MANAGEMENT ACCOUNTING

Professional 1 examination
4 December 2002

From 2.00 pm to 5.00 pm
plus ten minutes reeding time from 1.50 pm to 2.00 pm

I nstructions to candidates

Answer five questions. Two questions from Section A and all three
guestionsin SectionB. All questions carry equal marks.

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
sdentific 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. You will require
NPV tables to complete question 4.

Where a question asks for a specific format or style, such as a letter,
report or layout of accounts, markswill be awarded for presentation and
written communication.
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SECTION A (Answer TWO questions)

Las year Farbanks College of Further Education contracted out its catering
function to a private company ‘Treats Catering Services. During the next week
there is to be a meeting of the management board of the college to review the
success of this policy from afinancia perspective.

You are employed in the college finance depatment and have been asked to prepare
a report showing the performance of Treats in running the catering function for the
last college teem.  The manager of Treats has provided you with an operaing
datement and, in accordance with the origind agreement, he has dso provided an
andysis of the costs incurred during the first year.

The statement is shown below:
Treats Catering Services
Operating statement for the 12 week period — Spring term 2002
Fairbanks College of Further Education

Fixed budget Actual results Variance

Number of meds provided per week 700 620 &0

£ £ £
Variable costs
Food 37,800 36,450 1350 (F)
Catering consumables 10500 9,872 628 (F)
Domestic supplies 2100 2070 30 (F
Semi-variable costs
Menu printing 1122 1,145 23 (A)
Stepped costs
Cooks 16800 16,800 nil
Catering assgtants 12,000 12,000 nl
Fixed costs
Rent and rates 7,000 7,200 20 (A)
Catering manager’ s salary 8200 8,200 nil
Equipment maintenance contract 70 730 20 (P
Insurance costs 300 305 5 (A)
Total cost 96,572 94,772 1,800 (F)
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Additiond infarmation provided by Treets
Food costs are £4.50 per medl.
Catering consumables cost £1.25 per medl served.
Domesgtic materids are £0.25 per med served.

Menus are produced by an externd printing contrector and Tregis are charged
£450 at the start of each term for this service. They are charged an additiond
cogt of £12 for each batch of menus produced. Each batch is sufficient to cover
150 medls.

One cook is required for every 4,000 meds produced. This limit canot be
exceeded. Cooks are paid £5600 per teem. All cooks are employed on a full
time bass. Catering assgtants are paid £200 per week. One catering assdant is
required for every 2000 meds This limit cannot be exceeded and dl catering
assidants are dso paid on afull time basis.

Fixed costs are charged by the term.

Rachd Waters is the college manager responsble for the provison of catering
sarvices and is pleased with the results from the first year. She beieves that the
policy with regards to the contracting out of the service has been a great success.

Requirement for question 1

(@ Prepae a revised operating datement for Rache Waters that will more
accurately represent the performance of Treats Catering Services over the
spring term. 11

(b  With reference to cost behaviour, explan why your operaing Satement is of
more use to management than the one prepared by Treats. 3

() Other than to review peformance, briefly explan how preparing budgets may
provide benefits to an organisation. 6

(20)
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dat of the year the budgeted costs of one particular product, the Xantra, were as

2 ‘Nimtrone Limited’ is a company that manufactures a range of products. At the
folows

Budgeted costs per unit

Direct materid: 4.5 kilograms & £12 per kilogram.

Direct labour: Skilled: 3 hours at £14 per hour.
Semi-skilled: 1.5 hours a £8 per hour.

Overheads: Overheads are budgeted to be £47,250 per annum.
Overheads are adisorbed on a bass of totd labour
hours.

Budgeted production: 1,500 units
During the period the following costs were actudly incurred:

Actual costsincurred

Direct materids. 7,100 kilograms were used, costing £74,550 in totd.
Skilled Iabour: 4,275 hoursworked a atotal cost of £70,110.
Semi-skilled labour: 2,225 hours worked at atota cost of £16,020.
Overheads, Overheadsincurred were £52,025.

Production: 1,450 units

The production manager has expressed concern tha the tota costs seem to be
running a too high a levd agang budgeted codts forecast a the dat of the year.
You work in the finance department and the production manager has gpproached
you to seeif you can analyse the causes of the problem.

