
                             
                                           QUESTIONS 
 
NUMBER ONE 

Bantu Ltd. is a large cash and carry warehouses which sells electronics.  Bantu Ltd. 
Purchases the most popular model of calculators (FX 100) directly form the 
manufacturer at a cost of Sh.250 each.  Average sales per a 300 day year are 475 
calculators.  Whenever an order with the manufacturers is placed, Bantu Ltd, Incurs a 
cost of Sh.50.  The stock holding costs are estimated at Sh.12.50 plus 10% 
opportunity cost of capital.  The lead-time is three days.  During the last 50 stock 
cycles, the demand during the lead-time has generated the following frequency 
distribution: 
 
Lead time demand 0 1 2 3 4 5 6 7 8 
Number of stock 
cycles 

1 2 6 8 10 8 8 5 2 

 
Each time the warehouses runs out of stock, an emergency order is placed with an 
extra cost of Sh.20 per calculator. 
 
Required: 

a) The economic order quantity (EOQ) and the reorder level.  (16 marks) 
b) The total annual relevant costs for the order quantity in (a) above.    (4 marks) 
        (Total:  20 marks) 
 
NUMBER TWO 

Ganish Ltd. manufactures a range of five similar products, A, B, C, D and E.  the 
table below shows the quantity of each of the required inputs necessary to produce 
one unit of each product, together with the weekly inputs available and selling prices 
of each product. 
 
Inputs A B C D E Weekly inputs 

available 
Raw materials 
(Kg) 

6.0 6.5 6.1 6.1 6.4 35,000 Kgs 

Forming 
(hours) 

1.00 0.75 1.25 1.00 1.00     6,000 hours 

Firing (hours) 3.00 4.50 6.00 6.00 4.50    30,000 hours 
Packing (hours) 0.50 0.50 0.50 0.75 1.00     4,000 hours 
Selling price 40 42 44 48 52  
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(Sh.) 
 
The costs of each input is as follows: 
 Material  Sh.2.10 per Kg 
 Forming Sh.3.00 per hour 
 Firing  Sh.1.30 per hour 
 Packing  Sh.8.00 per hour 
 
Required: 

a) Formulate this problem as a Linear Programming problem.     (7 marks) 
b) The problem has been solved using a computer package and the following final 

table of a simplex solution has been produced: 
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Bas
is 

A B C D E X S T U Value 

A 1  
1.18 

  
1.04 

0.46 0  0.36 0 0 -
2.29 

3,357 

B 0 -
0.34 

  
0.23 

0.02 0 -0.18 1 0  
0.14 

321 

T 0  
1.37 

  
2.97 

2.28 0 -0.27 0 1 -
2.79 

9,482 

E 0 -
0.09 

-0.02 0.52 0 -0.18 0 0  
2.14 

2,321 

Zj 0   
1.26 

  
1.06 

0.51 0   2.02 0 0   
8.81 

105,791 

 
Where A, B, C, D and E are the weekly production levels for the five products; X is 
the amount of raw material that falls short of the maximum available; S, T an U are 
the respective number of hours short of maximum weekly input of forming, firing 
and packing time. 
 

i Use this table to find the optimum weekly production plan.     (4 marks) 

ii Describe the implications of using this plan in terms of unused resources and 
overall contribution to profit.          (3 marks) 

iii In the context of this problem explain the meaning of “The dual or shadow price 
of a resource”                           (3 marks) 

iv There is a proposition that the company manufactures an additional product which 
would sell at Sh.50 per unit.  Each unit will need 6 kg of raw material, one hour of 
forming time, five hours of firing time and one hour of packing time.  Is it a 
worthwhile proposition?        (3 
marks) 

                    (Total:  20 marks) 
 
NUMBER  THREE 

(a) Briefly explain four ways in which competitive situations (or games) can be 
classified.            (8 marks) 

(b) Kariuki and Nadia  are two cousins specializing in hawking business along River 
road.  Kariuki specializes in second hand shirts while Nadia specializes in cheap 
electronic goods.  However, sales have been decreasing partly due to the harsh 
economic condition in Kenya and partly due to restrictions by the City Council. 
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Each of the cousins is considering expanding to include in their lines of business, 
items on which their rivals now have a monopoly.  Each knows that the other is 
considering this expansion and this influences each of their decisions. 

