
 
 
 
                                        QUESTIONS 
  
NUMBER ONE 

Shortly explain three methods that can be used to analyze uncertainty in cost-volume-
profit (C-V-P) analysis.                 (3 
marks) 
 
Kandali  Company Ltd. is a manufacturing company which produces and sells a single 
product known as T1  at a price of Sh.10 per unit.  The company incurs a variable cost 
of Sh.6 per unit and fixed costs of Sh.400,000.  Sales are normally distributed with a 
mean of 110,000 units and a standard deviation of 10,000 units.  The company is 
considering producing a second product, T2 to sell at Sh.8 per unit and incur a 
variable cost of Sh.5 per unit with additional fixed costs of Sh.50,000.  The demand 
for T2   is also normally distributed with a mean of 50,000 units and standard deviation 
of 5,000 units.  If T2 is added to the production schedule, sales of T1 will shift 
downwards to a mean of 85,000 units and standard deviation of 8,000 units.  The 
correlation coefficient between sales of T1 and T2  is –0.9. 
 
Required: 

i The company’s break-even point for the current and proposed production 
schedules.        (7 marks) 

ii The coefficient of variation for the two proposals.   (8 marks) 

iii Based on your computation’s in (i) and (ii) above advise the company on 
whether to add T2  to its production schedule.     (2 
marks) 

        (Total:  20 marks) 
 
NUMBER  TWO 

“It is now fairly and widely accepted that conventional cost accounting, distorts 
management’s view of business through unrepresentative overhead allocation and 
inappropriate product costing.  This is because the traditional approach usually 
absorbs overhead costs across products solely on the basis of the direct labour 
involved in their manufacture.  As direct labour cost expressed as a proportion of 
total manufacturing cost continues to fall, this leads to more an more distortion and 
misrepresentation of the impact of particular products on total overhead costs” (from 
Financial Times) 
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Required: 
a) Briefly discuss the above statement and state what approaches are being adopted 

by management accountants to overcome such criticism.      (8 
marks) 

b) Traditional budgeting systems are incremental in nature and tend to focus on cost 
centers.  Activity based budgeting (ABB) links strategic planning to the overall 
performance measurement aimed at continuous improvement. 

 
Required: 

i Explain the weakness of traditional incremental budgeting systems.    (4 
marks) 

ii Describe the main feature of activity based budgeting system and comment on 
its advantages.          (8 marks) 

        (Total:  20 marks) 
 
NUMBER  THREE 
Cin Noah, an independent movie producer, is negotiating with Jivah Productions 
Limited on a contract for the production and marketing of her next film, titled “The 
rise and fall of a cock”.  The budget for the film is, Sh.100 million. 
 
Jivah  Productions Limited is offering Cin Noah a choice of one of the three 
contracts. 
 
Contract A 

1. Jivah Productions Limited will pay all the production and marketing costs. 
2. Cin Noah will receive a fixed fee of Sh.10 million. 
3. Cin Noah will receive 10% of gross revenue from the film in excess of Sh.1 

billion (no payment is made for gross revenue up to Sh.1 billion). 
 
Contract B 

1. Jivah  Productions Limited will pay 80% of all the production and marketing costs 
up to Sh.100 million and 30% of production and marketing costs in excess of 
Sh.100 million 

2. Cin Noah will receive 10% of all gross revenue for the film. 
 
Contract C 

1. Jivah  Productions Limited will pay 50% of production and marketing costs up to 
Sh.100 million. 

2. Cin Noah will receive 30% of all gross revenue from the film. 
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Cin Noah estimates the following probabilities for the gross revenues: 
P(high demand of Sh.2 billion)  0.1 
P(medium demand of Sh.500 million) 0.3 
P(low demand of Sh.100 million)  0.6 
 
She estimates the following probabilities for the cost of production: 
P(budgeted cost of Sh.100 million) 0.6 
P(high cost of Sh.200 million) 0.4 

 
Required: 

a) The expected monetary value for Cin  Noah under each contract for each of the 
six possible events. 
(Hint:  The possible events are high demand – budgeted costs, high 
demand – high costs, medium demand – budgeted costs, medium demand 
– high costs,  low demand – budgeted costs, and low demand – high costs).         
(15 marks) 

 
b) Cin Noah will choose the contract that maximizes her expected monetary value 

from the film. Which contract should she choose?  (Show calculations).           
(2 marks) 
 

c) What information might Cin Noah  use in assessing the probability distribution for 
the production and marketing costs of “The rise an fall of cock” film?            
(3 marks) 

