DIVISIONAL PERFORMANCE MEASUREMENT

A.
Objective:  The objective is to develop performance measurement systems for divisions that are significant investment centers in large organizations.  Such systems should: (1) provide information for economic decisions, (2) facilitate the control of division operations, (3) motivate managers to achieve high levels of divisional performance so as to further the objectives of the entire organization, and (4) serve as a basis for evaluating the performance of divisional managers.

B.
The nature of divisionalization

1. As a special case of decentralization, divisionalization represents the concept of delegated profit and, to some extent, investment responsibility.

2. Divisions usually perform many of the basic business functions themselves – planning, production, accounting, marketing, and some financing activities.

3. Definitions:  A segment of a business is recognized as a division when it exercises responsibility for both producing (or purchasing) and marketing products or services.  Normally a division has some control over both sources of supply and the customers served.  A segment is recognized as an administered center when it is a captive customer of other units within the same economic entity.  A division has more of an independent business unit than an administered center.

C. Reasons for divisionalization

1. Work sharing is one very simple reason for delegating decision-making authority.  As firms become larger, and serve more diverse markets, the decision-making process can become bogged down and out-of-touch if it is center in a few individuals.  Committees are utilized in order to coordinate information and to improve decisions in place of individual executives.

2. Divisionalized operations make use of specialized skills such as knowledge about a particular product, a particular type of customer, a market or a geographic area.  The idea is to better utilize specialized knowledge by letting the managers with the specialized knowledge make more decisions.

3. Greater manager motivation is believed to result when the creative talents of responsible individuals can develop in a climate of individual responsibility, authority and dignity made possible by the decentralization of decision-making authority.

4. Divisional operations provide a good training ground for top management positions because a division manager has the opportunity to make a variety of decisions which would not be possible in either functional areas or in positions of limited responsibility.

5. Since much of managerial activity is directed toward the problem of generating income, the establishment of profit centers in the form of divisions makes it possible to evaluate managers on their ability to generate income from operations.

6. The chain of command shortened in divisionalized operations since most decisions are made at the division level or below.  Therefore, a divisionalized company should be more responsive to market changes and to production developments than a centralized company.

7. Much of the information used in the management of a company is developed at lower levels in the organization.  Therefore, decentralization has the effect of moving decision points closer to the sources of information for those decisions.

D. Conditions necessary for divisionalization to succeed

1. Each division should be sufficiently independent of other divisions with respect to both production activities and marketing activities to make its separate profit responsibility a meaningful reality.

2. In order for the company to prosper as an economic entity, a certain amount of cooperation and interdependence among the divisions is necessary to achieve corporate goals.  The objective is to fully exploit opportunities for operating, investment, and product-line synergies.

3. Relations between divisions must be regulated so that no division, by seeking its own profit, can reduce that of the corporation.

4. The corporate administration must maintain some self-restraint in issuing directives to division managers to ensure division managers are making decisions and not just administering decisions made at a higher level.

E. Problems associated with divisionalization

1. Divisionalized administrative systems are more expensive to operate, so that the benefits must outweigh the added costs.

2. It requires more administrative talent to operate a firm.  Sufficient talent may not be available at any one point in time.

3. The top management skills needed to run a divisionalized firm are different than the skills needed to run a centralized firm, so top management personalities must be consistent with the organizational structure adopted.

F. Division of Authority Between Staff Departments and Divisions

1. Staff functions at the division level have two bosses in a sense, the divisional general manager and the corresponding staff group at central office.  It is customary to require division staffs to at least consult with central staff experts.

2. Purchasing – Master contracts may be made by central purchasing and most information collected centrally.  This does not preclude specific terms being set at the local level, taking advantage of specialized knowledge and needs.

3. Marketing – Pricing decisions are made centrally in many divisionalized firms and at the division level in other firms.  Likewise, advertising may essentially be under the control of a central staff, which obtains budget approval from the DGM, or the division may have responsibility for divisional advertising.

4. Economic forecasting – General forecasting is almost always done at the corporate level but divisions in specialized market will normally survey their own markets and these surveys used at various levels of planning to supplement corporate forecasts.

5. Research – Fundamental research is usually carried out in a central research facility under contract with division or at corporate expense.  Applied research is more likely to be carried out at the divisional level or in one portion of a central facility.

6. Employee Relations – Union recognition policy, pension plans, vacation policy, employee insurance programs and executive development are usually administered at the central office.  Routine training is usually done at the division level.  Labor negotiations depend on the unions involved and the extent to which various divisions employ members of a common union, etc.

