
 

CHARTERED ACCOUNTANTS EXAMINATIONS 
______________________ 

 
PROFESSIONAL LEVEL 

______________________ 
 

P2:  ADVANCED MANAGEMENT ACCOUNTING 
______________________ 

TUESDAY 14 JUNE 2016 
______________________ 

 
TOTAL MARKS – 100; TIME ALLOWED:  THREE (3) HOURS 

______________________ 
 
INSTRUCTIONS TO CANDIDATES 
1.  You have fifteen (15) minutes reading time. Use it to study the examination paper 

carefully so that you understand what to do in each question. You will be told when 
to start writing. 

 
2. This paper is divided into TWO sections: 

Section A: One (1) compulsory question. 
Section B: Four (4) Optional questions.  Attempt any three (3) questions. 
 

3. Enter your student number and your National Registration Card number on the front 
of the answer booklet. Your name must NOT appear anywhere on your answer 
booklet. 

 
4. Do NOT write in pencil (except for graphs and diagrams). 
 
5. Cell Phones are NOT allowed in the Examination Room. 
 
6. The marks shown against the requirement(s) for each question should be taken as 

an indication of the expected length and depth of the answer. 
 
7. All workings must be done in the answer booklet. 
 
8. Discount Factor tables/Present Value and Annuity Tables are attached at the end of 

the question paper. 
 
9. Graph paper (if required) is provided at the end of the answer booklet. 
 

 



Page 2 of 22 
 

SECTION A:  

This is a compulsory question and must be attempted. 

QUESTION ONE 

(a) Ulemu Ltd has an ambitious growth programme. It intends to employ a flexible 

manufacturing programme to produce a microscopic scanner whose life is expected 

to be three years, namely 2016, 2017 and 2018. The total market size for the 

scanners over the years will be 1,600,000, 2,400,000 and 1,200,000, respectively. 

 

The marketing director of Ulemu Ltd has forecast sales quantity (Q) (‘000 scanners) 

and selling price per unit (P) for each of the years 2016 – 2018 and expressed this in 

the form of price/demand equation as P = 140 – 0.30Q. Marginal costs are estimated 

to be K50 per scanner. 

 

The marketing director further states that 2016 market share is extremely critical in 

the sense that Ulemu Ltd’s annual sales for 2017 and 2018 will be expected to 

increase or decrease from the 2016 level achieved in relation to the change in overall 

marketing size from one year to the next up to the maximum manufacturing capacity 

of Ulemu Ltd. The selling prices of scanners set in 2017 and 2018 will be set using 

the P = 140 – 0.30Q price/demand equation. 

 

Other relevant information (future incremental costs) is as follows: 

          

Year 2015 2016 2017 2018 2019 

 
Manufacturing 
Equipment Cost 

K’000 
4,000 

K’000 
- 

K’000 
- 

K’000 
- 

K’000 
- 

Equipment Scrap Value - - - - 800 

Sales Promotion Costs 2,400 2,000 1,600 - - 

Specific Fixed Costs - 1,200 1,200 1,200 - 

Working Capital 400* - - - - 

 

*Working capital will be expected to be released at the end of the life of the 

scanners. Ulemu Ltd is liable to pay tax on its profit at the rate of 30% and tax is 

paid one year in arrears. The manufacturing equipment does not qualify for writing 

down allowances. A post tax cost of capital of 10% should be used to evaluate this 

investment. 

 

Required: 

(i) Calculate the Net Present Value (NPV) assuming a selling price in 2016 of 

K120 and advise whether the investment is worthwhile.           (12 marks) 
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(ii) Calculate the Internal Rate of Return (IRR).                       (4 marks) 

(iii) Calculate the payback period to 2 decimal places.             (3 marks) 

(iv) Calculate by how much (in % terms) the incremental fixed costs have to 

change before the NPV becomes zero. Explain what the figure you have 

calculated indicates.                                                              (2 marks) 

(b) Ulemu Ltd has five other mutually exclusive projects. The projects will each last for 

one year only and their net cash inflow will be determined by the prevailing market 

conditions. The forecast annual cash inflows (already discounted) and their 

respective probabilities are shown below: 

