Activity Based Costing (ABC)

One of the  best  tools for  refining a costing  system is activity  system is activity-based costing. Activity  based costing (ABC) systems refine costing  systems by focusing on individual activities  as the fundamental cost objects. An activity  is an  event, task, or  unit of work  with a specified  purpose; for  example, designing  products, setting up machines, operating machines, and distributing products, setting up machines, operating and distributing products. ABC systems calculate the costs of individual  activities  and assign costs  to cost objects such as products and services on the basis of the activities of the activities undertaken to produce each product or service :


Fundamental Cost Objects 




An activity is a process or procedure that causes work. In relation to ABC, by activities we only mean the activities of the support or service departments, such as, material handling, machine set-up, engineering change, quality testing, inspection, etc. This means that ABC differs from the traditional system only in respect of allocation of overhead or indirect costs. Direct costs are identified with, or assigned to, the cost object, in the same manner as done in case of traditional costing system. Overhead costs are linked to the cost objects based on activities. This is shown in the following figure.
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Volume-based allocation bases e.g. Labour.
Cost-drivers are used as 


labour hours, machine hours, etc.
the allocation bases e.g.

set-up hours for allocating set-up costs; inspection hours for allocating inspection costs; testing hours for allocating quality costs, etc. 

An illustration of the two-stage allocation process for traditional and activity based costing systems.   
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(B)
ACTIVITY-BASED COSTING SYSTEMS
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The main steps are 

Step 1 : Identify  the chosen Cost Objects 

Step 2 : Identify the Direct Costs of the  Products

Step 3 : Select the Cost-Apportion Bases to Use for distributing Indirect Costs to the Products 

Step 4 : Identify the Costs Associated with Each Cost-Allocation Base 

Step 5 : Compute the Rate per Unit of Each Cost-Allocation Base Used to  the Products 

Step 6 : Compute the Indirect Costs Allocated to the Products  

Step 7 : Compute the Total Costs of the Products by Adding All Direct and Indirect Costs                  
    Assigned to Them 

Benefits and weakness of ABC


ABC is more expensive than the traditional system. So a cost-benefit analysis is desirable. The benefits of ABC are many.


1.
In the traditional system cost analysis is done by product. In ABC managers focus attention on activities rather than products because activities in various departments may be combined and costs of similar activities ascertained e.g. quality control, handling of materials, repairs to machines, etc. If detailed costs are kept by activities, the total company costs for each activity can be obtained, analysed, planned and controlled. 


2.
Because costs are identified with activities and then allocated to products or services, based on appropriate cost drivers, more accurate product/service costs result. Since overhead or indirect costs occupies a significant proportion of the total costs of the firm, the overall impact of allocation of indirect costs to products/ services more accurately is significant.


3.
Managers manage activities and not products. Change in activities lead to changes in costs. Therefore, if the activities are managed well, costs will fall and resulting products will be more competitive. 


4.
Allocating overhead cost to production based on a single cost driver (allocation base) can result in an unrealistic product cost because the traditional system fails to capture cause and effect relationships. To manage activities better and to make wiser economic decisions, managers need to identify the relationships of causes (activities) and effects (costs) in a more detailed and accurate manner. ABC focuses on this aspect. It may be mentioned that activities drive costs. Therefore, costs should be assigned to factors that cause them.


5.
ABC highlights problem areas that deserve management’s attention and more detailed analysis. Many actions are possible on pricing, on process technology, on product design, on operational movements and on product mix, once management realises that a large number of its products and customers may be breakeven or unprofitable. The ABC systems are useful in setting priorities for managerial attention and action. 


ABC is not free from certain weakness, as argued by the critics. They are mentioned below:


1.
ABC fails to encourage managers to think about changing work processes to make business more competitive. 


2.
ABC does not conform to generally accepted accounting principles in some areas. For example, ABC encourages allocation of such non-product costs as research and development to products while  committed product costs such as factory depreciation and not allocated to products. In the USA, most companies have accordingly used ABC for internal analysis and continued using the traditional costing for external reporting. 


3.
Using ABC for short-run decisions may sometimes prove costly in the long run. Consider, for example, the decision about lowering sales order handling costs by eliminating small orders that generate lower margins. While this strategy reduces the number of sales orders (the driver), customers may want frequent delivery at small lots at infrequent intervals. In a competitive environment (when other companies may be willing to meet the customers’ needs); long term profits may suffer due to elimination of small orders.


4.
ABC does not encourage the identification and removal of constraints creating delays and excesses. An overemphasis on cost reduction without regard to the constraints does not create an environment for learning about the problems and their management. 

Activity Based Management (ABM)


In focus on the management of activities as the route to improving value to the customers. ABM involves activity analysis and performance measurement. Activity Based Costing serves as the major source of information in ABM.


The process focuses on improvement of business by re-engineering the way the business is conducted and by continuously improving the effectiveness of the organisation. The activities can almost be seen as the building blocks of the process.


Certain constraints, such as shortage of funds or capacity, may exist which limits the firm’s potential of profit-earning capabilities. ABM also evaluates these constraints in order to overcome, as far as possible, the constraints and to maximise the return to the shareholders. Activity Based Budgeting is used as one of the tools in ABM.

Activity Based Budgeting (ABB)


Brimson and John define activity-based budgeting as the process of planning and controlling the expected activities for the organisation to derive a cost-effective budget that meets forecast workload and agreed strategic goals. An activity-based budget is a quantitative expression of the expected activities of the firm, reflecting management’s forecast of workload and financial and non-financial requirements to meet agreed strategic goals and planned changes to improve performance. Thus, the key elements of ABB are:


(
type of work/activity to be performed;


(
quantity of work/activity to be performed; and


(
cost of work/activity to be performed.

ABB focuses on the activity/business processes. Resources required are determined on the expected activities and workload. The objective is to bring in efficiency into the system. So, in the process of budget preparation, many key questions, need to be addressed and properly answered

LIFE CYCLE COSTING

Life cycle costing is a technique, which takes into account of the total cost of making a product or owning a physical asset during its economic life. 

The production and sale of many products follow a cycle over their economic lives. Normally sales start out slow, expand rapidly as the product is popularized and then drop off rapidly as a better product becomes or a new product emerges in the market. Therefore each product takes a number of years (accounting periods) to complete the cycle. The figure given below shows different phases in the life cycle. A product too has similar phases. The length of the product cycle is governed by the rate of (a) technological change (b) market acceptance and ( c)  competition. By and large, consumer products have shorter life cycle than basic industry goods, which have a longer life cycle. The product life cycle concept is a very useful concept in sales forecasting, planning and controls current company products cannot hold the market position indefinitely. 

The concept of life cycle costing involves: 

(a)
identify product life cycle and estimating number of units to be produced per period over the life cycle of the product; 

(b)
estimating the costs involved for the same ; and

(c)
determining the average cost of production over the product life. 
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Illustration  
       Period        Estimated                Fixed Cost             Variable                Total                     Cost 

                          Production              Per annum            cost (Rs.)               cost                   per unit   

                              (units)                         (Rs.)                @ Rs.2                  (Rs.)                    (Rs.) 

          1                10,000                       50,000                   20,000                70,000                   7.00

          2                20,000                       50,000                   40,000                90,000                   4.50                           

          3             1,00,000                       50,000                 2,00,000            2,50,000                   2.50

          4                30,000                       50,000                   60,000             1,10,000                   3.67

          5                  5,000                       50,000                   10,000                60,000                  12.00

                         1,65,000  

The cost per unit varies significantly from year to year because of the impact of fixed cost on production. But if life cycle costing is followed the cost of the product over its lifecycle would be as follows irrespective  of fluctuations in production (demand) from year to year.  

                                                                                                      Rs. 

Variable cost :                                                          

3,30,000

Fixed cost :                                                              

2,50,000

Total estimated total costs during product life      

5,80,000

 Estimated total production                                    

1,65,000

Average cost per unit (Rs.)                                            
                   3.52

Managerial decision, like pricing, make or buy, etc. may be more accurately taken based on the life cycle costing than the traditional costing. The figure given below shows usefulness of such information under life cycle costing compared with traditional costing system. It may be stated that with better information concerning real life situation wiser decision  can be taken.
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Life cycle costing may also be applied in capital expenditure appraisal. The life cycle costs of a capital asset can be grouped in to three broad categories: (a) initial costs; (b) operating costs ; and (c) disposal  costs.

Initial costs comprise capital costs and set-up costs, which are detailed below. 

	If the asset is purchased from outside
	If the asset is constructed ‘In-house’

	1. Acquisition, installation and commissioning cost
	1. Research & Development cost

	2. Cost of spares
	2. Design specification cost

	3. Auxiliary maintenance equipment cost
	3. Manufacturing cost

	4. Cost of recruitment and training of maintenance engineers and operations staff
	4. Quality control and testing cost

	
	5. Design modification

	
	6. Costs of recruitment and training of maintenance engineers and operation staff


The operating costs for an item of capital equipment include operators costs and maintenance costs, indirect materials, tools and costs of support services such as material handing, quality control energy costs training costs for new staff etc. Factors which ought to be taken in to account with operating costs should include the cost of: (1) lost production during downtime due to preventive maintenance work or breakdown repairs, (2) poor performance if the equipment produces poor-quality output; and (3) cost of low utilization because the equipment initially intended. Similarly, disposal costs can be significant for a fixed asset because the asset must be demolished or dismantled and removed and the site made good for other use. These costs may be partly or fully offset by the disposal value of the asset. 

The advocates of life cycle costing argue that all of the above types of costs should be evaluated together as an integrated package over the product life cycle when the initial decision to design the product or purchase the capital equipment is being taken. It is further argued that the common practice of budgeting for these costs separately after the product launch decision or purchase decision has been taken, is a symptom of bad decision making. 

BENCHMARKING

Benchmarking is the continuous process of measuring products service or activities against the best level of performance that may be found either inside or outside the organization. It is a process of comparing a firm’s activities with best practice. The process involves establishment of benchmarks (targets or comparators) through whose use the levels of performance of the company is sought to be improved. Benchmarking is a tool for continuous improvement because after identifying a best practice performance it becomes a target to beat. 

There may be two types of benchmarking: intra-group and inter-industry. In the former case, groups of companies in the industry agree that similar units within the co-operating companies will pool data on their processes. The processes are benchmarked against each other and improvement task forces are established to identify and report “ best practice” to all members of the group so that each participating company can achieve it and beat. In inter-industry benchmarking, non-competing firms with similar processes are identified and asked to participate in benchmarking exercise. The objective is to benefit from the experience of the other and establish best practice in their common business processes. Benchmarking can be applied in any business process or activity for continuous improvement - e.g. quality, productivity process, customer service and so on. The steps in benchmarking are as follows. 

1)
gather relevant data of participating departments or units, establish the benchmarks based on the best  practices and communicate them to the relevant departments or participating units.

2)
measure actual performance to compare with the benchmarks.

3)
analyze the reasons for variations and report them to management for taking preventive and corrective actions.

4)
review the existing benchmarks to set new targets for continuous improvement.

A benchmark is fixing of target fixed based on the best practice. It may be a financial or non financial measure or both. Examples of financial benchmarks are standard cost, target profit, sales revenue, desired cash flow etc. Targets in terms of market share, customer satisfaction, reduction in machine down time, are examples of non-financial benchmarks. Again, financial benchmark may be a part of accounting system for eg.:- Standard costing and budgetary control and variance analysis. When target profit margin based on competitors’ performance is accepted as the benchmark, it is obviously not a part of accounting system.

ILLUSTRATION
While establishing benchmarks on total cost relative to volume, a manufacturing company can use the following as benchmarks.

· Internally generated actual costs from the most recent period after making adjustment for expected improvement.

· Internally generated standard costs based on currently attainable standards.

· Externally generally target costs based on the leading competitors cost analysis.

Companies generally use a combination of financial and non-financial benchmarks rather than depending exclusively on either type. They use different benchmarks depending on the purpose at hand. Used properly, benchmarks help continuous improvement of performance. 

STRATEGIC COST MANAGEMENT

Due to changes in economic policies during the last few years the Indian companies have been facing more and more competition even at the home market. To become a successful player in the market place one has to be quality conscious and cost-effective. It is the context of the latter that strategic cost management is important. 
What is strategic cost management ?

One of the major themes in strategic cost management concerns the focus on cost management efforts. The key question is : how does a firm organize its thinking about cost management? Strategic cost management is an approach to management accounting that explicitly highlights strategic issues and concerns. It sets cost analysis in a broader context in which cost information is used to develop superior strategies. A sophisticated understanding of the firm’s cost structure can go a long way in the search for sustainable competitive advantage. This is what is referred to as strategic cost analysis. Understanding how cost management facilitates the development of a successful business strategy requires knowledge of the principle and practices of strategic management and the process of developing a competitive strategy.

What is a strategy?

A strategy is a set of policies procedures and approaches to business to produce long term success. For this one must have a clear idea about the goals or mission of the company. A mission is developed in to specific performance objectives, which are then implemented by specific corporate strategies that are an integrated set of action to achieve the objectives that will fulfill the mission.

Developing a sustainable competitive advantage

Through systematic analysis of critical success factors a firm can identify and develop its competitive advantage over its competitors. The traditional approach may be SWOT analysis. SWOT analysis is a systematic procedure for identifying a firm’s critical success factors, its internal strengths and weaknesses, and its external opportunities and threats. The more scientific approach is the value chain analysis. The value chain is defined as the linked set of value -creating activities of the firm. The focus is external to the firm.

Competitive advantage can be developed only through adopting superior strategies. According to Michael Porter a firm can develop sustainable competitive advantage by following one of the two strategies. 

(1)   Low cost strategy i.e. cost leader. Low cost relative to the competitors of the firm through: 

· Economies of sale in production 

· Learning curve effect 

· Tight cost control 

· Cost minimization in service areas.

(2)  A differentiation strategy i.e. product uniqueness e.g. brand loyalty (coca cola) superior customer service (IBM) best quality products (Mercedes in automobiles, Rolex in wrist-watches).

Cost leadership is a competitive strategy in which a firm outperforms competitors by producing products or services at the lowest cost. Differentiation is another competitive strategy in which a firm succeeds by developing and maintaining a unique value for the products, as perceived by the customers. The perception allows the firm to charge higher prices and outperforms its competitors in profits without reducing costs significantly. 

The effects of competitive strategy on required skills, reporting systems and cost management systems may be summarized as follows 

According to Porter, the success of the above two strategies-cost leadership and product or service differentiation -depends on how a firm manages its own value chain relative to those of its competitors. Thus, value chain analysis is essential to determine exactly where in the firm‘s segment of the chain -from design to distribution and customer service-cost can be lowered or customer value can be enhanced. Competitive advantage comes from carrying out these activities in a more effective way than one’s competitors.   

	Strategy


	Required skills and resources
	Organization and reporting requirements 
	Strategic cost management system

	Cost Leadership


	Substantial capital investment and access to capital 

Process engineering skills 

Products designed for ease of manufacture 
	Tight cost control 

Frequent, detailed control reports 

Structured organization and policies

Incentives based on meeting strict quantitative targets


	Cost Accounting and operational control 

	Differentiation 


	Strong marketing abilities 

Product engineering 

Corporate reputation for quality or technological leadership 

Long tradition in the industry or unique skills drawn from other business
	Strong co-ordination among functions research product  development, Manufacturing and marketing   
	Management control 


RESPONSIBILITY ACCOUNTING
The organization structure is typically a pyramid where the lower levels of managers, in turn report to upward layers of superiors. Each manager is in charge of a responsibility center. The latter is a part or segment or sub-unit of an organization whose manager is accountable for a specified set of   activities. Thus,  responsibility accounting is the system that measures the plan and action of each responsibilities center

Managers supervise subordinates. To improve performance top manager subdivide operative processes. Top managers also design an organization structure, which can be defined as an arrangement of lines of responsibility within an entity. For example a company such as shell may be organized primarily by business function; exploration regaining and marketing. Another company such as general foods may be organized by product lines. If so, the managers of the individual coffee and cereal division would each have decision-making authority concerning both the manufacturing and the marketing function of their division.

