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Question 1 (10 marks)
The Inco Company began the year 2014 with no inventories of work in process or finished goods.  The company produces a single product, and cost data for the product are given below.


Variable costs:



Direct material
$10 per unit



Direct labour
$15 per unit



Manufacturing overhead
$6 per unit



Selling expenses
$4 per unit


Fixed costs:



Manufacturing overhead
    $50,000 per month



Selling and administrative expenses 
$20,000 per month

During the first three months of 2014, production and sales in units were as follows:


PRODUCTION
SALES

January
10,000
10,000


February
10,000
8,000


March
        10,000
12,000

Total
   30,000
30,000

The company uses an actual cost system.  The selling price of the product is $50 per unit.  There was no work in process inventories at the end of each month.

Required: Prepare an income statement for January under absorption costing using the following format:             
Sales
Cost of Goods Sold

      Gross Profit

      Selling and Administrative Expenses

             Income

Answer:
Sales (10,000 units x $50)                                                                             $500,000

Cost of Goods Sold (10,000 units x $36)                                                    $360,000
     Gross Profit                                                                                               $140,000

     Selling and Administrative Expenses ($20,000 + $4x10,000 units)     $60,000
                               Income                                                                                                        $80,000

Question 2 (6 marks)
Beha Company incurred the following maintenance costs during the past four months:


Month
Machine Hours
Maintenance Cost


January
120,000
$456,000


February
100,000
$420,000


March
140,000
$492,000


April
130,000
$474,000

Required:

a. By using the high-low method, the two points that seem to best represent the relationship between cost and activity are the activity levels of 100,000 and 140,000 machine hours.  Using these two points, estimate the fixed and variable components of maintenance costs.

b. Develop a cost formula that Beha Company can use to estimate maintenance cost at different volume levels.

c. Estimate maintenance cost for May if the company expects to use 110,000 machine hours in May.

Answer:

a.
Variable Cost per Machine Hour = ($492,000 - $420,000)/(140,000 - 100,000 hours)



                                            = $1.80 per machine hour
       Total Fixed Cost = $492,000 - ($1.80)(140,000) = $240,000
                               Or = $420,000 – ($1.80)(100,000) = $240,000
b. Therefore, Cost Formula:

                                                           Maintenance Cost = $240,000 + $1.8(machine hours)

                                                                            Or   Y = $240,000 + $1.8(X)
c.
Maintenance Cost for May = $240,000 + ($1.80 x 110,000 machine hours) =  $438,000                              
Question 3 (13 marks)

The CV Company has projected the following income statement for the year using a contribution margin format.

      Revenues
                                                                        $200,000


Less: Variable Costs:


     Variable manufacturing costs
$60,000


     Variable selling costs
  20,000
80,000


Contribution Margin

$120,000


Less: Fixed Costs:


     Fixed manufacturing costs
$80,000


     Fixed selling and administrative costs
  25,000
  105,000

       Income

$  15,000

The projected income statement was based upon sales of 10,000 units. The company has the capacity to produce 15,000 units during the year.

Required:

a. Determine the breakeven point in units.

b. Calculate the margin of safety in dollars.

c. The sales manager believes the company could increase sales by 1,000 units if advertising expenditures are increased by $16,000.  What would be the company’s income if this proposal was adopted? Should the company increase advertising expenditures to maximize the company income?

d. What is the maximum amount the company could pay for advertising if the advertising would increase sales by 1,000 units?

e. Ignore (c) and (d) above, the manager believes that by lowering the selling price to $17 per unit, the company can increase sales by 2,000 units.  Based upon these estimates, what would be the company’s income if this proposal was adopted? Should the company lower its selling price to $17 per unit (in order to increase sales by 2,000 units) to maximize the company income?

Question 3 (cont.)

Answers:

a.  Contribution margin per unit = $120,000/10,000 units = $12
      Breakeven in Units = Fixed Costs/Contribution Margin Per Unit


             = $105,000/$12 = 8,750 units
b. Sales per unit = $200,000/10,000 units = $20

Margin of Safety = Sales Performance - Sales at Breakeven

                  = $200,000 - (8,750 units x $20 per unit) = $25,000
c. For this alternative to be profitable, the contribution margin from the additional sales of 1,000     units must at least cover the additional advertising expenditure.

Additional contribution margin from 1,000 units 
($12 x 1,000 units) =
$12,000


Less:  Additional advertising expenditure
                                                 $16,000

             Decrease in income
                                                                             $4,000
The company's income would be $11,000 (i.e., $15,000 - $4,000) if this proposal was adopted.  

So, the company should not increase the advertising expenditure.
d. The maximum amount the company could pay for additional advertising in order to sell 1,000       more units would be $12,000.

Additional contribution margin from 1,000 units 
$12,000


Less:  Additional advertising expenditures
  12,000

Effect on income
$   - 0 -

e. A projected income statement based upon a $17 selling price and sales of 12,000 units follows:
Revenues (12,000 units x $17)

$204,000
Variable Costs:

Variable manufacturing costs (12,000 x $6)
$72,000

Variable selling costs (12,000 x $2)
  24,000
96,000
Contribution Margin

$108,000
Fixed costs:

Fixed manufacturing costs
$80,000

Fixed selling and administrative costs
  25,000
  105,000
Income

$    3,000
If the company lowers its selling price to $17 and sells 2,000 more units, income will decrease from $15,000 to $3,000.

So, the company should not adopt this proposal to lower its selling price to $17 to sell 2,000 more units.

Question 4 (10 marks)
Orjob Company applies overhead based upon machine hours. Budgeted factory overhead was $532,800 and budgeted machine hours were 37,000. Actual factory overhead was $575,840 and actual machine hours were 38,100. Before disposition of under/overapplied overhead, the cost of goods sold was $1,120,000 and ending inventories were as follows:

Raw materials inventory    
$120,000 

Work in process inventory $
380,000

Finished goods inventory   $
500,000
Total                                $1,000,000
Required:

a.
Determine the budgeted overhead rate per machine hour.

b.
Compute the over/underapplied overhead.

c.
Assuming the over/underapplied overhead is immaterial, give the closing journal entry to dispose it.

d.
Assuming the over/underapplied overhead is material, give the closing journal entry to dispose it using proration method.

Answer:

a. the budgeted overhead rate per machine hour = $532,800/37,000 hours = $14.4 per hour

b. Applied overhead = $14.4 per hour x 38,100 hours = $548,640

Actual overhead – Applied overhead = $575,840 - $548,640 = $ 27,200 underapplied overhead

c. Cost of Goods Sold            $27,200

        Overhead                              $27,200

d. Distribution ratios:

Work in process inventory: $
380,000/$2,000,000 = 19%
Finished goods inventory:   $
500,000/$2,000,000 = 25%
Cost of Goods Sold:                 $1,120,000/$2,000,000 = 56%

Closing Entry:

Work in process inventory ($27,200 x 19%)      $5,168
Finished goods inventory ($27,200 x 25%)       $6,800
Cost of Goods Sold ($27,200 x 56%)                    $15,232

          Overhead                                                                          $27,200

Question 5 (6 marks)
Describe the major user of management accounting information, and the qualities of accounting information they require. You may answer in point form.
Answer:

Major user: internal managers who need to make business and managerial decisions.

Examples of qualities of accounting information:

· relevance

· decision-making usefulness

· timeliness

· reliability

· understandability

· comparability and consistency

· materiality
· objectivity

· verifiability
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