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Divisional Performance Evaluation Overview:- Most large Organisations adopt

divisionalised structures. The manner in which divisional performance is 

controlled and measured is, therefore, of particular importance. A central 

issue of performance reporting is whether divisional managers should be 

held accountable for items that they cannot influence by their actions. 

The conventional wisdom of management accounting, as reflected in 

textbooks, advocates that the evaluation of a manager’s performance should

consist of only those factors under a manager’s control. Therefore, divisional 

managerial performance measures should include only the items controllable

by divisional managers. Or, performance measurement should be based on 

the application of the controllability principle. A manager is said to have a 

decision right if the enforcement and disciplinary powers of the top- level 

executive office will be used to enforce his ability to take an action. In large 

organizations, decision rights are more complex than the simple phrase 

suggests. 

For example, it is common in such organizations for no single individual to 

have all the decision rights necessary to undertake a major project. Instead, 

there is a complex process that brings many people into the decision-making

function, a process that breaks the simple notion of a decision right into 

many components that are allocated to various decision agents. The 

following is a common breakdown: 1. Initiation right—the right to initiate 

resource allocation proposals. 2. 

Notification right—the right to be notified of the actions or proposed actions 

of others in the organization and the right to provide information or 
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recommendations to the decision process regarding those proposals. 3. 

Ratification right—the right to review and ratify or veto the resource 

allocation recommendations of others. 4. Implementation right—the right to 

implement the ratified resource allocation proposals. 

5. Monitoring right—the right to monitor the implementation of ratified 

proposals, including the rights to measure and evaluate performance and to 

determine rewards and punishments. Benefits of Performance Measurement 

and Evaluation v Policy and Program Planning Results may confirm policy 

and program direction, or identify gaps that need to be addressed. v 

Decision Making about Funding Finding out what works well/not so well can 

be used to guide uture funding decisions/priorities. v Clarifying Goals At the 

outset, developing a “ road map” clarifies goals, explains the “ big picture” 

and ensures everyone shares a common focus. v Tracking Progress Enables 

monitoring and, if required, permits adjustments to be made along the way. 

v Reporting Results Promotes accountability and communicates what works 

well to facilitate improvement and ongoing development. There are various 

approaches to performance measurement and evaluation. The approach you

take depends on a range of factors, such as the: • type and nature of the 

policy, program or strategy, practicality of gathering and analyzing 

information, • timing, and • available capacity – including financial resources

– to carry out performance measurement and evaluation tasks. 2. 

Specific and General Knowledge The cost of acquiring and transferring 

knowledge among decision agents is important to the analysis of 

performance measurement systems. We define specific knowledge as that 
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knowledge which is costly to transfer among agents and is not easily 

observable by other agents (in our discussion this means from higher levels 

in the organization’s hierarchy). General knowledge is knowledge that is 

transferable among agents at low cost or is easily observable by other 

agents. The terms specific and general knowledge are used to characterize 

the two ends of a continuum that measures the cost of transferring 

knowledge between agents. Idiosyncratic knowledge of people, machines, 

organizations, customers, and suppliers, as well as knowledge of time and 

place, are examples of specific knowledge. This knowledge is difficult or 

impossible to aggregate; time and place by their very nature are destroyed 

by aggregation. 

Specific knowledge is also often obtained at low cost by individuals in an 

organization as a byproduct of other activities, for example, the idiosyncratic

knowledge about a machine that its operator gains over time. Prices and 

quantities are examples of general knowledge that are easily aggregated 

and are inexpensive to transmit among agents. Achieving effective utilization

of information in decision-making is a major problem in organizations. The 

literature in computers and information ystems views the problem as one of 

finding ways to transfer knowledge relevant to a decision to the agents 

involved in the decision. This makes sense when the knowledge is general or

when the problem is one of discovering new techno logy that will convert 

specific to general knowledge. 

When the relevant knowledge, however, is specific, and when the technology

(for example, in computing and communications) is unable to lower the cost 

of transfer substantially, this approach will fail. The alternative to moving the
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knowledge is to move the decision rights to those agents who possess the 

relevant specific knowledge. The cost incurred in this approach to the 

problem is the cost engendered by the fact that people are self- interested. 

