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Instructions:
1.

Answer FOUR questions in this paper: TWO compulsory questions
in Section A (60%), and any TWO of the three questions in Section B
(40%)

2.

Write your answers for Section A & B in the answer book provided.

3.

Show all your workings.
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SECTION A
Answer ALL questions in this section.
answers in the answer book provided.

Each question carries 30 marks.

Write all your

Question 1
Part A
Fortune Electronics Ltd. manufactures two models of watches – Model A123 and Model Z890.
The production process involves three departments, Molding, Assembly and Finishing. There
are two service centres, A and B. Service centre A provides training for the whole company.
Service centre B is responsible for inspecting the outputs of production departments to ensure
that they are of high quality. For the year ended 31 December 2009, cost center expenses and
other relevant information are budgeted as follows:
(i)
Annual production and sales:
Production and sales
Unit selling price
(ii)

Model Z890
40,000 units
$115

Direct costs and resources usages required:
Direct material per unit
Direct labour per hour
Machine hours per unit

Direct labour hours per unit

(iii)

Model A123
120,000 units
$80

- Molding
- Assembly
- Finishing
- Molding
- Assembly
- Finishing

Model A123
$27
$4.5
3 hours
1 hour
1 hour
2 hours
2 hours
3.5 hours

Annual fixed production overhead costs:
Production departments

Service cost centres

- Molding
- Assembly
- Finishing
- Service A
- Service B

$
1,430,000
870,000
833,000
200,000
179,000
3,512,000
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Model Z890
$26
$9
5 hours
2 hours
1 hour
3 hours
1 hour
2.5 hours
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(iv)

(v)

Allocation of fixed production overhead costs:
Production departments

Molding

Assembly

Finishing

Allocation bases

Machine
hours

Direct labour
hours

Direct labour
hours

Services provided by the service cost centres for the production departments are to be
apportioned as follows:
Molding
Service A
Service B

(vi)

20%
20%

Assembly
40%
55%

Finishing
30%
20%

Service A
5%

Service B
10%
-

It is the company’s policy to re-apportion the costs of the service cost centres to other
production departments by using the simultaneous equation method.

REQUIRED:
(a)

Allocate the costs of each service centre to the production departments.

(b)

Calculate the budgeted overhead absorption rate for each production department.
(3 marks)

(c)

Prepare a statement showing the full unit cost and the annual budgeted profit or loss of
the two models for the year ended 2009.
(7 marks)
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(5 marks)
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Part B
Roger Ltd. manufactures a product called “Zeno” which takes one process to complete. The
company adopts the first-in-first-out method for its process costing system. The normal
output of the process is 96% of the current period input. Loss exceeding the tolerated level
should be treated as abnormal loss. The following information relates to the production
process for the month of February 2009:
Production Costs:
Materials
Conversion costs

$3,336,597
$1,950,281

Quantities:
Opening work in progress
Opening finished goods
Materials input
Closing work in progress
Closing finished goods

29,500 units (consisting of materials $678,245 and conversion
costs $300,152)
Nil
123,750 units
36,000 units
111,100 units

The opening and closing work in progress were 90% complete as to conversion costs.
Materials are applied at the start of each process. Production loss will be identified when
60% of the production process is completed. Normal Loss will be absorbed into finished
goods, closing work in progress and abnormal loss, if any.
The scrap value of the damaged items is $23 per unit. 82% of the scrap value of normal loss
is used to set off against the cost of materials while the balance is used to set off against the
conversion costs.
During the month of February 2009, 110,000 units were sold at $60 per unit.
REQUIRED:
(a)

Prepare for Roger Ltd the Process account for the month of February 2009, with
separate columns for the number of units and dollar amounts.
(10 marks)

(b)

Prepare an income statement to show the profit on “Zeno” for the same month.(5 marks)
[30 marks]
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Question 2
Tenful Ltd, is a manufacturer of fancy plastic toys, and commenced its business on 1 July, 2008.
Due to the recent slowdown in market demand, the Managing Director, Mr Chan has instructed
various departments to implement a Standard Costing System and variance analysis starting on
1 January, 2009(i.e. work week one). The company has divided into 52 work weeks for a
calendar year.
After five work weeks’ operation, the following information has been collected.
(i)
A Planning Engineer has collected the following standard material data for product ‘A’.
Standard materials price
Purchase price: Grade B plastic materials
$18/ kg
Purchase discount (5% of material price) received
Other material charges per unit of product A
Freight charges
Receiving and handling charges

$0.4/ unit
$0.1/ unit

It was found that a total of 7,500 kg of material was purchased and used during the five weeks.
(ii)
A production foreman has provided the following standard data for the production of a unit of
product A:
Kg
2.0
0.2

Standard usage per unit
Material requirements as specified
Allowance for waste and spoilage
Standard direct labour hours per unit
Basic direct labour hours per unit
Allowances for machine cleanup, and downtime
Allowance for rejects
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Hours
2.0
0.4
0.2
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(iii)
A Human Resources Officer has provided the following data for hiring the required grade of
labour:
Standard rate per hour
Basic wage rate and benefit allowance per hour
Note: Benefit allowance at 15% of the basic wage

