Chapter 20
Short-Term Business Decisions
Short Exercises
(5 min.)  S 20-1
Req. 1

a.
The price of the new printer is relevant.

b.
The price you paid for the old printer is irrelevant.
c.
The trade-in value of the old printer is relevant.

d.
Paper costs are irrelevant. 

e.
The difference between the ink cartridges’ cost is relevant.
 (10 min.)  S 20-2
Req. 1

Mount Snow should emphasize a cost-plus approach to pricing because it has been able to differentiate its ski resort from others in the area. Because of its good reputation, managers will have some control over pricing. Of course, they still need to consider whether the cost-plus price is within the range customers are willing to pay.

Req. 2

Using a cost-plus pricing approach, the cost-plus price would be calculated as follows:
	Fixed costs
	$35,000,000

	Plus: Total variable costs (700,000 × $12 per person)
	  8,400,000

	Total Costs 
	$43,400,000

	Plus: Desired profit ($109,375,000 × 16%)
	17,500,000

	Target revenue
	$60,900,000

	Divided by number of skiers / snowboarders
	700,000

	Price per lift ticket
	$    87


Given Mount Snow’s favorable reputation, they should be able to charge $87 per day without affecting their volume.
(10 min.)  S 20-3
Req. 1

If Mount Snow is a price-taker, projected income is as follows:

	Revenue at market price (700,000 × $80)………………..
	$56,000,000

	Less:  Total costs (from S 20-2)…………………………..
	  43,400,000

	Operating income……………………………………………
	$12,600,000

	
	


Mount Snow’s projected operating income (profit) as a percent of assets amounts to 11.52% ($12,600,000 ÷ $109,375,000) rather than the desired 16%. 
Will investors be happy with this profit level?

No, because the expected profit level does not meet the investors’ target return on assets.
Req. 2

If Mount Snow is able to reduce its fixed costs to $32,900,000, its new target variable cost per skier/snowboarder is $8.00.
	Revenue at market price ($80 × 700,000 units)
	$56,000,000

	Less:
Desired profit ($109,375,000 × 16%)
	  17,500,000

	Target full cost
	$38,500,000

	Less:
Reduced level of fixed costs
	32,900,000

	Target total variable costs
	$  5,600,000

	Divided by number of skiers / snowboarders
	÷ 700,000

	Target variable cost per skiers / snowboarders
	         $  8.00


 (5-10 min.)  S 20-4
Req. 1

	Deela Fashions

	Analysis of Dropping the Accessories Department

	Expected decrease in revenues
	
	$(100,000)

	Expected decrease in expenses:
	
	

	Expected variable expenses
	$ 92,000
	

	Expected fixed expenses
	  26,000
	

	Expected decrease in total expenses
	
	  118,000

	Expected increase in operating income

	
	$   18,000


Deela Fashions should drop the Accessories Department because relevant expenses are greater than the revenues which will result in an increase in operating income if the department is dropped. 

 (15 min.)  S 20-5
Req. 1
	StoreAll

Product Mix Analysis

	
	Regular
	Large

	Sales price per unit
	$9.00
	$10.80

	Variable cost per unit
	    (3.10)
	(4.20)

	Contribution margin per unit
	$5.90
	$6.60

	Units per machine hour
	x 15
	x  9

	Contribution margin per machine hour
	$88.50
	$59.40

	
	
	


StoreAll should emphasize the production of regular bins because this product has the higher contribution margin per machine hour.

Req. 2

StoreAll should spend 3,300 machine hours making regular size bins, and 0 machine hours making large size bins.

Req. 3

	Number of regular size bins per period 3,300 x 15
	$49,500

	Contribution margin per regular size bin
	x   $5.90

	Total contribution margin
	$292,050

	Fixed costs
	(110,000)

	Operating income
	$182,050


 (10 min.)  S 20-6
Req. 1

The full unit cost of making the bread is $2.42 per loaf:
Roasted Olive
Outsourcing Decision (Absorption Costing)

	Direct material
	$0.52

	Direct labor
	0.70

	Variable overhead
	  0.24

	Variable cost per unit
	$1.46

	Plus: Fixed overhead  per unit
	  0.96

	Full (absorption) cost per unit
	$2.42


Req. 2
Decision: Roasted Olive should bake the bread in-house since the variable cost of making each loaf is less than the cost of outsourcing each loaf.

Req. 3
Roasted Olive should consider the following qualitative factors before making a final decision:

· How does the quality and freshness of the local bakery bread compare to Roasted Olive bread?

· Will the local bakery meet their delivery time requirements?

(10-15 min.)  S 20-7
Req. 1

Jones’ short term operating income will be maximized by choosing to outsource to FMS.

Req. 2

What qualitative factors should Riley consider before making a final decision?

a. Will laying off five employees hurt the morale and productivity of other employees remaining with Jones?

b. Will FMS provide the level of service Jones needs?
c. Will FMS provide speedy maintenance and repairs?

d. Will FMS quickly and satisfactorily handle calls and questions from Jones’s employees who are driving the truck?

(10 min.)  S 20-8
Req. 1

	
	Sell as Cocoa Powder
	Sell as Chocolate Syrup
	Sell as Boxed Assorted Chocolates

	Revenue
	$16,500
	$102,000
	$196,000

	Less: Additional processing costs
	           0
	   70,000
	176,000

	Net benefit
	$16,500
	$32,000
	$20,000


The president has made the wrong decision. Based on the analysis above, the company would realize the highest profits by processing the cocoa powder into chocolate syrup. 