 

Projects (K’ millions) 

 V W X Y Z 

Market Share Probability      

Weak 30% 2,000 1,600 1,800 1,440 2,400 

Good 50% 1,880 2,200 1,600 1,600 2,000 

Excellent 20% 2,200 2,280 1,900 1,680 1,700 

 

Required: 

(i) Evaluate the above projects and make a recommendation as to which project 

should be selected.                             (2 marks) 

(ii) Calculate the maximum sum payable for the perfect information.   (3 marks) 

(c) Ulemu Ltd manufactures hospital equipment. The company’s existing costing system 
uses a single overhead rate, based on revenue, to charge the costs of support 
activities to the products. Concern has been raised about the inaccuracy of product 
costs and the Finance manager has initiated a project to implement an activity-based 
costing (ABC) system. 

 
The following information is available for three of its main products, Microscopes, 
Endoscopes and Scanners.  The project team has collected the following data on 
each of the three products.  

 
 

Product Information  Microscope  Endoscope  Scanner  

Selling price per unit  K4,000  K5,000  K3,000  
Number of units produced per 
annum  

300  400  200  

Average production time per unit  1.0 hours  0.6 hours  0.75 hours  
Number of quality checks per unit  1.0  0.5  2  
Number of Packages per unit  1.5  1.0  0.5  
Direct material cost per unit  K600  K900  K750  
% of faulty units  4%  2.5%  5%  
Rework cost per faulty unit  K150  K150  K150  
Direct labour cost per unit  K200  K100  K150  

 
The project team has obtained the following information about the support activities.  
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Activity  Cost Driver  Overheads  
K000  

Quality costs  Number of quality checks  432  
Operating Production 
plant  

Production time  724.5  

Packaging costs  Number of packages  270.75  
Administration  Sales revenue  608  
Other overheads  Number of production units  460.8  

 
Required:  

 
(i)  Calculate the profit per unit for each of the three products, using the current  

       basis for charging the costs of support activities to products.          (5 marks)  
 

(ii)  Calculate the profit per unit for each of the three products using activity-
based costing.                         

                                                                                                               (9 marks) 
                                                                                                        [Total: 40 marks]  
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SECTION B 

Attempt any THREE (3) out of FOUR (4) questions in this section 

QUESTION TWO  

Nanduba Ltd manufactures various types of light bulbs. All the bulbs are in continuous mass 

production. Each of these bulbs incorporates three types of raw material and semi-finished 

items which are bought from outside suppliers. 

With the introduction of energy saver bulbs, the sales of the bulbs have been declining. 

Nanduba Ltd is considering a proposal to discontinue these bulbs and replace them with a 

large range of differentiated products. These new products would be highly customised and 

be frequently renewed to adopt the latest technologies and allow for market changes. They 

would be produced in short, discontinuous batches - with production lines switching 

frequently from one product to another. 

Required: 

(a) Explain life cycle costing, and whether it would be appropriate given the changes in 

the character of the operation.                                                              (10 marks) 

(b) Nanduba Ltd wishes to launch a new product. Market research has forecast that at a 

price of K50 annual demand will be 600 units. Further analysis of this market 

research indicates that for every K5 increase in selling price, annual demand will 

correspondingly reduce by 100 units and vice-versa, i.e. a K5 decrease in price 

results in annual demand increasing by 100 units. Direct material, labour and 

variable overheads are expected to be K7.5 per unit, K5 per unit and K2.5 per unit, 

respectively. General fixed costs are absorbed using a factory wide absorption rate of 

K5 per unit. 

Note that if P = a – bQ then MR = a – 2bQ [you may counter-check this on your 

formula sheet provided in this exam paper] 

Required: 

(i) Calculate the optimal quantity and optimal selling price.     (6 marks) 

(ii) Explain two (2) reasons why this optimal price you have derived in (b) (i) above may 

not be used in practice.                           (4 marks) 

         [Total: 20 marks] 
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QUESTION THREE 

Divisions Petauke (P) and Katete (K) are part of the Eastern Oriental (EO) Group. Division P 

produces an intermediate product, CC. “CC” has an external market which fully utilizes its 

production capacity. The external market price is K25. In assessing divisional performance 

the EO group uses both the Return On Investment (ROI) and the Residual Income (RI). 

