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s e dvision's s, suc s o bings. il shlve,checkout
nd imenory:

ROI_How couldthe Gulf Division manage improve the division's e
lavesment? Since ROI s the product of the salls margin and the capial trnover,
i can b impoved by incressiog cither o b of s componens. Forcxample, i
lf Divson manager icresed the divisions sales margin o 6 percet whie boding

captl turmovr consant a1 3, the diison’s ROI woukdclin fom 15 percen
percn, s follows:

Gl Divion's _ Improwed  Sume
mpeoned ROI = salesmargin ™ capial tmove
B

“To bring sbout the improved saes margin, the Gulf Division manager would eed
ncreas divisonal pofit o $3600000 on sles of SE0000000 (53.600.000

7 = %) How coud proftbe ncresed withoutchangin totl sl evenuc
e two possibiles: ncease slesprices whie slln lss quaniy, o decresse
Expenses. Neithe ofthese s necsarilycany o do. Inincrcasing sl prces,the divisio

Ianager must b careful o 0o sl th exent that ol sales rvenue declins

al o atmosphere. Any of these changes couk lso sl n st s e,
“An alicrnativ way of icrcsing the Gull Division's ROI would be 0 incease i
ptlturnove. Supposethe GolfDivision manager ncrased the divisio'scapia

B

“To obain the improved capial trnove, the Gl Division manager would necd
o eihe increse sl revenue o reduce e divison’s invested capital. For example
improved ROI couldbe achieved by rducing invested capial 0°$15,000.000 whild
i sl revenue o S60.000.000. Tis woukd be vy lloer. The divisior
anager can lower nvented capial somewhat by reducin iventoicsand ca icrese
e revenue by usng tore space moreefectively. But rdocing nvrtorcs may e
Jockouts and kst s, Crowdd sisesmay drive customen, ey
mproving RO i blancin act tht requrs al the kil of an efective manager
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ision anager o ake, viewed i e perspecive o e copany as & Whole
ince it costs Suncoss Food Centers 12 percent for every dollar of captal, and e

etum on lavestment in now quipment & 16 pescent, th equipment shouki b pur
hased. For goal congruence.Uhe sonomous divsion manage should dcide 10 by

he new cquipmen.

‘Nowconsid what i ikl 1o happen, The Food Pocesing Divison manage’ per
ormance i vabuted n the bassof s dvisicrs ROI. Withotthe nw cquipmet h
iviiona ROI i 20 percen (53,600,000 of ivsonal prfi + S15000.000 of st
apital). 1 he purchass the new equipmen.,bis divisonal ROI willdecline:

e

e )
sean oo smm
T g

Why did this happen? Even though the invstmen n new cquipmen carms  eur
D 16 percnt, which s grate han e company's cost of aising capial (12 percent)
e rtue s thn e divisin's ROI withoot the equprment (20 pecent). Aversging
. new ivesimens with hose arcady n plac n he Fod Procesin Divison meeh
educesthe divisin's RO, Since the divison manager s cvalusted wsing ROL, he will
ehactant 1 decide i fvorofacopiingthe new squipmen,
“The problem i hat the RO messurs Javes out an important pice o nformaton

igpores the fr'scost of s ivcsment capial. For thisresson, many manager

el 10w  diflent ivesmentcenir performance messure nsieadof ROL.

Computing ResiduslIncome. A nvestcot cnir’sresidua ncome (RI i dfine
b o

Reidal _ lvestmea coners_ (Ivesment contrs ot
o = - (Vo i,

e the imputd nlerest e i he s costof aciriog nvestment cpia,

Residul income is a dollar amount, ot  rato ke ROL It s the anount of a
avestCO ' profi hat rmai 3  esduah e subractng a imputednere
harg. The (e imputed means tha te eret charge s csimated by th manageria
hecountant. Thi chirge reflects the i’ miimum roquird i of et on st
apial. n some frm. the impuid interest rte dpendson te ikiness f the et
T which the funds wil b used. Thus, divisions that have ifeent eves ofris
ometimes are asgneddiffres imputed increst oics

comnen e
e ot 0
ot eased ocon
b asaton o
for e poar e
foc cnns g o
e e e ot
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o ressamone
e e

T sl e o Sunco's Fod Proessing Diviion s compad below. ol
it snd withortheovestmens e e eqipmen. The mputed et e 12 percent

——
e Wemicomn
snsoa00 00

Notc that the Food Procesing Divison'srsidual incom will increase i he v
gt s purchscd. Whatwil b th division managee' ceniv f e s cvahiid o
i s of exdua ncome niead of ROI? H will w1 nake the nvstne becau
it decision wil ncrase s division's siduad ncome. Thas, o congrucace s achieve.
uhcn th manageialxcounant vcs sl income 10 mesre diisons perormance:

‘Why docsresidual ncome cilate goal congrucoce while ROI does not? Becaus
}he rsiual ncome formula icorporses 4 mparant piec of daa tht 1 xcluded
romthe RO formals: the i’ minioum equied e o et on iested captl. o
iz, RO reskdual income ae comparcd s follows:

