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Responsibility Centers Presented by: Ankit Bavishi Pallavi Srivastava Sarvesh Gaitonde Rohan Nayak Ruchira Parikh Vinit Gandhi



[MCS QUESTION BANK- GROUP 10]



Q1. Explain how different types of expense centers operate with help of sketches. Answer: Revenue centers, expense centers and profit centers are elements of a system to control and measure the performance of different units or departments of a business. Expense centers are responsible for producing products or providing services against budgeted cost targets. In traditional management theory, revenue centers contribute to profit while expense centers reduce profit. Expense centers are those parts of the company that do not contribute directly to profit. They fall into two broad categories:



Expense centers



Engineered expense centers



Discretionary expense centers



Characteristics of an expense center: Activities or operations of every expense should be homogeneous so as to ensure uniform basis of charging expenses within the centre. The activities or operations of each expense centre must be well defined and clearly identifiable. Inputs are measured in monetary terms. Outputs are not measured in monetary terms. A. Engineered expense centres Engineered expense centers are usually found in manufacturing operations. Warehousing, distribution, trucking and similar units within the marketing organization may also be engineered expense center. Those costs that can be reasonably associated with a cost center – direct labor, direct materials, telephone/electricity consumed, office supplies. Characteristics of engineered expense centres: These are the centers for which cost can be estimated. Inputs can be measured in monetary terms. Outputs can be measured in physical terms. Optimal input-output combination can be determined. It is usually found in manufacturing operations. Warehousing, distribution, trucking and similar units within the marketing organization may also be engineered expenses centres.



Optimal relationship can be established



Inputs



Outputs



Work



Rupees



Physical



Manufacturing Function



In an engineered expense center, output multiplied by standard cost of each unit gives the cost of the finished product. The difference between theoretical cost and actual cost represents the efficiency of the expense center. Engineered expense centers have other important tasks other than measuring costs. Their supervisors are responsible for the quality of production, the volume of production along with the efficiency. This is done so that manufacturing costs are not minimized at the expense of quality. B. Discretionary expense centers Where a direct relationship between a cost unit and expenses cannot be reasonably made; Management allocates them on a discretionary basis (e.g. depreciation expenses for machines utilized). These include administrative and support units (e.g. accounting, legal, industrial relations, public relations, human resources), research and development operations, and most marketing activities. Characteristics of discretionary expense centres: The output of these centers cannot be measured in monetary terms. They are basically support activities. Types of discretionary expenses centers: o



Administrative and support activities



o



R&D centers



o



Marketing centers



In a discretionary expense center, the difference between budget and actual expenses is not a measure of efficiency. If actual expense does not exceed the budgeted expense, management has “lived within the budget”, living within the budget does not necessarily mean efficient performance.



Q2. Explain the significance features and budget process in these centres. Answer Management makes budgetary decisions for discretionary expense centers that differ from those for engineered expense centers. For engineered expense centers it decides whether the proposed operating budget represents the unit cost of performing its task efficiently. Its volume is not a major concern, this is largely determined by the action of other responsibility centers. By contrast, management formulates the budget for a discretionary expense center by determining the magnitude of the job that needs to be done. The planning function for discretionary expense center is usually carried out in 2 ways: 1. Incremental budgeting: In this model, the discretionary expense centers expense is taken as a starting point. This amount is adjusted for inflation, anticipated changes in the workload of continuing job, special job, and if the data is readily available the cost of comparable jobs in similar units. Incremental budgeting has 2 drawbacks: It fails to take into account changing circumstances Managers tend to increase resources in order to increase sales and thus tend to increase costs, which is most often not necessary. 2. Zero based review: An alternative budget approach is to make a through analysis of each discretionary explain on a rolling schedule so that all are reviewed at least once every 5 years or so. Zero based review has a drawback: Too time consuming and too costly to justice on an annual basis.



Reference: http://books.google.co.in/books?id=dx96VxeLjDYC&pg=PA135&lpg=PA135&dq=budget+preparation+fo r+expense+centres&source=bl&ots=XPo2mM1eMh&sig=aXYJn6B2S9vO7UFknsMMuvkPsHc&hl=en&sa= X&ei=flo3UampDMbirAeL5YHQCg&ved=0CDAQ6AEwAA#v=onepage&q=budget%20preparation%20for% 20expense%20centres&f=false