Required: 

(a) (i) Explain the situation in which Division P can transfer “CC” to Division K at a  
  price which is less than K25.                  (4 marks) 
 

(ii) With regard to the scenario above, suggest two (2) reasons why the 

management of the EO Group chose to use the RI in conjunction with ROI to 

measure the performance of the divisions.                                    (2 marks)                                                     
  

(b) In addition to the intermediate product “CC”, Division P produces three finished 

products, D, E and F. Each product has an external market. The following 

information is relevant to these products: 

 

D E F 

External market price per unit (K) 96 92 80 

Variable Cost of Production in Division P (K) 66 48 56 

Labour hours per unit in Division P 6hrs 8hrs 4hrs 

 

Product E can also be transferred to Division K but the maximum quantity that might 

be transferred is 600 units of product E. 

The maximum external sales are: 

 D : 1,600 units 

 E : 1,000 units 

 F : 600 units 
 

Instead of receiving transfers of product E from Division P, Division K could purchase 

identical units of product E on the external market at a cheaper price of K90 per unit. 
 

Required: 
 

Calculate a transfer price or transfer prices for each unit of product E if total labour 

hours available in Division P are: 
 

(i) 15,200 hours                   (3 marks) 

(ii) 22,400 hours                   (5 marks) 
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(c) Another division of the EO Group, the Mutare Division, is based in a country called   

Zimawe. All profits earned in Zimawe are taxed at 40%. Division P pays tax in 

Zambia at 35%. 

 

Required: 

 

Comment on three (3) major international Transfer Pricing issues which can arise in 

multinational companies.                           (6 marks) 

                                                                                                        [Total: 20 marks] 

 

QUESTION FOUR 

 

Nanzila Ltd is a newly formed decorating company that has operated without a known 

learning rate. Recently it entered into a contract with a government ministry to decorate its 

offices throughout the country. Management has estimated that the first batch of offices 

would take 20 hours with an expected learning rate of 75%.  The standard direct labour 

cost of one batch of 10 offices is K360. 

 

This assumes a standard time of 10 hours, costing K36 per hour. The standard time of 10 

direct labour hours is the average time expected per batch based on a total of 64 batches.  

Nanzila Ltd has so far completed decorating 32 batches and the total actual direct labour 

cost was K10,479. The following direct labour variances have also been calculated: 

Direct labour rate K255 Adverse 

Direct labour efficiency K2,673 Adverse  

Required: 

(a) Calculate the actual rate of learning that occurred.                                   (5 marks) 

(b) Calculate the total direct labour cost that the company will incur assuming that the 

actual rate of learning and the actual labour rate is used.                         (4 marks)                                                                                      

(c)  Comment on the cause of the labour efficiency variance.                            (1 mark) 

(d) Nanzila Ltd  also trades as Colour Mix enterprise with a plant producing multiple 

paints. One of these paints is made by mixing three chemicals.  

The standard material cost details for 1 litre of this paint is as follows: 

Standard material cost of 1 litre of paint: 

                                                                          K 

0.20 litres of chemical A @  K15 per litre               3.00 

0.15 litres of chemical B @  K10 per litre               1.50                

0.25 litres of chemical C @  K7 per litre                 1.75    

Recently there was a general increase of 5% in the prices of the chemicals.   
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During the period Colour Mix produced 3,750 litres of this paint using the following 

chemicals: 

1,200 litres of chemical A costing K3,600 

   500 litres of chemical B costing K925 

          1,000 litres of chemical C costing K1,700   

Required: 

Calculate the following  variances: 

(i) direct material mix                                                                       (3 marks) 

(ii) direct material yield                                                                     (2 marks) 

(iii) direct material price planning                                                       (3 marks) 

(iv) direct material price operational                                                   (2 marks)   

                                                                                                       [Total: 20 marks] 

QUESTION FIVE 

Water Is Life (WIL), is a non-profit organization, whose main objective is to supply clean 

water to the communities in sub-urban and rural areas in several sub-saharan nations. 

