TRANSFER PRICING

ANSWERS TO QUESTIONS IN

“PROBLEMS IN COST MANAGEMENT   FOR CLASS ROOM DISCUSSION
Question No.1

The following tables show the individual profit of the division as well as the over all profit of the company under various Transfer prices.

	 
	FULL COST
	200% of Variable Cost

	
	Tuna Harvesting
	Tuna Processing
	Tuna Marketing
	Tuna Harvesting
	Tuna Processing
	Tuna Marketing

	 
	 
	 
	 
	 
	 
	 

	Sales/Transfer Price
	600
	1300
	3600
	400
	1600
	3600

	Transfer Cost
	NIL
	600
	1300
	NIL
	400
	1600

	Variable Cost
	200
	400
	90
	200
	400
	90

	Fixed Cost
	400
	300
	210
	400
	300
	210

	 
	 
	 
	 
	 
	 
	 

	Profit
	0
	0
	2000
	-200
	500
	1700

	 
	 
	 
	 
	 
	 
	 

	Overall Profit
	2000
	2000


	 
	150% of Absorption Cost
	Market Price

	
	Tuna Harvesting
	Tuna Processing
	Tuna Marketing
	Tuna Harvesting
	Tuna Processing
	Tuna Marketing

	 
	 
	 
	 
	 
	 
	 

	Sales/Transfer Price
	900
	2400
	3600
	1000
	2500
	3600

	Transfer Cost
	NIL
	900
	2400
	NIL
	1000
	2500

	Variable Cost
	200
	400
	90
	200
	400
	90

	Fixed Cost
	400
	300
	210
	400
	300
	210

	 
	 
	 
	 
	 
	 
	 

	Profit
	300
	800
	900
	400
	800
	800

	 
	 
	 
	 
	 
	 
	 

	Overall Profit
	2000
	2000


The manager of Tuna Harvesting would prefer transfer at the market price and would seriously oppose transfer at full cost or at 200% of variable cost since the other division managers would earn at his cost. Tuna processing manager would prefer 150% of absorption cost or market price, where as the Tuna marketing division manager would prefer at full cost transfer.

Question No.2

1. The minimum transfer is Rs.15. the components Division has idle capacity and so must cover only its incremental costs, which are the variable manufacturing costs  (Fixed costs are the same whether or not the internal transfer occurs; the variable selling expenses are avoidable.) 

2. The maximum transfer Price is Rs.28. The Goods Division would not pay more for the part than the price it would have to pay an external supplier.

3. Yes, an internal transfer ought to occur; the opportunity cost6 of the selling division is less than the opportunity cost of the buying division. The components Division would earn an additional Rs1,50,000 profit (3*50,000) . The total joint benefit , how ever is Rs.6,50,000 (Rs.13*50,000) . The manager of the components Division should attempt to negotiate a more favourable outcome for that Division.

4. Income statement :

	Sales {(Rs.29 * 150000)+(Rs.21 * 50000)}
	  5,400,000 

	Less: Variable Cost of goods sold (Rs.15 * 200000)
	 (3,000,000)

	Variable Selling expenses (Rs.1 * 150000)
	    (150,000)

	 
	 

	Contribution Margin
	  2,250,000 

	Less: Fixed Overhead (Rs.5 * 200000)
	 (1,000,000)

	Fixed Selling and administration overhead
	    (500,000)

	 
	 

	Operating income
	     750,000 


ROI = Operating Income / Average Operating assets


 = Rs.7,50,000/ Rs.1,00,00,000


 = 0.075

Question No 3 

Ranking of products when availability of time is the key factor 

	Product
	A
	B
	C
	D

	
	Rs
	Rs.
	Rs.
	Rs.

	Market price per unit
	150
	146
	140
	130

	Less: Variable cost of production per unit
	130
	100
	90
	85

	Contribution per unit
	20
	46
	50
	45

	Contribution per hour
	6.66
	11.5
	25
	15

	
	(Rs.20/3 hrs.)
	(Rs.46/4 hrs.)
	(Rs.50/2 hrs.)
	(Rs.45/3 hrs.)