 
Kariuki  figures out that if he does not expand his business and his cousin does, 
it will hurt his trade by Sh.500 of profit per day.  If neither of them expands 
inventory to include the extra product, Kariuki thinks it will boost his net profit 
by Sh.500 per day due to his superior location.  If he expands and his cousin 
does also, he believes the combination of location and expanded inventory will 
increase his profits by Sh.1,000 per day.  However, if he alone expands and his 
cousin does not, this will result in no net increase in business. 

 
Required: 

i Prepare a game matrix and show that a pure strategy does not exist.    (4 marks) 

ii Solve the above game to determine the average winnings (or losses) each of the 
cousins would expect.       (8 marks) 

                      (Total:  20 marks) 
 
NUMBER  FOUR 

1. Doha  Ltd. makes special purpose equipment according to customer specifications.  
During the past year, one of its loyal customers, Mema Ltd., ordered a specialized 
equipment to be fabricated for it.  Doha Ltd. Finished construction the equipment 
only to be notified that Mema Ltd. Had recently gone into liquidation and will not 
therefore take the equipment. 

 
The original price to Mema Ltd. had been agreed at Sh.9,108,000 which included 
an estimated normal profit mark-up of 10 per cent on total costs.  The costs 
incurred to manufacture the machine were 

 
 Sh. 

Direct materials     3,420,000 
Direct wages      2,160,000 
Overheads: 

Variable         540,000 
             Fixed; production     1,800,000 
             Fixed; selling and administration      360,000 
      8,280,000 
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After a sustained search, the sales manager of Doha Ltd. Has managed to locate 
one potential buyer, Ziwa Systems Ltd, which has indicated that it could buy the 
machine if certain conversion work could be carried out. 
 
Doha Ltd‟s production department has made a preliminary assessment which 
reveals that conversion would entail extra work costed as follows: 
Direct materials   Sh.576,000 
Direct wages: 
Department X:   3 men for 4 weeks at Sh.27,000 per man/week 
Department Y:   1 man for 4 weeks at Sh.21,600 per man/week 
Variable overhead: 
20 per cent of direct wages 
Fixed production overhead: 
Department X: 75 per cent of direct wages. 
Department Y: 25 per cent of direct wages. 

 
The following additional information is provided: 
1. In the original machine, there were three types of basic materials: 

i Type P could now be sold to a scrap merchant for Sh.540,000. 

ii Type Q could be sold to a scrap merchant for Shs. 360,000 but it would take 
120 hours of labour paid at Shs. 270 per hour to put it into a suitable 
condition for sale. 

iii Type R would need to be scrapped at a cost to Doha  Ltd. of Shs.108,000 
 
2. The materials for the conversion are at present in stock.  If not needed for the 

conversion they could be used in the production of another machine in place of 
materials that would currently cost Sh.684,000. 

3. The conversion would be carried out in two departments: 
Department X is currently extremely busy and it is estimated that its contribution 
overheads and profits is Sh.2.50 for every Sh.1 of labour. 
 
Department Y has idle staff, for organizational reasons its labour force cannot be 
reduced below its present level of four employees, all of whom are paid at the 
standard rate of Sh.21,600 per week. 

 
4. The designs and specifications of the original machine could be sold in a 

neighbouring country for a sum of Sh.270,000 if the machine is scrapped. 
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5. An additional temporary supervisor would have to be engaged for the conversion 
work at a cost of Sh.162,000.  It is the company‟s normal practice to charge 
supervision to fixed overhead. 

6. Mema  Ltd. Had paid Doha Ltd. A non-returnable deposits of 12% of the selling 
price. 

 
Required: 

a) The minimum price that Doha  Ltd. should accept from Ziwa Systems Ltd. for the 
converted machine.  Explain clearly how you arrive at your figure.      (16 marks) 

b) State clearly any assumptions that you have made in arriving at your conclusions in 
(a) 

 above.                  (4 marks) 
               (Total:  20 marks) 

 
NUMBER  FIVE 

Kaimosi  Limited is a multi-division manufacturing company.  The manufacture of 
M101. One of the company‟s finished products involves two divisions; Mega and 
Wazo.  Mega division manufactures the chassis for M101 and transfers it to Wazo 
division where it is reworked, fitted and assembled into the finished product.  The 
two divisions are housed in the same building whose lease is due to expire in two 
years‟ time. 
 
