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Subject Subject Code 

Integrative Management Accounting  (IMA / ML 1 - 301) 
 

 

PART I 
 

Question No. 01 (40 Marks) 
 

Alice plc manufactures two models of faucets – a regular and a deluxe model. The deluxe model, 

introduced just two years ago, has been very successful. It now accounts for more than half of the firm’s 

profits as evidenced by the following income statement for the year ending 31st March 2013: 
 

ITEM  TOTAL REGULAR DELUXE 

Sales (Rs.) 2,400,000 1,200,000 1,200,000 

Cost of goods sold (Rs.) 1,540,000 771,000 769,000 

Gross margin (Rs.) 860,000 429,000 431,000 

Selling / administrative expenses (Rs.) 500,000 250,000 250,000 

Net income (Rs.) 360,000 179,000 181,000 

Number of units 500,000 300,000 200,000 
 

Its manufacturing plant in Colombo has two production departments – a machining department and an 

assembly department. The cost of goods sold included Rs.720,000/- in production support costs. The plant 

accountant traced Rs.192,000/- of the production support costs to the machining department and 

Rs.168,000/- to the assembly department. The balance of Rs.360,000/- was attributed to the various service 

departments, and in the existing cost allocation system, the Rs.360,000/- was allocated to the machining 

and the assembly departments in the proportion of their respective machine hours. Next, separate cost 

drivers were determined for the two production departments based on their respective direct labor hours to 

assign the support costs to the two products. 
 

PRODUCT 
Total Direct Labor and Machine Hours 

Machining department Assembly department Totals 

Regular (DLH) 15,000 3,000 18,000 

Deluxe (DLH) 13,000 5,000 18,000 

Total DLH (DLH) 28,000 8,000 36,000 

Total machine hours (MH) 52,000 8,000 60,000 
 

The direct labor wage is Rs.10/- per hour. Direct materials cost is Rs. 0.80 per unit for the regular model 

and for the deluxe model is Rs. 1.10 per unit. An average customer order for the regular model is for 5,000 

faucets, but for the deluxe model, each order is for 2,000 units. The machines require a setup for each 

order. Three hours are required per machine setup for the regular model; the more complex deluxe model 

requires five hours per setup. 
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Alice’s profitability has been declining for the past two years despite the successful launch of the deluxe 

model, which has now captured over a 65% share of its segment of the industry. Market share for the 

regular model has decreased to 12%. In an endeavor to understand the reasons for its declining 

profitability, the company has appointed a special task force. 
 

The task force is considering a new cost accounting system based on activity analysis. This system 

employs four cost drivers: two departmental direct labor hours, setup hours, and number of orders. 

Production support costs are traced to four homogenous cost pools, each identified with a unique driver as 

presented in the following table. 
 

Activity cost driver 
Traceable number of units of cost driver 

Costs (Rs.) Total Regular Deluxe 

Machining DLH 112,000 ? ? ? 

Assembly DLH   96,000 ? ? ? 

Setup hours 272,000 ? ? ? 

Number of orders 240,000 ? ? ? 

Total manufacturing support costs 720,000    
 

The task force also analyzed selling and administrative expenses. These costs included 5% sales 

commission on regular models and 10% on deluxe models. Advertising and promotion expenses were 

Rs.50,000/- for the regular model and Rs.90,000/- for the deluxe model. The remaining Rs.180,000/- of 

selling and administrative expenses was attributed equally to the two products. 
 

You are required to: 
 

(a) Determine the product costs per unit using the existing cost accounting system. Show as clearly 

as possible all the intermediate steps for allocations, including departmental cost driver 

(allocation base) rates and a breakdown of product costs into each of their components.  

           (06 Marks) 
 

(b) Determine the product costs and profits per unit using the new activity-based costing system. 

Show as clearly as possible all the intermediate steps, including the cost driver rates and 

components of product costs. Specify all the assumptions you make.Why do you think Alice plc 

uses the number of setup hours [instead of the number of setups] as the cost driver measure for 

the machine setup activity?         (08 Marks) 
 

(c) Explain the principal reasons that the old cost accounting system at Alice plc may be distorting 

its product costs and profitability. Support your answer with numbers when necessary.  

