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Section 1

Task 1.1

(a) Volume of enquiries budget June July August
Enquiries 210,000 230,000 105,000
Opening enquiries 27,000 30,000 20,000
Closing enquiries 30,000 20,000 2,000
Monthly enquiries processed 207,000 240,000 123,000
Reviews required 20,700 24,000 12,300
Total number or enquiries and reviews 227,700 264,000 135,300

(b) Labour hours required 
Labour hours at average time 56,925 66,000 33,825

(c) Available hours before overtime
Available hours (350 x 140 per month)
Less 350 x 140 for holidays in August 49,000 49,000 36,750

(d) Overtime hours required
Overtime hours 7,925 17,000

(e) Labour hours cost budget in £
Labour cost at basic rate £490,000 £490,000 £490,000
Labour cost at overtime rate £95,100 £204,000 £0
Total £585,100 £694,000 £490,000

(f) Total variable overheads cost budget in £
Variable overheads
Number of enquiries 207,000 240,000 123,000
Number of reviews 20,700 24,000 12,300
Total number for IT costs 227,700 264,000 135,300
Total number for printing and postage 207,000 240,000 123,000
Total variable IT costs £284,625 £330,000 £169,125
Total printing costs (0.50 per enquiry) £103,500 £120,000 £61,500
Total postage costs (0.20 per enquiry) £41,400 £48,000 £24,600

(g) Total fixed overheads cost budget in £
IT costs £750,000 £750,000 £750,000
Building costs £500,000 £500,000 £500,000

£1,250,000 £1,250,000 £1,250,000
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Task 1.2

(a)

Lifecycle costing is a technique used to calculate the cost of an activity, project or piece of machinery over 
the whole of its economic life. Discounted cash flow is a technique used to convert cash flows from different 
time periods to a common value, normally a present value. This is in order to allow aggregation of the cash 
flows.  

 (b)

When undertaking any project the cost of the whole project lifecycle has to be calculated in order to arrive at 
a total cost. This will include project team costs, IT costs relating to modifications of systems, and 
redundancy costs if the changes involve a reduction in staff. In a lifecycle costing exercise the costs consist 
of present and future costs. In order to arrive at a lifecycle cost these costs should be discounted to their 
present value in order to make aggregation consistent. However, some companies simply total the different 
costs over time without discounting. Discounting is particularly important when the company’s cost of capital 
is high. For the lifecycle cost to be technically correct each cost should be discounted to the present value. 

Task 1.3

The task was silent on how to treat the opening and closing number of enquiries and therefore credit was 
given whether these were used or ignored.

(a) Volume of enquiries budget July August
Monthly enquiries processed 240,000.00 123,000.00
Opening enquiries 30,000.00 20,000.00
Closing enquiries 20,000.00 2,000.00
Monthly enquiries processed 250,000.00 141,000.00
Reviews required 50,000.00 28,200.00
Total number of enquiries and reviews 300,000.00 169,200.00

(b) Labour hours required 
Labour hours at average time (10 minutes) 50,000.00 28,200.00

(c) Available hours before overtime
Available hours (250 x 140 per month for July ) 35,000.00 26,250.00
(250 x 105 for August)
(d) Overtime hours required
Overtime hours 15,000.00 1,950.00

(e) Labour hours cost budget in £
Labour cost at basic rate 350,000.00 262,500.00
Labour cost at overtime rate 180,000.00 23,400.00
Total 530,000.00 285,900.00
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Alternative answer (ignoring opening and closing enquiries)

(a) Volume of enquiries and reviews budget July August
Monthly enquiries processed 240,000 123,000
Reviews required 48,000 24,600
Total number or enquiries and reviews 288,000 147,600

(b) Labour hours required 
Labour hours at average time (10 minutes) 48,000 24,600   

(c ) Available hours before overtime
Available hours (250 x 140 per month)
Less 250 x 35 hours holiday for August 35,000 26,250

(d) Overtime hours required
Overtime hours 13,000 0

(e) Labour hours cost budget in £
Labour cost at basic rate 350,000 350,000
Labour cost at overtime rate 156,000 0
Total 506,000 350,000

Task 1.4

(a) Transaction cost = £1.50 x 197.4/190.2 £1.56
Monthly maintenance cost = £250,000 x 197.4/190.2 £259,463.72

(b) Increase in maintenance cost = 197.4/190.2 -1 or 
259,463.72/250,000 -1, or (259,463-250,000)/250,000 4%
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Section 2

Task 2.1 

(a)

Price of 
£500

Price of 
£2,000

Gross profit margin 36.00% 59.00%

Net profit margin 6.00% 10.67%

Direct material cost per unit of sales £15.00 £15.00

Direct labour cost per unit of sales £5.00 £5.00

Fixed cost per unit of sales £300.00 £800.00

Return on net assets (RON) 6.00% 14.55%

Fixed asset turnover 1.33 2.00

(b)
 

To:        Commercial Director                        Subject:    Price setting

From:    AAT student                                     Date:         16 June 2008

The purpose of this report is to provide comments on the prices of £500 and £2,000.