Data on the operations of the two divisions for the year just ended is as follows: 

 
Mega division 
Quantity of units (chassis) transferred per year                          
30,000 
Transfer price from Mega to Wazo                  Sh.30000 
Current level of operations            75% of full 
capacity 
Loss for the year        Sh.90,000,000 
 
Wazo division 

Quantity of units produced and sold                            30,000 
Price charged outsiders             Sh.150,000 
Profit made for the year                  Sh.610,000,000 
 
Mr. Links the general manager of Wazo division, has been considering the possibility 
of sourcing the chassis from outside suppliers. He has received a quotation from Bush 
Ltd., a competitor of Mega division offering to supply a minimum of 30,000 and a 
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maximum of 40,000 units of chassis per year for two years with adequate guarantees 
as to quality and continuity of suppliers.  The unit price would be Sh.22,000.  
Mr.Links is of the opinion that his division should be allowed to take all its 
requirement (30,000 units per year) of chassis from Bush Ltd., unless Mega division 
agrees to cut the unit transfer price to Sh.22,000.  He suggests that if Mega division 
cannot reduce the price it would be better for it to cease operations and the space it 
now occupies be taken up by Wazo division, which is currently seeking extra 
warehouse space. 
The summarized profit and loss accounts of the divisions for the past year ended 31 
October 2001 is as follows: 
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 Mega 
division 

Wazo 
division 

Production and sales (Physical 
units) 

30,000 30,000 

 Sh. „000‟     Sh. „000‟ 
Sales revenue 900,000 4,500,000 
Direct materials 450,000 2,100,000 
Chassis -    900,000 
Direct labour   90,000    240,000 
Variable overhead   90,000    150,000 
Fixed overhead (excluding 
depreciation) 

285,000    300,000 

Fixed overhead - depreciation   75,000    200,000 
 990,000 3,890,000 
    (90,000)    610,000 
   900,000 4,500,000 

 
You have been asked to investigate and advise on Links‟s proposal.  You have 
gathered the following additional information: 
 
The limitation of the proposed contract with Bush Ltd. To a two-year period would 
be agreeable to  Kaimosi  Ltd. As the lease for the factory is unlikely to be renewed in 
two years‟ time and there is no wish to enter into firm commitments beyond that date.  
If  Mega division is closed, most of the work force could be productively absorbed by 
other divisions of Kaimosi Ltd., which operate in the vicinity at no additional cost to 
those divisions. 
 
The manager of Mega division complains that his division has to bear exceptionally 
heavy depreciation charges and fixed overheads (including central office charges) 
which are beyond his control.  Without these expenses, he believes that Mega division 
could match price quoted by Bush Ltd., and still make a reasonable profit.  He also 
believes that with a price of Sh.22,000, it should  be possible to operate at full 
capacity, selling 25% of the output in the open market. The additional output would 
increase the direct materials cost and variable overhead proportionately but he 
estimates that the total direct labour cost would only increase by 10%. 
 
The plant used by Mega division has a book value of Sh.150,000,000.  Its current 
resale is probably Sh.50,000,000.  in two years it is estimated that it will have negligible 
value. 
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The storage space required by Wazo division will probably cost Sh.10,000,000 per 
annum if rented. 
 
Mega division has in stock sufficient raw material for nine months‟ production if 
production is continued at the same level as he has achieved last year.  If this raw 
material is sold off (following the decision to close Mega division), it would probably 
fetch 25% of its cost. 

