CHAPTER 15 ALTERNATE PROBLEMS

Problem 15.1A

Exchange Rates and Export Decision
The Monster Cookie Company is located in Denmark.  It is a relatively new company and so far has sold its products only in its home country.  In December, Monster determined that it had excess capacity to produce more of its special Halloween cookies.  It is trying to decide whether to use that capacity to ship a batch of cookies overseas.  The marketing department has determined that the United States and Great Britain are the two most viable markets.  Monster has enough excess capacity to produce only one batch, which can be shipped to either country.  The materials and labor cost to produce the batch amount to $9,000 kroner.  The marketing department, which located a shipping company that could deliver to either location, also provided the following information:




United States
Great Britain

Shipping cost
2,800 U.S. dollars
1,900 U.S. dollars


Duties/customs charges
420 U.S. dollars
500 British pounds



and miscellaneous




selling expenses


Total sales revenue
6,000 U.S. dollars
2,600 British pounds


Exchange rate data
1 krone = 0.16 U.S. dollars
1 krone = 0.09 British pounds

Instructions

a. If Monster exports the batch to the United States, what is its estimated profit/loss in Danish kroner?

b. If Monster exports the batch to Great Britain, what is its estimated profit/loss in Danish kroner?

c. If the British pound has exhibited rather large fluctuations relative to the Danish kroner recently, how might this impact Monster’s decision on which country to ship to?

Problem 15.2A

Gains and Losses from Exchange Rate Fluctuations

Euroam is a U.S. corporation that purchases tractors from European manufacturers for distribution in the United States.  A recent purchase involved the following events:

Dec. 1
Purchased tractors from WMB Motors for DM4,000,000, payable in 45 days.  Current exchange rate, $0.75 per deutsche mark.  (Euroam uses the perpetual inventory system.)

Dec. 31
Made year-end adjusting entry relating to the DM4,000,000 account payable to WMB Motors.  Current exchange rate, $0.78 per deutsche mark.

Jan. 15
Issued a check to World Bank for $3,080,000 in full payment of the account payable to WMB Motors.

Instructions

a. Prepare in general journal form the entries necessary to record the preceding events.

b. Compute the exchange rate (price) of the deutsche mark in U.S. dollars on January 15.

c. Explain a hedging technique that Euroam might have used to protect itself from the possibility of losses resulting from a  significant increase in the exchange rate for the deutsche mark.

Problem 15.3A

Exchange Rates and Income Effects

Jelton, Inc., is a U.S. company that conducts some business in Canada.  The pro forma income statement for next year is shown below.  Jelton wants to know the impact of three possible exchange rate scenarios for the Canadian dollar on its pro forma income statement: Assume one Canadian dollar is equivalent to either $0.70, $0.80, or $0.90 in U.S. dollars.  Note that Jelton’s sales in the United States are higher when the Canadian dollar is stronger because Canadian competitors are priced out of the U.S. market.

JELTON, INC.

Pro Forma Income Statement

For the Period Ending December 31, 2002





U.S. Business
Canadian Business


Sales

$400.00
C$       5


Cost of Goods Sold

  100.00
       100

Gross Profit

$300.00
C$(  95)


Operating Expenses:



Fixed

40.00
-0-



Variable

  30.00
-0-

Total

$70.00
-0-


Operating Earnings

$230.00
C$  (95)


Interest Expenses

     5.00
         10

Earnings Before Tax

$225.00
C$(105)
Additional Information


Possible Exchange Rate
Projected U.S. Sales


$0.70
$395


0.80
400


0.90
405

Instructions

a. Complete the chart in the working papers related to the following pro forma income statements in U.S. dollars:

	
	C$ = $0.70
	C$ = $0.80
	C$ = 0.90

	Sales:
	
	
	

	
(1)   U.S.
	
	
	

	
(2)   Canadian
	
	
	

	
(3)   Total
	
	
	

	
	
	
	

	Cost of Goods Sold
	
	
	

	
(4)   U.S.
	