Q3. What is responsibility centre? List and explain different types of Responsibility centers in organization. Answer: Definition- A responsibility center is an organizational unit that is headed by a manager who is responsible for its activities and results. In Responsibility Accounting revenues and costs information are collected and reported by responsibility centers. An organizational unit can be considered a responsibility center if: it has a manager; it has its own objectives guiding its activities; and The manager has control over the resources needed to pursue the objectives. Managers must be held accountable for the results of their decisions and related execution. Without performance-related feedback, the business will not perform at its best possible level, and opportunities for improvement may go unnoticed. Given that managers must be held accountable for decisions, actions, and outcomes, it becomes very important to align a manager's area of accountability with their area of responsibility. The "area" of responsibility can be a department, product, plant, territory, division, or some other type of unit or segment. The core operations of a responsibility centre:



Significance of responsibility centres 1. Easy Identification: It enables the identification of individual managers responsible for satisfactory or unsatisfactory performance. 2. Motivational Benefits: If a system of responsibility accounting is implemented, consider-able motivational benefits are assured. 3. Data Availability: A mechanism for presenting performance data is provided. A framework of managerial performance appraisal system can be established on that basis, besides motivating managers to act in the best interests of the enterprise. Ready-hand Information: Relevant and up to the minutes information is made available which can be used to estimate future costs and or revenues and to fix up standards for departmental budgets. 4. Planning and Decision Making: Responsibility accounting helps not only in control but in planning and decision making too. 5. Delegation and Control: The twin objectives of management are delegating responsibility while retaining control is achieved by adoption of responsibility accounting system. The types of Responsibility centers are the following: Revenue Centre: A revenue center is the business operation responsible for generating a company’s sales revenue. Revenue centers may be departments, divisions or business units that have direct interaction with consumers to sell goods and services. For example, a hotel might add a snack bar or a coffee counter to generate extra sales. Companies usually break down their business operations into revenue centers to determine the profitability of each good or service it produces. Companies may add revenue centers as a means to enter new markets or industries.



Cost Centre: A cost centre is a division within a business which is financed from the profit margin adding to the cost of the organization, but contributing to its profit indirectly. Examples include research and development, marketing and customer service. The cost centres are of 2 types: 1. Engineered: Here the inputs can be measured in monetary terms. Primary objective is Measuring Performance. It is generally found in Manufacturing Operations. We get quantifiable Input to Output Figures Also responsible for a. quality of the products b. volume of the production c. Efficiency (Actual – Desired) 2. Discretionary: The discretionary costs are also called Managed costs. Here no engineered estimate is feasible. The costs incurred depend upon management’s judgment. The output cannot be measured in monetary terms. This centre shows the top management policies and decisions for different departments to improve overall efficiency and profitability of the organization and appropriate amount to be spent on financial planning, R&D, public relations etc. In discretionary cost centre the budgets are given to improve the working of different departments but there is no variance analysis for these budgets, only control systems are implemented. Examples of discretionary cost centre: Administrative and support units ( Accounting, Legal, Industrial relations, Public relations, Human resources) Research and Development operations Marketing Profit Center: A profit center is a section of a company treated as a separate business. Thus profits or losses for a profit center are calculated separately. A profit center manager is held accountable for both revenues, and costs (expenses), and therefore, profits. What this means in terms of managerial responsibilities is that the manager has to drive the sales revenue generating activities which leads to cash inflows and at the same time control the cost (cash outflows) causing activities. This makes the profit center management more challenging than cost center management. Examples of typical profit centers are a store, a sales organization and a consulting organization whose profitability can be measured. Investment Center: An investment center is a classification used for business units within an enterprise. The essential element of an investment center is that it is treated as a unit which is measured against its use of capital, as opposed to a cost or profit center, which are measured against raw costs or profits. The Investment Center takes care of Revenues, Cost and Assets -while Profit Center deal just with revenues and costs and Cost Center with cost only. This is a clear sign of how the span of control and span of accountability grow from Cost Centers to Investment ones.



Q4. Which factors need to be borne in mind by the management in controlling activities of Research and Development? Answer: Research and Development (R&D) is a key factor that contributes to the success of any business organization. But the outcome of R&D is highly uncertain. Managing and controlling the activities of an R&D department can be viewed from three different perspectives. 1: Strategy of the R&D department The failure of many organizations to improve R&D performance is not due to lack of effort or commitment by the management or people involved. It is due to a misconception about what actually drives R&D performance. Too often, R&D performance is attributed to few simple universal practices. Unfortunately, there is no one best model for R&D that is universally superior. A strategy is nothing more than a commitment to a pattern of behavior intended to help win a competition. Apple’s strategy, for instance, is to develop easy-to-use, aesthetically-pleasing products that integrate seamlessly with a broader system of devices in the consumer’s digital world. This strategy provides a guiding orientation for a broad range of Apple’s business decisions such as the selection of new R&D projects, the design of products, the composition of project teams, the choice of suppliers, the focus of marketing campaigns, the layout of Apple’s retail stores, and even hiring of people. The strategy implies a pattern of behavior with respect to all of these decisions. The strategy formulated by a R&D department can be broken down into 4 categories. Together, decisions made in each of these categories constitute the R&D strategy.



