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ALL FOUR questions are compulsory and MUST be attempted

1

Chaff Co processes and selis brown rice, It buys unprocessed rice seeds and then, using a relatively simpie process,
ramoves 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 1o be, siable,
Chaff Co uses & variance analysis system to monitor its performance.

Thera has been some concern about the interpretation of the variances that have been calcuiated 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 gollars in purchase costs by buying the required quantity of cheaper sesds
frorn a new supplier.

" 2. The production direcior is upset at being criticised for increasing the wage rates for montn 1; he fee!s 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 $8,000 on fixed overhead has heiped the profitability of the
business. He argues that the machines’ annual maintenance can wait for another month wsthou’r a2 problem as
the machines have been running well,

The variances for month 1 are as follows:

$
Material price 48,000 (Fav)
Material usage 52,000 {(Adwv)
Labour rate 15,000 (Adwv)
Labour efficiency ) 18,000 (Fav)
Labour idie time . 12,000 (Fav)
Variable overnead expenditure 18,000 (Adv)
Variable overhead efficiency 30,000 (Fav)
Fixed overhead expenditure _ 8,000 (Fav)
Sales price 85,000 (Adv)
Sales volume , 21,000 (Adw)

Fay = Favourable, Adv = Adverse

Chaff Co uses labour hours to absorb the variabie overhead.

Required:

(a) Comment on the performance of the purchasing manager, the production director and the maintenance
manager using the varlances and other information above and reach a conclusion as to whether or not they
have each performed well. . : {9 marks)



In month 2 the following datz applies:
Standard costs for 1 tonne of brown rice

- 1-4 tonnes of rice seeds are needed at & cost of $60 per tonne

~ It takes 2 labour hours of work to produce 1 tonne of brown rice and labour is normally paid $18 per hour. idle
time is expected to be 10% of hours paid; this is not reflected in the rate of $18 above,

— 2 hours of varizble overhead at a cost of $30 per hour

—  The standard selling price is $240 per tonne

—  The standard confribution per tonne is $56 per tonne

Budget information for menth 2 is

- Fixed costs were budgeted at $210,000 for the month

-~ Budgeted produgtion 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 $660,000
— 15,800 labour hours were paid for, costing $303,360

- 15,000 labour hours were worked

- Variable production overhead cost $480,000

—  Fixed cosis ware $200,000

- Sales revenue achieved was $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 profif 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, (16 marks}

(25 marks)
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Chaff Co

{a) When assessing variances it is important to consider the whole picture and the interrelationships that exist. In Chaff there

{b)

appears 10 be doubt about the wisdom of some of the decisions that have heen made. Favourable variances have been
applauded and adverse variances criticised and the managers in charge dispute the challenge to their actions,

Purchasing manager. The purchasing manager has cigarly bought & cheaper product, saving $48,000. The cause of this is
not specified and it could be due to good buying or negetiation, reductions In guality or changes in overail market conditions.
We are told the markst for buying seeds is stabie, so there is more likely to be an intema! reason for the probiem. The material
usage varlance is significantly adverse, indicating much more waste than is normal has occurred in month 1. This suggests
that the guality of the seed bought was poor and as a result a $52,000 excess-loss has occurred. tis possible that the waste -
was caused by the labour force working poorly or too quickly and this has fo be considered,

The sales price achieved is aisc well down on standard with the sales price variance showing an $85,000 loss of revenue
and (therefore) profit. We are told that the market for seles of brown rice it stable and sc it is reasonable fo 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 guality. This may have also led to & fall in the volume of sales,
another $21,000 of adverse variance.

in conclusion the purchasing manager appears mainly responsible for a loss of $110,000* ieking the four variances abave
together,

* ($85,000 + $52,000 + $21,000 - $48,000)