	Ranking
	IV
	III
	I
	II


(i) Statement of product mix ( When total available hours in division Z are 20,000)

	Product

(refer to W.N)
	Maximum demand (units)
	Hours per unit
	Units produced
	Hours used
	Balance hours

	(a)
	(b)
	(c)
	(d)
	(e)= (b)x(c)
	(f)

	C
	2300
	2
	2300
	4600
	15400

(20,000-4600)

	D
	1600
	3
	1600
	4800
	10600

(15400-4800)

	B
	2500
	4
	2500
	10000
	600

(10600-10000)

	A
	2800
	3
	200
	600
	Nil

(600-600)


Note: Time required to meet the demand of 2500 units of product D for division Y is 7500 hours. This requirement of time viz., 7500 hours for providing 2500 unit of product D for division Y can be met by sacrificing the production of 1725 units of product B (1725 units x 4 hours = 6900 hours) and 200 units of product B (200 units x 300 hours = 600 hours)

Statement of transfer Price for each unit for 2500 unit of D

	Transfer Price
	2500 units of product D
	Per unit of product D

	Variable Cost (2500 units x Rs.80)
	212500
	85.00

	Opportunity cost of the contribution foregone by not producing 200 units of A

(200 units x Rs. 20)
	4000
	1.60

	Opportunity cost of the contribution foregone by not producing 1725 units of B

(1.725 units x Rs.46)
	79350
	3174

	Transfer Price
	295850
	118.34


Question No. 4
No. An outlay cost approach shows a positive contribution for the company as a whole

	Selling Price of final product
	
	
	  300 

	Outlay cost in Division A
	(120)
	
	

	Outlay cost in Division B
	(150)
	
	(270)

	Contribution (loss)
	
	
	    30 


However, if there is no excess capacity in Division A, any transfer will result in diverting product from the market for the intermediate product. Sales in this market result in greater contribution for the company as a whole.

	Selling price of intermediate product
	  200 

	Outlay costs in Division A
	(120)

	Contribution (loss)
	    80 


The Minimum transfer price is

	Additional outlay costs per unit incurred up to the point of transfer
	+
	Opportunity costs per unit to the supplying division



= Rs.120 + (Rs.200 - Rs.120)


= Rs.200, which is the market price.

Market price is the transfer price that leads to the correct decision; that is, do not transfer to Division B unless there are extenuating circumstances for continuing to market the final product. Therefore, B must either drop the product or reduce costs.

2. If (i) A has excess capacity, (ii) there is intermediate external demand for only 800 units at Rs.200, and (iii) the Rs.200 price is to be maintained, then the opportunity costs per unit to the supplying division are Rs.0. The general guideline indicates a minimum transfer price of Rs.120+Rs.0 = Rs.120, which is the outlay, costs for the 200 units. B would buy 200 units from A at a transfer price of Rs.120 because B can earn a contribution of Rs.30 per unit (Rs.300 – (Rs.120+Rs.150)). In fact, B would be willing to but units from A at any price up to Rs.150 per unit because any transfers at a price of up to Rs.150 will still yield B a positive contribution margin.

Note, however that if B wants more than 200 units, the minimum transfer price will be Rs.200 as computed in requirement 1 because A will incur an opportunity cost in the form of lost contribution of Rs.80 (market price, Rs.200 – outlay costs of Rs.120) for every unit above 200 units that are transferred to B.

The following schedule summarises the minimum transfer prices for units transferred from A and B.

	Units
	
	Transfer Price

	0 - 200
	
	Rs.120

	200 - 1000
	
	RS.200


3. Division B would show zero contribution, but the company as a whole would generate a contribution of Rs.30 per unit on the 200 units transferred. Any price between Rs.120 and Rs.150 would induce the transfer that would be desirable for the company as a whole. A motivational problem may arise regarding how to split the Rs.30 contribution between Division A and B. unless the price is below Rs.150, B would have little incentive to buy.