ROl I s o+ Twopeces
Tovesmentcomer’ vosed il ———  of dia
Reidsl__ Iovstmentcer’s _(Invstmentcemer’s | Iputed
ocome = ot | vested capial ¥ imrgs e
Theepices
ofdus

Unfortunstey, esidus ncome lso s srious drawback: 1 should not be used
Kompare th perommance of iicrent 12 et cnies hecause i corporscs
i i fovor of th L invesmentcener: T lltrte,the following table ompares
v resduslicome of Suncoast Fod Ceners Gulf and Adanic divisions. Notc thal
fhe Atlntic Divison’ esdual income s onsiderably highr than the Gulf Divisio
[This s ey du o he mach graier sze ofthe Al Division, s evidenced by i
fir gresterimvested capial. N

oot e Ot

00w sz
sasmon saomon

vosw T suamo

ey ey
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T s, e ROY o e oo povides s erec e ofTvesinr

ver perfomance. ROI can undernine goal congruence. Resdual income distory

Toons betwecn investment centr of dillerntsses. As 3 resul, ome companied
incly s b mesores for divisions performance evlusion

‘Value Analysls Some companics appy the residus ncome concept

vkl product ies. Sharehader value anlysscalultes the residusl income

“najor product lne, with the objecive of deteemining bow the procuc e affcts he

s vl 0 the harchoers. Suppase, o cxampe, that Suncoss Food Ceners offerd

stor, one-hour fim development in slected sore. Lets say ha the company's
vt hissrvie i S200.000 i the annual profit s 4000 Then th rsioa]
o one-hou il development s 516,000 (340000 — (200,00 x 125

conomic Value Added

most contempocay mesure of nvestment center prformance iscconomic valug
o (EVA), which s defind s ollows:

Vi = contr aeta — |(cemr. — cnto’scurmnt ) x werge cou|

i
()

rsidual income, the cconomic vale added s dollar amount. However, it difer{
rom rsidual incomein two imporant ways.Firs an inestment cnt’ currnt bl

e are subracted rom s Lt assts. Second the weighied-verge cost of copial i
T thecalculaon.

ted-Average Cost of Capital_Suncoss Food Cencrs has two sources of o
e cupial: debt s cquty. The cot 0 Sucoast of s deb  he AT cos o
Interet payments o the b, aking sccountof he fc ht the nerst pymts
dducubl. The cotof Suncoass ity capital s the imestment opportunity Tt
Suncoust Food Cenen’ivestors, that i, the e they could carn on nvetments of
il sk o that o vesting i Subcoust Food Ceners. The weighted-average costof
tal (WACC) i dfind s ollows:

(Ah‘mml)(MM) (a. (m)
aen )"V )+ Gy )( e
Woiegawesge | o) \otdee) \captn)\ot sy

ool capil Makar Vet
e+ vae
ofdeb o ety

“The st e on Suncoust Food Cenens” $40 millon of deb s  percent. Th

' combined federaland st income s rtes amount t 30 e, Therelore
£t cos of debt s 6.3 perent (9% X (1 ~ 30 Let asume that thd
of Suncours equity captl s 12 percent. Morcover, the market vale of (he
' cquty s $60 millon The following cleulion shows that Suncous Foo]
e’ WACC is 9.2 prcen.

Weightderage _ (06USI0000000) & CIXSG0000000)
ool capil SI000000 + 50000000

o 133

ot s
et e
0 et e
o e s 1
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Sincowt Food Ceers T an verge Sl of 2 i T e il
{isriboed s olow:

o we can compute the cconomic value dded (o EVA)for cach of Suncomt's e
fivisons.

o
T o -

oiin -[[ - m-m.wam]. e
P I =

e mmeem - owe - 14 eem -
e vt R S ]
et fe S S

“The EVA analyss reveals tht all hce of Suncosst Food Centrs divisons ar con
iboring subtaialy o he company s cconornc vale.
“What o an EVA anlyss el us? EVA indicaes how much sharcholder weli
Js being cresed. s Roberto Goiteta. Cocs-C ol ormer CEO, expaned: “We s
Fapital o make concentruteand sell 5t a operating profit. Then we py the cost of tha
il Sharcholders pocke the diffrcnce (EVA amoun)”
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RO residuabncome, and cconomic vl sded (EVA) measures of inestme-
e performance allus profit and invesid captal i thei ormuls. This rises (h
pestion of how o measure dvisiona proit and imested capal. This secion Wil

Wwill focus on Suncoas Food Centers Food Processing Divsion 1 st sev]
ltrnaiv approsches o measuring an inestmen cenlr's capial. Exhibi 13-
s the st and lahilesassocioted Wit the Food Pocesing Division. Notc thal
i 13-2 does ot consitute a complete balance sheet. i, there ae o long-
e abilis, soch s bonds paysbe, susociaed wilh the Foo Proesing Division)
ihough Suncoust Food Ceniers may have such long-ern b, it would ok e e
gful 0 s portions of that deb t the compary ' individual divisions. Scond.there
"o sockoldes cquy asocited with the Food Processing Division. The owners of
company own stk i Suncoast Foo Centers ot 1 s individual diviion.

rage Balances RO residualincome, and EVA ar computd for & peri of e,
uch 4 yer or & monh. Askt balncs, o the oer hand, e measurd 3 poin i
ime. such 1 December 31 Since dvisiona asset blances gencraly will chane oved
ime. we use verage blances i calculating RON, reskual icome. and EVA. For cxam{

i th Foud Procesing Divison's bunce i imvested capil was 519,000,000 o
anuary 1 and 1700000 on Docember 31, we would e he year's averag invesied

o 1500000 in e RO rsidul income, ad EVA caculaion.