Production director. The production director has increased wege rates and this has cost an extra $15,000 in month 1.
Howaver one could argue that this wage increase has had a motivational effect on the labour force. The labour efficiency
variance fs $18,000 faveurable; and so it is possible that & wage rise has encouraged the labour force 1o 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 icle time has reduced considerably, with a favourable varlance of $12,000 resutiing. Again ftis possible
that the better motivated labour force has been more willing 1o work than before. idle time can have many causes, including,
material shortages of machine breakdowns. However, we are told the machines are running well and the buyer has hought
enough rice seeds.

in conclusion the.increase in the wage rate dic cost more money but it may have improved morale and enhanced productivity,
The total of the thrse variances above is $15,000* Fav. *($18,000 + $12,000 ~ $15,000)

Maintenance manager. The maintenance manager has decided to delay the annual maintenance of the machines and this
has saved $8,000. This will increase profits in the short term but couid have disasirous consequences iater. 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 $8,000 as suggested by
the variance has not been made. It Is aiso possible that the adverse varlable overhead expenditure variance has been at least
partly caused by poor machine mainienance.

The variance calculated is not the saving made as it represents a timing difference only. The caiculation aiso ignores the risks
involved, ' o : :

The standard contribution is giv_en, but could be celculated as follows (hat {equéretl by the guestion but shown as a pré‘of}

_ 3 s 3
Sales price S 240
Less: _ : ‘

Rice seed (1-4 Tonnes x $60/onng) 84
Labour (2 hours x $20/h1) 40
Variable overhaat (2 hours x $30/hr) 60
Marginal costs of production 184
Standard contribution 56

The standard labour charge needs to be adjusted to reflact the cost to the business of the idle time. I is possible to aciust
the time spent per unit or the rate per bour. In both cases the adjustment would be o muttiply by 10/9 —~ a 10% acjustment,
In the case above the rate per hour has been adjusied 10 $18 x 10/9 = $20/he. (Both approaches wouid gain full marks.)
In orger to reconcile the budget profit to the actual profit, both these profits need to be calculated and an operating statement
prepared.

< 1,



Budget profit statement for month 2

Sales (8400u x $240/0

Less:

Rice sead (1-4 tonnes x $60/4onne x 8 400 tonnes)
Labour {2 hours x $20/hr x 8,400 tonnes)

Variable overhead (2 hours x $30/hr x 8,400 tonnes)

Marginal costs of produciion

Contribution
Less Fixed costs

Budget profit

Actual profit for month 2.

Sales

Less:

Rice seed

Labour

Variable overhead

Marginal costs of production

Contribution
{ess Fixed costs

Actual profit

Operating statement for month 2

Budget contribution
Variances:

Sales price
Sales volume

Material price
Material usage
Labout rate

" Labour efficiency
ldle time -

Variabie ovarhsad efficianc

variable overhead expenditure -

Actual contribution
Budget fixed cost
{ess: Fixed cost expenditure variance

Actual fixed cost

Actual profit

Waorkings for the variances in month 2

1.

{13

™

Sales prive: {225 — 240)8,000 = 120,000 Adv
Sales volume: {8,000 ~ 8,400)56 = 22,400 Adv

Material price: [M - 50}12, 000 = 60,000 Fav

12,000

Material usage: {12,000 - 11,200%160 = 48,000 Adv

8,000x 14 =11,200
Labour rate; (19-20 - 18)15,800 = 18,560 Adv

Lanour efficiency: {15,000 - 16000020 = 20,000 Fav

idle time: {800 - 1,580%)20 = 15,600 fav
*10% of 15,800

705,600
336,000

504,000

660,000
303,360

480,600

$

Adverse

120,000

22,400

48,000
18,960

30,000
96,860

"

$
2,016,000

1,645,600

470,400
210,000

260,400

g
1,800,000

1,443,360

356,640
200,000

156,640

$

Favourahie

60,000

20,000
15,600
30,000

125,600

210,000
10,000

470,400

142,400

328,000

28,640

356,640

200,000
156,640
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8. Variable overhead expenditure: {5;%% - 30)15;000 = 30,000 Adv

