MANAGEMENT ACCOUNTING
Suggested Answer
Final Examinations – Summer 2008
	
	
	



	Ans.1
	 (a)
	The company has to supply minimum sales to the customer as follows:
	
	

	
	
	
	
	

	
	
	 Unit 

 Rate 

 Rs. 

X

40,000

    900 

  36,000,000 

Y

96,000

1,200 

115,200,000 

151,200,000 


	

	
	
	
	

	
	
	Further sales possible (200,000,000 – 151,200,00) 
	 48,800,000 
	

	
	
	
	
	
	
	
	

	
	
	 X 

 Y 

Contribution per unit Rs.

260 

   170 

Contribution per hour   Rs.

2,080 

1,020 

Contribution % on sales

29 

    14 


	

	
	
	
	
	
	
	
	

	
	
	X contributes more than Y.
	

	
	
	Therefore, 48,800,000 / Rs.900 = 54,222 units of X should be produced.
	

	
	
	
	
	
	
	
	

	
	
	Check whether this level of production can be attained in available hours:
	

	
	
	
	

	
	
	 Units 

 Hours 

X  (40,000+ 54,222 )

94,222

11,778

Y

96,000

16,000

27,778


	

	
	
	
	

	
	
	Therefore, maximum contribution / profit will be as follows:
	

	
	
	
	 X 
	 Y 
	 Total - Rs. 
	
	

	
	
	
	
	
	
	
	

	
	
	Sales in unit
	94,222 
	            96,000 
	
	
	

	
	
	Contribution per unit
	260
	170
	
	
	

	
	
	Total contribution
	24,497,720 
	    16,320,000 
	      40,817,720 
	
	

	
	
	
	
	
	
	
	

	
	(b)
	Increase / (decrease) in profit if the loan is taken
	

	
	
	
	

	
	
	Extra Sales of X if loan is taken  (60 mln / 900)
	66,667 
	units
	

	
	
	Production possible in remaining hours (6,222* x 8)
	49,776
	units
	

	
	
	Contribution on 49,776 units (49,776 x 260)
	Rs. 12,941,760
	
	

	
	
	Bank charges on Rs.25 mln at 16%
	4,000,000
	
	

	
	
	Additional contribution if bank facility availed
	8,941,760
	
	

	
	
	
	
	
	

	
	
	*(34,000 – 27,778)
	
	

	
	
	
	
	

	
	
	
	
	

	Ans.2
	Computation of working capital
	
	
	
	

	
	
	
	
	Rupees
	

	
	Debtors:
	
	
	
	

	
	   Exports
	(D*30/360)
	(Working 1)
	40,916,667 
	

	
	   Local customers with 2% discount
	(F*0.98*10/360)
	(Working 2)
	6,533,333 
	

	
	   Local customers with 1% discount
	(E*0.99*20/360)
	(Working 2)
	6,600,000 
	

	
	Local customers who do not avail discount
	(C-100,000,000-E-F-13180000)/12
	23,818,333 
	

	
	
	
	
	
	

	
	Advance against raw material C
	(N x 15/360x0.5)
	(Working 3)
	2,043,215 
	

	
	Closing Stock
	
	
	
	

	
	   Raw material (H)
	
	(Working 3)
	48,342,000 
	

	
	   Finished Goods  (P)
	
	(Working 4)
	77,508,667 
	

	
	
	
	
	
	

	
	Creditors - Raw material A
	(L x 30/360)
	
	(24,518,583)
	

	
	                  Raw material B
	(M x 45/360)
	
	(24,518,583)
	

	
	Labour, FOH and Admin Expenses
	(B x 0.38 x 15/360)
	
	(19,791,667)
	

	
	
	
	
	 
	

	
	
	
	
	136,933,382
	

	
	Working 1
	
	
	
	
	
	

	
	Sales in Previous year
	
	
	A
	1,000,000,000 
	

	
	Sales in Current year ( A x 1.25 )
	
	B
	1,250,000,000 
	

	
	Local sales
	  ( A x 60%x1.1x1.15 )
	C
	759,000,000 
	

	
	Exports
	  (B-C)
	
	
	D
	491,000,000 
	

	
	
	
	
	
	

	
	Working 2
	
	
	
	

	
	Assume sale with 1% discount = X
	
	
	
	

	
	Sale with 2% discount will be = 2X
	
	
	
	

	
	
	
	
	
	

	
	Discount = 0.01X+(0.02*2X) = 0.05 X = Rs. 6,000,000
	
	
	

	
	
	
	
	
	
	
	
	

	
	Therefore sale on which 1% discount will be given = X = 6,000,000/0.05
	E
	120,000,000 
	