                (06 Marks) 
 

(d) Discuss, in great detail, to what extent the new cost accounting system at Alice plc may be 

characterized as an Activity Based Costing (ABC) system.                 (08 Marks) 
 

(e) Analyze the profitability of the two products. What insight is provided by the new profitability 

analysis? What should Alice plc. do to enhance its profitability? What options may be 

available?           (08 Marks)  

 

(f) Rayan Fernando is a marketing manager with considerable experience as a salesperson. Discuss 

how he is likely to react to your analysis and options in (e) above.     (04 Marks) 

                                                                                   (Total 40 Marks) 

End of Part I 
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PART II 
 

Answer any three (3) questions 
 

Question No. 02 (20 Marks) 
 

ARC plc is considering proposals for design changes in a range of soft toys. The proposals are as 

follows: 

1. Eliminate some of the decorative stitching from the toy. 

2. Use plastic eyes instead of glass eyes in the toys and 

3. Change the filling material used. It is proposed that scrap fabric left over from the body 

manufacture be used instead of the synthetic material which is currently used. 

 

The design change proposals have been considered by the management team and the following 

information has been gathered. 

 

(a) Plastic eyes will cost Rs.1,500/- per hundred whereas the existing glass eyes cost Rs.2,000/- per 

hundred. The plastic eyes will be more liable to damage on insertion into the toy. It is estimated 

that scrap plastic eyes will be 10% of the quantity issued from stores as compared to that of 5% 

of issue of glass eyes at present. 

 

(b) The synthetic filling material costs Rs.800/- per tonne. One ton of filling is sufficient for 2,000 

soft toys. 

 

(c) Scrap fabric to be used as filling material will need to be cut into smaller pieces before use and 

this will cost Rs.2/- per soft toy. There is sufficient scrap fabric for the purpose. 

 

(d) The elimination of the decorative stitching is expected to reduce the appeal of the product, with 

an estimated fall in sales by 10% from the current level. It is not felt that the change in eyes or 

filling material will adversely affect sales volume. The elimination of the stitching will reduce 

production costs by Rs.6/- per toy. 

 

(e) The current sales level of the soft toys is 300,000 units per annum. Apportioned fixed costs per 

annum are Rs.4,500,000/-. The net profit per toy at the current sales level is Rs.30/-. 

 

You are required to: 
 

(a) Using the information given in the question, prepare an analysis which shows the estimated 

effect on annual profit if all three proposals are implemented, and which enables management 

to check whether each proposal will achieve an annual target profit increase of Rs.250,000/-. 

The proposals for plastic eyes and the use of scrap fabric should be evaluated after the stitching 

elimination proposal has been evaluated.       (09 Marks) 
                                                                                      

(b) Calculate the percentage reduction in sales due to the stitching elimination at which the 

implementation of all three design-change proposals should result in the same total profit from 

the toy as that earned before the implementation of the changes in design.    (05 Marks) 

      

(c) State additional information which should be obtained before a final decision is taken with 

regard to the implementation of the proposals.       (06 Marks) 

                                                                                              (Total 20 Marks) 
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Question No. 03 (20 Marks) 
 

(a) Explain and illustrate the accounting rate of return and payback approaches to investment 

appraisal, paying particular attention to the limitation of each approach.   (06 Marks) 
 

(b) Explain the differences between Net Present Value and Internal Rate of Return as methods of 

Discounted Cash Flow analysis.        (06 Marks)                                                 
 

(c) A company with a cost of capital of 14% is trying to determine the optimal replacement cycle 

for the Equipment used by its production team. The following information is relevant to the 

decision: 
 

The cost of a Machine is Rs.2,400,000/-. Maintenance costs are payable at the end of each full 

year of ownership, but not in the year of replacement. For instance, if the machine is owned for 

two years, then the maintenance cost ids payable at the end of year 1. 
 