John Samatemba, a celebrated water engineer, has been the WIL Country Director, in 

country Y for the past two (2) years. He has questioned the logic of budgeting every year 

when his organization is financed by well-wishers abroad. He has always stated that there is 

a better way to be accountable to the stakeholders other than through budgetary process. 

Samatemba believes changing the systems will not help at all.  

The project accountant has always emphasized on changing the current incremental 

budgeting system to a zero based system. He has observed that motivation in the process 

has been missing for a long time. 

Required: 

Write a report to the Country Director including the following: 

(a) Explaining the incremental budgeting                                                      (5 marks) 

(b) Describe the zero based budgeting including its strengths and weaknesses.  

                     (10 marks)        

(c) Discuss Five (5) factors that may arise as a result of the absence of motivation in 

budgeting.                                                                                           (5 marks)                                                    

                                                                            [Total: 20 marks] 

END OF PAPER 
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JUNE 2016: ADVANCED MANAGEMENT ACCOUNT (P2) 

 SOLUTIONS 

SOLUTION ONE 

a) 

i) NPV Model 

 

Year 2015 2016 2017 2018 2019 

Year 0 1 2 3 4 

Equipment (4,000) - - - - 

Scrap Value     800 

Working Capital (400)   400  

Tax payable - 720 (440) (960) (765) 

Cash Profit (2,400) 1,467 3,200 2,550 - 

Net Cash flow (6,800) 2,187 2,760 1,990 35 

Discount factor @ 10% 1.0 0.909 0.826 0.751 0.683 

PV (6,800) 1,988 2,280 1,494 24 

    NPV  (1,014) 

Advice: On financial grounds, the investment is not acceptable because the NPV is negative. 

ii) IRR 

 

Net Cash flow (6,800) 2,187 2,760 1,990 35 

Discount factor @ 1% 1.0 0.990 0.980 0.971 0.961 

PV (6,800) 2,165 2,705 1,932 34 

    NPV  36 

IRR = A% + 
𝑃

𝑃+𝑁
(B% - A%) 

      = 1% + 
36

36+1,016
(10% - 1%) 

      = 1% + 0.31% 

      = 1.3% 
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iii) Payback Period  

  K’000 

Year Cashflow Cumulative 
Cashflow 

0 (6,800) (6,800) 

1 2,187 (4,613) 

2 2,760 (1,853) 

3 1,990 137 

 

Payback period = 2
1,853

1,990
 = 2.93 years 

 

iv) Sensitivity Factor = 
(1,014)

1,200 𝑥 2.487
 x 10% 

 

         = (34%) 

Incremental fixed costs have to decrease by 34% before the NPV becomes zero. 

 

Workings 

W.1 Selling Price Per Scanner & Sales Volume 

 P = 140 – 0.30Q (‘000s) 

 Q = 
140−120

0.30
 = 66,667 

  

2016 = 66,667 

 2017 = 100,000 (66,667 x 150% market size increase) 

 2018 = 50,000 (100,000 x 50% market size decrease) 

 

W.2 Selling Prices 

2016 : K120 

 2017 : K110 [140 – 0.3 x 100] 

 2018 : K125 [140 – 0.3 x 50] 
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W.3 CASH PROFITS 

 2015 2016 2017 2018 

Selling price per unit  120 110 125 

Variable cost per unit  (50) (50) (50) 

Contribution per unit  70 60 75 

Total Contribution (K‘000) [x 66,667/100,000/50,000]  4,667 6,000 3,750 

Specific Fixed Costs  (1,200) (1,200) (1,200) 

Sales Promotion (2,400) (2,000) (1,600) - 

Cash Profit (2,400) 1,467 3,200 2,550 

Tax @ 30% 720 (440) (960) (765) 

 

b) 

i) V : (2,000 x 0.3 + 1,880 x 0.5 + 2,200 x 0.2) = 1,980 

W: (1,600 x 0.3 + 2,200 x 0.5 + 2,280 x 0.2) = 2,036 

X : (1,800 x 0.3 + 1,600 x 0.5 + 1,900 x 0.2) = 1,720 

Y : (1,440 x 0.3 + 1,600 x 0.5 + 1,680 x 0.2) = 1,568 

Z : (2,400 x 0.3 + 2,000 x 0.5 + 1,700 x 0.2) = 2,060     

 

Advice: Project Z should be selected because it has the highest EV of cash inflows. 