Exercises

(5-10 min.)  E 20-9
Req. 1

1. GreenLife purchased the old machinery for $3,000,000:  irrelevant
2. The new machinery would cost GreenLife $4,500,000:  relevant
3. The new machinery would double the production output of the old machinery:  relevant

If the benefits of the new equipment outweigh the costs of the new machinery, then Dan should bring the new technology to the attention of the president’s attention.
(10-15 min.)  E 20-10
Req. 1

	Hobby-Cardz

	Incremental Analysis of Special Sales Order

	Expected increase in revenues (57,000 x $0.41)
	$ 23,370

	Expected increase in expenses
	

	    Variable manufacturing cost (57,000 x $0.31*)  

	 17,670

	Expected increase in operating income
	$   5,700


__________

*Variable costs = $0.31 = $0.13 + $0.06 + $0.12
Decision:  Accept the special sales order.

Req. 2

	Hobby-Cardz

	Incremental Analysis of Special Sales Order

	Expected increase in revenues(57,000 x $0.41)
	
	$ 23,370

	Expected increase in expenses:
	
	

	
Variable manufacturing cost: (57,000 × $0.31)
	$17,670
	

	
Fixed manufacturing costs
	    5,900
	

	
Expected increase in total expenses
	
	 23,570

	Expected decrease in operating income
	
	$  (200)


Decision:  Reject the special sales order.

(20-25 min.)  E 20-11
Req. 1

	San Jose Sunglasses

	Incremental Analysis of Special Sales Order

	Expected increase in revenues (25,000 × $80)

	$2,000,000

	Expected increase in expenses (25,000 × $62)*

	1,550,000

	Expected increase in operating income

	$   450,000


*Incremental expenses of special order, per pair of sunglasses:

	Direct materials
	$39

	Direct labor
	15

	Variable manufacturing overhead
	    8

	Total incremental expense
	$62


In addition to the special order’s effect on profits, what other (longer-term, qualitative) factors should San Jose’s managers consider in deciding whether to accept the order?
· How will San Jose’s competitors react?  Will they retaliate by cutting their prices and starting a price war?

· Will lowering the sales price tarnish San Jose’s image as a high-quality brand?

· Will San Jose’s other customers find out about the lower sale price San Jose offered to Washington Shades?  If so, will these other customers demand lower sales prices?

(continued)  E 20-11
Req. 2

When deciding whether to accept a special order, we should compare the revenues we will receive against the incremental costs we will incur to fill the order. Costs that we will incur whether or not we fill the order are irrelevant to our decision. This is why comparing the $80 price Washington Shades offered us with our $84 total cost of making the sunglasses is incorrect.
The additional revenues and the additional costs that we will incur to fill the special order are relevant.  If we accept the Washington Shades’ special order, we will incur only $62 of additional cost per pair, which is less than the $80 price per pair that Washington Shades offered.  Therefore, we should accept the special order to increase the company’s operating income.

(10-15 min)  E 20-12
Req. 1  

Stenback will need to emphasize a target-costing approach to pricing. Because the tract homes are not unique and face stiff competition, Stenback will not have much control over pricing.

Req. 2 

	Market price of similar homes
	$208,000

	Less:
Desired profit ($194,000* × 14%)……
	   27,160

	Target full cost per home………………………
	$180,840

	
	

	*$59,000 + $124,000 + $6,000 + $5,000 = $194,000 
	


Given the current market price and Stenback’s current variable costs, he will not be able to achieve his desired profit. His profit will fall short of the target by $13,160 ($194,000 - $180,840) per home sale.

(continued)  E 20-12
Req. 3

Stenback calculates his cost-plus price per home as follows:
	Current variable cost per home
	$194,000

	Plus: variable cost of kitchen and bathroom 
upgrades per home
	    22,000

	Total variable costs per home
	$216,000

	Desired profit ($216,000 x 14%) per home
	    30,240

	Cost-plus price per home
	$246,240


The new cost-plus price per home, with bath and kitchen upgrades, is actually lower than the expected market price of an upgraded house. If Stenback can sell the upgraded homes for $246,500 ($208,000 + $38,500), as expected, he will earn more than his target profit. Stenback should upgrade the bathrooms and kitchens so that he has more control over pricing.

(10 min.)  E 20-13
Req. 1

	Movie Street

	Analysis of Dropping the VCR-Tape Product Line

	Expected decrease in revenues – Dropping VCR tapes
	$(127,000)

	Expected decrease in expenses—Dropping VCR tapes
	    96,000

	Expected decrease in operating income
	$(  31,000)


Decision:  Do not drop VCR tapes.

It is incorrect to conclude that dropping VCR tapes would add $41,000 to operating income. If the company drops the VCR tapes product line, it will still incur fixed expenses allocated to VCR tapes.

(10 min.)  E 20-14
Req. 1

	Movie Street

	Analysis of Dropping the VCR Tape Product Line

	Expected decrease in revenues
	
	($127,000)

	Expected decrease in expenses:
	
	

	
Variable expenses
	$96,000
	

	
Fixed expenses
	    41,000
	

	
Expected decrease in total expenses
	
	  137,000

	Expected increase in operating income
	
	$  10,000


Decision:  Drop VCR tapes because the total cost savings of $137,000 exceed the lost revenues of $127,000 from dropping a product.