Question No.5

Divisions S will continue to produce more and more output until the costs of further production exceeds the revenue from transfer price. Further, Division T will continue to receive more and more output from Division S until the net revenue from further processing is insufficient to cover the incremental costs. This can be explained by the following table:

	Output
	Division S 
(Incremental Cost)
	Division T 
(Incremental Cost)

	
	Rs.

	600
	-
	-

	700
	100
	300

	800
	140
	280

	900
	160
	250

	1000
	200*
	220*

	1100
	250
	200

	1200
	350
	150


* Since Division will continue to produce additional units provided the transfer price exceeds the incremental costs of production, a price of atleast Rs.2 per unit (i.e. Rs.200/100 units) is enough attractive to Division S to produce as many as 1,000 units.

However a price in excess of Rs.2.50 per unit i.e. Rs 250/100 units would motivate the manager of Division S to produce 1,100 units or more than 1,100 units.

       On the similar analogy, Division T will continue require more output from Division S if the increment revenue exceeds the transfer costs from Division S. Incase, Division T required 1,000 units, the transfer price must be less than Rs.2.20 per unit i.e. Rs.220/100 units. However if the transfer price is lower than Rs. 2 per unit i.e. Rs.200/100 units, Division T will negotiate for 1,100 units from Division S in order to improve Divisional profits. To summarise:
      (1)The total company profit (Rs. 2,800) is maximized at 1,000 units.
      (2) Division S wish to produce 1,000 units, no more no less, if the transfer price is 
between Rs.2 per unit and Rs.2.50 per unit (i.e. Rs.200 and Rs.250 for 100 units).
      (3) Division T wish to receive and process 1,000 units, no more no less, if the 
transfer price is between Rs.2 per unit and Rs.2.20 per unit.
      (4)  A transfer price should therefore, be selected in the range of Rs.2.00 per unit to 
Rs. 2.20 per unit. Further it is given that transfer price should be set at Rs. 2.10 
per unit. If a price of Rs.2.10 per unit is selected profit at 1,000 units of output 
would be:
	 
	Division S 
	Division T
	Total

	
	Rs.

	Sales/Net revenue 
	2,100
	4,000
	4,000

	Costs
	1,200
	2,100
	1,200

	Profit
	900
	1,900
	2,800


  At a transfer price of Rs.2.10 any increase in  output above 1,000 units, or any shortfall in output below this would not only reduce the profits of the company as the divisional profits of Division S and T.

Question No. 6

WESTERN DIVISION INCOME STATEMENT

1.(a)

	Sales Volume
	1,000
	2,000
	3,000
	4,000
	5,000
	6,000

	Net Sales Revenue
	1,900
	3,400
	4,500
	5,000
	4,800
	4,620

	Cost:
	 
	 
	 
	 
	 
	 

	Western Div. Costs.
	1,200
	1,400
	1,600
	1,800
	2,000
	2,200

	Eastern Div. Transfer cost    
	500
	1,000
	1,500
	2,000
	2,500
	3,000

	Total Cost
	1,700
	2,400
	3,100
	3,800
	4,500
	5,200

	Net Income / (Loss)  
	200
	1,000
	1,400
	1,200
	300
	-580


 (b)A sales level of 3,000 units per day maximises Western Division's net income at 
1,400. At 3,000 units per day, Eastern Division's net income will be :
	
	Rs.000's

	Transfer revenue from Western (at 50 p per unit) 
	
	1,500

	Fixed Costs 
	600
	

	Additional Costs (100 per 1,000)
	200
	800

	Net Income
	
	700


Company net income:
	