Gross profit margin
• The gross profit margin is 36% based upon the price of £500 and 59% based upon the price of 

£2,000. This difference is due to the price being four times higher, outweighing the reduction in 
volume. The material and labour cost per unit is constant under both prices and the reduction in 
volume does not increase the fixed cost per unit by as much as the sales price per unit. (Fixed 
costs increase by £300 whereas the sales price increases by £1,500). 

Advantages of setting the price at £2,000
• The advantages of setting the price at £2,000 are the higher gross and net profits and the higher 

RON. Therefore, based upon this year’s finances, the price should be set at £2,000.

Why the company may chose to set the price at £500
• A selling price of £2,000 per unit is expected to generate less than half the sales of a price set at 

£500. It may be worthwhile to set a lower price in order to penetrate the market and build a larger 
customer base. This may result in higher profits in future years with the annual software 
upgrades. Alternatively, a price of, say, £1,000 may result in a higher net profit.  Management 
need to consider how robust their estimates of volumes are. 
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Task 2.2

(a)

(i) £250,000/2,500 = £100 per claim
 
(ii) 80,000/ 8,000 = £10 per hour
 
(iii) (£480,000/2,500) x 2,000 = £384,000
 
 

(b)

(i) Loss adjuster cost (fee) variance

(2,000 x £100) - £210,000 = £10,000 Adverse

(ii) Direct labour rate variance

(9,000 x £10) - £99,000 = £9,000 Adverse

(iii) Labour efficiency variance

(2,000 x 8,000/2,500) – 9,000 = 2,600 hours adverse x £10 = 
£26,000 Adverse

(iv) Fixed overhead expenditure variance

(150,000 – 160,000) = £10,000 Adverse

(v) Fixed overhead volume variance
(2,000 – 2,500) x  £60 per claim = £30,000 adverse                          

(c)

Standard total cost for actual claims £384,000
Variances Adverse Favourable
Loss adjuster £10,000
Labour rate £9,000
Labour efficiency £26,000
Fixed overhead expenditure £10,000
Fixed overhead capacity £30,000

£85,000 £85,000
Actual total cost for actual claims £469,000
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Task 2.3

(a)
 

To:         Claims Director                                Subject:    Variances

From:     AAT student                                     Date:          16 June 2008

This report is to give one possible reason for the following variances:

(i)        Loss adjuster cost (fee) variance

The variance is £10,000 adverse. This suggests that the cost of the loss adjuster has increased. If 
this were the case, it may have been due to a change of loss adjusters or the standard cost being 
incorrect. The analysis of the size of claim shows that the mix of claims has changed from the budget. 
A greater proportion of the claims, than budgeted, were over £5,000 and this size of claim may take 
more time for the loss adjuster and hence cost more. Therefore the mix of claims could be the reason 
why the variance has occurred.

(ii)        Direct labour rate variance

The variance is £9,000 adverse. This may have been caused by the use of agency staff, who 
normally cost more per hour than permanent members of staff. Also overtime may have been paid to 
permanent staff. 

(iii)       Direct labour efficiency variance

The variance is £26,000 adverse. The employees have been less efficient than expected. However, 
analysing the three sizes of claims shows that the larger the claim the more time it takes to process. 
This variance is therefore likely to be due to the increase in proportion of claims above £5,000.

(b) 

The current analysis of costs is based only on the number of claims. The standard cost and standard time 
are calculated on an average basis and therefore any change to the mix of claims will cause variations from 
budget. The information on the size of claim could be used to analyse the costs between size of claim. This 
would be an activity-based approach as opposed to a blanket approach which is currently used. The result 
would be to split the standard cost card into three standard cost cards in order to monitor the actual costs 
and labour hours per type of claim. This would provide management with improved information in order to 
identify the true variance and take appropriate action.
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