Management 326 - Financial Accounting - Solution

Fall 2005
The final exam is closed book, however the cheat sheet is allowed.  Calculators are permitted, however computers are not allowed.  The test consists of 7 independent problems, most of which have multiple parts.  

Please use the space provided on the exam for your answers.  If you need extra space, please use the reverse sides of any page.  If there is something written on the reverse sides of any page that you feel we need to see in order to grade your exam, please mention this in the space provided for each answer. You have the remainder of the class in which to complete the exam.  

Be sure to print your name on the cover sheet.  It is also important that you print legibly.  Anything we cannot read we cannot grade.

If you have any questions during the test you may ask either your TA or professor.  Talking to any other individual is not allowed and could subject you to a zero score. Good luck!
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4. Relevance Inc.
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10

6. Anthony, Hawkins, and Merchant Co.


10
7. Decisions, Decisions




10
100



1.  Flexible Systems Inc.   (18 points)

Flexible Systems Inc. produces a closet organizing system that helps organize all the clutter.  Below is a table with the budgeted manufacturing overhead costs for the most recent quarter, along with actual costs:

	Flexible Systems Inc.

Manufacturing Overhead

Third Quarter, 2005

	
	Budget
	Actual
	Variance

	Units Produced
	21,400
	25,000
	3,600

	Variable costs:
	
	
	

	  Indirect materials (budgeted at $2 per unit)
	$42,800
	$49,000
	(6,200)

	  Indirect labor (budgeted at $1.50 per unit)
	32,100
	38,000
	(5,900)

	  Utilities (budgeted at $1 per unit)
	21,400
	24,600
	(3,200)

	       Total variable costs
	$96,300
	$111,600
	$(15,300)

	Fixed costs:
	
	
	

	  Supervisory salaries
	$90,000
	$90,200
	$(200)

	  Depreciation on plant assets
	20,000
	20,300
	(300)

	  Other
	5,000
	5,000
	0

	       Total fixed cost
	$115,000
	$115,500
	$(500)

	Total overhead
	$211,300
	$227,100
	$(15,800)

	
	
	
	

	(  ) denotes unfavorable variance
	
	
	


The manager, evaluated on a cost center basis, is a bit upset that the schedule makes it appear that she did a very poor job of cost containment.  She appears to be over budget on nearly every expense item.  She claims the budget is unfair and fails to consider the fact that she did a great job of producing more units.

Required:

Redo the budget analysis with a new schedule and comment on your findings, discussing each expense item (in other words, did the manager do a good job)? Note that there is room on the next page for this.

2.  Knicknack, Inc.   (25 points)

Knicknack, Inc. manufactures two products; odds and ends.  The firm uses a single, plantwide overhead rate based on direct-labor hours.  Production and product-costing data are as follows:

	
	Odds
	Ends

	Production quantity
	1,000 units
	5,000 units

	Direct material
	$40
	$60

	Direct labor (including setup time)
	30 (2 hrs @ $15)
	45 (3 hrs @ $15)

	Manufacturing overhead
	96 (2 hrs @ $48)
	144 (3 hrs @ $48)

	Total cost per unit
	$166
	$249

	
	
	

	Calculation of predetermined overhead rate:
	
	

	Manufacturing overhead budget:
	
	

	  Machine-related costs
	
	$450,000

	  Setup and inspection
	
	180,000

	  Engineering
	
	90,000

	  Plant-related costs
	
	96,000

	    Total
	
	816,000

	
	
	

	Predetermined overhead rate:

Budgeted manufacturing overhead / Budgeted direct-labor hours
	        $816,000 / 

(1,000) (2) + (5,000) (3)
	$48 per direct-labor hour


Knicknack, Inc. prices its products at 120% of cost, which yields a target price of $199.20 for odds and $298.80 for ends.  Recently, however, a competitor has entered the market for ends with a selling price of $220.  Knicknack, Inc.’s president is puzzled by how they would be willing to sell so low and has asked you to look into the matter.  You suspect that Knicknack, Inc.’s cost accounting system may need fixing, as it could potentially be causing distortion in the apparent costs of odds and ends.  Ends are a high volume, relatively simple product, whereas odds are quite complex and lower volume.  

