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INCREMENTAL ANALYSIS

 (Note: There may be typographical errors. Check results for all problems!)

1. The process used to identify the financial data that change under alternative courses of action is called incremental analysis.

a. True**
b. False

2.Opportunity cost is a cost that cannot be changed by any present or future decision.

a. True

b. False**

Opportunity cost is the potential benefit that may be obtained by following an alternative course of action. (Make or Buy)

3. Sunk costs are not relevant in incremental analysis.

a. True**

b. False

4. When a company has limited resources, management must decide which products to make and sell in order to maximize sales.

a. True

b. False**

Management must decide which products to make and sell in order to maximize net income. (Limited resources)

5. All of the following types of decisions involve incremental analysis except

a. make or buy.
b. retain (keep) or replace equipment.
c. sell or process further.
d. all of these options involve incremental analysis.**
6. Relevant costs in accepting an order at a special price include all of the following except

a. direct materials.
b. direct labor.
c. fixed manufacturing overhead.**
d. variable manufacturing overhead.
7. In a make or buy decision, opportunity costs are

a. added to the make total cost.**
b. deducted from the make total cost.
c. added to the buy total cost.
d. ignored.
8. The basic rule in a sell or process further decision is to process further as long as the incremental revenue is

a. equal to the incremental processing costs.
b. less than the incremental processing costs.

c. more than the incremental processing costs.**
d. more than the manufacturing cost per unit.
9. In a retain (keep) or replace equipment decision, all of the following are considered except the

a. salvage value of the old asset.
b. book value of the old asset.**
c. cost of the new asset.

d. decrease in variable manufacturing costs.

10. It costs a company YTL 14 of variable costs and YTL 6 of fixed costs to produce product XYZ that sells for YTL 30. A foreign buyer offers to purchase 3,000 units at YTL 18 each. If the special offer is accepted and produced with unused capacity, net income will
a. decrease YTL 6,000.
b. increase YTL 6,000.
c. increase YTL 12,000.**
d. increase YTL 9,000.
11. If the contribution margin per unit is YTL 15 and it takes 3.0 machine hours to produce the unit, the contribution margin per unit of limited resource is
a. YTL 25.


c. YTL 45.
b. YTL 5.**


d. No correct answer given.
12. The Emin Company has 2,000 obsolete units of a product that are carried in inventory at a manufacturing cost of $40,000. If the units are remachined for $10,000, they could be sold for $18,000. Alternatively, the units could be sold for scrap for $2,000. Which alternative is more desirable and what are the total relevant costs for that alternative?

a. remachine; $10,000.**
b. remachine; $50,000.
c. scrap; $40,000.
d. scrap; $10,000.
13. Consider the following production and cost data for two products, A and B:






Product A 
Product B 

Contribution margin per unit 

$260 

$240 

Machine set-ups needed per unit 
20 set-ups 
16 set-ups 

The company can only perform 130,000 machine set-ups each period due to limited skilled labor and there is unlimited demand for each product. What is the largest possible total contribution margin that can be realized each period?

a. $1,690,000.

b. $1,950,000.**
c. $1,820,000.

d. $3,640,000.

14. The following are the Max Company's unit costs of making and selling an item at a volume of 20,000 units per month (which represents the company's capacity):

Manufacturing 


Direct materials   YTL 2.00 

Direct labor 

  4.00 

Variable overhead 
  1.00 

Fixed overhead 
  1.80 

Selling and administrative 
 

Variable 

  3.00 

Fixed 


  1.20 

Assume the company has 100 units left over from last year which have small defects and which will have to be sold at a reduced price as scrap. This would have no effect on the company's other sales. The variable selling and administrative costs would have to be incurred to sell the defective units. What cost is relevant as a guide for setting a minimum price on these defective units?

a. YTL 3.00**


c. YTL 10.00

b. YTL 7.00


d. YTL 13.00

ABC SYSTEM

1. Blade Company manufactures 15,000 complex cutters and 100,000 simple trimming blades. Assume the following data are given.






Complex Cutters
Simple Blades

Sales




$19,500

 $53,000

Cost

   DM Cost



$ 4,500

  $10,000

   DL Cost


   
   1,200

      6,000

Use the following data and compute MOH using a) traditional costing and b) ABC System. 
Also compute gross profit under each costing system.
a. Traditional Costing 
Assume that Blade Company uses direct labor hours as the allocation base for MOH. For the production of 15,000 complex cutters, 80 direct labor hours are used, and for the production of 100,000 simple blades, 400 direct labor hours are used.
Blade Company estimates that its annual MOH will be $1,000,000 and direct labor hours are estimated to be 10,000.
Overhead Application Rate (POHR):

$1,000,000 ÷ 10,000 = $100 per direct labor hour
Overhead Applied to Each Product:

Complex cutters 
  80 * $100 = $8,000

Simple blades 

400 * $100 = $40,000
Summary of Gross Profit Calculations





Complex Cutters
Simple Blades
Sales




$19,500

 $53,000
Cost
   DM Cost



$ 4,500

  $10,000
   DL Cost


   
   1,200

      6,000
   MOH Cost



   8,000

    40,000
Total Cost



 13,700

    56,000
Gross Profit



$ 5,800

 - $ 3,000
b. ABC System

Steps
· Identify major activities that consume resources.
· Identify cost drivers (activity measures) associated with each activity.
· Determine the costs of major activities.

· Determine activity rate (OH allocation base or OH rate) for each cost driver. 