       (Total:  20 marks) 
 
NUMBER  FOUR 

Contax Engineering Company Limited wishes to set flexible budgets for each of its 
operating departments.  A separate maintenance department performs all routine and 
major repair works on the company’s equipment and facilities.  The company has 
determined that maintenance department performs all routine and major repair works 
on the company’s equipment and facilities. The company has determined that 
maintenance cost is primarily a function of machine hours worked in the various 
production departments. 
The maintenance cost incurred and the actual machine hours worked during the 
months of January, February, March and April 2003 were as follows: 
 

Month Machine hours in 
Production 

Maintenance 
department’s 
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departments Costs 
  Sh. 
January   800 350 
February 1,200 350 
March    400 150 
April 1,600 550 

 
Required: 

a) Determine the cost estimation function using: 

i High-low method.         (5 marks) 

ii Regression analysis        (5 marks) 
b) Using the regression function estimate: 

i The maintenance costs that would have been incurred if the machine hours 
were expected to be 900 in the month of May 2003.       (1 mark) 

ii The maximum machine hours that would have been worked If the 
maintenance cost incurred had been limited to Sh.400,000 for the month of 
May 2003.         (6 marks) 

c) Assuming that in the month of May 2003 machine hours were 900, establish a 
95% confidence interval for this point estimate.  (Assume tc = 2.7764 and standard 
error of estimate, se = 63.25).                          (3 marks) 

       (Total:  20 marks) 
 
NUMBER  FIVE 

a) Construct a flowchart to show the logic solution of a zero-sum game.           (6 
marks) 

b) Two manufacturers compete in a market for a specialized calculator.  Company A 
controls 75% of the market while company B controls 25% of the market.  
Company A is considering a vigorous annual marketing campaign which will cost 
Sh.35,000,000.  The total market for the specialize calculator is 100,000 units per 
year.  The profit contribution per unit is Sh.3,000. 
Company B is debating how much money to invest in research and development 
every year.  It is considering three alternatives:  Sh.25,000,000, Sh.50,000,000 and 
Sh.80,000,000.  It is estimated that if company A runs a vigorous annual marketing 
campaign, its share of the market after one yea will be either 79% or 73%, 
depending on company B’s investment in research and development 
(Sh.25,000,000, 50,000,000 and Sh.80,000,000 respectively). 
On the other hand, if company A does not run the marketing campaign, company 
B’s share of the market will decrease by 1% of the total market if it invests 
Sh.25,000,000 in research and development, increase by 1% if it  invests 
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Sh.50,000,000 in research and development and increase by 3%  if Sh.80,000,000 is 
invested. 

Required: 

i Using the share of the market percentages only, convert the above into a zero sum 
game, and hence solve for the optimal strategies for both companies.            (6 
marks) 

 

ii Obtain a pay off table consisting of contribution to profit in monetary terms, and 
hence solve the game.                        (8 
marks) 
                           (Total:  20 marks) 
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                                 ANSWERS 

NUMBER  ONE 

a) Methods used to analyses uncertainty in CV-P analysis  
 
(i) Sensitivity analysis 

This is what if analysis that considers the effect of a marginal change on each of 
the    relevant variables to the decision. 

(ii) Point estimate of probability 
This approach requires a number of different values for each of the uncertain 
variables to be selected.  Usually three values are selected:  these are the worst 
possible, most likely and best possible outcomes.  For each of these values a 
probability of occurrence is estimated.  The expected values and standard 
deviation can then be computed. 

 
(iii) Continuous probability distribution 
 (e.g. normal distribution) 

The uncertain variables can be estimated as a continuous probability 
distribution.  Estimates are made of the mean and standard deviation, which 
can then be used to compute expected profit, standard deviation of profits and 
probability that the company will break even. 

 
(iv) Simulation analysis 

This is a method of analyzing a system by experimentally duplicating its 
behaviour.  Simulation is used where analytical techniques are not available or 
would be very complex. 

 
b) (i) Current production:  Ti only 
 
  contribution = 10 – 6 = Sh.4 
  E (Profit)      = 4 x 110,000 – 400,000 = Sh.40,000 
 
  Sh.40,000  10,000 x 4 profit    

 
  BEP units = Total fixed costs   = 400,000 
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          Contribution margin      4 
 
     = 100,000 units 
  
 BEP  sh.   = 100,000 (10)   =  Sh.1,000,000 
 (ii) Coefficient of variation C.V 
 

  1        
000,40

000,40
          

E(profit)
        C.V     

 (i) Proposed production:  Ti  and T2. 
 
