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Questions 1

Tipp PLC, a large multinational company, is underf@king a review of its organisational structure.
Top management is concerned that the methods us%d for divisional performance evaluation and

transfer pricing may be encouraging dysfunctional ls%hav:our by division managers.

The following sample data is available concerning t{§vo of the company’s divisions for last year:

it
W

Division A Division B

Operating profit $152,000 $72,000

Capital invested $1,600,000 $576,000

:
.
3

The cost of capital is 7% for both divisions. It can%be assumed that there are no intra-company

transfers between Divisions A and B.

Required: §
(a) Calculate the Return On Investment (ROI) an(}q residual income for each division. Explain

which of these two measures (ROI or residual inc

) e) gives the clearer indication of divisional
contribution to the overall success of Tipp PLC. (8 marks)

(b; Assume that ROI is used for divisional performaglce evaiuation purposes. How would each of
the two division managers react to an additional 1gyestmeiit opportunity which would increase
operating profit by $23,000 but would require gapital investment of $220,000? Are their

reactions in the best interests of the company’s shar‘:i?'olders“? Justify your answer. (6 marks)

(c) At what cost of capital would the two divisions hﬁve the same residual income? (In answering
this part, ignore the additional investment opportum@ in part (b) above). (5 marks)

(d) Although there are no intra-company transfelf between Divisions A and B, there are a
significant number of intracompany transfers betw%n other divisions of Tipp PLC. Discuss the
circumstances in which it is feasible and appropriatéj‘?to use external market prices as the basis for

setting transfer prices in such cases. (6 marks)
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Question 2

. Portland Ltd. consists of several autonomous divisions. Di éional managers have authority to
make additional capital investments each year, subject to v ain maximum capital expenditure
limits. Until now the annual bonus paid to each divisional 'f-ager has been determined on the

e

basis of his orher division’s profit, but the company is r considering the possibility of

would apply:

¢ Straight-line depreciation (with an assumption of a z

to fixed assets.
¢ Profits or losses on disposal of fixed assets would be i
e The total capital in a division in any year would belm

fixed assets at the beginning of the year plus averag

The company’s accountant plans to demonstrate the like
measurement using the following two hypothetical projects aya

e Project A involves investing $105,000 immediatel m a robot. This would generate

® Project B involves a 3-year contract to supply goods {with a sales value of $200,000 per

annum) to an overseas customer. The contribution margin on these sales would be 25%,

and there would be incremental fixed costs of $40,ﬁ

J per annum from hiring specialist

production equipment. The average investment in trade debtors and inventory directly

arising from this project would be $120,000.

It can be assumed that all cash flows arise at the end of th'ryear to which they relate (except
where otherwise stated) and that the cost of capita] is 12% pe,nnum‘

Required:
(a) Calculate the Residual Income and Net Present Value of e ‘jfch project. (15 marks)
(b) Discuss whether the linking of divisional managers’ ':onuses to Residual Income will
increase the likelihood that the division managers will tal(a__:ecisions that are in shareholders’

best interests. Use Projects A and B to illustrate your answer. {10 marks)

Page 3 of 5




Question 3

ton. The fixed costs of the Che c-als Division are $2,880,000 per month and the marginal costs
of production and sale amount @590 per ton. An absorption costing system is used to work out a

“full cost per ton’ on the basis 0:_' is level of cost and activity.

Another division of the compa (the Detergents Division) buys 20,000 tons of a very similar

chemical from an external suj lier each month at a price of $150 per ton. However, the

5
%
B

Chemicals Division has sufficiens

g
- Spare capacity to enable it to supply the monthly needs of the
Detergents Division. The transfer price which the Chemicals Division would charge would be
the “full cost per ton’ as calcul on the basis of the increased level of output. The Detergents
Division has indicated that this tfansfer price would be acceptable.
Required:
(a) Calculate the transfer price :_:oposed by the Chemicals Division, and show that this transfer
pricing arrangement will motiv both divisions to act in a manner which is in the best interests
of Invercargill Ltd. as a whole.
(b) Assume now that the two ifisions cannot agree on transfer pricing arrangements for the
20,000 tons. Specifically, the s micals Division will not accept any price lower than $145 per
ton but the Detergents Division will not agree to pay any price higher than $95 per ton. Discuss
whether, in these circumstances ‘Vthe board of directors of Invercargill Ltd. should intervene to
order the divisions to make the ?transfer at the price calculated in your answer to part (a). (¢

marks)

(c) Assume now that the Detergents Division requires a further 5,000 tons per month (in addition
to the 20,000 tons), but that _' Chemicals Division has no additional spare capacify and
therefore these 5,000 tons coul f‘;only be provided to the Detergents Division if the Chemicals

Division were to reduce sales t@its external customers by an equivalent amount. Assume also

that the marginal cost to the Ch ~_,: icals Division of supplying a ton to the Detergents Division is

$3 lower than the cost of sup‘; ing a ton to an external customer. What is the appropriate

B0 tons? Explain your answer. (4 marks)

transfer price per ton for these 54
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Question 4

. Ludo Limited manufactures a specialised storage accessory for automobiles called ‘the Storax’,

which is a type of pocket which can be casily fixed in the boot of any vehicle. The company has
been in operation for two years and, now that the production process has been established and
refined, the directors have decided to focus on the income and costs arising from activities.The
managing director has recently read an article about product costing and, in particular, absorption
and variable costing and is keen to understand how this would affect company profits.

The following information is available for the months of July and August:

July August
Production (units) 13,000 15,000
Sales (units) 12,000 16,000
Direct materials $29,250 $33,750
Direct labour $19,500 $22,500
Variable production overheads $7.800 $9,000
Total selling and administrative expenses  $45,200 $57.600

Additional information:

1. For Ludo Limited normal production capacity is 15,000 units per month.

2. Fixed production overheads are $29,400 per month.

3. The company sells ‘the Storax’ for $20 each.

4. Total selling and administrative expenses includes a fixed and variable element. The variable
portion is incurred based on units sold.

5. At 30 June the company had no ‘Storax’ accessories in its warehouse.

Required:

(a) Prepare profit statements for Ludo Limited for the months of July and August using:

(1) Absorption costing

(i) Throughput accounting (20 marks)

(b) Reconcile the profit calculated using Absorption costing to that calculated using Variable
costing. (3 marks)

(¢] Provide a brief explanation of the effect on profit of using each of the methods at (a) above.
(2 marks)

THE END
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