ability 1o
influcnce them by the decisions of the division is a Recessary condition for influencing
profit.. A manager should be eviluatedonly on the basis of items over which he has
control. f most costs and revenues:are not separable and controllable part of this is
too small, profit centre may not be of-much use.

Management must be willing to accept the profit performance of the division and be

prepared to guide the decisions of the profit centres without curtailing their freedom,
It should alse be bomne in mind that profit alone can never be the sole criteria for
evaluation of the performance of a profit centre,

All aspects considered, however, rightly demarcated boundaries of profit centres will
not produce any tangible benefit to the organisational unless the divisions have a
reasonable measure of operarional autonomy. The autonomy will have be to clearly
understood within the context of overall rules of the game cstablished by the top
management. Autonomy is crucial in decision areas such as buying, production and
its scheduling, inventory policies, choice of matkets, product mix and pricing.

Activity 2 .
1 Try to prepare a clieck list of the boundary conditions for the establishment of
profit centres in an organisation.

2 Can you try to list down the organisation requirements for the establishment of
profil centres.

4.4 PERFORMANCE MEASUREMENT OF PROFIT
CENTRES . -

One of the most difficult problems to be encountered in the establishment of profit
centre controls is the question of basis of performance measurements: Most of these
problems will be simplified by haviag clearly demarcated boundaries for profit
.centres. However, a host of problems will still remain. These problems revolve
around the question of measurement, the concept of profil to be used, the internal
transfer prices and finalty the question of compensation based on cvaluation.

‘Basis of Measurement of Performance:

Itis a fairly difficult task to determine the basis of performance measurement for the
profit centres. It is easy 1o say that the performance and contribution of a profit centre
should be measured in terms of its profit coniribution. However, the moment we
settle down to do the same we face a host of tricky issues. If the contribution of a
profit centre is to be evaluated on the basis of current profits, there arises the question
of the goals of the organisation in the short run and in the long run. The short-term
profit goals may not be in tune with the long-term profit goals of the ofganisation.

A proper definition of goals will lcad 1o clear understanding with respect to azdeast

the key performance areas. One of the major arcas of concern is the question of

current profitability as compared to fulure growth. Growth implies cither absolure

growth or relative growth with respect to industry. Growth also implies allocations

of resources for future, often disregarding current profiiability considerations, At

times this can [ead 1o contradiclory objectives. It is possible thar futere growth

consideralions can be contradiciory to current profitability objeciive. Growth

requires market development for fuiure which can be achieved at the expense of 17
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current profit performance only. It contributes to [uture profits and hence it i3 part
of the present mangement's profit performance.

Anather important factor is the future development which arises out of conscious
rescarch and development effort. The additiopal ‘cost to’be incurred on hormal
rescarch and development effort may again act as a.short run_profit depressant.

Future market growth will depend on constant pmducl improvement in tune with the
changes in’ the-environment. Herc again the current profit objectives may be
contradictory to theong run objectives of the organisation:

The compeiil:ive edge of the busingss is maintained by constant process of training
and development of the personticl. The cost incurred on this wunt may hc considere
is relevant to the prescnt profit goals of the management.

The Concept of Profit

The veryidc:i of prof'l itself may pose a problem in profit measurement. The major
question to be answered is: what is profit? Is it the book profit, the real profit ur the
profil contribution? .

The book profit is fairly simple since’ the: accounting methodology is reasonubly
specific with respect 1o the measurement and valuation. However, the accounting -
profit so.determined would also pose problems of-allocation of the expenses such as

“organisational expenses. The basis of allocation of common expenses would still be

an importanl issuc to be dealt with in determining the hook profit. Any mcthod of
tllocation is questionable. .

No one would question the [act that the book profits have very little economic -
significance. Thus as a basis of evaluation one should resort 10 real profits. Thus the
resources consumed should be taken at their economic value 10 the business in
determining the profits. This wounld definitely take into account the valuations of the
resources consumed, especially deprecjation. The problem of allocation of common
expenses will also have to be solved.

A major weakness of the profit measurement cither as book profit or real profit in

-the context of profit centre performance is that they 1ake into account expenses which

are strictly not within the control of the profit centre management. This lcads us to
the oplion of profit contribution by the -profit cenire by 1aking into account the
revenue carned by the profit centre and the expenses incurred by it over which it has
control, '

The question of Expression of profit

Another related question is how do we express.the profit in the pantex| of profit
centres. Is it to be expressed as an absolute amoum? Or as a margin on sales? Oras

a rate of rcturn_on inveitment? Whichever way we express the profit’it has its own
SLgnlI'cance And all the gucstions relating to measurement of proi'l will be
applicable in whatever way we EXpress profits.

With the discussjon that we had with respect to boundaries ot'prorl centres, we can
now bring in soimc more aspects rclaung Lo proﬁt measurcment. The objective should
be to determine clfcctively the economic value of resources. both current and capital,
used by the profil centre in the determination of its profit performance. This will
further pose another important problem in the context of a multi-divisional
organisation. When different profit centres ack as supp]icrs and users of resources

. wilhin the same organisation the question of lransfe.r prices becomes very re]evanl in

dclcrmmmg the profit centre pcrformance

Transfer prices and profit mlra

The profit centres nced autonomy. This in tern implies the need I'or competilive
intra-company transfer prices. There is bound to be a.conflict of inlerest between
scgments of the same organisation and the need for complete freedom for profit
centres to deal with outside markets.- Profit centres as buyers and sellers should b
able to negotiate the prices of intra-company transfers independently and with Jeass
amount of arbitration. This gquestion is dealt with in detail in the next anit.

Activity 3
-1 What difficulties are to be sorted out before designing an evaluativn system for

profit centres?




2 Can you try. lo enumerale the problems ussomalcd with ‘profit’ and its
measurement for a dmston?

Problem of Analysls of Proflt Centre Results
Apant from the profit measurement and associated problems, there is also the

problem of understanding the performance itself. Usually profit centre performance -
will have 1o be evalvated against some stgndards and the most common practice isto -

evalualc the same against the budgets. The variances oceur as a result of the
combined influence of a host of factors. Unless theée influcnces can be segregated
and understood the major objective of control would not be achieved. Further,.
rcliance on the total deviation without isolating the controllable and non-contrellable
aspects of the variations may have demolivating impact on the managers.

The problem will also be different when the division is a single product or a - -
multi-preduct division. However, in the case of a multi-product division the problem.
may be more complex.

We shall iry to analyse the variances of net income before 1ax for a profil ¢entre. We -
use the data of Ibis Apparel presented in Tables 4.1 and 4.2 for this purpose. For the
sake of simplicity, we have grouped the-products into wo major groups and we MII
use the avcrngc data for cach- group as the per unit ml’onnauon

Tabic 4.1
Ibis A poarehy
Master Budget Sales end Expertse Duta for Perdod 1 .
(Lo QO9)
Products

- Undergarmenls Oulergarments

Per Per Mlaster

Unlt Tetal Unit Total Bodpet -
Sales in units 7,000 3,000 15,000
Sales Revenue Rs [0} Rs 70,000 Rs 40.00 R 320,000 _Rs.350,000 .
Variable expenses:
Manufacluring 4.00 . 25,000 15,00 120,000 148.000°
Markcting 2.00 14,000 5.00 6.0 " 78,000
Tolai variable expenses Rs 6.00 Rs 42,000 Rs23.00 Rs 184,000 Re 226 000
Contribulion margin Rs 400 Rs 28,000 Rs17.00 Rs 135,000 Rs 164,000
Fixcd evpenses: )
Manufaclunng Rs 60000
Marketing 75000
Adniihistration 14000
Talal Re 149,000
o ot hefore Lives 15,060
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Tebie 4.1

Ihis Apparels
Artic) Sales mud Expraw Bato for Period 1

Produocts
Undorparments thutcrpurawents
Per Per Actua
Unlit - Total Unit- Totnl Toienl
Sales in units 10.000 5.000 15,089
Rs Rs R R Rs
Sales Revenue 9.00 (). 000 50.00 2,500,000 3. 4D 000
Vanable cxpenses:
. h!mu.l’murir.s 150 35.000 . 20.00 100,000 1,05.000
Marketing 150 15,000 _ 10.00 <0.000 65.000
“Total varisble expenscs 500. 50,000 30.00 1,50.000 2,00,000
Contribution margin 400 £0,000 20,00 100,000 140,000
Fixed :;pcﬁc.l: .
Manufacturing s0.00n
Marketing 651543
Administiation L5100
Totad 1,310,000
Net prafit bcfun: laxes HIEEY

.On comparing the budget and actuals presentcd in Tabh:s 4,1 and 42 we l'nd that
thie profit before tax is down by Rs. 5000 fram the budgeted figure. Lot us

_ disaggregale the information and see the actual influcnces so as 10 understand the
performance of the profit ceatre. As a first step towards this we try to,construct the
flexible budget lor ihe division. Table 4.3 presents the Mlexible budget calculations,

Table 4.3
It Apperds

Calculation of Flexible Budget for Period 1

Sales revenue
Undergarmenis
(:_)ulﬂg;nﬂcnﬁ
Total .
¥Yeariablke Expenses:
L_!ndw
Manufacturing
Marketing
Totaf
w
Manufaciuring
Marketing

Total

{actual unitssold X budgeted selling price)

10.000 x Rs [0.00
5.000 x 40,00
15.000

{actualunits sold. X budgeted vanable expense)

10,000 x - Rs 4.00
tom - x Bs 2.00
5.0 x Rs 15.00
5.000 x Ps 800

Total Manufaciuring varisble gxpenses

Tola) Marketing variable expenses

Towal

Rs 1X).(00
200000

EEIALEY

Rs 40000
20,000

Rs 60,000

Rs 75.00
40,000

Rs 115,000

Rs 115,000
60,000

Rs 175.000




Table 4.4
Ibls Apparels
Calculntion of volume-mix and expense-price variances of period 1

1 2 3 11-2 (2-3)
Master Flexlble - Volume Expense
Budget Budget Actasl and mix and price
Sales unils 15,000 15,000 15,000 - 1] 0
Sales
revgnues (Rs'000) %0 ang 40 o U 40 F
WVariable
cxpenses : {R1"000)
Manulaciuring 148 113 135 3 F 20 U
Markeling 78 60 65 18 F 5. U
Tulal Varable .
Cxpenses 36 175 200 51 F 5 u
Cunrribution-
Margin . 164 125 140 ¥ U 15 F
Fixed
expenscs (Rs'000)
Manulactudng : 60 60 50 1} 0 F
Markeling 75 75 65_ ] 10 F
Administration 14 14 15 0 I u
Toual fixed
capenses 149 149 130 0 19 F
Predit belore
taxcs ('000) 15 (24) 10 3 U M F

Notrs:

i Sales Volume Variance = Masier budget average contribution margin per unit X {Actual sales unjts <
Master budget sales wnits} = {Rs.164,000/E5,000) = (15,000 — 15,000) = 0,

2 Sales mix varinnes = (Flexible budget average contribution per unit — Master budget average
contribulion per unit) x Actual sales unil = [(Rs, 125,000/15,000) — (164,000/15,000)] x 15,000 -
Rs, 39,000 U

Sales Yolume and Mix Variances

From Table 4.4 it is easy to understand the. actual performance and see how the
decline in profit-after tax of Rs. 5,000 has resulted. We can see that the total sales
volume of 15,000 has not change and hence no loss is attributable to volume variance.
However, the sales mix does change and the drop in sales of high contribution
outergarments results in a combined l0ss of Rs. 39,000, despite an increase in'sales
of low contribution undergarmeats. That is, the company has lost a contribution of
Rs. 51,0600 on outergarments and gained a contribution of Rs. 12,000 on
undergarments, thus incurring a loss of Rs. 39,000 on account of sales mix change.

Usndergarments Qutergarments
Master budget contributicn , '
targin per unit . Rs- 4.00 Rs 17,00
Budgeled sales units 7,000 8,000
Salesmix % 46.67 53.13
Acrual sales 10,000 5.000
Aciual sales mix % : 66.57 3333

“rice and Expense Voriances
The Rs 48,000 favourable price variance ia Table 4.4 arises from the fact that the

Profk Crotres
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average actual sales price exceeded the average flexible budget sales price. This can be
disaggregated by products as follows :

Undergarments (Rs 9,00 - 10.00} x 10,000 = RBs. 10,000 U
Culergarments (Rs 50.00 - 40.00) x 5,000 = Rs. 50,00'F
Rs, 40,000 F

The total expense varfance is Rs, 34,000 favourable which can be disaggrepated as
follows:

Manulacturing variable Rs. 20,0001
Manulacturing fixed 10,000 - Rs. ID.0OXOF
Marketing vanable Rs, 5000V
Marketing fixed 10.003 F Rs. 5,000F
Adrmnistratian 1,000U
Totad ! Rs. 14,080 F

Now we have a clear idea as 1o which segments of the business have contributed
towards gains and which segments contributed 1owards losses. This information will
help the profit centre management and the top management {o tackle the situation
beter.

Summary of variances

Sales Mix vanance Rs. 39,000 U
Sales Price variance 40,000 F
Expense vanances 14.000 F
Total Rs.’ 5,000 F

This analysis explains the attual performance of the profit centre.

4.5 PROFIT CENTRE AS A MOTIVATIONAL TOOL

There is considerable debate relating to the use of profit centre concept as a

motivational tool. Profit centres assign the profit responsibility of the segments to
their managers. The basis of evaluation may vary from organisation to organisation.
It 1ay be based on the absolute profit or oo the ratio of profit to the resources used.

The different arguments supporting the value of profit centre as a motivational tool
can be summarised as follows :

1 A profit centre manager is perceived to have a higher stats in the organisation
and lience provides a psychological benefit to the division inanager. It is argued
that this perceived importance motivates him to perform better. By making the
managers responsible for the profit performance of their divisions it tried to blend
their objectives with the profit objectives of the company.

2 Profit centres tend to enhance the profit consciousness of the managers and
subordinates within the division and hence they ail strive for maximising the rrofits
of the division. This leads them 1o become =onscious about the expenses . the

division. They constantly-try to evaluate every expense decision in the context of
its relationship to profits.

3 Ihe position of being a profit centre, manager in an organisation brings in a sense
of pride and belongingness, which in psychological terms provides sustenance for
the needs of self-actuelisation and self-esieem. Most of the organtsation theorists
argue on these lines.

4 The freedom and authority given to managers imbibe a sense of independence and
responsibility in the profit centre managers enabling them to strive for better
performance.

Allthese arguments are essential or inter-related and may at least partially contribute
towards better performance when combined awvith a realistic system of rewards and
punishments.

Studies in-this regard show that majority of firms in India consider the enhancement




of the profit consciousness amongst managers as the greatest motivational Pruflt Centres
contribution of profit centres.

The discussion we had in the previous section relating 1o the ideqn of profits, its
mczsuremnent and expression has a lo1 of relevance in the motivational context of
profit centre managers. The problem is very tricky in that any idea of profit which
tends 1o understate the profits will have a demotivational impact on the management.
On the other hand, any idea of profit. which tends 1o over-state the same will not be
in the interest of the organisation in the long run,

4.6 PERFORMANCE RELATED COMPENSATION

The issue of compensation refating to profit performance is closely linked 10 the
question of motivation of the divisional managers and subordinates. The system of
evaluation based on profit performance of the profit centres will have to be related
to the incentive system in the organisation in such a way thar the profit centre
managers are motivated to maximise the contribution to the overall profits. This
should take into account the profit contribution in the short and fong runs.

An >bjective measurement of profit of the profit centres will itscl go a long way in
motivating the divisional managers. However, this can be further strengthened by an
effective system of compensating for the performance.

The system should also ensure sufficient freedom to the profit centre managers for
taking decisions lo ensure planned performance. The arganisation should create a
climate and structure which will ensure such operational freedom.,

The amount and nature of compensation should be determined in the averall context
of the organisation. Normally the evaluation should be done a1 a collective level and
the incentives should be realisiic in the context of compensating for the real |
contribution of the profit centre managers.

4.6 SUMMARY

Profit centres aim 1o focus attention of the managers on control by making them
responsible for both revenues and cxpenses of the contres,

Establishing and operating conirol system based on profil centres poses many
practical difficulties such as deciding on the basis of profit measurement. allocation
of expenses, and inter-divisional iransier prices.

A major problem to be confronted inm establishing profit centres is the very question
of the boundaries of the profit cenires within the organisation.

Profit centres may act as impoertant motivational tool in organisations. There is
cvidence to show thal they imbibe a sense of profit consciousness among division
managers.

The establishment of profit cenives and the evaluation of performance using profit
measures posce several tricky questions arising from combined influence of a host of
I.

factors.

Profit centres, in order 10 be really effective and endusing in an organisation, would
also cequire a performance related compensation system which may again pose
several practical difficulties in the implemientalion of the idea.

4.7 KEY WORDS N

Book profit: Profit measurcd by maiching revenues and expenses of an accounting
period according to penerally accepted accouating principles.

Boundary conditions of profit centres: The boundarics of divisions in an organisation
should be so determined that overlapping is avoided. Where cerlain revenuus and 23
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cxpenscs are attributable to a particular division, they should be assigned only to thal
division.

Performance evaluation: The process of assessment of the result of operations of the
division by comparing agains| predetermined standards. The basis of such cvaluation
need not be restricted to any one variable.

Prufit centre: A division of an organisation which is responsible for botl revenue
carned and lhe expenses incurred by it. Such a division is usually evaluated on the
basis of profit or a variant of it. As a general principle the measurement 13 restricted

_ to revenues and expenses over which the division has control and hence the profit so

meastred may be different [rom the profit in the accounting sense.

Profit contribution: This is actually the contribution made by a division towards the

- profits of an organisation without sclling off all those costs incurred by the

organisation over which the division has no control.
L]

Real profit: The profit determined by valuing the resources consumed by the division
at their economic value 1o the business and ot their historical cost.

Variance: Deviation of actual result of various elements of cost and revenue from the
planned levels.

4.8 SELF-ASSESSMENT QUESTIONS/EXERCISES

1 Evaluatc the purpese of comparing actual net income against planned net incomce
ol prafit centres. What problems, if any, may be confronied in this case?

2 How do 1he boundary conditions influence the measurement of the performance
of profit centres? :

3 In what ways does the idea of profii and the different bases of mcasuring profit
affect the evaluation of profit centres?

4 How does profit centre molivaic divisional manugers?

5 What is performance related compensation? What are its advaniages? Whal are
the pitfalls against which we must guard ourselves before introducing the same?
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UNIT 5 TRANSFER PRICING

Objectives
After studying this unit you should be able to : -~
% understand and differentiate transfér pricing from external pricing

@ appretiate the need for transfer prices in a stituation where two or more divisions _
exchange gobds or services

® cvaluaie the dilferent problems of fixing transfer prices in thc context of a
dlwsmnallsed organisation

. apprccmle the importance of transfer pricing in taking correct production and
selling decisions.

Structure

5.1 Intreduclion

5.2 ' Transler Pricing and Corporate Pollcy

5.3° Methods of Transfer Pricing

5.4 Decentralisation and Performance Evaluation
5.5 Transfer Pricing Practices

5.6 Summary

5.7 Key Words

5.8 Self-assessment Questions/Exercises

5.9 Furiher Readings

5.1 INTRODUCTION

Large businesscs today are usually organised into different divisions for effective
management control. In case of large muiti-product companies each of the divisions
may be large manufacturing units in their own right, When a company is organised
inta more than one division and if one division supplies its finished output as input
to another division, there arise the question of transfer pricing. Transfer price ks the
price at which the supplying division prices its transfor of ovtput to the user divisfon.

It is different from the normal price o that both divisions are a part of the same
organisation and thereiore there is only an internal transfer and rot a ‘sale’.

Transier pricing refers to the pricing of lows of physical gonds and services among,
the divitions of the same company. As the pricing of these flnws is likely to have an
impact on the performancs evaluation of ihe divisions, the setting of transfer pricing
policies within the company has great significance. It is possit:le that any given policy
may favour some divisions and disfavour others.

The issuc of transfer pricing acquires added sipuificance when accountiog is to be
used {ur the purpess of divisional performance measurcinent, The major significance
of transfer pricing is that it will be wsid v measuic the aotional sales of one division
which uses the transferred output as its iput. Thos the transfer price used in the
organisation will have significant elfect on the linaucial perfonnance of different
divisions. This brings forth tae 5 zer! for 'sldi‘l]l‘-l"lng a transier ppice [ree from all
biases. It has to be as cquitable as possible o the different divisions in the
organisation.

Activity |
#) Mote down the conditons which crake tronsfer prices neeessary,
b) Can vou iy toconstruet aset of oltactives T ostablishiog o trzosler price system

- -
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5.2 TRANSFER PRICING AND CORPORATE POLICY |

Iftroduction and operation of an effective system of transfer pricing in an

organisation is entangled with at least three major aspects of corporate policy. They
are : (1) divisional autonomy, (2) wransfer pricing, and (3) performance evaluation.
The first two aspects are specific ingredients of general area of corporate control.

host large organisations may be divisionalised. The divisional managers’ freedom of
action is not complete. Divisiornal. managers are to make periodic reports to the
headquarters. The corporat~ policy on this may include :

a) the level of details in these reports,
b) the accountability of decisions and actions,
c) thé frequency of over-ruling of the divisional managers’ decisions, and so on.

The hcadquaners closely contrals those aspects which affect the operations of other
divisions. This includes quantities of output transferred among the divisigns as also
the price at which the transters take place (the transfer price).

Apart from control considerations the headquariers'must also be concerned with
policy regarding cvaluation of performance of the divisions. The evaluation of
performance of the divisions is necessary for the ‘rewards’ and ‘punishments’ to be
decided for the divisional managers. The rewards and punishments of the divisional
managers have o be based on some observable objective measures such as sales,
profits, cost reductions, innovation and improvements-and growth.

The corporate policy determination in the context of divisionalized firms invaives two

_decision making levels. First the headquarters which scts overall performance

evaluation and the corporate control policies and secondly by the divisions which set
the enterprise level policies relating 1o discretionary controls such as physicat outputs,

"prices, and the like.

The divisional managers who control enterprise level variables would like to
maximise their benefits. The benefits depend on the evaluation criteria set by the

headquarters. The outcomes depend ‘on the corporate control policies and
envirecnmental factors. The environmental factors such as markel conditions,

competifion prices, taxation and so on are exogenous or given for any enterprise.
Most of this edvironmental variables may be unceriain and will forcc the dw:srona!
manager to take decisions under uncerlamly

The benelit to the hcadquarters depends on the outcomes of the subsidiaries. Since
the outéome of the subsidiaries are uncertain the outcome of the total entity.also
become uncertain. Thus the headquarters also faces the problems of making decisions
under.uficertainty.

It is in this context of seting corpotate policies relating to evaluation and control that
we have to look au trans{er pricing and its implications for performance evaluation
and corporale conlrol

Activity 2

Can you map the relationship of corporatc policy issues involved in estahlishing
1ransfcr price system"

5.3 METHODS OF TRANSFER PRICING

In very gcncr}tl terms, transfer pricing methods can he classificd inte two beoad
calepgorics. Qne. those methods that try 1o replicate or base their detisions on market
relationships that could have existed bad the divisions been independent comparies.
Second, those micthuds that ry 1o medify substanrtially the physical and ftnuncial ffws




-that could have aken place If the divisions were separate compankes. The first gtoup
of transfer pricing is usually referred to as market oricnted transfer prices. The second
group of transfer pricing methods are 'variously referred to in the literature as Jow
transfer pricing methods, ad hoc methods or instrumental methods. The basic
principle followed in the second method is to take advantage of the fact that the
divisions are part of the same company, T C

In common practice three bases of transfer pricing are used, These are cufrent market
prices, manufacturing costs or negoliated prices. The first falls dnder the market
oriented scheme and the second and third are based on instrumental method.,

We have so far discussed transfer price in the most frequently encountered situation
of inter-divisional transfer of goods and services, However, it could also be
beneficially used in sitwations where costs are to be altocated to different user
segments of any common facility for which costs ‘are incurred.-

Market Price

One of the most practical and rational basis of determining transfer price is the
market price. The price is rcadily available and it represents the current sates
{realizations) in the open market. Whenever there is a well cstablished market for
the goods or services o be Iransferred and the divisions involved are not highly
dependent on each other, market price may be easily determined, [n such cases’
market price may be-considered as the ceiling limit fot transfer prices. This is for the
simple reason that a captive and ready market for the dutput to be sold may warrant .
a lower price.

Under certain circumstances deviation from market oriented transfer price may be
justified. Some instances are : T o

& where the products involved are highly specialised and a ready market does not
exist, market-price determination will be more difftcult.

® where itis necessary to take advantage of cconomics of scale in the production of
- some goods OT services.

¢ when it is necessary to shift résources from low priority to high priority divisions.
e where considerations of taxation are applicable. -

However, one should not overlook the fact that a perfectly compelitive market does
not exist in the case of most products. Further, it should also be borne in mind that
tn order to stricily compare the prices, a host of factors such as quality, grade, credit,
delivery time and supporting services will all have 1o be taken into account. It may
also be noted that market prices may be ‘rigged’ at times duc to various factors such

as shortages, dumping, speculation and so on. Thus such temporary prices shall not
be used for the purpose of establishing long range pricing. Such temporary prices are - -
also not useful for comparisons of long run repetitive large volume—in most cases
whole output — transactions. Market based transfer pricing methods-arc more
communly used than instremental-method. They have some important advantages.

® They arc one of the most simple and easily pnderstood method.
® They minimise the complications for performance evaluation.

® They reduce points of conflict between various divisions.

® They are usually consistcnt with the environment outside.

Adjusted Market Price

It should be understood that the inter-divisipnal transfers in most situations cannot
replicate a compelitive market sitvation. A division may have the advantage or
disadvantage of being a captive buyer or captive supplicr. Capacliies may be related
which are different from the cconomicaily competitive capacities to take advantage
of the synergics of integration or to remove the uncertainties attached with the supply
of critical items by outside parties. etc. These and many ather factors may be
considered while fixing the transfler prices They will thus justify the sctting of transfer
prices based on adjusted market price. The extent of adjustment to markelt price will
still have to be decided.

Manufacturing Cost

When perleet market does not esist lor the product invelved, manufacturing cost

) Trutaler Pricing
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- The practical difficully is that the divisions will tend to overstate or understate their

. if opportunity cost as transfer prices is to be cfiectively used.

becomes the commonly used base [or ransfer pricing. Even in this case the company
must decide as to which costs to use, whether it is actual costs, standard costs,
budgeted costs or marginal cost, It is easy to demonstrate that if there exists no
intermediate market the realistic transfer price sliould be based on long run marginal
cost. From the practical point of view it could be argued.thal since standard costs are
gencrally engineered costs it would probably be the best choice for a transfer price.

Another important problem which would be encountered in using manufacluring cost i
as the basis of transfer price is the costing methodology and the probletns of variois
cost allocations necessary for determining manufacturing cost itself,

Whenever the corporate level wants to influence the sharing of profits between its i
divisions, for one reason or another, it may try (o do so by using either a markup on e
costs or use different bases of costing. The alternative methods which could be

applied for a cost based transfer pricing system can be many and varied, such as:

Actual vnit full cost

Standard unit full cost

Actual unit full cost with a fixed markup
Standard unit full cost with a fixed markup
Actual unit variable cost

Standard unit variable cost .
Actual unit variablc, cost with fixed markup

Standard unit variable cost with fixed markup

Marginal cost

Free transfers

All these methods can be considered as fow price methods, asswming thal costs are
comparable with competitois. The variations are détermined by the inclusion or
exclusion of markup and the fixed cost elements.

Negotiated Price

In most practical situalions we find that ultimately it can be negotiatec pricc whether
we use market price or the manufacturing cost as the basis for determining transfer
price. This price can be based on manufacturing costs plus an extra percentage added
lo approximate markel price. -

Whatever basis is chosen, the company should be careful in avoiding arbitrary price
being imposed on the divisions. Such arbitrary price may be rewarding to one division
and penalising to ariother division, Attempts to shift profits from efficient divisions
or to charge cosls to other divisions on the basis of ability to bear should be avoided.
Such practices will distort the financial performance of divisions and stifle the very -
basis of divisionel management. ’

Opportunity Cost as Transfer Price

In several cases we come across situations where the pricing of inter-divisional
transfers based on market price or its variants becomes difficult because of the lack
of existence of a reasonable market for such intermediates, This may also be the case
where the supplier division is a monopaoly producer or the user division is a monopoly
consumer. '

In sueh circumstances the transfer price is set by the central management. An ideal
option for the central managément will be to set the price at a level which equals the
opportunity cost of the supplier division and the user division. Both divisions under :
these circumstances will be encouraged to produce and consume that quantity which :
is optimal {rom the point of view of the company as a whole. If the user division fails

to provide adequate orders for the supplier division the amount of contribution in
respect of the production foregone due to Yack of orders should be charged from such
division. Similarly if the supplicr division fails to supply the required quantity to the
user division, the amount of contribution attributable to the productien foregore as
a result-of the short supply should be charged from the supplier division.

opportunily cost so as to influence the transfer price to their advantage. It will be
necessary for the central management to generate and audit the opportunily cost data




Activity 3 Transer Priciog
1) What conditions must exist [or estublishing tronsfer price based on the-following?

a) market price or modificd market price
b} different cost-based transfer prices

c) negotiated transler price

d) oppartunity-cost-basetl transfer price

ii) Can you prepare a matrix showing different transter pricing models, situations
ideal for cach ease, and advantages and problems of using different transfer prices..

5.4 DECENTRALISATION AND PERFORMANCE
EVALUATION ' - _

Every organisation aims at achievement of some group objectives. An important
consideration in orgarising' activities is the cengrulty between the objectives of the
individuals in the group and the group. Where such congruity exists the group poals
would be achicved automatically with the achievement of personal goals,

In reality, however, there is a natural contradiction between individual goals and the
group goals. A basic contradiction which can be eastly understood is the fact that the
individual tends to want-to put a small amount of ¢ffort into achievement of the
group's goals and a1 the same time like to share a larger pant of the bendfits of the
group’s activitics. It is in the contex! of this natural tendency that the group must
impose some performance evaluation of the individual. The share of the individual
in group-achieved bencfits (or fesults) shoutd be proportional to some observable
contributions of the individual to the group’s objectives, The group activities are to
be left to the individuals ard what success criteriz arc 1o be considered in the
cvaluation of the contribution made by the individual towards the group. The activity
of the group to be left 1o the individual's decision will determine the degree of
individua! automony. The success criteria 10 be used for evaluating the individual's
contribution to thie group will determine the method of perforicance evaluation.

The sct of observable success criteria may be taken to include absolute profit levels,
profit rates, cost levels, revenues, market share, product improvemcnts, increase in
praductivity and so on. Managers on the other hand base their contro's on various
variables such as quantities of inputs purchesed and consumed, quantitics of output
produced, prices obtained on outputs, expense incurred on marketing, research and
development, product improvements and so on. Please recall the overall performance
evaluation given fgz various tynes of respoasibility centres in Table 2.1,

It is generally agreed that there arc threc major principles for developing and
implementing performance evaluation system: .

1 The criteria and procedure of performance evaiuation should be clear and expihcit
and the superior and subordinate should have common understanding prior to the
beginning of the evaluation period. ' -

2 The criteria of performance evaluation should be as accurete as possible.
3 It is ideal to use a multiple crileria of performance than any single criferia.

Il we look at the control variables used by responsibility centres in Table 2.1 (in unit
2) we notice that in case of all tke centres in a multi divisional organisation—using
or providing goods or services from or to another division—the performance
measurement will be closely linked to the transfer pricing used by the organisation.
It is this central position of transfer pricing in the perfotmance of evaluation of
different divisions and the resultant organisational problems thal makes it very crucial-
in the scheme of performance cvaluations.
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Actlvity 4.

What aré the probiems. which come upin transfcr pricing in the area of performance
evaluation. :

5.5 TRANSFER PRICING PRACTICES

" Thereisa Iarge amount af documenlcd sources oni the transfer pricing pohmcs used
by companics all over the world. These studies have documented various aspects of
transfer pricing policies such as (a) its rolc as an overall componcnt of reporting and
control sysiem in companies, (b) the effect of transfer pricing on intra-corporate
‘¢onflicts, (c) variations in transfer pricing policies acrass the world, and

(d) environmental conslralnls on use of transfer pnces

A bncf =ummary of lransl'cr pricing pracl:ces is as follows & .

1 Compames tend to look at transfer pricing no; just as a mere accounting excmse,
tut as'an important 160! in policy l'onnulauon lOwards achievement of corporate-
objecuves ' . .

2 Transfer pricifg acts as a major source of political conflict within the orgams&uon
and, this takes place irrespective of the method used for this purpose. Different -
~ methods’ may, however. maease or -decrease the possibility of conﬂ:ct :

5 Companics tend 1o use a vanety of transfer pricing methods. However the
dominant among them are the markcl'pnces or thc methods based on modlfcauons
of ;he,markef pncc.s

4 Even lhough many companies use transfer pnccs asa pollcy variablé, it is not the
* major of pnnp:pa.l -pollcy vanable

5 lntemauonal oumpames use consmousmampulauon of transfer prices as an”
_instrument of maximising achievement of corporate goals AD cxphal exarnple is
“the transfer of profits from subsidiaries to parent companics or othef companies inr
the group through transfer pricing policies relating to supply ‘of capnal cqmpmer;t
or mpuls by multinational companies.

5 6 SUMMARY

La:gc busmcssa are usua]ly orgamscd into dmsmns for effecme managemcnt :
control.'When the organisations get divisionalised, they face the problem of pnang
.the goods and. services ‘purchased’ by one division from another fiom within ke
orga.msauon

Trhnsfcr price is the pncc estabhshcd ‘[or mter-diwsmna] ‘transfer of goods or semces
The process of setling lransfcr prices are tlosely :clalr:d 1o the corporalg policies on:
dw:smna.l autonomy and. perfo-rmancc evaluation.

There are various methods of transfer pncmg that- c:m be vsed by an orga.msauon.
.-However; the chpice will be de.termmed by a host of factors such as nature of the
product policy of the company with respect to divisional aulonomy, method of
parformance evaludtion, and so on, The useal methods are based on cost of
proguction, market prices, hegotiated prices or opporlumty cost of supplicr and user
"diyisions. It is'a commnon pracfice to use any one of ihese methods as a'basis and then
(0] d!:termme thé actual transfer price by-appmpnatc mulua.l.ly agreed adjustments in
lhe conlcxt of a pa.rtlmlar company, :

- i

"f‘mnsfer pricing has a direct impact on the i issue of performance evaluation to be used
by the. company and hence is closely related to the quesuon of motivation of the’
executives,

T T TR T YT T




In actual practice companies use almost all the methods. The choice of methods is «-—ater Priclag:

determined by the management policy and the particular situation of the coinpany.
Most commonly used methods are based on market prices. Companies consider
transfer pricing important to the policy formulation for achieving the objcctwcs of -
the company. The intcrnal political suueture of the organisation also plays a part.
Tllustration

The Apparcls division of Ibis Apparcls uses yarn from Ibis “Yarns, the spinning
division which is operating at full capacity. The yarns division sefls part of its putput
te regular cutside customers at Rs 15.00 a unit. Apparels division has now offered
Rs 10.00 a unit for the yam. It sclls its products in the open market ofity.

The yamn division has a variable cost of producing the yan,-at Rs 8.50 per unit.” ~

The cost structure of Appare] Division is estimated as follows:

Selling price . Rs. 100
Outside supplies 40
Ibis yarns’ supplics 10"
Other variable costs 30
Fixed overheads 15
_Rs 95

* 1f yarm is available in the market at a price of Rs 15.00

The Apparels Division is operating at about 50 per reng 'of its capacity and the
divisional management believes that a savi~_ . «s.5.00 per unit of yam which is a
major part of the Apparel divisions’ input can give it a price advamagc_m the market
and will be able to increase ils capacity utilisation.

The company uses return on investment to measure the l”nancml pcrformancc of
divisional managers. .

a) Assuming that you are the divisional manager of Ibis Yarns, will you agree 'lO
selling yarn at Rs.10.00 to Apparel Division? Why or Why not? -

b) Will it be to the immediate economic advantage of Apparcl- lesmn if the yarn
division supplicd yarn at Rs.10.00 per unit? Explaln

¢} Can you evaluate the managerial issues involved in this situation? Wha( will be
your stand if you were the President of Ibis Company?

Sopgpested answer

a) It is not advisable Lo supply Apparel Division wuh yarn at the rate of Rs 10.60
per unit. Yarn Division will lose Rs.5.00 per unit on guan:iy sold o Apparel
division. The performance of yarn division will Be adversely affected asitis to be -
evalauted on the basis of return on invesiment?.

b} The nature of Rs.15.00 per unit fixed cost is the key 10 the question.of deciding
what is good [or Apparel Division. These costs are to be incurred, irrespective of
the volume of cperations. Thus even if the yarn is purchased at Rs 15.00.per unit
and a price cut of Rs. 5.00is effected to increase the sales the r:orm'tbutlon will still
be positive as shown below :

Selling price ) Rs.95

Less: variable costs:

Qutsidc supplies - 40

Ibis yarns' supplies -15
Other vapiable costs - 30
Contribution margin Rs, [0

The Apparel Division has a poisitive comnbuuon of Rs. 10 per unit even after
obtaining the yarn at markerprice and effecting the required reduction in price 10
cffecl expansion in nlcs volume. Correct analysis will show that it is not necessary
to obtain a price ddvamagc of Rs.5 per unil from yarn division to make the pnce

reduction possible. fi i
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Cost based transfer price: A price determined for iner-di isipral transfer of goods

There is no immediate advantage to be obtained by Yarn Division supplying the yar
at Rs.10, ,

¢ The best interest of the [his company.is scrved by the apparel division elfccting
the price cut to increase the volume and therehy reducing the per unit incidence
of fixed costs.

Forcing the Yarn Division 1o sepply at Rs, [0 per unit i )& & Yafid argument sisce
there is no reat advaniage to the company a5 a whole.

As the presidént of the company‘] would ask the Appare] Division to look elsewhere
for maximising the margins than by artificially incressi-zo the same by a icmporary
vailout from anotlicr division.

R S T

5.7 KEY WORDS

or services which are based on cost of such goods or services with or without the
addition of a margin on the cost, Either the whole or some predetermined
components of the cost form the base of such transfer prices.

Market price based transfer prices: A price determined for inter-divjsional transfer
of goods dr services which are based on the market price of such goods or services,
with or without any adjustment, Market price may be the base for determining the
transfer price even though the exact price wiil be determined by the adjustment to

be carried out.

Negotiated price: A price for inter-divisional transfer of goods or services which are
determined by negotiations between supplying and user divisions. A price established
in an ‘arms length negotiation’ is a free and fair negotiations as if-these divisions

where two independent parties to the transaction.