Thus, it refers to a control system of management accounting and reporting. The basis of responsibility Accounting is the creation / recognition of various responsibility / decision centers in an organization. The individual managers of these centers are made responsible for the insurance and control of costs relating to their responsibility centers. 

The main feature of responsibility accounting is that it is more concerned with the control of cost than their determination. The system would trace costs, revenues, assets and liabilities to the individual managers who are primarily responsible for making decision about the cost under review. In other words the executive in-charge of every responsibility center would have authority to incur costs relating to his responsibility center and accountable to them. If he does not have the authority to incur costs he will also not be responsible for their control. The performance of the managers of the various responsible centers is judged by assessing how far they have been able to monitor those costs, which were under their control. This is done by furnishing the department heads with the performance reports from time to time. These reports will exclude all apportioned and policy costs not subject to their control, relating to his responsibility for their control. The responsibility accounting is based on the principle that an executive will be held accountable only for those acts over which he has control.

Responsibility accounting system can be tailored according to the needs of the organization. An effective system of responsibility accounting would require that the responsibility of each executive is clearly defined. He should know, what he is required to do and what performance is expected of him.

Four major types of responsibilities centers have the following levels . 

1. Cost center - accountable for cost only.

2. Revenue center -accountable for revenue only.

3. Profit center - accountable for cost and revenues 

4. Investment center - accountable for cost , revenue and investment .

The following incident describes the dramatic impact on a manager’s behavior of a responsibility accounting approach .

The sales department requests a rush production. The plant scheduler argues that it will disrupt his production and cost a substantial, though not clearly determined amount of money. The answer coming from sales is: ”do u want to take the responsibilities of losing the X company as a customer?” Of course the production scheduler does not want to take such a responsibility and he gives up but not before a heavy exchange of argument and accumulating a substantial backlog of ill filling. Analysis of a payroll in the assembly department, determining the cost involved in getting out rush order, eliminated the cause for argument. Henceforth any rush order was accepted with a smile by the production scheduler who make sure that the extra cost would be daily recorded and charged to the sales department “ no question asked “

As a result the tension created by rush order disappeared completely and some how , the number of rush order requested by the sales department will progressively reduce to an insignificant level. 

Ideally revenue and cost are recorded and automatically traced to the individual at the lowest level of the organization who shoulders the primary day to day decision responsibility for the item . He or she is in the best position to implement decision to influence action and to gather and provide information.  

Top management has delegated the freedom to make decision to a lower lever instead of having to check with somebody before accepting rush order. The manager of production schedule had full discretion. Thus the manager is not subject to day to day monitoring of behavior (decision). However the manager is accountable for the result via responsibility accounting. So responsibility accounting is mechanism that supplies the desired balance to the greater freedom of action than individual executives are given.

RESPONSIBILITY AND CONTROLLABILITY

Definition of controllability: 

Controllability is the degree of influence that a specific manager has over the costs or revenues or other items on question. Ideally responsibility accounting system either will exclude all uncontrollable costs from managers performance report or will segregate such costs from controllable cost. For example a matching supervisors performance report might be confined to usage of direct materials, direct labor power and suppliers. 

In practice controllability is difficult to pinpoint:

1.
Few cost are clearly under the sole influence of manager. For example prices of direct materials may be influenced by a purchasing manger whereas quantities used may be influenced by a production manager. Moreover managers and others often work in groups or teams. 

2.
With enough time virtually all costs will be controllable by somebody in the organization. But performance report focus on periods of a year or less. Thus current managers may have to content with inefficiencies in using direct materials and direct labor. Why? Because predecessors made undesirable contracts with suppliers or labor unions.

Emphasize information and behavior 

Beware of over emphasis on controllability for example a time honored theme of management is that responsibility should not be given without the accompanying authority. Such a guide is a useful first step but responsibility accounting is more far reaching. The basic focus should be information or knowledge not control. For instance purchasing manages may be held accountable for the total purchase costs not because of ability to affect prices but because of ability to predict uncontrollable prices and explain uncontrollable price changes. 

Performance reports for responsibility centers may also contain uncontrollable items because such inclusion could changes behavior in the direction sought by top management. For example some companies have changed the accountability of cost center to a profit center. Why? Because the managers of, say, a factory behaves differently at the margin in a cost center. The managers may emphasize efficiency and de-emphasize the pleas of sales personnel for faster service and rush order. In a profit center managers is responsible for both costs and revenues.  Thus even though control over sales personnel may be unchanged the manager is more likely to weigh the impact to decisions on profits rather than solely on costs. 

Target Costing
Target costing originated in Japan in the 1960s, where it is know as Genka Kikaku. It is such a costing system where the management considers it as a profit planning system. 

Target costing is an activity which is aimed at reducing the life-cycle costs of new products, while ensuring quality& customer requirements, by examine all possible ideas for cost reduction at the product planning, research and development, and the prototyping phases of production. 

Target costing is an important tool because it promotes cost consciousness and focuses on profit margin, both of which strengthen an organization’s competitive position. It is not a technique that attempts to slash cost by trimming functions or closing departments; it is a steady and never-ending process to make sure that costs are always kept within to a minimum. 

The target costing approach is a vital costing tool because research has shown that up to 90 per cent of costs are ‘built in’ at the product’s design stage. For example, the design stage sets the following. 

(
The design specification of the product including extra features. 

(
The number of components is incorporated in the product. 

(
Design of components . These should be designed for reliability in use and ease of  manufacture. Wherever possible standard parts should be used because they are proven to  be reliable and will help reduce stock handling costs. 

(
Type of packaging required. This includes product packaging and packing per case and per pallet. The aim is to protect the product and to minimise handling costs by not breaking pallets or cases during distribution. 

(
The number of spare parts  that need to be carried. This ties in with the number of components used. Parts must sometimes be held for up to 15 years or so. They may be made while the product is still in production and stored for years, which is costly. The alternative is to disrupt current production to make a small batch of a past component, which is very costly. 

Timing of cost determination and occurrence


















The chart in above figure ,shows that, as discussed above, costs are determined before they are incurred and that most costs, 85 per cent in this case, are incurred before production starts. This is because they are committed at the various pre-production stages. Especially at the design and process planning stages. 

Using target cost in the concept and design stages 
Target costing is an iterative process that cannot be de-coupled from design. The pre-production stages can be categorized in a variety of different ways in the detailed discussion below five different stages are used and the different activities are now listed. 

1. Planning 



This includes fixing concept and the primary specifications for performance and design. A very brief concept might be a small town car for two people with a large amount of easily accessible luggage space and low fuel consumption –aimed at those in their mid-twenties and so style is important. (In reality the concept would be much be fuller.) Value engineering analysis (VE)  could be used to identify new and innovative, yet cost effective, product features that would be valued by customers and meet their requirements. 



Once the concept has been developed a planned sales volume and selling price, which depend on each other, will be set, as well as the required profit discussed earlier. From this the necessary target cost (or allowable cost as it is often know ) can be ascertained.  




Target cost  = Planned selling  price  -- Required  profit  


2.
Concept  design 



The basic product  is designed. The total target cost is split up as illustrated in figure below. Firstly an allowance for development costs and manufacturing equipment costs are deducted from the total. The remainder is then split up into units costs that will cover manufacturing and distribution etc. The manufacturing target cost per unit is assigned to the function areas of the new product. For example, a function area for a ballpoint per might be the flow of ink to the tip and function area for a car might be the steering mechanism. 



The breakdown of target  cost 
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                 costs                          equipment                                          per  unit

                                                                                                Manufacturing                           Distribution cost

                                                                                               cost  per  unit                                     per  unit

                                        Functional                       Functional                            Functional 
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                                         per  unit
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3.
Basic design 



The components are designed in details so that they do not exceeds the functional target costs. Value engineering is used to get the costs down to the target. If one function cannot meet its target, the targets for the others must be reduced or the product redesigned. 


4.
Details  design



The detailed specifications and costs estimates are set down from the basic design stage. 


5.
Manufacturing  preparation 



The manufacturing process, including new machines and jigs, etc. is designed in keeping with the target cost. 



Standard for the materials and labour hours that should be used are set. These value are presented to the staff in the factory immediately they are set so that approval can be given. 



The  purchasing department negotiates prices for bough-in-components. 

Target  costing  for existing  products 

Cost control is not forgotten once the product goes into production. Manufacturing performance is measured to see if the target is being achieved. The reason for doing this are: 


1.
to see who is responsible for any cost excess and to offer them help, and 


2.
to judge whether the cost planning activities were effective. 

If after three months the target cost is missed by a large margin an improvement team is organised which will conduct a through value analysis (VA) and will stay in existence for about six months. 

Although the Japanese use standard costing to some extent they do not consider it to be suitable for on-going cost control. They see standard costing as part of budget accounting where the same value is maintained throughout the budget period. Whereas they use target costing to control production cost and as a consequence revise it monthly. Monden (1989) expressed the limitation of standard costing this way : 

‘Since standard costing systems have constraints from a financial prespective, they are inappropriate measures for management. A typical constraint is the infrequency in which quantity standards, such as processing time per production unit or materials requirements, are revised. Normally these standards are maintained at the same level throughout the year’. 

Target costing, therefore, continues to be used to control costs throughout the product’s life. After the initial start-up stage target costs will be set through budgets, which in Japan tend to be set every six months rather than a year. This type of target costing is a different technique in the eyes of the  Japanese and they call this Genka Kaizen. It is widely used Japan; about 80 per cent of  assembly environments use it. If a manager cannot meet the target cost for a function, a committee will be set up to help achieve it. All costs including both variable and fixed overhead are expected to reduce on a regular basis, usually monthly.  

Target  costing  support  system  

It should be clear that target cannot operate in isolation; support systems are needed to feed it information. VE and VA have already been mentioned and in fact a large number of support systems are needed if target costing is to operate in the way intended. Some of the systems are sophisticated computer systems; some are detailed cost systems, etc. Kato (1993)listed the support  systems needed in order to operated target  costing successfully. They are as follows. 


Sales  pricing  support  systems 


These are market research system, which have the following qualities : 

(
An ability to decompose product function into sub-function and supply information on that basis. 

(
Facilities to convert the value placed on each function into price. 

(
A value-price conversion table or database. 

(
A market research toolbox with various forecasting techniques. 

(
Simulation function (what-if, sensitivity analysis, etc.) 



Target profit computation support  systems 

(
Support mechanisms for strategy formulation, profit planning, human resource management and capital  investment decision making. 


(
Product portfolio planning systems, which can calculate the optimal product mix in the future. 


(
Profit decomposition systems for each product. 


Research and development support systems 


(
Computer graphics, computer aided design (CAD), computer aided engineering (CAE), etc. 



(
Project management system to monitor and aid R&D activities based on expert systems or artificial intelligence  (AL). 


  Research  system for infusing target costs into products. 



  (
Value engineering (VE) – in Japan these are based on cost tables reduction databases. (Cost tables are widely used in Japan and agencies exist to provide relevant data to different industries. The tables are extremely important and help accurate cost predictions and allow for a series of ‘what  if’ question to be asked.)



(
Variety  reduction. 

Although Kato does mention human resource management systems briefly in the list  above perhaps it should be listed as a separate category. (This would be particularly important if a western organisation wanted to use target costing for the first time. ) 

Human motivation and resource support systems.

Pressure is put on individuals to achieve the required results in their section. If they do not meet the target they are perceived as letting the groups down. If this approach is used all employees must operate as a group and co-operate to achieve the best results. The committees used by the Japanese are seen as support activities or systems and not as a sort of punishment. All motivation systems must operate efficiently, as staff mist be willing to accept targets in the first place – this is a function of good management and good communications. 

Value Analysis or Value Engineering
1.
Explain, how does value chain approach helps an organisation to assess its competitive advantage

Answer:  Most of the firms define value chain as mission of creating product or services. For these firms, the products or services generated are more important than any single step within  their value chain. These firms use the value chain approach to better understand and identify which segment, distribution channel, price point, product differentiation, selling proposition and value chain configuration will yield them the greatest competitive advantage. 


The way the value chain approach helps these firms to assess competitive advantage includes the use of following steps of analysis : 

(i)
Internal cost analysis -- to determine the sources of profitability and the relative cost position if internal value creating processes. 


(ii)
Internal differentiation analysis – to understand the sources of differentiation (including the cost) within internal value creating processes, and 


(iii)
Vertical linkage analysis – to understand the relationships and associated costs among external suppliers and customer in order to maximize the value delivered to customers and to minimise cost.  



These type of analysis are not mutually exclusive. In fact, firm begin by focussing on their internal operations and gradually widening their focus to consider their competitive position within their industry. The value chain approach used for assessing competitive advantage is an integral part of the strategic planning process. 

2.
Write a short notes on value analysis

Answer Value analysis (also known as value engineering) is a systematic interdisciplinary examination of factors affecting the cost of a product or service in order to devise means of achieving the specified purpose at the required standard of quality and reliability at the target cost. 


The aim of value engineering is to achieve the assigned target cost by

(i) identifying improved product designs that reduce the product’s cost without sacrificing functionality and/or



(ii) eliminating unnecessary functions that increase the product’s costs and for which customers are not prepared to pay extra for.

Value analysis or value engineering is one of the most widely used cost reduction techniques.  It can be defined as a technique that yields value improvement. 

It investigates into the economic attributes of value. It attempts to reduce cost through

a. design change,

b. modification of material specification, 

c. change in the source of supply and so on.  

It  emphasises on finding new ways of getting equal or better performance from a product at a lesser cost without affecting its quality, function, utility and reliability.  For example, the function of a fastener is to join two or more parts.  Value analysis examines the value of this function in terms of alternative methods such as welding, taping stapling, etc. in view of the stress and vibrations involved in a specific application.

In value analysis each and every product or component of a product is subjected to a critical examination so as to ascertain its utility in the product, its cost, cost benefit ratio, and better substitute etc.  When the benefits are lower than the cost, advantage may be gained by giving up the activity concerned or replacing if for betterment.  The best product is one that will perform satisfactorily at the lowest cost.

The various steps involved in value analysis are :

1. identification of the problem;

2. collecting information about function, design, material, labour overhead costs, etc., of the product and finding out the availability of the competitive products in the market; and

3. exploring and evaluating alternatives and developing them.

In other words value analysis brings out clearly the areas where the cost of a product can be reduced by pointing out :

1. Unnecessary items, components in a product to be removed.

2. Possibility of substitution with reduced cost without affecting its quality.

3. Possibility of overall simplification in design manufacture etc. of a product.

3
Value Engineering is more effective than any other cost reduction technique like Work Study, Automation etc. — Discuss this  statement in the  Indian context.

Answer. Value engineering or value analysis is one of the most widely used cost  reduction  technique in the purchasing and production areas. It aims at reducing cost through change, modification of material specification, change in the source of supply of material and so on. It emphasis’s on finding new ways of getting equal or superior performance from a product at a minimum cost without affecting its quality, function and reliability.

It is the process of subjecting each and every component of a product to a critical examination so as to ascertain :   





(i)  
Its utility in the product; 





(ii)   
Its cost;





(iii)   
Whether is cost commensurate with its utility ;





(iv)  
Whether it can be replaced by a cheaper components ; 





(v)  
Whether it can be does away with ;





(vi)  
What the competitors are using in place of it ; and




(vii)  
Whether anybody is buying it at  cheaper price.

Utility means  usefulness; this  can be easily and  definitely measured when the concerned component or the  service can be obtained form outside — the price measures  it usefulness. In some cases where an outside  market does  not exist, utility would be measured only  subjectively. Still one would  have a fair  idea  of whether the benefit obtained, say in terms  of better appearance, is worth  the costs incurred. 

Usually it would be profitable tom tap outside sources if the  price is lower than the cost. But this  decision needs to be made with great care as the question of fixed and sunk costs is very important.

