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Basic Concept

1. What is cost & cost accounting?
Answer: Cost is measurement, in monetary terms, of theuataf resources used for therpose
of production of goods or rendering services.

Cost accounting is the application of accounting eosting principles, methods and techni
in the ascertainment of costs and the analysiawhgs and/or excess as compared with.pr us

experience or with standards
CIMA defines Cost Accountings “the establishment of budgets, standard ¢ sﬁ% costs
of operations, processes, activities or productd, the analysis of variances, ility or the
social use of funds.”

. %

2. Enumerate the main objectives of introduction of a Cost Accounting \a a manufacturing
organization.
Answer: The main objectives of introduction of a Cost Aaabng.System in a manufacturing
organization are as follows: ,&
Ascertainment of cost Q
Determination of selling p
Cost control and cost reduc
Ascertainment of profit ach activity
Assisting in manag cision-making

®copoTe

3. How has the composition of manufacturing @hanged during recent years? How has this

change affected the design of cost accounting ms?

Answer: Traditionally, manufacturing. companies classifidtte manufacturing costs to be
allocated to the products into (a) ateri@d} direct labour and (c) indirect manufacturing
costs. In the present day con aracterisedntgnsive global competition, large scale
automation of manufacturing {st , computeopaéind product diversification to cater to the
changing consumer tastes @eferences has fooogolanies to refine their costing systems to
provide better measure he overhead costslmsdifferent cost objects.

Accordingly, manuf |n costs are classifiedoinhree broad categories as under:

dlre e objective is to trace as manyscastpossible in to direct and to reduce the

I. DII’eCE co many total costs relating to cost objects asifde are classified into
costs classified into indirect becausedteater the proportion of direct costs

ter the accuracy of the cost system.
rect cost pools: Increase the number of indirect cost pools so¢hah of these pools
more homogeneous. In a homogeneous cost pbtieatosts will have the same cause-
and effect relationship with the cost allocatiosda

iii. Use cost-and-effect criterion for identifying thest allocation base for each indirect cost
pool. The change in the classification of manufasty costs as above has lead to the
development of Activity Based Costing (ABC). ActiwiBased Costing refines a costing
system by focusing on individual activities as thedamental cost objects. An activity is
an event, task or unit of work with a specifiedpmse as for example, designing, set up,
etc. ABC system calculates the costs of individaetivities and assigns costs to cost
objects such as products or services on the ba#iie @ctivities consumed to produce the
product or provide the service.
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4. “Cost may be classified in a variety of ways according to their nature and the information needs

of the management.” Explain.

Answer: Costs can be classified according to their natamel information needs of the
management in the following manner:

circumstances. For example they required such nmd

By element: Under this classification costs are classified ifa) Direct costs and (
Indirect costs according to elements viz., materiabour and expenses.

®

By function: Hence costs are classified as: production costiiradtration cost; %
costs; distribution cost; research cost; developroest, etc. \

By behaviour: According to this classification costs are classdifas fixed; %ﬁble and
semi variable costs. Fixed costs can be furthessdlad as committed iscretionary

fixed cost. .
By controllability: Costs are classified as controllable and - e costs.
By normality: Under this classification costs are segregatethcamal and abnormal

costs.

fixing selling price, controlling

Management of a business house requires cost iaf% cision making under different
ific

and reducing costs. To perform all these funct'm)ms.'ata;al
and information needs is an essential pre-req@%

ion of cost according to their nature
nagement.

5. Explain the concept of Discretionary Fixed and Committed Fixed Costs. Give three
examples. Discuss, how control may be exercised over discretionary costs. (Nov’1999)

features.

Answer: Discretionary fixed costan ge ained with the help of following twopantant

Examples of discr

They arise from periodic% lly yearly) decisiorgarding the maximum outlay to be
incurred.

They are not tiec%%ear cause & affect refeiop between inputs & outputs.
ar

costs includes: advedgisipublic relations, executive training,

teaching, researc th care and managementltogservices.
The note wort ture of discretionary costshiat tmanagers are seldom confident that the

Committed fixed costsare those fixed costs that arise from the possess :

Ie:

ant, building and equipment (e.g. depreciatient, taxes, insurance premium etc.) or

a functioning organisation (i.e. salaries of staff)

These costs remain unaffected by any short-ruretiThese costs are affected primarily by
long-run sales forecasts that, in turn indicates lmg-run capacity targets. Hence careful long
range planning, rather than day-to-day monitorieghe key to managing committed costs.

Control over discretionary costs:To control discretionary costs control points Ygmaeters may

be established. But these points need to be deinsidddually. For research and development
function to control discretionary costs, dates rhayestablished for submitting major reports to
management. For advertising and sales promotiaih) sasts may be controlled by pre-settings
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targets. In the case of employees benefits, disaaty costs may be controlled by calling a
meeting of employees union and making them awaatkttte company would meet only the fixed
costs and the variable costs should be met by them.

6. What do you mean by Cost Control and Cost Reduction and their differences?

Answer: \
Cost _control implies guidance a reputation of cost by executigdon. For this purpose,
executives are provided with some yard stick suchtandards or budgets with which tl&'&g al

costs and performances are compared to asceriidetpree of achievement made. efore
Cost Control involves a continuous comparisons afia with the standards o ets to
regulate the former. Standards or budgets oncapsate not attended during th iod or until
some mistakes are discovered in standards.

Cost _reduction is the achievement of real and permanent redudh ost of products
manufactured. It, therefore, continuously attempdsachieve genui vings in cost of
production distributing, selling and administratidghdoes not accep ndard or budget as or

fined. It rather challenges the standards/budgetsiraiously to ke improvement in them. It
attempts to excavate, the potential savings bunethe standa&y continuous and planned
efforts. Cost control relax that dynamic approaid:h,lsual'I(@ with variances leaving the

standards intact.

Difference between cost control and cost reduction :-

i. Cost Control is defined as the “the gui@ amllegions by executives action of the
cost of operating and undertaking whi st redacis defined as and achievement of
real and permanent reduction in t cogjaafds manufactured or services rendered

without impairing their suitability&; use ended.”
S

il. Thus the cost control repre e efforts whest reduction represents achievement.
Cost reduction is a conti attempt towards avgment.

iii. Cost Control implie cost should not exceesl lhdgeted or standard limits. If it
exceeds, investigation is necessary. Cost reductieans waste reduction, expenses
reduction and i sed production.

iv. The proces@ st control is to set a targetresneactual performance and compare it
with the % , iInvestigate the variances and takeedial measures. Cost reduction is not
co %with maintenance of performance accortinghe standards. Cost control
asg%s existence of standards or which are ntielegad. Cost reduction assumes the

istence of concealed potential savings in thadstals or norms which are, therefore
%ected to a constant challenge with a view foravement by bringing out the saving.

N ls
(b'i& ost control is a preventive function, costs argnoiged before they are incurred. Cost
reduction is a corrective functions. It operatesrewhen an efficient cost control system
exists. There is room for reduction in the achievest under controlled conditions.

7. Ilustrate some of the Cost reduction techniques?

Answer: It may be extended to administrative, selling afistribution methods, personnel
management, purchase and material control, finanmoi@nagement and other mischevious
services. Tools and techniques for cost reduction :

* Budgetary control and standard cost.
* Value analysis.
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» Standardisation.

* Economic batch quantity (E. B. Q.)

* Coding and classification.

* Improvement in design.

» Substitute material utilisation.

* Automation. \
* Operational Research. *\(b

* Quality Control.

* Production Planning and Control. @

* Inventory Control.

* Purchase Scheduling .
* Training and development.
A
8. Explain the “Application of cost control in material cost”? \
Answer: Materials Cost is the price paid and the cost nirezl by ar@ﬁizaﬁon in procuring
materials for production. If material cost is effeely controlled we-must have a proper system of
material control and the following are the fundataérequireme uch a control :-

i. Definite responsibility in respect of every functi f@rial control should be specified
and allocated.

il. Proper co-ordination between the variou @di@pﬂdments responsible for different
function should be achieved.

iii. Purchasing function should be cen d as fgrossible and entrusted to a competent
person conversant with purcha& ction.

iv. Controlled procedure shou e standardised adbwumifforms and documents should

be used all over the organi

v. To facilitate the control- procedures materials mequents budget and materials
purchased budget s be prepared.

vi. Adequate pro§| for proper storage facilitiesd asuitable arrangements for storing

fi

materials sh e‘made.

vii. A pr m of stock control should be intratband maintained.

9. “Cost can be managed only at the point of commitment and not at the point of incidence.
Therefi %f is necessary to manage cost drivers to mange cost.” Explain the statement with
refe‘%r structural and executional cost drivers. (Nov’07)
Ar&% . A firm commits costs at the time of designing greduct and deciding the method of
6@ ction. It also commits cost at the time ofidimg the delivery channel (e.g. delivery through
alers or own retail stores). Costs are incurtethe time of actual production and delivery.
Therefore, no significant cost reduction can beiewdd at the time when the costs are incurred.
6 Therefore, it is said that costs can be manag#tegioint of commitment. Cost drivers are factors
% that drive consumption of resources. Therefore,agament of cost drivers is essential to manage
costs.

Structural cost drivers are those, which can beaged by effecting structural changes. Examples
of structural cost drivers are scale of operatiscope of operation (i.e. degree of vertical
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integration), complexity, technology and experiencéearning. Thus, structural cost drivers arise
from the business model adopted by the company.

Executional cost drivers can be managed by exexwecisions, examples of executional cost
drivers are capacity utilization, plant layout eiéincy, product configuration and linkages with
suppliers and customers. It is obvious that costeds can be managed only at the point.of
structural and operating decisions, which comnsibteces to various activities. r\

10. Discuss with examples, the basic costing metfsoid assign costs to services. (May’'07) '&\
Answer: Q)

Job costing method:The cost of a particular service is obtained ksigasng costs istinct
identifiable service. e.g. Job Costing methodssduin Service Sectors- like ting Firm,
Advertisement campaign.

L]
Process Costing Method:Cost of a service is obtained by assigning %asses of similar
unit and then computing cost/ unit on an averagésb&.g. Retail ba ostal delivery, credit

card etc.

Hybrid Method: Combination of both (i) & (ii) above. '&

11. Critically examine “It is prudent to hold large inv &s in an inflationary economy”.
(Nov’05) 5&

Answer: In an inflationary economy, prices rise ra
inventory carrying cost including interest on f
obsolescence, deterioration in quality, limite
to these risks, cheaper substitutes may b

available at competitive rate or else pﬁ

leHng large inventories will affect the
ed. However, there are other risks like
n case of certain materials etc. In adaiiti
I later date. New sources of supply may be
Fénce speculation should be avoided.

The funds so blocked may be |n for expansrodiversification, which may result into

higher profitability than the ben | |ng fronolding large inventory. Hence normal level of
inventory may be held to avoi k-out leadingps of production. In view of above points all
inventory control techmque@' be applied foridieag the amount to be invested in inventory.
Inflationary economy is-one.factor. There are salvether considerations for deciding the
quantum of mventory

12. State three app%%ns of direct costing. (May 2001)

Answer: T x%p ications of direct costing are as folow
i tock valuation

inimum quantity to be produced to recover pat@rmould cost,
L'% Close down decisions — like closing down of a depant or shop.

G&A‘ﬂme the key attributes of an operational database
wer: The key attributes of an operational database are:

(a) Consistency of related information elementsOperating personnel are alert for information
that is in consistent with information they alregatyssess. If information from different source
about the transaction is consistent, this inforamtas well as the information system, has greater
validity.

