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Chapter 1
Strategic Planning and Control
This subject is concerned with management accounting issues at a strategic level.
The main idea is that management accounting has experienced an upgrade in importance and
status, given that its approach can be applied at a “total company” level with a time frame that
extends well beyond the next financial/accounting/budgeting period.
It is therefore vital that all levels of management are well-acquainted with these issues and that the
senior management accountant is present at the strategy-planning process from the outset.
The management accounting discipline is therefore inseparable from the corporate planning
processes at a company.
Here is a review of key concepts of the strategy-planning process:
Strategy: Various definitions exist but a straightforward view is “Strategy is a plan of action
designed to achieve a particular goal”.
Strategic planning: An organization’s process for ascertaining the strategy it should adopt,
taking into account what they want to do, how they are going to do it and what resources they
will need. Strategic planning covers where the organization is planning on going, impacts on the
whole organization and involves the long term view. Note the distinction in what is meant by
“long term” (for example the “long term” is different when comparing the airline industry with
the fashion industry.)
Strategy is made at different levels of the organization (recall Anthony’s hierarchy):
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Corporate strategy: covers the “big view” of the organisation. It answers the question “What
business or businesses should we be in?
Business strategy: the strategy of a single business organisation or the strategies of strategic
business units (SBUs)
Functional (or operational) strategy: the functional strategies involving items such as
marketing, IT and HRM that support the business strategy.
It is important that the strategies support each other. For example, if the Business Strategy of a
SBU revolves around providing high quality consultancy advice on certain areas, a functional
strategy for HRM of minimizing labour costs would cause problems.
Johnson & Scholes describe the strategic planning process as consisting of three stages:
1. Analysis
2. Choice; and
3. Implementation
Note: Interactions exist between all three stages:

Johnson & Scholes propose that strategic options are evaluated using:
1. Suitable. Would it help? Does it fit in with the strategic position of the organisation? e.g.
does it take advantage of an opportunity or reduce a threat (within SWOT analysis)
2. Feasible. Would it work? Use of techniques such as cash flow analysis and working capital
reviews
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3. Acceptable. Is it acceptable to the relevant stakeholders? Techniques to use include NPV,
ROCE, sensitivity analysis and ratio analysis.
It is useful throughout this Paper to keep in mind the financial implications of strategic choices:






Efficiency ratios (e.g. asset turnover, debtor days and creditor days);
Gearing ratios (e.g. debt equity ratio);
Liquidity ratios (e.g. current ratio and quick ratio);
Profitability ratios (e.g. gross margin, operating margin and ROCE);
Interest ratios (e.g. interest coverage).

Other analytic techniques covered in earlier papers (PERFORMANCE MANAGEMENT ) are
relevant to this one:
KEY KNOWLEDGE
SWOT analysis
Strengths (internal)

Weaknesses (internal)

e.g. resources and capabilities

e.g. lack of certain resources or capabilities

Opportunities (external)

Threats

e.g. arrival of new technology

e.g. arrival of substitute product

Alternative budgeting models
The strengths and weaknesses of the various models in existence should be considered:
Fixed


A fixed budget is not adjusted to the actual volume of output (activity level)

Flexible vs. Flexed
The distinction is sometimes overlooked:



Flexible: designed to change according to actual volumes of output; usually done before
the start of the budgetary period as a sort of scenario planning;
Flexed: This is done “after the fact” and is based on the actual level of activity achieved.
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Rolling
A rolling budget is one which is revised on an on-going basis by comparing actual results with
the original budget when one period has expired, while simultaneously adding a new period to
the budget period.
Example
An annual budget which is kept rolling on a quarterly basis, for example, may start with an (original)
January – December forecast. At the end of March, the entire budget is revised on the basis of the first
quarter, and a new set of forecasts relating to April (current year) – March (next year) are prepared,
i.e. always with a 12 month range into the future.
Zero-based (ZBB)




Each year, budget owners must justify the entire budget (build it from zero)
At odds with incremental budgeting (where only changes need justification, hence
encouraging the “spend it or lose it” mentality)
A three-step approach to ZBB:
1. Define “decision packages” (i.e. activities that result in costs or revenues),
distinguishing between “mutually exclusive packages” (alternative activities to
achieve the same result) and “incremental packages” (base level of input needed
+ additional inputs)
2. Evaluate and rank packages (based on the benefit to the organisation)
3. Allocate resources across packages, considering ranking and seniority of
responsible managers

Activity-based (ABB)




No budget owners (departments, functions), but budgeted activity cost (ABC costing)
Budgeted activity cost = demand for activity * unit cost of activity
More detailed and accurate than traditional budgets, especially regarding indirect costs

Incremental
Such budgets are based on what went on during the period before. Typically, this approach
results in modest changes and adjustments to the earlier budget. At worst, they retain and
perpetuate inefficiencies and old assumptions. This might be termed the “lazy man’s budget”.
“Beyond” budgeting: The future of budgets and alternatives to budgeting
Can you imagine a budget process that takes up to six months and 20 percent of management's
time?
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Problems encountered when using conventional budgets:
• They invite “gaming” of the system;
• They can be inflexible;
• They are often imposed from the top – “Top Down”;
• There is an indirect connection with the company’s strategy;
• They are used for too many different purposes;
• They reinforce centralizing tendencies in the company
Numerous proposals have been offered to make budgeting more meaningful. Prof. Bourne (of
Cranfield) is one proponent of the sort of measures below:
1. Sever the link between fulfilling budget and compensation
Otherwise managers are inclined to set budget targets too low.
Some companies link bonuses to the results of competitors.
2. Separate the budgeting from forecasting
Budgets are linked to the allocation of resources, while forecasts are subject to more
frequent changes, due to external influences (market, etc.)
3. External benchmarking to control costs
This offers a better way to control costs and helps avoid the bargaining process that
goes on within the company when establishing the budget.

4. Implement financial and non-financial performance measures
Some companies are remarkably numbers-obsessed. Perhaps it gives the illusion of
control!
5. Understand the connection between major non-financial activities and their financial
consequences
The above connection has to be managed more directly rather than via the numbers.
6. Make a distinction between operating costs and investments
This is a reminder to non-accountants and is frequently overlooked or not appreciated.
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Other proponents include Hope and Fraser (“Beyond Budgeting: How Managers Can Break Free
from the Annual Performance Trap”, Harvard Business School Press, 2003), who speak of
budgets as a “fixed-performance contract… The targets for sales, costs, and key ratios that are
spelled out in the budget become an implicit contract."
They have also come up with suggestions that are summarized below:
1. Use external benchmarks which are longer-term oriented (rather than the internal
negotiated annual targets.
2. Appraisal and bonuses should be based on relative measures and internal competition,
with standards determined “with the benefit of hindsight”.
3. Implement continuous planning that is broadly inclusive.
4. Retain the flexibility to react to opportunities and to call on additional resources when
justified by evolving circumstances.
The rationale for moving “beyond” budgeting
Context: Rapidly changing markets triggering the need for real-time response to events
Aim of alternatives to budgeting
Eliminate redundant elements of the traditional budgetary process, that is, elements performed
at least as effectively and rigorously within other strategic management processes (e.g.
communication and control)
The pre-requisites of the “beyond budgeting” model, as alternative to traditional budgeting





Decentralization and divisional management empowerment within leaner
organizational structure
Clear communication of company goals, of performance targets and of boundaries
within which local/divisional managers have the freedom to act
Strong management performance evaluation system, based on dissipated responsibility,
authority and accountability across responsibility centres
Head-office acts as provider of internal support services to responsibility centres, with
most of co-ordination among centres achieved through market forces

Implementation
Implementation of a Beyond Budgeting capability has decisive organizational implications.
These include:
 Decentralisation
 Customer focus
 Management philosophy
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Managing without budgets requires consideration of the following:
 Planning
 Coordination
 Information
 Target setting
 Performance management
 Rewards
Business structure and management accounting
Management accounting systems must be appropriate to the structure of the businesses they
serve.
We have seen that that “beyond budgeting” is based on the recognition of the limitations of
traditional management accounting techniques, particularly in rapidly changing business
environments.
The way in which a business is organized – e.g. a functional, divisional or network form – has
implications for the way in which performance is managed and measured.
Modern approaches to business structure are “integrative” in nature, as they explicitly take into
account the linkages between people, operations, strategy and technology.
One example is:
Business Process Reengineering (BPR)
BPR is a cross-departmental effort of innovation, aimed at elimination of non-value-added
activities within key business processes.
 Non-value added activity: increases the time spent on a product or service but do not
increase its worth to the customer (e.g. inspection, transfer, storage
The Business Process Reengineering (BPR) Cycle:
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Running a full BPR cycle usually involves substantial investment in information technology and
retraining
Effects of adopting BPR
 If successful, it brings dramatic improvement in operating performance, operating
versatility and customer service.
 Process teams replace functional departments
 More multi-skilled staff needed
 More staff empowerment, flatter organization structures
Information Technology (IT) and modern management accounting
Information technology has had a dramatic and far-reaching impact on the structure and
conduct of business. IT has also been frequently poorly employed at great cost to companies.
When implemented well, IT has made it possible for companies to exploit the benefits of:
 ABC systems;
 e-commerce;
 POS (point-of-sales) information to management and suppliers
In many cases, the benefits of IT have been an increase in the accuracy of information and faster
decision-making.
A review of key IT with reference to business applications
Executive Information Systems (EIS/ESS)
 Designed to provide senior management with easy-to-use information pulled out from
internal and external sources
 Features: flexible, sophisticated, real-time responsiveness
Management Information Systems (MIS)
 Designed to provide summarised information files used for management accounting and
reporting purposes (i.e. reporting enabling management to make timely structured
decisions for planning, controlling and directing activities)
o Structured decisions: recurrent and relatively simple decisions addressing
repetitive situations in a deterministic environment
 Features: relatively inflexible, focused on internal processes
Enterprise-Wide Resource Planning (ERP) – discussed in Chapter 3
Decision Support Systems (DSS)
 Combine data and analytical models to support management decision making on issues
which are exposed to significant uncertainty
 Provide the decision maker with alternatives, evaluating them under a range of possible
conditions
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Expert Systems (ES)
 A form of DSS consisting of a specialised database and a set of rules on how input data
should be correlated and interpreted in order to indicate the best course of action
 Example: loan application ES
Ethical Issues
An ethical approach to doing business is not just a matter of personal virtue, but needs to be
addressed by policy (and action) at the company level as well. Ethical frameworks are not merely
“nice to have”, but are considered crucial to building long-term professionalism. Their absence
can undermine motivation and the sense of purpose a company must have in order to succeed.
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Chapter 2
External Influences on Organisational Performance
An analysis of the external macro environment
PESTEL
The organisation is unlikely to be able to influence these factors but it should have an awareness
of the issues.
Political - global, national and local changes and trends, Taxation policies, Relationships
between certain countries.
Economic - global, regional and local issues. Exchange rates, Link to topical issues such as
global recession, current interest rates for funding.
Social - changes in behavior and expectations in society, Demographics, lifestyle.
Technological - changes including hardware, software, e-issues, materials and services. Global
communications.
Environmental – what are the environmental considerations such as recycling, pollution,
attitude of the media, customers, etc.
Legal - changes and predicted changes to regional (e.g. EU) and national legislation. Regulatory
bodies, Changes to employment law.
The impact of macro-economics
Businesses must also take macro-economic factors into account:



Demand levels in the future (return to pre-crisis levels?);
In a recovery phase, how government policies are likely to be adjusted with respect

to:
a) Monetary policy: Effect on interest rates, exchange rates and inflation, (the latter
may eventually increase with economic recovery);
b) Labor policy: If labor markets tighten, how fast will restrictions (imposed on
foreign labor, for example) be relaxed?
c) Fiscal policy: Tax increases (both personal and corporate);
d) Trade policy: to what degree is any protectionism likely to stay in place?
Again, actively keeping up with reading on these issues will be the best way to prepare for this
section of the exam.
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Environmental concerns
Issues of environmental concern and sustainability have become established and recognized
agenda points for corporations. Many stakeholders are coming to expect explicit
acknowledgment of such matters.
The “triple bottom line” approach expands the scope of a company’s concerns, beyond the
merely economic, to social and ecological as well.
Carbon trading programmes are schemes by which a company which outperforms its
environmental targets is rewarded by being able to sell its credits to companies that pollute
beyond permitted limits. To operate properly, this arrangement requires supervision by a
central authority (government) in what is known as a “cap and trade” regime.
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Chapter 3
Performance Measurement Systems and Design
The information requirements for management accounting systems depend on the level
addressed by the system. The levels referred to correspond to Anthony’s hierarchy:
1. Long-term, involving the executive level, where strategic planning takes place;
2. Medium-term, at the middle-management level, where resourcing and monitoring take
place;
3. Short-term, or daily operational implementation and control
Information will tend to be more summarized at the executive level and more detailed
(transactions) at the operational level.
The type of information will depend on the industry in which a business is operating, its overall
complexity and the degree to which competences and responsibilities are decentralized.
ERP as an example
Enterprise-Wide Resource Planning (ERP)
ERP is the latest development in computerised business management. Organisation’s
information systems are integrated into one central database, linked to all of Organisation’s
other applications. Thus, information about an item is input once into the central database, and
all functions have access to it, as necessary.
ERP physical architecture and software components






Multiple servers containing databases and running applications
Client workstations operated under a client-server configuration
ERP software
Middleware allowing the ERP software to interface with other applications
Internet portals provide to external users (customers, suppliers) links to related websites
and e-services

Stages of ERP implementation








Set-up of internal project team and do strategic project planning
Select ERP software and consultant
Processes design (entails reengineering and ERP software customization)
Data conversion
Testing
Training
Implementation
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ERP costs
 Purchase costs for hardware, software and consulting/implementation services
 Costs with own staff participating in the ERP project
 Costs with upgrading/customizing other applications and with interface development
 Data conversion costs from legacy system to new ERP system
 User training costs
 Costs from unsuccessful/delayed implementation
ERP benefits
 Greater labour productivity
 More effective supply chain management
 Better working capital management
 Enhanced decision-making
 Better data security, less data redundancy
 Integration of global operations (for multi-national organizations)
Responsibility accounting
A major criterion for information to be relevant to performance management is that it addresses
factors that are within the ability of managers to influence.
Such a system of management accounting attributes costs and/or revenues to individual
business units (responsibility centres) for which a particular manager is held responsible.
The term “controllability” is also associated with responsibility accounting.
Internal and external sources of management information
Identifying appropriate sources of internal and external information is critical to the running of
a business.



Much information that is internally available is, surprisingly, not exploited by many
companies (e.g. detailed information about customers and customer habits);
External information is usually associated with the middle to upper-levels of the
organization and is used to anticipate trends in the market.

Competitor information falls into the “external”
“benchmarking”.

category, as does the notion of

Benchmarking
Definition
Systematic analysis of own performance against that of another organisation, with a view of
improving own performance by learning from others’ experience
Typology
 External:
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o Competitive: against a “best in class” competitor
o Functional: against “best in class” functions
Internal (against a “best in class” similar business unit within the organisation)


Steps
 Researching and identifying best-in-class performance (as recognized by the market and
the authorities in the field)
 Selection, measurement, and analysis of key outputs against best-in-class
 Identification of key-causes for the ascertained performance gaps and of the key actions
necessary to reduce such gaps.
Usefulness




Targets set by benchmarking are seen as realistic and achievable, as they were already
achieved by others
It provides early warning of competitive disadvantages
It stimulates cross-functional interaction and learning

Limitations



Identifying activities to meaningfully benchmark
Identifying best-in-class performance and (for external benchmarking) obtain
relevant information regarding that organisation
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Chapter 4
Strategic Performance Measurement
The formulation of strategy is basically a “top-down” process, though the analysis and data that
goes into its formulation is often (and critically) produced “bottom-up”; in other words, there is
much useful experience and information across the organization that can be mobilized in the
strategic planning process.
Mission Statement
 It sets the broad purpose of the organisation
 It is articulated in a mission statement, which is an open-ended statement outlining the
core values of the business, defining the industry the firm competes in, and describing
the general way of doing business.
The Objectives
 They generally specify quantitative measures of the performance to be achieved in
striving towards mission’s accomplishment, and the time frame (short-term or longterm) in which it is to be achieved.
 Strategic management is the process of establishing objectives and of making and
implementing the major decisions about products, locations, organizational structure
and resource allocation (people and technology) necessary for the achievement of the
established objectives.
The Targets
 They represent planned outcomes of actions taken to carry out company’s tactics and
operational plans. The tactics and the operational plans are aimed to ensure effective and
efficient use of resources in implementation of the strategic decisions.
KEY KNOWLEDGE
Critical success factors (CSF)
Within any organisation there are certain factors that will be critical to the success of that
organisation. If the organisation fails to achieve the objectives associated with these particular
factors the organisation will fail.
CSFs will vary from industry to industry. An example of a CSF for an online food delivery
company would be prompt and accurate home delivery.
Key Performance Indicators (KPIs) measure the performance of the CSFs.
Scope of strategic performance measures in private sector
Shareholder value measurements focus on creation of shareholder value as fundamental aim of
profit oriented companies.
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Long-term wealth maximization is not always consistent with the “artificial” inflation of profits
in the short-term. If a company stops investing, for example, it can boost its short-term
profitability, but this may come at the expense of the company’s medium- to long-term
competitiveness.
The following are some of the financial measures typically used by companies to measure
performance.
Return on Investment (ROI/ROCE)
(Accounting Divisional PBIT / Accounting Capital Employed) * 100%
Accounting Capital Employed = Total Assets – Current Liabilities = Total Non-Current Assets,
net + Working Capital
Disadvantage: ROI/ROCE increases as investment Centre’s fixed assets grow older, thus a ROI
improvement over time (or a better ROI compared to another division) may be partly
attributable to the age of the assets used
Consequently, gross value of fixed assets may be used in measuring performance based on ROI
Earnings per Share (EPS)
Net income less any preferred dividends divided by the number of shares outstanding.
Earnings before Interest, Tax, Depreciation and Amortisation (EBITDA)
A measure of cash-based operating profitability
Internal rate of Return (IRR)
The internal rate of return (IRR) is defined as the discount rate (r) at which the net present value
(NPV) of a stream of cash flows will be equal to zero. In other words,
If, at a discount rate r, NPV = 0, then IRR = r
The IRR includes among its assumptions the following: any cash flows generated in the course
of a project being evaluated are calculated as being reinvested at the IRR rate.
Comparison of NPV and IRR methods
The following decision rules apply to appraisal methods:
NPV: Positive NPV projects are acceptable; the higher the better.
IRR: An IRR in excess of a hurdle rate (set by the company) indicates acceptability; the higher
(the IRR) the better.
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EXAMPLE
Year
0
A
-5,000
B
-7,500

1
6,000
8,850

IRR
20%
18%

NPV: 10%
454
545

14%
263
263

16%
172
129

Intuitively, IRR should be preferable, as it relates return to amount invested.
Equal investment amounts do not necessarily remove the ambiguity.
EXAMPLE
Year
A
B

0
-500
-500

1
100
500

2
600
155

IRR
20%
25%

NPV (9%)
97
89

KEY KNOWLEDGE
Six Sigma
Six Sigma is a quality measure and improvement programme that seeks to identify and eliminate
causes of errors. It was originally developed by Motorola and its focus is on the control of
processes to ensure near elimination of errors – to a level of six sigma (standard deviations)
from an agreed point.
It is an extension of the TQM doctrine and provides a set of tools to enable an organisation to
assess the current level of quality and also to improve the delivery of quality to customers.
Key areas of Six Sigma include:
 Customers are key and the success level is determined by how well customer
requirements are met.
 Processes are the major mechanism for ensuring success.
 Management buy in to the system is essential.
Six Sigma introduces a number of roles throughout the organisation, including:





Champions (initiates a project)
Master Black Belts (coach and trainer to Black Belt)
Black Belts (the most critical role within the project)
Green Belts (an active role but not a leadership role)

The 5 major steps to Six Sigma are DMAIC.
1. Define
2. Measure
3. Analyse
4. Improve
5. Control
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Divisional performance and transfer pricing issues
Return on Investment (ROI) at the Divisional Level
Earnings can be measured at the divisional level in relation to the financial resources they use.
The ROI measure is very similar to ROCE (return on capital employed) with the only exception
being the use of profit in the formula:

ROI 

Net Pr ofit
CapitalEmployed

ROI as defined above is commonly used for investment appraisal and for business sector
(divisional) performance, whereas ROCE is common at the overall corporate level.
EXAMPLE
A division head with an actual ROI of 20% may be reluctant to accept a project offering a
15% ROI, especially if his bonus is based on ROI achieved.
If the corporate overall ROI target is 12%, then the division head is missing a value-creating
opportunity.
Residual Income (RI)
Convert results into monetary magnitudes:
Residual Income = Divisional EBIT (minus) Imputed interest
Where
Imputed interest = Capital Employed X Capital charge (or cost of capital)
A positive result adds profits to the division beyond the incremental capital cost. An investment
should be accepted if the RI is positive.
Drawbacks of RI and ROI
EXAMPLE
A division of a corporation currently generating an ROI of 12% is examining a new project
which requires an investment of $4.5m.
Cash inflows are expected to be $1.5m p.a. and the cost of capital: 10%
ROI and RI computations will be as follows:
Year
NBV initial
Net cash inflow
Depreciation
Profit
Capital charge (10%)
RI

1
4500
1500
-1125
375
-450
-75

2
3375
1500
-1125
375
-337.5
37.5

3
2250
1500
-1125
375
-225
150

4
1125
1500
-1125
375
-112.5
262.5
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ROI

8%

11%

17%

33%

From both RI and ROI points of view, the project does not look favorable to the division, even if
it would be from the corporate point of view. (Eg, at a cost of capital of 10%, the project has a
positive net present value).
EVA – Economic Value Added
The EVA method is a complex method to operate, since it involves extensive adjustments to be made
to the financial statements of a company in order to determine whether the company has created (or
destroyed) value during the year.
EVA is arrived at by calculating two values based on a company’s financial statements:
I.

II.

The amount of capital employed in a business during the year (or period):
Capital Employed = Assets – non-interest bearing current liabilities
The (cash) profits (called “net operating profit after tax” -- NOPAT) that the company
is able to generate during the year (or period).

The EVA formula also requires the company’s WACC (r) such that:
EVA = NOPAT – r x Capital Employed
In other words, the formula says: Economic value is created at the firm when the management
is able to generate sufficient returns (NOPAT) to cover the charge on capital which represents
the expected return by capital providers.
If the NOPAT fails to reach the required cost of using the capital employed, then economic value
is being destroyed.
EVA Adjustments
The company’s financial statements need to be adjusted in order to calculate the Capital
Employed and NOPAT.
Capital Employed
The resources that a company uses come from its capital providers – debt and equity. In order
to keep track of such resources provided, the following items need to be “capitalized” by
including them in the economic book value at the start of each period being measured:
Items to be included /added back:
 All off-balance sheet debt (e.g. operating leases);
 Cumulative goodwill/(accounting) depreciation (previously written off);
 Provisions for bad debts/deferred taxes;
 Intangibles (e.g. R&D, advertising, training)
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Income Statement
The income statement needs to be adjusted in order to reveal the actual operating profit of the
company. To achieve this, a number of “distortions” caused by the application of accounting
conventions need to be removed.
The following items (typically) need to be added back to income:
 Goodwill and accounting depreciation written off during the period, net of economic
depreciation;
 Provisions for bad debt expenses and deferred taxes (for the period);
 Other non-cash expenses;
 Intangibles (e.g. advertising, R&D, training expenses);
 Interest expense on debt (net of tax)
EXAMPLE
The following summarized information is available for Linda Corp.
(Year-end; USDm)
Revenue
EBIT
Tax
Net Income
Net current assets
Non-current assets
Financing:
Equity
Debt

2009
435
96
29
67
127
240
367

2008
385
70
22
48
115
220
335

239
128
367

220
115
335

Additional data:
1. The company has non-capitalized leases (not amortized) of 12m (both years)
2. Capital employed (unadjusted) at the end of 2007 was 300m
3. Interest payable in 2009: 11m and in 2008: 10m
4. Non-cash expenses in 2009: 17m and in 2008: 12m
5. Accounting and economic depreciation equal each other in both years
6. Cost of debt (pre-tax) is 8% (both years)
7. Cost of equity in 2009: 15% and in 2008: 14%
8. Target debt-to-equity ratio is 35:65
9. Tax rate: 30% (both years)
The EVA adjustments, based on the limited information above, are:
(USDm)
2009
2008
Net Income
67
48
Add: Non-cash expenses
17
12
Add: Interest payable
7.7
7
(net of tax)
NOPAT
91.7
67
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Equity+Debt (opening)
(Book value)
Add: Leases
Capital Employed

315

300

12
327

12
312

WACC
2008: (0.14 x 0.65) + ((0.08 x 0.7) x 0.35) = 11.1%
2009: (0.15 x 0.65) + ((0.08 x 0.7) x 0.35) = 11.7%

EVA
2009: 91.7 - (327 x .117) = 53.4m
2008: 67 - (312 x .111) = 32.4m
In order to measure the performance of managers within an organization – whether they run
strategic business units (SBUs), divisions or even departments – the metric applied must be
careful to match the area of the manager’s sphere of controllability. This is tricky to achieve in
cases where common corporate resources are utilized simultaneously by different units within a
company.
Transfer pricing
The terms under which units (divisions) within the same company buy and sell from one
another must comply within relevant principles of transfer pricing. Basically:
1. It should be in the interests of the divisions to trade with each other as long as the trade
does not leave the company as a whole worse off;
2. The interests and motivations of the division managers must be designed to be
congruent with the interests of the overall organization; in other words, they must not –
for reasons of organizational (or personal) self-interest – reject a deal that would be in
the company’s overall best interest.
Basis for transfer price determination
 Market price
 Outlay cost (standard) + opportunity cost to the seller
 Outlay cost (actual) + opportunity cost to the seller
 Outlay cost + notional mark-up
 Production cost (full absorption)
 Best bargain (negotiation between divisions)
Some challenges concerning transfer prices


Interim products difficult to value

It may be difficult to determine what the price should be of an interim product if there is no
external market to use as a benchmark.
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Covering up production inefficiencies

This can be a problem if a division is required (or entitled) to add a margin to its price in order
to book a profit. This profit margin may take the pressure off the selling division to keep its true
production costs down.


Some costs may be difficult to apportion.

There are centralized, or core, activities whose costs are borne by the various companies of a
group (e.g. treasury). Apportioning the costs of such activities fairly among the other companies
can be tricky.

Other factors influencing the transfer pricing policy
 Seller’s production capacity
 Seller’s cost structure (fixed vs. variable)
 Tax, if seller and buyer are fiscal subjects in different jurisdictions
Performance analysis in not for profit organisations and the public sector
Even though profit may not be its purpose, a not-for-profit organization shares many similar
issues with profit-making firms in terms of careful management of costs and ensuring that
organizational objectives are being fulfilled.
Measuring outputs when the goal is not financial in nature is a challenge for such organizations.
Value for Money
A useful way to judge performance in a not-for-profit organization is to apply the Value-forMoney method can be useful. It incorporates three elements, referred to as the 3 E’s:




Economy: Getting the best deal on inputs
Efficiency: Converting inputs into the maximum number of outputs
Effectiveness: Ensuring that organizational objectives are being met

Non-financial performance indicators
The models presented above incorporate Non-Financial Performance Indicators (NFPIs).
NFPIs are important because:




They broaden management’s view of what needs to be mastered and measured in the
organization; if financial measures alone were used, there is the risk of focusing only on
improving financial results in the short-term while neglecting the long-term viability of
the business;
Employees, especially at the operational level, can relate more easily to NFPIs (no. of
tons of steel processed; length of time it takes to cook a cheeseburger);
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Companies increasingly resort to NFPIs since operational measures may provide a
leading (or early) indicator of what becomes visible only later in the financial results; in
other words, management can react more quickly to problems (e.g. customer surveys
that indicate a significant drop in customer loyalty, which can endanger the
medium/long-term health of a business)

Behavioural aspects of performance measurement
We have discussed in the context of transfer pricing some ways in which divisions (and by
extension, departments, and individuals) may act in ways which are inimical to the best interests
of the organization.
Goal congruence at all levels of the organization – corporate, divisional and individual – must
exist for the organization to be effective. A lack of congruence leads to organizational
“dysfunctionality”.
A flawed management performance system can result in “dysfunctional” behavior. The same is
true of bonus and reward schemes that lack congruence between individual and corporate
interests.
Incentive systems that communicate the “wrong signals” with respect to desirable behavior by
managers and employees will result in undesirable outcomes.
If their incentives are structured to be focused on the short-term, such as boosting the company’s
earnings per share (EPS) from quarter to quarter, then management will behave in this way. It
is human nature.
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Chapter 5
Performance Evaluation and
Corporate Failure
There are additional models which provide perspective on performance measurement. One of
them is the:
Balanced scorecard
The balance scorecard addresses a number of parameters (or “perspectives”) in monitoring
business performance by asking the following questions:
 Financial perspective: “To succeed financially how should we appear to our
shareholders?”
 Customer perspective: “To achieve our vision how should we appear to our
customers?”
 Internal business processes: “To satisfy our shareholders and customers what business
processes must we excel at?”
 Learning and growth: “To achieve our vision how will we sustain our ability to change
and improve?”
Critical success factors can be linked to the above:
 Financial: Sales, profitability, liquidity, fair value of shares;
 Customer: Customer base, customer loyalty, customer satisfaction, dealer relationship,
marketing performance;
 Internal processes: Quality, productivity, safety, flexibility and readiness to changes in
operations;
 Learning, growth and innovation: New product development, new process
development, new market development, human capital development
Another model which depicts the linkages between strategy and operations, on a vertical axis,
and internal and external measures (horizontal) is the:
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Performance pyramid (Lynch & Cross)

One can observe the criteria necessary to satisfy the customer (external, or “market” side of the
pyramid) as well as what needs to be achieved in order to generate the required return for
shareholders (internal or “financial” side).
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Fitzgerald and Moon
This model addresses itself to service companies.

The Dimensions refer to what is measured; among them, one must distinguish between:
 Results (Profit; Competitiveness) and
 Determinants (Quality; Resource utilization; Flexibility and Innovation)
The Standards define the “rules” by which business performance is judged and the Rewards are
available to those achieving good performance. Notice that much emphasis is given to human
motivational factors:
Standards must be achievable and fair (equity); employees must “buy-in” to the rules;
Rewards must be clear and within the possibility (controllability) of the employee to be
motivating.
Performance Prism
This is a model developed by the Cranfield School of Management which seeks to reconcile the
multiple performance frameworks (that at times seem to conflict with one another).
Imagine a (triangular) bar of Toblerone chocolate standing on its end. The model assigns



Stakeholder contribution to the base and
Stakeholder satisfaction to the top end of the bar.

In other words, stakeholders are the beginning and the end (goal) of the business.
The three sides of the bar refer to three facets:




Strategies: The route selected to achieve goals
Processes: Necessary to execute the strategy; and
Capabilities: Necessary to operate the processes
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The Five Facets of the Performance Prism

KEY KNOWLEDGE
Ansoff’s matrix (the Product – Market Mix)
This allows companies to identify a number of options to grow the business via existing and /
or new products in existing and / or new markets.
Existing Products

New Products

Existing Markets

1. Consolidation
2. Penetration
3. Withdrawal

4. Product development

New Markets

5. Market development

6. Diversification

1. Consolidation. This is not “doing nothing”. It is doing enough to maintain the existing
position.
2. Penetration. Actively trying to increase the share of the market through techniques such
as advertising and PR.
3. Withdrawal. Pulling out of a particular market. Reasons could include its loss making
or a company wants to utilise resources elsewhere.
4. Product development. Developing new products to sell to existing markets. An example
would be a soft drinks manufacturer launching a new healthy range of drinks.
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5. Market development. Existing products are sold in new markets. This can either be for
example geographical (McDonalds establishing restaurants in new geographical areas)
or can be repositioning the market (e.g. Land Rover developing from an agricultural
market vehicle to mainstream car producer).
6. Diversification. Generally considered to be the most risky. There are a number of types
of diversification:
a) Backwards vertical integration whereby an organisation takes on the role of its
supplier. An example would be an oil refining company taking on the role of its
supplier of oil exploration – i.e. it would now be in a position to supply itself with
its raw materials.
b) Forwards vertical integration whereby an organisation takes on the role of its
customer. For example, a farmer sets up a farm shop to sell direct to the public
rather than to shops.
c) Unrelated diversification refers to a new product or service in a completely new
market.
KEY KNOWLEDGE
Boston Consulting Group (BCG) Matrix
This matrix helps organisations analyse their product lines or business units. It helps identifies
priorities and where resources should be allocated.
Items are allocated to the various quadrants according to how attractive the market is (measured
as the growth rate) and how strong a position they hold within the market (their market share)

A balanced portfolio would have:
1. Stars to ensure the future.
2. Question marks to convert to Stars.
3. Cash Cows to provide funding to develop the Stars and Question Marks.
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Structural analysis of industries (Porter)
This model examines the role of 5 forces close to an organisation that impact on its ability to
make a profit and hence how attractive a particular market or industry is.

The 5 forces are as follows:
1. Threat of substitute products
If there are similar products, a customer will be more likely to switch rather than stay with a
product when there are price rises (elastic demand).
2. Competitive rivalry
The rivalry will depend on the number and strength of competitors, economies of scale and exit
barriers.
3. Threat of new entrants
Markets generating high returns will attract new entrants which in turn could reduce industry
profits. Barriers to entry such as government licenses (mobile phone operators) are important in
reducing the threat of new entrants.
4. Power of customers
The stronger the power of the customer the more pressure it can place on the company. Issues
to consider include the size of the customer relative to the firm’s customer base, switching costs
and availability of substitute products.
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5. Power of suppliers
Suppliers of materials and services can exercise power over an organisation. This depends on
the level of differentiation of the product, presence of substitute products, etc. Compare the
power of Intel supplying computer chips to the computer industry vs. a sugar producer
supplying sugar to a soft drinks manufacturer.
KEY KNOWLEDGE
Porter’s value chain

The value chain was introduced by Porter and represents an approach to looking at the
development of competitive advantage within an organisation. All organisations consist of
activities which “link” together to develop the value of a business. Together these activities
represent the value chain.
The value chain represents a series of activities that both create and build value. Combined they
represent the total value delivered by an organisation. The “margin” in the diagram is the added
value (the difference between the total value of the activities and the cost of performing them).
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Primary activities: related with production. Support activities: provide the background for the
effectiveness of the organisation (e.g. HRM)
Predicting and preventing corporate failure
Empirical studies have been performed in search of predictive models of corporate failure.
Models such as Altman’s Z-score were developed to predict corporate distress.
The corporate distress index (denoted Z) is defined as
Z  1.2 X1 1.4 X 2  3.3X 3  0.6 X 4 1.0 X 5
Where
X 1 = working capital/total assets,

X 2 = retained earnings/total assets,
X 3 = earnings before interest and taxes/total assets,
X 4 = market value equity/book value of total liabilities,
X 5 = sales/total assets
A score below 1.8 is an indication of probable failure, and a score above 3 indicates financial
soundness.

34

Chapter 6
Current Developments and
Emerging Issues in Performance
Management
Management accountants need to stay up-to-date on current issues in their discipline.
Burns and Scapens
According to Burns and Scapens, management accounting systems become institutionalized as
rules and routines. These systems provide organizational stability and at the same time are
capable of changing as the structure and needs of the organization changes.
There are a number of developments (over the past decades) that students must be aware of;
one can see these developments as part of an on-going evolutionary process.
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Questions and Answers
Question:The ‘Care For Dogs Company’ (CFD) is a very profitable organisation which was established in
1998. CFD offers accommodation, care and supervision for pet dogs owned by inhabitants of
Barkland.
CFD provides temporary accommodation for dogs whose owners are unable to care for them
due to holidays, work commitments, illness etc. As part of the service offered to dog owners, CFD
collects and returns dogs at the beginning and end of all dog stays.
When CFD was formed, the directors created a mission statement which was ‘to provide very
high value for money to all of our clients’.
The directors have always attempted to manage CFD in a socially responsible manner. Indeed,
they are now considering the creation of a ‘Dog Sanctuary’ for homeless dogs which would
involve an allocation of 20% of the total accommodation available for dogs to the Dog Sanctuary.
The Dog Sanctuary would accommodate homeless dogs until such time as a new owner was
found for them. CFD would not receive any revenue whatsoever in respect of any homeless dog.
Required:
(a) (i) Discuss the purpose, potential benefits and potential problems of mission statements;
(ii) Advise the directors of CFD regarding the appropriateness of its mission statement.
(b) Explain the term ‘critical success factor’ and discuss THREE critical success factors for
CFD clearly highlighting a key performance indicator for each critical success factor.
(c) Excluding the number of complaints by clients, identify and briefly explain THREE
quantitative non-financial performance measures that could be used to assess the ‘quality of
service’ provided by CFD.
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Answer:(a) (i) A ‘mission’ is the purpose of an entity and its reason for existence, i.e what is it attempting
to accomplish? Henry Mintzberg has stated that ‘a mission describes the Organisation’s basic
function in society, in terms of the products and services it produces for its customers’. A large
number of organisations provide a formal statement of their mission in a mission statement.
Even though an entity might not have a clearly defined mission it may nevertheless have a
mission statement!
A mission statement should be both memorable and succinct. It should also be ‘enduring’, i.e. the
statement should not change unless an entity’s mission changes otherwise the mission
statement would serve to confuse the business community.
The mission statement should guide all employees throughout an organisation to work
collectively towards the accomplishment of the corporate mission and may contain references to
many stakeholder groups such as, for example, shareholders, customers, employees and the
general public.
Potential benefits of mission statements include:
-

providing strategic direction to the organisation thereby assisting in the formulation of
acceptable strategies
assisting in the resolution of potential conflict among different stakeholder groups
providing a framework within which managerial decisions can be made
assisting in the communication of key cultural values to employees
assisting in the presentation of a clear image of the organisation for the benefit of
customers and other interested parties
helping to prevent potential misinterpretations of the Organisation’s ‘reason for being’.