	
	

	
(5)   Canadian
	
	
	

	
(6)   Total
	
	
	

	
	
	
	

	(7)  Gross Profit
	
	$224.00
	

	
	
	
	

	Operating Expenses:
	
	
	

	
(8)   U.S. Fixed
	
	
	

	
(9)   U.S. Variable
	
	
	

	             10% of Sales
	
	
	

	
(10) Total
	
	
	

	(11)  Operating Earnings
	
	
	$138.55

	
	
	
	

	Interest Expenses:
	
	
	

	
(12)   U.S.
	
	
	

	
(13)   Canadian
	
	
	

	
(14)   Total
	
	
	

	Earnings Before Tax
	$136.65
	
	


b. Explain the impact of a stronger Canadian dollar on Earnings Before Tax.

Problem 15.4A

Exchange Rates and Product Decisions

The ALSU Company has manufacturing subsidiaries in Malaysia and Malta.  It is considering shipping the subscomponents of Product X to one or the other of these countries for final assembly.  The final product will be sold in the country where it is assembled.  Other information is as follows:





Malaysia
Malta


Average exchange rate
$1 = 4.50 ringgit
$1 = 0.40 lira


Import duty
4%
12%


Income tax rate
25%
12%


Unit selling price of Product X
700 ringgit
75 lira


Price of subcomponent
200 ringgit
18 lira


Final assembly costs
250 ringgit
30 lira


Number of units to be sold
14,000 units
10,000 units

In both countries, the import duties are based on the value of the incoming goods in the receiving country’s currency.

Instructions

a. For each country, prepare an income statement on a per-unit basis denominated in that country’s currency.

b. In which country would the highest profit per unit (in dollars) be earned?

c. In which country would the highest total profit (in dollars) be earned?

Problem 15.5A

A Comprehensive Problem on Exchange Rate Fluctuations

Fox Radio is a U.S. company that manufacturers radios.  Many of the components for the computer are purchased abroad, and the finished product is sold in foreign countries as well as in the United States.  Among the recent transactions of Fox are the following:

Oct. 25
Purchased from Sutaki, a Japanese company, 15,000 tubes.  The purchase price was ¥120,000,000, payable in 30 days.  Current exchange rate , $0.01 per yen.  (Fox uses the perpetual inventory method; debit the Inventory of Raw Materials account.)

Nov. 15
Sold 500 radios to the British Vibes for £200,000 due in 30 days.  The cost of the computers, to be debited to the Cost of Goods Sold account, was $160,000.  Current exchange rate, $1.60 per British pound.  (Use one compound journal entry to record the sale and the cost of goods sold.  In recording the cost of goods sold, credit Inventory of Finished Goods.)

Nov. 24
Issued a check to Inland Bank for $1,150,000 in full payment of account payable to Sutaki.

Dec. 4
Purchased 5,000 black cases from German Plastics for DM80,000, payable in 60 days.  Current exchange rate, $0.70 per deutsche mark.  (Debit Inventory of Raw Materials.)

Dec. 15
Collected dollar-equivalent of £200,000 from the British Vibes.  Current exchange rate, $1.55 per British pound.

Dec. 11
Sold 6,000 radios to Sounds, a French retail chain, for FF40,000,000, due in 30 days.  Current exchange rate, $0.20 per French franc.  The cost of the computers, to be debited to Cost of Goods Sold and credited to Inventory of Finished Goods, is $5,000,000.

Instructions

a. Prepare in general journal form the entries necessary to record the preceding transactions.

b. Prepare the adjusted entries needed at December 31 for the DM80,000 account payable to German Plastics and the FF40,000,000 account receivable from Sounds. Year-end exchange rates, $0.68 per deutsche mark and $0.18 per French franc.  (Use a separate journal entry to adjust each account balance.)

c. Compute (to the nearest dollar) the unit sales price of computers in U.S. dollars in both the November 15 and the December 11 sales transaction.  (The sales price may not be the same in each transaction.)

d. Compute the exchange rate for the yen, stated in U.S. dollars, on November 24.

e. Explain how Fox Radio could have hedged its position to reduce the risk of loss from exchange rate fluctuations on (1) its foreign payables and (2) its foreign receivables.
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