Total Assets Be Used? _Exhiit 13-2 shows thatthe Food Procesing Div-
o ad avrage alancs durin the yearof $2.000.000 incure ssts,$15,000.000 i

L — e

B —

g 135

o v e s
s e nd s

Exnvi 13-2
pryte—
i FoodProcsiy
vy

RS
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WHSE 5 e 0 e ol Severl poseTlies it

1. Totatassts. e mansgennnt of Suncosst Fod Centershas decided 0 s
average ftal ases for the year i mcasuring cach division's vt captal
Ths, S15.000.00 i the srount e i te RO residul-ncone, and EVA
calultions discussed aticr n this chaper. This measre of nvesied capial
isappropriate i the divsion mansger has considerable suthriy in making
dections ahout all o the divisios e inclading onproducive ases.
ihi cae,the Food Pracessing Division's partialy completed diy pla s o
nonpeoductveasset. Sinc the ivision managerhad considerabl nflucoce
ockdng o build th new platand e s responsibl for verceing the projec,|
verage ol asses rovides an apropet messue

2. Total poducive asses. Inather compancs, divsion mansgers e diected by
10p management 1o keep ponpeoductive sst. s o vacan o consrc-
i i progren. n such s, 3 aprope st o €xche nonproductve vt
ffom he measure o invested capital. Then average ool productiveasss s
st measre st capal. I Suncoust Food Cemers hd chosen this
alernative, 17000000 would ave becn usd n the ROL, esidusl-income.
‘and EVA calclation (ot et o 15000000 lss 1 000,000 for e plant
under consirucion).

3. Total asetslsscurrens labilis Some companis llow division mansg-
ot sccure short-erm bank loansand ohe short-er credit. n such ase,
iavested capial often s mesored by average ol asset es average currnt
labiis. Ths sppronch encourages ivcsnt-cene managers o minimize
esoutces ted Up in skt and maximie he s ofshotrm credt 0 fnance
opersions. i aproach hd een sed by Suncost oo Cener, the Fod
Procesing Divison'siavesid capital ould hxe been 17000000 ool
st of$15.000,00 e currnt il of $1.000.000 (Note that curent
Hiabilie are alwayssubraciedfom al st forthe mesure of ivesied
capial sed i the EVA measure)

Gross or Net Book Value Anciber decsion o make in chosing a measure
st capal s whcther o use the gross ok vale (acquision cost) o the et bl

e offong-lved sets. (Nt ook vlue i the scquision cont e ccumalaid depe|
o, Suncoust Fo Centers” management has decided (0 se the averuge et bob
alu of $15000,000 1 value the Foo Processng Division's long-lved asets. I gros{
ook value hd becn e insead,the divison's easure of st capial would v
een $22.000000, 5 the following calculaton hows.

Ther ar advantages and disdvantages asocited with bodh gross and pe boo
o 1 masre ofested captal. T dvantages ofnc bok vale re scBEDwR

1. Using et book value maintain comistecy iththe blanceshet preped o
extemal eportin purposes. This llowsfo more meaninglul compaisonsof
et on el Tasure o erent companic

2. Using net ook vale 0 measure invesedcapital i also mare comisten
with e definiion o income, which i the nueraor i RO cakulaions
I computing income, the current peiod' dprecation o ong-ived asets i
deducted 3 0 expense
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“TheFollowing v dvantages ar offen asociated wthusing gross ook value:

1. The usal methodsof compuing depecition,such s the ssigh-ine and the
dectning talanc metbods,ae ey, Henee,tey shoak 1 be allowed 0
affect RO residuak income, o EVA caleulations.

2. When long-ived ases e dereciatd, e et book value declines ovr e
“This resuls in  misledin incrase o ROL, esidua ncome,and EVA actoss
time. Exkibit 13-3proidesan lustrton of this phenomenon o the ROI
Calclated o amcquipment puechse under consideaton by the Food Process-
ing Division manager. Notc ha the ROI ises stcadily ciow he [e-ycar
horaon i nvestd capital s messured by et book vale. However,using goss
ook value climinate this probln. 1 an sceelerted depreciation method were
s nscad of the ssight ine method, theicresing end n RO would be
even e pronounced.