9, Varlable overhead efficiency variance: (15,000 - 16,000)30 = 30,000 Fav
Alsernative calcuiations if standard hours adjusted for expected idle time and not the rate.
Standard cost (2 hours x 10/9) x $18 = $40 per tonne
Or 2-222 hours x 318 = $40 per fjonne
Rate variance as above = 18 960 Adv
idie time: (800 ~ 1,580}18 = 14,040 Fav
Ffficiency variance: (15,000 ~ 16,187-77777918 = 21,560 Fav
* (standard time allowed less standard idle fime)
randard time is 8,000 tonnes x 2-222 hours = 17,777-777 hours
Standard idie time is 10% of 15,800 = 1,580 hours

Therafore expected working hours s 17,777-777 = 1,080 = 16,197-777 hours
{Note — there re many atternative methods of dealing with this issue, any reasonable attempt was accepted.)

{a} Contribution per cue

Paol cue Snooker cue
Y $ $
. Belling price 41-00 ‘ 5500
“Waterial cost at $40/kg (10-80) 10-80)
raftsmen cost at $18/Mhy {9:00) {13-50)
Otiter Variable cost {1-20) {470}

Contr Jtion per cue ‘ 20:00 40-00

(i} Formulatio wf the linear programming probiem
Variables N
Let P and S be theumber of poat and snooker cues made and soic in any thr
let C represent_fhe cohfribution sarned in any three month period

manth period.

Constraints:
Craftsmen:
Ash:
Demand levels - Pool cues

— Snooker cues
Non negatlv;ty

oBP 4+ G755 < 12,000
0-27P + 0275 < 5,400 /

1abour fine and the maximum demad line for S.
Solving at point D: /
Maximum demand

/ §=12,000 (1)
5P + 075

Craftsmen _ = 12,000 (2}
Substituting § = 12,0004n eguation (2)
EP + (075 x12,000) = 12,000
’ 0-5P - 9,000 = 12,000
0-5F = 12,000 ~ 9,000
0-5P = 3,000
P = 5000

Ther efore/he maximum contribution is eamed when 6,000 pool cues and 12,000 snooker cues anhyg

manth péricd
Thsy@/ﬁrbumon garmed is
C# (20 % 6,000 + (40 » 12,000)

% 120,000 + 480,000
<~ C = $600,000

ade and sold in a three

~ g
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2. Henry Company (HC) provides sklEieo 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
hefore. Cost information for the new coniract is as foilows:

lLabour 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 5% learning rate. After 200 kitchens are fitted the learning rate will stop and the time
taken for the 20Cth kitchen will be the time taken for all the remaining kitchens. Labour costs $15 per hour,

Overheads are absorbed on a fabour hour basis. HC has coliected overhead information for the last four months and
this s shown below:

. Hours worked . Overhead cost $
Month 1 S.300 © 115,000
Maonth 2 G, 200 113,600
Month 3 2,400 116,000
Month 4 8,600 116,800

HC normally works around 120,000 labour hours in a year.
+C uses the high low method to analyse overheads.

LoplR

The learning curve equation is y = ax?, where b = 5 = -0.074

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, {10 marks)

(b) Calculaie the tofal cost including all overheads for HC that it can use as a basis of the bid for the new
apartment contract. {13 marks)

(c) If the second kitchen alone is expected to tzke 21-6 man-hours to fit demonstrate how the learning rate of
95% has been calculated. (2 marks)

(25 marks)



(c)

(d

Workings

wl w3 w4 W5 wé
Sales 1.000 1,200 1,500 1,200 1,900
Ve {400 (480) (600} (480) (760}
Goodwill {100} (100} {100}
VC adjustme : 48 48
Depreciati {200) {200} {300} {300) (400)
Profit 300 468 500 368 816

Whith type of van fo buy?
dtitude of the investor. If they are optimistic about the future then thefnaximax criteria would suggest

rge van as this has the patentiaily greatest profit.