	Rs.000's

	Western Division revenue 
	
	4,500

	Eastern Division Costs
	1600
	

	Western Division costs
	800
	2400

	Net Income
	
	2,100


 (c) COMPANY INCOME STATEMENT

	sales units per day 
	1,000
	2,000
	3,000
	4,000
	5,000
	6,000

	Net sales revenue
	1,900
	3,400
	4,500
	5,000
	4,800
	4,620

	Costs:
	
	
	
	
	
	

	Fixed to (1,000 units)
	1,800
	1,800
	1,800
	1,800
	1,800
	1,800

	Additional variables (3,00 per 1,000)
	    
	300
	600
	900
	1,200
	1,500

	Total costs
	1,800
	2,100
	2,400
	2,700
	3,000
	3,300

	Net Income
	100
	1,300
	2,100
	2,300
	1,800
	1,320


(d) The company's Net income is maximized at a sales level of 4,000 units per day. Under divisional organization a sales level of 3,000 units maximizes Western Division income because of the fact that sales revenue per unit falls as sales volume increases where as the transfer price per unit remains constant. Consequently, marginal sales revenue for the 1,000 units above 3,000 is Rs.500, which does not cover the transfer cost plus Western Division marginal costs Rs.(500+200). The sales level to maximize company income, however will be the same whatever reporting structure is adopted. Any calculation should ignore intra company profits so that the effect on company income may be assessed clearly. Thus, the marginal revenue of Rs.500 more than covers company's marginal costs Rs.(200+100) for the 1,000 units between 3,000 and 4,000 and it is only when sales exceed 4,000 that company income is reduced.

 (e)Transfer pricing is a mechanism for preserving autonomy of profit centers so that profit center manager are motivated to improve their own performance and consequently company efficiency. In this company, an alteration to the transfer price would not alter company income but merely respective proposal of western and eastern divisions. 

There is a danger, However that the transfer pricing policy may cause divisional manager to act against company interest. For example, On the basis of the transfer price of 50paise per unit. Eastern Division makes profit of 400 for every additional 1000 units; as a result, the manager may see his main objective to be to increase production whereas, in fact, production in excess of 4000 units will actually reduce company income.

It would appear that the most appropriate transfer price, from a company point of view, would be the one which reflects the cost structure of Eastern Division, i.e. a basic price per unit upto 1,000 units per day, which reduces as volume increases until the normal capacity of Eastern Division is reached, when the price would be increased. Based on a reasonable return on capital employed the price would be set to maximize Eastern Division's income at normal capacity and optimum company sales level could be assessed clearly under a divisional organisation.

Question No.7

Profit Matrix
	Division Y Processing
	Division X Processing
	
	
	

	
	100
	200
	300
	400

	100
	-
	-
	60
	60

	200
	-
	20
	10
	30

	300
	80
	120
	130
	115

	400
	120
	150
	155
	135

	500
	130
	155
	155
	115

	600
	115
	135
	115
	55


Profit is maximized under three possibilities:

X 200 with Y 500, 
X 300 with Y 400, 
X 300 with Y 500

The transfer price should be set with the aim of arriving at one of these situation. Once the price is set S will wish to produce at a level that maximizes its contribution and X and Y will wish to do the same. In these situations the limiting condition is when marginal cost equals marginal revenue: that is, production will be undertaken providing there is a positive contribution from each marginal unit produced. The marginal revenue/cost tables are as follows:

Marginal revenues (Rs.)

Division Level
	 
	0-100
	100-200
	200-300
	300-400
	400-500
	500-600

	X
	120
	60
	40
	20
	 
	 

	Y
	120
	120
	120
	60
	40
	20


Marginal costs (Rs.)