Transfer price: An internal sclling price established for goods or services transferred
between divisions of a divisionalised comypany. '

5.8 SEL’F-ASSESSMENT QUESTIONS/EXERCISES

Steel Industries L1d. (SIL) was formed by merging three independent units, Miri
Steels Lid: (MSL), Steel Rolling Lid. (SRL) and Stec] Fabricators Lid. (SFL).

After the merger in 19X 1 the three units have operited as three divisions of SIL, as -
if they were independent units. having their own sales force and praduction facilities.

Each division management is responsible for sales, costs of operations, finaneing and

working capital management.

SF division received a contract for structural fabrications. It uses rolled components
from SR division. I1 also uses components from oulside suppiizrs. ST used a cost
ftigure of Rs.3,800 per ton for the rolled products manufactured by SR’in preparing
the bid for the contraci. This cost was based on the information relating to standard
variable cost of manufactunng, selling and distribution supplied by SR.

SR has an aggressive preduction and sales force calering to new rolled products
according to the market demand. SR’s average selling price for the rolled products
to be supplied to SFis Rs.6,500. Sales of these componcnts arc growing in the market,
SR has offered to mect the demands of SF regularly at the current selling price less H
variable sclling and distribution expenses. SF has offered to pay standard variable
manufacturing cuost plus 20%.

The corporate management hud so far never scta vansfer price since the divisions
had continued with their independence even afrer ncrger, Since the two divisions,
now could not agiee on thé: price, the corparate finance direcler intervened znd
suggested a price based on standard ful] mandfactusing cost plus 2 mark upof 15%.

Needless 1o say both the divisions rejected the compromise suggestion. The cost
structure of SR division's rolled componcrts.io be supplied 1o SF division and the
three suggested trassler prices are given below :




Current markel selling price Rs.6,500

VYariable manufaciurning cost Rs.2,200

Fixed manulacturing cost 1,200
Varjable sclhing and distritulion cost bl
R, 5,000

Transfer Price allernanves:

Current market price less variable sclling
and distribution expenses {R5.6,500 - 600) s, 5,50

Variable manufacturing cost plus 20%

(Rs.3,200 x 1.2) Rs.3 8410
Full manulacturing cost plus {5%

(Rs.4,400 x [.15) 55,0600
Required

1 Discuss the effect of each of the suggested transler prices on the SR division. What
would be the attitude of SR division towards inliracompany sales?

2 Do you agree with the process of ncgotiation between SR and SF divisions as a
satisfactory method of resolving the transler price question? Explain your pesition.

3 What is the rolc of corporaie management in the situation? Will you agree to the
suggestion of imposing a transfer price in Lhis <~ on? Explain your answer.
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UNIT 6. INVESTMENT CENTRES

Objectives
After studying’ this unit, you should be able o :

». design an investment centre for an organisation

¢ definc the investment base for an investment centre

® design appropriate measures for measuring investment centre performance

® suggcest an appropriate financial control system which can climinate investments
over which divisional managers have no control.

Structure

6.1 Introduction

6.2 " Investment Base

6.3 Measuring Investment Centre Performance

6.4 Measuring the Investment Basc

6.5 Problems of Financial Contral of Investment Centre
6.6 Summary )

6.7 Key Words

6.8  Self-assessment Questions/Exercises

6.9 Further Readings

6. 1 IN TRODUCTION

The responsibility centre conce:pt acquires malumy in the form of investment centres.
.Here the manager is responsible not only for the profitbut also for the assels under
his disposal. An investment centre encompasses, additional problems with respect to
what assets and liabilities should be included i in the investment base of the lnvqstmenl
centre and as 0 how the prolits be related to assets emploved.

An investment centre is responsible for the praduction, marketing, and investment
in the assets employed in the scgment. An investment centre mardager decides on
aspects such as the credit policies (investment in receivable), inventory policies
(irivestment in inventories), and within brozd framework. decide on the investment
in equipment needed for the production and marketing of the products. Investment
céntre managers, unlike the profit ¢entre managers, are concerned holt only with the
profits per se but also with the profit in relation to the amousts invested in the
division. Financial performance of the manager of the division is measured by,
comparing the actual with projected rate of return on the investments of the centre.

6.2 INVESTMENT BASE.

One of the major issues facing the exiension of responsibility centre idea to
investment cenltre is the question of what assets and liabilities should be included for
determining the investment base of the investment céntre. The problem here involves
both the identification of the assets and liabilitics, and their measurement, The
answer to the above question is not available in the accounting theory. This issuc has
to be resolved from considerations of the best possible ways of motivating the
managers. The inclusion of assets and liabilitics in the investment base should be done
in such a manner that it will motivate the managers to make the best decision with
respect to acquisition, use and disposal of assets.

One of the essential requirements for effective dclegation of authority is the
assurance that the divisional manager will take the same decisions as the top.
managment would have taken in a similar sitvation. It mcans that the divisional
management will act in the best interest of the company. Of course, 'we lfav;: also
seen in the earlier units that any system of decentralisation will deperd to a great
exlent on the top management’s way of evaluating the pcr{ormancc of the dms:ona[
.manager in pursuing the goals of the company.
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" Traditionally, it is believed that both the above conditions is met when top

management relics on the evaluation of the divisional managers by the relurn on
investment. It is presumed that if the manager achievcs a reasonable or acceptable
return on investment under the division's control, the. company will also carn
satisfactory or acceptable relurn. ’

. Aclivity 1
1 What is the impor[unc'c of determining the right investment in the invcstmf:m

centre?

6.3 MEASURING INVESTMENT CENTRE
PERFORMANCE

Most of the problcms faced in the context of investment centre relate to performan_ce
evaluation of the division. Normally, despite reliance on a large number of measurcs
of performance, profit in some form ¢ - other is most pfominent among the measures
used. ’

Two of the most important profit relafed measures used in the investment centre
context are the Return On Investment {ROT) and Residual Income (RI) measures.

Return On Investment (ROI)

Returi. on investment is the relationship between return (profit) and investment
expressed as a percentage. The basic difficulty’is in deciding on what should be taken
as the return (profit) and what should be the investment base for relating the same.
If these questions can be satisfactorily answered the computation is simple and it
provides us with a comprehensive measure for comparisons and evatuations. Usually,
the practice is to take the operating profit before interest and laxes as the profit or
retorn for the purpose of performance evaluation of the opeiating units. The
rationzle is that the profit before interest and taxes is not influenced by extrancous
factors such as financing or taxes over which the divisional manager may not have
adequate control. Simitarly, the investnient base for the purpose is contidered by

" taking into account only the operating assets which are available for use in the

operations. Thus ROI can be defined as :
Profit Before Interest and Taxes

ROI = - : X 100%

Net Operaling Investmient
Here again, in determining the net operatmg investment we have problem as to
whether to use the written down value or the gross value of the fixed asscts, The -
carning power of {hc asscls does rot vary with the changes in writlen down value,
The net value of the assets will depend on the depreciation method used. A probable
way o1t is 10 use the average value of the asset during its useful life.

An ¢xample will explain the compuiation of ROI. Consider the case of [bis Company
presented in Exhibit 6.1, which has'a piece of equipment costing Rs, 1 ,00,000. The
equipment has five year hfe and no salvage value. The equipment can generate a cash
return of Rs 50,000 per annum. The equnpmenl isdepreciated on a slrmghl line basis.
The company has an expectation of minimum rate of return of 25% on investment.
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Exhibl 6.1 .

Ibls Compeny
ROI Compuiation Uslng Net Book Yalue of Axsel

Yeor
1 2 3 4 s

Nel Book Value at Bcginnihg

of Year (Re'000) 100 80 &0 40 20
Cash Return (Re'000) 50 Su 50 50 - 50
Lexy; Deprecislion 20 20 20 20 20
Profit Before Taxes 30 30 . 30 3
Retwrn on Investment % 30

378 50 75 150

ROI us'u:lg gross book value of the asset will be 36% for all the five years since the
profit before taxes is the same during all the years. {Profit Before Taxes/
Gross Book Vaiue) x 100% : ’

= (30,060/1,00,000) x 100 = 30%

If we take average investment as Book vilue of the asset at the beginning of the
.peried plus the book vilue of the asset at the end of the period divided by two
i-¢. (1,00,000 + 0) /2 = 50,000, the RO on average investment will be -
(30,000/50,000) x 100 = 60%,

Residunl Income

Under the residual income method the basis of evaluation is the income remaining
out of proiit before taxes after making provision for the expected return on the
investment. The expected returmn on investment is considered as a capital charge, The
idca is that the division bears a charge for the assels provided by the organisation to
the division for its use. The efficiency of the division is to be gudged on the
contribution beyond the expected return which may be based on the cost of capital
or the opportunity cost of investment for the firm and the Iike. Folowing the example
. given in Exhibit 6.1 we-present the residual income caleulation in Exhibit 6.2

Eahlblt 6.2
. ibls Cempany
Residual Income Compatatlans Using Net Bonk Vare

Year

| 2 3 4 5
NetBook Value ac Br.'gin.ning T T T T T )
of Year (Rs "000 L] 80 g 0 20
Profit Before Taxes (Rs S000) 30 30 K i 20
Less : Capital Charge 25%, of
Invesuncnt Base (Rs.'000) 25 il i3 il 3
Residual Income {Rs..000) 5 nm- i3 v 23

OCtiier Performence Measurcs

ROI and RI measure (he pecformarse of u division giver the invesiment base. s,
addition to these measures most orgaisations use serformance yardsticks sich as
growth in market share, sales growth (actwal achieved viz-a-vis the planned 7
budgered performance}, profit growth and so 0n. As we have seitin eatlier unis
management aceds such additional information ‘o evaluate peiformance ol Lhe
divisions, You will potice that ot of these faciais nre irnalicidy included in the R
and RI computations.

There are other factors such as the newr product Sevelnprocnis and personel
development of the divisiuns which May ftave G pett of o tntag ROT oe R cul

will be adding towards 1he long teorn profitability o i 7 ya, T P Management

will have 10 monitor these costs incurred thougit they 1ess ol generats euerent

revenues. a7
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Evaluation of a division hus to be based on ils overall comtribution to the organisation
rather than on any single factor which may measure only partial impact of the
operations. Hence it is necessary to look into both efficicncy and effectiveness. Vancil
{(sce the reference in further readings) draws a distinction between elficiency and
effectiveness as follows: **one way of contrasting 2ffectiveness and elficicncy is 10 say
Lhal efficiency means doing something right, effectiveness means doing the right
something.” To determitte whether or not the divisional manager is elfective, the
parent company must rely on a variety of ubjective and subjective evaluation criteria,
These crileria wiil be evohied considering the policy objectives of the 1op
management. Needless to say, the policy objectives will vary from company io
company and hence the criicria for evaluation will also vary from company (o
company.

Activity 2.
Compare ROI and RI as the bases of evaluation of investment centre performance,
Which of these measures will you prefer and why?

L N e ke RN r e e e e S T TN
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6.4 MEASURING THE INVESTMENT BASE

We have scen in the previous section that performance evaluation of a division can
be based on ROILand RI aleng with other criteria which the management may decide.
Thus, even in the case of measurment of ROI and RI management palicy may
determine the variables which should be considered for the determination of return
and invesiment base. Since there is no unique definition of cither return or
investment base it is necessary for us 1o cvaluate the different ways in which the
measures can be computed.

Tn the context of the invesiment centres, there are two most commonly used measures
of investment base. The rationale for use of these measures is the control of the
investment centre manuper over the investmenis, One considers the investment base
from the point of view of total assets and (he other from the point of view of total
minus current liabilitics. A general condition thut can be applied in this regard is that
the invesiment base shuuld include only the resources used in producing prefits for
the division. This necessarily implies that the assets under construction and those that
are idle should not be included in the investment base. The process of exclusion
should be carefully handled because if the investment centre nanager perceives the
return on any asscl as not satisfactory he would prefer to idle the same.

Total assets include cash, receivable, inventory, and fixed assets. A major problem
confronted in measnrement of the investment base is the valuations ol these different
components on an independent company basis.

Cash in most organisations is controlled centrally in vrder to avoid the holding of idle
cash. This will result in most divisions holding comparatively smaller amount of cash
than in case of comparable independent compitnics. A common praclice is to use m
the investment base itsell n measure of cash that would be normally required 10
suslain operations, in case the division is an independent company. This is done by
computing the gash on the basis of a certain percentage of the turnover or payment
requirements for certain number of days.

Amount of receivables :lru‘norm;l}ly taken at their net values (net of any provision
for uncollected accounts). This is reasonable in the sense that most divisional
managers can influecnce the investment in receivable through the volume of sales,
preportion of cash and credil sales, the period of credii granted and the effliciency of ©
collectian policics.

Inventodes are generally inclnded at their carrying costs since most divisions should
carry sufficient inventory (v sustain smaoth operations and 1o 1ake care of fluciuations
in demand fo1 its outpul or supply of ils inputs. How.:ver, the accounting valuation




used may have o be considerea n ceciding tne amount (o b included in the Investmend Centrea
investment base. If the inventory is valued on LIFO method under inflationary

condiiions the ending inventory values will be understaled. 1L is a general practice to

use standard or average cost for the valuation of inventorics to compute the

investment base. )

Fixed asscts are valued at cost and can be taken at their gross value or written down
value. However, the problem we noticed in the case of LIFO mcthod of inventory
valuation is all the more complex in case of fixed asset valuation, The economic cost
of the investment required in the fixed assets may be very different from that shown
by the historical cost values.

The use of 1012l asset as the investment base 10 measure the performance in terms of
return on investment or the residual income tend 10 overstate the investment base.
The division can obtain supply of some of the resources used by the division on credit
and hence the total assets minus current liabilities will be a better measure of the
investment or of the resources supplicd by the organisation to gencrate the profit
achieved, For the purpose of computation of the investment base, current liabilities
are not deducted if the division has very little control over 1the current liabilities.
W¥hen it has control over the payables the divisional management may use siretching
of the liabilities so as to reduce the investment base. However, from a motivational
point of view using the total assets as the investment base may be useful,

Valoalion of Fixed Assets
For the purpose of measuring invesiment base in the investment centre, valuation of
fixed assets poses the greatest difficulty.

Exhibits 6.1 and 6.2 illustrate the impact of net investments on RO[ and RI using the
net book valuce of the fixed assets, Exhibit 6.1 shows the RQ1T computations for each
year based an the net book value of 1the assets at the beginning of the year. In the
first year the ROI is 30% and increases over the five year life of the investment o
150%. The trend of increase in ROI will not change il we use the average investment
in each ycar or the acceleraled depreciation,

The picture is not different when we used the RI to measure the divisional
performance and use the net book value of the asset as the investment base, The RI
increased over the five year life of the asset from Rs.5,000 in first year to

Rs 25,000 in the fifth year,

To avoid this actificial increase in the ROI or R1, when profit before taxes is constant,
many organisations use the gross book value or the average investment over the life
of the investment to compute the fixed asset portion of the investment base. We have
secn that the ROI, using gross book value, is 30% in each year. Similarly the RI will
be Rs.5,000 in cach ycar if we use gross book value of the asser as the investment base.

The use of traditional reliance on historical ‘cost and depreciation methods to
calculate bath income and the value of investment base is contributing towards this
confusing picture. A more meaningful approach 1o solve the problems created by the
gross and net book values of assets in measuring the investment base is to use the
replacement cost of the fixed asset for 1his purpose. When we can determine the
replaceément cost of the fixed assets for all divisions and use the same for computation

of ROT or RJ we can obiain more meaningful and comparable ROI and RI figures
across the: divisions.

Activity 3
Diiscues the problem of measurement of investment bage. What are the specidl
problems faced with respect to different elements of the investment base?
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6.5 " PROBLEMS OF FINANCIAL CONTROL OF
INVESTMENT CENTRE

We have seen in the previous section dat determining the investment buse is not that
straightforward as one would like. The same conflicting ideas on determining the
investment base also puse the problems in delermining the financial control
pitrameters in divisionalised companies,

LT

As discussed carlier, lwo-of the most imporiant parameiters of financial control in .
divisionalised arpanisations are ¢ :

1 Congruity of objectives. and

2 Ability of the 1op management 10 evaluate performance ol inanagers in the context
of objectives. :

The divisional manager wilk take the same decision in a-situation as top managemaent

might have taken in a given situation if the top management were doing the same job,

In simple terms the top management should be assured that the divisional

management will actin the best interest of the company in a given situation, This can .
be known as congruity, of objeclives, .

The (op management should be able 1o evaluate the quality of pecformance of the
divisional mapager in the context of the company’s objectives.

We have seen carlier that a divisien’s profit performance measured by ROIor Rl is

a comprehensive measure of the achievement by the division. This is based on the
undersianding that if divisions achieve satisfactory profit performance, the compan:
as whole would also achieve the same. We lutve also seen thal the divisions should
be evaluated using different criterias the rale of relurn casned by a division being one
of the most important criteria. In this context it becomues necessury o have effective
financial controls whicly will climinatc thie possibility of such investments over which
the divisional manager has litle control. The controls should also try 6 eliminate the
possibility of Quctuations in the investments caused not by the divisianal manager's
actiong, since Lthey result in the rate of return 1o fluctuate. If this could not be
achieved the rate of return as a measure of performance would fail 1o molivate the :
managers, P

6.6 SUMMARY

In the exiension of the idea of decentralisatien and divisionalised control, investment
cealre forms onc of the highest forms of decentralisation. An investmenl centre is
responsible not only for the revenues and expenses under the control of the division
but also for the investment under the division. In reality we can say that the
investment centre will be almost like a scparate organisation for the purpose of *
control,

The evaluntion of financial performance of the investment centres is normally carried
oul by using the return on investment or the residual income measure. Return on
investment is the ratio of the measure of return obtained by the division 10 the
investment used by the division for uchieving Lhe same.

Residual income is the profit before taxes less the capital charge. It is also possible ;
lo use different capiial charges for different types of assets thereby influencing the- '
decision to use the assets. In a capital scarce situation it will have the effect of setting
priorities for the use of different type of assets.

In cvalualing the performance of managers, the assgls or investment over which they
have control alone should be considered in the investment base. The valuation of :
assets forms an important problem in the profit évaluations of investment centres
Therclore it is advisable thal the measure uscd should preferably be one nat
influenced by the accounting valuations. Qne of lhe suggested modes of valuation
can be the current cost of the assels.

Divistonal performancr shpuld not be evaluated exclusively by the proiil measures
bul by evaluating the efficiency and effectivencss of (he uperations of the investment
centres and therefore measures such as market share, sales growth, produc:
improvements and s0 on should zlso be taken into account in the evaluations.




Illustration _
The average assel balances of the Apparel division’s of Ibis for 19X1 are given below :
Cash T Rs.2.50000
Rectivables 3.75,000
Inventory :

Raw malerials Rs. 250000

Wark in process 130.000

Finished goods 245,000 6,25,000
Gross fixed assets Rs. 2,500,000
Accumulated deprediation 10.00.000 15.00.000
Tolal assets Rs. 27,50,000
Current liabilities Rs. 750,000
Equily ‘ 20,00,000
Tolal [fabilitics and equily Rs. 27,50,000

€ -
Duiring 19X1 the Apparel division carned a profit of Rs. 3,00,000 before laxes on tatal
sales of Rs. 49.00,000.

1 Comptte ROI using net total assets (that is total asscts less current liabilities) as
the inyestment base. ‘

2 Compute RI using a capital charge of 10% on nct total assets.

3 If the corporate management desires, the division to increase its ROI by 5% during
19X2, what change in the profit margin on sales or assct turnover ratio would be
required? ’

Suggested Answer

1 Retum on investment = (profit before taxfinvestment base) X 100%
RO! = (Rs. 3,00,000/20,00,000) x 100 = 15%

2 Residual Income :

Profit before tax - - Rs. 3.00.000
Capital charge (Rs, 20,00,000 x .i0) 2,00,000
Residual Income ; Rs. 1.00,000

3 Plan for increasing ROI :
Objective : ROL is to be increased by 5%
ROl - = (profivsales) x (Salesfinvestment) X 100%
Existing ROl = (Rs. 3,00,000/40,00,000} x (40,00.000/20.7".000) x 100
= 075 x 2.0 = 15% -
Desired ROI = 20%
Increase in ROI by increase in profit margin :
20% = ‘(profit/saies) x 2.0
(profit/sales) = 20%/2 = 10%
Increase in investment turnover ;
20% = 7.5% X (salesfinvestment)’
(salesfinvestmen?) = (20%/7.5%) = 2.67 times

6.7. KEY WORDS

Asset turnover: The ratio of sales to the investment basc. It means the salcs rupee
generated for every rupee of investment and will influgnce the return on investment.

Capitsl cl_mr';_;e: The charge made ta the divisions for 1ihe use of assets provided by
the organisation and the residual income is compuied by setting of[ this charge against
the income. : )

Gross book value: The historical cost of fixed assets use as investment base by som
organisation. -

Investment base: The investment taken for the purpose of computing the rewrn on
Jnvestment or the residual income. In a ROl computation this is the denominator.

Net book value: This represents the gross fixed asset less accumulated depreciation.

Investmen| Centres
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Proflt margin: The ratio of profit to sales. It represents the portion of a rupee of sales
which is availablc as a margin. It can be gross margin when the profit available after
meeting the cost of goods sold is considered or operating profit margin when the cost
of goads sold and all other operating costs of the period are considered.

‘Residual Income: A measure of divisional performance computed as the difference
between operating profit before taxes less the capital charge.

Return on investment: A measure of the perdormance of a division calculated as a
ratio of profit to investment base.

6.8 SELF-ASSESSMENT QUESTIONS/EXERCISES

1- Differentiate between a profit centre and an investment centre. Which one do you
think is a better device from the management control point of view and why?

2 What are the altemnative methods of determining investment basc? Bring out their

merits and demerits..

3 What problems are likely to be faced in cvaluating the performance of investment

centres? Are the performance of investment centre and the performance of its
manager two different things? Discuss.

4 Do the managers in charge of investment centres, in your opinion, really have
control on the investment in their divisions? What could be the possible

explanations?

3 Ibis Commodities Group is a division of the Ibis Company dealing in food products.
The division is responsible for procurement and distribution of food products
handled by the company. Residual income is used to evaluate the divisional
managers. The company expects a 25% capital charge on division's investment,
The residual income is computed by deducting the capital charge from the
division's contribution towards company’s profit before taxes, The investment base
of the division includes closing balance of receivables, inventories and net fixed
assets. Divisional managers have full control over current assets and current
liabilities. Company policy is to minimise the investment in these assets. Fixed

* assets are the joint responsibility of divisional managers and corporate

management.

The diyisional mahagcr was in the process of preparing the budget for 19X3.

Therefore he wanted the divisional fi
and the first six-months of 19X2. .
The information, relating to performance of the

nance manager (o reviewthe resulis of 19X1

Commodities Group is presented

below:
__ Tbls Commodities Group

(Rs "000)
_ ox2 . 15%1
Annpal 2 quariers 2 querters Annoal  Actoal
Bodget - .Bodget " Adusl. "Budget Results
Saley - 2,000 1,000 1,100 1,700 1,680

Expenses:
‘Direct malerinks 700 350 395 600 590
Wages 200 100 115 175 200
Administration 15 40 40 75 100
Depreciation 100 50 %0 80
Other Expenses 50 25 20 40 40
Tatal expenses . _Lizs sss 630 980 1,020
Divislons's margin 875 415 470 720 660
Allocated Corporsie expenses 0 150 120 s} 260
Division's Contribution to corporate profit 575 285 350 450 400
25% Capital charge on divisional investment ___E@ . _%35_ 250 400 s
Rcsidua]in}:omc 75 10* 1o~ 50 25

R Shn i e




Diridons Investmenl
{Rs. "000)
19X2 19x1
Badgeted  Actital
Bodpeted Balance Actoa! Balance Balance
. 31 Dee, 30 June 30 June 31 Dec, 31 Dxx..
Accounts receivable’ 300 260 250 200 2%
Inventoriea 400 450, 500 350 375
Wet fixed assats 1,300 1490 1,250 1,050 900
Towl 2,000 2,200 2,000 1,600 1,500
Cepital charge (25%) 500 275" 250° 40 375

Notes ;: Operations are more ot Jess umlormly distributed throughout the years.
* Proporticnate capital charge for the period.
Required :
1 Evaluate the performance of the division for the six months ended 30 June 19X2.
"2 Critically examine the measurement, reporting and evaluation systems of Ibis

Commedities Group and suggest what changes, if any, should be effected to reflert
the division's responsibilities.
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This block introduces you to the process of management dontro_l. Though the process
. bas back and forth movements, still it rests basically on a tripod. Accordingly, this block
. has three units,

Unit 7 deals with programming and budgcﬁng. Control is exercised in the context of
what is planned to be achieved. The ‘what’ of Control is provided by Planning,
Programming and Budgeting which constitute the dcta_iling of expected performance.

Unit 8describes the areas of anialysing and reporting. To be able to exercise purposive
control, information in regard to the expected performance and actual achievements.
has to be identified, processed and presented. : '

Unit 9 looks into the performance evaluation. Based on the analyses and reports,
evaluation of performance is réquired for initiating remedial action either to correct the
shortfalls or to provide an acceptable basis for revising the norms themselves.







UNIT 7 PROGRAMMING AND BUDGETIN(E

Objectives

The objectives of this unit are to lamiliarise you with:
® .the significance of and need for programming and budgeting
¢ the anatomy of programming and budgeting

® different types of budgeting.

Structure

7-1 Introduction

7.2 Classification.

7.3 Process of Budget Setting

7.4 Flexible Budgcting

7.5 Manufacturing Budgels

7.6 Administrative Budgets.

7.7 Marketing Budgets

7.8 Budgeting with Net Work Analysis

7.9 Performance Budgeting

7.10 Zero Base Budgeting

7.11 Summary. .

7.12 Self-assezzment Questions/Excrcises

7.13 Further Readings

7.1 INTRODUCTION

T

In any control system, a seleclor, i.e, adevice representing what should be happening,
(constitutes) the basic eleménts. In an organisation, the sclector is determined through
a£OMscious management process, called Planning. Since Planning i¢ designed to orient
actions, it invariably revolves around some well defined goals. The actions are reant
to guide some systemi.c, an organisation. Consequently, the set of goals willhave to be
tn consonance with or compatible with the culture, ideal or mission of the organisation.
The end result of the Planning process is the plan. It needs to be adequately detailed
andstructured 1o identify and time the various actions, which witl cumulatively lead to
the achievement of the goals set. Detailed and structured plans have two axes;

(a) physical, (b) financial. -

The translation of the policies and activities Planned for a definite period of time
(completed before such period begins):

i) into physical terms resuits in programmes;

ii) into financial terms results in budgets.

The act of setting prograrﬁmes is called programming; and that of budgets is called
budgeting,

7.2 CLASSIFICATIONS

Programmes/Budgets may be classified into different lypes and [ooked at from different
viewpoints: |

a) Functional or Sectional:
i) Sales
ii}  Selling and distribution cost
iii) Production
iv) Production cost
¥) Purchase
vi} Plant wilisation
vii) Administrative cost
viii} Rescarch and Development cost
ix) Manpower

- %) Cash (10 include capital items also)




b) Consolidated: -
‘i) Summary
i) Master (containing, inter alia, the revenuc statement and balance sheet)

c) Expensc — behaviourwise:
i) Fixed
ii) Flexible or multiple

d) Periodicity:
i) Basicorlong term
ii) Current annuat or annual busincss plan
iiiy Shorter period

e) Responsibility-wise:
i}  Cost Centrc Budgets
ii) Profit Centre Budgets
iii) Service Cenire Budgets

f) Emphasis or Approach:
i)  Production-Oriented (under scller’s market situation)
ii) * Market-Oriented (under buyer's markel situation)

g) Building Blocks:
i)  Principal (primarily financial, partly guantitative)
ii) Subsidiary or Support (primarily guantitative, partly financial)

'h) Management Style-or level of participation: this classification is of course not very
relevant in actual practice.
i) Authoritative
i} Panicipative
Veryoften a judicious combination of some of all of the above classifications is
attempted to obtain desired results. '

7.3 THE PROCESS OF BUDGET SETTING

There are certain important issucs that need to be examined and sorted out before
starting the detailed budget setting exercise. These are as follows:

Corporate Objectives — Organisations having systematic and organised long range
planning process will always have before them long-term objeclives spelt oul clearly
and duly quantified. The organisations, which do not have such a system should also
develop a broad outline about its objectives on 4 long-term basis, at least for two or
three years. The objectives should be specially drawn in two respects: growth and
profitability. Preferably these should be broken up into present products and lines of
activities on the one hand, and proposed new products and new lines of activitieson the
other.

Corporate Profit Plan — Profit planning and pudgeting are complementary 10 each
other. Profit planning should precede the detailed budgeting exercise. But during the
budgeting exercise itself some adjustments in the profit plan may also be required. By
its very nature, profit planis a summary plan, no1 backed by a detailed plan. From the
practical point of view, itis always convenient to develop abroad profitplan and get it
approved by the top management before a detailed budgeting exercise is taken up.-.
There may be some changes in the profit plan itself later on. But still this approach of
having an approved blue-print ready will obviate confusion and back and forth

. raovements which are common to any budgeting exercise.

Nature of Merkets — Rarely it is found that an organisation is operating exclusively in
the buyer’s marketorin the selicr’s market. If that be 50, the budgeting exeicise would
then relatively be a simple one. More often than not, an organisation will befound to
operate under a combination of two types of markets —some of its products being in
the buyer’s market and some others enjoying Lhe privilege of being in the seller’s

e e T Aty



markel. Even the same product may be sold partly in seller’s mar%et and partly in -
buyer's market, once market segmentation approach is adopled. Such combinations
have to be broadly determined, since it has a bearing on the marketing budgels.

Principat Budget Factor — The principal budget factor is also called key factor, limiting
factor, critical facior or governing factor. Itis defined as the factor, the extent of whose
influence must first be assessed to ensure that the functional budgets are reasonably .
capable of fulfilment. Limiting factor may be in any of the operational areas, namely
sales actlvity (demand, sales efficicncy, warchouse space) plant capacity {machine
hour, space, boitlenecks in key processes); raw materials (shortage, import
restrictions); labour (gencral shortage, shortage of skills) muanagement (technical
knowhow, efftcicnt and effective cxecutives) and eapital {fixed capital, working
capital). Key factor may be of an enduring nature o5 of a purely temporary nature, But
‘an adequate consideration of the magnitude or impact of such factors in existence
during the budget period is a must in realistic budget scuing :

Sales Forecast — Since sales is often the limiting factor, preparation of sales budget is
generally the starting pointin the budgeting excrcise, Sales eslimate or sales forecast js
the basis of sales budget. Table 7.1 lists the various [actors to be considered in arriving
at sales estimate or sales forecast. :

Table 7.1 list of faciors for estimating sales

1} Analysis of the past sales (0 understand the trend of sales and also to forecast the
future trends.

2) Analysis of ficld reports by salesmen as 1o expected sales,

3} Demand analysis and marketanalysis Lo ascertain market potential, market growth,
market share, emergence of compelition, competitor's strategy, product design,
pricing trends, customer’s habits and prefercnces eic.

4) Examination of gencral business conditions.

5) Examination of special business conditions.

6) Production capacity study (or availability study in case of a pure trading concern).

7) Profitability analysis through sales mix planning to ensure that the profit objective
is fulfilled. -

Spending for the Future — Spending for the future like training and development of
people, industrial engineering. new product development and launch, developing an
infrastructure for providing marketing intclligence and undertaking market research,
¢tc. Needless to say, such expenses may not only not contribute to profits during the
budget period it may even bring down the profitability, sometimes significantly. It is,
therefore, necessary 1o segregate such expenses from pure operational expenscs, at
least for the purpose of understanding the budget-period performance and profitability
in the right perspective.

After thoroughly evaluating the above fssucs and preparing some basic inputs as a
sequel, the detailed buldgels can be developed. Eiforts should be made to dicect the
entire budget scuting activitics along systematic and logical lines.

Inlarge and diversilicd organisations, budget settiagexercise needs 10 be decentralised.
Of coursc the summary budgets and master budgets Lave 1o be prepared at the
corporate office. In order to ensure that a common wave-length is established-among
the people engaged'in the budget setting exercise atdiffercnt locations and units of the
arpanisation, it is advisable for the corparate office to issue a set of policy guidelines.
This should be finalised by 1he budget committee at the corporate office and circulated
among the concerned units sh[l'icicnlly in advence so that they in, turn, can also subrnit
their respective budgets 1o the corporate office in time, It is imperative that the entire
budgets are finalised and approved as well as the budgef package circulated to all
concerned, before the budget period starts, '

Progressive companies, these days encourage sightly a participative pracess of budget
setting. Budgeling should essentially be based on a combination of tap-down and
boltom-up approaches. Budgets developed through participative process would
awtomatically have amuch greater degree of involvement and commitment on the part
of the people. This will have a favourable motivational impact in the organisation.

Programming md Budgctiog




Activity 1

Describe the various steps in the budget setting excrcise in your organisation and
flowchart them. Critically e.;amine the whole exercise from the viewpoint of what has
been discussed in the above section.

7.4 FLEXIBLE BUDGETING

While fixed budgets portray a more-or-less rigid plan hased on one set of conu

one level of activity, flexible budgeting system attempts Lo develop a series <

for various levels of activity and under varying sets of assumptions. That is why flexic..
budgets are also called multiple budgets. The necessity of flexible budgeting arises
when, due to tremendous uncertainties or turbulence in the environment, it is
extremely difficult to prepare even a reasonably good sales forecast. An attempt is
made, therefore, to dévcl_op several alternative sales forecasts, necessarily leading o
the corresponding alternative levels for production capacity utilisation and accordingly
the development of multiple budgets.

Conventionally, flexible budgeting system is associated with production budgets. But
there is no reason why this concept should not apply to other areas too. In fact, the

_ expense behaviour analysis forms the bed-rock of flexible budgeting and could be used

in expense control. .

The basic pul:pose of a flexible budget is to set standards for expense contro] and profit
forecasting which are flexibly adjusted to the principal factors lhat cause cost to vary
from period to period.

The variable budget as commonly conceived is a special kind of flexible budget which
takes account of only one factor that influences cost behaviour, i.e. rate of activity. The
break-even-chart is & diagrammalic presentation of a variable expense budget
combined with a variable revenue estimate which is based on contiruation of present
prices. These charts are drawn on the assumption that wage rates, product, labour
efficiency etc. rermain unchanged and only rate of activity is varied,

Tt is desirable to try to broaden the concept of a fexible budget so as to include other
major environmental influences, in addition to variation in output rate. This is more so
because what is really wanted is an expense standard that will be used in a future period
and that will be as nearly as alibi-proof as is practicable.

Such a budget provides flexible standards that are adjusted to take account of

differencesin activity rate, price levels, lot size etc., and are hence relatively alibi-proof.

Tt furnishes the basis for a better undcrstandmg by executives of the forces that cause
cosls to vary. The expenses included in any execulive’s flexible budget should in
principle be confined to those costs (and revenues) which are controllable by him at his
level. This involves the basic concept of having different cost statements for different
purposes.”

The concept of a flexible budget should define the determination of the expense

standard. It should show a costs, based on the forecasted activity as weil as flexible

budget standards based on' the actual activity and other conditions of the period with

the actual costs and departures. Such basic cost behaviour patterns could be used to.

‘® get a forecast of expenses based on forecaste] sales;

¢ compute a flexible budget based on the aclual volume and other conditions of the
cost periad;

& compare this with actual cost; and

_® show departures from this alibi-proof standard.

Flexible Budgets should be dist:ingﬁjshed from Break-Even analysis: already

indicated, the variable expense budget is built on some basic cost-output relationship,
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butitis confined to costs and is primarily concerried with the componentsof combined . Progrcaming md Bucgcting
cost, since the purpose is to control cost by devcloping expense standarfls that are

flexibly adjusted to activity rate. This purpose often leads to measures of activity that

differ among costs and operations, so that they cannot be readily added or translated

into an index of output for the enterprise as a'whole.

Mustration 1 .
A single product manufacturing company is currenrly producting 12,000 units {at 60% i
capacity). The following particulars relating to its cost structure are available: .
. Per Unit (Rs.)

Direct Malerinls 5

Ditect Labour (variable) 2
Manufacturing overheads {60% fixed) 5
Adminisirative overheads (fixed) 2
Sclling anddistributian overheads (0% yariable) 3

Caostof Sales 17
Profit T3
S_;:Ilin g price 10 W

You Have 1o prepare a flexible budget for 60%, 80% and 100%, activity levels taking

into 2ccopnt the following additional information. -

1 If aclivity exceeds 60%, a 3%_quantity discount on raw materjals on account of
increase in the total quantity will be received.

2 The present fixed cost structure will remain constant upto 90% capacity, beyond
which a 20% increase in cost is expected. . '

3 The present unit selling price will remain constant upto 75% activity level, beyond
which a 212% reduction in original price for inctease in activity by every 5% is
contemplated. ’ : '

Activity Levei _ 0% B0% 100% |
Particulars - (12,000 unizs) (16,000units) (20,000 units)
' Ra. Ra. Rs.
1) Prime Conxt; . -
DirectMaterials " 60,000, 76,000 95,000
Direct Labour @ Rs. 2 24,000 32,000 40,000
‘ 84,000 1,08,000 1.35,000

|
‘.

2} Varinble Overhicads; - . -

Man ufaciuring @ Rs. 2 24,000 32,000 40,000
Selting &Distribution @ Rs. 1.20 14,400 19,200 24,000
o 38,400 51,200 64,000
3) Fixed Overhends:
Manufaciuring 36,000 36,000 43,200
Administative 24,000 24,000 " 28800
. Selling & distribution 21,600 21,600 25,970
__ 81,600 81,600 .90
4)  CostofSales 2,04,000 2,40,800 2,596,920
(1+2+3) . '
5)  Sales 2,40,000 3,12,000 3.50,000
§)  Profit(S—4) 36,000 . 71,200 53,080

At 80%, profit is the highest. Herice, of the three activity levels, 80% is the most ;
profitable one. ) : :
Workings:

1 Direct Material Cost: ) .
at 80% level : 16000 @ 5 Jess 5% = Rs. 76,000
at 100% level : 20000 @ 5 less 5% = Rs. 95,000
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2 -Fixed Coslts:
Manufacturing : Rs. 3 (60% of Rs, 5 artived at the activity level of 12000 units.
Therefore, total fixed cost for = 12000 @ Rs. 3 = Rs. 36,000. Similarly,
administration and selling & distribution items at 100%, fixed costincreases by 20%,

3 Sales:
at 80% level : 16000 @ Rs. 20 less 2'42% = Rs. 3,12,000
at 100% level : 20000 @ Rs. 20 less 1212% = Rs. 3,50,000
(Price reduction @ 2142% for every 5% increase in activity level).

