Decentralization & Segment Evaluations

Companies are organized along a continuum of responsibility from highly centralized, where all decisions are made by top management, to highly decentralized, where most decisions are made at lower levels of management. 

Some of the advantages of decentralization are that top management has more time to concentrate on overall strategy and those lower-level managers who are given the authority to make decisions gain experience and more job satisfaction. The lower-level managers often have better information and can respond more quickly to customers.

Some of the disadvantages of decentralization are a lack of coordination among the various managers. The lower-level managers may not see the big picture or may not have the same objectives as the organization as a whole. It’s may also be more difficult to spread innovate ideas to other areas of the company.

A decentralized company has three kinds of responsibility centers. 1) A cost center manager is responsible for controlling costs and is evaluated using cost variances. An example of a cost center manager is an HR department manager. 2) A Profit center manager is responsible for generating a profit and is evaluated using cost variances, revenue variances and income. An example of a profit center manager is a product manager.  3) An investment center manager is responsible for controlling costs, revenues, and investments in operating assets. This manager is evaluated using Return on investment (ROI) and residual income (RI). An example of an investment center manager is the VP of operations. 

A decentralized company is divided into segments. These segments may be geographic areas, products, departments, individual stores, etc. A segment is any part of a company that we want cost, revenue, or profit data about. A segment margin income statement can be prepared using the contribution format. The fixed costs are further split into traceable fixed costs and common fixed costs. Traceable costs occur because a segment exists. Those costs would not be incurred if the segment was discontinued. Common costs would be incurred whether a segment is eliminated or not. Whether a cost is traceable or common depends on the segment being evaluated. A landing fee is traceable to a particular flight, but is not traceable to any particular passenger, or class of passengers.

Segment margin income statement
	
	
	Television Div.
	Computer Div.
	Company

	Sales
	$300,000
	$200,000
	$500,000

	Less variable costs
	 (150,000)
	   ( 80,000)
	 (230,000)

	Contribution margin
	  150,000
	   120,000
	  270,000

	Less traceable fixed costs
	   (90,000)
	    (80,000)
	(170,000)

	Segment margin (Division margin)
	   $60,000
	   $40,000
	  100,000

	Less common fixed costs
	                          
	
	    (25,000)

	Net operating income
	
	
	$   75,000



The segment margin can be used to measure the long-run profitability of a segment. Notice that the common fixed costs are subtracted only from the company total. They should not be allocated to the segments because the managers have no control over them. Traceable fixed costs can become common if a company is divided into smaller segments. The company makes regular and big screen televisions (two product lines).

	
	Regular
	Big Screen
	Television Div.

	Sales
	$200,000
	$100,000
	$300,000

	Less variable costs
	   (95,000)
	    (55,000)
	 (150,000)

	Contribution margin
	  105,000
	     45,000
	  150,000

	Less traceable fixed costs
	   (45,000)
	    (35,000)
	   (80,000)

	Segment margin (Division margin)
	   $60,000
	     $10,000
	     70,000

	Less common fixed costs
	                          
	
	    (10,000)

	Net operating income
	
	
	$   60,000


Companies in the US are required to include segmented financial data in annual reports using the same method that they are used for internal segmented reports. But the contribution margin approach to segment reporting doesn’t comply with GAAP. Some managers will prepare their segmented statements using the absorption costing method. 

For internal purposes, costs for a segment should include those incurred from the entire value chain (R&D, product design, manufacturing, marketing, distribution, and customer service).

Common costs should not be allocated to segments because they may make a segment appear unprofitable because it has been charged costs that would be there regardless and it forces managers to be held accountable for costs they have no control over.

ROI: Investment centers can be evaluated using Return on Investment (ROI). ROI = (Net operating income) / (Average operating assets

Net operating income = income before interest and taxes (EBIT—earnings before interest and taxes)
Average operating assets = cash, accounts receivable, inventory, plant and equipment, and other productive assets. Most companies use the net book value of depreciable assets to calculate the average operating assets. Net book value = cost minus accumulated depreciation.

The DuPont Company developed a way to separate ROI into two parts, Margin and Turnover, to provide more managerial information. 
Margin = (net operating income) / Sales		Margin tells you how much profit you generate from sales
Turnover = Sales / Average operating assets	Turnover tells you how many sales you can generate from
						The assets you own.
ROI = Margin x Turnover
	
There are three ways ROI can be increased: by increasing sales, decreasing expenses, or reducing assets.

	Net operating income
	$30,000
	Sales
	$500,000

	Average operating assets
	$200,000
	
	



Margin = $30,000 / $500,000 = 6%
Turnover = $500,000 / $200,000 = 2.5
ROI = 6% x 2.5 = 15%

Disadvantages of ROI: Managers may not know how to increase ROI (but balanced scorecards can help). There may be committed fixed costs that they have no control over. And projects that would be good for the company as a whole may be rejected if they are not as high as the segment’s current ROI.

Advantage of ROI: Being in percentage form makes it easy to compare segments of different sizes.

RI: Another way to evaluate investment centers is with residual income (RI). 

RI = Net operating income – (Minimum required return) x (average operating assets)
A positive RI indicates the segment has earned more than the required amount. A zero RI means the segment earned exactly the required return. A negative RI indicates the segment has earned less than the required minimum.

In the above example, if the company required a minimum return of 12%, 

RI = $30,000 – (12%)($200,000) = $30,000 - $24,000 = $6,000

Managers evaluated using RI are more likely to accept any project that earns more than the minimum required return even if it doesn’t earn as much as the segment’s ROI. However, segments of different sizes cannot be compared.

Balanced Scorecard

The concept of Balanced Scorecards was developed in the mid 1990’s by Norton and Kaplan of the Harvard School of Business. The belief is that a company should not be evaluated just on “the bottom line”, or net income. In order to grow and prosper, a company should achieve its strategic goals in 4 key areas. 

Learning and Growth: In this area, the company aims to grow its employees’ skills and improve its retention of employees. It’s costly to hire new employees, and less so to keep old ones who have skills and knowledge of the business.

Internal Business Processes: In this area, a company should be striving to make itself the best it can be—and then continue improving. The better, faster, more efficiently it can produce quality products, the more it should be able to please customers.

Customers: In this area, a company should be striving to not just satisfy, but elate, customers. They should also try to maintain current customers since it’s cheaper to keep a satisfied customer than to find a new one or to woo back one who’s been dissatisfied.

Financial: Of course, the company must keep an eye on the financials as it always has. But this should not be the sole measurement of success.

The company would use graphics, including charts and graphs, to inform employees of progress, or lack of it, in all these areas.

The internal business processes, customers, and financial areas reflect the vision and strategy of the company. A company would integrate its strategy and goals in developing their performance measures. Non-financial measures are included because financial measures only reflect past actions. Also usually only the top managers are responsible for financial measures. Lower-level managers may not be aware of them or have any control over them.

Cause and effect relationships should be reflected in the choice of measures. Try to find a specific action that will result in the desired outcome. 

The company as a whole, departments and other segments, as well as individuals can develop balanced scorecards. Incentives can be tied to these performance measures.