(b) Timeliness: of transactions information and of managerial repdBecause of simultaneous
updating of all records affected by a transactiod the frequent use of on-line transactions entry,
database records are more likely than conventideal
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(c) Back-up: detail provided by inquiry capability: Operatiopsrsonnel refer to backup details
to answer customer questions about account stAtss.all managers can cite many instances
when they have received highly summarized unexgthoircumstances such as a production cost
variance. Frequently the data needed exists indh®gputer system.

(d) Data sharing: The sharing of a large pool of operations data rgnmultiple user
departments is possible with a database. Withdat@ase, information about other department’s
activities probably would be available only sevetays after the end of each accounting peri%l

at all. N

14. State the characteristic features of a database created for operational control anﬁ)@on

making. (Nov’08)
Answer: The characteristic features of a data-base crdatedperational cor@ﬁd decision
making are as under:

. %
i. There should be a file structure that facilitates association ‘b@internal record with
other internal records. )\

ii. There should be cross functional integration @il
iii. Independence of program / data file for ease OKQ maintenance of data base.
iv. There must be common standards throughout witheotsip data definitions, record
formats and other data descriptions.
v. A data dictionary should be available.é&
15. Classify the following items under the oxci}ypropriate category.
Category (CC) — Cost Control OR%%SW (CR) - Cost Reduction (May’12)
in

1. Costs exceeding budgets or standards stigated.
ii. Preventive function

iii. Corrective function

iv. Measures to standardize for i 'Qﬁng productivity

v. Provision of proper storage f: ies for materials

vi. Continuous comparisi actual with the standards set.

vii. Challenges the standards set.

viii. Value Analysis

Answer: (&l n of items under cost control / cost reduction
ntrol;

ii. Cost Control
uction; iv. Cost Reduction
tral vi. Cost Control
vyb eduction; viii. Cost Reduction
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Budgetary Control & Performance Measurement

1. Define Budget & Budgetary control. State the objectives of budget. Components of budgetary
control system

Answer: A budget is a financial and/or quantitative stagamprepared prior to a defined period
of time, of the policy to be pursued during thatiqe: for the purpose of attaining a giug\
objective & must be approved. &'8

Essential features: @&
i. abudget may be expressed in terms of money ottityjaor both

il. it should be developed prior to the period durirtgaoh it is to operate, ’&

®

iii. it is set for a definite period, and \
iv. before its preparation, the objective to be atthiaed the polié&e pursued to achieve
that objective and required to be laid down.
Budgeting lays emphasis on the necessity for advaecisi A&ure course of action to be
followed and points out the result which would aecby V% that course of action.

Objective : Q)
i. A budget is alue print of the desired f action or operation. Plaogering the
entire organisation and all its functi like phase, production, sales, financial

management, research and develo@ are exptéssagh budgets.

ii. The budget serves as de n of policies and also defines the objective for
executives at all levels of m ement.

iii. Budgets provide anean &»c -ordinationof the business as a whole . In the process of
establishing budget Q(/arious factors like potion capacity, sales possibilities, and
procurement of material, labour, etc. are balarasetico-ordinates so that all the activities
proceed according.to the objective.

iv. Budgets are ‘Q of communicationComplex plans laid down by the top management
are p@ o those who are responsible fangultem into action.
ts

V. Bq%d cilitate centralised control with delegated authority and responsibility.
Grouped according to the responsibilities of ddfdr executive levels, they facilitate

ntralisation of work.
'%[‘Eudgets arenstruments of managerial controlby means of which the management can
measure performances in every part of the concedntake corrective action as soon as
any deviations from the budgets come to light.

6 Budgetary control is defined as

i. the establishment of budgets relating the respaoitieb of executives to the requirements
of a policy and

il. the continuous comparison of actual with budgeteallts, either to secure by individual
action the objective of that policy or to providéasis for its revision.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 11

It follows that a budgetary control system secu@strol over performances and related costs in
different parts of a business by establishing btgjgeomparing actual attainments against the
budgets, and taking corrective action and remeniahsures or revision of the budgets, if
necessary.

Limitations of Budgetary Control System:

Budgets may or may not be true, as they are basegtonates. .\;b\

g
>

iii. staff co — operation is usually not available dgrudgetary control exeﬁ@

i. Budgets are considered as rigid document.

ii. Budgets cannot be executed automatically

L]
iv. Its implementation is quite expensive. »\%
Components of budgetary control system (June’09) ®

The policy of a business for a defined period [@esented by aster budget the details of
which are given in a number of individual budgesdled fl@ al budgets. The functional

budgets are broadly grouped under the followinglbea
i. Physical Budgets — Sales Qty, Product Qty., &Iﬂ anpower budget.

ii. Cost Budgets — Manufacturing Cost, Ad@xati(msf;sales & distribution cost, R & D

. Q)Q

ii. Profit Budget

2. What is Programme Budget? State i&%s
Answer : This is a budgetary pr ant to make goverhoperation more effective and

efficient. Developed in the U:S.A. in 1961, progrdmdgeting is being used in the various
departments of the U.S. G ent. Some of theres of program budgeting that distinguish
it from the conventional ing and performalngdgeting are as follows : --

out flow ) c ries rather than objective catexgorBudgets are established for each

i. Program bud.‘gE ing ‘reconstructs budgets by accaumpenditureunder output ( Cash
activil%ﬁgg to the output such as defenseltineaducation etc.
m

il Pr(f%n udgeting is_prospectiibe other types of budget are retrospective. farag
budgeting connotes planning in the real sense.

' ramme budgeting is concerned with the purpdseodk and not as much with the
cba rocess of work. As a result, the programme budgedre the programme of the top level

management dealing with strategy.
iv. Program budgeting extends beyond one financial gedr depending upon the activity
concerned, it may extend for a long term, say twdive years till the final output is

%) achieved.

v. Program budgeting is closely associated with s@asat-benefit ( SCBAanalysis.
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The process of program budgeting consists of thelfowing three stages:

(a) Programming Accounting : A program is collection of activities that hawe tsame purpose
and function together to produce the same output.ifstance in a programme of Personal
Safety. Law and order enforcement may be a subrpnome that may be further expanded
into a number of activities such as preventionraghe, detection and investigation of crime,
judiciary for judging and awarding punishment, gatladministration. K

Program accounting has a twofold functioa, vi &\

i. to define a number of programs and list aggregagemditure accou 5@*) the
programs they serve, and ‘ubﬂ

ii. to ascertain all the expenses including capitalagat that are c@ble to each
program.

(b) Multiyear Costing : This focuses on the total cost of a progra \@ut run just for one
financial year only but may continue for a numbkyears ahead, a program budget will

show estimated costs for the current budget yeavedisas f several future years to cover
the entire life of a program-or-project.

(c) Description and measurement of activities:Thg@cedures in this phase are as

follows : -
. - &

i. Description ;

ii. Determination of objective e long term Igo@dor example, providing
for agriculture Improvem mtablishment of indak estates etc. )

iii. Decide upon a course ftﬁ

iv. Consider the alter s rejected in preferendkdahoice action;

v. Determine the o

vi. Measure the e}§ iveness i.e. the degree to wblpectives or targets have
been achiev

required in PB?

3. What is Performance B g (PB)7 Differs its from traditional budget. What are the steps
Answer: Performa

d eting provide a meaningful refetiop between estimated inputs and
integral part of the budgetystem. ‘A performance budget is one which
es and objectives for whichsfuatk required, the costs of the programmes
eving those objectives, and gtiestdata measuring the accomplishments and
work performed under each programme. Thus PB eclanique of presenting budgets for costs
and r es in terms of functions. Programmesaatidities and correlating the physical and
fin spect of the individual items compristhg budget.

raditional budgeting vs. Performance budgeting

I.  The traditional budgeting (TB) gives more emphasisthe financial aspect than the
physical aspects or performance. PB aims at estabdj a relationship between the
inputs and the outputs.

ii.  Traditional budgets are generally prepared withrttaen basis towards the objects or
items of expenditure i.e. it highlights the itenfeegpenditure, namely, salaries, stores
and materials, rates rents and taxes and so dheIRBlatter the emphasis is more on
the functions of the organisation, the programnoeedischarge these function and the
activities which will be involved in undertakingaebe programmes.
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Steps _in_PB

According to the Administrative Reforms Commissi@®RC) the following steps are the basic
onesin PB:

I.  establishing a meaningful functional programme aativity classification
government operations ;

®
ii.  bring the system of accounting and financial mansagg in accord Wit&‘
classification ; Q)

iii. evolving suitable norms, yardsticks, work units pafrformance an costs,
wherever possible under each programme and actioit their~reporting and
evaluation.

®
For an enterprise that wants to adopt PB, hus imperative that : \%
I.  the objectives of the enterprise are spelt oubimceete @

ii. the objectives are then translated into specﬁj@!s, programmes, activities
and tasks for different levels of manag @1 witlie realities of fiscal,
constraints ; %

S

iii.  realistic and acceptable norms, yard r statsdand performance indicators
should be evolved and expresseci& tifiableiphlunits. ;

Iv.  a style of management based @ decentralisedngigdity structure should be
adopted, and Q)

V. an accounting and r m%; system should be dpedldo facilities monitoring,
analysis and review % | performance in retato budgets.

4. What is Functional Budget? Q&

Answer :

A Functional budget is prepared according to thewa functions of the organization

e.g..- Sales, Producti ?,S?dministration researcldévelopment etc. Following are the most

popular functional :
1. Sales

3. te
4, Labour budget
%/Ianufacturing overhead budget
&, Administrative cost budget
. Plant utilization budget
(b‘ 8. Research and Development budget
9. Capital expenditure budget
10. Cash budget

5. Zero base budget- definition & other questions.

Answer : ZBB is defined as ‘a method of budgeting whichuiegs each cost element to be
specifically justified, even though the activitieswhich the budget relates were being undertaken
for the first time. Without approval, the budgdbalance is zero’.
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Zero—base budgeting is so called because it reqjaaeh budget to be prepared and justified from
zero, instead of simple using last year's budgea dmse. Incremental level of expenditure on
each activity are evaluated according to the regulbhcremental benefits. Available resources are
then allocated where they can be used most efédgtiv

achieving the objectives of their activity and theeg required to justify to activities which

N

The major advantage of ZBB exercises is that masage forced to consider alternative W;@;
ZBB is some times referred to as Priority—basedgbktidg. It does not apply exclusi\@&on—

currently undertake.

operating budgets, but it is particularly relevianthis context (b
Zero base budgeting is superior to traditional budgeting in the following manner @vantages
of ZBB. (Nov’08) R %
* It provides a systematic approach for evaluatioditéérent act%,
* It ensure that the function undertaken are criticathe achieve t of the objectives.
* It provides an opportunity for management to afleaas to various activities after
a proper cost benefit analysis.
* It helps in the identification of wasteful expenuié n their elimination.
» If facilitates the close linkage of departmentadl ith corporate objectives.

* It helps in the introduction of a system of Ma@enby Objectives.

6. Describe the process and limitation of zero-bas ting. (May’07, Nov’10)
Answer: The zero base budgeting involves owingste
I.  Corporate objectives should be established andliarh in details.
ii. Decide about the technique 7‘%8 to be applied.
iii.  Identify those areas where %% ions are requadxk taken.

iv.  Develop decision progr nd rank them in orfipedormance.
v. Preparation of budget, is translating decigpankages into practicable units/ items

and allocating financial resources.
Limitations of ZBB (No&

I. Various o nal problems are likely to be farennplementing the technique.
ii rt of top management is required.

nsuming as well as costly

iv. It requires proper trained managerial staff

7. i ort note on ‘Zero Base Budgeting as an approach towards productivity improvement.’

