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I.
LEARNING OBJECTIVES

1. Select financial and nonfinancial performance measures to use in a balanced scorecard.
2. Examine accounting-based measures for evaluating business unit performance, including return on investment (ROI), residual-income (RI), and economic value added (EVA®).
3. Analyze the key measurement choices in the design of each performance measure.
4. Study the choice of performance targets and design of feedback mechanisms.
5. Indicate the difficulties that occur when the performance of divisions operating in different countries is compared.
6. Understand the roles of salaries and incentives when rewarding managers.
7. Describe the four levers of control and why they are necessary.
II. CHAPTER SYNOPSIS

This chapter moves the discussion of performance evaluation and the balanced scorecard from a company perspective to the subunit and to individual performance evaluation. In addition, the chapter presents six steps for designing an accounting-based performance measure. Four financial performance measures are: return on investment (ROI), residual income (RI), economic value added (EVA®), and return on sales (ROS). The link between compensation and management control systems is discussed, along with the role of management accountants in helping organizations design better incentive systems. The chapter also presents the four levers of control—diagnostic control systems, boundary systems, belief systems, and interactive control systems—and why they are necessary.

III. POINTS OF EMPHASIS

1. This chapter incorporates the balanced scorecard for subunits. Help the students realize that the balanced scorecard concept can be applied in a number of situations, from subunits to individuals.

2. Accounting-based performance measures can be good indicators of the progress the company is making toward its goals and objectives. The students should understand each of these—ROI, RI, EVA®, and ROS—and what each measure shows. In addition, emphasize the usefulness of the DuPont approach to ROI.

3. Students do not have to fully comprehend how to deal with international issues such as those discussed in the text. However, they should be aware of them, along with the issues faced in performance evaluations when the results are expressed in a currency other than U.S. dollars.

4. The final section of this chapter (and book) covers levers of control. As the last section, it frequently gets overlooked. However, there are some important points that students need to be made aware of that are included in this section. Try to give adequate time to the discussion of these issues.
IV. CHAPTER OUTLINE

	LEARNING 

OBJECTIVE
	1

	Select financial performance measures

… such as return on investment, residual income

and nonfinancial performance measures to use in a balanced scorecard

… such as customer satisfaction, number of defects



	


1.1
This text has already discussed the balanced scorecard for the entire company, but today organizations are increasingly presenting financial and nonfinancial performance measures for subunits in this type of report.

1.2
The measures used to evaluate subunits are similar to those in a scorecard for the entire company. For example, a hotel chain might use the following measures:

· Financial perspective—stock price, net income, return on sales, return on investment, or economic value added

· Customer perspective—market share in different geographic locations, customer satisfaction, and average number of repeat visits

· Internal-business-process perspective—customer-service time for making reservations, for check-in; cleanliness of the hotel and rooms; quality of room service; time taken to clean rooms; quality of the restaurant experience; number of new services provided to customers; and time taken to plan and build new facilities

· Learning-and-growth perspective—employee education and skill levels, employee satisfaction, employee turnover, employee training, and information systems availability

TEACHING POINT. Brainstorm the balanced scorecard with the students. Have them identify how some of these measures can be quantified to demonstrate progress (or lack of it) toward an objective. Additionally, have them identify what measures might be appropriate for other businesses and how these measures can be adapted for subunits.
1.3
There are several steps involved in designing accounting-based performance measures:

Step 1:
Choose Performance Measures that Align with Top Management’s Financial Goals. Ask: What is the best measure of a subunit’s financial performance (operating income, net income, return on assets, or revenues)?

Step 2:
Choose the Details of Each Performance Measure in Step 1. Ask: Should these measures be calculated annually or for a multiyear period? Should assets be defined as total assets or net assets, and should they be measured at historical or current cost?

Step 3:
Choose a Target Level of Performance and Feedback Mechanism for each Performance Measure in Step 1. Ask: Should subunits have identical targets such as the same required rate of return on assets? How frequently should performance reports be sent to top management—daily, weekly, or monthly?