Interval between 
Replacement years 

Trade in Value 
(Rs.’000) 

Maintenance cost  
(Rs.’000) 

1 1,200 Zero 

2 800 75 Payable at year 1 

3 300 150 Payable at end of year 2 
 

You are required to calculate the equivalent annual cost of the three different replacement 

cycles, and recommended which should be adopted. What other factors should the company 

take into account when determining the optimal cycle? Ignore taxation.     (08 Marks) 

                                                                                            (Total 20 Marks) 
 

Question No. 04 (20 Marks) 
 

AOC plc, a large multinational company, is undertaking a review of its organizational structure. Top 

management is concerned that the methods used for divisional performance evaluation and transfer 

pricing may be encouraging dysfunctional behaviour by division managers. 
 

The following sample data is available concerning two of the company’s divisions for last year: 

 Division A  (Rs. million) Division B (Rs. million) 

Operating profit 304 144 

Capital invested 2,200 1,152 

Cost of capital 7% 7% 
 

 

You are required to: 
 

(a) Define goal congruence, and explain why it is important to an organization’s success.   

          (04 Marks) 
 

(b) Calculate the Return On Investment (ROI) and Residual Income (RI) for each division. Explain 

which of these two measures (ROI or residual income) gives the clearer indication of divisional 

contribution to the overall success of AOC plc.     (06 Marks) 
                
(c) Assume that ROI is used for divisional performance evaluation purposes. How would each of 

the two division managers react to an additional investment opportunity which would increase 

operating profit by Rs. 46 million but would require capital investment of Rs.440 million? Are 

their reactions in the best interests of the company’s shareholders? Justify your answer.   

(04 Marks) 
      

(d) Explain how and why Balanced Scorecard is different from technique like ROI and (RI).  

         (06 Marks) 

 (Total 20 Marks) 
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Question No. 05 (20 Marks) 
 

Dungarvan Ltd. is a small manufacturing company. The Managing Director decided some time ago 

that Total Quality Management (TQM) and a Just-In-Time (JIT) management approach were essential 

for long-term market success and profitability, and took a number of practical initiatives in this 

regard. He recently obtained the following quarterly data for last year, which he believes will help 

him to assess the progress which the company has made towards TQM and JIT: 
 

 Quarter 1 Quarter 2 Quarter 3 Quarter 4 

First pass yield 83% 89% 92% 99% 
 

Stock turnover in each quarter 10 times 15 times 20 times 24 times 
 

Cycle time from customer order to delivery 15 days 14 days 13 days 11 days 
 

 

Late last year, a design change had the effect of considerably simplifying the composition of one of 

the company’s main products. As a result, manufacture of a unit of this product during Quarter 4 

required just 5 standard components. Previously, manufacture of a unit of the product required 20 

smaller components, some of which had to be manufactured specially for this product. 
 

You are required to: 
 

(a) Comment on the progress towards successful implementation of TQM and JIT? Justify your 

answer.           (08 Marks) 
 

(b) Explain how the trends described in this case are likely to lead to the greater market success and 

profitability anticipated by the Managing Director.     (06 Marks) 
 

(c) Explain the four categories of costs of quality which typically appear in a Cost of Quality 

(COQ) report, and give a specific example of a cost in each category.   (06 Marks) 

                    (Total 20 Marks) 

 End of Part II 
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Present value table  
  

Present value of 1.00 unit of currency, that is (1 + r)
-n 

where r = interest rate; n = number of periods until payment 

or receipt.  

  
Periods (n)  Interest rates (r) 

 