0

er: Zero Base Budgeting (ZBB) is an expenditure cdrtevice where without reference to

past budget figures or achievements each divisead has to justify the requirement of funds
or each head of expenditure and prepare the budgetrdingly. ZBB is defined as “An
operating, planning and budgeting process whicluireg each manager to justify the entire
budget request in details from scratch (hence bese) and shifts the burden of proof to each
manager who has to justify why he should spendnamyey at all.”

ZBB provides a basis for evaluating decision paekag basis of cost-benefit considerations. It
focuses attention on output in relation to valuerafney. It reduces inefficiency and achieves
high level of effectiveness. It can be applied éstaeduction programmes. Scarce resources can
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be utilised effectively. Ineffective entries ar@mghated and duplicate activities are easily
identified. Thus wasteful expenditure is reduceceloninated fully. It leads to increase in staff
participation creating greater motivation and jaisgaction. All these aspects will ultimately
result in greater productivity of the resources anganization performance by way of higher
profit or lower costs.

Answer: Rolling budgets can be particularly useful wherurfe events cannot be

8. What is Rolling Budgets ? ® (k\
f t
ther

reliably. A rolling budget is defined as ‘a budgmintinuously updated by adding
accounting period (month or quarter) when the estrlaccounting period has expir use is

particularly beneficial where future costs andactivities cannot be forecast acciga&b.

For example a budget may initially be preparedJforuary to December, year

the end of the

first quarter, i.e., at the end of March, yearhg, first quarter’s budget is del . A further rgera

is then added to the end of the remaining budgetJ&nuary to M 2. the remaining

portion of the original budget is updated in thghti of current c<)&15 s. This means that
ng

managers have a full year’'s budget always availaioieé the rolli

rocess forces them to

continually plan ahead. A system of rolling budgstalso know ntinuous budgeting.

9. What are the various formulae used in calculating budget r (@June’w)
Answer: Type of budgeted ratio used are:

Efficiency Ratio = (Standard hours / Actu 400
Activity Ratio = (Standard hours / Bu ourspo
Calendar Ratio = (Available Workingdpys / budgetentking days) * 100

iv.  Standard Capacity Usage N udgeted hours /. Masgsible hours in the budgeted
period) * 100 Q)

v. Actual Capacity Usa e@b = (Actual hours workédaximum possible working hours
in a period) * 100 %

vi. Actual usage geted Capacity Ratio = (Actuatking hours / Budgeted hours) *
100 Q

10. Benchmarki

Definition

Bench

rking is the continuous process of measymiaducts, services or activities against the
r%of performance that may be found eiithside or outside the organisation. It is a

be IL
pc%‘% of comparing a firm’s activities with bpsdctices.

process involves establishment of benchmaekgdts or comparators) through whose use

the levels of performance of the company is sougtide improved. Benchmarking is a tool for
continuous improvement because after identifyitgst practice performance, it becomes a target
to beat.

Types of benchmarking :

a. intra-group and
b. inter-industry.
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In the former case, groups of companies in the sSadigstry agree that similar units within the
co-operating companies will pool data on their peses. The processes are benchmarked against
each other. Improvement task forces are establighedientify and report “best practice” to all
members of the group so that each participatingpamy can achieve it and beat it.

In inter-industry benchmarking, non-competing firmgh similar processes are identified and
asked to participate in benchmarking exercise. dijjective is to benefit from the experie,ncg&
the other, and establish best practice in theirmombusiness processes. &\

The steps in benchmarking
1. Gather relevant data of participating departmentsnits, establish the bench ased on
the best practices and communicate them to theaeteepartments or part@ units.

2. Measure actual performance to compare with thetbaatks.

L]
3. Analyse the reasons for variations and report themanageme @ng preventive and
corrective actions. \

4. Review the existing benchmarks to set new targntsdntinu@;\provement.

Types of measurement Q
a. Financial  or b. Non-Finagn%&measure dhbo

Examples of Financial Benchmarks are @

1. Standard cost, 0 . Target profit,
3. Sales revenue, Q) 4. Desired cash flow, etc.

Examples of Non-Financial Benchr@re

1. Targets in terms of market sh 2. Cust@aesfaction,

3. Reduction in machine do | 4. Target oditeeturn

dard costing, b. Budgetary control and

aba
@ riance analysis

11. What m marking code of conduct (Nov’08, May’10)
Answer: &h arking is the process of identifying andriéng from the best practices
anywhere in the world. It is a powerful tool forntmuous improvement. To contribute to

efficient;~effective and ethical bench marking, iuiduals agree for themselves and their
orgg}%amon to be abided by the following prinepl for the benchmarking with other
izations.

Again, Financial Bench@;‘: ay be a part of theoanting system, e.g.

ggested benchmarking code of conduct:

0] Principle of legality (i) Princie of exchange
(i) Principle of confidentiality (iv) Pmciple of use
(v) Principle of first party contact (vi) Principle of third party contact

(vii)  Principle of preparation

12. What are the Pre-requisites of Bench marking?
Answer:
I.  The objectives of bench marking should be cleaglyng:d.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 17

ii.  Senior Managers should support bench marking anchngb themselves for
continuous improvement.

iii.  The scope of the work should be appropriate inligie of the objectives, resources,
time and experience of those involved.

iv.  Sufficient resources should be made available toptete projects within the requi(%

time 0
v. Bench marking teams should have the right skill emapetencies. Q)
vi.  Stake holders, staff & others should be kept infedirof the reasons (:@ making

13. Explain briefly stages involved in the process of Bench marking? (Nov’09

Answer: The process of benchmarking requires a Compangeéntify th S i.e. processes,
activity etc. which are central to its business #meh selects the t ming companies in
those areas. The benchmarking process is commidedowing stage se stages are:

a. Planning:

i.  Determination of benchmarking goal statement: % s identification of areas to be
benchmarked. In practice, one should start w tification of those areas which
have to be really good to be really successf

ii.  Identification of best performance: Onc eratked goal statement are defined, the
step is seeking the best of the breed Hst.

iii.  Establishment of the benchmar irg))r process imgmm@nt team: Ideally this should
include the persons who ar knowledgeabletaheunternal operations and will be
directly affected by change to benchmarking.

measures used by rganisation today but thdly bei refined measures that

iv.  Defining the relevant b '&y)‘uarking measuremente\Relt measures will not include the
comprehend the true érformance differences.

b. Collection of d and information:

The data gathe r benchmarking could be ddweugh national/international clearing
houses, mai s, suppliers, company visilspt®ne, interviews etc. In recent years national
and international clearing houses have been set up.

%lvsinq the findings:The analysing of finding of step (2) requires fallog:
i& view the findings and produce tables, chartsgaaphs to support the analysts.
Cb, Identify gaps in performance between our orgarogadind better performers.

iii. Seek explanations for the gaps in performance. ggr@ormance gaps can be positive,

(ﬁj negative or zero.

Iv.  Ensure that comparisons are meaningful and credible
v. Communicate the findings to those who are affected.

vi.  Identify realistic opportunities for improvements.
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d. RecommendationsThis involves:

i.  Deciding the feasibility of making the improvemeimmsthe light of the conditions that
apply within own organisation.

ii.  Agreement of the improvements that are likely tddaesible.
iii.  Producing a report on the Benchmarking in whichrdemmmendations are includeg. \.i

iv.  Obtaining the support of key stakeholder groupsiiaking the changes needed. ,&\

v. Developing action plan(s) for implementation.

e. Monitoring and reviewing: This involves: &

i.  Evaluating the benchmarking process undertakenthedresults of. the improvements
against objectives and success criteria plus dweffadiency and effe% ness.

ii.  Documenting the lessons learnt and make them &laila othé%

iii.  Periodically re-considering the benchmarks ,&

14. The theory of constraints (TOC) & Throughput accoun
Answer: The theory of constraints (TOC) describes m aximize operating income when
faced with some bottleneck and some non bottlenpekations.

The steps in managing bottleneck operations:

Step 1: Recognize that the bottleneck op @ determiimesighput contribution of the entire
system. e@

Step 2:Find the bottleneck operati@dentifying optienas with large quantities of inventory
waiting to be worked on. '&Q)

Step 3: Keep the bottlenec @é& tion busy and suborgliathtnon bottleneck operations to the
bottleneck operation. That-is, the needs of theldrwck operation determine the product
schedule of non bottle operations.

ehind TOC is that the pradocaate of the entire factory is set at the
the constraining resour@nck, in order to achieve the best result TOC
emphasize ortance of removing bottleneckisniting factor. If they cannot be removed
they mu& upled with in the best to be drawndentify the bottlenecks or binding
constraints.

The important con
pace of the bottl

TO fies three types of cost.
hroughput contribution = Sales revenue — diredienna cost.
cbd (Direct material cost includes purchased compaantl materials handling costs.)

» Conversion costs: These are all operating costsluéxg completely variable costs,
which are incurred in order to produce the prodctiabour and overhead, including rent,
utilities and relevant depreciation.

* Investments which include all stock, raw materiabrk in progress, finished goods,
research and development costs, cost of equipmenbaildings, etc.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 19

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

It assumes that a manager has a given set of ;esoawailable. These comprise the existing
buildings, capital equipment and labour force. gsthese resources, purchased materials-and
components must be processed to generated salsigevio achieve this, maximum am.ou%

throughput is required with the financial definitio \
Sales revenue - Direct materials cost Q)&
The cost of all other is deemed at least time edlaather than fixed. \

Throughput is influenced by : ,@

» Selling price

» Direct purchase price »\CO

« Usage of direct materials w

* Volume of throughput. \
Constraints on throughput : '&

» the existence of an uncompetitive sellin

r
» the need to deliver on time to particular% ers
» the lack of product quality and reliabili

» the lack of reliable materials suppli

» the existence of shortage of production resources.

15. Explain the concept and aim of theory of @iﬂts. ‘What are the key measures of theory of

organisation which hinder speed ction. Theannwncept is to maximize the rate of
manufacturing output is the t put of the orgation. This requires to examine the
bottlenecks and constraints. eneck is aiviggtwithin the organization where the demand
for that resource is more th%t capacity to supp

A constraint is a situ | factor which makes #thievement of objectives /throughput more
difficult than it wou rwise, for example abrestraint may be lack of skilled labour, lack of
customer orders, need to achieve high gualproduct output.

For example meeting the customers’ deliveryedcte be a major constraint in an

organisation..The bottleneck may be a certain nm&clm the factory. Thus bottlenecks and
constra{hs are closely examined to increase tlmouly

constraints? (May’08)
Answer: The theory of constraint%dsﬁes its attentionconstraints and bottlenecks within

Ke sures of theory of constraints:

(b‘ Throughput contribution: It is the rate at which the system generates tgrafirough
sales. It is defined as, sales less completelyalbbaicost, sales — direct are excluded.
Labour costs tend to be partially fixed and cord@rare excluded normally.

ii. Investments: This is the sum of material costs of direct maileri inventory, WIP,
finished goods inventory, R & D costs and costeaqfipment and buildings.

iii.  Other operating costs: This equals all operating costs (other than direeterials)
incurred to earn throughput contribution. Otherragiag costs include salaries and wages,
rent, utilities and depreciation.
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The objective of TOC is to increase throughput gbation while decreasing investments and
operating costs. TOC considers a short — run tionzbn & assumes that operating costs are
fixed costs.

16. Distinction between Fixed and Flexible Budget:

Fixed Budget Flexible Budget » ‘b‘\

1. It does not change with actual volume of 1. It can be re-casted on the basis of a

activity achieved. Thus it is known as rigid. level to be achieved. Thusitis n

2. It operates on one level of activity and under 2. It consists of various budgetq& ifferent
one set of conditions. It assumes that there evels of activity.
will be no change in the prevailing conditions
which is unrealistic. . %

3. Here as all costs like — fixed, variable and 3. Here analysis o e provide useful
semi — variable are related to only one level  information as e ost is analyzed

of activity so variance analysis does not give  according t ehaviour.
useful information.