Refer to Quiz Questions 1 and 2



                       Exercise 23-33
	LEARNING 

OBJECTIVE
	2

	Examine accounting-based measures for evaluating business unit performance, including return on investment (ROI),

… return on sales times investment turnover

residual income (RI),

… income minus a dollar amount for required return on investment

and economic value added (EVA®)

… a variation of residual income



	


2.1
Four measures are commonly utilized to evaluate the economic performance of company subunits. Three of these are investment measures—return on investment, residual income, and economic value added. A fourth measure, return on sales, does not measure investment. These will be discussed in this chapter.

2.2
Investment refers to the resources or assets used to generate income. Comparison of operating income is an insufficient measure; managers must determine if the division generates sufficient operating income relative to the investment made to earn it.
(Exhibit 23-1 displays 2012 financial data for Hospitality Inns.)

2.3
Return on investment (ROI) is an accounting measure of income divided by an accounting measure of investment:

Return on Investment = Income/Investment

2.4
It should be noted that ROI is another name for the accrual accounting rate-of-return (AARR) discussed in Chapter 21.

2.5
ROI can provide more insight into performance when it is presented in its expanded view, also known as the DuPont method of profitability analysis.
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which is also written as

ROI = Return on sales ( Investment turnover
2.6
Note that the first measure in the expanded view is return on sales. The second measure is asset turnover. When combined, they equal the return on investment.

TEACHING POINT. Illustrate the expanded view of ROI. Parts of Problem 23-32 lend itself to this illustration. Point out that this view helps the manager to see if the subunit’s greatest need is to improve the return on sales or if they need to work on the efficiency with which they utilize their assets. 

2.7
Residual income (RI) is an accounting measure of income minus a dollar amount for a required return on an accounting measure of investment; that is, residual income is net income for the subunit minus a charge for the use of assets (investments).
Residual Income (RI) = Income – (Required rate of return × Investment)

2.8
The required rate of return is the minimum acceptable return the company seeks on its investment in the subunit. The required rate of return multiplied by the investment equals the imputed cost of the investment.
2.9
Some managers prefer RI as it allows them to focus on absolute dollars of return, as opposed to a percentage return. This approach is more likely to achieve goal congruence as a measure of the subunit manager’s performance.

TEACHING POINT. As with ROI, illustrate the computation of RI. Again parts of Problem 23-32 may be used for this illustration.

2.10
Economic value added is a specific type of residual income calculation that is used by many companies. Economic value added (EVA®) equals after-tax operating income minus the weighted-average cost of capital multiplied by total assets minus current liabilities.

Economic value added (EVA) = After-tax Op. Inc. – [Weighted-average cost of capital ( (Total assets – Current liabilities)]
TEACHING POINT. Due to the number of items in the (EVA®) computation, students will tend to lose track of how this is calculated. They will comprehend it much quicker if they are presented with an illustration rather than just a formula. Now that ROI, RI, and EVA® have been discussed, their calculations can be presented by demonstrating an example such as Exercise 23-18.

2.11
Return on sales (ROS) is the fourth commonly used measure and has already been covered as a component of ROI in the DuPont method. ROS measures how effectively costs are managed. However, to evaluate overall performance ROI, RI, or EVA® is more appropriate as they consider both income and investment.

Refer to Quiz Questions 3 through 7           Exercises 23-16, 23-17, 23-18, 23-19; Problem 23-25
	LEARNING 

OBJECTIVE
	3

	Analyze the key measurement choices in the design of each performance 

… choice of time horizon, alternative definitions, and measurement of assets

	


3.1
Step 2 of designing an accounting-based performance measure includes choosing the time horizon; an element of the details of each performance measure. The measures covered represent the results for a single period, usually one year. Because managers may be inclined to take actions that favorably affect the short run but are detrimental to the long-run interests of the company, many companies evaluate subunits on these measures over multiple years.

3.2
Also in step 2, managers must define the terms being utilized. Four methods of defining investment are frequently used.