(15 min.)  E 20-15
Req. 1

Lifemaster’s constraint is machine hours. 

Req. 2

Lifemaster should produce the product with the highest contribution margin per unit of the constraint.

	Lifemaster

	Product Mix Analysis

	
	Deluxe
	Regular

	Sale price per unit
	$1,020
	$560

	Variable costs per unit

	      (763)a
	  (431)b

	Contribution margin per unit

	    $257
	$129

	Units produced with equivalent 
	
	

	
number of machine hours

	   ×   1
	×   3

	Contribution margin for equivalent
	
	

	
number of machine hours

	$   257
	$387


a ($300 + $88 + $264 + $111) = $763
b ($90 + $188 + $88 + $65) = $431
Req. 3

Lifemaster should produce only the regular model because this model produces the most contribution margin per machine hour.  

(10-15 min)  E 20-16
Req. 1

Note:
The square feet of display space is the constraining factor. Cole should emphasize the product with the highest contribution margin per square foot.

	Klintan

	Product Mix Analysis

	
	Product

	
	Designer
	Moderately Priced

	
Units displayed per square foot:
	
	

	
Designer—270 item / 9,000 f2
	
0.03
	

	
Moderately priced—630 / 9,000
	
	
0.07

	
Contribution margin per unit
	× $ 120
	× $   55

	Contribution margin per square foot of display space 
	$   3.60
	$   3.85

	Capacity—Square feet of display space
	×  9,000
	×  9,000

	Total contribution margin at capacity
	$32,400
	$34,650


Decision:  Emphasize moderately priced clothing.

(15-20 min.)  E 20-17
Req. 1

The constraining factor is linear feet of shelf space. 

	Ned’s Beach Hut

	Product Mix Analysis

	
	Yummy Time
12 oz.     Cans
	Yummy Time
20 oz. Bottles
	Pretty Pop
20 oz. Bottles

	Sale price per unit
	$1.45
	$1.75
	$2.30

	Variable cost per unit
	  0.15
	  0.35
	  0.65

	Contribution margin per unit
	      $1.30
	     $1.40
	     $1.65

	Units per linear foot of shelf space
	 ×   6
	  ×   3
	  ×   3

	Contribution margin per linear
	
	
	

	foot of shelf space
	$7.80
	$4.20
	$4.95


Decision: Stock all 12 oz. cans of Yummy Time.
(continued)  E 20-17
Req. 2

Ned’s Beach Hut should stock its shelves as follows:

· First stock 75 linear feet of the product that has the highest contribution per linear foot—12 oz. cans of Yummy Time.

· Next stock 40 linear feet with the product that has the middle contribution per linear foot—20 oz. bottles of Pretty Pop.

The following quantities of each product will be available for sale each day:

· Yummy Time in 12 oz. cans: 75 linear feet × 6 cans per linear foot = 450 cans.
· Yummy Time in 20 oz. bottles: 0 bottles
· Pretty Pop in 20 oz. bottles: 40 linear feet × 3 bottles per linear foot = 120 bottles.

 (10-15 min.)  E 20-18
Req. 1

	Fiber Systems

	Outsourcing Decision

	
	Make Unit
	Buy Unit
	Cost to Make Minus
 Cost to Buy

	Incremental cost per unit:
	
	
	

	
Direct materials
	$ 9.00
	 $
 —
	$  9.00

	
Direct labor
	  1.50
	     —
	1.50

	
Variable overhead
	  5.00
	     —
	5.00

	
Purchase price from outsider
	       —

	  18.50
	  (18.50)

	
Total incremental cost per unit
	$15.50
	$18.50
	$ (3.00)


Decision:  Make the optical switch because the cost is $3.00 per unit lower if Fiber Systems buys the switch.

 (10-15 min.)  E 20-19
Req. 1
	Fiber Systems

	Best Use of Facilities Analysis

	
	Make
	Buy and Leave Facilities Idle
	Buy and Use Facilities for Other Product

	Incremental unit cost of 
	
	
	

	     the optical switches (from E 20-18)
	$       15.50
	$       18.50
	  $       18.50

	Number of optical switches
	  ×  84,000
	×  84,000
	×  84,000

	Incremental cost of 
	
	
	

	
84,000 optical switches
	$1,302,000
	$1,554,000
	$1,554,000

	Expected profit contribution from
	
	
	

	
the other product
	       —      
	         —     
	    (253,000)

	Expected net cost of obtaining
	
	
	

	
84,000 optical switches
	$1,302,000
	$1,554,000
	$   1,301,000


Req. 2

Decision:  Fiber System should outsource the optical switches and use the facilities to manufacture the other product because this plan results in the lowest expected net cost of obtaining the optical switches.

(10 min.)  E 20-20
Req. 1

	
	Sell as gallon-size containers
	Sell as individual portions

	Sales revenue per unit
	$  7.00
	$    0.54

	Extra processing costs per unit-- packaging
	(0.16)
	(0.07)

	Extra processing costs per unit--adding fruit
	(0.00)
	(0.11)

	Net benefit per unit
	    $  6.84
	  $    0.36

	Number of units produced per batch
	      × 600
	  × 12,800

	Net benefit per batch
	    $4,104
	   $  4,608


Decision: Based on this analysis, it is more profitable to sell fruited yogurt as individual portions as long as there is demand for individual portions.