Activity 2

State whether the idea of flexible budgeting is being/can be uscd in your organisation.

i} 1fthe ideais being used, describe the ¢xaci process and then critically examine
whether it nceds any improvements.

e R Y T L LI T AL L LT

it} Itheideaisnot being presently used but otherwise can be used, design the content
of a flexible budgeting system.

7.5 MANUFACTURING BUDGETS

Bothin production oriented budget and in market oriented budgets, the manufacturing
division has the problem of translating production p[annmg in the most economiical and
efficient manner. Manufacturing budgets aid management in attaining production at an
even level and in controlling the use of material, labour and équipment.

There are two important faclors concerned in budgeling for the manufaciuring division:

® the development of a production programme in terms of units of each class of
commodities to be produced, and :

® ap estimate of the costs that will be incurred in the COmplcuon of this prograxmnc

The first factor refers to the production budget; the later reicrs to such manufac‘luring
budgets.as material, labour, factory overhead, plant and equipments.

Production Budgets deal with the:

o determination of the estimated volume of production;

division of the estimated output into classes or types of production.

scheduling of operations by days, weeks and months; |

establishment of finished goods inventory requirements;,

starage of finished products until delivery can be made in accordance with sales
requirements.

The development of production budgets and the procedure followed in planning
produi:tion are largeiy dependent upon the type of manuafacturing activities which exist
in an individual plant. But, management musl dctermine in advance the most
economical quantities, the most advantageous time to produce-and the engineering
spcc:ﬁcauons for both standardised mass production plant and also for job order plants
Though it is somewhat difficult to budget job order production as per customers’
specific requirements and schedule of delivery, the management should budget
production plansin the form of estimated labour hours, machine hours or units of each
general type of products based on historical data to ascertain the elements and
operations common to all orders. The praducts may also be grouped imao classes (or

it




parts and processes), But, if the orders are received sometimes in advance; more Progroseeg et Bodoxti
.detailed production praogramme can be prepared. Thus, to couch more detailed

production budget in job-orders plant, budget period can be shorter, depending more

upon the order booking than in a plamt with mass production activities for standarised-

products.

Materials Budget should be based upon the production budget, as the direct materials
1o be used in production vary dircetly with the number of output.. The development of
materials budgets includes the preparation of estimates of raw matcrials required to
produce goods as per production budget, time scheduling of raw materials purchased
and'controlling raw materials inventory.

Materials Budget, basically a list of both direct and indircct materials required for a
particular budget period, is prepared with the co-operation of purchase, production
planning and production departments and is based on the production programmes of
differcnt product groups within different time frames.

Another important factor for materials budgel is to sct properly the maximum and
minimum inventorics of each class and type of goods required to guard against the
contingent factors e.g. delay in transportation, defectives ctc.

The purchase department is generaily held 1esponsible for purchase budget derived out

‘of the materials budget. Several factors should be considered jn developing a good

budget: ©o . - :

¢ working capital availability; .
storage space;

cost of handling;

obsolesence;

insurance;

market price.

Purchase budget will show production requirenients in terms ofestimated requiremenis
and price of each'class and group of materials on weekly or monthly bases. Indirect
materials can also be included in the purchase budget under separate group or may also
be treated as a part of factory overheads.

Labour Budgels are also mainly dependent on production programme. The factors to
be considered are: - : ’

® Standard output per [abour (average)

¢ Labour productivity (average & marginal)

® rate of labour turnover, of varbous groups

wage payment plan

incentives ’

likely change in wage structure

costing system in vogue

effect of learning -urve, etc.

Indirect I'abo.ur_casts are generally considered as a factory overhead but. somctimes,
some groups oi such workers are inciuded in Jabour budget also,

Factory overhead Budgeis: Gcncr}a]ly overheads are divided into twoclasses : Fixed and
variable. The classification can also be stated in othertermse. g, period cost and product
cost, committed costs and managed costs etc.

The basic type of overhead budget is one which is prepared as a whole for the concern
and which shows the estimated amount of cach cost.for.the budget period. This |
overhead summary shect should be supplemented by a détailed budget for each item of
overhead and by a budget of the estimated costs for each service and production
department. : -

-The preparation of budgets for the fixed costs are relatively simple, as the amount can
be estimated correctly. But, the number of such costs are fewe. g, property tax, building
deprectation, fire insurance, pérsonnel cost to some extent. These costs could be
estimated on the basis of historical data and likely changes in the future. These costs
could be assigned dircelly or appariioned on a suitable basis to each service and
preduction department. h . )

The variable or controliable costs are more difficult to estimate. Items like consuniablcs
11
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I) REVEN"'EBUDGETS: Revenuc budgets usually have three components which are
explained below:

) Pﬂﬁcipal Budgets
A) Revenue income or Earning Budgets:

i) Order booking and grass profit budgets — are specially applicable to
industrial marketing or other such situations wuere there is a distinet time
lag between the booking of order and effecting actual delivery and sales.
This budget is a statistical budget and not an accounting one. But this is
nevertheless important from operatienal point of view.

_ii) Turnover and gross margio budgets — This is the main revenue income
budget and is in line with the financial accounting definition of sales and
gross margin. This budget has to be in conformity with the order booking
and gross profit budget where there is one.

iit) Other income budgets— This would cover income from scrap sales.
commission on third party sales, income out of after sales services buyo:
warranty period, commission on imports and exports on behalf of others,
ete. '
B) Marketing Expense Budgets

i) Directselling expense budget—This will cover dircct expenses onsalesmen,
sometimes sampling and direct mailing and a share of general and common
overheads related to such activitics.

ii) Distributlon expense budget — This includes expenses on mainlenance of
sales depots and branches, expenses on transportation of goods and such
other expenses.

iii) Promotlonal expense budget — This covers all expenses connecled with
advertisemenl and sales promotion including media advertiscment,
payments Lo advertising agencies etc. It may be noted here that company’s
prestige or image advertisement expenses should 1ot be included here and
should be taken care of in the head office and administrative expense
‘budgets if the same can be distinguished.

iv) Other marketing service budgets —These include all expenses relating to
. marketing director’s office, market planning activities, marketiog research
and such other general marketing sefvices. :

T@ mariketing expenses budget: This will be prepared after eonsnlidating
the four expenss budggts, as above. This budget can be further classified on
the basis of cost behaviour study, viz. fixed, semi-fixed and varjable costs.

2) Subsidiary Budgeis;
Depending on the needs and the degree of sophistication desired in the budgeting
system, there could be varions types of subsidiary budgets intended to provide °
supporting data and analysis with regard to the framing of the principal budgets
mentioned above, including the various expense budgels. A few examples of
subsidiary budgets are:

A) Working Capital Budget
This budget indicates the working capital requiremtents in terms of inventory
and receivables in the marketing operations. This is turn helps in the
determijnation of interest cost tobe includedin the expense budget and also Lite
.budgeted return on investment (ROI) in the marketing operations.

B) Manpower Planning and Personnel Budgetl

This budget depends on the decisions taken by the organisational leaders. While

. taking such decisions, the management attempts to meet simultaneously the
goals of the organisation and-the needs and values of their employees. Such
decisions (planning relates to both financial and behavioural aspecis whercas
budgets relate to financial aspect only), may lead to:
o Improved understanding of the nature and scope of human resource

expenditure; .

& Improved selection, retention and motivation of employecs;
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® Wiser allocation of money for human resources;
‘® .An overhaul of the approach to communicalion among managers, between
managers and other employees, between the organisation and outsiders.
® Anexpansion of the scope of internal and external reports to deal with social
~ aswell as financial accomplishments.

) 1
C) .Expense Behaviour Analysis
This requires segregation of fixed, semi-fixed and variable expenses of
marketing operations. An analysis of expensesin thismanner facilitates precise

estimates of various heads of expenses cavered under expense budgets. It would -

be obvious that expense behaviour analysis made and used at the imé of _
preparing budgets not only puts the budget estimation on a sounder footing, but

- also helps in revicwing the various budget estimates. It also forms a scientific
basis for subsequent comparison between budgeted expenses and actual
expenses for the putpose of effective contral. '

D) Demand Analysis - .
This would establish a scientific basis for budgeting order bookings as well as
turnover'in respect of scientific products/divisions.

3) Svinmsry Bodgets' . .
These are actually summarised Profit & Loss or revenue statement budgets prepared
separately for: o . L

® each important division or activity-group; and also for

¢ the organisation’s total operations. '

IN) CASH BUPGET: . o
.This isa forecast of cash position overa period of lime, to reflect changesin the position
-within the same period. Conventionally, cash budgetis considered tobe an integral part

of the total budgeting process and it is prepared only after all sanctioned ot functional

budget are in, However to instal better control on cash fTow, the scope of operation of
- cash budgets can be expanded in two ways, viz., 10 cover each function or sub-unit
separately and to-develop a rolling cash flow plan for each sub-unit as well as the
organisation as a unit. A format for such, rolling plan is shown in exhibit 2. If an
organisation adopts, say, a twelve-month rolling plan every month the figures in the
format will be up-datzd to cover the subsequent twelve-months. The comparison of
actual with budgeted figures, which is necessary for the purpose of effective control;
pertaining to the immediate previous month has also been shown in the format.

Exhibit 2

Crsh Rirdget Format }

{Under Roliing Perlod Exdly)
Badget Actus! Comparison " Mouth  Moath Mot
. Moath-1 - 1 2 3 ac

: - ITEMS
Budget Actasl
A, Sales Recelpts

1. CashSales & advances

2. Sundry Debtors Collection

3. Cash Subsidics, Rebarte ete.
Tatal {A)

B.Opu-uﬂuu.sbistr!bul]on

1. Cash Purchases & Advances

- Sundry Credilors payment

. Wages_ Salarieselc.

+ Renl, Elcdﬁc%tyctc.

) Slelling Expenscs

. Administrative Expenses

. Tax paid (Income Tax)
Total (B)
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and other supphu indirect labour, repairs etc. are prcparcd through the cooperation
of the departrental heads and factory execatives, copsidering production programmes
end-operating conditions for the period. Other item$, e.g. power and other utilities;
water, etc. could be estimated by the cost accountants with caoperation of engineers,
based on the historical cost and the likely changes in future depending upon the
budgeted production. However, all budgeted costs should be shown according to cach
class separately for both service and production departments.

7.6 ADMINISTRATIVE BUDGETS

The functions executed by the management are extremely important and varied in
scope. In addition to the directors’ office, there are usually departments like general-
accounting, legal and secretarial, credit control, personnel relations, budgeting,
statistical, research etc. Each of the functions requires budget allowances for salaries,
supplics, utilities, deprmatlon travelling, telephone and such other opcratmg costs.

The preparation of adm;mstrauve budget requires the same carefulness as requlred in
prepairing budgets of other divisions of the enterprise. The first stepin the preparation
of administrative budgets is the analysis of historical data in order to determine the -
minimum requirement for the efficient operation of each department. The plans and
responsibility of exch administrative section for the budget period must be studied and
changes in planned operations must be projected into the budget estimates for each
item of cost in order to provide a workable budget. A summary of the budgets of the

" respective departments should be prepared so as to present the total administrative

division’s budget.

7.7 MARKETING BUDGETS

Exhibit 1 shows the various types and components of marketmg budgets.

Marketing Bodgets
I | - 1
I 11 m -
Revenus Bodgets Cash Budget Capital Expenditure Budget
l I | - .
{1} (2. (&)
Principal Subsidiary Summary
Budgets Budgets Budgers
r T | | - |
(A) ®) - (A) .(B) ) () (A} (B)
Incomeor Expenses  Working  Personnel  Expense Salex P/L P&L
Earnings Budget Capiial Budgets Behaviour Foremst . Budgets | Budgers
Budgets Budget Angfysis ©  orDemand (Division  (Overall)
l l Analysis  wise)
1 1
{ i i [ [ - I | ;*
@ aw - (i) () (i) (i) (iv) :
Order -TO&GM Oiher Direct Distribu- Promotion Other -
Booking Budgets Lncome Sclling tion Marketing :
Budget - _Budget L services i
i
Total Markeling - :
Exps. (i+ii+iii+iv} i
or{fa +b+¢)
m - i 1
(a) ® (©)
Varigble ©  Semi-variableNon-variable
Fxp- Exp. orFixed
E._q:v.




C. Cosh Flow through

Operations{A—D)

D. Miscell Recelpts

(interest. rent, royalties ete.)

E. Copitn| Recelpls
[. Debenture Issues
. Term Loans

2
3, Issucofshare c.1iJil:l|
4

. Salesof Assely

Tolal (E)

F.Non Opt_rnllr;g Dlstribullons
L. Interest & Financial Cost
2. Donations

3. Dividends

4. Capital Expendilurcs

5. Debtredemptions

Total {F)
G. Net cash flow (C+D+E-F)

Add: Opcning_Balan:e

Cash Position

Less: Minimum Cash Required

Bank Loan{Increase)/decrbdse
Cumulative Bank Position

(Drawing Power)

IIT} CAPITAL EXPENDITURE BUDGET:

This relates to fixed assets like, building pren.” -s. furniture and fixtures, equipments,
automobiles, selling aids e.g. projects, closed cireir T. V. ete, Budgets for capital
expenditures, for markeling operations like the cash Ludgets, should be prepared
initially by the marketing people for subsequent consolidation with the company’s
overall expenditure budgets. '

Activity 3 .

As a manager or supervisor yout must be concerned with some function or unit of your
erganisatian. What procedure is being foljowed in preparing the budget for your
funclion or unit and in what way do you contribuic in that procéss?

7.8 BUDGETING WITH NETWORK ANALYSIS

In any budgetary process, difficultics arise in compiling the ycarly budget in time.
Marcover, difficulties also arise in terms of the disruption of what is normally a carefully
planned programme by the requirements of mecting budget deadlines, The problems
may arise out of:

i) anxiety that the budget deadlinc will not be met,

i} anxiety that fack of contributory inl_"ormation willimpcde the progress in the budget
eXercise,

1
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iif) anxiety that the omission of a vital piece of information will lead to the tevision of
the whole budget, .o ' :

iv) overwork when deadlines clash,

v) 'anxicty over the continuity of routine information in face of the extra work required-
to complete the budget, C

' Applied to budgetary preparation, the rain purposes of using hetwork analysis are:

i} Systematic correlation of independent ¢lements in the vodpget plan;
ii) Timing of the production and reccipt of information;
iii) Allocation of available resources to optimise utilisation:

iv) Identification of the sectors for pressure to be exerted to ensure completion by the
set deadlines; ’

v) Identification of the interdependency of the whole plan for individual contributors.

The network technique is intended to schematise a complex operation. Its purp. i~
codify and not toelaborate. The technigue by its well-established method, bring.
greater exactitude in the existing intuitive or formalised procedures of planning

Now, three distinct compiling stapes can be discerned:
® construction, '
® provisions of estimates,

® resource allocation.

-Construction of Network: Budget codification being a typjcal process in terms of
planning requirements, there should be no major difficulty in filling the budget into the
-confines of network conventions. The majority of activities will in fact be:
® Calculation of figures, - .
‘®_Assembly of information,
& Wailing for cvent.

*

- and the majority of events will be :

¢ Commeacement of calcuiations,
+® Deadline for calculations,
® Meetings. -

The degree of detail within the network can best be decided whilc it is under
construction. No general criteria can be laid down for the varying task sizes involved.
In principle each network must be of sufficient detail to ensure control of the separate
activities as independent units, but not so detailed that essential trends are obscured.
These opposing requirements are what compilers must constantly bear in mind, The
main practical problem will be that the fincr the degree of detail within the network, the
more rigorous, the time schedules, and the more precise the control over subsidiary
activities. Itisnot merely sufiicient to seek a high degree of control. The degree implicit
within the network must relate to the degree of control which can defacto be excrcised.
Ii the two are not related, anetwork ‘credibility pap' will be established, weakening the
technique’s effectiveness. '

Timing and Network: After successful construction of network, (i.e., after venrying
that the conventions have been obeyed and that the network is alright with regard to
looping, dangling and other concepiual perversions), time must be assipned to the
activifies. The unit of'mt’:asurcmcnt must almost inevitably be the ‘day’. Assuming a
maximum of 90 working days from start to finish, in a period of four months deadline
should be Taid down with a day of eight hours; some lceway for human error without
damnaging the accuracy of the network may be provided.

One potential difficulty in timing will in fact pose no problem. The use of ‘normal’, .-
‘standard’ or ‘ideal’ time for any activity is inappropriate to the technique and unless
probability analysis is used, activity times will have to be taken as estimated actuals.

1
Since the whole purpose of using the technique is to find a critical path in-the network.
and then exert pressure on activities along its length, the-initial building into the
estimates of spare time as a contingency for late presentation must be avoided at all .
costs. On the ather hand it may weil be necessary to make allowances for the likely
optimism of a manager's estimates, if experience shows that this is advisable and realism




1 this context it does not constitute padding, Conversely, where it is suspecled that
contingency time has been added, estimates should be carefully assessed to weigh the
possibilities of the contingency occurring,

Available float and the critical path can be done manually with most budget networks
but large networks will require computer analysis, as analysis will not only be difficult
but tedious also.

Allocatloriof Resources: The juxtaposition of available resources with the network will
be the tast process in its construction sinec it is independent of all previpus stages, Up
to this point, thé network has been constructed (in a vacuwm) in terms of available
resources, with the implicit but unwarranted assutnption that resources are avaiiable at
all times. Certain resources can indeed be expended by temporary expedients, but an
executive required at two places simultaneously provides an cxample of a resource
which cannot, by definition, be expended. To see where clashes of resources are likely
1o occur or will inevitably occur, a calendar must be constructed with activities along
the criticai path schedule backward from completion to commencement date. All other
activities can then be sheduled according to the resources available.

Two possible difficulties in resource allocation’ may arise. (1) resources may not be
available when required within the network and (2) resources may be required for two
activities simultancousty. When such a clash occurs, use of available float may be
sufficient to match the activity with available resourees. When no float is available or.
when resources simply cannot be provided for an activi ty, then the whole network must
be moved backwards or forwards.

Practical Application: Three gencral points of practical application should frst be
considered.

i} Preliminary Work —The lime required for budget compilation will inevitably vary
so widely that no relevant representative figure can be given. As witl) any planning
method, there is an optimum peint where the time spenton preliminary work must
be balanced against the assumption required to sustain it. The grealer the
preliminary work, the greater the area of assumption and the greater the risk that the
assurmplions may not be warranted.

Initia! work on the network can start al any time after the complesion of the last
cycle butas the majority of the deadlines will depend on the assurances given by the
contribulors, linal arrangements should be confirmed as near as possible to the
starting-date. Taking working days as the unit of measurement, a conservative
estimate {or normal budgeting span should have adequale calculation time.

ii) Constructing the Network — the first step would be:

1 -2

Where event. 1is ‘commence budget”
2is finish budger’

and activity 1-2is "budpeting activity’

Three or four stages latcr, the network might have become:

Where events are:

1} Commence sales budgeting

2) Finish sales budgeting

3) Finish preliminary factory budget
4) Finish preliminary materials budget

5} Finish all budgets
6) Finish budget approval meeting. ®_’

‘and activitics are:

DAL
(=)

1-2 Sales budgceting

2-3 Preliminary factory budgeting

3-5 Final factory budgeling

2-4 Preliminary material budgeting

2-5 Overhead budgeting

4-5 Final material budgeting

5-6 Corrclation of budgets & Compiling of budget.

ﬁuﬁmm[ng and Bodgeilng
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The linearity continues unti! the network has achieved sufficient detail to satisiy the
necessary control and planning criteria.

Timing and Dating: Collaboration and co-operation by those who provide estimates
are the key to suceessful network timing. Self-induced rather than dictated estimates
provide not only realism, but an implicd commitment to the deadlines. COnverscly,
the reactions of those who have Lar~ baraly consulted are likely to be one of
profound in difference to the priority of the budge. v. ~* ather work.

After timings have been apreed, dates can be given to each event and activily by
working backwards from completion deadline in accordance with the principle
described below for slotting the events and activities into the networks calendar

Events and activitics of the critical path are first written in the float of the other actwmes
and then are to slot in each event and activity to ensure that the dead]mcs can, in fact,
be met by matching the time and available resources.

Planning Changes: Inherent in any attempt to formulate a pla.n with a consid.
degrée of unpredictability are the difficulties whichare likely to arise out of chas..

that plan. Network completion as one of the varicties of activity plaoning ig ho
exception, Since the object of using the network method is to reduce the serious -
consequences as well 4s the sources of likely unpredictability, the problem must notbe
glossed over. '

The element of uncertaicty built into budgetiog arises from the possibilities of

'scheduhng changes during compilation. These changes can conte about:

a) asaresult of a dynamic business situation, where a major change occurs during
compilation. ’ .

b) as a result of changes in managerial assumptions.

©). as a result of the rejections of figures presented at one of the intermediate or final
meetings.

No matter which ever budgeting planning technique is used, the consequences which
follow major changes in assumptions apply in circumstances (a) and (b) with equal -
force, Since the circumstances are by definition.unforeseeable, no defence of this
specific method on this count is therefore applicable and the extent of the necessary
rewsmn will wholly depend on the extent of the changes in assumptions. -

It might be thought that the answer would be to build in snfficient time for revision at
each possible stage of rejection, but this may be quite inappropriate because the nature
of the revision necessary cannot be predicted, and also because the scheduling would
then be 80 loose as to render useless the method as whole. Two passible solutions are:

1) The initial use of PERT analysis, or

2) The use of circular network for each possible revision stage.

Programming: A daily progress chart relating the planned dated network to actual
performance will be an excellent means of control and, 1o ensure that all relevant

personnel are aware of the progress involved, the network calendar might well be
prominently displayed in the iaanagement accountant’s office.

Actlvity 4

Recapitulate in your words your understanding about budgctmg with new.clrk‘
analysis, pointing out its merits and difficullies that you may have to face in
implementing the concept.




7.9 PERFORMANCE BUDGETING

i) TheImpetus: We shall consider performance budgeting (PB) as being identical
with programme budgeting or planning programming and budgeting systems,
(PPBS) —to begin with. The origin of performance budgeting (PB).can be foundin
government fiscal budgeting. Traditionally, fiscal budgeting has implied the :
production of input budgets in terms of objects of items of expenditure for each
fiscal year.. The mechanism followed has been to examine either the preceeding:
year's budget allocations for various heads, or, at the most the actuals upto, say,
nine months of the current period, anid to make estimated percentage adjustments
(upwards or downwards) to these amounts. The resulting figures constitutes the
following year's budget. '

Ashiftin thinking, however, began to emerge in government budgeting, begi bning
inthe United States in the 1950s. Its use was particularly evident i that éountryin
the area of defence budgeting in the 1960s. [t was realised that since the great
depression of the thirties, the government or public spending had been assuming
‘increasingly larger proportions. This concernled to the seeking of ways and means
of linking outputs toinputs. Such linkege were however, more difficult to establish
in the sphere of management of government activities. For, untike in industrial
activities, where production or services could be provided at a price against a cost
and where there was an automatic mechanism for inpurt output balancing, a large
measure of government activity did not possess this feature. PB is an attemptin the
direction of facilitating this output-input integration, although onc realises that the
same degree of direct and tangible matching as is possible in industry may perhaps
never be attained for government activities. ’ ) .

Thus, the switch to output-oriented budgeting, from input budgeting, is the key to
PB. Performace implies results or oulputs. These terms should, of course, be used
in a broad sense. They should include any identifiable, measurable consequences
ofaserics of activities and expenditures. Thus, even iftangible poodsare not sold,
nor services supplied for a price, it should still be possible to discover alternative
standards of accomplishment. In fact, we may say that PB is an altemative to
normal industrial buf:lgeting in non-industrial institutions. '

i) Termlriology and Critical Elements of PB: In | ndia, PB was first heard in 1954
during the Lok Sabha debates. In spite of some concern being shown off end on
since then, it was only in 1561 that the central government issued general orders-
drawing the attention of the administrative minjstries to the recdmmendations of

the Estimates Committees and requested them to consider the issuance of <uitable

instructions. Even thereafier nothing substantial happened. It was left to the
Administrative Reforms Commission (ARC}) to come out with more elaborate
emphasis on PB in 1967, According to its Report, the following steps are the basic
ones in PB: :

a) establishing a meaningful functional programme and activity classification of
government operations, ’ :

b} bringing the system ofaccounting and financial management in accord with this
classification; and

c) evolving suitable norms, yardsticks, work units of performance and unit colsts.
wherever possible under each programme and activity for their reporting and
evaluation.

In the opinion of ARC, the follnwing results will be served by PB through the above-
mentioned steps: S

1) correlation of the physical and financial aspects of every programme or activity;-

2) improvement in budget formulation, review and decision making at all levels of
management in the government machinery; ) ’

3) facilitation of better appreciation and review by the legistuture;
4) more effective perlormiance audiy;
5) measurement of progress towards long-term objcetives as envisaged in the plan; and

6) annual budpets and devclopmental plans beirga closely Lrought together through a
common language. ' ’
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1tis clear from the above-meutioned lists of steps and objectives of PB that the
measurement of government activitics in terms of oulputs is the chicf concern of PB.

Obviously, such a system should lcad to more cfiective decision-making and cvaluation.

As to the terminology uscd in the application of PB, the practice seems to vary. The
Report of the ARCreferred to carlier uses the (ollowing terms in an incgrated
scquence:

Function — Programme — Activity — Project

This is illustrater] by taking the example of education, which is a function. Elementary

education is a programme, training of clementary school teachers is an activity and
ereeting a school building is a project. Similacly, in an Instiwte of Management,
research is a function, applicd industrial research is a programme, training of ficld
investigators is an activity and the writing of a book based on research datais a project.
Some use the expression objective for which programme will have to be evolved.
‘Function’ and-‘objective’ thus scems to have been used in the same sense, Inany case,

whether it is function or objective, the criterion is that it should signify an output arez

— which may not necessasily be expressed in quantified terms. Quantifiability and
measurability should not be regarded as synonymous. Yardsticks for assessment in
qualitative areas can also be derived. '

iif) Concluslon: It should be noted that the way in which PB has been discussed here
-differentiates it from programme budgeting or planning programming and

budgeting system (PPBS). Thus, programme budgeting is essentially long-range in

character, with periods spanning nothing less than Ove years. Moreover, PPBS
should reckon with both costs and benefits of each programme and.extend it to
social criteria as well. The development of PB in India, however, seems to indicate

that itisneither long-range in character,nor_does'i; attempta monetary cost-benefit

matching (social or otherwise) of various programmes. In respect of time, it is
essentially a replacement of traditional annual fiscal budgeting by a more output
oriented, but still an annual exercise. As to cost-bencfits evaluation, only direct
costs are budgeted for and benefils are projected where possible —in direct

- physical terms only. '

iv) Important Features

a) That objective-wisc ot functlon-wise' budgeting in government is almost always

 likely to cut-across departmental boundaries. In planning and budgeting for
such programmes inter-departmental cross-walks become indispensable.

b)’ Budgeting should start with the main output areas, or end-result points.
Objectivewise budgets should flow in the second stage from such budgets.

c) Physical accomplishments should be budgeted for and comparisons with actual

achievements made.

d} - A constant search for meaningful, measurable assessment criteria, even for
apparently non-quantifiable areas, should be made.

e) Theunderlying log:ic of PB is fairly universal, It can, therefore, be easily adapted

to help budpeling and review in institutions like universities, hospitais,
charitable trusts, clubs and so on.

PB is ideally suitable in the following cases:

a) Government departments/organisations cogaged in ¢reation of infrastructure or
rendering services (¢.g. Health Ministry, Education Ministry, Income Tax
department etc.),

b) Departments (in any enterprise) which do not produce any output (stores,
maintenance, accounts and finance),

c) Ca{:ital expenditure monitoring (PB is dovetailed with conventional budgeting
system for maximum benefits).

PB may be usced even for commerciul operations and this may lend additional
sharpriess in a units’ control system, though it may not bring about a sea-change.
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7.10 ZERO BASE BUDGETING T Propmin el Pureres

What'itls -

Peter A Phyre, who introduced Zero Base Budgeting (ZBB) in Texas Instruments,
definesitas follows ' An operating and budgeting process which requires cach manager’
to justily his entire budget request in detail from scrateh (hence zero base} and shiffs the,
burden of preof to cach manager lojustify why he should spend any money at all. This
approach tequires that all activities be identified in decision packages which will be
cvalhated by systematic analysis and ranked in order of importance”

ZBB therefore, starts with a basic premise that ihe budget for the next period is zero
and putsthe onus on each manager tojustify why the money should be spentatall and
ivyr would-happen if the proposed aclivity is not carried out and no money is spent;
ZBB presupposes that each manager has to undertake a cost benefr analysis for each
of the activities under his jurisdiction, that are proposed to be taken up in the budget
year.

Under conventional budgeting system, budgets are generally arrived at after adding -
somie factors or percentages to the immediate past year's actual figures of costs and
revenues. Sometimés, for revenues somewhat detailed exercise is carried out but as
regards costs, extrapolation of the past figures tends to be the most common method.
Thus, there is a lack of objectivity and perhaps a scope for perpetuating inefficiencies -

inmatters of incurrence of costs thot might already have been therein the past. It is this
context that ZBB is a marked departure from the conventional budgeting techniquie.

ZBB is of course not an absolutely new budgeting system. The approack is, by and
large, adapted when an enterprise formulates its first budget or a set of budgets
immediately after a thorough reorganisation and regrouping of its activities. However,
bafring such experiences for brief periods only, most of the firms continue 1o frame
their budgels on the conventional incremental budgeting method. ) :

ZBB as a budgeting technique has been fortunate in getting the patronage of no less a
person than limmy Carter, even while hé was the Goverhor of Georgia. After becoming

‘the President of U.S. A, he madc the use of ZBB obligatory throughout the Federal

Government in the fiscal year 1579, The most prolific writer on the subject is, however,
Peter A Phyre and the concept owes much to him for the underlying methodology and
also its practices. : : T o

The Methodology and Steps ~ , .

Jimmy Carter, whointroduced ZBB for resources allocation and control in government
explains, “In ZBB, the budget is broken into units called decision packages which are
prepared by mapagers ateachlevel ... These packages include an analysis of purpose,
cost, measures of performance and benefits, aliernative courses of action and
consequences of not performing the activity. Then all packages are 10 be ranked in
order of priority. After several discussions between department heads and the chief
executive, the rankings are finalised, and packages upto the level of affordability are
approved and funded.”

In more specific terms the ZBB methodology as well as the scquential stagesin its
introduction ay be outlined as follows:

a) Defining the Decision Units (DU's) A DU is a tangible activity or group'i)l'act.ivitio;
for which asingle manager has the responsibility for its syccessful performance. The
DU coneept is akin Lo thai of the responsibility centre. A traditional cost centre, a
group of people or even a project may be a DU.

b) Defining objectives of each DU in clearand specific terms and in conformity with the
enterprise objectives and goals. ’

c) Identifying activities in the form of Decisjon Packages (DP's) for any given activity
there may be several alternative DP’s, each describing a diffcrent level of effort and
cost-bencfit relationship. There are two types of DP’s — mutually cxciusive
packages and incremental packages,

d) Ranking of dlternative DP’s in order of decreasing benefit to the org:;nisaliun, using
cost benefit analysis technique. Large volume of decision packages is expecled in
zero base budgeting in the eariy vears. We can gvercome this problem with
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computer routines. Alternatively, this problen can be reduced by concentrating on

marginal priority packages (sec category 2 below). Thisis because ultimately all the

packages presented for funding generally would fall into three categorics:

i) those with a high priority and high probubility of funding;

ji} - those with a marginal priority and which may be funded ot not funded
depending on the resources available;

iii) those with a low priority and low provability . = ~ding.

Those decision packages in category Lwo warrant the greatest scrutiny over the others,
Superior officers could profitably allocate their time for this.

¢) Forwarding the ranked DP's to the next higher organisational units, for review,
merger with other comparable DP's and for reranking. Asthe DP’sare consolidated
and reranked, the perspectives and abjectives are broadened, The consolidation
and reranking should preferably be done by a committee comprising all managers
whose DP's are.being considered and a chairman selected {rgm the aext higher _ -
organisational level.

£) Finalisation of budget proposed as well as preparation of budgets for cach DU
These have to be finally approved by the top management. Before according
approval, the top' management will be guided by benefit cost ratios in allocating
resources and the question of affordability.

Benefils and Uses:
Introduced in proper pcrspcctwc and in a systematic manner, ZBB can benefit in
different ways, as follows.

» 7ZBB fostersa culrurc of efficiency and cost cffcctwencss and for that mauer,
inculcates cost consciousness among managers.

¢ ZBB allows for quick budget adjustments during the periods‘whcn revenues
fluctuate widely. .

¢ ZBB improves budgeting processby l'ocusmg on objectives, prioritics and needs.

¢ ZBB will provide an objective basis to prune or Zcro-out programmes that have
outlived their utility and expand high-impact programmes.

® Effective ZBB demands that there be no dichotomy between planning and
budgeting. The two functions are interrcfated and interdependcent.

& Responsibility accounting system can become more effective under ZBB.

e Allocation of resources are made according to needs and the benefits derived.

« ZBB ensures participation from all concemed and facilitates coord:natlon in
planning and control.

e Lastly, and most importantly, an organisation can even benefit from the ZBB
process itself, even if the system is not formahsed — lhe. exercise is ¢reative and
therefore, challenging and of course rewardi ng.

The US experience with ZBB generaliy reveals that ZBB has not resulted in major

budget cuts but it has, in nearly every case, stimulated thé redirection of resources from
less productive to more productive activities.

Limitations and Problems
There are several success factors of ZBB — organisational, attitpdinal and operational
— that are not so easy to obtain, particularly in Indian organisations. Some of these’

* success factors are: .

¢ Top manzgements’ personal involvement and commitnient.

& Creative encrgies of the managersinvolved, in order to identify innovative DP's and
also rank the alternatives.

® A wholly new mental attitude and management style throughour the organisation.

® Climate of trust and mutual confidence betwecn the top manapgement and the
operating managements.

® A climate of delegation.

® Adequate feedback to the managers aboul reasons for their DP’s being accepted or
rejected. '

ZBB also presumes the availability within the organisation of skills in cost accounting,
cost analysis and performance measurement. Systematic use, in particular of the




technique of Cost Benefit Analysis and Cost Effectiveness is the bedrock of ZBB Al
these requirements can pose a lot of problems. ' :

There is a greater amount of paper work associated with ZBR system than with
conventional system, particularly during the initial periods of its'introduction in an
organisation. There are also problems associated with orientation training, developing
-operational infrastructure for ZBB itsell, etc, ' '

The'process of preparing budget proposals has so far been largely ritualistic. In addition
to this, the multiple levels of decision making, labyrinthine procedures, poorly
developed methods of communication, information and retricval of data, erratic
transfers of key officials, are some other organisational deficiencies which are likely to
pose serious problems in the suceessful implementation of ZBB in India, particularlyin
government departments. :

Somelime back the Union Finance Minister announced that ZBB would be infroduced
in India in a smal! way in 1986/87 and in-full in budget formulation from 1957/88. As
back as in the year 1968769, the Government of India had decided to switch over to
Performance Budgeting. But till date, one fails to sce the impact of the switch. The
recéntintention of the government to switch over now to ZBB is not clear, particularly
because the prospects and problems of ZBB system in the Indian context are yet to be
explored and appreciated in proper perspective. .

Budgeting for any activity has two dimensions, inputs and outputs. Where the
relationship between the inputs and outpuls can be determined, standards can be set
and deviations of the actuals from those standards measured. The costs associated with
the inputs cannot be specified and quantified, then other means of control must be
used. Itisin this area where ZBB tends 1o be effective. Performance Budgeting (PB)is
also meant for similar purpose where outputs are not {inancially quantiffable. The main
difference between thest two concepts (leaving aside the mcthodology part) is that
while PB emphasises the performance part i.c. the outputs of the budgeting system
ZBB places greater emphasis on the cost part i.c. the inputs in the budgeting system
under an identical situation,

Mostration '
The final accounts of XYZ Ltd. is as under:

Profit & Lot Account for the year ended 3131989 Balaoce Sheel 25 2t 31-3-1989

{Rs'0005) (R '000s)
Incomse: Saley 125.0 Proprietorts Fund:
Expenses:
Materials Share Capilal 200.0
Wages .0 Reserve 19.0
Manufacturing 12.0
overhends: . 219.00
Varable - 4.2 Flzed Assets:
Fixed 3.0 . - .
Deprecistion 30 10.2 GrossBlock 2500
Adminttrative 4.0 Less: Dep. 50.0 200.0
overhesds
Seliing & Dist. overhead Current Assels:
Yarinke - 6.0 [n¥entory 20
Fixed 2.0 8.0 " Debiers 2%
— Cash _25
Tolal 702 74
Net Profit 55.8 - Less: Creditors 20
Income Tax 230 Provision 35 55
Dividend 20 19.0
Total 350 —_—
21%9.0
Balance 0.8 aa—
transferred -
]
(1980-89)  (I¥89-90)
Capacity utilisalion 60% R0%
Units produccd 60,000
Sales PricefUnit Rs 2.1 Rs. 2730

25% priceincrease in ma.t:rialc:pccie,d
10% increase in wage rates cxpected
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Manufaciuringoverhead
Administralive overhcad
SeNing & Distribution overhead

10% increase in cost expected
5% incrcasz incost cxpecied
10% increase in cost cxpected

Capiral Expendulure Rs. 60,000
Depreciation Rs. 3,000
Income Tax Rs. 50,000
Dividend Rs. 20,000

i) Period Allowed: .
Dcbrors: One month
Creditors: Two months
Stock of raw materials: 3 months requirement from 85-90
Time lag in wage paymenl is insignificant,

4iif There is no stock of finished goos in the year cnding B-50

iv) Opcning stock of material in 88-89 is Rs. 20,000
Let us now attempd the gnswer.
Sales Budpet

Unils-:% x 60000 = 50000 @ 2730
Sules Value = R, 1,54, 006

With the help of the follgwing information we will prepare forecusted Proﬁl & Loss

Account and Balance Sheet as on 31.3.90:
Purchase Rudpel {Mnieri:lﬁ)

Consumptionin 88-89

Add 33-1/3% increase incapacity

Add 3 months stock halding

Less Opening Siock

Price increase @ 25%

Requirement
Ceonsumplion During 89-90
Opcning Stock

Add Purchasc

Less Closing Stock

125
IZWDXT'D

Wapes Budget:
Wages paid in 38-8%
Add33-173% for Capacily increase

Add 10% raie increase

Overhesds budget
Manufacturiog Gverhends

Variable Expenses
Add 33-1/3% volumne increase

Add 10% Cost increasce (Say)

Flxed Exprase
Add 10% Costincrease

(15, 000)

36 .