Therefore, as the decision rights are partitioned out among agents in the 

organization, self- interested agents will use the decision rights in ways that 

benefit themselves at the expense of the performance of the organization. 

This makes it necessary to expend resources to control the costs associated 

with the inconsistent objectives of agents in the organization—what have 

come to be called agency costs. Agency costs include the costs of devising 

and enforcing contracts with agents, the costs of monitoring the agents’ 

behavior, the bonding costs incurred by the agent to help assure the 

principal that he or she will not engage in opportunistic behavior and finally, 

the residual loss, the costs incurred because it is uneconomic to define and 

enforce contracts perfectly. 

The residual loss arises because it pays to incur additional monitoring, 

bonding and contracting costs only to the point where the improvements in 

the decision process just pay for themselves. This means not all 

counterproductive behavior is eliminated. 3. Alternative Divisional 

Performance Measures The major categories of performance measurement 

systems are: Cost centers Revenue centers Profit centers Investment centers

Expense centers We shall discuss each of these measurement systems 

briefly and then turn to an analysis of the conditions under which each one 

will tend to be an efficient system. 

4. Cost Centers There are three alternative forms for a cost center 

performance measurement and evaluation system: ) Minimize costs for given

https://assignbuster.com/divisional-performance-evaluation/



Divisional performance evaluation – Paper Example Page 6

output. 2) Maximize output for given total cost. 3) Minimize average costs 

(with no quantity constraint). 

Rules 1 and 2 are logically equivalent and, conditional on the correct choice 

of the output or cost constraint, they are consistent with maximizing the 

value of the firm. Rule 3 is logically inconsistent with maximizing the value of

the firm because it motivates the cost center manager to achieve the output 

that minimizes average cost even though it is different from the value 

maximizing level. Figure 1 illustrates the point for a manufacturing division 

with a U-shaped average cost function that is evaluated as a cost center. The

figure portrays two alternative optimal output levels, Q*o, and Q*1, for two 

alternative sets of demand conditions. Since minimum average cost occurs 

at output level Q, that is where the divisional manager will choose to 

operate, and the company as a whole will sacrifice the profits that could 

have been earned from operating at the optimal level of output. If the 

division manager does not have the rights to set the output level unilaterally 

but has input into the decision, he will tend, other things being equal, to 

provide a constant source of pressure to move the planned output level 

closer to Q, the minimum average cost output level. 

In the situation where optimal output is higher than the minimum average 

cost point, the manager will tend to take actions that reduce output 

unexpectedly, for example, claiming machine breakdowns or labor or 

material shortages (which could have been avoided with better planning). 

Moreover, if it is difficult for those at higher levels in the hierarchy to 

distinguish the reasons for these events (because the information required to

do so is specific and located in the manufacturing division), it will be difficult 
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to eliminate these counterproductive effects from the system as long as the 

manufacturing division is a cost center. Good knowledge of the minimum 

obtainable cost functions would allow the evaluation mechanism to adjust for

differences in quantity of output and therefore to eliminate the problems 

associated with incentives to game the system on the quantity dimension. 

The evaluation system would measure performance as deviations from the 

minimum obtainable cost function. Such knowledge of the cost functions will 

in general be unavailable or very costly. 

Standard cost systems are a crude attempt to control for the effects of 

quantity changes. But they make the correct adjustments only when 

marginal cost is constant. Because it reduces measured cost, the cost center

manager has incentives to reduce quality below the optimal level as well. 

This means cost centers will tend to work better when it is inexpensive to 

measure quantity, quality and the cost functions. 

For some functions the measurement of quantity is as difficult as the 

measurement of quality. There is no simple, unique way to measure quantity

in such a multidimensional environment. If a division produces different 

products, the product mix decision will also pose serious difficulties in this 

structure because the relative amounts of each product to be produced must

be decided outside of the division and given to the cost center divisional 

manager as a constraint that must be met. This is another example of the 

necessity to control the quantity decision for a cost center manager. The 

general principle in assigning decision rights is to co- locate the decision 

rights and the relevant specific knowledge. The cost center manager is given

decision rights over the factor input decisions, operating procedures, 
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technology, and so on, all of which generally require a great deal of 

knowledge that is specific to the local situation. 