Potential problems of mission statements include the following:
-

They may be unclear
They may be vague and therefore valueless
They may contain ‘motherhood statements’
They may be unrealistic and not reflect reality
There may be inconsistency between different elements
They may be inconsistent with management action
They may lack sufficient external focus.

(ii) Up until now it would appear that the mission statement of CFD was relevant to its central
mission ‘….thereby providing very high value for money to all our clients’.
However, the proposed opening of the Dog Sanctuary might be considered to have changed the
mission of CDC. The Dog Sanctuary is a good example of the concern of the directors of CFD
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for Corporate Social Responsibility. The concern is obviously not one solely based on
profitability or continued ‘value for money’ for its customers.
Therefore one might conclude that the mission statement no longer communicates to the
business world what CFD is all about and that a change in mission can necessitate a revised
mission statement.
(b) Critical success factors (CSF’s) are performance requirements that must be achieved if an
organisation is to be successful and outperform its competition. In the context of CFD, CSFs
should be regarded as those service features that are particularly valued by dog owners.
Three critical success factors are as follows:
Health – All dog owners wish their pets to be healthy and therefore it is essential that staff at
CFD take all necessary steps to ensure that the premises are free of disease. A key performance
indicator in this regard would be the number of dogs that become ill during a stay at CFD’s
premises.
Safety – Dog owners are entrusting their pets to CFD who are responsible for the safety of all
dogs taken into care. A key performance indicator in this regard would be the number of
accidents reported during a given period.
Cleanliness – It is vital that CFD achieve the highest possible level of cleanliness throughout its
entire premises. An example of a key performance indicator with regard to cleanliness would be
the length of time taken to clean the dog kennels.
(c) In order to assess the quality of service provided by the CFD the following performance
measures might be used:
-

-

The percentage of repeat bookings by dog owners which is evidence of customer
satisfaction and perhaps ultimately customer loyalty.
The percentage of dog owners who were able to book a dog stay at their preferred date
and time is an indication of the availability or non-availability of the service provided by
CFD.
The percentage of dogs that were collected and delivered on time from and to the homes
of dog owners.
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Question:Some commentators argue that: ‘With continuing pressure to control costs and maintain
efficiency, the time has come for all public sector organisations to embrace zero-based
budgeting. There is no longer a place for incremental budgeting in any organisation, particularly
public sector ones, where zero-based budgeting is far more suitable anyway.’
Required:
(a) Discuss the particular difficulties encountered when budgeting in public sector
organisations compared with budgeting in private sector organisations, drawing
comparisons between the two types of organisations.
(b) Explain the terms ‘incremental budgeting’ and ‘zero-based budgeting’.
(c) State the main stages involved in preparing zero-based budgets.
(d) Discuss the view that ‘there is no longer a place for incremental budgeting in any
organisation, particularly public sector ones,’ highlighting any drawbacks of zero-based
budgeting that need to be considered.
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Answer:a) Difficulties in the public sector
In the public sector, the objectives of the organisation are more difficult to define in a
quantifiable way than the objectives of a private company. For example, a private
company’s objectives may be to maximise profit. The meeting of this objective can then
be set out in the budget by aiming for a percentage increase in sales and perhaps the
cutting of various costs. If, on the other hand, the public sector organisation is a hospital,
for example, then the objectives may be largely qualitative, such as ensuring that all
outpatients are given an appointment within eight weeks of being referred to the
hospital. This is difficult to define in a quantifiable way, and how it is actually achieved is
even more difficult to define.
This leads onto the next reason why budgeting is so difficult in public sector
organisations. Just as objectives are difficult to define quantifiably, so too are the
Organisation’s outputs. In a private company the output can be measured in terms of
sales revenue. There is a direct relationship between the expenditure that needs to be
incurred i.e. needs to be input in order to achieve the desired level of output. In a hospital,
on the other hand, it is difficult to define a quantifiable relationship between inputs and
outputs. What is easier to compare is the relationship between how much cash is
available for a particular area and how much cash is actually needed. Therefore,
budgeting naturally focuses on inputs alone, rather than the relationship between inputs
and outputs.
Finally, public sector organisations are always under pressure to show that they are
offering good value for money, i.e. providing a service that is economical, efficient and
effective. Therefore, they must achieve the desired results with the minimum use of
resources. This, in itself, makes the budgeting process more difficult.
b) Incremental and zero-based budgeting
‘Incremental budgeting’ is the term used to describe the process whereby a budget is
prepared using a previous period’s budget or actual performance as a base, with
incremental amounts then being added for the new budget period.
‘Zero-based budgeting’, on the other hand, refers to a budgeting process which starts
from a base of zero, with no reference being made to the prior period’s budget or
performance. Every department function is reviewed comprehensively, with all
expenditure requiring approval, rather than just the incremental expenditure requiring
approval.
c) Stages in zero-based budgeting
Zero-based budgeting involves three main stages:
1. Activities are identified by managers. These activities are then described in what
is called a ‘decision package’. This decision package is prepared at the base level,
representing the minimum level of service or support needed to achieve the

40
Organisation’s objectives. Further incremental packages may then be prepared to
reflect a higher level of service or support.
2. Management will then rank all the packages in the order of decreasing benefits to
the organisation. This will help management decide what to spend and where to
spend it.
3. The resources are then allocated based on order of priority up to the spending
level.
d) No longer a place for incremental budgeting
The view that there is no longer a place for incremental budgeting in any organisation is
a rather extreme view. It is known for encouraging slack and wasteful spending, hence
the comment that it is particularly unsuitable for public sector organisations, where cash
cutbacks are being made. However, to say that there is no place for it at all is to ignore
the drawbacks of zero-based budgeting. These should not be ignored as they can make
ZBB implausible in some organisations or departments. They are as follows:
- Departmental managers will not have the skills necessary to construct decision
packages. They will need training for this and training takes time and money.
- In a large organisation, the number of activities will be so large that the amount
of paperwork generated from ZBB will be unmanageable.
- Ranking the packages can be difficult, since many activities cannot be compared
on the basis of purely quantitative measures. Qualitative factors need to be
incorporated but this is difficult.
- The process of identifying decision packages, determining their purpose, costs
and benefits is massively time consuming and therefore costly.
- Since decisions are made at budget time, managers may feel unable to react to
changes that occur during the year. This could have a detrimental effect on the
business if it fails to react to emerging opportunities and threats.
It could be argued that ZBB is more suitable for public sector than for private sector
organisations. This is because, firstly, it is far easier to put activities into decision packages in
organisations which undertake set definable activities. Local governments, for example, have set
activities including the provision of housing, schools and local transport. Secondly, it is far more
suited to costs that are discretionary in nature or for support activities. Such costs can be found
mostly in not for profit organisations or the public sector, or in the service department of
commercial operations.
Since ZBB requires all costs to be justified, it would seem inappropriate to use it for the entire
budgeting process in a commercial organisation. Why take so much time and resources justifying
costs that must be incurred in order to meet basic production needs? It makes no sense to use
such a long-winded process for costs where no discretion can be exercised anyway. Incremental
budgeting is, by its nature, quick and easy to do and easily understood. These factors should not
be ignored.

41
In conclusion, whilst ZBB is more suited to public sector organisations, and is more likely to
make cost savings in hard times such as these, its drawbacks should not be overlooked.

Question:(a) The senior management of Universal University (UU) intends to develop both quantitative
and qualitative measures of performance in relation to lecturing staff.
As part of UU’s mission to provide ‘quality education’ to its students, lecturers are encouraged
to apply their skill and judgment in the creation, delivery and assessment aspects of the learning
process.
Academic staff are organised on a departmental basis. Each department is expected to achieve
and improve on targets in the achievement of its role. As part of their development both
personally and as departmental members, staff are encouraged to participate fully in research
publication, new course design and innovation in teaching and learning methods.
Academic staff has differing views on whether action on their part in pursuing aspects of such
goals is compatible with their personal goals.
Required:
Using the above scenario, discuss in relation to the lecturing staff within (UU) each of the
following:
(i) The application of Agency Theory to staff, in their role as agents and provide examples of
the observability of their role in relation to outcomes and effort;
(ii) The application of Expectancy Theory with specific reference to the relationship between:
-

strength of motivation to do (X);
strength of preference for outcome (Y);
expectation that doing (X) will result in (Y).

(b) ‘Hard Accountability’ is deemed to apply to lecturing staff in each of three specific areas as
follows:
i.
ii.
iii.

accounting for the numbers;
ensuring the numbers are accounted for;
being held accountable for events and circumstances leading to the numbers.

Required:
Describe how each of the areas (b)(i) to (iii) may be applied at UU and critically evaluate this
approach to performance measurement in the context of the scenario described above.
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Answer:(a) (i) Agency theory considers the relationship between a principal and an agent. The problem
is how the agent can be motivated and monitored. The key requirements are that the agent must
have to account for his/her performance to the principal and that the principal must be able to
hold the agent to account. The agent performs a task through the application of judgment and
skill. The outcome depends on the efforts and methods adopted by the agent.
In the context of Universal University, the lecturer is the agent in using his/her skill and
judgment in the creation, delivery and assessment aspects of the department/school on behalf
of the university (the principal). The lecturer may be seen as adopting a risk seeking stance in
using new/innovative approaches to the teaching/learning process or a risk averse stance
where he/she continues with currently used approaches to teaching and learning.
The observability of the role of the lecturer as agent may be measured, by observing outcomes
achieved. Examples of such measures may include the pass rates in assessments or levels of
future choice of a module by students. The effort of the lecturer may be observed insofar as all
lectures took place. However, the level of effort applied by the lecturer may be more difficult to
measure in the short term. It could be observed retrospectively through patterns of attendance,
feedback from students or pass rates achieved.
(ii) Expectancy theory focuses on the view that the individual (or group) chooses to act on the
basis of a level of preference and expectation. Expectancy theory may be illustrated by the
formula:
Force or strength of motivation to do X = (Valence or strength of preference for outcome Y) x
(Expectation that doing X will result in Y)
In the University example: X may be, for example, the publication of articles by the lecturer. Y
may be the wish by the lecturer to achieve promotion (extrinsic preference) or a feeling of
‘achievement’ (intrinsic preference) from the publication recognition.
In considering the suitability of the process, it may be asked to what extent the lecturer will be
motivated in publishing regularly (X), through the expectation of promotion (Y). The level of
motivation will be affected by the strength of preference of the lecturer for promotion. If
promotion is a relatively insignificant aspect in relation to the overall objectives of the lecturer,
there may be little strength of preference. If promotion is a significant incentive, there may be a
high strength of preference.
(b) Hard accountability may be viewed in the context of three specific areas. It will require (i)
the accounting for the numbers, (ii) ensuring the numbers are accounted for and (iii) the group
being held accountable for the events and circumstances leading to the numbers.
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In the context of the application of hard accountability to the lecturing staff, it may be pursued
through:
(i) ‘accounting for the numbers’ may be implemented by monitoring the number of articles
published, role in new courses developed or innovations in methods applied. Feedback from
students and the number and type of comments received about the lecturing quality and lecturer
support to students. The combination of these in the context will determine its value.
(ii) ‘ensuring the numbers are accounted for’ may be addressed by reporting on the reasons
‘how’ and ‘why’ the figures have occurred. For example will the publication of a specific quality
of articles (X) lead to the achievement of a high choice of a module by students (i.e. HOW?). Will
a high level of student complaints occur through an inability to achieve the desired quality of
lecturing when it is implemented and lead to a lower level of attendance or uptake of a module
(i.e. WHY?).
(iii) ‘being held accountable for events and circumstances leading to the numbers’. For
example, where the lecturer is deemed responsible after attendance at lectures is poor or student
pass rates achieved are unduly low. It may be deemed that the quality of the lecturing is inadequate.
Senior staff may be held accountable where there is a failure to ensure that all lecturers are
adequately trained, briefed, motivated.
The motivation and application of lecturing staff may be monitored on an ongoing basis in order
to determine whether the work structure/environment is ensuring that the accountability of the
team is being equitably reflected in areas such as rates and levels of publication OR student
numbers enrolling for, and achieving success, in a module.
(Alternative discussion points and illustrations would be accepted.)

Question:The directors of Blaina Packaging Co (BPC), a well-established manufacturer of cardboard boxes,
are currently considering whether to enter the cardboard tube market. Cardboard tubes are
purchased by customers whose products are wound around tubes of various sizes ranging from
large tubes on which carpets are wound, to small tubes around which films and paper products
are wound. The cardboard tubes are usually purchased in very large quantities by customers.
On average, the cardboard tubes comprise between 1% and 2% of the total cost of the customers’
finished product.
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The directors have gathered the following information:
1) The cardboard tubes are manufactured on machines which vary in size and speed. The
lowest cost machine is priced at Rs 30,000 and requires only one operative for its
operation. A one-day training course is required in order that an unskilled person can
then operate such a machine in an efficient and effective manner.
2) The cardboard tubes are made from specially formulated paper which, at times during
recent years, has been in short supply.
3) At present, four major manufacturers of cardboard tubes have an aggregate market share
of 80%. The current market leader has a 26% market share. The market shares of the
other three major manufacturers, one of which is JOL Co, are equal in size. The product
ranges offered by the four major manufacturers are similar in terms of size and quality.
The market has grown by 2% per annum during recent years.
4) A recent report on the activities of a foreign-based multinational company revealed that
consideration was being given to expanding operations in their packaging division
overseas. The division possesses large-scale automated machinery for the manufacture
of cardboard tubes of any size.
5) Another company, Plastic Tubes Co (PTC) produces a narrow, but increasing, range of
plastic tubes which are capable of housing small products such as film and paper-based
products. At present, these tubes are on average 30% more expensive than the
equivalent sized cardboard tubes sold in the marketplace.
Required:
a) Using Porter’s five forces model, assess the attractiveness of the option to enter the
market for cardboard tubes as a performance improvement strategy for BPC.
JOL Co was the market leader with a share of 30% three years ago. The managing director of JOL
Co stated at a recent meeting of the board of directors that: ‘our loss of market share during the
last three years might lead to the end of JOL Co as an organisation and therefore we must address
this issue immediately’.
Required:
b) Discuss the statement of the managing director of JOL Co and discuss six performance
indicators, other than decreasing market share, which might indicate that JOL Co
might fail as a corporate entity.
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Answer:a) In order to assess the attractiveness of the option to enter the market for spirally-wound
paper tubes, the directors of BPC could make use of Michael Porter’s ‘five forces model’.
In applying this model to the given scenario one might conclude that the relatively low
cost of the machine together with the fact that an unskilled person would only require
one day’s training in order to be able to operate a machine, constitute relatively low
costs of entry to the market. Therefore one might reasonably conclude that the threat of
new entrants might be high. This is especially the case where the market is highly
fragmented.
The fact that products are usually purchased in very large quantities by customers
together with the fact that there is little real difference between the products of
alternative suppliers suggests that customer (buyer) power might well be very high. The
fact that the paper tubes on average only comprise between 1% and 2% of the total cost
of the purchaser’s finished product also suggests that buyer power may well be very
high.
The threat from suppliers could be high due to the fact that the specially formulated
paper from which the tubes are made is sometimes in short supply. Hence suppliers
might increase their prices with consequential diminution in gross margin of the firms
in the marketplace.
The threat from competitive rivals will be strong as the four major players in the market
are of similar size and that the market is a slow growing market. The market leader
currently has 26% of the market and the three nearest competitors hold approximately
18% of the market.
The fact that Plastic Tubes Co (PTC) produces a narrow range of plastic tubes constitutes
a threat from a substitute product. This threat will increase if the product range of PTC is
extended and the price of plastic tubes is reduced.
The fact that a foreign-based multinational company is considering entering this market
represents a significant threat from a potential new entrant as it would appear that the
multinational company might well be able to derive economies of scale from large scale
automated machinery and has manufacturing flexibility.
Low capital barriers to entry might appeal to BPC but they would also appeal to other
potential entrants. The low growth market, the ease of entry, the existence of
established competitors, a credible threat of backward vertical integration by suppliers,
the imminent entry by a multi-national, a struggling established competitor and the
difficulty of differentiating an industrial commodity should call into question the
potential of BPC to achieve any sort of competitive advantage. If BPC can achieve the
position of lowest cost producer within the industry then entry into the market might
be a good move. In order to assess whether this is possible BPC must consider any

46
potential synergies that would exist between its cardboard business and that of the tubes
operation.
From the information available, the option to enter the market for cardboard tubes
appears to be unattractive. The directors of BPC should seek alternative performance
improvement strategies.
b) It would appear that JOL’s market share has declined from 30% to (80 – 26)/3 = 18%
during the last three years. A 12% fall in market share is probably very significant with
a knock-on effect on profits and resultant cash flows. Obviously such a declining trend
needs to be arrested immediately and this will require a detailed investigation to be
undertaken by the directors of JOL. Consequently loss of market share can be seen to be
an indicator of potential corporate failure. Other indicators of corporate failure are as
follows:
Six performance indicators that an organisation might fail are as follows:
Poor cash flow
Poor cash flow might render an organisation unable to pay its debts as and when they
fall due for payment. This might mean, for example, that providers of finance might be
able to invoke the terms of a loan covenant and commence legal action against an
organisation which might eventually lead to its winding-up.
Lack of new production/service introduction
Innovation can often be seen to be the difference between ‘life and death’ as new
products and services provide continuity of income streams in an ever-changing
business environment. A lack of new product/service introduction may arise from a
shortage of funds available for re-investment. This can lead to organisations attempting
to compete with their competitors with an out of date range of products and services,
the consequences of which will invariably turn out to be disastrous.
General economic conditions
Falling demand and increasing interest rates can precipitate the demise of organisations.
Highly geared organisations will suffer as demand falls and the weight of the interest
burden increases. Organisations can find themselves in a vicious circle as increasing
amounts of interest payable are paid from diminishing gross margins leading to falling
profits/increasing losses and negative cash flows. This leads to the need for further loan
finance and even higher interest burden, further diminution in margins and so on.
Lack of financial controls
The absence of sound financial controls has proven costly to many organisations. In
extreme circumstances it can lead to outright fraud (e.g. Enron and WorldCom).
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Internal rivalry
The extent of internal rivalry that exists within an organisation can prove to be of critical
significance to an organisation as managerial effort is effectively channeled into
increasing the amount of internal conflict that exists to the detriment of the organisation
as a whole. Unfortunately the adverse consequences of internal rivalry remain latent
until it is too late to redress them.
Loss of key personnel
In certain types of organisation the loss of key personnel can ‘spell the beginning of the
end’ for an organisation. This is particularly the case when individuals possess
knowledge which can be exploited by direct competitors, e.g. sales contacts, product
specifications, product recipes, etc.

Question:The Motherhelp Company (TMC), which is based in Happyland, manufactures and markets
disposable nappies for babies and infant children. Disposable nappies are made of superabsorbent chemicals, paper pulp and plastics.
TMC has been very successful since its formation in 1996. It has established a very strong brand
name and its products are sold by all leading pharmacies and supermarkets in Happyland. TMC
has a strong Organisational culture with high levels of employee motivation and satisfaction
throughout the organisation.
Available information regarding the disposable nappy market size and TMC’s revenue is as
follows:

Market size
Revenue

Actual

Actual

Actual

Actual

Forecast

2005

2006

2007

2008

2009

Rs m

Rs m

Rs m

Rs m

Rs m

2,726

2,807

2,920

3,095

3,249

354

421

526

681

715

Forecast
2010
Rs m
3,347
736
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The marketing director of TMC has obtained information that the birth-rate in Happyland is
projected to fall after 2010. However, the number of years over which the projected fall might
take place cannot be forecast with any degree of certainty.
The directors of TMC are most concerned that in spite of the growth achieved during recent
years, there remains a projected ‘planning gap’ at the end of 2012. In view of this fact the
directors of TMC are considering the acquisition of The Comfy Baby Company (CBC), a
competitor, which had revenue of Rs 155m during 2008 from sales of its disposable nappies.
None of the directors of TMC have any previous experience of such an acquisition. The directors
of TMC have heard that CBC has experienced workplace culture based problems during recent
years.
The government of Happyland has recently issued a green paper, designed to encourage
discussion and potentially pave the way for legislation, concerning the environment in which
they stated their concerns about companies such as TMC whose entire revenues derive from
sales of non-biodegradable products.
Required:
(a) Using the above information, explain the term ‘planning gap’ and discuss other suitable
alternative strategies to closing the planning gap which the directors of TMC might have
considered prior to giving consideration to the purchase of CBC.
(b) Analyse THREE potential problems, based solely on the information provided above, that
TMC might encounter in the acquisition of CBC.
(c) Explain the reasons for the concerns of the government of Happyland with companies such
as TMC and advise the directors of a strategy that might be considered in order to avoid being
subject to any forthcoming legislation concerning the environment.
(d) Evaluate the circumstances in which a government can act as an aid to business
performance.

Answer:a) A ‘planning gap’ is the gap between the forecast position based upon an extrapolation of
projected current activities and the forecast of the desired position. The planning gap is
most often measured in terms of demand but may also be reported in terms of net profit,
return on capital employed etc.
TMC has a projected market share of 22% at the end of 2010. It is clear from the
information given that the directors of TMC have a target market share which is higher
than this, hence the planning gap.
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Gap analysis diagram:

An organisation will forecast the likely performance of its existing projects and also the
expected contribution of future projects. This is far more difficult since future projects
are subject to much greater uncertainty than current operations and therefore forecasts
of future projects have a much wider margin of error.
Where a gap exists, additional strategies are required. In this respect the directors of TMC
might make use of Ansoff’s growth vector matrix which identifies various options that
might be considered in order to close the planning gap.
A market penetration strategy aims to increase sales within existing markets.
A market development strategy aims to find additional markets for existing products.
A product development strategy aims to find additional products for an Organisation’s
existing customers.
A diversification strategy aims to reduce the risks of a business or to increase its growth
prospects by entering new industries.
The above strategies are not mutually exclusive. An organisation might well pursue a
penetration strategy whilst seeking to enter new markets. However, such a strategy
would not be pursued by TMC since there is a projected fall in the birth-rate in Happyland
after 2010.
Other strategies that can be used include efficiency strategies which are designed to
increase profits (or throughput) by making better use of resources in order to reduce
costs. Also it is possible to reduce a planning gap that is measured in terms of profit by
divesting of loss-making business units. This would obviously not be the case where a
planning gap is measured in terms of sales revenue.
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b) Three potential problems that TMC might encounter in the proposed acquisition of CBC
are as follows:
i.
TMC is forecast to have a 22% share of the market for disposable nappies at the end
of 2008. If TMC was to acquire CBC at that time it would then have a market share of
(Rs 681m + Rs 155m)/Rs 3,095m = 27%. Much will depend on prevailing legislation.
For example, in the UK it might be the case that the Director General of Fair Trading
may ask the Competition Commission (CC) to investigate if any organisation controls
25% or more of the market. The Secretary of State may do likewise in circumstances
where the proposed takeover would lead to the creation of a firm that would control
25% or more of the market. (Similar examples from other countries would be
equally acceptable.)
ii.
The directors of TMC need to be aware of the precise nature of the cultural
problems that CBC has experienced during recent years as this could be very
damaging to its business if the acquisition of CBC goes ahead. In an extreme case
the organizational cultures of TMC and CBC might be incompatible. The directors
of TMC need to make a very careful assessment as to whether it would be possible
to transform a negative culture into a positive one. If they consider that this would
prove to be very difficult then they might be best advised not to proceed with the
acquisition.
iii.
The directors of TMC have no experience of managing such acquisitions and this
might mean that the integration of CBC into TMC would prove problematic. It is
probable that the systems are different as well as the management styles,
employee skills and business infrastructure.
(Alternative relevant discussion would be acceptable)
c) The government of Happyland will be concerned by the negative impact on the
environment. The growth in the number of children born in Happyland will have raised
the demand for disposable nappies as is evidenced from the market size data contained
in the question. In some countries disposable nappies make up around 4% of all
household waste and can take up to five hundred years to decompose! The government
will be concerned by the fact that trees are being destroyed in order to keep babies and
infant children in nappies. The disposal costs incurred by the government in terms of
landfill etc will be very high, hence its green paper on the effect of non-biodegradable
products in Happyland. The costs of such operations as the landfill for such products will
need to be funded out of increased taxation.
It might be beneficial for the directors of TMC to develop more eco-friendly products
such as washable nappies which, by definition, are recyclable many times over during
the life of the ‘product’. Many parents are now changing to ‘real nappies’ because they
work out cheaper and better for the environment than disposables.
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d) Governments may act as an aid to business performance in the following ways:
 A government can increase aggregate demand for goods and services by
increased government spending and/or by reducing taxation so that firms (and
individuals) have more after tax income available to spend.
 Government policy may encourage firms to locate to particular areas. This is
particularly the case where there is high unemployment in such areas.
 Government policy via the use of quotas and import tariffs might make it more
difficult for overseas firms to compete in domestic markets.
 A government can regulate monopolies in particular with regard to the prices
they charge and the quality of their goods and services.
 Government policy can regulate the activities of those firms which do not act in
the best interests of the environment.
(Alternative relevant discussion would be acceptable)

Question:You are the management accountant of the SSA Group which manufactures an innovative range
of products to provide support for injuries to various joints in the body. The group has adopted
a divisional structure. Each division is encouraged to maximise its reported profit.
Division A, which is based in a country called Nearland, manufactures joint-support appliances
which incorporate a ‘one size fits all people’ feature. A different appliance is manufactured for
each of knee, ankle, elbow and wrist joints.
Budget information in respect of Division A for the year ended 31 December 2010 is as follows:
Support appliance

Knee

Ankle

Elbow

Wrist

Sales units (000’s)

20

50

20

60

Selling price per unit (Rs)

24

15

18

9

200

350

160

240

Total variable cost of sales (Rs’000)

Each of the four support products uses the same quantity of manufacturing capacity. This gives
Division A management the flexibility to alter the product mix as desired. During the year to 31
December 2010 it is estimated that a maximum of 160,000 support products could be
manufactured.
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The following information relates to Division B which is also part of the SSA group and is based
in Distantland:
1. Division B purchases products from various sources, including from other divisions in SSA
group, for subsequent resale to customers.
2. The management of Division B has requested two alternative quotations from Division A in
respect of the year ended 31 December 2010 as follows:
Quotation 1 – Purchase of 10,000 ankle supports.
Quotation 2 – Purchase of 18,000 ankle supports.
The management of the SSA Group has decided that a minimum of 50,000 ankle supports must
be reserved for customers in Nearland in order to ensure that customer demand can be satisfied
and the product’s competitive position is maintained in the Nearland market.
The management of the SSA Group is willing, if necessary, to reduce the budgeted sales
quantities of other types of joint support in order to satisfy the requirements of Division B for
ankle supports. They wish, however, to minimize the loss of contribution to the Group.
The management of Division B is aware of another joint support product, which is produced in
Distantland, that competes with the Division A version of the ankle support and which could be
purchased at a local currency price that is equivalent to Rs9 per support. SSA Group policy is
that all divisions are allowed autonomy to set transfer prices and purchase from whatever
sources they choose. The management of Division A intends to use market price less 30% as the
basis for each of quotations 1 and 2.
Required:
(a) (i) The management of the SSA Group have asked you to advise them regarding the
appropriateness of the decision by the management of Division A to use an adjusted market
price as the basis for the preparation of each quotation and the implications of the likely
sourcing decision by the management of Division B.
Your answer should cite relevant quantitative data and incorporate your recommendation of
the prices that should be quoted by Division A for the ankle supports in respect of quotations
1 and 2, that will ensure that the profitability of SSA Group as a whole is not adversely
affected by the decision of the management of Division B.
(ii) Advise the management of Divisions A and B regarding the basis of transfer pricing
which should be employed in order to ensure that the profit of the SSA Group is maximized.
(b) After considerable internal discussion concerning Quotation 2 by the management of SSA
Group, Division A is not prepared to supply 18,000 ankle supports to Division B at any price
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lower than 30% below market price. All profits in Distantland are subject to taxation at a rate of
20%. Division A pays tax in Nearland at a rate of 40% on all profits.
Advise the management of SSA Group whether the management of Division B should be
directed to purchase the ankle supports from Division A, or to purchase a similar product
from a local supplier in Distantland. Supporting calculations should be provided.

Answer:(a) (i) As regards Quotation 1 in respect of the year ending 31 December 2010, the management
of Division B would purchase ankle supports from a local supplier in order to increase the
profitability of Division B. An internal transfer price from Division A of Rs10.50 (Rs15 less 30%)
would appear unattractive in comparison with a locally available price of Rs9. The management
of Division B is encouraged to seek the maximization of reported profit as its key objective.
Division A has spare production capacity of 10,000 units (Maximum available = 160,000 units
and the 2010 budget total demand is 150,000 units). Division A could, therefore, supply 10,000
units of ankle supports at its marginal cost of Rs7 per unit (Rs350, 000/50,000) i.e. at a total cost
of Rs70, 000. However the external supplier would charge Rs9 per unit, giving a total price of
Rs90, 000 for the 10,000 units.
In order to have decisions leading to the maximization of SSA group profit, Division A should,
therefore, quote its marginal cost of Rs7 per unit for each of the 10,000 units required by
Division B.
SSA Group profit will then increase by (Rs9 – Rs7) x 10,000 = Rs20, 000.
As regards Quotation 2 in respect of the year ending 31 December 2010, the management of
Division B would again purchase from a local supplier in order to increase the reported
profitability of the division if Division A quotes a transfer price of Rs10·50 (Rs15 less 30%).
Division A could potentially have supplied 18,000 ankle supports by using (i) spare capacity for
10,000 units and (ii) switching 8,000 units of production from sales of the type of support that earns
the lowest contribution per unit.
The 10,000 units of spare capacity can be supplied at marginal cost of Rs7 per unit as in
Quotation 1.
The additional 8,000 units would have to be diverted from the type of existing support that earns
the lowest contribution per unit. The situation is as follows:

54
Product

Knee Support

Ankle Support

Elbow Support

Wrist Support

Selling price per unit (Rs)

24

15

18

9

Variable cost per unit (Rs)

10

7

8

4

Contribution per unit (Rs)

14

8

10

5

Division A should offer to transfer the additional 8,000 ankle supports by diverting production from
the least profitable type of support. The wrist support earns the lowest contribution per unit (Rs5).
Hence Division A should offer to transfer the additional 8,000 ankle supports at marginal cost +
contribution foregone = Rs7 + Rs5 = Rs12.
In this case, Division B would reject the offer and would buy externally at Rs9 per unit. This
would ensure that SSA Group profit is not adversely affected by any transfer decision.
(ii) The management of the SSA Group needs to ensure that the management of all divisions
takes into consideration all internal and external information relevant to divisional and, much
more importantly, group circumstances.
As a starting point, the basic principle which underpins transfer pricing is that transfer prices
should be set at a level which covers the marginal costs plus any opportunity cost to the SSA
Group. If the basic principle is applied correctly then any subsequent decision made regarding
whether to make internal transfers or external sales of products or internal purchases as
opposed to external sourcing of products should lead to the most profitable outcome from the
standpoint of the group as a whole.
What is best for the SSA Group as a whole is dependent upon the capacity utilization of its
divisions. In this example everything depends on the capacity utilization of Division A.
What is of vital importance is that the marginal revenues and marginal costs of the SSA Group
are known, understood and applied by management?
(b) (i) If Division B buys from a local supplier the financial implications for the SSA group are as
follows:
Division A sales:
60,000 wrist supports at a contribution of Rs5 per unit
Taxation at 40%
After tax benefit of sales

Rs
300,000
120,000
180,000

Division B purchases:
18,000 ankle supports at a cost of Rs9 per unit

162,000
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Taxation benefit at 20%

32,400

After tax cost of purchases 129,600
Net benefit to SSA Group = Rs180, 000 – Rs129, 600

Rs50, 400

If Division B buys internally from Division A the financial implications for SSA group are as
follows:
Division A sales:

Rs

External:
52,000 wrist supports at a contribution of Rs5

per unit

260,000

18,000 ankle supports to Division B at a contribution of
(Rs15 x 70%) – Rs7 = Rs3.5 per unit

63,000
323,000

Taxation at 40%
After tax benefit of sales

129,200
193,800

Division B purchases:
18,000 ankle supports at cost of Rs10·50 per unit
Taxation benefit at 20%
After tax cost of purchases
Net benefit to SSA Group

189,000
37,800
151,200
Rs42, 600

The SSA group will be Rs50, 400 – Rs42, 600 = Rs7, 800 worse off if Division B purchases the
ankle supports from Division
A, as opposed to purchasing an equivalent product from a local supplier
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Question:Cundy Aquatic Pursuits (CAP) was founded in 1978 by its managing director, Jody Cundy. CAP
owns and operates a chain of Aqua Parks in the country of Lizland. Each Aqua Park has a number
of large indoor and outdoor swimming pools together with a range of attractions such as waterslides, toboggan runs and surfing rides.
Jody Cundy firmly believes that growth in the number of Aqua Parks is the key to success for
CAP, and therefore CAP pursued organic growth which has been financed from retained profits
and public share issues. At present, Jody Cundy owns 55% of the ordinary share capital of CAP.
Jody has stated on many occasions that ‘I always want to control this business’.
The following information is available:
Year ended 30 November

2006

2007

2008

2009

Revenue (Rs m)

330

320

308

280

Operating costs

270

264

256

240

Profit before tax (Rs m)

60

56

52

40

Number of Aqua Parks

56

58

60

62

Summary Income Statement for year ended 30 November 2009
Rs m
Revenue

280

Operating costs

240

Profit before tax

40

Taxation

(10)

Profit after tax

30

Summary Statement of Financial Position at 30 November 2009
Rs m
Non-current assets

220

Net current assets

30
250

9% Redeemable preference shares (2010)

(100)

57
150
Financed by:

Rs m

Ordinary shares Rs1

28

Retained profits

122
150

Other information:
(1) Jody Cundy considers that it is becoming more and more difficult to earn profits in Lizland
and is considering a proposal to expand operations into the country of Robland. CAP would begin
construction of forty new Aqua Parks within Robland, on 1 December 2009. Each Aqua Park will
require a capital outlay of Rs3 million.
(2) Robland is a country which is 3,200 kilometres from Lizland. A market research study
commissioned by Jody Cundy indicated ‘reasonable’ future prospects for Robland. During recent
years Robland has experienced some significant variations in its currency, the ‘Rob’.
(3) CAP’s price earnings ratio at the end of 2009 was 10 compared to an industry average of 12.
(4) Dividends were paid during the year ended 30 November 2009 as follows:
Rs m
Preference
Ordinary

9
14

(5) Net current assets at 30 November 2009 were as follows:
Rs m
Inventories

30

Trade and other receivables

5

Bank

10

Trade and other payables

(15)
30

(6) No provision has been made for redemption of the preference shares which are redeemable
at a premium of 10% on 30 November 2010.
(7) Revenue during the year ended 30 November 2005 amounted to Rs325 million.
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Required:
(a) Evaluate the financial performance of CAP.
(b) Discuss the principal financial, economic and social considerations that should be
considered by Jody Cundy prior to a decision to proceed with the proposed expansion into
Robland.

