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140 OBJECTIVES

After studying thisunit, you should be ableto:

know how cost and management accounting will be used for managerial planning
and control.

appreciate the structure and process in designing responsibility accounting system;
understand the concept of responsibility centres;

familiar with different methods of evaluating the performance of different
segments of an organisation; and

identify the benefits, and essentials of success of measuring and reporting of costs
by managerial levelsof responsibility.

141 INTRODUCTION

Responsibility accounting has been very much a part of cost and management
accounting for awhile now. It has emerged as awidely accepted practice within
budgeting. But mind that responsibility accounting is not a separate system of
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management accounting. It does not involve any significant change in accounting
theory or generally accepted accounting principles. Else, it represents one of the three
sets of management accounting information. The two other sets are full cost
information and differential cost information. Inthisunit you will study about the
concept of responsibility accounting, design of the system and uses of responsibility
accounting. In addition to thisyou will also learn performence evaluation of different
segments besides transfer pricing.

14.2 THE CONCEPT OF RESPONSIBILITY
ACCOUNTING

The framework of responsibility accounting was developed by Professor A.J.E.
Sorgdrager titled “ Particularisation of Indirect Costs’. Asthetitle suggests,
responsibility accounting isacost accounting system established on aresponsibility
basis. A basisissaid to be responsible where actual results are as close to planned
results as possible. As such, the variances are minimal. Planned results could be
stated in budgets and standards. Properly speaking, responsibility accountingisa
method of budgeting and performance reporting created around the structure of the
organization. Individual managers are hold accountable for the costs within their
jurisdiction. The purpose, obviously, isto exercise control over the operations. Hence,
in simplewords, it could be described as a system of collecting and reporting
accounting data on the basis of managerial level. 1t may be defined as the approach to
accountability- identification of cost, with the personsresponsible for their incurrence.
Performance is evaluated by assigned responsibilities. Reporting on performanceison
the lines of organizational structure. There is a separate report for each box of the
organization chart.

The concept emphasizes “ personalization of costs’ by putting questions asto where
the cost was incurred and who were responsible for it. The technique seeks to control
costsat the starting point. Broadly speaking, responsibility accounting isdesigning the
accounting system according to answerability of the manager. The accumulation
classification, measurement and reporting of financial datais so arranged that it
promotes the fixing of precise responsibility on the concerned manager. Horngreen
rightly says, “Responsibility accounting focuses on people and not onthings. Itis
designed to present managerswith information relating to their individual fields of
responsibility”. The messageisthat since al items of income, operating costs, other
expenses and capital expenditure are the responsibility of some manager, none should
be left unassigned.

Responsibility accounting considers both historical and future costs. For some
purposes, the activity of responsibility centersisexpressed in historical amounts. For
others, these are expressed in estimated future amounts.

14.3 PROFIT PLANNING AND CONTROL (PPC)

Asmentioned earlier responsibility accounting isan important piece of the budgetary
system. It provides for the reporting of operating data and budget comparisonsto the
individualsand groupswho have organizational responsibility. Responsibility
accounting, measures plans by budgets, and actions by actual results of each
responsibility centre. If fully developed, it hasa built-in budgetary system which
perfectly fitsthe organizational chart. Budgeting providesthe measuring stick by
which the actual performance can be judged. Budgets, along with responsibility
accounting provides systematic help to the managersiif they interpret the feedback
carefully.

When an integrated and comprehensive view is taken of budgeting, it becomes Profit
Planning and Control (PPC). Desired or target profit figures are planned and
controlled through a set of budgets. Here, responsibility accounting isthe dominant



concept as control isits crux. Performance is measured by using actual results. Responsibility Accounting
Traditional cost accounting had been focused on determinining the cost of products and

services. Inresponsibility accounting, thisisreversed. Costs are no longer associated

with products and services. Else, thefocusison planning and control needs of

management. Costsinitially accumulated for control purposes are then recast for

product costing purposes. The control aspect is emphasized by summarizing and

reporting costs on the basis of individual responsibility before those costs are merged

for product cost purposes.

14.4 DESIGN OF THE SYSTEM

In designing a system, one has to decide upon its structure and the process. So isthe
responsibility accounting. Its structure rests on the responsibility centres. The process
consistsof bifurcating costsinto controllable and non-controllable groups, flexible
budgeting, and performance reporting. These three dimensions of the process and,
then, the structural reorganization could be called the principles or fundamentals of
responsibility accounting. These are being discussed below:

1) Establishing Responsibility Centers: A responsibility centre (RC) is an
organizational unit. It exists because of some functional activity for which each
specific manager ismade responsible. Setting up of responsibility centres,
therefore, becomes the first step. A large decentralized organization has to be
restructured in terms of areas of influence. In ascending (i.e., rising) order of
autonomy, these are cost centres, revenue centres, profit centres, and investment
centres. The depth of use of responsibility accounting in the enterprise depends on
the delegation of authority and assignment of responsibility. In acost centre the
manager isresponsible only for the costs (expenses) incurred in his sub-unit.
When actual costs of his sub-unit differ from budgeted costs then the manager
must explain the significant variances. In arevenue centre, the manager is
responsible for generating revenues too upto the budgeted levels. In a profit
centre, the manager goes beyond, and is responsible also for profit performance.
For instance, the manager of a furniture department of a departmenta storeis
responsible for earning a profit on the furniture sold. He is expected to earn the
budgeted amount of profit during the period. In an investment centre, the
manager has the responsibility and control over the assets that are used to carry
onitsactivities. For example, individual departments of a departmental store, and
individual branches of a chain stores are investment centres. The manager of the
concerned department is expected to achieve some target rate of return on
investment. It should be noted that investment centre differs from a profit centre
as investment centre is evaluated on the basis of the rate of return earned on the
assets invested in the sub-unit or segment while a profit centre is evaluated on the
basis of excess of revenue over the revenue for the period. Control can be
exercised only though managers who are responsible for what the organization
does. It isbased on the principle that a manager’s performance, should be
assessed only on the factors that are within his span of control. Each managers's
budget contains costs and revenues within his span of control. Generally costs
are accumulated by departments.