his depends on the tis
that they choose the

if they are more ssémisiéc, then they would focus on the minimum expecied returp and choose the medium van as the
worst passibie sEsult is $468, which is better than the other options. We are alSe told that the business managers are
becoming mefe cautious and sc a maximin criterion may be preferred by them

Fxpected #alues could be calculated thus:

SmaljAian $300
fum van ($468 x 0-4) + ($500 x 0-6) = 487
rge van {$368 x 0-4) + (38161 06) = $637

Given SH is considering replacing a number of vans you coulg’argue that an EV approach has merit (not bea ] a cne-off
decision - assuming individual booking sizes are indepencepy of each other).

The fina: decision lies with the managars, but, given whét we know about their cautioushess, a medjd # sized van would

seem the logical choice. The small van could never bghe correct choice,

Methods of uncertainty reduction:

- Market rasearch. This can be desk-based”(secondary) or fisid-based (primary). Deslgtiased is cheap but can fack focus.
Field-based tesearch is better in that you can target your customers and your proglct area, but can be fime consuming
and expensive. The internet is bripging down the cost and speeding up 'Ehls fype of research, email is being used fo
gather information quickly on the'promise of free gifts etc, 7 . .

—  Simuiation. Computer modejg can be built to simulate real life scenates. The model will predict what range gf re"Eums
an investor couid expect fpdm a given decision without having riskeg/any actuat cash. The models use rangém number
tables to generate possjifie values for the uncertainty the businesg/ls subject to. Again, computer technojggy s assisting
in bringing down thgost of such risk analysis.

47 values that would still give the invedior & positive return.
The uncertainty'may still be there, but the affect that it hat on the investor's returns will be betief understood. Sensitivity
caicuiates the' % change required in individual vafuesbefore a change of decision results. [#only a (say) 2% change is
reguired i selling price before losses result an iplestor may think twice before proc ding. Risk is therefore betier

understd

-~ Sensitivity analysis. This can be used to assess the rangg

~  Calcdlation of worst and best case figupds. An investor will often be imtgpested in range. |t enables & better

upderstanding of risk. An accountant coylll calculate the worst case scenarigeinciuding poor demand and h;gh costs
dhitst being sensible about it. He-eoulg”aiso caiculate best case scenarios i cluding good sales and minimum ruaning
costs. This analysis can ofien reasgdfe an irvestor. The production of a probability distribution to show an investor the
range of possible resulis is also usefui to explain risks involved. A caiculation of standard deviation is also possible. '

There are various issues that HC shouid 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
uncartainty i 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 fikely 1o bid and recognise that the builder may be able o choose
between suppliers. Moreover, HC has not worked for this bulider before, and so they wilf prebably find the competition stiff
and the lack of reputation a problem,

Inclusion of f;xecﬁ overhead. in the long run fixed overhead must be covered by sales revenue in order io make & 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 tgnored in bid calculation. HC needs to consider 1o what extent the fixed costs of s business will change
it it wins this new coniract. 1t is these incremental fixed costs that are relevant to 2 bid calculation.

Materials and loose fools. No allowance has been made for the use of tools and the various fixings (screws efc) that will be
needed 1o assemble and fit the kitchens. It is possible that most fixings would be provided with the kitchen units, but HC
shoufd at least consider this.

Supervision of labeur. The time given in the question is 24 hours to 'fit’ the first kitchen. There seems no allowance for
supervision of the tabour force. it could, of course, be included within the overhead figures but no detall is shown.

