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ACCOUNTING FOR 

DECISION MAKING 

Diploma Stage examination

8 June 2005

From 2.00pm to 5.00pm

plus ten minutes reading time from 1.50pm to 2.00pm

Instructions to candidates

Answer four questions in total: One question from Section A, and three questions from Section B.  The marks available for each question are shown in italics in the right-hand margin.
All workings should be shown.  Where calculations are required using formulae, calculators may be used but steps in the workings must be shown.  Calculations with no evidence of this (for example, using the scientific functions of calculators) will receive no credit.  Programmable calculators are not permitted in the examination room.

Formula sheets, statistical tables, graph paper and cash analysis paper are available from the invigilator, where applicable.

Where a question asks for a specific format or style, such as a letter, report or layout of accounts, marks will be awarded for presentation and written communication.
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SECTION A (Compulsory)
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Clarkson Authority has recently undertaken an Activity Based Management review of its central administration function.  It came as some surprise to the Authority that £450,000 was seen to relate to manual filing.  A project team was selected under the leadership of the head of IT with the remit of developing an e-documentation system that would enable the cost spend on the manual filing costs to be reduced significantly.  After a period of time the decision revolved around two software development companies whose proposal details are shown below.  Company 2 has developed a system that is likely to meet with the longer term administration arrangements of the Council whilst Company 1’s system will have to be replaced sooner by a more sophisticated system.

	
	Company 1
	Company 2

	Proposed savings in manual filing costs:
	Year 1        10%

Year 2        15%

Year 3        20%

Year 4-10   25%
	Year 1           5%

Year 2          10%

Year 3         15%

Year 4-15    20%

	Cost of system
	  £400,000
	  £420,000

	Annual maintenance agreement with company
	  £25,000
	   £15,000

	Training with selected company
	Year 1        £20,000

Year 2-10    £5,000
	Year 1        £25,000

Year 2-15    £5,000


It should be noted that there would not be any redundancy costs associated with the proposed savings, the staff being deployed to new duties, although it is expected that over time staff leaving will not be replaced.  There will be no residual value for the systems at the end of their working lives.

The Authority currently uses a market based weighted average cost of capital for the organisation of 8%. Inflation currently is thought to be 1.8%.

The financial data for company 1 has been analysed and has been summarised as follows:

NPV


£70,429

IRR


8.94%

· Requirement for question 1

(a)
Calculate the NPV and IRR for company 2’s proposal and recommend on financial grounds the company that the Authority should select noting briefly any key assumptions in your calculations. 
10
(b)
The authority has set aside £900,000 for projects that will provide financial savings.  At present the project for the e-documentation systems is competing for this funding; the other projects having the following financial details:

	
	Capital outlay
	NPV

	Energy saving project for town hall
	£600,000
	£150,000

	Web-based registration for further education colleges
	£300,000
	£80,000

	Bringing in-house the internal audit function
	£250,000
	£75,000


It should be noted that none of the projects can be split and that all of them must be carried out in full or not at all.

Advise the Authority as to which project(s) should be selected explaining your calculation and methodology.  In this calculation you should have selected between Company 1 and 2 for the e-documentation system above on financial grounds only.
8
(c) 
Company 1 that has submitted its tender for the e-documentation contract is concerned as to the potential for success in winning the contract.  It is considering resubmitting a revised document with a lower maintenance requirement. 

The company has a stock exchange listing and the current market values of their long-term sources of finance are as follows:

issued ordinary share capital: 4 million 50p shares, current market price £1.60

issued 9% preference shares: 2 million £1 shares, current market price £1.28

issued irredeemable 7% debentures: 3 million £1 debentures, current market price £0.82.

The beta factor for the company is regarded as 1.5 whilst the risk free rate in the economy is 4% and the expected return on a market portfolio is 10%.

The company has a corporation tax rate of 30%.  Assume that tax is paid at the end of the year in which the additional profits are earned.

The costs of undertaking the project are as follows:

Year 1: Software development labour costs


£200,000


Hardware element of contract



£150,000


Share of company overheads*


50% of all direct costs

Year 1-10 Annual maintenance agreement labour costs
£14,000


Share of company overheads*


50% of all direct costs

Year 1 Training labour costs




£12,000


Share of company overheads*


50% of all direct costs

Year 2-10 Training labour costs



£5,000


Share of company overheads*


50% of all direct costs

* The company regards 25% of its overheads to be variable.

Calculate the company’s NPV for the project.

By what percentage could the company reduce the annual maintenance agreement and still achieve its target cost of capital based on a weighted average cost of capital?
12
(d)
The importance of non-financial factors in decision-making especially in the public sector is critical.  Give examples in relation to the above scenario of non-financial factors.  Explain how these might be incorporated into the decision making process regarding the e-documentation system using techniques designed to incorporate such factors into the decision making process.
10



(40)

SECTION B (Answer three questions from this section)


The senior management of the “Services for Older People” department of Briagh local authority is presently concerned regarding its performance in relation to efficiency and effectiveness.  Information has been collected from the Audit Commission’s library of performance indicators from which a performance assessment can be undertaken.  Details have been gathered for Briagh Authority’s services for the last two years as well as the current indicators for Deah Authority, whose parameters are similar to Briagh’s, as well as one that is lauded throughout the country as best practice (Besti Authority).  The details are shown in the table below:

	
	Briagh 
	Briagh 
	Deah
	Besti

	
	2003
	2004
	2004
	2004

	1
	Average waiting time (months) for older people awaiting residential care
	4
	3.6
	2
	1

	2
	Number of care workers per resident in residential care
	0.45
	0.5
	0.3
	0.4

	3
	Unit cost of residential home care for older people
	£7,500
	£8,500
	£6,800
	£6,000

	4
	User satisfaction with residential home care service (score 0 = poor, highest score = 10)
	2.8
	2.6
	4.3
	8.5

	5
	Average weekly home care hours per service user aged 65 or over
	6
	6
	5
	7

	6
	Number of older people receiving home care per 1,000 population of older people
	80
	82
	100
	95

	7
	Unit cost of home care for older people 
	£800
	£850
	£700
	£650

	8
	Number of older people receiving community meals service per 1,000 population over 65
	200
	210
	220
	225

	9
	Unit cost of community meals service per meal
	£2.70
	£2.90
	£2.50
	£2.60

	10
	User satisfaction with community meal service (score 0 = poor, highest score = 10)
	3 
	3 
	6 
	7 

	11
	Proportion of older people from ethnic minority groups who, when offered services following an assessment, decline the service
	40%
	38%
	15%
	10%

	12
	Percentage of new services for older people where proposed start date of service was met
	75%
	70%
	85%
	97%

	13
	Proportion of new clients aged 65 or over who have to wait more than six weeks from the time of first contact to the first service
	15%
	17%
	5%
	0%


It should be noted that inflation has been running at 2% over recent years.

· Requirement for question 2
(a)
Analyse the performance of the Briagh Authority’s service provision based on the data provided, suggesting areas for further consideration.
12

(b)
Outline the benefits and limitations of utilising a benchmarking exercise of this type in judging the efficiency and effectiveness of services rendered.
8


(20)

An NHS Trust within a rural area has recently conducted a survey asking visitors and patients to its hospital to detail further services which would have assisted them whilst attending the hospital.  One idea that has emerged, due to the lack of accommodation within the area, has been the suggestion of opening an overnight accommodation unit close to the hospital.

Preliminary work has been undertaken including identifying a potential existing building which could be leased from the local authority.  Demand and price patterns have been researched and a price of £25 per person per night has been agreed.  The building will offer accommodation to 20 people and would be expected to have a utilisation rate of 70% on average throughout the year.  Variable costs are expected to be £5 per person per night with the fixed costs per annum being £100,000 including the leasing costs.

However, there is some uncertainty regarding the utilisation rate as well as the level of fixed costs and managers have stated that the following table shows the spread of likely events:

	Utilisation
	Probability
	
	Fixed costs
	Probability

	80%
	.3
	
	£120,000
	.2

	70% as given
	.45
	
	£100,000 as given
	.7

	60%
	.25
	
	£90,000
	.1


The incomplete table below represents the likely annual surpluses/deficits based on possible combinations of outcomes:

	
	
	Fixed costs 

	
	
	£120,000
	£100,000
	£90,000

	Utilisation
	80%
	-3,200
	16,800
	

	
	70%
	-17,800
	
	12,200

	
	60%
	
	-12,400
	-2,400


· Requirement for question 3

(a)
Complete the table above.
6
(b)
Calculate the expected monetary value of the project per annum and comment on your findings.
6
(c)
One of the management accountants within the Trust has stated that “Simulation would be too advanced a technique for the above scenario whilst sensitivity analysis would be more beneficial”.  Discuss this statement explaining what you understand by both techniques.
8


(20)

A local enterprise unit has developed two new business development programmes.  The first programme is a Management Growth Programme expected to run for a significant number of years and an IT programme which is only expected to run for 4 years due to expected competition from other providers in the near future.  The overall objective of the unit is to develop and support new and existing businesses in its locality.  The management of the unit is unsure as to what prices they should set for the courses.

Management growth programme

Market Research has shown that if the price was set at £1,400 per delegate, demand would be 80 per annum attending.  However, for every increase/decrease of £100 there is expected to be a decrease/increase in demand of 10.  In addition to this there is a variable cost per delegate of £280, associated extra fixed costs relating to the programme of £45,000 per annum and a share of the organisation’s fixed costs of £50,000 per annum.

IT programme

The unit’s management has recognised the life cycle associated with the programme and has decided to use penetration pricing to start with, followed by a more competitive rate during the harvest phase and a competitive price during the end phase prior to the course being abandoned.  The price and demand levels are anticipated to be as follows:

	Year
	Price to be set per delegate
	Expected demand
	Contribution per annum

	1
	£300
	200
	  £40,000

	2
	£500
	250
	£100,000

	3
	£500
	250
	£100,000

	4
	£350
	150
	  £37,500


There is expected to be a variable cost per delegate of £100.  There are also associated extra fixed costs relating to the programme of £30,000 per annum and a share of the organisation’s fixed costs of £40,000 per annum.

· Requirement for question 4
(a)
Calculate the optimal price for the management growth programme which will provide the greatest financial return for the unit, commenting on your findings.
6
(b)
Present to management the anticipated profits for each year of the IT programme’s life cycle.  Draw a graph showing the level of profit for each of the four years of the programme’s life.
4
(c)
What other pricing methods could be taken into consideration in arriving at the prices set.  Include in your answer the concepts of differential and price skimming policies.
10


(20)


The relevance of management accounting to the public sector is regarded by some to be restricted in its application of contemporary management accounting techniques.

· Requirement for question 5
Discuss how each of the following techniques: 

· just in time

· customer profitability analysis 

· activity based management

· target costing 

could be of use to a local authority’s refuse collection service where that service is provided to the general public as well as to a small number of external bodies such as the NHS.
(20)
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