The advantages of this system, when it can be implemented, come from the 

specialization t induces. The cost center manager can focus on increasing 

the efficiency of the production process without distractions caused by 

changes in demand conditions that would affect him if revenues were 

included in the performance measure. Our earlier discussion illustrates the 

interrelation between the choices of performance measure and the allocation

of decision rights. The discussion indicates that cost centers will tend to work

better when the optimal quantity and product mix decisions are made 

outside the division. When it is expensive to measure quantity and quality 

and when the knowledge required to make the optimal quantity and product 

mix decisions is specific and inaccessible to those higher in the hierarchy, it 

will be difficult to operate the division as a cost center. 5. 

Revenue Centers Revenue centers are the logical complement to a cost 

center. The performance measure in such centers is total revenue and they 

have many of the same problems and advantages as cost centers. They can 

take one of three logical forms: 1. Maximize total revenues for a given price. 

. Maximize total revenues for a given quantity of unit sales. 3. Maximize total

revenues (with no quality constraint). Again, the first two of these options 

are logically the same, and for the correct choice of price or quantity, are 

consistent with maximizing the value of the firm. The revenue center 

manager cannot be allowed to determine the quantity or he will simply go to 
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the quantity where revenue is maximized (the point where marginal revenue

is zero). 

As long as marginal costs are positive this will exceed the profit maximizing 

quantity. The product mix decision is a particular problem in revenue centers

because the additively of revenues from different product lines increases the

probability that the measurement will evolve to total revenues from all 

products. If so, other things equal, the manager will substitute sales efforts 

from lower priced to higher priced products at the expense of overall profits. 

In this situation, a better performance measure is gross margin defined as 

the difference between total revenues and total variable costs. The 

advantage of the revenue center is that the manager can specialize on the 

marketing and sales effort without concern for the factors that influence 

production cost. 

To do so the manager will generally be given decision rights over those 

issues involving marketing and sales which require considerable knowledge 

that is specific to the local level but not the rights to decide on quantity or 

product mix. This means that if the knowledge required to make the quantity

and product mix decision is available at low cost at higher levels in the 

hierarchy the revenue center structure will tend to work better. . Profit 

Centers A divisional profit center is evaluated on the difference between its 

revenues and costs as defined by the measurement system. “ Profit center” 

is a term that strictly describes the performance measurement system, but it

is also widely used to describe a divisional structure in which the profit 

center manager is given a broader set of decision rights. Profits can be (and 

are) used as a measure of performance in divisions in which the manager is 
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given a limited set of decision rights as well as in divisions in which 

managers are given a broad set of decision rights. 

We use the term here to describe a system in which a division’s performance

is measured by its profits. If the knowledge required to make the product 

mix, quantity and quality decisions is specific to the division and therefore 

costly or impossible for managers at higher levels in the hierarchy to obtain, 

the profit center can be an effective performance measurement system. In 

these cases it is desirable to use profits as a performance measure in 

conjunction with an assignment of decision rights over factors such as the 

product mix, quantity and quality. The profit center structure, however, has 

its own serious problems. 

It is well known that maximization of profits for each division does not lead to

maximum profits for the firm as a whole, except in the special circumstance 

in which there are no interdependencies between divisions. These 

interdependencies can take the form of: interdependencies introduced when 

one or more division’s buys the product of another, and therefore the price 

paid by the buying division affects its costs and pricing decisions (the 

transfer pricing problem), Interdependent demands (e. g. Pontiac and 

Oldsmobile, or film and cameras) where demand for one or more of the 

firm’s products depends on the policies for the other products (e. g. , pricing,

quality or technology), or Interdependent supply or cost functions where the 

cost of producing a product depends on the production decisions for other 

products (e. 
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g. , gasoline and kerosene, since more gasoline production means less 

kerosene obtained from a barrel of crude oil). To the extent that 

interdependencies between centers are major, profit center performance 

measurement can induce serious suboptimal behavior on the part of 

divisional managers. One solution to the interdependencies induced by the 

transfer pricing problem is for corporate headquarters to set a transfer price 

equal to the marginal cost of the producing division at the optimal quantity 

of output. This requires top management to know both the revenue and cost 

functions in detail (in order to determine the optimal output level in each 

period and the marginal cost at the optimal output level). 

