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FINAL (OLD) COURSE: GROUP – II 

PAPER – 5: ADVANCED MANAGEMENT ACCOUNTING 

SUGGESTED ANSWERS/HINTS 

1. (a) The following is a possible scorecard for “Hard Rock Coconut”  

Financial Perspective Economic Value Added 

 Revenue per villa 

Customer Perspective % repeat customers 

 Number of customer complaints 

Internal Business Service rating of spa 

 Staff hours per guest 

 % cost spent for maintenance 

Travel guide rank for restaurant 

Innovation and Learning Employee retention 

 Number of new services offered 

(b) To overcome the optimum decision making and performance evaluation conflicts that can 

occur with marginal cost-based transfer pricing following methods has been proposed:  

 Dual Rate Transfer Pricing System 

 “With a ‘Dual Rate Transfer Pricing System’ the ‘Receiving Division’ is charged with marginal 

cost of the intermediate product and ‘Supplying Division’ is credited with full cost per unit plus a 

profit margin”.  

 Accordingly Division ’Dx’ should be allowed to record the transactions at full cost per unit plus a 

profit margin. On the other hand Division ‘Dz’ may be charged only marginal cost. Any inter 

divisional profits can be eliminated by accounting adjustment. 

 Impact:  

− Division ’Dx’ will earn a profit on inter Division transfers. 

− Division ’Dz’ can chose the output level at which the marginal cost of the product ’X’ is equal 

to the net marginal revenue of the product ’Z’.  

 Two Part Transfer Pricing System: 

 “The ‘Two Part Transfer Pricing System’ involves transfers being made at the marginal cost per 

unit of output of the supplying Division plus a lump-sum fixed fee charged by the supplying 

Division to the receiving Division for the use of the capacity allocated to the intermediate 

product.” 

 Accordingly Division ‘Dx’ can transfer its products to Division ‘Dz’ at marginal cost per unit and a 

lump-sum fixed fee. 

 Impact: 

− ‘Two Part Transfer Pricing System’ will inspire the Division ’Dz’ to choose the optimal output 

level.  

− This pricing system also enable the Division ’Dx’ to obtain a profit on inter Division transfer.   
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 (c) Primal 

  Minimize  Z = 2x1 − 3x2 + 4x3 

 Subject to the constraints 

  3x1 + 2x2 + 4x3  ≥  9 

  2x1 + 3x2 + 2x3  ≥   5 

        −7x1 + 2x2 + 4x3  ≥  − 10 

          6x1 − 3x2 + 4x3 ≥   4 

  2x1 + 5x2 − 3x3 ≥   3 

        −2x1 − 5x2 + 3x3 ≥  − 3 

       x1, x2, x3  ≥   0 

Dual 

Maximize  Z = 9y1 + 5y2 − 10y3 + 4y4 + 3y5 − 3y6 

Subject to constraints 

  3y1 + 2y2 − 7y3 + 6y4 + 2y5 − 2y6  ≤   2 

  2y1 + 3y2 + 2y3 − 3y4 + 5y5 − 5y6 ≤ − 3 

  4y1 + 2y2 + 4y3 + 4y4 − 3y5 + 3y6  ≤ 4 

         y1, y2, y3, y4, y5, y6   ≥ 0 

By substituting y5−y6= y7 the dual can alternatively be expressed as: 

 Maximize  Z = 9y1 + 5y2 − 10y3 + 4y4 + 3y7 

 Subject to constraints 

     3y1 + 2y2 − 7y3 + 6y4 + 2y7  ≤ 2 

   −2y1 − 3y2 − 2y3 + 3y4 − 5y7  ≥  3 

     4y1 + 2y2 + 4y3 + 4y4 − 3y7 ≤ 4 

            y1, y2, y3, y4  ≥  0, y7 unrestricted in sign. 

 (d) (i) Invalid 

 Reason: As per the rules of network construction, parallel activities between two events, 

without intervening events, are prohibited. Dummy activities are needed when two or more 

activities have same initial and terminal events. Dummy activities do not consume time or 

resources. 