 Expected profit  = 4(85,000) + 3(50,000) – (400,000 + 50,000) 
 
                            =  Sh.40,000 
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1,147,962                               Sh         BEP Total

367,352        845919

T2                                 

780,610                 Sh10 x 78061        Sh   BEP

sh                      T1                         sh in 

             x         BEP Sh  



 

  
 (ii) Coefficient of variation (C.V) 

 

  C.V = 49.0           
000,40

4.19621             
)(


profitE
  

 
 (iii) Since the mean demand is greater than breakeven point then BEP is not 

a good criteria in making the decision. We should use the coefficient o f 
variation. 

 
  The decision therefore is to add T2 to the production schedule since it r 

educes the coefficient of variation from 1 to 0.49. 
 
NUMBER  TWO 

a) Overhead absorption is the technique of attributing departmental overhead 
costs to a cost unit. 
Traditionally, the basis of overhead absorption was the number of labour hours 
expected within the budget period and this was then used to calculate an 
absorption rate per labour hour.  This was then used to attribute costs to the 
cost units on the basis of the number of labour hours used to produce the cost 
unit. 
 
Alternative bases of apportioning exist such as the number of machine hours 
or the percentage of particular elements of prime costs incurred in respect of 
cost units.  If the method of manufacture is machine intensive for example, it is 
more realistic to absorb the overhead cost on the basis of the number of 
machine hours instead of the number of labour hours. 
 
A further development is to divide the overheads into those costs, which are 
labour related, and those, which are machine hour, related and apply a separate 
absorption rate to each part of the overhead cost.  This is the use of multiple 
rates similar to the principle of activity bases costing (ABC). 
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ABC is based on the principle that activities cause costs and therefore the use 
of activities should be the basis of attributing costs to cost units.  Costs are 
identified with particular activities and the performance of those activities is 
linked with products. 

 
b)        (i) Incremental budgeting uses the previous year’s budget as the starting 

point for the preparation of next year’s budget.  It assume that the basic 
structure of the budget will remain unchanged and that adjustments will be 
made to allow for changes in volume, efficiency and price levels.  The budget is 
therefore concerned with increments to operations that will occur during the 
period and the focus is on existing uses of resources rather than considering 
alternative strategies for the future budget period.  Incremental budgeting 
suffers from the following weaknesses: 

 

i It perpetuates past inefficiencies 

ii There is insufficient focus on improving efficiency and effectiveness. 

iii The resource allocation tends to be based on existing strategies rather than 
considering future strategies. 

iv It tends to focus excessively on the short term and often leads to arbitrary 
cuts being made in order to achieve short-term financial targets 

 
(ii) The answer should stress that:; 

i. The focus is on managing activities 
ii. The focus is on the resources that are required for undertaking activities 

and identifying those activities resources that are un-utilized or which are 
insufficient to meet the requirements specified in the budget. 

iii. Attention is given to eliminating non-value-added activities. 
iv. The focus is on the control of the causes of costs (i.e. the cost drivers). 

 
NUMBER  THREE 

For (a) and (b) 
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 Fixed 
Fee 

Share of 
Revenue 
to Cin 

Share of 
Costs 
Borne 
By Joan 

Net 
profit 
to Joan 

Joint 
Prob 

Expected 
Monetary 
value 

Contract 
A 

Sh. 
‘m’ 

Sh. ‘m’ Sh. ‘m’ Sh ‘m’  Sh. ‘m’ 

HD – BC 10 100 - 110 0.06 6.6 
HD – 
HC 

10 100 - 110 0.04 4.4 

MD – BC 10    0 -  10 0.18 1.8 
MD – 
HC 

10    0 -  10 0.12 1.2 

LD – BC 10    0 -  10 0.36 3.6 
LD – HC 10    0 -  10 0.24 2.4 
      1.0_      20.0 
       
Contract 
B 

      

HD – BC 0 200 20 180 0.06      10.8 
HD – 
HC 

0 200 70 130 0.04 4.4 

MD – BC 0  50 20 30 0.18 5.4 
MD – 
HC 

0  50 70 -20 0.12 -4.8 

LD – BC 0  10 20 -10 0.36 -3.6 
LD - HC 0  10 70 -60 0.24      -19.2 
      -7.0 
       
Contract 
C 

      

