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Answer TWO questions from Section A and ONE from Section B

There are six questions in total

Calculators must not be used to store text and/or formulae nor be capable of communication. Invigilators may require calculators to be reset

SECTION A
Answer TWO questions from this section

QUESTION 1

a)
Define and explain sunk costs and opportunity costs in the context of decision making.

(10 marks)

b)
Kerry plc is considering whether to accept or reject a new contract.  The management accountant in the Contract Estimating Department has spent 15 hours preparing costs and arrived at a cost estimate of £45,250. The estimate shown below indicates that a loss will occur.











     £


Material A - already in stock (original cost)


   4,000



Material B - ordered





   2,500



Labour







 12,500



Contract Department costs (10 hours preparation)

   1,250



Depreciation on machinery already owned


 10,000



Headquarters costs allocated




 15,000











 45,250



Contact price






 32,000


Loss







(13,250)
The following additional information is available:

1) Material A was purchased two years ago.  If sold now it would realise £2,500 but it could be used on another contract as substitute for a material which will cost £2,800.

2) Material B was ordered for a contract which has been cancelled.  It is not possible to cancel the order.  It could be resold for £2,100.

3) The labour cost includes £5,500 for wages for the foreman who will be employed whether the contract is accepted or not.  The remaining workers will be paid off now if this contract is not accepted and the redundancy costs involved will amount to £10,000.  It is expected that they will not be required when the contract is completed but the severance pay (sometimes called redundancy payment) will increase to £12,000.

4) The machinery cost £40,000 and was expected to last for 4 years.  It is two years old and could be sold for £12,500 now or for £6,000 at the end of the contract under consideration. 

5) Fixed headquarters costs amount to £150,000 each year.  There are usually ten contracts being supervised at the same time.

Required:

Advise Smith plc whether it should accept the contract or not. Fully explain the reasoning and assumptions for any changes you make to the original costing. 
(30 marks)

(Total: 40 marks)

QUESTION 2

NTV owns a cable television company which is operating at a loss.  The company has approached Telesouth and suggested that they might take over the operation though the ownership of all equipment, cabling etc. would remain with NTV.  Under the NTV proposal Telesouth would pay a rent as detailed below.

Telesouth is examining the proposition and has gathered the following information.


1
A basic set of 15 channels will be offered at a rate of £20 per month per subscriber.  Under the rental agreement, Telesouth will pay NTV £50,000 per month plus 10% of the monthly revenues from the first 10,000 subscribers and 5% of the monthly revenues from additional subscribers.


2
Telesouth will receive the 15 channels in its basic service from Optick Cable; Optick acts as an intermediary between cable television stations and companies such as Telesouth and NTV, which sell to individual subscribers.  Optick charges a monthly fixed fee of £20,000 plus a monthly charge of £8 per subscriber for the first 20,000 subscribers and £6 per additional subscriber.


3
Telesouth estimates its own operating costs to include both a fixed and a variable component.  The fixed component is £60,000 per month.  The variable component is £2 per month per subscriber.

Required
a) How does the contribution margin per subscriber behave over the following three ranges: 0 to 10,000, 10,001 to 20,000, 20,001 to 30,000.

(8 marks)
b) Calculate the breakeven number of subscribers per month for Telesouth.


(8 marks)

c) What is the operating income per month for Telesouth with (i) 10,000 subscribers, (ii) 20,000 subscribers, and (iii) 30,000 subscribers?  Comment on the results.
(9 marks)
d) You are hired by Telesouth to give a second opinion on the reliability of the breakeven point estimate calculated in b) above.  Prepare notes for a meeting with the Chairman of Telesouth explaining the limitations of the analysis.

(15 marks)
(Total: 40 marks)

QUESTION 3

Phoenix Ltd, a company with a year end of 31 December, makes a single product which it sells to consumers for £34 each.  The current costs of the product are as follows:

	
	£

	Direct labour (2 hours @ £4.50)
	9

	Direct materials 
	10

	Direct expenses
	2

	Overhead (fixed)
	8

	
	£29


Overhead is absorbed into product costs on the basis of direct labour hours used to produce each unit, and this year’s overhead is based on an annual production of 80,000 units.

For many years the company has produced its budgets and forecasts using absorption costing but the Managing Director has recently returned from a conference on cost control where he has heard that marginal costing is better.

The following information relates to next year.

(1)
Costs are expected to increase as follows:

	
	%

	Direct labour rates
	4.0

	Direct materials
	5.0

	Direct expenses
	7.0

	Fixed overhead
	12.5


(2)
Opening stocks are expected to be 4,500 units valued at current costs, with annual production remaining at 80,000 units arising evenly during the year.

(3)
Sales are expected to be:

6 months to 30 June



39,000 units @ £34 each

6 months to 31 December


42,000 units @ £36 each

Required

(a) Prepare forecasts for next year detailing each half-year separately and the annual total, based on the information given above showing sales, costs, and profit, using:

i) absorption costing

ii) marginal costing.

(28 marks)

(b) Explain the difference between the annual total profit given by each method.

(6 marks)
(c) Explain the term ‘under/over absorption of fixed overhead cost’ and the conditions which cause either an under or over absorption of fixed overhead cost to occur.

(6 marks)
(Total: 40 marks)
SECTION B
Answer any ONE question from this section.

Question 4

Discuss the objectives of budgetary control and describe two cases where these objectives may conflict.

(20 marks)
QUESTION 5

a) Outline the criteria you would set for the selection of a cost driver for any given activity cost pool.
(10 marks)
b) In what type of organisation do you think the costs of an ABC system would outweigh its benefits?  Support your answer with a diagram of a typical activity based job costing system.

(10 marks)

(Total: 20 marks)

QUESTION 6

Discuss the accounting problems created by joint-products and by-products and explain how the management accountant deals with these.  How useful are allocated joint costs and by-products for management decision making and control purposes?

(Total: 20 marks)
END OF PAPER
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