Subsidiary revenue and expense accounts are created for each centre. These enable
accounting transactions to be recorded not only by revenue and expense category, but
also by the responsibility centreincurring the transaction. The accounting system can
then summarizetransactions by descriptive category for public reporting purposes,
and by responsibility centre for purposes of performance evaluation. These accounts
indicate how, at the lowest reporting level in an organization, performance reports
show costsincurred in adivision by descriptive category. At higher reporting levels,
summariesreflect total costsincurred in subordinate responsibility centres.

2) Limitsto Controllable Costs. Once the responsibility centres have been
established in a company, costs and revenues under the control of each therein 71
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need beindicated. Inresponsibility accounting, the basis of classifying
costsiscontrollability— the capability of the manager of aresponsibility
centre to influence (i.e., increase or decrease) them. As such, costs are
accumulated and reported in the two groups of controllableand non-
controllable costs. The former are those which can be changed by the
head of the responsibility centre. He hasthe ability to regulate the
quantity or price or both of an item by his managerial action.
Uncontrollable costs, obviously, are the costs which cannot be increased
or decreased within a given time span at the discreation of the manager.
But these can be changed at higher levels of management authority.
Generally, costs of raw materials, direct labour and operating supplies are
controllable. Fixed costs are non-controllable such asrentals, depreciation,
and insurance on equipment. In this setup, no allocation of common or
joint costs takes place, which by their very nature are quite indirect.
Allocation is always an arbitrary process.

3) Flexibile Budgeting: Responsibility accounting starts with the
assumption that budgets are flexible. They have to be prepared for
several levels of activity, instead of one static level. When actual output
has been obtained, a fresh budget is prepared threof. Comparison of
actual results is made against the budget targets freshly prepared for that
level. It would be aweak analysis to use a budget based on alevel of
activity that differs from the actual level of activity. A performance
budget isthe flexible budget adjusted to the actual level attained. Flexible
budgeting permits comparison of actual costs with budgeted costs that
have been recast to changes in production volume. It would be recalled
that flexible budgets are prepared either by the mathematical function or
formulamethod, or the multi-activity method.

4) Performance Reporting: Each responsibility centre hasto periodically
report about its performance, the feedback. A report has both financial
and statistical parts. It showsincome, expenses and capital expenditures.
Statistics such as volume of production, cost per unit, and manpower data
are aso provided. Typically, performance reportswill disclose the actual
costsincurred, the budgeted costs, and a variance, which is the difference
between the actual and budgeted amounts. Normally these amounts will
be summarized by the responsibility centre for the month being reported
and also for the current year-to-date. The purposeis to take timely and
corrective action. Performance reports could be monthly, weekly, or even
daily depending on the size of the organization and significance of the
item. In addition, the report must be given to the manager while the
information is still useful. Reports received weeks after the period are of
little value. Further, once the performance reports are prepared,
management need only to consider the significant variances from the
budget. Thisiswhat is being referred to as management by exception.

Difficulties

Responsibility accounting isaconceptualy appesling tool for motivation and
control. But many organizationsin practice do not achieve these objectives. Two
major difficultiesinimplementing asuccessful responsibility accounting system are:
Accumulation of mass of dats, and Development of appropriate performance
measures. However, cost accumulation at such a detailed level throughout an
organization is made practicable by the use of computer-based cost accounting
systems. Computer programs can quickly summarize costs for each descriptive
category for purposes of product costing and producing atraditiona income
statement. Similar programs can summarize costs by responsibility centresand
generate the associated performance reports. Thus, the problem of data
accumulation, although a substantial one can now be overcome through the use of



computer technology. Asaresult, the problem of devel oping appropriate performance Responsibility Accounting
measures has become the more difficult one to resolve.

For a budgetary system to serve as an effective means of control, cost and revenues
goals must be adopted by each manager and accepted asindividual objectives. Thisis
most likely to occur when budgeted goals are reasonable and realistically attainable and
yet challenging. The cost accountant isin aposition to identify these performance
measure and to isolate the costs incurred in each responsibility centre. These costs
must then be categorized as controllable and uncontrollabl e before the reporting
structureis developed. These decisions will have a sound impact on the effectiveness
of the system. Generally, responsibility accounting systems are used in conjunction with
standard costs. A mgjor task then of the cost accountant is of the development and
then interpretation.

14.5 USESOF RESPONSIBILITY ACCOUNTING

Responsibility accounting which focuses on managerial levelsisan important aid in the
management control process. It has several uses and confers many benefits. These
arelisted below:

i)  Performance Evaluation : Thisis perhaps the biggest benefit. With
responsibility localized, it ispossibleto rateindividual managerson acost basis.
When amanager is held responsible for whatever he does, he become extra-
vigilant. Responsibility accounting system providesthe manager with information
that hel ps controlling operations and eval uating the performance of subordinates.

i) Delegating Authority : Large business firms can hardly survive without proper
delegation of authority. By itsvery nature, responsibility accounting makesit
happen. Decentralisation of power isits keypoint and, hence, delegation of
authority follows.

i)  Motivation : Responsibility accounting isthe use of accounting information for
planning and control. When the managers know that they are being evaluated,
they are prompted to put their heart and soul in meeting the targets set for them.
It acts as agreat stimulus. Asamatter of fact, responsibility accounting is based
on the motivating individual managersto maximum performance. Thetargets
provide goals for achievement and serve to motivate managers to increase
revenues or decrease COSts.