· Total assets available. All assets regardless of their intended purpose

· Total assets employed. Total assets available minus idle assets and assets purchased for future expansion

· Total assets employed minus current liabilities. Total assets excluding assets financed by short-term creditors
· Stockholders’ equity. This is calculated by assigning liabilities among subunits and deducting these amounts from the total assets of each subunit

3.3
For ROI or RI, companies frequently choose to define investment as total assets available. EVA® users would normally use total assets employed minus current liabilities.

3.4
To accurately design accounting-based performance measures, we must consider different ways to measure assets used in investment calculations. Current or historical costs are commonly used measures.

3.5
Current cost is the cost of purchasing an asset today identical to the one currently held or the cost of purchasing an asset that provides services similar to the one being held if an identical asset cannot be purchased.

(Exhibit 23-2 illustrates the calculation of ROI using current cost estimates.)

3.6
Historical cost can include original cost or net book value. Proponents of gross book value claim it enables comparisons on ROI across subunits. Using net book value masks a decline in earning power as the asset base is declining. Proponents of net book value maintain it is less confusing as it uses amounts consistent with balance sheet presentation and is consistent with income computations that include depreciation as an expense. Net book value is the measure most often used.

Refer to Exercise 23-23; Problem 23-28, 23-29
	LEARNING 

OBJECTIVE
	4

	Study the choice of performance targets and the design of feedback mechanisms

… carefully crafted budgets and sufficient feedback for timely corrective action

	


4.1
Step 3 involves setting the target or budget for the measures previously chosen. This comparison of budgeted against actual results can be extremely useful. However, managers must be careful to tailor a budget to the particular subunit, accounting system, and performance measure in order to obtain useful results.

4.2
Continuous improvement is a popular way to establish targets with measures in each of the balanced scorecard perspectives.

4.3
A final, critical step involves the timing of feedback. Timing depends on three factors:
· How critical the information is for the success of the organization

· The specific level of management receiving the feedback

· The sophistication of the organization’s information technology

TEACHING POINT. Timely feedback that is not useful is a waste of resources. A large downtown hotel had a sophisticated information technology system and was able to generate numerous reports, including a daily projected income statement for the month. It was not uncommon to visit the office of a member of top management and see a stack of these reports on a table in the corner of the office, untouched. Guard against giving too much information and seek to provide information that is both useful and timely.

Refer to Quiz Question 8
	LEARNING 

OBJECTIVE
	5

	Indicate the difficulties that occur when the performance of divisions operating in different countries is compared

… adjustments needed for differences in inflation rates and changes in exchange rates



	


5.1
Companies face additional difficulties when divisions are located in different countries. These difficulties will require adjustments in order to compare performance measures. Some of these issues are:

· The economic, legal, political, social, and cultural environments that differ significantly across countries.

· Government controls on prices and products including customs, tariffs, and duties.

· Availability of materials and skilled labor as well as costs of materials, labor, and infrastructure may differ significantly across countries.

· Divisions operating in different countries account for their performance in different currencies. Inflation and changing foreign-currency exchange rates affect performance measures.

5.2
In calculating ROI in a foreign country, decisions must be made regarding which currency to use, along with the appropriate exchange rate.

5.3
When one currency declines against the dollar, it may correspond to high inflation in the foreign currency. As a result, historical operating income and ROI’s will be higher. Inflation clouds the real return on assets and makes direct comparisons difficult.

5.4
If the exchange rate that prevailed at the time the assets were acquired is used, the inflation effect will be minimized, so this rate should be used to convert the assets to dollars.

5.5
The residual income calculation suffers from the same problem; adjusting it to dollars also makes these comparisons more meaningful.
Refer to Exercise 23-24, Problem 23-30
	LEARNING 

OBJECTIVE
	6

	Understand the roles of salaries and incentives when rewarding managers

… balancing risk and performance-based rewards



	


6.1
Up to this point, our focus has been on evaluating the performance of the subunit of a company (such as a division). However, performance of the subunit should not be considered the same as performance of the manager. A good manager may be placed in a difficult division in order to turn the division around, so his or her performance and that of the division may not be one and the same.

6.2
How performance of managers and employees is measured and evaluated affects their rewards. Compensation arrangements may range from a flat salary with no direct performance-based incentives to no salary and full commission. These varying arrangements need to consider the trade-offs between creating incentives and imposing risk.

