SV Ltd. manufactures a product which is obtained basically from a series of
mixing operations. The finished product is packaged in the company-made glass
bottles and packed in attractive cartons. The company is organised into two
independent divisions viz. one for the manufacture of the end-product and the
other for the manufacture of glass bottles. The product manufacturing division
can buy all the bottle requirements from the bottle manufacturing division. The
General Manager of the bottle manufacturing division has obtained the
following quotations from the outside manufacturers for the supply of empty

bottles.

&
Ouwtside (O ot )

No. of empty bottles

Total purchase value (Rs.)

8,00,000

14,00,000

12,00,000

20,00,000

A cost analysis of the bottle manufacturing division for the manufacture of empty
bottles reveals the following production costs:

mw\*@

No. of empty bottles

Total cost (Rs.)

8,00,000

10,40,000 _ P

12,00,000

7 3.\
14,40,000 e

The production cost and sales value of the end product marketed by the product
manufacturing division are as under:

Volume (Bottles Total cost of end product Sales value
of end product) (excluding cost of empty (Packed in
bottles) bottles)
(Rs.) (Rs.) -
8,00,000 64,80,000 g9, & 91,20,000 ~ (Vo
12,00,000 96,80,000 2P 1,27,80,000 - (pP

There has been considerable discussion at the corporate level as to the use of
proper price for transfer of empty bottles from the bottle manufacturing division
to product manufacturing division. This interest is heightened because a
significant portion of the Divisional General Manager’s salary is in incentive
bonus based on profit centre results, =

As the corporate management accountant responsible for defining the proper
transfer prices for the supply of empty bottles by the bottle manufacturing
division to the product manufacturing division, you are required to show for
the two levels of volumes of 8,00,000 and 12,00,000 bottles, the profitability
by using (i) market price and (ii) shared profit relative to the costs involved
basis for the determination of transfer prices. The profitability position should
be furnished separately for the two divisions and the company as a whole
under each method. Discuss also the effect of these methods on the
profitability of the two divisions.
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Solution

Statement showing profitability of two divisions at two different
tevels of output using different transfer prices

. No. ofbotties 8,00,000 12,00,000
(Rs) (Rs)
_ Sales value (Packed Product) : (A) 91,20,000 |-~ 1,27,80,000
Lass 1 Costs
Product Manufacturing Division X 64,80,000 |-~ 96,80,000
. Botde Manufacturing Division 10,40,000 14,40,000 |~
. Total costs : (B) 75,20,000 1,11,20,000 -
Profit j{(A) - B)} 16,00,000 |~ 16,60,000 | -7~
Profit proratad to Bottle Mg, Division and Product A
Mg, Division. \ o
_Share of Bottde Manufacturing Division: il o v .Q\*‘f e
_16.00.000 x 10.40,000/75.20000 _ 238 %pe 0 ) | 221,276 Y W
16.60.000 x 14.40,000/1,11,20000 " [ /> / 2,14964|
Balance profit relates to Product Mg, Division 1378724 | / 1445036
316,00,000 | 16,60,000
(Rs.) (Rs)
. Transfer prices of bottles
Costs 10,40,000 14,40,000
. Profit as computad above 2,21,276 2,14,964
Tozal price 12,61.276 16,54,964
. Transter price per bottle (Rs) 1.572;‘/ (Rs)1.379
From the above computations, it is observed that shared profit relative to the cost
invelved is (Rs) 2,21,276 (Rs 02766 per bottle) at 8,00,000 production level and
(Rs) 2.14,964 (Rs 0179 per bottle) at 12,00,000 production level. The profit of
Product Mfg. Division is (Rs) 13,78,724 (Rs.1.723per bottle) at 8,00,000 production
level and (Rs) 14,45,036 (Rs. 1.2042 per bottle) at 12,00,000 production level.
Profitability based on market price
| No.ofbottles 8,00,000 12,00,000
. Bottle Mfg. Division (Rs.) (Rs.)
| Market price 14,00,000 20,00,000
| Less Cost 10,40,000 14,40,000 _—
| Profit (i) 3 3,60,000 560,000 — | -
& _Product Mfg. Division S —— —
» %Sal&s value 91,20,000 1,27,80,000
M Less: Bottle cost (at Market Price) 14,00,000 20,00,000
<\\ £ I% Product cost / 64,580,000 96,80,000
o . Profit(ii) | Y= 12,40,000 11,00,000
Q ¢ __Total profit : (i) + (i) \\/ 16,00,000 16,60,000
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Plggﬁt based op cost

\(\lﬁ Fi?{it based on Market price
s.

Pl‘oduction leve] l\/]lsfoull)? m Bottle

\ (] .

8,00,000 bottles CEEErEaa

Product
S 25 | Mfg. Div. Mfg. Div. Mfg. Div.
Vo 421.276|9) 13,78 724 1) 3,60,000 | 0571240000
12,00, /13,78, ~ U 3,60, b
0,000 bottles N 2,14,964@ 14,45,036

5,60,000 | ) 11,00,000
/\f( ol -

Observations:

1. Market price meth

ods give a better profitability to Bottle Mfg. Division
atboth the pProduction levels, @ W

Market price method
aS compared to Bottl

2.

gives a lower profitability to Product Mfg. Division
e Mfg. Division. @ N

Under Cost-based method, there is a better profit at lower level of

production in Bottle Mfg. Division. However in Product Mfg. Division

7X 12,00,000 production level gives a higher profit. But in Market price
method, the position is quite reverse.

3.
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