Value engineering bring clearly  the areas where the cost of product can be decreased by pointing  out:


(i)  
Unnecessary items/components in a which might have had once  some  utility but now are redundant and, therefore, dispensable ;


(ii)   
the  possibilities of component — substitution with reduced cost without affecting the quality of the  product; and


(iii)  
the  possibilities of overall simplification in design /  manufacture etc. of  a product. 

The  relationship between value  engineering and cost reduction 

a. Value  engineering  is done  with a  view  to reduce the cost  and cost  reduction  


looks upon   value  engineering as  one of its  prime tools.

b.
Cost-reduction has  always  followed a critical examination  of the benefit incurred. Value  engineering  is a careful and as far possible, quantities appraisal of the  benefit derived at each stage of work. Where the benefits are lower  than the cost, advantage  may be gained by giving up the activity concerned or replacing it by something   else.

c.
Work study automation etc, do reduce cost  but in  most cases, they save  only  labour cost  by improving  efficiency, etc. On the  other  hand,  value  engineering  relates  the worth  of the  product, its  value to the  function it is intended to perform  and makes a sizeable in the  cost of the materials by design changes, substitution etc.
Backflush  Accounting

Definition  

Back flush accounting is a cost accounting system which focuses on the output of an organization and then works backwards to attributed costs to stock and cost of sales. 

This system records the transaction only at the termination of the production and sales cycle. The emphasis is to measure cost at the beginning and at the end with greater emphasis on the end or outputs. Since back flushing is usually employed in parallel with JIT, there is no work-in-progress to considered nor, does work –in-progress materially fluctuate. What is essential, however, is an accurate bill materials goods measures of yield generally effective production control and accurate engineering change notice when  yields do change. 
The principle of a just-in-time system is that production is pulled by customer demand and this in turn pulls the purchasing procedures. Thus, theoretically there are zero stocks of raw materials. Work-in-progress and finished goods. For such a situation to exist there needs to be an excellent system of production planning ad communication with materials  suppliers. 

The philosophy of traditional cost accounting methods 

Traditional  cost accounting methods are based upon the principle that value is obtained by the creation of the assets known as stock. As a  consequence this value must be measured and cost accumulation systems are used for this purpose. In modern JIT based production, stock does not exist and therefore such cost accumulation techniques are unnecessary. Instead costs are recognized at the point of sale rather tan at the point  of production. 

The variants of Backflush  accounting 

There are a number variants of the Backflush system, each differing as to the ‘trigger points’ at which costs are recognized within the cost accounts and thus associated with products. All variants, however, have the following common features : 

· the focus is on output –  costs are first associated with output (measured as either sales or completed production ) and then allocated between stocks and costs of goods sold by working back. 
· Conversion costs (labour and overheads) are never attached to products  until they are complete (or even sold ) – thus the traditional WIP account doesn’t exist. Materials are recognized at different points according to the variant used, but only to the extent of being either stock of raw materials or part of the cost of stock of finished goods. Again, materials are not attached  to WIP. 

Two variants of the Backflush system are summarized below. Note that in each as conversion costs (labour and overheads) are incurred they will be recorded in a conversion cost (CC) account. 

Variant  1

This  has tow  trigger  points  (TP) : 


TP 1  -
purchase of raw materials / components.  A ‘raw and in process (RIP)’  account will be debited with the actual cost of materials purchased, and creditors credited. 


TP 2
completion of good units. The finished goods (FG) account will be debited with the standard cost of unit produced and the RIP and CC account will be credited with the standard cost. 


Under   this variant,  then, there will be two stock accounts  : 

· raw materials (which may, in fact, be incorporated  into WIP )

· finished  goods

Variant  2 
This as only trigger point – the completion of good units. The FG account is debited with the standard cost of units produced, with corresponding credits to the  CC account and the creditors account. 

Thus  the cost records exclude  : 

· raw materials purchased but not yet used for complete production

· the creditors for these materials  (and any price variance ) 


and there is only stock account, carrying the standard cost of finished goods stock. 

Other variants include those using the sale of complete goods units as a trigger point for the attachment of conversion cost to unit --  thus there is no finished goods account, just a raw materials stock account, carrying the materials cost of raw materials, WIP and finished goods. 
It should be seen that as stock of raw materials, WIP and finished goods are decreased to minimal levels, as in a ‘pure’ JIT system, these variants will give the same basic results. 

ENTERPRISE  RESOURCE  PLANNING (ERP)


Enterprise Resource Planning (ERP) is the latest high-end solution which information technology has lent to business application. The ERP solution seek to streamline and integrate operation process and information flows in the company to synergies the resources of an organization namely men, material, money and machine though information. Initially implementation of an ERP packages was possible only for large multinationals and infrastructure companies due to high cost. Today, many companies in India have gone in for implementation of ERP. It is expected that in the next future, 60 per cent of the companies  will be implementing one or the other ERP packages since this will become a must for gaining competitive advantage.  


Meaning of ERP: Enterprise resource planning software or ERP attempts to integrate all departments and functions across a company into a single computer system that can serve all those different departments having particular needs. In fact ERP combines all computerized departments together  with the  help of a single integrate software program that runs off s a single database so that various department can more easily share information and commission with each other. 


The need for ERP: Most organizations across the world have realized that in a rapidly changing environment, it is impossible to create and maintain customer designed software package which will cater to all their requirements and be up-to-date. Realizing the requirement of user organizations, some of the leading software companies have designed Enterprise Resource Planning software, which offers an integrated software solution to all the function of an organization. 


Components   of ERP:  To enable the easy handling of the system, ERP has been divided the following core subsystems, sales and marketing, master scheduling, materials requirements  planning, capacity requirement planning, bill of materials, purchasing, shop floor control, accounts payable/receivable , logistic, assets management and financial accounting. 


FEATURES OF ENTERPRISE RESOURCE PLANNING 


Some of the major features of ERP and What ERP can do for the business system are : 

· ERP  facilities company—wide Integrated  Information System covering all functional areas like manufacturing, selling and distribution, payables, receivables, inventory, accounts, human resources, purchases etc. 

· ERP perform core activities and increases customer service, thereby augmenting the corporate image.

· ERP bridge the information gap across organizations. 

· ERP provides complete integration of system not only across departments but also across companies under the same management ; 

· ERP is the solution for better project management. 

· ERP allows automatic introduction of the latest technologies like Electronic Fund Transfer (EFT). Electronic Data Interchange (EDI), Internet, Intranet, Video conferencing, E—commerce etc. 

· ERP eliminates most business problems like materials shortages, productivity enhancements, customer service, cash management, inventory problems, quality problems, prompt delivery etc. 

· ERP not only addresses the current requirement of the company but also provide the opportunity of continually improving and refining business Processes. 

· ERP provides business intelligence tools like Decision Support Systems (DSS), Executive Information System (EIS), Reporting, Data Mining and Early warning systems (Robots) for enabling people to make better decisions and thus improve their business processes.  


BENEFITS OF ENTERPRISE RESOURCE PLANNING 


In an industry this is sensitive to dynamic market forces, cost fluctuations and manufacturing responsiveness, there are many benefits to be gained from investing in ERP. ERP  application have shifted  from assisting after—the—fact monitoring to real –time analysis, control and forecasting and from  facilitating standardization, economies to scale and cost reduction in product, to enabling fast, flexible and accurate response and customization. 


The benefits accruing to any business enterprise by implementing an ERP package are unlimited. 

1. Product Costing:  Determination of cost of products correctly, is quite critical every industry. ERP supports advances costing methods, including standard costing, actual costing and activity –based costing. Additionally, all costing methods and information can be fully integrated with finance. This provides the company with essential financial information for  monitoring controlling costs.
2. Inventory Management: ERP can be used in multi-national, multi – company, and multi—site manufacturing and distribution environments. This system simplifies complicated logistics by allowing one to plan and manage companies in different countries as a single unit and its advanced functionality allows one to process product and financial information flows in several different ways. 

Enterprise and managing the basis data required to effectively run once business is an important start for effective warehouse management. The basis data includes warehouse, locations, items containers, lot and serial number, units of measures (including conversion), alias numbers, replacement and substitute items and more. 

Inventory reporting supports all reporting of specific and general types of stock transaction such as various  types of stock transfers, re-classification, ID changes and physical inventory results. Additionally, functions are available for managing different stock and purchase requisitions as well as supporting the selection of appropriate locations for receipts. Inventory valuation involves both warehouse management and cost accounting. ERP supports several valuation methods including standard cost, average cost, FIFO and batch—specific prices. 

3. Distribution & Delivery:  Delivery and distribution in ERP lets one to define logistics, processes, flexibly and efficiently to delivery to deliver the right product from the right warehouse to the right customer at the right time –every time. To the customer, the most important element of quality is one-time delivery. It doesn’t matter how well a product is made if arrives late. Application support automatic or manual load planning, transportation planning for in-house vehicles or third party agents. EDI support for transport booking, confirmation and dispatch, and poor of delivery processing. Processing distribution or acquisition orders involves several closely related activities. 

CPER (Collaborative Planning, Forecasting and Replenishment) : In 1996, the US retails chain Wal Mart successfully conducted a pilot program in which it used Interest communication  with one of its suppliers to achieve significant cuts in inventories. The process used in the was called CPER (Collaborative Planning, Forecasting and Replacement). CPFR has since implemented in secret by many companies seeking to emulate Wal-Mart’s success. 

4. E – Commerce:  Internet enables ERP offers Internet, Intranet and extranet solutions for business, business to consumer, employee self-service and more. 

5. Automatic Control: It ensures automatic quality control procedure. 

6. Sales Service:  It  ensures better after sales service. 

7. Improvement in Production Planning:  It improved production planning. 

8. Quick response:  It enables quick response to change in business operations & market conditions. 

9. Cumulative Edge’s:  It helps to achieve competitive advantages by improving business  process. 


REASONS FOR THE IMPLEMENTION OF ERP BY COMPANIES 
1. Improve a company business performance :  ERP automates the tasks involved in performance a business process – such as order fulfillment which involves taking an order from a customer, shipping it  and billing for  it. With ERP, When a  customer service representative takes an order from a customer, he  or she has all the information necessary to complete the order ( the customer’s credit rating and order history, the company’s inventory levels and the  shipping dock’s trucking schedule). Everyone else in the company sees the same computer screen and has access  to the  single database that holds the customer’s new order. When one departments finishes with the order is at automatically routed via the ERP  system to the next department. To find out where the order is at any point, one need only to log into the ERP system and track it down. With luck, the order process moves like a bolt of lightning  through the organisation, and customers get their orders faster and with fewer errors than before. ERP can apply that same magic to the  other major business processes, such as employee benefits or financial  reporting. 

2. Standardize manufacturing  processes  :  Manufacturing  companies --- especially those with an appetite for mergers and acquisitions --- often find that multiple business units across the company make the  same widget using different methods and computer systems, Standardizing those processes and using a single, integrated computer system can save time, increase productivity & reduce headcount. 

3. Integrate Financial data  : As the CEO tries to understand the company’s overall  performance, he or she may find many different versions of the truth. Finance has its own set of  revenue numbers, sales has another version, and the different business units may each have their own versions of how much  they contributed to revenues. ERP creates a single version of the truth that cannot be questioned because everyone is using the same system. 

4. To standardise HR information :  Especially in companies with multiple business units, HR may not  have a unified, simple method for tracking employee time and communicating with  them about benefits and services. ERP  can fix that. 

Pricing Decision

1.
State the important factors to be considered in pricing decision 

Answer :  Decision on product pricing is influenced by many considerations.  Some of the factors are within the control of the decision-making while others as are not so.


Thus price setting may be based on different considerations such as :

Cost plus a mark-up​

1. Profit quantum on selling price

2. Return on investment

There is no unique method that will be the optimum under all situations.

Cost plus markup method in general is not advisable as :

a. the determination of the cost of a product (particularly in the case of multi product firm) is difficult and any cost figure derived is subject to errors of estimation and some arbitrariness.

b. since all costs are recovered in the price set, inefficiencies in operations lead to increased cost are passed into the price.  Thus there is no incentive for improvement.

Price set on cost plus ignore the market conditions, and competitiveness profit quantum of selling price has the following limitations :

1. Selling price may have to be varied to suit markets and hence price and profit quantum will be subject to variations.

2. The profit quantum is difficult to be assessed particularly in case of multiple products.

3. The overall profit may not be adequate to provide adequate return ion investment

Return on investment :  By and large this approach seems to be the best.  Once  the  price set takes into consideration investment into and may be used for a long term.

It may be mentioned that cost information is one of many variables which must be considered in the pricing decisions.  The price which is set will depend upon the pricing  policy of the company.  The company may select a penetration price or skimming price or any price in between the penetration price and skimming price

Market penetration :
A company may deliberately fix a low price with a view to capture a dominant share of the market.  While so fixing prices as low as possible, the company will build up capacity to produce a high volume so that when the demand increases to give them large market share, it will be able to satisfy the demand by producing more and thus it derives the benefit of higher volume of production reducing the cost per unit.  The following conditions are favorable for such a pricing policy (
i. the market is highly price sensitive :

ii. the unit cost of production and distribution decreases with the increase of sales volume.

iii. The low price will discourage competitors including potential ones, who could otherwise enter the market.

Market skimming  :
Some companies take advantage of the fact that certain buyers are ready to pay a higher price than others, since it has high value to them because of their immediate need.  In order to tap these high rates of revenues such companies fix fewer units are sold.

The following conditions are favorable for such a pricing policy (
i. there are sufficient number of potential buyers having a high current demand;

ii. the high price will not attract more competitors; and

iii. the high price gives the impression that the product is of superior quality.

2.
Discuss briefly the concept of Skimming Pricing Policy.

Answer. It is a policy of high price during the early period of a product’s existence.  This can be synchronised with high promotional expenditure and in the later years the prices can be gradually reduced.  The reasons for following such a policy are :

i. The demand is likely to be inelastic in the earlier stages till the product till the product is established in the market.

ii. The charging of high price in the initial periods, serves to skim the cream of the market that is relatively insensitive to price.  The gradual reduction in price in the later year will tend to increase the sales.

iii. This method is preferred in the beginning because in the initial periods when the demand for the product is not know the price covers in initial cost of production.

iv. High initial capital outlays, needed for manufacture, result in high cost of production.  Added to this , the manufacturer has to incur huge promotional activities resulting in increased costs.  High initial prices will be able to finance the cost of production particularly when uncertainties block the usual sources of capital.

3.
In what circumstances can penetration  pricing policy be adopted?                          

Answers :The circumstances in which penetration policy should be adopted are as follows:

(!) When the demand of the product is elastic to price, In other words, the demand of the product increases when price is low.

(!!)  When there are substantial saving on large-scale production. Here increase in demand is sustained by the adoption of low pricing policy.

(!!!)  When there is threat of competition. The prices fixed at a low level act as an entry barrier to prospective competitors.

4.  
Explain  the use of costs  in pricing.

Answer:  An important  function of cost accounting is to ascertain costs to fix prices of  the product. It is also popularly believed that price are fixed  on the basis of cost plus profit . Generally, however, in the  short  period, costs do not  have  much influences on prices. 

However, in the  long-run costs have a direct bearing on prices since than supply will adjust itself to the demand. Price will then be equal to cost plus  reasonable profit. 

It should also be noted that through a single producer may not be able to influence prices of the  product, collectively all the  producers will  affect the prices. The chief reasons why  costs do not have  much  influences on price in the short period are the  following  

1. It is difficult to determine the cost of each product exactly specially if there are two or more products — then the apportionment of overheads will be more or less arbitrary and another method of absorption will mean a different figure of cost.
2. In case of joint products and  by-products, to know the  cost of each product will be difficult since, again, the  apportionment of the  common costs can be  made  in different  ways. It is  will know that most  firms  try to see that the sales revenue as a whole covers the cost  of all the  products as a whole  and do not care much whether the price of each product covers its cost.
3. In case of perfect competition, the immediate price may not at all be  related to the  cost, even for the  industry as  a whole  unless the product can be stored for a long  time. Perishable products must be sold for  whatever they will fetch  otherwise, there will be a total loss.
4. A monopolist may not care for costs at all  while  fixing prices, through he  will  not allow  prices to  fall  below cost. The whole idea behind discriminating prices is that  prices can very from one customer group  to another customer group —  obviously price for one group only can be related to cost, if at all.
5. In case of many articles, chiefly cosmetics  and medicines, price have to be much, much above cost, otherwise there will be not no sale.