(ii) Valid 

Reason: As per the conventions adopted in drawing networks, the head event or terminal 

node always has a number higher than that of initial node or tail event.  

(iii) Invalid 

 Reason: The difference between the latest event time and the earliest event time is termed 

as slack of an event. Free float is determined by subtracting head event slack from the total 

float of an activity. 
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(iv) Invalid 

 Reason: For every critical activity in a network, the earliest start time and the latest start 

time is same and also the earliest finish time and the latest finish time is same.  

(v) Invalid 

 Reason: The optimum duration is the time period in which the total cost of the project is 

minimum. 

2. (a) Cost Classification 

(i) Committed Cost  

 Reason: Company cannot negotiate the price of advertisement in future and it has to make 

payment as soon as advertisement is prepared. 

(ii) Differential Cost 

 Reason: In case of decision making among two alternatives, every manager has to compare 

the difference in cost involved. 

(iii) Sunk Cost 

 Reason: Research expense has already been incurred and it will not affect any decision 

making in future. 

(iv) Opportunity Cost 

 Reason: Income from government securities is the amount that company has forgone to 

earn income from its investment in the project. 

(v) Period Cost  

 Reason: Salary of chairman is paid irrespective of productivity of the company.  

(vi) Direct Cost 

 Reason: Amount paid for water can be directly attributed to the cost of finished product that 

is clothes. 

 (b)                                   Projected Raw Material Issues (Kg) 

 ‘A’ ‘B’ ‘C’ 

‘X’ (48,000 units-Refer Note) 60,000  24,000 --- 

‘Y’ (36,000 units-Refer Note)  72,000           - 54,000 

Projected Raw Material Issues 1,32,000 24,000 54,000 

Note: 

− Based on this experience and the projected sales, the FML has budgeted production of 48,000 

units of ‘X’ and 36,000 units of ‘Y’ in the sixth period. 

=52,500 x 40% + 45,000 – 18,000 = 48,000 

=27,000 x 40% + 42,000 – 16,800 = 36,000  

− Production is assumed to be uniform for both products within each four -week period. 
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Projected Inventory Activity and Ending Balance (Kg) 

 ‘A’ ‘B’ ‘C’ 

Average Daily Usage 6,600 1,200 2,700 

Beginning Inventory 96,000 54,000 84,000 

Orders received:    

 Ordered in 5th period 90,000 - 60,000 

 Ordered in 6th period 90,000 - - 

Sub Total  276,000 54,000 144,000 

Issues 132,000 24,000 54,000 

Projected ending inventory balance 144,000 30,000   90,000 

Note: 

− Ordered 90,000 Kg of ‘A’ on fourth working day. 

− Order for 90,000 Kg of ‘A’ ordered during fifth period received on tenth working day.  

− Order for 90,000 Kg of ‘A' ordered on fourth working day of sixth period received on fourteenth 

working day. 

− Ordered 30,000 Kg of ‘B’ on eighth working day. 

− Order for 60,000 Kg of ‘C’ ordered during fifth period received on fourth working day.  

− No orders for ‘C’ would be placed during the sixth period.  

Projected Payments for Raw Material Purchases 

Raw 
Material 

Day/Period 
Ordered 

Day/Period 
Received 

Quantity 
Ordered 

Amount 
Due 

Day/Period 
Due 

‘A’ 20th/5th 10th /6th 90,000 Kg Rs.90,000 20th/6th 

‘C’ 4th/5th 4th /6th 60,000 Kg Rs.60,000 14th/6th 

‘A’ 4th/6th 14th /6th 90,000 Kg Rs.90,000 4th/7th 

‘B’ 8th/6th 13th /7th 30,000 Kg Rs.60,000 3rd/8th 

3. (a)  Calculation of Total Labour Hours Over the Life Time of The Product ‘Kitchen Care’ 

 The average time per unit for 250 units  

 Yx  =  axb 

Or,   Y250  =  30 × 250 -0.3219 

Or,   Y250  =  30 × 0.1691 

Or,   Y250 =  5.073 hours 

  Total time for 250 units  =  5.073 × 250 units 

    =  1,268.25 hours 

The average time per unit for 249 units  

  Y249  =  30 × 249 -0.3219 

Or,   Y249 =  30 × 0.1693 
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Or,   Y249  =  5.079 hours 