If the information required to know both revenue and cost functions is 

specific to the operating divisions, it will be difficult for top management to 

set the optimal transfer price. When close substitutes for the good being 

traded internally are traded in outside competitive markets, the optimal 

transfer price is the outside market price. There is no simple solution to the 

problems caused by interdependencies in demand or cost functions. If these 

interdependencies are serious and there is no simple way to coordinate the 

actions of the two divisions, one solution is to merge them into one division, 

where the profit measure is applied only to the sum of the two divisions 

rather than to either separately. 7. Investment Centers and EVA Investment 

centers are a variation on the profit center structure in which the manager is 

evaluated on the relation between profits and the assets used to generate 

them. 

They tend to be desirable when the profit center manager is given decision 

control over the amount of assets used in the activity and when the costs 
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associated with asset utilization are important. As such, investment centers 

are performance measurement systems which take into account the 

efficiency of asset utilization. They are important when anagers of the 

division have the specific knowledge required to decide on the optimal level 

of investment, and are given or acquire decision rights over investment and 

asset levels, and when the costs of asset utilization are important. It has 

historically been common for organizations to take asset utilization into 

account by using rate of return measures such as return on assets (ROA) or 

return on equity (ROE). Both of these measures are highly susceptible to 

gaming and tend to provide counterproductive incentives when managers 

have decision rights over the level of investment or assets. 

Again, as is true for cost centers and revenue centers, the objective function 

in an investment center can take one of three forms: 1. Maximize the 

percentage return on assets for given total assets. 2. Maximize total assets 

for given total percentage return. 3. 

Maximize total percentage return on assets (with no constraint on total 

assets). Forms 1 and 2 can be consistent with maximizing the value of the 

firm if the constraints on total assets or total percentage return are chosen 

correctly, and this can work if top management has the relevant specific 

knowledge to set the correct constraints. However, a common form for this 

objective function to take is the unconstrained version, 3, and this is 

inconsistent with maximizing the value of the firm. A manager evaluated on 

maximizing the total percentage return on assets has incentive to reduce 

assets to the point where the firm owns no assets other than the single asset

whose returns are the greatest. This, of course, is not consistent with 
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maximizing value or wealth. A 100% return on $1, 000 of assets is $1, 000, 

while a 30% return on $100, 000 of assets is $30, 000. 

EVA (Economic Value Added) is an alternative performance measure that 

does not have this critical fault. EVA is defined as net cash flow in a period 

less a capital charge which is the cost of capital times the dollar value of the 

assets employed in the business. This “ residual income,” as it used to be 

known in the accounting literature, has none of the disadvantages 

mentioned above concerning return on asset or equity measures. It is total 

dollars of net cash inflow less the total dollar charges for capital used in the 

business and is an appropriate number to maximize. EVA also has the 

advantage of revealing to managers the real cost of capital used in a 

business. 

Accounting statements reflect the cost of debt capital used in a business in 

the accounting reports, but not the equity capital. This causes managers 

regularly to think that equity has no cost. EVA accounting statements show a

loss when net cash flows are not sufficient to cover the full cost of an 

organization’s capital. Because EVA is a flow measure, it does not solve the 

capital value problem. This means that if future annual EVA of a project is 

sufficiently large, it will pay a company to take a project whose early years’ 

EVA is negative. Market value, the discounted present value of net cash 

flows less the investment required to generate them, is the appropriate 

value to maximize. 