5.
What is meant by Cost-plus pricing ?

Answer : It is the most widely used method of pricing a product as it ensures that the selling price is  greater than the total cost of a product.  This method helps business firms to generate profits and survive in the future.

Under cost plus pricing the selling price of the product is determined by adding a percentage of mark-up to the estimated unit cost of the product.

The unit cost of the product can be determined by using different methods viz., total cost; manufacturing cost or variable/incremental cost.  The percentage of mark-up to be added to estimated cost also vary and depends upon the cost figure used.  For example, if total cost is used, the mark up will be added to provide an acceptable profit per unit.

Alternatively if total manufacturing cost is used, the ‘plus’ that is added must be sufficient to cover non-manufacturing overheads and to provide an acceptable profit per unit.

Pricing & Pareto  Analysis

Pricing is primarily the top management's exercise in Profit Planning.

          The necessity for pricing decision may arise when 


(i) a new product is to be placed in the market, 


(ii)  market cannot be penetrated at existing price or there is customers' resistance to the existing price, 

(iii) quotations or bids are to be made for the products or offers are received for purchase at a specific price, and 


(iv) some products are yielding profits lower than expected.


(v)  for inter departmental transfer
Pricing Methods:-

1. Absorption Costing or Full cost (or Total cost) method of pricing : 

Under this method, selling price is determined as total costs plus a  mark up to cover profit. The total costs for this purpose may also include opportunity costs, if any. 

Total cost pricing method is suitable for cost plus contracts and for new products having no established market. The method is commonly used where competitive conditions are non-existent or are not significant.

2.
Conversion cost method : The conversion cost ( total costs minus cost of material input cost) method of pricing is based on the contention that because materials do not earn any profit, profits should be related to the services performed, i.e. the value added in the form of conversion cost .

3.
Return on investment method: 


In this method, after ascertaining total costs of the product, certain margin is added for profit. The margin added is determined with reference to desired  return on capital  or assets employed, hence the name of the  method. This method is useful in fixing  price of new  products and the  prices of those products which use different amount of capital investment. 

This method takes into account the capital employed for financing the  production and sales of the product line. The formula for fixing a selling price which will yield a desired return on capital employed is.

              P =  (C+xF) / U 
                       1 - xV
              Where
P =   Selling price

                        
C =  Total cost, i.e. factory cost and administration, selling and distribution costs

                         
x =   Rate of return desired on capital employed



            F =   Fixed capital employed ( fixed assets )



            V =   Variable portion of capital employed ( as percentage of sales units )



            U =   Annual Sales ( Units )

4.
 Marginal  Cost Method . 


In this method, pricing is based on marginal (variable) costs. In special circumstances, pricing on the basis of just recovering marginal costs contribution to fixed costs may adopted. When a new product is being introduced to the market  or a foreign market is being explored  or when  the  goods are of perishable nature or in similar or in situations, marginal  costs based pricing can be resorted to. This method has a flexible approach and is useful in short terms pricing decisions.

5. 
Differential  Cost Method . 

6.
Standard Cost Method. 


In organisations where standard  costing  system is well established,  standard costs may be  appropriated basis for pricing . The standard costs generally help in determining  fairly correct  selling prices. In case of list prices and for the purpose quotations, price may  be based on standard costs. However, standard cost may  require to be modified to take note of current  conditions and variances of adverse nature  that have been  persisting despite managerial efforts. This would ensure that price conform to the  prevailing  real situation.

7.
Learning Curve Method or Efficiency curve method .


This method is popularly known as Learning Curve Method. Pricing in this case takes note of improvements in production efficiency due to repetitive nature of operation and large batch quantities, etc. This  method  takes into  consideration the  efficiency factor due to large  size of production volume  and repetition of same operations for turning out the  products. As the  efficiency improves, the unit cost of production comes down and this is reflected in pricing. However, it may be noted that when the maximum efficiency level is reached, there would be no saving in costs.

8.
Activity Base Costing .

9.
Target Costing .

10.
Life Cycle Costing :

Pareto  analysis


The rule  :
Pareto analysis is based on the  80 :20 rule that was a phenomenon first observed by Vilfredo Pareto, a nineteenth century Italian economist. He notice that 80 per cent of the wealth of Milan was owned by 20 per cent of its citizens (see Figure below) This phenomenon, or some kind of approximation of it ( 70 : 30 , etc) can be observed in many different business situations. The management accountant can use it in a number of different circumstance to help direct management’s attention to the key control mechanisms or planning aspects. 


Pareto  chart  wealth  per citizen in Milan 








 
The  Pareto phenomenon  often shows itself in  relation to profitability. It is often the case that around 80 per cent of the profit is generated by 20 per cent of the products at any one time. This can be seen in Figure 1.6 where the profits of five products are plotted in order of profitability, It is, of course,  difficult to determine the profitability of individual products because of shared fixed costs. If the fixed  costs are removed and contribution plotted instead of profit a profit-volume chart results. 


It is not always advisable to delete products from the range if they are not very profitable or their price cannot be increased, without  carrying out careful analysis. The poor performers  may be new  products establishing themselves in the market and they may have a profitable future. The  imbalance is almost inherent and cannot normally be removed. However, the 20 percent of the products that generate 80 per cent of the profit need to be looked after, so that they can continue to generate at this level. One reason for their profitability may be a high degree of branding which has the effect of increasing the profit margin per unit. The company must continue to spend money promoting the brand so as to keep it in front of the public. 


Product profitability  charts 













Use of Pareto  analysis  

Pareto  analysis has a number of different uses in business ; some of these are described  below. 


Instead  of analysing products, customers can be analysed for their relative profitability to the organisation. Again, it is  often found that approximately 20 per cent of customers generate 80 per cent  of the profit. There will always be some customers who are less profitable than others, just as some products are less profitable than others. The key with customers is to make sure that the overall profile does not degenerate and the aim should be to improve the  profile. This can been seen in figure below where the solid line represents the present position and the two the dotted lines represent a change in performance for the better and worse. Line (ii) shows improve performance in the sense that customers are contributing more evenly to the profit, thus stabilizing the position of the organisation. With the ‘worse profile’, the loss of, say, two of the customers might seriously jeopardize the organisation’s  future. 

Pareto  chart  showing customer  profitability 








Another use for Pareto analysis is in stock control where it may be found that only a few of the goods in stock make up most of the value. A typical analysis of stock-may reveal the situation shown in  table below. 

	Product
	Value
	% of Value
	% of Volume
	Action

	A

B

C
	High value

Medium value

Little  value
	70

20

10
	10

20

70
	Control carefully

Medium control

Not control



The outcome of this type of analysis be to increase control and safeguards on the 10 per cent of the stock that is of a particularly high value and to remove the controls on the stocks that is of little value altogether. Alternatively it may be found that a few items take up most of the storage space and therefore storage cost are unduly high for these items. It may be possible to move towards a just-in-time system for these items only,  thus saving money and space. 


Another study might relate to activity based costing and overheads. It may shows that 20 per cent of an organisation’s cost drivers are responsible for 80 per cent of the total cost. By analysing, monitoring and controlling those cost drivers that cause most cost, a better control and understanding of overheads will be obtained. 


The terms ‘Pareto diagram’ usually refers to a histogram or frequency chart on product quality (see Figure Below ). In  the 1950s Juran  observed that a dew causes of poor quality usually accounted for most of the quality problems – hence  the name Pareto. Figure 1.8 shows a frequency chart for poor quality in boxes cakes, and it can easily be imagined how it  could be turned into a Pareto  Chart. The purpose of the analysis, in this case, is to direct attention to the area where the best returns can be achieved by solving most of the quality problems, perhaps just with a single action. In this case more accurate grading of eggs by volume by the supplier may solve about 40 per cent of the total quality problem and if the mixing time is made more accurate at least 75 per cent of the problems will be removed. 


Pareto diagram showing the causes of quality problems in boxed cakes 









Quality Control

1.
Cost of quality


To compete successfully in today’s global competitive environment companies are becoming ‘customer-driven’ and making customer satisfaction an overriding priority. 


Customers are demanding ever-improving levels of service regarding:

a. cost, 

b. quality,

c. reliability,

d. delivery and

e. the choice of innovative new products.


Quality has become one of the key competitive variables and this has created the need for management accountants to become more involved in the provision of information relating to the quality of products and services and activities that produce them.


In the UK quality related costs have been reported to range from 5 to 15% of total company sales revenue (Plunkett et al., 1985). Eliminating inferior quality can therefore result in substantial savings and higher revenues.

2. 
The Cost of Quality may also be viewed as the cost of non-conformance of the product to set specifications’. Elucidate the statement and explain four major classification of cost of non-conformance. 


Answer : Cost of quality is often viewed as the cost of non-conformance of the product to set specifications. This helps the management of focus on target of reducing total cost related to the quality of the product or service. Usually cost of non-conformance is classified into ‘cost of prevention’. Cost of appraisal’, ‘cost of internal failure’,  and the ‘cost of external failure’. Increase in the cost of prevention reduce cost of appraisal, internal failure, and external failure. Similarly, increases in cost of appraisal reduce the cost of internal failure, and external failure. Similarly, increase in cost of  appraisal reduce the cost of internal failure. Therefore, all these cost should be viewed together rather than in isolation. 

Cost  of prevention includes cost incurred to prevent non-conforming units being produced in the first price place. Details of costs are :-- 

i) Cost of engineering / technical studies for improved production processes. 

ii) Cost of equipments to produce products to specified quality standards. 

iii) Costs of obtaining improved raw materials  and suppliers training. 

iv) Costs associated with training of operators. 

v) Costs of preventive maintenance programme. 

vi) Costs of inspection on-line as against at the end of production. 

Cost of appraisal includes costs incurred to ensure that materials and products that failed to meet quality standards prior to being put into the production or market. 

Details  of costs  are :-- 

i) Costs of inspecting raw materials and purchased parts. 

ii) Costs of inspection of finished products and segregating defectives. 

iii) Costs of quality audits. 

iv) Costs of field tests. 

Cost of internal failure includes costs incurred on correcting defects identified in the appraisal prior to product being put into the market. Details of costs are : 

i) Costs of manufacturing losses (scrap, re-work, upgrade). 

ii) Costs of production capacity (downtime). 

iii) Costs of interference in production schedule. 

iv) Costs of technicians’ time spent in fault investigation. 

v) Costs of discounts on sales of sub-standard products. 

Cost of external failure includes costs arising in correction of errors after the product has been put in the hands of the customer. Details are :-- 

i) Costs associated with  distribution of inferior quality products to customers. 

ii) Cost of handling customer complaints. 

iii) Cost of customer ‘displeasure’. 

iv) Costs of claims, warranty, and replacement. 

v) Freight on and repairs to returned goods. 

vi) General long-term costs in the nature of loss of customers, loss of image and prestige of the firm. 

3.
Write short notes on Total quality management (TQM),


Answers :It is a term used to describe a situation where all business functions are involved in a process of continuous quality improvement, has been adopted by many companies.


TQM has broadened, from its early concentration on the statistical monitoring of manufacturing processes, to a customer-oriented process of continuous improvement that focuses on delivering products or services of consistent high quality in a timely fashion.


The philosophy of emphasising production volume over quality resulted in high levels of stocks at each production stage in order to protect against shortages caused by inferior quality at previous stages and excessive expenditure on inspection rework, scrap and warranty repairs. Companies discovered that it has cheaper to produce the items correctly the first time rather than wasting resources by making substandard items that have to be detected, reworked, scrapped or returned by customers. In other words, the emphasis of 


TQM is to design and build quality in, rather than trying to inspect it in, by focusing on the cause rather than the symptoms of poor quality. 


Management accounting systems can help organisations achieve their quality goals by providing a variety of reports and measures that motivate and evaluate managerial efforts to improve quality. These will include financial and non-financial measures. Many companies are currently not aware of how much they are spending on quality.


A cost of quality report should be prepared to indicate the total cost to the organisation of producing products or services that do not conform with quality requirements. Four categories of costs should be reported. 


1.
Prevention costs are the costs incurred in preventing the production of products that do not conform to specification. They include the costs of preventive maintenance, quality planning and training and the extra costs of acquiring higher quality raw materials. 


2.
Appraisal costs are the costs incurred to ensure that materials and products meet quality conformance standards. They include the costs of inspecting purchased parts, work in process and finished goods, quality audits and field tests.


3.
Internal failure costs are the costs associated with materials and products that fail to meet quality standards. They include costs incurred before the product is despatched to the customer, such as the costs of scrap, repair, downtime and work stoppages caused by defects.


4.
External failure costs are the costs incurred when inferior products are delivered to customers. They include the costs of handling customer complaints, warranty replacement, repairs of returned products of and the costs arising from a damaged company reputation.

4.
What do you understand by “ Cost of quality “ ?

The quality of a product or service is its conformance with a pre-specified (and often pre-announced) standard.

Answers :Quality costs are of two types : 

i. Costs incurred (e.g. inspection or laboratory tests) to increase the probability that a delivered products meets its specification and

ii. Costs incurred (e.g. for replacement) when a delivered product fails to meet its specifications.

Costs associated with product quality programs may be grouped in four categories :

i. Prevention costs :  These focus on preventing the production of production of products that do not conform to specification.  Individual cost components include supplier evaluations and  supplier quality seminars, employee training, equipment design reviews, machine-tooling calibration, and preventive maintenance.

ii. Approval costs :  These focus on detecting which individual products of these produced do not conform to specification.  Individual cost components include inspection and testing programs for materials, work in progress and finished goods, and engineering programs (such as statistical quality control).

iii. Internal failure costs :  These focus on costs incurred when a nonconforming product is detected before its shipment to customers.  Individual components include rework costs, scrap, space costs for rework and scrap, tooling changes, and downtime costs.

iv. External failure costs :  These focus on costs incurred when a nonconforming product is detected after its shipment to customer.  Individual components include the cost of returned products, work done under warranty, product liability costs, and one approach used to estimate the loss of potential future sales because of defects in existing products.

The individual costs items included in these categories come from many different functional areas, such as purchasing, production, distribution, and marketing.  The cost of initially developing, and then maintaining, a cost of product internal-reporting system can be high. 

It has been observed that most companies incur about 10% to 25% of their sales revenues costs of quality.

A firm which institutes systems and procedures for Quality Measurement, Quality Improvement Plan, Quality Circles will earn substantial cost reduction, thereby increasing margins. 

Short notes

1.
Responsibility Accounting :
It refers to a control system of management accounting are reporting.  The basis of responsibility accounting is the creation/recognition of various responsibility/decision centres in an organisation.  The individual Managers of these centres are made responsible for the incurrence and control of costs relating to their responsibility centres.  It aims at control of cost and not its determination.  It will examine the responsibility for cost under review.  The performance of the Managers of the various responsibility centres is judged by assessing how far they have been able to monitor these costs.  This is done through performance reports. 

 The method can be tailored according to the needs of an organisation.  Thus responsibility accounting is a primary management tool which provides complete suggestions for corrective action.  The preparation of an organisation chart, individual interest, probability of resistance and feeling of dissatisfaction are the limitation of responsibility accounting.  The names of various responsibility centres are (.i)  Cost Centre,  (ii)  Profit Centre,  (iii)  Investment Centre,  (iv)  Contribution Centre,  (v)  Revenue Centre and (vi)  Service Cost Centre.

2.
Treatment of   the research and development costs in connection with

i. job undertaken on behalf of a customer; and

ii. improvement in existing products ?

