
                                                          QUESTIONS 
 
NUMBER  ONE 

a) Differentiate between a feedback control system and a feed forward control 
system.                                                                                                                    
(4 marks) 

b) In his study of: “the impact of budgets on people” C Argyris reported the 
following comment by a financial controller on the practice of participation in 
setting budgets in  his company: 
“We   bring in the supervisors of budget areas, we tell them that we want their 
frank opinion, but most of them just sit there and nod their heads.  We know they 
are not coming out with exactly what they feel.  I guess budget scares them”. 
Explain why managers may be reluctant to participate fully in setting budgets, 
indicating the negative side effects, which may arise from the imposition of 
budgets by senior management.                                                                                                    
(10 marks) 
 

c) A critic has suggested that budgets should be abolished because they introduce 
rigidity and hamper creativity.  Discuss.      (6 marks) 

                        (Total:  20 marks) 
 
NUMBER  TWO 

Kata  Ltd. is a manufacturing company that requires component XLA20 in one of its 
production lines.  The components are bought from outside suppliers.  Form past 
experience, the company has determined that the demand for the component can be 
approximated by a normal distribution with a mean of 500 and a standard deviation of 
10, over the range 470 to 530. 
The unit is an initial stock of 2000 components and the company has decided to order 
in batches of 2500 whenever the stock level falls below 1500 components.  Again, 
past experience indicates that the time between the order being placed and delivery 
varies as follows: 
 
  Lead time distribution 
Lead time, weeks    1          2         3          4 
Probability  0.02 0.50 0.25 005 
 
The unit cost of holding stock is Sh.5 per week applied to the total stock held at the 
end of each week.  The cost associated with placing an order is Sh.5.00 and the unit 
cost of being out of stock is Sh.200 per week.  The company does all its accounting at 
the end of the week and all ordering and delivery occur at the beginning of a week. 
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Required: 

Estimate the average cost per week of the above policy, using simulation analysis and 
the following random numbers: 
 
For Demand: 034 743 738 636 964 736 614 698 637   
 162 332 616 804 560 111 410 959 774 246 762 
       
For 
Leadtime: 

95 73 10 76 51 74 

        (Total:  20 marks) 
 
Hint: 

 Use 15 trial runs 

 Round off the demand probabilities to 3 decimal places.  (Estimate these 
probabilities in ranges of 5) 

 
NUMBER  THREE 

1. Highlight how the transportation algorithm can be modified for profit 
maximization rather than minimization of costs.     (3 
marks) 

2. The Trashin  Furnitures Ltd. (TFL) produces a unique type of computer desks.  
Four of TFL‟s main outlets are S1, S2, S3, and S4.  These outlets already have 
requirements in excess of the combined capacity of its three production plants 
P1,P2,  and P3.  The company needs to know how to allocate its production capacity 
to maximize profits. 

Distribution costs (in Sh.) per unit from each production plant to each outlet are 
given in the following table: 

 
     To 
  S1  S2  S3  S4 

  Sh.  Sh.  Sh.  Sh. 
  P1 220  240  220  360 
From       P2 240  200  180  280 
          P3 260  200  260  240 
 
Since the four outlets are in different parts of the country and as there are differing 
transportation costs between the production plants and the outlets along with slightly 
different production costs at different production plants there is a pricing structure 
which enables different prices to be charged at the four outlets. Currently, the price 
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per unit charged is Sh.2,300 at  S1, Sh.2,350 at S2, Sh.2,250  at S3, and Sh.2,400 at S4.  
The variable unit production costs are Sh.1,500 at plants P1 and P3  and Sh.1,550 at 
plant P2.  The demand at S1,S2, S3 and S4 are 850, 640, 380 and 230 desks respectively 
while the plant capacity at plant P1, P2 and P3are 625, 825 and 450 desks respectively. 
 
Required: 

Using the transportation algorithm, determine the contribution to profit for the 
optimal allocation.         (17 marks) 
         (Total:  20 marks) 
 
NUMBER  FOUR 

1.  Thomas Vila has budgeted that output and sales of his single product will be 
100,000 units in the coming year. At this level of activity, his unit variable costs are 
budgeted at Sh.50 and his unit fixed costs at Sh.25.  His sales manager estimates 
that the demand for the product would increases by 1000 units for every decreased 
of Sh.1 in unit selling price (and vice versa) and that at a unit selling price of 
Sh.200 demand would be nil. 
Information about two price increases has just been received from suppliers:  one 
is for materials  (which are included in Thomas Vila( variable costs) and one is for 
fuel (which included in his fixed costs).  Their effect will be to increase both the 
variable and fixed costs by 20% each over the budgeted figures. 