Problems

Group A

(15-20 min.)  P 20-21A 
Req. 1

Variable manufacturing expenses are relevant.
Variable marketing and administrative expenses are irrelevant.
Fixed manufacturing expenses are irrelevant.
Fixed marketing and administrative expenses are irrelevant.

Req. 2
	Buoy

	Incremental Analysis of Special Sales Order

	Expected increase in revenue
 (3,900 × $8)
	$ 31,200

	Expected increase in expenses—
	

	
Variable manufacturing expenses: (3,900 × $3* )
	   (11,700)

	Expected increase in operating income
	$ 19,500


Decision:  Accept the special order.

__________

*Variable manufacturing expense per unit = $96,000 / $32,000 = 
 $3 per vest.

(continued)  P 20-21A 

Req. 3
In addition to determining the special order’s effect on operating profits, Buoy’s managers should also consider the following:

a. Will Buoy’s other customers find out about the lower sale price Buoy accepted from Overboard?  If so, will these other customers demand lower sale prices?

b. Will lowering the sale price tarnish Buoy’s image as a quality brand?

c. How will Buoy’s competitors react? Will they retaliate by cutting their prices and starting a price war?

 (15-20 min.)  P 20-22A 
 Req. 1
Green Thumb’s target full cost is $1,212,000. 
	Revenue at current market price 
    (470,000 units × $3.60 per unit…………...
	$1,692,000

	Desired profit ($4,800,000 × 10%)…………..
	     (480,000)

	Target full cost…………………………………
	$1,212,000


Req. 2 
Green Thumb’s actual total full costs of $1,234,500 are higher than its target full cost; therefore, Green Thumb will not meet the stockholders’ profit expectations.
	Current variable cost (470,000 × 1.35)……..
	$   634,500

	Current fixed costs……………………………
	     600,000

	Total full cost…………………………………..
	$1,234,500


Req. 3

The new target fixed cost is $648,000.
	Target full cost (from requirement 1) …………….
	$1,212,000

	Reduced level of variable costs (470,000 × $1.20)…
	    (564,000)

	New target fixed costs……………………………..
	$   648,000


Since the company’s actual fixed costs are less than or equal to the new target fixed cost amount, Green Thumb will be able to achieve its target profit without having to take any other cost cutting measures.
(continued)  P 20-22A
Req. 4
Green Thumb’s cost-plus price is $3.74.
	Current fixed costs…………………………………….
	$   600,000

	Plus:
Additional fixed costs of advertising……...
	115,000

	Plus: 
Total variable costs (470,000 × $1.20)……..
	     564,000

	Total full costs………………………………………….
	$1,279,000

	Plus:
Desired profit ($4,800,000 × 10%)…………...
	    480,000

	Desired revenue………………………………………..
	$1,750,000

	Divided by:
Number of units…………………………
	   ÷  470,000

	Cost-plus price per unit……………………………….
	$ 3.74


Retailers will be more willing to pay the cost-plus price if the marketing campaign is effective.  Otherwise, Green Thumb may be considered a generic nursery.

(20-25 min.)  P 20-23A
Req. 1

	Security Force

	Incremental Analysis of Dropping a Product Line

	Expected decrease in revenues—
	
	

	
Dropping industrial systems sales
	
	$(370,000)

	Expected decrease in expenses:
	
	

	
Variable expenses:
	
	

	
Cost of goods sold
	$36,000
	

	
Marketing and administrative expenses
	66,000
	

	
Fixed expenses:
	
	

	
Cost of goods sold
	84,000
	

	
Marketing and administrative expenses
	  14,000
	

	
Expected decrease in total expenses
	
	  200,000

	Expected decrease in operating income
	
	$
(170,000)


Decision:  Do not drop Industrial Systems.

(continued)  P 20-23A
Req. 2 

	Safe Zone

	Total Analysis of Dropping a Product Line

	
	Totals With Industrial Systems
	Totals Without Industrial Systems
	Decrease if Industrial Systems Is Dropped

	Sales revenue
	$760,000
	$390,000
	$370,000

	Variable expenses:
	
	
	

	
Cost of goods sold
	  78,000
	42,000
	36,000

	
Marketing and administrative
	
	
	

	
expenses
	  141,000
	    75,000
	    66,000

	
Total variable expenses
	  219,000
	  117,000
	  102,000

	Contribution margin
	 $541,000
	 $273,000
	 $268,000

	Fixed expenses:
	
	
	

	
Cost of goods sold
	  325,000
	241,000a
	84,000

	
Marketing and administrative
	
	
	

	
expenses
	    68,000
	    54,000b
	    14,000


	
Total fixed expenses
	  393,000
	  295,000
	    98,000

	Operating income (loss)
	$  148,000
	$ (22,000)
	$170,000


__________

a $325,000 − $84,000 = $241,000
b $  68,000 − $14,000 = $54,000
(continued)  P 20-23A
Req. 3
The operating income difference calculated in the total analysis of dropping a product line equals the expected decrease in operating income if Safe Zone drops the industrial systems product line, as shown in Req. 1.

This demonstrates that the incremental analysis approach in Req. 1 yields the same result as the longer approach in Req. 2 that compares total operating income under the two alternatives.

(10-15 min.)  P 20-24A
Req. 1

Brik’s constraint is machine hours.

Req. 2 

	Brik, Inc.

	Product Mix Analysis

	
	Product

	
	Deluxe Toothbrush
	Standard Toothbrush

	Units produced each hour
	       28
	       60

	Contribution margin per unit
	  × $ 64
	  × $ 36

	
Total contribution margin per machine hour
	  $1,792
	  $2,160


Decision:  Emphasize the Brik standard electric toothbrush.