Thus, while EVA is the best flow measure of performance currently known, it 

is not the universal answer to the search for the perfect performance 
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measure. Perfect measures of capitalized value will never be found because 

value is never something that can be known perfectly until after a project 

has run its course to completion and shutdown. 8. Expense Centers A 

division organized as an expense center is the private equivalent of the 

classic public bureaucracy. 

The division generally produces services for the rest of the organization and 

the consuming units are not charged for the services they consume. The 

provision of internal administrative services such as human resources, 

patent and public relations services are commonly organized as expense 

centers. 9. Internal Chargeback Systems and Decentralization of Part of the 

Control Function Consider a situation where the knowledge required to 

evaluate the performance of a division that provides services or product to 

other units of an organization isNot easily observable from higher levels in 

the hierarchy, Specific (that is, costly to transfer among agents), and Located

among users of the division’s output. In this situation it can be desirable to 

transfer some of the control function to the users of the division. 

This can be done by instituting a charge system in which the users pay for 

the output of the producing division. When consumers must pay for a good 

or service rather than receiving it at no cost, they have incentives to 

compare the benefits of the goods with the prices they must pay for them. 

This will cause them to consume less of the goods or services than when 

they are supplied at no cost, thereby reducing the over consumption 

problem engendered by the expense center structure. If a chargeback 

system is to be effective as a decentralized control mechanism, the users 

must also have decision rights that give them effective choices: for example,
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the right to purchase the good outside, to produce it themselves, or to buy it 

from another division that has gone into competition to produce and supply 

the good internally. Given these decision rights, a buying division also has 

incentives to compare the quality and prices of the goods offered by the 

supplying division to that which they can obtain from other suppliers or by 

making it themselves. 

This constant evaluation will then be reflected in the buyer’s decision to 

purchase or not to purchase from the supplying division. This right to choose 

to buy elsewhere provides great incentive for the buying division to monitor 

the hard-to-asses qualities of the product of the supplying division, and it will

be able to use its specific knowledge of those qualities in its monitoring. In 

such a system the higher levels in the hierarchy have decentralized much of 

the monitoring of the supplying division to its customers. The overall 

divisional monitoring function can then be accomplished at higher levels in 

the hierarchy by measuring the profits of the producing division, thus freeing

the monitor from many of the details associated with measuring and 

evaluating dimensions such as the quality and quantity of output. 

Divisions that deal with the ultimate consumer are dealing with the most 

effective chargeback system, namely, markets. Internal chargeback systems 

can be used with any of the performance measures thus far described. In 

each case there are benefits to be obtained by soliciting the help of the 

buyers of the division’s output in the monitoring function. Chargeback 

systems work better the smaller are the agency costs with the managers of 

the buying divisions—that is, the easier it is to evaluate and motivate the 

buying managers to act in a way that closely reflects the organization’s 
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objective function, and the smaller are the internal monopoly powers of the 

supplying division. 

Unfortunately, there are strong forces that tend to exacerbate the monopoly 

problem while at the same time substantially reducing incentives for users to

make effective use of their specific knowledge regarding the quality and 

quantity of the output of the producing division. One source of such pressure

is what we have labeled the “ locus of uncertainty” problem. 10. The Locus 

of Uncertainty ProblemOrganizations that institute chargeback systems as 

part of a decentralized control mechanism commonly inhibit the functioning 

of those systems by disabling an important part of the choice set faced by 

managers buying the services of the selling division. They do so by 

constraining the choices of the customers of the internal seller through such 

devices as line budgets or “ funny money” allocations that cannot be spent 

on anything other than the good or service in question. Computer services 

are a good example. 

It is common for computer funds in the budgets of buyers of a centralized 

internal computer supplier to be constrained for use in purchases from the 

central facility only. Since the funds allocated in such line budgets have zero 

opportunity cost to the managers, the managers’ purchase decisions do not 

reflect their assessment of the value of the service relative to other uses of 

the funds. This means the purchasing decisions of users do not reflect heir 

evaluation of the quality and quantity of the services supplied by the central 

facility in comparison to that available from alternative suppliers or from 

their own production of the service. Thus, one of the major benefits from 
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introduction of a chargeback system, the revelation of such specific 

knowledge possessed by users, is lost to the organization. 