4. If the budgeted and actual activity levels 4. FIe g} geting at different levels of
differ significantly, then the aspects like tos ctivity, facilitates the ascertainment of
ascertainment and price fixation do not give fixation of selling price and tendering

a correct picture @@é quotations.
. . . | .

. Comparison of actual performance with . It provides a meaningful basis of compari -
budgeted targets will be meaningless n sidhe actual performance with the
specially when there is a differenc uddeted targets.
between the two activity levels. \

17. What do you mean by a fle udget” Give an example of an industry where this type of
budget is typical needed? (Ma

Answer: A flexible budget i fined as “a budget whibf,recognizing the difference between
fixed, semi-variable a ariable cost is desigheahange in relation to the level of activity
attained”. A fixed b , on the other hand isuddet which is designed to remain unchanged
irrespective of t of activity actually atted. In a fixed budgetary control, budgets are
prepared fo el of activity whereas in xifddity budgetary control system, a series of
budgets p red one for the each of a nunftateonative production levels or volumes.
Flexible budgets represent the amount of experseishreasonably necessary to achieve each
level ofoutput specified. In other words, the aldmces given under flexibility budgetary control
Sys ve as standards of what costs shoulddaelalevel of output.

% seasonal products — e.g. soft drink industry
industries in make to order business like shipdiog
industries influenced by change in fashion.
industries which keep on introducing new productew designs

18. Define Balanced Scorecard. Explain briefly the major components of a balance score card.
(May’07, May’06, Nov’10, May’12)

Answer: Prior to the 1980s management accounting conysiems tended to focus mainly on
financial measures of performance. The inclusioomdf those items that could be expressed in
monetary terms motivated managers to focus exadgson cost reduction and ignore other
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important variables like product quality, delivemgliability, after-sales service and customer
satisfaction. These became key competitive varsaldbeit not of these were measured by the
traditional management accounting performance nieasnt system.
The Balanced scorecardhelps top management evaluate whether lower—leaiagers have
improved one area at the expense of others. Fangea a manager at risk of not meeting
operating profit goals may start to ship high—mangioducts and delay deliveries of Iow—mar’b&&
products. The balanced scorecard will recognizeitipgovement in financial performance
will also reveal that operating profit targets waehieved by sacrificing on—time perfo
Four perspectives are typically integrated in abed¢d scorecard : Q)BQ
)\ddninpet
strategies, such as customer orientation, shqoonse times, total quali
Many organizations already see themselves as cestoniented. Howe
perspective of the balanced scorecard require®mass themselv identify a set of
goals and measures on factors which really maiténem. Perw measures such as

time, cost, quality, performance and service shdnﬂaldjevelor)& groups of managers
working with customers to understand their primaaguire ts.

i.  Customer perspective: The balance scorecard builds on establis

ii.  Internal perspective: The organisation must excel
and actions if it is to meet these customer r
reflect the organization’s core skills and theicait ology involved in adding value to
the customer’s business. The organization’m/ Is have to be broken down into
unit, departmental or workgroup meas ichiafleenced by employee actions.
Clearly, this is a part of the same m t towdmdsiness processes which is being
followed by activity — based costing @ tivitgsbd management.

in internatesses, decisions
The internal perspective must

iii.  Innovation & learning: So far,%gc tomer and internal perspectivekshaile focused

on the organization’'s cur ompetitive positionhe innovation and learning
perspective is required inor 0 recognize tingd is constantly seek to learn, to
innovate and to improv aspect of the orgdiois and its business just to maintain

their competitive situ t alone to improwethe future.

iv.  Financial perspective: The financial perspective covers traditional measusuch as
growth, profit %ﬁand shareholder value but aset through talking to the
shareholder@n irect. The customer, internaliandvation and learning perspectives, if
correctly i entded, will not automatically résin financial improvement if the
ove rate strategy is not a fundamentalbfifable one. The financial perspective

lo t whether is resulting in bottom line finexhémprovement.

mbining, measuring and thinking in terofsall four perspectives can managers
provements being made in one area axpenses of another. The balanced scorecard
anagers to think in terms of those fundaaherompetitive issues which impact upon
term, rather than short — term, profitability.

19. Explain goals and performance measure for each perspective of Balance Score Card. (June 09)
Answer:
Goals and performance measures for each perspectie€ balance scorecard.

Customer Perspective

Goals Performee Measures
Price Competitive price
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Delivery Number of on time delivery, lead tinrerh receipt of order to
delivery to customer.

Quality Own quality relative to industry standarnumber of defects or
defect level.

Support Response time, customer satisfactioregur \

Internal Business Perspective *\(b

Goals Pemihance Measures @

Efficiency of manufacturing (b,

Process Manufacturing cycle time @

Sales penetration Sales plan, Increase in eunfb:ustomebin%ni of time.

New Product introduction Rate of new produgtdduction. ®

Innovation and Learning Perspective

Goals Performee Measures @

Technology leadership Performance of product,&%&nology

Cost leadership Manufacture overhe r quarter
Market leadership Market share in N&Jr netsk
Research and development Number of @rodﬁatents

Financial Perspective %A
Goals P easures

Sales ue and profit growth
Cost of Sales % xtent in remain fixed or deceda=ach year
Profitability & Return on capital employed

Prosperity Q) Cash flows
20. “In m@izaﬁoms, initiatives to introduce balanced score card failed because efforts

were made to negotiate targets rather than to build consensus.”
Requi
El the above statement. (Nov’07)
r. Balanced score card is a set of financial and fmamcial measures relating to a

pany’s critical success factors. It is an apgmoahich provides information to management

to assist in strategy implementation. Therefore, tbmponents to be included in the balanced
6 score card must flow from strategy. The targetsukhde measurable and must flow from

strategy and corporate plan of the company. Itesemssary that managers should agree to the
components and targets because in absence of ansmiss managers may not commit to the
targets established by the top management / thed kdadirectors. Moreover, the functions are
interdependent and results in one functional aeggfjective (e.g. innovation and learning) have
direct bearing on the results in other functionadaa/ perspective (e.g. customer perspective).
Therefore, it is not sufficient that individual nsgers agree to their targets. Successful
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implementation requires that the top managememnd$ain overall consensus on the components
and targets of the balanced score card. Negotiataiermines the fundamental principle that the
components and targets should flow from strategy.aAesult, an approach to establish targets
through negotiation defeats the very purpose darixadd score card.

21. What are the elements of a Balanced Score Card? Also explain, how it can be used as a\
Financial Planning model. (May’06, Nov’05) @ ‘b‘
Answer: The elements of a balanced score card are: \
I.  Financial perspective - Sales / Cost of sales UiiRedn capital employed etc. q)
ii.  Customer perspective - Measures of price / deliyepality / support
ii. Internal perspective - Measures of efficiency /esapenetration an %w product
introduction
iv. Learning & Growth perspective. - Measures of tedhap/ cost Iefildershi

The objective of the balance score card is to pl@wa comprehensiv. Cta/ork for translating
the company’s strategic objectives into a cohesehbf performance es. It emphasizes the
use of financial and non-financial measures as pérthe programme to achieve further

performance. It helps in planning, setting targetd aligning str initiatives.

any can assess the change in
the operating income by comparing the targeted ab ome with the actual operating
income. The change in the operating income ma}eﬁe growth factor, change in the price

of inputs and outputs and productivity factor. mpany is said to successful in
implementation of strategy only if the change&;erating income closely aligns with that
strategy. 0

22. List the eight functional budgets prepared business. (Nov’09)
Answer: The various commonly us ctional budgets are:

» Sales Budget 6\

* Production Budget &

* Plant Utilisation Bud

» Direct Material Usag dget

» Direct Material Purchase Budget

» Direct Labour. (Personnel) Budget
* Factory O %: Budget
23. Distinction.or differences between budgets and standard are shown as follows :-

% Budget. Standard.
1. &fgnderstanding :

To evaluate the success of the implementationrafegy@

‘h‘provides a summarised picture of results to a) It provides a base for measurement implying what
be expected from a proposed plan of operations. is proper and adequate for a given purpose.
b) i) It is comprehensive in nature and envelops b) i) It relates to a specific limited operation.
several operation.
ii) Budgets are complete in as much as they are ii) Standards relate only to the function of the
framed for all the activity and function of production and the related manufacturing cost.

concern such as production, Purchase,
Selling and Distribution, Research and
Development Capital Utilisation etc.
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iii) Budgets are adherence to which keeps a iii) Standards are pointer to further possible
business out of difficulties improvement.
¢) It is based on futuristic. For ex. from past c) Itis based on scientific predetermination of an
experience adopted to changing circumstances attainable good performance level and does not
in a defined period of time. necessarily relate to a specific period of time.
2. Scope : N @
a) lItincludes overall system related to functions a) Itis worked out for minute details of operati &
or depts. And permits use for all wings of an in relation to manufacturing and to a limite
organisation i.e. from sales to manufacturing. extent in distribution. (b
b) Itis related to executive functions of b) Itis frequently related to labour ations.
an organisation.
®
c) Budget are anticipated or expected cost means ¢) Standard costs are plann under
to be used for forecasting requirements of finance, specific assumed co production perfor-
labour, material etc. mance, capacity lev operation and can not
be used for forecasting always.
3. Obijective ;
It has equal emphasis on planning co-ordination It has @nphasis on control function but
and control functions of management. can be% s a basis for planning and co-

ord@o

4. Acceptance ;
For control purpose of management, acceptance lishment is based on scientific assesment
d

is easier through executives participation in 0
establishment. c)

more difficult.

management authority. Acceptance,
particularly related to labour, is comprehensively

5. Review :
It is frequently subjected to review based@a ing Review is less frequent and a standard is more

circumstances, to guide management on. static in relation to time.

6 Variance Analysis :

Usually involves a lesser degree of.analysis Analysis is detailed and casual relationship with
on overall basis. specific functions are established.

N

external measures”. Discuss

24. “Balanced scorz @ and performance measurement system endeavours to create a blend of

the statem
Answer:

strategic measures; outcomes and drive measures and internal and
t{g& 4)
b

lanced score card translates an organiztmorssion and strategy into a

comprehensive set of performance measures thatdpsthe framework for implementing its
str ..The balanced score card does not fodaky m achieving financial objectives. It is an
ap , Which provides information to managen@issist in strategic policy formulation and

ement. It emphasizes the need to provideutder with

a set of information, which

resses all relevant areas of performance in lgactive and unbiased manner. As a

anagement tool it helps companies to assess bperfdrmance,
and enables management to develop better plamspoovements.

improve operational processes

25. “Because a single budget system is normally used to serve several purposes, there is a danger

that they may conflict with each other”. Do you agree? Discuss.

Answer: A single budget system may be conflicting in plagrand motivation, and planning and

performance evaluation roles as below:
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i.  Planning and motivation roles —Demanding budgets that may not be achieved may be
appropriate to motivate maximum performance buty taee unsuitable for planning
purposes. For these, a budget should be a set bassaksier targets that are expected to be
met.

ii.  Planning and performance evaluation roles For planning purposes budgets are set in
advance of the budget period based on an antidiga&tieof circumstances or environ x
Performance evaluation should be based on a cosmpaaf active performance ﬂ\%‘
adjusted budget to reflect the circumstance undeciwmanagers actually opera

26. Describe the four types of bench marking of critical success factors. (Nov’08) (b‘
Answer: The Benchmarking is of following types: ’Q
|

i.  Competitive benchmarking: It involves the comparison of c%p tors products

processes and business results with own.
ii.  Strategic benchmarking: It is similar to the process benchrr%in natowt differs in
its scope and depth.

iii.  Global benchmarking: It is a benchmarking throu ich distinctioniimiernational
culture, business processes and trade practi panies are bridged and their
ramification for business process improvement a tood and utilized.