iv) Corrective Action : If performance is unsatisfactory, the person responsible
must be identified. Itisonly after identification of the erring subordinate that the
corrective action can be taken. Under responsibility accounting, as areas of
authority are clearly laid down, such corrective action becomes easier. The
control action to be effective must occur immediately after identification of the
causes of the problem. The longer control action is deferred, the greater the
unfavourablefinancial effect.

v) Management by Objectives: The heads of divisions and departments are
assigned definite objectives before the commencement of the period. They are
held answerable for the attainment of these targets. Shortfalls are punished and
excesses rewarded. Such a system helpsin establishing the principle of
management by objectives (MBO)

vi) Management by Exception : Performance reporting here, is on exceptions or
deviationsfrom the plan. Theidearunsthroughout the responsibility accounting.
It helps managers by spending their time on major variances with greatest
potential improvements. The concentration of managerial attention on exceptional
or unusual items of deviation rather than on al isthe key to success of the

stem.
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vii) High Morale and Efficiency: Onceit is clear that rewards are linked to the
performance, it acts as a great morale booster. Great disappointment will be
caused if an operating foreman is evaluated on the decisions in which he was not
a party.

146 ESSENTIALSOF SUCCESSOF
RESPONSIBILITY ACCOUNTING

Responsibility accounting by itself, does not give any benefits. Its successis dependent
on certain conditions. These are:

1) Support of al levelsof management through “ Participative budgeting”. Budgeted
performance is basic to responsibility accounting. Maost managerswill be
responsive to a budget which they have helped to develop. If the budget of the
responsibility centre is produced by aprocess of negotiation between its manager
and immediate supervisor, he will work to attainit. Hewill more actively pursue
the goals and accept the resulting performance measures as equitable. Effective
motivations and control based on appropriate performance measures does not
occure by accident. They must be carefully considered during the design of the
system.

2) Thesystemisbased onindividual manager’sresponsibility. It isthe manager who
incur costs and should be held accountable for each expenditure

3) Separation of costsinto controllable and non-controllable categories.
4)  Restructuring the organization along the decision-making lines of authority.
5)  Anorganization plan which establishes objectives and goal s to be achieved.

6) Thedelegation of authority and responsibility for cost incurrence through a system
of policiesand procedures.

7) Motivation of theindividual by devel oping standards of performance together with
incentives.

8) Timely reporting and analysis of difference between goals and performance by
means of a system of records and reports.

9) A system of appraisal or internal auditing to ensure that unfavourable variances
are clearly shown. Then, follow-up and corrective action need be applied.

In responsibility accounting revenues and expenses are accumul ated and reported by
levels of responsibility with aview to comparing the actual costs with the budgeted
performance data by the responsible manager. The whole effort is towards satisfying
the ‘ data requirements for responsive control’.

Check Your Progress A

1) What doyou understand about Responsibility Accounting?



2) What are the stages that are involved in the process of Responsibility
Accounting?

1 YOO

3) Specify any four essential conditionsfor the success of Responsibility
Accounting.

4) State whether the following statements are * True’ or ‘False':
i)  Responsibility accounting emphasi ses on personalisation of costs. [
i)  Responsibility accounting isbased on historical costing only. [

ii)  Thedegree of responsibility of acost centre, in aresponsibility accounting,
depends upon thelevel of delegation of authority. [

Iv)  Responsibility accounting is not based on the assumption that budgets are
flexible. [

V)  Setting up of responsibility centresisthefirst step in the process of
responsibility accounting. [

]

]

]

14.7 SEGMENT PERFORMANCE

A segment or division may be either aprofit centre having responsibility for both
revenues and operating costs, or an investment centre, having responsibility for
assets in addition to revenues and operating costs.

The manager of each segment are free to take decisions regarding the performance
of their centres. When an orgainzation growsit isinevitable to create divisions or
segmentsto control operations of different divisions. Thisrequires accounting
information which discloses not only the objectives and performances of divisions
but also whether or not each division is performing in theinterest of the organization
asawhole. This section illustrates how segment data should be presented so that
meaningful decisions regarding segment performance can be taken.

A manager’s performance is evaluated generally on the basis of comparison of
costs incurred with costs budgeted. It istherefore, important to allocate appropriate
costs to the respective segments. While allocating the costs, the costs relating to
general administration or head office should not be charged to any segment as these
costs remain constant irrespective of the volume of sales by each department. Let
usseethefollowing illustration:

Responsibility Accounting
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A simplified representation of organization of Digital Co. Ltd. ispresented below:

President
I
I |
Vice President Vice President
Marketing Manufacturing
| I I I I
Sales  Advertising Credit Production Production
Manager Manager Manager Manager Engineer
Sewing Cutting

Department  Department

The company manufacturers cloth potholdersin asimple process of cutting the
potholders in various shapes and then sewing the contrasting pieces together to form
thefinished pothol der.

The accounting system reports the following datafor the year 2004-05:

Budgeted Actual

Rs. Rs.

Bad debt losses 500 300
Cloth used 3,100 3,400
Advertising 400 400
Credit reports 120 105
Sales representatives’ travel exp. 900 1,020
Salescommissions 700 700
Cutting labour 600 660
Thread 50 45
Sewing labour 1,700 1,840
Cutting utilites 80 70
Credit department salaries 800 800
Sewing utilities 0 95
Vice-President, Marketing office exp. 2,000 2,140
Production engineering expense 1,300 1,220
Sales management office expenses 1,600 1,570
Production manager’s office exp. 1,800 1,700
Vice-President, manufacturing office expenses 2,100 2,010

Using thedatagiven, prepareresponsibility accounting reportsfor the two vice-presidents.
Solution

Responsibility accounting tailors reportsto each level of management to include those
items which they can control and for which they are responsible. The itemsfor which
they are responsible are generally determined by the organization structure as reflected
inthe organization chart. Responsibility report highlightsvariancesto assist in the
process of management by exception. Reports for higher-level managersarein

76 summary formin order to avoid flooding them with more detail than is needed.