You decide to do an activity-based costing analysis.  You identify the following as cost pools, cost drivers, budgeted levels of cost drivers, and odds and ends respective usage of the cost drivers:

	Cost Pool
	Cost Driver
	Budgeted Level of Cost Driver
	Odd usage of Cost Driver
	End usage of Cost Driver

	Machine-related
	Machine hours
	9,000 hours
	4 hr. per unit
	1 hr. per unit

	Setup and inspection
	Number of production runs
	40 runs
	50%
	50%

	Engineering
	Change orders
	100 change orders
	75%
	25%

	Plant-related
	Square footage
	1,920 sq. ft.
	80%
	20%


Required:

1) Determine a pool rate to allocate costs for each of the four cost pools.

2) Determine the unit cost of odds and of ends based on your new analysis.

3) Calculate the new target price for odds and ends based on the revised cost structure.

4) Based on your findings, what can you tell the president regarding the new competitors “puzzling” pricing of ends?

3.  Break-Neck, Co.  (17 points)
 Break-Neck, Co. is currently selling 3,200 pairs of skates a month at a unit price of $150.  Variable costs amount to $100 per unit and total monthly fixed costs are $100,000.  Management is considering a change in the production process that will result in fixed costs increasing by $50,000, but variable costs dropping to only $80 per unit.  

1) What impact will this have on the firm’s monthly profits?  

2) What effect will this change have on the firm’s breakeven point?  In other words, how much does the breakeven point change?

Break-Neck is also considering changing the skate’s selling price so that it can earn $80,000 per month on sales of 3,000 units.  Assume the original cost structure before the change in variable and fixed costs.  

3) What selling price is needed for the $80,000 monthly profit?

Again, consider the original cost structure and pricing.  Break-Neck is also considering adding a second product.  The expected monthly unit sales of the new product will be 1,000 pairs, however some customers of the original product will likely now buy the new product, resulting in a loss of 400 sales of pairs of skates.  Therefore total sales of both products are expected to be 3,800 pairs.  Because there is currently no excess capacity, additional fixed costs will be incurred in the amount of $10,000.  Variable costs for the new skate will be $140 and the targeted sales price will be $175.

4) Should Break-Neck add the second skate to its line based solely on financial considerations?  Justify your answer with calculations.  

4.  Relevance Inc.  (10 points)

Relevance Inc. makes commemorative plates.  The company is considering replacing an existing ceramic oven with a new model.  If the oven is purchased, the existing oven will be sold for salvage.  Because the new oven is more efficient, it will use less electricity and less direct material will be wasted in production.  No other changes in production or sales will result from the change.

Required:

Regarding the decision to replace the oven, indicate whether each of the following is relevant (R) or irrelevant (I).

	
	Item
	R or I

	1
	Sales revenue
	

	2
	Direct materials
	

	3
	Direct labor
	

	4
	Variable indirect manufacturing costs
	

	5
	Cost of the new oven
	

	6
	Fixed selling costs
	

	7
	Variable selling costs
	

	8
	Contribution margin
	

	9
	Original cost of the existing oven
	

	10
	Amount of depreciation already taken on the existing machine
	


5.  Wasted Away  (10 points)

Kate flew to Kansas from Claremont to attend a three-day sales meeting that ended on a Friday.  Her non-refundable round trip ticket cost $300, and her lodging and meals averaged $100 per day.  She made arrangements to stay over Saturday night and depart Sunday, because the airfare for a Friday-night return was $550.  Thus, she was saving the company $50 overall (the $250 additional fare minus the two additional night’s lodging and meals).

Late Friday afternoon, Kate met the company’s vice-president of sales, who told her he was returning to Claremont on the company’s jet that night.  Since there were several empty seats on the plane, he invited her to fly back with him.  Kate took the flight, reasoning that it will save the company the extra lodging and meal costs that she would incur if she took her Sunday flight.

Monday morning she came in and found an angry message on her voice mail from her boss.  He demanded to know why she “wasted” $150, half her round-trip airfare, by skipping her return flight on the commercial airline.

Required:

Did Kate “waste” $150?  Provide your response for her boss.