Requirement for question 2

(@ Calculate the budgeted total unit cost of the Xantra.

(b Prepae a report andysng the high levd of codsts that are worrying the
production manager usng gppropriate  materids, ldbour and  overheed
variances.
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In preparing annuad budgets organisations may adopt one or more of a number of
different gpproaches to budget setting.

‘Banner Training' is a finandd training organisation that specidises in the ddivery
of lectures to both private and public sector organisations. The company has been
aked to ddiver a lecture to a group of privatle and public sector nonfinancid
managers outlining the different approaches to setting budgets.

Requirement for question 3

Prepare briefing notes for the spesker to use in the lecture to the non-financid
managers. Outline the key characteriics pertaining to each of the following
goproaches to budget setting, and explain any advantages and disadvantages of each
method.

(@ Incrementa budgeting. 4
(b)  Zero based budgeting (ZBB.) 4
(90 Planning, programming budgeting systems (PPBS.) 4
(d  Activity based budgeting (ABB.) 4
(& Roalling budget setting. 4

(20)
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SECTION B (Answer all three questions)

The management team of Farbridge NHS Trust is conddering two options tha
would enable them to provide a magnetic resonance imaging (MRI) scanning
fecllity to ther locd purchasars. There ae two options currently under
congderation as detailed below.

Option 1: Purchase of a MRI scanner

If the trust were to purchase a scanner it would be located in an exigting part of the
accommodation, replacing an exising sarvice:  This would result in a net loss of
contract income to the trust of £200,000 per annum from year 1. The scanner would
cog £1,100,000 and would be maintained from year 1 onwards a an additiond cost
of £23000 per awmnum inclusve of consumables Due to rapid technologica
advances in radiology equipment the scanner would be sold back to the medicd
company a the end of year 6 for £300,000. The trust charges depreciation on al
medicd equipment usng the draight line method.  Additiond gaffing cogts would
be £27,000 per annum. Initid projections indicate an anud demand of 820 scans
risng each year by 5%. The price charged would be £500 per scan.

Option 2: Using a mobile MRI service

The dterndtive is to buy in the sarvices of a mobile MRI unit.  The unit would vidt
the trust and be located on a presently unused piece of land near to the car park.

This area would have to be specidly prepared to support the unit & a cost to the
trus of £17,500. This option would mean thet there would be no loss of exiding
fadlites and dl additiond dgaffing coss would be provided by the mobile MRI
company. The trusg would be charged for consumables as required and initid
indications esimate the cost of these to be £15,000 per aonum. The unit would be
charged to the trust a a rate of £220,000 per annum with a contract period of 6
years. The trust predicts it can generaie contract income of £280,000 per annum
based on the time it will have use of the scanner. At the end of the contract period
asaresult of the adgptationsit is possble to sdl the land for £10,000.

Thetrust has acost of capita of 6%.

Requirement for question 4

(@ Cdculae the net present vdue of both options and from your results
recommend which aternative the trust should pursue.

(®  Another method used to gppraise capitd projects is the internd rete of return.

Cdculae the internd rate of return for option 1 only. Explan what is meant
by the interna rate of return.
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() Dexribe the effect on the net present vadue of the following (actud

caculations are not required):

() Anincrease in the percentage cost of capital. 1

(i) A fdl in demand for the service resulting in a reduction in contract
income. 1

(d Dexribe two other methods of gpprasing cepitd projects and dae two
strengths and two weaknesses of each. 6

(20)
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‘Tdkshop' is a private company tha specidises in the organisation and ddivery of
large conferences and training courses for public and private sector organisations.
The company has recently been goproached by a public sector organisgtion to
organise and ddliver a three day conference in the south of England. The accountant
for ‘Takshop' has prepared the following cost estimates:

The venue for the conference will cost £3,000 per day. It will be required for a
three day period. There are to be 12 guest speskers. They will be pad a sum of
£300 each. The food for the delegates is expected to cost a totd of £70 per deegate
over the three day period. Conference programmes, name badges and additiona
prining will cos £10 per deegae There will be 25 gaff required to provide
caering and waiter services. They will each be paid £40 for esch of the 3 days.