Answer:(a) From the information available it would appear that the business of CAP has been in decline
for at least the last three years. Turnover has fallen during each of the last three years and profit
levels have also fallen during the same period of time. Relevant performance measures are as
follows:
2006
% growth/ (reduction) in Turnover

1.5

Operating costs as a % of Turnover

81.9

Net profit margin (%)
Turnover per Aqua Park (Rs m)
Dividends cover

18.2
5.893

2007
(3.0)
82.5
17.5
5.517

2008
(3.8)
83.1
16.9
5.133

2009
(9.1)
85.7
14.3
4.516
1.5

It is noticeable that the net profit percentage has fallen from 18·2% in 2006 to 14·3% in 2009 and
that turnover per Aqua Park has been reducing on a year by year basis.
Operating costs have also fallen during each of the last three years. The fact that turnover has
declined at a faster rate than operating costs may be indicative of the fact that a significant
proportion of operating costs are in the nature of fixed costs. A detailed analysis of operating
costs would be most valuable given the decline in profitability during recent years.
In addition, dividend cover at 1.5 (21m/14m) is currently very low. If profits continue to fall,
then it will not be possible to maintain the current level of dividend. Indeed, the recent trend in
profitability raises the question as to how the proposed expansion into Robland is going to be
financed.
The liquidity position of CAP is also a cause for concern since there is only a small balance at the
bank insufficient to meet the trade and other payables owing by CAP at 30 November 2009.
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The relatively low P/E ratio may be attributable to a market perception of low future growth and
concerns regarding the company’s future well-being due to the Rs110m (Rs100m + Rs10m premium)
repayment of redeemable preference shares in 2010.
(b) Financial considerations:
Before consideration is given as to how the proposed expansion into Robland would be financed,
CAP will have to raise Rs110m in order to redeem the preference shares currently in issue. The
proposed expansion into Robland will require a further Rs120m (40 x Rs3m), therefore a total
of Rs230 million of additional finance would be required.
The raising of equity finance does not appear to be a feasible solution because of Jody Cundy’s
desire to control the business.
Jody currently owns 55% of the ordinary share capital. Any significant public issue of shares
might dilute his shareholding to below 50%, a situation which would obviously be unacceptable
to him as he has stated on many occasions he always wants ‘to control this business’.
Furthermore, the very poor dividend cover together with the relatively low price earnings ratio
would suggest that it is not a good time for CAP to consider a public flotation.
The raising of debt finance might well prove more attractive. However, this would require the
directors of CAP to convince potential lenders that the reduction in profitability during recent
years will cease. The gearing level is not too high and there appears to be adequate security
(non-current assets Rs220m, net current assets Rs30m) that could be offered to potential lenders
as security for debt finance.
The potential exit from Robland would be easier if an autonomous operating subsidiary was to
be created as this would facilitate the future sale of the business in Robland.
Economic considerations:
The potential demand within Robland will be linked to the local economy. In this regard it is of
paramount importance that CAP gives most careful consideration to the reliability of the market
research study commissioned by Jody Cundy. The accuracy of information about market size,
the extent of competition, likely future trends etc is of crucial importance.
The potential instability of the currency within Robland assumes critical significance because
profit repatriation can be difficult in situations where those profits are made in an unstable
currency such as the Rob, or one that is likely to depreciate against the home currency, thereby
precipitating sizeable losses on exchange. Any currency restrictions in Robland need to be given
careful consideration.
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The attitude of the government of Robland to incoming organisations must be assessed very
carefully and all local legislation should be given careful consideration. It might be the case that
legislation in Robland favour comparable local Aqua Parks already in operation.
Social considerations:
CAP operates in the leisure sector and therefore the disposable income of inhabitants of Robland
assumes critical significance because people spend their income on ‘essentials’ as opposed to
‘would like to have’ goods and/or services.
Correct decisions regarding the location of the aqua-parks in Robland would be vital to the
success of the proposed expansion. In making this decision CAP would be aided by the findings
of the market research study which should contain information regarding the geographical and
age distributions of the population within Robland.
However, there is nothing to suggest that CAP has any expertise in site appraisal and selection.
Furthermore, Robland is situated a long way from Lizland and therefore CAP should engage the
services of an established consultancy in Robland to provide advice regarding the location and
exterior design of each of its aqua-parks.
CAP will need to consider other issues such as the availability of suitably qualified staff and wage
rates payable in Robland.
CAP should also consider lifestyles, attitudes and customs within Robland which all influence
the design and facilities of the aqua-parks.

Question:Franchising For You Ltd (F4U) markets a range of franchises which it makes available to its
customers, the franchisees. F4U supplies the franchisee with information of the mode of
operation, detailed operation schedules and back-up advice (by telephone, internet) and
undertakes national advertising. Each franchisee must arrange for its own premises, equipment
and undertake local marketing.
F4U is considering the introduction of a Dance and Drama franchise which would have an
expected life of six years. From this project, the only income F4U will receive from franchisees
comes from the initial franchise fee.
The following estimates have been made relating to the cash outflows and inflows for F4U in
order that F4U can evaluate the financial viability of the Dance and Drama franchise proposal:
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1. Initial investment of Rs6m. This will include a substantial element relating to the ‘intellectual
capital’ requirement of the proposal.
2. Development/improvement costs of Rs1m per year at the end of each of years two and three.
3. 300 franchises will be sold each year at a fee of Rs20,000 per franchisee.
4. Variable costs, payable in full on the issue of each franchise, are estimated at Rs6,000 per
franchise.
5. Directly attributable fixed costs of Rs0·6m per year in each of years one to six. No further
fixed costs will be payable by F4U after this period.
6. Corporation tax at the rate of 30%, payable in the year in which cash flow occurs. Tax
allowances are not available on the initial investment or development/improvement costs
payable by F4U.
7. All cash flows are stated in current prices and with the exception of the initial investment will
occur at the end of each year.
8. The money cost of capital is 15·44%. Annual inflation during the period is estimated at 4%.
Required:
(a) Calculate the net present value (NPV) of the Dance and Drama franchise proposal and
recommend whether it should be undertaken by F4U.
(b) Discuss the elements to be considered as ‘intellectual capital’ and issues associated with
its valuation for inclusion in the initial investment of Rs6m.
(c) Discuss ways in which reliance solely on financial performance measures can detract from
the effectiveness of the performance management system within an organisation.
F4U has identified key variables as follows:
1. The number of franchises taken up each year. It is estimated that a flexible pricing policy will
result in the following outcomes:

Fee per franchise
Rs

Number of franchises
sold each year

22,000

270

20,000

300

62
18,000

355

2. The variable cost per franchise may be Rs7, 000, Rs6, 000 or Rs5, 000.
The NINE possible outcomes of a spreadsheet model used in calculating the NPV and
incorporating the variables 1 and 2 above, have been identified as follows:
Payoff Matrix: NPV values
Fee per franchise (Rs000)
18

20

22

Variable cost

5

4,348,226

4,007,630

4,274,183

Per franchise

6

3,296,822

3,119,120

3,474,524

2,245,419

2,230,610

2,674,865

(Rs000)

7

Required:
(d) State the franchise fee pricing strategy (Rs per franchise) which will result from the
operation of each of the following decision rules:
(i) Maximax;
(ii) Maximin;
(iii) Minimax regret.
Your answer should explain the basis of operation of each of the three decision rules.

Answer:(a) Contribution per franchise = sales revenue – variable cost
= Rs20, 000 – Rs6, 000
= Rs14, 000
Net operating cash flow each year before taxation = (Rs14, 000 x 300) – Rs600, 000 = Rs3, 600,000
Net operating cash flow each year after taxation = Rs3, 600,000 x 70% = Rs2, 520,000
Net present value (NPV) at a discount rate of 11%
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Net operating cash flow – initial investment – development costs
= (2,520,000 x 4.231) – (6,000,000) – (1,000,000 x 0.812) – (1,000,000 x 0.731)
= Rs3, 119,120
The positive NPV indicates that the proposal should be undertaken.
Note: A real discount rate of 11% has been used. It has been calculated as follows:
(1 + money cost of capital)/ (1 + rate of inflation) – 1
= (1 + 0.1544)/ (1 + 0.04) – 1
= 0.11 or 11%
(b) There are barriers to the creation and revision of a performance measurement system. Key
drivers are not easily measured.
This applies specifically to the issue of intellectual capital.
Intellectual capital will include assets such as employee know-how, skills and creativity. Such
assets cannot be measured using traditional financial measures. It is necessary to identify and
value a number of alternative measures such as years of experience or service of key employees,
or the proportion of employees generating new ideas for the development of the business.
The rise of intellectual capital statements has been driven by the decreasing information
relevance of aspects of traditional financial statements. There is a role for accountants (in
particular management accountants) in classifying the intellectual (and intangible) assets in the
organisation.
In F4U the development of new franchises will rely heavily on the intellectual capital input. This
will require the ongoing development of existing employee knowledge and expertise and the
recruitment of new expertise/knowledge as required by the trend in the franchise range.
There will be specific costs incurred in the retention and development of existing staff expertise
and in the acquisition of new staff/expertise and its development within the ethos of F4U.
(c) A Performance Measurement system (PMS) must be comprehensive for the following
reasons:
-

Financial is only one dimension of value – as such it is inadequate in evaluating strategic
performance of an organisation in its entirety.
Financial measures are traditionally backward looking – in today’s volatile markets, a
poor predictor of future performance.
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-

Financial measures take no account of the intangible value drivers – especially
important in knowledge intensive companies.
Fixation with bottom line profit pushes for short-term decisions to boost earnings
streams in short term.
Alternative perspectives are needed to satisfy demands of providing a sustainable
competitive environment.

The effectiveness of a PMS based solely on financial performance may be reduced due to key
drivers not being easily measured such as, for example, the degree of innovation required for
new franchises.
Also, there may be conflict between the PMS with the culture of an organisation. The culture will
probably focus on innovation in franchise development. This will not be enhanced by a solely
financial based PMS. It is important that a culture is developed which recognises and rewards
the contribution of employees to achieving corporate goals and strategy fulfillment.
It is important to focus on sustaining competitive advantage through superior strategic
management in all aspects of franchise development and implementation. There is a need for
better business intelligence capability from both within the organisation and from external
sources, in the assessment of likely demand for new franchise areas and how best to satisfy such
demand. In this regard there is need for non-financial performance measures in order to
enhance the effectiveness of the PMS.
(d) The maximax rule looks for the largest possible outcome. In this case F4U will choose a fee
per franchise of Rs18, 000 where there is a possibility of an NPV of Rs4, 348,226. This may be
seen as risk seeking since F4U has not been put off by the possibility of a lower NPV than if a
Rs22, 000 fee is charged and variable costs are Rs6, 000 or Rs7, 000.
The maximin rule looks for the fee per franchise which will maximise the minimum possible
NPV. Hence maximin is a risk adverse strategy. In this case F4U will choose a fee per franchise
of Rs22, 000 where the lowest NPV is Rs2, 674,865. This is better than the lowest figures
applying where franchise fees of Rs18, 000 or Rs20, 000 apply.
The minimax regret rule requires the choice of the fee per franchise which will minimize the
regret from making the wrong decision. Regret in this context is the opportunity lost through
making the wrong decision. Using the calculation from the payoff matrix given in the question, a
regret matrix may be created as follows:
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Regret matrix
Fee per franchise (Rs000)
Rs18
Variable cost

5

Per franchise

6

(Rs000)

7

Maximum regret

0

Rs20

Rs22

340,596

74,043

177,702

355,404

0

429,446

444,255

0

429,446

444,255

74,043

This shows that the minimax regret rule leads to the choice of a fee per franchise of Rs22, 000.
This minimizes the regret to an amount of Rs74, 043.

Question:The There 4 U Company (T4UC) commenced trading on 1 January 2006. It was founded by Ken
Matthews, who is the managing director of T4UC.
The initial aim of T4UC was to provide ‘good quality’ repairs and servicing to customers with
domestic central heating systems and domestic ‘white goods’ (white goods are items such as
washing machines, tumble dryers, dishwashers, refrigerators and freezers).
T4UC provides contract services on an annual basis to individual customers who require insurance
covering the repair and servicing of their central heating systems and domestic white goods. T4UC
charge an annual contract fee and undertake all client repair and servicing requirements without
further charge.
Ken, who has a very strong background in sales and marketing, recruited engineers who came
from a variety of engineering backgrounds.
Initial growth was prolific with Ken being very successful in establishing a good sized customer
base within the first two years of the business. Ken believes that staff utilization is the key driver
of profitability within T4UC.
T4UC set up a website where clients could access product manuals and other diagnostic data as
well as being able to book an appointment with a service engineer.
The following data is available:

66
Year

2006

2007

2008

Number of contracted clients

13,000

15,000

14,800

Number of visits to contracted clients

23,400

30,000

32,000

200

100

5

Number of telephone calls for product support received

52,500

62,000

59,500

Number of telephone calls for product support answered

52,000

60,000

58,000

Number of product support issues resolved by telephone

46,800

51,000

46,400

Number of clients gained via recommendation

At the end of 2008 Ken became anxious regarding the fact that the growth in the customer base
had stopped and that a number of clients had chosen not to renew their contracts with T4UC. In
view of these facts, Ken undertook an extensive survey of the customers who had entered into
contracts with T4UC since it commenced trading.
Ken received the following comments which were representative of all other comments that he
received.
‘T4UC ought to adopt a ‘right first time’ mentality.’
‘I booked an engineer for last Monday who never arrived but two engineers turned up on
Tuesday!’
‘You send me a different engineer each time to inspect my central heating system. Some are here
for an hour and yet others are here for the whole day and some of those even have to come back
the next day.’
‘Your people never seem to have the required parts with them and have to come back the next
day!’
‘An engineer arrived at my home to repair my washing machine but the required parts which
were shipped to my home direct from the manufacturer arrived three days later! I’ve heard that
‘Appliances R Us’ is the best organisation in your service sector and that they provide a much
more efficient service than T4UC and unlike T4UC is always contactable on a twenty-four hours
basis during every day of the year! When I have tried to contact you on Saturdays and Sundays
I have often given up out of sheer frustration!’
Ken also obtained the following data from the ‘Centre for Inter-Firm Comparison’.
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T4UC
Customer satisfaction rating (%)

Appliances R Us

Industry average

65

92

75

8

1

4

Cost per client per visit (Rs)

150

75

100

Client to staff ratio

250:1

200:1

225:1

Remedial visits (%) of client visits

Ken undertook further investigations which revealed remedial visits were frequently due to
staff servicing appliances with which they were not completely familiar.
Required:
(a) Describe the Six-Sigma methodology for the improvement of an existing process.
(b) Explain how the above-mentioned problems at T4UC could be analyzed and addressed
using the Six Sigma methodology. Your answer should include suggestions regarding
additional activities that should be undertaken in order to improve the performance of
T4UC.

Answer:
(a) The Six Sigma approach to making improvements in existing processes involves a five stage
process represented by the acronym DMAIC. The five stages are as follows:
Define an opportunity
A problem with quality is identified and then a problem statement is prepared. This statement
will describe the nature of the problem, which must be defined in specific, quantifiable terms.
A ‘mission statement’ is then prepared. This is a statement of what will be done in order to
address the problem. Like the problem statement the mission statement should also be
expressed in specific quantifiable terms using the same units of measurement that are used in
the problem statement.
A project team is set up and given the required resources in order to address the problem and
make an improvement. The team should comprise personnel from each of the areas within the
organisation that will be affected by the Six Sigma project.
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Measure performance
At this stage in the project, the project team should undertake a preliminary analysis in order to
measure how the process is working and obtain data that can be analyzed in order to identify
what seems to be causing the problem. Where there are a number of factors causing the problem
the project team should focus their attention on what appear to be the main causes of the quality
problem.
Analyse the opportunity
At this stage the project team will investigate the preliminary concerns about what might be
causing the quality problem in greater detail. The project team will test different theories in an
attempt to discover the main cause (or causes) of the problem. Each theory is then tested in
order to establish whether it might be correct. Theories are rejected when it is decided that they
cannot be correct.
The ‘root’ cause (or causes) of the problem is identified when all of the theories has been
completed.
Improve performance
The cause (or causes) of the problem will be removed as a consequence of re-designing the
process that is causing the problem. Alternative methods of improving the process should be
evaluated in order to determine which will be the most effective method to achieve the ‘mission
statement’ for the project. The chosen improvement is then designed in detail and implemented
after being tested to prove its effectiveness.
Control performance
New controls are designed and implemented to prevent the re-occurrence of the problem and to
make sure that the improvements to the process are sustained. Controls will include regular
measurements of output from the process, and a comparison of actual performance with
targeted performance. The controls should be audited periodically in order to confirm their
effectiveness.
(b) The DMAIC framework can be applied to T4UC as follows:
1. Define
The apparent problems are:
i.
ii.
iii.
iv.

A decrease in the number of contracted clients
An increase in the number of visits per clients
Very few clients being gained via recommendation
An increasing number of unanswered telephone calls for product support
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v.
vi.

A lower percentage of issues resolved by telephone
A lower customer satisfaction rating than the industry average and much lower than
that of Appliances R Us.

2. Measure
The primary source of information available to measure the issues is the customer survey
undertaken by Ken which could then be added to by other information. Other measures which
could be undertaken include:
-

Measuring the response times of T4UC staff to telephone calls made by clients
Measuring the reliability of the website, e.g. Downtime, establishment of appointments
Identification of the reasons why service engineers failed to arrive at customers’
premises
Identification of the reasons why service engineers don’t have appropriate spare parts
available.

Other measures which could be undertaken include:
-

Measuring the rate of problem resolution via telephone
Measuring the incidence of remedial visits to clients

3. Analyse
Analysis should assist in providing an explanation for the following problems:
-

Why is it difficult to contact T4UC at weekends?
Why are remedial visits necessary?
Why are there significant variations in the time taken by different service engineers to
service central heating systems?

4. Improve
Suggesting solutions to the problems identified measured and analyzed

Issues:

Remedy:

Remedial visits

Staff training
Specialization of staff in certain products i.e. central heating
systems
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Problem resolution by telephone Staff training to increase the knowledge levels of those staff
who receive telephone calls on behalf of T4UC
Weekend access

Staff contactability at weekends

Availability of parts

Stock management of delivery vehicles

The project team within T4UC should analyse each possible solution paying particular attention
to the costs and benefits that would result from their selection.
5. Control
The Final phase would involve further monitoring of the relevant problem variables, in
particular the number of clients, client recommendations, weekend accessibility, staff training,
stock availability, and finally overall customer satisfaction with a view to exceeding the industry
average as soon as possible and aspiring to similar results achieved by Appliances R Us.

Question:Punjab Rice processes and sells brown rice. It buys unprocessed rice seeds and then, using a
relatively simple process, removes the outer husk of the rice to produce the brown rice. This
means that there is substantial loss of weight in the process. The market for the purchase of
seeds and the sales of brown rice has been, and is expected to be, stable. Punjab Rice uses a
variance analysis system to monitor its performance.
There has been some concern about the interpretation of the variances that have been calculated in
month 1.
1) The purchasing manager is adamant, despite criticism from the production director, that
he has purchased wisely and saved the company thousands of dollars in purchase costs
by buying the required quantity of cheaper seeds from a new supplier.
2) The production director is upset at being criticized for increasing the wage rates for
month 1; he feels the decision was the right one, considering all the implications of the
increase. Morale was poor and he felt he had to do something about it.
3) The maintenance manager feels that saving Rs 8,000 on fixed overhead has helped the
profitability of the business. He argues that the machines’ annual maintenance can wait
for another month without a problem as the machines have been running well.
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The variances for month 1 are as follows:
Rs
Material price
Material usage
Labour rate
Labour efficiency
Labour idle time
Variable overhead expenditure
Variable overhead efficiency
Fixed overhead expenditure
Sales price
Sales volume
Fav = Favourable, Adv = Adverse
Punjab Rice uses labour hours to absorb the

48,000 (Fav)
52,000 (Adv)
15,000 (Adv)
18,000 (Fav)
12,000 (Fav)
18,000 (Adv)
30,000 (Fav)
8,000 (Fav)
85,000 (Adv)
21,000 (Adv)

variable overhead.

Required:
(a) Comment on the performance of the purchasing manager, the production director and the
maintenance manager using the variances and other information above and reach a conclusion
as to whether or not they have each performed well.
In month 2 the following data applies:
Standard costs for 1 tonne of brown rice
-

-

1·4 tonnes of rice seeds are needed at a cost of Rs 60 per tonne
It takes 2 labour hours of work to produce 1 tonne of brown rice and labour is normally paid
Rs 18 per hour. Idle time is expected to be 10% of hours paid; this is not reflected in the rate
of Rs 18 above.
2 hours of variable overhead at a cost of Rs 30 per hour
The standard selling price is Rs 240 per tonne
The standard contribution per tonne is Rs 56 per tonne

Budget information for month 2 is
-

Fixed costs were budgeted at Rs 210,000 for the month
Budgeted production and sales were 8,400 tonnes

The actual results for month 2 were as follows:
Actual production and sales were 8,000 tonnes
-

12,000 tonnes of rice seeds were bought and used, costing Rs 660,000
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-

15,800 labour hours were paid for, costing Rs 303,360
15,000 labour hours were worked
Variable production overhead cost Rs 480,000
Fixed costs were Rs 200,000
Sales revenue achieved was Rs 1,800,000

Required:
(b) Calculate the variances for month 2 in as much detail as the information allows and reconcile
the budget profit to the actual profit using marginal costing principles. You are not required to
comment on the performance of the business or its managers for their performance in month 2.

Answer:Punjab Rice
a) When assessing variances it is important to consider the whole picture and the
interrelationships that exist. In Chaff there appears to be doubt about the wisdom of some
of the decisions that have been made. Favourable variances have been applauded and
adverse variances criticized and the managers in charge dispute the challenge to their
actions.
Purchasing Manager: The purchasing manager has clearly bought a cheaper product,
saving Rs 48,000. The cause of this is not specified and it could be due to good buying or
negotiation, reductions in quality or changes in overall market conditions. We are told
the market for buying seeds is stable, so there is more likely to be an internal reason for
the problem. The material usage variance is significantly adverse, indicating much more
waste than is normal has occurred in month 1. This suggests that the quality of the seed
bought was poor and as a result a Rs 52,000 excess loss has occurred. It is possible that
the waste was caused by the labour force working poorly or too quickly and this has to
be considered.
The sales price achieved is also well down on standard with the sales price variance showing
an Rs 85,000 loss of revenue and (therefore) profit. We are told that the market for sales of
brown rice is stable and so it is reasonable to presume that the fall in sales price achieved is
as a result of internal quality issues rather than general price falls. The purchasing manager
of the only ingredient may well be responsible for this fall in quality. This may have also
led to a fall in the volume of sales, another Rs 21,000 of adverse variance.
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In conclusion the purchasing manager appears mainly responsible for a loss of Rs 110,000*
taking the four variances above together.
* (Rs 85,000 + Rs 52,000 + Rs 21,000 – Rs 48,000)
Production director: The production director has increased wage rates and this has cost
an extra Rs 15,000 in month 1. However one could argue that this wage increase has had
a motivational effect on the labour force. The labour efficiency variance is Rs 18,000
favourable; and so it is possible that a wage rise has encouraged the labour force to work
harder. Academic evidence suggests that this effect might only be temporary as workers
get used to the new level of wages.
Equally the amount of idle time has reduced considerably, with a favourable variance of
Rs 12,000 resulting. Again it is possible that the better motivated labour force has been
more willing to work than before. Idle time can have many causes, including, material
shortages or machine breakdowns. However, we are told the machines are running well
and the buyer has bought enough rice seeds.
In conclusion the increase in the wage rate did cost more money but it may have
improved morale and enhanced productivity. The total of the three variances above is Rs
15,000* Fav. *(Rs 18,000 + Rs 12,000 – Rs 15,000)
Maintenance manager: The maintenance manager has decided to delay the annual
maintenance of the machines and this has saved Rs 8,000. This will increase profits in the
short term but could have disastrous consequences later. In this case only time will tell. If
the machines breakdown before the next maintenance then lost production and sales could
result.
The maintenance manager has only delayed the spend and not prevented it altogether. A
saving of Rs 8,000 as suggested by the variance has not been made. It is also possible that
the adverse variable overhead expenditure variance has been at least partly caused by
poor machine maintenance.
The variance calculated is not the saving made as it represents a timing difference only.
The calculation also ignores the risks involved.
b) The standard contribution is given, but could be calculated as follows (not required by
the question but shown as a proof):
Rs
Rs
Sales price
240
Less:
Rice seed (1·4 Tonnes x Rs 60/tonne)
84
Labour (2 hours x Rs 20/hr)
40
Variable overhead (2 hours x Rs 30/hr) 60
––––
Marginal costs of production
184
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––––
Standard contribution
56
––––
The standard labour charge needs to be adjusted to reflect the cost to the business of the
idle time. It is possible to adjust the time spent per unit or the rate per hour. In both cases
the adjustment would be to multiply by 10/9 – a 10% adjustment. In the case above the
rate per hour has been adjusted to Rs 18 x 10/9 = Rs 20/hr. (Both approaches would gain
full marks.)
In order to reconcile the budget profit to the actual profit, both these profits need to be
calculated and an operating statement prepared.
Budget profit statement for month 2
Rs
Sales (8400u x Rs 240/u)
Less:
Rice seed (1.4 tonnes x Rs 60/tonne x 8,400 tonnes)
Labour (2 hours x Rs 20/hr x 8,400 tonnes)
Variable overhead (2 hours x Rs 30/hr x 8,400 tonnes)
Marginal costs of production
Contribution
Less Fixed costs
Budget profit

Rs
2,016,000

705,600
336,000
504,000
1,545,600
470,400
210,000
260,400

Actual profit for month 2
Rs
Sales
Less:
Rice seed
Labour
Variable overhead
Marginal costs of production
Contribution
Less Fixed costs
Actual profit

Rs
1,800,000

660,000
303,360
480,000
1,443,360
356,640
200,000
156,640

Operating statement for month 2
Budget contribution
Variances:
Sales price
Sales volume

Rs

Rs

Adverse
120,000
22,400

Favourable

Rs
470,400

75
142,400
328,000
Material price
Material usage
Labour rate
Labour efficiency
Idle time
Variable overhead efficiency
Variable overhead expenditure

60,000
48,000
18,960
20,000
15,600
30,000
30,000
96,960

Actual contribution
Budget fixed cost
Less: Fixed cost expenditure variance
Actual fixed cost
Actual profit

125,600

28,640
356,640

210,000
10,000
200,000
156,640

Workings for the variances in month 2
1. Sales price: (225 – 240)8,000 = 120,000 Adv
2. Sales volume: (8,000 – 8,400)56 = 22,400 Adv


 60 12,000 = 60,000 Fav


 12, 000
 660, 000

3. Material price: 



4. Material usage: (12,000 – 11,200*) 60 = 48,000 Adv
*(8,000 x 1.4 = 11,200)
5. Labour rate: (19.20 – 18)15,800 = 18,960 Adv
6. Labour efficiency: (15,000 – 16,000)20 = 20,000 Fav
7. Idle time: (800 – 1,580*) 20 = 15,600 Fav
*10% of 15,800


 30 15,000 = 30,000 Adv


 15, 000

 480, 000

8. Variable overhead expenditure: 



9. Variable overhead efficiency variance: (15,000 – 16,000)30 = 30,000 Fav

Alternative calculations if standard hours adjusted for expected idle time and not the rate.
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Standard cost (2 hours x 10/9) x Rs 18 = Rs 40 per tonne
Or 2.222 hours x Rs 18 = Rs 40 per tonne
Rate variance as above = 18,960 Adv
Idle time: (800 – 1,580)18 = 14,040 Fav
Efficiency variance: (15,000 – 16,197·77777*) 18 = 21,560 Fav
* (standard time allowed less standard idle time)
Standard time is 8,000 tonnes x 2·222 hours = 17,777·777 hours
Standard idle time is 10% of 15,800 = 1,580 hours
Therefore expected working hours is 17,777·777 – 1,580 = 16,197·777 hours
(Note – there are many alternative methods of dealing with this issue, any reasonable attempt
was accepted.)

Question:Hamza Co (HC) manufactures and sells pool cues and snooker cues. The cues both use the same
type of good quality wood (ash) which can be difficult to source in sufficient quantity. The supply
of ash is restricted to 5,400 kg per period. Ash costs Rs 40 per kg.
The cues are made by skilled craftsmen (highly skilled labour) who are well known for their
workmanship. The skilled craftsmen take years to train and are difficult to recruit. HC’s
craftsmen are generally only able to work for 12,000 hours in a period. The craftsmen are paid
Rs 18 per hour.
HC sells the cues to a large market. Demand for the cues is strong, and in any period, up to 15,000
pool cues and 12,000 snooker cues could be sold. The selling price for pool cues is Rs 41 and the
selling price for snooker cues is Rs 69.
Manufacturing details for the two products are as follows:
Pool cues
Craftsmen time per cue

0·5 hours

Ash per cue

270 g

Snooker cues
0·75 hours
270 g
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Other variable costs per cue

Rs 1·20

Rs 4·70

HC does not keep inventory.
Required:
(a) Calculate the contribution earned from each cue.
(b) Determine the optimal production plan for a typical period assuming that HC is seeking to
maximise the contribution earned. You should use a linear programming graph (using the graph
paper provided), identify the feasible region and the optimal point and accurately calculate the
maximum contribution that could be earned using whichever equations you need.
Some of the craftsmen have offered to work overtime, provided that they are paid double time for
the extra hours over the contracted 12,000 hours. HC has estimated that up to 1,200 hours per
period could be gained in this way.
Required:
(c) Explain the meaning of a shadow price (dual price) and calculate the shadow price of both
the labour (craftsmen) and the materials (ash).
(d) Advise HC whether to accept the craftsmen’s’ initial offer of working overtime, discussing
the rate of pay requested, the quantity of hours and one other factor that HC should consider.

Answer:Hamza Co
a) Contribution per cue

Selling price
Material cost at Rs 40/kg
Craftsmen cost at Rs 18/hr
Other Variable cost
Contribution per cue

Pool cue
Rs
41.00
(10.80)
(9.00)
(1.20)
20.00

Snooker cue
Rs
69.00
(10.80)
(13.50)
(4.70)
40.00

b) Formulation of the linear programming problem
Variables
Let P and S be the number of pool and snooker cues made and sold in any three month
period.
Let C represent the contribution earned in any three month period
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Constraints:
Craftsmen:
0.5P + 0.75S ≤ 12,000
Ash:
0.27P + 0.27S ≤ 5,400
Demand levels – Pool cues
P ≤ 15,000
– Snooker cues
S ≤ 12,000
Non negativity:
P, S ≥ 0
Objective: Hamza seeks to maximise contribution in a three month period, subject to:
20P + 40S = C
See diagram on next page
The feasible region is identified as the area inside OABCDE.
The contribution line is identified as the dotted line. Pushing the contribution line
outward increases the contribution gained (theory of iso-contribution). The contribution
line last leaves the feasible region at point D which is the intersect of the skilled labour
line and the maximum demand line for S.
Solving at point D:
Maximum demand
S = 12,000 (1)
Craftsmen
0.5P + 0.75S = 12,000 (2)
Substituting S = 12,000 in equation (2)
0.5P + (0.75 x 12,000) = 12,000
0.5P + 9,000 = 12,000
0.5P = 12,000 – 9,000
0.5P = 3,000
P = 6,000
Therefore the maximum contribution is earned when 6,000 pool cues and 12,000 snooker
cues are made and sold in a three month period.
The contribution earned is
C = (20 x 6,000) + (40 x 12,000)
C = 120,000 + 480,000
C = Rs 600,000
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c) Shadow prices
A shadow price is the value assigned to changes in the quantity of a scarce resource
available, normally measured in terms of contribution. If more critical scarce resource
becomes available then the feasible region would tend to expand and this means that the
optimal point would tend to move outward away from the origin thus earning more
contribution. It is this increase in the contribution that is the shadow price measured on
a per unit of scarce resource basis.
Management can use the shadow price as a measure of how much they would be willing
to pay to gain more of a scarce resource. It represents the maximum they should be
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willing to pay for more scarce resource over and above the normal price subject to any
non-financial issues that may be present.
If the availability of a non-critical scarce resource increased then the feasible region
would not tend to expand and therefore no more contribution could be earned. In this
case extra non-critical scarce resource has no value and a nil shadow price.
Calculation of shadow prices:
Ash: This is a non-critical scarce resource and as such it has a shadow price of nil. Put
simply we have slack (spare material) of ash and therefore have no desire to pay more to
get more of it.
Craftsmen: This is a critical scarce resource and if more became available then the
feasible region would expand and the optimal point would move outward thus earning
more contribution. Assuming that just one more hour becomes available it is necessary
to find the new optimal point and measure the increase in contribution earned.
At point D, we re-solve based on the available craftsmen hours being one more than
previously.
S = 12,000 (3)
0.5P + 0.75S = 12,001 (4)
Substituting S = 12,000 in equation (4)
0.5P + 0.75(12,000) = 12,001
0.5P + 9,000 = 12,001
0.5P = 3,001
P = 6,002
The new optimal solution would be where 12,000 snooker cues and 6,002 pool cues are
made. This would earn an extra Rs 40 (2 x Rs 20) in contribution.
The shadow price is therefore Rs 40 per extra hour of craftsmen time.
d) Acceptability of the craftmens’ offer.
Rate of pay
The rate of pay requested (double time) is on the face of it less than the shadow price and
is therefore affordable by Hamza Co. The business would be better off by accepting the
offer.
However, it is common for overtime to be paid at time and a half (Rs 27 per hour) and
Hamza would be well advised to negotiate on this point. Hamza takes the commercial
risks in this business and would therefore be justified in keeping the majority of the
rewards that come with it. Equally it is a dangerous precedent to accept the first offer
and pay such a high rate for overtime, Hamza would have to ask itself what would happen
next time an overtime situation arose. It is also possible that double time, being so
generous, encourages slow working in normal time so as to gain the offer of overtime.
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How many hours to buy?
The problem here is that as Hamza buys more craftsmen time, the craftsmen constraint line
will move outward, changing the shape of the feasible region. Once the craftsmen line
reaches point F (see diagram) then there would be little point buying any more hours since
Hamza would then not have the materials (ash) to make more cues.
We need therefore to calculate the number of hours needed at point F.
At F
Maximum demand for S
S= 12,000 (5)
Ash
0·27P + 0·27S = 5,400 (6)
Substituting S = 12,000 in equation (6)
0·27P + 0·27(12,000) = 5,400
0·27P + 3,240 = 5,400
0·27P = 2,160
P = 8,000
Point F falls where S = 12,000 and P = 8,000
The craftsmen hours needed at this point would be given by putting the above P and S
values in the craftsmen constraint formula.
Craftsmen hours = (0·5 x 8,000) + (0·75 x 12,000)
Craftsmen hours =13,000 hours
Therefore Hamza should only buy 1,000 hours (13,000 – 12,000).
In general terms Hamza need only buy the number of hours that the business can use to
make and sell more products. If more ash can also be bought then more labour hours
may be desirable.
Quality of work
Hamza should consider the quality of work. Overtime hours can force tiredness on
craftsmen that have already worked a full day. Tired people often produce sub-standard
work. If quality is important then this could damage the reputation of the business.
Any other feasible points would be accepted
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Question:JS Bros provides training courses for many of the mainstream software packages on the market.
The business has many divisions within Water land, the one country in which it operates. The
senior managers of JS Bros have very clear objectives for the divisions and these are
communicated to divisional managers on appointment and subsequently in quarterly and
annual reviews. These are:
1. Each quarter, sales should grow and annual sales should exceed budget
2. Trainer (lecture staff) costs should not exceed Rs 180 per teaching day
3. Room hire costs should not exceed Rs 90 per teaching day
4. Each division should meet its budget for profit per quarter and annually
It is known that managers will be promoted based on their ability to meet these targets. A
member of the senior management is to retire after quarter 2 of the current financial year, which
has just begun. The divisional managers anticipate that one of them may be promoted at the
beginning of quarter 3 if their performance is good enough.
The manager of the Northwest division is concerned that his chances of promotion could be
damaged by the expected performance of his division. He is a firm believer in quality and he
thinks that if a business gets this right, growth and success will eventually follow.
The current quarterly forecasts, along with the original budgeted profit for the Northwest
division, are as follows:
Q1
Rs ’000
Sales

Q2

Q3

Q4

Total

Rs ’000

Rs ’000

Rs ’000

Rs ’000

40.0

36.0

50.0

60.0

186.0

Trainers

8.0

7.2

10.0

12.0

37.2

Room hire

4.0

3.6

5.0

6.0

18.6

Staff training

1.0

1.0

1.0

1.0

4.0

Other costs

3.0

1.7

6.0

7.0

17.7

–––––

–––––

–––––

–––––

24.0

22.5

28.0

34.0

Less:

Forecast net profit

––––––
108.5
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–––––
Original budgeted profit