7. Public relations – Primarily a centralized function.

8. Legal services – Almost always centralized with perhaps a legal staff member in residence at each major division.

9. Financial Services – Treasury functions are usually centralized, especially cash management.  The handling of billing and accounts receivable varies, but actual money collection is usually centralized.

10. Insurance – is usually purchased centrally to achieve more favorable costs.  Typically, coverage is standardized.

11. Controllership – functions are often split between the central office and the division.  The centralization of computing and the information needs of management often result in a centrally specified account structure and reporting system.

G. Typical constraints on divisions

1. Product price and (approximate) mix decisions may be made by or require approval by central management.

2. Interdivision transfers within the company may inhibit the product mix decisions of one or more division managers.

3. Centralized financing decisions influence if not determine the overall levels of divisional investment.

4. Centralized approval of capital expenditures influences the rate of growth and composition of divisional investment.

5. Corporate R & D budgets determine research directions and influence product innovation.

6. Corporate advertising and promotion programs influence product demand levels.

H. Types of performance evaluation

1. Economic (Activity) Evaluation is concerned with the measurement of the economic productivity of a division relative to both other divisions and other forms of investment.  Economic performance evaluation should help managers make investment-divestment decision.

2. Operations evaluation is concerned with the day-to-day monitoring of operations vis-à-vis competitors and planned results.  This score-keeping and attention-directing information is of primary interest to the responsible divisional managers.

3. Managerial evaluation is concerned with the measurement of the performance of individuals as managers of divisions.  This score keeping information is of primary interest in the periodic planning and performance review cycle which influences the systems of rewards.

I. Dimensions of Economic Performance

1. Return per dollar invested relative to the time invested in terms of purchasing power (price-level adjusted cash) flows.

2. Timing of the returns on investment.

3. Risk of the returns on investment.

J. Economic Decision Criteria

1. The generally accepted approach is to maximize the net present value of future purchasing power flows at a level of risk, which depends upon the investor’s utility function.

2. Operationally, risk and return are measured separately or the certainty-equivalent purchasing power flows are discounted at the cost of capital to determine a net present value.

K. Divisional Performance Measures

Primary approaches to divisional performance measures.

1. Return on investment (ROA).

a.
Definition:  Return on investment is income from operations or some other measure of return dividend by: (1) total operating assets,  (2)  total operating assets less current liabilities, or (3) net operating assets.
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b. Strengths:

(1) The amount of return (earnings) is related to the investment base required to generate that return.  Thus, the emphasis is on the rational allocation of scarce capital resources.

(2) ROA normalizes the size effect since it is a ration.  This, we can compare entities of different sizes.

(3) As a percentage-return measure, ROA is comparable to cost-of-capital and market rate of return measures.

(4) Changes in ROA will lead to changes in EPS.  Thus, achieving ROA objectives consistent with a firm’s cost of capital will lead to the achievement of desirable levels of total earnings, EPS and corporate ROA.

c. Weaknesses: 

(1) There is no incentive for a division to expand to the point where the marginal return on investment equals the cost of capital.

(2) ROA can be improved by selling low-return but acceptable projects.

(3) As an accounting measure, ROA has all of the defects of such measures.

2. Residual Income  (RI)

a. Definition:  Residual income is net operating income or net after-tax earnings plus interest (net of the tax effect) less the desired rate of return on investment multiplied by the amount of investment

b. Strengths:

(1) The amount of return (earnings) is related to both the investment base required to generate that return and the required rate of return on investment (cost of capital).  Thus, the emphasis is on the rational allocation of scarce capital resources.

(2) Residual income focuses on the magnitude of income earned in excess of the cost of capital.  Some writers believe managers are primarily interested in magnitudes, not rates of return.

(3) RI is more early consistent with the net present value method of selecting capital investments, the preferred method in theory and practice.

(4) RI converts the interest computation to a periodic flow measure which quickly translates into it effect on residual income.  Thus, it is easy to translate a change in the cost of capital into its effect on residual income, a flow measure.

(5) The method by which RI is calculated lend itself to the use of different required rates of return for activities with different risk levels.

(6) Changes in RI will lead to changes in EPS.  Thus, achieving RI objectives will lead to the achievement of desirable levels of total earnings and EPS at the corporate level.

c. Weakness:

(1) As an accounting measure, RI has all of the defects of such measures.

3. Profit Margins (PM)

a. Definition:  Profit margin is some measure of return, usually net operating earnings after tax, divided by sales revenue.

b. Strengths:  

(1) Profit margins are sensitive to changes in revenues and expenses, which both require careful planning and control on a continuing basis.