 

 

ii)   

Market 
State 

Choice Cash 
Inflow 

Proby EV 

Weak Z 2,400 0.3 720 
Good W 2,200 0.5 1,100 
Excellent W 2,280 0.2 456 

EV of cashflow with perfect information 2,276 
EV of cashflow with imperfect information 2,060 

Value of perfect information 216 

 

c) i) Using the current method of absorbing overheads based on total revenue 

Details Microscope Endoscope Scanner 
Selling price K4,000 K5,000 K3,000 
Direct Material (K600) (K900) (K750) 
Rework costs (K6) (K3.75) (K7.5) 
Direct labour (K200) (K100) (K150) 
Contribution K3,194.00 K3,996.25 K2,092.50 
Overheads (K2,627.40) (K3,284.30) (K1,970.60) 
Profit per unit    K566.60     K711.95     K121.90 
 

Calculation of overhead absorption rate;  
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K2,496,050/K3,800,000 x 100 = 65.65% of revenue 

 

ii) Using ABC 

Details Microscope Endoscope Scanner 
Quality costs K144,000 K96,000 K192,000 
Operating 
production 

K315,000 K252,000 K157,500 

Packaging costs K128,250 K114,000 K28,500 
Administration K192,000 K320,000 K96,000 
Other overheads K153,600 K204,800 K102,400 
Total overheads K932.850 K986,800 K576,400 
Number units       300      400      200 
Overhead/unit (K3,109.50) (K2,467.00) (K2,882.00) 
Contribution K3,194.00 K3,996.25 K2,092.50 
Profit per unit K84.50 K1,529.25 (K789.50) 
 

SOLUTION TWO 

(a) Life cycle 

The life cycle approach to determining product profitability 

Life cycle costing is an alternative to the traditional approach to determining product 

profitability. 

Using life cycle costing, all costs such as production, R&D, development are traced to 

individual products over complete life cycles. 

A product’s profitability is therefore assessed over its entire life not on a periodic basis as 

in traditional profitability analysis. 

Under a traditional approach costs also tend to be accumulated according to function; 

research, design, development and customer service costs incurred on all products 

during a period are realised and recorded as a period expense. 

Actual plus projected costs and revenues and original (or revised) budgeted life cycle 

costs and revenues for a product are then compared (replacing the traditional 

comparisons between budgeted and actual costs on a month by month basis). Such 

comparisons allow for the refinement of future decisions about product design, lead to 

more effective resource allocation and show whether expected savings from using new 

production methods or technology have been realised. 

 

Product life cycles and Nanduba Ltd 

Within the environment being considered by Nanduba Ltd for its site, the duration of 

product life cycles will decrease as the pace of technological change increases and 

consumer demand becomes more sophisticated. 

Increasing automation will mean that up to 90% of product life cycle costs will be 

determined ‘up front’ by decisions made early within the product’s life cycle. 

Benefits of life cycle costing for Nanduba  Ltd 

The introduction of life cycle costing by Nanduba Ltd would ensure that the tightest cost 

controls were at the design stage of potential new products, the point at which the 

majority of costs are committed. 
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Initial product proposals would be far more carefully costed, which would be particularly 

important as Nanduba Ltd has little experience of working in the new environment. 

This understanding of the product costs will enable an appropriate pricing structure to be 

developed. 

The system would assist in the planning and control of their products’ life cycle costs and 

would monitor spending and commitments to spend during the early stages of the 

products’ life cycles. 

Life cycle costing increases the visibility of costs such as those associated with research, 

design, development and customer service, and also enables individual product 

profitability to be more fully understood by attributing all costs to products. This will 

provide Nanduba Ltd with more accurate feedback information on its success or failure 

in developing its new products. This will be vital in Nanduba Ltd’s intended operating 

environment, in which the ability to produce new and updated versions of its products 

will be of vital importance to its survival. 