Iv.  Process benchmarking:It involves the co g«?son of an organisationicait business
processes and operations against best icaipagjan that performs similar work or
deliver similar services.

used when organisations look. to benchmark withngast drawn from different business

sectors or areas of activit

v. Functional Benchmarking o erlc Benchmarking: This type of benchmarking is
&d ays of impngysimilar functions or work processes.

vi. Internal Benchmarking:
for example, from busi

involves seeking partners from within the saonganization,
Ss units located in diffe@reas.

vii.  External Benchmarking: It involves seeking help of outside organisatidhat are
known to be best in'class. External benchmarkimyiges opportunities of learning from
those who the leading edge, although it rbastemembered that not every best

practi%@yon can be transferred to others.

N
N

5
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Absorption Costing: first technique of pricing

1. “The use of Absorption Costing method in decision-making process leads to anomalies.”

Discuss. (May’06)

Answer: In absorption costing, fixed overheads are assigogroducts by establishing overhead

absorption rates based on budgeted or normal ouyusing absorption costing principles, it i

possible for profit to decline when sales volumer@éases. If the stock levels fl @
ount
or on

significantly, profits may be distorted becausecktohanges will significantly affect th
of fixed overheads allocated to a period. If psofire measured on monthly or qu
periodical basis, seasonal variations, in sales caages significant fluctuations in

Internal profit statements on monthly or quartdshsis are used for measuri@'e managerial
performance. In the circumstances, managers mayedadely alter inventory levels to influence
profit, if absorption costing is used. When saleslass and the closing in %ry increases, a part
of the fixed overheads contained in the value efdlosing stock is r@from the fixed costs
allocated to production for the period. Thus, ifesaare reduced, in ories will increase and
absorption cost will past higher profits. Similarlif sales increased as compared to
production, inventories will be reduced and absorptosting wi rn lower profits.

2. “Use of absorption costing method for the valuation% ished goods inventory provides
incentive for over-production.” Elucidate the statement.... (May 2002)

Answer: When absorption costing method is u rodudiied overheads are charged to

products and are included in product costs. the closing stocks are valued on total
cost (including fixed overheads) basis. The that the charge of fixed overheads to P/L
account gets reduced, if the closing stoc n the opening stock. This situation has the
effect of inflating the profit for the perio

Where stock levels are likely to fl %sigr&ﬁmy, profits may be distorted if calculated on

absorption costing basis. If mar r%)costing ledyssince the fixed costs are charged off to P/L
account as period cost, suc ituation will mitea The impact of using absorption costing on
profits can be summarised der:

« When sales ar t%al to production, profits wiltle same under absorption costing and
marginal cos@,

marginal.costing.

X IfWis higher than sales, the absorposting will post higher profits that

o | les are in excess of production, absorptiosticg will show lower profits than
ginal costing.

X% profit calculation in absorption costing gamduce strange result, the managers may
erately alter the stock levels to influence gnofits if absorption costing is used. Hencés it
rue to say that if absorption costing method isdusianagers have the incentive to over produce
to show better result.
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Activity Based Costing (ABC)

The emergence of ABC systems

During the 1980s the limitations of traditional gdust costing systems began to be widely
publicised. These systems were designed decadesviagm most companies manufacture
narrow range of products, and direct labour anderreds were the dominant factory”
Overhead costs were relatively small, and the distts arising from inappropriate overhead
allocations were not significant. Information presmg costs were high, and it fore
difficult to justify more sophisticated overheatbahtion methods. WK

Today companies produce a wide range of produstsstdabour represents onl all fraction
of total costs, and overhead costs are of consditermportance. Simplistic overhead allocations
using a declining direct labour base cannot béfiest particularly when'i ré?\ation processing
costs are no longer a barrier to introducing maneghssticated cost\gcé . Furthermore, the
intense global competition of the 1980s has madssiba errors due to-poor cost information
more probable and more costly. Over the yearsntieased opportunity cost of having poor cost
information, and the decreased cost of operatingemophistiu@ﬁost systems, increased the

demand for more accurate product costs. It is atdm und that ABC has emerged.
ABC, however, is nor a recent innovation. Fifty 0 Goetz (1949) advocated ABC
principles.

&

SOME IMPORTANT DEFINITIONS §
e

A Cost Object -1t is an item for which cost&;@ ment is respli.g. a product or a customer.
S

change in the costnofctivity. There are two

A Cost Driver - It is a factor that cause
categories of cost driver: §

+ A Resource Cost Driver (?a measure of the quantity of resources coesliby an
activity. It is used to assi e cost of a reseuo an activity or cost pool.

% An Activity Cost
placed on activi

river - It is a measure of the frequency and intensitydefand,
y cost objects. It is useddsign activity costs to cost objects.

Activities: Activiti prise of units of work or tasks. Fetample, purchase of materials is an
series of tasks like purchesguisition, advertisement inviting quotations,

activity consisti
identifica&%ppliers, placement of purchasger, follow - up, etc.

Type of Activities: Activities basically fall into four different cageries, known as the
manu ing cost hierarchy. These categories Weteidentified by Cooper in 1990 and help
to ine the type of activity cost driver reqdi The categories are:

Cb& Unit level activities: The costs of some activities (mainly primary ateg) are strongly
correlated to the number of units produced. Formgte, the use of indirect
materials/consumables tends to increase in prapott the number of units produced.
Another example of a unit level activity is the pestion or testing of every item
produced, if this was deemed necessary or, pernap® likely, every 100th item
produced.

« Batch level activities: The cost of some activities (mainly manufacturisgpport
activities) are driven by the number of batchearots produced. Examples of this are :
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* Material ordering-where an order is placed for g\umatch of production

« Machine set-up costs-where machines need resétgitvgeen each different batch
of production.

* Inspection of products-where the first item in gvbatch is inspected rather than
every 100th item quoted above.

% Product level activities: The costs of some activities (often once only aimb).ar%\
driven by the creation of a new product line amsdnitaintenance, for example, d g
the product, producing parts specifications angkegtechnical drawings of pr% up
to date. Advertising costs fall into this categdrindividual products are adve rather
than the company’s name.

% Facility level activities: Some costs cannot be related to a particular'@m instead
they are related to maintaining the buildings aadlities. Exampfeséﬁ the maintenance
of buildings, plant security, business rates, Atso included i \@ gory are salaries,
such as the production manager’s. Advertising csiagmsathal%rote the organisation
would also be included.

The first and last categories above are the sartteoas in tradi absorption costing and so if
an organisation costs are mainly made up of these s ABC, will not improve the
overhead analysis greatly. But if the organisaﬁoobs%& mainly in the second and third
categories an ABC analysis will provide a differanbl@)re accurate analysis.

Some important activities & cost driver :

Activity ost Driver
Machine set-up Number of production runs
\ Number of set up / set up hrs

Purchase materials QS Number of orders placed

Number of components

Warehousing % Items in stock / wt. / volume
Material h g Number of parts or moves
Q) Number of material moves

Ins(p&on Inspection per item

\‘[Q%ality testing Hours of test time
‘b& Re

ceiving material Number of receiving orders
Packing Number of packing orders
Store delivery Number of store deliveries
Line item ordering Number of line items
Distribution No. of customers

Weight of items distributed
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Customer Service Number of service calls.
Hours spent on servicing product
No. of Product serviced

Research & Development Number of research piojec
Personal hours on a project \
Technical complexities of projects. \Cb
Engineering Production order Q;&

No. of parts per product
No. of engineering hqur%

Marketing No. of sales pers \
No. of advertisem n

Sales Reven
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 Usdi
Step 4 : Identify the Costs Associated with Ea
Step 5 : Compute the Rate per Unit of Each
Step 6 : Compute the Indirect Costs Alloc
Step 7 : Compute the Total Costs of t@r uctsduing All Direct and Indirect Costs

Design of Products, services & processes  No. alymts in design &b

cation Base
jon Base Used to the Products

Activity Based Costing (ABC) (May’
It focuses on activities as the f ental cogeatb and uses the costs of these activities as
building blocks for compilin§e sts of othejautis.

According to CIMA, it.is defined as “Cost attriboti to cost units on the basis of benefits
received from indirecl’%tl ities i.e. orderingtts®-up, assuring quality etc”.

Under activity b sting costs are accumuli@iedach activity as a separate cost object. The

pplied to products based ehehefits received from various activities. The
are built up from the costshef specific activities undergone. In the firsgsta
the activity driven overhead cost is charged tavagtbased cost pools and in the second stage
co Iver based rates are derived to chargetogstoduct lines. The cost driver based rates are
bax activities.

&ies based costing can be used for:
(@) Pricing of products;
(b) Design and development of new products.

Benefits Of ABC
ABC is more expensive than the traditional syst&m.a cost-benefit analysis is desirable. The
benefits of ABC are many.
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i. In ABC managers focus attention on activitresher than products because activities in
various departments may be combined and costsnafasiactivities ascertained e.g.
quality control, handling of materials, repairariachines, etc

ii. Costs are identified with activitiesnd then allocated to products or services, based
appropriate cost drivers. So more accurate proskreite costs are obtained Since
overhead or indirect costs occupies a significanopgrtion of the total costs of the fi@!

the overall impact of allocation of indirect costsproducts/ services more accur
significant.

iii.  Managers_manage activities and not produ€isange in activities lead \anges in
costs. Therefore, if the activities are managed,webts will fall and resulting products
will be more competitive.

@
Iv. To manage activities better and to make wiser evinalecisio A“@ anagers need to
identify the relationshipsef activities and costs in a more det @ie manner.

analysis.

Weakness of ABC Q
ABC is not free from certain weakness. They aretioead w:

i. ABC fails to encourage managets thi}r@ t changing work processes to make

v. ABC highlights problem areas that deserve managt;@en on and more detailed

business more competitive.

ii. ABC does not conform to generally epted accognirinciplesin some areas. For
example, ABC encourages ayﬁc&lfbn of such nonymbdcosts as research and

development to products w mmitted produatEsuch as factory depreciation and
not allocated to products.

iii.  Using ABC for short- cisions may sometimesveroostlyin the long run. In a
competitive environ when other companies maywilling to meet the customers’
needs); long term-profits may suffer due to eliioraof small orders.

iv.  ABC does nm':e&eo rage the identification and regtho¥ constraintreating delays and

excesses.@

Activitymx%s}};D geting (ABB)

Brimson an hn define activity-based budgetinthasprocess of planning and controlling the
ctivities for the organisation to deravecost-effective budget that meets forecast

and agreed strategic goals. An activitgydobbudget is a quantitative expression of the

ted activities of the firm, reflecting managet’s forecast of workload and financial and

inancial requirements to meet agreed stratggials and planned changes to improve

rformance.

Thus, the key elements of ABB are:

. type of work/activity to be performed;
. guantity of work/activity to be performed; and
. cost of work/activity to be performed.
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ABB focuses on the activity/business processes.oultess required are determined on the
expected activities and workload. The objectividibring in efficiency into the system. So, in the
process of budget preparation, many key questiwes] to be addressed and properly answered

Activity Based Management (ABM)
Activity Based Management (ABM) is a further dey@izent on activity based costing (ABC).\

ABC refers to cost attribution to cost units on Hassis of benefit received from indirect a. i ?t@

e.g. material ordering, material handling, machsstups, quality assuring, custom ort
services etc. For each such activity, it is neaggssaidentify a cost driver that causei#%m rence
of cost relating to that activity. For example, loapent on testing for a quality assﬁ@ e agtivit

may be used as application base of cost drivathferactivity. o

ABM analyses and manages cost drivers to manags. dosthat process ABM also analyses
value added and non- value added activities inraimeliminate non-value added activities and
simplify or improve upon value added activities.