25.0

–––––
26.0

–––––

–––––

27.0

28.0

Annual sales budget

Teaching

days

––––––
106.0
180.0

–––––

–––––

40

36

–––––

–––––

50

60

––––––

Required:
(a) Assess the financial performance of the Northwest division against its targets and reach a
conclusion as to the promotion prospects of the divisional manager
The manager of the Northwest division has been considering a few steps to improve the
performance of his division.
Voucher scheme
As a sales promotion, vouchers will be sold for Rs 125 each, a substantial discount on normal
prices. These vouchers will entitle the holder to attend four training sessions on software of
their choice. They can attend when they want to but are advised that one training session per
quarter is sensible. The manager is confident that if the promotion took place immediately, he
could sell 80 vouchers and that customer would follow the advice given to attend one session
per quarter. All voucher holders would attend planned existing courses and all will be new
customers.
Software upgrade
A new important software programme has recently been launched for which there could be a
market for training courses. Demonstration programs can be bought for Rs 1,800 in quarter 1.
Staff training would be needed, costing Rs 500 in each of quarters 1 and 2 but in quarters 3 and
4 extra courses could be offered selling this training. Assuming similar class sizes and the usual
sales prices, extra sales revenue amounting to 20% of normal sales are expected (measured
before the voucher promotion above). The manager is keen to run these courses at the same
tutorial and room standards as he normally provides. Software expenditure is written off in the
income statement as incurred.
Delaying payments to trainers
The manager is considering delaying payment to the trainers. He thinks that, since his
commitment to quality could cause him to miss out on a well-deserved promotion, the trainers
owe him a favour. He intends to delay payment on 50% of all invoices received from the trainers
in the first two quarters, paying them one month later than is usual.
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Required:
(b) Revise the forecasts to take account of all three of the proposed changes.
(c) Comment on each of the proposed steps and reach a conclusion as to whether, if all the
proposals were taken together, the manager will improve his chances of promotion. (6 marks)
(d) Suggest two improvements to the performance measurement system used by JS Bros that
would encourage a longer term view being taken by its managers

Answer:JS Bros
a) The divisions of JS Bros have been given very specific targets to meet it is reasonable to
assume that performance will be assessed relative to them.
Sales Growth
The northwest division suffers from a slow start to the year, with falls in sales from quarter
1 to quarter 2. Overall sales growth looks better with an average growth of 14% achieved. We
don’t have quarterly budget sales to compare to but the low growth in budget profit suggests
that much slower sales growth than that actually achieved was expected. Overall the sales
budget has been exceeded, with big increases in sales in the last two quarters
The manager’s promotion could be damaged by the slow start. The ‘good news’ of better
sales growth comes after the promotion decision is taken.
Cost control – trainer costs
The division spends slightly more (as a % of sales) than budgeted on trainers. It is
spending 20% as opposed to 18% on trainers. Given the manager’s attitude towards
quality it appears he is trying to employ better trainers in the hope of more satisfied
customers. This should, logically, build customer loyalty and improve local and brand
reputation. This could possibly explain the better growth in the later quarters.
Again the problem for the promotion seeking manager, investing in the future in this way
damages short term performance measures, in this case cost targets.
Cost control – room hire costs
The divisional manager is also spending more on room hire. He is spending 10% as
opposed to the budgeted 9% of sales. He could be buying poorly, hence wasting money.
Alternatively he could be hiring better quality rooms to improve the learning
environment and enhance the training experience.
Again his focus on quality may be undermining his short term promotional prospects.
Profit
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Annually, the divisional manager is beating the targets laid down for profit. His problem
as far as his promotion is concerned is the profit targets laid down for the first two
quarters are not met.
The promotion decision comes too early for his employers to see the benefit of a quality
focus made earlier in the year.
Overall, promotional prospects do not look good. The manager has not met any of his
targets in the first two quarters. His only hope is that his bosses look at future forecasts
and take them in to consideration when making the decision.
a) Revised forecasts

Sales
Less:
Trainers
Room hire
Staff training
Other costs
Software
Forecast Net profit
Original Budget profit

Q1
Rs ’000
42.5
8.0
4.0
1.5
3.0
1.8
24.2
25.0

Total
Q2
Q3
Q4
Rs ’000
Rs ’000
Rs ’000
Rs ’000
38.5
62.5
74.5
218.0
7.2
3.6
1.5
1.7
24.5
26.0

12.0
6.0
1.0
6.0

14.4
7.2
1.0
7.0

37.5
27.0

44.9
28.0

41.6
20.8
5.0
17.7
1.8
131.1
106.0

Total
Rs ’000
Voucher sales
2.5
Software sales
Extra costs
Trainers
Room hire
Staff training
0.5
Software
1.8
Change in forecast Net profit +0.2

Rs ’000
2.5

Rs ’000

Rs ’000

2.5
10.0

2.5
12.0

10.0
22.0

2.0
1.0

2.4
1.2

+9.5

+10.9

4.4
2.2
1.0
1.8
+22.6

0.5
+2.0

Rs ’000

b) Voucher scheme
At first glance of it the voucher scheme looks a good one. The manager is confident of a
reasonable volume of sales and given that all the attendees will go on existing courses
there will be no additional costs. The scheme seems to generate Rs 10,000 of extra sales
revenue in the year. One should question the assumption that no extra costs are incurred.
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One potential concern would be that existing customers may object to the price
reduction, particularly if they have already paid a higher price for a future course.
However, most customers will probably not be aware of the price difference or will not
bother complaining, those that do complain can be dealt with individually. It is common
with promotions that the offer clearly states the terms and conditions that apply. In this
way the manager can protect existing sales by excluding existing sales from the new
offer.
From a promotion point of view the extra revenue and profit helps a little. If the revenue
is spread evenly (as suggested) there will be Rs 2,500 of extra revenue and profit in each
of quarter 1 and 2. Unfortunately, in both cases the manager will still fall short of the
target profit and the growth between quarter 1 and 2 will still be negative. He would
need the take up rate of the sessions to be quicker to help his promotion prospects.
Manipulation of the accounting figures should be resisted
Software upgrade
A software training company must Salman in touch with modern software
developments. From that point of view you could argue that this development is
essential. Financially the proposal looks sound. The extra courses will generate a profit
of Rs 12,600 in this year alone, with, presumably, more courses to follow. A slower than
expected take-up rate for the new course would reduce this year’s effect.
The promotional aspects are not as good. The extra costs occur in quarter 1 and 2 but the
revenue does not come in until after the promotion decision is made. Integrity is an issue
here. Personal promotional prospects must come second to sound business decisions.
The manager should show the revised forecasts to his bosses and hope this sways the
decision.
Delayed payment to trainers
This is a poor idea. This will not affect profit, costs or any of the performance measures
in question. It will affect cash flow in a positive manner. However, to delay payment
without agreement can damage the relationships with the trainers, upon which he
depends on for the quality of their presentations.
Overall the three proposals do improve the performance of the division. However most
of the benefits accrue after quarter 2 and might therefore come too late for the promotion
decision.
c) To encourage a longer term view more emphasis should be placed on non-financial
measures of performance.
This business is dependent amongst other things on the quality of its course provision.
As a result an improvement could be to set targets for the quality of presentations given.
Attendees could be asked to grade all trainers (or facilities) at the end of sessions. This
would prevent cheap but weak presenters (and poor quality rooms) being employed by
managers.
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Equally, the senior managers have to take account of longer periods when assessing
performance. Viewing a single quarter is too narrow and looking at the whole year is
advisable. Wider issues should also be taken into consideration when making
promotional decisions. Repurchase rates could be measured for client companies for
example.

Question:Junaid Publishing Co publishes two forms of book.
The company publishes a children’s book (CB), which is sold in large quantities to government
controlled schools. The book is produced in only four large production runs but goes through
frequent government inspections and quality assurance checks.
The paper used is strong, designed to resist the damage that can be caused by the young children
it is produced for. The book has only a few words and relies on pictures to convey meaning.
The second book is a comprehensive technical journal (TJ). It is produced in monthly production
runs, 12 times a year. The paper used is of relatively poor quality and is not subject to any
governmental controls and consequently only a small number of inspections are carried out. The
TJ uses far more machine hours than the CB in its production.
The directors are concerned about the performance of the two books and are wondering what
the impact would be of a switch to an activity based costing (ABC) approach to accounting for
overheads. They currently use absorption costing, based on machine hours for all overhead
calculations. They have accurately produced an analysis for the accounting year just completed
as follows:
CB
Rs per unit

TJ
Rs per unit

Rs per unit

unit
Direct production costs
Paper
Printing

ink

0.75

0.08

1.45

4.47

Rs per
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Machine

costs

1.15

1.95
3.35

6.50

Overheads

2.30

3.95

Total cost

5.65

10.45

Selling

9.05

13.85

3.40

3.40

price

Margin
The main overheads involved are:
Overhead

% of total overhead

Activity driver

Property costs

75.0%

Machine hours

Quality control

23.0%

Number of inspections

Production set up costs

2.0%

Number of set ups

If the overheads above were re-allocated under ABC principles then the results would be that
the overhead allocation to CB would be Rs 0·05 higher and the overhead allocated to TJ would
be Rs 0·30 lower than previously.
Required:
(a) Explain why the overhead allocations have changed in the way indicated above.
(b) Briefly explain the implementation problems often experienced when ABC is first
introduced.
The directors are keen to introduce ABC for the coming year and have provided the following
cost and selling price data:
1. The paper used costs Rs 2 per kg for a CB but the TJ paper costs only Rs 1 per kg. The CB uses
400g of paper for each book, four times as much as the TJ uses.
2. Printing ink costs Rs 30 per litre. The CB uses one third of the printing ink of the larger TJ.
The TJ uses 150ml of printing ink per book.
3. The CB needs six minutes of machine time to produce each book, whereas the TJ needs 10
minutes per book. The machines cost Rs 12 per hour to run.
4. The sales prices are to be Rs 9·30 for the CB and Rs 14·00 for the TJ
As mentioned above there are three main overheads, the data for these are:
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Overhead

Annual cost for the coming year
Rs

Property costs
Quality

control

Production set up costs
Total

2,160,000
668,000
52,000
2,880,000

The CB will be inspected on 180 occasions next year, whereas the TJ will be inspected just 20
times.
Junaid Publishing will produce its annual output of 1,000,000 CBs in four production runs and
approximately 10,000 TJs per month in each of 12 production runs.
Required:
(c) Calculate the cost per unit and the margin for the CB and the TJ using machine hours to
absorb the overheads.
(d) Calculate the cost per unit and the margin for the CB and the TJ using activity based costing
principles to absorb the overheads.

Answer:Junaid Publishing
a) The first thing to point out is that the overhead allocations to the two products have not
changed by that much. For example the CB has absorbed only Rs 0·05 more overhead.
The reason for such a small change is that the overheads are dominated by property costs
(75% of total overhead) and the ‘driver’ for these remains machine hours once the switch
to ABC is made. Thus no difference will result from the switch to ABC in this regard.
The major effect on the cost will be for quality control. It is a major overhead (23% of total)
and there is a big difference between the relative number of machine hours for each
product and the number of inspections made (the ABC driver). The CB takes less time to
produce than the TJ, due to the shortness of the book. It will therefore carry a smaller amount
of overhead in this regard. However, given the high degree
of
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government regulation, the CB is subject to ‘frequent’ inspections whereas the TJ is
inspected only rarely. This will mean that under ABC the CB will carry a high proportion
of the quality control cost and hence change the relative cost allocations.
The production set up costs are only a small proportion of total cost and would be,
therefore, unlikely to cause much of a difference in the cost allocations between the two
products. However this hides the very big difference in treatment. The CB is produced in
four long production runs, whereas the TJ is produced monthly in 12 production runs.
The relative proportions of overhead allocated under the two overhead treatments will
be very different. In this case the TJ would carry much more overhead under ABC than
under a machine hour’s basis of overhead absorption.
b) There are many problems with ABC, which, despite its academic superiority, cause issues
on its introduction.
- Lack of understanding. ABC is not fully understood by many managers and therefore is
not fully accepted as a means of cost control.
- Difficulty in identifying cost drivers. In a practical context, there are frequently
difficulties in identifying the appropriate drivers. For example, property costs are often
significant and yet a single driver is difficult to find.
- Lack of appropriate accounting records. ABC needs a new set of accounting records, this
is often not immediately available and therefore resistance to change is common. The
setting up of new cost pools is needed which time is consuming.
c) Cost per unit calculation using machine hours for overhead absorption
Rs CB
Paper (400g at Rs 2/kg)
0.80 (100g at Rs 1/kg)
Printing (50ml at Rs 30/ltr)
1.50 (150ml at Rs 30/ltr)
Machine cost (6 mins at Rs 12/hr)
1.20 (10 mins at Rs 12/hr)
Overheads (6 mins at Rs 24/hr) (W1)
2.40 (10 mins at Rs 24/hr)
Total cost
5.90
Sales price
9.30
Margin
3.40
(W1) Workings for overheads:
Total overhead
Total machine hours
(1,000,000 x 6 mins) + (120,000 x 10 mins) =
Which is
Cost per hour =

Rs2,880, 000
120,000hrs

= Rs 24/hr

Cost per unit calculations under ABC

Rs 2,880,000
7,200,000 mins
120,000 hours

Rs TJ
0.10
4.50
2.00
4.00
10.60
14.00
3.40
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CB
Rs
Paper (400g at Rs 2/kg)
0.80 (100g at Rs 1/kg)
Printing (50ml at Rs 30/ltr)
1.50 (150ml at Rs 30/ltr)
Machine cost (6 mins at Rs 12/hr)
1.20 (10 mins at Rs 12/hr)
Overheads (W2)
2.41 (W2)
Total cost
5.91
Sales price
9.30
Margin
3.39
(W2) Working for ABC overheads

Property costs
Quality control
Production set up
Total

alternative:

Total

CB

TJ

No of drivers

Rs
2,160,000

Rs
1,800,000

Rs
360,000

120,000

668,000

601,200

66,800

52,000

13,000

39,000

2,880,000

Production level
Cost per unit

TJ
Rs
0.10
4.50
2.00
3.88
10.48
14.00
3.52

2,414,200

465,800

1,000,000
2.41

120,000
3.88

Cost/driver

TJ

18/hr

1.80

3.00

200

3340

0.6012

0.56

16

3250

0.013

0.325

2.41

3.88

Cost per unit

The above overheads have been split on the basis of the following activity levels
Driver

CB

TJ

Property costs

Machine hours

100,000

20,000

Quality control

Inspections

180

20

Production set up

Set ups

4

12

A cost per driver approach is also acceptable.

CB
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Question:Peace Company (PC) run a large number of wholesale stores and is increasing the number of
these stores all the time. It measures the performance of each store on the basis of a target return
on investment (ROI) of 15%. Store managers get a bonus of 10% of their salary if their store’s
annual ROI exceeds the target each year. Once a store is built there is very little further capital
expenditure until a full four years have passed.
PC has a store (store W) in the west of the country. Store W has historic financial data as follows
over the past four years:
2005
Sales (Rs ’000)

200

2006

2007

2008

200

180

170

Gross profit (Rs ’000)

80

70

63

51

Net profit (Rs ’000)

13

14

10

8

Net assets at start of year (Rs ’000)

100

80

60

40

The market in which PC operates has been growing steadily. Typically, PC’s stores generate a
40% gross profit margin.
Required:
(a) Discuss the past financial performance of store W using ROI and any other measure you feel
appropriate and, using your findings, discuss whether the ROI correctly reflects Store W’s
actual performance.
(b) Explain how a manager in store W might have been able to manipulate the results so as
to gain bonuses more frequently.
PC has another store (store S) about to open in the south of the country. It has asked you for help
in calculating the gross profit, net profit and ROI it can expect over each of the next four years.
The following information is provided:
Sales volume in the first year will be 18,000 units. Sales volume will grow at the rate of 10% for
years two and three but no further growth is expected in year 4. Sales price will start at Rs 12
per unit for the first two years but then reduce by 5% per annum for each of the next two years.
Gross profit will start at 40% but will reduce as the sales price reduces. All purchase prices on
goods for resale will remain constant for the four years.
Overheads, including depreciation, will be Rs 70,000 for the first two years rising to Rs 80,000 in
years three and four.
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Store S requires an investment of Rs 100,000 at the start of its first year of trading.
PC depreciates non-current assets at the rate of 25% of cost. No residual value is expected on
these assets.
Required:
(c) Calculate (in columnar form) the revenue, gross profit, net profit and ROI of store S over
each of its first four years.
(d) Calculate the minimum sales volume required in year 4 (assuming all other variables
remain unchanged) to earn the manager of S a bonus in that year.

Answer:a) Performance statistics
ROI
Bonus paid?
Sales Growth
Gross margin
Overheads
Net profit % on Sales

2005
13%
No
-----40%
Rs 7,000
6.5%

2006
17.5%
Yes
-0%
35%
Rs 56,000
7%`

2007
16.7%
Yes
-10%
35%
Rs 53,000
5.6%

2008
20%
Yes
-5.6%
30%
Rs 43,000
4.7%

The performance of store W can be assessed in various ways:
Sales Growth
Sales revenue growth is most unimpressive. We are told that the market in which PC operates is
steadily growing and yet store W has shrunk in terms of sales over the last four years. This could
be poor volumes or poor prices achieved. Given the reducing gross margin (see below), then a
reducing sales price is likely. It is possible that W is subject to higher than normal levels of
competition.
Gross Margin
The gross margins have also shrunk. Reducing margins can result from sales price pressure or
increases in the cost of sales levels being incurred. Suppliers might have increased prices or
labour could have got more expensive. The level of margin has only reached the normal level
once in the last four years. Clearly W is under performing.
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Overhead Control
The one area that is impressive is the apparent ability of the business to reduce overheads as
sales and margin have shrunk. This is often difficult to do. It is possible that reducing these
overheads could have contributed to the poor sales performance, if (for example) quality has
been affected, or one could say it reflects flexible management.
Net Margin
The net margin has also fallen, primarily due to falling gross margins as overheads have reduced.
Clearly a disappointing performance
ROI
The ROI has improved in most years and has exceeded the 15% target in all but one year (year
1). This is simply due to the reducing asset base as the stores assets have gradually been
depreciated. Net profit levels have fallen overall and yet ROI has increased.
It is hard to argue that the ROI figures properly reflect the performance of the store. The ROI will
tend to increase as assets get older and this will distort the financial performance picture. In a
period of falling sales and weaker margins the manager of W has been awarded bonuses in three
out of four years. This is hard to justify.
b) The unethical manager would have needed to move profits out of 2006 and in to 2005.
One immediate problem here is having the information in good time to respond. The
manager would have to be able to anticipate the 2005 poor result and the improvement
in 2006. It is likely that such a manager would have to gamble at the end of 2005 and
make an adjustment in the hope of a better year in 2006.
The manager need only move Rs 2,000 of profit from 2006 to 2005 to achieve a 15%
return in both years.
Possible methods of adjustment include:
Accelerate revenue: Sales made early in 2006 could be wrongly included in 2005. He
could, for example, raise an invoice before is normal, perhaps on the receipt of an order
and before actual delivery. The invoice itself would not have to be sent to the customer,
merely filed until the second year had begun and delivery made.
Delay the recording of 2005 cost: A supplier’s invoice could be left unrecorded at the end
of 2005, including it in 2006 expenses instead.
Understate a provision or accrual in 2005: This has the effect of moving cost from 2005
to 2006 (assuming that by the end of 2006 the provision is correctly stated).
Manipulate accounting policy: Inventory values (for example) are easy targets for the
unethical manager. If inventory in 2005 could be overstated this would have the effect of
increasing 2005 profits at the expense 2006 profits.
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c) The forecast for store S is as follows:
2009 (Rs)
Sales
W1
216,000
Gross Profit W2
86,400
Overheads
70,000
Net Profit
16,400
Investment
100,000
ROI
16.4%

2010 (Rs)
2011 (Rs)
2012 (Rs)
237,600
248,292
235,877
95,040
91,476
79,061
70,000
80,000
80,000
25,040
11,476
(939)
75,000
50,000
25,000
33.39%
22.95%
–3.8%

W1
Sales Volume (units)
Sales Price (Rs)
Revenue (Rs)
(Volume x Price)
a: 18,000 (1·1) = 19,800
b: 19,800 (1·1) = 21,780
c: 12.00 (0·95) = 11.40
d: 11.40 (0·95) = 10.83

2009
18,000
12.00

2010
19,800a
12.00

2011
21,780b
11.40c

216,000

237,600

248,292

2012
21,780
10.83d
235,877

W2
Gross Profit
2009 40% (given). Total gross profit = Rs 216,000 x 0.4 = Rs 86,400
2010 40% (given). Total gross profit = Rs 237,600 x 0.4 = Rs 95,040
2011 (40 – 5)/100(0.95) = 36.8421052%
Total gross profit = Rs 248,292 x 0.368421052 = Rs 91,476
2012 (40 – 5 – 4.75)/ (100(0.95) (0.95)) = 33.5180055%
Total gross profit = Rs 235,877 x 0.335180055 = Rs 79,061
Alternatively, given that variable costs are said to be constant over the four years, could
calculate the variable cost in year one and hold for the four years. Gross profit is then
simply sales revenue less variable costs.
Variable costs in 2005:
Rs 216,000 – 18,000 x VC = Rs 86,400
VC per unit = Rs 7.20
So year two gross profit will be:
Rs 237,600 – 19,800 x 7.2 = Rs 95,040
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d) In order for a bonus to be paid in 2012 an ROI of 15% is needed. This implies a net profit
of Rs 25,000 x 15% = Rs 3,750. Adding overheads of Rs 80,000 to this net profit means
that Rs 83,750 of gross profit is needed. At a gross profit % of 33·518% this implies sales
of Rs 249,866.
At a price of Rs 10·83 this suggests sales volume of 23,072 units.

Question:Suzuki Haulage (SH) is considering changing some of the vans it uses to transport crates for
customers. The new vans come in three sizes; small, medium and large. SH is unsure about which
type to buy. The capacity is 100 crates for the small van, 150 for the medium van and 200 for the
large van.
Demand for crates varies and can be either 120 or 190 crates per period, with the probability of
the higher demand figure being 0·6.
The sale price per crate is Rs10 and the variable cost Rs4 per crate for all van sizes subject to the fact
that if the capacity of the van is greater than the demand for crates in a period then the variable cost
will be lower by 10% to allow for the fact that the vans will be partly empty when transporting crates.
SH is concerned that if the demand for crates exceeds the capacity of the vans then customers will
have to be turned away. SH estimates that in this case goodwill of Rs100 would be charged against
profits per period to allow for lost future sales regardless of the number of customers that are
turned away.
Depreciation charged would be Rs200 per period for the small, Rs300 for the medium and Rs400
for the large van.
SH has in the past been very aggressive in its decision-making, pressing ahead with rapid growth
strategies. However, its managers have recently grown more cautious as the business has
become more competitive.
Required:
(a) Explain the principles behind the maximax, maximin and expected value criteria that are
sometimes used to make decisions in uncertain situations.
(b) Prepare a profits table showing the SIX possible profit figures per period.
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(c) Using your profit table from (b) above discuss which type of van SH should buy taking
into consideration the possible risk attitudes of the managers.
(d) Describe THREE methods other than those mentioned in (a) above, which businesses can
use to analyse and assess the risk that exists in its decision-making.

Answer:a) Maximax stands for maximising the maximum return an investor might expect. An
investor that subscribes to the maximax philosophy would generally select the strategy
that could give him the best possible return. He will ignore all other possible returns and
only focus on the biggest; hence this type of investor is often accused of being an optimist
or a risk-taker.
Maximin stands for maximising the minimum return an investor might expect. This type
of investor will focus only on the potential minimum returns and seek to select the
strategy that will give the best worst case result. This type of investor could be said to be
being cautious or pessimistic in his outlook and a risk-avoider.
Expected value averages all possible returns in a weighted average calculation.
For example if an investor could expect Rs100 with a 0.3 probability and Rs300 with a 0.7
probabilities then on averages the return would be:
(0·3 x Rs100) + (0·7 x Rs300) = Rs240
This figure would then be used as a basis of the investment decision. The principle here
is that if this decision was repeated again and again, then the investor would get the EV
as a return. Its use is more questionable for use on one-off decisions.
(Note: you were not asked for a critique of this method.)

b) Profit calculations
Capacity
Low Demand (120)
High Demand (190)

Small Van
100
300 w1
300 w2

Medium Van
150
468 w3
500 w4

Large Van
200
368 w5
816 w6

Workings
Sales
VC
Goodwill
VC adjustment

W1
1,000
(400)
(100)

W2
1,000
(400)
(100)

W3
1,200
(480)
(100)
48

W4
1,500
(600)

W5
1,200
(480)
48

W6
1,900
(760)
76
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Depreciation
Profit

(200)
300

(200)
300

(300)
468

(300)
500

(400)
368

(400)
816

c) Which type of van to buy?
This depends on the risk attitude of the investor. If they are optimistic about the future
then the maximax criteria would suggest that they choose the large van as this has the
potentially greatest profit.
If they are more pessimistic, then they would focus on the minimum expected returns
and choose the medium van as the worst possible result is Rs468, which is better than
the other options. We are also told that the business managers are becoming more
cautious and so a maximin criterion may be preferred by them.
Expected values could be calculated thus:
Small van
Rs300
Medium van (Rs468 x 0.4) + (Rs500 x 0.6) =
Rs487
Large van (Rs368 x 0.4) + (Rs816 x 0.6) =
Rs637
Given SH is considering replacing a number of vans you could argue that an EV approach
has merit (not being a one-off decision – assuming individual booking sizes are
independent of each other).
The final decision lies with the managers, but, given what we know about their
cautiousness, a medium sized van would seem the logical choice. The small van could
never be the correct choice.
d) Methods of uncertainty reduction:
- Market research. This can be desk-based (secondary) or field-based (primary). Deskbased is cheap but can lack focus. Field-based research is better in that you can target
your customers and your product area, but can be time consuming and expensive. The
internet is bringing down the cost and speeding up this type of research, email is being
used to gather information quickly on the promise of free gifts etc.
- Simulation. Computer models can be built to simulate real life scenarios. The model will
predict what range of returns an investor could expect from a given decision without
having risked any actual cash. The models use random number tables to generate
possible values for the uncertainty the business is subject to. Again, computer technology
is assisting in bringing down the cost of such risk analysis.
- Sensitivity analysis. This can be used to assess the range of values that would still give
the investor a positive return. The uncertainty may still be there, but the affect that it has
on the investor’s returns will be better understood. Sensitivity calculates the % change
required in individual values before a change of decision results. If only a (say) 2%
change is required in selling price before losses result an investor may think twice before
proceeding. Risk is therefore better understood.
- Calculation of worst and best case figures. An investor will often be interested in range.
It enables a better understanding of risk. An accountant could calculate the worst case
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scenario, including poor demand and high costs whilst being sensible about it. He could
also calculate best case scenarios including good sales and minimum running costs. This
analysis can often reassure an investor. The production of a probability distribution to
show an investor the range of possible results is also useful to explain risks involved. A
calculation of standard deviation is also possible.

Question:Hamza Company (HC) provides skilled labour to the building trade. They have recently been
asked by a builder to bid for a kitchen fitting contract for a new development of 600 identical
apartments. HC has not worked for this builder before. Cost information for the new contract is
as follows:
Labour for the contract is available. HC expects that the first kitchen will take 24 man-hours to
fit but thereafter the time taken will be subject to a 95% learning rate. After 200 kitchens are
fitted the learning rate will stop and the time taken for the 200th kitchen will be the time taken
for all the remaining kitchens. Labour costs Rs15 per hour.
Overheads are absorbed on a labour hour basis. HC has collected overhead information for the
last four months and this is shown below:
Hours worked

Overhead cost Rs

Month 1

9,300

115,000

Month 2

9,200

113,600

Month 3

9,400

116,000

Month 4

9,600

116,800

HC normally works around 120,000 labour hours in a year.
HC uses the high low method to analyse overheads.
The learning curve equation is y = ax , where b =
b

LogLR

 0.074

Log2

Required:
(a) Describe FIVE factors, other than the cost of labour and overheads mentioned above, that
HC should take into consideration in calculating its bid.
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(b) Calculate the total cost including all overheads for HC that it can use as a basis of the bid
for the new apartment contract.
(c) If the second kitchen alone is expected to take 21·6 man-hours to fit demonstrate how the
learning rate of 95% has been calculated.

Answer:a) There are various issues that HC should consider in making the bid. (Only five are
required for two marks each.)
Contingency allowance: HC should consider the extent to which its estimates are accurate
and hence the degree of uncertainty it is subjected to. It may be sensible to allow for these
uncertainties by adding a contingency to the bid.
Competition: HC must consider which other businesses are likely to bid and recognise
that the builder may be able to choose between suppliers. Moreover, HC has not worked
for this builder before, and so they will probably find the competition stiff and the lack of
reputation a problem.
Inclusion of fixed overhead: In the long run fixed overhead must be covered by sales
revenue in order to make a profit. In the short run it is often correctly argued that the
level of fixed cost in a business may not be affected by a new contract and therefore could
be ignored in bid calculation. HC needs to consider to what extent the fixed costs of its
business will change if it wins this new contract. It is these incremental fixed costs that
are relevant to a bid calculation.
Materials and loose tools: No allowance has been made for the use of tools and the
various fixings (screws etc) that will be needed to assemble and fit the kitchens. It is
possible that most fixings would be provided with the kitchen units, but HC should at
least consider this.
Supervision of labour: The time given in the question is 24 hours to ‘fit’ the first kitchen.
There seems no allowance for supervision of the labour force. It could, of course, be
included within the overhead figures but no detail is shown.
Idle time: It is common for building works to be delayed by lack of materials for example.
The labour time figure needs to reflect this.
Likelihood of repeat business: Some businesses consider it worthwhile to accept a low
price for a new contract if it establishes a reputation with a new buyer. HC could offer to
do this work cheaper in the hope of more profitable work later on.
The risk of non-payment: HC may decide not to bid at all if it feels that the builder may
struggle to pay.
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Opportunity costs of alternate work.
Possibility of working in overtime
b) Bid calculations for HC to use as a basis for the apartment contract.
Cost
Hours
Rate per hour
Total
Rs
Labour
9,247 (W1)
Rs15
138,705
Variable Overhead
9,247
Rs 8 (W2)
73,976
Fixed Overhead
9,247
Rs 4 (W2)
36,988
Total Cost
249,669
(W1)
Need to calculate the time for the 200th kitchen by taking the total time for the 199
kitchens from the total time for 200 kitchens.
For the 199 Kitchens
Using
y = axb

OR y = axb

y = 241990.074

y = (24 x 15) x 1990.074

y = 16.22169061hours
Total time = 16.22169061x199
Total time = 3,228.12hours

y = 243.32536
Total cost = Rs48, 421.75

For the 200 Kitchens
y = axb

OR y = axb

y = 24 2000.074
y = 16.21567465hours
Total time = 16.21567465x200
Total time = 3,243.13hours

y = (24 x 15) x 24 2000.074
y = 243.2351198
Total cost = Rs48, 647.02
200th cost = Rs225.27

The 200th Kitchen took 3,243.13 – 3,228.12 = 15.01 hours
Total time is therefore:
For first 200
3,243.13 hours
For next 400 (15.01 hours x 400)
6,004.00 hours
Total
9,247.13 hours (9,247 hours)
(W2)
The overheads need to be analyzed between variable and fixed cost elements.
Taking the highest and lowest figures from the information given:
Hours
Cost Rs
Highest
9,600
116,800
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Lowest
9,200
113,600
Difference
400
3,200
Variable cost per hours is Rs3, 200/400hours = Rs8 per hour
Total cost = variable cost + fixed cost
116,800 = 9,600 x 8 + fixed cost
Fixed cost = Rs40, 000 per month
Annual fixed cost = Rs40, 000 x 12 = Rs480, 000
Fixed absorption rate is Rs480, 000/120,000 hours = Rs4 per hour
c) A table is useful to show how the learning rate has been calculated.
Number of
Kitchens
1
2

Time for Kitchen
(hours)
24.00
21.60

Cumulative time
(hours)
24.00
45.60

Average time
(hours)
24.00
22.80

The learning rate is calculated by measuring the reduction in the average time per
kitchen as cumulative production doubles (in this case from 1 to 2).
The learning rate is therefore 22.80/24.00 or 95%

Question:Waseem designs, develops and sells many PC games. Games have a short lifecycle lasting around
three years only. Performance of the games is measured by reference to the profits made in each of
the expected three years of popularity. Waseem accepts a net profit of 35% of turnover as
reasonable. A rate of contribution (sales price less variable cost) of 75% is also considered
acceptable.
Waseem has a large centralized development department which carries out all the design work
before it passes the completed game to the sales and distribution department to market and
distribute the product.
Waseem has developed a brand new game called Stealth and this has the following budgeted
performance figures.
The selling price of Stealth will be a constant Rs 30 per game. Analysis of the costs show that at
a volume of 10,000 units a total cost of Rs 130,000 is expected. However at a volume of 14,000
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units a total cost of Rs 150,000 is expected. If volumes exceed 15,000 units the fixed costs will
increase by 50%.
Stealth’s budgeted volumes are as follows:
Year 1
Sales volume

8,000 unit’s

Year 2
16,000 unit’s

Year 3
4,000 units

In addition, marketing costs for Stealth will be Rs 60,000 in year one and Rs 40,000 in year two.
Design and development costs are all incurred before the game is launched and has cost Rs
300,000 for Stealth. These costs are written off to the income statement as incurred (i.e. before
year 1 above).
Required:
(a) Explain the principles behind lifecycle costing and briefly state why Waseem in particular
should consider these lifecycle principles.
(b) Produce the budgeted results for the game ‘Stealth’ and briefly assess the game’s
expected performance, taking into account the whole lifecycle of the game.
(c) Explain why incremental budgeting is a common method of budgeting and outline the
main problems with such an approach.
(d) Discuss the extent to which a meaningful standard cost can be set for games produced by
Waseem. You should consider each of the cost classifications mentioned above.

Answer:a) Lifecycle costing is a concept which traces all costs to a product over its complete
lifecycle, from design through to cessation. It recognises that for many products there are
significant costs to be incurred in the early stages of its lifecycle. This is probably very
true for Waseem Limited. The design and development of software is a long and
complicated process and it is likely that the costs involved would be very significant.
The profitability of a product can then be assessed taking all costs into consideration.
It is also likely that adopting lifecycle costing would improve decision-making and cost
control. The early development costs would have to be seen in the context of the
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expected trading results, therefore preventing a serious over spend at this stage or
underpricing at the launch point.

b) Budgeted results for game
Year 1 (Rs)
Sales
240,000
Variable cost (W1)
40,000
Fixed cost (W1)
80,000
Marketing cost
60,000
Profit
60,000

Year 2 (Rs)
480,000
80,000
120,000
40,000
240,000

Year 3 (Rs)
120,000
20,000
80,000
20,000

Total (Rs)
840,000
140,000
280,000
100,000
320,000

On the face of it the game will generate profits in each of its three years of life. Games
only have a short lifecycle as the game players are likely to become bored of the game
and move on to something new.
The pattern of sales follows a classic product lifecycle with poor levels of sales towards
the end of the life of the game.
The Stealth product has generated Rs 320,000 of profit over its three year life measured
on a traditional basis. This represents 40% of turnover – ahead of its target. Indeed it
shows a positive net profit in each of its years on existence.
The contribution level is steady at around 83% indicating reasonable control and reliability
of the production processes. This figure is better than the stated target.
Considering traditional performance management concepts, Waseem Limited is likely to
be relatively happy with the game’s performance.
However, the initial design and development costs were incurred and were significant at
Rs 300,000 and are ignored in the annual profit calculations. Taking these into
consideration, the game only just broke even, making a small Rs 20,000 profit.
Whether this is enough is debatable, it represents only 2·4% of sales for example. In
order to properly assess the performance of a product the whole lifecycle needs to be
considered.
Workings
W1 Split of variable and fixed cost for Stealth
Volume
Cost Rs
High
14,000 units
150,000
Low
10,000 units
130,000
Difference
4,000 units
20,000
Variable cost per unit = Rs 20,000/4,000 unit = Rs 5 per unit
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Total cost = fixed cost + variable cost
Rs 150,000 = fixed cost + (14,000 x Rs 5)
Rs 150,000 = fixed cost +Rs 70,000
Fixed cost = Rs 80,000 (and Rs 120,000 if volume exceeds 15,000 units in a year.)
c) Incremental budgeting is a process whereby this year’s budget is set by reference to last
year’s actual results after an adjustment for inflation and other incremental factors. It is
commonly used because:
- It is quick to do and a relatively simple process.
- The information is readily available, so very limited quantitative analysis is needed.
- It is appropriate in some circumstances. For example, in a stable business, the amount of
stationery spent in one year is unlikely to be significantly different in the next year, so
taking the actual spend in year one and adding a little for inflation should be a reasonable
target for the spend in the next year.
There are problems involved with incremental budgeting:
-

-

-

It builds on wasteful spending. If the actual figures for this year include overspends
caused by some form of error then the budget for the next year would potentially include
this overspend again.
It encourages organisations to spend up to the maximum allowed in the knowledge that
if they don’t do this then they will not have as much to spend in the following year’s
budget.
Assessing the amount of the increment can be difficult.
It is not appropriate in a rapidly changing business.
Can ignore the true (activity based) drivers of a cost leading to poor budgeting.

d) Design and development costs: Setting a standard cost for this classification of cost would
be very difficult. Presumably each game would be different and present the program
writers with different challenges and hence take a varying amount of time.
Variable production cost: A game will be produced on a CD or DVD in a fairly standard
format. Each CD/DVD will be identical and as a result setting a standard cost would be
possible. Allowance might need to be made for waste or faulty CDs produced. Some
machine time will be likely and again this should be the same for all items and therefore
setting a standard would be valid.
Fixed production cost: The standard fixed production cost of a game will be the product
of the time taken to produce the game and the standard fixed overhead absorption rate
for the business. This brings into question whether this is ‘meaningful’. Allocating fixed
costs to products in a standard way may not provide meaningful data. It can sometimes
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imply a variability (cost per unit) that is not the case and can therefore confuse nonaccountants, causing poor decisions. The time per unit will be fairly standard.
Marketing costs: Games may have different target audiences and therefore require
different marketing strategies. As such setting a standard may be difficult to do. It may
be possible to set standards for each marketing media chosen. For example the rates for
a page advert in a magazine could be set as a standard.