12

48
12
&0

20
40
10

12
1.4

5.6
0.6

6.2

3.0
0.3

13




Depreciation
Adminlsteative O H,
Expendilure in 1938-59
Add 5% Coslincrease

Selling & Distribuling O.17.
Yariable Expensc
Add 33-113% volume increasc

Add |0% Coslincrease

Fixed Expense
Add 10% Costincrease

Cash Budgel
Recelpts

. Opening balance
Deblors {Sales)
Opening
Sales
LeszClosing balance
(Say1/120l184.0)

Payments

Creditors (Purchase}
Opening

Purchase

Less Closing Say 2/12x 50)
Wages

Crverheads
Manufacturing
Adminisirative

Selling & Dis1.

Income Tax

Dividend
Capitalexpenditure

Closing Balance

Forecasted Profit & Lass Account

Income
Sales

Expenditure

Marterials 550
Woges [7.4
Manufacturing 12.5
Adminisirative 4.2
Selling & Dist. 11.0

Net Profi
Income Tax
Dividend

Balance

(Rs."000)

100.3
83.7
0.0
0.0

137

Forecasted Balance Sheet

Share Capital
Reserve

Flxed Assers
Gross
Less Dep.

Currenl Assers
Inventories
Diebrors

Cash

Lasg
Credilors 33
Prevision 0.0

(Rs. 000)

0.0
184.0

15.3

(Rs.<000)

310
53

15.0
15.3
B3
5440

3.0

1.0
0.2

4.2

4.0
20

8.0
0d
8.8

20
0.2

22

{Rs, '000)
5.0

192.7

2227

61.7
I7.4

(Rs. '000)

200.0
n.1?

327
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Activity 5 , -

a) Are any of the ideas implied in the concepts of Performance Budgeling and Zero
Based Budgeting being “sed in your organisation? State in what ways you think your
organisation is close wo or away from the central ideas of oy of these technigues.

b) Describe the stepsfadditional steps that you woutd take to bring your organisation
close to the ideas implied in Performance Budgeting and Zero Based Budgeting.
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7.11 SUMMARY

In any management control system, control is excraised in'the context of what should
¢ happening. The “what’ of control Is provided through 3 conscious plannikig process,
adequately detailed and structured to identify the various actions having (wo axes:

(a) physical, {b) financiul. While the translation of actions into physical terms is called
programming, that in financial terms is called budgeting. Programmes/Budgets may be
classified into different types and looked at from different points, Very often a judicious

" combination of some or all of the classifications is attempled to obtain desired results,

In the process of budget setting there are certain importnt issyes which need to be
examined or sorted out before starting the detailed budget setting exercise. Preparing
more-or-less a rigid plan on one set of condition and generally on one level of activity

* called fixed budget. Bul due to tremendous uncertainties or turbulence in the
environment, it is difficuit to prepare a reasonably good forecast, an attempt should be
made to develop several alternatives, showing altemative lovels of utilisation of
resources. This Implies developing multiple or flexible budgets.

The process of traditional budget preparation consists of the detailing of different
departmental or operational data e.g., manufacturing, administrative, marketing
budgels ete. To avoid the difficulties that might arise in compilation of yearly budgetin
time or to fulfil requirements of meeting the budget deadlines, net work analysis can be
used successfuily. '

The sphere of management of government activilics, unlike industrial activities, does.
ot possess an automatic mechanism for input-outpult balancing by providing a price
against cost. Performance Budgeting (PB)facilitates the integration of the outpul-input
relationship. In fact, PB is an alternalive 1o normal industrial budgeting for non-
industrial institutions by switching to output-oriented budgeting from input-oricated
budgeting. .

The concept of Zero Base Budpeting (ZBB) is considered as a suitable alternative to
replace the traditional method of budgeting. It avoids the serious shortcomings of
traditional budgeting and helps in copinwith the constantly changing environment.

7.12"SELF-ASSESSMENT QUESTIONS/EXERCISES

1 Qutline the steps necessary for preparing a detailed man-power cstimate which
would be of value in preparing labour budgci.

Compile a manpower estimate for a production department showing the break-down
in terms of cost centres of variougsarades of labour required.




2 Manufacturing company is preparing its opciating budgets for.the year commencing
1st Fanyary 1991, For a particular depantment, it.is estimated that a total of 48,000
hrs. of standard output will be required. The company operates on a 13x4 weekly
control cycle and the spread of production in the year is as under:

Period 5td. Hrs. of production
as5a % of the annool total
1 : 72
2 74
3 7.9
4 7.2
5 7.7
6 7.8
-7 73
8 8.4
9 8.5
10 3.8
11 72
12 : 7.6
13 7.0

This department produces an average of 0.8 standard hours of output for each
attended hour; the balance of time is lost through production delays.

Paid absence on account of holidays and sickness is cxpecied to occur on the
- following scale: ’

Periods % paid absemrce
1,8,9and 10 10
2,3,4,12and 13 15

5,6,7and 1] 20

The basic week is 40 hours and the forecast wage rate is Rs. 12/- per hour. -
Overtime is paid at one and one-half time but, by a trade-union agreement, must
not exceed 10% of the basic paid hours in any period. All non-productive hours
are paid at the flat rate as operatives are expected to undertake clean-up work at
these times. Employec benefits and insurance contribution amount 10 Rs. 60/- per
week per employee. :

You are required:

a} to prepare a manpower budget for the year on the basis of maintaining a static
labour force throughout and using overtime within the agreed limitations, so as to
- minimise tatal labour costs. ' :

b) 1o evaluate scparately the following proposals and make a recommendation -

including the impact on budget:

i} toinitiate asafety campaign costing Rs. 10,000/- toreduce accidents and thercby
reduce the paid absence given above from 10%,-15% and 20% to 9%, 14%
and 19% respectively. .

i) '_lo undertake additional preventive maintenance at a cost of Rs. 25,000 to reduce
machine break downs and thereby eliminate 25% of the time lost through
production delays. ' )

3 It is sometimes argued that the flexible budgetary control approach t'o-cosl contral
within production departments is obsolete. The main arguments seem to be that:

a} Production costs are tending to become more and more fixed pplicy costs, outside.
the control of the depariment manager.

b) Because of (a}, there is no point in flexing the cost budgets for ultimate
comparison with actual costs and that this is a meaningless and wasteful exerdse.

¢) This mechanistic form of control requires the involvement oi‘managersin the
selting of budgets and this they can rarely do because of the absence of the
necessary standard daga. -

Discuss these points separately and appraise the general argument.

Propwdug'ud Bvdg_:ung'
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4 Onez of the problems in setring budgets is matching the [orécasted demand with the
estimated available capacity.

a) Why s thisso? _
b) Explain why capacity is difficult to estimate.
c) Detail the options available when undertaking the matching process.

5 What are the advantages of a Plant and Equipment Budget? What factors will you
lake into account in including an item in the Plant & Equipment Budget?

6 What arc the objects of drawing up a capital expenditure budget? When funds
available for capilal expansion are limited what order of priority will you recommend
for including capital expenditure proposals in the budget?

7 Explain the factors to be taken into account when assessing risk taking decision on
capital expenditure projects. Draw distinctions in your answer between those of:
a) a new product [or a new market
b) an existing product for an existing market
¢} a plant replacement.

8 Itis frequently argued that planning and control of capital spending is much more
rigorous than planning and conirol of revenuc cxpenditure. There is evidence which
shows that it is so. As a result, profitability and cash flow problems arise.

Taking an example of an organisation of yoiir own choice, describe what you consider
wouldhe elfective planning and control arrangements for the main ¢lements of
revenue expenditure.

9-A company scllmg a standard product learns that its raw matefials supplier is about
. toclose because of recession. An alternative supplicer cannot start delivery until
January 19X9.

The course of action that the company isconsideringisto buy from the present supplier
encugh extra raw materials to enable i ireither:

I Toscll the normal monthly level from January to March 19X9; or
2 To sell at 70% of the normal monthly level from January to March 19X9.

The following conditions apply to both courses 1 and 2:

i)' Stocks of raw materials and finished goods at the beginning of April 19X9 must be
at the same level in quantily terms as the monthly sales of the preceeding
three-month period.

ii) Payment for the extra raw materiais bought must be made in January 19X9.

iii) Extra storage space will need to be rented for the pericd. This will cost Rs. 3,000
per mosth for course and R, 1,000 per month for course 2.

iv) Stocksinexcessof Rs. 1 02 000 deteriorate and the costs of rccut‘cauons are:
2% of the excess for the first month
4% of the excess for the second month. i

v} Interest on bank overdrafi is to be calculated at 24% per annum on the closing .
monthly overdraft balance (belore interest) and charged as occured in the same
month.

vi} Production required should be split equally among the three months.

Budgeted Profit and Loss Account for normal momhly actmty (i.e. a sales level of
Rs. 1,00,000 per month) is shown in Appendix A.

Budgeted Balance Sheet asat31.12.19X8isshown in Appendix B. Otherrelevant data
are: ’ ’ :
® Sales durinéj*:lov. 19X8 and Dec. 19X8 were Rs. 80,000 and Rs. 90,0000 respéctively

® Debtors pay 30% ol invoice values in the month following that in which sales are
made and the rem almng 70% in the second month follow:ng that in which sales arc
made.

& Fixed production everhead is absorbed into finished goods.

¢ Direct wages are paid inthe monthsin which they areincurred. Overhead is paid ofe
month after it is incurred.
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® Assume that selling prices are constant over the periad.
e Taxation may be ignored.
You are required to:

a) Prepare monthly cash forecasts and Profit & Loss Account for the period from
1.1.19X9 to 31.3.19X9 for the company for (i) Course 1 and course 2

b) Preparca balance sheet as at 31.3.19X9 for course 1

c) Indicate briefly ttie circumstances in which the Company'mighl choose cach course
of action. : ;

Appendix A
Budgeted Profit & Loss Account for normal monthly activities:
Ra, '000s Rs. '000 R "00Gs

Sales 100,000 upits 8 Rs. 1 ) 100
Cost ol Sales
Production Coats:

Direct Materials 26

Direct Wages 30 '

Fixed Production overheads {a) 20 ¢ - 76
Selllng and Administrat]re overhends - L
Fixed (b) 15 91
Profit before Tax . g
Notes : (8} Includes Rs. 6,000/~ depreciation ~5000 as against 15,000

(b) Incudex R, 3,000/- depreciation.

Appendix B

Dudgeted Balance Sheet pd vt 31,12.19X8
- i Ra. "000= Re. "000s Ra. '000s
Fixed Assets : ’ .
Flant & Muchinery (a1 cout) . 530
Less Accumulpied Deprecietion 150 430
Current Assets
Stock : Raw Materials 26
Finished goods )
Debtors 146 248
s
Ixsued Capital 500 i
Profit & Loss Account kil 598
Current Liabilities . .
Creditors [or poods 2.4,
Creditors for expenses 26
« Dividend due (fan. 19589) 18.6
Bank overdrafi a2 =
- .

10 The newspaper industry works under conditions which are vasily different from
especially from the point of view of preparation of budget. Mention the conditions
and kceping them in view, draw up the skeleton of a budget fora newspaper having
a daily circulation of 60,000 copies. ’

11 Asadivisional manager of a business, you have been asked to change your approach

to budget preparation, from traditional incremental approach to Zero base -
approach. Your argument that this change should be graduat.

a) Why do you argue this way?

b) What is zero base budgeting?

¢} What do you see as the likely merits end demerits of ZBB?

12 What are the uses and requirements of Sales forecasting. Discuss some of the basic
issues which are to be sorted out before developing marketing budgets. Explain also
the mode of integration between annual marketing budgets and marketing long
range Planning, '
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UNIT 8 ANALYSING AND REPORTING

Objectives

The objectives of this unit arc to acquaint you with the:
* Anatomy of Management Reporting System (MRS)
® Concept of Management Information System (MIS) -
o Presentation of an Integrated Approach

Structure

8.1 Imtroduction ; .
8.2 Mecaning and Signilicance of a Report
8.3 Different types of Reports '

8.4 Rcport Preparaticn

8.5 Meaning and Imphcauons of MIS

8.6 Need for MIS

8.7 A Few Myths about MIS

8.8 MIS and Computers

8.9 Management and Information System
8.10_Design and Implementation of MIS

8.11 Impact of MIS on Management

8.12 A Systematic Presentation of an Integrated Approach
8.13 Decision Support Systcm

8.14 Summary

8.15 Self-assessment Questions/Exercises
B.16 Further Readings

8.1 INTRODUCTION

The principle purpose of reporting is to.provide communication periodically concerning
the cfficiency and cffectiveness of current activities vis-a-vis the programmed, planned
or budgeted ones. Thus, there should be a sound system to (i} provide timely
information to managers about the relative success of the activities and (ii) identify -
opcerational problems in exccuting them. Thus, from the poirt of control, this phase
embraces two distinct areas;

® Analysing the happenings, and

® Reporting decision making,

8.2 MEANING AND SIGNIFICANCE OF A REPORT

A report is nothing but a container of information. A report may be defincd asa
carcfully strucured written document through which factual information or expert
opinion is transmitied and on which executives base their future plans and decisions.
Some reports are sent regularly at specific time intervals, some other reports are mostly
of a one-time nature, dealing with a specificd problem or a specific project. All reports
are.intended to aid management in decision making and also in controlling. Reports are
meant to present carcfully organised facts and ligures with recommendations to the
decision-maker and to the person charged with controlling the operations. The su~cess
of a good report should be judged by its results i.e., the extent to which it can help in
decision-inaking and controlling the operations.

3.3 DIFFERENT TYPES OF REPORTS

There are five different types of reports, briefly discussed here.

i} Periodic Report: This covers the activitics in a particular area for a given peried of
time {aweek, a month, aquarter or even a year). This report records essential data
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in historical form and in a regular manner.

ii) Progress Report: This shows the prbgress made during the period covered. A good
example is the annual corporate report. The progress reports provide the necessary
date for comparison. '

jii) Examlnation Report: This is also called irivestigation report since it analyses past
and present conditions, under a suitable programme of study and investigation to
eslablish some basis for later recommendations. While the periodic report records
known data, investigation report collects and records essential data, not previously
known and analyses these data 1o arrive at definite conclusions.

iv) Recommendaticn Reperi: This is an examination report, the results of which lead
to specific recommenca‘ions. It may be persuasive in nature, argumentative in
purpose and may also urge a definite programme in action. '

v) Statistical Report: Just as people use words, they also need figures in their
day-to-day activities. A statistical réport presents such figures in a systematic
' manger. Basically statistics is a kind of shorthand, a stenographic shortcut method
of presenting a mass of facts of a strictly numerical nature. When thebulkofa
report presentsstatistical material such as mathematical charts, tabular columns of
figures, financial data, etc. with a relatively bricf interpresentation of their
signifizance, it is calted a stalistical report. ' :

8.4 REPORT PREPARATION

The technique of preparing reports consist of two basic operations:
i) The arrangement of thoughts in a clearly organised pattern; and _

ii) The translation of the thoughts through the medium of words, sentences and
paragraphs and also some data. '

The following points are relevant in the operation of arrangement of thoughts or '
developing the material: o

a) limiting the topic (a vast of unlimited topic is too unwieldy to handle);

b) assembling the material; -

¢} organising the material;

d) providing summarics, briefs and digests.

The sccond and more important aspect, that of presentation of thoughts, should take

inlo consideratiod the following points: o ' .

® Length: The shorter a report, the belter.

e Paragraphs: Each paragraph should deal with one specific point and all the
paragraphs sbould be togically linked up—one neeessarily leading to the other;

® Style; Use short sentences, present facts and opinions in a short but precise manuer;

© Assumplions: These should be neatly stated, precisely and separately;

@ Figures and date: These should be presented in a tabular form preferably in
apnexures at the end of the report, But the more important ones (usually the
resulting data) should be made use of in the main body of the report;

. ® Jargor: All technical jargon shoutd be avoided as far as possible since the readers

may not understand these and, therefore, may become hostile to even the spirit of
the report. It is to be noted that reporting is a forim of effective written "
communication and if the readekrhas not understood it means that the writer has not
reporied well. Sometimes one is required Lo present a rather long report. The
organisational framework of such a report should be somewhat as follows:

Organisational Qutline for the Long Report

A} Introductory:
i}  Titlg page
ii) - Lefter of transmittal
iiiy Table of Contents .
- jv} List of tables, charts, illustrations (if any);
v) Executive summory;

'B) Body of the Reporty

vi} ~‘TFextual content




C) Supplementary material:
- vit) Appendix (or reference section)
viii} Bibliography
ix} Index (ifany)
Each section and paragraph should be suitably numbered using a two-or-three digit
numbering system, - :

Itis very common these days to use charts and diagrams in reports. A chartor a diagram
can often cc_mv'cy facts and information which volumes of words cannot. Thus, itis often
advantageous to use various charts and diagrams in a report t6 make it more telling.

The commeon charts and diagrams usually included in a rcport are:

i) LineGraphs: Toshow, for example, cumulative actual sales agpinst budget and/or
against previous year's acluals; -

ii) Bar Charts: Generally uscd for showing comparison of month-wise sales and-
expenses — budgeted and actuals;

iii) Pic Charts: Commonly used to show in a circular diagram the distribution_of the
total sales revenuc among costs, profits as also-the total costs among the different
constituent clements, -

8.5 MEANING AND IMPLICATIONS OF MIS

Management Information System (MIS) has three components, Management,
Information and System. Management essentially means planning and controlling
operations, but such planning and controlling presupposes making decisions about
planning and centrolling, Information has to be distinguished from data, For example,
customer’s invoices are data only, while the inventory analysis, sales analysis etc., are
information (after the same data are converled). System essentially implies a systems
approach to turn data into information and integrate all systems of a business.

Thus, MIS may be defined as a set of integrated, well-knit and scientifically designed

system whereby raw data get converted into decision-based and control-oriented

information and (continucusly and flow) regularly from one end to another. A sound

MIS ensures inter alia the following:

® Right information at right time to right person and in right manner;

® Regularity in the pericdicity of information flow;

¢ Information geared loward aiding managerial decisions for planning and control;

® Scizening of all information at tife point of transmission to select the relevant and
reject all irrelevant details, keeping an eye on the diverse needs of management at
different levels; ’

® A built-in system of link-up and follow-up.

There are three key elements in any information-flow, namely timing, degree of
accuracy and nature of defects. Timing of information is perhaps of the greatest
importance in any MIS since it is an accepted fact that information delayed is
information denied. Closely linked with timing is the degree of accuracy which should
be determined with reference to the purpose of the proposed information and the
decision that might emanate from 1. Nature of details or the volume of information is
also an important factor in MIS. Inadequate information and more than adequate
information may both be worse than no information.

What is information {finished preduct) 10 ore may be data (raw materials) to another,
[t all depends upen the levels and functional areas of management. For example, a
detailed customer-wise cutstandings analysis is‘an information to the line management
but only data to the top-management. From these data may be prepared-division-wise
working capital lock up in respect of outstandings and this may become an infre—-tinn
to the top management.

The philosophy underlying the prin_cii:!e of costing should form the bedrock of MIS so

that the desire for more and more information is tempered with a proper cost-benefit -

analysis. It is to be noted that information industry is the most expensive industry
today. Some companics have started treating MIS function as a profit centre. This

Analysing and Reporting.
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would reduce the cost oi information substantially since the MIS department will
appropriately charge the user depaftment in respect of all information provided.

Last but not the least, MIS should be more future-oriented than just an extrapolation .'

of past data. Unfortunately, futuristic element is absent from more information today:

Taking decisions based on past data alone is the same as driving a vehicle witheyes fixed -

on the rear view mirror — the vehicle can never achlevc even reasonable speed and
reach the destination in time.

8.6 NEED FOR M:S

The need for MIS is felt more in its absence than in its presence. Very often in an
organisation some failurc symptoms become apparent necessitating the introduction or
revamping of MIS. Such failure symploms could be:

i)  Organisation being unable to meet its commitments;

ii) Increased overtime in respect of clerical and other staff;

iii} Huge backlogs in executive work load;

iv) Dclayed decisions, indecisions and wrong decisions;

v) Non-availability of timely and relevant information;

vi} Maintenance of pocket and/or desk information;

vii} Loose control resulting in wastages, losses and inefficiencies;

viii}: Duplication of work and disjointed efforts.

The increased incidence of heatt ailments, ulcers, blood pressures.ete., among today's
executives may be lacgely ascribed to the absence of MIS which in turn genérates more
tensions at work. Similarly, inability of the exccutives 1o regularly avail themsclves of
annual leave or executives going for their own marriage with casual leave are also due
to absence of proper MIS.

Aclivity 1

Describe the main features of MIS in your orgamsauon From the point of view of
management control what reports the MIS unit in your organisational generates for
managers al the:

a) supervisory level

b) middle level

¢) top level

8.7 A FEW MYTHS ABOUT MIS

One myth isthat the study of management information system is about the use of
computers. Another myth is that more data in reports mean more information for
managers. Closely related to this is another myth that more l'requent reporting means
more useful information. It is also a myth that the accountant aims to keep the cost of
information to the minimum. Almost similar is the myth that the accuracy in rcporung
is of vital importance.

One of the largest myths, particularly about MIS in Indian industry, is that the
manager's information needs can be determined by professional sysiem study. Line
managers seldom do any home-work to identify their information needs and
consequently depend heavily upon the MIS or systems man ta do this job of theirs.
Obviously good MIS cannot be evolved with this type of attitude of line. managers. Staff
managers in charge of MIS may at best assis1 them or even puide the linec menagers in
identifying their information needs. But nothing more than that is either desirable or.
praciimble.

The sopreme myth about MI$'is that, 'we understand whal management 3 information:
s". Yes; we chaim to understand. May be we understand the technical aspects involved.

ope
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‘But the managers hardly understand the human element and more particularly the
decision process of an organisation and the interface between the MIS and such decision
process, To prevent MIS from degenerating into a mechanical excrcise, the
understanding of human factor as also the decision process is vitally important both for
the lime managers and for the MIS staff,

8.8 MIS AND COMPUTERS

The following are the requirements of data processing under MIS: -

i), . Larpe volume;

ii) - Provision for systematic storing 6f the data,

Jiii)" Convenience of access 10 and easy retrieval of the data;

iv) Continuous up-dating of the data base;

v) Manipulation of the daga according to fixed as well-as variable decision rules,

¥i) Processing the data in appropriate time-frame;

vii) Ensuring acceptablelevel of accuracy (arithmetical) and reliability (of inputs); and
viii) Processing data economically.

If we could meet all the above requirements or even most of them manually, through
well-designed systems and procedures, then there is no need for computer in th~ area
of MIS. In fact, it is so in the case of small or even medium-sized organiszuuns. It is,
1herefore,lobe noted that, contrary to the popular belief, computeris not synonymous
with MIS. But it may be an ideal vehicle of MIS — ideal bu not ultimate, nor
indispensable. Even in large organisations Computer manual combination, based on
suitable cost-benefit analysis may prowdc the right type of MIS and thisis what should
be atlempted.

Aclivity 2 -
Towhat extent is the management control systern irf your organisation computer based?

Explain bneﬂy What activities in the area of management control have recently been
computensed and what bencfils!di[f'culucs it has brought about/created?

8.9 MANAGEMENT AND iNFORMATION SYSTEM

The first basic implication of a scicntific information system for management is to
feplace traditional approach by systems approach. Let us cxamine whal this really
‘means. The traditiona organisation structure, based on the span of control and
- specialisation concepts suffers from two basic limitations:
@ It pays the job, not the man
® Communication problem arises because of bureaucratic entanglement

® many a decision is cither hidden or lost in the morass of bureaucracy.

These problems can be effectively taken care of under the systems approach, where
organisation is more a team than a pyramid, *

"The traditional control also suffers from a serious limitation in that it is more historical
in nature. Oftenitis too late to do anything about it. Further, whatever control is there,
it is more of an accountinig control (through budgets) rater than managerial contral.
Under the systems approach control becomes really managerial control and not
historical and accounting in nature.

Decision-making is required for planning and controlling operations. Decision, by
delinition, is a choice of two or more alternatives. Under traditional method,
programmed decisions are based on procedures and the non-programmed ones. on
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hunch;, intuition and judgement. Under systems approach, both types of decisions wall
be based upon MIS. MIS by providing beiter information to the decision-maker cnsures
that he can take a better decision and can also check for himself continuously whether

the degision-making process is being improved or not.

The starting point of planning under an integrated MIS effort should be profit planning.
Table 8.1 is useful:

Table 8.1 Planning and Countrol Instrumenis

Elements Plan Cootral

Sales Sales Plan Salesquota

Costof Sales ’

Materials Miateriol Plan Unil usage

Labour Labaur budget Laboursiandards

Overbends Overheads budget Functional relationship

between differentitems of activily

Selling and Distribution Budget «do- :

Geoeraland Budget - -do-
Administrative expenses

Profit Prafit Plan R.O.1

8.10 DESIGN AND IMPLEMENTATION OF MIS

The following are the differentstages involved in the designing and implementation of
MIS: ’

Identification of MIS need of Managers: As it has been made amply-clear eatlier, the
managers must identify their information needs themselves. MIS oricnted people can
at best assist them in this task.

Exeminlng the existing information flow: In the second stage, critical examination of the
existing information flow is required in order Lo find out their adequacy or otherwise.
All existing forms/reports may be scanned by using the. following format:

Title of : ORIGIN DISTRIBUTION
SL the form Peric- Deptr. Sources | Deptl. !
No. repoTt dic-ity {head). Timing ofdata | (head) Timing Usage Remarks

Deslgning Draft MIS: Based on the above scanning and keeping the information necd
of the managers in view, a re-design of MIS can be made. In the process some of the
existing forms of reporting may have to be eliminated, some madified and also some
new formats may have to be designed.

Trial ballooning of the ideas: Through a workshop based on the draft design, a sharing
of iteas should be made at this stage. There should be a sleeves-up chalk-board type of
atmosphere. Participating members should have absolute freedom to present their
thoughts and views in a frank and friendly atmosphere w:thout any fear or favour to
make correctlon or alteration of the draft MIS.

Glving a final shape to MIS: Based on the above additions/alterations a final shape to
MIS could be given.

Trial Run: Based on the above final draft a trial run of the information flow can be made
to examine its workability, mostly manually.

Computerisation: The next stage would be the compulterisation of the systems to the
extent feasible and desirable.

8.11 IMPACT OF MIS ON MANAGEMENT

The result of installation of a soupd MIS is improved management. This benefit cannot
be quantified in strict monetary terms, but the all pervasive impact may be felt quite
well. For one thing, asound MIS should explode the myth that a particular executive is
indispensable. The first major impact of MIS on an organisation is that decisions are
based on facts rather than on bureaucratic procedures and subjective factors. Secondly,
MIS would flatten the universal pyrarrud structure of an orgamsauon In a typical
pyramid organisation psople run on hunch and history and get lost in the labyrinthine
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intricacics of the burcaucratic system — the incvitable results-are indecision or detayed
decision and emphasis on procedures rather than on results, obsession with inputs
rather than with outputs. In the new organisation brought about by MIS, they would
base their decisions upen information, Thirdly, MIS would facilitate delegation, since,
the problem of what to delegatc is effectively solved by MIS. According to the
conventional principle of span of control too many people reporting to one man is
considered to bie bad, But the reporting of too many to one is what a sound MIS seeks
to achieve. Lastely, MIS replaces ‘management by activity' to ‘management by results’
and substitutes ‘management by technocrats’ by ‘management by generalists' —
generalists who can plan, organise and control any {unctional area, backed by sound
MIS. To sum up, MIS improves a manager’s responsibility by enlarging his job scope
and result-orientation.

812°A SYSTEMATIC PRESENTATION OF AN

INTEGRATED APPROACH

The mu,gratcd appreach-is presented in exhibit 8.1 for providing you a broad
perspective of the entire gamut of management information, control and reporting
systems (MICRS). The presentation being self-explanatory in nature;-there is no need
to add any funher observations in this regard.

‘Exhiblt - 8.1
An [niegrated Framework of Munagement Informaton, Control & Reportings System (MICRS)
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= .
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OFERATING (SUPERV'ISORY)

Activity 3

Anintegrated framéwork of Management Inlormation, Control and Reporting System
{MICRS) has been presented in Exhibit £.1 above. Sum up the main features of the
framework in your own words.

8.13 DECISION SUPPORT SYSTEM

Itis bothi interesting and perhaps a bit intriguing to note that MIS is steadily being
-Teplaced by Decision Support System (DSS} in the advanced countries, particularly as
a sequel to the recent computer revolution all over. This phenomenon reminds one of
a similar situation when Data Processing of the 605 was replaced in the early 70s by MIS.
Although a detailed discussion on DSS is outside the purview, it may be useful to
mention here some important points of difference between MIS and DSS. First, DSS is
entirely computer-based while MIS need not necessarily be so, Second, while MIS
implies periodic reporting, DSS is an ongoing, online and interactive exercise with the
use of computer terminals as and when needed. Thus reporting at regular periodic
intervalsis notinvolved. Third, under DSS, models with basic parameters are stored in
the computer for'each specific area involving decisions. And decision-niaker at any
point of time can change some variable(s) and get guidance from computer on the most !
optimum and feasible solution under the given set of circumstances or variables. In
areas like inventory control, cash management, product-mix management, project
analysis and implementation monitoring eic., DSS has been found te be highly
effective. Obviously, MIS cannot provide this kind of flexibility as well as eFectiveness
mainly because a decision-maker has to wait for thc information and might have tolose
somc opportunity during the waiting period duc 10 right decision not being taken at the
right time.

B bt T

¢ e e mm




Information has two important roles in management-infermation for decision making Analysing and Repartiog
and information for control. Information for decision making necds ta be essentially

futuristic in nature, Infermation for control, on the other hand, should be basically of

the feed-back type, with some futuristic elements built into the same.

Itis unfortunate that most of the enterprises in India, both in the public and the private
seclors, are yct to appreciale the real potential of MIS, not 1o speak of DSS.
Consequently, in Indiz, MIS has by and larpe degencrated into not only an extension
of the accounting systems but into mechanistic rituals and management reporting; in
many cases a lack-lustre formality rather than an instrument to serve some specific -
decision-making purpose. It is, therefore, impertant that the top management as well
as management at alllevels should be oriented towards rhe real significance of MIS and
how this can be designed and installed in an organisation effectively.

Change is the only unchanging thing in this changing world. The management
informalion and reporting system ence developed cannot serve the purpose and need
for all time to come, particularly when situationschange, as they do—sometimes wids™ -
and abrupily. Every MIS as well as reporiing system should, thercfore, contain some
built-in flexibility in order to adopt to change from time 1o tinie.

8.14 SUMMARY

From the point of view of control, the purpose of reporting is to prov - communication
periodically concerning the efficicncy and effectiveness of cur. it happenings vis-a-vis
programmed, planncd budgeted, levels. Thus a report is basically a container of
information. Some reports are sent at regular intervals and some others may be sent,
once only because of their one time nature. Reports are intended to aid management
in decision making and also in controlling.

Management Information System (MIS) is a set of integrated well-knit and scientifically
designed system whercby raw data get converted into decision-based and control-
ariented information which conunuousl; and regularly flows from onte cnd to another.
There arc three key elements in any 1nform1hon flow, viz. timing, degrec of accu.racy
and nature of details.

The basic implication of a-scientific information system for management is to rcplau:,
traditional approach with systems approach by providing better information to the
decision-maker. MIS thus improves a manager's responsibility by cnlargmg hlSjOb
scope and result orientation.

8.15 SELF-ASSESSMENT QUESTICNS/EXERCISES

1 Supgestsomc reports which may be rendered to the various functional executives and
the various levels of management. Also indicate some problems on which special
reports may be rendered.

2 What factors determine the form of presentation and scope of data to be included in
a folder proposed to be given every month to the 10p management of an industrial
undertaking by its accountant? Menlion the information you would include insuch a
folder, indicaling the industry.

3 “While submitting cost reports, accuracy should not be achieved at the expense of
either promptitude in presentation or excessive cost of preparation™. Discuss.

4 The Group Accountantola large industrial group of comiphnics is concerned that the
individua! companies are all spending considerable amount on computerising their
accounting opcrations. He points out to you, as your assistant. that there is no.
evidence of increased cificiency or of reducing cosis resolting from this expenditure.
He considers that therc may be benefit< if @ method was devised for measuring
performance in the accounting depariments by the use of indices. You are required
1o prepare an outline of an analytical report on accounting costs and manpower for
the initial information of the accountants of the individual companics. This should

show: R
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Mamgemuat Cantral Proocss a) the purpose and scope of the report
b} the value of the indices to the individual companies
¢) the use of the indices.at group level
d) the basis for selecting indices

e) An outline of the instructions for compiling indices for the accounts
payable functon
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5 Your organisation has grown very rapidly over the past five years. The new director
feels that there is insufficient management control information available within the
organisation.

As aManagement Accountaat you have been asked to help him understand the basis
on which you will try to develop control accounting.

You are required to prepare notes on the following:

a} the behavioural-aspects of control accounting;

b) the operation of an accounting control system;

c) two detailed instances in which accounting contro) could have 2 :
significant impact. - f

d) the impact of computer on accounting control system (show one :
practical example). ’ . '

6 ‘The Chief Executive of your organisation asks fo1 a detailed examinatian of materiqj
cost control procedures. Bearing in mind the necd fora comprehensive review,
explain the areas to be examined.
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UNIT 9 PERFORMANCE EVALUATION

Objectives .
The Objc-cllives of this unit are to acquaint you with the:

e imporiance of performance evaluation to management;
e concept of designing Performance Evaluation Repont;
¢ Measurement and control of performance in dﬂ'fercnt organisational scgmcnts

Slructure

9.1 Introduction

9.2 Importance to Managcment

9.3 Impersonal/Personal Orientation

9.4 Measuring Performance

9.5 Multiple Perlormance Criteria

9.6 . Designing Performance Evalualion Report. .

‘9.7 Responsibility Accoummg and Managerial Accounlnblllty
9.8 Divisionalisation

9.9 R.O.I Approach

9.10 Interdivisicne) Pricing

9.11 Corporate and Interdivisional Charges

9.12 Effective Use of Management Accounting System

9.13 Compensation for Divisional Performance

9.14. Measuring and Controlling Performance in a MBO Framework
9.15 Summary

9.16 Sélf-assessment Questions/Exercises

9.17 Further Readings

9.1 INTRODUCTION

As pointed out in the previous unit, the principle purpose of management reporting
sysIéT Ts-te provide periodiccommunitatior<concerning the efficiency and -
effectiveness of curreat business activities. The reporting system should provide timely
information which makes the managers aware of their relative success and which -
identifies problems with cperations under their cantrol. However, traditional income
slatements and balance sheets are inadequate for the informational needs of
performance appraisal. For performance evaluation, the reporting system should be
dircctlyeoncemcd with current operations such as sales volume, product mix, expense
levels, capacity ulilisation, materials yicld and similar mecasures of operating results.
They should provide properly structural information which answerssuch questions as :
Which product line is most prol‘table? Which manufacturing division is most
profitable? Whlch plant manager is most efficient?

The task in developlng a reporlmg system is Lo spemfy data that are relevant to
performance evaluation. Within the scope of management reporting systems
performance evaluation is the process of interrelating expectations and
accomplishments. Budgetary control is 2 typical illustration of performance evaluation;
and financial report lends objectivity and uniformity to this process. Actual operating
results are measured and evaluated for compliance with previously expressed plans.
Evaluatien requires comparative analysis and conclusion by management as to the
quality of aperating resulls achieved.

4]

R



42

9.2 IMPORTANCE TO MANAGEMENT

Performance evaluation is inherent.in management activity. Investments and profits
are planned, operating results are revicwed and corrective measures are specified. The
identification of both problems and opportunities depends upon the success of this
planning control cycle. Since conclusions emerge from the relation between actual and
planned results, meaningful performance evaluation depends upon a sound planning
system and competent operating standards. In comparing actual resuits with budgets
(expected performance) or with standards (dircet performance), management must be
confident that quantitative cxzpectations are fair, valid and reliable.

In planning information systems, therefore, the specification stage should include a
design of all aspects that are important to users. Extensive systems planning, sound
controllership and competent financial reports are cssential antecedents to the process
of performance evaluation. Successful aperating contral depends on the quality of
accounting information. Objective performance evaluation also involves human
relations. The evaluation base, con51sl1ng of standards, budgets or other expectations
must ¢am the confidence of both superiors and subordinates. Ideally, higher
management ichcsupon the validity of pcrformance indicators and lower management
believes in the faimess of such measures. To attain this ideal state, both the personal
and impersonal aspects of performance cvaluation merit pttention.

9.3 IMPERSONAL/PERSONAL ORIENTATION

The reporting systems should distinguish between the impersonal and personal
dimensions of performance evaluation. Ditferent measures should be devised to
evaluate the performance of managers who are responsible for particular organisational
units.{The first approach is entity or segment oriented while the second concerns
responsibility and personal involvement. With scgment orientation, financial reperts
address specific operating characteristics of animpersonal entity. Operating results can
be analysed for sub-entitics or segmenls of a total organisation. Specific financial
reports are meant to support decisions e.g. invest in facilitics, engage in product
promotion, selling joint products at split-off stage etc. Recurring financial reports then
monitor the wisdom of these decisions. To judge the merits of a single manager, other
financial statements are prepared to reflect a personal orientation. Reports with
personal orientation are, therefore, needed for self-evaluation by managers and also
for review by immediate superiors.

9.4 MEASURING PERFORMANCE

Several margin-based measurements are potentially uscful in different performance
evaluation problems. For example, contribution margins indicate the ability of various
product lines torecover fixed costs and generate profits. Since this measure is segment
oriented, the profit polential may be analysed independent of the problems of
responsibility fixation. As an intermediate measure, production margin translates
manufacturing activities into output values and also focuses upon the incremental
relation between production and contribution margin {sce Exhibit 9.1).

The basic evaluation objectives regarding segment manager is to measure fulfilment of
responsibilities by relatirig controllable cost and revenue elements. Short run and long
run performance margins are possible gradations of this measurement. These time-
related measurements inject sensitivity into performance evaluation because of the
differences between discretionary and committed fixed costs. Controllable fixed costs
incurred as a'result of periodic approval or appropriation decisions (discretionary)
should be deducted in measuring short run performance margin. The performance
measure should exclude costs that are unaveidable or committed for several years.
Separate measure should apply in evaluating the controllable effects of short range and
long range decisions of segment manapers. Traceable fixed costs are directly
identiftable with division activitics and are resolved into controllable and
uncontrollable elements with regard 1o the segment manager’s atithority and
responsibility. Exhibit 9.1 illustrates various types ol margins.
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Hlustration
Murgin at Exhibic 9.1 DiTerent Levels
................. Divlston's Operailng Rewlts {...... Period)
Hypothetical
Rs. (lacx)
Revenue 100
Less: I Yariable Expenses: for manulactuting U
Production margin _TE-
for Selling & Disteibution 20
Contribulion Margin _50_
Less: Traceable fixed expenses: (subject todivision control)
Discretionary fixed expenses 10
Short run performance margin -—4?
Comimilted fixed expenscs 20
Long run performance margin *
Notsubfect ro division controf
Discretionary fixed expenses - _10
- Short run segment margin 10
"~ Committed fixed expenses i
Longrun segment margin :_-;'

9.5 MULTIPLE PERFORMANCE CRITERIA

Segment orientation permits development of performance indicators for products,
divisions and other organisational sub-entities. Performance evaluation for managers
of sub-entities requires measurements which concentrate on factors subject to the .
Influence and control of these individuals. Thercfore, the time dimension of va.nables
affecting performance must be introduced and financial reports should be designed to
facilitate performance appraisal and to address a particular orientation (see Table 9.1)

Toble 9.1: Types of orlentsilon aod thoir charectersilcs

Orfentatiom Principal Choracteristics

Impersonal - Segmenlssuch as organisational units, geographic locations, products

Perzonal Responsibility and effects of personal decisions by segment managers

Short-run Results responsive toimprovement by modifying recurring decisions

Long-run Results affected by commitmentsand decisions subjest to ml':rcquen:
revision

Since each ofientation has inter-face with the others, the relationships among the above
mentioned attributes should be considered in designing {inancial reports for 5pcc1.ﬁc
performance evaluation objectives.

