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DEPARTMENT OF ACCOUNTING AND FINANCE

Accounting 6
40 209

RESIT

	Friday 10th August 2007
	

9.30am – 11.30am    (2 hours)


Answer TWO questions from Section A and ONE from Section B

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

Maxine Wenner started a new business in 2006 to produce a revolutionary new engine. Her accountant prepared the following variable costing income statement after the first year to help her in making decisions.

Variable costing income statement for the year ended 31st December 2006
	
	£
	
	£

	Sales (1,500 engines at £2,500)
	
	
	3,750,000

	Variable cost of goods sold:
	
	
	

	(Opening stock
	0
	
	

	(Cost of goods manufactured (1,750 @ £1,300)
	2,275,000
	
	

	(Cost of goods available for sale
	2,275,000
	
	

	(Less closing stock (250 @ £1,300)
	325,000
	
	1,950,000

	Product contribution margin
	
	
	1,800,000

	Less variable selling and administrative expenses (1,500 @ £180)
	
	
	270,000

	Total contribution margin
	
	
	1,530,000

	Less fixed expenses
	
	
	

	(Fixed factory overhead
	1,500,000
	
	

	(Fixed selling and administrative expenses
	190,000
	
	1,690,000

	Net Loss
	
	
	(160,000)


During the year, the following variable production costs per engine were recorded:

direct materials, £800;  direct labour, £300;  and overhead, £200.

Maxine was upset about her net loss because she had wanted to borrow funds to expand her business. Her friend, who teaches accounting at a local university, suggested that the use of absorption costing could change the picture.

Required

a)
Prepare an absorption costing income statement for 2006. 


(7 marks)
b)
Explain the source of the difference between the net income (loss) figures under the two costing systems.

(6 marks)
c)
Assume that during the second year of operations, the business produced 1,750 engines, sold 1,850, and experienced the same fixed costs, variable cost per engine and sales price.


a)
Prepare a variable costing income statement for 2007

b)
Prepare an absorption costing income statement for 2007.


c)
Explain the difference between the net incomes for 2007 under the two systems.

(15 marks)
d)
Describe the business situations where the use of variable costing may be beneficial to management.
(12 marks)
(Total 40 marks)
QUESTION 2

Dell Air is an airline based in the UK flying short internal routes. All the seats are economy class and the following data is available:

	Number of seats per plane
	120

	Average load factor (% of seats filled)
	75%

	Average passenger fare
	£70

	Average variable cost per passenger
	£30

	Fixed operating costs per month
	£1,200,000


Required

(a) What is the breakeven point per month in 

i) passengers?

ii) revenues?

iii) flights?

(6 marks)

(b) If Dell Air raises its average passenger fare to £85, it is estimated that the load factor will decrease to 60%. What will be the breakeven point in number of flights?

(3 marks)

(c) If fuel charges increase by £8 per barrel, it is estimated that the variable cost per passenger will increase by £10. Based on the original data, what would be the new breakeven point in passengers and in number of flights?

(3 marks)

(d) Dell Air is considering offering a discounted fare of £50, which the company feels will increase the load factor to 80%. Only the additional seats would be sold at the discounted fare. Additional advertising costs per month will be £80,000. Based on the original data, how much additional profit per month would the discounted fare provide Dell Air if the company has 40 flights per day, 30 days per month?

(3 marks)

(e) Dell Air has been offered the opportunity to open a new route. The company believes that it can sell seats at £75 on the route, but the load factor would be only 60%. The company would fly the route 15 times per month. The increase in fixed costs for additional crew, planes etc., would total £100,000 per month. Variable costs per passenger would remain at £30.

i) Should Dell Air open the new route?

ii) Dell Air are only prepared to fly the new route if they can earn additional profit of £50,500 per month. How many flights would the company have to fly per month on this route if they are to achieve this additional profit?

iii) What qualitative factors should be considered by the managers of Dell Air in making their decision about acquiring this route?

(10 marks)

(f) Discuss the assumptions of breakeven analysis that you consider could affect the decision making of the managers of Dell Air.

(15 marks)

(Total 40 marks)

QUESTION 3

Bar Awl plc makes metal gates for commercial buildings. The company uses a standard costing system; its standard costs per gate are:

	
	
	Totals

	Direct materials:
	
	

	
Aluminium
	4 sheets at £2
	£8

	
Copper
	3 sheets at £4
	£12

	Direct labour
	5 hours at £8
	£40

	Variable overhead
	5 hours at £3
	£15

	Fixed overhead
	5 hours at £2
	£10


Overhead rates were based on normal monthly capacity of 6,000 direct labour hours.

During November, 850 gates were produced. This was below normal levels due to the effects of a labour strike that occurred. The following costs were incurred for November:

Material:

Aluminium:
4,000 sheets purchased at £2;

used 3,500 sheets

Copper:
3,000 sheets purchased at £4.20;
used 2,600 sheets

Direct labour:

Regular time:
4,300 hours at £8.00

Overtime:
In addition to regular time, 500 overtime hours were worked, but the half-time overtime premium was included in the total variable overhead in November in accordance with company policy.

Actual variable overhead costs: £11,700

Actual fixed overhead costs: £9,300

Required:

(a) For the month of November, compute the following variances, suggesting ONE possible reason for each variance:

i) Materials price variance, based on units purchased
ii) Materials efficiency variance

iii) Labour rate variance

iv) Labour efficiency variance

v) Variable overhead spending variance

vi) Variable overhead efficiency variance

vii) Fixed overhead spending variance

(4 marks each variance, total 28 marks)
(b) One of the problems in establishing a standard costing system has to do with deciding how difficult it should be to meet standards. Describe the three types of standard that can be set, discussing which is usually preferred in practice and why.

(12 marks)
(Total 40 marks)

SECTION B
Answer any ONE question from this section.

Question 4

“Tracing direct costs and absorbing overhead costs to the cost object through an activity-based costing approach will result in a better understanding of the true cost of the final output.”

Explain and comment on the above statement.
(Total 20 marks)

QUESTION 5

A company is considering moving to a zero based budgeting system after many years of traditional budgeting. Discuss the implications of this change and the potential effects on departmental managers.
(Total 20 marks)

QUESTION 6

The functions of management include planning, decision making and control. Describe and give examples of how the management accountant helps management to fulfil these functions.
 (Total 20 marks)
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