Answer:

 i.
Cost of R & D project undertaken on behalf of a specific customer should not be treated as manufacturing overhead.  It should be as a separate profit centre.  All expenses to meet such costs should be debited to “Outside R & D Project Account”.  Receipts against such requests are to be credited against this account.

ii.
Where research and development of products are undertaken on continuous basis the expenditure is treated as product costs.  The cost of incomplete research project should be carried out continuously in order to retain company’s place I the industry, he expenditure should be treated as general overhead.  Some companies prefer to change such costs of continuous research, to the Profit and Loss A/c.

3.
Benchmarking


Benchmarking is the continuous process of measuring products, services or activities against the best level of performance that may be found either inside or outside the organisation. It is a process of comparing a firm’s activities with best practices.


The process involves establishment of benchmarks (targets or comparators) through whose  use the levels of performance of the company is sought to be improved. Benchmarking is a tool for continuous improvement because after identifying a best practice performance, it becomes a target to beat. 


There may be two types of benchmarking : 





a.
intra-group and





b.
 inter-industry. 


In the former case, groups of companies in the same industry agree that similar units within the 
co-operating companies will pool data on their processes. The processes are benchmarked against each other. Improvement task forces are established to identify and report “best practice” to all members of the group so that each participating company can achieve it and beat it. 


In inter-industry benchmarking, non-competing firms with similar processes are identified and asked to participate in benchmarking exercise. The objective is to benefit from the experience of the other, and establish best practice in their common business processes. 


Benchmarking can be applied in any business process or activity for continuous improvement—e.g. quality, cost, productivity, process, customer service, and so on.  The steps in benchmarking are as follows.



1.
Gather relevant data of participating departments or units, establish the benchmarks based on the best practices and communicate them to the relevant departments or participating units. 



2.
Measure actual performance to compare with the benchmarks.



3.
Analyse the reasons for variations and report them to management for taking preventive and corrective actions. 



4.
Review the existing benchmarks to set new targets for continuous improvement.


A benchmark is a target fixed based on the best practice. It may be two types

a. financial or 

b. a non-financial measure or both. 


Examples of financial benchmarks are 

1. standard cost, 

2. target profit, 

3. sales revenue, 

4. desired cash flow, etc.


Examples of non-financial benchmarks are

1. Targets in terms of market share,

2. customer satisfaction,

3.  reduction in machine down-time,

4.  target rate of return 


Again, financial benchmark may be a part of the accounting system, e.g. 





a.  standard costing,

c. budgetary control and

d. variance analysis


When target profit margin based on competitor’s performance is accepted as the benchmark, it is obviously not a part of the accounting system. 

4.
Strategic Cost Management


What is a strategy?


A strategy is a set of policies, procedures, and approaches to business to produce long-term success under continues change in horizon. For this, one must have a clear idea about the goals or mission of the company. A mission is developed into specific performance objectives which are then implemented by specific corporate strategies, that is, an integrated set of actions to achieve the objectives that will fulfil the mission. 


What is strategic cost management?


One of the major themes in strategic cost management concerns the focus of cost management efforts. The key question is: How does a firm organise its thinking about cost management? Strategic cost management is an approach to management accounting that explicitly highlights strategic issues and concerns. It sets cost analysis in a broader context in which cost information is used to develop superior strategies. A sophisticated understanding of the firm’s cost structure can go a long way in the search for sustainable competitive advantage. This is what is referred to as strategic cost analysis. Understanding how cost management facilities the development of a successful business strategy requires a knowledge of the principle and practices of strategic management—the process of developing a competitive strategy. 


Developing a sustainable competitive advantage


Through systematic analysis of critical success factors a firm can identify and develop its competitive advantage over its competitors. The traditional approach may be SWOT analysis. SWOT analysis is a systematic procedure for identifying a firm’s critical success factors—its internal strengths and weaknesses, and its external opportunities and threats. The more scientific approach is the value chain analysis. The value chain is defined as the linked set of value-creating activities of the firm. The focus is external to the firm. 

5.
Business process re-engineering


Business process re-engineering involves examining business processes and making substantial changes to how the organisation currently operates. It involves the redesign of how work is done through activities.


A business process consists of a collection of activities that are linked together in a co-ordinated manner to achieve a specific objective. For example, material handling might be classed as 

a. scheduling production,

b. storing materials,

c. processing purchase orders,

d. inspecting materials and

e. paying suppliers. 


The aim of business process re-engineering is to improve the key business process in an organisation by focusing on

a. simplification,

b. cost reduction,

c. improved quality and

d. enhanced customer satisfaction.


Consider the materials handling process outlined in the above paragraph. The process might be re-engineered by sending the production schedule direct to nominated suppliers and entering into contractual agreements to deliver the materials in accordance with the production schedule and also guaranteeing their quality by inspecting them prior to delivery. 


The end result might be the elimination, or a permanent reduction, of the storing, purchasing and inspection activities. These activities are non-value added activities since they represent an opportunity for cost reduction without reducing the products’ service potentials to customers.      


A distinguishing feature of business process re-engineering is that it involves radical and dramatic changes in processes by abandoning current practices and reinventing completely new methods of performing business processes. The focus is a major changes rather than marginal improvements.


A further example of business process re-engineering is moving from a traditional functional plant layout to a just-in-time cellular product layout and adopting a just-in-time philosophy. Adopting a just-in-time (JIT) system and philosophy, has important implications for cost management and performance reporting. It is therefore, important that you understand the nature of such systems had how they differ from traditional systems, but rather than deviating at this point from our discussion of cost management the description of a JIT system will be deferred until the end of he chapter.

6. 
Tear-Down analysis


Tear down analysis (also known as reverse engineering) involves examining a competitor’s product in order to identify opportunities for product improvement and/or cost reduction. The competitor’s product is dismantled to identify its functionality and design and to provide insights about the processes that are used and the cost to make the product. The aim is to benchmark provisional product designs with the designs of competitors and to incorporate any observed relative advantages of the competitor’s approach to product design.  

7.
The need for Accurate Cost Management Systems


It is important that target costing is supported by an accurate cost system. In particular, cost drivers should be established that are the significant determinants of the costs of the activities so that cause-and-effect allocations are used. Arbitrary cost allocations should be avoided. IF arbitrary cost allocations are used the allocation base will not be a significant determinant of cost. Let us assume that an arbitrary allocation base, say direct labour hours, is used to allocate support costs to products. To reduce the projected cost towards the target cost the target costing team will be motivated to focus on reducing direct labour hours. Why? Because this will result in a smaller proportion of the support costs being assigned to the product. 


However, the support costs incurred by the organisation will not be reduced because there is no cause-and-effect relationship between direct labour hours and the resulting costs. 


Therefore the target costing exercise will merely result in a reduction in the costs that are allocated to the product but organisational costs will not be reduced. In contrast, if cause-and-effect allocation bases (i.e. cost drivers) are established, reductions in cost driver usage should be followed by a reduction in organisational support costs.


Therefore, it is very important that cost systems use cost drivers that are the determinants of costs so that they will motivate designers to take actions that will reduce organisational costs. Decisions taken at the design stage lead to the committed usage of cost drivers which can be difficult to change in the future.

8.
Cost Leadership

By pursuing an overall cost leadership strategy, a firm can earn above-average returns in its industry despite the presence of strong competitive forces. Cost leadership attained by consistent emphasis on efficient production of a good or service, which makes the firm as a low-cost producer in the industry.


For cost leadership the commonly required skills and resources are:

1. Sustained capital investment and access to capital,

2. Process engineering skills,

3. Intense supervision of labour,

4. Products designed for ease in manufacture,

5. Low-cost distribution system.


The common organizational requirements are:-

1. Tight cost control,

2. Frequent detailed control reports,

3. Structure organization and responsibilities,

4. Incentives based on meeting strict quantitative targets,

9.
Kaizen Costing & Target Costing 


Kaizen Costing is widely used by Japanese organisation as a mechanism for reducing and managing costs.


Kaizen is the Japanese terms for making improvements to a process through small incremental amounts, rather than through large innovations. 


The major difference between target and Kaizen costing is 

a. Target costing is applied during the design stage whereas Kaizen costing is applied during the manufacturing stage of the product life cycle.

b. With target costing the focus is one the product, and cost reductions are achieved primarily through product design. In contrast, Kaizen costing focuses on the production process and cost reduction are derived primarily through the increased efficiency of the production process. 


Therefore the potential cost reductions are smaller with Kaizen costing because the products are already in the manufacturing stage of their life cycles and a significant proportion of the costs will have become locked-in. 


The aim of Kaizen costing is to reduce the cost of components and products by a pre-specified amount. Monden and Hamada (1991) describe the application of Kaizen costing in a Japanese automobile plant. Each plant is assigned a target cost reduction ratio and this is applied to the previous year’s actual costs to determine the target cost reduction. 


Kaizen costing relies heavily on employee empowerment. They are assumed to have superior knowledge about how to improve processes because they are close to the manufacturing processes and customers and are likely to have greater insights into how costs can be reduced.


Thus, a major feature of Kaizen costing is that workers are given the responsibility to improve processes and reduce costs. Unlike target costing it is not accompanied by a set of techniques or procedures that are automatically applied to achieve the cost reductions. 

10.
The Balanced Scorecard


Prior to the 1980s management accounting control systems tended to focus mainly on financial measures of performance. The inclusion of only those items that could be expressed in monetary terms motivated managers to focus excessively on cost reduction and ignore other important variables which were necessary to compete in the global competitive environment that emerged during the 1980s. Product  quality, delivery, reliability, after-sales service and customer satisfaction became key competitive variables, but not of these were measured by the traditional management accounting performance measurement system.


During the 1980s much greater emphasis was given to incorporating into the management reporting system those non-financial performance measures that provided feedback on the key variables that are required to compete successfully in a global economic environment. 


However, a proliferation of performance measures emerged. This resulted in confusion when some of the measures conflicted with each other and it was possible to enhance one measure at the expense of another. It was also not clear to managers how the non-financial measures on which they were evaluated contributed to the whole picture of achieving success in financial terms.  


The need to link financial and non-financial measures of performance and identify key performance measures led to the emergence of the balanced scorecard – a set of measures that gives top management a fast but comprehensive view of the organisational unit (i.e. a division / strategic business unit). The balanced scorecard was devised by Kaplan and Norton (1992) and refined in later publications (Kaplan and Norton, 1993,)  


It allows managers to look at the business from four different perspectives by seeking to provide answers to the following four basic questions:  


1.
How do customers see us? (customer perspective)


2.
What must we excel at ? (internal business process perspective)


3.
Can we continue to improve and create value? (learning and growth perspective)


4.
How do we look to shareholders? (financial perspective)


The aim of the scorecard is to provide a comprehensive framework for translating a company’s strategic objectives into a coherent set of performance measures.


Kaplan and Norton recommend that organisations should articulate  the major  goals for each of the four  perspectives and then  translate these goals into specific performance measures. The choices will very over time and should  be linked to the strategy that the organization is following. 


They observed that most companies were trying to improve the performance of existing processes (through  lower cost, improved quality and shorter customer response times) but they were not  identifying the processes that were  truly strategic (i.e. those that require exceptional performance) for an  organisation’s strategy to succeed. 

The Balance Scorecard


	 

Financial perspective

	Goals
	Measures

	
	






	Customer perspective

	Goals
	Measures

	
	



	
Learning and growth perspective 

	Goals
	   Measures

	
	


11.
Just  in Time Manufacturing  (JIT –Manufacturing) :

Just in time manufacturing system developed in Japan (Toyota), normally for use  with  respect to manufacture. Which aims at a much tightened control over inventory. It  has been defined as the production of the necessary items, in the necessary quantities,  at the necessary time.The term implies prompt movement of materials to an operation or customer as and when they are required. 

The concepts involved in JIT  are little more than common sense. Rather than pushing large quantities of inventory through a process, JIT encourages a smaller, more consistent flow of parts to be pulled when needed as illustrated in Figure 1.  The result is a smooth flow of piece parts and work in process. Quoting Henry Ford : ‘Simplify and the goods will flow like water’.  

Features  :

1. Low  or Zero inventories; emphasis on operation from source to customer .

2. Emphasis on customer service and timing.

3. Short  of operations.

4. Flexibility of operations.

5. Efficient  flow

6. Use  of kanban  and Visibility.

Benefits  :

1. Reduce  inventories  and WIP

2. Reduce space requirements, set  up time

3. Shorter  throughput  times

4. Greater  employees  involvement, participation  and motivation

5. Smooth work  force

6. Greater  productivity

7. Improved  product /service  quality

8. Improved customer  service  and smaller  batch  size.

9. More  uniform  loading  of facilities.

Pre –requisites  of  JIT:

1. Low  variety

2. Demand  stability

3. Vendor  reliability

4. Defect  free  materials.

5. Good  communication

6. Preventive  maintenance

7. Total  quantity  control.

Desirable  factor  of  JIT :

1. Management  commitment

2. Employee investment.

3. Employee  flexibility.

Effect of using JIT (Just in Time) in Inventory Control.

1. saves cost due to lead time

2. saves cost due to holding inventory like insurance, spoilage, obsolescence etc.

3. does away with locking up of funds in inventory

4. helps very much in working capital management

12.
Target Costing vs. Kaizen Costing


It has been mentioned earlier that Kaizen costing can be used to achieve target cost. We thus make a brief comparison between the two as follows:


1.
Target costing is effective in managing costs in design and development stage of value chain while Kaizen is effective in the rest of the value chain areas, i.e. production, marketing, customer service etc. 


2.
Target costing is essentially a long term strategy aimed at bringing in excellence in the organisation. Kaizen stands for continuous improvement which is generated to short-term repetitive actions for cost reduction. 


3.
Kaizen is complimentary to target costing to achieve the desired results. Used with target costing, Kaizen helps reduce costs through the entire value chain of the firm. 

13.
Kaizen Costing vs. Standard Costing



A standard costing system has essentially a financial accounting focus, i.e. standards are set in financial terms and variance analysis follows similarly. Kaizen operates outside a company’s standard costs system and takes into account both financial and non-financial measures for cost reduction. In that sense, it functions in a similar fashion as a budgetary control system. Kaizen has a close link with a firm’s profit planning costing, the aim is to meet the cost standard effectively. Standard costing assumes current manufacturing conditions. Kaizen assumes continuous improvement in manufacturing and takes care of many other business functions (in the value chain) beyond manufacturing.
14.
State the requirements for operation of a Materials Requirement Planning (MRP) system

Answer :Materials Requirement Planning (MRP) originated in the early 1960s as a computerised approach for co-coordinating the planning, acquisition and production of materials. Important requirements for the operation of a MRP system are as follows :-- 

(i)
Master production schedule  : It specifies the quantity of each finished unit of products to be produced along with the time at which each unit will be required. 

(ii)
Bill of materials file : This file specifies the sub-assemblies, components and materials requirement for each item of finished goods. 

(iii)
Inventory file  : It maintains details of items in hand for each sub-assemblies, components and materials required. 

(iv)
Routing file : This file specifies the sequence of operations required to manufacture components sub-materials required. 

(v)
Master  parts file  : It contains information about  the production time of sub-assemblies and components produced internally and lead time for externally procured items. 

15.
Synchronous  management  / manufacturing 


The  profitability of the modern organization is dependent on a number of factors, not least of which is the rate at which are made. Other factors include the reduction of costs and maximization of efficiency. 


Management must identify what is referred to as ‘the bottleneck factor’ This is the factor of  production which limits the organization’s ability to increase the rate at which sales are achieved. You should recall that this is similar in principle to the limiting  factor  used in contribution analysis as part of short-term decision making. 


The combination of management policies and practices to improve efficiency and identify and alleviate the bottleneck factor are collectively referred to as synchronous management and manufacturing practices. 