	
	Therefore sale on which 2% discount will be given = 2X = 120,000,000*2
	F
	240,000,000 
	

	
	
	
	
	
	
	
	
	

	
	Working 3
	
	
	
	
	
	

	
	Local sales at last year's price
	(1 billion * 60% * 1.1)
	
	660,000,000 
	

	
	Exports as above
	
	
	
	
	491,000,000 
	

	
	Total Sales excluding the effect of price increase
	G
	1,151,000,000 
	

	
	
	
	
	
	
	
	
	

	
	Purchases of Raw Material
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	Closing stock of Raw material 
	(G*0.48*1.05/12)
	H
	48,342,000 
	

	
	Raw material included in cost of sales
	(G*0.48*1.05)
	I
	580,104,000 
	

	
	Opening stock of Raw material 
	(A*0.48/12)
	J
	(40,000,000)
	

	
	
	
	
	
	
	
	
	

	
	Total raw material purchases
	
	K
	588,446,000 
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	Purchases of A   (K*3/6)
	
	
	L
	294,223,000 
	

	
	Purchases of B   (K*2/6)
	
	
	M
	196,148,667 
	

	
	Purchases of C   (K*1/6)
	
	
	N
	98,074,333 
	

	
	
	
	
	
	
	
	
	

	
	Working 4
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	
	Raw material as above   (H)
	
	
	
	48,342,000 
	

	
	Labour and factory overheads (B*28%/12)
	
	29,166,667 
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	P
	77,508,667 
	

	
	
	
	

	
	
	
	

	
	
	
	

	Ans.3
	(a)
	(70% = Rs. 2.8 bn)

(A)

Fav = 60% = -0.5 bn

(30% = Rs. 0.8 bn)

(Research = -0.1 bn)

(20% = Rs. 0.7 bn)

(B)

Unfav = 40% = -0.5 bn

(80% = Rs. -0.4 bn)

(40% = 2.0 bn)

(No research = -0.5 bn)

(35% = 1.2 bn)

(C)

(25% = -0.2 bn)


	

	
	
	
	
	
	
	
	
	             Rs.

              billion
	

	
	
	
	
	
	
	
	
	
	

	
	
	                                                                                                          0.7

                                                                        0.6
                                                                                                          0.3

                                                       0.5 bln
                                                                                                          0.2
                                                                        0.4


                                                                                                         0.8

                                                                            0.4
                                                                                
                                                                            0.35
                                                         0.5 bln                        
                                                                                                              

                                                                         0.25
                                                     
	

	
	
	
	= Decision point (DP)
	

	
	
	
	= Chance point (CP)
	

	
	
	(i)
	At CP2, EV = (0.7 × 2.8) + (0.3 × 0.8) = 1.96 + 0.24 = 2.2 billion
	

	
	
	(ii)
	At CP3, EV = (0.2 × 0.7) + (0.8 × –0.4) = 0.14 – 0.32 = –0.18 billion
	

	
	
	(iii)
	At CP1, EV = (0.6 × 2.20) + (0.4 × –0.18) = 1.32 – 0.072 = 0.1248 billion
	

	
	
	(iv)
	At DP B, EV = 1.248 – 0.5 = 0.748 billion
	

	
	
	(v)
	At DP A, EV = 0.748 – 01 = 0.648 billion
	

	
	
	(vi)
	At CP4, EV = (0.4 × 2.0) + (0.35 × 1.20) – 0.25 × –0.2) = 0.8 + 0.42 – 0.05 = 1.17 billion
	

	
	
	(vii)
	At DP   C and A, EV = 1.17 – 0.5 = 0.670 billion
	

	
	
	The company’s profits would be higher by Rs. 220 million (0.670 billion – 0.648 billion) if it did not carry out research.

	

	
	(b)
	Expected profit if the research is carried out
	

	
	
	Profit expectation at point A = (2.2 x 70% x 60%) + (0.2 x 30% x 60%) 
	

	
	
	                                              =  0.924+ 0.036
	

	
	
	                                              = 0.960 billion
	

	
	
	
	

	
	
	Profit expectation at point B = (0.1 x 0.2 x 0.4) – (1.0 x 80% x 40%)
	

	
	
	                                              = (0.008 - 0.32)
	

	
	
	                                              = -0.312
	

	
	
	
	

	
	
	Profit  expectation if research is carried out = 0.960 – 0.312 = 0.648 bln
	

	
	
	
	

	
	
	Expected profit if research is not carried out (Point C)
	

	
	
	(1.5 x 40%) + (0.7 x 35%) – (0.7 x 25%) = 0.6 + 0.245 – 0.175
	

	
	
	                                                                  = 0.67bn
	

	
	
	
	

	
	
	The company should not carry out research, as then it could earn higher profit of Rs. 22 million (670 – 648).
	