4



{b)

idle time. It is common for bullding 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 iow price for a naw contract if 1 establishes
a reputation with a new buyer. HC could offer to do this work chieaper in the hope of more profitable work later on, -

The risk of non-payment. HC may decide not to bid at ali if it feefs that the bullder may struggle to pay.
Opportunity costs of alternate work,

Possibility of working in overtime,

Bid calculations for HC 1o use as a hasis fof the apariment coniract,
Cost Hours ) Rate per hour Total
$
Lahour 9,247 (W) %15 138,705
Variable Overhaad 8,247 . $8 (w2 73,876
Fixed Overhead 9,247 $4 (w2 36,988
Total Cost 249,669
(w1)

Need 16 calculate the time for the 200th kitchen by iaking the total time for the 199 kiichens from the total time for 200
kitchens. i

For the 199 Kitchens

Using ‘

y= axb OR y= axb

y = 24x19970074 y = (24 x 15) x 19970074
y = 16:22169061hours y = 243-32536

Totaltime = 16‘2_2169061)(199 Total cost = $48,421-75
Totaltime = 3,228 12hours ‘

For the 200 Kitchens

y = axb OR y = axt

y = 24x200°0074 y = {24 % 15) x 20070074
y = 16-21567465hours y = 243-2351198
Totaltime = 16-21567465x200 Total cost = $48,647-02
Totaltime = 3,243-13hours 200th cost = $225-27

Tne 200th Kitchen took 3,243-13 - 3,228-12 = 15-01 hours .

Totat time is therefore:

For first 200 _ . 3,243-13 hours
For next 400 (1501 hours x 400) €,004-00 hours
Total - 9,247°13 hours (9,247 hours)

(w2)

The cverheéds'need to be analysed between variable and fixed cost elements.

Taking the highest and owest figures from the information given:

Hours Cost $
Highest 9,600 116,800
Lowest - 9,200 115,600
Difference 400 3,200

Variable cost per hours is $3,200/400hours = $8 per hour

Tota! cost = variabie cost -+ fixed cost

116,800 = 9,600 x B8 + fixed cost

Fixed cost = $40,000 per month

Annual fixed cost = $40,000 x 12 = $480,000

Fixed absorption rate is $480,000/120,000 hours = $4 per hour



e

(¢}

(a}

{b)

{c)

A table is useful to show how the learning rate has been caiculated.

Number of Time for Kitchen Cumutative time Average time
Kiichens {hours} {hours) {hours)
1 24-00 2400 24-00
2 21-80 45-60 22-80

The learning rate is calculated by measuring the reduction in the average fime per kitchen as cumulative production doubles
(in this case from 1 to 2},

The learning rate is therefore 22-80/24-00 or 5%

Lifecycle costing is a concept which traces alt costs 10 a product aver its complete lifecycte, from design through to cessation.

It recognises that for manyfroducts there are significant costs o be mcurred in the early slages of ﬁs litecycle. This s prcbab!y

Year 2 ($) Year 3 {$) Total {$)

Sales 480,000 120,000 840,000
Variable cost (W1} 80,000 20,000 140,000
Fixed cost (W1) 120,000 20,000 280,000
Marketing cost £0,000 40,000 100,000
Profit 60,000 240,000 320,000

figure is better than the stated target.

Considering traditional performance managemént concepts, Wargrin Limited is likely fo be relatively happy with the game's
performance.

Workmgs
W1 Split of variabie and
' olume - Cost$
High 4 000 units 150,000
Low 10,000 units 130,000
Difference 4,000 units . 20,000

Varlable £ost per unit = $20,'OOO/4,000 unit = $& per unit

Totai £ost = fixed cost + variable cost

$150,000 = fixed cost + (24,000 x $5)

50,000 = fixed cost +$70,000

Fixed cost = $80,000 {and $120,000 if volume sxceeds 15,0004 mits in 2 year.)

Incremental budgeting is a process whereby this year's budget & set by reference o last vear's actual resufis after an
adjustment for inflation and other incremental factors. It is comprbnly used because:

- It is guick to do and a relatively simiple process.

—  The information is readily available, so very limited gdantitative analysis s neeced.