6.3
The owner of a company is an entrepreneur and expects to bear risk. A manager, on the other hand, does not like being subject to risk. However, the lack of risk on the part of the manager can create a moral hazard. This is a condition that occurs when the employee prefers to exert less effort compared with the effort desired by the owner because the employee’s efforts cannot be effectively monitored or enforced.

6.4
Intensity of incentives is a term that reflects the size of the incentive relative to the salary component. Preferred performance measures are those that are sensitive to or specifically change with the manager’s performance—but not with changes beyond the manager’s control. These motivate the managers and limit their risk exposure.

6.5
Financial and nonfinancial benchmarks may be used to evaluate performance. Benchmarks represent best practice and may be available within or outside an organization.

6.6
In evaluating performance at the individual-activity level, there are two issues that arise:

· Designing performance measures for activities that require multiple tasks

· Designing performance measures for activities done in teams

6.7
In performing multiple tasks, there is often a trade-off between the quantity of work performed and the quality of that work. The reward system must be designed to balance these two objectives.

6.8
A team brings together individuals with expertise in a variety of activities. It can be expected that a team will achieve better results than individuals working alone.

6.9
Companies reward individuals on teams based on team performance. This creates two problems, however. Incentives for individual employees to excel are diminished, and other team members may not be productive members of the team.
6.10
These principles of performance evaluation also apply to executive compensation plans, although the magnitude and type of rewards may be significantly different.

Refer to Quiz Question 10
   
   


               Exercises 23-25, 23-26
	LEARNING 

OBJECTIVE
	7

	Describe the four levers of control and why they are necessary

… boundary, belief, and interactive control systems counterbalance diagnostic control systems



	


7.1
Quantitative financial and nonfinancial measures have been the focus of this text in line with the management accounting focus. These diagnostic control systems, such as ROI, RI, and EVA® help managers track progress toward a company’s strategic goals.

7.2
There is, however, a tendency to cut corners in order to achieve the goals. One only needs to look at companies such as WorldCom, Enron, Tyco, and Health South to realize that other measures must be in place to balance the push for performance under diagnostic control systems.

7.3
Collectively, diagnostic control systems and the other balancing systems are referred to as levers of control. The other three levers are boundary systems, belief systems, and interactive control systems.
7.4
Boundary systems describe standards of behavior and codes of conduct expected of all employees, especially actions that are off-limits.

TEACHING POINT. Some standards of behavior are virtually universal in that they are normally expected of all employees in all companies. For example, all employees are expected to follow the law in the performance of their jobs. Other standards vary by company. For example, the dress code for male office workers at a large downtown hotel specified that they should not appear in the public areas of the hotel without a tie and jacket.

7.5
Belief systems articulate the mission, purpose, and core values of a company. They describe the accepted norms and patterns of behavior expected of all managers and employees with respect to one another, shareholders, customers, and communities.

TEACHING POINT. These belief systems can manifest themselves in many ways. Many companies offer employees the opportunity to engage in public service as a part of their employment. One fast food chain offers college scholarships to its employees. Other companies contribute funds to build a Habitat for Humanity house, which will be built by their employees. These actions become part of the culture of the organization.

7.6
Interactive control systems are formal information systems that managers use to focus the company’s attention and learning on key strategic issues. This often involves face-to-face communications regarding critical issues facing the company. This may result in ongoing discussion and debate about ongoing plans.
TEACHING POINT. One company was faced with an attempt by a labor union to unionize its employees. As a part of the effort, some false information was spread by the union organizers. The company president called a meeting of all the employees and discussed the situation with them face-to-face, answering their questions and dialoguing with the employees. This effort was seen as a critical factor in the defeat of the union effort.

Problems 23-32, 23-33, and 23-36
V.
Other Resources 

To download these and other resources, visit the Instructor’s Resource Center www.pearsonhighered.com.

The following exhibits were mentioned in this chapter of the Instructor’s Manual, and have been included in the PowerPoint Lecture presentation created specifically for this chapter. You may use the PowerPoint Lecture presentations “as is”, or modify them to suit your individual needs.

