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CHAPTER 8

RESPONSIBILITY ACCOUNTING, SEGMENT EVALUATION AND TRANSFER PRICING

[Problem 1]


1.
ROI of Div A  (past year)  =                      
=  30%


2.
ROI of Div A (with new product)  =                    

      = 
27.6%




*(P960,000  =  P8,000 x 40%  -  P2,240,000)

3. No; because the new product line would decrease the overall ROI of Division A.

4. Yes; because the new product line’s ROI is 24% (i.e., P960,000 + P4,000,000) and is not lower than the overall ROI of the company.

5. a.



  Last year
  With new 

   product   .
Operating income

     (P1,800,000 + P960,000)
P1,800,000
P2,760,000

Less: Minimum income

     (P6M x 20%)


  1,200,000

     (P10M x 20%)

  

  2,000,000    






Residual income

P   600,000
P   760,000
b. Yes; the new product is acceptable because the residual income is increased by P160,000 that is derived from the operations of the new product.

[Problem 2]
Values of the unknown data:

	
	
	
	
	Red
	
	Blue
	
	White

	
	
	
	
	Company
	
	Company
	
	Company

	
	
	
	
	
	
	
	
	

	
	Sales (P8,000,000 x 3)
	
	
	
	
	
	P
	24,000,000

	
	Net operating income
	
	
	
	
	
	
	

	
	     (P24,000,000 x 8%)
	
	
	
	
	
	
	1,920,000

	
	Average operating assets
	
	
	
	
	
	
	

	
	     (P720,000 / 12%)
	
	
	
	P
	6,000,000
	
	

	
	Return on sales
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P1,200,000
	 
	
	20%
	
	
	
	

	 
	P6,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P220,000
	 
	
	
	
	15%
	
	

	 
	P4,800,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P1,920,000
	 
	
	
	
	
	
	8%

	 
	P24,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	Asset turnover
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P6,000,000
	 
	
	2
	
	
	
	

	 
	P3,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P4,800,000
	 
	
	
	
	0.8
	
	

	 
	P6,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	Return on investment
	
	
	
	
	
	
	

	 
	P1,200,000
	 
	
	40%
	
	
	
	

	 
	P3,000.000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	 
	P1,920,000
	 
	
	
	
	
	
	24%

	 
	P8,000,000
	 
	
	
	
	
	
	


[Problem 3]

1.
Advantages of the expanded ROI equation:

a. It gives a two-way perspective for the manager to maximize ROI.

b. It gives an opportunity to manage assets by maximizing assets turnover and return on sales.

c. It reminds to increase income by increasing sales and reducing costs and expenses.


2.
Values of the unknown data:

	
	
	
	Companies

	
	
	
	A
	
	B
	
	C

	
	
	
	
	
	
	
	

	Revenue (P5,000,000 x 2)
	
	
	
	
	P
	10,000,000

	Income (P10,000,000 x 0.5%)
	
	
	
	
	50,000

	Investment (P50,000 / 1%)
	
	
	P
	5,000,000
	
	

	Return on sales
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	P100,000
	 
	
	10%
	
	
	
	

	P1,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	P50,000
	 
	
	
	
	10%
	
	

	P500,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Investment turnover
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	P1,000,000
	 
	
	2
	
	
	
	

	P500,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	P50,000
	 
	
	
	
	0.1
	
	

	P5,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	Return on investment
	
	
	
	
	
	
	

	P100,000
	 
	
	25%
	
	
	
	

	P500,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	P500,000
	 
	
	
	
	
	
	1%

	P5,000,000
	 
	
	
	
	
	
	

	
	
	
	
	
	
	
	


COMMENTS:

a. Company A shows the best performance in terms of return on investment having the highest ROI at 25%.  This results due to the 10% return on sale and 2 times asset turnover.