 
Required: 

a) Mega division‟s combined profit and loss account for the ensuring two-year period 
on the assumption that the division continues to operate after reducing its transfer 
price to Sh.22,000 and operating at full capacity as expected.  (10 marks) 

b) A statement of costs and benefits to Kaimosi Ltd. If a decision to adopt the 
proposal made by Mr. Links rather than the plan put forward by the manager of 
Mega division is taken.      (10 marks) 

       (Total:  20 marks) 
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DECEMBER 2001 
 
QUESTION ONE 

a) D = 475 
 Co = Sh.50 
 Ch = Sh.12.50 + 10% (250) = Sh.37.50 
 
Lead time 
demand 

0 1 2 3 4 5 6 7 8 

Probability 0.02 0.04 0.12 0.16 0.20 0.16 0.16 0.10 0.04 
 

units 36  units  35.59    EOQ
37.50

50 X 475 X 2   

 
Safety 
stock 

Stockholding 
Cost 

Stock out cost Total 
cost 

0 0 1 x 0.04 x 20 x 13 =    
10.4 

 

  2 x 0.12 x 20 x 13 =    
48 

 

  3 x 0.16 x 20 x 13 =   
124.8 

 

  4 x 0.20 x 20 x 13 =   
208 

 

  5 x 0.16 x 20 x 13 =   
208 

 

  6 x 0.16 x 20 x 13 =   
249.6 

 

  7 x 0.10 x 20 x 13 =   
182 

 

  8 x 0.04 x 20 x 13 =     
83.2 

 

                                  
1114__ 

1114 

    
1 37.50 1 x 0.12 x 20 x 13 =  

31.2 
 

  2 x 0.16 x 20 x 13 =   
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83.2 
  3 x 0.20 x 20 x 13 = 

156 
 

  4 x 0.16 x 20 x 13 = 
166.4 

 

  5 x 0.16 x 20 x 13 = 
208 

 

  6 x 0.10 x 20 x 13 = 
156 

 

  7 x 0.04 x 20 x 13 =   
72.8 

 

                                   
873.6 

911.1 

    
2 75 1 x 0.16 x 20 x 13 =  

41.6 
 

  2 x 0.20 x 20 x 13 = 
104 

 

  3 x 0.16 x 20 x 13 = 
124.8 

 

  4 x 0.16 x 20 x 13 = 
166.4 

 

  5 x 0.10 x 20 x 13 = 
130_ 

 

  6 x 0.04 x 20 x 13 =  
629.2 

704.2 

    
3 3 x 37.50 = 

112.5 
1 x 0.20 x 20 x 13 =   
52 

 

  2 x 0.16 x 20 x 13 =   
83.2 

 

  3 x 0.16 x 20 x 13 = 
124.8 

 

  4 x 0.10 x 20 x 13 = 
104 

 

  5 x 0.04 x 20 x 13 =  
52__ 

 

                                  
416__ 

528.5 
 

4 4 x 37.5 = 
150 

1 x 0.16 x 20 x 13 =   
41.6 
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  2 x 0.16 x 20 x 13 =   
83.2 

 

  3 x 0.10 x 20 x 13 =   
78 

 

  4 x 0.04 x 20 x 13 =   
41.6 

 

                                  
244.4 

394.4 

    
5 5 x 37.5 = 

187.5 
1 x 0.16 x 20 x 13 =  
41.6 

 

  2 x 0.10 x 20 x 13 =  
52 

 

  3 x 0.04 x 20 x 13 =  
31.2 

 

                                  
124.8 

312.3 

    
6 6 x 37.5 = 

225 
1 x 0.1 x 20 x 13  = 
26 

 

  2 x 0.04 x 20 x 13 = 
20.8 

 

                                  
46.8 

271.8 

    
7 7 x 37.5 = 

262.5 
1 x 0.04 x 20 x 13 = 
10.4 

272.9 

    
8 8 x 37.5 = 

300 
0 300 

 
The optimal safety stock is 6 units.  The reorder level will be: 
 
 ROL = Cycle Stock + safety stock 
 
      = DL + S 
           Q 
 
      = 475 x 3 + 6 = 45.58   ≈    46 units 
              36 
b) Total annual relevant 
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 Cost (TRC) 
 TRC = D   Co +     ½ Q+S    Ch 
                        Q 
 
         = 475 (50) + (½(36) + 6) 37.50 = Kshs. 1,559.72 
 
QUESTION TWO 

 (a) Produce  (a) of A  (b) units of B, (c) units of C (d) units of product D and (e) 
units of products E each week 

  
 Calculate the unit contribution of each product. 
 
 A:  unit contribution is 40 – {(2.10 x 6) + (3.0 x 1.0) + (1.3 x 3) + 8.0 x 0.5)} 
             = Shs.16.50 per unit. 
 