With these general ideas in mind, one can turn to the responsibility reports required by Responsibility Accounting
the problem. Each report is assumed to contain a one-line summary of the expenses of

the subordinate departments. From the organization chart, the contents of the reports

will, therefore, be asfollows;

Vice-president, marketing . Salesexpense + advertising expense + credit
expense

Sales expense . Sdles representatives’ travel expense + sales
commissions + sales management office

Advertising expense . Advertisng

Credit expense . Credit reports + credit department salaries +
bad debt |osses

Vice-president, manufacturing : Production expense + production engineering
expense + production manager’s office
expenses

Production Manager : Sewing department + cutting department, i.e.

thread + sewing labour + sewing utilities +
cloth used + cutting labour + cutting utilities

Notice that these reports do not contain the expenses of the vice-president’s offices.
Although sometimesincluded, they are not here on the ground that the vice presidents
cannot control their own salaries, the major component of these categories. If they are
excluded on these reports, they would be included as an item on the president’s report,
where they are controllable.

Sincethe lower level reports are summarized in the higher-level reports, itisusualy
easier to begin with the lower-level reports.

Budgeted Actual Variance

i)  Production Manager

Controllable expensereport: Rs. Rs. Rs.

Sewing department 1,840 1,980 140U

Cutting department 3,780 4,130 350U

Total 5,620 6,110 490U
i) Vice-President, Manufacturing

Controllable expensereport:

Production departments 5,620 6,110 490U

Production manager’s expenses 1,800 1,700 100F

Production engineer’s expenses 1,300 1,220 80F

Total 8,720 9,030 310U
i) Vice-President, Marketing

Controllable expenses summary:

Sales manager’s expense 3,200 3,290 90U

Advertising expense 400 400 -

Credit expense 1,420 1,205 215F

Total 5,020 4,895 125F
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Probably the most significant variances are in the production departments, with an
average unfavourable variance of

490 x 100

W) of the budgeted amount and the credit department, with a

8.7 percent (

favourable variance of 15.1 percent ( of the budgeted amount. The credit

215 x 100)

1420
department variance results primarily from a better than normal bad debt 1oss
experience. The production department’s variance should be investigated if 8.7 percent
appears large relative to past experience.

Illustration 2

Kelly Services Ltd. hasfive plants—A,B,C,D and E. Each plant has aforming, cleaning
and packing department. Each level of management at the company has responsibility
over costsincurred at itslevel. The budget for the year ended March, 2005 has been
set up asfollows:

Plant Budgeted Cost (Rs.)
A 1,35,000
B 1,22,500
C 1,08,400
D 1,35,000
E 1,35,000

Budgeted information for Plant Cisasfollows:

Rs.
Plant manager’s office 2,350
Forming department 30,000
Cleaning department 55,450
Packing department 20,600
Budgeted information for Plant C forming department isasfollows:
Rs.
Direct material 8,333
Direct labour 15,000
Factory overhead 6,667
Thefollowing additional budgeted costsavailable:
Rs.
President’s Office 16,250
Vice President—Marketing 20,000
Vice President—Manufacturing office 4,167



Thefollowing actual costs were incurred during the year: Responsibility Accounting

Plant Budgeted Cost Rs.

A 1,27,650

B 1,24,300

C 1,08,475

D 1,31,100

E 1,36,800

Actual costsfor Plant C Forming department were as follows:
Rs.

Direct materials 333 Under budget
Direct labour 4,000 Under budget
Factory overhead 333 Over budget

Actual cost for Plant C plant manager were:

Rs.
Plant manager’s office 2,475
Cleaning department 57,500
Packing department 22,500
Forming department ?
Actual costs for the president’s level were:

Rs.
President’s Office 16,375
Vice president—marketing 29,800
Vice-president—manufacturing 6,33,315

Prepare aresponsibility report for the year showing the details of the budgeted, actual
and variance amounts for levels 1 through 4 for the following areas:

Level 1-Forming department—Plant C
Level 2-Plant manager—Plant C
Level 3-Vice president-manufacturing

Level 4-President.

Solution
Kelly Services
Responsibility Report for the Year ended March 2005
Budgeted Actual Variance
Level 4-President:
Rs. Rs. Rs.
President’s Office 16,250 16,375 125
Vice-president—marketing 20,000 29,800 9,800
Vice-president—manufacturing 6,40,000 6,33,315 (6,752)
Total Controllable costs 6,76,250 6,79,490 3,173
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Vice-president—manufacturing office: 4,167 4,990* 823
Plant A 1,35,000 1,27,650 (7,350)
Plant B 1,22,500 1,24,300 1,800
Plant C 1,08,400 1,08475 I6)
Plant D 1,35,000 1,31,100 (3,900)
Plant E 1,35,000 1,36,800 1,800
Total Controllable Costs m 6,33,315 (6752)

Level 2 - Plant Manager —Plant C:

Plant manager’s office 2,350 2475 125
Forming department 30,000 26,000 (4,000)
Cleaning department 55,450 57,500 2,050
Packing department 20,600 22,500 1,900
Total controllable costs 1,08,400 1,08,475 75

Level 1-Forming Department-Plant C:

Direct material 8,333 8,000 (333
Direct labour 15,000 11,000 (4,000)
Factory overhad 6,667 7,000 333
Total controllable costs 30,000 26,000 4,000

*  Thedifferencein the actual total controllable cost arrived and the figure as given
in theillustration isto be treated as the actual cost of manufacturing office of vice
president.