16.
Write short notes on MRP- II 

MRPII (also written MRP-2 ) adds the MRP schedule into a capacity planning system and then builds the information into a production schedule. It is also seen as a link between strategic planning and manufacturing control. The sequence of events is as follows : 



Product  demands  forecast  prepared 




Manufacturing  the  prepared 




Master  production  schedule  prepared 


· Inventory  file                                   The essential

area  covered 

· Product structure file

 by MRP

· Production routing file



Materials  requirements  demand




Time  schedule  prepared 




Production  capacity checked 


Manufacturing  plan  executed 


From that document, a manufacturing, plan is developed based upon inputs from  purchasing  and production. Adjustments may be necessary to allow for production rates. Possible inventory  levels in seasonal trades and the size of the workforce. The manufacturing plan leads into a detailed  master production schedule which is akin to the original philosophy of MRP already outlined. 


If correctly applied, MRPII  provides a common data base for the different function  units such as manufacturing, purchasing and finance within a firm. 

17.

Backflush  accounting  



Backflush accounting is a cost accounting system which focuses on the output of an organization and then works backwards to attributed costs to stock and cost of sales. 



This system records the transaction only at the termination of the production and sales cycle. The emphasis is to measure cost at the beginning and at the end with greater emphasis on the end or outputs. Since back flushing is usually employed in parallel with JIT, there is no work-in-progress to considered nor, does work–in-progress materially fluctuate.



Essential for Backflush  accounting 




1.
accurate bill materials,




2.
good measures of yield and




3.
accurate engineering change notice when  yields do change. 



The variants of Backflush  accounting 



There are a number variants of the Backflush system, each differing as to the ‘trigger points’ at which costs are recognized within the cost accounts and thus associated with products. All variants, however, have the following common features : 

· the focus is on output –  costs are first associated with output (measured as either sales or completed production ) and then allocated between stocks and costs of goods sold by working back. 

· Conversion costs (labour and overheads) are never attached to products  until they are complete (or even sold ). Materials are recognized at different points according to the variant used, but only to the extent of being either stock of raw materials or part of the cost of stock of finished goods. Again, materials are not attached  to WIP. 

18.
The theory of constraints  (TOC)

The idea behind TOC is that raw materials should be turned into products that are immediately shipped to customers at the greatest possible speed, in a similar way to the JIT system. 

The important concept behind TOC is that the production rate of the entire factory is set at the pace of the bottleneck – the constraining resource. Hence, in order to achieve the best result TOC emphasises the  importance of removing bottlenecks or limiting factor. If they cannot be removed they must be coupled with in the best to be drawn to identify the bottlenecks or binding  constraints. 

TOC  identifies three types of cost. 


(
Throughput contribution    =  Sales revenue  -- direct material cost. 



Direct material cost includes purchased components and materials handling costs.) 


(
Conversion costs :  These are all operating costs, excluding completely variable costs, which are incurred in order to produce the product i.e. labour and overhead, including rent, utilities and relevant depreciation. 


(
Investments which include all stock, raw material, work in progress, finished goods, research and development costs, cost of equipment and buildings, etc. 

The aim is to increase throughput contribution  while decreasing conversion costs and investment costs. 

19.

Throughput  accounting  



Throughput Accounting (TA) is a method of performance measurement which relates production and other costs to throughput. Throughput accounting product costs relate to usage of key resources by various products. 



It assumes that a manager has a given set of resources available. These comprise the existing buildings, capital equipment and labour force. Using these resources, purchased materials  and components must be processed to generated sales revenue. To achieve this, maximum amount of throughput is required with the financial definition. 


Sales revenue  -- Direct  materials cost 

The cost of all other is deemed at least time related rather than fixed. 


Throughput  is  influenced  by : 

· Selling price

· Direct  purchase  price

· Usage of direct materials

· Volume of throughput.



Constraints on throughput might include : 

· the existence of an uncompetitive selling price

· the need to deliver on time to particular customers

· the lack of product quality and reliability

· the lack of reliable materials suppliers

· the existence of shortage of production resources. 



It becomes management’s task to eliminate these constraints. Shortage of resources are usually termed bottlenecks, and their elimination often only moves a problem from one location to another. Thus the careful planning to minimize and eliminate all bottlenecks becomes very important. 

20.
Kanban  Materials Acquisition  System  

Kanban is a Japanese word. It is a tool for implementing JIT production. In its most common form a kanban is simply a card that  contains production information. This card identifies 



a.  the part number,



b.  delivery and work cell locations, 

c.  part descriptions,

d.  quantity,

e.  company name and the

f.  card number within a series. 

Often kanban cards are  bar-coded to facilitate ease of use.  
The implementation of Kanban drastically changed the buyers’ activities. Under the new system the buyers  


(
Placed blanked orders with suppliers. Instead of suppliers receiving five to six large orders per year, smaller kanban quantities were requested often, on a daily basis. 


(
Made quality the primary factor. It is of  no use to receive five or 500 parts if  they are not usable. 


(
Provided the support to supply economical amounts of inventory. Buyers no longer controlled or were responsible for inventory levels and their delivery dates. Once the Kanban was formed, the buyer acted as a facilitator, providing the necessary administration to support parts movement. 

Once the Kanban  was in place, buyers found their relationships with the vendors had changed form adversarial and tenuous to a partnership. The vendors were thrilled with Kanban. The radical schedule and production fluctuation they had been experiencing were gone. They now had visibility of what their customer actually needed. They were able to respond immediately to 

General (Question & Answers)

1. “Cost may be classified in a variety of ways according to their nature and the information needs of the management” Explain.

Cost can be classified according to their nature and information needs of the management in the following manner:

i. By Element

Under this classification costs are classified into (a) Direct Costs (b) Indirect Costs according to elements viz. material, labour and expenses.

ii. By function
Here costs are classified as : Production cost, Administration cost, selling cost, distribution cost, research cost, development cost etc.

iii. By behavior
According to this classification costs are classified as fixed, variable and semi variable costs. Fixed costs can further be classified as committed and discretionary.

iv. By Controllability
Costs are classified as controllable and non- controllable costs. 

iv. By Normality      
Under this classification costs are segregated as normal and abnormal costs.

Management of a business house requires cost information for decision making under different circumstances. For example they require such information for fixing selling price, controlling and reducing costs. To perform all these functions a classification of cost according to their nature and information needs is an essential pre-requisite of the management.

2. Explain the concept of cost drivers. Indicate what you will consider as cost drivers for the following business functions :

i. Research and development and

ii. Customer service.

 A cost driver is any factor whose change causes a change in the total cost of a related cost object. In other words, a change in level of cost driver will cause a change in the level of the total cost of a related cost object. The cost drivers for a business function  viz. Research and Development and Customer Service are as below :


Research & Development

-
Number of research projects 

· Personal hours on a project

· Technical complexities of a project

 
Customer Service      


-
Number of service calls 

· Hours spent on servicing product

3. Explain briefly the terms Expense Center, Profit Center and Investment center.

Expense Center : A center or a unit of an organization for whom a standard amount of cost to be incurred is predetermined and its performance is evaluated by making a comparison between standard and actual costs is known as expense center. Any difference between standard and actual cost should be segregated further under two heads viz., controllable and un-controllable for an objective evaluation of expense center performance.

Profit Center : A unit of an organization headed by an individual fully responsible for all costs, revenues and profitability of its operations is known as profit center. The individual is authorized to plan and look after production, financial and accounting activities of the center. A concern may be divided into a number of profit center based on logical division of activities profit of each center may be ascertained separately. Creation of profit center facilitates management control.

Investment Center : A center whose managers are normally accountable for sales revenue and expenses but in addition they are also responsible for some special investment decision and are thus able to influence the size of the investment. Return on investment (ROI) and Residual Income (RI) are usually used to evaluate the performance of investment centers.

4. Discuss the merit and demerit of using profit center and cost center as ways of measuring managerial performance. 

A profit center is that segment of activity of a business, which is responsible for both revenues and expenses thereby disclose the profit of a particular segment of activity. It is created as a result of decentralization of operations to measure the performance of divisional executives. Each profit center has a profit target and also enjoys authority to adopt such policies as are necessary to achieve its targets.

The chief merit of profit center is that it makes its managers responsible for the profit performance – achieving the budgeted amount of profit during a period. Under profit center concept the whole organization is divided into a number of divisions, the performance of each division is measured in terms of both the income that is earned and the costs  that are incurred. 

Managers of each division have freedom in making decision. They need not obtain approval from corporate headquarters for every expenditure. The main demerit in the working of this system is the incapability of executives to determine suitable transfer price amicably.

A cost center is the smallest segment of activity or the area of responsibility for which costs are accumulated. Cost centers are created for accounting / ascertaining costs and their control. Such centers make all possible efforts to minimize costs. Standard amount of cost to be incurred by each cost center is predetermined. The performance of each cost center is evaluated by comparing the actual amount with the standard / budgeted amount. Success towards the achievement of cost standards speaks about the performance of cost center executives.

While judging the performance of managers of cost centers it is essential to differentiate between controllable costs and uncontrollable costs. In practice it would not be so easy to do so. This is one of the demerits of cost centers. Seldom an individual can have complete control over the factors that may influence a given cost element. By this criteria , no cost can be theoretically classified as a controllable.

COST CONTROL & COST REDUCTION

5. Briefly identify the areas of cost reduction at the product design stage.

Ans: Product design affords the greatest scope for cost reduction of a permanent nature. The impact of a decision made it the designing stage on cost can be revealed at every stage of manufacture or processing of the product in a factory. The design function therefore offers an extremely important area for cost reduction action. Before making new design, a design policy has to be settled by top management. The design policy may be directed towards objectives such as: 

i) Low cost and functional efficiency

ii) Widest possible application

iii) Quality and life, and 

iv) Appearance 

Any attempt to achieve cost reduction through design economies may come into conflict with the over-riding design policy and hence a firm policy concerning design has to be settled by over-coming as far as possible, conflicts.

Potential area for cost reduction in the field of design are:

i) Introduction of new designs.

ii) Improvement in existing designs, and

iii) Standardization and simplification.

6. “The Advent of operations research has afforded scope for cost reduction” Explain.

 Ans : The traditional cost accounting techniques have not been so useful in cost reduction as has been made possible with the advent of operations research. The operations research is a diffused collection of mathematical, statistical models that are applied to decision making. In fact O.R. uses scientific methods to provide criteria decision regarding main, machines, material etc, involving repetitive operations. It is a vigorous means discovering feasible alternatives, evaluating them and choosing the best so as to result in cost reduction following are the O.R. techniques which can be used to accomplish the task of cost reduction:

i) Linear programming;  ii) Inventory Control;  iii) Probabilistic models;  iv) Critical path analysis and Simulation  

These techniques with the help of computers can be practiced more effectively for cost reduction

7.  List out any four operation research techniques which can be used for cost control in an organisation  

Ans: The advent of computers and the applications of mathematics to solve problems have afford considerable scope for costs control not hitherto achieved by the traditional cost accounting techniques. Operatic Research (O.R.) is a diffused collection of mathematical and statistical models that are applied to decision- making is a vigorous means of discovering feasible alternatives, evaluating them and choosing the best alternative.

The following are some of the O.R. techniques, which can be used to accomplish the cost control in an organisation.

i) Linear Programming

ii) Inventory Control

iii) Probabilistic Models

iv) Critical Path Analysis

MARGINAL COSTING

8. Discuss the relationship between Angle of Incidence, break-even Level and Margin of Safety.

Ans. Angle of Incidence – It is the angle between total sales life and total cost line drawn in the case of break-even chart. It provides useful information about the rate at which profits are being made. The large the angle, the higher the rate of profit or vice-verca.

Break even level: It is that level of sales (or production) at which the sales revenue exactly equals total costs both variable and fixed. In other words it is level of activity at which the firm neither earns a profit nor suffers a loss.

Margin of safety: It is the difference between total sales at break-even point. In other words margin of safety is the amount of sales above the break-even point. If there is a fall in the sales to the extent of margin of safety, the firm will not be in red.

Relationship between Angle of Incidence ,Break-even Level and Margin of Safety.

i) If the break –even point is low and angle of incidence is large. The margin of safety is large and the business enjoys financial stability. A low break-even point indicates that the business could be run if there is fall in the sales, unless the sales are very low.

ii) If the break-even point is low and angle of incidence is small, conclusions are same as in 1 above except that the rate of profit earnings capacity is not so high as in 1.

iii) If the break-even point is high and angle of incidence is small. The margin of safety is low. The business is very vulnerable, even a small reduction is activity may result in a loss.

iv) If the break-even point is high and angle of incidence is large. This shows that the margin of safety is low. The business is likely to incur losses through a small reduction in activity. However, after the break-even point, the business makes the profit at a high rate.

9.
Mention any four important factors to be considered in Marginal Costing Decisions. 

Ans.  Important factors to be considered in Marginal Costing Decisions are as follows: 

i) Whether the product of production makes a contribution.

ii) In the selection of alternatives, additional fixed costs if any should be considered.

iii) The continuity of demand after expansion and its impact on selling price are to be considered.

iv) Non-cost factors such as the need to keep labour force intact and government attitude are also to be taken into account. 

10. List out the assumptions of break-even analysis.

Ans. The assumptions underlying break- even analysis are as below:

i) All cost can be easily classified into fixed and variable components.

ii) Both revenue and cost functions are linear over the range of activity under consideration.

iii) Prices of output and input remain unchanged.

iv) Productivity of the factors of production will remain the same.

v) The state of technology and the process of production will not change.

vi) There will be no significant change in the levels of inventory.

vii) The company manufactures a single product.

viii) In case of a multi-product company, the sales mix will remain unchanged. 

11.  What are the limitations of marginal costing? Explain.

Ans-  Limitations of marginal costing: 

i) Marginal Costing assumes that all costs can be classified into fixed and variable. But it is not so, as there are costs which are neither fixed nor variable. For example, various amenities provided to workers may have no relation either to volume of production or time factor.

ii) Contribution of a product itself is not a guide for optimum profitability unless it is linked with the key factor.

iii) Marginal Costing ignores time factor and investment. For example, the marginal cost of two jobs may be the same by the time taken for their completion and cost of machines used may differ. The true cost of a job, which takes longer time and uses costlier machine would be higher. This fact is not disclosed by marginal costing.

iv) The overheads of fixed nature cannot altogether be excluded particular contracts while valuing work –in –progress, in order to show the correct position, fixed overheads have to be included in work-in-progress.

v) In the long run the selling price should be based on total cost i.e. inclusive of fixed cost also. In the short run or special situations when a product is sold below the total cost, customers may insist on the continuation of reduced prices forever, which may not b possible in all cases. Further, sales staff may mistake marginal cost for total cost and sell at a price, which will result in loss or low point. Hence, sales staff should be cautioned while giving marginal cost.

vi) The main assumptions regarding behavior of costs are not true. The variable cost do not remain constant per unit of output. There may be changes in the prices of raw materials, wages rates etc. after a certain level of output has been reached due to shortage of skilled labour, concessions of bulk purchases etc. Similarly, the fixed cost does not remain statistics. They may change from one period to another. For example, salaries bill may go up because of annual increments or due to change in pay rate etc.

12.  Distinguish between absorption costing and marginal costing.

Ans.   Main points of distinction between Absorption Costing and Marginal Costing are as follows: 

	Absorption Costing
	Marginal Costing

	1.It is a total cost technique i.e. both variable and fixed costs are charged to products, processes or operations.

2.Fixed factory overheads are absorbed by the production units on basis of a predetermined fixed factory overhead recovery rate based on normal capacity. Under / over absorbed overheads are adjusted before arriving at the figure of profit for a particular period.

3.In spite of best possible forecast and equitable basis of apportionment / allocation of fixed costs, under or over recovery of fixed overheads generally arises.

4.Managerial Decisions under this costing technique are based on profit i.e. excess of sales value over total cost, which may at times lead to erroneous decisions. 
	Here only variable costs are changed to product, processes or operations. Fixed costs are charged as period cost to the profit statement of the some period in which they are incurred.

The cost of production under this method does not include fixed factory overheads and therefore the value of closing stock comprise of only variable costs. No part of the fixed expenses included in the value of closing stock and carried over to the next period.