(2) Changes in profit margins are the primary determinant in changes in ROA.

c. Weaknesses:

(1) Focusing on profit margins ignores the capital required to generate those margins, which may result in a misallocation of product-market resources.

(2) As an accounting measure, PM has all of the defects of such measures of revenue and expense.

4. Investment Intensity (Asset Turnover)

a. Definition:  Investment intensity is a ratio measure of the relationship between sales revenue and the dollar investment in assets required to generate those sales.

b. Strengths:  

(1) Asset utilization is conceptually an important component of ROA management.

(2) Asset utilization is a familiar concept.

c. Weaknesses:

(1) Asset utilization is a means to an end, not an end in itself.

(2) Asset utilization does not seem to vary much over time.  That is, changes in asset utilization are not a major factor in changes in ROA based on empirical studies of changes in ROA.

L. Limitations of Accounting Measures of Performance

1. Due to timing differences between cash flows and income flows, performance is being measured on a basis that may be inconsistent with the investment criteria in use by management and by investors in the firm.  Accounting Measures of Performance

2. Accounting measures are relatively insensitive to the time-value-of money except that portion reflected by the explicit interest cost.

3. Accounting measures are relatively insensitive to sudden shifts in risk level although various measures of risk tend to be correlated over time.

4. Changing price levels can “cover-up” poor sales and earnings growth and make comparisons more difficult.

5. Unrealized changes in resource prices are extremely important in some situations but are reported on a limited, ad hoc basis.

6. Depreciation patterns tend to overstate the trend in ROA and RI especially if they are calculated on net investment.  The annuity method of computing depreciation is an exception.

7. Depreciation alternatives and other allocation problems tend to make comparability difficult.

8. For short and intermediate periods, accounting measures of corporate performance may provide inconsistent signals.  The most troublesome inconsistency is between ROA and EPS.

a. Divestments

b. Stock-for-stock mergers

c. Investment timing

9. There are a number of different measures of investment that may be used to compute ROA and RI

a. Traceable assets – All assets specifically identifiable with the investment center, regardless of their location.

b. Controllable investment – All assets controllable by division management, less any current liabilities within its jurisdiction.

c. Total assets – All assets of the investment center including a share of centrally administered assets.

d. Net investment – The division’s share of total assets less non-interest bearing current liabilities.

e. Stockholders’ equity – The owner’s prorate share of the investment in divisional assets.

10. Asset (investment) measurement problems include:

a. Centrally administered assets.

b. Changing resource prices can “cover-up” marginal investments.

c. Defining the investment base to properly include relevant assets and liabilities (lease, intangible assets, software, etc.)

M. Added consideration regarding ROA and RI

1. Many no-return projects are required to satisfy health and safety regulations.  Since discretionary capital expenditures must compensate for these no-return investments, marginal or low-return projects are not likely to be a problem.  To achieve even modest average rates of return requires investment in high return projects at the margin.

2. Disinvestments are highly visible and cannot easily be undertaken without justification to superiors.

3. The focus should be on budgeted ROA and RI, not on last year’s or some other entity’s results.  Plans and budgets should reflect revised operating and financial circumstances.  This reduces the impact of many of the disadvantage outlined above.

4. Profit planning and control systems are being used to monitor divisional performance in many industries.  These systems provide for a much more detailed review process and are not subject to the abuses that global measures of performance may engender.

N. Market Share

a. Definition:  In general, market share is the proportion of total sales for a market that is provided by a single entity.

(1) Sales may be measured in dollars or units based on orders, invoices, consumer purchases or consumer use.

(2) Markets may be defined based on physical product features, substitutability at the consumer level, distribution method or shelf-space competition.  Further partitioning may be required.

b. Objectives:

(1) Achieving a large market share may be, in part, a stylistic objective.

(2) Achieving a large market share is a relevant performance objective because it is strongly related to profitability.

c. Strengths:

(1) Market share is clearly related to profitability.

(2) It can be measured readily.

(3) Market share is a familiar concept.

d. Weaknesses:

(1) Product quality is a means to an end, not an end in itself.

(2) Quality is not easily measured but some ranking is usually possible.

O. Relative product quality

a. Definition: Product quality has to do with the reliability, expected repair costs, and effectiveness in use, relative to competitive products.

b. Objectives:

(1) Producing and selling quality products may be, in part, a stylistic objective.

(2) Developing quality products is a relevant but indirect performance objective because product quality is associated with profitability as measured by rate of return.

c. Strengths:

(1) Product quality is clearly related to profitability

(2) The concept of quality is easily understood and is valued socially.

d. Weaknesses:

(1) Product quality is a means to an end, not an end in itself.

(2)
Quality is not easily measured, but rank-ordering is possible.
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