 

Drawbacks of life cycle costing for Nanduba Ltd 

If Nanduba Ltd achieve the proposed degree of flexibility, however, and if product life 

cycles become too short (they do intend to renew products frequently), it may not be 

realistic to install a cost tracking system which produces reports sufficiently promptly for 

remedial action to be effective. 

Too much time may be spent on producing product budgets than merited by the 

potential benefits. If this is the case, Nanduba Ltd would be advised to rely on a range 

of non-financial indicators to help with the monitoring and control of costs. 

 

Conclusion 

Bearing in mind the above benefits and drawbacks, lifecycle costing is likely to be 

appropriate for Nanduba, as it will help to control all costs, set appropriate selling prices 

and ensure that the products do return a product across their lives. 

 (b) (i) P = a – bQ 

 P = Price a quantity “Q” 

 a = Price where demand = Zero 

 b = 
𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑝𝑟𝑖𝑐𝑒

𝐶ℎ𝑎𝑛𝑔𝑒 𝑖𝑛 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦
 

 a = P + bQ 

    = 50 + 
5

100
 𝑥 600 

    = 50 + 30 

    = K80 

 P = 80 – 0.05Q 

  



Page 17 of 22 
 

Profits are maximized where: 

 Marginal Revenue (MR) = Marginal Costs (MC) 

 a – 2bQ = 7.5 + 5 + 2.5 

 80 – 2 x 
5

100
 Q = 15 

 80 – 0.1Q = 15 

 80 – 15 = 0.1Q 

 Q = 
65

0.1
  

          Optimal Quantity = 650 units 

Optimal Price 

 P = 80 – 0.05Q 

Q = 650 
 P = 80 – 0.05 x 650 

 P = K47.5 

ii) This price may not be used in practice for a number of reasons. 

 The optimal model assumes a static relationship between price and demand. 

However, in practice this relationship changes from time to time. 

 The model also assumes that price is the only factor that determines demand. But in 

practice factors (both endogenous and exogenous variables) such as advertising, 

tastes, fashion, trends, competitor reaction and economic factors (interest rates, 

exchange rates, inflation, etc) all influence demand. 

 The marginal or variable cost per unit is assumed to be constant at all levels of 

activity. For example, in the above question, the variable cost of K15 per unit is 

assumed to be for the activity range of 0 – 1,600 [
80

0.05
 = 1,600]. This may not hold 

true in the long run. 

 The marginal cost is assumed to be mostly influenced by volume. Marginal Costs are 

driven also by factors other than volume e.g. age of machinery, technology, etc. 

 

[N.B. Only two reasons are required from candidates]. 

 

SOLUTION THREE 

a)  

i) The normal criterion would be that division P should be able to charge division K 

with the market price for product “CC”. The reasoning for this would be that the 

opportunity cost forgone by the group would be the contribution earned by division 

P from the external sale. Internal transfers between divisions in a group may not 

incur some costs which apply to external sales. For example, the packaging costs 
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may be significantly reduced and transport may be arranged more cheaply on 

group vehicles. In this case the opportunity foregone by the group must be 

adjusted by the external costs which have been avoided. If division P transfers at a 

price which is reduced by the costs avoided, it will still report the same profit and 

its rate of return will be unaffected. 

 

ii) The use of Residual Income helps to overcome many of the disadvantages of 

Return on Investment. In particular, it reduces the temptation on the part of 

management to reject projects with returns greater than the hurdle rate required 

by the group, but acceptance of which would cause a lowering in the division’s 

current level of return on investment. Thus, any project that generates a positive 

residual income enhances corporate performance. Consequently the use of Residual 

Income is more consistent than ROI with the objective of maximisation of the total 

profitability of the EO Group. Thus, RI could also be used as a basis for 

management incentive schemes. A further advantage of the RI approach lies in the 

fact that it is possible to apply different cost of capital percentage rates to 

investments that have different levels of risk. Also, the use of the RI approach 

serves to provide a focus on the cost of funds to divisional managers. 

