CHAPTER 24 ALTERNATE PROBLEMS

Problem 24.1A

Republic Hotel
The Republic Hotel is a full-service hotel in a large city.  Republic is organized into three departments that are treated as investment centers.  Budget information for the coming year for these three departments is shown below.  The managers of each of the departments are evaluated and bonuses are awarded each year based on ROI.

Republic Hotel


Hotel Rooms
Restaurants
Health Club-Spa


Average investment

$10,000,000
$6,000,000
$1,200,0000


Sales revenue

14,000,000
2,500,000
700,000


Operating expenses

10,000,000
1,100,000
500,000


Operating earnings

4,000,000
1,400,000
200,000

Instructions

a. Compute the ROI for each department.  Use the DuPont method to analyze the return on sales and capital turnover.

b. Assume the Health Club-Spa is considering installing new exercise equipment.  Upon investigating, the manager of the division finds that the equipment would cost $60,000 and that sales revenue would increase by $10,000 per year as a result of the new equipment.  What is the ROI of the investment in the new exercise equipment?  What impact does the investment in the exercise equipment have on the Health Club-Spa’s ROI?  Would the manager of the Health Club-Spa be motivated to undertake such an investment?

c. Compute the residual income for each department if the minimum required return for the Republic Hotel is 18%.  What would be the impact of the investment in b on the Heatlth Club-Spa’s residual income?

Problem 24.2A

Republic Hotel and Balanced Scorecard

Consider the Republic Hotel discussed in Problem 24.1A.  The manager of the Restaurants Department complains that sales and resulting earnings for the restaurants are not higher due to the poor reputation of the Hotel Rooms Department.  Because the Hotel Rooms Department does not have the best housekeeping staff, the overall reputation of the hotel is slipping.  The manager of the Hotel Rooms Department counters that to keep operating expenses under control and improve ROI, wages for housekeeping have been cut.  The manager of the Restaurant Department has requested that other evaluation techniques be considered such as residual income or a balanced scorecard approach that might resolve this problem.

Instructions

Consider which balanced scorecard measures might be useful to the Republic Hotel in evaluating the Hotel Rooms Department.  In doing so, identify:

a. The organizational goal that the measure is designed to support.

b. The employee resources and efforts that will be affected by the measurement.

c. How the employees should receive feedback and be rewarded for progress toward achieving the goals.

Problem 24.3A

Evaluating Business Unit Performance

The manager of Wilson’s Toy Division is evaluated on her division’s return on investment and residual income.  The company requires that all divisions generate a minimum return on invested assets of 10%.  Consistent failure to achieve this minimum target is grounds for the dismissal of a division manager.  The annual bonus paid to division managers is 1.5% of residual income in excess of $200,000.  The Toy Division’s operating margin for the year was $10 million, during which time its average invested capital was $75 million.

Instructions

a. Compute the Toy Division’s return on investment and residual income.

b. Will the manager of the Toy Division receive a bonus for her performance?  If so, how much will it be?

c. In reporting her investment center’s performance for the past 10 years, the manager of the Toy Division accounted for the depreciation of her division’s assets by using an accelerated depreciation allowed for tax purposes.  As a result, virtually all of the assets under her control are fully depreciated.  Given that the company’s other division managers use straight-line depreciation, is her use of an accelerated method ethical?  Defend your answer.

Problem 24.4A

ROI and Residual Income at Big Deal Inc.

Joe Teller is the manager of one location of the Big Deal Inc. chain.  Teller’s location is currently earning an ROI of 15% on existing average capital of $800,000.  The minimum required return for Big Deal Inc. is 12%.  Teller is considering several additional investment projects, which are independent of existing operations and are independent of each other.  The following table lists the projects:


Project
Required Capital
ROI


A
$200,000
16.2
%


B
400,000
22.0


C
300,000
14.0


D
500,000
12.4


E
600,000
10.0

Instructions

a. Which of the above projects would Teller choose for investment if his objective is to maximize his location’s ROI?

b. Which projects increase the value of Big Deal Inc.?

c. Which projects have a negative residual income?

d. Rank the projects in the order of acceptability if Teller is evaluated on ROI and then on residual income.

Problem 24.5A

Balanced Scorecard in the Assembly Department

Sandra Olson manages the Finishing Department at Buildwell machines, a part supplier to large airplane companies.  Buildwell has recently adopted a balanced scorecard for the entire company. As a result, the plant manager for each production facility has a set of strategic goals, measurements, and rewards designed to motivate employees to achieve the company’s overall goals.


The plant manager has implemented the balanced scorecard throughout each department.  The balanced scorecard measures that specifically apply to the Finishing Department are primarily related to business process measures and learning and growth measures.  In particular, the assembly line and related employees supervised by Olson are evaluated on efficiency measures and learning and growth measures.  The learning and growth measures are employee absenteeism, retention, and satisfaction.  Operating efficiencies are measured by cycle time, amount of work-in-process inventory, hours of machine downtime, number of defects, cost of rework, and productivity per employee.  Olson obtains a monthly cash bonus if she can increase the learning and growth measures and reduce inefficiencies in the operations.


During the first year that the balanced scorecard was used at Buildwell, Olson did not earn a bonus.  She has been particularly frustrated because whenever she reduces the work in process inventory on the shop floor, cycle time increases.  When she reduces the hours of machine down-time, the defects increase and employee satisfaction decreases.


The plant manager decides to hire your consulting firm, Knowitall Incorporated, to help evaluate the new balanced scorecard performance measurement and compensation scheme.

Instructions

Choose a partner to round out your consulting team and write a memo to the plant manager that explains the problems the manger is encountering in the Finishing Department.  In the report identify with bullet points the problems that she is having with the balanced scorecard system and provide suggestions to the plant manager to help remedy the problems.
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