- it is appropriaie in some circumstances. For example, in a sizble business, the amount of stationery spent in one vear
is unlikely to be significantly different in the next year, so taking the actual spend in year one and adding 2 litfle for
inflation should be a reasonable farget for the spend in the next year.

e q
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' % & Brick by Brick (BBB) is a building business that provides 2 range of building services to the public. Recently they
have been asked to guote for garage conversions (GC) and extensions 1o properties (EX) and have found that they are
winning fewer GC contracts than expected,

BBB has a policy o price all jobs at budgeted total cost plus 50%. Overhsads are currently absorbad on a labour hour
basis. BBB thinks that a swiich 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 . Activity driver ' Total number
category ‘overheads $ ] of activities per
: year
Supervisors S0,000 Site visits 500
Planners 70,000 Planning documents 250
Property related 240,000 . L.abour hours 40,000

Total 400,000

A typical GC costs $3,500 in materiais and takes 300 labour hours to compiete. A GC requires only one sfte visit by
& supervisor and needs only one planning document 1o be raised. The typical EX costs $8,000 in materials and takes
500 hours to compiete. An EX requires six siie visits and five planning documents. In all cases labour is paid $15 per
hour.

Required:

{(a) Caiculate the cost and quoted price of a GC and of an EX using labour hours to absorb the overheads.
{5 marks)

(b) Calculate the cost and the quoted price of a GC and of an EX using ABC to absorb the overheads.
(5 marks)

{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. (6 marks)

{d) Ona 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 :mphcatlon for the amaount of mark-up that would be applied to budget costs when producmg '
- quotes. for jobs. : ' (4 marks)

{20 marks)
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/ (a) Costs and guoted prices for the GC and the EX using labour heurs o absorb ovarheads:
GC$ EX $

Materials ' : 3,500 8,000
Labour 300hrs x $15/hr 4,500

500hrs x $15/r 7,500
Overheads 300nrs x $10/r (W1} 3,000

: 500hrs x $10/hr 5,000
Total cost 11,000 20,500
Quoted price ' 16,500 30,750
(W1). Qverhead abéorption rate is caiculated as $400,000/40,000hrs = $10/Mr
{b) Costs and quoted prices for the GC and the EX using ABC to absorb ovarheads:
' . : GC$ ' EX$

Waterials . : : 3,500 8,000
Labour 300hrs x $15/Hr : £ 500

500hrs x $15/mr 7,500
Qverheads :
- Supervisor (W2)W3) 180 _ 1,080
- Plannars {W2)/(W3) .. ..280 1,400
- Property (W2)/(W3) 1,800 3,006
Total cost 10,260 20,980
Quoted price ' . 15,390 31,470
(W2)

Costs © Number of drivers Cost par driver
Supervisor 50,000 500 180
Planners ) 70,000 280 280
Property 240,000 40,000 6
(W3)
Supetvisor Plannet Property
Cost per driver (W2) $180 $280 36
GC 180x1 = 180 280x1=280 Bx300=1800
EX 180x6 =1,080 280x 5 =1400 - 6x500 = 3,000
(c)' The pricing policy is & matier for BBB 1o decide. They could elect fo maintain the current 50% mark-up on cost and ithey did

the price of the GC weuld fall by around 7% in'line with the costs. This should make them more competitive in fhe market,
They could also reduce the prices by a litde less than 7% (say 5%) in order to increase internal margins 2 fittle.

it s possible that the issue lies aisewhere. If the quality of the work or the reputation and reliability of the buiicer is guestionable
then reducing prices is untikely fo improve sales. it is conceivable that BBE has 2 good reputation for EX but not for GC, but
more likely that a poor reputation would affect all products. Equally poor service tevels or tack of fiexibility in mesting customer
needs may be causing the poor sales performance. These too will not be 'corrected” by merely raducing prices.

itis alsp possible that the way salesmen discuss or sall their products for the GC is not adeguate 5o that in some way customers -
are being put off placing the work with BBE.