(20-30 min)  P 20-25A
Req. 1 

	Outdoor Life

	Outsourcing Decision

	
	Make Bindings
	Buy Bindings
	Cost to 

Make Minus Cost to Buy

	Total cost:
	
	
	

	
Direct materials
	$17,550
	(
	$17,550

	
Direct labor
	3,400
	(
	3,400

	Variable overhead
	2,040
	(
	2,040

	
Fixed overhead
	6,300
	$  4,200a
	2,100

	
Purchase price from Lancaster
	
	
	

	

(2,000 × $14)
	–
	28,000
	(28,000)

	
Transportation (2,000 × $3.00)
	–
	6000
	(6,000)

	
Logo (2,000 × $0.70)
	      –      
	      1,400
	      (1,400)

	
Total cost of 2,000 bindings
	$29,290
	$39,600
	$ (10,310)


__________

a $6,300 − $2,100 = $4,200
Decision:  Make the bindings.

(continued)  P 20-25A
Req. 2 

	Outdoor Life

	Best Use of Facilities Analysis

	
	
	Buy Bindings

	
	Make Bindings
	Leave Facilities Idle
	Make Another Product

	Direct materials
	$ 17,550
	       –
	 –

	Direct labor
	3,400
	       –
	–

	Variable overhead
	2,040
	       –
	 –

	Fixed overhead
	6,300
	$  4,200a
	$  6,300

	Purchase price from Lancaster (2,000 × $14)
	
	28,000
	28,000

	Transportation (2,000 × $3.00)
	        –
	6,000
	6,000

	Logo (2,000 × $0.70)
	        –
	1,400
	1,400

	Expected profit from other product
	        –     
	        –      
	   (2,700)

	Expected net cost of obtaining
	
	
	

	
2,000 bindings
	$29,290
	$39,600
	$39,000


__________

a$6,300 − $2,100 = $4,200
Decision:  Make the bindings.

(20-25 min.)  P 20-26A
[image: image1.emf] 

Petroleum distillate   :  

Sell  62 ,000 gallons of  petroleum  

d istillate  at $6. 40  per gallon     = $ 3 96,800  

Cleaner  f luid    

Sell  56 ,000 gallons   

of  cleaner fluid    

at $9. 00  per gallon = $ 504,000  

Cost of further proce ssing    

( 62,000 x  $1. 75  )  +   [56,000  x   ($0.13 + $0.18)]  

 

   

 

   

 

= $125, 860  

$ 204 ,000   Sunk  

cost of producing   

62 ,000 gallons of   

petroleum  

Sell  a s  i s  

Process  f urther  

Req. 1

Req. 2

The $204,000 spent to refine the petroleum distillate is a sunk cost that does not differ between the alternatives of selling as is or processing further. Consequently, this sunk cost is irrelevant to the sell-or-process-further decision.

(continued)  P 20-26A
Req. 3

	Smith Petroleum Company

	Sell As Is or Process Further Analysis

	
	Sell As Is
	Process Further
	Difference

	Revenue from selling 62,000 gallons
	
	
	

	
of petroleum distillate
	$396,800
	
	

	Revenue from selling 56,000 gallons
	
	
	

	
of cleaner fluid
	
	$504,000
	

	Additional costs to process, transport
	
	
	

	
and sell cleaner fluid
	_______
	(125,860)
	_______

	Total net revenue

	$396,800
	$378,140
	$18,660


Decision:  Sell as is.



Problems

Group B

(15-20 min.)  P 20-27B 

Req. 1

Variable manufacturing expenses are relevant.
Variable marketing and administrative expenses are irrelevant.
Fixed manufacturing expenses are irrelevant.

Fixed marketing and administrative expenses are irrelevant.
Req. 2
	Safe Sailing

	Incremental Analysis of Special Sales Order

	Expected increase in revenue (3,800 × $12) 
	$ 45,600

	Expected increase in expenses – 
	

	
Variable manufacturing expenses: (3,800 × $5*)
	   (19,000)

	Expected increase in operating income
	$ 26,600


Decision:  Accept the special sales order.

__________

*Variable manufacturing expense per unit = $205,000 / $41,000 = 

 $5 per vest.

(continued)  P 20-27B 

Req. 3

In addition to determining the special order’s effect on operating profits, Safe Sailing’s managers should also consider the following:

a. Will Safe Sailing’s other customers find out about the lower sale price Safe Sailing accepted from Overtown? If so, will these other customers demand lower sale prices?

b. Will lowering the sale price tarnish Safe Sailing’s image as a quality brand?

c. How will Safe Sailing’s competitors react? Will they retaliate by cutting their prices and starting a price war?

 (15-20 min.)  P 20-28B 
 Req. 1

Nature Place’s target full cost is $1,239,000.

	Revenue at current market price 
    (480,000 units × $3.75 per unit)…………………
	        $1,800,000

	Desired profit ($5,100,000 × 11%)………………….
	     (561,000)

	Target full cost……………………………………….
	$1,239,000


Req. 2 

Nature Place’s actual total full costs of $1,322,000 are higher than its target full cost; therefore, Nature Place will not meet the stockholders’ profit expectations.