Architecture: This category includes decisions such as centralization vs. decentralization of R&D; the size, location, and focus of R&D units (e.g. focus by market? focus by technology?); whether R&D units report to business units or are autonomous; whether research is organizationally separated from development; and the degree to which R&D utilizes external resources and partnerships. Processes: This category includes choices about project management systems, the governance of projects (including the nature of senior management reviews), the sequence and flow of critical project tasks, the timing of reviews, and the metrics and indicators used to track projects.



People: refers to the choices about human resources such as the mix of generalists vs. specialists, technical backgrounds and training, work styles, career paths, lay off policies, etc. All of these have a significant impact on R&D performance. Portfolio: refers to the desired resource allocation across different types of R&D projects and the criteria used to sort, prioritize, and select projects. The R&D portfolio should reflect the priorities of the R&D strategy. 2: Determining the optimum budget of an R&D department R&D department is basically a type of discretionary expense center. There is no scientific way of determining the optimum size of an R&D budget. One of the most common ways is to allocate a certain percentage of average revenues as a base. This is preferred to allocating an average percentage of revenues of a given year so as to avoid annual fluctuations based on that year’s sales figures. Comparison with the competitor’s budget as well as the company’s past allocations also plays a role. Certain discretionary allocation over and above the initial amount may be allowed keeping in mind the operational environment. Even in an R&D department, at any given time, there might be many projects which are ongoing and at different stages. The allocation of the budgeted amount to these projects depends on a review conducted by the CEO, the research director and the production and marketing managers. These decisions are highly subjective but they are taken within the established policy limits on total research spending and also after taking into account the operational environment. Lastly the entire exercise of preparing a budget also enables the management to determine whether they are sure that they are utilizing their scarce resources in the best possible way the coming year. 3: Measuring the performance of the R&D department This comprises of two different aspects: 3.1)Financial aspect. There are two different kinds of reports involved in this. One compares the latest forecast of the total cost to be incurred with the approved/budgeted amount. This helps the R&D personnel to make any changes in the spending plan, if necessary. The second report is the comparison between the budgeted expenses and the actual expenses. This helps the R&D personnel to ensure the expense commitments are being met and if not to determine and rectify the causes of the deviation. 3.2)Measuring the results of the R&D activities. Although it has been mentioned earlier that the R&D department happens to be a discretionary expense center in which its difficult to establish an actual relationship between the inputs (money) and outputs (physical) that doesn’t mean that periodic reviews regarding this aspect can be done away with. Often times the changing operational and competitive environment may necessitate halting certain types of R&D activities or taking up new activities. This is where periodic reviews and the discussion of the review results with the CEO and other departmental heads helps.



Q5. Discuss special challenges faced in controlling R&D activities and possible management activities. The control of research and development centers presents its own characteristic difficulties, in particular, difficulty in relating results to inputs and lack of goal congruence. Difficulty in relating results to inputs The results of research and development activities are difficult to measure quantitatively. In contrast to administrative activities, R&D usually has at least a semi-tangible output in the form of patents, new products or new processes; but the relationship of output to input is difficult to appraise on an annual basis because the completed “product” of an R&D group may involve several years of effort. Thus inputs as stated in a annual budget maybe unrelated to outputs. Furthermore, even when such a relationship can be established, it may not be possible to reliably estimate the value of the output. And even when such an evaluation can be made, the technical nature of the R&D function may defeat management’s attempt to measure efficiency. A brilliant effort may come up against an insuperable obstacle, whereas a mediocre effort may, by luck, result in bonanza. Lack of Goal Congruence The goal congruence problem in R&D centers is similar to that in administrative centers. The research manager typically wants to build the best research organization money can buy, even though that be more expensive than the company can afford. A further problem is that research people often do not have sufficient knowledge of (or interest in) the business to determine the optimum direction of the research efforts. The R&D Continuum The activities conducted by R&D organizations lie along a continuum with basic research at one extreme and product testing at the other. Basic research has two characteristics 1. It is unplanned with management at best specifying the general area to be explored; and 2. There is often a significant time lapse between the initiation of research and the introduction of a successful new product.