ABM involves:
i.  Identification of the major activity areas.
ii.  Determination of the cost driver for each activligt may used as cost application base.
iii.  Creation of cost pools for collection of activitgsts having the same cost driver.
iv.  Cost drivers link activities & resources consumptio generate less arbitrary costs for
decision-making.

Activity-Based Management Model

1. What is the fundamental difference between Activity Based Costing system (ABC) and
Traditional Costing system? Why more and more organizations in both the manufacturing and
non-manufacturing industries are adopting ABC? (Nov’07)

Answer: In the traditional system of assigning manufacyroverheads, overheads are first
allocated and apportioned to cost centres (prooluand support service cost centres) and then
absorbed to cost objects (e.g. products). Under AB€rheads are first assigned to activities or
activity pools (group of activities) and then thage assigned to cost objects. Thus, ABC is a
refinement over the traditional costing system. &llsucost centres include a series of different
activities. If different products create differetémands on those activities, the traditional cgstin
system fails to determine the product cost acclydtethat situation, it becomes necessary to use
different rates for different activities or actiyipools.

The following are the reasons for adoption of ABZ rhanufacturing and non-manufacturing
Industries:
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I.  Fierce competitive pressure has resulted in shrgqngrofit margin. ABC helps to estimate
cost of individual product or service more accusat&his helps to formulate appropriate
marketing / corporate strategy.

ii.  There is product and customer proliferation. Demamdesources by products/ customers
differ among product/ customers. Therefore, praductstomer profitability can
measured reasonably accurately, only if consumptioresources can be traced to g&

individual product / customer. \
o

iii.  New production techniques have resulted in theesse of the proportion)%~a port
service costs in the total cost of delivering valueustomers. ABC improve% ccuracy

of accounting for support service costs. @

iv.  The costs associated with bad decisions have isedesubstantially.

v. Reduction in the cost of data processing has rebdlce c @acking resources
consumption to large number of activities \\

2. Given two examples for each of the following categories in acti@ed costing:
i) Unit level activities

ii)  Batch level activities @
iii) Facility level activities

iv) Product level activities (Nov’06)
Answer: Examples:
(1) Unit level activities 0] Us U‘%erect metals
(i) I ion or testing of every item proagd or say

y 100th item produced

K Indirect Consumables

(i)  Batch level activities [ Material ordering

'{g Advertising costs, if advertisement is for iwdlual
%Ql products.

(i)  Facility level activities 0) Maintenance diuildings
(i) Plant security

Q (i) Production manager’s salaries
Q) (iv)  Advertising campaigns promoting the company.

(iv) P t Level activities (1) Designing theopiuct
(i) Producing parts of certain specification

3. e conventional product costing systems more likely to distort product costs in highly
ted plants? How do Activity-Based Costing system deal with such a situation? (May’06)

er: The conventional product cost system was in voghen companies manufactured

rrow range of products, overhead costs wereivelgptsmall and distortions arising from
inappropriate overhead allocations were not sigaift. It used volume measures like direct
labour hours or machine hours for charging overteesds to products. In the case of a company

using highly automated plant, direct labour is aalnfraction of cost when compared with
overheads (because of higher amount of deprec)jatiorcase where such a company is multi
product, overheads which are large in proportioditect labour are influenced by number of set
up, inspection, number of purchases etc. In th@semstances, the volume based method of
recovery of overheads is no longer appropriatesarnth a measure will report inaccurate products
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costs. Hence, the traditional system of costing feaad to over cost high volume products and
under cost low volume products.

Activity Based Costing (ABC) system aims at refgithe costing system used in automated
plants in the following manner:

i.  ABC systems trace more costs as direct costs.
ii.  ABC systems create homogeneous cost pools linkddfewent activities. .
iii.  For each activity cost pool, ABC systems seek & a@ltscation base that has a ca bﬁ

effect relationship with costs in the cost pool.

4. How has the composition of manufacturing costs changed during recent years? H@i this

change affected the design of cost accounting systems? (May’06)

Answer: Traditionally, manufacturing companies classifidte manufactu@sts to be
allocated to the products into (a) direct materi@$ direct labour and (c) indirect manufacturing
costs. In the present day context, characterizedntgnsive glob ition, large scale

automation of manufacturing process, computerinatiod product dhg ification to cater to the
changing consumer tastes and preferences has fooogohnies to their costing systems to
provide better measurement of the overhead cosid by di cost objects. According,
manufacturing costs are classified into the thread categori nder:

I.  Direct Cost: As Many total costs relating to %ts as feasible are classified into
direct cost. The objective is to trace as manyscastpossible into direct and to reduce the
amount of costs classified into indirect b glreater the proportion of direct costs
the greater the accuracy of the cost sys

ii.  Indirect cost pools: Increase the nu@of indicest pools so that each of these pools is
more homogeneous. In a homogeneous cost poohealtdsts will have the same cause-
and-effect relationship with t allocatiosda

ii.  Use cost-and-effect criteg&{i(ﬁ;r identifying thest allocation base for each indirect cost
pool.

The change in the classi ic%n of manufacturingts as above has lead to the development of
Activity Based Costin C). Activity Based Cogimefines a costing system by focusing on
individual activities ndamental cost otgeé\n activity is an event, task or unit of work
with a specified e as for example, desigréagup, etc. ABC system calculates the costs of
individual activiti nd assigns costs to coseoty such as products or services on the basis of
the activities c med to produce the productavige the service.

5. Expl%the concept of activity based costing. How ABC system support corporate strategy?
N
A % ABC is an accounting methodology that assignssctwstctivities rather than products
ervices. This enables resources and overhesid tb be more accurately assigned to
ducts and services that consume them when cechgar traditional methods where either
abour or machine hours are considered as absorpésis over cost centers. In order to correctly
associate costs with products and services, ABfgrassost to activities based on their resources.
It then assigns cost to ‘Cost object’, such as petsl and customers, based on their use of
activities. ABC can track the flow of activities organization by creating a link between the
activity and the cost objects.

ABC supports corporate strategy in many ways ssch a
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* Information generated by ABC system can also eragmumanagement to redesign the
products.

* ABC system can change the method of evaluatioreof process technologies, to reduce
setup times, rationalization of plant lay out imer to reduce or lower material handling
cost, improve quality etc.

* ABC system will report on the resource spending. \

« ABC analysis helps managers’ focus their attentiod energy on improving acti 6%‘
and the actions allow the insights from ABC to taaslated into increased profits. \(&

* Performance base accurate feedback can be praaadest center managers.

* Accurate information on product costs enables betéeisions to be madeéupricing,

marketing, product design and product mix. ‘§
6. Explain the concept of cost drivers. Indicate what you will consider as % vers for the

following business functions : \
i) research and development; and ®

ii) customer service.
Answers : A cost driver is any factor whose change cau in the total cost of a related
cost object. In other words, a change in the lefebst driver use a change in the level of

the total cost of a related cost object.

below :

Business functions 0’& Cost drives

Research & Development Q) - Number of researofegts
- Personal hours on a project

& - Technical complexities of projects.

The cost drives for business function viz., Resm&@éf&nent and Customer Service are as

- Number of service calls.
- Hours spent on servicing product

Customer Service

7. What are the areas in h%ctivity based Information is used for decision making ? (Nov’00)
Answer: The areas in{ Activity based Information s&d for decision making are as under :

() Pri
(ii)‘% segmentation and distribution channels

(ii Make-or-buy decisions and outstanding

) ransfer pricing
Plant closed down decisions
i Evaluation of offshore production

(b's (vii)  Capital Investment decisions
(viii)  Product line profitability

8. Differentiate between ‘Value-added’ and ‘Non-value-added’ activities in the context of
Activity based costing.

Give examples of Value-added and Non-value-added activities.

Answer:

A value added activity is an activity that customperceive as adding usefulness to the product
or service they purchase. In other words, it isetivity that, if eliminated, will reduce the actua
utility or usefulness which customers obtain froging the product or service. For example,
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painting a car in a company manufacturing cars oormputer manufacturing company making
computers with preloaded software.

A non-value added activity is an activity whereréhes an opportunity of cost reduction without
reducing the product’s service potential to thetmmer. In other words, it is an activity that, if
eliminated, will not reduce the actual or perceiwedue that customers obtain by using‘the
product or service. For example, storage and mowefmgw materials, reworking or repaininq&

products, etc. 9

Value-added activities enhance the value of pradantl services in the eyes of the q@ tion's
customers while meeting its own goals. Non-valudeddactivities on the other% do not

contribute to customer-perceived value. @
9. State whether each of the following independent activities is value added or non-value
added:(May’12) %

I. Polishing of furniture used by a systems eagirin a software firm \Q

ii. Maintenance by a software company of receiaablmanagemgﬁg oftware for a baugki
company.

iii. Painting of pencils manufactured by a penatittbry.

iv. Cleaning of customers’computer key boards lopmp ir centre.

v. Providing, brake adjustments in cars received;émvic% car service station. (5 marks)
Answer:

i. Non — value added; ii. Value added; iii. Vahed

iv. Value added; v. Value added

10. “Cost can be managed only at the point o
Therefore, it is necessary to manage cost driver
reference to structural and executional costdri

itment and not at the point of incidence.
o manage cost.” Explain the statement with
s. (Nov 2007)

Answer:

A firm commits costs at the time % ing tmeduct and deciding the method of production.
It also commits cost at the time‘of deciding théveey channel (e.g. delivery through dealers or
own retail stores). Costs are-i ed at the tfhactual production and delivery. Therefore, no
significant cost reduction c% achieved at ithe tvhen the costs are incurred. Therefore, it is
said that costs can be naged at the point of donemt. Cost drivers are factors that drive

consumption of resources: Therefore, managemenbsf drivers is essential to manage costs.
Structural cost driv e those which can be geohdy effecting structural changes. Examples
of structural. c ers are scale of operatiscope of operation (i.e. degree of vertical
integration), exity, technology and experiencéearning. Thus, structural cost drivers arise
from the g%e s model adopted by the companycumal cost drivers can be managed by
executive decisions, examples of executional caseid are capacity utilization, plant layout

effici %)roduct configuration and linkages wétlppliers and customers. It is obvious that cost
dri§ an be managed only at the point of strattand operating decisions, which commit

ces to various activities.
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Standard Costing

CIMA'’s terminology defines Standard Costing as follows:

results to obtain variances which are used to $titaumproved performance. You will see f

this definition that there are very close relatlips between standard costing and bu

control (the practice of making continuous comparibetween budget and actual resul% ey
es. The

Standard Costing: A control technique which compares standard castsrevenues with actq;lw
ro

both compare the actual results with the expecttbopnance to identify any vari
difference is that with standard costing the congparis usually made at a unit Ievg&; is, the
actual cost per unit is compared with the standast per unit. The resulting vari s may be

analysed to show their causes and we will see h@ng done later in this chapter:

In order to be able to apply standard costing isintne possible to identifyﬁasurable cost unit.
This can be a unit of product or service but it trus capable of izing: for example,
standardized tasks must be involved in its creafldwe cost units thé%%ﬁes do not necessarily
have to be identical : for example, standard cgsten be applied-in some job costing situations
where every cost unit is unique. However, the jotust includeq@dardized tasks for which a

standard time and cost can be determined for m@ es. In presence of Standard

Costing, a budget is multiplication of Standardtirms

1. What is a Standard Cost?

Answer:

A Standard cost is a carefully predetermined unit cost which is prepared for each cost unit. It
contains details of the Standard amount a of each resource that will be utilised in
providing the service or manufacturing the product.