	Current variable cost (480,000 × 1.40)…………….
	$   672,000

	Current fixed costs…………………………………..
	     650,000

	Total full cost………………………………………….
	$1,322,000


Req. 3

The new target fixed cost is $639,000.
	Target full cost (from requirement 1) …………......
	$1,239,000

	Reduced level of variable costs (480,000 × $1.25).
	    (600,000)

	New target fixed costs………………………………..
	$   639,000


Since the company’s actual fixed costs are less than or equal to the new target fixed cost amount, Nature Place will be able to achieve its target profit without having to take any other cost cutting measures.
(continued)  P 20-28B
Req. 4

Nature Place’s cost-plus price is $4.03.
	Current fixed costs…………………………………….
	$  650,000

	Plus:
Additional fixed costs of advertising……...
	125,000

	Plus: 
Total variable costs (480,000 × $1.25)……..
	     600,000

	Total full costs………………………………………….
	$1,375,000

	Plus:
Desired profit ($5,100,000 × 11%)…………...
	      561,000

	Desired revenue………………………………………..
	$1,936,000

	Divided by:
Number of units…………………………
	   ÷  480,000

	Cost-plus price per unit……………………………….
	$ 4.03


Retailers will be more willing to pay the cost-plus price if the marketing campaign is effective.  Otherwise, Nature Place may be considered a generic nursery.

(20-25 min.)  P 20-29B
Req. 1

	Control One

	Incremental Analysis of Dropping a Product Line

	Expected decrease in revenues—
	
	

	
Dropping industrial systems sales
	
	($330,000)

	Expected decrease in expenses:
	
	

	
Variable expenses:
	
	

	
Cost of goods sold
	$33,000
	

	
Marketing and administrative expenses
	64,000
	

	
Fixed expenses:
	
	

	
Cost of goods sold
	82,000
	

	
Marketing and administrative expenses
	  15,000
	

	
Expected decrease in total expenses
	
	  194,000

	Expected decrease in operating income
	
	($136,000)


Decision:  Do not drop Industrial Systems.

(continued)  P 20-29B
Req. 2 

	Control One

	Total Analysis of Dropping a Product Line

	
	Totals With Industrial Systems
	Totals Without Industrial Systems
	Decrease if Industrial Systems Is Dropped

	Sales revenue
	$700,000
	$370,000
	$330,000

	Variable expenses:
	
	
	

	
Cost of goods sold
	  $80,000
	$47,000
	$33,000

	
Marketing and administrative
	
	
	

	
expenses
	  137,000
	    73,000
	    64,000

	
Total variable expenses
	  217,000
	  120,000
	  97,000

	Contribution margin
	$483,000
	$250,000
	$233,000

	Fixed expenses:
	
	
	

	
Cost of goods sold
	  309,000
	227,000a
	82,000

	
Marketing and administrative
	
	
	

	
expenses
	    66,000
	    51,000b
	    15,000

	
Total fixed expenses
	  375,000
	  278,000
	    97,000

	Operating income (loss)
	$  108,000
	$ (28,000)
	$136,000


__________

a $309,000 − $82,000 = $227,000
b $  66,000 − $15,000 =  $51,000
(continued)  P 20-29B
Req. 3

The operating income difference calculated in the total analysis of dropping a product line equals the expected decrease in operating income if Control One drops the industrial systems product line, as shown in Req. 1.

This demonstrates that the incremental analysis approach in Req. 1 yields the same result as the longer approach in Req. 2 that compares total operating income under the two alternatives.

(10-15 min.)  P 20-30B
Req. 1

Breit’s constraint is machine hours.

Req. 2 

	Breit, Inc.

	Product Mix Analysis

	
	Product

	
	Deluxe Toothbrush
	Standard Toothbrush

	Units produced each hour
	       27
	       65

	Contribution margin per unit
	× $   67
	× $   32

	
Total contribution margin per machine hour
	 $1,809
	  $2,080


Decision:  Emphasize the Breit standard electric toothbrush.

(20-30 min)  P 20-31B
Req. 1 

	Cool Boards

	Outsourcing Decision

	
	Make Bindings
	Buy Bindings
	Cost to 

Make Minus Cost to Buy

	Total cost:
	
	
	

	
Direct materials
	$17,580
	        (
	$17,580

	
Direct labor
	2,600
	(
	2,600

	Variable overhead
	2,100
	(
	2,100

	
Fixed overhead
	6,500
	$  3,900a
	2,600

	
Purchase price from Lewis
	
	
	

	

(2,100 × $15)
	–
	31,500
	(31,500)

	
Transportation (2,100 × $1.00)
	–
	2,100
	(2,100)

	
Logo (2,100 × $0.40)
	      –      
	      840
	      (840)

	
Total cost of 2,100 bindings
	$28,780
	$38,340
	$ (9,560)


__________

a $6,500 − $2,600 = $3,900
Decision:  Make the bindings.

(continued)  P 20-31B
Req. 2 

	Cool Boards

	Best Use of Facilities Analysis

	
	
	Buy Bindings

	
	Make Bindings
	Leave Facilities Idle
	Make Another Product

	Direct materials
	$17,580
	       –
	 –

	Direct labor
	2,600
	       –
	 –

	Variable overhead
	2,100
	       –
	 –

	Fixed overhead
	6,500
	$  3,900a
	$  6,500

	Purchase price from Lewis (2,100 × $15)
	
	31,500
	31,500

	Transportation (2,100 × $1.00)
	        –
	2,100
	2,100

	Logo (2,100 × $0.40)
	        –
	840
	840

	Expected profit from other product
	        –     
	        –      
	   (3,500)

	Expected net cost of obtaining
	
	
	

	
2,100 bindings
	$28,780
	$38,340
	$37,440


__________

a$6,500 − $2,600 = $3,900
Decision:  Make the bindings.