() Variancefavourable (Figures within parenthesesindicate favourable variances)

148 MEASURING SEGMENT PERFORMANCE

The primary purpose of aresponsibility accounting isto determinetheindividual
segment performance of an organization. The managers of different cost centres of
the organisation are responsible to earn acceptable profit measured in terms of
segment margin, or rate of return on sales for the profit centre. Segment margin
represents the amount of income that has been earned by the particular segment.

The manager of an investment centre is responsible for earning arate of return on the
segment’s investment in assets. There are various criteriato measure divisiona
performance such as profit on turnover, sales per employee and sales growth etc.

The most popular criteriaare:

1) Return on Investment (ROI)
2) Residua Income (RI)
14.8.1 Returnon Investment

Divisional operating profit is generally, used as a common measure of performance.
80 But divisional profit by itself does not provide abasisfor measuring adivisions



performance in generating areturn on the fundsinvested in the division. For example, Responsibility Accounting
DivisionA and Division B had an operating profit of Rs.1,00,000 and Rs.80,000

respectively does not necessarily mean that Division A was more successful than

Division B. Thedifferencein profit levels may be due to the difference in the size of

the divisions. Therefore, a suitable measure may be used to scale the profit for the

amount of capital invested in the division. One common method is Return on

Investment (ROI) which will be calculated asfollows:

Profit
Return on Investment = . x 100
Capital employed
Or
Profit Sales

ROI = X
Sales Capital employed

If theinvestment in the Division A and Division B, in the above example was
Rs. 10,00,000 and Rs.5,00,000 respectively,

Rs.1,00,000
then ROI would be 10% (i.e. ——— x 100)
Rs. 10,00,000

Rs.80,000 : . . :
and 16% (i.e., x 100) If investment in respectivedivisionsis considered,

Rs.5,00,000 " Division B ismore profitablethan divisionA.

The ROI of partial segment must be high enough to provide adequate rate of return for
thefirm asawhole. It isaways better to require a segment to earn a higher minimum
rate of return on their investment. To improve this rate of return, a segment can
increase its return on sales, increase its investment turnover or do both. The other way
of increasing ROI is to reduce expanses and investment. |f a segment reduces its
investment without reducing sales, its ROI will increase. The ROI for thefirmasa
whole must not fail to meet the goals of top management. Though ROI is used widely
to measure the segment performance, it has many limitations. One of the most
limitationsisthat it can motivate managersto act contrary to the aims of goal
congruence. |f managers are encouraged to have a high ROI, they may turn down
investment opportunities that are above the minimum acceptable rate, but below the
current ROI of the divisional performance. For example, where adivision earns a profit

100000

of Rs.1,00,000 for an investment of Rs.4,00,000, the ROI is 25% | —— x 100) .

400000

Suppose there is an opportunity to make an additional investment of Rs.2,00,000 which
would earn a profit of Rs.40,000 per annum. The ROI for additional investment is

Rs. 40,000

— x 100
Rs.2,00,000

investment is 20% . Assume that the company requires a

minimum requires aminimum return of 15 per cent onitsinvestment, the additional
investment clearly qualifies, but it would reduce the investment centre ROI from 25%
to 23.3%

Rs. 1,00,000 + Rs. 40,000
le.: x 100 | -
Rs. 4,00,000 + Rs. 2,00,000

Consequently the manager of the division might decide not to make such an investment
because the comparison of old and new returns would imply that performance had

worsened. The centres manager might hesitate to make such investment, even though 81



Standard Costing the investment would have positive benefit for the company as awhole. To over come
this drawback, Residual Income Method is used to evaluate the acceptability of a
project proposal.

Illustration 3

Peacock Company Ltd. has six segmentsfor which the following informationis
available for the year 31% March, 2005:

I I [l v Vv VI
(Rs.in (Rs.in (Rs.in (Rs.in (Rs.in | (Rs.in
Lakhs) Lakhs) Lakhs) Lakhs) Lakhs) | Lakhs)

Capita

employed 1500 1200 3000 2400 4500 6000
Sales 3000 3000 6000 3600 18000 12000
Net profit 150 300 150 720 450 1200

You are required to measure the performance of different segments.
Solution

The return on investment can be analysed as follows:

Segments
I I [ v \Y Vi

Profit/ Sales
(Profit + Sales
x 100) 5% 10% 2.5% 20% 2.5% 10%

Turnover of
capital (Sales 2 25 2 15 4 2

+ Capitd
Employed)
ROI (Profit +
Capital 10% 25% 5% 30% 10% 20%
Employed
% 100)

The above analysis gives the following conclusions regarding the performance of
different segments:

1) Themanager of segment | is not showing a satisfactory level of ROl even though
his turnover of capital isnot too bad. He must be motivated to increase his profit
salesratio.

2) Segment Il is performing well as profit, salesratio and turnover of capital, are
relatively good.

3) The performance of segment Il is not satisfactory asits profit margin and
capital turnover is Poor.

4) The performance of segment IV isgood asits profit margin is high with a
reasonable capital turnover.

5) Inrespect of segment VI, the manager should be motivated to increase its profit
margin but maintains avery good turnover of capital.

6) Themanger of segment VI is performing well comparing to other segments, as it
maintains agood RO, fairly good capital turnover and reasonably good profit
82 margin.



The segments which show alow capital turnover should be investigated and remedial Responsibility Accounting
action should beinitiated particularly in segments 1V, | and I11.