Question:Yasir Co is involved in the processing of sheet metal into products A, B and C using three
processes, pressing, stretching and rolling. Like many businesses Yasir faces tough price
competition in what is a mature world market.
The factory has 50 production lines each of which contain the three processes: Raw material for
the sheet metal is first pressed then stretched and finally rolled. The processing capacity varies
for each process and the factory manager has provided the following data:
Processing time per meter in hours
Product A

Product B

Product C

Pressing

0.50

0.50

0.40

Stretching

0.25

0.40

0.25

Rolling

0.40

0.25

0.25

The factory operates for 18 hours each day for five days per week. It is closed for only two weeks
of the year for holidays when maintenance is carried out. On average one hour of labour is
needed for each of the 225,000 hours of factory time. Labour is paid Rs 10 per hour.
The raw materials cost per meter is Rs 3·00 for product A, Rs 2·50 for product B and Rs 1·80 for
product C. Other factory costs (excluding labour and raw materials) are Rs 18,000,000 per year.
Selling prices per meter are Rs 70 for product A, Rs 60 for product B and Rs 27 for product C.
Yasir carries very little inventory.
Required:
(a) Identify the bottleneck process and briefly explain why this process is described as a
‘bottleneck’.
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(b) Calculate the throughput accounting ratio (TPAR) for each product assuming that the
bottleneck process is fully utilized.
(c) Assuming that the TPAR of product C is less than 1:
(i) Explain how Yasir could improve the TPAR of product C. (4 marks)
(ii) Briefly discuss whether this supports the suggestion to cease the production of product C
and briefly outline three other factors that Yasir should consider before a cessation decision
is taken.

Answer:Yasir Co
a) The output capacity for each process is as follows:
The total processing hours of the factory is given but can be proven as follows:
18 hours x 5 days x 50 weeks x 50 production lines = 225,000 hours.
Given this, the production capacity for pressing must be 225,000 hours/0·5 hours per
meter = 450,000 meters. Using this method the production capacity for all processes is as
follows:
Product A
Product B
Product C
Pressing
450,000
450,000
562,500
Stretching
900,000
562,500
900,000
Rolling
562,500
900,000
900,000
The bottleneck is clearly the pressing process which has a lower capacity for each
product. The other processes will probably be slowed to ensure smooth processing.
Clearly an alternative approach is simply to look at the original table for processing speed
and pick out the slowest process. This is pressing. (Full marks available for that explained
observation)
b) TPAR for each product
Selling price
Raw materials
Throughput
Throughput per bottleneck hour*
Fixed costs per hour (W1)
TPAR

Product A
70.0
3.0
67.0
134.0
90.0
1.49

Product B
60.0
2.5
57.5
115.0
90.0
1.28

Product C
27.0
1.8
25.2
63.0
90.0
0.7
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Working*

67/0.5 = 134 57·5/0·5 = 115 25.2/0.4 = 63

W1 The fixed cost per bottleneck hour can be calculated as follows:
Total fixed costs are Rs 18,000,000 plus the labour cost. Labour costs Rs 10 per hour
for each of the 225,000 processing hours, a cost of Rs 2,250,000
Total fixed cost is therefore Rs 18,000,000 + Rs 2,250,000 = Rs 20,250,000
Fixed cost per bottleneck hours is Rs 20,250,000/225,000 = Rs 90 per hour

c)
i.

Yasir could improve the TPAR of product C in various ways:

Speed up the bottleneck process. By increasing the speed of the bottleneck process the rate
of throughput will also increase, generating a greater rate of income for Yasir if the extra
production can be sold. Automation might be used or a change in the detailed processes.
Investment in new machinery can also help here but the cost of that would need to be taken
into account.
Increase the selling prices. It can be difficult to increase selling prices in what we are told is
a competitive market. Volume of sales could be lost leaving Yasir with unsold stock or idle
equipment. On the other hand, given the business appears to be selling all it can produce,
and then a price increase may be possible.
Reduce the material prices. Reducing material prices will increase the net throughput rate.
Metal is available from many sources being far from a unique product. Given the industry is
mature the suppliers of the raw material could be willing to negotiate on price; this could
have volume or quality based conditions attached. Yasir will have to be careful to protect its
quality levels. Bulk buying increases stock levels and the cost of that would need to be
considered.
Reduce the level of fixed costs. The fixed costs should be listed and targets for cost reduction
be selected. ABC techniques can help to identify the cost drivers and with management these
could be used to reduce activity levels and hence cost. Outsourcing, de- skilling or using
alternative suppliers (for stationery for example) are all possible cost reduction methods.
ii.

A TPAR of less than one indicates that the rate at which product C generates
throughput (sales revenue less material cost) is less than the rate at which Yasir
incurs fixed cost. So on a simple level, producing a product which incurs fixed cost
faster than it generates throughput does not seem to make commercial sense. Clearly
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the TPAR could be improved (using the methods above) before cessation is
considered any further.
However, cessation decisions involve consideration of many wider issues (only three
required).
- Long-term expected net cash flows from the product allowing for the timing
of those cash flows (NPV) are an important factor in cessation decisions
- Customer perception could be negative in that they will see a reduction in
choice
- Lost related sales: if product C is lost will Yasir lose customers that bought it along
with another product?
- What use could be made of the excess capacity that is created
- Throughput assumes that all costs except raw materials are fixed; this may not
necessarily be the case and only avoidable fixed costs need to be taken into
account for a cessation decision. If few fixed costs can be avoided then product C
is making a contribution that will be lost if the product ceased.

Question:Oliver is the owner and manager of Oliver’s Salon which is a quality hairdresser that experiences
high levels of competition. The salon traditionally provided a range of hair services to female
clients only, including cuts, coloring and straightening
A year ago, at the start of his 2009 financial year, Oliver decided to expand his operations to
include the hairdressing needs of male clients. Male hairdressing prices are lower, the work
simpler (mainly haircuts only) and so the time taken per male client is much less.
The prices for the female clients were not increased during the whole of 2008 and 2009 and the mix
of services provided for female clients in the two years was the same.
The latest financial results are as follows:
2008
Rs
Sales
Less cost of sales:
Hairdressing staff costs
Hair products – female
Hair products – male

65,000
29,000

2009
Rs
200,000

Rs

91,000
27,000
8,000

Rs
238,500
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Gross profit
Less expense:
Rent
Administration salaries
Electricity
Advertising
Total expenses
Profit

94,000
106,000

126,000
112,500

10,000
9,000
7,000
2,000

10,000
9,500
8,000
5,000
28,000
78,000

32,500
80,000

Oliver is disappointed with his financial results. He thinks the salon is much busier than a year
ago and was expecting more profit. He has noted the following extra information:
1. Some female clients complained about the change in atmosphere following the
introduction of male services, which created tension in the salon.
2. Two new staff was recruited at the start of 2009. The first was a junior hairdresser to support
the specialist hairdressers for the female clients. She was appointed on a salary of Rs 9,000
per annum. The second new staff member was a specialist hairdresser for the male clients.
There were no increases in pay for existing staff at the start of 2009 after a big rise at the
start of 2008 which was designed to cover two years’ worth of increases.
Oliver introduced some non-financial measures of success two years ago.
2008
Number of complaints
Number of male client visits
Number of female client visits

2009

12

46

0

3,425

8,000

6,800

Number of specialist hairdressers for female clients

4

5

Number of specialist hairdressers for male clients

0

1

Required:
(a) Calculate the average price for hair services per male and female client for each of the
years 2008 and 2009.
(b) Assess the financial performance of the Salon using the data above.
(c) Analyse and comment on the non-financial performance of Oliver’s business, under the
headings of quality and resource utilization.
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Answer:Oliver’s Salon
a) The average price for hairdressing per client is as follows:
2008: Female clients paid Rs 200,000 for 8,000 visits. This is an average price per visit of Rs
200,000/8,000 = Rs 25.
In 2009 the female hairdressing prices did not increase and the mix of sales did not change
so of the total revenue Rs 170,000 (6,800 x Rs 25) was from female clients. This means that
the balance of Rs 68,500 (Rs 238,500 – Rs 170,000) was from male clients at an average price
of Rs 20 per visit (Rs 68,500/3,425).
b) Financial performance assessment
Hairdressing sales growth: Oliver’s Salon has grown significantly during the two years,
with an increase of 19·25% (W1). This is impressive in a mature industry like
hairdressing.
The increase has come from the launch of the new male hairdressing with a significant
contraction in the core female business – down 15% (W1).
Hairdressing gross margin: Oliver’s hairdressing overall gross margin has reduced
significantly, down from 53% to 47·2% in 2009 (W2).
There has been an increase in staff numbers for the female part of the business and this,
combined with the fall in the volume of sales from female clients, has significantly
damaged margins from that customer type, with a fall from 53% to 40·5% (W2).
The margins from male clients in 2009 are 63·5% which is better than that achieved in
2008 from the female clients. This is probably mainly due to faster throughput, so that
despite the lower average prices charged the overall margin was still quite good.
Staff costs: The staffing levels have had to increase to accommodate the new male market
and the extra levels of business. The new hairdresser for the male clients is being paid
slightly more than the previously employed staff (W3). This might encourage
dissatisfaction. The addition of a junior will clearly reduce the overall average wage bill
but increases costs overall whilst the volume of female clients is shrinking.
Advertising spend: This has increased by 150% in the year (W4). This is probably
nothing to worry about as it is likely that the launching of the new product range (males!)
will have required advertising. Indeed, given the increase in sales of male hair services it
is fair to say that the money was well spent.
Rent is clearly a fixed cost and administrative expenses have gone up a mere 5·5%; these
costs appear under control given the overall volume of clients is well up on 2008.
Electricity costs have jumped 14·3% which seems a lot but is probably a cost which
Oliver would find hard to control. Energy companies are often very large organisations
where competition is rarely significant. Small businesses have little choice but to pay the
going rate for energy.
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Net Profit: Overall net profit has worsened to 33·5% from 39% (W8). This is primarily
due to the weakening gross margin and extra costs incurred for advertising. The
advertising cost may not recur and so the net margin might improve next year.
Overall it is understandable that Oliver is disappointed with the financial results. With a
19·25% increase in overall sales he might have expected more net profit.
c) Non-financial performance
Quality: The number of complaints is up by 283% (W5) and is proportionately more
frequent. This seems to be due to two main reasons. Firstly the switch away from a single
gender salon has upset the existing customer base. It is possible that by trying to appeal
to more customer types Oliver is failing to meet the needs of at least one group. It may be
that the quality of hair services has not worsened but that the complaints are regarding
the change towards a multi-gender business.
Secondly the wage rates paid to the new junior staff seem to be well below the wage rates
of the existing staff (W3). This implies that they are in training and could be of poorer
quality. It is stated that they are in a supporting role but if not properly supervised then
mistakes could easily occur. This can easily lead to complaints from dissatisfied
customers.
Resource utilization: The main resources that Oliver has are the staff and the rented
property. As far as the property is concerned the asset is being used to a much higher
degree with 27·8% more clients being serviced in the year (W6). However, as the overall
margins are lower one might argue that just focusing solely on volume misses the point
on asset utilization.
As far as the staff usage is concerned it is a mixed scene. The female specialists are producing
less per member of staff than in 2008 after the recruitment of one more staff member and a
fall in volume of female clients. Each specialist served 2,000 female clients in 2008 and only
1,360 in 2009 (W9). Oliver may have been concerned with the complaints coming in and
decided to do something about service levels by increasing resources for the female clients.
The specialist dealing with male clients has produced far more treatments than those
serving the females. This is probably not unusual; we are told that the male customer
requires only a simple service. Without comparative data we cannot say whether 3,425
customers per year are good. We also cannot say that this specialist is doing ‘better’ than
the others. Cutting men’s hair is quicker to do, so more output is inevitable.
Workings:
(W1) Sales growth overall is Rs 238,500/Rs 200,000 or +19·25%. The female hairdressing
sale has though fallen by 15% (Rs 200,000 – Rs 170,000)/Rs 200,000. This is entirely
reflected in volume as there was no price increase in 2009 for female clients.
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(W2) Gross margin overall is Rs 106,000/Rs 200,000 or 53%
in 2008 and Rs
112,500/238,500 or 47·2% in 2009.
This can be analyzed between the female and male clients:
2008
2009
Female Rs
Rs
Female Rs
Male Rs
Sales
200,000
170,000
68,500
Less cost of sales:
Hairdressing staff costs (W3) (65,000)
(74,000)
(17,000)
Hair products – female
(29,000)
(27,000)
Hair products – male
(8,000)
Gross profit
106,000
69,000
43,500
GP%
53%
40.5%
63.5%
(W3) Staff cost growth is Rs 91,000/Rs 65,000 or +40%. In absolute terms average staff costs
were Rs 65,000/4 = Rs 16,250 in 2008.
Additional staff cost Rs 26,000 (Rs 91,000 – Rs 65,000) in total for two people. The junior was
paid Rs 9,000 and so the new specialist for the male customers must have been paid Rs
17,000
(W4) Advertising increased by Rs 5,000/Rs 2,000 or 150%
(W5) Number of complaints up by 46/12 or 283% Complaints per customer visit up from
12/8,000 or 0·15% to 46/10,225 or 0.44%
(W6) Client growth is 10,225/8,000 or 27.8%
(W7) Number of female clients per specialist is 8,000/4 or 2,000 in 2008 and 6,800/5 or
1,360 in 2009. Number of male clients per specialist is 3,425 in 2009.
(W8) Net profit is Rs 78,000/200,000 or 39% in 2008 and Rs 80,000/238,500 or 33.5% in
2009.

Question:Hilal Cakes make cakes, which are sold directly to the public. The new production manager (a
celebrity chef) has argued that the business should use only organic ingredients in its cake
production. Organic ingredients are more expensive but should produce a product with an
improved flavor and give health benefits for the customers. It was hoped that this would
stimulate demand and enable an immediate price increase for the cakes.
Hilal Cakes operates a responsibility based standard costing system which allocates variances to
specific individuals. The individual managers are paid a bonus only when net favourable
variances are allocated to them.
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The new organic cake production approach was adopted at the start of March 2009, following a
decision by the new production manager. No change was made at that time to the standard costs
card. The variance reports for February and March are shown below (Fav = Favourable and Adv
= Adverse)
Manager responsible

Allocated variances

February
Variance Rs

March
Variance Rs

Material price (total for all ingredients)
Material mix
Material yield

25 Fav
0
20 Fav

2,100 Adv
600 Adv
400 Fav

Sales price
Sales contribution volume

40 Adv
35 Adv

7,000 Fav
3,000 Fav

Production manager

Sales manager

The production manager is upset that he seems to have lost all hope of a bonus under the new
system. The sales manager thinks the new organic cakes are excellent and is very pleased with
the progress made.
Hilal Cakes operate a JIT stock system and holds virtually no inventory.
Required:
(a) Assess the performance of the production manager and the sales manager and indicate
whether the current bonus scheme is fair to those concerned.
In April 2009 the following data applied:
Standard cost card for one cake (not adjusted for the organic ingredient change)
Ingredients

Kg

Rs

Flour

0.10

0.12 per kg

Eggs

0.10

0.70 per kg

Butter

0.10

1.70 per kg

Sugar

0.10

0.50 per kg

Total

input

Normal loss (10%)
Standard weight of a cake
Standard sales price of a cake

0.40
(0.04)
0.36
0.85

115
Standard contribution per cake after all variable costs

0.35

The budget for production and sales in April was 50,000 cakes. Actual production and sales was
60,000 cakes in the month, during which the following occurred:
Ingredients used

Kg

Rs

Flour

5,700

Rs 741

Eggs

6,600

Rs 5,610

Butter

6,600

Rs 11,880

Sugar

4,578

Rs 2,747

Total

input

Actual

loss

Actual output of cake mixture
Actual sales price of a cake

23,478

Rs 20,978

(1,878)
21,600
Rs 0.99

All cakes produced must weigh 0.36 kg as this is what is advertised.
Required:
(b) Calculate the material price, mix and yield variances and the sales price and sales
contribution volume variances for April. You are not required to make any comment on the
performance of the managers.

Answer:a) Production manager
Assessing the performance of the two managers is difficult in this situation. In a
traditional sense the production manager has seriously over spent in March following
the move to organic ingredients. He has a net adverse variance against his department of
Rs 2,300 in one month. No adjustment to the standards has been made to allow for the
change to organic.
The manager has not only bought organically he has also changed the mix, increasing the
input proportion of the more expensive ingredients. This may have contributed to the
increased sales of cakes.
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However, the decision to go organic has seen the sales of the business improve. We are
told that the taste of the cakes should be better and that customers could perceive a
health benefit. However, the production manager is allocated none of the favourable
sales variances that result. If we assume that the improved sales are entirely as a result
of the production manager’s decision to change the ingredients then the overall net
favourable variance is Rs 7,700.
The production manager did appear to be operating within the original standard in
February, indicating a well performing department. Indeed he will have earned a small
bonus in that month.
Sales manager
A change to organic idea would need to be ‘sold’ to customers. It would presumably
require a change of marketing and proper communication to customers. The sales
manager would probably feel he has done a good job in March. It is debatable, however,
whether he is entirely responsible for all of the favourable variances.
The move to organic certainly helped the sales manager as in February he seems to have
failed to meet his targets.
Bonus scheme
The problem here is that the variances have to be allocated to one individual. The good
sales variances have been allocated to the sales manager when in truth the production
manager’s decision to go organic appears to have been a good one and the driver of the
business success. Responsibility accounting systems struggle to cope with ‘joint’ success
stories, refuting in general a collective responsibility.
Under the current standards the production manager has seemingly no chance to make
a bonus. The main problems appear to be the out-of-date standards and the fact that all
sales variances are allocated to the sales manager, despite the root cause of the improved
performance being at least in part the production manager’s decision to go organic. The
system does not appear fair.
General comments
It would appear that some sharing of the total variances is appropriate. This would be an
inexact science and some negotiation would be needed.
One problem seems to be that the original standards were not changed following the
decision to go organic. In this sense the variances reported are not really ‘fair’. Standards
should reflect achievable current targets and this is not the case here.
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b) Variance calculations
Material price variances
Ingredient
Act price/kg
Flour
Eggs
Butter
Sugar
Total

0·13
0·85
1·80
0·60

Material mix variance
Ingredient
Act mix
Flour
5,700
Eggs
6,600
Butter
6,600
Sugar
4,578
Totals
23,478

Std price/kg
Actual
quantity kg
0·12
5,700
0·70
6,600
1·70
6,600
0·50
4,578

Std mix
5,870
5,870
5,870
5,870
23,478

Material yield variance
Actual yield
Standard yield (23,478/0·4)
Difference
Standard cost of a cake (W1)
Yield variance (1,305 * 0·302)
Sales price variance
Act price

Std price Variance
0·12
20
0·70
511
1·70
1,241
0·50
–646
1,086

Adv or Fav

Adv

60,000 cakes
58,695 cakes
1,305 cakes
Rs 0·302
394 Fav

Std Price

Cake
0·99
0·85
Sales volume contribution variance
Actual volume
Budget volume
Standard contribution
Variance (60,000 – 50,000) * 0·35 =
W1
Standard cost of a cake
Ingredients
Flour
Eggs

Adv or Fav
(AP – SP) x AQ
MPV
57
Adv
990
Adv
660
Adv
458
Adv
2,165
Adv

Kg
0·10
0·10

volume
(AP – SP) Adv or Fav
* Act Vol
Variance
60,000
8,400
Fav
Act

60,000 cakes
50,000 cakes
0·35
Rs 3,500 Fav

Rs
Rs 0·12 per kg
Rs 0·70 per kg

Cost
0·012
0·070
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Butter
Sugar
Total input
Normal loss (10%)
Standard weight/cost of a cake

0·10
0·10
0·40
(0·04)
0·36

Rs 1·70 per kg
Rs 0·50 per kg

0·170
0·050
0·302
0·302

Question:Bilal and Parvaiz (B&P) operates a retail store selling spares and accessories for the car market.
The store has previously only opened for six days per week for the 50 working weeks in the
year, but B&P is now considering also opening on Sundays.
The sales of the business on Monday through to Saturday averages at Rs 10,000 per day with
average gross profit of 70% earned.
B&P expects that the gross profit % earned on a Sunday will be 20 percentage points lower than
the average earned on the other days in the week. This is because they plan to offer substantial
discounts and promotions on a Sunday to attract customers. Given the price reduction, Sunday
sales revenues are expected to be 60% more than the average daily sales revenues for the other
days. These Sunday sales estimates are for new customers only, with no allowance being made
for those customers that may transfer from other days.
B&P buys all its goods from one supplier. This supplier gives a 5% discount on all purchases if
annual spend exceeds Rs 1,000,000.
It has been agreed to pay time and a half to sales assistants that work on Sundays. The normal hourly
rate is Rs 20 per hour. In total five sales assistants will be needed for the six hours that the store
will be open on a Sunday. They will also be able to take a half-day off (four hours) during the week.
Staffing levels will be allowed to reduce slightly during the week to avoid extra costs being
incurred.
The staff will have to be supervised by a manager, currently employed by the company and paid
an annual salary of Rs 80,000. If he works on a Sunday he will take the equivalent time off during
the week when the assistant manager is available to cover for him at no extra cost to B&P. He
will also be paid a bonus of 1% of the extra sales generated on the Sunday project.
The store will have to be lit at a cost of Rs 30 per hour and heated at a cost of Rs 45 per hour. The
heating will come on two hours before the store opens in the 25 ‘winter’ weeks to make sure it is
warm enough for customers to come in at opening time. The store is not heated in the other weeks

119
The rent of the store amounts to Rs 420,000 per annum.
Required:
(a) Calculate whether the Sunday opening incremental revenue exceeds the incremental costs
over a year (ignore inventory movements) and on this basis reach a conclusion as to whether
Sunday opening is financially justifiable.
(b) Discuss whether the manager’s pay deal (time off and bonus) is likely to motivate him.
(c) Briefly discuss whether offering substantial price discounts and promotions on Sunday is
a good suggestion.

Answer:Bilal and Parvaiz
a) The decision to open on Sundays is to be based on incremental revenue and incremental
costs:
Ref
Rs
Rs
Incremental revenue
W1
800,000
Incremental costs
Cost of sales
W2
335,000
- Staff
W3
45,000
- Lighting
W4
9,000
- Heating
W5
9,000
- Manager’s bonus
W6
8,000
- Total
406,000
Net incremental revenue

394,000

Conclusion
On the basis of the above it is clear that the incremental revenue exceeds the incremental costs
and therefore it is financially justifiable.
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(W1) Incremental revenue
Day

Average

Sales

Gross profit

Gross profit

Cost of Sales

Rs

%

Rs

Rs

8,000

8,000

400,000

400,000

10,000

Sunday (+60% of average) 16,000
Annually (50 days)

70%
50%

800,000

Current results (300 days) 3,000,000
New

results

3,800,000

70.0%
65.8%

2,100,000
2,500,000

(W2) Purchasing and discount on purchasing
Extra purchasing from Sunday trading is Rs 800,000 – Rs 400,000 = Rs 400,000
Current annual purchasing is Rs 18,000 x 50 =Rs 900,000
New annual purchasing is (Rs 900,000 + Rs 400,000) x 0.95 = Rs 1,235,000
Incremental cost is Rs 1,235,000 – Rs 900,000 = Rs 335,000 (a Rs 65,000 discount)
(W3) Staff costs
Staff costs on a Sunday are 5 staff x 6 hours x Rs 20 per hour x 1.5 = Rs 900 per day
Annual cost is Rs 900 x 50 days = Rs 45,000
(W4) Lighting costs
Lighting costs are 6 hours x Rs 30 per hour x 50 days = Rs 9,000
(W5) Heating costs
Heating cost in winter is 8 hours x Rs 45 per hour x 25 days = Rs 9,000
(W6) Manager’s bonus
This is based on the incremental revenue Rs 800,000 x 1% = Rs 8,000 (or Rs 160 per day)
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b) The manager’s rewards can be summarised as follows:
Time off
This appears far from generous. The other staff are being paid time and a half and yet the
manager does not appear to have this option and also is only being given time off in lieu
(TOIL) at normal rates. Some managers may want their time back as TOIL so as to spend
time with family or social friends; others may want the cash to spend. One would have
thought some flexibility would have been sensible if the manager is to be motivated
properly.
Bonus
The bonus can be calculated at Rs 8,000 per annum (W6); on a day worked basis, this is
Rs 160 per day. This is less than that being paid to normal staff; at time and a half they
earn 6 hours x Rs 20 x 1·5 = Rs 180 per day. It is very unlikely to be enough to keep the
presumably better qualified manager happy. Indeed the bonus is dependent on the level
of new sales and so there is an element of risk involved for the manager. Generally
speaking higher risk for lower returns is far from motivating.
The level of sales could of course be much bigger than is currently predicted. However,
given the uplift on normal average daily sales is already +60%, this is unlikely to be
significant.
c) Discounts and promotion
When new products or in this case opening times are launched then some form of market
stimulant is often necessary. B&P has chosen to offer substantial discounts and
promotions. There are various issues here:
Changing buying patterns: It is possible that customers might delay a purchase a day or
two in order to buy on a Sunday. This would cost the business since the margin earned
on Sunday is predicted to be 20% points lower than on other days.
Complaints: Customers that have already bought an item on another day might complain
when they see the same product on sale for much less when they come back in for
something else on a Sunday. Businesses need to be strong in this regard in that they have
to retain control over their pricing policy. Studies have shown that only a small
proportion of people will actually complain in this situation. More might not, though, be
caught out twice and hence will change the timing of purchases (as above).
Quality: The price of an item can say something about its quality. Low prices tend to
suggest poor quality and vice versa. B&P should be careful so as not to suggest that lower
prices do not damage the reputation of the business as regards quality.
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Question:Northland’s major towns and cities are maintained by local government organisations (LGO),
which are funded by central government. The LGOs submit a budget each year which forms the
basis of the funds received.
You are provided with the following information as part of the 2010 budget preparation.
Overheads
Overhead costs are budgeted on an incremental basis, taking the previous year’s actual
expenditure and adding a set % to allow for inflation. Adjustments are also made for known
changes. The details for these are:
Overhead cost category

2009 cost (Rs)

Known changes

Property cost
Central wages
Stationery

120,000
150,000
25,000

None
Note 1 below
Note 2 below

Inflation adjustment
between 2009 and 2010
+5%
+3%
0%

Note 1: One new staff member will be added to the overhead team; this will cost Rs 12,000 in
2010
Note 2: A move towards the paperless office is expected to reduce stationery costs by 40% on
the 2009 spend
Road repairs
In 2010 it is expected that 2,000 meters of road will need repairing but a contingency of an extra
10% has been agreed.
In 2009 the average cost of a road repair was Rs 15,000 per meter repaired, but this excluded any
cost effects of extreme weather conditions. The following probability estimates have been made
in respect of 2010:
Weather type predicted

Probability

Increase in repair cost

Good

0.7

0

Poor

0.1

+10%

Bad

0.2

+25%

Inflation on road repairing costs is expected to be 5% between 2009 and 2010.
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New roads
New roads are budgeted on a zero base basis and will have to compete for funds along with
other capital projects such as hospitals and schools.
Required:
(a) Calculate the overheads budget for 2010.
(b) Calculate the budgets for road repairs for 2010.
(c) Explain the problems associated with using expected values in budgeting by an LGO and
explain why a contingency for road repairs might be needed.
(d) Explain the process involved for zero based budgeting.

Answer:a) Overhead costs for the 2010 budget:
Property cost = Rs 120,000 x 1.05 = Rs 126,000
Central wages = (Rs 150,000 x 1.03) + Rs 12,000 = Rs 166,500
Stationery = Rs 25,000 x 0.6 = Rs 15,000
b) The road repair budget will be based on 2,200 meters of road repairs; it is common to
include a contingency in case roads unexpectedly need repair (see part (c)).
The weather conditions could add an extra cost to the budget if poor or bad conditions
exist. The adjustment needed is based on an expected value calculation:
(0.7 x 0%) + (0.1 x 10%) + (0.2 x 25%) = 6%
Hence the budget (after allowing for a 5% inflation adjustment) will be:
2,200 x Rs 15,000 x 1.06 x 1.05 = Rs 36,729,000
This could be shown as:
(2,200 x 15,000 x 1.0 x 0.7) + (2,200 x 15,000 x 1.1 x 0.1) + (2,200 x 15,000 x 1.25 x 0.2) = Rs
34,980,000
The Rs 34,980,000 could then be adjusted for inflation at 5% to give Rs 36,729,000 as
above.
c) An expected value calculation used in budgeting has the following problems associated
with it:
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-

-

-

It is often difficult to estimate the probabilities associated with different (in this
case) weather conditions. The weather in one year may not reflect the weather in
the following year leading to wildly inaccurate estimates and hence budgeting
errors.
It is difficult to estimate the precise monetary value attaching to each of the
outcomes. ‘Bad’ weather can presumably take many forms (extreme cold,
heat or water); the effect of each of these could be difficult to assess. Whilst
using expected values it is common to group the events together and have one
probability estimate. This may prove inadequate or inaccurate.
The expected value that is calculated might not reflect the true cost leading to
over or under spends on budget.
The managers will have an easy fallback position should the budgets turn out
to be incorrect. It would probably be accepted that the weather (and hence
the probability of it) is outside their control and over spends could not then
be blamed on them.

A contingency is often added to a budget in the event that there is uncertainty on the likely
spend. In this case there would be much uncertainty over the level and indeed type of
road repairs required. Roads could be damaged by weather conditions (extreme cold or heat)
or unexpected land movements (earthquakes). Public safety could be at risk meaning that a
repair is essential. This could result in a higher spend.
Equally the type of repair needed would vary and be unpredictable. Small holes might be
simply filled in but larger holes or cracks might involve repairs to the foundations of the
road. The costs could differ considerably between the different types of repairs.
d) Zero based budgeting involves three main steps:
- Define decision packages. These are detailed descriptions of the activities to
be carried out. There will be some standardization within the data to allow
comparison with other activities (costs, time taken and so on). A cost-benefit
analysis is often carried out at this stage to ensure the most cost effective and
beneficial approach to the activity is taken.
- Evaluation and ranking of activities. Each activity is assessed; those that are
perhaps part of a legal obligation become ‘must do’ activities; others may be
viewed as discretionary. The LGO will have to decide which of the activities
offer the greatest value for money (VFM) or the greatest benefit for the lowest
cost.
- Allocation of resource. The budget will then be created for the accepted
activities.
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Question:Secure Net (SN) manufacture security cards that restrict access to government owned buildings
around the world.
The standard cost for the plastic that goes into making a card is Rs 4 per kg and each card uses
40g of plastic after an allowance for waste. In November 100,000 cards were produced and sold
by SN and this was well above the budgeted sales of 60,000 cards.
The actual cost of the plastic was Rs 5.25 per kg and the production manager (who is responsible
for all buying and production issues) was asked to explain the increase. He said ‘World oil price
increases pushed up plastic prices by 20% compared to our budget and I also decided to use a
different supplier who promised better quality and increased reliability for a slightly higher price. I
know we have overspent but not all the increase in plastic prices is my fault’
The actual usage of plastic per card was 35g per card and again the production manager had an
explanation. He said ‘The world-wide standard size for security cards increased by 5% due to a
change in the card reader technology, however, our new supplier provided much better quality
of plastic and this helped to cut down on the waste.’
SN operates a just in time (JIT) system and hence carries very little inventory.
Required:
(a) Calculate the total material price and total material usage variances ignoring any possible
planning error in the figures.
(b) Analyse the above total variances into component parts for planning and operational
variances in as much detail as the information allows.
(c) Assess the performance of the production manager.

Answer:a) The total variances are as follows:
Total price variance = (Rs 5.25 – Rs 4)3,500kg = Rs 4,375 Adverse
Total usage variance = (3,500 – 4,000)4 = Rs 2,000 Favourable
This makes a total of Rs 2,375 Adverse
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b) The planning variances are calculated by comparing the original budget and the revised
standards after adjustment for factors outside the control of the organisation.
On this basis the revised standards would be a price of Rs 4·80 per kg with revised usage
at 42g per card.
Planning price variance = (Rs 4.80 – Rs 4)4,200 = Rs 3,360 Adverse
Planning Usage variance = (4,200 – 4,000) Rs 4 = Rs 800 Adverse
The total planning error (variance) is Rs 4,160 Adverse
The operational variances compare the actual spend with the revised budget figures.
Operational price variance = (Rs 5.25 – Rs 4.80)3,500kg = Rs 1,575 Adverse
Operational usage variance = (3,500 – 4,200) Rs 4.80 = Rs 3,360 Favourable
The total operational variance is Rs 1,785 Favourable
The method above is in line with the article previously written by the examiner and published in
the ACCA student newsletter.
Other methods applied consistently would score full marks.
c) The production manager is subject to external pressures which appear beyond his
control. The size of the security card has to fit the reader of that card and if the industry
specification changes there is nothing that he can do about that. This is, then, a ‘planning’
error and should not form part of any assessment of his performance.
Equally if world-wide oil prices increase (and hence plastic prices) then the production
manager cannot control that. This would be allocated as a planning error and ignored in
an assessment of his performance.
The performance of the production manager should be based on the operational
variances (and any relevant qualitative factors). The decision to use a new supplier ‘cost’
an extra Rs 1,575 in price terms. On the face of it this is, at least potentially, a poor
performance. However, the manager seems to have agreed to the higher price on the
promise of better quality and reliability. If this promise was delivered then this could be
seen as a good decision (and performance). The savings in waste (partly represented by
the usage variance) amount to Rs 3,360 favourable. This would seem to suggest better
quality. The fact that the production level jumped from 60,000 to 100,000 also suggests
that suppliers’ reliability was good (in that they were able to deliver so much). The net
variance position is relevant at a saving of Rs 1,785.
It is also possible that such a large increase in volume of sales and production should
have yielded a volume based discount from suppliers. This should also be reflected in any
performance assessment in that if this has not been secured it could be seen as a poor
performance.
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This is backed up by the lack of obvious quality problems since we are told that 100,000
cards were produced and sold in the period, a huge increase on budget. The ability of a
production manager to react and be flexible can often form a part of a performance
assessment.
In conclusion the manager could be said to have performed well.

Question:Bellevue Chair Company Chairs (BCC) manufactures and sells executive leather chairs. They are
considering a new design of massaging chair to launch into the competitive market in which they
operate.
They have carried out an investigation in the market and using a target costing system have
targeted a competitive selling price of Rs 120 for the chair. BCC wants a margin on selling price
of 20% (ignoring any overheads).
The frame and massage mechanism will be bought in for Rs 51 per chair and BCC will upholster
it in leather and assemble it ready for dispatch.
Leather costs Rs 10 per meter and two meters are needed for a complete chair although 20% of
all leather is wasted in the upholstery process.
The upholstery and assembly process will be subject to a learning effect as the workers get used
to the new design. BCC estimates that the first chair will take two hours to prepare but this will
be subject to a learning rate (LR) of 95%. The learning improvement will stop once 128 chairs
have been made and the time for the 128th chair will be the time for all subsequent chairs. The
cost of labour is Rs 15 per hour.
The learning formula is shown on the formula sheet and at the 95% learning rate the value of b is
–0.074000581.
Required:
(a) Calculate the average cost for the first 128 chairs made and identify any cost gap that may
be present at that stage.
(b) Assuming that a cost gap for the chair exists suggest four ways in which it could be
closed.
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The production manager denies any claims that a cost gap exists and has stated that the cost of
the 128th chair will be low enough to yield the required margin.
(c) Calculate the cost of the 128th chair made and state whether the target cost is being
achieved on the 128th chair.