	
	
	
	

	
	
	
	

	Ans.3
	(b)
	No. of units

Average hours

Total hours

1

5,000

5,000

2

4,000

8,000

4

3,200

12,800

8

2,560

20,480

16

2,048

32,768


	

	
	
	
	

	
	
	Hours used for 9-16 units
	(32768-20480)
	
	            12,288 
	

	
	
	
	
	
	
	

	
	
	Cost of labour
	12288 x 100
	
	 Rs. 1,228,800 
	

	
	
	
	
	
	
	

	
	
	Direct materials
	8*400000
	
	 Rs. 3,200,000 
	

	
	
	
	
	
	
	

	
	
	Variable overheads
	12288 x 80%
	
	  Rs.     983,040 
	

	
	
	
	
	
	        5,411,840 
	

	
	
	
	
	
	
	

	
	
	Margin
	
	
	        1,352,960 
	

	
	
	
	
	
	
	

	
	
	Sale price
	
	
	  Rs. 6,764,800 
	

	
	
	
	
	
	

	
	
	
	
	
	

	Ans.4
	
	 Computation of Units Sold
	
	Rupees
	

	
	
	Actual Sales Price per unit (100 / 1.0526)
	
	95 
	

	
	
	Sales price variance per unit (100 – 95)
	(A)
	5 
	

	
	
	Adverse Selling Price Variance
	(B)
	24,250,000
	

	
	
	Units Sold during the period 
	B / A
	4,850,000 
	

	
	
	
	
	
	

	
	
	Computation of Units Manufactured
	
	

	
	
	
	Million units
	
	

	
	
	Units Sold 
	4.85 
	
	

	
	
	Increase in inventory level
	0.23 
	
	

	
	
	Units Manufactured
	5.08
	
	

	
	
	
	
	
	

	
	
	
	
	
	

	
	(a)
	Actual cost of  raw materials consumed (million rupees)
	

	
	
	
	
	

	
	
	
	Standard cost
	Price variance
	Mix variance*
	Actual cost
	

	
	
	X  (5.08*15)
	76.2000
	2.2950
	(7.6200)
	70.8750
	

	
	
	Y (5.08*20)
	101.6000
	(2.7030)
	6.0960
	104.9930
	

	
	
	Z (5.08*27)
	137.1600
	(3.7995)
	(0.9140)
	132.4465
	

	
	
	
	314.9600
	(4.2075)
	(2.4380)
	308.3145
	

	
	
	
	
	
	
	

	
	
	*See mix variance working
	

	
	
	
	

	
	(b)
	Material mix variance
	

	
	
	
	
	
	
	
	

	
	
	
	Standard mix

(millions Kgs)
	Actual mix

(million Kgs)
	Difference

(million Kgs)
	Variance

(million Rs.)
	

	
	
	X (5.08*5)
	25.40 
	22.860
	2.540
	7.620
	

	
	
	Y (5.08*10)
	50.80 
	53.848
	-3.048
	-6.096
	

	
	
	Z (5.08*15)
	76.20 
	75.692
	0.508
	0.914
	

	
	
	
	152.40 
	152.400
	
	2.438
	

	
	
	
	

	
	(c)
	Labour Cost Variance
	

	
	
	
	

	
	
	
	Quantity consumed million Kgs
	Actual labour at standard cost
	Standard labour cost
	Labour cost variance million Rs.
	
	

	
	
	
	
	
	
	
	
	

	
	
	skilled
	22.860
	22.860
	25.400
	2.540
	Fav
	

	
	
	semi-skilled
	53.848
	40.386
	38.100
	-2.286
	Adv
	

	
	
	unskilled
	75.692
	7.569
	7.620
	0.051
	Fav
	

	
	
	
	152.400
	71.094
	71.400
	0.306
	
	

	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	

	Ans.5
	Activity
	1 
	2 
	3 
	4 
	Unallocated
	Total
	

	(a)
	
	Manufactur-ing
	Customer

service
	Order process-ing
	Ware-housing
	
	
	

	
	Indirect labour
	4,320,000 
	1,440,000 
	-
	1,440,000 
	-
	7,200,000 
	

	
	Other manufacturing overheads
	8,550,000 
	-
	-
	450,000 
	-
	9,000,000 
	

	
	Quality Control
	900,000 
	600,000 
	-
	-
	-
	1,500,000 
	

	
	Transportation
	126,000 
	882,000 
	-
	252,000 
	-
	1,260,000 
	

	
	Admin salaries
	-
	-
	600,000 
	750,000 
	1,650,000 
	3,000,000 
	

	
	