 B:  unit contribution is 42 – {(2.10 x 6.5) + (3.0 x 0.75) + (1.3 x 4.5) + (8 x 
0.5)} 
              = Shs.16.25 per unit 
 
 C:  unit contribution is   44 – {(2.10 x 6.10) + (3.0 x 1.25) + (1.3 x 6) + (8 x 
0.5)} 
             =  Shs.15.64 per unit 
  
 D:  unit contribution is 48 – {(2.10 x 6.1) + (3.0 x 1) + (1.3 x 6) + (8 x 0.75)} 
             =  Shs.18.39 units 
 
  E:  unit contribution is 52 – {(2.10 x 6.4) + (3.0 x 1) + (1.3 x 4.5) + (8.0 x 1)} 
             = Shs.21.71 per unit 
 
 Maximize total weekly contribution, Shs. P where; 
 
 P = 16.5a + 16.25b + 15.64c + 18.39d + 21.71e Shs/Week  
 

Subject to: 
 Materials:  6.0a + 6.5b + 6.1c + 6.1d + 6.4e   35,000 kg/week 
 Forming:   1.0a  + 0.75b + 1.25c + 1.0d + 1.0e   6,000 hours/week 
 Firing:       3.0a + 4.5b + 6.0c + 6.0d + 4.5e   30,000 hours/week 
 Packing:    0.5a + 0.5b + 0.5c + 0.75d  + 1.0e   4,000 kg/week 
 Non-negativity: a,    b,        c,         d,          e,      0 
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(b) (i) The optimum weekly production plan is to produce 3,357 units of 
product  

A,2,321 units of product E and none of B, C or D.  The resulting 
maximum weekly contribution is Kshs.105,791. 

(ii) There is spare capacity of 321 hours per week on the forming process 
and 9,482 hours per week on the firing process.  All raw materials and all 
packing time are used up.  Raw materials and packing time are the 
limiting constraints in the problem. 

(iii) The shadow price is the amount, which would be added to the value of 
the total weekly contribution if one extra unit of a limiting resource were 
made available that:  

 

 No additional costs were incurred. 

 The resource remains limiting 
 
Alternatively the shadow price is the amount by which the total weekly contribution 
would fall if the provision of a limiting resource was reduced by one unit. 
 
From the table, we can see the shadow price for raw materials is Ksh.2.02 per 
kilogram and for packing time is Kshs.8.81 per hour.  One additional kilogram of raw 
material will generate an extra Kshs.2.20 of contributions, subject to the conditions 
above.  One extra hour of packing time will, similarly generate additional shs.8.81 of 
contribution. 
 
The additional product would also have to be made at the expense of one or both of 
the other products, since all raw materials and packing time are currently used. 
 
Unit contribution of the new product 
 
=  50 – {(2.1 x 1.6) + (3.0 x 1) + (1.3 x 5) + (8 x 1)} 
                        = Kshs. 19.90 
 
If one unit of this new product was made, the provision of raw materials for the other 
two products would effectively be reduced by 6 kilogrammes, this would reduce the 
current total contribution by 
6 x Kshs.2.02 = Kshs.12.12.  Similarly, the available packing time would be reduced 
by 1 hour, this reduces the total contributions by Kshs.8.81.  The total reduction is 
the weekly contribution which  would be: 
 
Kshs.12.12 + Kshs.8.81 = Kshs. 20.93 
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The gain from one unit of the new product is shs.19.90 therefore, if one unit of the 
new product is made, there will be a net loss of  
Shs.19.90 – Shs.20.93 = Shs.1.30. the proposition is not worthwhile. 
 
QUESTION THREE 

a) Four ways in which competitive situation can be classified are: 
- Number of competitors e.g. two persons and N – persons game. 
- Nature of payoff e.g. zero sum and non zero sum games 
- Number of strategies available to each player e.g. 2 x 2 game, 2 x 3  game etc. 
- Amount of information the competitors have e.g. games with perfect 

information or  
      Games with imperfect information. 

 
b) (i) 
 

  Game matrix  
  Nadia  
Kariuki  N1 N2 Min 

K1                             500 -500  
 K2 0 1,000 0 
 Max 500 1,000  

 
  Where: 
   K1  is Kariuki does not expand 
   K2  is Kariuki expands 
   N1  is Nadia does not expand 
   N2  is Nadia expand 
 
  Note: 

Since there is no entry that simultaneously a maximum of the now 
minima and a minumum of the column maxima, then a saddle point 
does not exist.  There is therefore no pure strategy. 