  Total time for 249 units  =  5.079 × 249 units 

    =  1,264.67 hours 

Time for 250th unit    

   =  1,268.25 hours – 1,264.67 hours  

  =  3.58 hours 

Total Time for 1,000 units    

   = (750 × 3.58 hours) + 1,268.25 hours  

   =  3,953.25 hours  

Profitability of the Product ‘Kitchen Care’ 

Sales 1,000 Units  

Particulars Amount (Rs.) 

Sales 50,00,000 

Less: Direct Material 18,50,000 

          Direct Labour (3,953.25 hours × Rs. 80)  3,16,260 

          Variable Overheads (1,000 units× Rs.1,000) 10,00,000 

Contribution  18,33,740 

Less: Packing Machine Cost 5,00,000 

Profit 13,33,740 

Average Target Labour Cost per unit 

Particulars Amount (Rs.) 

Expected Sales Value 50,00,000 

Less: Desired Profit (1,000 units × Rs. 800)  8,00,000 

Target Cost  42,00,000 

Less: Direct Material (1,000 units × Rs. 1,850) 18,50,000 

          Variable Cost  (1,000 units × Rs. 1,000) 10,00,000 

          Packing Machine Cost 5,00,000 

Target Labour Cost 8,50,000 

Average Target Labour Cost per unit (Rs. 8,50,000 ÷ 1,000 units) 850 
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 (b)                                              Customer Profitability Statement 

Particulars MT Ltd. KG Ltd. MG Bros. 

Sales (units) 2,000 1,000 800 

 (Rs.) (Rs.) (Rs.) 

Sales Revenue                               (A) 2,20,00,000   1,10,00,000 88,00,000 

Less: Average Variable Cost          (B) 

         (Rs. 5,500 × 60% = 3,300 p.u.) 

66,00,000 33,00,000 26,40,000 

Contribution [70%of Sales]          (A)-(B) 1,54,00,000 77,00,000 61,60,000 

Less: Additional Overheads    

          Delivery Cost   

          (No. of K.M. × Rs. 200)  

2,00,000 1,60,000 1,80,000 

          Emergency Delivery Cost  

          (No. of Emerg. Delivery × Rs. 21,000) 

42,000 21,000 - 

          Order Processing Cost 

          (No. of Orders × Rs. 6,000) 

24,000 12,000 48,000 

          Specific Discount  55,00,000 22,00,000 13,20,000 

          Sales Commission 33,00,000 11,00,000 4,40,000 

          Advertisement Cost 8,75,000 6,15,000 4,30,000 

Profit per customer* 54,59,000 35,92,000 37,42,000 

Profit Margin per customer* (%) 24.81% 32.65% 42.52% 

Rank III II I 

             * Before deducting general fixed overhead cost 

 The contribution margin is 70% for each customer but when the other overheads costs per 

customer is included in the above profitability statement the profitability of the three customers 

become different. MG Bros. is the most profitable customer. 

4.  (a)      Statement Showing Impact on Airline’s Profit if Flight GB-022 is Discontinued  

  Rs. 

Contribution Margin lost if the flight is discontinued  (5,88,000) 

Less: Flight Costs which can be avoided if the flight is discontinued: 

 Rs.  

 Flight Promotion 28,000 

 Fuel for Aircraft 2,38,000 

 Liability Insurance (1/3 x Rs. 1,47,000)  49,000 

 Salaries, Flight Assistants 31,500 

  Overnight Costs for Flight Crew and Assistants  12,600    3,59,100 

     (2,28,900) 

If Golden Bird Airlines Ltd. goes for discontinuation of flight GB-022, its profit will go down by Rs. 

2, 28,900.   
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Following costs are not relevant to the decision: 

− Salaries, flight crew - Fixed annual salaries which will not change 

− Baggage loading and flight preparation- This is an allocated cost, which will  continue even 

if the flight is discontinued. 