Division Level 
	 
	400-500
	500-600
	600-700
	700-800
	800-900
	900-1000

	S
	20
	30
	35
	40
	60
	80


The marginal revenue will equal the marginal cost to X and Y at the required levels if the transfer price is Rs.400 per tonne, and this will equate marginal cost to marginal revenue for S at the 700-800 level. This figure is then the limiting price per tonne, but there remains the possibility of a number of non-optimal outcomes when S produces in excess of the requirements of X and Y. If the divisions are to be considered autonomous they must be encouraged to produce at a level that will be optimal without doubt. A price of just under Rs.400 per tonne will encourage the following:


S to produce at 700, 
X to be willing to process at 300, Y at 500

Although S's production dies not fulfil the requirements of both X and Y the restriction will operate to optimal positions. Thus if S is to decide independently on a production level in advance, a transfer price of between Rs.350 and Rs.400 is recommended to result in a production level of 700 tonnes. However, if S is to be willing to produce according to the orders of X and Y divisions, a transfer price of Rs.400 is recommended, as by this means a production level of 800 is available which could also be optimal.

Question no. 8

To obtain the optimal output from A, we must initially combine divisions B and C into a “composite” buying division: 

	Pounds of Calamite produced
	Cost of Production (Rs)
	Revenues – Net of Finishing Costs (Rs)
	Net Profits (Rs)

	4,000
	2,000
	2,400
	400

	5,000
	2,100
	2,700
	600

	6,000
	2,250
	3,000
	750

	7,000
	2,425
	3,200
	775

	8,000
	2,625
	3,400
	775

	9,000
	2,925
	3,500
	575


The revenues for any output level from A are obtained by choosing the allocation between B and C that maximizes total net revenues. For example, 7000 pounds can be allocated to B and C in the following ways:

	Pounds to B
	Pounds to C
	Net Revenues – B (Rs)
	Net Revenues – C
	Total Net Revenues

	1,000
	6,000
	600
	2,400
	3,000

	2,000
	5,000
	900
	2,300
	3,200 (max)

	3,000
	4,000
	1,100
	2,100
	3,200 (max)

	4,000
	3,000
	1,200
	1,800
	3,000


The optimal output of Calamite is either 7000 or 8000 pounds. At 7000 pounds, either 2000 or 3000 pounds can be transferred to B and the remainder to C. At 8000 pounds, the optimal allocation is 3000 to B and 5000 to C.

At an output of 7000 units, the marginal cost of the last units produced is Rs. 175 / 2000 = Re. 0.175 per unit. The marginal revenue to B, at an output of 2000 unit, is Rs. 300 / 1000 = Re. 0.30 per unit. The marginal revenue to C, at an output of 5000 units is Rs. 200 / 1000 = Re. 0.20 per unit. Therefore, two units can be produced at a marginal cost of Re. 0.35 for the two units. Transferring one unit to B and one to C yields net revenues of Re. 0.50. Because marginal revenue exceeds marginal cost, the firm can contemplate an expansion to 8000 units. Marginal cost to A for two units for output between 7000 and 8000 units,  is 2(2625 – 2425) / 1000 = Re. 0.40. The marginal revenue to B at 3000 units is Rs. 0.20 per unit, and to C at 5000 units is also Re. 0.20 per unit. Therefore, under the restrictive assumptions of the problem, marginal revenue equals marginal cost for output above 7000 and 8000 units tied for maximizing output levels. 

2. For specificity, let us choose 8000 as the profit maximizing output level. At a transfer price of Re. 0.20 per unit, A will supply upto 8000 units. Notice that A will show a loss at this output and price level.   But because of its fixed costs, A will show a larger loss if it chooses to produce nothing. At a transfer price of Re. 0.20 per unit, A’s losses are minimized when it produces 8000 units (or 7000 units, it is indifferent between these two output levels).

At a transfer price of Re. 0.20 per unit, B will demand either 2000 or 3000 units (it, too, is indifferent between these two amounts) and C will demand either 4000 or 5000 units. A little coordination my be necessary to insure that B does not order 2000 units when C orders 4000 units and that C does not order 5000 units when B orders 3000 units. (The assumed “stickiness” of marginal revenues and marginal costs between the 1000 unit breakpoints leads to these alternate optima. With continuous marginal revenue and marginal cost functions, these alternate options would not occur).