In every organizational situation in which a chargeback system is used there 

is an individual who must bear a great deal of uncertainty in order for the 

organization to receive the benefits of the chargeback system. This is the 

person responsible for the budgets of both the selling and buying divisions. 

The problem surrounds the fact that at the beginning of the year the same 

monies allocated to the selling division for use in the production of the 

service must also be allocated to the buying divisions. If the buying divisions 

choose to spend the resources on goods and services other than those 

forecast by the selling division for its product, the budget officer will 

experience a deficit. The deficit arises because the monies for production of 

the good have been committed (if they can be undone easily the problem 

goes away) and therefore have in effect been spent twice if the users choose

to spend them on producing the good themselves or to purchase other goods

and services. If the evaluation mechanism faced by the budget officer is not 

flexible enough to allow for these deficits, the budget officer has incentives 

to collaborate with the pleadings of the supplying division to make it a 

monopoly by forbidding the expenditure of funds allocated for its product on 

anything else. 

This is accomplished by line budget allocations. Such constraints destroy 

much of the benefits of the chargeback system. Centralized restriction of 

choices through line budgets makes sense when problems of measuring the 

performance of users make it difficult to ensure that users are generally 

reflecting the value of the good to the entire organization in their decisions. 
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Such restrictions, unfortunately, are also widely used when there is no 

benefit to the organization and when they generate considerable costs. 

In these cases, the perversion of incentives reflects the “ locus of uncertainty

roblem. ” 11. Conclusion :- The choice of a performance measure requires a 

theory that predicts when one performance measure will dominate another. 

Our goal is the construction of a theory of the determinants of performance 

measurement that enables one to predict when a division will be organized 

as a profit center, cost center, investment center, revenue center, or 

expense center. The choice between an expense center and the other 

options is essentially the choice over whether to monitor the division directly

from higher in the hierarchy. This option will be more attractive when it is 

easier to evaluate the performance of the division from higher levels of the 

hierarchy, and when it is difficult to decentralize the monitoring function to 

users of the output of the division. 

It is, for example, sometimes difficult to identify a set of users who could be 

charged for the output of the unit. Such users must be individuals whose 

valuation of the center’s output is equal to the value to the organization as a 

whole. The output of the patent services group in a large organization is an 

example where this condition is unlikely to be satisfied. If the scientists in 

the lab are given the decision rights on patent services and charged for 

them, it is likely the organization will consume too little of the service. 

On the other hand, since the lag between the decision on the patent and 

disclosure issues (a substitute for patent acquisition) is so long, it is difficult 

to give the decision rights to the manufacturing or marketing divisions, who 
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are unlikely to have the scientific expertise to keep up with the multitude of 

developments in the lab and to foresee the commercial applicability of that 

subset which should be protected with patents or disclosure. They will tend 

to focus their attention instead on the struggle to contain the usual day-to-

day emergencies in the firm’s current markets. In short, it will be difficult in 

many organizations to decentralize the monitoring of such services. In these 

situations the major alternative is to organize the supply of such services as 

an expense center and monitor its performance directly. It will tend to have 

all the problems of expense centers, but the costs of these problems ight 

nevertheless be the lowest attainable among all alternative organizational 

structures. 

In general, a cost center will be more desirable the lower is the cost of 

obtaining good information on: Quantity Quality Correct output mix Cost 

functions Profit centers will tend to be more desirable the higher are the 

above costs and: The easier it is to identify the correct revenues for the 

division, The smaller are interdependencies in cost and demand functions 

between divisions, and The smaller are internal monopoly problemsProfit 

centers will tend to work best when they are combined with rights 

assignment that decentralizes part of the monitoring function of the center 

to its customers through a chargeback system that gives those customers 

effective alternatives and thereby provides potential or actual competition 

for the profit center. Investment centers and EVA will tend to be more 

desirable the more capital intensive is an activity and the harder it is to 

identify optimal divisional asset investments from higher in the hierarchy. 
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