Example: in the biotechnology field nearly 26 years elapsed from the time Watson and Crick defined the structure of the DNA molecule, in 195, until the product resulting from the work was launched. And it took nearly 24 years (from 1936 to 1960) for basic research efforts to culminate in the successful introduction of a copy machine by Xerox Corporation. Because financial control systems have little value in managing basic research activities, alternative procedures are often employed. In some companies, basic research is included as a lump sum in the research program and its budget. In others, no specific allowance is made for basic research as such, but there is an understanding that scientists and engineers can devote part of their time (perhaps 15%, or one day a week) to exploring in whatever direction they find most interesting, subject only to the informal agreement of their supervisor. Examples: the discovery of ‘warm’ superconductivity in 1986, one of the most important breakthroughs of the decade, was made by two scientists at the IBM research laboratory in Zurich, who were working



“on their own time” IBM senior management I Armonk, New York, did not even know that such research was under way. Scientists at 3M Corporation were allowed, indeed expected, to spend up to 15% percent of their working time towards projects of their own choosing and for which prior approval from superiors was not required. For projects involving product testing, however, it is possible to estimate the time and financial requirements – perhaps not as precisely as for production activities, but with sufficient accuracy to permit a reasonably valid comparison of actual and budgets amounts. As a project, moves along the continuum – from basic research, to applied research, to development, to production engineering, to testing – the amount spent per year tends to increase substantially. Thus, if it appears that a project will ultimately turn out to be unprofitable (as is the case for 90% projects, by some estimates), it should be terminated as soon as possible. It is difficult to make such decisions in the early stages, however since project sponsors usually describe the work-in-progress in the most favorably light. In some cases failure is not discernible until after the product reaches the market. Example: After 10 years of research and development and many tens of millions of dollars of expense, Polaroid Corporation introduced its instant movie camera, Polavision, with great fanfare at its shareholder meeting in 1977. “A new art has been born,” said Dr. Edwin Polaroid’s chairman at the time. But home video cameras quickly came to dominate the market, and by 1981 Polavision was gone, without ever having made a profit. R&D Program There is no scientific way of determining the optimum size of an R&D budget. Many companies simply use a percentage of average revenues as a base (preferring an average to percentage of specific revenues in a given year because the size of R&D operation ought not to be affected. Be short term revenue swings). The specific percentage applied is determined in part by a comparison with competitor’s R&D expenditures and in part by the company’s own spending history. Depending on circumstances, other factors may also come into play. For example, senior management may authorize a large and rapid increase in the budget if it appears that there has been (or is about to be) a significant breakthrough. Measurement of Performance At regular intervals, usually monthly or quarterly, most companies compare actual expenses with budgeted expenses for all responsibility centers and ongoing projects. These comparisons are summarized for managers at progressively higher levels to assist the managers of responsibility centers in planning their expenses and to assure their superiors that those expenses are remaining at approved levels. In many companies, management receives two types of financial reports on R&D activities. The first type compares the latest forecast of total cost with the approved amount for each active project. It is prepared periodically for the executives who control research spending, to help them determine whether changes should be made in the list of approved projects. The second type of financial report consists of a comparison between budgeted expenses and actual expenses in each responsibility center. Its main purpose is to help research executives anticipate expenses and make sure that expense commitments are being met. Neither type of financial report informs management as to the