The Re. 0.20 per unit transfer price is the marginal opportunity cost of the supplying division (A). This is the optimal transfer price, as described in the chapter. If the transfer price is set at average cost or above, to enable A to show profit, then B and C would demand too little and overall firm profits would be reduced. For example, at an output level of 8000 units, A’s average cost is RE. 0.328 per unit. At this price, B would demand only 1000units and C would demand 3000 units so that an imbalance would occur. At A’s average cost of Re. 0.50 for 4000 units, B could order 1000 units and 3000 units, but overall firm profits would be Rs. 400 instead of the profit maximizing Rs. 775 that is achievable at output levels of 7000 or 8000 units.

1. If A can sell Calamite in an imperfect external market, the calculation gets even more complicated. The firm would need to add the external market as an additional buying division when constructing the composite demand curve facing A. The transfer price will be set equal to the marginal cost at the optimal level of output. This transfer price will also equal the marginal revenue in the outside market. 

While this calculation could be accomplished in principle, the notion of independent profit centres is being further eroded, we are requiring that all divisions submit their cost and revenue schedules in order to compute a globally optimal solution. This may be good for the firm, but then it becomes difficult or impossible to attribute profitability to individual divisions. If the firm attempts to do this, there will be an incentive for divisions to misrepresent their cost or revenue functions to increase their divisional profitability.

Question No. 9


Option 1: 
                   33,000   

Cash Outflow in this case is Rs. 33,000 


Option 2: 
                     



              35,000






30,000            
 


                                                   7,000







	Y to C                                                   
	12,000

	Less: Costs of B                                     
	7,000

	Own cost + Profit                                  
	5,000

	Profit @ 20% on sales                           
	1,000

	Own Cost                                               
	4,000

	Hence, Fixed Overheads @ 25%            
	1,000

	Outflow
	35,000

	Less:
	

	Fixed Overheads absorbed
	1,000

	Profit
	1,000

	Actual Outflow
	33,000



Option 3









                                                                        





                                                            


	A to C
	48,000

	Profit (Balancing figure)
	6,000

	Costs                                   
	42,000

	Less other costs
	38,000

	                                               
	4,000

	Hence, Fixed Overheads @ 25%            
	1,000

	D to C
	30,000

	Profit (1 / 6)
	5,000

	Own cost                              
	25,000

	
	10,000

	
	15,000

	
	3,000


	Outflow
	48,000

	Less:
	

	Fixed Overheads absorbed
	6,000

	Profit
	1,000

	Actual Outflow
	8,000

	
	33,000


Question No.10

a. Yes, Wind Air Division should institute the 5 percent price reduction on its air conditioner units because net income would increase by $ 132,000. Supporting calculations appear below:

	 
	Before 5% reduction
	After 5% reduction
	Difference
Rs. 000's

	
	Per Unit
	Total
 Rs.000's 
	Per Unit
	Total
Rs. 000's 
	

	 
	 
	 
	 
	
	 

	Sales Revenue
	        400 
	  6,000.00 
	        380 
	  6,612.00 
	    612.00 

	 
	 
	 
	 
	
	 

	Variable Costs
	 
	 
	 
	
	 

	Compressor
	          70 
	  1,050.00 
	          70 
	  1,218.00 
	    168.00 

	Other D.M
	          37 
	    555.00 
	          37 
	    643.80 
	      88.80 

	Direct Labour
	          30 
	    450.00 
	          30 
	    522.00 
	      72.00 

	Variable Overhead
	          45 
	    675.00 
	          45 
	    783.00 
	    108.00 

	Variable Marketing
	          18 
	    270.00 
	          18 
	    313.20 
	      43.20 

	Total Variable Costs
	        200 
	  3,000.00 
	        200 
	  3,480.00 
	    480.00 

	 
	 