 
 Thomas Vila  aims at maximizing profits from his business. 
 
Required: 
a. Calculate before the cost increases the budgeted contribution and profit at the 

budgeted levels of 100,000 units.         (3 marks) 
b. Calculate the level of sales at which profits would be maximized and the amounts 

of these maximum profits before the cost increases.      (4 marks) 
c. Show whether and by how much Thomas Vila should adjust his selling price in 

respect to increases in: 

 Fuel costs.       (2 marks) 

 Material costs.      (2 marks) 
 
2. Some businesses which supply two or more separate markets from a single source 

may decide to charge a higher price for sales to home markets than for export 
sales.  The businesses may justify their pricing policy by stating that they need to 
earn foreign exchange from foreign markets and recover their research and 
development costs, plus production overheads against home demand. 
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Required: 

i Critically explain briefly the rationale for such a differential pricing policy.            
(5 marks) 

ii Should earning of foreign exchange be a factor in a firm‟s pricing policy.            
(4 marks) 

        (Total:  20 marks) 
 
NUMBER  FIVE 

a) Explain the advantages of using Value Added Statements (VAS) for interdivision 
for comparisons in decentralized firm.     (8 marks) 

b) TOB   Lt. Is a manufacturing company that makes only three products X, Y, and 
Z.  Data for the period ended last month are as follows: 

 
 X Y Z 
Units produced and 
sold 

12,000 16,000 8,000 

    
 Sh. Sh. Sh. 
Sales price per unit 50 70 60 
Direct material cost per 
unit 

16 24 20 

Direct labour cost per 
unit 

8 12 8 

 
Production overheads 
costs 

Total Cost drivers 

 
Machine hours 
Machine hours 
Number of production runs 

 Sh. 
Machining costs 102,000 
Production scheduling   84,000 
Set-up costs    54,000 
Quality control   49,200 Number of production runs 
Receiving materials   64,800 Number of components 

receipts 
Packing materials    36,000 Number of customer orders 
 390,000   

Information on the cost drier is given as follows: 
 
     X  Y  Z 
 Direct labour hours per unit  1  1½  1 
 Machine hours per unit  ½  1  1½ 
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 Number of components per unit 3  5  8 
 Number of component receipts 18   80  64 
 Number of customer orders  6  20  10 
 Number of production runs  6  16  8 
 
Required: 

Using activity based costing (TOB) show the cost and gross profit per unit for each 
product during the period.       (12 marks) 
        (Total:  20 marks) 
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                                             ANSWERS 
NUMBER  ONE 

(a) Feed forward control describes a control system in which deviations in the 
system are anticipated in a forecast of future results, so that „corrective action‟ 
can be taken in advance of any deviations actually happening while on the other 
hand, Feedback control system is information about actual achievements.  In 
business organization, it is information about actual results, produced from 
within the organization (for example management accounting control reports) 
with the purpose of helping the control decisions. 

(b) In his statement Chris Argyris, he identified situations why mangers could be 
reluctant in setting budgets: as follows: 

(i) The budget is seen as a pressure device, based by management to force „ lazy‟ 
employees to work harder.  The intention of such pressure is to improve 
performance, the unfavourable reactions of subordinates against is seems to be 
at the core of the budget problem. 

(ii) The accounting department is usually responsible for recording actual 
achievement and comparing this against budget.  Accountants therefore are 
„budget man‟ is the failure of another manager and this failure causes loss of 
interest and declining performance.  The accountant, on the other hand, fearful 
of having his budget derailed by factory management, obscures his budget and 
variance reporting, and deliberately makes it difficult to understand. 

(iii) The budget usually sets targets for each department, achieving the departmental 
target becomes of paramount importance regardless of the effect this may have 
on the other departments and the overall company performance.   

(iv) Budgets are used by managers to express their character and patterns of 
leadership on subordinate; subordinates, resentful of their leadership style, 
blame the budget rather than the leader thus it looses meaning. 

 
(c) The decision calls for the analysis of benefits and problems of budgeting. 

 

Benefits 
(i) It‟s the major formal way in which the organizational objectives are translated 

into specific plans, basics, and objectives related to individual managers and 
supervisors.  It should provide clear guidelines for current operations. 

(ii) It‟s an important medium of communication for organizational plans and 
objectives and the progress towards meeting those objectives. 

(iii) The development of budgets (done properly) helps to achieve co-ordination 
between the various departments and functions of the organization. 