(20-25 min.)  P 20-32B
Req. 1
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Petroleum distillate   :  

Sell  63 ,000 gallons of petroleum  

distillate at $6. 30  per gallon     = $ 396,900  

Cleaner  f luid    

Sell  53 ,000 gallons   

of cleaner fluid   

at $9. 20  per gallon = $ 487,600  

Cost of fu rther processing    

( 63,000 x  $1. 80 )   +  [53,000 x  ( $0. 12  +   $0.15)]  

 

   

 

   

 

  = $ 127,710  

$ 206 ,000   Sunk  

cost of producing   

63 ,000 gallons of   

petroleum distillate  

Sell  a s  i s  

Process  f urther  


Req. 2

The $206,000 spent to refine the petroleum distillate is a sunk cost that does not differ between the alternatives of selling as is or processing further. Consequently, this sunk cost is irrelevant to the sell-or-process-further decision.

(continued)  P 20-32B
Req. 3

	Cole Petroleum Company

	Sell As Is or Process Further Analysis

	
	Sell As Is
	Process Further
	Difference

	Revenue from selling 63,000 gallons
	
	
	

	
of petroleum distillate
	$396,900
	
	

	Revenue from selling 53,000 gallons
	
	
	

	
of cleaner fluid
	
	$487,600
	

	Additional costs to process, transport
	
	
	

	
and sell cleaner fluid
	________
	(127,710)
	​​​​_______

	Total net revenue

	$396,900
	$359,890
	$(37,010)


Decision:  Sell as is.

Continuing Exercise                                                     
(15-20 min.) E 20-33
Req. 1

Yes, Lawlor should take the special contract because taking the contract will provide Lawlor with additional contribution margin to cover or exceed fixed costs.
Req. 2

Lawlor’s incremental profit on the special contract will amount to $400.

     ($80 - $60) x 20 lawns = $400

Continuing Problem                                                     
(20-25 min.) P 20-34
Req. 1

	
	Sell software 

as is
	Process software further

	Revenue
	$240,000a)
	   $760,000b)

	Additional processing costs
	         0
	(120,000)

	Net benefit

	  $240,000
	
$640,000


Draper should choose the alternative that provides the most net benefit to the company.  Therefore, Draper should process the software further.
a)     8 clients x $30,000 = $240,000
b) 20 clients x $38,000 = $760,000
Ch 20: Apply Your Knowledge 

√

Decision Case 20-1

(25-30 min.)  Decision Case 20-1 

Req. 1

Excess capacity for 4  months 
=4,000

Special order demand for 4 months
=6,000

Regular orders to forgo in 4 months
= 2,000

Contribution margin (CM) from a regular order 
= selling price – variable production costs – 
variable sales commission







= 25 – 4-1.5-1-(25*0.02)







= RUB 18

CM from special order = SP- Variable production costs – cost of rim – cost of logo





= 20 -4-1.5-1-8-1





= RUB 4.50

Impact of the special order

Incremental benefit

CM from selling 6,000 units

=4.50*6,000
 =RUB 27,000

Incremental cost

CM lost by not selling 2,000 regular
= 18 *2,000
=RUB 36,000

Cost of the plate
=RUB   8,000

Net incremental cost of special order
=RUB 17,000

Alternative Method


Current


Proposed





(RUB)


(RUB)

Revenue:


Regular
700,000
650,000 Special

120,000

700,000

770,000

Variable costs


Regular
196,000

182,000


Special


93,000

Contribution margin
504,000

495,000

Fixed costs
84,000

92,000


Operating Income
420,000

403,000

The difference between current and proposed = impact of special order =RUB 17,000


Req. 2

The fame that comes with a special order. Impact of the additional order on machines and workers. Reaction of regular customers if they get to know the lower selling price of the special order.

Req. 3

Incremental costs of special order


Variable costs
15.50*6,000
=RUB 93,000

Plate
=           8,000

Lost contribution margin
=         36,000

Total incremental cost
=       137,000

Incremental cost per unit
=           22.83

Therefore minimum price
= RUB  22.83

Req. 4

Contribution margin from out sourced units = 25- 15-0.50 =9.50

Since the outsourced units have a positive contribution margin, the offer should be accepted.

Req. 5

Contribution margin lost due to special order (from part 1)
RUB 17,000

Contribution margin recovered due to units bought from the supplier =9.50*2,000
         






RUB 19,000
Incremental contribution margin




RUB   2,000 

Net impact of accepting the special order and the supplier’s offer
 RUB 2,000.
√

Ethical Issue 20-1

(15-20 min.)  Ethical Issue

Req. 1

The relevant cost for outsourcing the Duck Associates payroll function is the payroll processing service’s fee of $24,000 (12 × $2,000) a year. The relevant cost of keeping the payroll function “in-house” is the payroll clerk’s salary of $42,000. Therefore, outsourcing would save Duck $18,000 per year ($42,000 − $24,000).

The cost of the payroll software is a sunk cost, so it is not relevant to the outsourcing decision. The bookkeeper’s salary is not relevant because she will be working half time on payroll whether or not Duck outsources.