 
(ii) Let K   be proportion of time Kariuki does not expand 1 – K   is the 

proportion of time Kariuki expands. 
 
  500 K1   + 0 (1 – K1 ) = -500 K1  + 1,000 ( 1 – K1 ) 
 
  500K1  + = - 1,500 K1  + 1,000 
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  2,000 K1 = 1,000 
 
            K1 = 0.5 
 
            K2 = 0.5 
 

  Let N1  be proportion of time Nadia does not expand 
  1 – N1   be proportion of time Nadia expands. 
  500N  - 500 (1 - N1 ) = O1N  + 1,000 (1 – N1 ) 
    1,000 N1  - 500 = 1,000 – 1,000 N 
   2,000 N1  = 1,500 
 
             N1  = 1,500     =   0.75 
                                               2,000 
 
              N2  = 0.25 
 

Strategies Joint 
probability 

Payoff Weighted 
Pay offs 

K1  N1 0.5 (0.75) = 
0.375 

500 187.5 

K1  N2 0.5 (0.25) = 
0.125 

-500 -62.5 

K2 N1 0.5 (0.75) = 
0.375 

0 0 

K2 N2 0.5 (0.25) = 
0.12 

1,000 125 

   250 
 

Kariuki would expect to increase his profits by Sh.250 per day on average while 
Nadia expects to lose Sh.250 per day on average. 

 
QUESTION FOUR 

(a) The minimum price of Doha   Ltd is the price which reflects the relevant 
costs(opportunity costs) of the work.  These are established as follows: 

 
1) Cost of original machine.  Past costs are not relevant, and the shs.8, 280,000 of 

costs incurred should be excluded form the minimum price calculation.  It is 
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necessary, however, to consider the alternative use of the direct materials 
(opportunity cost), which would be forgone if the conversion work is carried out. 

 
 Type P       Shs. 

 Revenue from sales as scrap (note 1)   540,000 
 Type Q 

 Revenue from sales as scrap, 
 Minus the additional cash costs necessary to     
 Prepare it for sale (360,000 – {120 x 270}) note 1  327,600 
 Type R 

 Cost of Disposal if the machine is not converted  
 (a negative opportunity cost) note 2   108,000 
 Total opportunity costs of materials Types P, Q, R  885,600 
 

By agreeing to the conversion of the machine Doha Ltd would therefore lose 
net revenue of Shs.885, 600 from alternative use of these materials. 

 
 Notes  

 1.  Scrap sales would be lost if the work for Ziwa systems Limited goes ahead. 
 2.  These costs would be incurred unless the work goes ahead. 
 
2) The cost of additional materials for conversion is Shs. 576, 000 but this is an 

historical cost.  The relevant cost of close materials is the Shs. 684, 600 that would 
be spent on new purchases if the conversion is carried out.  If the work in stock 
would be unavailable goes ahead, the materials in stock would be unavailable for 
production of the other machine mentioned item (2) of the question and so the 
extra purchases of Shs. 684, 000 would be needed. 

 
3) Direct labour in Department X and Y is a fixed cost and the labour force will be 

paid regardless of the work they do or not do.  The cost of labour for conversion 
in Department Y is not a relevant cost because the work could be done without 
any extra cost the company. 
In Department X, however, acceptance of the conversion work would be oblige 
the company to divert production from other profitable jobs.  The minimum 
contribution from using Department X labour must be sufficient to cover the cost 
of the labour and variable overheads and then make an additional Shs.2.50 in 
contribution per direct labour hour. 

 
Department X – costs for direct labour hours spent in conversion; 
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3 men x 4 weeks x 27,000   Shs.324, 000 
Variable overhead cost: 
Shs.324, 000 x 20%    Shs.  64,800 
Contribution forgone by diverting 
Labour from other work 
Shs.2.5 per shs.1 of labour cost 
= 324,000 x 150%    Shs.486, 000 
 

4) Variable overheads in Department Y are relevant costs because they will only be 
increased if production work is carried out (It‟s assumed that if the work done is 
idle, no variable overheads would be manned). 