effectiveness of the research report. Such information is formally provided by progress reports, which forma partial basis for management’s judgments about the effectiveness of a given project. It is important to note, however that management’s primary tool in evaluating effectiveness is face-to-face discussion. Q6. Briefly define Discretionary Expenses Centre, Engineering Expenses Centre, Profit Centre and Investment Centre? How is budget prepared in Discretionary Expenses Centre? How is performance of manager evaluated in a Discretionary expenses Centre? Answer: A Responsibility centre is an organizational subsystem charged with a well-defined mission and headed by a manager accountable for the performance of the centre. There are four major types of responsibility centres: cost centres, revenues centres, profit centres and investment centres. A cost centre is a responsibility centre in which manager is held responsible for controlling cost inputs. There are two general types of cost centres: engineered expense centres and discretionary expense centres. A Discretionary expense centre is a responsibility centre whose budgetary performance is based on achieving its goals by operating within predetermined expense constraints set through managerial judgement or discretion. The output of these centres cannot be measured in monetary terms and they are basically termed as support activities. There is no recognized method of measuring their output in financial terms. As with cost centers, the managers of discretionary expense centers must run their operations as efficiently as possible to meet budgeted cost targets. Examples of Discretionary expense centre would include’ Administrative and support activities, R&D centers, Marketing centers, etc. An Engineered Expenses Center is the centre for which the cost can be estimated, i.e. inputs can be measured in monetary terms and the outputs can be measured in physical terms. The optimal inputoutput combination can be determined in an Engineered Expenses Center. These types of centres are usually found in manufacturing operations. Warehousing, distribution, trucking and similar units within the marketing organization may also be engineered expenses centres. In an engineered cost centre, the output multiplied by the standard cost of each unit produced measures what the finished product should have cost. The difference between theoretical and actual cost represents the efficiency of the expense centre being measured. The supervisors for these departments are responsible for the quality of the product and the volume of production, hence the level of production is prescribed and the specific quality standards are set. A revenue centre is a responsibility centre whose budgetary performance is measured primarily by its ability to generate a specified level of revenue. In a profit centre, the budget measures the difference between revenues and costs. Basically a profit centre is an organisational unit responsible for both revenues and costs. Profit centre manager has no control over the investment in the centre’s assets; they are concerned however with both the production and marketing of the products. The activities to be performed by the manager in a profit centre are much broader than that of a revenue centre manager because of the responsibility to produce the product most efficiently. Profit centre’s performance measured in terms of profit. Example: A division of a company that produces and markets different products. An investment centre is a responsibility centre whose budgetary performance is based on return on investment. An investment centre is responsible for the production, marketing and investment in the assets employed in the segment. An investment centre manager decides on aspects such as the credit policies, inventory policies, and within broad framework. Investment centre manager is responsible for profit inrelation to amounts invested in the division. Financial performance of the manager of the



division is measured by comparing the actual with projected rate of return on investments of the centres. Budget preparation in a discretionary expense centre: Budgetary decision foe discretionary expense centre are different from those made for the engineered expense centre, in engineered expense centre the management decides whether the proposed operating budget represents the unit cost of performing its task efficiently. the volume is not a major concern, it is largely determined by the actions of the other responsibility centres, for e.g. the marketing departments ability to generate sales. On the other hand management formulates the budget for discretionary expense centre by determining the magnitude of the job that needs to be done. The work done by discretionary expense centre falls into two general categories namely, continuing and special. Continuing work is done consistently from year to year, such as the preparation of the financial statements by the controller office. Special work is a “one shot project” like developing and installing a profit-budgeting system in a newly acquired division. A technique used in preparing a discretionary expense centre’s budget is management by objectives, a formal process in which a budgetee proposes to accomplish specific jobs and suggests the measurement to be used in performance evaluation. There are two ways to prepare budget for discretionary expense centre, Incremental Budgeting and Zero base review. In Incremental Budgeting, the discretionary expense centre’s current level of expenses is taken as a starting point. This amount is adjusted for inflation, anticipated changes in the workload of continuing job, special job, and, if the data are readily available, the cost of comparable jobs in similar units. The Limitation of this method is that, the Discretionary expense center's current level of expenditure is accepted and not reexamined during the budget preparation process. Managers of these centers typically want to increase the level of services, and thus tend to request additional resources, as a result overheads cost increases, secondly the overhead cost tends to increase over the period and needs a constant revision. An alternative budgeting approach is to make a thorough analysis of each discretionary expense center on a rolling schedule, so that all are reviewed at least once every five years or so. Such analysis is often called a zero-base review. It can help for comparative analysis with the benchmark. However, Zero-base reviews are time-consuming Traumatic for the managers whose operations are being reviewed, this is one reason for scheduling such reviews so infrequently. Performance evaluation on a discretionary expense centre: The primary job of a discretionary expense center's manager is to obtain the desired output. Spending amount as assigned in the budget is considered satisfactory, overspending above the allocated budget amount is a cause for concern, also spending less may indicate that the planned work is not being done. The financial report is not means to evaluate the performance of the manager. If discretionary expense centre and engineered expense centre are not carefully distinguished, management may erroneously treat a discretionary expense center's performance report as an indication of the unit's efficiency, thus motivating those making spending decisions to expend less than the budgeted amount, which in turn will lower output. For this reason, it is unwise to reward executives who spend less than the budgeted amount. Control over spending can be exercised by requiring the superior's approval before the budget is overrun. Sometimes, a certain percentage of overrun is permitted. References: 1. Creating an R&D Strategy, Gary P. Pisano, Harvard Business School working paper (April 24, 2012) 2. Management Control Systems, Robert N Anthony & Vijay Govindrajan, 12th edition
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