Behavioral Problem The tendency for et book value o produce a miseadin

o ROl ove i can have  seious et on th incentines of nvestmen-cened

. vcstment ceners with old ssets will how moch higher ROIs tha inves

Conters with eltvly ew asses. Thscan discourage imcstmen-center managen

rom invcsting in i copipmnt. I this behaviora edency pesss, 3 divison' st
ecome absolte, making the diviion uncompeiine.

ing Assets to Investment Centers Some companics coniol ceruin s
il hhough these st ae ncded 1 carry on operions i te division. Com
examples ae cash and account recivable. Division hcd cash n oder 1 oprac
it many compnies contol csh blances cenrallyinorder 0 minimize theie walcast
ing. Some Lrge retal foms manage accounts reeivable ceniraly, A credit cusd
e of son ntional deprten Sore chainscan make  payment cithr i the lcal
for o by maling he eyment 1o corporae hdquartes.
‘When cetin assts e controled centaly, some alloction ass generlly s cho
10 llocae hes vt balaces o cstmen cemen, for the purpos of measuri

ot o e

otk e
s

YAl

ity
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o o on he B o diisonal s Accouns Fablewally vl
e bassof divisionalsale. Divisions with less sringen credit tems re llocu
rionaicl arer balances of sccounts receivable

teasuring Investment-Center Income
i adition 1o choosin & messure of invcstmen-cener capal, an ccountant st l

nesare. Ths Excel speaiahot i Exhibt 13- s several it posinie
fo messring he income of Suncout Food Ceners Fod rocesin Divison

Suncoast Fod Cnters” op management uss he prfi margin conllable by dii
o manager 3,600,000, valute the Food Processing Divison mansge. Thi profi
frcasur s wed i cakulaiing RO, esidun ncome, o EVA. Some fxed coss bl
fo te divison hav ot becn deducied fom this 3600000 amouat. b te i
fnanager cannot controlor sgaficanty nflucnce these costs. Hence, hey are exchuded
rom the ROT caculaon i evauating the divison mansger. n calculatng EVA, thd
3,600,000 profit-margi amoud s converted o n aflrta basis by maliplying it by
i he Lax e of 30 prcen

Pay for Performance Some companics rewad invesument<entr managers Wit
nsh bmus f they et  prdetenmined arget on  specificd performance cricrion
sch 4 resduslincome, RO o EVA. Such payments ofen are reered 0 pay fo
erformance, merit pay, o incentive compensation. These cash bonusesgeneraly
ogle paymont, ndependen of o mansger'sbse salay. The common pactic of pay o
Pformance i belived by many compensation xperts o be motivating 10 mestmen-
Fenter managers o put e company's ncrsts befoe thee own-

P o
oy S
frimeipat— i
P mpae ol by in g e
B o b o i
T e e o i ok ot oy oo+
o et i o]
O e e e TEom
e hoch i o o+
et e o ey ]

s T g PPy o P o, Mach 2 018 T o
ot g e o St o M 03
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iagors versus Investment Canters i portat o make  Gsincion etwee
lavesiment cener and 4 manager nevalusin the manager s peforance nly rev
.« andcosts hat the manager ca conrol o significandly nfluenceshould b nchudec|
e proft messure. Remember thtthe overall obecive of the prformance messue i
provde incnivesfor goakcongrucntbehavior No prformnce mesure can modvatd
‘manger 1o make decnons ahowt coss he or he cannot ontrol This cxpains wh
Foud Centers' top managenent lics n the profi marg conrllbl by divt

Jon manager o compue he manger’s RO peformance measure.

Evalusting the Food Processin Division s vabl cconomi investment s  dife|
matcr akogethr In thie cvaltion, rceabiy of o, rather than conrllbiy
e s, For i purpose, Suncosst Fod Ceniers op mansgement uss the ol

i sceabe 1 division o comput the divisonal ROI. residual income, o EVA. AY
i 34 shows, i amount s 52.40000,

ProfitMeasures The othermessure of divisionalpoft shown i Exhiit 13—
lnc .5 4nd s e wed by some companies. Th raional behindthese divsionad
measures s tht sl corporate costs have o b covered by he opeatons of (he

Inflations Historical-Cost versus CurrentValue Accounting

hethr messuring nvestment-centr income o investcd capital. the impact ofpr
1 changes should not b forgoten. During periods of nflaton, historcal-cos
st values soon cease (0 relect he Cost of eplacing those asets. Therfor, some
countants argue (hat investment-<entr peformance measues based on istoic-
are miseading. Yet sureys of corporte managers indicate ha s
ing_ system based on curten values would ot aie ther decisions. Mos

‘Another reson for using historcal-cos accouning fo intrnal purposes i tha
equired for extrnal eportin, Thus, historical-cost dat lready ar aailabl, whi
stallin curtnt-valu sccounting woukd add substanial ncremental coss o he rgs
rtion's nformaton sy

ernatives to ROI, Residual Income,
ind Economic Value Added (EVA)