Answer:a) The average cost of the first 128 chairs is as follows:
Rs
51.00
25.00
20.95
96.95

Frame and massage mechanism
Leather
2 meters x Rs 10/mtr x 100/80
Labour (W1)
Total
Target selling price is Rs 120.
Target cost of the chair is therefore Rs 120 x 80% = Rs 96
The cost gap is Rs 96·95 – Rs 96·00 = Rs 0·95 per chair
(W1)
The cost of the labour can be calculated using learning curve principles. The formula can
be used or a tabular approach would also give the average cost of 128 chairs. Both
methods are acceptable and shown here.
Tabulation:
Cumulative output
(units)
1
2
4
8
16
32
64
128
Formula:

Average time per
unit (hrs)
2
1.9
1.805
1.71475
1.6290125
1.54756188
1.47018378
1.39667459

Total time (hrs) Average cost per
chair at Rs 15 per hour

178.7

Y = axb
Y = 21280.074000581
Y = 1.396674592
The average cost per chair is 1.396674592 x Rs 15 = Rs 20.95

20.95
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b) To reduce the cost gap various methods are possible (only four are needed for full
marks)
- Re-design the chair to remove unnecessary features and hence cost
- Negotiate with the frame supplier for a better cost. This may be easier as the
volume of sales improve as suppliers often are willing to give discounts for
bulk buying. Alternatively a different frame supplier could be found that
offers a better price. Care would be needed here to maintain the required
quality
- Leather can be bought from different suppliers or at a better price also.
Reducing the level of waste would save on cost.
Even a small reduction in waste rates would remove much of the cost gap
that exists
- Improve the rate of learning by better training and supervision
- Employ cheaper labour by reducing the skill level expected. Care would also
be needed here not to sacrifice quality or push up waste rates.
c) The cost of the 128th chair will be:
Rs
Frame and massage mechanism
51.00
Leather
2 meters x Rs 10/mtr x 100/80
25.00
Labour
1.29 hours x Rs 15 per hour (W2)
19.35
Total
95.35
Against a target cost of Rs 96 the production manager is correct in his assertion that the
required return is now being achieved.
(W2)
Using the formula, we need to calculate the cost of the first 127 chairs and deduct that
cost from the cost of the first 128 chairs.
Y = axb
Y = 21270.074000581
Y = 1.39748546
Total time is 127 x 1.39748546 = 177.48 hours
Time for the 128th chair is 178.77 – 177.48 = 1.29 hours
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Question:The Western is a local government organisation responsible for waste collection from domestic
households. The new management accountant of The Western has decided to introduce some
new forecasting techniques to improve the accuracy of the budgeting. The next budget to be
produced is for the year ended 31 December 2010.
Waste is collected by the tonne (T). The number of tonnes collected each year has been rising
and by using time series analysis the new management accountant has produced the following
relationship between the tonnes collected (T) and the time period in question Q (where Q is a
quarter number. So Q = 1 represents quarter 1 in 2009 and
Q = 2 represents quarter 2 in 2009 and so on)
T = 2,000 + 25Q
Each quarter is subject to some seasonal variation with more waste being collected in the
middle quarters of each year. The adjustments required to the underlying trend prediction are:
Quarter

Tonnes

1

–200

2

+250

3

+150

4

–100

Once T is predicted the new management accountant hopes to use the values to predict the
variable operating costs and fixed operating costs that The Western will be subjected to in 2010.
To this end he has provided the following operating cost data for 2009.
Volume of waste

Total operating cost in 2009
(fixed + variable)

Tonnes

Rs ’000s

2,100

950

2,500

1,010

2,400

1,010

2,300

990

Inflation on the operating cost is expected to be 5% between 2009 and 2010.
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The regression formula is shown on the formula sheet.
Required:
(a) Calculate the tonnes of waste to be expected in the calendar year 2010.
(b) Calculate the variable operating cost and fixed operating cost to be expected in 2010 using
regression analysis on the 2009 data and allowing for inflation as appropriate.
Many local government organisations operate incremental budgeting as one of their main
budgeting techniques. They take a previous period’s actual spend, adjust for any known changes
to operations and then add a % for expected inflation in order to set the next period’s budget.
(c) Describe two advantages and two disadvantages of a local government organisation
funded by taxpayer’s money using incremental budgeting as its main budgeting technique.

Answer:(a) In 2010 the four quarters will be numbers 5–8, consequently the trend figures for waste to be
collected will be:
Quarter 1 (Q = 5): 2,000 + 25(5) = 2,125 tonnes
Quarter 2 (Q = 6): 2,000 + 25(6) = 2,150 tonnes
Quarter 3 (Q = 7): 2,000 + 25(7) = 2,175 tonnes
Quarter 4 (Q = 8): 2,000 + 25(8) = 2,200 tonnes
Seasonal adjustments are needed thus:
Quarter 1: 2,125 – 200 = 1,925
Quarter 2: 2,150 + 250 = 2,400
Quarter 3: 2,175 + 150 = 2,325
Quarter 4: 2,200 – 100 = 2,100
Total tonnage is 1,925 + 2,400 + 2,325 + 2,100 = 8,750 tonnes for the year.
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(b) Regression analysis can be used to calculate the variable operating and fixed operating costs
in 2009.
Tonnes

(X)

Total Cost (Y)

x2

XY

Rs 000’s

Sum

2,100

950

1,995,000

4,410,000

2,500

1010

2,525,000

6,250,000

2,400

1010

2,424,000

5,760,000

2,300

990

2,277,000

5,290,000

9,300

3,960

9,221,000

21,710,000

Y = a +bX
Where ‘a’ is fixed operating cost and ‘b’ is variable operating cost in this context.
Using the formula given:
b = (4 x 9,221,000 – 9,300 x 3,960)/ (4 x 21,710,000 – (9, 300) )
2

b = 0.16 or Rs 160 per tonne as the original data is in Rs 000’s. This was the variable operating
cost per tonne for 2009.
a = (3,960/4) – (0.16 x 9,300/4)
a = 618 or Rs 618,000 as the original data is in Rs 000’s. This was the fixed operating cost in 2009.
Allowing for inflation:
The variable operating cost in 2010 will be Rs 160 x 1.05 = Rs 168 per tonne
The fixed operating cost in 2010 will be Rs 618,000 x 1.05 = Rs 648,900
(c) Advantages of an incremental budgeting approach:
-

Local government organisations are often complex and incremental budgeting will
be seen as a simple approach to a budget that will take little effort.
Budget processes can be long ones, however incremental approaches do tend to be
quicker than most. Complex local government organisations can suffer from very
long budget processes and incremental budgeting can alleviate this a little.

133
Disadvantages of incremental budgeting:
-

-

Public bodies, such as local governments, will be encouraged to use up this year’s
entire budget in order to ensure that next year’s budget will be as high as possible
to give them the flexibility they need to do whatever is needed. The public services
required can be unpredictable and so local government organisations prefer to be
able to be flexible.
Overspends made in this year will be budgeted for again next year, this is hardly
giving taxpayers value for money.

Question:Tic International Park (TIP) is a theme park and has for many years been a successful business,
which has traded profitably. About three years ago the directors decided to capitalize on their
success and reduced the expenditure made on new thrill rides, reduced routine maintenance
where possible (deciding instead to repair equipment when it broke down) and made a
commitment to regularly increase admission prices. Once an admission price is paid customers
can use any of the facilities and rides for free.
These steps increased profits considerably, enabling good dividends to be paid to the owners
and bonuses to the directors. The last two years of financial results are shown below.

Sales

2008

2009

Rs

Rs

5,250,000

5,320,000

2,500,000

2,200,000

80,000

70,000

Repairs

260,000

320,000

Directors salaries

150,000

160,000

Directors bonuses

15,000

18,000

1,200,000

1,180,000

Less expense:
Wages
Maintenance – routine

Other costs (including depreciation)
Net profit

1,045,000

1,372,000
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Book value of assets at start of year
Dividend paid
Number of visitors

13,000,000

12,000,000

500,000

650,000

150,000

140,000

TIP operates in a country where the average rate of inflation is around 1% per annum.
Required:
(a) Assess the financial performance of TIP using the information given above.
During the early part of 2008 TIP employed a newly qualified management accountant. He
quickly became concerned about the potential performance of TIP and to investigate his
concerns he started to gather data to measure some non-financial measures of success. The data
he has gathered is shown below:
Table 1
2008

2009

Hours lost due to breakdown of rides (see note 1)

9,000 hours

32,000 hours

Average waiting time per ride

20 minutes

30 minutes

Note 1: TIP has 50 rides of different types. It is open 360 days of the year for 10 hours each day
Required:
(b) Assess the quality of the service that TIP provides to its customers using Table 1 and any
other relevant data and indicate the risks it is likely to face if it continues with its current
policies.

Answer:a) TIPs Financial performance can be assessed in a number of ways:
Sales growth
Sales are up about 1.3% (W1) which is a little above the rate of inflation and therefore a
move in the right direction. However, with average admission prices jumping about 8.6%
(W2) and numbers of visitors falling there are clearly problems. Large increases in
admission prices reduce the value proposition for the customer; it is unlikely that the
rate of increase is sustainable or even justifiable. Indeed with volumes falling (down by
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6.7%, (W6)) it appears that some customers are being put off and price could be one of
reasons.

the

Maintenance and repairs
There appears to be a continuing drift away from routine maintenance with management
preferring to repair equipment as required. This does not appear to be saving any money
as the combined cost of maintenance and repair is higher in 2009 than in 2008 (possible
risks are dealt with in part (b)).
Directors pay
Absolute salary levels are up 6.7% (W3), well above the modest inflation rate. It appears
that the shareholders are happy with the financial performance of the business and are
prepared to reward the directors accordingly. Bonus levels are also well up. It may be
that the directors have some form of profit related pay scheme and are being rewarded
for the improved profit performance. The directors are likely to be very pleased with the
increases to pay.
Wages
Wages are down by 12% (W5). This may partly reflect the loss of customers (down by
6.7% (W6) if we assume that at least part of the wages cost is variable. It could also be
that the directors are reducing staff levels beyond the fall in the level of customers to
enhance short-term profit and personal bonus. Customer service and indeed safety could
be compromised here.
Net profit
Net profit is up a huge 31.3% (W7) and most shareholders would be pleased with that.
Net profit is a very traditional measure of performance and most would say this was a
sign of good performance.
Return on assets
The profitability can be measured relative to the asset base that is being used to generate
it. This is sometimes referred to as ROI or return on investment. The return on assets is
up considerably to 11.4% from 8% (W8). This is partly due to the significant rise in profit
and partly due to the fall in asset value. We are told that TIP has cut back on new
development so the fall in asset value is probably due to depreciation being charged with
little being spent during the year on assets. In this regard it is inevitable that return on
assets is up but it is more questionable whether this is a good performance. A theme park
(and thrill rides in particular) must be updated to keep customers coming back. The
directors on TIP are risking the future of the park.
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b) Quality provision
Reliability of the rides
The hours lost has increased significantly. Equally the % of capacity lost due to
breakdowns is now approaching 17.8% (W9). This would appear to be a very high
number of hours lost. This would surely increase the risk that customers are
disappointed being unable to ride. Given the fixed admission price system this is bound
to irritate some customers as they have effectively paid to ride already.
Average queuing time
Queuing will be seen by customers as dead time. They may see some waiting as inevitable
and hence acceptable. However TIP should be careful to maintain waiting times at a
minimum. An increase of 10 minutes (or 50%) is likely to be noticeable by customers and
is unlikely to enhance the quality of the TIP experience for them. The increase in waiting
times is probably due to the high number of hours lost due to breakdown with customers
being forced to queue for a fewer number of ride options.
Safety
The clear reduction in maintenance could easily damage the safety record of the park
and is an obvious quality issue.

-

-

-

Risks
If TIP continues with current policies then they will expose themselves to the following
risks:
The lack of routine maintenance could easily lead to an accident or injury to a customer.
This could lead to compensation being paid or reputational damage
Increased competition. The continuous raising of admission prices increases the likelihood
of a new competitor entering the market (although there are significant barriers to entry in
this market e.g. capital cost, land and so on).
Loss of customers. The value for money that customers see when coming to TIP is clearly
reducing (higher prices, less reliability of rides and longer queues). Regardless of the
existence of competition customers could simply chose not to come, substituting another
leisure activity instead
Profit fall. In the end if customers’ numbers fall then so will profit. The shareholders,
although well rewarded at the moment could suffer a loss of dividend. Directors’ job security
could then be threatened
Workings:
(W1) Sales growth is Rs 5,320,000/Rs 5,250,000 = 1.01333 or 1·3%
(W2) Average admission prices were:
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2008: Rs 5,250,000/150,000 = Rs 35 per person
2009: Rs 5,320,000/140,000 = Rs 38 per person
An increase of Rs 38/Rs 35 = 1.0857 or 8.57%
(W3) Directors pay up by Rs 160,000/Rs 150,000 = 1·0667 or 6.7%
(W4) Directors bonuses levels up from Rs 15,000/Rs 150,000 or 10% to Rs 18,000/Rs
160,000 or 12.5% of turnover. This is an increase of 3/15 or 20%
(W5) Wages are down by (1 – Rs 2,200,000/Rs 2,500,000) or 12%
(W6) Loss of customers is (1 – 140,000/150,000) or 6.7%
(W7) Profits up by Rs 1,372,000/Rs 1,045,000 = 1.3129 or 31.3%
(W8) Return on assets:
2008: Rs 1,045,000/Rs 13,000,000 = 1.0803 or 8.03%
2009: Rs 1,372,000/Rs 12,000,000 = 1.114 or 11.4%
(W9) Capacity of rides in hours is 360 days x 50 rides x 10 hours per day = 180,000
2008 lost capacity is 9,000/180,000 = 0.05 or 5%
2009 lost capacity is 32,000/180,000 = 0.177 or 17.8%

Question:Salman Clean manufactures and sells a small range of kitchen equipment. Specifically the
product range contains a dishwasher (DW), a washing machine (WM) and a tumble dryer (TD).
The TD is of a rather old design and has for some time generated negative contribution. It is
widely expected that in one year’s time the market for this design of TD will cease, as people
switch to a washing machine that can also dry clothes after the washing cycle has completed.
Salman Clean is trying to decide whether or not to cease the production of TD now or in 12
months’ time when the new combined washing machine/drier will be ready. To help with this
decision the following information has been provided:
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1. The normal selling prices, annual sales volumes and total variable costs for the three products
are as follows:
DW

WM

TD

Selling price per unit

Rs 200

Rs 350

Rs 80

Material cost per unit

Rs 70

Rs 100

Rs 50

Labour cost per unit

Rs 50

Rs 80

Rs 40

Contribution per unit

Rs 80

Rs 170

–Rs 10

Annual

sales

5,000 units

6,000 units

1,200 units

2. It is thought that some of the customers that buy a TD also buy a DW and a WM. It is estimated
that 5% of the sales of WM and DW will be lost if the TD ceases to be produced.
3. All the direct labour force currently working on the TD will be made redundant immediately
if TD is ceased now. This would cost Rs 6,000 in redundancy payments. If Salman Clean waited
for 12 months the existing labour force would be retained and retrained at a cost of Rs 3,500 to
enable them to produce the new washing/drying product. Recruitment and training costs of
labour in 12 months’ time would be Rs 1,200 in the event that redundancy takes place now.
4. Salman Clean operates a just in time (JIT) policy and so all material cost would be saved on
the TD for 12 months if TD production ceased now. Equally, the material costs relating to the
lost sales on the WM and the DW would also be saved. However, the material supplier has a
volume based discount scheme in place as follows:
Total annual expenditure (Rs)

Discount

0–600,000

0%

600,001–800,000

1%

800,001–900,000

2%

900,001–960,000

3%

960,001 and above

5%

Salman Clean uses this supplier for all its materials for all the products it manufactures. The
figures given above in the cost per unit table for material cost per unit are net of any discount
Salman Clean already qualifies for.
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5. The space in the factory currently used for the TD will be sublet for 12 months on a shortterm lease contract if production of TD stops now. The income from that contract will be Rs
12,000.
6. The supervisor (currently classed as an overhead) supervises the production of all three
products spending approximately 20% of his time on the TD production. He would continue to
be fully employed if the TD ceases to be produced now.
Required:
(a) Calculate whether or not it is worthwhile ceasing to produce the TD now rather than waiting
(ignore any adjustment to allow for the time value of money).
(b) Explain two pricing strategies that could be used to improve the financial position of the
business in the next 12 months assuming that the TD continues to be made in that period.
(c) Briefly describe three issues that Salman Clean should consider if it decides to outsource the
manufacture of one of its future products.

Answer:a) The relevant costs of the decision to cease the manufacture of the TD are needed:
Cost or Revenue
Working reference Amount (Rs)
Lost revenue
Note 1
(96,000)
Saved labour cost
Note 2
48,000
Lost contribution from other products
Note 3
(118,500)
Redundancy and recruitment costs
Note 4
(3,700)
Supplier payments saved
Note 5
88,500
Sublet income
12,000
Supervisor
Note 6
0
Net cash flow
(69,700)
Conclusion: It is not worthwhile ceasing to produce the TD now.
Note 1: All sales of the TD will be lost for the next 12 months, this will lose revenue of
1,200 units x Rs 80 = Rs 96,000
Note 2: All normal labour costs will be saved at 1,200 units x Rs 40 = Rs 48,000
Note 3: Related product sales will be lost.
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This will cost the business 5% x ((5,000u x Rs 150) + (6,000u x Rs 270)) = Rs 118,500 in
contribution (material costs are dealt with separately below)
Note 4: If TD is ceased now, then:
Redundancy cost (Rs 6,000)
Retraining saved
Rs 3,500
Recruitment cost (Rs 1,200)
Total cost
(Rs 3,700)
Note 5: Supplier payments:

DW (Rs)
Current buying cost
Loss of TD
Loss of related sales at cost

350,000

WM (Rs)
600,000

TD (Rs)
60,000

Net cost
(Rs)
1,010,000

(60,000)
(17,500)

Gross cost

Level
5%

(Rs)
1,063,158

(60,000)
(47,500)

5%
5%

(63,158)
(50,000)

921,500
88,500

3%

950,000

(60,000)

New buying cost
Difference in net cost

Discount

Note 6: There will be no saving or cost here as the supervisor will continue to be fully
employed.
An alternative approach is possible to the above problem:
Cash flow

Ref

Lost contribution – TD

Note 7

12,000

Lost contribution – other products

Note 8

(71,000)

Redundancy and recruitment

Note 4 above

(3,700)

Lost
Sublet

discount

Amount (Rs)

Note 9

income

Supervisor
Net cash flow

(19,000)
12,000

Note 6 above

0
(69,700)

Note 7: There will be a saving on the contribution lost on the TD of 1,200 units x Rs 10 per unit =
–Rs 12,000
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Note 8: The loss of sales of other products will cost a lost contribution of 5% ((5,000 x Rs 80) +
(6,000 x Rs 170)) = Rs 71,000
Note 9

DW

WM

Current buying cost

350,000

600,000

Saved cost
New buying cost

(17,500)
332,500

(30,000)
(570,000)

Lost discount

TD
60,000
(60,000)
0

Total (net)

Discount

Total Gross

1,010,000

5%

1,063,158

902,500

5%

950,000

921,500
(19,000)

3%

950,000

b) Complementary pricing
Since the washing machine and the tumble dryer are products that tend to be used
together, Salman Clean could link their sales with a complementary price. For example
they could offer customers a discount on the second product bought, so if they buy (say)
a TD for Rs 80 then they can get a WM for (say) Rs 320. Overall then Salman Clean make
a positive contribution of Rs 130 (320 + 80 – 180 – 90).
Product line pricing
All the products tend to be related to each other and used in the utility room or kitchen. Some
sales will involve all three products if customers are upgrading their utility room or kitchen
for example. A package price could be offered and as long as Salman Clean make a
contribution on the overall deal then they will be better off.
c) Outsourcing requires consideration of a number of issues (only 3 required):
- The cost of manufacture should be compared to cost of buying in from the
outsourcer. If the outsourcer can provide the same products cheaper than it is
perhaps preferable
- The reliability of the outsourcer should be assessed. If products are delivered late
then the ultimate customer could be disappointed. This could damage the
goodwill or brand of the business.
- The quality of work that the outsourcer produces needs to be considered.
Cheaper products can often be at the expense of poor quality of materials or
assembly.
- The loss of control over the manufacturing process can reduce the flexibility that
Salman Clean has over current production. If Salman Clean wanted, say, to change
the color of a product then at present it should be able to do that. Having
contracted with an outsourcer this may be more difficult or involve penalties.
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Question:Brick by Brick (BBB) is a building business that provides a range of building services to the
public. Recently they have been asked to quote for garage conversions (GC) and extensions to
properties (EX) and have found that they are winning fewer GC contracts than expected.
BBB has a policy to price all jobs at budgeted total cost plus 50%. Overheads are currently
absorbed on a labour hour basis. BBB thinks that a switch to activity based costing (ABC) to
absorb overheads would reduce the cost associated to GC and hence make them more
competitive.
You are provided with the following data:
Overhead

Annual

category

overheads Rs

Activity driver

Total number
of activities per year

Supervisors

90,000

Site visits

500

Planners

70,000

Planning documents

250

Property related
Total

240,000

Labour hours

40,000

400,000

A typical GC costs Rs 3,500 in materials and takes 300 labour hours to complete. A GC requires
only one site visit by a supervisor and needs only one planning document to be raised. The
typical EX costs Rs 8,000 in materials and takes 500 hours to complete. An EX requires six site
visits and five planning documents. In all cases labour is paid Rs 15 per hour.
Required:
(a) Calculate the cost and quoted price of a GC and of an EX using labour hours to absorb the
overheads.
(b) Calculate the cost and the quoted price of a GC and of an EX using ABC to absorb the
overheads.
(c) Assuming that the cost of a GC falls by nearly 7% and the price of an EX rises by about 2%
as a result of the change to ABC, suggest possible pricing strategies for the two products that
BBB sells and suggest two reasons other than high prices for the current poor sales of the GC.
(d) One BBB manager has suggested that only marginal cost should be included in budget
cost calculations as this would avoid the need for arbitrary overhead allocations to products.
Briefly discuss this point of view and comment on the implication f for the amount of markup that would be applied to budget costs when producing quotes for jobs.
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Answer:a) Costs and quoted prices for the GC and the EX using labour hours to absorb overheads:
GC Rs
EX Rs
Materials
3,500
8,000
Labour
300hrs x Rs 15/hr
4,500
500hrs x Rs 15/hr
7,500
Overheads
300hrs x Rs 10/hr (W1)
3,000
500hrs x Rs 10/hr
5,000
Total cost
11,000
20,500
Quoted price
16,500
30,750
(W1). Overhead absorption rate is calculated as Rs 400,000/40,000hrs = Rs 10/hr

-

b) Costs and quoted prices for the GC and the EX using ABC to absorb overheads:
GC Rs
EX Rs
Materials
3,500
8,000
Labour
300hrs x Rs 15/hr
4,500
500hrs x Rs 15/hr
7,500
Overheads
Supervisor
(W2)/(W3)
180
1,080
Planners
(W2)/(W3)
280
1,400
Property
(W2)/(W3)
1,800
3,000
Total cost

10,260

Quoted price

20,980

15,390

31,470

(W2)
Costs

Number of drivers

Cost per driver

Supervisor

90,000

500

180

Planners

70,000

250

280

Property

240,000

40,000

6

(W3)
Supervisor
Cost per driver (W2)
GC

Planner

Property

Rs 180

Rs 280

Rs 6

180 x 1 = 180

280 x 1 = 280

6 x 300 = 1,800
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EX

180 x 6 = 1,080

280 x 5 = 1,400

6 x 500 = 3,000

c) The pricing policy is a matter for BBB to decide. They could elect to maintain the current
50% mark-up on cost and if they did the price of the GC would fall by around 7% in line
with the costs. This should make them more competitive in the market.
They could also reduce the prices by a little less than 7% (say 5%) in order to increase
internal margins a little.
It is possible that the issue lies elsewhere. If the quality of the work or the reputation and
reliability of the builder is questionable then reducing prices is unlikely to improve sales.
It is conceivable that BBB has a good reputation for EX but not for GC, but more likely
that a poor reputation would affect all products. Equally poor service levels or lack of
flexibility in meeting customer needs may be causing the poor sales performance. These
too will not be ‘corrected’ by merely reducing prices.
It is also possible that the way salesmen discuss or sell their products for the GC is not
adequate so that in some way customers are being put off placing the work with BBB.
BBB is in competition and it perhaps needs to reflect this in its pricing more (by ‘going
rate pricing’) and not seek to merely add a mark-up to its costs.
BBB could try to penetrate the market by pricing some jobs cheaply to gain a foothold.
Once this has been done the completed EX or GC could be used to market the business to
new customers.
The price of the EX would also need consideration. There is no indication of problems in
the selling of the EX and so BBB could consider pushing up their prices by around 2% in
line with the cost increase. On the figures in my answer the price goes up for a typical
extension to Rs 31,470 from Rs 30,750 a rise of Rs 720. This does not seem that significant
and so might not lose a significant number of sales.
The reliability and reputation of a builder is probably more important than the price that they
charge for a job and so it is possible that the success rate on job quotes may not be that price
sensitive.
d) Marginal costs are those costs that are incurred as a consequence of the job being
undertaken. In this case they would include only the materials and the labour. If
overheads are included then this is known as total absorption costing.
Overheads are for many businesses fixed by nature and hence do not vary as the number
of jobs changes. In a traditional sense any attempt to allocate costs to products (by way
of labour hours for example) would be arbitrary with little true meaning being added to
the end result. The overhead absorption rate (OAR) is merely an average of
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these costs (over labour hours) and is essentially meaningless. This switch (to marginal
costing) would also avoid the problem of the uncertainty of budget volume. Budget
volume is needed in order to calculate the fixed cost absorption rate.
The marginal cost (MC) is more understandable by managers and indeed customers and
a switch away from total absorption cost (TAC) could have benefits in this way. Clearly if
overheads are going to be excluded for the cost allocations then they would still have to
be covered by way of a bigger margin added to the costs. In the end all costs have to be
paid for and covered by the sales in order to show a profit.
A more modern viewpoint is that activity causes costs to exist. For example, it is the
existence of the need for site visits that gives rise to the need for a supervisor and
therefore, for his costs. If the activities that drive costs are identified, more costs can then
be directly traced to products, hence eradicating the need for arbitrary apportionment of
many overhead costs. This has the benefit of all costs being covered, rather than the
potential shortfall that can arise if marginal cost plus pricing is used.
In the long run businesses have to cover all costs including fixed overheads in order to
make a profit, whichever pricing strategy is adopted.

Question:Sohail Wicket (SW) manufactures cricket bats using high quality wood and skilled labour using
mainly traditional manual techniques. The manufacturing department is a cost center within the
business and operates a standard costing system based on marginal costs.
At the beginning of April 2010 the production director attempted to reduce the cost of the bats
by sourcing wood from a new supplier and de-skilling the process a little by using lower grade
staff on parts of the production process. The standards were not adjusted to reflect these
changes.
The variance report for April 2010 is shown below (extract).
Adverse
Variances
Material

Rs
price

Material usage

Labour idle time

Rs
5,100

7,500

Labour rate
Labour efficiency

Favourable

43,600
48,800
5,400

146
The production director pointed out in his April 2010 board report that the new grade of labour
required significant training in April and this meant that productive time was lower than usual.
He accepted that the workers were a little slow at the moment but expected that an
improvement would be seen in May 2010. He also mentioned that the new wood being used was
proving difficult to cut cleanly resulting in increased waste levels.
Sales for April 2010 were down 10% on budget and returns of faulty bats were up 20% on the
previous month. The sales director resigned after the board meeting stating that SW had always
produced quality products but the new strategy was bound to upset customers and damage the
brand of the business.
Required
(a) Assess the performance of the production director using all the information above taking
into account both the decision to use a new supplier and the decision to de-skill the process.
In May 2010 the budgeted sales were 19,000 bats and the standard cost card is as follows:

Std cost
Rs
Materials (2kg at Rs 5/kg)

10

Labour (3hrs at Rs 12/hr)

36

Std cost
Rs

Marginal cost

46

Selling price

68

Contribution

22

In May 2010 the following results were achieved:
40,000kg of wood were bought at a cost of Rs 196,000, this produced 19,200 cricket bats. No
inventory of raw materials is held. The labour was paid for 62,000 hours and the total cost was Rs
694,000. Labour worked for 61,500 hours.
The sales price was reduced to protect the sales levels. However, only 18,000 cricket bats were sold
at an average price of Rs 65.
Required:
(b) Calculate the materials, labour and sales variances for May 2010 in as much detail as the
information allows. You are not required to comment on the performance of the business.
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Answer:a) The performance of the production director could be looked at considering each decision
in turn.
The new wood supplier: The wood was certainly cheaper than the standard saving Rs 5,100
on the standard the concern though might be poor quality. The usage variance shows that
the waste levels of wood are worse than standard. It is possible that the lower grade
labour could have contributed to the waste level but since both decisions rest with the
same person the performance consequences are the same. The overall effect of this is an
adverse variance of Rs 2,400, so taking the two variances together it looks
like a poor
decision. As the new labour is trained it could be that the wood usage improves and so we
will have to wait to be sure.
The impact that the new wood might have had on sales cannot be ignored. No one
department within a business can be viewed in isolation to another. Sales are down and
returns are up. This could easily be due to poor quality wood inputs. If SW operates at
the high quality end of the market then sourcing cheaper wood is risky if the quality
reduces as a result.
The lower grade of labour used: SW uses traditional manual techniques and this would
normally require skilled labour. The labour was certainly paid less, saving the company
Rs 43,600 in wages. However, with adverse efficiency and idle time of a total of Rs 54,200
they actually cost the business money overall in the first month. The efficiency variance
tells us that it took longer to produce the bats than expected. The new labour was being
trained in April 2010 and so it is possible that the situation will improve next month. The
learning curve principle would probably apply here and so we could expect the average
time per bat to be less in May 2010 than it was in April 2010.
b) Variance for May 2010:
Material price variance (Rs 196,000/40,000 – 5) x 40,000 = Rs 4,000 Fav
Material usage variance (40,000 – (19,200 x 2)) x Rs 5/kg = Rs 8,000 Adv
Labour rate variance (Rs 694,000/62,000 – 12) x 62,000 = 50,000 Fav
Labour efficiency variance (61,500 – 57,600) x 12 = 46,800 Adv
Labour idle time variance 500 x 12 = 6,000 Adv
Sales price variance (68 – 65) x 18,000 = 54,000 Adv
Sales volume contribution variance (18,000 – 19,000) x 22 = 22,000 Adv
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Question:Hammer is a large garden equipment supplier with retail stores throughout Toolland. Many of
the products it sells are bought in from outside suppliers but some are currently manufactured
by Hammer’s own manufacturing division ‘Nail’.
The prices (a transfer price) that Nail charges to the retail stores are set by head office and have
been the subject of some discussion. The current policy is for Nail to calculate the total variable
cost of production and delivery and add 30% for profit. Nail argues that all costs should be taken
into consideration, offering to reduce the mark-up on costs to 10% in this case. The retail stores
are unhappy with the current pricing policy arguing that it results in prices that are often higher
than comparable products available on the market.
Nail has provided the following information to enable a price comparison to be made of the two
possible pricing policies for one of its products.
Garden shears
Steel: the shears have 0·4kg of high quality steel in the final product. The manufacturing process
loses 5% of all steel put in. Steel costs Rs 4,000 per tonne (1 tonne = 1,000kg)
Other materials: Other materials are bought in and have a list price of Rs 3 per kg although
Hammer secures a 10% volume discount on all purchases. The shears require 0·1kg of these
materials.
The labour time to produce shears is 0·25 hours per unit and labour costs Rs 10 per hour.
Variable overheads are absorbed at the rate of 150% of labour rates and fixed overheads are 80%
of the variable overheads.
Delivery is made by an outsourced distributor that charges Nail Rs 0·50 per garden shear for
delivery.
Required:
(a) Calculate the price that Nail would charge for the garden shears under the existing policy of
variable cost plus 30%.
(b) Calculate the increase or decrease in price if the pricing policy switched to total cost plus
10%.
(c) Discuss whether or not including fixed costs in a transfer price is a sensible policy.
(d) Discuss whether the retail stores should be allowed to buy in from outside suppliers if
the prices are cheaper than those charged by Nail.
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Answer:a) Price under existing policy
Steel (0.4/0.95 x Rs 4.00)
Other materials (Rs 3.00 x 0.9 x 0.1)
Labour (0.25 x Rs 10)
Variable overhead (0.25 x Rs 15)
Delivery
Total variable cost
Mark-up 30%
Transfer price

Rs
1.68
0.27
2.50
3.75
0.50
8.70
2.61
11.31

b) The only difference would be to add the fixed costs and adjust the mark-up %.
Rs
Existing total variable cost
8.70
Extra fixed cost (0.25 x Rs 15 x 0.8)
3.00
Total cost
11.70
Mark-up 10%
1.17
Transfer price
12.87
The price difference is therefore 12.87 – 11.31 = Rs 1.56 per unit
c) As far as the manufacturer is concerned, including fixed costs in the transfer price will
have the advantage of covering all the costs incurred. In theory this should guarantee a
profit for the division (assuming the fixed overhead absorption calculations are
accurate). In essence the manufacturer is reducing the risk in his division.
The accounting for fixed costs is notoriously difficult with many approaches possible.
Including fixed costs in the transfer price invites manipulation of overhead treatment.
One of the main problems with this strategy is that a fixed cost of the business is being
turned into a variable cost in the hands of the seller (in our case the stores). This can lead
to poor decision-making for the group since, although fixed costs would normally be
ignored in a decision (as unavoidable), they would be relevant to the seller because they
are part of their variable buy in price.
d) Degree of autonomy allowed to the stores in buying policy.
If the stores are allowed too much freedom in buying policy Hammer could lose control of
its business. Brand could be damaged if each store bought a different supplier’s shears
(or other products). On the other hand, flexibility is increased and profits could be made
for the business by entrepreneurial store managers exploiting locally found
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bargains. However, the current market price for shears may only be temporary (sale or
special offer) and therefore not really representative of their true market ‘value’. If this is the
case, then any long-term decision to allow retail stores to buy shears from external suppliers
(rather than from Nail) would be wrong.
The question of comparability is also important. Products are rarely ‘identical’ and
consequently, price differences are to be expected. The stores could buy a slightly inferior
product (claiming it is comparable) in the hope of a better margin. This could seriously
damage Hammer’s brand.
Motivation is also a factor here, however. Individual managers like a little freedom within
which to operate. If they are forced to buy what they see as an inferior product
(internally) at high prices it is likely to de-motivate. Also with greater autonomy, the
performance of the stores will be easier to assess as the store managers will have control
over greater elements of their business.

Question:Jump has a network of sports clubs which is managed by local managers reporting to the main
board. The local managers have a lot of autonomy and are able to vary employment contracts
with staff and offer discounts for membership fees and personal training sessions. They also
control their own maintenance budget but do not have control over large amounts of capital
expenditure.
A local manager’s performance and bonus is assessed relative to three targets. For every one of
these three targets that is reached in an individual quarter, Rs 400 is added to the manager’s
bonus, which is paid at the end of the year. The maximum bonus per year is therefore based on
12 targets (three targets in each of the four quarters of the year). Accordingly the maximum
bonus that could be earned is 12 x Rs 400 = Rs 4,800, which represents 40% of the basic salary of
a local manager. Jump has a 31 March year end.
The performance data for one of the sports clubs for the last four quarters is as follows

151
Qtr to
30 June 2009

Number of members
Member visits
Personal training sessions booked
Staff days

Qtr to
30 September
2009

Qtr to
31 December
2009

Qtr to
31 March
2010

3,000

3,200

3,300

3,400

20,000

24,000

26,000

24,000

310

325

310

339

450

480

470

480

Staff lateness days

20

28

28

20

Days in quarter

90

90

90

90

Agreed targets are:
1. Staff must be on time over 95% of the time (no penalty is made when staff are absent from
work)
2. On average 60% of members must use the clubs’ facilities regularly by visiting at least 12
times per quarter
3. On average 10% of members must book a personal training session each quarter
Required:
(a) Calculate the amount of bonus that the manager should expect to be paid for the latest
financial year.
(b) Discuss to what extent the targets set are controllable by the local manager (you are
required to make a case for both sides of the argument).
(c) Describe two methods as to how a manager with access to the accounting and other
records could unethically manipulate the situation so as to gain a greater bonus.
Answer:a) Bonus calculation:
Qtr to
30 June 2009
Staff on time?
On-time %

430/450 =
95.5%

Qtr to
30 September
2009
452/480 =
94.2%

Qtr to
31 December
2009
442/470 =
94.0%

Qtr to
31 March 2010

460/480 =
95.8%

Bonus; hits’

2
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Bonus earned?
Members visits
Target visits
Actual visits
Bonus earned?