Activily 1

a) What criterion/criteria is/are taken into account in evaluating the performance of
the unit of the organisation of which you are the manager/superviser or with which
you have been assocmlcd"

b) Critically examinc the performance measurement and evaiuation system of any
organisation with which you are familiar. In case yon are not satisfied with the
system, suggest an alternative formal.
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9.6 DESIGNING PERFORMANCE EVALUATION
REPORT '

Establishing an effective performance cvaluation system aided by financial reporisisa,
cooperative accounling — management procéss, Internal financial statements should:
correspond with basic control abjectives. Management must identily the responstbility
areas and impersonal segments for which revenues, expenses and other quantitative
measures are relevant, For personal orientation, integration of reports of several levels
of supefvisory responsibility requires planning. Guidelines for the design of suitable
financial statements are essential for success. A hasic problem is to identify segments
and managers for which evaluation of operating performance is desired. To facilitate
subsequent reports and systems design, there are four basic guidetines:

@ Eslablish desired segmemation

® Identify separable and controHable costs

® Select desired performance indicators

® Relate measured performance to expectations

Segmentation: Segmentation define sub-entities for which performance — oriented
information must be reported. Segments may consist of product lines, geographic
divisions, customer ¢lasses, production unit or departments, cic. When separible
revenue and cost information having particular attributes is prescribed, a segment is
thereby identified. Accounting systems must be structured to supply information
concerning the activities of these sub-entities.

Separable-Conlrollable Cosls: Separable costs, revenues and resources are nceded to
evaluate the performance of a particular segment. As a concept, separability involves
the direct or traceable financial attributes of a sub-entity. Avoidable costs and cost
allocations are typical accounting problems associated with implementing this concepts.
Sccondary classification then identifies the financial auributes controllable by
individual segment managers. Cost studies to establish separable — controllable”

_ classifications impinge directly upon tite impersonal-personal interface.

Performance Indicators: Performance evaluation requires the interveiation between
measured performances and related expectations. Performance measurement is,
therefore, relative, Measurement techniques will logically concentrate upen certain of
thesz variables:

i) Results Achleved in terms of salcs, units produced, érders booked and similar
aspects of output or accomplishmenits.

ii) Efforts Expended in terms of input [actors, such as.machine hours, labour hours,
customers contracted, miles driven etc.

fii} Costs Incurred in terms of period costs and capitalised costs incurred to support
both current efforts and efforts to provide future capabilitics.

iv) Resources Employed in terms of personnel, physical and monctary measures of
capacity and relative ability to generate resulis.

As indicators of potential performance these four variables can be arithmeticatly
manipulated to produce measures of profitability, productivity and efficiency. Relative
emphasis of various performance indicators, individuatly or in combination with others,
is an imporiant management decision. To avoid the undesirable consequences of
emphasising one facet of results, effort, costs of resources, multiple or compositc
indicators may be felt necessary.

Performance vs. Expectations: Comparing measured performance with previously
established expectations permits conclusions as to the quality of operating results.
Standard costs, flexible budgets, sales quotas and similar criteria constitute the set of
expectations or desired performance levels. Financial reports should exhibit these
comparisons and present analytic and diagnostic commentary to facilitate
interpretation. Variances must be explained, differences reconciled , effects associated
with causes, and understanding of reports promoted by spminar presentations when
warranted. Actions founded on performance evaluation tools are the management
responsibility. '
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9.7 RESPONSIBILITY ACCOUNTING AND.
MANAGERIAL ACCOUNTABILITY

+AS you noted in the carlier unit, responsibility accounting needs a precise and specific
identification of the individual areas of responsibility specified by the organisation
structure. Areas of responsibility arc the organisational units within an organisation
subject to the dircction of an individual who has been assigned the responsibility and
delegated the authority to accomplish an objective(s). The ultimate refinement in
responsibility areas is that of the individual workers or a group of workers, within a
work centre, ' : '

_JI

The essence of responsibility accounting is the accemulation of costs-and revenucs
according to areas of responsibility in order that deviations from budgets or standard
costs can be identified with the person or group. The objective of responsibility
accounting is not fault-finding but it is to establish a means of performance maintenance
and control {monitoring)

Implicit in the concept of responsibility accounting and cost control is the idea that a.
arca of responsibility skould be charged with only such costs as are subject to the control
ofthe personincharge of that area. Thereisno place for ‘non-controllablc\cbﬂls' inthe
{ramework of responsibility accounting. Al costs are controllable at some point or
other by some person or group. The costs which are not controllable by one individual

or group are always controllable by other individuals or proup.

For the purpose of responsibility accounting, though rupee is suppnsad to be the only
usable language, there ar¢ also different non-rupee measures of performanee ¢.g. in
-terms of units produced, hours worked, quantity of materal consumed, service
rendered to the customers etc.

Responsibility accounting presupposes the control of performance throvgh the areas of
responsibility.- But managers are gencrally noPpaid 1o carry out some activities. Their
real reason for existence is (o accomplish desirable end results for their organisation,
This can be clarified by taking the example of role of management accountant in an
organisation. Often, the financial activities become an end in themselves and .
management accountant loses sight of the results that these activities should be leading
to. Thusa managemént accountant is not paid to keep books or prepare reports. These
are merely tools of his activities which he uses to accoinplish some end results. Because
of the vast multiplicity of his services, extreme care must be exercised to prevent him
from falling into the activity trap. In order to avoid the trap, the mianagement
accountant should establish his accountability. As a first step in establishing
accountability a manager should throw out the traditional job description which
supposedly sets forth the job requirements, The second step is Lo clearly delineate the
specilic results which he must achicve during a particular period of time. Specifically,
the traditional type of job description must be replaced with a clear-cut statement of
accountabitity,

There is 2 great deal of confusion as 1o the diflerence between responsibility and
accountability. The distinction between these two words is of major significance,
particularly in the delegation process. Responsibility describes the manager’s global
assignment, e.g., he is management accountant or incharge of the management
accounting funciions. Responsibility establishes the fences around the operating area
the manager dirccts. It can be viewed as an arca in which he conducts his managerial
actions. Itis morc general than accountability in that it does not spell out the specific
results to be achieved.

Accountability, on the other hand, is quite specilic and details the concrete results the
manager must produce. It flows logically from responsibility. The comparison can be
listed out as is shown in Table 9.2. '
Transition from responsibility to accouniability may be elfccted through the selection
of Key result areas, which help the manager to ensure that he is translating his
responsibility into high-priority objectives. *Key result arcas’ may be defined as:the
primary aspect of the manager's job, his true mission. ‘They guide the manager towards
setting his prioritics in terms of time and effort in a manner designed to realise the
greatest return, They give real meaning to Drucker's counsel, that, “managers must
allocate resources, specially high-grade human resources, in the manner which provides
opportunitics for high economic results”
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Tabie 9.2: Responsihiliiy and Accountablilty Compared

Respoaal Wity

Indicates the scope of the manager'sjoborthe
mujor funetions hedireets, e.g. he isabudget
manager of a management sccounlent

Concerned with organisation chart

Job related (mope impersonal}
General (says where he works)

Only loese control possihle
Qngoing, scldom changes

Specific autharitles not established. Performance
mensurement almoil impassible

Poor basis forcom pensation and reward

Management development in gensral

Accountablllry

Srates the results he'must achicve within his
respansibility c.g. reduce totol data processing cast
by 10% during 1989

Keytodelegation

Manager rclated (highly personal) specilic
{tclls what he must sccomplish}

Tight control possible

Self-liquidating, should change a: znd ofeach
targeted period

Specific authorities must be established. Performance

.measurement possible and highly desirable

Most tquilable basis for compensazion and reward

Management development is speciiic

Ellcttive motivator. Better expressed as
objective (to be achicved).

Poor motivator. Usually expressed in a
traditional job descriplion

Key result areas should always be delincated before the manager wites his objectives
i.c. the latter should flow from the former. The following example demonstrates the
undesirable consequences of writing objectives before selecling the Kzy result arcas
which result in bulk of rather routine, low-priority matter:

Job viewed w Low priority objectlves

1 Maintain records 1 Reduce record cost by 5%

2 Submit monthly operation toper: by Lhe
Sthday ol the month

2 Prepare reports

3 Investigate and réport on all vari .nces

exceeding * 5%
As objectives should concern priority rather than routine parts of the -ob, the priority
must first be separated from the routine. Key result areas are concemec with ends, not
means. One of the ends of a management accountants’ job is the time!r at d accurate
measuting of organisational performance. To accomplish this end, he ir.ain* ains books
and records (the means). Key result areas concentrate on the “what’, not on the 'how’
The ‘what’ in management accountants job consists of the acctirate and timely
measurement. The books and records comprise the *how'. Finally, Key result areas

3 Administer budget programme
Y ;

concentrate on the ultimate output rather than the efforts expended to reach the output.

Typical Key resuit areas of a management accountant job are:

@ Accurete and timely measurement of operations

¢ Informiation and recommendations for decisions making

& Cost levels, e.g. purchase of cquipment, supplies for own department
Cost of capital ’
Capital inflow

Return on investment

Optimum cost of departmental operations

Security of corporate assels .

Key result areas also help to avoid overlooking certain eritical aspects, that musl be
covered by objectives. If a manager starts structuring his objectives without giving
adequate attention to the Key result areas, he will lack the guidance the latter provides
to the total content of his accountability. ’

Examples of typical Key result areas for specific jobs:

Flnance Controller # Costol capital
- * Availability of capital

® Retumoninvestment

* Working capilal

* Salclyolinvesiment

® Liquiditly

* Bad Debtlevel

* Ageing

# Lineof Credits

Controller of Data Processing - & Machine Ulilisation
& Personne] Utilisation
® Cost/Benelit ratio
# Outpul Quality

Credlt Controller
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Activity 2
Prepare alistof Kcy result areas of the function unit with which vou are concerned and
rank them in ordcr of importance,

si.s _DIVISIONALISATION

As a company grows, the type of organisational structure suited to it at one time may
have to change. As more and more line managers and cmplayees are hired and as the
company becomes mare complex, there is the necessity for decentralising the authority
‘to make decision. Divisionalisation takes decentralisation one step further.
Divisionalisation requires that operating management be responsible for both the
profitability {(income and expenses) and the investment (assets as defined) of each of
the separable and [dentjfiable upits of the company.

Such idéntification Is a corporate decision which takes into account several factors such
as:

a) Capabilitics of operating manager;

b)- Economic advantages of spemnhsat:on of labour resources and product;

c) Induslry. geography of market, product and other relatlonsl'ups

d) Divisionalisation-due to internal growth or through acquisition.

Divisionalisation is normally accompanied b},r the enlargement of the responsibility
centre concept from cost centre level to the profit centre level. This shift presents & two

sided dilemma as show.
,4 Autonomy -Motivation

Decentra-

lisation ;
Growth [—2 by Control
Divisiona. System
lisation /
\ Corporaic Integration

gon)

While it is expected that better motivation will result (by granting autonomy to profit
cenire management) from more of self-control there is also possibility that divisional
efforts and aims may run counter to organisational goals. -

The basic problems that confront divisionalis.d companies are:

¢ How can ROI be used as a tool 1o measure managers as a basis for declamtian nf
compensation and bonuses? -

® How are transfer prices between and zmong divisions to be handled?

¢ What does one do with the sticky problem of service cost transfer and cost allocation?

¢ How can the financial system prevent all the games managers play inachieving thcr
objectives?

® Howdoescorporate managcment measure, evaluale and oontrol the pcrformancc of
opcrating manager?
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sasgualent Cotrol Procec

9.9 R.O.L. APPROACH

There are some distinct advantages of the ROI system, The advantages of RO, cued
by companies, include the following:

a) ROl isreported 1o be the best single overall riessure, of past performance. In one
smgle ﬂgure bath the effectiveness and cfficiency of the division is summarised. All
accounting assumptions, cxternal fzetors end scasonal variances are smoothed out
into.one measure. Any factor lhat affects ROI ¢an be traced cither to margin or
lumover. An ecosion or improvesicnt in eilher margin or lumover can be seen to
have a similar effect on ROL T manager can determine where the change from
ptan took place and can also determine quickiy 1he relative sizes of the varous
components of assels.

b} ROI is a common number which can be used:
© to compare divisions with cach other;
® -to measure the achievement of objeclives, and
® as a basis for rewarding good performance,

ROIis useful, especially when diiferent divisions are of different sizes, Each one can
be measured on a common basis,

c) Itis easl!y understood. The dperating manager, who does not have a good
- background of management accounting can understand what is ROL. He gencrally
* knows that actountants have some difficulties with rcgard to allocatioh, transfer
prices and investment rcspons:blluy Aslong is the accounting system in consistent,
be knows the meanmg of ROI. He know that he can improve ROI both by
..lmprovmg ma.rgms and or by better controlling his assets.

Despite the w:dc.sprcad usc and advantages of ROI, there are several problems in
rﬂymg exclusively on ROI as an overall measure of (past) performance. The most
1mportanl of these are as follows.

" Communication problems: Hlstoncally, accountants have used ROI in so many

different contexts that operating managers have become confused. ROT is used in the
following ways:
.® as a measureof-past performance of the dmswn orof thc cnure company;
® As'ameasufe of accounting return on proposed new venture capital,
.® As ameasure of DCF returns on investment;
® As a measure of return on.total cornpnny assets; (Rctum hcrc is defined as net
income/total assets.)
*® A< ameasure of divisional return, but only aftcr a considerable amount of
" uncontrollable allocations are charged 10 the division.

Thus, managers of different d:wsnonsmayundcrstandormtcrpretROI differently. The -

concept of ROI as understood by onc manager may not match with the concept of
another. The finance people’s task in relation to ROI should be that of communicating
and educating the operating managers about the uses and abuses of each of its many
definitions.

- Problems rel.al.lng to lnveslmenl base: The accounting theorics have been wrestling
constantly with the issue of whether the cost of fixed assetsreally reflects value during-

inflationary periods. Use of cost on the balance sheet arbitrarily increases ROI over
what it would be, if fixed assets were recorded at the higher replacement cost figure: A
furthe’ problem is the use of book value by-mest companies in their investment base,
Bookvalue (net blbck) declines as the assets becgimes older. A similar amount of return
generatesa higher ROI, because of the declining base. Further complicating the use.of ©
“book value is the fact thal an older ‘bread & butter’ division often shows a higher ROI
than a newer venture whose asset base has not declined to some exient as compared to
the asset base of the older division: Comparability among divisions is advcrsely affected
to say the least, when assets ages vary widely.

The other problem is that of shared asscts. Companies may solve this problem by
dehining one division as the landlord and the other as the tenant. The investment base
then becomes the responsibility of one division which rents out certain of its assets to

- other cost or profit centre.
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Problem relating to carnings: The objective of divisionalised profit reporting is to
reflect those items of expenses over which the division manager has some degree of
control. The issue arises as to the level of controllability that exists in a division.

A further problem in measuring the return is the difficully in applying generally
accepted accounting principles (o divisional carnings. Accounting treatments of
incomes and expenses often determine the profitability of a division rather than the-
economic relurn pencrated One division may be engaged heavily in R & D while the
other may have little. The first division will suffer in comparison, ceteris paribus, il the
requirement is to write off ull R&D cxpenditure in Lthe year of incurrence.

Fiscal periods and Liming: Another problem thit exists with ROI as a measure of
performance is the timing of the accountanis’ return on Investment, In a given year,
different projects may be at various stages of development. Programmes like special
advertisement, cost reduction etc. might have been undertaken for some of the projects
implemented. Each of these may promise a return more than the {irst fiscal year and
each may generate its own rate of DCF return. Further, the accountant takes all 6
these together andslices through themn with his fiscal periods. The return generated fc
a period of time is, therefore, somewhat arbitrary, and can be largely dependent on
accounting practices. On the other hand, the DCF rate of return on projecis is
considered 1o be the best.overall method for determining project profitability. The
accountiing system often has dilficully in reconciling the two.

The other timing problem relating to accounting determined ROI is tha: © . ....cum
and investment are stated in annual terms, Retumns are given for ~ © year while
investment is either an end-ol-year amount, a beginning az..,unt or some sort of
average. Another common problem is the delaying of the start-up time of the project,
because of heavy initial invesiment. Such &n investmenl-increascs the asset base
proporlionately more than the bencfits to be derived. Accountants are quick to
recognise 1that tn DCF analysis, the DCF rate of rcturn is ordinarily lowered if a
proposed profitable project is delayed.

Activity 3
What importance is attached toc ROI inthe planning and control process in your
organisation? Do you think the approach needs a change? Justify your answer,

9.10 INTER-DIVISIONAL PRICING

Estabhshmg proﬁl ceptres in a business 1mpl|e.s that the operating manager must have
the authority and responsibility to control both costs and prices of the centre. Where no

responsibility to control profit cxists, the activities of the unit can best be described by

the costs centre or service centre. One of the difficultics that involves accountaats in
divisionalisation is the matter of transfer pricing. The valuation of the products, cither
in process or finished to be transferred between profit centres, is guided by the kind of
markeis which exist for the materials or products.

* Some materials or products have alternative sources of supply for which there is an
available competitive price;

¢ Some materials or products may be supplicd to third party cusiomers to establish a
COI'IlII'lLllI'lg compeuuve sales pl’ICt‘.,

© Some materals or products have no established outside markets and the prices must,
therefore, be determined on some other basis;

Most divisionalised companies have established policies whlch govern transfer pricing.
Among the considerations in such paolictes are:
e If materials or products are of type (a) above, use that price as a ceiling;
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Mansgonent Coatrel Proceas

® “The marketing division may negotiate the price. Consideration must be given fo cost
savings resulting from internal sales, c_g. warehousing, sales, carrying costs of
inventory and reccivables and longer production runs;

¢ Full consideration must be given to the variable or marginal cost of production to bc
sure that total company will take advantage of unused capacity;

¢ The buying division should agree on the quantity to be purchased in a given year
during the annual objective setting planning process;

® Favourable production variance after agrecment should accrue to the selling
division.

These are among the few of the considerations which must be resolved in any

divisionalised company. Where agrecment on prices cannot be reached, corporate

finance is often called to arbitrate, The various methods of transfer pricing, as you are
aware are discussed in unit 5 in block 2.

9.11 CORPORATE AND INTER-DIVISIONAL CHARGES

The objective of allocating costs and developing charges has been met in various ways.
Many times corporate and service charges are allocated 10 profit centres on the basis of
sales revenue. Sometimes a company will develop standard rates of service. In moré
complex redistribution and allocation systems, simultaneous equations are use.d in
developing reciprocal rates.

Policies governing inter-divisional and corporate charges should be guided by the
following principles.
a) All costs ultimately must be borne by the Profit Centres;

b) All'costs initially must be charged to the department or individuals responsible for
incurring the cost;

¢) The allocation problem, however, relates to what happens o the costs between (a)

and (b} above. Different levels of costs must be recognised during the annual
planning/objective setting process:

i) Direct costs of profit centres — These are costs which are incurred directly by
- the profit centre such as production costs, sales expenses, direct overhead
support;

ii) Support and service centre costs shOu!d be charged to the profit centres on a
service-rendered basis, Such costs'would otherwise be incurred by the profit
centres. The reasons the service centres are centralised is to assure cfficiency

. and uniformity. To avoid complex allocations and redistributions such costs .
should be charged out on the basis of an easily understood base..

iii) The third level of costsis corporate in nature ., legal, audit, statutoryetc. and
: others are difficult to trace directly 10 the profit centres. These costs should be
identifitd separately on any reports that go to the profit centre managers. There
-is the-danger that such charges will be allocated arbitrarily. The alternative,
iowever, isnotto allocate and not to make the profit centres aware of costs that
arc incuired by the corporate office. If profit centres are charged for corporate
_ expenses as a percentage of sales, the operating managers are likely 1o show
greater interest in what amount goes for eorporate spending then if such an .
awareness does not exist. Projects may have been taken up because someone at
some tilne thought that they were good ideas, but through fuzzy overhead
accounting allocations, the expenditures on such projects remained hidden
from sight.

d) Management accountant may generally getinvolved in the disputes rclaung o -
interdivisional financial relationships. However, he must spend his time in
developing an overall framework for resolving issues, during the objective setting
‘process rather than in developing complicated reallocation systems; involving
historical data. He must realise that interdivisional charges and allocalions are
means to an end, and not ends in themselves, The accounting and finance system
must be tuned to the'informational requirements. He must also guard against
arbitrary atlocations which are neither understood nor accepted by.the opcrating
managers. Evolving of standards should rest with those who are responsible for
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them. Any attempt at arbitracily passing on the variances Lo other divisions only Performance Evaluation

weakens the performance evaluation system. The management accounting system
must definé the person who is responsible for costs and variance from standard.

Activity 4
Are youin favour of inclusion of corporate office expenses in the po.formance reports
of divisions? Suppon your answer with well reasoned arguments,

9.12 EFFECTIVE USE OF MANAGEMENT
. ACCOUNTING SYSTEM . ' '
There are several examplés of the ‘game managers play’ with an accounting system in
the.absence of a comprehensive management system. Suppose, the Chairman advises
all division managers to begin preparations for a 10% reducuon in cxpcndlturc for the
duranon of the year because of the cost-price squeezc.

Among the things, a division manager may do to accomplish such an objective are the
fo].lowmg

Cntegory I
Reschedule a major capital expenditure project; defer a major rework projecton a

machine; delay the opening of a new plant; delay product development of a new line;.
defer purchases of capital assets:

The veteran manager. knows that from an_acc'ounling point of view the delaying of such
expenditures will result in higher accounting profit currently as otherwise a portion of
such expenditures has to be written off against the current budget.

The veleran management accountant knows, howcver, that the delay of a profitable
project reduces profitability in the long run because of the time value of money. The.
longer the dclay. the longer the wait for positive cash flow.

The operating managcr must be held accountable [or his annual objectives and mustnot
be allowed to give up futurc prefits at the expense of current profits. H operational
objective is to begin construction of a new facility hy say, July 1, he should not be
allowed to delay his implementation in order 1o spend less money this year.

Category 2
Reduce service centre purchases; cut back on purchases from central data processing,
reduce purchase of products from anether division; reduce requirements of corporate
. engineering R & D and quality assurance.

.

This approach of cost reduction forces the selling division to retract its service level. As
its level of expenditure was determined during the budget process, it is stuck with a
censiderable amount of fixed costs which it cannot charge out. The buying division will
stillneed some services so it will prabably look at time-sharing 1o cut computer costs or
do its own internal training instead of letting corporate office do it. The problem with
such cutbacks is thai the corporation may not save at all in the long run with such games
taking place.

Category 3
Theée are the expenses that are cut in onc's own department, that may not necessarily
hurt. A veteran manager knows that cost-cuttimg occurs at appropriate tir-- * . == "he

business cycle. He prepares for this by exwa padding during the year, so-that when ne
is hit, it deesn’t hurt.

The management accountant knows that the best way to reduce costs in the long run is

through sclf-regulation and sell-controf. Budgets can be used by manragersin a way that

they compound an $therwise effective managemcii system. As the management system
: : - 51
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is dynamic, the budget musi be used as a tool in the planning and allecation of resources
and not as a means of putting aside the fupds.

9.13 COMPENSATION FOR DIVISIONAL
_ PERFORMANCE

When individuals and groups kaow that their good performance will be rewarded i.e,
when they perceive the relationship between performance and rewards exists
motivation is enhanced. The process of compensating orgdnisational units involves two
distinct phases:

® The setling of objectives for each unit, segment or division

© The measurement of achievement of these objeclives

Although all managers ought 10 be involved in the objective-setting process, the
management accountant must be involved inthe measurement of the results. For this
reason, transfer pricing and interdivisional charges are important tasks for him. To
measure, however, requires something be measured. What is measured is the
attainment of objectives.

An interesting exercisc is 10 ask the operating managers as to what they pereeive 10 Be
their primary (inancial objectives. Most will respond in one or a combination of the
following: ’

o Maximise Sales;

*® Maximise Profits;

® Maximise carnings per share;

® Maximise ROI;

#® Maximisc the return to shareholders.

* While all of these arc corollary objectives, the primary financial objective of the

organisation must always be *“‘to maximise the amount of profit in the Jong run, but
subject to a minimum rate of return on investment”. This rate is usually taken 1o be the
company’s cost of capital — compounded on the basis ol a weighted average cost of
debt and equity. Assume that two divisions with cqual risk show the following
performance fora given year )

(Rs. '000s)
Dlvislon A Divislon B

Sales 1,000 2.000
Expenses LU 1,750
Profit _2m 250
Assetinvested 1.000 2._5-06-
Margin 20% 'l?;%_ :
Turnover l 0.9
Returnon Invesiment 20%. 10%

Analysis of these results on a comparative basis shows the following (better/worse).

‘condition:

Divislon A Divlslon B
Sales (Rs.) Worse Better
Profit{Rs.) Worse Beiter
Asset Turnover Better Vorse
Margin Hetler Worse
Returnon Investment Beller Worse

Which of these has performed better? Traditional measurement will not give definite

.answer. The answer must depend upon what the objectives are. If both divisions apreed

to an objeclive of 10% ROI, then B obviously did better than A, Bnotonlyreachedits

- objective but also gencrated an additional profit of Rs. 50,000 beyond 'A’,

While the financial system can helpin the measuremen] process, the exact nature of the

corpbrate compensation plan ultimately must depend upon the achicvement of specific
objectives. )
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Because of the varying risk characteristic ameng divisions each may have its own
specilic objectives, Amount of profit and ROI arc the two most common criteria.
Another useful tool, as we discussed in Unit 6, is the *Residual income’ method which
refers to the net income left after charging the division for its amount of assets tlmes the
minimum required rate of return.

The residual income in the example taken carlier can be computed as follows:

Division A Divlslon B
Assers Lo 2,500
Impuled Intecest (10%) 100 50
Acwal Proli 200 250
Residual Income E _EI

This method of measuring income is also useful for providing compensation which may
also depend upon the achievement of other objectives. A clear delineation of profit,
ROI, residual income and new investment objectives is esscatial to the maintensnee of
a dynamic enterprise.

Activity 5 ]

Ta what extent is the importance given (er should be given) to finoncial indicators of
performance evaluation in a divisionslised structure? List the arguments for pnd
against.

9.14 MEASURING AND CONTROLLING -
PERFORMANCE IN AN MBO FRAMEWORK

An attempt to develop a spstem which measures, evaluates and controls performance
by using financial techniques and teol is a MBO framework. Decentralisation of both
authority and responsibility is the essence of management by objectives, Despite the
difficulties encountered by divisionaliscd companies in measuring organisation’s
performance, the use of ROT in this connection with a MBQO system has proved tobe a
significant factor in the suceess of @ dynamic management system, The companics
which use the concept of ROl only in a static sense have not achieved the depree of
success in their MBO systems as achicved by those that use ROl in a dynamic sense.

To iltustrate, some companies spend much time and atiention on the technical aspects
of ROI formulanons and take ROl only as an ¢nd in itsclf — the end being a measure
of historical performance.

In a dynamic concept of ROL, it becomes an effcctive 100l of communication and
management over a long period of time than just one budget year. Furthermore, ROI
is useful because it focuses attention on all the inrpartant financial elements of a
business — the balance sheet and income starement items. Finally, ROl in a dynamic

. system becomes an instrument for coordinating and harmonising all of the objectives
and plans of the various components of a busincss.

For an effective MBO system 1he guidelines and policies on transfer pricing must
clearly reflect the management philosaphy ol the company. In an cffective MBO
system, decisions on interdivisional pricing must be made during the objective-setting
planning process, What is important in a MBQ sysicm is thal the operating managers
should know what the transfer prices wre going to he sa that they could set their
objective and plaus o cordingly and be prepared for evaluation on this basis.

- Prrfersmace Evalestion
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In dynamic companies with MBO framework, objeclive-centered bonus systems are
often more successful because of relationship among objectives, performance and -
rewards. Such systems focus on both individual and group achievement and are thus
essential components in MBO system.

Last, but not the least, MBOQ per se is not a panacea and by itsclf will accomplish
nothing. It is not a crutch for a weak management. A poor manager is a poor manager,
no matter what approach to management he is trying to operate under. In the hands of

a competent and enlightened management group, MBO is a potent tool for improving
organisational effectiveness.

9.15 SUMMARY

Tradiiional income statements and balance sheet are inadequate from the point of view
of information that is needed for performance appraisal. Diflcrent types of reporting
systems directly concerned with current operations for periormance evaluation should
be developed. Since conelusions can emerge enly from the relationship between actuul
and planned results, meaningful performance evaluation depends upen a sound
planning system and operating standards, Thus, successful operating cantrol and the
quality of accounting information are clearly interdependent. The objective
performance evaluation also involves human relations. The reporting system should
disfinguish between the impersonal and pessonal dimensions of performance
evaluation. ‘

Several margin-based measurements ace potentially useful in different performance
evaluation problems. The objective of performance evaluation is to measure ful{ilment
of responsibilitics by relating controllable cost and revenue clements. Segment
orientation permits development of performance indicators for products, divisions and
other organisational sub-cntities. Thus, establishing an elfective performance
evaluation system aided by financial reports is a cooperative accounting management
process,

A5 a company becomes organisationally more complex there is the necessily for
decentralising the authority to make decisions. Divisionalisation takes decentralisation
onestep further. Divisionalisation requires that operating management be responsitle
for both the profitability and the investment of cach of the separable and identifiable
units of the company.

In divisionatiscd companies, the following basic problerﬁs are confrented:

e Mcasurement, cvaluation and contro] of the performance of operating nianagers;
Dectermination of transfer prices;

Corporaterand Interdivisional charges;

Effective Use of management accounting system;

Compensation for divisional performance.

To tackle such problems, systems may be developed 10 measure, evaluate and control
performance by using financial techniques and 10015 in a MBO framewok.

9,16 SELF-ASSESSMENT QUESTIONS/EXERCISES

1 Non Standard Co. Ltd. is a group of companies with its head office in Calcutla. The
company staried businessin structural engineering in 1929. Since then the company
has diversified and now comprises of three divisions operating in five different sitet
throughout India.

Capital employed in the last accounting year-ended tetulled Rs. 25 crores with a
turnover of nearly Rs, 37 crores. The division wise breakdown of the figuresis as
undcr:

Capital i*rafll Mo, of

Divislony Employed Sales Before Tax Employecs
{R5. Crores) {Rs. Crores) (Rs. Crores)

Structural Engg. 6.00 1510 1.55 700

Pressure Vessels 10.00 11.20 .30 TG

Foundry 0.60 10.50 0.15 900

i e
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Each division is regarded as a profit centre. This crealessome complications because
of inter-group company transfers. The two divisions of the company are represented
on three of the five sites. Discuss what you consider to be the likely strengths and
weaknesses of the profit centre approach in this situation.

What do you see as the surength and weaknesscs of evaluating the performance of
individual managers strictly on the basis of actual performance and costs against
budget. ' .

An industrial group has two divisions : ‘A" and ‘B'. The output of Division A’ is

product X two units of which are used by Division ‘B’, for every one of its product
Y. Division ‘B’ has first calt on Division ‘A's output but there is a separate market
outside the group for the balance of Division *A’s output. All the outpulof Division
‘B’ is sold outside the group. The maximum capacity of Division "A’ is 1,30,000 units
of X and that of Division 'B’ is 50,000 units of Y pcr annum. Each division maintains

a stable level of stocks throughout the year.

- fI‘11c group would like to examine the result of using diffcrent bases of transfer
pricing under different scenarios (i.e. sitvations that could be expected to arise).
The bases of transfer pricing are: )

Absorbed standard Cost AS

Market Price MP

Variable Cost plus 80% of

Division A's fixed cost  * vC

Prodoct X Prodoct Y '

Market price  Tota! demend Muarke{price . Tolaldemand

Scenario (per Untt) (C00s. ‘(per Unh) (000

Number . (Rs.} unlt) (Ra.) nalt)

15 30 100 100 ’ 40 -

23 25 T 90 30

29 35 130 20 an

Cost { unil are: .

) . Preduct X Product Y
Varinble cost exclusive of purchases 20 12*
Fixedcost 5 18
Budgeted volume in wnitsfannum 1,00,000 40,000

'c'xcludjng 2 units of Product A

Partl
You are required to calculate the profits shown by Division A and Division B -
for the following even situations:

Scennrku i Buses of Trankfer . Pricing
15 MP vC -
23 - vC AS
29 MP vC AS
Part 11

Assume that Division B receives overseas Order for 20,000 units of Y that will innoway

influence its other clicntele.

a) As manager of Division B sialc with supporting calculations, whether you would
recommend acceptance of the order in the following two situations:

Price/unit Baxwsof
Scenurio {Exfnctory} Traasfer
(Rs.) pricing
23 55/- i AS
9 518 MLP

b) I you were Managing Dircctor of the whole group, state briefly with reasons,
whether you would recommend acceptance of the orders in a(i) and a{ii) above.

4  Alarge manufacturing company owns plant & machinery, which has been acquired
al various dates since it commenced operation in 1950. The chief exccutive has

Frriwmance Erivation
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requested that these tixed assets be revalued on a current cost basis when assessing
divisional profirability. :

You are required to prepare 2 memorandum stating:
a) the detailed steps Rrecessary to undertake this revaluation;

b) i} any action you consider should be 1aken to adjust asset lives;
. i) how fully depreciated assets wohld be dealt with;
iii} why the depreciation charge might differ from that shown in the historical
account;
iv}- the likely effect on the return on capital employed. .

The operating departments (¢.g. building, transport, printing, catering) of a local
Bovernment authority supply services to several functional departments (e.g.
cduc%lion, road works, fire service). At present the total cost of each service
department is allocated on a simple proportional to revenue basis 1o user
‘departments.

As an aid to cost control, the authority has decided to charge the user departments
for these services on the basis of cost or market price whichever is lower,

You arg required to:

a) Indicate the benefits likely to arise from this decision:

b) outline the problems you expect may be encountered in putting the decision
in practiee; '

c) staté how these problems might be overcome.

The Building and Maintenance depariment of your organisation is responsible for
maintenance of all buildings and plants, for capital works and their installation,.
What main features would you expect in a long and short-term appraisal of the
performance of this function? '

“There is only one valid definition of business purpose: to create a customer."
(Drucker)—Explain critically this statement and indicate how this can be used as the
basis for evaluating the overall marketing performance of an organisation.

Companies RP, RR, RS and RT are members of a group. RP wishes to buy an
electronic control system for its factory and in accordance with group policy must
obtain quotations from companigs inside and outside the group.

" From outside the group the following quotations have been recejvéd.

* Company A: Rs. 33,200
¢ Company B: Rs. 35,000 but would buy a special unit from RS for Rs. 13,000

To make that unit, however, RS would need 1o buy parts from RR at a price of
Rs, 7,500 ' . :

The inside question was from RS, whose price was Rs. 48,000. This would reqﬁirc
RS buying parts from RR al a price of Rs. 8,000 and units from RT ata price of

-Rs. 30,000. However, RT would need to buy parts from RR at a price of Rs. 11,000,

Addilional data are as fOHO\.’«"S:

* RR is extremely busy with work outside the group and has quoted current

market price for all its products.

® RS costs for the RP contract, including purchases from RR and RT, total
Rs.42,000. For the contract of company B, it expects a profit of 25% on the cost of
its own work.

® RT prices provide for a 20% profit margin on total costs.

®' The variable costs of the group companies in respect of the work under
consideration are:
RR : 20% of selling price;
RS : 70% of oven cost (excluding purchase from other group Co.s)
RT: 65% of own cost ( —-do— )

T TTT LTI

You are required from the group point of view, to:

a) recommend, with appropriate calculations, whether the contract should be placed
with RS, Company A of Company B (RS at Rs. 30,900).

b) state briefly the assumptions you have made in arriving at your recommendation,




9 "Inrecent years there has been a tendency toward corporate decentralisation,
accompanied by a setting ol individual rate-of-return targets for corporate
segments. This provides incentive because managers can operate their segments as |
if they were separate companies of their own.” Do you agree? Discuss the reason,

\!0 -Sf)oi:cémcn of fnany corripanies which are hcavilylinw_:nlved in government contract
* ‘work often complain that defence work is not very profitable. They cite low-
“percentage profit margins as evidence. Are such contentions justified? Why, or why
not? ’ -

9.17 FURTHER READING
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ANSWERS/LEADS TO SELECTED SELFE-ASSESSMENT QUESTIONS/EXERCISES

UNIT 7
2 {a) The requirement for gross paid hours is lowest for period 1 (4800 hours)y and highest for

®) ()

9 (a) It is advisable to first work owt moﬁth.ly cash forecasits and then prepare Profit and Loss
Accounts since interest charged on overdraits can be shown in the latter..

@

period 10 (5867 hours). Accordingly, the manpower requirements for period T and period 10 :
are 30 men (4800/160) and 36.7 men (5867/160) respectively. Since 1067 (5867 — 4800) -
overtime hours excced the limitation of 10% of the basic paid hours, oventime hours are 1o be-

restricted 10 5280 for period 10 which would mean 33 men.

The labtur costs work oul 1o

Basic I3 x 33 x4 x40 x 12
Employce Cosl : 13Ix33x4x60
Overtime : 2592 x 18

Total

Rs.
8.23.680
102,960

46,656

973,296

The safety campaign costing Rs, 10,000 and reducing the paid absence by 1% iz not
advisable from purely financial viewpoint as this would result in a loss of Rs, 1,446,

(ii)_ There will be a net saving of Rs. 19,280. Hence, the course i3 recommended.

You may also work only a stock sheet in respect of raw material and finished goods.

Course 1
!
Cash Forecasts Jan. 19 x 9 Feb. 19x9 March 19x9 r
(Rs.000) (Rs.000) (Rs.OOO) : F
Opening balance (12) (110.16) (78.74)
Receipts from Customers Y. 93 100 :
Payment 179 60.04 60.04
Net ip flow/{outflow) (96.00) 3296 39.96
Closing balance (108.00) (77.20) (38.78) -
Interest al 2% 2.16 154 078 '
(110.16) (78.74) (39.56)
Profit and Loss Account:
Piofit 280 342 52

Note: Figures in Lthe brackets irdlicate sdverse balance.