− Depreciation of aircraft -Sunk Cost 

− Liability insurance (two third) - Sunk Cost 

− Hanger parking fee- This cost will be incurred regardless of whether the flight is made.  

(b)  Given that the unit (factory) works effectively for 7 hours and the processing time (in minutes) for 

each of the four products by different operators, we obtain the production and profit matrices as 

follows: 

Production Matrix 

Operator Product 

WW WX WY WZ 

A 140 84 60 70 

B 120 168 280 210 

C 140 120 84 84 

D 42 84 56 56 

Profit Matrix: 

Operator Product 

WW WX WY WZ 

A 210 84 120 35 

B 180 168 560 105 

C 210 120 168 42 

D 63 84 112 28 

Subtract all the elements from the highest value and obtain the following matrix:  

Operator Product 

WW WX WY WZ 

A 350 476 440 525 

B 380 392 0 455 

C 350 440 392 518 

D 497 476 448 532 
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Subtracting row minimum, we obtain: 

Operator Product 

WW WX WY WZ 

A 0 126 90 175 

B 380 392 0 455 

C 0 90 42 168 

D 49 28 0 84 

Subtracting column minimum and after assignment, we get: 

Operator Product 

WW WX WY WZ 

A 0 98 90 91 

B 380 364 0 371 

C 0 62 42 84 

D 49 0 0 0 

 

Since required number of assignments could not be made, proceed further : 

Operator Product 

WW WX WY WZ 

A 0 36 90 29 

B 380 302 0 309 

C 0 0 42 22 

D 111 0 62 0 

The optimum solution is: 

Operator Product Profit (Rs.) 

A WW 210 

B WY 560 

C WX 120 

D WZ 28 

Total Profit 918 
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5. (a) Workings 

Statement Showing “Budgeted Vs Actual Figures” 

P
ro

d
u

c
t 

  

Budgeted 
Qty. Rolls 

(‘000) 

[BQ] 

Budgeted 
Margin per 

Roll  

(Rs.) 

[BM] 

Budgeted 
Margin  

 

(Rs.’in lacs) 

Actual 

Qty. Rolls 

(‘000) 

[AQ] 

Actual 

Margin 

per Roll 

(Rs.) 

[AM] 

Actual 

Margin 

 

(Rs.’in 
lacs) 

Revised 

Actual 

Qty. 

(‘000) 

[RAQ] 

1 2 3 4 = 2×3 5 6 7= 5×6 8 

  
D

om
e

st
ic

 600 40 240.00 588 42 246.96 630 

(840 ×75%)  

  
In

du
st

ri
a

l 200 50 100.00 252 47.5 119.70 210 

(840 ×25%) 

 800  340.00 840  366.66 840 

Budgeted Market Share (in %) = 
8,00,000 Rolls

80,00,000 Rolls
 

   = 10% 

Actual Market Share (in %) = 
8,40,000 Rolls

70,00,000 Rolls
 

    = 12% 

Average Budgeted Margin (per Roll) 

   = 
Rs. 340 Lacs

8,00,000 Rolls
 

   =  Rs. 42.50  

Computation of Variances  

 Sales Mix Variance  = Standard Margin Less Revised Standard Margin 

    Or 

   = (AQ × BM) – (RAQ × BM) 

    Or 

   = BM × (AQ – RAQ)  

  Domestic   =  Rs. 40 × (5,88,000 – 6,30,000)  

    =  Rs. 16,80,000 (A) 
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  Industrial  =  Rs. 50 × (2,52,000 – 2,10,000)  

    =  Rs. 21,00,000 (F)  

  Total   =  Rs. 16,80,000 (A) + Rs. 21,00,000 (F) 

    =  Rs. 4,20,000 (F) 

  Sales Quantity Variance  = Revised Standard Margin Less Budgeted  Margin 

     Or 

    = (RAQ × BM) – (BQ × BM) 

     Or 

    = BM × (RAQ – BQ) 

  Domestic   =  Rs. 40 × (6,30,000 – 6,00,000)  

    =  Rs. 12,00,000 (F) 

  Industrial  =  Rs. 50 × (2,10,000 – 2,00,000)  