14.8.2 Residual Income

Residual income isthe profit remaining after deduction of the cost of capital on
investment. It isthe excess of net earnings over the cost of capital. Any income
earned above the cost of capital is profit to the firm. The cost of capital charged to
each division will be the same rate that is applicable to the organization as awhole.
The more the income earned above the cost of capital, the better off the firm will be.

The Residual Income may be calculated as follows.
RI = Profit — (Capital Charge x Investment Centre Asset)
Where, capital isthe minimum acceptable rate of return on investment.

This method is used as a substitute for or along with ROI as means of evaluating
managerial performance and motivates the managers to act to the aims of goal
congruence. Thefirm isinterested to maximise itsincome above the cost of capital.
If the divisional managers are measured only through ROI, they will not necessarily
maximise RI. 1f managers are encouraged to maximise R, they will accept al
projects above the minimum acceptable rate of return. That is why most managers
recognise the weakness of ROI and take into account when ROI is lowered by a new
investment.

Illustration 4

A division of acompany earns aprofit of Rs.1,00,000 for an investment of
Rs.4,00,000. Thereisan opportunity to make an additional investment of Rs.2,00,000
which earns an annual income of Rs.40,000. You are required to calculate residual
income if the company requires a minimum return of 15 per cent on itsinvestment
and comment.

Solution
Before the additional Investment:
RI

Rs.1,00,000 — (15% of Rs.4,00,000)

Rs.1,00,000 — Rs.60,000

Rs.40,000
RI from additional I nvestment

RI

Rs.40,000 — (15% of 2,00,000)

Rs.40,000 — Rs.30,000

Rs. 10,000

Total Residual Income on an investment of Rs.6,00,000 is Rs.50,000. The
additional investment increases residual income and isimproving the measure of
performance.

Illustration 5

Sunrise Company hasthreedivisions A, B and C. Theinvestment in these divisions

amounted to Rs.2,00,000, Rs.6,00,000 and Rs.4,00,000 respectively. Theprofitsin

these divisions were Rs.50,000, Rs.60,000 and Rs.80,000 respectively. The cost of

capital is 10 per cent. From the above data, comment the performance of the three

divisions. 83
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Solution
Divisions
A B C
Profit Rs. 50,000 Rs. 60,000 Rs. 80,000
Investment Rs. 2,00,000 Rs.6,00,000 Rs. 4,00,000
ROI 25% 10% 20%
_Profit_| 10 (wxmo 60000 ool | (8000
Investment 2,00,000 6,00,000 4,00,000
RI = Profit — Cost of Rs. 30,000 NIL Rs.40,000
capital: (50,000-20,000)  |(60,000-10% of 6,00,000)| (80,000-10% of 4,00,000)

In terms of profit division C has done best performance. If evaluation is done on the
basis of ROI criteriadivision A isthe best performer. If residual incomeisthe
criterian, division C isthe best.

Check Your Progress B

1) What do you mean by ROI.

2)  Why do RI method is used to perfomance evelution?

3) ABC Company has assets worth Rs.2,40,000, operating profit of Rs. 60,000 and
cost of capital 20%. Compute Return on Investment and Residual income

4)  Under what conditions would the use of ROl measure inhibit goal congruent
decision making by adivision manager?

5) What are the advantages of using Residual Income Method?

6) State which of the following statementsis‘ True' or ‘False'.

i)  Administration and overhead costs should not be changed to any segment in
evaluating segment performance

()

i)  Segment margin represents the amount of income that has been earned by
the organisation

()

i) Itisaways better to have a minimum rate of return on investment in the
evaluation of segment performance.

()

iv) ROland RI both the methods are to be used in performance evaluation. ()
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149 TRANSFER PRICING

Large businesses are organized into different divisions for effective management
control. When the businessisorganized into divisionsand if one division suppliesits
finished output asinput to another division, there arise the question of transfer pricing.
Transfer priceisthe price at which the supplying division pricesitstransfer of output to
the user division. The price assigned to the interdivisional transfer of output represents
arevenue of the selling division and a cost of the buying division. It should be noted
that there is only an internal transfer and not a‘sale’. Transfer prices are set at the
time of the transfer rather than waiting until the manufacturing processis completed
and the goods are sold to someone outside the company. As the pricing of these goods
or servicesislikely to have animpact on the performance eval uation of divisions,
Setting an appropriate transfer pricing isaproblem. Questions like what should be the
transfer price? Whether it should be equal to manufacturing cost of selling division or
the amount at which the selling division could sell its output externally? Or should the
transfer price be negotiated amount between the selling division’s cost of
manufacturing and the external market price? etc. whould arise. Selection of transfer
price to some extent depends upon the nature of the product, type of the product and
policy of the organization. Transferer would like to obtain the highest possible price
while the transferee would require the lowest possible price. Goal congruence should
be taken into account while fixing the transfer price because the actions of one division
should not have a detrimental effect on the group as awhole.

1410 METHODSOF TRANSFER PRICING

There are different methods for pricing the output of one division to another. The
selection of an appropriate transfer price will have significant impact on decision
making, product costing and performance evaluation of different divisionsinthe
organization.

Generally transfer pricing methods can be classified into two broad categories. They
are: (1) Market Price Based and (2) Cost-based. There are a number of aternative
methods within each of the above two methods and these are discussed below.