 
Department Y = 20% of (1 man x 4 weeks x shs.21,600) = 86,400 

 
5) If the machine is converted, the company cannot sell the designs and 

specifications to the overseas companyhs.270,000 is relevant (opportunity) cost of 
accepting the conversion order. 

6) Fixed overhead, being manly undercharged regardless of what the company 
decided to do should be ignored because they are not relevant (incremental) costs.  
The additional cost of supervision should, however, be included as a relevant cost 
of order because the shs.162,000 will not be spent unless the conversion work is 
done. 

7) The money received from Mema  Limited should be ignored and should not be 
deducted in the calculation of the minimum price.  Just as costs incurred in the 
past are irrelevant to a current decision about what to do in the future, revenue 
collected in the past are also irrelevant. 

 
        Shs.  Shs. 
 Opportunity cost of using the direct 
 Material types P, Q, R       885,600 
 Opportunity cost of additional materials for    684,000 
 Conversion 
 Opportunity cost of work in Department X: 
 Labour        324,000 
 Variable overhead       64,800 
 Contributions forgone     486,000 
 874,800 
 Opportunity cost:  sale of design & specifications   
 270,000 
 Incremental costs: 
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 Variable production overheads in Department Y        
86,400 
 Fixed production overheads                162,000 
 Minimum price                          2,962,800 
 
(b) (i)     cost behavior patterns are known. 

(ii)    The amount of fixed costs, unit variable costs, sales price and sales 
demand   are known with certainty. 

 
The objective of decision-making in the short-run is to minimize “satisfaction” 
which is often regarded 

 
QUESTION FIVE 

(a) WAZA DIVISION 
 PROFIT & LOSS ACCOUNT  TO 31/10//03 
 2002 2003 TOTAL 

Unit sales ( x30,000
75

100
) 

40,000 40,000 80,000 

 Sh, ‘M’ Sh. ‘M’ Sh. ‘M’ 
Sales revenue (40,000 x 22,000) 880 880 1,760 

Direct material ( x150,000
75

100
) 

600 600 1,200 

Direct labour (110% x 90,000) 99 99 198 
 
Total direct cost 

 
120 

 
120 

 
240 

Contribution (819) (819) (1,638) 
Fixed overheads (No 
depreciation) 

61 61 122 

Fixed overheads (depreciation) (285) (285) (570) 
Loss _(75) _(75) _(150) 
 (299) (299) (598) 

 
(b) OPTION 1: LINKS  PROPOSAL 
 WAZO MEGA TOTAL 
 Shs. ‘000’ Sh. ‘000’ Sh. ‘000’ 

Sales (25% x 
12

9
x 450,000) 

84,375 4,500,000 4,584,375 

Direct materials - 2,100,000 2,100,000 
Chassis - 660,000 660,000 
Direct labour - 240,000 240,000 
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Variable overhead - 150,000 150,000 
Fixed overhead (excluding 
dep) 

(285,000) 300,000 585,000 

Depreciation - 200,000 200,000 
Total cost (285,000) (3,650,000) (3,935,000) 
Plant disposal __50,000 ______- _50,000 
PROFIT (150,625) 850,000 699,375 
 
OPTION 2: MWANZO‟S PROPOSAL 
 WAZO MEGA TOTAL 
 Sh. ‘000’ Sh. ‘000’ Sh. ‘000’ 
Sales 880,000 4,500,000 5,380,000 
Direct materials 600,000 2,100,000 2,700,000 
Chassis - 660,000 660,000 
Direct labour 99,000 240,000 339,000 
Variable overhead 120,000 150,000 270,000 
Fixed overhead (No 
Dep) 

285,000 300,000 585,000 

 
Depreciation 

 
75,000 

 
200,000 

 
275,000 

Total cost (1,179,000) (3,650,000) (4,829,000) 
Profit (299,000) __850,000 __551,000 

 
NOTES: 
1. If Links‟s proposal is taken, the disposal of direct material by Mega division will 

result in revenue of Sh. 84,375M though there will be a loss in cost. 
2. Links‟s proposal will result in a reduction, in raw materials cost and also a 

reduction in depreciation cost. 
3. The cost of Links‟s plan will result in group profit loss. 
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