Companies B and C both registered a ROI of 1%.  However, the return on sale of 10% reported by Company B is better off than that of Company C’s 0.5%.  Company B’s performance is weakened by a very low asset turnover of 0.10 as compared to the asset turnover of 2 of Company C.  Company B, therefore, should focus on increasing its sales and reducing its investment at the same time.  Company C should endeavor to reduce its costs and expenses and reduce its 
investment exposure simultaneously, if possible.  These are all for the goal of increasing the ROI

[Problem 4]

Additional information:

3. Sixty percent of total Southern Luzon’s sales are in product Big with a variable costs rate of 40%,

	Tanya Corporation
	
	
	
	
	

	Segmented Income Statement
	
	
	
	
	

	For the Month Ended, June 30, 2003
(in Php)
	
	
	
	

	
	CNR
	Southern Luzon
	Grand

	
	Big
	Small
	Total
	Big
	Small
	Total
	Total

	Sales
	300,000
	400,000
	700,000
	300,000
	200,000
	500,000
	1,200,000

	Less:  Variable Cost
	120,000
	180,000
	300,000
	120,000
	60,000
	180,000
	480,000

	Contribution Margin
	180,000
	220,000
	400,000
	180,000
	140,000
	320,000
	720,000

	Less:  Direct Fixed Costs
	120,000
	  80,000
	200,000
	90,000
	30,000
	120,000
	320,000

	Segment Margin
	 60,000
	140,000
	200,000
	90,000
	110,000
	200,000
	400,000

	Less:  Allocated Fixed Costs
	
	
	 50,000
	
	
	 30,000
	 80,000

	Net Income
	
	
	150,000
	
	
	170,000
	320,000


[Problem 5]

a.
Division B has excess capacity



Purchase price from a new supplier (20,000 x P44)
P880,000 



Cost of internal production in Division B 

(20,000 x P24)




  480,000


Net advantage of buying from Division B

P400,000
b.
Division B has no excess capacity.

If there is no excess capacity, Division B’s transfer price should be from a minimum of  P50.  From the overall point of view of the company, Division A should buy from an outside supplier and save P120,000 as follows:

Cost if bought from an outside supplier (20,000 x P44)     P   880,000

-  Cost if bought from Division B (20,000 x P50)
            1,000,000
Net advantage of buying from an outside supplier
        P
   120,000
Alternatively, the net benefit of buying from an outside supplier:

Retained cash (20,000x P26)


P520,000

Additional cost (20,000 x P20)


  400,000

Inventoriable benefit if bought outside

P120,000

[Problem 6]

1.


	East West Company
	
	
	
	
	
	
	
	
	
	

	Comparative Income Statement
	
	
	
	
	
	
	
	
	
	

	For the Mnth Ended, September 30, 20xx
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	East
	
	West
	
	Total
	

	
	
	Division
	
	Division
	
	
	

	Sales
	
	P
	3,500,000
	
	P
	2,400,000
	
	P
	5,200,000
	(1)

	Less:  Variable Costs:
	
	
	
	
	
	
	
	
	
	

	     Main Production
	
	
	2,600,000
	
	
	520,000
	
	
	2,600,000
	

	     Additional Processing
	
	 
	 
	
	 
	1,200,000
	
	
	1,200,000
	

	          Total
	
	 
	2,600,000
	
	 
	1,720,000
	
	 
	3,800,000
	

	Contribution Margin
	
	
	900,000
	
	
	680,000
	
	 
	1,400,000
	

	Less:  Fixed Costs
	
	
	300,000
	
	
	200,000
	
	
	500,000
	

	Operating Income
	
	P
	600,000
	
	P
	480,000
	
	P
	900,000
	


(1)
Regular Sales (16,000 x P175)
P2,800,000


Other Sales (4,000 x P600)

  2,400,000


Total Sales



P5,200,000

(2)
If East Division sells 1,000 more units to West Division by reducing its sales to outside customers, the company as s whole will be more profitable by P125 per unit of the total 1,000 units, or a total incremental profit of P125,000, determined as follows:

 
Incremental sales (1,000 x P600)



P660,000


Less:  Incremental Costs (1,000 x P430)
P430,000


          Opportunity cost (1,000 x P45)

    45,000
  475,000


Incremental profit





P125,000

[Problem 7]

1.
a.
Transfer price formula  =  Unit incremental costs + Opportunity costs






  =  P40 + P20






  =  P60

b.
No; there should be no transfer between divisions.  Division Soft should be asked to buy from outside suppliers at lower than intermediate market price and Division Hard should be allowed to continue serving its regular market at full capacity to produce in overall savings of P120,000 [(i.e., 40,000 x (P60 – P57)].