Yes

No

No

Yes

60% x 3,000 x
12 = 21,600
20,000
No

60% x 3,200 x
12 = 23,040
24,000
Yes

60% x 3,300 x
12 = 23,760
26,000
Yes

60% x 3,400 x
12 = 24,480
24,000
No

Qtr to
30 June 2009
Personal training
Target
Actual sessions
Bonus earned
Total

10% x 3,000
= 300
310
Yes

Qtr to
30 September
2009
10% x 3,200
= 320
325
Yes

Qtr to
31 December
2009
10% x 3,300
= 330
310
No

Qtr to
31 March 2010

10% x 3,400
= 340
339
No

2
Bonus; hits’

2
6

The bonus earned by the manager would be 6 x Rs 400 = Rs 2,400, which is 50% of the total
bonus available.
b) An important principle of any target based bonus system is that the targets must be
based on controllable aspects of the manager’s role.
Staff on time
The way in which a manager manages staff can have a big bearing on whether or not an
individual staff member is keen to work and arrive on time. We are told that the local
manager has the power to vary employment contracts so he should be able to agree
acceptable shift patterns with staff and reward them for compliance. In this respect the
lateness of staff is controllable by the manager.
On the other hand an individual staff member may be subject to home pressures or
problems with public or other transport meaning that even they cannot control the time
of arrival at work on some days. The manager cannot control these events either. If this
problem became regular for a member of staff then the local manager could vary the
contract of employment accordingly.
Overall, lateness to work is controllable by the local manager.
Member use of facilities
The local manager controls the staff and hence the level of customer service. Good quality
customer services would probably encourage members to use the facilities more often.
Equally, by maintaining the club to a high standard then the local manager can remove
another potential reason for a member not to use the facilities regularly.
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On the other hand customers are influenced by many factors outside of the club. Their
state of health or their own work pressures can prevent members being able to come to
the club.
Overall, the local manager can only partly control the number of member visits.
Personal training sessions
Again, the local manager controls the level of customer service and the standard of
maintenance in the personal training department. He also has control over prices so, if
the bookings fall, he is able to reduce price or make special offers to encourage use of the
facilities.
On the other hand, personal training sessions may be seen as a luxury by customers and
in times of financial difficulty they are expendable by them. Personal training sessions
are often available from other sources and competition can force down the sales of the
club. The manager can respond to that by improving services. He cannot, however, make
significant investment in improving the facilities without board approval.
Overall, the local manager can only partly control the number of personal training
sessions booked.
c) There are a variety of methods that the performance data can be manipulated:
Cut off
The unethical manager could record visits in a different period than was actually the case.
For example in quarter three the target for personal training sessions was not met by 20
sessions. This was probably obvious to the manager in the last few days of that quarter.
He could have therefore recorded some sessions as having taken place in the next
quarter. Indeed, only one session would have to be moved in this way in order for the
manager to meet the target in the final quarter and gain another Rs 400 of bonus.
Reduce prices to below economic levels to encourage use
The targets that the manager is subject to are mainly volume driven. A reduction in prices
would harm profitability but would not damage the manager’s bonus potential. More
sessions are bound to follow if the price is set low enough.
(Other ideas would be acceptable including advising staff to take the day off if they were
going to be late. This would damage service levels admittedly, but would potentially gain
a bonus for lateness.)
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Question:Cinimax Co is an electronics company which makes two types of televisions – plasma screen TVs
and LCD TVs. It operates within a highly competitive market and is constantly under pressure
to reduce prices. Cinimax Co-operates a standard costing system and performs a detailed
variance analysis of both products on a monthly basis. Extracts from the management
information for the month of November are shown below:
Note
Total number of units made and sold
Material price variance
Total labour variance

1,400

1

Rs 28,000 A

2

Rs 6,050 A

3

Notes
(1) The budgeted total sales volume for TVs was 1,180 units, consisting of an equal mix of plasma
screen TVs and LCD screen TVs. Actual sales volume was 750 plasma TVs and 650 LCD TVs.
Standard sales prices are Rs 350 per unit for the plasma TVs and Rs 300 per unit for the LCD
TVs. The actual sales prices achieved during November were Rs 330 per unit for plasma TVs and
Rs 290 per unit for LCD TVs. The standard contributions for plasma TVs and LCD TVs are Rs 190
and Rs 180 per unit respectively.
(2) The sole reason for this variance was an increase in the purchase price of one of its key
components, X. Each plasma TV made and each LCD TV made requires one unit of component X,
for which Cinimax Co’s standard cost is Rs 60 per unit. Due to a shortage of components in the
market place, the market price for November went up to Rs 85 per unit for X. Cinimax Co actually
paid Rs 80 per unit for it.
(3) Each plasma TV uses 2 standard hours of labour and each LCD TV uses 1·5 standard hours of
labour. The standard cost for labour is Rs 14 per hour and this also reflects the actual cost per
labour hour for the company’s permanent staff in November. However, because of the increase
in sales and production volumes in November, the company also had to use additional
temporary labour at the higher cost of Rs 18 per hour. The total capacity of Cinemax’s permanent
workforce is 2,200 hours production per month, assuming full efficiency. In the month of
November, the permanent workforce were wholly efficient, taking exactly 2 hours to complete
each plasma TV and exactly 1.5 hours to produce each LCD TV. The total labour variance
therefore relates solely to the temporary workers, who took twice as long as the permanent
workers to complete their production.
Required:
(a) Calculate the following for the month of November, showing all workings clearly:
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(i) The sales price variance and sales volume contribution variance;
(ii) The material price planning variance and material price operational variance;
(iii) The labour rate variance and the labour efficiency variance.
(b) Explain the reasons why Cinimax Co would be interested in the material price planning
variance and the material price operational variance.

Answer:a)
i.

Sales price variance and sales volume variance
Sales price variance = (actual price – standard price) x actual volume
Actual
Standard Difference
Actual
Sales
Price
price
volume
price
Variance
Rs
Rs
Rs
Rs
Plasma TVs 330
350
–20
750
15,000 A
LCD TVs 290
300
–10
650
6,500 A
21,500 A
Sales volume contribution variance = (actual sales volume – budgeted sales volume)
x standard margin
Actual
Budgeted Difference
Standard
Sales
Sales
Sales
margin
Volume
Volume
Volume
Variance
Rs
Rs
Plasma TVs 750
590
160
190
30,400 F
LCD TVs 650
590
60
180
10,800 F
1,400
1,180
41,200 F

ii.

Material price planning and purchasing operational variances
Material planning variance = (original target price – general market price at time of
purchase) x quantity purchased
(Rs 60 – Rs 85) x 1,400 = Rs 35,000 A.
Material price operational variance = (general market price at time of purchase –
actual price paid) x quantity purchased.
(Rs 85 – Rs 80) x 1,400 = Rs 7,000 F.

156

iii.

Labour rate and labour efficiency variances
Labour rate variance = (standard labour rate per hour – actual labour rate per hour)
x actual hours worked.
Actual hours worked by temporary workers:
Total hours needed if staff were fully efficient = (750 x 2) + (650 x 1·5) = 2,475.
Permanent staff provide 2,200 hours therefore excess = 2,475 – 2,200 = 275.
However, temporary workers take twice as long, therefore hours worked = 275 x 2 =
550
Labour rate variance relates solely to temporary workers; therefore ignore
permanent staff in the calculation.
Labour rate variance = (Rs 14 – Rs 18) x 550 = Rs 2,200 A.
Labour efficiency variance = (standard labour hours for actual production – actual
labour hours worked) x standard rate.
(275 – 550) x Rs 14 = Rs 3,850 A.

b) Explanation of planning and operational variances
Before the material price planning and operational variances were calculated, the only
information available as regards material purchasing was that there was an adverse
material price variance of Rs 28,000. The purchasing department will be assessed on the
basis of this variance, yet, on its own, it is not a reliable indicator of the purchasing
department’s efficiency.
The reason it is not a reliable indicator is because market conditions can change, leading
to an increase in price, and this change in market conditions is not within the control of
the purchasing department. By analyzing the materials price variance further and
breaking it down into its two components – planning and operational – the variance
actually becomes a more useful assessment tool. The planning variance represents the
uncontrollable element and the operational variance represents the controllable element.
The planning variance is a really useful for providing feedback on just how skilled
management are in estimating future prices. This can be very easy in some businesses
and very difficult in others.
The operational variance is more meaningful in that it measures the purchasing
department’s efficiency given the market conditions that prevailed at the time. It
therefore ignores factors that the purchasing department cannot control, which in turn,
stops staff from becoming demotivated.
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Question:The Accountancy Teaching Co (AT Co) is a company specializing in the provision of accountancy
tuition courses in the private sector. It makes up its accounts to 30 November each year. In the
year ending 30 November 2009, it held 60% of market share. However, over the last twelve
months, the accountancy tuition market in general has faced a 20% decline in demand for
accountancy training leading to smaller class sizes on courses. In 2009 and before, AT Co
suffered from an ongoing problem with staff retention, which had a knock-on effect on the
quality of service provided to students. Following the completion of developments that have
been ongoing for some time, in 2010 the company was able to offer a far-improved service to
students. The developments included:
– A new dedicated 24 hour student helpline
– An interactive website providing instant support to students
– A new training programme for staff
– An electronic student enrolment system
– An electronic marking system for the marking of students’ progress tests. The costs of marking
electronically were expected to be Rs 4 million less in 2010 than marking on paper. Marking
expenditure is always included in cost of sales
Extracts from the management accounts for 2009 and 2010 are shown below:
2009
Rs ’000
Turnover
Cost of sales
Gross

profit

2010
Rs ’000

Rs ’000

72,025

66,028

(52,078)

(42,056)

19,947

23,972

Indirect expenses:
Marketing

3,291

4,678

Property

6,702

6,690

Staff

1,287

3,396

training

Rs ’000

Interactive website running costs

–

3,270

Student helpline running costs

–

2,872
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Enrolment costs

5,032

Total indirect expenses
Net operating profit

960
(16,312)

(21,866)

3,635

2,106

On 1 December 2009, management asked all ‘freelance lecturers’ to reduce their fees by at least
10% with immediate effect (‘freelance lecturers’ are not employees of the company but are used
to teach students when there are not enough of AT Co’s own lecturers to meet tuition needs). All
employees were also told that they would not receive a pay rise for at least one year. Total
lecture staff costs (including freelance lecturers) were Rs 41·663 million in 2009 and were
included in cost of sales, as is always the case. Freelance lecturer costs represented 35% of these
total lecture staff costs. In 2010 freelance lecture costs were Rs 12·394 million. No reduction was
made to course prices in the year and the mix of trainees studying for the different qualifications
remained the same. The same type and number of courses were run in both 2009 and 2010 and
the percentage of these courses that was run by freelance lecturers as opposed to employed staff
also remained the same.
Due to the nature of the business, non-financial performance indicators are also used to assess
performance, as detailed below.
2009

2010

Percentage of students transferring to AT Co from
another training provider

8%

20%

Number of late enrolments due to staff error

297

106

Percentage of students passing exams first time

48%

66%

Labour turnover

32%

10%

Number of student complaints

315

84

1,080

1,081

Average no. of employees
Required:

Assess the performance of the business in 2010 using both financial performance indicators
calculated from the above information AND the non-financial performance indicators
provided.
NOTE: Clearly state any assumptions and show all workings clearly. Your answer should be
structured around the following main headings: turnover; cost of sales; gross profit; indirect
expenses; net operating profit. However, in discussing each of these areas you should also
refer to the non-financial performance indicators, where relevant.
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Answer:Turnover
Turnover has decreased from Rs 72·025 million in 2009 to Rs 66·028 million in 2010, a fall of
8·3%. However, this must be assessed by taking into account the change in market conditions,
since there has been a 20% decline in demand for accountancy training. Given this 20% decline
in the market place, AT Co’s turnover would have been expected to fall to Rs 57·62m if it had
kept in line with market conditions. Comparing AT Co’s actual turnover to this, it’s actual
turnover is 14·6% higher than expected. As such, AT Co has performed fairly well, given market
conditions.
It can also be seen from the non-financial performance indicators that 20% of students in 2010
are students who have transferred over from alternative training providers. It is likely that they
have transferred over because they have heard about the improved service that AT Co is
providing. Hence, they are most likely the reason for the increased market share that AT Co has
managed to secure in 2010.
Cost of sales
Cost of sales has decreased by 19·2% in 2010. This must be considered in relation to the decrease in
turnover as well. In 2009, cost of sales represented 72·3% of turnover and in 2010 this figure was
63·7%. This is quite a substantial decrease. The reasons for it can be ascertained by, firstly, looking
at the freelance staff costs.
In 2009, the freelance costs were Rs 14·582m. Given that a minimum 10% reduction in fees had
been requested to freelance lecturers and the number of courses run by them was the same year
on year, the expected cost for freelance lecturers in 2010 was Rs 13·124m. The actual costs were
Rs 12·394m. These show that a fee reduction of 15% was actually achieved. This can be seen as a
successful reduction in costs.
The expected cost of sales for 2010 before any cost cuts, was Rs 47·738m assuming a consistent
ratio of cost of sales to turnover. The actual cost of sales was only Rs 42·056m, Rs 5·682m lower.
Since freelance lecturer costs fell by Rs 2·188m, this means that other costs of sale fell by the
remaining Rs 3·494m. Staff costs are a substantial amount of this balance but since there was a
pay freeze and the average number of employees hardly changed from year to year, the
decreased costs are unlikely to be related to staff costs. The decrease is therefore most probably
attributable to the introduction of online marking. AT Co expected the online marking system to
cut costs by Rs 4m, but it is probable that the online marking did not save as much as possible,
hence the Rs 3·494m fall. Alternatively, the saved marking costs may have been partially
counteracted by an increase in some other cost included in cost of sales.
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Gross profit
As a result of the above, the gross profit margin has increased in 2010 from 27·7% to 36·3%. This
is a big increase and reflects very well on management.
Indirect expenses
- Marketing costs: These have increased by 42·1% in 2010. Although this is quite
significant, given all the improvements that AT Co has made to the service it is
providing, it is very important that potential students are made aware of exactly what
the company now offers. The increase in marketing costs has been rewarded with
higher student numbers relative to the competition in 2010 and these will hopefully
continue increasing next year, since many of the benefits of marketing won’t be felt
until the next year anyway. The increase should therefore be viewed as essential
expenditure rather than a cost that needs to be reduced.
- Property costs: These have largely stayed the same in both years.
- Staff training: These costs have increased dramatically by over Rs 2 million, a 163·9%
increase. However, AT Co had identified that it had a problem with staff retention,
which was leading to a lower quality service being provided to students. Also, due to
the introduction of the interactive website, the electronic enrolment system and the
online marking system, staff would have needed training on these areas. If AT Co had
not spent this money on essential training, the quality of service would have
deteriorated further and more staff would have left as they became increasingly
dissatisfied with their jobs. Again, therefore, this should be seen as essential
expenditure.
Given that the number of student complaints has fallen dramatically in 2010 to 84 from
315, the staff training appears to have improved the quality of service being provided
to students.
- Interactive website and the student helpline: These costs are all new this year and
result from an attempt to improve the quality of service being provided and,
presumably, improve pass rates. Therefore, given the increase in the pass rate for first
time passes from 48% to 66% it can be said that these developments have probably
contributed to this. Also, they have probably played a part in attracting new students,
hence improving turnover.
- Enrolment costs have fallen dramatically by 80·9%. This huge reduction is a result of
the new electronic system being introduced. This system can certainly be seen as a
success, as not only has it dramatically reduced costs but it has also reduced the
number of late enrolments from 297 to 106.
Net operating profit
This has fallen from Rs 3·635m to Rs 2·106m. On the face of it, this looks disappointing but it
has to be remembered that AT Co has been operating in a difficult market in 2010. It could
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easily have been looking at a large loss. Going forward, staff training costs will hopefully
decrease. Also, market share may increase further as word of mouth spreads about improved
results and service at AT Co. This may, in turn, lead to a need for less advertising and therefore
lower marketing costs.
It is also apparent that AT Co has provided the student website free of charge when really; it
should have been charging a fee for this. The costs of running it are too high for the service to be
provided free of charge and this has had a negative impact on net operating profit.
Note: Students would not have been expected to write all this in the time available.
Workings (Note: All workings are in Rs '000)
1. Turnover
Decrease in turnover = Rs 72,025 – Rs 66,028/Rs 72,025 = 8·3%
Expected 2010 turnover given 20% decline in market = Rs 72,025 x 80% = Rs 57,620
Actual 2010 turnover CF expected = Rs 66,028 – Rs 57,620/Rs 57,620 = 14·6% higher
2. Cost of sales
Decrease in cost of sales = Rs 42,056 – Rs 52,078/Rs 52,078 = 19·2%
Cost of sales as percentage of turnover: 2009 = Rs 52,078/Rs 72,025 = 72·3%
2010 = Rs 42,056/Rs 66,028 = 63·7%
Freelance staff costs: in 2009 = Rs 41,663 x 35% = Rs 14,582
Expected cost for 2010 = Rs 14,582 x 90% = Rs 13,124
Actual 2010 cost = Rs 12,394
Rs 12,394 – Rs 14,582 = Rs 2,188 decrease
Rs 2,188/Rs 14,582 = 15% decrease in freelancer costs
Expected cost of sales for 2010, before costs cuts, = Rs 66,028 x 72·3% = Rs 47,738.
Actual cost of sales = Rs 42,056.
Difference = Rs 5,682, of which Rs 2,188 relates to freelancer savings and Rs 3,494 relates to
other savings.
3. Gross profit margin
2009: Rs 19,947/Rs 72,025 = 27·7%
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2010: Rs 23,972/Rs 66,028 = 36·3%
4. Increase in marketing costs = Rs 4,678 – Rs 3,291/Rs 3,291 = 42·1%
5. Increase in staff training costs = Rs 3,396 – Rs 1,287/Rs 1,287 = 163·9%
6. Decrease in enrolment costs = Rs 960 – 5,032/5,032 = 80·9%
7. Net operating profit
Decreased from Rs 3,635 to Rs 2,106. This is fall of 1,529/3,635 = 42·1%

Question:Ali Division, which is part of the Delta Group, is considering an investment opportunity to which
the following estimated information relates:
(1) An initial investment of Rs 45m in equipment at the beginning of year 1 will be depreciated
on a straight-line basis over a three-year period with a nil residual value at the end of year 3.
(2) Net operating cash inflows in each of years 1 to 3 will be Rs 12.5m, Rs 18.5m and Rs 27m
respectively.
(3) The management accountant of Ali Division has estimated that the NPV of the investment
would be Rs 1.937m using a cost of capital of 10%.
(4) A bonus scheme which is based on short-term performance evaluation is in operation in all
divisions within the Delta Group.
Required:
(a) (i) Calculate the residual income of the proposed investment and comment briefly (using
ONLY the above information) on the values obtained in reconciling the short-term and longterm decision views likely to be adopted by divisional management regarding the viability of the
proposed investment. (6 marks)
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(ii) A possible analysis of divisional profit measurement at Ali Division might be as follows:
Rs m
Sales revenue

xxx

Less: variable costs

xxx

1. Variable short run contribution margin

xxx

Less: controllable fixed costs

xxx

2. Controllable profit

xxx

Less: non-controllable avoidable costs
3. Divisional profit

xxx
xxx

Required:
Discuss the relevance of each of the divisional profit measures 1, 2 and 3 in the above analysis
as an acceptable measure of divisional management performance and/or divisional economic
performance at Ali Division.
You should use appropriate items from the following list relating to Ali Division in order to
illustrate your discussion:
(i) Sales to customers external to the Delta Group
(ii) Inter-divisional transfers to other divisions within the Delta Group at adjusted market price
(iii) Labour costs or equipment rental costs that are fixed in the short term
(iv) Depreciation of non-current assets at Ali Division
(v) Head office finance and legal staff costs for services provided to Ali Division.
(b) Summary financial information for the Gamma Group (which is not connected with the
Delta Group) is as follows:
Income statements/financial information:

Revenue
Profit before tax

2006
Rs m
400
96

2007
Rs m
450
117
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Income tax expense
Profit for the period
Dividends
Retained earnings
Balance Sheets:

Non-current assets
Current assets
Financed by:
Total equity
Long-term debt

(29)
67
(23)
44

(35)
82
(27)
55

2006
Rs m
160
180
340

2007
Rs m
180
215
395

270
70
340

325
70
395

Other information is as follows:
(1) Capital employed at the end of 2005 amounted to Rs 279m.
(2) The Gamma Group had non-capitalised leases valued at Rs 16m in each of the years 2005 to
2007 which were not subject to amortization.
(3) Amortisation of goodwill amounted to Rs 5m per year in both 2006 and 2007. The amount of
goodwill written off against reserves on acquisitions in years prior to 2006 amounted to Rs 45m.
(4) The Group’s pre-tax cost of debt was estimated to be 10%.
(5) The Group’s cost of equity was estimated to be 16% in 2006 and 18% in 2007.
(6) The target capital structure is 50% equity, 50% debt.
(7) The rate of taxation is 30% in both 2006 and 2007.
(8) Economic depreciation amounted to Rs 40m in 2006 and Rs 45m in 2007. These amounts were
equal to the depreciation used for tax purposes and depreciation charged in the income statements.
(9) Interest payable amounted to Rs 6m per year in both 2006 and 2007.
(10) Other non-cash expenses amounted to Rs 12m per year in both 2006 and 2007.
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Required:
(i) Stating clearly any assumptions that you make, estimate the Economic Value Added
(EVA™) of the Gamma Group for both 2006 and 2007 and comment briefly on the
performance of the Group.
(ii) Briefly discuss THREE disadvantages of using EVA™ in the measurement of financial
performance.

Answer:a)
i.
Year 1
Year 2
Year 3
Rs m
Rs m
Rs m
Net cash inflow
12.5
18.5
27.0
Less: Depreciation
15.0
15.0
15.0
Profit/(loss)
(2.5)
3.5
12.0
Less: cost of capital (at 10% of wdv)
(4.5)
(3.0)
(1.5)
RI
(7.0)
0.5
10.5
A positive NPV of Rs 1·937m indicates that the performance is acceptable over the threeyear life of the proposal.
The RI shows a negative value of Rs 7m in year 1. This is likely to lead to its rejection by
the management of Ali Division because they participate in a bonus scheme that is based
on short-term performance evaluation.
The short-term focus on performance evaluation might lead to the rejection of
investment opportunities such as the one under consideration which would be
detrimental to the Delta Group. Management of the Delta Group should give immediate
consideration to changing the focus of the bonus scheme.
ii. Measures of divisional profitability may be viewed as evaluating managerial performance
and/or economic performance of the division. Management are likely to take the view
that any contribution value used as a measure of their performance should only contain
revenue or cost elements over which they have control. If each of the measures 1 to 3
shown in the question are considered the following analysis may be made:
1. Variable short run contribution margin:
This measure may be viewed as unacceptable to divisional management where it contains interdivisional transfers. In this case this should not be a problem since the use of adjusted market
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price is in effect equivalent to external selling price after the deduction of cost elements (e.g.
special packaging) that are not appropriate to inter-divisional transfers.
2. Controllable profit:
This measure will be calculated by deducting controllable fixed costs from the variable shortrun contribution. These costs may include labour costs and/or equipment rental costs that are
fixed in the short term but are subject to some influence by divisional management. For example,
divisional management action may enable efficiency gains to be achieved in order to reduce the
level of fixed labour or equipment rental costs that are incurred. In addition, it will be relevant
to determine whether divisional management is free to source such items as they wish or if there
is some direction for them to use, for example, a Delta Group Service Division for equipment
rental requirements.
The inclusion of depreciation of fixed assets as a charge in evaluating controllable contribution
may be debated depending on the extent to which divisional management has control over
investment decisions.
3. Divisional profit:
Depending on the extent to which investment decisions relating to Ali Division are ultimately
authorized at Delta Group level, depreciation may be viewed as a non-controllable cost,
chargeable in arriving at the divisional profit and hence as part of divisional economic
performance measurement.
Other non-controllable costs attributed to the division may be a share of Group finance and legal
staff costs for services provided to the division. Such costs are non-controllable by divisional
management and may be viewed as avoidable only if the division was closed.
The divisional profit figure is useful in evaluating the economic performance of the division in
that it represents the contribution made by Ali Division towards the overall profitability of the
Delta Group.
(b) (i) In order to compute EVA, adjustments must be made to the conventional after tax profit
measures of Rs 67m and Rs 82m shown in the summary income statements. Since we know that
financial accounting depreciation is equal to economic depreciation then no adjustment is
required to take into account the fact that economic depreciation differs from financial
accounting depreciation. In calculating EVA the calculation of adjusted profit represents an
attempt to approximate cash flow after taking into account a charge in respect of economic
depreciation. Hence non-cash expenses are added back to the profit reported in the income
statement. Net interest is also added back to the reported profit because the returns required by
the providers of funds are reflected in the cost of capital adjustment. It is the net interest i.e.
interest after tax that is added back to reported profit because interest will already have been
allowed as an expense in the computation of the taxation liability.
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In computing EVA, the calculation of capital employed should be based on adjustments which
seek to approximate economic value at the commencement of each period. Due to the lack of
sufficient information the book value of shareholders’ funds plus long-term capital loans at the
end of 2005 is used as a basis for the determination of economic capital employed at the
commencement of 2006.
Goodwill is a measure of the price paid for a business in excess of the current cost of the net
separable assets of the business. Payments in respect of goodwill may be viewed as adding value
to the company. Therefore any amounts in respect of goodwill amortization appearing in the
income statement are added back to reported profit since they represent part of the intangible
asset value of the business.
By the same token, the cumulative write off of Rs 45 million is added back to capital employed
in order to show a more realistic value of the capital base realistic value of the capital employed.
This is because goodwill represents an element of the total value of a business. The value placed
on goodwill should be regularly reviewed and any diminution in its value should be recognised
immediately in the income statement.
The calculation of EVA in respect of the two years under consideration is as follows:

Adjusted profit:
Profit after tax
Amortisation of goodwill
Other non-cash expenses
Interest expense
Adjusted profit
Adjusted capital employed:
Year beginning
Non-capitalised leases
Goodwill
Adjusted capital employed

2006
Rs m
67
5
12
4.2
88·2

2007
Rs m
82
5
12
4.2
103.2

Rs m
279
16
45
340

Rs m
340
16
50
406

The weighted average cost of capital should be based on the target capital structure of 50%
Debt: 50% Equity.
The calculations are as follows:
WACC 2006: (16% x 50%) + (10% x 0.7 x 50%) = 11.5%
WACC 2007: (18% x 50%) + (10% x 0.7 x 50%) = 12.5%
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Therefore EVA in respect of both years can be calculated as follows:
EVA 2006 = 88.2 – (340 x 11.5%) = Rs 49.1 million
EVA 2007 = 103.2 – (406 x 12.5%) = Rs 52.45 million
The EVA measures indicate that the Gamma Group has added significant value during each
year under consideration and thereby achieved a satisfactory level of performance.
(ii) Disadvantages of an EVA approach to the measurement of financial performance include:
i.
ii.
iii.

The calculation of EVA may be complicated due to the number of adjustments
required.
It is difficult to use EVA for inter-firm and inter-divisional comparisons because
it is not a ratio measure.
Economic depreciation is difficult to estimate and conflicts with generally
accepted accounting principles.

Note: Other relevant discussion would be acceptable.

Question:The directors of The Healthy Eating Group (HEG), a successful restaurant chain, which
commenced trading in 1998, have decided to enter the sandwich market in Homeland, its
country of operation. It has set up a separate operation under the name of Healthy Sandwiches
Co (HSC). A management team for HSC has been recruited via a recruitment consultancy which
specializes in food sector appointments. Homeland has very high unemployment and the vast
majority of its workforce has no experience in a food manufacturing environment. HSC will
commence trading on 1 January 2008.
The following information is available:
1. HSC has agreed to make and supply sandwiches to agreed recipes for the Superior Food
Group (SFG) which owns a chain of supermarkets in all towns and cities within
Homeland. SFG insists that it selects the suppliers of the ingredients that are used in
making the sandwiches it sells and therefore HSC would be unable to reduce the costs of
the ingredients used in the sandwiches. HSC will be the sole supplier for SFG.
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2. The number of sandwiches sold per year in Homeland is 625 million. SFG has a market
share of 4%.
3. The average selling price of all sandwiches sold by SFG is Rs 2·40. SFG wishes to make a
mark-up of 331/3% on all sandwiches sold. 90% of all sandwiches sold by SFG are sold
before 2 pm each day. The majority of the remaining 10% are sold after 8 pm. It is the
intention that all sandwiches are sold on the day that they are delivered into SFG’s
supermarkets.
4. The finance director of HSC has estimated that the average cost of ingredients per
sandwich is Rs 0·70. All sandwiches are made by hand.
5. Packaging and labeling costs amount to Rs 0·15 per sandwich.
6. Fixed overheads have been estimated to amount to Rs 5,401,000 per annum. Note that
fixed overheads include all wages and salaries costs as all employees are subject to fixed
term employment contracts.
7. Distribution costs are expected to amount to 8% of HSC’s revenue.
8. The finance director of HSC has stated that he believes the target sales margin of 32%
can be achieved, although he is concerned about the effect that an increase in the cost of
all ingredients would have on the forecast profits (assuming that all other revenue/cost
data remains unchanged).
9. The existing management information system of HEG was purchased at the time that
HEG commenced trading. The directors are now considering investing in an enterprise
resource planning system (ERPS).
Required:
(a) Using only the above information, show how the finance director of HSC reached his
conclusion regarding the expected sales margin and also state whether he was correct to be
concerned about an increase in the price of ingredients.
(b) Explain FIVE critical success factors to the performance of HSC on which the directors must
focus if HSC is to achieve success in its marketplace.
(c) Explain how the introduction of an ERPS could impact on the role of management
accountants.
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Answer:a) Forecast Income Statement of HSC for the year ending 31 December 2008:
Rs 000
Revenue
45,000
Materials
17,500
Packaging
3,750
Distribution
3,600
Fixed costs
5,401
Total costs
30,251
Profit
14,749
Profit/sales (%)
32·78%
Target rate of return (%)
32·00%
Target return (Rs 000)
14,400
Rs
Materials can increase by the excess profit over budget
349,000
Material costs could increase to
17,849,000
Therefore increase =
1·994%
Based on the information provided an expected return on sales amounting to 32·78% of revenue
would be made in which case the statement made by the finance director was correct.
The finance director was correct to be concerned with an increase in the cost of all ingredients as
the return % is very sensitive to an increase in the price of ingredients purchased by HEG, as
material costs cannot rise in price by more than Rs 349,000 which represents an average increase
amounting to 1·994%.
(b) Critical success factors are as follows:
Product quality
The fact that the production staffs have no previous experience in a food production
environment is likely to prove problematic. It is vital that a comprehensive training programme
is put in place at the earliest opportunity. HSC need to reach and maintain the highest level of
product quality as soon as possible.
Supply quality
The quality of delivery into SFG supermarkets assumes critical significance. Time literally will
be of the essence since 90% of all sandwiches are sold in SFG’s supermarkets before 2 pm each
day. Hence supply chain management must be extremely robust as there is very little scope for
error.
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Technical quality
Compliance with existing regulations regarding food production including all relevant factory health
and safety requirements is vital in order to establish and maintain the reputation of HSC as a
supplier of quality products. The ability to store products at the correct temperature is critical
because sandwiches are produced for human consumption and in extreme circumstance could cause
fatalities.
External credibility
Accreditation by relevant trade associations/regulators will be essential if nationwide
acceptance of HSC as a major producer of sandwiches is to be established.
New product development
Whilst HSC have developed a range of healthy eating sandwiches it must be recognised that
consumer tastes change and that in the face of competition there will always be a need for a
continuous focus on new product development.
Margin
Whilst HSC need to recognise all other critical success factors they should always be mindful that
the need to obtain the desired levels of gross and net margin remain of the utmost importance.
Notes: (i) Only five critical success factors were required.
(ii) Alternative relevant discussion and examples would be acceptable.
(c) The introduction of ERPS has the potential to have a significant impact on the work of
management accountants. The use of ERPS causes a substantial reduction in the gathering and
processing of routine information by management accountants. Instead of relying on
management accountants to provide them with information, managers are able to access the
system to obtain the information they require directly via a suitable electronic access medium.
ERPS integrate separate business functions in one system for the entire organisation and
therefore co-ordination is usually undertaken centrally by information management specialists
who have a dual responsibility for the implementation and operation of the system.
ERPS perform routine tasks that not so long ago were seen as an essential part of the daily
routines of management accountants, for example perpetual inventory valuation. Therefore if
the value of the role of management accountants is not to be diminished then it is of necessity
that management accountants should seek to expand their roles within their organisations.
The management accountant will also control and audit the ERPS data input and analysis. Hence
the implementation of ERPS provides the management accountant with an opportunity
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to change the emphasis of their role from information gathering and processing to that of the
role of advisers and internal consultants to their organisations. This new role will require
management accountants to be involved in interpreting the information generated from the
ERPS and to provide business support for all levels of management within an organisation.

Question:GMB Co designs, produces and sells a number of products. Functions are recognised from design
through to the distribution of products. Within each function, a number of activities may be
distinguished and a principal driver identified for each activity.
Each sales order will normally comprise a number of batches of any one of a range of products.
The company is active in promoting, where possible, a product focus for design, dedicated
production lines and product marketing. It also recognises that a considerable level of
expenditure will relate to supporting the overall business operation.
It is known that many costs may initially be recognised at the unit, batch, and product sustaining
(order) or business/facility sustaining (overall) levels. A list of expense items relating to Order
Number 377 of product Zeta is shown below. The methods of calculating the values for Order
Number 377 shown below are given in brackets alongside each expense item. These methods
also indicate whether the expense items should be regarded as product unit, batch, product
sustaining (order) or business/facility sustaining (overall) level costs. The expense items are not
listed in any particular sequence. Each expense item should be adjusted to reflect its total cost
for Order Number 377.
Order Number 377 comprises 5,000 units of product Zeta. The order will be provided in batches of
1,000 product units.