	 
	 
	
	 

	Contribution Margin
	        200 
	  3,000.00 
	        180 
	  3,132.00 
	    132.00 


Summarised Presentation:

Contribution margin of sales increase (180 * 2,400)



432,000

Loss in contribution margin on original volume arising from decrease in

     Selling price (20*15,000)






  300,000
Increase in Operating Profit







132,000

b. No, the compressor division should not sell all 17,400 units to Wind Air for 50. If the Compressor Division does sell all 17,400 units to Wind Air, Compressor will only be able to sell 57,600 units to outside customers instead of 64,000 units due to the capacity restrictions. This would decrease Compressor Division’s profit before taxes by 35,000. Compressor Division would be willing to accept any orders from Wind Air above the 64,000 unit level at 50 per unit because there would be a positive contribution margin of 21.50. Supporting calculations are as follows:

 Calculation of Unit Contribution Margins:

	 
	Outside Sales
	Wind Air Sales

	Selling Price
	    100.00 
	      50.00 

	 
	 
	 

	Variable Costs
	 
	 

	Direct Materials 
	    12.00 
	      10.00 

	Direct Labour
	       8.00 
	       8.00 

	Variable Overhead
	      10.00 
	      10.00 

	Variable Marketing
	       6.00 
	       0.50 

	Total Variable Costs
	    36.00 
	    28.50 

	 
	 
	 

	Contribution Margin
	    64.00 
	    21.50 


Capacity Calculation in Units:

Total Unit Capacity


75,000

Sales to Wind Air


17,400

   Balance



57,400

Projected Sales to Outsiders

64,000

Lost sales to outsiders

 6,400 

Solution:

Contribution from sales to Wind Air (21.50*17,400)

374,100

Loss in contribution from loss of sales to outsiders (64*6,400)
409,000

Decrease in operating Profit

       


            35,500 

c. Yes, it would be in the best interest of National Industries for the Compressor Division to sell the units to the Wind Air division at 50 each. The net advantage to the National Industries is 312,500 as shown below. The net Advantage is the result of the cost savings from purchasing the compressor unit internally and the contribution margin lost from 6,400 units that the Compressor Division otherwise would sell to outsiders.

Cost savings by using compressor unit from

    Compressor Division:

        Outside purchase Price 




70.00

        Compressor Division’s variable cost to produce (See b.)
28.50

        Saving per unit






41.50

No. of units







17,400

 Total Cost Savings 




            
722,100

Compressor Division’s loss in contribution from

      Loss of sales to outsiders (see b.: 64*6,400)


409,600

Increase in operating profit for National Industries

312,500

Question NO. 11

The division controller of Ajax should not recommend that Ajax supply fitting 1726. Because Ajax is operating at capacity, every fitting sold to Defco reduces outside sales and the outside sales have a higher unit contribution margin:

Outside 
Defco 

Unit selling price       

7.50 

5.00

Variable Cost                                4.25 

4.25

Unit contribution margin                3.25 

0.75

An additional consideration is the danger of losing regular customers if outside sales are reduced.

(b)It would be to the short run economic advantage of the Gunn co Corporation for the Ajax division to supply the Defco division with fitting 1726. Because this is a cost plus contract them in immunities selling price is 49.50. At this price the unit contribution of the brake unit is: 

Unit contribution Ajax(on sales to Defco)    0.75 

Defco(allocated fixed costs)                        8.00

          ------

         8.75

This is larger than the unit contribution from the outside sales of fitting 1726. (c) In the short run there is an advantage to Gunnco of transferring the fitting at the 5.00 price and thus selling the brake unit for a minimum of 49.50. In order to make this happen, Gunnco will have to over rule the decision of the Ajax management. This action would be counter to the purpose of decentralised decision making. If such actions were necessary on a regular basis, the decentralised decision making inherent in the divisionalized organisation would be a sham. Then the organisation structure is inappropriate for the situation. On the other hand, if this is an occurrence of relative infrequency, the intervention of corporate management will not indicate in adequate corporate structure. It may however create problems with division management. In the case at hand, if the Gunnco management requires that the fitting be transferred at 5.00, the result will be to enhance Defco's operating results at the expense of Ajax. This certainly is not in keeping with the concept that a managers performance should be measured on the results achieved by the division he controls.