[N.B. Three reasons are given but only two are required] 

 

b) Confirmation of limiting factor 

D: 1,600 x 6hrs =        9,600 

E: 1,000 x 8hrs =        8,000 

F:    600 x 4hrs =       2,400 

Total required  (excluding transfers)    20,000 

Available           15,200 

Shortfall                4,800 

Add: Product E        

Transfers (600x8hrs)        4,800 

Total Shortfall             9,600 

 

Labour hours are limiting factor. Production and transfers should be in the order of 

contribution per limiting factor. 

 

D E F 

Selling price per unit (K) 96 92 80 

Variable Cost of Production in Division P (K) 66 48 56 

Contribution per unit 30 44 24 

 ÷ ÷ ÷ 

Labour hours per unit in Division P 6hrs 8hrs 4hrs 

Contribution per hr K5 K5.5 K6 
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Priority Ranking 3rd 2nd 1st 

Conclusion: 4,800hrs for product E transfers will come from the least profitable 

product D – at an opportunity cost. In the case of 22,400 hours, there 

are 2,400 surplus hours. However, if transfers have to be effected, 

there will be 2,400 hours shortfall. These will be achieved at the 

expense of product D production. 

 

i)  Transfer price = Variable Cost + Opportunity cost 

 = K48 + 8hrs x K5 = K88 

 

 Transfer 600 units @ K88 

  

ii) Transfer Price 1 = 300 units @ K48 

      Transfer Price 2 = 300 units @ K88 

 

c) When determining transfer prices the management of the EO Group should consider the 

following issues: 

Taxation 

Taxation in a large number of multinational organisations the issues relating to taxation 

take precedence over other transfer pricing issues and significant amounts of 

management time are spent attempting to determine the transfer prices that will 

minimise tax paid on a global basis. Transfer prices should be set in a way that 

minimises the taxation payable by the organisation as a whole. Management should be 

cognisant of the fact that anti-avoidance legislation exists to prevent companies using 

transfer policies to divert profits to subsidiaries/divisions based abroad. 

Import duties/tariffs 

Import duties/tariffs can prove problematic. Again, whilst it is desirable that transfer 

prices be kept as low as possible in order to minimise the payment of duty in countries 

that impose import tariffs based on the ‘value’ of incoming goods, it should be borne in 

mind that governments are mindful of such practices and may invoke similar policies to 

that of anti-avoidance legislation. 

Currency fluctuations 

Currency fluctuations can also prove problematic as they give rise to exchange risk. 

Many international organisations attempt to reduce their exposure to exchange risk by 

paying early or late to ‘profit’ from the anticipated movements in exchange. Whilst the 

management of EO Group should give careful consideration regarding which currencies 

to invoice in and which currencies to settle invoices etc, management should avoid the 

temptation to use transfer prices as a means of moving funds from a weaker currency 

into a stronger currency. 
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Repatriation of funds 

Repatriation of funds must be considered when dealing with countries, which have a 

high inflation rate or stringent foreign exchange regulations. It is imperative that transfer 

prices are only set after giving due consideration to which countries and in what 

currencies cash balances should be determined. 

[N.B. Minority interests, and anti-dumping legislation could also have been discussed. 

Though four issues are discussed, candidates are required to explain any three issues] 

SOLUTION FOUR 

(a) The standard cost of the actual hours worked was K10,479 - K255 = K10,224.  
At K36 per hour the actual hours worked were K10,224 / K36 = 284 hours.  
So the average time per batch for the first 32 batches was 284 / 32 = 8.875 hours 
per batch.  
32 batches represent 5 doublings of output.  
The learning rate was therefore:  

5 √ 8.875 / 20 = 0.85 = 85% 

(b) Actual labour rate paid = 10,479 / 284 = K36.90 per hour.  
Learning index = log 0.85 / log 2 = -0.2345  
 
Y = 20 x 64-0.2345 = 7.54 hours  

Total cost of direct labour = 7.54 x 64 x K36.90 = K17,806.46 

 

(c) The variance could have been caused by the difference in the learning rates. 