Download more at www.ebookskenya.co.ke



(iv) The involvement of all levels of management with setting budgets, the 
acceptance of derived targets, the two way flow of information and other facets 
of a properly organized budgeting system all help to promote a coalition of 
interest and to increase motivation. 

(v) Management‟s time can be saved and alterations directed to areas of most 
concern by the „exception principle‟ which is at the heart of budgetary control. 

(vi) Performance of all levels is systematically reported and monitored thus aiding 
the control of current activities. 

(vii) The investigation of operations and procedures, which is part of budgetary 
planning and the subsequent monitoring of expenditure, may lead to reduced 
costs and greater efficiency. 

 

Problems 
(i) There may be too much reliance on the technique as a substitute for good 

management. 
(ii) The budgetary system perhaps of undue pressure or poor human relations, may 

cause antagonism and decrease motivation. 
(iii) Variances are just as frequently due to changing circumstances, poor forecasting 

or general uncertainties due to managerial performance. 
(iv) Budgets are developed round existing organizational structures and departments, 

which may be inappropriate for current conditions and may not reflect the 
underlying economic realities. 

(v) The very existence of well documented plans and budgets may cause rigidity and 
lack of flexibility in adapting to change. 

 
In conclusion, budget should not be abolished as a company or an organization might 
not adjust to its set objectives without a budget system. 
 
NUMBER  TWO 

The variables in the problem are the demand and the lead time.  Since the demand is 
approximated by the continuous normal distribution we will consider demand insteps 
of 5 x LA 20 
 
Allocation of random numbers to lead time. 

 
Lead Time    Cumulative  Random 
Week  Probability  probability  number  
    0.20   0.20   00 –19 
2   0.50   0.70   20 – 69 
3   0.25   0.95   70 – 94 
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4   0.05   1.00   95 – 99 
 

Allocation of random numbers ranges to weekly demand 
 

Demand/ 
Week 

 
Probability 

Cummulative 
Probability 

Random 
Number 

470 
475 
480 
485 
490 
495 
500 
505 
510 
515 
520 
525 
530 
 

0.003 
0.009 
0.028 
0.066 
0.121 
0.175 
0.197 
0.175 
0.121 
0.066 
0.028 
0.009 
0.003 

0.003 
0.012 
0.040 
0.106 
0.227 
0.402 
0.599 
0.774 
0.895 
0.961 
0.989 
0.998 
1.000 

000 – 002 
003 – 011 
012 – 039 
040 – 105 
106 – 226 
227 – 401 
402 – 598 
599 – 773 
774 – 894 
895 – 960 
961 – 986 
989 – 997 
998 – 999 
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Simulation of Stock Control 
 

Numbe
r 
Week 

Openin
g  
Stock  

Demand 
RN       
Amount 

Closing 
Stock 

Reorder
? 
YES/N
O 

Lead-
Time 
RN   
Weeks 

 
Shorta
ge 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 

2,000 
1,520 
1,015 
510 
5 
0 
2,500 
1,995 
1,490 
985 
495 
2,500 
1995 
1,485 
3,485 

034       480 
743       505 
738       505 
636       505 
964       520 
736       505 
614       505 
698       505  
637       505 
162       490 
332       495  
616       505 
804       510 
560       500 
111       490 

1,520 
1,015 
510 
5 
0 
0 
1,995 
1,490 
985 
495 
0 
1,995 
1,485 
985 
2,995 

 
 
    YES 
 
 
 
 
 
     YES 
 
 
 
 
     YES 

 
 
95          
4 
 
 
 
 
 
73          
3 
 
 
 
 
10           
1 

 
 
 
 
   515 
   505 
 

Total            7,525    
15,475 

  1,020 

 
Mean demand = 7525     =  501.7 x LA20 / Week 

                15 
 Mean closing stock    =   15,475    =   1,031.6 x LA/Week 
           15 
 
 Mean shortage             = 1,020     =    68 x LA20/Week 
                   15 
 
 Number of orders placed during the 15 weeks period = 3 
 Therefore, mean number of orders/week = 3/15  =  0.2 
 
 The expected Average cost per week  
  = (1,031.67 x Shs.5) +(68 x Shs.200) + (0.2 x 500) 
  
 = Shs.18,858.35 
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NUMBER  THREE 

(a) How can the transportation algorithm be modified to maximize rather than 
minimize? 

Instead of minimizing the  positive  unit costs of all the cells, calculate the unit 
profits, make them negative and put these in each cell.  Use the transportation 
algorithm as usual to minimize these negative profits. 
Alternatively, load the cells with the largest profits (instead of smaller costs) to 
give an initial allocation.  Test the empty cells as usual, but use any cell which 
has positive shadow price.  If all the shadow prices are negative or zero, that 
allocation gives the maximum profit. 