Order Number 377
Rs
Production scheduling (rate per hour x hours per batch)
Direct material cost (per unit material specification)

60,000
180
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Selling – batch expediting (at rate per batch)

60,000

Engineering design & support (rate per hour x hours per order)

350,000

Direct labour cost (rate per hour x hours per unit)

150

Machine set-up (rate per set-up x number of set-ups per batch)

34,000

Production line maintenance (rate per hour x hours per order)

1,100,000

Business/facility

sustaining

cost

(at

30%

of

all

other

costs)

1,500,00
0 Marketing (rate per visit to client x number of visits per order)

200,000

Distribution (tonne miles x rate per tonne mile per batch)

12,000

Power cost (rate per Kilowatt hour x Kilowatts per unit)

120

Design work (rate per hour x hours per batch)
Administration

–

invoicing

and

accounting

30,000
(at

rate

per

batch)
24,00

0 Required:
(a) Prepare a statement of total cost for Order Number 377, which analyses the expense items
into sections for each of four levels, with sub-totals for each level where appropriate. The four
levels are:
(i) Unit-based costs;
(ii) Batch-related costs;
(iii) Product sustaining (order level) costs; and
(iv) Business/facility sustaining (overall level) costs.
(b) Identify and discuss the appropriateness of the cost drivers of any TWO expense values
in EACH of levels (i) to (iii) above and ONE value that relates to level (iv).
In addition, suggest a likely cause of the cost driver for any ONE value in EACH of levels (i)
to (iii), and comment on possible benefits from the identification of the cause of each cost
driver.
(c) Discuss the practical problems that may be encountered in the implementation of an
activity-based system of product cost management.
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Answer:a)

Order Number 377
Summary total cost statement
Rs ’000

Rs ’000

Unit-based costs:
Direct material cost (Rs 180 x 5,000)
Direct labour cost (Rs 150 x 5,000)
Power cost (Rs 120 x 5,000)

900
750
600

2,250

Batch-related costs:
Design work (Rs 30,000 x 5)
150
Machine set up (Rs 34,000 x 5)
170
Production scheduling (Rs 60,000 x 5)
300
Selling – batch expediting – (Rs 60,000 x 5)
300
Admin – invoicing & accounting (Rs 24,000 x 5)) 120
Distribution (Rs 12,000 x 5)
60

1,100

Product sustaining costs:
Engineering design & support (per order)
Production line maintenance (per order)
Marketing (per order)

350
1,100
200

Total cost excluding business/facility sustaining costs

1,650
5,000

Business/Facility sustaining costs:
Relating to production, administration, selling &
distribution based on overall business/facility time used.
30% x Rs 5,000,000
Total cost of order

1,500
6,500

Note: number of batches = 5,000units/1,000 = 5 batches
b) A cost driver is the factor that determines the level of resource required for an activity.
This may be illustrated by considering costs for each of the four levels in Order Number
377.
Unit based costs:
Direct material costs are driven by the quantity, range, quality and price of materials
required per product unit according to the specification for the order.
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Direct labour costs are driven by the number of hours required per product unit and the
rate per hour that has been agreed for each labour grade.
Batch related costs:
The number of machine set-ups per batch is the cost driver for machines used.
The number of design hours per batch is the cost driver for design work.
Product sustaining costs:
The number of marketing visits to a client per order is the cost driver for marketing cost
chargeable to the order.
The number of hours of production line maintenance per order is the cost driver for
production line cost.
Business sustaining costs:
These costs are absorbed at a rate of 30% of total cost excluding business sustaining
costs. This is an arbitrary rate which indicates the difficulty in identifying suitable cost
driver/drivers for the range of residual costs in this category. Wherever possible efforts
should be made to identify aspects of this residual cost that can be added to the unit,
batch or product related analysis.
The cost drivers are useful in that they provide a basis for an accurate allocation of the
cost of resources consumed by an order. In addition, investigation of the cause(s) of a
cost driver occurring at its present level allows action to be considered that will lead to
a reduction in the cost per unit of cost driver.
Examples of causes that might be identified are:
Material price may be higher than necessary due to inefficient sourcing of materials.
This may be overcome through efforts to review sourcing policy and possibly provide
additional training to staff responsible for the sourcing of materials.
The number of machine set-ups per batch may be due to lack of planning of batch sizes. It
may be possible for batch sizes in this order to be increased to 1,250 units which would
reduce the number of batches required to fulfill the order from five to four. This should
reduce overall costs.
The amount of production line maintenance (and hence cost) required per order may be
reduced by examining causes such as level of skill of maintenance carried out – by GMB’s
own staff or out-sourced provision. Action would involve re-training of own staff or
recruitment of new staff or changing of out-source providers.
(Alternative relevant examples and discussion would be acceptable for all aspects of part
(b))
c) The benefits of an activity-based system as the basis for product cost/profit estimation
may not be straightforward. A number of problems may be identified.
The selection of relevant activities and cost drivers may be complicated where there are
many activities and cost drivers in complex business situations.
There may be difficulty in the collection of data to enable accurate cost driver rates to be
calculated. This is also likely to require an extensive data collection and analysis system.
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The problem of ‘cost driver denominator level’ may also prove difficult. This is similar
to the problem in a traditional volume related system. This is linked to the problem of
fixed/variable cost analysis. For example the cost per batch may be fixed. Its impact may
be reduced, however, where the batch size can be increased without a proportionate
increase in cost.
The achievement of the required level of management skill and commitment to change
may also detract from the implementation of the new system. Management may feel that
the activity based approach contains too many assumptions and estimates about
activities and cost drivers. There may be doubt as to the degree of increased accuracy
which it provides.
(Alternative relevant examples and discussion would be acceptable)

Question:The Sentinel Company (TSC) offers a range of door-to-door express delivery services. The
company operates using a network of depots and distribution centres throughout the country of
Nickland. The following information is available:
1. Each depot is solely responsible for all customers within a specified area. It collects goods
from customers within its own area for delivery both within the specific area covered by
the depot and elsewhere in Nickland.
2. Collections made by a depot for delivery outside its own area are forwarded to the depots
from which the deliveries will be made to the customers.
3. Each depot must therefore integrate its deliveries to customers to include:
i.
goods that it has collected within its own area; and
ii.
goods that are transferred to it from depots within other areas for delivery to
customers in its area.
4. Each depot earns revenue based on the invoiced value of all consignments collected from
customers in its area, regardless of the location of the ultimate distribution depot.
5. Depot costs comprise all of its own operating costs plus an allocated share of all company
costs including centralized administration services and distribution center costs.
6. Bonuses for the management team and all employees at each depot are payable
quarterly. The bonus is based on the achievement of a series of target values by each
depot.
7. Internal benchmarking is used at TSC in order to provide sets of absolute standards that
all depots are expected to attain.
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8. (a)The Appendix shows the target values and the actual values achieved for each of a
sample group of four depots situated in Donatellotown (D), Leonardotown (L),
Michaelangelotown (M), and Raphaeltown (R).
(b) The target values focus on three areas:
i.
depot revenue and profitability;
ii.
customer care and service delivery; and
iii.
credit control and administrative efficiency.
c) The bonus is based on a points system, which is also used as a guide to the operational
effectiveness at each depot. One point is allocated where the target value for each item
in the Appendix is either achieved or exceeded, and a zero score where the target is not
achieved.
Appendix
Target and actual value statistics for Donatellotown (D), Leonardotown (L),
Michaelangelotown (M), and
Raphaeltown (R) for the Year ended 31 October 2008

Revenue and Profit Statistics:
Revenue (1)
Target

Profit (2)

Actual

Target

Actual

Rs m

Rs m

Rs m

Rs m

200

240

30

D

16

15

2.4

2.3

L

14

18

2.1

2.4

M

12

14

1.8

2.2

R

18

22

2.7

2.8

Company overall

32

Selected depots:

Note: For the purpose of calculation of each depot’s points it is essential that actual profit as a
percentage of actual revenue must exceed the target profit (%).
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Customer Care & Service Delivery Statistics:
Target
Selected Depots:
%

Actual
D

L

M

R

%

%

%

%

Measure (% of total):
(3) Late collection of consignments

2.0

1.9

2.1

1.8

2.4

(4) Misdirected consignments

4.0

4.2

3.9

3.3

5.1

(5) Delayed response to complaints

1.0

0.7

0.9

0.8

1.2

(6) Delays due to vehicle breakdown

1.0

1.1

1.4

0.3

2.0

Measure (% of revenue):
(7) Lost items

1.0

0.6

0.9

0.8

1.9

(8) Damaged items

2.0

1.5

2.4

1.5

1.8

Credit Control & Administration Efficiency Statistics:
Target
(9) Average debtor weeks

5·5

(10) Debtors in excess of 60 days (% of total)

5%

(11) Invoice queries (% of total)

5%

(12) Credit notes as a % of revenue

D

L

M

R

5·8

4·9

5·1

6·2

?

?

?

1·1% 1·4%

0·5%

?

?

0·8%
?

?
2·7%
?

Other information:
D
Aged Debtor analysis (extract):
Less than 30 days
31–60 days

L

M

R

Rs 000 Rs 000 Rs 000 Rs 000
1,300

1,500

1,180

2,000

321

133

153

552
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Value of credit notes raised during the period (Rs 000)

45

36

28

132

Note: TSC operates all year round.
Required:
a) Prepare a report for the directors of TSC which:
i.
contains a summary table which shows the points gained (or forfeited) by each
depot. The points table should facilitate the ranking of each depot against the
others for each of the 12 measures provided in the Appendix.
ii.
evaluates the relative performance of the four depots as indicated by the analysis
in the summary table prepared in (i);
iii.
assesses TSC in terms of financial performance, competitiveness, service quality,
resource utilization, flexibility and innovation and discusses the interrelationships
between these terms, incorporating examples from within TSC; and
iv.
critiques the performance measurement system at TSC.
A central feature of the performance measurement system at TSC is the widespread use of
league tables that display each depot’s performance relative to one another.
Required:
b) Evaluate the potential benefits and problems associated with the use of ‘league tables’
as a means of measuring performance.

Answer:a) Report:
To:
From:
Subject:
Date:
i.

The Directors of TSC
Management Accountant
The performance of our depots
5 December 2008

Summary analysis of points gained (1) or forfeited (0) for the year ended 31 October
2008

Revenue and Profit Statistics:

Revenue
Profit (see note below)
Customer Care & Service Delivery Statistics:

Donatellotown

0
1

Leonardotown

1
0

Michaelangelotown

1
1

Raphaeltown

1
0
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Late collection of consignments
1
Misdirected consignments
0
Delayed response to complaints
1
Vehicle breakdown delays
0
Lost items
1
Damaged items
1
Credit Control & Administrative Efficiency Statistics:
Average Debtor weeks
0
Debtors in excess of 60 days
1
Invoice queries (% of total)
1
Credit notes (% of revenue)
1
Total points gained
8
Workings:
i.

ii.

1
1
1
1
1
1

0
0
0
0
0
1

1
1
1
1
8

1
1
1
1
12

0
1
1
0
4

Profit point calculation:
Actual results:
e.g. Donatellotown = 2.3/15 = 15.3% (1 point)
Leonardotown = 2.4/18 = 13.3% (0 point)
Debtors in excess of 60 days (% of total)

Donatellotown

Revenue (Rs’000)
Debtor weeks
∴ Debtors
Less than 30 days
31–60 Days
More than 60 days
Debtors in excess of 60 days (% of total)
iii.

0
1
1
0
1
0

15,000

Leonardotown

18,000

5.8

4.9

1,673
(1,300)
(321)
52
3.1

1,696
(1,500)
(133)
63
3.7

Michaelangelotown

14,000

Raphaeltown

22,000

5.1
1,373
(1,180)
(153)
40
2.9

6.2
2,623
(2,000)
(552)
71
2.7

Value of credit notes raised as a % of revenue
e.g. Donatellotown = Rs 45,000/Rs 15,000,000 = 0·3%

ii. The summary analysis in (a)(i) shows that using overall points gained, Michaelangelotown
has achieved the best performance with 12 points. Donatellotown and Leonardotown have
achieved a reasonable level of performance with eight points each. Raphaeltown has
underperformed, however, gaining only four out of the available 12 points.
Michaelangelotown is the only depot to have achieved both an increase in revenue over budget
and an increased profit: revenue percentage.
In the customer care and service delivery statistics, Michaelangelotown has achieved all six of
the target standards, Donatellotown four; Leonardotown three. The Raphaeltown statistic of
achieving only one out of six targets indicates the need for investigation.
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With regard to the credit control and administrative efficiency statistics, Leonardotown and
Michaelangelotown achieved all four standards and Donatellotown achieved three of the four
standards. Once again, Raphaeltown is the ‘poor performer’ achieving only two of the four
standards.
(iii) The terms listed may be seen as representative of the dimensions of performance. The
dimensions may be analyzed into results and determinants.
The results may be measured by focusing on financial performance and competitiveness.
Financial performance may be measured in terms of revenue and profit as shown in the data in
the appendix of the question in respect of TSC. The points system in part (a) of the answer shows
which depots have achieved or exceeded the target set. In addition, liquidity is another aspect of
the measurement of financial performance. The points total in part (a) showed that
Leonardotown and Michaelangelotown depots appear to have the best current record in aspects
of credit control.
Competitiveness may be measured in terms of sales growth but also in terms of market share,
number of new customers, etc. In the TSC statistics available in (a) we only have data for the
current quarter. This shows that three of the four depots listed have achieved increased revenue
compared to target.
The determinants are the factors which may be seen to contribute to the achievement of the
results. Quality, resource utilization, flexibility and innovation are cited by Fitzgerald and Moon
as examples of factors that should contribute to the achievement of the results in terms of
financial performance and competitiveness. In TSC a main quality issue appears to be customer
care and service delivery. The statistics in the points table in part (a) of the answer show that the
Raphaeltown depot appears to have a major problem in this area. It has only achieved one point
out of the six available in this particular segment of the statistics.
Resource utilization for TSC may be measured by the level of effective use of drivers and
vehicles. To some extent, this is highlighted by the statistics relating to customer care and service
delivery. For example, late collection of consignments from customers may be caused by a
shortage of vehicles and/or drivers. Such shortages could be due to staff turnover, sickness, etc
or problems with vehicle maintenance.
Flexibility may be an issue. There may, for example, be a problem with vehicle availability.
Possibly an increased focus on sources for short-term sub-contracting of
vehicles/collections/deliveries might help overcome delay problems.
The ‘target v actual points system’ may be seen as an example of innovation by the company.
This gives a detailed set of measures that should provide an incentive for improvement at all
depots. The points system may illustrate the extent of achievement/non-achievement of
company strategies for success. For example TSC may have a customer care commitment policy

182
which identifies factors that should be achieved on a continuing basis. For example, timely
collection of consignments, misdirected consignments re-delivered at no extra charge, prompt
responses to customer claims and compensation for customers.
(iv) The performance measurement system used by TSC appears simplistic. However, it may be
considered to be measuring the right things since the specific measures used cover a range of
dimensions designed to focus the organisation on factors thought to be central to corporate
success, and not confined to traditional financial measures.
Internal benchmarking is used at TSC in order to provide sets of absolute standards that all
depots are expected to attain. This should help to ensure that there is a continual focus upon the
adoption of ‘best practice’ at all depots. Benchmarks on delivery performance place an emphasis
upon quality of service whereas benchmarks on profitability are focused solely upon
profitability!
Incentive schemes are used throughout the business, linking the achievement of company
targets with financial rewards. It might well be the case that the profit incentive would act as a
powerful motivator to each depot management team. However, what is required for the
prosperity of TSC is a focus of management on the determinants of success as opposed to the
results of success.
(Alternative relevant discussion would be acceptable)
b) A central feature of many performance measurement systems is the widespread use of
league tables that display each business unit’s performance relative to one another. In
the case of service organisations such as TSC the use of league tables emphasizes the
company’s critical success factors of profitability and quality of service by reporting
results on a weekly basis at the depot level. The fact that such league tables are used by
management will actively encourage competition, in terms of performance, among
depots. The individual position of a business unit in the league table is keenly observed
both by the manager of that unit and his/her peers.
In theory, performance is transparent. In practice although each depot performs
essentially the same function and is subject to the same modes of measurement,
circumstances pertaining to different business units may vary significantly. Some depots
may be situated near to the hub (main distribution center), some may be located far away
and some may be in urban zones with well-developed road networks whilst others may
be in remote rural areas. Measuring performance via a league table makes no allowance
whatsoever for these relative differences, hence, inequality is built into the performance
measurement system.
Moreover, depot managers might be held responsible for areas over which they have no
formal control. The network nature of the business suggests that there will be a high
degree of interdependence of depots; the depot responsible for collection will very often
not be the depot responsible for delivery. Therefore, it is frequently the case that
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business may be gained for which the collecting depot receives the revenue, but for
which the delivering depot bears the cost. Obviously this impacts upon the profit
statements of both depots. The formal system might not recognise such difficulties, the
corporate view being that ‘the business needs to be managed’; the depots should
therefore see any such anomalies as mild constraints to work around rather than
barriers to break down. In such circumstances delivering depots and collecting depots
should discuss such problems on an informal basis. Such informal discussions are aided
by close communications between depots recognising the interdependencies of the
business.

Question:The Superior Software House (SSH) commenced trading on 1 December 2002 in the country of
Bonlandia. SSH develops bespoke software packages on behalf of clients. When requested to do
so, SSH also provides training to clients’ staff in the use of these software packages. On 1
December 2006, the directors of SSH established a similar semi-autonomous operation in
Karendia. All software packages are produced in Bonlandia and transferred to Karendia at cost
plus attributable overheads i.e. there is no mark-up on the software packages transferred from
Bonlandia to Karendia.
Karendia is a country in which the structure of industry has changed during recent years. There
has been a major shift from traditional manufacturing businesses to service orientated
businesses which place a far greater emphasis upon the use of business software.
The operational managers in both Bonlandia and Karendia have no control over company
policies in respect of acquisitions and financing.
The operational manager of Bonlandia receives a bonus of 40% of his basic salary for meeting all
client delivery deadlines in respect of Karendia. At a recent meeting he instructed his staff to
‘install client software by the due date and we’ll worry about fixing any software problems after
it’s been installed. After all, we always fix software problems eventually’. He also stated that ‘it
is of vital importance that we grow our revenues in Karendia as quickly as possible.
Our clients in Karendia might complain but they have spent a lot of money on our software
products and will not be able to go to any of our competitors once we have installed our software
as all their businesses would suffer huge disruption’.
Financial data (all stated on an actual basis) in respect of the two divisions for the two years
ended 30 November 2007 and 2008 are shown on the next page:
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Summary Income Statements:

Revenue
Salaries
Software & consumables
Other operating costs
Marketing
Interest (Group)
Depreciation and amortization
Total costs
Profit/(loss) for the period

Bonlandia
2008
Rs 000
14,600
4,340
2,040
2,880
9,260
2,392

Karendia
2008
Rs 000
2,800
1,248
486
654
2,388
600

Karendia
2007
Rs 000
2,000
1,200
450
600
2,250
400

160
760
3,148
(348)

Combined Bonlandia
2008
2007
Rs 000
Rs 000
17,400
14,000
5,588
4,000
2,526
2,000
3,534
2,800
11,648
8,800
2,992
2,100
850
560
400
4,402
2,500
16,050
11,300
1,350
2,700

100
500
2,750
(750)

Combined
2007
Rs 000
16,000
5,200
2,450
3,400
11,050
2,500
900
500
3,900
14,950
1,050

400
2,792
12,052
2,548

Bonlandia
2008
Rs 000

Karendia
2008
Rs 000

Combined Bonlandia
2008
2007
Rs 000
Rs 000

Karendia
2007
Rs 000

Combined
2007
Rs 000

9,000
4,550
13,550

1,600
1,000
2,600

10,600
5,550
16,150

1,000
800
1,800

9,000
5,800
14,800

Statements of financial position:

Assets
Non-current assets
Current assets
Total assets
Equity and liabilities
Share capital and reserves
Non-current liabilities
Long-term borrowings (Group)
Current liabilities
Total equity and liabilities

8,000
5,000
13,000

9,150

2,400

600

4,000
3,000
16,150

7,800

2,000

5,00

4,500
2,500
14,800

Required:
a) Assess the financial performance of SSH and its operations in Bonlandia and
Karendia during the years ended 30 November 2007 and 2008.
Note: you should highlight additional information that would be required in order to
provide a more comprehensive assessment of the financial performance of each
operation. (14 marks)
b) Discuss the statements of the operational manager of Bonlandia and assess their
implications for SSH.
c) Assess the likely criteria which would need to be satisfied for software to be
regarded as ‘quality software’.
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d) Suggest a set of SIX performance measures which the directors of SSH could use in
order to assess the quality of service provided to its clients.

Answer:a) To: Directors
From: Management Accountant
Date: 5 December 2008
Subject: Financial performance of operations in Bonlandia and Karendia
Further to your recent request please find detailed below my analysis of the financial
performance of our operations for the two-year period ended 30 November 2008. I have
included operating statistics in the appendix which is attached to my report.
Sales revenue
The turnover in Bonlandia increased by 4.3% whereas the turnover in Karendia
increased by 40% which is excellent bearing in mind that operations only commenced in
2006. The overall growth in turnover achieved during 2008 amounted to an acceptable
level of 8.75%.
Profits
The operation in Bonlandia did not perform as well in 2008 with net profit falling by Rs
152,000 (5.6%). The operation in Karendia made a loss of Rs 348,000 in 2008 compared with
a loss of Rs 750,000 in 2007. It appears that although turnover in Karendia increased by 40%
during 2008 further growth in revenues (or cost reductions) will be essential in order for the
Karendia operation to become profitable. The change in the structure of industry in Karendia
may enable this growth to be achieved.
The overall profit of SSH has increased from Rs 1,050,000 to Rs 1,350,000, an increase of
28.6%. Non-operating costs have increased from Rs 3,400,000 (2007) to Rs 3,842,000
(2008), an increase of 13%. It is worth noting that interest payable has fallen by Rs 50,000
which is a direct result of the repayment of Rs 500,000 of debt finance. The increased amount
of marketing expenditure has enabled both operations to achieve growth in turnover.
However, the additional revenue of Rs 600,000 in Bonlandia in 2008 appears modest. In this
regard one might question the effectiveness of the marketing strategy of SSH. EBITDA
(earnings before interest, taxation, depreciation and amortization) rose
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from Rs 2,450,000 to Rs 2,760,000. The return on capital employed increased from 15.9% in
2007 to 16.7% in 2008.
Costs
Salaries have increased by 8.5% in Bonlandia and 4% in Karendia. These increases may
reflect local conditions in the labour market for software specialists. Software and
consumables costs have only increased by 2% and 8% respectively in Bonlandia and
Karendia. Bearing in mind that turnover of each operation has increased then it is quite
conceivable that SSH are benefiting from economies of scale that exist with regard to the
provision of software and consumables. However, the increase of 8% in Karendia may be
indicative of poor cost control. Other operating costs have increased by 2·9% in
Bonlandia but increased by 9% in Karendia, which might be indicative of poor cost
control.
Utilization of non-current assets
The 2008 non-current assets utilization ratios of Bonlandia and the overall business show
a decrease over those of 2007. The ratio in respect of the Karendia operation indicates a
decrease from 2 times to 1.75 times. However, this is acceptable given that operations in
Karendia have been recently established. It might well be the case that, for example,
recently acquired non-current assets may not yet have been brought fully into use or
perhaps were acquired towards the end of 2008. The Karendia operation is clearly in a
rapid-growth phase hence the need for such investments in non-current assets.
Other information
It would be useful to have data relating to previous years in order to observe longer term
trends of revenues and costs for each operation. Certainly, data for 2006 in respect of the
Karendia operation would enable a ‘complete’ picture to be taken. This would enable a
much better assessment of current recent years.
It would be extremely useful to have competitor information in order to assess relative
market share and establish how they are performing in the Bonlandia and Karendia
markets compared with the operations established by SSH.
It is clear that long-term borrowings have decreased during 2008 and that SSH has
sufficient cash flow to be repaying debt finance. However, it would be useful to have a
detailed breakdown of the working capital of each operation in order to confirm this.
It would also be useful to have future market and financial projections in respect of
operations in Bonlandia and Karendia which should reflect the actual results achieved in
2007 and 2008.
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Signed: Management Accountant
Appendix
2008

2007
Group
8·75

Bonlandia

Karendia

Group

% growth in sales revenue

Bonlandia Karendia
4·3
40

Sales margin before interest (%)

17·45

12·64

19·3

(37·5)

12·2

(12·4)

Return on capital employed (%)

16·7

15·9

Earnings before interest, depreciation
and amortization (Rs 000)
Non-current asset turnover ratio

2,760

2,450

Debt: Equity ratio (%)
Gearing ratio (%)

1·62

1·75

1·64

1·75

1·77

43·7
30·4

b) In a market place such as that in which SSH competes, product and service quality
assumes critical significance. Quality is a key determinant of the financial results and the
level of competitiveness achieved by SSH. This will always be the case and therefore
quality may be viewed as a strategic necessity if SSH is to prosper in the future. Therefore,
the statements of the manager of Bonlandia operations are myopic at best and unethical
at worst! Businesses use software in a variety of different ways but poor quality software
can do serious harm to businesses. Much will depend on the extent to which a business
uses its information for strategic reasons as opposed to meeting operational needs. The
more a business uses its information systems for strategic reasons then the greater the
potential damage suffered as a consequence of poor quality software. It is wrong for the
manager of Bonlandia operations to knowingly promote the installation of poor quality
business software in clients’ businesses. The effects can be costly to clients in terms of
poor planning, control and decision-making with potential losses of client goodwill and
reputation.
c) The following are important considerations regarding the quality of the business
software:
- The software is error-free as this will improve its reliability. Whilst in practice this might
not always be achievable the directors of SSH must recognise the dangers involved in
supplying bespoke software which may prove damaging to their clients’ businesses with
the resulting loss of client goodwill.
- The software should meet quality control standards such as those specified by the ISO
(International Standards Organisation).

1·77
57·7
36·6
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The software must be delivered on time. Late delivery of business software will prove
problematic since clients may rely on updated software to meet new customer needs or
to fulfill revised business objectives.
The software must meet the initial specification of the customer. In meeting the
specification SSH will be demonstrating that the software has been produced correctly
with an appropriate focus on the requirements of end users.
The software must be usable i.e. as well as being able to do what it is supposed to do it is
important that it is easy to use.
The software should be capable of being updated in the light of future changes that occur
in the clients’ requirements.

d) The following performance measures which could be used to assess the quality of service
provided to its clients:
- The reliability of staff in keeping to scheduled appointment times with clients
- The responsiveness of staff to client enquiries or requests for assistance
- The quality of communications between SSH and its clients
- The competence of its staff in providing training to its clients
- The access times to staff upon the request of clients
- The availability of staff to meet emergency needs of clients
- The security of the data of its client base.
Notes: (i) Only six performance measures were required
(ii) Other relevant performance measures would be acceptable.
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Question:-

Protect Against Fire Co (PAF Co) manufactures and sells fire safety equipment and also
provides fire risk assessments and fire safety courses to businesses. It has been trading
for many years in the country of Pakistan, where it is the market leader.
Five years ago, the directors of PAF Co established a similar operation in its neighboring
country, China, renting business premises at various locations across the country. The fire
safety market in China has always been dominated by two other companies, and when PAF
Co opened the China division, its plan was to become market leader there within five years.
Both the Pakistan division (Division C) and the China division (Division S) usually restrict
themselves to a marketing budget of RS.0·5 million per annum but in 2013, Division S
launched a RS.2m advertising campaign in a final push to increase market share. It also left
its prices for products and services unchanged in 2013 rather than increasing them in line
with its competitors.
Although the populations of both countries are similar, geographically, the country of China
is twice as large as Pakistan and its customers are equally spread across the country. The
products and services offered by the two divisions to their customers require skilled staff,
demand for which is particularly high in China. Following the appointment of a new
government in China at the end of 2012, stricter fire safety regulations were immediately
introduced for all companies. At the same time, the government introduced a substantial tax
on business property rents which landlords passed on to their tenants.
International shortages of fuel have led to a 20% increase in fuel prices in both countries in the
last year.
Summary statements of profit or loss for the two divisions for the two years ended 30
November 2012 and 30 November 2013 are shown below.

Revenue
Material costs
Payroll costs
Property costs
Gross profit
Distribution and marketing costs
Administrative overheads
Operating profit
Employee numbers
Market share

Division S Division
2013
2012 S
RS.’000
RS.’000
38,845
26,937
(3,509)
(2,580)
(10,260)
(6,030)
(3,200)
(1,800)
–––––––
–––––––
21,876
16,527
(10,522)
(7,602)
(7,024)
(6,598)
–––––––
–––––––
4,330
2,327
–––––––
–––––––
380
241
30%
25%

Division C
2013
RS.’000
44,065
(4,221)
(8,820)
(2,450)
–––––––
28,574
(7,098)
(12,012)
–––––––
9,464
–––––––
420
55%

Division
2012 C
RS.’00
0
40,359
(3,385)
(7,700)
(2,320)
–––––––
26,954
(5,998)
(11,974)
–––––––
8,982
–––––––
385
52%

Required:
Using all the information above, assess the financial performance of Division S in the
year ended 30 November 2013. State clearly where further information might be
required in order to make more reasoned conclusions about the division’s performance.

190

Answer:
Ratio analysis

Increase in revenue
Increase in material costs
Increase in payroll costs
Increase in property costs
GPM in 2013
GPM in 2012
Increase in D & M costs
Increase in admin costs
NPM in 2013
NPM in 2012
Revenue per employee in 2013
Revenue per employee in 2012
Payroll cost per employee in 2013
Payroll cost per employee in 2012
Total market size (RS. revenue) in 2013 (w.1)
Total market size (RS. revenue) in 2012 (w.1)

Division S
Year on year
44%
36%
70%
78%
56%
61%
38%
6%
11%
9%
RS.102,224
RS.111,772
RS.27,000
RS.25,020
RS.129·48m
RS.107·75m

Division C
Year on year
9%
25%
15%
6%
65%
67%
18%
0%
21%
22%
RS.104,917
RS.104,828
RS.21,000
RS.20,000
RS.80·12m
RS.77·61m

Working 1 for market size

Division S 2013:
Division C 2013:
Division S 2012:
Division C 2012:

RS.38,845m/30% = RS.129·48m
RS.44,065m/55% = RS.80·12m
RS.26,937/25% = RS.107·75m
RS.40,359m/52% = RS.77·61m

Commentary General overview
Overall, Division S has performed well in 2013, although it has not managed to meet
its objective of becoming market leader despite its RS.2m advertising campaign. Since
it has 30% of the market in 2013 and there are only two competitors holding 70% of the
market between them, at least one of those competitors must hold 35% or more of the
market.
Revenue and market share
This has increased by a huge 44% in the last year. This compares to an increase of only
9% in Division C. However, part of the reason that this has been achieved is because the
changes in fire safety laws introduced by the government at the end of 2012 have
caused the market for fire products and services to increase from RS.107·75m to
RS.129·48m. Part of Division S’s success is therefore down to increased opportunity.
However, Division S has also increased its market share by a further 5 percentage points
compared to 2012. Division C has only managed a 3 percentage point increase in its
market share, so this is a good result by Division S. One can assume that this is at least
partly as a result of the advertising campaign carried out by Division S. However, this
did cost a large amount, RS.2m, and it did not quite enable the Division to achieve its
aim of becoming market leader.
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Materials costs
The increase in materials costs is 36%, compared to an increase in revenue of 44%. It is
difficult to say whether this is good or bad since the increase in revenue includes
revenue from services, for which no materials costs would be expected to arise. Further
information is needed on the split of revenue between products and services.
Payroll costs, revenue per employee and cost per employee
Payroll costs have increased by a massive 70% and far more than Division C’s 15%
increase. This is largely due to the fact that Division S’s employee numbers increased
from 241 in 2012 to 380 in 2013. This is a really big increase in employee numbers and
has been accompanied by a fall in revenue per employee from RS.111,772 in 2012 to
RS.102,224 in 2013. It is possible that Division S over-recruited as it hoped to secure a
greater level of business than it did through its advertising campaign. Division S’s
payroll cost per employee also increased from RS.25,020 in 2012 to RS.27,000 in 2013.
Presumably, this is because of the fact that there is high demand for staff skilled in this
area and Division S has probably had to increase pay in order to attract the caliber of
staff which it needs.
Increase in property costs
In percentage terms, the biggest increase in costs which Division S has suffered is in
relation to its property costs. They have increased by 78%, compared to Division C’s
6% increase. It would appear that this increase is due to the increased rent charged by
Division S’s landlords on its business premises, which in turn has risen because of the
increased tax charges. However, it is not possible to quantify this precisely without
further information on rent increases.
Gross profit margin
This has actually fallen from 61% to 56%. Division C has also seen a fall in its GPM, but only
a 2 percentage point fall as opposed to Division S’s 5 percentage point fall. The reasons for
Division S’s lower GPM are the higher material, payroll and property costs. Also, Division
S did not try to pass on any of its increased costs to its customers in the form of higher prices.
Distribution and marketing costs
These have increased by 38% compared to Division C’s 18%. However, when you take out
the advertising costs in both years’ figures and work out the cost increase without them
(RS.8·522m – RS.7·102m/RS.7·102m), it leaves an increase of only 20%. This increase
would be expected given the 20% increase in world fuel prices which occurred. Division
S has to deliver to a wider geographical spread of customers than Division C, so it would be
expected to feel the full brunt of fuel price increases.
Administrative costs
These have increased by 6% compared to Division C’s less than 1% increase (0% when
rounded down to the nearest percent).
Further information is needed about the items included in these cost figures to
explain why this increase has arisen.
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Net profit margin
Despite challenging cost increases in all categories, Division S has still managed to increase
its NPM from 9% to 11%. However, this is substantially lower than the NPM in Division C,
which has fallen slightly but is still 21%, almost twice that in Division S. As we have seen,
Division S’s GPM is lower than Division C’s anyway and, on top of that, Division C has not
suffered a big increase in advertising costs like Division S; nor have administrative costs
risen inexplicably.
Head Office
There is no information given about Head Office. If the Pakistan Division is also the Head
Office, there could be Head Office costs included in Pakistan’s figures, which would affect
the comparisons being made. Further information is required here.
Question:

Dilawer Co. is a small company providing design consultancy to a limited number of large clients.
The business is mature and fairly stable year on year. It has 30 employees and is privately owned
by its founder. Dilawer Co. prepares an annual fixed budget. The company’s accounts
department consists of one part-qualified accountant who has a heavy workload. He prepares
the budget using spreadsheets. The company has a November year end.
Dilawer Co. pays each of its three sales managers an annual salary of $150,000, plus an
individual bonus based on sales targets set at the beginning of the year. There are always two
levels of bonus that can be earned, based on a lower and an upper level of fee income. For the
year ended 30 November 2012, for example, each of the sales managers was given a lower
target of securing $1·5m of fee income each, to be rewarded by an individual bonus equating to
20% of salary. If any of the managers secured a further $1·5m of fee income, their bonus would
increase by 5% to the upper target of 25%. None of the managers achieved the upper target but all of
them achieved the lower one.
This is the same every year and Dilawer Co. finds that often the managers secure work from
several major clients early in the year and reach the $1·5m target well before the year has ended.
They then make little effort to secure extra fees for the company, knowing that it would be almost
impossible to hit the second target. This, together with a few other problems that have arisen, has
made the company consider whether its current budgeting process could be improved and
whether the bonus scheme should also be changed.
Dilawer Co. is now considering replacing the fixed budget with a monthly rolling budget, which
Dilawer Co. believes will make the budgeting process more relevant and timely and encourage
managers to focus on the future rather than the past. It would also prevent the problem of targets
being met too early on in the year by the sales managers because the targets would be set for
monthly performance rather than annual performance. For example, a manager could be given a
target of securing $200,000 fee income in the first month for a reward of 2% of salary. Then,
depending on what is happening both within the business and in the economy as a whole, at the
end of the first month, a different target fee income could be set for the second month.

Required:
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(a) Explain what a monthly rolling budget is and how it would operate at
Dilawer Co.
(b) Discuss the problems that may be encountered if Dilawer Co. decides to
introduce monthly rolling budgets together with a new bonus scheme,
such as the one outlined above.
(c) Discuss the risk of using the company accountant’s own spreadsheets for
budgeting.
Answer:
(a) Explanation
The rolling budget outlined for Dilawer Co. would be a budget covering a 12-month
period and would be updated monthly. However, instead of the 12-month period
remaining static, it would always roll forward by one month. This means that, as soon as one
month has elapsed, a budget is prepared for the corresponding month one year later. For
example, Dilawer Co. would begin by preparing a budget for the 12 months from 1
December 2012 to 30 November 2013, to correspond with its year end. Then, at the end of
December 2012, a budget would be prepared for the month December 2013, so that the
unexpired period covered by the budget is always 12 months.
When the budget is initially prepared for the year ending 30 November 2013, the first month
is prepared in detail, with much less detail being given to later months, where there is a
greater uncertainty about the future. Then, when this first month has elapsed and the budget
for the month of December 2013 is prepared, it is also necessary to revisit and revise the
budget for January 2013, which will now be done in more detail.
(b) Problems
Dilawer Co. only has one part-qualified accountant. He is already overworked and
probably has neither the time nor the experience to prepare rolling budgets every month.
One would only expect to see monthly rolling budgets of this nature in businesses which
face rapid change. There is no evidence that this is the case for Dilawer Co.. If it did decide to
introduce rolling budgets, it would probably be sufficient if they were updated on a
quarterly rather than a monthly basis. If this monthly rolling budget is going to be
introduced, it is going to require a lot of input from many of the staff, meaning that they will
have less time to dedicate to other things.
The sales managers may react badly to the new budgeting and incentive system. They are
used to having been set targets that are easily achievable. With the new system, they will
have to work hard all year round. They are also likely to become frustrated with the fact that
they do not know the target for the whole year in advance. Once they have hit their target for
the month, they may then also be tempted to hold back further work and let it run into the
next month, so that they increase the chances of meeting next month’s target. This would not
be good for the business.
(c) Alternative incentive scheme
The issue with the current bonus scheme is that the reward system is stepped, rather than
being a percentage of sales. The first $1·5 million fee income target is too easy to reach and
the second $1·5 million target is too hard to reach. Therefore, managers are not motivated
to earn additional fees once the initial $1·5 million target has been reached.
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A series of constantly rising bonus rates ranging over a narrower rate of sales could be used.
For example, every $500,000 of fee income could be rewarded with an additional bonus
equivalent to 5% of salary. Alternatively, the bonus could be replaced by commission,
giving the managers a reward as a percentage of the fee income rather than a percentage of
salary. Currently, the company is paying out $30,000 in bonus to each of its managers
each year. This is 2% of $1·5 million. Therefore, the bonus could be that each manager earns
2% commission on all sales.
(d) Using spreadsheets
If spreadsheets are used for budgeting, the part-qualified accountant could be rekeying large
amounts of data taken from the company’s systems. It would be very easy for him to make
a mistake when he is entering his data, especially without someone else to check his work.
Similarly, if there is any error in any of the formulae, all the numbers in the budget will be
wrong. Whilst this risk already exists because fixed budgets are being prepared on
spreadsheets, the rolling budgets will be far more complex, which increases the risk of
error in the design of the model or any of the formulae.
A model can become easily corrupted simply by putting a number in the wrong cell. The
accountant is unlikely to spot this due to his lack of experience and the time pressure on
him.
When spreadsheets are used, there is no audit trail that can be followed in order to check the
numbers.