	13,896,000 
	2,922,000 
	600,000 
	2,892,000 
	1,650,000 
	21,960,000 
	

	
	
	
	
	
	
	
	
	

	
	Budgeted activity level
	72,000 
	120 
	20 
	40,000,000 
	
	
	

	
	
	
	
	
	
	
	
	

	
	Cost driver rate
	193.00 
	24,350.00 
	30,000.00 
	0.0723 
	
	
	

	
	
	per labour hour
	per order day
	per order processed
	per Re. of material usage
	
	
	

	
	
	
	

	
	(b)
	Order by KSL
	

	
	
	Costs under present method
	

	
	
	
	

	
	
	Direct material cost
	
	3,000,000 
	

	
	
	Direct labour
	
	1,500,000 
	

	
	
	Factory overheads (90% of direct labour)
	
	1,350,000 
	

	
	
	
	
	5,850,000 
	

	
	
	Mark-up - 50%
	
	2,925,000 
	

	
	
	Sale price
	(A)
	8,775,000 
	

	
	
	
	
	
	

	
	
	Costs under ABC Method
	
	
	

	
	
	
	
	
	

	
	
	Direct material cost
	
	3,000,000 
	

	
	
	Direct labour
	
	1,500,000 
	

	
	
	Other manufacturing cost (6,000 x 193)
	
	1,158,000 
	

	
	
	Customer service (10 x 24,350)
	
	243,500 
	

	
	
	Order processing (1 x 30,000)
	
	30,000 
	

	
	
	Warehousing (3,000,000 x 0.0723)
	
	216,900 
	

	
	
	
	
	6,148,400 
	

	
	
	Margin -20% of sales price
	
	1,537,100 
	

	
	
	Sale price
	(B)
	7,685,500 
	

	
	
	
	
	
	

	
	
	Discount that may be allowed
	(A-B)
	1,089,500 
	

	
	
	
	
	
	

	
	
	
	
	
	

	Ans.6
	(a)
	EARNINGS UNDER PROPOSED OPTION
	
	
	

	
	
	Total billing to customers (working 1)
	
	9,000,000 
	

	
	
	
	
	
	

	
	
	Less: Cost of raw material used after warranty period (working 3)
	2,400,000 
	

	
	
	         Cost of labour & variable overhead (3.8 mln + 10%) (working 2)
	4,180,000 
	

	
	
	         Salary of Supervisor
	
	480,000 
	

	
	
	         Increase in other fixed overheads
	
	720,000 
	

	
	
	
	
	7,780,000 
	

	
	
	Net profit excluding cost of material used during warranty period
	1,220,000 
	

	
	
	
	
	
	

	
	
	LESS: EARNINGS UNDER THE PRESENT OPTION
	

	
	
	Mark-up earned on supply of material
	
	360,000 
	
	

	
	
	Share of billing received from AHA
	
	990,000 
	
	

	
	
	
	
	1,350,000 
	
	

	
	
	Less: Payment to AHA for services provided during warranty period (760,000+30%) (working 2)
	988,000 
	
	

	
	
	
	
	
	362,000 
	

	
	
	Net savings
	
	
	858,000 
	

	
	
	
	
	
	
	
	

	
	
	Working 1
	
	
	
	
	

	
	
	
	
	Domestic

Customers
	Industrial

Customers
	Total
	

	
	
	Ratio of services provided by AHA
	A
	20 
	80 
	100 
	

	
	
	Share of KL in %
	B
	15.00%
	10.00%
	N/A
	

	
	
	Ratio of KL's share
	C (A*B)
	3 
	8 
	11 
	

	
	
	Annual share received from AHA
	D
	270,000 
	720,000 
	990,000 
	

	
	
	Total billing by AHA
	E (D/B)
	1,800,000 
	7,200,000 
	9,000,000 
	

	
	
	Working 2
	
	
	
	
	

	
	
	Net recoveries from customers
	F (E-D)
	1,530,000 
	6,480,000 
	8,010,000 
	

	
	
	Less: Recoveries in respect of material (See working 3)
	G
	
	
	3,450,000 
	

	
	
	
	
	
	
	
	

	
	
	Recoveries in respect of services (labour & overheads)
	H (F-G)
	
	
	4,560,000 
	

	
	
	
	
	
	
	

	
	
	Cost of labour and overhead incurred by AHA (after warranty period)
	J (H*100/150)
	3,040,000 
	

	
	
	
	
	
	