2. Standard costing in the modern i trial environment: It is mainly applied in ERP
performance measurement. g}n

Answer: There has recently be e criticism of the@ppateness of standard costing in the
modern industrial environm main criticismdude the following:

i.  Standard costin a;%developed when the businessoement was more stable and
operating cond&were less prone to changéhdrpresent dynamic environment, such
stable condi'@ not be assumed.

ii. Performa standard used to be judged asadtisf, but in today’s climate constant

i must be aimed for in order to remaimpetitive.

sis on labour variances is no longer appte with the increasing use of
automated production methods.

iv\ rganization’s decision to use standard costiegends on its effectiveness in helping

nagers to make the correct decisions.

@ard costing may still be useful even wherefitied output is not standardized. It may be
ssible to identify a number of standard companand activities for which standards may be
et and used effectively for planning and contrafppses. In addition, the use of demanding

performance levels in standard costs may help ¢owgage continuous improvement.

3. What is variance analysis?

Answer: A variance is the difference between the expestaddard cost and the actual cost
incurred. A unit standard cost contains detail eoning both the usage of resources and the price
to be paid for the resources. Variance analysislu@s breaking down the total variance to
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explain how much of it is caused by the usage sdueces being different from the standard, and
how much of it is caused by the price of resoulmang different for the standard.

These variances can be combined to reconcile thkdost difference revealed by the comparison
of the actual and standard cost.

A variance is said to be favourable if it causasi@crofit to be greater than budget; it is said t
be adverse if it causes actual profit to be less tbudget. Variance are use to rpeixbd

performance of cost. Different responsible managers

Variance analysis are of 2 types: )@&

1. Variable cost Variance

2. Fixed cost variance @

4. Under the single plan, record the journal entries giving appropriate narr'ég't%with indication

of amounts of debits or credits alongside the entries, for the followi

ctions using the

respective control A/c.

i)

ii)

iii)
Answer:

)

ii)

Material price variance (on purchase of materials)
Material usage variance (on consumption)
Labour rate variance. (No

Dr. Material Control A/c %

Dr. or Cr. Material Price Variance A/c

’Cr Creditors Alc
(Being price variance during pté of mateyial

Dr. WIP Control Alc

Dr. or Cr. Material UsageVariance A/c

Cr. Material Control %3

(Being recording o @3 riance at stdt of excess/under utilized quantity)

Dr. Labour Contro
Dr. or Cr. Lab ate Variance Alc

’Cr Cash/ utstanding Wages Alc

(Being r riance during payment / outstandingages)

hould be viewed as interdependent rather than independent” (May’06)

ons of a firm are so inter linked ttet level of performance in one area of

ect the performance in other arebmprovements in one area may lead to
in other areas. A sub-standard pedonoe in one area may be compensated by a

performance in another area, Becausedf interdependency among activities in the
anagers should not jump to conclusioeseaty based on the label of variances namely

fir
f&y ble or unfavourable. They should remembat there is a room for trade off amongst
nces. Hence, variances need to be viewedtasatian directors’ rather than problem solvers.
us, a better picture will be captured when ovadnheariance are not viewed in isolation but in
an integrated manner.

6. What are the basic difference between Standard Costing and Budgetary Control ?
Answer: Basic differences between Standard Costing andy®&ady control are as follows :

I.  Standard costs are ascertained for material, latwogioverhead. Here the control of each
element of cost is effected by comparing actuatscasth standard costs of actual output.
Whereas budgets are prepared for different funstlike sales, production, capital assets
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etc. of business. Budgetary control here is corembiwith the overall profitability and
financial position of the business.

ii.  Range of standard costing is narrow as it is matolyfined to the control of production
costs. But the range of budgeting is wider that tf standard costing. It in fact cover
sales, capital and financial expenses as well.

ii.  Standard costing is confined to the projection adtcaccounts only whereas bua&
control includes projection of financial accounssveell.

iv.  For exercising control, variances are computedtamdard costing as well \udgetary

control. But these variances are normally recordedlifferent cost ts under
standard costing whereas they are not revealed ldgets.

®
v. Under standard various causes of variances in cespfeeach %element can be
analysed in minute detail and corrective actioretalaccor hereas budgetary
control system deals with total expenses and reaebased o ates.

Answer: There is no unanimity of opinion among Co

variances. The following are commonly used metHodgheir. disposition.

I.  Transfer all variances to Profit and Loss A
progress, finished stock and cost of sa
arising are transferred to profit and lo

binder this method, stock of work-in-
tamiaed at standard cost and variances
unt.

ii.  Distributing variances on pro-rataQ)? Is over tlost of sales, work-in-progress and
b

finished goods stocks by usi g%a e basis.
iii.  Write off quantity variancegxr it and loss awgot and spread price variance over to

cost of sales, work-in-pr and finished gootise reason behind apportioning price
variance to inventori cost of sales is thay trepresent costs although they are
derived as variances:

8. Mention the causes tl%gl e rise to Labour rate variance. (Nov’99)

Answer: Causes f occurrence of labour rate variance This variance arises due to the
difference betwe ndard labour hour rate spdcénd the actual labour hour rate paid. It is
computed ying the actual hours taken loykers on a job by the difference between the
standard%a tual wage rate per hour. Main sawegch contribute for the occurrence of

labour rate variance are as below :
I. rease in actual wage rate per hour paid to werke

‘6% Use of wrong type of labour i.e. for a job requyithe use of non-skilled labour uses
skilled labour. Since the wages of skilled labateg more than that of non-skilled labour
therefore this increased wage rate per hour ofleskilabour force accounts for the

% occurrence of labour rate variance.
(\) i

Payment of special increments or allowances to &gtk

Iv.  Non — anticipated wage increase at the time oiingestandards.

v. Using a gang or mix different from that used fdtiag labour standard.
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9. “Calculation of variances in standard costing is not an end in itself, but a means to an end.”
Discuss. (May 1999)

Answer: The crux of standard costing lies in variance agialyStandard costing is the technique
whereby standard costs are predetermined and sudrgbgcompared with the recorded actual
costs. It is a technique of cost ascertainment em&t control. It establishes predetermined
estimates of the cost of products and servicesdbagemanagement’'s standards of efficient
operation. It thus lays emphasis on “what the sbstuld be”. These should be costs are
compared with the actual costs. The difference éetwstandard cost and actual cost &al

output is defined as the variance. Q)

The variance in other words in the difference betwthe actual performance an standard
performance. The calculations of variances are leimp variance may b urable or
unfavourable. If the actual cost is less than thedard cost, the variance is rarable but if

the actual cost is more than the standard costyahance will be unfavo r€§e hey are easily
expressible and do not provide detailed analysisn@ble managem ercise control over
them. It is not enough to know the figures of theaeances from mo month. We infact are
required to trace their origin and causes of oenge for taking.necessary remedial steps to
reduce / eliminate them.

A detailed probe into the variance particularly dwtroll%@ances helps the management to
ascertain:

(1) the amount of variance @
(i) the factors or causes of their occur
(i)  the responsibility to be laid on ex departments and

(iv)  corrective actions which shoulc@ aken bwiate or reduce the variances.

Mere calculation and analysis of varia egg ofise. The success of variance analysis depends
upon how quickly and effectively t ﬁ%‘ctiveians can be taken on the analysed variances. In
fact variance gives information. T ger neéedsct on the information provided for taking
corrective action. Information i eans andbactaken on it is the end. In other words, the
calculation of variances in s costing isamoend in itself, but a means to an end.

10. Describe three distinct groups of variances that arise in standard costing. (May 2000)
Answer: The three distinct groups of variances that ansgandard costing are:

I.  Variances of-efficiency:These are the variance, which arise due to efiogieor
ineffi in use of material, labour etc.

ii.  Variances of prices and rateghese are the variances, which arise due to ckaimge

urement price and standard price.
iii: 5ariances due to volumé&hese represent the effect of difference betwetmbhactivity
‘EA and standard level of activity. These can be sunz@cias under:

ement of cost Variance of Variance of price ariénce of volume
Efficiency

Material Usage, Mixture, Yield Price Revision

Labour Efficiency, idle time Rate of pay -

Variable Overhead Efficiency Expenditure R®ns

Fixed Overhead Efficiency Expenditure Revision
Capacity
Calendar
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11. State the features of Partial plan of Standard Cost Accounting procedure.(May 2001)

Answer:
Features of Partial Plan of Standard Cost Accogrminocedure:
Standard cost operations can be recorded in thiesbafcaccount by using partial plan, Features of

partial plan of standard costing procedure ar@bews: \
i.  Partial plan system uses current standards in whielnventory will be valued at c’@
standard cost figure. &

ii.  Under this method WIP account is charged at theahciost of production f onth
and is credited with the standard cost of the misritoduction of finished g@tt

iii.  The closing balance of WIP is also shown at stahdast. The balanc r making the
credit entries represent the variance from stanftarthe month. * )\C\o

iv.  The analysis of variance is done after the enti@htonth. ®

12. “Standard costing variances centre around comparison of Performance with the
standard and the standards or plans are normally based on the e ent anticipated when the
targets are set and if the current environment is differe %at anticipated, such analysis
cannot measure managerial performance”. Comment on‘% tement and how will you deal
with the situation with reference to material, labour an es variances. (Nov 2000)

Answer: d@

The statement give in the question highlights iculties faced by our industries today.

When the current environmental conditi e wbffié from the anticipated environmental
conditions (prevailing at the time of s ttird start or plans) the use of routine analysis of
variance for measuring manageria a%manceﬁsiesirable / suitable.

The variance analysis can be for measuriegagerial performance if the variances
computed are determined o& asis of revisagetsr/ standards based on current actual
environmental conditions. r to deal with @d@ove situation i.e. to measure managerial
performance with reference to material, labour salés variances, it is necessary to proceed and
compute the foIIowinq&nces.

Material variances:

In the case.o r@erial purchase price variancppase the standard price of raw material
determine s.5 per unit, the general markiee ger unit at the time of purchase was
Rs.5.20 and-actual price paid per unit was Rs.bri&he purchase of say 10,000 units of raw
material:

In \L&se the variances to be computed should be

ntrollable material purchase price planningarare:
= (Standard price p.u. — General market price) XtActual quantity purchased
= (Rs.5 — Rs.5.20) X 10,000 units = Rs.2,000 (Asee

Controllable material purchase price efficiencyiaace:
= (General market price p.u. — Actual price paid X Actual quantity purchased
= (Rs.5.20 — 5.18) X 10,000 units
= Rs.200 (Fav.)

In the case of material usage variance, supposstédmelard quantity per unit be 5 kgs, actual
production units be 250 and actual quantity of malteused is 1,450 kgs. Standard cost of
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material per kg. was Re.l. Because of shortagekitdéd labour it was felt necessary to use
unskilled labour and that increased material usag20%. The variances to be computed to deal
with the current environmental conditions will be:

Uncontrollable material usage planning variances:
= (Original std. quantity in kgs. — Revised stdantity in kgs.) X Standard price per kg:
= (1,250 kgs. — 1,500 kgs) X Re.1

@

= Rs.250 (Adverse) &

Controllable material usage efficiency variance: Q)
qé«g.