BBB is in competition and it perhaps needs to refiect this Tn its pricing more (by ‘going rate pricing’) and not seek to merely add
# mark-up to its cosis,

BEB could tfry fo penetrate the market by pricing some jobs cheaply to gain a foothold. Once this has been done the completed
FX or GC could be used to market the business 1o new customers. .

The price of the £X wouid also need consideration. There is no indication of problems in the salling of the £X 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 $31,470 from 530,750 a rise of $720. This does not ssem that significant and so might not lose 2
significant number of sales.

The reliability and reputation of 2 builder is probably more important than the price that they charge fora job andso # is
possible that the success rate on job guetes may not be that price sensitive.



-

()

{a)

(b}

. ‘Material usagevarianbe {40,000-(18

(a)

Marginal costs are those costs that are incurred as 2 consequience of the job being underfaken, In this case they would include
only the materials and the {abour 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 changss. In 2 tradifional sense
any attempt to allocate costs 1o products (by way of labour hours for example) would be arbitrary with iittle true meaning being
added 1o the end result. The overheat absorption rate (CAR) is merely an average of these costs {over labour hours) and is
gssentially meaningiess. This switch (to marginal costing) would aiso aveid the problem of the uncertainty of budgst volume,
Budgst volume is nesded in order 1o calculate the fixed cost absorplion rate,

The marginal cost {MC) is more undersiandable by managers and indeed customers and a-switch away from total absorption
cost {TAC) could have benafits in this way, Clearly If overheads are going o be excluded for the cost allocations then they would
siill have 1o 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 1o show a profit.

A more modem viewpoint is that activity causes costs 1o exist. -For example, it is the existence of the need for site visits that
gives rise to the nead for a supervisor and thereforg, 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 ali costs being covered, rather than fhe polential shorifall that can avise ¥ marginal cost plus pricing is used,

in the long run businesses have to cover ail costs including fixed overheads in order to make a profit, whichaver pricing strategy
is adopted.

The performance of the production director couid be looked 2t considering each decision in turn.

The new wood stpplier, Fhe wood was ceriainly chegper than the standard saving $5,100 on the standard the concemn
though might be poopduzlity. The usage variance gatiws that the waste levels of wood are worse than standard. 1t is possible
that the lower gradé labour could have contripdied to the waste level but since both decisions ras{with the same person
the performi?e’%insequeﬂces are the sapr€. The overali effect of this is an adverse variance of.$2 400, so taking the two
variances ipgether it looks like a poor dedision. As the new {abour is trained it could be that the’wood usage improves and 50
we will rdve to walt to be sure.

e due fo poor quality wood inputs. if SW

iewed in isolation to anpétier, Sales are down and returns are up. This could ez?,y
y if the quality reduces as & result.

operates at the high gdality end of the market then sourcing cheaper wood is fi

owever, with adverse efficiency and idle time of a total
month. The efficiency variance tells us that ¥ took fonger

improve next month.. The learning curve principie would pr
to-be iess in May 2010 than it was in April 2010.

ably apply here and so we could expect the average time per bat

Variance for May 2010:
MéterIaI price variance ($196,000/40,000 >5) x 40,000 = $4,000 Fav
0 x 2)) x $5/kg = 8,000 Adv
Labour rate variance{$694,000f6g, 00— 12) » 62,000 =-50,000 Fav
Lébour eﬁ“iciency variance (61,500 - 57,600) x 12 = 46,800 Adv
Labour idie time variance 500 x 12 = 6,000 Adv

Sales price variance {6&/—565) x 18,000 = 54,000 Adv
Sales volume contribution variance (18,000 - 19,000)x 22 = 22,000 Adv ~ g

The cpt‘:fnai production mix can be found by solving the two equatign$ given for Fand T.

W + 5L = 3,500

2W + 2L = 1,200

Mutiinlying the second eguetion by 2-5 produces:
7W <+ 5L = 3,500
5W + 5L = 3,000
2W = 500

W = 250
Substiuting W = 250 in the fabrizBquation produces:
2x 250+ 2L = 1200

2L =700

L= 350