 
(b) Factories  P1  P 2 P3   supply outlets S1  S2  S3  & S4 

 
The contribution    =    selling price – variable cost  –   factory outlet transport  

 per desk   at shop           at the factory    costs 
 
Example the contribution per desk  
      Supplied from factory P        = 2300 – 1500 – 220 = Sh.580 
      to outlet S  
 
 The matrix for contribution is given below: 
 

 S1 S2 S3 S4 
P1 580 610 530 600 
P2 510 600 520 570 
P3 540 650 490 660 

 
The total demand from the four outlets is 850 + 640 + 380 + 230 = 2,100 desks. 
 
The total supply from the three plants is:  625 + 825 + 450 = 1,900 desks. 
 
There is therefore a need for a dummy factory to take up the 200 shortfall. 
 
The transportation table is as follows: 
 

        TO 
FROM 

K1  = 
58 
S1 

K2  = 
67 
S2 

K3  = 
59 
S3 

K4 =68 
S4 

Total 
Capacity 
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R1 = 0  

 
P1 

           
58 
625 
 

          
61                

           
53 

            
49 

 
625 

 
  1 3   3 

 
R2 = -
7 

 
P2 

           
51 
25 
 

          
60 
420               

           
52  
380       

            
57             

 
825 

 
38881 

 
R3 = -
2 

 
P3 

           
54         
 
 

          
65 
220     

           
49   

            
66 
230 

 
450 

  
111 

 
R4= -
58 

 
Dummy 

            
0   
200 
 

            
0        

            
0         

           0  
200 

 
00000 

 
Total Demand 

 
850 

 
640 

 
380 

 
230 

 
2,100 

 

 4, 4, 7, 
51,51 

4, 4, 4, 
60 

1,1,1, 
52, 52 

 
6 

  

 

Note 
- The initial solution is determined by use of VAM. 
- The contributions are divided by 10 simplify the computations. 
- The mode is used to solve for optimality. 
 
Note 
 m + n – 1 = 7 
 No of filled cells = 7 
 
 The problem is not degenerate. 
 
All the shadow prices are negative, therefore any change would reduce the 
contribution.  This is thus the optimal solution.  The optimal allocation is: 
 
 
FROM TO Units Contribution 

per unit 
Total 
contribution 

  Sh. Sh. Sh. 
P1 S1 625 580 362,500 

-6 -6 -8 

-4 

-2 -8 

-9 -1 -10 
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P2 S1 25 510 12,750 
P2 S2 420 600 252,000 
P2 S3 380 520 197,600 
P5 S2 220 650 143,000 
P3 S4 230 660 151,800 
Dummy S1 200 0 0 
Total contribution 1,119,650 
 

NUMBER  FOUR 

a) (i) If the selling price is sh.200, demand will be zero.  To increase demand 

by one unit, selling price must be reduced by Sh.
1000

1  or  Shs. 0.001.  

Hence the demand function is  
 P = 200 – 0.001Q 
 
 At the output level of 100,000 units. 
  
 P = 200 – 0.001 (100,000) 
 
    = Sh.100 per unit. 
 
 The total contribution at an output level of 100,000 units 
  
           Shs. 
 Contribution = 100,000 (100 – 50)  5,000,000 
                                      Less fixed cost  2,500,000 
   Profit    2,500,000 

 
 (ii) Profit is maximized when MC = MR 
  MC = Sh.50 per unit variable cost. 
 
  MR = dTR 
   dQ 
 
  TR = 200Q – 0.001Q2 

 
 dTR = 200 – 0.002Q 
  dQ 
 
 The profit is maximized at  
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 50 = 200 – 0.002Q 
 
 Q  = 75,00 units 
 
 The profit maximizing selling price 
 = 200 – 0.001 (75,000) = Sh.125 
 
 The maximum profits        Sh. 
 Total contribution 75,000 x Sh.75 = 5,625,000 
 Less fixed costs    2,500,000 
 Maximum profit    3,125,000 
 

 (iii) Change in fuel costs 
 Revised fixed costs = Sh.3,000,000 

The optimal output level will not be affected by a change in fixed costs. 
Therefore the selling price should not be changed.  Profits will decline 
by Sh.500,000. 
 
