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1.
Sporting Goods Division ROI:


Year 1: $2,800,000/$20,000,000 = 14%

Year 2: $3,000,000/$20,000,000 = 15%


Sporting Goods Division Margin:


Year 1: $2,800,000/$70,000,000 = 4.0%

Year 2: $3,000,000/$75,000,000 = 4.0%


Sporting Goods Division Turnover:

Year 1: Turnover: $70,000,000/$20,000,000 = 3.5

Year 2: Turnover: $75,000,000/$20,000,000 = 3.75

2.
Camping Division ROI:


Year 1: $1,200,000/$10,000,000 = 12%

Year 2: $1,000,000/$10,000,000 = 10%


Camping Division Margin:


Year 1: $1,200,000/$24,000,000 = 5.0%

Year 2: $1,000,000/$25,000,000 = 4.0%


Camping Division Turnover:

Year 1: Turnover: $24,000,000/$10,000,000 = 2.4

Year 2: Turnover: $25,000,000/$10,000,000 = 2.5

3.
ROI for the Sporting Goods Division increased from 14% to 15%. This increase is due entirely to the increase in turnover from 3.5 to 3.75. (Margin for this division stayed the same from Year 1 to Year 2.) The Camping Division, on the other hand, experienced a drop in ROI from 12% to 10%. Margin in this division decreased from 5% to 4%, and the small increase in turnover (from 2.4 to 2.5) was not enough to overcome the margin decline. 

10–3

1.
Ever-Tent residual income
= $55,000 – (0.09 × $500,000)


= $10,000

KiddieKamp residual income
= $38,000 – (0.09 × $400,000)


= $2,000

2.

Add Only


Add Only


Add Both


Maintain


Ever-Tent


KiddieKamp


Projects


Status Quo

Operating income

$
1,055,000
$
1,038,000
$
1,093,000
$
1,000,000

Minimum income*

   
945,000
  
936,000
 
981,000
  
900,000
Residual income

$  
110,000
$  
102,000
$  
112,000
$  
100,000
*Minimum income = Operating assets × Minimum required rate of return.

The manager will invest in both the Ever-Tent and the KiddieKamp because residual income is positive for each, and the overall residual income is highest when both projects are accepted.

3.
If the company had retained the $900,000 and invested it at 9%, the income would have been $81,000 ($900,000 × 0.09). However, the investment of the $900,000 in the two projects suggested by the Camping Division yields total incremental operating income of $93,000 ($55,000 + $38,000). This is a gain of $12,000 before taxes. Yes, the correct decision was made.

10–4

1.

After-Tax


Weighted

Percent

Cost


Cost

Common stock

0.50
0.180
0.0900

10-year bonds

0.50
0.039*
0.0195
Weighted average cost of capital

0.1095
*0.039 = 0.06 – (0.06 × 0.35).

EVA = $210,000 – (0.1095 × $2,000,000) = ($9,000)

2.
Year 1:



After-Tax


Weighted

Percent

Cost


Cost

Common stock

0.50
0.150
0.0750

10-year bonds

0.50
0.039
0.0195
Weighted average cost of capital

0.0945
EVA = $210,000 – (0.0945 × $2,000,000) = $21,000

Year 2:



After-Tax


Weighted

Percent

Cost


Cost

Common stock

0.50
0.120
0.0600

10-year bonds

0.50
0.039
0.0195
Weighted average cost of capital

0.0795
EVA = $210,000 – (0.0795 × $2,000,000) = $51,000

3.

After-Tax


Weighted

Percent

Cost


Cost


Common stock

0.80
0.180
0.1440

10-year bonds

0.20
0.039
0.0078
Weighted average cost of capital

0.1518
EVA = $450,000 – (0.1518 × $3,000,000) = ($5,400)

Year 1 (9% premium):



After-Tax


Weighted

Percent

Cost


Cost


Common stock

0.80
0.150
0.1200

10-year bonds

0.20
0.039
0.0078
Weighted average cost of capital

0.1278
EVA = $450,000 – (0.1278 × $3,000,000) = $66,600

Year 2 (6% premium):



After-Tax


Weighted

Percent

Cost


Cost

Common stock

0.80
0.120
0.0960

10-year bonds

0.20
0.039
0.0078
Weighted average cost of capital

0.1038
EVA = $450,000 – (0.1038 × $3,000,000) = $138,600

10–6

1.
Maximum price

$    
2.80

Minimum price

     
1.05
Difference

$  
  1.75

× The number of cases

×
100,000

Increased profit

$
175,000
Since, the Glassware Division has idle capacity, the minimum price is the variable cost of $1.15, less avoidable selling costs of $0.10. Yes, the transfer should take place.

2.
Eric might negotiate for a lower price. Jill would consider the $2.40 price, as her income would increase $135,000 [($2.40 – $1.05) × 100,000].

3.
Full manufacturing cost is $1.85 ($1.15 - $0.10) + $0.70, so $1.75 would be the transfer price. The transfer could take place since $1.75 is between the minimum and maximum prices of the negotiating set.