14.10.1 Market Price Based

Thismethod consist of the following methods:
a) Market Price

b) Adjusted Market Price, and

c) Negotiated Price

a) Market Pricec When amarket price is available or when there is a comparable
product on the market and its price is available, this price can be used as atransfer
price. Both the selling and buying divisions can sell and buy as much asthey can at
thismarket price. Managers of both the selling and buying divisions are indifferent
trading with each other or with outsiders. From the company’s perspective thisisfine
aslong asthe supplying unit is operating at capacity. The market priceisuseful for
fixing transfer price when there is a competitive external market for the transferred
product. An advantage of this method is that it can be regarded as the opportunity cost
to adivision in so far as there is choice whether or not to purchase from externa
market. Additionally managers have control over their transfer price so performance
measurement is facilitated. Another advantage of this method isthat it helps to assure
profit independence of thedivisions. Any gain of the selling division do not get passed
ontothebuyingdivision.

b) Adjusted Market Price: This priceis based on the above market price, but it is
adjusted to allow for the fact that such cost as sales commission and bad debts should

not beincurred within thedivisions. 85
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¢) Negotiated Price: This price can occur when there is some basis on which to
negotiate between the divisional managers. The negotiated price, normally, may be a
market price or acost price. For example, one basis may be the contribution margin
on the product being transferred divided between the transferor and the transferee or it
may be the total cost which the transferer could suggest or the market price which the
transferee could suggest. Both the divisions could negotiate between these two
figures. Sometimes the negotiated price may be based on manufacturing cost plus an
extra percentage added to approximate market price.

Whatever the basis chosen, the company should be careful in avoiding arbitrary price
between the divisions. The arbitrary price may be rewarding to one division and
prevailing to another division. Some times negotiated prices are imposed by company
top level, but this could not hamper the autonomy of divisional managersand distorting
thefinancial performance of any division.

14.10.2 Cost Price Based

Another method to be followed for charging transfer price for the transfer of output
from onedivision to another divisionis Cost Price. When external markets do not exist
or when the information about external market pricesisnot readily available,
companies may elect to use some of cost based transfer pricing methods as stated
below:

a) Absorption Cost

b) Cost PlusProfit Margin
c) Margina Cost

d) Standard Cost

e) Opportunity Cost

L et us study about these methods in brief.

a) Absorption Cost: Absorption or full cost is based on the total cost incurred in
manufacturing a product. When cost aloneis used for transfer pricing, the selling
division cannot realise any profit on the goods transferred. This method has a
disadvantage that any excess cost on account of inefficiency may be passed on to the
other divisions.

b) Cost Plus Profit Margin: Under absorption costing when cost alone is used for
transfer pricing, the selling division cannot make any profit on the goods transferred.
Thisisdisincentiveto selling division. To overcomethis problem, some companies set
transfer price on cost plus profit margin. Thisincludes the cost of the item plus a mark
up or other profit allowance. Under this method, the selling division obtains aprofit
contribution on the unitstransferred. It also benefitsthetransferring division if
performance is measured on the basis of divisional operating profits. At the sametime,
it hasalso similar drawback of absorption costing that the inefficienciesif any, may
also creep into the other divisions.

c) Marginal Cost: Another method to be followed for transfer pricing is the
marginal cost. All coststhat changein response to the change in the level of activity
should be taken into account for the transfer price while transferring output from one
divisionto another division. But thismethod failsto motivate divisional managers
because it makes no contribution towards fixed overheads and profit.

d) Sandard Cost: If actual costs are used as the basis for the transfer, any
variancesor inefficienciesin the selling division are passed along to the buying division.
To promoteresponsibility inthe selling division and to isolate varianceswithin divisions,
standard costs are usually used as a basis for transfer pricing in cost based systems.
Use of standard costs reduces risk to the buyer. The buyer knows that the standard
costs will be transferred and avoids being charged with the seller’s cost overruns.



€) Opportunity Cost: It represents the opportunity which has been foregone by Responsibility Accounting
following one course of action rather than another. Thus, if goods are transferred

internally the organization could lose a contribution to profit which could have been

obtained from an external sale. Generally, an opportunity cost approach will be used to

establish arange of transfer pricesin situations where the market is imperfect.

If the selling division has sufficient salesin the intermediate market such that it would
have had to forgo those sales to transfer internally, the transfer price should be equal
todifferential cost to the selling division plusimplicit opportunity cost to company if
goods are transferred internally. Theformulaeis:

Transfer Price= Differential cost to the selling division + Implicit opportunity cost to
company if goods are transferred internally.

Differencial costs are those costs that change in response to aternative course of
action. In estimating differentia cost, the manager concerned unit has to determine
which costs will be effected by an action and how much they will change. Aslong as
the transfer priceis greater than the opportunity cost of the selling division and less
than the opportunity cost of the buying division, atransfer will be encouraged. A
transfer isin the best interest of the company if the opportunity cost for the selling
divisionislessthan the opportunity cost for the buying division.

Transfer Prices are an important factor in the measurement of divisional

performance. Whatever the method of transfer pricing is adopted it should be not only
fair to each division concerned but it should also be in the best interest of the
company as awhole. Use of bad transfer price may lead to conflict among the
different divisions of the organisation and hamper the ultimate objective of the
enterprise.

1411 LET US SUM UP

Responsibility cost information is one of the three types of management and cost
accounting information. Thetwo othersarefull cost, and differential cost
information. Responsibility accounting, also called “ Responsibility reporting” isa
system of responsibility reporting and control at each managerial level. Itisbuilt
around functional activity for which specific managers are accountable. In designing
a system, one hasto look into its structure and the process. The four fundamental
principles or techniques of responsibility accounting are: (i) Restructuring the
organization in terms of responsibility centresviz. cost revenue, profit or investment
centres, (ii) Bifurcating costsinto controllable and uncontrollable categories, (iii)
Flexible budgeting, and (iv) Performancereporting. Thefirst technique givesthe
structure; and the other three the process of implementing responsibility accounting.
Since thefocusis on responsibility centres, it has several uses and gives many
benefits. Itisanimportant aid in the management control process. A responsibility
accounting system providesinformation that hel ps control operations, and evaluate the
performance of subordinates. It facilitates corrective action, management by
objectives, and delegation of authority. Itisamorale booster too as rewards are
linked to the accomplishment. The success of the system depends, apart from other
things, on active cooperation amongst the managers. Further, it isadopted by large
decentralized organizations where departments and divisions could be treated as
manageria levelsof responsibility.