Since fixed overheads are not included in the cost of production, therefore the question of their under/ over recovery does not arise.

Here decisions are made on the basis of contribution i.e. excess of sales price over variable costs. This basis of decision making results in optimum profitability. 


13. What is CVP analysis and what purposes does it serve? Explain.

Ans:  Profit per unit of a product depends on its selling price and cost of sales. 

Total profit depends on sales volume, which in turn depends inter alia on selling price and cost of sales. By and large cost also depends on volume of production. Thus, a close relationship exists between costs, volume and profit. Analysis of this relationship opens up an interesting and useful field for the management accountant. Cost-volume –profit analysis may be applied for profit planning, cost control and decision making.

The following purposes are served by analysis of cost-volume-profit relationship.

i. to forecast profit fairly, accurately.

ii. to set up flexible budgets.

iii. To evaluate performance for control.

iv. to ascertain the effects of costs of change in volume for market expansion or contraction.

v. to formulate price policies 

vi. to know the amount of overhead costs that could be changed to productions costs at various levels of operation.

RELEVANT COSTING & DECISION MAKING 

14. What are relevant costs? Identify two common pitfalls in relevant cost analysis.

Anr : Relevant costs are those expected future costs which are essential to a decision. The two key   aspects of these costs are as follows :

i)    They must be expected future costs.

ii) They must be different among the alternative courses of action.

For example, in a decision relating to the replacement of an old machine, the written down value of the existing machine is not relevant but its sale price is relevant.

Relevant cost analysis helps in drawing the attention of managers to those elements of costs, which are relevant for the decision. Two common pitfalls in relevant costs analysis are as under:-

First pitfall in relevant costs analysis is to assume that all variable cost are relevant. All variable costs are not relevant. Even among future costs, those variable costs, which will not differ under various alternatives are irrelevant.

Second pitfall is to assume that all fixed costs are irrelevant. All fixed costs are not irrelevant. If fixed expenses remain unchanged under different alternatives such expenses are only irrelevant to the decision at hand but if they are expected to be altered they should be considered as relevant.  

15.  “Relevant cost analysis helps in drawing the attention of managers to these elements of costs which are relevant for the decision.” 

Ans: Relevant costs are pertinent or valid costs for a decision. These bear upon or ‘influence decision’ and are direct related to the decisions to be made. These are critical to the decision, and have significance for it. These are the costs, which generally respond to managerial decision-making, and have significance in arriving at correct conclusion. These costs are capable of making a difference in user – decisions and enter into a choice between alternative courses of action in specific terms relevant costs for decisions are defined as expected ‘future costs that will differ under alternatives’. 

Relevant costs are futuristic in nature. These are the costs that are expected to occur during the time period covered by the decisions. The costs are different between alternatives being considered. Only costs that differ among decisions alternatives are relevant to a decision.

16.  Briefly explain the concept of ‘Opportunity Cost’.

Ans: It may be defined as prospective change in cost following the adoption of an alternative machine process, raw materials, specification or operation. In other words, it is the cost of opportunity lost by the diversion of an input factor from one use to another. 

It is major of the benefit of opportunity forgone. The opportunity cost of the value of the opportunity foregone is taken into consideration when alternatives are compared. 

The introduction of opportunity cost concept is helpful to the management in making profitability calculations when one or more of the inputs required by one or more of the alternatives courses of action is already available. These inputs may nevertheless have a cost and this is measured by the sacrifice made by the alternative action chosen or the cost that is given up in order to make them available for the current proposal.

17.   What are incremental costs and sunk cost? Discuss  

Ans:  Incremental costs: The difference in total costs between two alternatives is an incremental cost. It is synonymous to differential costs. Incremental costs arise due to change of the level activity. The change may be due to adding of a new product; change of channels of distribution, adding capacity etc. Incremental costs are not necessary variable in nature.

Sunk cost: Cost which do not change under given circumstances and do not play may role in decision making process are known as sunk costs. They are historical costs incurred in the past. In other words, these are the costs which have been incurred by a decision made in past and can not be changed by any decision made in the future. These costs are, however, best basis of predicting future costs. Amortisation of past expenses is the clearest kind of sunk cost.

18.  What is meant by ‘Incremental Revenue’?

Ans: Incremental revenue is the additional revenue that arise from the production or sale of a group of additional units. It is one of the two basis concepts the other being incremental costs which go together with differential cost analysis. Incremental cost in fact is the added costs due to change either in the level of activity or in the nature of activity.

19.  Briefly explain the implications of replacement costs and historical costs in financial reporting.

Ans: Replacement costs and historical costs are two alternative methods of showing assets in financial reporting. Historical cost is the actual cost of an asset at the time of its acquisition. Replacement cost is the cost to be incurred on an asset if it is replaced. These two cost concepts, on which valuation of assets is based for financial reporting purposes, differs because of price variations over a period of time. In case the price of an assets remains the same with the passage of time then historical cost coincides with replacement cost.

Under financial reporting viz. in the balance sheet assets are recorded at their historical cost. When prices rise substantially over period of time, historical cost do not properly indicate the actual costs. For managerial decisions, therefore these costs should properly be adjusted for price changes. The distinction between historical cost and replacement cost is thus relevant when past experience has to be as a guide to future cost for a proposed course of action.

20.  What is cost analysis ? how it is useful in decision making ?

Ans:  Cost analysis is the break up classification of the aggregate cost into relevant types. Such an analysis of past is an essential pre-request of controlling cost as well as decision- making. 

Identifibility of cost (direct cost) with units of products of operations is one such basis of cost classification. The importance of operations is one such basis of cost classifications. The importance of distinguishing cost as direct or indirect lies in the fact that direct cost of a product or an activity can be accurately allocated while indirect cost have to be apporationed on the basis of certain assumptions. Thus, it is helpful for management if cost are classified on the basis of their identifibility with the units of products, process or work orders. This is so because direct cost are controllable at the operational level whereas indirect cost are not amenable to such control. 

For the purpose of decision making and control, cost are distinguished on the basis of their relevance to the different types of decisions and control functions. Thus, expenditure which has taken place is irrecoverable in a situation, is regarded as sunk cost. Cost incurred as result of past decisions which can not be altered by another decision at a subsequent date is known as sunk cost. Thus, for decisions with future implications, a sunk cost is a irrelevant cost. If a decision has to be made whether to replace the existing plant, the book value of the existing plant it to be regarded as a sunk cost as it is irrelevant to the question of its replacement. The decisive factor would be the difference in income, which will result from the installation of a new plant, and the expected rate of return on the new investment. 

Cost which are relevant are only to be taken into account and all such cost are analysed accordingly. Present and future cash expenditure connected with a decision are the result of proper cost analysis. 

21.  Indicate the major areas of short- term decisions in which differential cost analysis is useful.

Ans:  Cost information is required both for short-term and long run managerial problems. Differential cost are of particular use in short term problems, which are non- repetitive, one time, ad-hoc problems. The following are the most common short –term problems and areas where differential cost analysis may be deployed :

(i) Except – or – Reject special may be deployed 

(ii) Make - or- by decisions 

(iii) Sell –or- process decisions 

(iv) Reduce –or- maintain price decisions 

(v) Add – or- drop production decisions

(vi) Operate- or-shut down decisions  

22.  Briefly explain the  relevant considerations involved in taking managirial decisions in respect of 

(a)  Make of Buy.

(b)  Temporary closure of a business or part of a business. 

(c)  Choosing a channel of distribution for a product.

Ans :   (a) Make or Buy.

The following are the relevant consideration involved in taking make or buy decision :

1. Possible use of released capacity and facility  as a result of buying instead of making.

2. Whether there  is possibility to expand the existing capacity or extra capacity.

3. Quality of goods supplied by supplier.

4. Reasonable certainty of the supplier meeting the delivery dates.

5. Whether more than one supplier  is available to reduce the risk of buying.

6. Labour relations- whether there would be any adverse effect on labour relations if it is decided to buy instead of making.

7. Whether necessary knowledge and  capability exists to make the product.

8. Costs of making and purchasing.

9. Cost of labour redundancies.

10. Availability of labour to make the product.

Above considerations are relevant for long term decisions. For the short run a, comparison is to be made between variable manufacturing costs and out of pocket costs to buy.

(b) Temporary closure of a business or part of a business:

Very often it becomes necessary for a firm to temporarily close down a business or a part of it due to trade recession with a view to reopening it in the future. In such a case the decision should be based on the marginal cost analysis. If the products are making a contribution towards fixed costs or in other words if other words if selling  price is above the marginal cost it is preferable not to close the business to minimize the losses. By a temporary closure of a business or a part of a business certain fixed expenses may be avoided but at the same time certain extra fixed expenses may protecting  the machinery and equipment when they are not in use. Thus the relevant consideration is whether me contribution is more than the difference between expenses incurred in normal operation and fixed expenses incurred when the business is closed. If contribution exceeds the difference between fixed costs business need not be closed.

Cost is not the only consideration in favour of closure of a business. The following non-cost consideration also relevant :

1. Whether it is possible to retrench the works for the period of temporary closure of the business. If the workers are discharged whether it would be possible to get skilled workers later on at the restart of the business.

2. Once the business or a part of business is closed down competitors may establish their products and thus it may be difficult to recapture the lost again.

3. The plant may become obsolete or depreciate at a quick rate when lying id le. Thus heavy capital expenditure may have to be incurred on reopening the business.

(c) Choosing a channel of distribution for a product: 

Manufactures of goods may adopt one or more channels of distribution for their products. They may sell directly to consumers or through retailers or through wholesalers and retailers or through functional middlemen (popularly called commission agents) wholesalers and retailers.  In choosing a particular channel of distribution.  manufacturer has to ensure maximum customer service (in order to maximize sales) at minimum cost. However the type of product of type of market. Industry practice and effect on  profitability are the main relevant consi derations in choosing a channel of distribution for a product.

(i) Type of product :

The type of product has an important bearing in deciding a channel of distribution. For example manufacturers of  expensive machinery or other special goods often sell their products direct to consumers. Large manufactures of consumers goods also find it profitable to sell their direct to consumers through their own retail or chain stores. Beta shoe company’s retail shop are goods example of this .

(ii) Type of market :

Seller’s market  or Buyer’s market also be relevant factors in  choosing a channel of distribution. If the market  is a seller’s market. The product or service should be distribution at the least cost. If it is a buyer’s market the  product  should pentetrate the market by adopting cost effective channels of distribution since the competition would be tough. For example in pharmaceutical industry being a buyer’s market the channel of distribution through wholesaler and retailer proves to be highly cost effective.

(iii)  Industry practices :

Some  industries follow their specific practice with regard to channel of distribution. Any units entering that industry will have to fall in line with other units in the in industry in deciding the channel distribution. For example if it the practice of milk dairies to deliver the milk at the customer’s door any other new dairy will have also to adopt the same method of distribution to make its place  in the market.

(iv) Effect on profitability :

Cost benefit analysis is very important in deciding a channel of distribution every ahannel of distribution will involve some costs. These costs are to be set off against the additional profit generated by choosing the channel of distribution. A particular channel of distribution is chosen only if additional profit exceeds the additional cost related to it. 

STANDARD COSTING

23.  What are basic difference between Standard Costing and Budgetary Control ?

Ans:  Basic differences between Standard Costing and Budgetary Control are as follows:

1. Standard costs are ascertained for material, labour and overhead. Here the control of each element of cost is affected by comparing actual costs with standard costs of actual output. Whereas budgets are prepared for different functions like sales, production, capital assets etc. of business. Budgetary Control here is concerned with the overall profitability and financial position of the business.

2. Range of standard costing is narrow as it is mainly confined to the control if production costs. But, the range of budgeting is wider than that of standard costing. It in fact covers sales capital and financial expenses as well.

3. Standard costing is confined to the projection of cost accounts only whereas budgetary control includes projection of financial accounts as well.

4. For exercising control, variances are compared in standard costing as well as budgetary control. But, these variances are normally recorded in different cost accounts under standard costing whereas they are not revealed under budgets.

5. Under standard costing causes of variances in respect of each cost element can be analysed in minute detail and corrective action taken accordingly.

Whereas budgetary control system deal with total expenses and revenues based on estimates.

24.  How are cost variances disposed off in a standard costing system? Explain.

Ans: There is no unanimity of opinion among Cost Accountant regarding the disposition of variances. The following are commonly used methods for their disposition:

1) Transfer all variances to Profit and Loss Account. Under this method, stock of work-in progress, finished stock and cost of sales are maintained at standard cost and variances arising are transferred to profit and loss account.

2) Distributing variances on pro-rata basis over the cost of sales, work-in-progress and finished goods stock by using suitable basis.

3) Write off quantity variances to profit and loss account and spread price variances over to cost of sales, work-in –progress and finished goods. The reason behind apportioning price variances to inventories and cost of sales is that they represent costs although they are derived as variances.

25.  Mention the causes that give rise to Labour rate variance.

Ans:  Causes for the occurrence of labour rate variance: This variance arises due to the difference between standard labour hour rate specified and the actual labour hour rate paid.  It is computed by multiplying the actual hours taken by workers on a job by the difference between the standard and the actual wage rate per hour. Main causes which contribute for the occurrence of labour rate variance are as below:

i) Increase in actual wage rate per hour paid to workers.

ii) Use if wrong type of labour i.e. for a job requiring the use of non-skilled labour. Since the wages of skilled labour are more than that of non-skilled labour therefore this increased wage rate per hour of skilled labour force accounts for occurrence of labour rate variance.

iii) Payment of special increments or allowances to workers.

iv) Non-anticipated wage increase at the time of setting standards.

v) Using a gang or mix different from that used for setting labour standard.

vi) Resorting to excessive overtime.

26. Explain the problem concerning control of operations that a manufacturing company can be expected to experience in using a standard costing system during periods of repaid inflation are as follows:

a) The formulation/ setting of material standards makes assumptions about the inflation, which will prevail in future. If this assumption is not stated clearly then it is difficult to determine how much of price variance is due to buying efficiency.

b) Price indices tend to reflect average price changes. Consequently, it is difficult for a company to predict future costs and interpret variances if the specific rate of inflation for its inputs is considerably different from the general rate of inflation.

c) Inflation may result in relative changes in the prices of inputs. Therefore, standard mixes requiring different inputs may no longer be the most efficient mix.

d) If standard prices are not adjusted then the efficiency variances will be understated.

e) Sharp rises in prices will raise questions as to whether unadjusted standards can be used in the decision making process (e.g. Price decisions). 

f) Administrative work involved in maintaining upto date standards when prices are constantly changing will increase. 

PRICING

27. In transfer pricing what is common conflict between a division and the company as a whole.

Ans- Usually, conflict between a division of the company and the company is a whole is faced by the management of decentralized units when products or services are exchanged among different divisions of the company. Such a conflict becomes more significant in the case of those concerns where profitability is used as a criteria for evaluating the performance of each division.  

The essence of decentralization is reflected in the freedom to make decisions under such a set up it is expected that the top management should not interfere with the decision making process of its subordinate heading units. In other words, management of decentralized units is given autonomy with regard to decision making. In this system top management is expected preserve ‘ autonomy in decision making’. The management of such companies also expects that each division should not only achieve its own objective necessary for evaluating the performance but should also achieve the objective of goal congruence. 

A divisional head in a company under aforesaid set up is free to use a price as a transfer price for goods and services, which may provide incentive. Such a transfer price may fail to achieve the objective of ‘Goal congruence’ (which means a perfect congruence between division’s goal and the goal of the company). In the case of failure of a division to achieve the objective of ‘goal congruence’ the management of the company may dictate their ‘transfer price’. Such a interference of management the company is usually the main basis of conflict between a division and the company as a whole.

Further this conflict is aggravated if the management advocates the transfer of goods and services at cost. As such the transfer price will not reflect a good picture about the performance of the transferring division. The profitability of the transferring division will not be known by the use of such a transfer price.

