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w - E Compeny operates o snack-food center ap the Hartsfizhd Aigport. Gn January
1,19%7.E Company purchased a special cookic-cutting machine, which has been
ustd for three years, & Company i considering purchasing 8 newer, more efficien
machine, If purchased, the new machine would be acquired today, January 1,2000.

Campany expecls to sell 300,000 cookics in each of the next four years, The
seiling price of each cookie is expscted to average $0.50.

£ Company has two ophions:(!) Cominue Lo operate the old machine, or (2} el
ke uld machine and purchase the now machine, The seiler of (8 opw machine
offered no trade-ln. The following information las been essembled to help
manegement decide which oplion is more degiruble:



Old machine Wew machine

[nitial purchase coals of machine $50,000 $120,000
Terminal dispesal price at the snd of useful .

Uf aasumed fow depreciation ﬁurpusm $10.000 £20.000
Usetil [ile from date of a.gquisiliuu 7 years 4 years
Expecied annual cash opersting cosis:

Variable cost per cookie 3020 50.14

Total fixed costs 515,000  $14,000
Leprecialion method used for lax purposes Straight-line ~ Straight-line
Estimated disposal prices of mathines:

Jap.uary 1, 2000 540,000 F120000

Japuary 1, 20413 : 17,000  E20,000

. Campany 15 SUDject 10 @ 4% IMCOMme T2 FAIe. ASSume thal any AT OF Toas N —t———
the sale of machines is treated 45 an ordinary tex jtem and will affeet the taxes paid
by E in the year in which it oeours. E has an afier-tax required rate of retum of 16
PEICEnt. 4

Required

. Use the net present value method to detemmine whether E Company should

retain Lhe old machine or acquire the new machine. (9% )

1. How much maore or less would the recurring after-tax cash aperating savings

have 10 be for E to exactly earn the 16% afier-tax required rale of retum?
Assurae all olher data about the invesiment does not change. (9% )

Appendix :
Present value of | gt 16%
Penigds 1 2 i 4 5 & 7

0B52 0743 DE4l 0572 0475 0410 0354

A ~The F Corporation makes steel table lamips. It is considering gitner upgrading its
existing preducticn line or replacing it. The production equipment was purchased 2
years ago [or $600,000.1¢ hes an expected useful life of 5 years, s terminal disposal
price of £0,and is deprecinted on a straight-line basis st the rale of $120,000 per year.
The equipment has a corrent book value of § 380,000 and a curent dispozsl price
af § 80,000 The following lable presents expected costs wader the upgrade and
replace aliemaetives:

Upprade Rzploce
Expscted pne-time-ooly cquipment costs 300,000 700,000
Variable manulacturing ¢osts per lnmp 512 §9
Expected praduction and sales of lamps per yeor 50,000units 50,000 units
i Sclling price of Jamps 525 Ii5

The expected usefl life afisr the acHe uppraded or replaced is 3 years, and
the expected terminal dispesal price is $0.If the machine is upgreded, the $380,000
would be added w the current book vajue of $360,600 and depreciated on a
stra;igl'ﬁdinc basis. The new equipment, if purchased, will also be depreciated on 2
straight-tine basis.
far simplicity, ignore income taxes and (he time valug of moncy considerations,
lﬂguired
1. Should Fupgrade ils produciion line ar replace it? Shaw your catoulations (7% )
2. {2} Mow suppost 1he capital expendilure needed 1o replace the productivn line is
not known, All other data are as given previously. What is the maximum price
that F would be willing to pay for the new line te prefer replacing the existing
Line over upgrading w7 (T 4
'{bj. Assume that the capital expenditure ngeded to veplace the production line
isE700,060.Now suppost the expected production and sales quantity 1s not
knowm. For what production and sales quantity each year would F prefer ta
(Nreplace the line (liupgrade the Hns? (7%



1 - List (he assumplion, principle, or constraint that most appropalc by jusifics the procodyees and
precrices inbelow D 25%0
(1) Iriec-lovel changes ave not recopnined in the ACCOLNTINg secornds.
(2} Fivancial informalion is prescnted so that reasoiab]y prodent investors will mol be misled,
{3} Repait tools are expensed when purchased,
€4} Lach enterprisc is kept as aunii distint from e gwooer 01 OWILE,
(5] Revenue is iegorded 2t poind of sale.
(6) Rationule for accruml accovnting is staled,
{73 Reporting must be done at defined time iztervals.
(8] Geodwill is recorded anly at time of purchase,
(93 Mo profits are anticipated and 2l il losses are rocognicod.

{10 A company chanyes ils sales commission cosl- to CEPENSE,

2~ The Cultuee Company began operations late it 2001 gnd adgped the convertional retai) invenbery
methed. Becauze Mere was no Ieginning inventory for 2001 wind no markdowns during HMH, e
ending inventury fur 2001 was $14,000 under both e conventional retail snetiod and the LIFT refail
methods. Al the end of the 2002, manavement warts 1o compare e 1esulis of applyiag the
convenbionat and LiFty ietil methods. There wis no clawe in e price lovel during 2002, TThe
foltoswing dati: arc avarlable Tor compuiations:

Lersl R.rinil

tnventory. 141, 2004 $14.000 520,000
Sales ED, 000
Bt markups 200
Net markdowns 1,600
Furtliases g 200 &1 006
Freight-in 7800

Estimated thell 2000

Instructions:

Compute the cost af the 2002-ending invenluny wider hau
{a) tw vonventional retail method
(b} the LIFC retaii methed. (30%)

3 - Pieas use e faic value {cosl) method and the equity method 0 record haxi’s investmaent cutrics:
C35%
(1) On Januagy 2, 2060, Maxi Company acquired 44,000 shares € 20% of Mini Company common
stock ) At g onst §10 8 share.
(27 Fer the year 2000, Mini Company reported net income of $200,000: Maxi Company’s sharc (s

200 or $40,000,

(3 At Decemnber 34, 2000, the 48,600 share of Mini Company bave o it velue ( marker price ) of

%12 a share, or $576,000,

{4} On January 28, 2001, Mini Company annaunces) and paid a cush dividend of £100.000; Maxi
Company received 20% or 120,000,

{53 Far the year 2001, Mini Company reported anet loss of $50.005); Maxi Company's share {3
20%0 ar $10,000.

(6} At Docember 31, 2001, the 48,000 sharc of Min: Company have a lair vaiue { market price 1 al’

$11 a share, or $528,000,
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liability recerded enly if both of whal conditions are mel? .
{3) What are the revenue recognilfion topics of product sales mansactivns?
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