Course 2

First wort‘ out the siock sheet in respect of raw material and finished goods,

o

Cash Forecasts Tan.19 x 9 FebI9 x9 March 19X 9 :r

(Rs.000) (Rs.000) (Rs.000) E.
Opening balance 02 (56.1) arm ;
Receipts from Customers ] 2] 70
Paymenis 1 4532 45 L
Net inflow/(out flow) {43) 38.68 25
Closing balance {55y ... (1742) 723
Interest at 2% X ™03 —

(56.1) a7.7n 723 T




b

)

Profit and Loss Accounts:
Profit - 862 155 7.2

Course 1

Balance-Sheei as at 31,319 x 9 (Rs.000)
Total Asscls . 675
Total of Capital and Liabilitics 675

Both the courses (of action) present a trade-off beiween profit and cash flows.

Course 1 allows for Rs. 1,140 profit over three months period—with the overdraft consequen-
tly being Rs. 1,10,160 by the end of January and still being Rs. 39,560 at the end of March,

Option Z, on the other hand results in a loss of Rs. 23,370 over the three months period. The
overdralt, however, only rises (o Rs. 56,100 by the end of January and is clcarc  “ompletely
by the cnd of March. The dccision, therefore, depends on whether the impro.. ~ orofit
pcrfommance under course 1 (Rs. 34,810) jusiifics the cost of higher overdrafl levels. Howc.

ncither courses (of action) may be necessary if the new supplier can de'liv;r in January 1559

UNIT 9

D

3)

You may calcillace Profit-capital, Profit-sales, and Sales-capital ratine for the comipany a3 & whole
and for each division, viz., Strucrural, Pressure Vessel, and Fuundry. Focus your ateation ¢ their
respective levels of performance. Study the impact of the performances of the division on the
overall performance of the company. For this purpose you may use ROCE (Retum on Capital
Employed) as a ¢rilerion, '

Intra-group transfers generally complicate the measurement of performance. Two of the thres
divisions share common facilitics at five sites and this may create problems overhead allocation
and apporionment.

Some of the strengths of the profit centre sysicm arc that it enables (i) to draw atiention on
problem -areas, for example, Pressure Vessels and Foundry divisions in this company: (ii) to take a
decision on the closure of continuance of cenain divisions; (iii) to judge the performance of top
cxcculives; 2nd (iv) 1o mainiain a system of budgetary control, including moncloring an evaluation.

Some of the shoert-comings ol the system are thal (i) it pfesuppose, that objeclive standards of

measurement can be laid down, In rality it may be difficult (ii) it may lower the morale.of the
exccutives who think that their parformances are being harshly judged in view of the fact that all

the [actors are not within their control; and (iii) it may create more problems than solve them.

where operations are of integrative nature and whose equipment of facilitics in some of the
divisions remain under-utilised.

Part 1

Scenario 15 Profit

Division Division Total
A B

Transfers at markel price of Rs. 30 500 400 900
Transfers al variable cost - 100 800 200

Scenario 29 .

Transfers at markel price of Rs, 35 1,450 (480) 970
Translers a1 variable cost 950 20 970
Translers at absorbed siandard cost 850 120 970

Part 1L

(a) Iuis assumcd that Division B is concemed with marginal cosl.
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9)

@)

- i)

Gv)

v)

i)

(vii)

Scenarlo 23
Transfers at absorbed standard cost;

Since the cost of Division B is Rs, 62, the manager would not recommend sale at ex—facwry
- price or Rs, 55. '

Scenerio 29
Transfers at market.price of Rs. 35:
Since the cost of Division is Rs. 82, the manager would not recommend sale at éx-faciory

" price of Rs. 65.

A group decismn must be made by reference 0 gmup margmal cosL -

Scenario 23
Since the group ‘veriable cos: is Rs. 52, the order can be acccpted at Rs. 55 because ﬂus w:l.l
give a confribution of Rs. 3 per unit.

.-Scennrio 29

Since Division A is operating a maximum capacny. the additional order should be underiaken
only if the contribution i3 more than the contribution sacrificed in some other division. AL a
price of Rs, 65 the order § is'not acceptable.

. From thc group point of view, it is adwsablc to place the contract intemally with company RS
which -will cost-Rs. 30,900.

- The several assumptions are as follows: .

"RR is fu.!ly occupmd wuh other work and this job would displace equally profitable work

RR's work for group is similar o altemative available ¢ 8. althbugh sl.au:d o be exnemcly
busy' theré may be limitations on individual machine availability or on certain types of skilled
labour.

RR’s-undertaking the mlc.r—group work will not jeopardise the existing external conrracts or
possible new outside work.

Discussions with Company ‘A* have exclude. all possibilities of their utilising the special unit
from RS which company *B” is prepared to use; this would reduce their comparative quotation
ta Rs. 30,780 and become the more: favourable one.

Inter—gmup work i5 of equal standard comparcd 1o the outside contractors.

The management mvolveme.m in all four onmpames RP, KRR, RS and RT, with possible
production schedule changes for RR, will not offset the saving of Rs. 2,300 over the complete

outside job.
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BLOCK 4 SPECIAL APPLICATIONS

In the earlier block of this course, we discussed the structure and process of control.
In our discussions we explained various concepts, tools and techniques of
management control. In this bleck, we take up management control in some special
situations, This block consists of three units.

Unit 10 deals with Management Centrol in Multinational Corporations. The basic
objectives and characteristics of management contro! in multinational corporations
are explained. The issues relating to the measurement of manageriat-performance and
the reporting system are discussed. The need for an appropriate management
information system between the home country parent and the host country subsidiary
is stressed and the contents of the reports comprising such a system are explained
and illustrated.

Unit 11 discusses Management Control in Projects and Mulii-project Qrganisations.
An illustration of a typical project organisation and the usual structure of a
multi-project organisation are presented. The general approaches to designing project
organisation are explained. The various techniques for project planning and control,
including the indicators of performance, are also dealt with,

Unit 12 deals with Management Contrel System in Servico Organisations. It begins
by explaining the characteristics of services. This is followed by a discussion on the
design considerations tn high and tow contact services, The discussions then shifts to
issues relating to management control in certain Lypes of organisations like hospitals,
hotels, and banks. The various techniques that could be usefully employed in such a
organisations are suggested. The unit concludes with a brief discussicn on the trends
of change in the service indusiry.

Unit 13 looks at Management Control in Non-profit Organisations. The
chamacteristics of non-profit organisations are first discussed. The distinction between
noo-profit organisations and service organisations is explained. The ticklish prablem
of measuring output in such organisations is discussed. Some other aspects relating to
pricing, management structure, control and accounting are also dealt with.
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UNIT 10 MANAGEMENT CONTROL IN
' MULTINATIONAL
CORPORATIONS

Objectives

After studying this unit you will be able to understand the:
o perspective in which the multinational corporations/companies operate

» problems in designing control systems for a Multinational Corporation's

{MNC) subsidiaries ‘
o difficulties in designing investment appraisal, divisional performance appraisal
and managerial performance appraisal systems for MNC subsidiaries.

Structure

10.1 Introduction

10.2 Definition of Multinational Corporation

10.3 Basic Objectives and Characteristics of Management Control

10.4 Management Contrel in Multinatioral Operations

10.5 Managerial Performance X

10.6 Information System Betweea Home Country Parent and Host Country
Subsidiary

10.7 Reporting System in a Large MNC

10.8 General Dynamics of Subsidiary Operation in Host Country

10.9 Summary ’ .

10.10 Key Words

10.11 Self-assessment Questions

10.12 Further Readings

10.1 INTRGDUCTION

The basic need for Control arisec because a manager is unable to perform all the
activities by himself all the time and therefore he depends on a subordinate manager
to act on his behalf as an agent. In the process he loses direct contact with the
activities and depends on information provided 1o him by the agent. Through a -
mechanism of reward and punishment he clicits information which he uses for

evaluation of performance of the agent. In case of Multinational Corporations, due to’

the physicai distance between host country subsidiary and parent multinational
headguarters, direct observability and information flow are both seriously hampered,
thus making the problem of control somewhat more difficult. The problem becomes
further complicated due to variations in inflation rates in different countries, )
fluctuations in exchange rates, cffects of intra-company transfers and allocation of
Central office costs among subsidiaries. Any management contrel system for MNC
must take into account the above factors if the system has to be optimal and
effective.

10.2 DEFINITION OF MULTINATIGNAL
CORPORATION

In the context of international business we hear words like global corporations,
international corporations and multinational corporations. While in general these
terms may be interchangeably uscd, there are actually subtle differences between
themn. Within thesc differences global and multinational corporations represcat two
extremcs and international corporations fall somewhere between these two. In a
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global corporation production facilitics are gencrmlly centralised, and located in one
or a few countrics to get the advantage of 2coacny of scale and cost. The producis
are exported from these countries 1o the oihers depending on demand. QOn the other
hand in a multinational corporation, sroduciion facilities are genenully located
separately in each country and eac" country's operotions are organised almost totally
independently. However, withir - arlence, theve is always s need for
integrating the operations cf le. ; viev tor achieve overall
optimality for the parent corupw: . ais optimality e,  in terms of economy,
monetary repatriation, growth, suiplus, ctc. :

Whether an international company shail move towards becoming a global company
or towards niultinaiional company witl depend on the strengths of global pull factor.
or regional pull factors. If the global pull factors are stronger, the company will et
to-become a global company. On die other hand if regional pull factors are stro:

the company will become a multinational company. Some of the-global p.  “x¢

and regional pull factors are given belove:

Globul Pull Fuciors Reglonal Pull Faciu..
Strong comparalive advantage in Strong restrictions in movemen .
production raw matcrials
Very high volume requircment for Strong regulatory barriers to export
achieving cost competitiveness and import .
Highly localised craft and skiil Strong cross-national and cross-

cultural differences

Strong fear of nationalisation of High cicioms duty
indusiry by host country government
Stronglyguarded technology High transport cost.

When conditions are such that global pull factors are weak and regional pull factors

- are strong, the situation can be ideal for organising the company on multinational

basis. Similarly when global pul! factors are strong and regional pull factors are weak,
the situation is ripe for organising it as a global corparation.

Activity 1

A) List the names of fve companies which, as per your knowledge, are subsidiaries
of multinational companies:

i) LR eEememer e ie et e AeE et e a R PR SRR ek b memen e s e e b mntms b e ekt beters
ii}
i
iv)
v)

B) Gather the following information with respect to any one of the above named
coinpanies: -
i) For how long the subsidiary has been in existence:

i) Percentage of shareholding held by the parcﬁl company:

ii) Nature of business ol the parent company znd the subsidiary company:

- iv) What changes the subsidiary has undergone with regard to range of
products, number of plants and their location, technology, and
organisational mattees: '
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10.3 BASIC OBJECITVES AND CHARACTERISTICS
OF MANAGENMTM T CONTROL

Any management conirol sysiem will have two basic objectives: 1o ensure optimal
performance by a manager and to unsure optimal performance by the unit. The two
aspects are impqriant becauss it is possible that a manager may have performed well,
but the unit may not have shown adequute resuits or conversely, the unit may have
shown very good results without the manapers having done enough to get credit for
such results.

An indicator of managerial performzuce can be used to evaluate him. His
compensation system (i.e., pay 2nd peeguisiles) may be lin'zed to this indicator.

On the other hand, an indicalor of performance by the unit shows how the unit has
performed as an cconomic entity.. An indicator of performance of the unit helps in
resource allucation or zdditivnal investment decisions.

Otticr Objectives of Mensgement Conirel
In addition to the above two basic objectives, a management control system may have
utlier objectives to achieve, such as

» To provide an early warning system regarding the operation

« To provide a set of standards, so that there is common wave-length of
understanding about objectives,

e To motivate a manager to be concerned about the cxpenditure so as Lo get the
maximum benefit out of such expenditure.

10.4 MANAGEMENT CONTROL IN
MULTINATIONAL OPERATIONS

When we refer to control in MNCs, we generally refer to control by home country
office (or the parent company) over the host country subsidiary. Here again, control
may be two-fold, namely, control over the performance of the subsicliary as an
economic entity, and secondly control over performance of [DANagers.

Performance of host country subsidiory as an economic entity

MNCs ofien use a variety of criteria for evaluating the performance of the {orcign
subsidiary. Market share, sales growih, stability in production, asset growth and
retumn on investment are some of these criteriin. Out of these, RO is the most
commonly and frequently used criteria, as ultimately the parent’s interest lics in the
return on its investment.

The RO, as calculated on the basis of reported profit repatriation. may kowever oo
grossly distorted and may not thercfore show the irue retumn from the subsidiary.
Such distortions may 1ake plzce due Lc the folfowing reasens:

o More often proiit is tazed in the host country and repafriation of profit may be
subjected to furthor tax. A perei comnpany therefore tries o transfer the money
from the subsidiary in many other ways, namely, through high royalty, high
interest on loan, high expert (ce, ete. Thus the prolit repatriation lends 1o be a
grossly undersiated figure of the true transfer.’

e Transfer price is another rechanism through which moncy may be transferred
from the subsidiary te the parent company. By charging higher price on all sales to
the subsidiary and by paying lower price on all purchases [rom the subsidiary, the
profit of the subsidiary can be lowered. Consequemly, repatriated protit may also
be lowered. RO, based on su<h reduced figure, may be misleading. Conversely,
there can also be a situation wiw: 4 pareat may really want Lhe subsidiary to grow
-and therefore arrange a traricr price favourable to the subsidiary . In this case the
subsidiary may show kighsr, but «till a disteried profit.

mopagemeni Conum
MuolUnatlons]l Corporations
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Transfer prices may be manipulated in the following situations:

i) When the corporale {ax rate in home country is different from that of .= host
country, it may be necessary to transfer money to the low tax country in order to
reduce overall tax liability. Accordingly, profit is shawn higher in low-tax country
and lower in high-tax country. In such z situation transfer price should be
favourable to the company (whether parent or subsidiary) which operates in the
low-tax country.

i) Inflation rates tend to be different from country to country. A high inflation

* country may run the risk of ils currency devaluation as a resolt of inflation. To
avoid the adverse effcct of devaluation moncey may be transferred from high
inflation country through a transfer price to the low inflation country.

i) Sometimes, countries may have restrictions on repatriation of profit. In such
cases, transfer of funds may have to be arranged deviously through manipulated
transfer price.

iv) Subsidiary companies operating in countrics with high import duty may find it
convenicent to buy at lower price from its parent company so that import duty
liabilities are kept at a lower level,

While MNCs try to manipulatc iransfer price to their overall advantage, governments
also try to limit such manipulations through regulations. The Federal Government of
the USA, for cxample, has powers under Sce, 432 of the Internal Revenue Service
(IRS)Code to determine the price independently and allocate income between

parent and forcign subsidiary so as to reflect the true income of the two companies.
Similarly, almost in every country the customs department. which is respensible for
administering customs or import duly, may have ils own price list for the products
which are imported, and duties arc assessed on the basis of such prices. Nevertheless,
in spite of such precautions, very often prices may be undersiated in many cases.

» Profit distortion may also take plice due to differences in accounting procedures
and differences in regulalions relating 1o profit compuration, Differences in
methods of inventory valuation, depreciation, investment allowance, elc. may
make reported profits non-comparable. However, this aspect assumes significance
only when a comparison is made between two MNC subsidiaries operating in
different countries. In real life, such comparisons are rarely made bgeause it is a
well-known fact that procedures widely differ from couniry to country.

« Further, what is relevant to the parent company is not the gross repatriated profit
but the net repatrated profit representing the true net Aow (from repatriated
profit). There can be differences between gross repatriated profit and net
repatriated profit on account of host country 1ax on rcpatriation, withholding
taxcs, and home country tax on receipt of foreign profit. Thus, in calculating the
net repatriated profit these items would need to be deducted from the gross
repatriated profit.

Annual and Long run Profitability
For the annual evaluation, nct repalristed profit and other receipls such as royalty
and interest as a percentage of parent’s investment in the subsidiary may be a
reasonable indicator of performance. This may be cxpressed as
R, +

ROIL, = ‘I—U‘
: al
Where, ROl = Short terms ROI for period

R, = Net repatriated profit during period t

U, = Other repatriations during period t

I,, = Average investment in the substdiary during period t.

However such a measure would be short term. The true ROI on the other hand
should be calculated by taking into account the time value of money and the sefies of
returns including the terminal value. Thus the ROT;_ or ROI can be caleulated by
solving the following cquatien, and finding out the value of r.

. R ,: U L
LrntAaeg Ty

Where,C, = Investment in the foreign subsidiary at time .

Co=
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R, = Net repatriation at time t. Mamgement Confrol In
r=R0OI Multinationsl Corporations

U, = Net repatriation in other forms at time t
I. = Residual worth of the subsidiary at the end of nth period.

Thus, it becomes abvious that computation of ROI for 2 MNC subsidiary is different
from and more complex thar such computations for a purcly domestic division.

Counsideration of Risk in Foreign Investment

Any investment involves risk, but investment in foreign subsidiaries may involve
many additional risks. These risks can be divided broadly into two
categories—economic risks and political risks.

Economic risks

Among the economic risks, most important one scems o be the risk of exchange rate
fluctuation. If the host country faces an adverse situation for its currency, leading to
devaluation, it may have several ramifications for the su bsidiary. For example,

e The product of the subsidiary may become cheaper in the foreign market leadipg
to rise in export sales,

» Imported raw materials become expensive.

e Domestic raw materials tend to become chedper in terms of foreign currency and
thus raw materiais get exported. This may lead to a shortage in domestic market,
thus causing price rise of raw materials in the doraestic market.

o Rise in cost of imporied materials and components may induce rise in product cost
and thus product price. This may lead 10 domestic inflation.

Like exchange rate Muctvation, inflation (conversely depression also) also may cause
cconomic risks. If the prices of raw materiais, other inputs and throughputs go up
faster than the finished goods price, the subsidiary may find its profit squeezed.

Besides, the host counlry government may take olher economic measures which may,
directly or indircctly, create risks for subsidiacies. Additional taxcs on foreign
subsidiaries, exchange controls creating difficultics for flow of funds and restrictions
on imports of raw materials and supplics are some of the economic risks.

Political risks
More often, political risks for MNCs turmout to be more imponiant than economic
risks. Some of the political risks are:

o Official socialisation of property of the subsidiary by the host country government,
such as in Cuba.

» Scizure of property and expropriation without adequate compensation, as was
done in Chile.

» Regulations restricting foreign ownership to 40% under FERA, as in India.

o Encouragement provided by hest country government to subsidiary employees to
strike against the foreign employceis.

¢ Interference by host country government in industrial labour negotiations.

e Provocation to domestic consumers to boycott products produced by multinational
subsidiaries,

e Restrictions on entry of foreign managerial and technical personnel.,

Different companies follow different approaches 1o deal with the problem of
economic risk. Hedging against foreign exchange fluctuations, linking product price
(o input and throughput prices, and esealation clauses in contracts are some of the
common methods of reducing risk of exchange fluctuations and inflation. As regards
political risks, some private insurance companics such as Lloyd's of Lordon ~over
political risks through approprizaic insurance policies. In such cases premiums paid to
insurance companies form part of the cost,

Sometimes when the potential for return in host country is high along with high risk of
investment, MNCs iry 1o borrow locally as much money as is possible and thereby 9
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limit their own investment. Such a practice helps them in the event of expropriation
by host country government to keep their own loss down to the minimal level.
Similarly, MNCs also try to transfer as inuch money as possible in the initial years
from the subsidiary, so that their own investcnts arc progressively reduced. This
also reduces the risk.

As economic and political risks arc u. " “iricty of complex factors, it is
difficult to make accurate assesstent of such risks. wu.., ~ “NCs therefore follow
subjective methods in judging these risks und luke decisions Lo invest or not to invest,
Other companies which favour seizing the opportunity and at the same time like to
reduce the risk, use discounted payback period for the project appraisal and
cmphasize getting back their money as carly as possible. Only in exceptional cases
MNCs do use sophisticated meihods of sizulation and probabilistic techniques (G
appraise with.

Activity 2
Arrange a meeting with an executive of a MNC subsidiary and ascertain
information on the following points:

i)y Wha yardsticks the parent company apphics for appraising the performance of
the subsidiary? ’

iiy What repors are floated (o enable the parent company to assess the performance
of the subsidiary as an econemic entily?

10.5 MANAGERIAL PERFORMANCE

"

It has been mentioned carlier that managerial performance is different from unit
pérformance. Some of the reasons for the difference are as follows:

o It may be possible thai industrial climate is good, and as a consequcnce 8 unit may
do well. This does not necessarily mean that the manager also has done well.
Conversely, a manages may have put in-enough effort, but due to'a general
decline, a unit may have dooe well.

o A manager may lakc decisions on current basis, but his profit may be the result of
many decisions taken in the past. For example, heavy capital expenditure
committed by previous managers, may reduce current profit through increased
depreciation. This does rtot necessarily imply that the performance of the present
manager has been poor or inadequate.

« A mapager may not have adequate control over the variables, which contribute to
profit. For example, administered prices of products, centralised decisions by head
-office on cost ilems, atlocated expenscs, strong indusiry norms and market
constraints may leave little scope for the manager to increase profit.

In view of these, many times companies try to make explicit distinctions between
controllable factors and non-controllable factors. In evaluating unit performance both
controllable and non-contrallable factors (und, by implication, related costs and
revenues) are taken inlo account, but in evaiuating managerial performance only
contrgilable faciors are maken into accound,

In preparing profit aml tos: scce i for evaluaiing managenal performance th
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divisional or unit profit and loss account is taken as the starting point, Basedon the Mensgement Control [n
criterion of controllability, new items may be included 2nd exisling items may be Mriioatlonal Corportions

medified or excluded. Controllability of factors may change from situation to
situarion, and accordingly, a company may develop its wn guidclines for inclusion,
modification or exclusion of items. However in gencral, the following ground rles
are found to be prevalent:

o Allocated part of head office expenses is included in divisional Profit and Loss
Account but not in the Profit and Loss Acconnt for mrnagerial appraisal,

s Non-operating expenses such as intcrest are deducied from divisional Profit and
Loss Account but not from managerial Profit and Loss Account, because in general
the financing decision is taken by the head office and not by the division.

© Terminal losses ar gains on sale of ald assets, decivicns about which ere not
usually taken by divisional manager, are shown in divisional profit and loss
account but not in the managerial profit and loss account.

o Sometimes decisions regarding leaschold and frechold property are taken by head
office and ndt by divisional managers. Two divisions, apparently equal in all
respects but different with respect to leaschold and frechold property, may show
different profit because of differences in leaschold rent and frechold propenty's
depreciation. Further, profitability may also be differcnt bucause in case of the
division which tses leasehold property, the value of leasthold property does not
find place in the investment base, whereas in case of the other division with
freehold property the value is added to the investment base. Thus the reported
profit of the two divisions can be different. However, managers have little control
over such situations, and therefore while calcutating the profit for managerial
performance evaluation, cffects of such faciors should be climinated.

e Idle assets in divisions are generally the result of decisions taken by head office or
by previous management and aot by an incumnbent divisional manager. Inctusion
of such assets in (he investment base may unduly pull down the ROL Tn order to
make the ROI reflect the managerial performance, idle assets are removed from
the investment base,

In case of a MINC and its subsidiaries, all the above points become applicable as if
the subsidiary is a division of the MNC. Besides, a few more additional points which
are peculiar to multinational situation are also considered in evaluating subsidiary's
performance as a unit vis-a-vis its managerial performance. They are as follows:

o Cwrrency Huttuation: It is gencrally belicved that change in value of currency is
beyond the control of managers and therefore while calculating managerial profit
the effect of currency fluctuation-should be isolated. However, when a manager by
his decisions can minimise the effects of currency fluctuations or has an
opportunity to gain through currency fluctuations such isolation may not be
necessary. Such possibilities can arise when a manager can
a) borrow in one currency and pay in another.

b) shift funds to stronger currencies before devaluation

¢) follow pricing policy to protect against exchange fluctuation.

d) make pricr purchases in local currcncies

€) manipulate the capital structure and asset structure to his advantage.

e Inflation: Similarly managers have no control over inflation, While this is true in
general, a manager can reduce the cffzct of inflation, through proper hedging,
forward contracts with suppliers, price escalation clause on future supplyto
customers. In such cases the effect of inflation need not be isolated in evaluating
managerial performance,

o Other fectors: Sometimes a MNC subsidiary gets a number of concessions from
the host.country for bringing in new technology, providing employment, creating
training facilities, etc. These factors lead to inetease in reported profit. On the
other hand, the subsidiary is subjected 1o cxcessive tax on repatriation and
reported profit. While thesc factors should be taken into account in calculating the
overall performance of the subsidiary, their effects should be eliminated in
calculating managerial performance. This elimination is particularly important
when the managerial performance of a MNC subsidiary is likely to be compared

- with \nanagerial performance of domestic units in the same business.

R
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10.6 INFORMATICN SYSTEM BETWEEN HOME
COUNTRY PARENT AND HOST COUNTRY
SUBSIDIARY

System of information flow from host country subsidiary to the home country parent
company depends on the type of control that the latter wants to exercise. More often
the parent MNCs, being very large organisations, remain satisfied by exercising
averall financial controls and permit subsidiary management to operate
indepcndently in almost all matters. Such an arrangement which permits autonomy
on a wide scale may be further reinforced by the following factors:

1) Subsidiary companics mﬁy generally be in such a large number that it may
become difficult for MNC management to understand their specific problems.

2) Languages used by the parent company and the subsidiary companies, in most
cases, may be different. Hence, parent company, in spite of its best efforts, may
often Iail 10 penetrate into the subsidiary’s problems.

3) OQlien, differences may exist between the parent and the MNC subsidiary with
regard to accounting procedures and statutes when parent company managers
find the reconciliations difficult and cumbersome, they may leave such matters to
subsidiary's management which amount 1o overall autonomy.

4y In very large MNCs, product ranges are so wide and product groups are so many
that understanding of the subsidiary products and their problems by the parent
' company may become really difficult. Parent company in such situations finds it
convenient to resott to overall controls.

5) Lasty, inadequate training of subsidiary managers sometimes may make the
interaction between parent office and subsidiary may be kept limited only to -
financial reports.

There are some exceplions to general rule of overall contrel as follows:

1) 'When host country subsidiaty is a new company or a recently acquired company,
the parent eompany may like to closcly monitor the company’s activities in order
to ensure that the subsidiary follows similar policies as that of the parent.

2) When a subsidiary falters in delivering results, the parent may exercise stricter
control and close guidance.

3) When political or environmental turmoil in host country becomes strong, the
parent company may exercise close monitoring to ensure protection of its rights
and property.

4) When host country subsidiary goes inlo a totally new business, the parent
company may closely monitor its performance to acclimatise itself with the new
business. .

10.7 REPORTING SYSTEM IN A‘LARGE MNC

A very large MNC in communications business in the United States having
subsidiaries all over theworld (such as in Latin America, Canada, Europe, Asia etc.)
had a very detailed reporting system involving 16 monthly reports and 12 other
quarterly semi-annual and annual reports. The monthly reports covered the
following: -

» Statement of preliminary net income

o Statement of income

o Balance Sheat

» Statement of retained earnings and changes in retained carnings
e Cash flow statement

e Employment statistics

e Status of orders received, cancelled and pending

» Inter-company transaclion statement

B b




e Statement of transactions with headquarters

o laventory analysis statement

& Recrivables analysis statement

o Capital projects siatus statement

» Capacity utilisation statement

s Statement of operating and financial review

@ Report on gains and lesses in foreign sxchange
@ Report on borrovings schedule and repayments

The quarterly, semi-annual and annual reports weee basically derived from monthly
reports, though they were for a period involving a longer duration.

The MNC ensured, particularly in case of new subsidiaries, that all the reports were
regularly submitted. The reports were generally very deiailed. For example, the
monthly operating and Financial Revicw Staternent ran sometimes to 20 pages or
more. Such detailed reporting system showed that the MINC headquarters exercised a
very tight control over its subsidiaries,

Activity 3
Mecet the executive of an MNC subsidiary and enquire about the linkages, including
communication flows, between the parent MNC and the subsidiary.

10.8 GENERAL DYNAMICS OF SUBSIDIARY
OPERATION IN HOST COUNTRY

Many a time control systems for a MNC subsidiary depend on the general dynamics
of subsidiary operation in the host couniry. Host country subsidiaries are often
criticised that they are instrumental in siphoning off funds from the host couatry to
the parent company. Many countries have tricd (o restrict parent company’s
infleence through statutory and regulatory measures, namely, reduction of pareat’s
equity holding in the subsidiary, ceiling on repatriation, restriction on capacity
expansion, restriction on operation in low technology areas etc. Sometimes
subsidiarkes are also required to pay additional tax on repatriated amount. Because of
these environmental impressions and difficulties, MINC subsidiaries work very
cautiously in their relationship with the parent company 5o thst there is no vadue
publicity about their ties with the parent.

Meany subsidiary companies try 1o cope with environmental and country conditions in

positive ways. They avail concessions from the host country government by bringing
in new technology from abroad, by creating new employment opportunity for local
people, helping in backward area development dnd through training local people in

new techaology and processes. The concessions may also be of various kinds, such as,

tax holiday, investmeat allowance, removal of restrictions on expansion, 2nd
exemption from export/import duties. Thése corcessions may of course vary from
country to country.

Thus on the whole the control system in MNCs are of 4 mixed type—having a bright
side and a cautious reslriclive side to it.

Misnepeam-ig Coubrod in
Corporetiony
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10.9 SUNMMARY

Management control over multinational subsidiaries is a difficult task because of the
physical distance between the MNC  iquarters and the subsidiary's country office
and.also due to lack of direct obscrvas, | ....” = s operations by the MNC
management. The situation becomes complicated furuie: . to differences in
country conditions, fluctuations in exchenge rates, varying inflation rates, differences
in tax rates, manipwlations in transfer prices for technology, products and services,
differences in accounting methods, varieties of risks, etc. As a result of these
complications, ihe commonly used methods of divisional performance mcasurement
and managerial performance measurement become unsuitable for MNCs. For contrai
system in MNCs to be cfective, these complications are taken into actount und the
general methods of measuring divisional performance and mapagerial performance
are suitably modified. Besides, depending on the type of control that the MNC
parent wants to exercise, the information and reporting system may also be dic-.

10.10 KEY WORDS

Currency fluctuations: Fluctuations in forcign cxchonge rates
Divisional performance: Performmance of 2 division as an economic entity.

Economic risks: Risks relating to the economy which may lead to loss of current
carnings and/or capital. .

Globs] Corporations: A company which produces and distributes its productions on

_ global efficiency considerations by using the theory of Comparative advantage.

Global and regional pull factors: Factors favouring centralised facilities and factors
favouring dispersed autonomous facilities, respectively. -

Host country: The country in which the subsidinty company operates.
Home country: The country in which the parcnt company’s hcadquarters is located.

Language barrier: When two organisations (say MNC parent'and MNC subsidiary)
use different languages for their own communication.

Maltinational corporation: A company which disperses its production and
markeling activitics to différent countries and conducts thesc activities through
subsidiary companies.

Managerial performance: Performance of a manager consistent with his efforts.

Political risks: Risks relating to the political environment which may lead to loss of
current earnings and/or capital. -

Risk coverage: Provision for risk reduction t.h.roﬁgh insurance policy, hedging or

_ other mechanisms.

Ti.gﬁl control: A control system which involves close monitoring.on a variety of
detailed items. '

. Transfer price: Price at which products arc transferred between units within a

company.

10.11 SELF-ASSESSMENT QUESTIONS

1) What is the conceptual difference between an MNC and a Global Corpération?
Can you identify some large corporations and classify them into these two
categories?

2) What are the factors witich make evaluation of an MINC subsidiary as an entity
more difficult than evaluation of a domestic division of an Indian Company?

[




Explain how you would take into siccount these factors nnd build an indicator for 9 Mlnqnm:} Coatred [n
such evaluation. P

3) Explzain (he reasons for manipulation of transfer prices by the MNCs and their
cffects. What steps can be taken to prevent such manipulation and why?

4) What is economic risk? What can & menager in 1 MNC subsidiary do to
minimise the effect of cconomic risk?

5) What is political risk? What kind of sicps are teken by parent companics and
their subsidiaries to cope with high political risl: sitnmtion?
6} What is the rationale behind menagurial pesformance evaluation and evaluation

of a subsidiary as an entity? What are the factors which contribute to the
difference between the two cvaluation systems?

7} Explain the general dynamics of controt over subsidiaries by an MNC parent and
how these affect the management information and reporting system?
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UNIET 11 MANAGEMENT CONTROL IN
MULTE-PROJECT
ORGANISATIONS :

Objectives
After studying this unit, you shoutd be able to understand:

 why a control system has to be different for projects and project organisations
from rountinely divisionuliscd organisation

e how various techniques of project control are used

o the desirability of different types of organisational structures for project
organisations ’

» how to design critical resull areas for control of functional activities in head office
of a multi-project organisation.

Structure

11.1 Introduction

11.2 Project Defined

11.3 Project Characteristic and Management Control
11.4 A Typical Project Organisation

11.5 Structure of a Multi-project Organisation

11.6 General Approaches to Designing Project Organisalions
11.7 Project Planning and Control Techniques

11.8 Sub-contracting and Control

11.9 Control Indicators in Multi-project Organisations
11.10 Role of Review Process

11.11 Summary '

11.12 Key Words

11.13 Self-assessment Questions

11.14 Further Readings

11.1 INTRODUCTION

Project implementation is a very important activity in any organisalion. Through
cffective project implementation organisations ensure thal their resources are
optimally employed for achicvement of their objectives. Any inefficicncy or slackness
in project implementation can lead to time and cost over-runs and also in slippages in
the quality of the project work. These may ultimdtely result in loss of further
opportunities and a decrease in project profitability. The situation may get further
aggravated due to accumulation of interest and cost escalation as a result of
inflationary factors.

To guard against such dangers, it is necessary for every organisation to evolve or
develop proper control systems for its projects, The control system should take into
account the characteristics of the projects, technology and skill of the people. Besides
an understanding of what constitutes .cogress in the context of the specific project it
can be helpful in designing the parameters of progress. Control systeni should also’
provide mechanisms for comparison of actual progress with planned progress at
various stages in terms of time, cost and quality. Any deviation should be properly
analysed to find the reasons for devialion based on which management should take
remedial actions as and when necessary.
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11.2 PROJECT DEFINED : Projects and Mol-project

Orpanlantlona

A project may be defined as a set of aclivitics intended to deliver some
predetermined and results, When a project is large, it may be divided into a number
of sub-~projects which in turn may consist of several activities. ANl projects or
sub-projects have both time and cest sfincnsions,

Projects may be of diffcrent Lypes. In industrial situations we generally come across
diversification projects, capacity expansion projects, replacement projects,
maintenance projects, cost control projeets, R&D projects, ete. All these projects by
their very nomenclature explain, to a certain extent, the end results expected of them.
in a non-industrial situations such as government and non-profit organisations, a
variety of projects is alse found to exist. Irrigation projects, multi-purpose river valley
projects, rural development projects, hydro-clectric projects, building projects and
rehabilitation projects are some of the very common examples. There are also social
and community projects like project for a national festival, project for establishing a
school or a club and a project for disease control.

11.3 PROJECT CHARACTERISTIC AND
MANAGEMENT CONTROL

A management control system in a project organisation can be very different from a
control system in a manufacturing organisation. This is because of cenain specific
features of projects and project organisations as discussed below.

» An ongoing organisation invalves primarily routine 2nd repetitive activities
whereas a project invelves diverse and dissimilar activiiies. A control system which
caters to dissimilar activitics at different siages has necessarily (o be flexible,

# Often projects are located away from hiead office and ave put under the charge of
a project manager. He is given adequate authority so that he is in a position to
take quick decisions in emergency sitwations.

» Projects during construction do not show any visible final output, nor profit
(unless it is a tumkey projeet, which muy show profit for the turnkey contractor)
while resuits of an ongoing organisatien can be shovm through profit or loss. Thus,
performance during project implementation is measured through work progress
and cost,

¢ Control system in projects cover alf functinnal arcas and are’therefore integrative
in nature.

o Controt systew for projects is usually based va stage-wise completion and not on
volume.

o Pruject's resources such as manpower, cquipments and funds may be drawn from
other projects, head office or outside sources for specified periods, thus creating a
need for cross-project coordination. This makes project monitoring and control
relatively more complex than in a simple manufactuiing unit having its own
permanent resources.

11.4 A TYPICAL PROJECT ORGANISATION

A typical project organisation consists of a number of operating executives and

functional executives in addition to suppon staff. 'The operaling cxecutives include

the Genceral Manager (Project) or GM(P) himself and a number of other technical

people with similar skills as his own, such as Manager (Project Operations) Manager

(Maintenance), and Manager (Contracting). Manager (Project Operations) is in

charge of direct supervision of the core project work whereas Manager

(Maintcnance) tzkes care of plant and equipment maintenance, replacement,

transport maintenznct ad stonikar aclivitics, Many times some of the tasks relating to 17




Specal Appliaton the projects are contracted out cither because of the unavailability of proper skills
within the project to accomplish such task or because such task can be completed at a
lower cost by outsiders. To ncgoetiaic with the outsiders and to do the follow-up with
them in regard to quality, delivery schedule eie., 2 position of Manager of
Contracling becomes necessauy.

The functional managers who werk uniie. .o o, . erally are Manager
(Persoancl), Manager (Finanee), Lega! Oificer, cte,, Organes.  ally, GM(P) being
head of the oroject, isTesponsible for getting the project completed within allocated
time and-dney and these functional officers are suppased to take orders from the
GM(P). Unfortunstely, however, these functional officers who work under him
inwardly tend to show greater allepisnce to their functionel bosses in the head office
instead of to the GM(P). This is more so wiwea the funclional officers know that their
postings with the projects are for a shon duratien and their career growth depends
primarily on their long-tcrm relationship with their functional bosses in the head
office. Thus a GM(P) is continuously faced with a crisis of doubtful allegian:: i

- relationship with his subordinates.