Exhibit 23-1 displays 2012 financial data for Hospitality Inns.
Exhibit 23-2 illustrates the calculation of ROI using current cost estimates

CHAPTER 23 QUIZ
1. An example of a performance measure based on external financial information would be

a. market share.

b. stock prices.
c. innovation measures.
d. defect rates.

2. Which of the following does not describe the three steps in designing an accounting-based performance measure?

a. The issues in each step are interdependent.

b. The decision maker will often proceed through the steps several times before deciding on one or more performance measure(s).

c. The answers to the questions raised at each step depend on top management’s beliefs about the organization.

d. The steps must be done in sequence.

The following data apply to questions 3 through 7.
Information pertaining to Piney River Division of MO Corporation for 2004:

Revenues



$950,000

Variable costs


  575,000

Traceable fixed costs

  336,500

Average invested capital
  350,000

Imputed interest rate

         10%

3. [CPA Adapted] The return on investment (ROI) was

a.
4 percent.
b.
10 percent.
c.
11 percent.
d.
37 percent.
4. The return on sales (ROS), a component of the DuPont method of profitability analysis, was (rounded to the nearest percent)
a.
11 percent.
b.
40 percent.
c.
1 percent.
d.
4 percent.
5. [CPA Adapted] The residual income was

a.
$3,500.
b.
$35,000.
c.
$38,500.
d.
$0.

6. If top management at MO Corporation adopts a 15 percent target ROI for the Piney River Division, which combination (while holding other factors constant) will yield at least this targeted ROI?

a. A 1 percent increase in sales volume

b. A 5 percent decrease in average invested assets

c. A 2 percent increase in sales prices

d. A 3 percent decrease in fixed costs

7. Which of the following factors would not be needed to calculate EVA® from the given information for Piney River Division of MO Corporation?

a. Income tax rate

b. Weighted-average cost of capital

c. Current liabilities

d. Current assets

8. When calculating performance measures, it is best to use

a. steady improvement against targets.

b. gross book value asset measurement.

c. historical cost asset measurement.

d. current cost asset measurement.

9. James Jessmore is a manager at a local bank. James’s management style is best described as entrepreneurial—he is risk neutral. Wynetta George is a customer service representative who reports to James. Wynetta is risk averse. In designing a compensation package for James and Wynetta, which type of compensation arrangement should be emphasized more?

James Jessmore


Wynetta George
a.
Performance-based

Performance-based

b.
Performance-based

Straight salary

c.
Straight salary


Performance-based

d.
Straight salary


Straight salary

10. Moral hazard is best described in contexts in which

a. division managers cite enormous top management pressures “to make the budget” as excuses for not adhering to ethical accounting policies and procedures.

b. the numbers that subunit managers report should be uncontaminated by “cooking the books.”

c. an employee prefers to exert less effort than desired by the owner because the effort cannot be accurately monitored and enforced.

d. socially responsible companies set aggressive environmental goals and measure and report their performance against them.

CHAPTER 23 QUIZ SOLUTIONS
1.
b

2.
d

3.
c

4.
d

5.
a

6.
c

7.
d

8.
a

9.
b

10.
c

Quiz Question Calculations

3.
Revenues

$950,000

Variable costs

 (575,000)

Traceable fixed costs      (336,500)
Operating income
 $  38,500

38,500/350,000 = 11%

4.
38,500/950,000 = 4.1% or rounded to 4%

5.
Operating income

$38,500

350,000 ( 10%


  35,000
Residual income

    3,500

6.
a.
950,000 ( 101%
$959,500

575,000 ( 101%
 (580,750)

(336,500)
Operating income
    42,500

42,500/350,000 = 12.1%

b.
350,000 ( 0.95 = 332,500
38,500/332,500 = 11.6%

c.
950,000 ( 102%
$969,000

(575,000)

(336,500)
Operating income
$  57,500

57,500/350,000 = 16.4%

d.
$950,000

(575,000)

336,500 ( 0.97 =
(326,405)
Operating Income
    48,595

48,595/350,000 = 13.9%
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