6.  Anthony, Hawkins, and Merchant Co.  (10 points)

Anthony, Hawkins, and Merchant Co. (AHM), has been approached by a new potential customer who wishes to place a one-time order for a component quite similar to one that AHM makes for another customer.  Existing sales will not be affected by accepting this order.  AHM has a policy of setting target price at 50% over full manufacturing cost.  The manufacturing costs and the targeted selling price for the component currently being made are as follows:

	Direct materials
	$3.00

	Direct labor
	4.00

	Variable manufacturing overhead (100% of direct labor cost)
	4.00

	Fixed manufacturing overhead (150% of direct labor cost)
	6.00

	    Total manufacturing cost
	$17.00

	Markup (50% of full manufacturing cost)
	8.50

	    Targeted selling price
	$25.50


AHM has excess capacity to produce the quantity of the component desired by the new customer.  The direct materials used in the component for the new customer are a little higher quality and will cost an additional $1.00 per unit over the cost of the existing product.  The variable selling expenses (shipping, etc.) will be the same as the current product, $2.00 per unit.

Required:

What is the minimum unit price at which AHM should be willing to accept the special order?  Ignore all but financial considerations.

7.  Decisions, Decisions  (10 points)

Company X is a very boring company that produces three boring products, A, B, and C.  Cost information for these products is given below:

	
	Product A
	Product B
	Product C
	Total

	Direct material
	250,000
	220,000
	130,000
	

	Direct labor
	175,000
	150,000
	100,000
	

	Factory manager’s salary (Time spent – A:B:C 4:5:1)
	72,000
	90,000
	18,000
	180,000

	Depreciation on building (Space occupied - A:B:C 2:2:1)
	69,600
	69,600
	34,800
	174,000

	                                        Totals
	566,600
	529,600
	282,800
	

	
	
	
	
	

	Units produced
	25,000
	20,000
	15,000
	

	Cost per unit
	22.66
	26.48
	18.85
	

	Revenue per unit
	18
	34
	23
	


Question 1:

Company X is thinking of dropping Product A because of the apparent loss as shown above.  At this time they do not have any plans for the space currently occupied by Product A.  The managers do not have long-term contracts and can be terminated essentially at any time without severance.  Based on this information, do you recommend Product A be dropped?

	

	

	
	
	
	
	

	
	
	
	

	
	
	
	
	
	
	


Question 2:

Assume the same facts except that Company X can lease the unused space for 50,000 annually if Product A is dropped.  Under this scenario, what do you recommend?

1.  Flexible Systems Inc.   (18 points)

	
	Static Budget
	Flexible

Budget
	Actual
	Variance

	Units Produced
	21,400
	25,000
	25,000
	

	Variable costs:
	
	
	
	

	  Indirect materials (budgeted at $2 per unit)
	$42,800
	$50,000
	$49,000
	1,000

	  Indirect labor (budgeted at $1.50 per unit)
	32,100
	37,500
	38,000
	(500)

	  Utilities (budgeted at $1 per unit)
	21,400
	25,000
	24,600
	400

	       Total variable costs
	$96,300
	$112,500
	$111,600
	$900

	Fixed costs:
	
	
	
	

	  Supervisory salaries
	$90,000
	$90,000
	$90,200
	$(200)

	  Depreciation on plant assets
	20,000
	20,000
	20,300
	(300)

	  Other
	5,000
	5,000
	5,000
	0

	       Total fixed cost
	$115,000
	115,000
	$115,500
	$(500)

	Total overhead
	$211,300
	227,500
	$227,100
	$400

	
	
	
	
	

	(  ) denotes unfavorable variance
	
	
	
	


The manager is under budget for indirect materials and utilities by a combined 1,400, but is over budget by 500 for indirect labor.  These items are likely controllable and therefore based on a flexible budget at the actual volume, the manager did a good job controlling those costs that are controllable.  The manager was over budget by 500 for fixed costs, but these costs are likely not under the manager’s control (important to at least mention this fact). Therefore, the manager does appear to be doing a good job controlling costs.

2.  Knicknack, Inc.   (25 points)

1)  Machine-related costs:  $450,000 / 9,000 machine hours = $50 per machine hour.

     Setup and inspection:  $180,000 / 40 runs = $4,500 per run

     Engineering:  $90,000 / 100 change orders = $900 per change order

     Plant-related costs: $96,000 / 1,920 sq. ft. = $50 per sq. ft.