    =  Rs. 5,00,000 (F)  

  Total   =  Rs. 1,200,000 (F) + Rs. 500,000 (F) 

    =  Rs. 17,00,000 (F) 

 Market Size Variance   = Budgeted Market Share % × (Actual Industry  

     Sales Quantity in units – Budgeted Industry Sales  

     Quantity in units) × (Average Budgeted Margin  

     per unit) 

   = 10% × (70,00,000 Rolls – 80,00,000 Rolls) ×  

    Rs. 42.50 

   =  42,50,000 (A) 

 Market Share Variance  = (Actual Market Share % – Budgeted Market  

     Share %) × (Actual Industry Sales Quantity in  

     units) × (Average Budgeted Margin per unit) 

   = (12% – 10 %) × 70,00,000 Rolls × Rs. 42.50 

   =  59,50,000 (F) 

 (b) Cost is not only criterion for deciding in the favour of shut down. Non-cost factors worthy of 
consideration in this regard are as follows: 

(i)  Interest of workers, if the workers are discharged, it may become difficult to get skilled 

workers later, on reopening of the factory. Also shut-down may create problems. 

(ii) In the face of competition it may difficult to re-establish the market for the product. 

(iii) Plant may become obsolete or depreciate at a faster rate or get rusted. Thus, heavy capital 

expenditure may have to be incurred on re-opening. 

 (c) Both Standard Costing and Kaizen Costing are helpful and used for measurement of 
performance of a company but there are differences in approach between the two systems. 

  Under Standard Costing system standards of all important variables like cost and quantity of 
materials, labours and overheads are set at the beginning of the year or activity. These set 
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standards are compared with the actual performance to analyse the variances. As a step further 
all variances are classified as planning and operational variances to distinguish variances that 
are within the manager’s control and beyond their effort. In brief Standard Costing and Variance 
Analysis helps in determine the variances and take post event measures to stop recurrences . 

  On the other hand Kaizen Costing emphasises on continual improvement. Targets once set at 
the beginning of the year or activities are updated continuously to reflect the improvement that 
has already been achieved and that are yet to be achieved.  

  As a continuous improvement measure Kaizen Costing set new challenges before the workers 
and managers and helps to improve and control the situation to achieve desired target results. 
Therefore, if Kaizen costing is used in place of Standard Costing and Variance analysis to 
measure performance then definitely it will keep Arnav Automobile Ltd. competent enough to 
head on with the global automobile players.   

6. (a) Transfer Price per unit of Product Z that Division A Should Quote in order to meet Target 
Profit 

 Quotation for the 40,000 units of product Z should be such that meet Division A’s target profit and 

interest cost on working capital. Therefore the minimum quote for product Z will be calculated as 

follows: 

Particulars Amount (Rs.) 

Target Profit (given for the year) 2,50,00,000 

Add: Interest Cost on Working Capital (Rs.12,00,00,000 @11.5%)  1,38,00,000 

Required Profit  3,88,00,000 

Add: Fixed Overhead 4,00,00,000 

Target Contribution 7,88,00,000 

Less: Contribution Earned --- External Sales  

{60,000 units × (Rs. 2,500 – Rs.1,600)} 

5,40,00,000 

Contribution Required – Internal Sales 2,48,00,000 

Contribution per unit of Product Z (Rs. 2,48,00,000 ÷ 40,000 units) 620 

Transfer Price of Product Z to Division B  

(Variable Cost per unit + Contribution per unit) 

2,220 

 The Two Transfer Prices Based on Opportunity Costs 

 For the 30,000 units (i.e. maximum capacity – maximum external market demand) at variable cost 

of production i.e. Rs. 1,600 per unit. 

 For the next 10,000 units (i.e. external market demand – maximum possible sale) at market 

selling price i.e. Rs. 2,500 per unit. 

 (b) The product life cycle span the time from the initial R & D on a product to when customer service 
and support is no longer offered for that product.   

Life Cycle Costing technique is particularly important when: 
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(i) High percentage of total life-cycle costs are incurred before production begins and revenue 

are earned over several years and 

(ii) High fraction of the life cycle costs are locked in at the R & D and design stages. 