11.5 STRUCTURE OF A MULTI-PROJECT
ORGANISATION

Many times we come across multi-project organisations. National Building
Construction Corporation Limited, Hindustan Steel Works Construction Corporation
Limited, Engineering Projects {India) Limited are some of the examples of purely
multi-praject orpanisations in the Indian public scctor. Typical Multi-project

. organisations have a head office consisting of senior managers in addition to separate
staff structures for projects. The organisation charl of multi-project orpanisation (as it
existed in 1984} is shown in Figure 11.1

Flgure 11.1: Organfazetlyp Chert of o Malti-Project Orgaoksation

Chairmen-cum-Mansging

Director
} 1 I _;' T I 1 1
Director ~  Manager Manager Maouger Director Manager Director
Persounel &  Coantrol Corporate Corporele  Finance Management  Copilal
Administretion Sysiems Markcting Planning -Services Equipments
I 1 1 '
Director (Technical) Dircctor {Feciniczl) Pirectar (Technical)
Structures & Proczss Roads & Bridges Building Construction
Plans | 1
T 1 . - l ;
| Dy. Director Design General Managers f Genern! Managers - General Managers
& Development Projcets Prajeris o Projeets -
| Munager
Comenerial Manager Personnel > -
. & Adminisimton
Manager, Capital
) Egquiprment Manager haterial — . *
Mannger |
Finonce

~— * Deiails not shawn

Chairman cum Managing Director (or CidD) is the chief Executive of the company.
Tha company undertook only three types of projecis—viz., structures and process
plants, roads and bridges, and building construction. The three types required
different types of engincering skills and compatence and thus were put under three
Directors called Director (Technical-Building Construcrion), Director
(Technical-Process Plants) and Director (Tecknical-Road Canstruction), While the
total organisation was an investment centre, these three Directors headed piofit
centres. The projects were cost centres axed the GR{P) was evalualed »o the basis of
18 cost.




The rationale for having such profit centres and cost centees does not become Munsgement Coatrol In”
apparent at the first instence, but it becomes clear when we closely examine the Projecta “don"m'ml .t
“issues. For example, why is it that a project becomes a cost centre while projects

actually carn profils for the company? To answer the question we mpst examine the

authority structure in the organisation and the process of project selection.

In the multi-project organisation which has been referred to above, the CMD was
responsible primarily for policy decisions relating to the types of projects the
company should handle: sources of finance, investment in capital assets, ete.
However, since he was the head of \he organisation which was intended to run
efficiently and carn profit proportionate to investment, he was naturally heading an
investment centre. The CMD was not involved in bidding for specific projects, their
pricing, cost,ete. The Director (Technical-Building Construction) had to decide
whether bidding should be done for a sixth project or not. Similarly, quotation price
of a new project was also determined by him. Given the package of assets the
Ditector (Technical-Building Construction) decided how to manage these resources
and schedule different building projects so that the available resources are best
utilised. Quotation prices and costs were also determined by him. So he was naturally *
held accountable for the whole project. This was not so in case of GM(P) who played
no role in project cost price determination. He started playing his role only after the
project was taken up, and his role briefly was to complete the project within the cost
parameters and the time. Thus he was accountable for cost only and therefore he
headed a cost centre, :

Activity 1

Describe the organisation of the project {or projects) undertaken (or are being
currently undertaken) by your orpanisation/institution, including the roles of the
varodus individuals associated with the project (5) and the reporting rclauonshlps
Also draw an organisational chart.

11.6 GENERAL APPROACHES TG DESIGNING
- PROJECT ORGANISATIONS

Genernl approaches to designing projuct organisations are based on the issues of
autonomy and flexibility. In general a GM(P) should be as autonomous as possible Lo
handle the project affairs on his own and at the same time flexible in terms of
keeping his options upen regarding stalfing, resources ete. Taking these
considerations into account, several Lypes of project siructures, as given below, can
be designed.

(':‘ompleiely Projectised Manngewmeni: This invoives providing to a GM(P) almost all
authority needed by him. The project arganisation becomes like an independent
organisational eatity. Functional managers become totally accountable ta GM(P).

Porfinlly T'rojectised Monngement: [n this case the project may leave its own
operating siaff, but for the unctionat activitics it depends on the functional
organisation located centrally, which responds Lo the project requirement. The
salaries of the functional people who provide their services 1o the project are charged
to the project payroll. They, however, remain basically accountable to their functional
bosses.

Functionelly Bisased Mntrix Orgonisation: In a matrix organisalion, the managers
have dual accountability--that is, towards the GM(P) and 1o functional bosses in
central office. When the functiona! officers have steong relatioaship with the functional 19
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bosses, relative to the GM(P), the organisation becomes functionally biased. Such
organisations tend to ensure quality of work but may fail on meeting the delivery
schedules, [

Project Biased Matrix Orgapisation: This type of organisation is similar (o the one
described above (Functionally Biased Matrix Organisation) except that the functionat
officers have strong relationship with the GM(P) instead of with their functional
bosses. Such an organisation may ensure delivery time and needed volume but may
not ensure quality of work., '

Task-Force Organisation: A project task-force orpanisation is formed by drawing
personnel from different parts of the main organisation who work on full time basis
or priority basis on the project. In this cas¢ they generally receive their administrative
support from the main organisation. A task force organisation is extremely flexible,
but its autonomy of character may be seriously suspecied. ’

11.7 PROJECT PLANRNING AND CONTROL
TECHNIQUES

Several techniques are known to be uscd for project planning, monitoring and
control, but three are very popularly used. These are Gantt Charnt, Programme
Budget technique and Network technique.

Gantt Chart: Gantt Chart is a simple technique of showing through horizontal bar
graphs, the starting time and completion time of different activitics in a project.
Further each activily is broken up into differcnt phases in which starting of a phase
depends on the completion of the previous phase. In Figure 11.2 a simplified version
of a Gantt Chan relating Lo a road project is shown.

Figure 11,2: Gantl chart relafing to o Road Froject

Bridge Construction

Earth work

Metalling and tar covering

r 1 — .1 I 3 Il
T T —T 1
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. Time in months

The chart shows that there are three distinct activitics, namely, bridge construction,
earth work, metalling and tar covering, which arc planrned for different period. The
actual progress can be marked side by side to show whether actual progress has been
as projected or not. As regards dependence within an activity Gantt Chart provides a
reasonable picture, but it does not show the dependence of one activity (or stage of
activity) on another. For example, in this case the metalling and tar covering activity
would possibly be started only after certain earth work is completed, but such
conditions are not revealed. However, inspite of such weaknesses of Gantt Chart, it is
a very popular method of project monitoring and control, because it is simple and
probably understoad by most people.

ER

Programme Budgeting: When a project is in the implementation stage, but not yet
commissioned, Programme budget technique comes handy in menitoring programme
of project. The method basically approaches Lhe problem by breaking up the project
into several work units and establishing expenditure norms for such werk units. 1f the
previous example of road construction is taken, the work could be divided into
components of pure carth work, concrete work, metal work, clc. Pure earth work and
concrete work can be measured in units of cubic metres whereas metal work in cubic
metres or square metres. The cost norm for cubic metres or squaremetres of work
may also be established.
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Control under programme budget is done by coraparing the actual physical Mansgement Control in
pcrformannc {in terms of work units) with planned experditure. The following Organiation
formula is used as the basis of control. If the conditions in the formula are fulfilled
the project is assumed to be satisfactory.
1) Actual physical work done by time X
Physical work planned by time X
2) Actual work done

>or=1

> or=1st pctual cxpenditure

Work planncd =budgeted expenditure
3) Actual work done or == Budpcted work
Actual cost Budpeted cost

The first formula considers only the work donc vis-a-vis plan and therefore it
measures only the cfiectiveness of progress. It does not take into account the
resources used for doing such work. Thus it fails to reveal the effidency in resource
utilisation.

The second method overcomes this problems, but not fully. It shows the efiectiveness
of progress, but not the degree of effectiveness, Similarly, it indicates that resources
are used within budgcl limit, but fails to indicate the degree of efficiency in resource
utilisation.

The third formula primarily emphasizes efficiency in resource vtilisation. Becanse of
its format of output input or productivity ratio, it appeals to the user and is therefore
commonly used for contro).

In addition to the above three formulae, sometimes 2 ratio calted project status index
is also used for monitoring progress. This index takes into account both time and cost
dimensions and combines them to find an overall measure of progress.

Project Status Index (PSI) = Actual work done by time T, Budgeted Expenditure
Work Planned upto time T Actual Expenditure

Suppose a project. should have been completed to the extent of 80% by a
specified time but is actually completed to the tune of 60%. Similarly the budget was
Rs. 1 lakh while actual expenditure is Rs. 80 thousand, then

Status Index = 60 x 100 = 9375
80 0.80

The status index of 1.0 indicates ‘par’; more than 1.0 indicates that progress has been
better than expected on the whole; and less than 1 indicates unsatisfactory progress.
PSI is somewhat mechanical, but is extrendtly uscful method for ranking different
projects in terms of their ovcrall progress.

So far we have discussed about only time and cost. As mentioned carlier quality of
work in a project should also be measured if proper control is to be cxercised.
Sometimes if quality is bad or poor cither compensation has 1o be paid or some
amount of rework has to be donc on customer complaint, In cither case, extra
expenditure is incurred. I this expenditure is high in relation Lo total project’s value it
indicates that quality of work has not been satisfactory. A Quality index can be
computed:

Quality Index = Cost of rework + Compcensation due to poor quality
Valuc of project

Thus the indicator can serve a very useful purposc.

Similarly counting of failure during trial-run can provide some indications about
quality. The following ratio for every part df project can show how well the pani of
the project has becn executed.

Number of successful trial-runs
Total number of tdal-runs 21
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Besides these other indicators of quality can also be devised depending on specific
project needs.

Network techoique (PERT): Project planning and control through *rogramme
Evaluation and Review Technique {(or PERT) is a very common phenomenon today.
Under this method a project is divided into a number of activities and the time
requirement for these activities as well as relationship between the activities are
analysed and their precedence established. These activities are drawn on a chart
called PERT chart. On a PERT chart an activity is represented by an arrow. The
starting and completion points of an activity are known as “cvents’ and marked by
circles, Supposc a project consists of seven activities with implementation as given in
Table 11.1

Tuble 11.1 Time Regulrement of Activities

Aclivity Preceding Activity Time requiremeni in months
A-B - 12
B-C A—B 5
A—D - []
D-E A-D B
B-E A—B &
C-F B~C 4
E-F B—E and D—E 4

The PERT chart indicating the above aclivities and timings is shown below:

Figure 11.3: PERT Charl of Project X

B —S-r-C
A -2 F
\ /
D—F L
As indicated in the information, the chart shows B—C activities only after completion
of A—B activity, and D—E after completion of A—D and so on. Now, how long
should the project take to complete? It becomes obvious for the chart that there are

three parts or chains of activities and time taken by these paths are different as shown
below: '

Path A—B, B—C and C—F: 12+ 5 + 4 months = 21 months
Path A—B, B—E and E—F: 12 + 6 + 4 months = 22 months
Path A—D, D—E and E—F: 6+ 8 + 4 months = 18 months

Out of these three paths, the path A—B, B—E and E—F takes the longest time (22
months} and therefore the project will take at least 22 months for completion. The
path A—B, B—E and E—F is known as the critical path. Critical path can be shown
in bold line. ' :

The k.nowledgé of initial path and project cdmplction time is only the starting i)oi.nt. ’

A project manager may be interested in knowing the activities, on which he cannot
afford to delay. In this case no delay can be afforded on A—B, B—E and E—F
activilies, becanse any delay in there activities will extend the project completion
time. On the other hand on A—D, D—E, B—C and C—F activities some delay can
be tolerated, or technically expressed, there can exist some ‘slack’ in these activities.

. Earliest slack can be caleulated through latest start time for each activity. For any

activity the difference bétween the earliest and latest starting time will indicate the
slack. A—B, B—E and E—F fail on the critical path and there ¢can be no stack for
these activities, but other activities (namely, AD, DE, BC and CF) may have some.

"Now let’s consider the activities A—D. What arc its earliest start and latest start
times? If we fix the project starling time as O, A-D baving no preceding activity can
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well start at O. So tirae O is its earliest start time. Regarding latest start time, we Management Control [n
know that the project will take 22 months and we can work backward on the Path Frojects '“‘Ig’r;'_';}__‘_’::’,’::
A-D, D-E and E-F 1o find out when the work A-D should start at the latest. As the :

three activities together take 18 months (6+8+4) the latest A-D should start would be

4 months. In a similar manner, the carliest star time, the latest start time and slacks

for all the activities can be calculated. The results are shown in Table 11.2.

Table 11.2: Start Time and Slacks

Activily Eacliest Start Latest Sart Slock

A-D 0 munths 0 manths U momths
A-D U months 4 manths 4 months
n-C 12 months 13 manths | monihs
B~E 12 months 12 manths O manths
D-E & months 10 munths 4 months
C-F 17 months 1B months | manths
E-F 18 months 18 months 0 months

It may te pointed out that the slacks indicated here are not necessarily additive. For
example for activities A-D and D-E we cannot say that slack available is 4+4=8. In
fact, the otal stack available on the path (A-D, D-E and E-F) if four menths only
and if during implecmentation A-D uses up this stack, no slack may be available for
D-E. The same is the case with activities B-C and C-F which together have a slack of
1 raenth.

The above description of PERT takes into account only the lime dimension and
therelore is known as PERT-TIME. Better results are achieved when this is
integrated with the cost dimension. By integrating the two, management can
optimally evaluate the cost-time trade-offs.

The cost-time trade-off works under the assumption that every aclivity has a normal
time of completion and sometimes it can be completed at a reduced time provided
more resources are depleyed. Thus an activity involves nonnal time and normal cost
and reduced time (or created time) and increased cost. The management now is in a
better position to decide whether reduction in activity time and therefore in project
lime is worth the cost increase.

In the given example, the nommal duraticn of the project as given is 22 months. Let
us further suppose that if it is'completed in a lesser duration, it can generate profit of
Rs. 4 lakh per month during that reduced period. It is also estimated that the only
activity for which time reduction is possible is the activity A—B and the eslimates are

as follows:

Activity A-B Time Cost
Normal 12 months Rs. 10 [akhs
Crash 1 11 months Rs. 13 lakhs
Crash 2 . 10 months Rs, 18 1akhs

It is seen from the above data that by reducing A-B time by one month, the
management gets a profit of Rs. 4 lakh and incurs an additional cost of Rs, 3 lakh
(Rs. 13 - Rs. 10 lakh), Hence the reduction in time is desirable. However following
the same logic further crashing should be avoided because for the second crashing
_€0st increases by Rs. 5 lakh while profit increase by Rs. 4 lakh only. (The example

" has been kept simple in order to make the profit about crashing clear. In a real life
situation there can be other complexities involving time value of money, profit life
ctc., which can be adjusted in tke model.)

Apart from the above PERT helps management in getting better understanding of
scheduling problem. If there are paraliel activities having slacks and requiring certain
constrained resources the activities can be scheduled in such 2 manner that one
aclivity can start earlier and the other late so that constrained resourcees (such as
cquipment) roay be better utilised. In addition to understanding of activity time,
resource requirement, slacks have led to developement of several resource allocation
rules such as, )

o Allocatc resources to the activity laving the least stack, 23
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e When two activities bave equal slacks, allocale resources to the activity having
longer direction

o Il two activities require different resources, allocate additional resources to the
activity which requires larger amount of resources, All thesc rules, no doubt, are
extremely useful to all management in improving the quality of dedsions.

Activity 2
What specilic tools or technigues have been used (or are being used) for
administering and controlling the project undertaken by the organisation with which
you have been assoctated? Deseribe them briefly. State how these tools/ techniques
have helped the organization. What other 1els/ techniques, you think, conld have
becn used?

11.8 SUB-CONTRACYING AND CONTROL

In almost all large projects, some parts of the work are sub-contracted, cither because
the organisation may not have in-housc skill and competence to do such work or
because the cast through sub-contracting turns out to be lower than that of getting it
doce in-housc. However, it is also found that in:proper attention ta the process of
sclecting sub-contractors may lead to serious problems. Lack of experience, lack of
skill and resource, inadequate appresiation of sub-contract requirements and
difference in terms of wave length of understanding with the sub-contractors may lead
to delay in completion of the projects. Not infrequently disputes between the
sub-contractor and the project authority are sought to be resolved cither through
arbitration or coart cases. There is no doubt that in such circumstances, time and cost
aver-nins become inevitable,

In view of the above possible hazards, the GM(P) must assure himself, while sclecting a
sub-contractor, that the sub-contractor will be able to:

i) deliver in time

ii) deliver within cost limits and finally

iii) deliver to quality specifications.

In reality, however, to judge the ability of sub-contractor on all the above three fronts

direcily is not an easy task. The GM(P} may depend on the folfowing information
relating to the sub-contractor to form some broad impressions about the ’
sub-contractor.

1) Whether the sub-contractor's project manager has adequate control over funds to

meel the sub-contractor needs.

2) - Frequency of slippages versus schedule on past projects undertaken by the
sub-contractor.

3) .Frequency and extent of over-expenditure on past projects by the sub-contractor.
4) Requests made previously to revise technical specification.

5} Demands for higher funding as seen from previous requests versus actual
cxpenditure.

6) Evasiveness lo information wanted by GM(P).

7) Unrealistic forecasts and estimates, as found through comparison with
" subsequent expericnce. ’

8) Sub-coniracior’s knowledge about prinie’s project organisation, its personnel,etc.




chardmg controf over sub-contract progress, there is really no one way of dealing
with the issue. It is however generally agree that in order to avoid slippage, there
should be a sysiem of continuous monitoring of sub-contract progress. The following
steps may help in building a lasting relationship with the sub-contractor.

1) Make the sub-contractor feel as if he is a part of the prime’s team. Allow him to
participate in project review meetings.

2) Inform him in clear terms about project Dbjccll\"cs, his role, and how critical is
his part in the project.

3) Let him know when he does a good job and when he does not.

4j Establish controls for sub-project, if the sub-contractor is unable to do that
himself.

5) Provide the sub-contractor any help he requires.

6} Make it clear that sub- -contractor’s future relationship vnlh the prime will depend

on how he performs now,

As regards specific measures of sub-contract performance, similar methods as
explained under GANTT chart, programme budgclmg & network analysis may be
used, cven though at a lower scale.

11.9 CONTROL INDICATORS IN MULTI-PROJECT
ORGANIZATIONS

In a previous section, we made an attempt to develop suitable measures of control
for projects, but not for the central office of the multi-project organization, except in
a very limited way such as profit centre for Directors (Technical) and investment
centre for the CMD. In any multi-project organisation apart from CMD and
Directors (Technical) we find a number of other Senior Executives in the central
office for whom generally no control system is designed. However, if these executives
work efﬁmently, they help in the success of projects. Their inefficiency may create
difficulties in the progress of the project. A few examples of how projects can run
into problems duc to central office negligence are given here.

1) Major capital equipment purchases cr leasing are generally handled by central
office (say the office of Director-Capital Equipments) and supplied to the
projects. If cssential equipmeats are not supplied in time, the project's work may
be held up.

2) Recruitment, training and pizcement of manpower are generally controlled by the
central office. If the central office fails to provide to a project the right kind of
staff and at the rigai time, the project may suffer, Due to improper staff, the
quality of work may be poor, and cost may be high. If staff are not posted in
right time, the completion time may get extended.

3} Finances for projects are also arranged centrally through the office of Director -
(Firance). Project may get delayed if funds are not provided in time. Working
capital shortage may adversely affect the progress of project in many ways.

Itis in view of these and many other similar possibilities that a multi-project
organisation in order to be successful, should have the control system designed not
only for the project manager (or GMP) and Director (Projects), but also for other
senior executives in central 6ffice who contribute to project progress. For these senior
executives, it may not be possible to measure performance in terms of ROI, profit or
cost, but by some kind of other physical or finandal indicators. Some of these
indicators which are used for such control are given below:

Indicaiors of. IPeric;rmﬂnce

Ly Gross profit of the division—cost of capital
Directar of 2 2) -Value addcd: Throughput cost (ie. wages and salaries+
project division depredation -+ chargeable overheads)

-
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Speddal Applications

Number of projects with time overcun

)
Total number of projects in hand
Average time overlurn

4)
Average estimated time as per network
Cost of rework +compensation due 1o poor quality of work

5)

Valuc of projects completed

Direclor ., Mandays lost due to deficient manpower planning

(Personnel) 1)
Total mandays estimated for projects
2) Number of litigations/disputes relating 10 personnel
administration

Totlal number of personnel employed
3) Number of cxecutives internally promoted

Number of executives promoted iulc_rﬁally+execulive.s recruited

from outside.
Director 1} Weighted average cost of capital
(Finance) 2) Interest cost

Total cost of project
3) Cost of raising capital
4) Delay in project completion due to funds shortage

Director 1) Utilisation rate of major capital equipments
(Capital 2) Lease rent+ Depreciation + Interest on Invesiment
Equipments) in capital assets ’

Toml cost of projects
3) Average discount obtained on list pnocs on capital equipment
purchased.

In the above manner performance indicators can be developed for other positions,
namely, Purchase/Procurement Manager, Manager (Legal), Manager (Management
Services), Manager (Marketing),etc.

Activity 3 .
Study the workmg of the Postal circle nearest to you and cxplam ow public contact
ch.amctcnstlc is built into the control system design,

11.10 ROLE OF REVIEW ?ROCESS

The design of the above ing:cators should not give an impression that these cag be
straightaway applied to draw conclusions about a certain persons being efficient or
inefficient. The indicators provide a starling-point only for diagnosis. If profit for a
project division is inadequate or has fallen short of budgeted profit, the reasons

should be analysed. It is guite possible that shortfall may be due to purely external
factors beyond the control of the Director of the project division, and therefore he
could not possibly be held responsible. In order that the indicators are not used

thihl S
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. . - P OO artal cautions shoul Maoagement Contrel In
rigidly to the dewriment of the review process, cértain pre o ould be Projects and Mualtl-profect

observed. . Organlaations
1) Indicators should be used as guide posts for diagnosis and not as straight jackets,
2) Process of review should nim at ‘helping' rather than finding a scapegoat.

3) Figures are Jelpful, but 1hey shoutd not be used to replace judgement.

4) Process of review and diagnoses is a long-drawn process and success of this
process depends on continued and persistent involvement of all executives
involved in the work.

11.11 SUMMARY

Control system for projects and muiti-project organizations have to be necessarily

" different from roultinely divisionalised organizations because of several reasons.
Projects involve dissimilar and diverse activities, do not show visible final output in
short run and depend greatly on central office support in many respects. These
characteristics of project sitvation make project control system to a certain extent -
complex.

For proper management control in project organisation, optimality of project
organisation is an essential requirement. Depending on situational requirements,
different forms of organisations arc used for projects. Some of the most popular
forms are completely projectised management, partially projectised management,
functionaily biased matrix, project biased matrix and task-force organisation.

Various methods of planning, monitoring and controlling projects are found t6 be in
use in real life. Gantt chart, programme budgeting and nerwork tccluuques are some
of the well-known methods. The tast method is particularly useful in controlling time
and cost overruns and in resource allocation.

Sub-contracting is a key area in project management. Choosing proper sub-contractor
and proper control gver his aclivitics are essential for proper progress on contract.

Designing proper result indicators for measuring performance of projects and also
the performance of key functional executives in central office is also important, Such
designing should be done after raking into account the criticality of such result and
controtlability over such results. The monitoring and review process should also be
consistent with the objectives of control, organisational structure and the control
process.

11.12 KEY WORDS

Crashing: Process by which time and costs are adjusted in order to achu:ve the
desired cost and time goals.

Cost/Time overrun: Excess cost or excess time taken than budgeted.

Critical Path: In a PERT chart the path which requires the longest time for
completion.

Gantt Chart: A kind of bar graph shoving starting and completion time of different
projecls.

‘Matrix Organisation: A structure in which managers have dual atcountability such
as to the line boss in respect to operational work and to the functional boss in the
matter of application of functional rules and guidelines. .

PERT: Programme Evaluation and Review Technique.

Programme DBudgeting: A budgeting system in which budget ourplay is related to
distinguishable segment of work, . _ 27




Specie] Applicaticss

Project: A sct of activities intended to deliver some predetermined end results.

Projectised Organisation: An organisation in which the General Manager of a
project is provided with every autharity needed by him.,

Slack: The difference between the carliest and latest starting time for any activity.

Status Index: An index to show the efficieny in project progress and is based on
actual and budgeted cast, and actual and budgeted progress.

11.13 SELF-ASSESSMENT QUESTIONS/EXERCISES

1) What are the characteristics of a project organisation? Explain how these
characteristies affect the control system design of a project.

2) Suppase you are cons-idering construction of a one-storey residential house for
yourself. List out the main activitics, precedent activities and time requirement
for these activities. Draw a PERT chart and identify the critical path,

3) What are the relative strengths and weaknesses of a functionally-biased matrix -
and a project-biased matrix?

4) Explain what you understand by programme budgeting. How is it different from
performance budgeting?

5) Explain the weaknesses of Gantt ‘chart as a technique of project control.

6) Suppose you are hired to design an information system for monitoring the
progress of a multi-purpose river valley project. How will you go about the task?

7) Ifa project (under construction) is treated as a profi centre, what are the
difficulties in operationalising a control system?. How would you overcome such
difficulties?
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UNIT 12 MANAGEMENT CONTROL
SYSTEM N SERVICE
CRGANISATIONS

Objectives
The objectives of this unit arc 1o:

o familiarise you with the specizl characteristics of service organisations.

o cxplain varipus categories of service organisation,

a enable you to appreciate how these characteristics and categories lead to certain
control system designs.

o enable you o undemstand the special nature of control system in specific service
industrics.

Structure

12.1 Introduction

12.2  Characteristics of Services

12.3  Equipment and Pcople Onientation in Scrvices
12.4 Design Considerations in High and Low Contact Services
12.5 Management Control in Professional Firms
12.6 Management Control System in Hospitals
12.7 Managemenl Control in Hotels

12.8 Managemenl Control in Banks

12.9 Some Trends of Change in Service Industry
12.10 Summary

12.11- Key Words

12.12 Self-assessment Questions

12.13 Further Readings

12.1 INTRODUCTION

In our everyday life we buy a number of products and services to meel our
requirements. In case of a product, we can generally see its shape and size, feel it and
measure i\ quantitatively, Products are also generally tangible. On the other hand,
services have neither shape nor size, and hence quantitative measurement becomes
difficult. Services are intangible, Services are judged primarily on qualitative basis,
though gradually attempts are being made to overcome this problem and find, at
least for some services, measures of quantification.

Services pose another problem alsg. Service sector is 5o diverse in nature that coming
up with managerially useful generalisations for varieties of services becomes difficult.
This creates a serious obstacle in designing control systems. Thus, control system
design is generally not made on consideration of general characteristics of service
scctor, but on the basis of the requirements of specific service organisation.

The types services we require from time to time are numerous. Banking services,
professional services like tax consultation, medical consultation, management
consultancy, financial consultancy,etc., hotel services, transportation and domestic
household services are some of the examples of the types of services. :

12.2 CHARACTERISTICS OF SERVICES

Services in gencral may have the following four major characteristics:

i} Services are generally tailored to the necds of a customer. Thus, a service output
is unicue and individually tailored.

ity Services ofien require continuous contact with the client system. 29
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Spedal Applicailons
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iii) The production and delivery of services are inseparable or, in other words,
scrvices produce little scope for storage and delivery at a later date.

iv} Finally, all services involve professionals.

[t is true that some services fulfil these charactenistics more than others. Take, for
example, the case of a psychiatric therapy. A psychiatrist provides individually
tailored help to the patient. He is in continuous contact with the patient. Diagnosis
and help come almost simultancously. A psychiotrist is a well-qualified professional,
and he uses his professional competence and skill in offering his services to his client.
On the other hand we somcetimes come across services which do not fuifil the above
characteristies with the »2me intensity. Take for examiple the general banking
services, The services are generally siandardised, and only in the rare cases
custom-made. Contact may riot be continuous and professionalisation may not also
be any substantial order.

In addition to the above four characteristics, service may also have some minor
implied characteristics as follows:

1) Service cannot be stored and if services produced today cannot be immediately
sold, the revenue from such service is lost.

2) Services are relatively more labour intensive and therefore control becomes more
difficult,

3) If a manufactured product is defective, it can be replaced, but a service once
provided cannot be replaced. Therefore control over ihe quality of service must
be ensured while the service is being offered, not later.

4) In order to provide personalised service, service organisalions generally tend to
remain small. As a result they find informal control systems to be adequate for
their needs. There are, of course, some exceptions o this general rule such as
airlines, railroads which may have large organisations.

Activity 1
Take the case of any service organisation you are familiar with and evaluate its major
and implied characteristics in terms of high, medinm and low ranks.

12.3 EQUIPMENT AND PEOPLE ORIENTATION IN
SERVICES -

Services may be equipmenl-based or pegpl based. Equipment-based services
include airlines, transport erviees; vendmg.machm&s, dry cleaning, computer, eic.
Sorne of the equipment-baSés ®ivices may require highly skilled operators such as,
pilots in airlines, programmers in computers while other services require relatively
unskilled operators like in any dry cleaning, car wash,ete. We also find that some
equipment-based services may be automated, and thus may not require any
operators. The vending machine may be an example in this category.

Services, which are people-based, include legal services, household services, security
services eic, Like equipment-based services these may involve varying degrees of
proiessional skills. On the one end there may be legal services provided by lawyers,
and taxation/accounting services provided by Chartered Accountants which involve
high degrees of professional skill. On the other end there may be almost unskilled

professionals like household helps, sccurity guards, cte. Between these two extremes, |

there are services which involve relatively greater skitl like various repair services,
hotels, restaurants, etc. This schematic classification is shown in Fipure 12.1:
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Figure 12.1: Claxsificatlon of Services Manageowent Control Systomm
. ' In Servier Orpunisationy

I Service
l Equipment-based ’ [ People-basad l
Automated  Skilled Unskilled Prolessionals  Skilted Unskilled
Operators Operulors
VYending " Airlines Taxi Lawyers Equjpment Security-
Machine Compulers Dry Cleaning  Accountants Repairs Guards
Aulomabile Catering Estate
Servicing Hotels Maintenance

Plumbing

The classification of service bascd on cquipment and people is important for
management control systermn destgn. In an equipment-based service, control system is
designed with an objective of ensuring efficient use of equipment and everything else
is adjusted to this key aspect. In case of people-based service, it is the professional
time use and quality of work which become relatively more important and control
system is designed to monitor these critical factors

Activity 2
Make an inventory of control sysiem design variables and show their relative
importance in equipment-based and people-based organisations.

12.4 DESIGN CONSIDERATIONS IN HIGH AND
LOW CONTACT SERVICES

It has been mentioned earlier that services generally involve personal contact with
clients, but such contacts may be very close and continuous or relatively discrete and
occasional. Some of the high contact and low contact services are given below:

High Contact Services Low Contact Services

Health Services General Banking Service

Hotels and Restaurants Data Processing

Schools Post Office

Personal and Domestic Services Computer Companies

Fire Service Warranty and Insurance Services

Transport Service

In case of high contact services, building up a lasting retationship with the client is the

key to success. The frequency of contact and the strength of relationship ar~

measured on the basis of the number of calls made, duration of time spent with

clients, types of business discussed, repeat business, client-wise profitability, etc,

Management contro! in such cases are designed around clients and such

measurements. In advertising business, specially in banking services (like asset

management sérvices), major hotels, transport services, control system is designed

around prime client accounts and continuous monitoring is donc of the performances

of such accounts, K] |
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In low contact services, personal relationship with client is relatively less important.
Clients generally in'such cases value the quality of service, limeliness of delivery of
service, and other objective measures of service. Hence, management control system
is designed around these areas. -

Depending on whether a service involves high contact or low contact, managerial

decisions can also be different. Some examples of such differences are given in Table

Table 12.1 Differences in neture of deckioa or decision variabtes lo High apd Low contac service

12.1.
sltwations
Decislon aren Decision/Variables in
High contaet service
Service Facility Locate facilities near
Location client
Facility Layout Client’s physical and physiclogical
nceds dictale [ayout
Process Design Process stages directly alfeet cliem
Schedwling Clicnt sssocipted with production
schiedule
Production Ordérs cannot be stored (becausc 5
Planning client can know through contact nbout
. such storage and can pul pressure)
Worker Skill Both inter-personal skill and technical
skill are important
Qualiry of Variable, based on discussions through
Service COntact
Time Standards

Dedsion/ Varlabley in
Low conluct service

Locate facililics near supply source ar
where labour, transpore and inputs are
cheaper

Production cificicncy considerations
diciale layout

Client nol involved in thz, process
Client concerned with completion date

Drders can he delayed in order to ge the
advantage of longer fun production or -
smoothing

Technical skill of worker is key

Meesurable and Gxed (becauss advise an.

discussions nol possible due o low
contacts)

Dependent on censumer needs-gencrally Tight time standerds

flexible

Decision-making and control form a kind of loop in which the effectiveness of a
decision is monitored through the control process and remedial actions are fed back
and built into the decision-making in the next round. Control system o be useful
therefore has to take into account the decisions and accordingly design its
parameters. Some generalisations, in terms of design differences in high and low
contact services, can be made as follows:
1) In high contact services, as stated in Table 12.1, quality, process stages, delivery
time and production plans tend (o become relatively more flexible. The client
expeciation in these areas may change during his contact with the service
organisation. Accordingly; the control system also has to be flexible to keep in
tune with the changing needs of clients. Further, when contact is almost
continuous, the control system may have to be on real time basis.’

2) Inlow coftact service, ﬁrﬁducu'on runs arc of longer duration and cxpected
results are fixed for a relatively longer period. Thus in low contact service
periodic control becomes edegquate.

3} Control is based largely on technical aspects in case of low conlact services and
on inter-personal aspects in case of high contact services.

In the following four sections we will 1ake the cases of four specific service industries,

and show how their characteristics determinc the management control in such

industries.

Activity 3

Study the working of the Postal circle nearest to you and explain how public contact
characteristic is built into the control system design.
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12.5 MANAGEMENT CONTROL IN PROFESSIONAL i Servics Ovpeuioatioms

FIRMS

In a professional firm the key resource is professional man’s time and talent. A part
of this resource is spent directly for client’s benefit and the remaining part is spent
indirectly for promotion and research. A control sysiem for such firms accordingly is
designed to monitor,

i) the utilisation of time

iiy the worth of talent

iiiy billing and realisations

iv) acceplance of work by clicot.

Utilisation of Time: Time us¢ c2n be monitored through proper time record. From
the time records a professional man periodically compiles separately the time he has
spent for client systems and time spent for administrative work, professional
development, promotion,etc. For the former a client is charged, and therefore that is
called chargeable time. The latter is not chargeable.

Keeping proper time records helps in many ways, c.g., tn

i) -billing a clicnt

iiy future fee ncgotiations .

iit) monitoring the extent of non-changeable time

iv) monitoring the ratio of chargeable time to non-chargeable lime.

v) calculating overhead (other than cost of chargeable time) and rate of
allocating such overhead to client.

Generally, professional firms maintain two types of time records—one relating to
professional person's time and the other relating to client-wise time. These records
are so designed that client-wisc time and overall time use data can be compiled from
such records at the end of the day.

Value of Talent: In case of professional services the general practice is to charge the
client on per-day basis. Per-day fee is in the nature of a standard rate based on

a) Chargeable ratio and cost
b} . Clients ability to pay

c) Future potential of client
d) Nature of service, and

e) Profit m~rgin desired

Many professional firms, which do not keep a detailed account of time, either use a
going-market-rate or a pay-rate-multiple-methed for charging the clients. In going
market rate, as the revenue gets determined automaticaily by the market rates, the
profit planning or improvement can be done only through cost control. In case of pay
rate multiple, the revenue side also can be varied, along with costs, to achieve profit.

Billing and Realisation: Professional firms key source of revenue is the professional
fees. Therefore, billing and realisation of the professional fee is very important for
them. Besides, cash position is also an important factor as it indicates the liquidity
and ability of the firm to meet its current cash requirements. Firms use the following
indicators to monitor these aspects:

1) ‘Total billed amount to tatal value of work done.

2) Toual realised amount to total amount bilted.

3) Total unbilted amount to total vaiue of work done, .

4) Total cash available to so many times of the monthly cash requirements.

Onc of the strengths of professional firms is that they hardly use their own funds for
running their business. More often they get advances from the clients and pay their
liabilitics with a time lag thus building a cash surplus. Advertising firms, for example,
get almosl the whole fee in advance in 2 [ew instalments and pay the publishing
media a couple of months later. Similarly management consyltancy firms also charge
one-third or half of the whole fee in advance and balance in instalments during the

progress of the project. 33
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Special Applications

Acceptance of Work: A firm should have a clean understanding of the rcqui:cnié'ﬁr

of client, end this is generally docuthented-in an agrecment. The agreement highlights
in particular, ’

a) The objective and nature of professional service

b) Technical requirements

¢) Administrative details

d) Mutual responsibility in initiation and completion of the project.

During the ongoing phase aclual progress in the above four dinlensions should be
monitored. Besides, the firm shoutd also undertake a review on the quality of work
done.

On the whole, management control systems in professional firms are found to be
more in a fluid state than their counterparts in the manufacturing firms, This state is
primarily due to the existence of vagueness in the firm's objectives, lack of uniformity
in fee structures, uneven utilisation of professional personnel, and general absence of
norms regarding overhead ete. The role of MCS therefore is focused around these
factors 50 as to cnsure that these are articulated, as far as posmblc, in clea: terms and
monitored accordingly later.

Activity 4

A Chartered Accounling firm is divided inlo three doparurnents, audit, man.;gc:m nt
consultancy and 1ax consultancy. Suggest how control sysiem should be designed for
these three departments. Visil a CA firm subsequenily and compare your thoughis
with actual practice of control system in the organisation, -

'12.6 MANAGEMENT CONTROL SYSTEM IN

HOSPITALS

Hospitals provide an example of a kind of service organisation, where the resources
consist of receipts from patients, grants and subsidies. The expenses, which are met
out of these resources, depend on the types and extent of programmes undertaken by
the hospital, More often hospitals are ran as non-profit organisations, though private
hospitals may look forward to make profit also.

Management control in hospitals aims at

1} Achieving optimal resource allocation to various activities consistent with the
hospital's priorities,

2) Recovery of cost from patients for services rendered, and

3) Achieving proper utilisation of professional time in the organisation,

Manapement control in hospitals uses a system called programme budgeting for the
purpose of control. Under the system the total work of the hospitat is divided into a
number of exclusive progmmmes, and each programme is divided into a number of
exclusive activities. For the programmes (and also for activities) costs are separaitely

-identified and collected such that for each programme, indicators by way of unit cost

can be established. Thus essentially the relationship between physical aspects of
programme and cost is established under the programme budgeting.

An example of Programme and Activity

Programme: Generat "— Control of Communicable Disease—Tuberculosis.
' Specific  — Providing in-door facilities for treatment of 100
patieats.

T




Activities: 1 Construction of a 100-bed ward for patients, Mansgement Control System
2 Recruitment of two specialist doctors in medicine. in Service Organkations
3 Recruitment of six para-medical staf{
4 Provision for furniture, fixtures equipments.
5 Medicine and gther minning costs,

Indicedors of peric: aance

o Treatment cost per patient

o Avecrage time spent by doctors per patient

o Number of patients admitted to the number of beds available

o Number of patients cured and discharged to the number of patients admitted.

