7) Residual income is the difference between net operating income and the product of average
operating assets and the minimum rate of return.
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Answer: TRUE

8) Residual income can be used most effectively in comparing the performance of divisions of
different size.
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Answer: FALSE

9) Suppose a company evaluates divisional performance using both ROI and residual income.
The company's minimum required rate of return for the purposes of residual income calculations
is 12%. If a division has a residual income of $6,000, then its ROI is less than 12%.
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Answer: FALSE

10) If a company contains a number of investment centers of differing sizes, return on
investment (ROI) should be used rather than residual income to rank the financial performance
of the divisions.
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Answer: TRUE
11) ROI and residual income are tools used to evaluate managerial performance in investment
centers.
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Answer: TRUE

12) Residual income should be used to evaluate an investment center rather than a cost or profit
center.
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Answer: TRUE

13) Tennill Inc. has a $1,400,000 investment opportunity with the following characteristics:
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Sales $ 4,480,000
Contribution margin ratio 40% of sales
Fixed expenses $ 1,657,600

The ROI for this year's investment opportunity considered alone is closest to:
A) 8.1%

B) 128.0%

C) 3.0%

D) 9.6%

Answer: D

Explanation:

Contribution margin (40% % $4,480,000) $ 1,792,000
Fixed expenses 1,657,600
Net operating income $ 134,400

ROI = Net operating income + Average operating assets = $134,400 + $1,400,000 = 9.6%
Difficulty: 1 Easy



14) BR Company has a contribution margin of 40%. Sales are $312,500, net operating
income is $25,000, and average operating assets are $200,000. What is the company's
return on investment (ROI)?
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A) 12.5%
B) 62.5%
C) 8.0%
D) 64.0%

Answer: A

Explanation:

ROI = Net operating income + Average operating assets
= $25,000 + $200,000 = 12.5%

15) Nasser Inc. reported the following results from last year's operations:
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Sales $ 12,600,000
Variable expenses 7,760,000
Contribution margin 4,840,000
Fixed expenses 3,706,000
Net operating income $ 1,134,000
Average operating assets $ 6,000,000
Last year's return on investment (ROI) was closest to:

A) 9.0%

B) 47.6%

C) 18.9%

D) 80.7%

Answer: C

Explanation:

ROI = Net operating income + Average operating assets = $1,134,000 + $6,000,000 = 18.9%

16) Anguiano Inc. reported the following results from last year's operations: ‘
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Sales $ 10,500,000
Variable expenses 8,210,000
Contribution margin 2,290,000
Fixed expenses 1,555,000

Net operating income $ 735,000




The company's average operating assets were $5,000,000.

Last year's return on investment (ROI) was closest to:
A) 7.0%

B) 14.7%

C) 45.8%

D) 47.6%

Answer: B
Explanation: ROI = Net operating income + Average operating assets = $735,000 + $5,000,000
=14.7%

17) The following information relates to last year's operations at the Legumes Division of
Gervani Corporation:
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Minimum required rate of return 12%
Return on investment (ROI) 15%
Sales $ 900,000
Turnover (on operating assets) 3 times

What was the Legume Division's net operating income last year?
A) $108,000

B) $135,000

C) $36,000

D) $45,000

Answer: D

Explanation: ROI = Margin x Turnover
15% = Margin x 3

Margin = 15% + 3 =5%

Margin = Net operating income ~+ Sales
5% = Net operating income + $900,000
Net operating income = 5% x $900,000 = $45,000

18) The following data has been provided for a company's most recent year of operations:
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Return on investment 20%
Average operating assets $ 100,000
Minimum required rate of return 15%

The residual income for the year was closest to:



A) $20,000
B) $3,000
C) $5,000
D) $15,000

Answer: C
Explanation:

ROI = Net operating income + Average operating assets

0.20 = Net operating income + $100,000
Net operating income = 0.20 x $100,000

= $20,000

Residual income = Net operating income — (Average operating assets X Minimum required rate

of return)

= $20,000 — ($100,000 x 0.15) = $20,000 — $15,000 = $5,000

19) Pankey Inc. has a $700,000 investment opportunity that would involve sales of $1,050,000, a
contribution margin ratio of 40% of sales, and fixed expenses of $325,500. The company's
minimum required rate of return is 18%. The residual income for this year's investment

opportunity is closest to:
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A) ($31,500)
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B) $0

C) $94,500

D) $126,000

Answer: A

Explanation:

Contribution margin (40% x $1,050,000) $ 420,000
Fixed expenses 325,500
Net operating income $ 94,500
Average operating assets $ 700,000
Net operating income $ 94,500
Minimum required return ($700,000 x 18%) 126,000
Residual income $ (31,500)

20) Worsell Inc. reported the following results from last year's operations:
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Sales $ 11,000,000

Variable expenses 8,200,000
Contribution margin 2,800,000
Fixed expenses 2,360,000
Net operating income $ 440,000
Average operating assets $ 5,000,000

The company's minimum required rate of return is 10%. Last year's residual income was closest
to:

A) $440,000

B) $490,000

C) ($638,000)

D) ($60,000)

Answer: D

Explanation:

Average operating assets $ _5.000.000
Net operating income $ 440,000
Minimum required return ($5,000,000 x 10%) 500,000
Residual income $ (60,000)

21) Which of the following will not result in an increase in return on investment (ROI), assuming
other factors remain the same?
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A) A reduction in expenses.
B) An increase in net operating income.
C) An increase in operating assets.
D) An increase in sales.

Answer: C

22) Some investment opportunities that should be accepted from the viewpoint of the entire
company may be rejected by a manager who is evaluated on the basis of:
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A) return on investment.

B) residual income.

C) contribution margin.

D) segment margin.

Answer: A



23) Which of the following segment performance measures will decrease if there is an increase

in the interest expense for that segment?
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Return on Investment Residual Income
A) Yes Yes
B) No Yes
@) Yes No
D) No No
A) Choice A
B) Choice B
C) Choice C
D) Choice D
Answer: D

24) Which of the following performance measures will increase if inventory decreases and all
else remains the same?
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Return on Investment Residual Income
A) Yes Yes
B) No Yes
@) Yes No
D) No No
A) Choice A
B) Choice B
C) Choice C
D) Choice D

Answer: A



