Noreen 3e Practice Exam – Appendix A   
Print these pages. Answer each of the following questions, explaining your answers or showing your work, as appropriate, and then compare your solutions to those at the end of the practice exam.

1.
Consider the following statement. “The company’s desired return on investment will be attained regardless of how many units are actually sold when the formula for the markup percentage on absorption cost is used when setting prices.” Do you agree or disagree with this statement? Support your conclusion.
2.
Consider the following statement. “When target costing is used to determine the selling price of a product, a target profit per unit is added to the actual unit cost to determine the selling price.” Do you agree or disagree with this statement? Support your conclusion.
Noreen 3e Practice Exam Solutions – Appendix A

1.
Solution (Learning Objective 2):

The statement, “The company’s desired return on investment will be attained regardless of how many units are actually sold when the formula for the markup percentage on absorption cost is used when setting prices,” is incorrect. 

Recall that the formula for the markup percentage on absorption cost is as follows. 




(Required ROI x Investment) + SG&A expenses




Unit sales x Unit product cost

Because unit sales are a component of this formula, the required ROI will be attained only if the forecasted unit sales volume is attained.

2.
Solution (Learning Objective 3):
The statement, “When target costing is used to determine the selling price of a product, a target profit per unit is added to the actual unit cost to determine the selling price,” is incorrect. 

When target cost is used to determine the selling price of a product, management estimates what a new product’s market price is likely to be based on its anticipated features and prices of products already on the market. The desired profit is subtracted from the estimated market price to arrive at the product’s target cost. The design and development team is then given the responsibility of ensuring that the actual cost of the product does not exceed that target cost.