	
	
	Cost of labour and overhead incurred by AHA (during warranty period)
	K (J*20/80)
	760,000 
	

	
	
	
	
	
	

	
	
	Total cost of labour and overhead
	L(J + K)
	3,800,000 
	

	
	
	
	
	
	

	
	
	Working 3
	
	
	

	
	
	Mark-up charged by KL on material billed to AHA
	
	
	360,000 
	

	
	
	Cost of material despatched (for use after warranty period)
	
	2,400,000 
	

	
	
	
	2,760,000 
	

	
	
	Mark-up charged by AHA on material billed to customers (2,760,000*0.25)
	690,000 
	

	
	
	Total billing in respect of material
	
	
	
	3,450,000 
	

	
	
	
	
	
	

	
	
	Alternative Answer 6(a)
	

	
	
	
	
	
	
	

	
	
	Savings/additional revenues if services provided by KL
	
	

	
	
	Mark-up charged by AHA, from the customers on cost of material (working 1)
	
	690,000 
	

	
	
	
	
	
	

	
	
	Mark-up charged by AHA from KL on services provided during warranty period
	L (K*0.3) (working 2)
	228,000 
	

	
	
	
	
	
	

	
	
	Mark-up charged by AHA, from the customers on cost of labour and overhead
	M (H-J) (working 2)
	1,520,000 
	

	
	
	
	
	 
	

	
	
	Total
	
	2,438,000 
	

	
	
	
	
	
	

	
	
	Less: Additional costs and decline in revenues
	
	
	

	
	
	Increase in cost of labour and variable overheads
	N ((J+K)*0.1) (working 2)
	380,000 
	

	
	
	Supervisor’s salary
	
	480,000 
	

	
	
	Increase in other fixed overheads
	
	720,000 
	

	
	
	
	
	1,580,000 
	

	
	
	Net savings
	
	858,000 
	

	
	
	
	
	
	
	

	
	
	Working 1
	
	
	
	

	
	
	Mark-up charged by KL on material billed to AHA
	
	
	360,000 
	

	
	
	Cost of material 
ispatched (for use after warranty period)
	
	2,400,000 
	

	
	
	
	2,760,000 
	

	
	
	Mark-up charged by AHA on material billed to customers 2760000*0.25
	690,000 
	

	
	
	Total billing in respect of material
	
	
	
	3,450,000 
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	Working 2
	
	
	
	
	

	
	
	
	
	Domestic

Customers
	Industrial

Customers
	Total
	

	
	
	Ratio of services provided by AHA
	A
	20 
	80 
	100 
	

	
	
	Share of KL in %
	B
	15.00%
	10.00%
	N/A
	

	
	
	Ratio of KL’s share
	C (A*B)
	3 
	8 
	11 
	

	
	
	Annual share received from AHA
	D
	270,000 
	720,000 
	990,000 
	

	
	
	Total billing by AHA
	E (D/B)
	1,800,000 
	7,200,000 
	9,000,000 
	

	
	
	Net recoveries from customers
	F (E-D)
	1,530,000 
	6,480,000 
	8,010,000 
	

	
	
	Less: Recoveries in respect of material
	G (see working 1)
	3,450,000 
	

	
	
	Recoveries in respect of services (labour & overheads)
	H (F-G)
	
	
	4,560,000 
	

	
	
	
	
	
	

	
	
	Cost of labour and overhead incurred by AHA 

(after warranty period)
	J (H*100/150)
	3,040,000 
	

	
	
	
	
	

	
	
	Cost of labour and overhead incurred by AHA 

(during warranty period)
	K (J*20/80)
	760,000 
	

	
	
	
	
	
	

	
	
	Total cost of materials
	L(J + K)
	3,800,000 
	

	
	
	
	
	

	
	(b)
	(i) It might be beneficial for Kamran Limited (KL) to focus on core business rather than on non-core areas like after-sale service. 

(ii) Ahmed Hasan Associates (AHA) might be technically more competent at providing these services.

(iii) KL should also consider the reliability of AHA as an outside supplier of these services. If after-sale service is a critical component of KL’s business, it might be better to do it in-house.

(iv) There is a potential for KL to be inefficient in terms of cost control during parts production since the company charges a cost-plus margin to AHA. There is not much incentive for KL to control costs.

(v) The numbers provided by the cost accountant might be misleading since these are predominantly direct costs of providing the service and possible effects on other overheads may not have been considered.
	


(THE END)




































Feasible





Initial launch





Initial launch





0.1 billion





No research





Undertake research





 2.0





-0.4





0.7





0.8





2.8





Not feasible





1.2





-0.2
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