The price of the conference is to be indudve of accommodation, and this is
expected to cost ‘Takshop' £120 per delegate for the three day period. Directly
atributable overheads are £900. The price charged per ddegate is £250. The
maximum capacity of the conference centre is 500 delegates.

Requirement for question 5
(@ () Cadculatethe number of delegates required for ‘ Talkshop' to break even. 5

(i) Represent this information on a fully labdled bresk-even chart, ensuring
that the break-even point is clearly indicated. 6

(b Sate the percentage margin of safety and the profit earned at this levd if the
maximum number of delegates attend the conference. 3

() Cdculae the price par ddegae tha would be required to produce a profit of

£12,000, assuming the maximum number of delegates attend the conference. 3
(d  State three assumptions that are inherent in the techniques that you have used. 3
(20)
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‘Prime Productions Ltd' is a loca broadcasting company that was set up five years
ago with the assstance of a government grant. The origind employees were media
studies graduates who were keen to gain experience in the industry. The main ams
of the company when it was first established were to produce programmes of loca
interest.  The programmes were screened at off pesk periods, for example at the end
of the locd news.

In the last few years the company has been successful and grown considerably. It
now employs a full range of qudified daff and mekes larger productions  In
addition, it contracts with other tdevison companies to make productions on ther
behalf. These productions are often screened nationdly.

‘Prime Productions Ltd' has recently been gpproached by a tdevison company in
the North West to record and produce a short documentary-drama.  The company is
currently very busy and has little spare cgpacity with which to fulfil the contract.
However, the managing director, Giles Francis bedieves that if they make this
production, the company may award them more lucrative contracts in the future
Giles has put together some initia costs and these are outlined below:

Cameraoperators.

The production will require seven weeks of filming. It is estimated that four camera
operators will be required for the full period. Mogt camera operators are employed
on a fredance bass and cost the company £860 per week. The company have only
a limited number of camera operators on which they can cdl and at present there is
limited avaldbility. In order to fulfil the requirement for the production it will be
necessary to take one camera operator from another job. This camera operator is a
full time employee and is pad an anud sday of £42000. This will mean a loss of
contribution of £6,600 due to pendty dauses that would be incurred.

Manufactur e of scenery:

The scenery required will have to be specidly made. Two painters are employed by
the company, each being paid £350 for a 40 hour week. It is anticipated that they
will have to work full time on this production for a period of 3 weeks. At the
present time they only have enough work to occupy hdf of ther time. h order to
meet the deadline, each will be required to work overtime a time and a hdf for four
hours per week during each of the three weeks.

The pant required is in sock. It cost £420 and is due to be used on another
production. It would cost £470 to replace. Additiond materids have a cost of
£520. Hdf of these will have to be purchased for the production but haf of them
can be taken from leftover materiads from previous jobs. The origind cost of these
materiasin stock was £180. Thishdf would have no dterndive use.

MAXQ6 Page 9 of 10 D



Management Accounting December 2002

Lighting and sound:

The lighting and sound technicians are employed by the company. The lighting
technician is pad a sday of £30,000 per anum and the sound technician is pad
£32,000 per anum. It is anticipaed that they will be required for the full seven
week filming period. Both are dways fully employed within the business and the
contribution logt if they worked on this job would be £13500. Alternaivey the
company could employ lighting and sound technicdas from an agency for a joint
cost of £1,500 per week.

Editing costs:

The editing codts of the production, incduding hardware, are £4,700. This includes
£300 depreciation charges on the editing equipment.

Studio costs:

The company will need to hire dudio time in order to make the production. The
gudio is priced a £1,200 per day to hire. It is edimated that the production will
require 18 days dudio recording. The remainder is to be filmed outdoors, for which
there is no charge.

Over heads:

All productions are charged with overheads at 5% of cost. This is to cover generd
fixed codts.

I ncome:

The income for the production would be £70,000.

Requirement for question 6

(@ Assess whether it would be worthwhile financidly for ‘Prime Productions

Ltd" to make the production. 11

(b Explan your trestment of each of the costs and revenues outlined in the initid
costs prepared by Giles Francis. 7

(©) Identify two nonfinancid factors that ‘Prime Productions Ltd should
consider before making a final decision about the acceptance of the contract. 2
(20)
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