2.
The normal range of transfer price In case 2 shall be from P20 to P39.

[Problem 8]

Correction: Unit sales to outsiders are 800,000 units.

1.
Yes; to maximize its gross profit, ACE Division should take on its new customers and discontinue its sales to Deuce Division.  This would increase the gross profit of ACE Division by P600,000, determined as follows:


Incremental sales (20,000 x P75)


      P1,500,000


Incremental variable costs [20,000 x P3.6 M / 80,000)]   (   900,000)


Incremental profit from selling to 


           600,000


-  Lost contribution margin from outside customers

Unit sales price (P8 M / 80,000)

P   100



· Unit variable costs (P3.6 M / 80,000)
       45
Unit contribution margin


       55


     X  Units sold



20,000
          900,000

Net advantage of selling the units to outside customers     P  (300,000) 

2.
Transfer price  =  P75 – [1/2 (P75 – P45)]



      =  P75  -  (1/2 x P30)



      =  P60
[Problem 9]

Variable costs if Blade Division  


sold 10,000 units Lawn Product Division

P10,000


Variable costs if Lawn Products is 

allowed to purchase 10,000 units from an

outside supplier (10,000 x P1.25)


( 12,500)  


Decrease in the overall profit of Dana Company
P( 2,500)

*
Based on the above computation, Dana should not allow Lawn Products Division to buy from an outside supplier.

[Problem 10]

1.


	
	
	
	Sell to
	
	
	Sell to 
	
	
	
	

	
	
	
	Diamond
	
	
	Wales 
	
	
	
	

	
	
	
	Division
	
	
	Company
	
	
	
	

	Sales (3,000 x P1,500)
	
	P
	4,500,000
	
	P
	4,375,000
	
	(3,500 x P1,250)

	Transfer price (3,000 x P600)
	
	
	(1,800,000)
	
	
	(1,750,000)
	
	(3,500 x P500)

	Variable Costs(3,000 x P500)
	
	 
	(1,500,000)
	
	 
	(1,400,000)
	
	(3,500 x P400)

	Contribution Margin
	
	P
	1,200,000
	
	P
	1,225,000
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	Advantage of Selling to Wales Company
	
	P
	25,000
	
	
	
	


2.


	
	
	
	Sell to
	
	
	Sell to 
	
	
	

	
	
	
	Diamond
	
	
	Wales 
	
	
	

	
	
	
	Division
	
	
	Company
	
	
	

	Sales (3,000 x P1,500)
	
	P
	4,500,000
	
	P
	4,375,000
	
	(3,500 x P1,250)

	Variable Cost – Bayside
	
	
	
	
	
	
	
	
	

	     (3,000 x P300)
	
	
	(900,000)
	
	
	(875,000)
	
	(3,500 x P250)

	Variable Cost – Cole
	
	
	
	
	
	
	
	
	

	     (3,000 x P500)
	
	
	(1,500,0000)
	(1,400,000)
	(3,500,000 x P400)

	Additional contribution Margin
	
	
	
	
	
	
	
	
	

	if Undos Company buys from
	
	
	
	
	
	
	
	
	

	Bayside [3,000 x (P400 - P200)]
	
	 
	 
	
	 
	600,000
	
	
	

	Net effect to overall profit
	
	P
	2,100,000
	
	P
	2,700,000
	
	
	

	
	
	
	
	
	
	
	
	
	

	Advantage of selling to Wales
	
	
	
	
	P
	600,000
	
	
	

	
	
	
	
	
	
	
	
	
	


[Problem 11]
Correction: (3rd paragraph, 4th statement)

1. Presser had an investment opportunity in 2006 that had…

2. The income statement is expressed in thousands.

1.
a.
Rate of return on capital employed =  P2,460,000/P12,600,000

 





         =    19.52%

b.
Operating income

P2,460,000



Less:  Minimum income



       (P12,600,000 x 15%)
  1,890,000


Residual income

P   570,000
2.
Yes; the manager of Presser Division would most likely accept the investment opportunity with a ROI of 16% greater than the minimum ROI of 15% under the residual income method.