(d) (i) Material mix variance 

      

Chemical AQSM 
(Ltrs) 

AQAM 
(Ltrs) 

DIFFERENCE 
(Ltrs) 

RATE 
 (K) 

VARIANCE 
(K) 

A 900 1200 300(A) 15 4,500(A) 
B 675 500 175(F) 10 1,750(F) 
C 1125 1000 125(F) 7    875(F) 

TOTALS 2700 2700 -  1,875(A) 
  

(ii) Material Yield variance 

     Standard yield = 2700/0.6     4,500 

     Actual yield                          3,750 

     Difference in yield                  750 (A) 

     Standard cost/ltr                X 6.25     

     Variance                         K4,687.50 (A) 

 

(iii) Material price planning 

            
Chemical 

Original 
price (K) 

Revised 
Price (K) 

DIFFERENCE 
(K) 

Actual  
Qty 

VARIANCE 
(K) 

A 15 15.75   0.75(A) 1,200 900(A) 
B 10 10.50   0.50(A)    500 250(A) 
C  7  7.35   0.35(A) 1,000 350(A) 

TOTALS   -  1500(A) 
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(iv) Material price operational 

                 

Chemical Revised 
cost 

Actual 
cost 

VARIANCE 
(K) 

A 18,900 3,600 15,300(F) 
B  5,250   925 4,325 (F) 
C  7,350 1,700 5,650(F) 

TOTALS   25,2750(F) 
 

SOLUTION FIVE 

To:  The Country Director 

From: Management Accountant 

Date: 15th December 2015 

Subject:   Budgeting 

A budget is plan expressed in the monetary terms.  Planning is the design of a detailed 

future and of effective ways of bringing it about. WIL has various activities that should be 

coordinated if it is to remain relevant. These activities could be coordinated using detailed 

plans usually referred to as budgets. This report explains two budgeting systems namely 

incremental and zero based. It also looks at the budget as a motivation tool. 

(a) Incremental Budgeting 

This is a traditional approach to setting a budget and involves basing next year’s budget 

on the current year’s results plus an extra amount for estimated growth or inflation next 

year.  

This approach has both advantages and disadvantages. 

 

Advantage  

- Easy to prepare  

  

Disadvantages 

- Does not take account of alternative options 

- Does not look for ways of improving performance 

- Only works if current operations are as effective, efficient and economical as they 

can be  

- Encourages slack in the budget setting process 

 

(b)  Zero-base budgeting  

This a method of budgeting that is mainly used in non-profit organizations but it can also 

be applied to discretionary costs and support activities in profit organizations. It seeks to 

overcome the deficiencies of incremental budgeting. ZBB works from the premise that 

projected expenditure for existing programmes should start from base zero with each 
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year’s budgets being complied as if the programmes were being launched for the first 

time. The budget users should present their requirements for appropriations in such a 

way that funds can be allocated on the basis of cost-benefit or some similar kind of 

evaluative analysis. The cost-benefit approach is an attempt to ensure ‘value for money’; 

it questions long-standing assumptions and serves as a tool for systematically examining 

and perhaps abandoning any unproductive projects. 

Strengths 

- Provides a budgeting and planning tool for management that responds to changes in 

the business environment 

- Requires the organization to look very closely at its cost behavior patterns 

- Results in a more efficient allocation of resources 

    Weaknesses 

- Requires a lot of management time and paperwork 

- Requires training in the use of ZBB techniques so that these are applied properly 

- Requires a participative approach so the organization must have a suitable culture.  

 

(c)  Motivation in budgeting 

 

Planning stage: 

If managers participate in preparing a budget in inappropriate circumstances then the 

following may happen. 

i) They may complain that they are too busy to spend much time on budgeting. 

ii) They may build in slack to their expenditure estimates and lobby for a high 

budget expenditure allowance. 

iii) They may base future plans on past results, instead of using the opportunity for 

formalized planning to look at alternative options and new ideas. 

      Implementation stage 

i) Managers might put in only just enough effort to achieve budget targets, without 

trying to beat targets. 

ii) A formal budget might encourage rigidity and discourage flexibility in operational 

decision making. 

iii) Co-operation and communication between managers might be minimal. 

Signed 

 

 

END OF SOLUTIONS 

 


