


Financial and Managerial Accounting
Relevant Costing Exercises SOLUTIONS

1) A company manufactures small motors.  It can produce based on the following information:
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It has received a special order at the following terms:
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The order is “all or nothing”; thus, in order to accept the order, the company will have to reduce sales to other customers at the market price in order to have production capacity for the special order.

a) Should the company accept the order based on financial considerations?  Show your calculations.
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b) What non-financial factors should the company take into consideration in this decision?

Affect of below-market price sale on relationship with existing customers



2) The estimated costs of producing a component used in manufacturing are:
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Market information for the component is as follows:
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a) Should the company make or buy the part?  Show your calculations.
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b) What non-financial factors should the company take into consideration in this decision?

Quality control, supplier reliability, effect on customers


3) A company shows the following results by division:
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a) Should the company discontinue the division A which shows a net loss?  Show your calculations.
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b) What are the qualitative factors the company should consider in making this decision?

effect on customers


4) A company is considering replacing equipment under the following terms:
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a) Should the company replace the old equipment?  Show your calculations.
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b) What qualitative factors should the company consider in making this decision?

Possible technological obsolescence of new equipment before end of investment period
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Per unit Total

Direct material and labor 310 $                 117,800 $        

Applied variable overhead 260 $                 98,800 $          

Applied fixed overhead 210 $                 79,800 $          

Units 380                   
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Market price $660

Fixed overhead reduction if purchased 60%
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Per unit Units Total

Direct material and labor 310 $                 380                    117,800 $        

Applied variable overhead 260 $                 380                    98,800 $          

Total variable cost 570 $                 216,600 $        

Applied fixed overhead 79,800 $          

Reduction factor 60%

Applied fixed overhead savings 47,880 $          

Total relevant cost 264,480 $        

Per unit Units Total

660 $                 380                    250,800 $        

Difference

(Decrease) in variable costs (216,600) $      

(Decrease) in fixed costs (47,880) $        

(Decrease) in total costs (264,480) $      

Increase in costs to buy 250,800 $        

Increase/(decrease) in total costs (13,680) $        

Make

Buy
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Division A Division B Total

Sales 210,000 $                440,000 $                650,000 $               

Variable expenses 165,000 $                280,000 $                445,000 $               

Contribution margin 45,000 $                  160,000 $                205,000 $               

Fixed expenses

Allocated factory overhead 12,000 $                  24,000 $                  36,000 $                 

Salary of division manager 18,000 $                  16,000 $                  34,000 $                 

Depreciation 10,000 $                  4,000 $                    14,000 $                 

Advertising 16,000 $                  30,000 $                  46,000 $                 

Factory rent 14,000 $                  18,000 $                  32,000 $                 

Allocated administrative expense 6,000 $                    12,000 $                  18,000 $                 

Total fixed expenses 76,000 $                  104,000 $                180,000 $               

Net operating income/(loss) (31,000) $                56,000 $                  25,000 $                 
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Division A

Sales 210,000 $               

Variable expenses 165,000 $               

Contribution margin 45,000 $                 

Fixed expenses

Allocated factory overhead - $                        

Salary of division manager 18,000 $                 

Depreciation - $                        

Advertising 16,000 $                 

Factory rent 14,000 $                 

Allocated administrative expense - $                        

Total fixed expenses 48,000 $                 

Net operating income/(loss) (3,000) $                  

DECISION: DISCONTINUE
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Cost of old equipment 90,000 $          

Trade in value of old equipment 14,000 $          

Cost of new equipment 140,000 $        

Change in revenue 15,000 $          

Old operating costs 32,000 $          

New operating costs 26,000 $          

Years of new performance 4                        
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Annual Years Total Annual Units Total

Purchase price (140,000) $      

Trade in value 14,000 $          

Operating costs (32,000) $         4                (128,000) $       (26,000) $         4                (104,000) $      

Additional income 15,000 $           4                60,000 $          

Total relevant costs (128,000) $       (170,000) $      

DECISION: EXISTING KITCHEN

Existing Kitchen New Kitchen
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Production capacity, units 7,500                

Current production, units 5,200                

Fixed costs 65,000 $          

Variable costs/unit 16.50 $            

Sales price 48.00 $            
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Units 3,000                

Price per unit 32.00 $            
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Difference

Change in units 3,000                

Contribution margin/unit $15.50

Change in contribution margin $46,500

Less: decrease in sales at market price (700)                  

Contribution margin/unit 31.50 $            

($22,050)

Change in fixed costs $0

Increase/(decrease) in net operating income $24,450


