
Cases for Topic 6: Divisional Performance Evaluation* 
 

1. Auto-fit is a multidivisional firm that produces auto parts.  It has the capacity for 
annual production of 100 units of a particular part.  The marginal cost of producing 
each unit is $10.  These units can be sold internally to other divisions or to external 
customers.  The external market price is $20.  The allocated share of corporate 
overhead for each part produced is $5.  Total corporate overhead expenditures do not 
vary with the production of the part.   How many units of the part should the company 
produce?  What is the theoretically correct transfer price (should the company decide 
to transfer the part internally)?  Explain. 

 

 

2. High Tech, Inc. has strong patent protection on a particular type of computer chip. 
High Tech uses the chip for the internal production of PCs.  It also sells the chip to 
other manufacturers on the open market.  Does High Tech necessarily want to charge 
the same price to both external and internal customers?  Explain. 

 

 

3. A firm has a demand curve:  P = 50 - Q.  Its total costs are: 
 
    TC = 110 + Q + 3Q2 

 
 Prepare a table that computes the profit-maximizing quantity.  What quantity 

minimizes average cost?  (Hint: prepare a table like 17.1 for Q = 1,2,...,10.) 
 

 

4. Speed Company sells printers.  It is divided into a manufacturing unit and a sales unit.  
The marginal cost of producing a printer is $200.  External demand is given by P = 
1000 - .01Q.  Selling and distribution costs total $150 per unit.   

 
a. What is the profit maximizing retail price and quantity?  What are firm 

profits? 
b. Suppose the manufacturing unit has monopoly power to set the transfer price 

and knows all the information in this problem.  What transfer price will it 
charge?  What are the resulting retail price, quantity, and firm profits? 

 

 

5. Do you agree with the following statement?  Explain. 
 

Obviously the correct transfer price is the opportunity cost of the resource.  
Any firm that uses full cost (which includes an allocation of corporate 
overhead) is doing it wrong. 

                                                
* Source for cases 1 to 7: Brickley, J. A., C. W. Smith Jr., & J. L. Zimmerman (2007), Organizational 
Architecture: A Managerial Economics Approach, 4th ed., Irwin Chicago. 
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6. Xerdak Inc. has a corporate jet, which it uses to fly managers from Rochester to 
Chicago.  The associated costs (monthly) of maintaining and flying the jet are as 
follows: 

 
  Pilot:   $10,000 
  Depreciation:    10,000 
  Overhead    10,000 

 
 In addition, each round trip to Chicago costs $10,000 in fuel.  Commercial airlines 

(for example, United) charge $600 for a round trip to Chicago.  Managers consider 
the commercial service and the company service to be identical.  The company plane 
flies a maximum of 20 times each month and has 50 seats.  There are always more 
managers wanting to fly on the plane than there are seats.  The company wants to buy 
some more planes.  Unfortunately, they are back-ordered, and so the company will 
not be able to obtain additional capacity in the near future.  According to economic 
theory, what is the optimal transfer price for a round trip to Chicago?  Explain why. 

 

 

7. An organizational consultant does not like the way your company compensates profit 
center managers (currently a large part of their pay is based on the center’s profits).  
He argues that you should compensate the managers based on whether or not they 
made “reasonable decisions” and not based on the outcome of the decisions, which is 
partly beyond the control of the managers.  The consultant argues that the managers 
will then have incentives to make good decisions but will not be subject to undue 
levels of risk.  Evaluate this argument. 

 