. residus ncome,and EVA e short-un performance measues. They focuson only
e period of . Ye n invstment cenir i really  collction o ssts(vestments)
o hich has & muliperod . Exhbt 135 portrys this perspoctiv ofan st
"Tocvalustc any one o hee ndivdual invesiments corecly eguires a muliperiod
fewpoin, which takes no accountth tming of the cash lows fom the imesmen,
cxampl, ivestnnt . in Exhiit 13-5 may sart out showly i yeas 4 and , bat i
e conomically Justifed by is expectd bigh performance i years 8, , 10,
y valuston of the invesment cete n yea § that gnores hekog-1em performanc
1 Various invesments can result n & misleading conclusion. Thas, singl-period

%
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formance measares sffr fom myopi. They focus o only  short e segment
licesacros the division'sinveseats 4 potayed in EXhbL13-5.
“Toavoid i hort-ermfous,some ocganizations downplay ROL residua income,
EVA i v of n allrmative approsch. nsead of relating profit o investad capitad
s single messure, thes chracerncs of ivesment-<eoer performance e cvahied
. Actualdivisionsl prof o i peiod i compred 0 flexible budge,and
arances s usd 10 analyze pefocmanc. The division's major investments are cval
ed thivagh a postacls of the imestment decsions. For cxample, imvetment E
e been undetaken because ofexpeced high prformance i yar .9, and 10. Whe?
ime comes,  eviw willdtemine whether th prject Ived p o cxpecations.
Evalusting perodic profit haough feibie bdgetin and varance anayi. coupled
1 postaudis of mjor et decision. s ore complcated spprosch 10 cvl
g ivesmentcener. Howeve, it does help management avid the yopia ofsing
messures such 1 ROL, resiual icomne, d EVA.

importance of Nonfinancial Information

hough fnancal measures such a segment pof, RO, residual icome, and EV;
widely wsd in performance evalution, nonfinancial messues are important s

(easuring Performance in Nonprofit Organizations

men contol i nonprofit organiztion presents  specal chllnge. Such o

rtion oftn e manged by procssonal, such s pysicians n  hospital. Morconer

y people Participalc n bRt oganization t some peronal scrfce, modvaed

“umanitarian or public srvice desl Offn,such eople s e ecpive o formal
rocedure thanthei counerpats n busiess.

“The goss of nonproit orgaizations often e les clse<ut than those of b
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VIR s s of scievement. Fo cxample, on commnty hall enii
s ctablishod i an cconomicaly depresed e wilh hice sated sl

1. Toreduce costs i newby hosptl by providing a lne for peopie 1o use
inscad ofthe hosptalcmergency roo.

“To provid peventiveas wll s thrapeuticcare,and extabish outrach po-
Srams i the communiy.

3. To become fnacially sl sufficien.

2

There i some coflct betwee thee abjectivs,snce gal 2 docs ot povide v
nue o thecener, il goals 1 3 focus o fnancial eficiency. Morcover, e heat
enter wis xtaffcd with physicians who could hve achicved ch restcr ncomes i
vivte practce. The managementcontrol ool described in i ad the ecceding e

apies can be used i oot ocganizatons. Hower,the chalcnges in doing
iy

asuing performance i profit cener o ivesimentcener i made more conplc

 raies of aod or services bevween responsibility coies. The smount char

hen one division sl goods o service 1 anaber divson s caled 3 ranfr price
s price ffcts the profit mesaremnt for both he seling division and he buyin

vision A igh ranso peic result i high prof o h sellin division snd ow prfi
e buying division. A low ransfr prce has the opposite efect. Conscquenly, U

snser-pricing poliy can et the incenivesof sonomous divison manager s e
M whethe 0 make the anses, EXibit 13-6 depicts this scenaro.

Gosl Congruence

Wit shoud b manageme'sgos i seting (st prces o nealy ot
oods o services? n & dcemraaed arganizaion, h managrs o pof cener and
ovcsmentcetes o hav cosidrale aomomy n decding whthr o sccept
c e and whthe by oot rom insde th organizaion o fom oweide
orsxample,» lrge manfacture of e cqipmens slows s Assbly Diviio
manages 1 buy pas shber o
e mamiacuers. Th goal i st

conomous diviion masages o ke dections
urtot th ceral gl of the ogazaton.

Suppos i s n the et et of Sucosst Fod
e for the bk gode peodiced by e Fod
Proceing Diviion's rado Bakry b s 0
e Culf Divsionts sorc n e Tarpa Bey aes. Thus, FORD MUSTANG
£ e i were comried, ukey prochcts woukd

ranserod from the Food Procciag Divison 10
e Gulf Division. Howeer, Suncost Food Coners
Jo"s Gecenrulzed compary and the Gt Divisicn

sanagr i fe to oy aked goods iher o he
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T sppling e general e pricing ol we Wil Gsingal bewea o dfer

o No Excess Capacity _Suppos the Food Procesing Divsion can sl a
T it can poduee o outsick buyers ot & market pric of 11 per rack. Since the
vision can el sl of s production t hs no ecess capacity. Fcess capacity exisi
Jy When more goods can he produced than the producer i sbe o sell, due 0 low|
forthe product
What trsnsier price does the general ruk yied under this scemrio of o excesy
ty? The e price i determined s follow:

ot
S s . T
fazrey

T
ety

“The outay cot incurrd by the Food Procesing Diision n rder o transera i
bread includes the standard varabl production cost of 700 and the standard var
e transportation cos of $.25. The opportuniycos incurted by Suncosst Foud Cente
hen s Food Pocesing Divison rasfes rck of bead 0 the Gulf Division st
selling i n theexlertal maket i the forgone contribuion marginfom the ot sale