Change in Material Costs 
Revised marginal costs = Sh.60 
The new optimum is where  60 = 200 – 0.002 

      Q = 70,000 
 
 At this output level, P = 200 – 0.001 (70,000) 
               = Sh.130 
 
 The price should be increased to Sh.130 to maximize profits. 

 
b)  
(i) The price in the home market is based on full absorption cost plus pricing, 

whereas the price in the overseas market is based on partial absorption or 
variable cost-plus pricing. Therefore both price methods are on cost-plus basis.  
The rationale for such an approach is as follows: 

 
 Home Market 

Absorption cost-plus pricing is the norm in the home market, with all 
companies adopting this approach.  Consequently the pricing method 
encourages price stability. 

 The home market provides high volume sales and can therefore bear the full 
costs. 
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 Export Market 

The export market is more competitive, and a price penetration policy might be 
adopted in order to obtain a significance share of the market.  Consequently, 
the pricing objective might be to set a selling pricing in excess of incremental 
costs. 
Firms might view export business as a means of utilizing any unused capacity.  
Consequently, overheads have already been recovered in the home market and 
contribution pricing methods are adopted in the overseas market. 
The firm might consider sales in the export market to be uncertain, and short-
term prices are set so as to cover short-run costs only. 

 
(ii) The main objection to the above pricing methods is that they are cost-based 

and ignore price demand relationships.  Prices should be set by equating the 
marginal cost schedule with the sum of the marginal revenue schedules of the 
two countries. 

 
NUMBER  FIVE 

(a) Advantages of Value added Statement 
(i) Managers might be in a better position to control their organization‟s 

own inputs than the cost or usage efficiency of purchased material and 
services.  If this is so, value added statements focus attention on what 
managers can do something about.  They would also reflect the quality of 
such management‟s effort. 

(ii) Value added statements also focus attention on how the benefits are 
shared out, and in particular: - 

 

 Whether the employees are getting paid too much for what they are 
doing.  If the value added per unit of labour is declining, management 
will be made aware of the need to keep labour costs under control.  
On the other hand, an improving value added per shilling of labour 
cost would suggest that there is some scope for rewarding employees 
more highly. 

 Whether enough funds are being returned in the business 
(depreciation plus retained profits) to provide for asset replacement 
and internally –funded growth. 

 
(iii) In organizations where the material cost content is a high proportion on 

total costs, the total profit will be influenced by changes in material prices 
(largely outside management control) and possibly also by occasional 
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stock losses or profits when material prices alter value added statements, 
by taking out material costs as a separate item, allow alterations to be 
directed at activities within management‟s control. 

(iv) Value added in relations to labour effort and labour costs provides 
excellent measures of productivity, and so far comprising the relative 
productivity of two or more divisions. 

 
 Overhead costs (Activities) P(Shs) Q(Shs)  R(Shs)    

TOTAL(SHS) 
 Machinery cost   18,000         48,000         36,000      102,000 

Production scheduling  16,800         44,800         22,400        84,000 
Set up cost   10,800         28,800         14,400        54,000 
Quality control     9,848         26,240         13,120        49,200 
Receiving materials  7,200         32,000          25,600        64,800 
Packing materials    6,000         16,000            8,000        36,000 
Total overhead cost    68,64       199,840        121,520      390,000 
Units produced   12,000         16,000            8,000 
Overhead cost/unit          Shs.5.72     Shs.12.49      Shs.15.19 

 
Workings for Recovery Rates 
(i) Machining cost  = Budgeted machining cost  = 102,000   
         Budgeted machine hours        34,000   
        = shs.3/machine hour 

 
{Budgeted machine hours = ½ (12,0000 + (16,000) + 1½(8,000) = 34,000} 
 

Production scheduling = budged production scheduling cost = 84,000  
                                                        No. of production runs              30 

   = Shs.2,800/production run 
 

iii.     Set up costs = Budgeted Set Up Cost  = 54,000  = shs.1,800/production run 
   No. of production runs    30,000 

 
  iv.      Quality control = Budgeted Quality Control Cost = 49,200 = 

1,640/production run 
                                                  No. of production runs        30 
 
  v.        Receiving materials = Budgeted Receiving Materials cost = 64,800 = 400 

Receipt  No. of components Receipts                162 
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 vi.          Packing Materials = Packing Material‟s cost =  36,000   = 1,000/Customer 
order 

                                               No. of customers orders         36 
 
  
Total cost statement and profit (shillings per unit) 
 
  P  Q  R 

Direct materials 16.00  24.00  20.00 
Direct labour   8.00  12.00    8.00 
Overhead cost (as above)   5.72  12.49  15.19 
Total production cost 29.72  12.49  15.19 
Sales price 50.00  70.00  60.00 
Gross profit per unit  20.28  21.51  16.81  
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