2)  Unit costs:

I: Machine related:

       Odds: $50 x 4 = $200

        Ends: $50 x 1 = $50

II: Setup and inspection:

        Odds: $4,500 / 50 = $90

        Ends: $4,500 / 250 = 18

III: Engineering:

        Odds: ($900 x 100 x 75% )/ 1,000 units = $67.50 per unit

        Ends: ($900 x 100 x 25%) / 5,000 = $4.50 per unit

IV: Plant related:

        Odds: ($50 x 1,920 x 80%) / 1,000 = $76.80 per unit

        Ends: ($50 x 1,920 x 20%) / 5,000 = $3.84 per unit

3)

	
	Odds
	Ends

	Direct Material
	$40.00
	$60.00

	Direct labor
	30.00
	45.00

	Manufacturing OH
	
	

	  Machine-related
	200.00
	50.00

	  Setup and inspection
	90.00
	18.00

	  Engineering
	67.50
	4.50

	  Plant-related
	76.80
	3.84

	Total cost per unit
	$504.30
	181.34

	Pricing policy
	120%
	120%

	New Target price
	$605.16
	$217.61


4)  Traditional costing system had the more complex, low volume Odds costed too low at $166.00 instead of $504.30, whereas the simpler, higher volume Ends were costed too high at $249.00 instead of $181.34.  In other words, Ends were cross subsidizing Odds.  This caused Odds to be priced far too low and Ends to be priced too high.

3.  Break-Neck, Co.  (17 points)
1)  (3,200 x $20) - $50,000  = $14,000 increase in profits.

2)  Old BE = 100,000 / (150 – 100) = 2,000

     New BE = 150,000 / (150 – 80) = 2,143   therefore BE increases by 143 units.

3)  80,000 = 3,000 x (X – 100) – 100,000

     X = $160

4)  

	
	Single Product
	Added Product

	
	Original
	Original
	New

	Units
	3200
	2800
	1000

	Price
	150
	150
	175

	VC
	100
	100
	140

	Fixed
	100000
	100000
	10000

	Revenue
	480000
	420000
	175000

	Variable cost
	320000
	280000
	140000

	CM
	160000
	140000
	35000

	Fixed costs
	100000
	100000
	10000

	Profit
	60000
	40000
	25000


Therefore the second skate should be added since profits increase by $5,000

4.  Relevance Inc.  (10 points)

	
	Item
	R or I

	1
	Sales revenue
	I

	2
	Direct materials
	R

	3
	Direct labor
	I

	4
	Variable indirect manufacturing costs
	R

	5
	Cost of the new oven
	R

	6
	Fixed selling costs
	I

	7
	Variable selling costs
	I

	8
	Contribution margin
	R

	9
	Original cost of the existing oven
	I

	10
	Amount of depreciation already taken on the existing machine
	I


5.  Wasted Away  (10 points)

No, the cost of the ticket is sunk and therefore not relevant.  The relevant costs are the saved lodging and meals.  Therefore Kate did not waste $150, but rather saved the company $200 (two days meals and lodging assuming she will not need to pay for Friday’s lodging). 

6.  Anthony, Hawkins, and Merchant Co.  (10 points)

Since there is excess capacity and existing sales will not be affected, the relevant costs are direct materials, direct labor, variable manufacturing overhead and variable selling expenses.

(3.0 + 1.00 + 4.00 + 4.00 + 2.00) or at least $14.00 per unit.

7.  Decisions Decisions

Question 1:

Company X is thinking of dropping Product A because of the apparent loss as shown above.  At this time they do not have any plans for the space currently occupied by Product A.  The managers do not have long-term contracts and can be terminated essentially at any time without severance.  Based on this information, do you recommend Product A be dropped?

	If A is dropped Company X will save the cost of direct materials, direct labor, and factory

	manager's salaries, but lose the revenue from Product A.  The net loss will be

	450,000 - 250,000 - 175,000 - 72,000 =
	    (47,000)
	
	
	

	Therefore, Product A should not be dropped.  
	
	
	

	Note: Because of the way the problem was worded, I accepted answers where the manager’s salary was either

 considered relevant or not relevant. 


	
	
	


Question 2:

Assume the same facts except that Company X can lease the unused space for 50,000 annually if Product X is dropped.  Under this scenario, what do you recommend?

	If Company A can lease the space for 50,000, then the net benefit from dropping Product A will be 3,000.  

	
	
	
	
	
	

	Therefore, Product A should be dropped.  
	
	
	


