MANAGERIAL ACCOUNTING                                                        
SOMNATH   DAS

TALKING   HEADS   CORPORATION
The ABC Division of the Talking Heads Corporation manufactures widgets.  Its main production machine broke down on Jan. 1, 1989 and was no longer usable.  The manager of the ABC division requested $320,000 to acquire a new machine.  Corporate Management responded by requesting a complete analysis of the acquisition giving specific consideration to closing the ABC division.  The divisional income statement for ABC is given below:

ABC Division
Income Statement for 1998
Sales  (60,000 units)
$1,200,000
Variable Production Costs
$  770,000

Fixed Production Costs


Machine Depreciation
30,000

Patent Amortization
30,000

Machine Maintenance
20,000

Building Space
20,000

Other fixed costs
     70,000

$  170,000

Variable Marketing Costs
$  130,000
Departmental Operating Profit
$  130,000
The externally reported book values of the divisional assets as of December 31, 1992 are:

Cash

$100,000

Inventory
90,000

Equipment
60,000

Patent

150,000
Total

$400,000
To produce widgets the company had to acquire a patent three years ago for $240,000. The patent is being amortized (i.e., written off as an expense) evenly over its lifetime.  If the company were to shut down the ABC Division, the patent could be sold for $200,000 to an external buyer.

The machine was purchased for $150,000 three years ago.  It is depreciated on a straight line basis over five years.  The current salvage value of the broken machine is $4000. Maintenance of the new machine would require $20,000 per year.  The new machine would also be depreciated under the straight line method over five years, with no residual value.

The ABC Division uses 1,000 square feet of building space and is charged $20 per square foot by headquarters.  If the ABC Division is eliminated, the space can be rented externally for $30 per square foot.

The costs in the Other Fixed Costs category contain miscellaneous items such as insurance and indirect labor that would be avoided if the ABC Division were closed down.

The firm's income tax rate is 40%.  Its cost of capital is 16%.

Required:
Should Talking Heads purchase the new machine or close down the ABC division?