The primary purpose of responsibility accounting isto measure the performance of
individual divisions. Themost popular criteriato be used in measuring thedivisional
performance is Return on Investment and Residual Income.

Transfer price isthe price at which the supplying division pricesitstransfer of output to

the user division. The selection of an appropriate transfer price will have significant

impact on decision making and performance evaluation of different divisions of the

company. There are different methods at which transfer price can be set. These

methods can be classified as Market Price based and Cost based. The market price 87
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based consists of (a) market price, (b) adjusted market price, and (¢) negotiated price
methods. Cost based method may again be sub-divided into (a) absorption cost

(b) Cost plus profit margin, (c) Marginal Cost, (d) Standard cost and (€) Opportunity
cost methods. Whatever the method of transfer price followed, the divisional
managers should not forget goal congruence of the organisation because the action of
one division should not have a detrimental effect on the group as awhole.

1412 KEY WORDS

Cost Centre: A responsibility level where employees are concerned only with cost
management.

Controllable Cost: A cost for which the departmental supervisor is able to exert
influence over the amount spent.

Flexible Budget: A budget prepared using the actual sales volume realized by a
segment. It isused for computing the effects of differences between actual sales
prices and costs, and budgeted sales prices and costs on the profit goals of the
segment.

Investment Centre: A responsibility level whose manager is concerned not only with
cost management but also with revenue generation and investment decisions.

Management by Exception: A management principle by which managers
concentrate their attention on exceptional or unusual items in the performance reports.

Non-controllable Cost: A cost assigned to a department or responsibility centre that
isnot incurred or controlled by the department head.

Negotiated Price: Either the market price or cost price which is negotiated between
divisional managers.

Performance Report: A report produced by each decision centre which discloses
budgeted and performance measures, and variances from the budget.

Profit Center: A responsibility level in which performance is measured in terms of
budgeted profits and has responsibility for both income and expenses.

Responsibility Centre (RC): A unit or segment of the organization in which a
specific manager hasthe authority and responsibility to make decisions.

Transfer Price: The price at which the supplying division pricesits transfer of output
totheuser division.

14.13 ANSWERSTO CHECK YOU PROGRESS

A) 4) i) True ii) False iii) True iv) Fase v) True
B) 3) ROI:25% andRI : Rs. 1200
6) i) True, ii) True, iii) Fase, iv) True

14.14 TERMINAL QUESTIONS

1) “Responsibility accountingisaresponsibility set-up of management accounting’”.
Comment.

2) Define Responsibility Accounting. How doesit differ from conventional cost
accounting?

3) Isitfair to opinethat responsibility accounting isamethod of budgeting and
performance reporting created around the structure?



4)

5

7)

8)

9

10)

While designing aresponsibility accounting system for adecentralized corporation,
discuss the steps in terms of the structure and the process.

Explain ‘how the choice' of the responsibility center type (cost revenue, profit or

investment) affects budgeting and performance reporting.

Explain clearly the terms cost centre, revenue centre, profit centre, and
investment centre, and their utility to management.

a)  Why should non-controllable costs be excluded from performance reports

prepared in accordance with responsibility accounting?

b) Why isaflexible budget rather than a stable budget used to evaluate
production departments?

How may controllable and uncontrollable costs be handled in aresponsibility

accounting sytem?

Give the pre-requisites for the success of aresponsibility accounting system.

11)

Thefollowing information related to the operating performance of three divisions

of acompany for the year 2005.
Diyision
A B C
Contribution (Rs.) 50,000 50,000 50,000
Investment (Rs.) 4,00,000 5,00,000 6,00,000
__Sales—{Rs:) 24.00.000 20.00.000 1600000
No. of employees 22,500 12,000 10,500

You are required to evaluate the performance using rate of Return on Investment
(ROI) and Residual Income (RI) criteria.

12) The operating performance of the three divisions of Excel Company Ltd. for 2005

isasfollows:
Division
A (Rs) B (Rs) C (Rs)
Sales 3,80,000 17,00,000 20,00,000
Operating Profit 20,000 50,000 1,00,000
Investment 2,00,000 6,25,000 8,00,000

a) Using therate of return on investment and residual income as the criteria
whichisthe most profitabledivision?

b)  Which of the two measuresin your openion gives the better indication of
over all performance.

13) The managers of Divisions X and Y in Beta Company Ltd. are considering the
possihility of investment in aproject. The estimated cost of the proposed project

Responsibility Accounting
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to be Rs. 2,00,000. The pres
per cent respectively. The C
the projects. The detailsof t

Division

ent ROI of X and Y divisions are 10 per cent and 25
Dmpany uses a cost of capite
ne project are asfollows:

| of 15% in evaluating

X (Rs.

' 000)

Y (Rs.’ (00)

I nvestment

Rs.400

Rs.400

Lifeinyears

10

10

Estimated costs and revenues;

Revenue

420

Codsts:

Direct materials

200

160

Direct wages

Power

Consumabl e stores

M aintenance

88 |k |B |8

Depreciation

8 lo K |B |3

Total Cost

372

360

Surplus

48

40

Note : These questionswill help you to understand the unit better. Try to write

You are reiRi & U 415k ﬁ\%tdi’BFS&aFQBﬁ‘lﬁX BUE M) hEPRIIY S ohhgRt

are for your practice only.
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