Activity Rate = Estimated OH Cost in Activity Pool/ Estimated Activity Units

· Assign costs to products (cost objects).

MOH Cost = Activity Rate * Actual Activity Units
Assume the following information is given.
Activities To Produce Cutters & Blades





 Estimated
(Activity Pool)





Cost Driver

 OH Costs
Materials Purchasing & Handling



# of Parts

     $75,000
Production Eng & Design, & Production m/c Setup

# of Production Runs
     100,000
Production m/c Depreciation & Maintenance

# of Machine Hours
     350,000
Quality Testing





# of Components Tested 100,000
Remaining MOH (Plant Security & Supervision, 
Building Maintenance, Factory Supplies & Insurance)
DL Hours

     155,000











   $780,000
To determine activity rate (OH allocation base) for each cost driver, we need data on estimated activities for both cutters and blades: 




Estimated

Estimated
Activity

Cost Driver


Activity Units (1)
OH Costs (2)
Rate (3=2/1)

# of Parts


 750,000

$75,000
$0.1/part

# of Production Runs

          25

100,000
$4,000/run
# of Machine Hours

     2,000

350,000
$175/mac.hr
# of Components Tested
   25,000

100,000
$4/comp. tested
DL Hours


   10,000

155,000
$15.50/DL hr
To assign costs to products (cost objects), we need data on actual activity units.
Actual


Complex
OH Cost

Simple

OH Cost
Units


Cutters
 (4)
Allocated (=4*3)
Blades

Allocated

# of units produced 
  15,000



100,000
# of parts per unit
      3

$4,500†

    1

$10,000
# of production runs
      1

  4,000


    1

    4,000
# of machine hours
    16

  2,800


   48

    8,400
# of components tested   1,000
  4,000


  100

       400
# of DL hours

     80

  1,240


  400

    6,200





$16,540



$29,000
†3*15,000*$0.1 = $4,500
MOH per cutter: $16,540 ÷ 15,000 =  $1.103
MOH per blade: $29,000 ÷ 100,000 = $0.29

Summary of Gross Profit Calculations





Complex Cutters
Simple Blades

Sales




 $19,500

 $53,000

Cost

   DM Cost



 $  4,500

  $10,000

   DL Cost


   
     1,200

      6,000

   MOH Cost



   16,540

    29,000
Total Cost



   22,240

    45,000
Gross Profit



 $  2,740

   $ 8,000
NOTE the difference in profits between two methods of costing! WHY DIFFERENT?
Gross Profit



$5,800


 - $ 3,000    (Traditional)
Gross Profit



$2,740


    $ 8,000    (ABC)
2. Pear Company manufactures a product in 2 models: Regular and Super. Overhead is assigned on the basis of direct labor hours. Estimated overhead for the current year is $2,000,000. Other information is as follows:




Super 

Regular

DM/unit


$150

$112

DL cost/unit


16

8

DL time


1.6 hrs

0.8 hrs

Expected volume (units)
5,000

40,000

Determine the unit cost of each model using traditional & ABC methods. 

a. Traditional Costing 







      DL hrs


Super


  5,000 units @ 1.6 hrs = 8,000 hrs

Regular

40,000 units @ 0.8 hrs = 32,000 hrs
Total DL hrs




    40,000 hrs

POHR = $2,000,000 / 40,000 hrs = $50 /DL hr
MOH cost: $50/hr * 1.6 hrs = $80 for super model

MOH cost: $50/hr * 0.8 hrs = $40 for regular model




Super 

Regular

DM cost

$150

$112

DL cost

    16

      8


MOH cost 

    80

    40

Total unit cost

$246

$160

b. ABC System
Activities To Produce Super & Regular


Estimated
Activity Units

(Activity Pool)



Cost Driver
OH Costs
Super
     Regular
Materials Purchasing 



# of Orders
    $84,000
     400

800
Scrap Rework




# of Orders
    216,000
     300

600
Testing




# of Tests
    450,000
  4,000
       11,000
Other Machine Related


M/C Hours
 1,250,000
20,000
       30,000








$2,000,000



Estimated

Estimated
Activity

Cost Driver

Activity Units (1)
OH Costs (2)
Rate (3=2/1)

# of Orders

 1,200†


   $84,000
$70/order

# of Orders

     900


   216,000
$240/order
# of Tests

15,000


   450,000
$30/test
M/C hrs

50,000


1,250,000
$25/machine hr
†Total units for super and regular models

Assume actual activity units = estimated activity units for this problem (only).
Actual




OH Cost



  OH Cost
Units


Super (4)
Allocated (=4*3)
Regular
  Allocated

# of orders

     400

 $28,000

     800

     $56,000
# of orders

     300

   72,000

     600

     144,000
# of tests   

  1,000

 120,000

11,000

     330,000
# of M/C hours
20,000

 500,000

30,000

     750,000





$720,000



$1,280,000
Total overhead = $720,000 + $1,280,000 = $2,000,000

Overhead costs assigned to products:

Super: $720,000 / 5,000 units of super = $144 /unit

Regular: $1,280,000 / 40,000 units of regular = $432 /unit




Super 

Regular
DM Cost

$150

$112

DL Cost

    16

      8

MOH Cost

  144

    32
Total Unit Cost
$310

$152
Summary



Traditional

ABC 





Super 
Regular
Super
Regular
DM


$150
 $112

$150
 $112

DL Cost

    16
       8

    16
       8

MOH Cost

    80
      40

  144
     32
Total Cost

$246
  $160

$310
 $152
NOTE the differences in MOH costs! 
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