1%  2%  3%  4%  5%  6%  7%  8%  9%  10%  
 

1 0.990 0.980 0.971 0.962 0.952 0.943 0.935 0.926 0.917 0.909 

2 0.980 0.961 0.943 0.925 0.907 0.890 0.873 0.857 0.842 0.826 

3 0.971 0.942 0.915 0.889 0.864 0.840 0.816 0.794 0.772 0.751 

4 0.961 0.924 0.888 0.855 0.823 0.792 0.763 0.735 0.708 0.683 

5 0.951 0.906 0.863 0.822 0.784 0.747 0.713 0.681 0.650 0.621 

6 0.942 0.888 0.837 0.790 0.746 0705 0.666 0.630 0.596 0.564 

7 0.933 0.871 0.813 0.760 0.711 0.665 0.623 0.583 0.547 0.513 

8 0.923 0.853 0.789 0.731 0.677 0.627 0.582 0.540 0.502 0.467 

9 0.914 0.837 0.766 0.703 0.645 0.592 0.544 0.500 0.460 0.424 

10 0.905 0.820 0.744 0.676 0.614 0.558 0.508 0.463 0.422 0.386 

11 0.896 0.804 0.722 0.650 0.585 0.527 0.475 0.429 0.388 0.350 

12 0.887 0.788 0.701 0.625 0.557 0.497 0.444 0.397 0.356 0.319 

13 0.879 0.773 0.681 0.601 0.530 0.469 0.415 0.368 0.326 0.290 

14 0.870 0.758 0.661 0.577 0.505 0.442 0.388 0.340 0.299 0.263 

15 0.861 0.743 0.642 0.555 0.481 0.417 0.362 0.315 0.275 0.239 

16 0.853 0.728 0.623 0.534 0.458 0.394 0.339 0.292 0.252 0.218 

17 0.844 0.714 0.605 0.513 0.436 0.371 0.317 0.270 0.231 0.198 

18 0.836 0.700 0.587 0.494 0.416 0.350 0.296 0.250 0.212 0.180 

19 0.828 0.686 0.570 0.475 0.396 0.331 0.277 0.232 0.194 0.164 

20 0.820 0.673 0.554 0.456 0.377 0.312 0.258 0.215 0.178 0.149 

 

  

  
Periods (n)  Interest rates (r) 

 

11% 12% 13% 14% 15% 16% 17% 18% 19% 20% 

1 0.901 0.893 0.885 0.877 0.870 0.862 0.855 0.847 0.840 0.833 

2 0.812 0.797 0.783 0.769 0.756 0.743 0.731 0.718 0.706 0.694 

3 0.731 0.712 0.693 0.675 0.658 0.641 0.624 0.609 0.593 0.579 

4 0.659 0.636 0.613 0.592 0.572 0.552 0.534 0.516 0.499 0.482 

5 0.593 0.567 0.543 0.519 0.497 0.476 0.456 0.437 0.419 0.402 

6 0.535 0.507 0.480 0.456 0.432 0.410 0.390 0.370 0.352 0.335 

7 0.482 0.452 0.425 0.400 0.376 0.354 0.333 0.314 0.296 0.279 

8 0.434 0.404 0.376 0.351 0.327 0.305 0.285 0.266 0.249 0.233 

9 0.391 0.361 0.333 0.308 0.284 0.263 0.243 0.225 0.209 0.194 

10 0.352 0.322 0.295 0.270 0.247 0.227 0.208 0.191 0.176 0.162 

11 0.317 0.287 0.261 0.237 0.215 0.195 0.178 0.162 0.148 0.135 

12 0.286 0.257 0.231 0.208 0.187 0.168 0.152 0.137 0.124 0.112 

13 0.258 0.229 0.204 0.182 0.163 0.145 0.130 0.116 0.104 0.093 

14 0.232 0.205 0.181 0.160 0.141 0.125 0.111 0.099 0.088 0.078 

15 0.209 0.183 0.160 0.140 0.123 0.108 0.095 0.084 0.079 0.065 

16 0.188 0.163 0.141 0.123 0.107 0.093 0.081 0.071 0.062 0.054 

17 0.170 0.146 0.125 0.108 0.093 0.080 0.069 0.060 0.052 0.045 

18 0.153 0.130 0.111 0.095 0.081 0.069 0.059 0.051 0.044 0.038 

19 0.138 0.116 0.098 0.083 0.070 0.060 0.051 0.043 0.037 0.031 

20 0.124 0.104 0.087 0.073 0.061 0.051 0.043 0.037 0.031 0.026 

 
 

 

 

 

End of Question Paper   

 