$
46

The actual hourly rate was paid at $50/ hour (inclusive of 15% benefit allowance).
Additional information:
iv)
Other budgeted expenses/ overheads were as follows:
Budgeted Costs
Subcontracting expenses

Nil

Production overheads

$ 31,500

Administrative overheads

$100,000

It was found that the actual subcontracting expenses $7,250 was related to the laboratory
certification fee for the goods produced.
The actual production expenses were less than budget by $2,100, because of the savings of
repairs and maintenance costs. The actual administration expenses were $1,800 more than
budget, because of non-budget office cleaning service.
v)
The budgeted sales and production of ‘A’ for the week 1 to 5 was 3,500 units. The actual
production was same as the budget. There was no closing materials and work-in-progress in
week 5. The product has a budgeted selling price based on 22.5% mark up on standard unit
cost (budgeted selling price rounded to whole dollar).
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vi)
Manufacturing, trading, and profit and loss account
for the period ended week five
Sales (3,100 units at $190 each)
Variable Costs
Total materials costs
Total labour costs
Subcontracting expenses
Less: Closing stock (400 units)
Contribution
Fixed costs
Production overheads
Administrative overheads
Net Losses

$

127,500
383,250
7,250
(59,200)

29,400
101,800

$
589,000

(458,800)
130,200

131,200
( 1,000)

vii)
It was additionally confirmed that 400 units of the closing stock would be sold at a promotional
price of $145 due to adverse market conditions in the coming seventh week.
viii)
The management has been considering a change from marginal costing approach to absorption
costing approach. It is agreed to absorb all cost variances and inventory adjustments in cost of
goods sold.
REQUIRED:
(a) Show the calculation of the standard cost per unit of product.
( Note: rounded to two decimal places.)
(b) What are the purposes to establish a standard cost system?
(c) Prepare the variance analysis of sales, direct material and direct labour.

(3 marks)
(2 marks)

(9 marks)
(d) Re-construct the manufacturing, trading and profit and loss account using the standard
absorption costing method for the period ended week 5.
(8 marks)
(e) ‘Absorption costing will always produce a higher profit than marginal costing.’ Explain
whether you agree to the statement or not. Is it possible that the profit reported under both
costing methods will be the same?
(3 marks)
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The company has been preparing the budget of one of its cost centres. The following actual
cost data were collected under 3 activity levels.
Activity Level

7,000 units
$

10,000 units
$

11,000 units
$

80,000
?
3,000
10,500
240
20,000

80,000
5,000
3,000
15,000
?
?

90,000
5,300
3,000
?
320
?

Depreciation
-equipment
Power
Rent & rates
Wages
Repairing cost
Supervision

Cost nature
Step-fixed
Semi-variable
?
Variable
Mixed
Fixed

REQUIRED:
(f) Calculate the total budgeted cost of the cost centre at the activity level of 9,000 units.
(5 marks)
[30 marks]
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SECTION B
Answer any TWO questions from this section. Each question carries 20 marks.
Write all your answers in the answer book provided.
Question 3
The gross profit and net profit of Mr. Chung for the year ended 31 December 2008 amounted
to $620,500 and $456,379 respectively. There was an undesirable trend that the mark-up
percentage decreased from last year of 30% to current year of 25%. You, as the accountant,
have doubts over the accounting treatments of the following:
(i)

(ii)

The motor van was purchased at $200,000 on 1 January 2008 and four equal annual
instalment of $51,000 would be paid at the end of each year. The company adopts a
straight line method for the motor van with an estimated useful life of five years and no
residual value would be recovered. It was subsequently found that the recoverable
amount of the van decreased to $100,000 at the year end of 2008. Mr. Chung charged
only the annual instalment to profit and loss account as depreciation expenses for the year
ended 31 December 2008.
(6 marks)
The internal auditor of a company took a physical stock taking at the year end of 31
December 2008. He discovered that some of stocks valued at selling price of $120,000
disappeared without reasons. After an investigation, the internal auditor suggested the
case should be reported to the police. Since the closing stock has already excluded the
amount of $120,000, no entries have been made to adjust the net profit reported.

(4 marks)
(iii) Mr. Chung has incurred $260,000 at an initial stage to develop a new tailor-made
accounting software system for internal use during the year ended 31 December 2008.
The cost of training for operating the new system is $20,000 spent during the year 2008.
The financial controller charged all the amounts to the profit and loss account. Although
he believes that the system will not increase the earnings of the business but the
efficiency of business will be improved in the future and he decides to use the system in
coming financial years.
(5 marks)
REQUIRED:
(a) Identify which accounting concept(s) should be applicable to each of the above items, and
advise Mr. Chung what appropriate accounting treatment(s) for each item should be made.
Explain your reason(s).
(b) Restate the gross profit and net profit of Mr. Chung for the year ended 31 December 2008
after taking into your accounting adjustments to the above items.
(5 marks)
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[20 marks]
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Question 4
Isaac Limited is a manufacturing company and is considering purchasing a new machine for
manufacturing processes at $3,200,000 to replace an old machine of a similar function. It is
estimated that the old machine can be sold at a profit as follows:

Sale proceeds
Net book value

$
300,000
100,000

Profit on disposal

200,000

As regards the new machine, it is estimated that it has a 4-year useful life. Its scrap value is
estimated to be $120,000 after 4 years. On acquisition, Isaac Limited has to pay a carriage
charge of $5,000 and installation cost of $6,000. In addition, the new machine requires an
increase in inventory of $100,000.
Under the Hong Kong taxation system, capital expenditures on acquisition of machines for
manufacturing processes are fully deductible for profits tax purpose and therefore will decrease
the profits tax cash payment. On the other hand, proceeds on sale of machines for
manufacturing processes are fully taxable and therefore will increase the profits tax cash
payment. The annual deprecation charged in the income statement has no tax effects. The tax
rate is assumed to be 17.5% constantly. It is also assumed that the tax effects realise as soon as
the machines are purchased and sold.
The new machine will have the following impacts on revenues and operating costs (net of tax
effects):
Year 1
Year 2
Year 3
Year 4
$
$
$
$
Increase in revenue
1,100,000
800,000
600,000 300,000
Decrease/(Increase) in maintenance cost
(120,000)
(20,000)
70,000
80,000
Increase in annual depreciation
100,000
100,000
100,000 100,000
Decrease in other operating costs
90,000
80,000
20,000
10,000
For the purpose of investment appraisal, the cost of capital of 12% is to be used.
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REQUIRED:
(a)

Calculate the net initial investment cost for the machine acquisition.

(4 marks)

(b)

Calculate the net cash flows for each year from year 1 to year 4.

(5 marks)

(c)

Calculate the payback period for the investment. The answer should be expressed in
number of years, correct to 2 decimal places.
(3 marks)

(d)

Calculate the net present value for the investment.
(You must use the financial table provided.)

(e)

State whether you would recommend purchase of the new machine and explain the
rationale.
(2 marks)

(f)

State the drawbacks of payback period approach in comparison with net present value
approach.
(3 marks)
[20 marks]
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Question 5
Moses Limited is a small company engaged in manufacturing uniforms for schools and
business organizations.
In February 2009, the company started and completed two orders for manufacturing 1,000
units of working uniforms for a group of restaurants and 500 units of school uniforms for an
educational institute respectively. The company did not undertake other manufacturing
activities during the month. The selling prices and costs attributable to each of the two products
are exhibited as follows:
Working
Uniforms
$

School
Uniforms
$

150

100

Selling price per unit

$
Direct materials
Direct labour
Variable overheads
Direct avoidable fixed costs
Indirect common fixed costs
Cost per unit

$
50
60
10
13
6

40
35
5
4
6

139

90

The fixed costs had been absorbed into the products on the basis of actual units produced
during the month. In addition, the company was producing the products at standard sales mix
during the month.
REQUIRED:
(a) Calculate the contribution per unit for each of the orders.

(2 marks)

(b) Calculate the contribution margin ratio for each of the orders.

(2 marks)

(c) Calculate the break-even point in units of working uniforms and also school uniforms for
February 2009.
(4 marks)
(d) Calculate the margin of safety in dollars in February 2009.
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Owing to the impacts of financial tsunami, the group of restaurants closed down in
early-March 2009 without taking delivery of the uniforms. There is another potential customer
who will buy the whole batch of the uniforms provided that conversion work is done on them.
The cost on the conversion work is estimated as follows:
Notes
Materials A
(i)
Materials B
(ii)
Skilled labour (20 hours at $100 each)
(iii)
Unskilled labour (10 hours at $50 hours each)
(iv)
Variable expenses
(v)
Depreciation of machine
(vi)
Other fixed overheads
(vii)

$
6,000
900
2,000
500
600
1,000
1,200
12,200

The following notes are relevant:
(i) Materials A are currently in the inventory. They could be used in other production jobs.
The original cost of the materials is $6,000 whilst the replacement cost is $6,500.
(ii)

Materials B are not held in inventory. They would have to be purchased in bulk at a cost
of $1,000. 90% of the materials purchased would be used in the conversion work whilst
the remaining 10% have to be scrapped.

(iii) Skilled labour is currently paid at $100 for each hour. If the conversion work is taken up,
skilled labour has to work overtime and the extra overtime allowance is 50% on the
normal rate.
(iv) Unskilled labour is currently working well below full capacity.
(v)

Variable expenses are incurred for operating the machine.

(vi)

Spare machine-hours can be leased to outside companies at a rental of $80 per
machine-hour, giving a contribution of $65 per machine-hour to the company. The
conversion work requires 30 machine-hours.

(vii) Other fixed overheads are absorbed on the basis of pre-determined overhead rate.

In the existing conditions without conversion, the uniforms can be sold at $120,000.
REQUIRED:
(e) Calculate the minimum price the potential customer should be charged.
(f) Define opportunity cost and explain its relevance to decision making.
END OF PAPER
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(7 marks)
(3 marks)
[20 marks]
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