3.
Items for control in Presser Division for fair evaluation of investment 

costs:

a. Sales quantity

b. Unit sales price

c. Unit variable cost

d. Controllable fixed costs

e. Variable expenses

f. Controllable fixed expenses

[Problem 12]


	Pralina Company

	Income statement

	For the Year Ended, April 30, 2003

	(in thousands)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	Cereals
	
	
	Breakfast
	
	
	Dog
	
	
	Total
	

	
	
	
	
	
	
	Bar
	
	
	Food
	
	
	
	

	Sales in pounds
	
	 
	2,000
	
	 
	500
	
	 
	500
	
	 
	3,000
	

	Sales in pesos
	
	P
	1,000
	
	P
	400
	
	P
	200
	
	P
	1,600
	

	Variable costs and expenses:
	
	
	
	
	
	
	
	
	
	
	

	     Materials
	
	
	330
	
	
	160
	
	
	100
	
	
	590
	

	     Direct Labor
	
	
	90
	
	
	40
	
	
	20
	
	
	150
	

	     Variable Overhead (20:5:5)
	53
	
	
	13
	
	
	14
	
	
	80
	

	     Commissions
	
	 
	50
	
	 
	40
	
	 
	20
	
	 
	110
	

	          Total
	
	 
	523
	
	 
	253
	
	 
	154
	
	 
	930
	

	Contribution Margin
	
	P
	447
	
	P
	147
	
	P
	46
	
	P
	670
	

	Fixed Costs and Expenses:
	
	
	
	
	
	
	
	
	
	
	
	

	     Factory overhead
	
	
	
	
	
	
	
	
	10
	
	
	
	

	     Advertising
	
	
	
	
	
	
	
	
	100
	
	
	
	

	     Sales salaries and related benefits
	
	
	
	
	
	60
	
	
	
	

	     General salaries and related benefits
	
	
	
	
	100
	
	
	
	

	     Licenses
	
	
	
	
	
	
	
	 
	100
	
	
	
	

	           Total
	
	
	
	
	
	
	
	 
	460
	
	
	
	

	Operating income
	
	
	
	
	
	
	
	P
	210
	
	
	
	


[Problem 13]

1
Direct materials


P 40.00


Direct labor


   55.00


Variable overhead


   10.00


Variable marketing expense
     5.00


Incremental cost


 110.00


÷  Cost rates


     80%


Unit transfer price


P137.50

2.
Letgo Division should negotiate at P137.50 unit transfer price to maximize its its operating income.

3.
To maximize the overall operating income of Nogo Motors, Inc., Letgo Division should change at the prevailing market price or even lower.

[Problem 14]

1.

	
	
	
	Before the
	
	
	After the
	
	

	
	
	
	Acquisition of
	
	
	Acquisition of
	
	

	
	
	
	RLI
	
	
	RLI
	
	

	Operating income
	
	P
	2,000,000
	
	P
	2,600,000
	(2,000,000 + P600,000)

	Divided by total assets
	
	 
	8,000,000
	
	 
	11,000,000
	(P8M + P3M)

	Return on investment
	
	
	25%
	
	
	24%
	
	


The ROI will tend to decline to 24% if RLI is acquired thereby resulting to an unfavorable measure of performance for JSC.

2.

	
	
	
	Before the
	
	
	After the
	

	
	
	
	acquisition of
	
	
	acquisition of
	

	
	
	
	RLI
	
	
	RLI
	

	Operating income
	
	P
	2,000,000
	
	P
	2,600,000
	

	Less: Minimum income
	
	
	
	
	
	

	      (P8M x 20%)
	
	 
	1,600,000
	
	 
	2,200,000
	(P11,000,000 x 20%)

	Residual income
	
	P
	    400,000 
	
	P
	      400,000 
	


JSC’s basis for bonus computaion shall be the same before and after the acquisition of RLI.

3.
a.
ROI affects the behavior of a division manager as follows:

1. Maitaining a lower investment base which does not conform with ther aggressive strategy of the business to expand its operations.

2. Institute effevtive measures to maximize sales and minimize costs and expenses in order to increase the level of operating income.

b. Residual income model tends to affect the behavior of division managers as follows:

1. Increase operating income by generating more sales and maintaining costs and expenses at their optimum.

2. Encourage acceptance of more investment responsibility because the size of investment is made irrelevant as the absolute peso basis of operating income is used for evaluation purposes.

[Problem 14]
P1,800,000


P6,000,000





 P1,800,000 + P960,000*


P6,000,000 + P4,000,000