Each division appreciates the transfer of its goods/ services at usual selling price so as to arrive at the correct return/ profitability figure, used for measuring the performance. There is no incentive to the transferring division if goods and services are transferred at variable cost.

28.  What is meant by Cost –plus pricing?

Ans:  It is the most widely used method of pricing a product as it ensures that the selling price is greater than the total cost of a product. This method helps business firms to generate profits and survive in the future. 

Under the cost-plus pricing of the selling price of the product is determined by adding the percentage of mark-up to the estimated unit cost of product. 

The unit cost of the product can be determined by using different methods viz. total cost; manufacturing cost or variable/ incremental cost. The percentage of mark-up to be added to estimated cost also varies and depends upon the cost figure used. For example, if total cost is used the mark-up will be added to provide an acceptable profit per unit.

Alternatively if total manufacturing cost is used, the ‘plus’ that is added must be sufficient to cover non-manufacturing overheads and to provide an acceptable profit per unit.

29. a)  “Transfer pricing is a widely debated and contested topic”- Discuss

      b)  What should be the basis of Transfer Pricing if unit variable cost and selling price       are not constant ?

Ans :

    a)
Usually a conflict between a division of the company and the company as a whole is faced by the management of decentralised units when products or services are exchanged among different divisions of the company. Such a conflict becomes more significant in the case of those concerns where profitability is used as a criteria for evaluating the performance of each division.   

The essence of decentralization is reflected in the freedom to make decisions. Under such a set it is expected that the top management should not interfere with the decision making process of its subordinates heading different units. In other words, management of decentralised units is given autonomy with regard to decision making. In this system top management is expected to preserve ‘autonomy in decision making’. The management of such companies also expects that each division should not only achieve its own objective necessary for evaluating the performance but should also achieve the objective of goal congruence. 

A divisional head in a company under aforesaid set up is free to use a price as a transfer price for goods and services, which may provide incentive. Such a transfer price may fail to achieve the objective of ‘Goal congruence’ (which means a perfect congruence between divisions goal and the goal of the company). In case of failure of a division to achieve the objective of ‘goal congruence’, the management of the company may dictate their transfer price. Such an interference of management of the company is usually the main basis of conflict between a division and the company as a whole.

Further this conflict is aggravated if the management advocates the transfer of goods and services at cost. As such, the transfer price will not reflect a good picture about the performance of the transferring division. The profitability of the transferring division will not be known by the use of such a transfer price.

Each division appreciates the transfer of its goods/ services at usual selling price/ market price so as to arrive at the correct return / profitability figure, used for measuring the performance. There is no incentive to transferring division if goods and services are transferred at variable cost. 

b)
If unit variable cost and unit selling price are not constant then the main problem that would arise while fixing the transfer price of a product would be as follows:

There is an optimum level of output for a firm as a whole. This is so because there is a certain level of output beyond which its net revenue will not rise. The idle transfer price under these circumstances will be that which will motivate these managers to produce at this level of output. 

Essentially, it means that some divisions in a business house might have to produce its output at a level less than its full capacity and in all such cause a transfer price may be imposed centrally.

30.  State the important factors to be considered in pricing decision.

Ans :  Decision on product pricing is influenced by many considerations. Some of the factors are within the control of the decision-making while other as are not so. Thus price setting may be based on different considerations  such as : 

Cost-plus a mark up 

· Profit quantum on selling price

· Return on investment 

There is no unique method that will be the optimum under all situations.

Cost-plus mark up in general is not advisable as:

· the determination of the cost of a product ( particularly in the case of multi  product film) is difficult and any cost figure derived is subject to errors of estimation and some arbitrariness.

· since all cost are recovered in the price set, inefficiencies in operations lead to increased cost are passed into the price. Thus, there is no incentive for improvement.

Price set on cost plus ignores the market condition, and competitiveness profit quantum of selling price has the following limitations:

· selling price may have to be valid to suit markets and hence price and profit quantum will be subject to variations.

· the profit quantum is difficult to be assessed particularly in case of multiple products.

· the overall profit may not be adequate to provide adequate return on investment.

Return on investment : By and large this approach seems to be the best. Once the price set takes into considerations investment into and may be used for a long term.

It may be mentioned that cost information is one of many variables, which must be considered in the pricing decisions. The price, which is set, will depend upon the pricing policy of the company. The company may select a penetration price or skimming price or any price in between the penetration price and skimming price.

Market Penetration : A company may deliberately fix a low price with a view to capture a dominant share of the market. While so fixing prices as low as possible, the company will build up capacity to produce a high volume so that when the demand increases to give them large market share, it will be able to satisfy the demand by producing more and thus it drives the benefit of higher volume of production reducing the cost per unit. The following conditions are favorable for such a pricing policy-

i) The market is highly price sensitive:

ii) The unit cost of production and distribution decreases with the increase of sales volume.

iii) The low price will discourage competitors including potential once, who could otherwise enter the market.

Market skimming: Some companies take advantage of the fact that certain buyers are ready to pay a higher price than others, since it has high value to them  because of their immediate need. In order to tap these high rates of revenues such companies fix fewer units are sold.

The following conditions are favorable for such a pricing policy:-

i) There are sufficient number of potential buyers having a high current demand.

ii) The high price will not attract more competitors : and 

iii) The high price gives the impression that the product is of superior quality.

31.  Discuss briefly the concept of Skimming Pricing Policy.

Ans:  Skimming Pricing Policy 

It is a policy of high price during the early period of product’s existence. This can be synchronized with high promotional expenditures and in the latter year, the price can be gradually reduced.

The reasons for following such a policy are:

i) The demand is likely to be inelastic in the earlier stages till the product is established in the market.

ii) The charging of high price in the initial periods, serves to skim the cream of the market that is relatively insensitive to price. The gradual reduction in price in the later year will tend to increase the sales.

iii) This method is preferred in the beginning because in the initial periods when the demand for the product is not known, the price covers in initial cost of production.

iv) High initial capital outlays, needed for manufacture, result in high cost of production. Added to this, the manufacturer has to incur huge promotional activities resulting in increased costs. High initial prices will be able to finance the cost of production particularly when uncertainties block the usual sources of capital.

32. Enumerate and briefly explain any three methods of determining transfer prices.

Ans : Transfer Price is the price at which goods or services are transferred from one unit of a concern to the other .Various methods of pricing used for the purpose have been enumerated as below:-

i) At cost or variants of costs e.g. actual manufacturing cost; standard cost; full cost and full cost plus.

ii) At market price

iii) At bargained or negotiated price

Pricing at cost:

a)   Actual manufacturing cost: According to this method goods or services are transferred at their actual cost of production. It is a simple and useful method for units where responsibility of profit performance is centralized.

b)   Standard cost: Transfers of goods and services takes place at their standard cost. Variances if arise usually absorbed by the supplying unit but sometimes they may be transferred to the user unit as well.

c)   Full Cost: It means the sum total of expenses viz. cost of production, selling and distribution, administration, research and development which is used as a transfer price. The use of this method does not permit the internal unit to earn profit by transferring goods and services internally, but permits them to do so while dealing with outsiders.

d)   Full Cost plus : The supplying unit transfers goods and services at full cost plus( some mark-up). The mark-up added to full cost is either expressed as a percentage of full cost or of capital employed. Selling expenses here are recovered by he supplying unit without incurring them, specially when the goods/ services are transferred internally. Due to this defect the use of this method is not appreciated by the internal receiving units.

Market Price Method: Under this method the transfer prices of goods/services transferred to other units/divisions are based on market prices. In a competitive market provides an incentive to efficient production. The main limitations of this method are:

i) Difficulty in obtaining just market prices.

ii) Difficulty in determining the elements of selling and distribution expenses such as commission, discounts, advertisement and sales promotion etc. so that necessary adjustments may be made in the market price to provide benefit of these expenses to the profit center, receiving the goods.

Bargained/Negotiated Price Method: Each decentralised unit is treated as an independent unit and such units decide the transfer price quoted by their sister unit are not acceptable to them. A system of negotiated price develops business like attitude amongst divisions of the company. The buying division may be tempted to purchase from outside sources if the outside prices are lower than the internal division’s price. In order to avoid any reduction in overall profits of the company, the top management may impose restrictions on the external purchase / sale of goods.

33  Explain the use of cost in pricing. 

Ans- An important function of cost accounting is to ascertain costs to fix prices of the product. It is also popularly believed that prices are fixed on the basis of cost plus profit. Generally, however, in the short period, costs do not have much influence on prices. As made clear by economic theory, prices are determined in the short run by the forces of demand and supply; costs do not have an important influence. However, in the long run costs have a direct bearing on prices since then supply will adjust itself to the demand. Price will then be equal to cost plus reasonable profit. It should also be noted that through a single producer may be able to influence prices of the product, collectively all the producers will affect the prices. The chief reasons why costs do not have much influence on price in the short period are the following :

i) It is difficult to determine the cost of each product exactly specially if there are two or more products, then the apportionment of overheads will be more or less arbitrary and another method of absorption will mean a different figure of cost.

ii) In case of Joint products and By-products, to know the cost of each product will difficult since, again the apportionment of the common cost can be made in different ways. It is well known that most firms try to see that the sales revenue as a whole covers the cost of all the products as a whole and do not care much whether of each product covers its cost.

iii) In case of perfect competition, the immediate price may not at all be related to the cost, even for the industry as a whole unless the product can be stored for a long time. Perishable products must be sold for whatever they will fetch otherwise, there will be a total loss.

iv) A monopolist may not care for cost at all while fixing prices, though he will not allow prices to fall below cost. The whole idea behind discriminating prices is that prices can vary from one customer group to another customer group. Obviously price for one can be related to cost, if at all.

v) In the case of many articles, chiefly cosmetics and medicines, price have to be much, much above cost, otherwise there will no sale. 

However, one cannot say that prices are always divorced from costs. The following are the circumstances or cases when costs have a great influences on prices:-

a) In conditions of the imperfect competition each firm has some degree of freedom to determine the price due to absence of perfect competition and due to brand loyalty. If costs increase, the concerned firm may rise the price but it need not reduce the price if cost fall slightly. However, a firm can not be too far out of step with other firms in the industry.

b) Many times, government interferes and controls prices of the product. In such a case, it is likely prices will be related to costs.

c) Some business, as a matter of policy, keep low margin of profit with the objective to transfer higher volume of business to be able to earn more absolute profits. This is possible only after a very careful study of costs.

d) Under abnormal conditions such as during recession or when spare capacity exists, or when the firm wants to exploit the foreign market etc, the firm faces the problem, what should be the minimum price, which it can charge? The lowest limit under these circumstances can be set by the costs determined on the basis of marginal costing.

e) Many times, the basis of pricing in contract is the ‘cost plus’ formula.

f) Sometimes differential pricing is resorted to, which also requires use of costs. 

34  Briefly describe the following methods of pricing:

(i) Full cost method.

(ii) Conversion cost method.

(iii) Marginal cost method.

(iv) Standard cost method.

(v) Efficiency curve method.

(vi) Return on Capital Employed method. 

Answer

(i) Full cost method- In this method, selling price is determined on the basis of total cost including prime cost, manufacturing overheads, administrative, selling and distribution overheads. The margin that is to be added to the total cost may be in terms of the percentage of total cost of sales, as a percentage of selling price or as percentage of capital employed. This approach is used for cost plus contracts or for new products that do not have established markets ad competitive conditions. Full cost method of pricing is also called the total cost method of pricing. This method is entirely cost oriented and is considered a safe method. However, it does not consider fluctuation in market demands. Further, the inclusion of fixed costs for pricing may sometimes lead to wrong decisions with regard to the acceptance of special orders. In such cases, pricing based on marginal (variable) costs may be profitable.

(ii) Conversion cost method - This method of pricing is based on the contention that profits should be related to the value added in the from conversion costs, since materials do not contribute to profits. In the case of full cost method, profit on two products with different material contents, but with same conversion costs, will be different. Similarly in case of products having low material costs but high conversion costs and the materials having a high material costs and low conversion costs, may generate same profit. Variation in profits may do not occur if conversion costs method is adopted for pricing and profits are linked with conversion costs. however, it can not be said with certainty  that materials  do  not contribute to the profits in all the situations.

(iii) Marginal Cost Method: In this method pricing is based on marginal (variable) costs. In special circumstances, pricing on the basis of just recovering marginal costs contribution to fixed costs may adopt. When a new product is being introduced to the market or a foreign market is being explored or when the goods are of perishable nature or in similar or in situations, marginal costs based pricing can be restored to. This method has a flexible approach and is useful in short terms pricing decisions. 

(iv) Standard Cost Method: In organisations where standard costing system is well established, standard costs may be appropriated basis Standard cost method for pricing. The standard costs generally help in determining  fairly correct selling prices. In case of list prices and for the purpose quotations price may be based on standard costs. However standard cost may require to be modified to take note of current conditions and variances of adverse nature that have been persisting depite managerial efforts.

(v)       Efficiency  curve method :

The method is popularly known as learning curve method. Pricing in this case takes note of improvements in production efficiency due to repetitive nature of operation and large batch quantities, etc. This method takes in to consideration the efficiency factor due to large size of production volume and repetition of same operations for turning out the products.  As the efficiency improves the unit cost of production comes down and this reflected in pricing. However it may be noted that when the maximum efficiency level is reached, there would be no saving in costs.

(vi)      Return on Capital Employed Method :

In this method after ascertaining total costs of the product, certain margin is added for profit. The margin added is determined with reference to desired return on capital or assets employed hence the name of the method. This method is useful in fixing price of new products and the prices of those products which use different amount of capital investment.
MISCELLANEOUS

35.  Describe the role of cost accountant in the area of operating efficiency.

Ans:  Operating efficiency relates to the efficient use of various resources, viz. material, labour, machines etc. The cost accountant can contribute towards efficient and effective use of main, material and machine by introducing control and accounting procedures.

In the area of labour efficiency, the role of cost accountant includes reporting efficiency variances and evaluating wage incentive schemes. In the case of material, efficiency can be increased by introducing effective material control and accounting procedures and computing material usance variance. In the area of machine efficiency, his objective would be to ensure optimum utilisation of machine time. He may also give his advise based on his advise on his information and analysis, to the management, towards the replacement of old machine with the latest one. The efficiency of operating procedures will be monitored by industrial engineers and organisation and methods specified, but the cost accountant may be required to calculate the net savings to be expected from the procedural change. 

36. “Optimum level of inventory is that which minimizes the total costs”. Discuss

Ans:  It is true that the optimum level of inventory is that which minimizes the total costs. Inventories entail two types of costs- (i) cost of carrying inventory and (ii) cost of not carrying enough inventory. Both the costs conflicting as that if the firm decides to have huge stock, the cost of carrying will increase and the cost of not carrying enough will fall and vice versa. Therefore, these costs have to be balanced. Two key questions to optimum level of inventory are: (i) What quantity should be purchased or manufactured (ii) When should the quantity be purchased or manufactured. If EOQ and safety stock are well balanced that will minimise the total costs.

37.  What is job evaluation? How is it related to merit rating ? Discuss.

Ans:  Job Evaluation: It can be defined as the process of analysis and assessment of job to ascertain the relative worth and to provide management with a reasonable sound basis for determining the basic internal salary structure for various jobs positions. In other words, job evaluation provides a rationale for differential wages and salaries for different groups of employees and ensures that these differentials are consistent equitable.

Merit rating is a systematic evaluation of the personality and performance of each employee by his supervision or some other qualified persons.

Relationship between job evaluation and merit rating:

i)     Job evaluation and merit rating both are used for rating purpose. Job evaluation rates the jobs whereas merit rating rates employees on their job.

ii)     Job evaluation accomplishes the task of setting up a rational wage and salary structure for which the relevant basis / data provided by merit rating.

iii)     Job evaluation simplifies wage administration by bringing the uniformity in wage rates. This task they are able to perform, only after the receipt of figures of fair rate of pay for different workers on the basis of their performance from merit rating department.
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