Fiona should identify those industries and then companies belonging to those industries where 

above mentioned feature are prevalent. For example, Automobile and Pharmaceutical Industries 

companies like Tata Motors Ltd., Ranbaxy Laboratories Ltd., and Dabur India Ltd. will be good 

candidates for study on product life cycle costing. 

 (c) Working Notes 

1.  No. of Customer   = 1,900  

    (5,000 × 40% × 95%) 
  2.   Consumption of Gas = 11,40,000 Metered units 

     (1,900 × 50 mt.× 12 months) 

         Gas Supply   =  13,41,176 Metered units 

        {11,40,000 × (100  85)} 

   3.  Cash Inflow: 

 (Rs.) 

Rent (1,900 × 4 Quarters × Rs.10) 76,000 

Add: Consumption Charge (11,40,000 × Rs.0.4)  4,56,000 

Less: Cost of Company (13,41,176 × Rs.0.065)   87,176 

Cash Inflow p.a.  4,44,824 

    One Time Connection Charge   = Rs.4,75,000 

        (Rs.250 × 1,900 customers)  

   Maximum Capital Project Cost Can be to Allow the Company to Provide the Service 

Required 

   By Following the Concept of Perpetuity 

   (Investment − Rs.4,75,000) × 17%  = Rs.4,44,824 

     Investment    = Rs.30,91,612 

 (d) In an assignment minimization problem, if one task cannot be assigned to one person, introduce 

a prohibitively large cost for that allocation, say M, where M has a high the valu e. Then, while 

doing the row minimum and column minimum operations, automatically this allocation will get 

eliminated. 

7. (a) N  = 18,000 units 

O =  9,000 units 

Ratio (N : O)  =  2:1 

Let  

t =  No. of units of ‘O’ for BEP 

N  =  2t No. of units for BEP 

Contribution of ‘N’  =  Rs.10.5 per unit  
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Contribution of ‘O’ =  Rs.9 per unit  

At Break Even Point: 

10.5 x (2t) + 9 x t -15,000 = 0 

30t = 15,000 

t = 500 units 

BEP of ‘N’ = 2t  

 = 1,000 units 

BEP of ‘O’ = t 

 = 500 units 

(b) (i) Rework       Internal Failure 

(ii) Disposal of scrap      Internal Failure 

(iii) Warranty Repairs     External Failure 

(iv) Repair to manufacturing equipments  Internal Failure 

(v) Discount on defective sale    External Failure 

(vi) Raw material inspection    Prevention Cost 

(vii) Finished product inspection    Appraisal Cost 

(viii) Establishment of quality circles   Prevention Cost 

(c) (i) All activities of a firm are not subject to learning effect. (Activities that have not been 

performed in the present operational mode, those performed by new or unfamiliar 

employees are subjected to learning effect, while those performed by familiar or 

experienced workmen will not be subjected to learning effect) 

(ii) (i) In case Market Demand is High – Product Beta (Lower Variable Cost and Higher Fixed 

Cost) 

(ii) In case Market Demand is Low – Product Gama 

(d) Relevant costs of producing one unit of the finished product 

Rs.  

Cost of material ‘KM’ (realisable value)     40 

Cost of labour (Being sunk cost)        - 

Out-of-pocket expenses        15 

55 

Allocated overhead is not relevant for the decision. The customer should be charged  Rs.55 per 
unit. 

(e) Limitations of Uniform Costing are: 

(i) Sometimes it is not possible to adopt uniform standards, methods and procedures of costing 

in different firms due to differing circumstances in which they operate. Hence, the adoption 
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of uniform costing becomes difficult in such firms. 

(ii) Disclosure of cost information and other data is an essential requirement of a uniform 

costing system. Many firms do not wish to share such information with their competitors  in 

the same industry. 

(iii) Small firms in an industry believe that uniform costing system is only meant for big and 

medium size firms, because they cannot afford it. 

(iv) It induces monopolistic trend in the business, due to which prices may be increased 

artificially and supplies withheld. 
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