10375, Wh docs the company los e e xtcrmal market or exery rack of
ransicred 1 the Gulf Division? The sl s los because there i o exces capoc]
i the Food Processing Division. Eery ack f bread tanseed 10 another compary
Vision esut i ane e rack o e ok n the external market

 Congruence How does the gencal transtericing rule promot gosl cong

£ Sappoe th GulfDiviarts gocry ke co el ot of e for$150,
15 fo a rack of 12 loaves (513 = 12 x S1.50). Wht i the best way for Suncoss Foo
nirs o use the e procducioncapacty nthe Food Procesing Divisio's Ol

e producron cpacity s produce redfor e

GulfDivson. 1 the transer price s st 100, he gencrlrle specfc, osd
rocnc i mainained. The Food Procesing Division manager i willng 1o trumict
o he Gulf Division, bcause the ransler prce of $11.00 s qual t the external

price. The Guf Division manager s willing 0 by the bead, because e dvisio

Al have contrbution margi of 37,00 on ach ack of read ansered (100 sale
e SI100 saser pic).
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Now conidt & feent siuation. Suppose & ol rganizaion akes o pecil
(0 the Gulf Division manager 1 buyseral hundrd lsves o bread 10 el i pro
donalCampsig. The organization fers (0 pay .80 per oa, which s $9.60 p |
a doen louves. What will h Gulf Division manager do? Sh mus ey  ransierpicd
S11.00 per rack, s the Guf Division would ose 140 per ack i the special offe

accepiod (S140 = $11.00 — 59,60, The Gulf Divsion manager will dcline the
peca ffer, s i dcision i he bt rests ofSuncoss Foud Centes s o whle? 1§

offer were sccepted. thecompany 4 4 whole woukd make  posiv contiburion of
2.35 p rack. 35 shown blow.

Comutnn St Fod G O i
e e
-

e just seen (T xternal marke pic of $11.00 pe rack minus  vaiahe cost of
25 per rack cquals 375 per ack) Thas, Suncoast Food Centers is beter o, a1
o, i the GulfDivisio'sspecial offr i rejcted. Once agan,the generl vansee|
i ule resuls i gosl-<ongrucnt decson makin

o Il Excess Capacity Now leschange our basc ssumpion, and suppose
Food Procesing Diviion's Orlando bakery has <xcess poduction Cpaciy. Thi
s hat the ol e fo s e fom al sources, nclading he G o Atlani
Vision and the external marke, s e han the bakry's proucton capciy. Unded
s cenarko of xcesscapaciy,what docsthe genealrule spciy o  anstr prce”

Tt pice = Ouly cost + Opgartuiy cost.
g5 = 9 o+ 0

“The outlaycost i the Food Procssing Division's Orlandobakery sl 5725, since
does o depend on wheihe there i e capacity o no. The oppotuniycos,howd
e, s now 2. There is o opportunity st 0 the company whe  rack o bread i
ndered 1 he Gulf Division, bcause th Food Processng Divisio can il satisfy al

it xtena demad o bread. Thus, the genera ule specfics a ransferprice of 725,
Totlstandard vaialecost of roduction nd ransportaton

oal Congruence Let reconsider what will happen when the Gulf Divisio
nager receives the localorganization'sspecial ofer [y bresd t 9.60 per rack
Gulf Division will now show a positive conribulh of $2.35 per rack on the
pecil onder.
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“The Gl Division manager will accepe the spcial ofe. This decision s also i
bes erests of Suncoast Food Cnten, The campany, s 3 whole b will make

o of $235 per ack on every rack tanserod o the Gulf Division 0 sty
‘special order. Once agai,the gencrsl i pricing rule. mainains gos-congruen
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Notce that he geeral rle yieldsa ransfr price Tt Teaves th Food Procesi
vision manager ndffcrnt s o whether the ransfer will b made. AL transe peicq
$7.25,the contribution 0 th Fod Procesing Diision will b 20 (ranste pice of
25 o vaiable costof $7.25). o avud thi problem, we can viw the gnera ul

in Implementing the General Ruls The gencrl st pricing rle
il Ahvay promote goal-congrucn decsion making i the ale can b mplemenid,
oweve,the rle i ofen difcult o impossibe 0 implement due 10 th difclty of

one poducer. Unde Imperfct competiton,  inge producer or group of procucy
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ing division may provide desig srvice as wel s production of the goods or
ying diision. Wht i e opportniy cot asociaed with ach o these related ot
s of the prodocing divson? I many suchcase, it i ifcult 0 soet oot the opport
iy cos.
“The genral trnstepriing rule provids a good conceptual e for the mans
accountant 0 use in seting trnsfr rice. Moreoer, i many cases, i an b
lemenied. When the genra ule canno be implemenid, orgaizationstr 10 aet
anser-pricng methods, s we shall e hext