In this case, it appears that Ajax and Defco serve different markets and do not represent closely related operating units. Therefore, the Gunnco controller should recommend that each division should be free to act in accordance with its best interests. The company is better served in the long-run if Ajax is permitted to continue dealing with its regular customers at the market price. If Defco is having difficulties, the solution does not lie with temporary help at the expense of another division, but with the more substantive course of action. If a transfer is recommended, the use of dual transfer prices might be in order. If the transfer prices 5.00 to Defco and at least 7.50 to Ajax, neither division will suffer a short-term loss as a consequence of the transfer price.

Question No.12

Part 2

1. Enrique should not reduce the price charged to Angela if he can sell all he produces. Angela should buy externally, saving the company Rs.20, 000 (10,000 X Rs.2). The Rs.20, 000 savings belongs to the couch division. There will be no effect on the Mattress Division.

2. Mattress Division:

Current Contribution Margin


CM = 18,000 (Rs.70 – Rs.40) = Rs.5, 40,000
Contribution Margin with no internal transfers:

 
CM = 15,000 (Rs.70 – Rs.40) = Rs.4, 50,000
Change in CM = Rs. 4, 50,000 – Rs.5, 40,000 = (Rs. 90,000)

Couch Division:

Increase in Contribution Margin


CM Increase = (Rs.70 – Rs.68) 10,000 = Rs.20, 000
Effect on firm = (Rs.90, 000) + Rs.20, 000 = (Rs.70, 000)

3. Using the no transfer scenario as the point of reference, the minimum transfer price for the mattress division can be computed as follows (If internal transfer occurs, there will be 8,000 units sold externally and 10,000 units sold internally)

Let P be the minimum transfer price


8000(Rs.70 – Rs.40) + 10000(P – Rs.40) = Rs.4, 50,000

Rs.2, 40,000 + 10,000 P – Rs.4, 00,000 = Rs.4, 50,000



10,000 P = Rs.6, 10,000



P = Rs.61

The maximum transfer price is Rs.68, the price that would be paid if no transfer occurs internally

For a transfer price of Rs.67, the effect for each division and the firm is as follows:


Mattress = (Rs.67 – Rs.40) 10,000 + (Rs.70 – Rs.40) 8000 = Rs.5,10,000


Change in CM: Rs. 5, 10,000 – Rs.5, 40,000 = Rs (30,000)


Couch Rs.3 X 10,000 = Rs.30, 000 Savings

Firm: No Change

The Outside Bid has a direct benefit to the couch division








(Rs. in 000s)

	
Sales 
	Original Income
	New Income

	External
	560
	
	560
	

	Internal
	700
	1260
	670
	1230

	Variable Costs
	
	720
	
	720

	Contribution Margin
	
	540
	
	510

	Fixed Costs
	
	200
	
	200

	Net Income
	
	340
	
	310


Original ROI = Rs.3,40,000/Rs.2,000,000 = 17% (170%)

New ROI = Rs.3, 10,000/2,000,000 = 15.5% (155%)

(Note: In the question Paper the operating assets was given as Rs.2 Lakhs instead of 20 Lakhs.Hence ROI will show a very high return)

The decrease in the ROI is from 17% to 15.5 % will affect enrique’s evaluation as a manager. His chance for Bonus and Promotions will be adversely affected.

Still, the transfer pricing negotiations have given him valuable information. He is now aware than an outside company is underpricing him on a similar quality mattress. He now needs to determine why (EX: More efficient cost structure) and whether this will affect his own outside sales.
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