EXERCISE 12-1 Identifying Relevant Gosts [LO1] .
A number of costs are listed below that may be relevant in decisions faced by the management of
Poulsen & Sonner A/S, a Danish furniture manufacturer:

Required:

Copy the information from the previous page onto your answer sheet and place an X in the appropriate

column to indicate whether each item is relevant or not relevant in the followin g situations. Require-

ment 1 refates to Case 1, and requiremnent 2 relates to Case 2. Consider the two cases independently.

. The company chronically runs at capacity and the old Model A3000 machine is the company’s
constraint. Management is considering the purchase of a new Model B3800 machine to use in
addition to the company’s present Model A3000 machine. The old Model A3000 machine wilt
continue to be used to capacity as before, with the new Model B3800 being used to expand pro-
duction. The increase in volume will be large enough to require increases in fixed selling expenses
and in general administrative overhead, biit not in the general fixed manufacturing overhead.

2. The old Model A3000 machine js not the company’s constraint, but management is considering
replacing it with a new Model B3800 machine because of the potential savings in direct materials
cost with the new machine. The Model A3000 machine would be sold. This change will have no
effect on production or sales, other than some savings in direct materials costs due to less waste,

EXERCISE 12-2 Dropping or Retalning a Segment [LO2}

Jackson County Senior Services is a nonprofit organization devoted to providing essential ser-
vices to seniors who live in their own homes within the Jackson County area. Three services are
provided for seniors—home nursing, Meals On Wheels, and housekeeping. In the home nursing
Prograim, nurses visit seniors on a regular basis to check on their general health and to perform
tests ordered by their physicians. The Meals On Wheels program delivers a hot meal once a day to
each senior enrolled in the program. The housekeeping service provides weekly housecleaning and
maintenance services. Data on tevenue and expenses for the past year follow:




The head administrator of Jackson County Senior Services, Judith Miyama, is concerned
about the organization’s finances and considers the net operating income of $5,000 last vear to be
too small. (Last year’s results were very similar to the results for previous years and are represen-
tative of what would be expected in the future.) She feels that the organization should be building
its financial reserves at a more rapid rate in order to prepare for the next inevitable recession, After
seeing the above report, Ms. Miyama asked for more information about the financial advisability
of discontinuing the housekeeping program.

The depreciation in housckeeping is for a small van that is used to carry the housekeepers
and their equipment from job to job. If the program were discontinued, the van would be donated
to a charitable organization. Depreciation charges assume zero salvage value. None of the general
administrative overhead would be avoided if the housekeeping program were dropped, but the
liability insurance and the salary of the program administrator would be avoided,

Required:

1. Should the housekeeping prograrm be discontinued? Explain. Show computations to support
your answer.

2. Recast the above data in a format that would be more useful to management in assessing the
long-rumn financial viability of the various services.

EXERCISE 12-3 Make or Buy a Component [LO3]
Climate-Control, Inc., manufactures a variety of heating and air-conditioning units, The company
is currently manufacturing all of its own component parts. An outside supplier has offered to sell
a thermostat to Climate-Control for $20 per unit. To evaluate this offer, Climate-Control, Ing:
gathered the following information relating to its own cost of producing the thermostat intern

e

Required: )

1. Assuming that the company has no alternative use for the facilities now being used to produce:
the thermostat, should the outside supplier’s offer be accepted? Show all computations, ]

2. Suppose that if tha thermostats were purchased, Climate-Control, Tnc., could use the fice
capacity to launch a new product. The segment margin of the new product would be $65,0Q .
per year. Should Ciimate-Control, Inc., accept the offer to buy the thermostats from the ouior
side supplier for $20 each? Show computations. -

EXERCISE 12-4 Evaluating a Special Order [L0O4]
Miyamoto Jewelers is considering a special order for 10 handcrafted gold bracelets to be given as ;
gifts to members of a wedding party. The normal selling price of a gold bracelet is $389.95 and jtg”
unit product cost is $264.00 as shown below: ‘ e

Most of the manufacturing overhead is fixed and unaffected by varjations in how much jewelry is -
produced in any given period. However, $7 of the overhead is variable with respect to the number of
bracelets produced. The customer who is interested in the special bracelet order would like special
filigree applied to the bracelets. This filigree would require additional materials costing $6 per bracelet
and would also require acquisition of a special tool costing $465 that would have no other use once
the special order is completed. This order would have no effect on the cornpany’s regular sales and the
order could be fulfilled using the company’s existing capacity without affecting any other order.

Required:

What effect would accepting this order have on the company’s net operating incorme if & special price
of $349.95 is offered per bracelet for this order? Should the special order be accepted at this price?



EXERCISE 12-5 Utilizing a Constrained Resource [LOS5]
Sport Luggage Inc. makes high-end hard-sided luggage for sports equipment, Data concerning
three of the company's most popular models appear below.

~5'pounds, 6 pounds - 5 pouinds -

Required:

1.

The total time available on the plastic injection molding machine is the constraint in the pro-
duction process, Which product would be the most profitable use of this constraint? Which
product would be the least profitable use of this constraini?

A sevete shortage of plastic pellets has required the company to cut back its production so
much that the plastic injection molding machine is no longer the bottleneck. Instead, the con-
straint is the total available pounds of plastic pellets. Which product would be the most profit-
able use of this constraint? Which product would be the least profitable use of this constraint?
Which product has the largest unit contribution margin? Why wouldn’t this product be the
most profitable use of the constrained resource in either case?

EXERCISE 12-6 Managing a Constrained Resource [LOB]

Georgian Ambience Ltd. makes fine colonial reproduction furniture. Upholstered furniture is one
of its major product lines and the bottleneck on this production line is time in the upholstery shop.
Upholstering is a craft that takes years of experience to master and the demand for upholstered fur-
niture far exceeds the company’s capacity in the upholstering shop. Information concerning three
of the company's upholstered chairs appears below:

Requirad:

L

More time could be made available in the upholstery shop by asking the employees who work
in this shop to work overtime. Assuming that this extra time would be vsed fo produce Leather
Library Chairs, up to how much should the company be willing to pay per hour to keep the
upholstery shop open after normal working hours?

A small nearby upholstering company has offered to upholster furniture for Georgian Ambi-
ence at a fixed charge of $45 per hour. The management of Georgian Ambience is confident
that this upholstering co'mpany’s work is high quality and their craftsmen should be able to
work about as quickly as Georgian Ambience’s own craftsmen on the stmpler upholstering
jobs such as the Chippendale Fabric Armchair. Should management accept this offer? Explain,