ransfers Based on the External Market Price

common approach s o et thetransfer price cqual o the ric n the exiernal mrket
i the Suncost Food Center Hstatio. the Faud Procesing Division would et thd
anser pric for bredat $11,00 pe rack,ince that s the ric the division can bl
0 external market. When the rodacing division hs 0o xcess capacity and petec

ion pevails. where o single produce can affec the ket price. he gneral
anserpricing ule and the extermal marketprice yild te same anserpice. This i
Hustraed for Suncosst Food Centes s fllows:
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= e+ enw-sn =sie
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stress Market Prices _Occasionally an industy will experince  period of g

producive resources deved 1 producing the poduct for anser. Under distresy
ket prices, he producin division manager might pefe 1 move the division ko
profitable product line. Whi such a deciion myght Improve the diison's profi
e sort run,  could e contary 1 hebest terests o the compary oerall. 1 migh
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Lo 1de ou the priod of market e, To cncourage a aonomous division mar
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iated Transfer Prices

sy compunies us gt ransierrics. Diision managens o thee reprsenive

1wy negotste the price s which ransfers will b made. Sometimes they st Wit
external market prce an then make djusments or various esons. Fo example
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T drawbocks someiies charcirie negodsied ansier ices i, iego
o ca lad o diiivencs and competiion between purtcpating dision
s can undermin the spirt of cooperaion ad iy tha 1 desiabe throughout
tion. Second.lthough negotiating skl s valsble managera e, i shou
e the s or dominant factor n evaluaing a diision manager. I (o example,
ing divisions manager s bete negoato than the buyin diision's manager
he producing divisions profit may ook bete tha i houd, simply because of
s supeiornegoiaing abiity.

Service. To lstrue, suppose he Foxd Processing Division hs ccesscapacty
Tranfe pric s st st he standard varisblecos of 125 er rck of b, There

Fullcost = Varbl cost+ Allocaedfxed ovrhesd

5725 porrack + 500000 T
=725 1 kG baded ek ofbead-

= e 2%
=597 perrck

e thi apposch, thetranse pric i st a $9.75 pe rack of brad.

inctionsl Declsion-Making Behavior _Basin ransirpices o full ot
Rrious ik of caing dysunctonal decison-making bhavior. Full os-bacd
pice eud th buying ivision 0 view cot that s e o the company s W
Variablecoss o he uying divisin. This cancause Gy deciion makin.
“To ilstrate, suppose the Food Procesing Division has cxccss capciy, and
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indard versus Actual Costs.
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sl coss. This was (e n ou discusion of the geners rnsfrprcing rule s wel

or cost-bsed transfe price. Tranfer pices should ot be busd on actual coss|

ause such  practice would allow an nelTcent producing diision 0 pass s exesy|
o cotson 10 the buying division inthe rnsfr prce. When sandand costs rq

 in tanserpricing formulas, the baying diviion i ot forced 10 pick up the ab o

producers ineffcency. Moreover, he poducing divson i given an icentve
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fric for e subassembly?

“The compary's management hs n nceniv o st low ransfr prce fo the sl
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Achieving T opimaltsde-lt et sk and centves s & delicie balanci
fct that s the kil and experience of op mansgement.

hough most bsines proessonas hve igh eticalstandard, ther e unfortunely
fhose who wil cut cormers. An ternal controlsystem s desiged 0 provide rsson-
e sssurance of the achievement of objctives n (1 he efectivencss and efficiency
pertions; 2 lisbity of inancal epostin: and 3) compliance wit Laws snd egula{

Jons. niernal contrl procedures re des gl 1 preven he major lases i rsponsibl
behavior dscrbed below.

Fraud _Theft o misuse ofa organiztion's esources consiuesfad, To prevent |
e, oantzatios stablsh welldeined procedures tha presrie how valabi
Jesoutces will b handied. For example, many organizatons require sl checks sbove
particular amount o be suthorized by wo peopl.

Financial Misrepresentation _Incral conolsysems sl ae designed t preven
fnanagers fom iniotonally (o accidenaly) missaing an orgsnizaton’s iancia]
feconds Most compunics hive an el ailt Ao, which reviews fnancal roord
oughout th oganizion o cnsue tei sccuscy. (Appendis | xples the S|
[y Act and nernal controls over fnancial reporin. )

lgaloltcalcampsigncontributions.
ind ickbacks constiute coruprion. Most organizations have itermal control
Pprocedures and codes of conduct 0 prevent and detet corrupt practices. For example,
nany orgaizaions forbidtei purchsing personnel{rom accepin gifts r ratuie
rom the sles personncl with whom hey conduct busines. The Foeign Coru
[ . pused by the US. Congress in 1977, peobibits & varicly
orrupt ctices in foreign business opersions. For cxample. the law proibis
mpany's management from bribing offcals f 3 orcgn overnment i retue f

Unauthrized Action Somtines a wel-mesning cployee
htion that i o el or ven uncthica, but s contrary 10 the rganizaton’ pol-
s Itenal control procedures o e desgned 10 deiect and prevent unauthorzed
Ktion by an organizaton' cmployees, when those actions could reflet unfvorshly
fhe organization. For cxample, s compary may prohii s mployees from using com{
pany fcilies o  ally n support o  comronrsal secal case

An intcrnal contrl sysem contiutes n nicgral part of n oganization's fforts
Jchcve i gl To b efecive, intcrnal contrl procedures reqre wp anagement’s
ull soppor nd inolerance of irionalviolaions
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Explain the rok of managerial accouning i achieing goal congruence.

ompute an invesimen centers fetum on nvestment (RO esidual ncome (R).
ind economic value added (EVA).