Managument control system in a4 hospital can be designed to plan along the above
ztivities 2nd also monitor progress through thesc indicators.

Activity §
Study in-de1ail the family planning organisation in your own district and evaluate the
control system prevailing in the organisation.

12.7 MANAGEMENT CONTROL IN HOTELS |

Hotel is a high contact seryice business. Investment in a hotel is made at a previous
point of time, but the success of the hotel depends on the quality of service provided
subsequently. In fact quality of service is the most important key to the success of a
hotel.

Quality of service is dependent on the attitude and performance of the hotel
-employees who interact with the custonters. Attitude and performance can be
improved through:

» Proper training

e Establishment of norms of behaviour

o Establishment of objective standards of performance and enforoement of sta.udards
o Proper carcer plan for employees, and

o Appropriate incentive aifd motivational system.

Training the hotel staff is a key activity. This includes Lraining on work as apprentice,
training in human relatidns, managerial and supervisory training, ete.

Nomms of behaviour can be established by issuing programmed instruction ma.nua]s
on work behaviour, technical proficiency, sartorial requirements, ete.,

Objective standards of performance can be established I.hrough job knowledge sheet
which is used to break down jobs into dozens of components with norms of
performance set for each. Performance objectives ma, also be clearly specified for
each unit of the hotel. Monitoring may be built in to ensure mamtenanoe of proper
performance standards. .

Manpower planning for the hotel is linked to the career plan of craployees.

Manpower planning involved five basic questions:
o What would be Lhe level of operations a certain years hence?
o How will the orgamsauon structure look like at that time?
» What is the time requirement for developing people from inside to man this
structure? 35




o What is the identified rescrve talent?
o What is the recruitment nced?

Answers 1o these five questions will lead to a pian of training and a schedule of
manpower recruitrnent.

Motivation and incentive systems in hotel industry are generally stronger than in
most other service induslries. Apart fron pay rais: zad promotions, tips for services
provided is a direct incentive to workers in a boteel. 1n some good hotels tips provides
as much earning to an employce as his «ircet pay pocket. This system cnables quality
of service to be maintainc-d to a great extent.

In hotel industry, management cantrol system 15 geared primarily to monitor the
above aspects, and pof financial data, However, when these aspects are properly
monitored, the qualily is automatically ensurad, and finzo-ial performance is
consequently assured.

Activity 6
For the purpose of design of control system how would you divide a large hotel?
What will be the parameters for controlling suei divisions?

12.8 MANAGEMENT CONTROL IN BANKS

Banks, as service organisation, arc unique in the sense that they are barometers of the
economy. The prosperity or decline of an economy is immediately known from the
extent of banking transactions, deposits and loans, Banks are also unigue in ancther
way. The performance of a bank can be reasonably inferred if its Balance Sheet is
known. Balance Sheet shows the major items such as, deposits and loans—from
which interest income and interest expenses can be calculated approximately. 1t is in
view of this fact that a bank's planning 1akes place in terms of growth of economy
and general balance sheel items like deposits and Joans,

Control systems in banks are designed around the following items:

1) Actual profit vis-a-vis prefit poiential of a bank branch;

2) Aclivity-wise performance of bank branches vis-a-vis potential;
3) Major client-wise performance; and )

4) Overall asset management effectiveness.

Profit-based control: Bank branches as profit centres are a very common
phenomenaon, but banks face a number of problems in operating as profit centres
which are not faced by normal manufacturing companies, For example,

1) .The interest rates are more or less fixed by governmeni, and banks have litlle
frezdom 1o change the interest to increase their prolfit;

2) To a certain extent government decides about which sectors are to get loans. For
example, out of the total loarn to be granted by a bank branch at least 40%
should po to the priority sectors;

3) Banks cannot use their total liquid assels fo the purpose of extending loans. In
accordance with the statutory requirements 1ey have to maintain a cash reserve
which limits the amount of loan they can ¢x nd and consequently, the carning
potential; . )

4) Some branches may be deposit-heavy and 5. ne banks may be loan-heavy
depending on their cnviroament, location ar | clientele. Resources are
transferred from deposit-heavy branches to | -an-heavy branches in such
situations. The funds are ransferred at admi stered interest rates from one
branch to another. If the rate is high the dep  it-bieevy branches gain at the cost

mi .




of loan heavy branches and if the rate is low, the reverse situation takes place.
Since no accurate method of computlng administered interest rates bas yet been
found, distortions continue to exist,

5) Bank branches receive a number of services from their regional offices or local
head offices. Methods of allocation of costs of services to branches are not very
accurate, and hence result in distortions in reported profits

Activity wise performance
Bank's activitics can be classificd as follows:

: Current Afcs
—— Deposits ~ESavings Bank A/cs
Term Deposits
Term Loans

Banking
Activity

» Advances

Other advances

DD Purchase
Outward collections
utward remittances
Travellers’ Cheques
Foreign Exchange .
Transactions
(Govemment work

—Miscellancous

The major activities of deposits and advances are further monitored in terms of four

sectoral groups, such as Personal, Commercial and Institutional, Small Industry and
Small Business and finally, Agriculture.

Whether a bank’s performance in any activity has been reasonable or not can be
decided only on comparison of such performance with the potential. Generally
demographic, industrial, agricultural and trade data.of a few years is considered to
give some understanding of the potentials. A large nationalised bank regularly
collected the following data in order to make an assessment of the potental:

Population: Total population

No. ol households

Persons cngaged in large and medium industries
in small industries
in small business
in agricullure
in allicd activities

persons unemployed.

Industry & Business

Large and Medium Industry—Units and annual turnover,
Large and Medium Business—Units and annuat turnover
Small Industrics - -do-

Sales tax paid by all industries

Agriculiure

Major Food Crops area and annual production

Major Cash Crops with arca and annual producticn
Other Crops with area and annual production

Allied activities—:. umber of units and annual production.

Trade
Imports in mpees both for infand and foreign trade
Exporis in rupecs both for inland and foreign trade

Client-wise control
With labour and overhead costs rising, banks have tended to concentrate on more
profitable accounts and de-emphasise unprofitable ones in several ways, This has

Maragement- Contrd Syrtem
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pecessitated account profitability analysis. Unde: the analysis the eamings from
services offered to client are calculated and (ke costs of transactions are deducted Lo
arrive at net profit from a client account. A typical form of Account Profitability
analysis is given below:

Accoont Profitability Analysis

Name

Income
Facﬂmcs Overdraft

Letter of credn
Bill djsconnlnn 2
Guarantees

Others

Income: -
Interest
Exchange

Commission

Total Income

Expenditare . ]
Transaction Cost Item - Volume Product Cost Tagal Cost

Vouchers Processed Bills discounted
L/¢'s opened Remittances
Others
) Total Transaction Cost

Cost of funds

Total expenditure

Net'profit from client

Asset Man.agemenl ‘Effectiveness

Overgll cffectiveness of a branch depends on the management of its portfolio of
assets and liabilities. Proper planning of loans, advances and investment in secusities
can help in the reduction of risk and increase in interest earnings. Similarly, proper
planning of Liability side (i.e., various types of deposits) can be helpful in reducing the
intezest Iiablhty Thus if both sides are planned, profit can be improved substantially.

In profit plapning {or in asset and liability management) banks more oftén than not
are faced with constraints posed by statutory and regulatory conditions. Sometimes a
bank's earning potential is limited by statutory deposits in the Central Bank,
obligatory loans on low interest or loans to weaker sections with high risk. Besides, in,
developing countries the interest rates are also determined by the central bank or
Government, thus placing additional curbs on the banks. However, within these
constraints and limitations the banks still have scope to manage their portfolio of
assets and linbilities to their advantage. Accordingly overall control systems can be
designed around earnings or profit. .

Activity 7
Visit any local head office of a bank and write a brief essay on how control system
works in the bank.




Manzgement Control System
in Service Organlsatons

12.9 SOME TRENDS OF CHANGES IN THE SERVICE
INDUSTRY

It was stated in an easlier Section (12.2) that services have four major )
characteristics—unique individual tailority, continucus contact, inseparability of
production and delivery, and involvement of professionals. However, over the last .
few years certain changes have been observed in these characteristics, such as the .

foltowing:

i) From unique tailoring to standardised packages {e.g. banking semcm, tour
packages)

ii) From continuous personal contact to mechanical conlacts (vending machines in
.low cost hotels or prerecorded replies)

iii} From simultaneous production and delivery to interval between production and
delivery (e.g. educational films, distant leamning packages) .

iv) From involvement of professionals in mechanisation and programming (v
appraisal packages, health diagnestic software packeges and oth-  _pert
systems).

It is expeeted that with greater demand for services and increased data processing

capability, some of the corventional services will tend to get routinised and

standardised. These may also not require simultaneous production and delivery nor
professional contact.

Activity 8

Study any service organisation which has grown at a rapid rate over lhc last ten years
and cxamine how stritclure and control system have changed to mp-c vm.h the -
growth.

12,10 SUMMARY

Designing maragement control system for service organisations becomes difficult for
several reasons. Firstly, services, compared to manufactured producis, are generatly
intengibles and not nmienable to quantification. Secondly, there is so piuelrof
diversity among different types of services that coming up with useful generalisations
becomes difficult. In spite of these difficulties, attempts have tobe tackle the problem
and develop at least some approaches to design.

Services involve four major characteristics—custorn-made ta.ﬂormg, mnh.nuous
contact with client system, simultaneous production and delivery, and m\rolvement of
professionals. Besides, services may either be eqmpment-bascd or pwple-based In
an equipment-based service organisation, control system is designed around
momtormg utilisation rate of equipment whereas in a peoplé-based service
organisation, it is designed around monitoring of professional time use and quatity of
work.’

Semces can also be classified into high coatact service and low-contact services. In
case of high contact service, time ¢ pent with client system, billable time, repeat
business, frequency of contact, etc. constitute the building blocks of control system.
In case of low contact services, control system instead is designed around quality of
service, delivery of service and similar variables,

Design of Management Control System for specific service organisations may take
intd necount e poriisn'ar characieristics of that service sector and the clientele. In 39
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professional firms like consultancy organisations, professional time use, worth of
talent, billing and realisations and fnally scceplance of work become the key
variables around which a coatrol system is designzd. In hospitals, programme-based
control sccompanied by some indicators of performance like treatment cost per
patient and the number of patients cured to the number of patients admitted from
the prime focus of the control system. In hotels, quality of service is the key. Quality
of service can be ensured by proper training of hotel employees. Thus control system
in hotel is generally geared to monitor the manpower planning and development
activities. In bankg, control system is designed around deposits and loans, client-wise
performance, and measurement of asset manngement effectiveness. Thus, control
system design consideratinns can be to some extent different for different kinds of
service organisations.

12.11 KEY WORDS

Eqnlpu;enl-huéd Service involves activity in which the role ol equipment is of
relatively greater impertance than the role of a professional.

High-contract Service involves activity in which there is continuous and intensive
contact between the professional rendering such Service and the client system.
Service is an activity, undertaken. by an individual/organisation, with intangible
output for the benefit of the clients.

12,12 SELF-ASSESSMENT QUESTIONS

1) How is a service organisation different from a maﬁufacnuiug organisation? How
do these differences affect the control system design in a service organisation?

- £
2) Design management control system for a company which renders computer

service'to outsiders.

j) What are the differences between high-caﬁtact and low-contact service? How do
these differences affect control system between these two types of organisation?

4) What is an equinment-based service? How does one design a management
control system for an equipment-based service organisation?
5) Explain the characteristics of an advertising firm. Taking into account these

characteristics, suggest the salient variables around which control system should
be designed for such a firm.

6) Classify the following services into high-contact/low-contact and equipment-
based/people-tased categories, giving your justification for such ¢lassification.

Maintenance service Travel agency
Fire service Computer service
Adveriising service Medical consultancy
Architect's service Houschold service
Tax consultapcy . Hotel o
Solicitor's irm Insurance service
Meanagement consultancy :
Airlines business .
Transport agency
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UNIT 13 MANAGEMENT CONTROL IN
NON-PROFIT ORGANISATIONS

Objectives

The objectives of this unit are to:

o familiarise you with the characteristics of Non-Profit Organisations (NPQOs)

& explain different methods of measuring output for such organisations

e explain the methods of pricing the services rendered by NPOs

« enable you to appreciate the nature of management control problem in NPOs, and
to design appropriate control system.

Structure

13.1 Introduction

13.2  Service Organisations and Non-profit Organisations
13.3 Categories of Non-profit Organisations

13.4 Profit and Non-profit Organisations: Differential Characteristics
13.5 Measuring Output

13.6 Pricing in Non-profit Organisations

13.7 - Managemeant Structure in NPQs

13.8 Control in NPOs

13.9 Accounting in NPQOs

13.10 Summary

13.11 Key Words

13,12 Self-assessment Questions

13.13 Further Readings

13.1-INTRODUCTION

—
Organisations can be grouped broadly into (wo calegories: profil oriented
organisations and non-profit organisations. The primary distinctions between the lwo
calegone.s arise from the purpose for which they exist. In a profit-oriented
organisalion, all economic and other activities airn al generating profit for the
organisation. Profit is the measure of both efficiency and effectivencss in such

organisations. On the other hand, in a non-profit organisation, service is the primary -

objective. A non-profit organisation may offer a certain kind of service, or may aim
at providing integrated service for'a target group or to public at large. Thus,
rendering a service or welfare is the primary purpose ol a non-profit organisation.

It may be emphasised that the purpose is the key, not the actual profit or service.
Some profit-oriented vrganisations may incur losses due to circumstances or due to
their inefficiency. Likewise, some non-profit organisations may show surplus or
profit, but such actual happenings are irrelevant in judging whether an organisation is
profit or non-profit organisation.

Non-profit organisations provide a significant proportion of service o us in our
cveryday life. Universities, Colleges and other educational institutions, government
and charitable hospitals, clubs and associations, research and development )
organisations, voluntary organisations, and quasi-government organisations like
municipalities and corporations are examples of non-profit organisations.

13.2 SERVICE ORGANISATIONS AND NON-PROFIT
ORGANISATIONS

Large majority of non-profit organisaiions tend 1o be service organisations. Similarly,
]many service organisaiions also tend to be non-profit organisalions. There are
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however. exceptions to this. We can find service organisations which are
profit-oriented and producers’ orgadisations which are non- profit in character. Some
examples are given below.

Profit-oriented service organisations Manufaciuring oy Producers’
- Orpaonisations which are
‘ Non-profit QOrganisations

Consultancy houses
Computer services firms
Audit firms Producers’ Cooperative Socicties
Private hospitals Craft associations.
Private schools/educational

" institutions.

‘13 3 CATEGORIES OF NON-PROFIT

ORGANISATIONS

Non-profit organisations can be grouped into three types, namely, client-oriented,
public-oriented and member-oriented.

In a client-oriented organisation scrvice is provided 1o specific clients and a fee is
charged for services rendered. The fee itself becomes a measure of services or the
work donc. In these cases management control system can be set up, like in profit-
oriented organisations, around the fee generated. However, delermination of fee may
be quite difficult in non-profit organisations. We shall return 1o this aspect later.

In a public-oricnted organisation, wark is done for public at large without collecting
any fee from them. The service generally is in nature of “public goods”. Here output
is not measurable precisely. This along with the fact that public-oriented
organisations being unique in several ways, makes it difficult 10 design a control
system for such public-oricnted non-profit organisations.

Member-oriented organisations fall between client-eriented organisations and
public-oriented prganisations. They provide service to members of the organisatior
for a fee which is generally lower than the fee charged by clicnt-oriented
organisations. Besides, members also get pricrity in (heir claim for services over
non-members,

Some examples of Non-profit organisations in the three categories are:

Client-oriented Public-orienied Member-oriented
Biind school Government Club

Voluntary organisations Muscum ' Industry association
with a specific mission - Municipalities Research association

. For designing management control systems it is uscful 1o think of the three

organisations as falling in 2 continuum with the public-oriented organisation on one
extreme and the client-oriented organisation on the other. Out of the three, designing
a management control system is most difficult in case of public-oriented organisation
for the following réasons:

» In a member or client-oriented organisation it is rclatively easier to determine the
fee for services rendered. In public-oriented organisations, either no fe¢ ora
nominal fee is charged. So revenue-carning as a measure of efficiency is not
available to such organisations.

o In a client or member-oriented organisation, clieats and members actively m\rolve
themselves and decide about the nature of programme to be offered by the
organisation. In a public-oriented organisation, involving the public in gencral’in
decision-making is difficult.

¢ In a public-oriented orgamisation social and political compulsions often distort the
‘conventicnal efficiency measure.

o In case of client or member-oriented orgamsalmn comparisons can be made with
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similar organisations, but comparison is often not possible in public-oriented
organisations since similar organisations mgy not exist.

13.4 PROLTT & NOM-PROFIT ORGANISATIONS:
Dir TERENTIAL CHARACTERISTICS '

It has been briefly indicated that the primary difference between profit and
non-profil organisations lics in the purpose for which they exist. This along with a
number of other differences that exist belween them are explained below:

Profit measure: In a profit-oriented organisation profit becomes a measure of
success, but in a non-profit organisation profit cannot be used as a measure.
Consequently, non-profit organisations depend on a number of output measur.
each of which intends to measure results on onc of the objectives. There is gener.
no commonly acceptable method of combining these measures into a single overall
indicator and this absence of an acceptable method becomes a major hurdle in the
way of designing management cantrol system for a non- proﬂl organisation. Besides,
the non-profit organisations are also rclalwcly less intercsted in profit measurement
because—

» Profit is contradiclory 1o their service oujective.

o Profit a1 best is a short term measure of performance.

o Profit may be a totally inadequate measure of performance of certain kinds of
responsibility centres, such as R & D centre, managed cost centre elc.

Matket Forces: Profil-oriented organisations are more subject to market forces than
non-profit organisations. They produce only the products which the customers want.
They cannot ignore competition and market changes. In contrast, non-profit
organisations worTy less about market happenings, and still less about competition.

Profit-oriented organisations welcome new customers and sometimes promote
potential customers, as more customers are likely to bring in greater profits. On the
other hand, non-profit organisations try to avoid new customers, as they perceive
that new clients or customers may put additional strain on their existing resources.

Managers in profit-oriented organisations undertake new programmes or activities
based on the market need. In case of non-profit organisations such programmes and
activities are determined on the basis of personal convictions of what is important.

Value system: Profit-oriented organisations operate on the basis of economy in cost,
maximisation of revenue, efficiency in technical and operating matters etc. The
financial considerations are the Prime factors in deciding about such actions. In
contrast, in a non-profit organisation, the value system of the owners plays a key role
in determining activities. The ethos and the ideals ptay more important role than in
the financial considerations.

_Role of Professionals: As far the role of professionals, service organisations and
aon-profit organisations are very similar. Both depend on professionals who are the
key people for conducting the programmes and activities. These professionals also
inleract with the client system or the members. But in case of profit-oriented
organisations managers play relatively more iraportiant role than the professionals.
This is partly due t¢ the fact that profmsmnals‘ are less attracted by financial
considerations and financial incentves, They also prefer to keep themselves busy
with their own technical work, instead of becoming concerned with the managerial
lasks like orgams.atmnal development, incustrial relfations, profit planning, which are
some of the key tasks in a profitoriented organisation.

Ownership and Power: Ina proﬁl -oriented organisation, the managers remain
accountable to the chief executive who in tum reports to the Board. Board is
accountable 1o the shareholders who through various means control the behaviour of
the Board. In a non-profit organisation, the funds are provided generally by various
people who individually may be interested in specific programmes, but not in all

M anagement Control in
Non-profll Organisatiom
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" programmes. They do not exercise any common control ovsr the management.
Similarly, due to absence of pressures fqr profit, or pressures from agendies, the

management also feels no compulsion to exercise strong control over the lower levels,

As a result, control system tends to be soft in a non-profil organisation.

However, it should be emphasised here that while in reality contral system tends to
be soft in a non-profit organisation, the need for 2 stron ger control system in a non-
profit organisation is greater compared 1o a profit-oricnied organisation. If something
Boes wrong in a profit-oriented organisation it gets reflecied in reduced profit, and
sets off a trigger signal for the management to act. This is not so in a non-profit

- organisation and therefere a non-profit organisation has to evolve a proper control

system if it bas to keep track of its activities.

Politics: Non-profit organisations are prone to greater pulls and pressures from
political leaders and groups. As a result, it cannot work on the basis of ts own
intemnal rationale. The unstructured nature of pulls and pressures me..es it difficult to
design control system for a'non-profit organisation,

Activity 1 .
List organisations with which you often interact and classify them into profit and

non-profit organisations. Try to understand how the two groups differ in 1erms of the
six characteristics listed above. ’

13.5 MEASURING OUTPUT

In order to assess the effectiveness af a non-profit vrganisation, it is essential to have

- an understanding of its input and output and measure these in some way. Inputs

consist primarily of costs—material, labour and overhead expenses—and these do not
provide any difficulty of measurement. The difficulty arises with regard to oulput,
which can be measured in monetary terms only in some cases, and in non-monetary

terms in most cases, A classification system for various output measures for non-profig
organisations is given in figure 13.1, .

13.1: Clawificutlun of Qulpul Measures

Muasures of nurput

" Monetury measures N Nun-monetary meusures
such ax, fec or )
revenue.earned

|

Indircer
measures such
Dircel nvisanes s raling of
the school by
students and
I_ patienls

Cioal- Overall Activity

related peHormance related

measures MCasures MeEusures

hke number lik¢ number such as,

of sludens . of students number af

huving worth- pased lectures held

whilcemploymen
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Inputs in non-profit organisations can be easily measured in.monetary terms. If
outpul also can be measured in monetary terms, the input-output relationship can be
caleulated and this can serve as a measure of effectiveness. However, in most of the
non-profit organisations monetary measure of output can be misleading. Strictly
speaking, monetary oulput of a school is fee eamed and that of the irmigation
department is warer tax collected. But these are so nominal in comparison to the
work done by the departments that Lo use these as outpul-indicators can be totally
misleading.

Fees in non-profit organisations are generatly low duc to the-following reasons:

 Patrons and governments, being interested in the programmes of non-profit
organisations, provide grants which create an clement of subsidy. As a result the
fee is kept low. :

o Non-profil organisations being in the nawre of service organisations, their ~
managements do not lay any significant emphasis on revenue generation.

Due to the inadequacy of monetary measures, non-profit organisations are found to
use other direct megsures. An irnigation department, for example, may use the
following: :

Goal-related measure — Increased Crop production -
Overall performance measure — Average acreage in land irrigated.

Out of the three measures shown in Figure 13.1, goalrelated messure is decidedly
the best as it is related to the ultimate objective, but when seen in relationship with
the input, it cannot be said that the output is the direct consequence of the input. As
in the abové example an Irrigation Department may spend a certain amount on
Irrigation, and the crop production may go up by a certain quantity, but increase may
be due to improved seed, intensive usc of fertiliser, crop rotation, and other scientific
methods of cultivation. Thus the increase in crop production cannot be attributed to

irrigation alone. Thus, the goal-related measures suffer from certain inadequacies and *

therefore, may not be accurate.

Overall performance mcasures like number of students passed or area irrigated
reflect the resuit of efforts but here also some weaknesses continue to exist. For -
¢xample, the students may have just barely passed with low percentage of marks. Or
the school could have possibly taken good students whose standards while in schoot
might have deteriorated. Similarly, a land may have been irrigated, but might have
received scant irrigation water. Thus, overall performance is a more direct measure
compared to goal-related performance but is still not a guite perfect measure.

Activity measures arc nol relaled 10 results but refated to quantified physical work
done. Number of lectures taken and million of galldns of water supplied are activity
muasures. However, these measures are also not flaw-less. For cxample, more of
lectures does not necessarily miean that teaching is more effective. Stmilarly, millions:
of gallons of water supplicd at inappropriate time might have done more damage
than good.

Thus. al! the three direct non-monetary measures while providing useful indicators,
suffer also from inadequacics. These inadequacies must he apprecialed before
making usc of these indicators. ) ) :

When dircct measures are nol available. non-profit organisations tend to use indirect
measures. For.a club, the demand of ¢lub membership is an indirect indicator of
quality of service nrovided by a chib. For a welfare agency, repeat programmes and
continued cxterra. fnding are indircet indicators, For an irrigation department, an
indirect indicator is the additional arca brought under multiple cropping: Indirers
indicators have in many cases been successfully used 1o-fneasure outpul.

Activity 2 . -
Visit a government department which handles developmental work like irmgation
health. education, public wurks ctc. Obtain a copy of their performance budget ¥hd:
study the work load indicators. Classify output measures used in these indicators into
various catcgories cxplained above. -

Manmagement Coatrol in
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-13.6 PRICING IN NON-PROF{TORGAN}SA’I‘IO&S

Non-profit organisations do not generally eonsider prieing o be an 1}nporl£nl factar,
and accordingly give inadequate aftémion to it. Howevel, a reasonable pricing poficy
can provide several benefits, ' )

1) ﬁpﬁcing is done based on market forces, (or at least clgse to martkel rates),the’
. Tevenue can be an approximate measure of output, This can be used in the. .
management control structure for measuring efficiency and effectiveness of the
non-profit organisation,

2)._Pricing of service makes the user of such services conpscious of the value of

service and he'can decide whether at a given price it is worthwhile to avail of
such services. If revenue based on approximate markel price docs not.cover full
cost, it is indicative of the fact that the service is not considered valuable enough
by the users to warrant the cost of providing for it. -

3). Pricing helps in converting responsibility centres of non-pruofil orgsnisations into
profit centres. The managers of these centres then can be motivated, like-in profit.
orienced organisations, o increase revenue and reduce costs which can lead 1o
greater efficiency in resource utilisation and resourec generation. ’

Pricing methods

Full cost plus: Non-profit organisations do not aim at making profit, but sometimeés °
they charge very low margin over full-cost from nan-members. In a way the
mechanism is intended to discriminate between membets and non-members.
Members normally pay on the basis of cost, ion-members pay a slightly extra amount
which forms the margin. '

Pricing at full cost: Pricing at full cost is very common and more gencrally prevalent
in non-profit organisations. This is consistent with the organisations' non-profit .
Status, However, some non-profit organisations being menopoly organisations, there
is temptation to follow cost-plus pricing and generate a surplus when there is demand
for their products and services. However, since such a pricing runs counter to the
ideology of non-profit organisations such temptations should be resisted.

Pricing at lower than full cost: Non-profit organisations often get subsidies from
doners, patrqns or government agencies for providing scrvices of a certain kind or to
a certain target group. Such agencies may attach conditions to the funding. As a
consequence of such conditions non-profit organisations may charge lower than full
cost price for the service from the beneficiarics. In such cases while the bencficiary
gets the product at subsidised price, the NPOs get the full eost reimbursed with
subsidy added to the price charged,

Charging prices at less then full eost can create an impression that cost of service is
low and consequently demand for services tends to Be higher than what it should he
al full cost price. Thus subsidised price creates distorted demand, and 1o an exient
may be the cause of misallocation of national resources.

Advance pricing: Advance price (or praspective pricing) is a pre-estimated price
determined prior to delivery of service. The client pays on the basis of such price.
Such pricing, in contrast to actual cost-based price, provides maotivation 1o NPOs to
reduce cost, or by reducing cost the NPOs can gencrate a surplus. In an actual cost
(orcost plusy pricing, NPOs do not gel such motivation, and in fact, as the tal
actua!l cost is reimbursed, there'ts generafly no concern about o ntrolling cost at all.
Thus, from the point of view of control, advance priciinp ha, a clcar advantage over
actual cost-hased pricing. :

Pricing ol Secondary Services/Pradnes: The sbsence of surplu- orientation in
NPOs applies only to the maim activines of theorganisabon, but a6t (o its secondary
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ar peripheral activities. For example, in a hospital, the general services such as health
care, pathological tests; x-rays, surgical care, meals and bedcharges may be priced on
non-profit basis, but 4 gift shop or a fruit shop tay price its products based on
market prices. Similacly, a hospital may sell its disposables based on whatever price
the markel can feich, ard not on subsidised or cost basis.

Pricing wi.** ~°  .ng unit in NPOs should be specific and small so that it serves as a-
geod unit ot L. .ind output measure. A very broad pricing unit, such as, charges per
day in a hospital razy not show the mix of various services offerred during the day.
One patient may have availed of surgical facilities with expensive drugs and another
may be waiting dnly for an overall check. To charge both on daily basis would not
only be unfair, but also un incorrect measure of true services rendered by the
hogpital. In view of this therefore the hospital services should be broken up into
specific aciivities, and separate fees should be charged for each. Surgical operation
time, rental for bed, work-up cost of admission, Pathological test, X-ray etc. cun thus
be activity units for which prices may be fixed:

Activity 3
a) Choose 2 voluntary organisation and identify the services offercd by snch
organisation. Find out how they price the services and whethe; i oo is any

subsidy element in it -

B T T
b) Distinguish between the main activities and peripheral activities of the
organisation. Examine if tiere s any difference in the pricing policy.

13.7 MANAGEMENT STRUCTURE IN NPOs

Large majority of profit-oriented organisations have corporate, partaership or
proprietory forms, where the primary authority is derived respectively rom the
shaceholders, parmers or proprietor himssif. At executive level, the Board in case of
companies, working partner(s) in case of partnerships and manager or proprietor in
case of proprietorships play the top management rote. In contrast, non-profit
orgznisations do nct gencrally take corporate or partnership form. They are formed
as Trusts, Associations, socielies, or as statutory bodies. NPOs are generally highly
individual-based and individual ideology becomes the prime driving force in the
activities. In large NPOs and statutory NPOs like government or quasi-government
organisations, nominated individuals or ex-officio officials play the top management
role. In & profit-oriented ‘organisation, the accountability at each level is specific and
definite. In NPOs the accountability is genetally not clear. In a profit-oriented
organisation if somcthing ,oes wrong, it immediately gets reflected in profil and
hence corrective actions can be taken. “Since there is no such indicator in NPQOs,
mistakes often remain undetected. That is why there is greater need for a
well-designed control system in NPOs than in a profit-oriented organistion.”

Prafit-oriented organisations are internally divided as investment centres, profit
centres, revenuc centres, cost centres ele. as financial aspects are very important for
profit-oriented organisations, 1n NPOs, in contrast, organisationa! uniis are divided
as ‘mission centres’ and 'service centres'. Mission centres are held responsible for the
basic tasks and service centres help out the mission centres in performing thesc lasks.
For example, in a voluniary organisation engaged in rural development, there are six
centres out of which three were mission centres and 1hree service centres as follows:

Mission Centres Service Centres

Drinking water wing Public lizison Department
Child & Mother care wing Purchases Department
Adult Educetion wine Administration Department
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The performance of a mission centre is measured through the primary.task
performed by that centre, and the money spent per unit of such task. The expenses
incurred by service centres are allocated to mission centres based on quantum and
proportion of services rendered to such centres.

13.8 CONTROL IN NPOs

Control in NPOs is based on functions, programmes and activities where a function is

defined as a major arca of distinct service. A function consists of a number of -

-programmes and each programme a number of activities. A programme is & specific

service, and an activity is a collection of tasks.

For & volunlary organisation engaged in rural development, rural health care may be

a function; but drinking water facilities, vaccination and disease control are
programmes, Sinking-tube wells,-setting up a hospital, weed contral, spray or
_ fumigation or mosguito control are examples of activities. Sometimes organisations
" also use their own nomenclature, such as major programmes, programme
sub-categories and programme clement but they stand respectively for functions,
programmes and activities, Some more examples of functions, programmes and
activities for two povermment-departments are given in Table 13.1. ’

_* Table 13.1: Programme — m-u;ny classIlcutton for a few goyemmenl depsriments

Agriculiure & -

Functinps, Programmes Depart- | Education & Youth
and Activitigs - ment | wellare [rrigation
- Fuuciloa Education . Agricultural Development
Programmes " Primary Education Development of
. » Secondary education commecrcial erops
& Higher vducation - Development of
o Vocational educalion staple crops
» Techmical education Production of .
# Adult education fruits & vegetables
Activities | Seuting up primary schools - Supply of improved secds

Primary Tcachers' training

Setting up primary Teachers'

training schools

Curricular.develupment
for primary level

Student wid

Research un high-yiclding
vdricty
Creation of marketing

+ organisatiun

Input supply

Providing credit lacility

'}\Isllwq'can see from the table the Department of Education and Youth Welfare can
have ‘education as one of its major furtetions and education can be divided into six
/programmes, namely, primary, secondary, higher, vocational, technicaland adult

_ education. Bach programme will have a number of activities. The activities relating to

only primary education is given in the table. The five activities together cover the
totality of primary education programme. Sometimes we have specific activity like

_setting up d primary education programme or setting up a primary schoo! at place X,
which is a part of the first activity and is also referred to as a project. Thus, under
each activity there can be a ndimber of projects..

Control system in NPOs should ensure that for each activity norms of cfficiency are
evolved and actual performance compared against these norms. For primary -
education programme, for example, the expenditure norm may be Rs. 1.5 lakh for
setting up a new school with a student capacity of 200, or an expenditure of

Rs. 3,000/~ for \rining one primary school teacher. Similarly, for an existing school,

annual expendiiure norm may be Rs. 130/- per student.

Jhe above norms fonﬁ_ the building blocks of contrul in NPQs. If norms for the -

- ‘Bctivities are agreed upon, the norms for a programme can be arrived at by the

HAR k=i
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process of suimmation. These norms can be used for controlling the performance of
the mission centres, and also for planning, control and resource allocation in NPOs in
general.

Non-profit organisations being very different from one another, prescription of
specific methods and processes of control is difficult. However, it has been found that

" continuous emphasis on the following may, in the long-run, result in a sizable
pay-off,

« Cost reduction

& Reexamination of systems and procedures wnh a view to improve upon them.

o Comparison of cost with the cost of similar activilies and programmes.

¢ De novo examination of relevance of specific activities and. programmes (i.e,
application of 380 based budgeting).

o Time mcasurement for repetitive operations to achicve improvements.

e Periodic overall review of working of an NPO:

Activity 3

Examinc the conttol system of a non-profit organisation with which you are familiar.

List our the performance indicators for different programmes and discuss how

effuctively these indicators are used in reality. '

13.9 ACCOUNTING IN NPOs

Spccit'c outlays may be earmarked for specific tasks in profif-oriented organisations,
but in general strong emphasis js laid on the overall profit or loss and accounting
systems are designed to calculate profit or loss through Profit and Loss Account. As
profit is not an important consideration in NPOs, Profit and Loss Aecount gets
rclatively less auention. In NPOs, accounting system generally revolves around
*funds’ — each fund identificd with a specific programme. For each fund a scparate
account is kept and it is expected that the grants or donations received for a specifie
programme arc deposited in the fund refated to that programme. Since patrons and
donors penerally want te know the status or progress of a programme and also of the
expenditure, a fund accounting sysiem can make it immediately possible 1o compile
such information. Besides., since in respect of programmes NPOs operale on
“equal-cost’ basis, a fund accounting system provides a timely cheek in terms of
cnsuring that the expenditure on @ programmce does not exceed the total funds
obtained for the progremme. Thus, the fund accounting system is more in the nature
of financial control over spending. However, accompanicd by proper

programme/ activity based control, fund accounting xystem can be immensely useful
as a control 100l in the overall control system in a non-profit organisation.

13.10 SUMMARY

The chjective of a non-protit organisation is not 1o carn profit. but to provide, on
cost basis, a cenain kind of service in general or integraed service for a target group.
In a profit-oriented organisation management control cystem can be designed around
a number of indicators. But, cuntrol system design in NPOs is ofien difficult due to a
number of reasons, The relative reluctance of NPOs (o atlach imponance o ..a.' ..
forces, predominance of value system over technical/operating cfficicney, dominance
of professional competence over managerial competence, lesser involvemncent of
owners, and influence of political ‘persons on the activitics of NPOs create problems
in designing control systems.

f prices of services offered by an NPO can be reasonably fixed based on market
prices, the revenue can be taken as a good measure of its outnut. By rclatine the
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output to cost, the efficiency of the NPOs cap be determined, But often prices in
NPOs are fixed on cost basis or on subsidised basis, Thus, revenue based on such
prices cannot be regarded as a good measure of output. In view of this, NPOs use
other output measures such as goal-related measures, overall performance measures,
activily-related measures and indirect measures.

In profit-oriented organisations, contral structure comprises investment centres,
profit centrés, cost centres etc. in NPOs, in contrast, the centres are mission centres
and service centres, where each mission centre handles one or a few programmes,
The control within a mission centre is based on programmes and activities for which
workload or performanceg indicators arc developed. NPOs use a system of accounting
called ‘fund accounting' under which for each programme a separate account is
maintained. Such separate accounting ensures that no more than available funds for a
specific programme are spent on such programme. Thus, programme-activily based
control and fund accounting together form the crux of controt system in NPOs.

13.11 KEY WORDS

Fund Accounting: An accounting system under which separate accounts arc kept for
different programmes, such thal for each prugramme receipts and expendilures éan
be compiled.

Function: A major-category of distinet service such as rural development, education
ete,

Programme: A pant of function having a clearly defined end producl such as primary
education. '

Activity: A group of similar tasks within a programme,
Pruject: A specific task within an activity.

Full cost pricing: A system under which the price covers varable costs and ovarheads,
but no margin. -

Prospective pricing: A systcm under which price is fixed in advance on the basis of
estimates and clicnts are charged on that basis.

Fult cost plus pricing: A system under which price is mtended 10 cover a ﬁr(:ﬁt
element,

" Secondary Ativities: Activities unretated to the primary objective of the

organisation: often referred to as peripheral activity.,
Pricing unit: Unit of activity or task for which a fce or price 15 fixed,
Mission centre: Organisational unit 'rcspnnsihlc for a certain mission or programme,

Goal-related output measere: A measure of the ultimate objective of the
organisation.

Indirect oulpui measure: A surrogate measure by which output is not measured

directly. but measured via a variable which has 2 strong refationship with output.

Activity-related output measure: A measure of progress of stages of the
programme; nit of output (such as, kilometres of canals dug in an irrigation project. )

13.12 SELF-ASSESSMENT QUESTIONS

1) What is a non-profit organisation? Explain how it is different from
profit-oricnted organisations and scrvice organisations,

2) Why is control system design difficult in NPOs? Explain with reasons.

3) Why is it necessary to measure output in an NPQ? Explain in this conte
different types of autput measures alongwith their merits and demerils.

4) Pricing of service in an NFO cannot be done on the same basis as pricing in a
prefit-oriented organisation. Explain the reasons. and atso the different pricing
methods used in NPOs.
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5) Take a large non-piofit organisation, with which you are familiar and develop a
programmc structure, (See that the programmes have well-defined output and

together cover the total function, and similarly activities under each programme

-have well-defined boundaries and logclhcr canstitute the totality of the specific
programme. ) :

'6) Takmg the programme structure of the preceding question, develop indicators
for measuring output or performance. for the programmes and activitics.
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