HD – BC 0 600 50 550 0.06 33.0 
HD – 
HC 

0 600 150 450 0.04 18.0 

MD – BC 0 150 50 100 0.18 18.0 
MD – 
HC 

0 150 150   0 0.12     0 

LD – BC 0 30 50 -20 0.36 -7.2 
LD – HC 0 30 150 -12 0.24 -28.8 
      33.0 
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Note 
HD = High demand 
MD = Moderate demand 
LD = Low demand 
BC = Budgeted Cost 
HC = High Cost 
 

b) From the solution above the  
 EMV for Contract A  = Sh.2 million 
 EMV for Contract B  = Sh.1 million 
 EMV for Contract C = Sh.3 million 
 
Cin should choose contract C, given the objective of maximizing expected monetary 
value. 
 
c) Three sources of information Cin might use are: 
 

1. Her own track record of actual production and marketing relative to 
amounts 

2. The tract record of the film station parts in “the rise and fall of cock” film 
running over budget 

3. The geographical location of the technical nature of the stunts set the film.  
Examine the tract record costs against budgeted costs for films in the same 
location and of similar difficulty. 

 
 

 

NUMBER  FOUR 

 (a) (i) 

 Machine 
Hours 

Maintenance    

Month X Cost Y XY X2 Y2 
1   800   350  280,000   640,000 122,500 
2 1,200   350  420,000 1,440,000 122,500 
3   400   150    60,000   160,000  22,500 
4 1,600   550   880,000 2,560,000 302,500 
Sum 4,000 1,400 1,640,000 4,800,000 570,000 

 
High Low method 
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       X  Y 
Highest point  1,600  550 
Lowest point    400  150 
Difference  1,200  400 
 
 b =    400   = 0.33 
                      1200 
 

Ŷ    = a + bx 
 
 Substitute  Highest point 
  550 = a + 0.33 (1,600) 
     a = 17 
  

 The cost function is Ŷ = 17 + 0.3X. 
 

Regression analysis 
(ii)  
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(c) 
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tŶY  t- Ŷ cc
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We are 95% confident that maintenance cost next period will lie between 
Sh.144,390 and Sh.495,600 
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NUMBER  FIVE 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
                                                                 
                                                                    YES 
 
 
 
 
 
                                               NO 
 
 
 
 
                                                                    YES 
      
 
 
 
 
 
         NO 
 
 
 
 
 

START 

Prepare the payroll   
Matrix. 

Is there a 

saddle 

point 

Can the 
game be 
reduced to 
dominance 

Solve for mixed 
strategies 

Reduce by 
dominance 

www.kenyanexams.com

http://kenyanexams.com


 
 
 
 
 
 
 
 
 
 
 
 
 

b) (i) Let A1 be company A undertakes a vigorous market campaign. 
 
      A2  be Company A does not run the market campaign 
 
      B1  = Company  B invests Sh.25 m in Research and Development (R 
& D) 
 
  B2  =  Company B   invests Sh.50 m in R & D 
 
  B3  =  Company B invests Sh.80 m in R & D 

 
    Game Matrix 

   Company B 
   B1   B2 B3b 
 A1  0.79 0.76 0.73 0.73  
 Company A1 A2 0.76 0.74 0.72 0.72    
  Max 0.78 0.76 0.73 
 

 The game has a saddle point occurring at strategy A3 .  These are the 
optimal strategies with a game value of 73%  of the market share of A 
implying that B will get a market share of 27%. 

 
 (ii)    Payoff   matrix 
    B1   B2  B3 
    
   A1 (202, 38) (193, 22) (184, 1) 
 
   A2 (228, 47) (222, 28) (216, 4) 

Determine the value of 
the game 

STOP 
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 A’s Reasonings 
 

- If B plays strategy B1 , then A should play strategy A2  to maximize his 
winnings. 

 
- If B plays  strategy B2 , then A should play strategy A2.. 

 
In all cases A plays strategy A2  B’s reasonings. 

 
- If A plays strategy A1 then B should play strategy B1  to maximize his 

profits. 
 

- If A plays strategy A2 then B should play strategy B1 . 
 
 The saddle point occurs when A plays strategy A2 and B plays strategy 
B1 . 
 
 The profit contribution will be: 
  Company A:  Sh.228 million 

   Company B:  Sh.  47 million. 
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