Explain how a manager can improve ROI by increasing eiher the sales margin or
aptal tanover.

crbe some acvantages and disacvantages of boih ROl and resicul income
5 disonal performance measures.

Felain how to easure a disionsincome and invested capial
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parts manfactred i one division f ercrl ot re thn ransred 0 ot
ivision that acmble sehicks.

“The price i which product o srvices are transered between two sburits n

Siven autonomy t make decisons fo hee subunis. Decentralzation ke v
£ of the spociaiaed knowledge and skl of manager. permits n orgnizaion
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o quicly o evens, and elieves op managerne o e necd 0 diec e orge

concerned wih th prformance ofthee own suboit han withthe et of
enire organiztion. The behaviorl challcnge in desgning any management conto

T e i el b el e pensbliy e e vers
extent i which it diects managers” fforts iowand oraiztional goas. Thus, (b

an onganization begin its operatons, it i usually small and decsion ki

ly s cemrlized The chiel execuie can control operaions witbou 4 for|

esponsibly-accounting sysiem. I s relatively casy i small orgaizaton
outine operatons through fuce-t>-face contact it

g ystems re ctalished 0 econdevens nd provid the ramework o ner{
and external inancial repots. Bets become necesary (0 plan the orpmization's
vty As the organization ains xperince i roducin it goods o services, cos

cemers,revenue cenen.profil cence,and nvetmentcence,and develop appo|
e performance mesures for cach subuni

“Thus, an orgaizatio'saccouningsnd managerialcontrol sysems ususly adap
ome more comple he oxganzation grows and changes
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feasuring Performance In Investment Centers

i our stody of investment-center performance evahuion, we willocus on Suncous
Centers. This Floidachin o retal grocery siores has thre divisions, s depicied
e organizaton chart n Exibi 131
“The Gulf and At divisions consst ofidividual grocery stores located in s

Al disions a ranser rces ctablhed by he corpore conrlle’s o,
Suncoust Food Cener’ trce ivsions ae nvestment cenens. This responsbily
ncr deigntion i pproprse, ecaune cach division manager as he sutbority
deciions tha e bothprofit ad nvestedcaptl. Forexample, the Gul Diviir
approves the ovealpricng policie n the Gulf Divson's ires, and lso
utonomy 1 sign conirce 0 by food and o products fo resale. Thes actiond

iy and usng i invested capial a cfctvely o possible. Manageral accountand
thce difrent meaures o evalat the performance of inyestment ceniers: etue o
ment (RO, esidual income (KD, 4 cconomic vlue bdd (EVA®). (EVA® is

o v (RO = —IoEame
Retur on nvestment (ROD
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T s et year s ROTcalcltions o Suncosst Fo Ceters ree dviions e

Rewnon
invesmnt (ROD

Notce how the RO caularion forcachdivsion skes it accouns ot divisiona
and the capial Invesed i e division. Why s his mportan? Suppose cac|
vision were cvalusted only o the i o s divisional profi. The Alnic Divisior
pored  bighr divisions proftthan th Glf Divson. Docs this mean the At
Wision peformed bete than te Gull Division? The answer s ho. Altbough thd
e Divison' proit exceeded the GulfDivision'spoft, the At Division use|
much arer amount of inestd cpital car s rofit. The Adanic Division's st
morethn two timesthe ssts o the GulfDivson.
Considerin the reltve siz of the two divisons we shoukd expectthe At
wisio 1o carm g profi than th Guf Division. The important uestion is od
"o profi ach diviion carned, bt rther how efectvely cachdivison wsed ]
fed capia 1o ca  prof.

tors Underlying ROI We ca rewrit the RON formula s fllows:

Retur o avesme =

acome __ oo Saes e

Tovesed capl ~ el revee vt copial

i that the sales revene trm canelsout n the denominaor and umerator wher
o right-hand fracion are mulipled.

‘Wi the RO formul in i way ighlghts the oo tht deermie  division's

1w o ivestmns Icome divided by as evenue i calld he sales margin. Thi

e messure he percentage ofcch s olla that e s profit afer ll xpensc
covere. Sals e divided by imestd cpial s called the capitalturnover, T

e
e o
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sl evenue). Thus, cch dollarof divisonal sals resled n  ive-cent proi. The
vision's cpita mover wa 3 (860,000,000 f sl revue + 20,000,000 of vesied
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