Req. 2

Tan is responsible for the effectiveness and efficiency of the accounting function. The IMA Ethical Standards require Tan to act with integrity and credibility. Therefore, she must present the economics of outsourcing in an honest and objective way to her company, even if it leads to a recommendation to lay off Stock. The fact that he is a close personal friend should not influence her decision. Becoming close friends with business associates can make it more difficult to fulfill professional responsibilities.
Tan should also consider other factors, First, Tan needs to carefully evaluate the quality of Stock’s current payroll work output versus that of the payroll processing service. Will the payroll processing service provide timely service and be responsive to Duck Associates’ needs, or will Tan simply inherit a new set of problems?  Secondly, she should consider the overall value to the company of retaining Stock.   If Stock performs well, knows the company business well, and has potential to work in other areas, and at higher levels of responsibility, then it may be better for the company to cross-train him for other work, rather than bringing in new people who would have to learn the business and be trained from the ground up. In any case, it is Tan’s ethical  duty to act in the best interests of the company.

√
Fraud Case 20-1

Solution:

1. Because Perdue was receiving contributions from NewSoft, his judgment was not objective, and he had a motive to sway the City towards NewSoft.  Both NewSoft and Perdue benefitted from the outsourcing decision, and the taxpayers of the city were hurt by higher costs and declining service quality.

2. One key factor to consider in the outsourcing decision is the value of maintaining control over the operations.   Quality control, accountability, and reliability can all be jeopardized when a company is reliant on an outside contractor for goods or services.  Long-term stability in terms of services and rates is also something that a company loses control over when they outsource.  

√

Team Project 20-1

 (45-60 min.)  Team Project

Req. 1

1.
a.
The unit sale prices of the countertops, cabinets, and 

picnic tables are irrelevant because these sale prices are 

the same whether Menards makes or outsources the products.


b.
The prices outside suppliers would charge Menards for the three
products if Menards decides to outsource the 
products are relevant.

c.
The direct materials, direct labor, and variable overhead 

Menards would incur to manufacture the three product 
lines are   

relevant.


d.
Menards’ salary is irrelevant, because it will be the same 

whether or not he builds the new plant.

(continued)  Team Project

Req. 2

The relevant costs in Menard’s decision whether to make or outsource the products include: the variable manufacturing costs of making the products and the cost of purchasing the products from suppliers. (Fixed manufacturing costs are not relevant because the information states  that Menard currently has the excess capacity to manufacture these products with no additional fixed costs.)

	
	Countertops
	
	Cabinets
	
	Picnic Tables

	
	Make
	Out-

source
	Difference
	
	Make
	Out-

source
	Difference
	
	Make
	Out-source
	Difference

	Direct materials

	$15
	 $  –
	$15
	
	$10
	$  –
	$10
	
	$25
	$  –
	$25

	Direct labor

	10
	–
	10
	
	5
	–
	5
	
	15
	–
	15

	Variable manufacturing overhead
	    5
	–
	    5
	
	   2
	​–
	    2
	
	    6
	–
	    6

	Total variable 
	
	
	
	
	
	
	
	
	
	
	

	manufacturing costs

	$30
	–
	$30
	
	$17
	–
	17
	
	$46
	–
	$46

	Purchase cost from 
	
	
	
	
	
	
	
	
	
	
	

	outside supplier

	– 
	40
	(40)
	
	– 
	25
	(25)
	
	​– 
	65
	(65)

	Cost savings from making 
	
	
	
	
	
	
	
	
	
	
	

	rather than buying

	
	
	$10
	
	
	
	$  8
	
	
	
	$19


Total annual cost savings from making:

Countertops:

487,200
×
$10
=
$4,872,000

Cabinets:


150,000
×
$  8
=
  1,200,000

Picnic Tables:

100,000
×
$19
=
  1,900,000
Annual cost savings from making



$7,972,000

(continued)  Team Project

Req. 3

DATE:


_______________

TO:



Mr. John Menard, CEO

FROM:


_______________
SUBJECT:
Make or buy new line of products

Based on the information provided to us, Menards should proceed with production of its own line of countertops, cabinets and picnic tables.  The data indicates that making the products in-house will save Menards about $7,972,000 per year over purchasing these products from outside suppliers.
√

Communication Activity

Student responses will vary.
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Petroleum distillate   :  

Sell  62 ,000 gallons of  petroleum  

d istillate  at $6. 40  per gallon     = $ 3 96,800  

Cleaner  f luid    

Sell  56 ,000 gallons   

of  cleaner fluid    

at $9. 00  per gallon = $ 504,000  

Cost of further proce ssing    

( 62,000 x  $1. 75  )  +   [56,000  x   ($0.13 + $0.18)]  

 

   

 

   

 

= $125, 860  

$ 204 ,000   Sunk  

cost of producing   

62 ,000 gallons of   

petroleum  

Sell  a s  i s  

Process  f urther  
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Petroleum distillate   :  

Sell  63 ,000 gallons of petroleum  

distillate at $6. 30  per gallon     = $ 396,900  

Cleaner  f luid    

Sell  53 ,000 gallons   

of cleaner fluid   

at $9. 20  per gallon = $ 487,600  

Cost of fu rther processing    

( 63,000 x  $1. 80 )   +  [53,000 x  ( $0. 12  +   $0.15)]  

 

   

 

   

 

  = $ 127,710  

$ 206 ,000   Sunk  

cost of producing   

63 ,000 gallons of   

petroleum distillate  

Sell  a s  i s  

Process  f urther  
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