= (Revised standard quantity in kgs. Actual qugniged in kgs.) X Std. pric
= (1,500 kgs. — 1,450 kgs.) X Re.1
= Rs.50 (Favourable)
Labour variances: :
Like material variances, here also labour efficierand wage rat \% ces should also be
I%dl r

adjusted to reflect changes in environmental caovbt that prevai ing the period. The
labour efficiency variances would be equivalentht® following tvwiances.

(a) Uncontrollable labour efficiency planning \&arce Q

(b) Controllable labour efficiency variance \%
The above variances would arise when unskilledda@u
Similarly, one uncontrollable and other conmnce would arise in the case of wage rate

stituted for skilled labour.

variance as well under current environment i

Sales variances: Q)

The conventional sales volume vari reportslifierence between actual and budgeted sales,
priced at the budgeted contributio it. Thaance merely indicates whether sales volume
is greater or less than expect %does not atelibow well sales management actual sales

volume should be comparedn@ n expert estintetereflects the market conditions prevailing
during that period.

Total sales margin vari (planning element):
= {Expert’s ted sales volume X (Expert's sgjlprice — Standard cost) — Original

budgeted § olume X (Budgeted selling pricégandard cost)}

argin variance (appraisal element):

Tot
= &ua les volume X (Actual selling price -aBtlard cost)}
= Expert’s budgeted sales volume X (Expert’s sglpnice — Standard cost)}

Th\@ of “Expert’'s budgeted sales volume” goparticular product can be determined by
zﬁa ng the total market sales volume for theopgeand then multiplying the estimate by the
t

percentage of market share.
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Marginal Costing & C.V.P. Analysis

It is a pricing technique followed at a time of degsion. Here we have to calculate the variable
cost of the product for the purpose of its CVP wsial

So far in this text we have worked within the framoek of a total costing system. Wi
absorption costing, all stock items are valuedhairtfull production cost. This includes j'!
production overhead which has been absorbed usiagobthe bases which you learn ut

earlier.
In contrast, marginal costing values all stock geah their variable or marginal ¢ nly. Fixed
costs are treated as period costs and are writtém foilll against the contributio e period.

Since the two systems value stocks differentlypliows that each will &;@a different profit

figure for the period if stock levels alter. \Q
I

The terms marginal costs and variable cost ternuetased interchanésa

y. In marginal costing

the variable costs are matched against the salas ¥ar the period.to highlight an important
performance measure: Contribution. Contribution = Sa e- Variable Costs

It is called contribution because it literally dmtributi%yvards fixed costs and profit. Once
d cos

the contribution has been calculated for the perfi

ts are deducted to determine the

profit for the period.

1. Mention the important factors to be considere@&inal Costing Decisions. (Nov’99)

Answer: Q)

Whether the product or pro%makes a contiobut
In the selection of alternati dditional fixaasts if any should be considered.
The continuity of de after expansion and itpdot on selling price are to be

considered.

Non-cost facto h as the need to keep labooe fotact and government attitude are
also to be ta@' to'account.

2. What is @is and what purposes does it serve? Explain.
Answer: fit unit of a product depends on its sgllprice and cost of sales. Total profit
depends on sales volume which in turn dependsalidenn selling price. By and large cost also

depen
pro

n volume of production. Thus, a closdioelship exist between costs, volume and
ysis of this relationship opens up ateresting and useful field for the management
ant. Cost-volume-profit analysis may be iadpfor profit planning, cost control, and
lon making.

e following purposes are served by analysis sf-golume-profit relationship :

to forecast profit fairly accurately.

to set up flexible budgets.

To evaluate performance for control.

To ascertain the effects of costs of changes inmelfor market expansion or contraction.
To formulate price policies.
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Vi. To known the amount of overhead costs that coelctharged to productions costs at
various levels of operation.

3. What are the assumptions of cost-volume-profit analysis ?
Answer:
% All variables remain constant per unit.

+«+ A single product or constant sales mix. . ('b\
¢ Fixed costs do not change. \.

+ Profits are calculated on variable cost basis. \Q)

< Total costs and total revenues are linear functodreitput. (b

« The analysis applies to relevant range only. ’&

% Costs can be accurately divided into fixed andalde component's'»\%

+« The analysis applies only to short-term horizon. \

4. List out the assumptions of break-even analysis. @
Answer. The assumptions underlying break even anal sig@

+« All costs can be easily classified into fixed aradli mponents.

% Both revenue and cost functions are linear o@ahge of activity under consideration .
+«+ Prices of output and input remain unch

% Productivity of the factors of produc@i remahe same.

+ The state of technology and the process of produetill not change.

% There will be no significant c %in the levdisneentory.

« The company manufactu& ingle product.

% In the case of a multi %ﬂct company, the saleswill remain unchanged.

5. Discuss the main limi s of break-even chart. (May’99)
Answer : The main@ ions of break-even chart are dg\s :

I.  The variable ccost line need not necessarily beaigst line because of the possibility of
Op?% aw of increasing costs or law of @asing returns.

ii.  Similarly the selling price will not be a constdacttor. Any increase or decrease in output

Ei€5<ely to have an influence on the selling price

en a number of products are produced, separatkdmven charts have to be drawn.
his poses a problem of apportionment of fixed esps to each product.

iii&
@4. Break-even charts ignore the capital employed sirt@ss which is one of the important

guiding factor in the determination of profitabylit

v. The preparation of break-even chart presumes tisds can be reliably divided into fixed
and variable component. This is very difficult iraptice.

vi.  The break-even chart presumes that production aled will be synchronized at all points
of time or in other words, the entire productionlvee sold. This may not be true in
practice.
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6. Break even point :

Answer: Breakeven point represents that volume of prodaocthere total cost equal total
revenue resulting into a no-profit no-loss situatid output falls below that point, there is loss
and if output exceeds the point there is profitefBfiore at break even point.

Revenue = Total Cost
Sales = S = C = Fixed Cost + Variable Cost . (b\
Sales-variable Cost = Contribution = Fixed Cost \

It can be concluded that at break even point tméribmition earned just covers the fii@st and
at levels below the point contribution earned is amequate to match the fixed cos(%m at levels
above the point contribution earned more than rexothe fixed cost.

A ) %
N\
>

Rs.

Fc

Q) Units

»
»

0
P is the break even poi ir%e break even chherevOD and OC being the sales line and cost
line interests. Loss re the left side of before the break even point is reached and beyond
P profit starts to ge@e.

Break even r@as a wide use in the field of gma costing and helps to decide the
productio ~Ig%ration of price, to be taken ong term planning etc.

7. Brie iscuss Curvilinear CVP analysis. (Nov’01)

Ans\@ CVP analysis, the usual assumption is thatt¢ked sales line and variable cost line
ill"have linear relationship, that is, these lina be straight lines, However, in actual praetic

nlikely to have a linear relationship foraweasons, namely :

s

I.  After the saturation point of existing demand thkes value may show a downward trend.

ii.  The average unit variable cost declines initiaigflecting the fact that, as output increases
the firm will be able to obtain bulk discounts ¢ purchase of raw materials and can also
benefit from division of labour. When the plantdperated at further higher levels of
output, due to bottlenecks and breakdowns the Marizosts per unit will tend to increase.
Thus the law of increasing costs may operate aad/éniable cost per unit may increase
after reaching a particular level of output.
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iii.  Insuch cases, the contribution will not increasériear proportion on the phenomenon of
diminishing marginal productivity, the total costd will not be straight, as assumed but
will be of curvilinear shape. This situation wilivg rise to two break even points. The
optimum profit profits is earned at the point whée distance between sales and total
cost is the greatest.

In the diagram Al and A2 are the two break-gvaint . ‘b\

Total (Rs.) @
Total A2/ Loss
revenue ,\y\y

Profit A@
. C(Q
! Total cost
Los \oud
=y
Quantity

‘} be improved. (Nov’09, May’99)

nce between thesalr production at a particular level of
productiorargd margin of safety indicates the soundness of
gly a small margipbusfness indicates a not too-sound position.
proved by lowering theefl cost and variable costs, increasing the
production, increasing théngeprices or changing the product mix
erall Profit/VVolume ratioMargin of safety = Profit + P/V ratio.

8. Margin of Safety. How margin of
Answer: Margin of safety is the di
activity and the break even
the business and correspo
Margin of safety can
volumes of sales

resulting into a b%

Margin o &s also immensely useful for makinter-firm comparison. This is being done
by calculati heir margin of safety ratio. Thatio can be calculated by suing the following
formul

M safety ratio = Sales + Margin of SafetyG0
(b = (Actual sales - Break even saleSptes x 100
eps to increase margin of safety :
% I.  Increase in Selling Price; provided the demandéaistic so as to absorb the increased
(\) prices.
[

ii. Increase in Sales Volume: by increasing sales velpravided capacity is available.

iii.  Change in Product Mix: By the substitution or imlugtion of a product mix such that
more profitable lines are introduced. Consequenlily contribution will increase and it
will increase the margin of safety.
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iv.  Reduction in fixed expenses: The reduction in fiexgenses will reduce the break even
sales. As a result, margin of safety will improve.

v. Reduction in variable cost: The reduction in vaeabost will increase the contribution.
As a result, the margin of safety will improve.

9. Angle of Incidence (May’08) : @ (&
Answer: It is the angle of intersection between the sales$ the total cost lines. It indica

profit earning capacity of the concern at a certemel of sales production. The larger t
incidence the more is the profit earning capacitgt sice versa. It also provides an
to what extent the output & sales price may beedhto attain a desire level of profi
easy and clear idea to the profitability under etéht levels of activities &
product mix & is a simple visual aid to find outofit earning capacity without
calculation. °

>

different
g in for any

5
s S
)
>
c
) &
>
(]
- Total Sales Q)& B
(%]
173}
3

Total Cost

22T
D
A &

v

0 Units (Nos.)

is large, the firm is sa.u% ake profits at ahhigte and vice-versa.
A high angle of inci e and a high margin of sailedicate sound business conditions.
10. Indic@ ircumstances under which you will permit to fix a price, which is less than

Angle of incidence (0) %\;%mgle between thaltobst line and the total sales line. If the angle
id t

the margi ost of the product.
Answer: Circumstances under which a firm may fix a priessl than the marginal cost of the

produ l% as under :
i& en goods are of perishable nature.

' When the concern had already purchased huge geantditraw materials and the prices
of these materials is falling considerably in thaerket.

iii.  When competitors are to be eliminated from the mtark
iv.  When a new product is to be introduced in the ntarke
v. To obviate shut-down costs.

vi.  To push-up the sale of another highly profitabledoict.

vii.  To capture future market.
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11. Write notes on Key Factor

Answer: Every business aims to produce and sell unlimitats of the product manufactured by
it. But it is not possible due to non-availabildaf some production factor. Such a factor is known
as the key factor or Limiting factor or Short supptsource. In most of the cases ‘sales’ is the
key factor. It determines the volume of output ¢opooduced.

Sometime sales may not be the key factor but sdahex éactor such as labour; machine cap N
material; finance etc. which may not be availableaquisite quantity & will be a key fact %
other words, key factor is a factor that limits theantum of activity of a firm at a partic %’1

or over a period of time.

e

Key factor governs the decision “ how much to pical

In case, sales being the key factor, the profitgbdf the product is measure@@’omputing its

profit volume ratio. ®
When any other factor is the key-factor, the masfifable product ‘wi at which would
yield maximum contribution per unit of key factdie profitability o ey-factor other than

sales can be ascertained by using the followingdda :-

Profitability (per unit) of key factor = Contribatn + Key factoé&

12. Distinguish between absorption costing and marginal costing.

Answer: Main points of distinction between Abso@n Gogtand Marginal Costing are as

follows :
Absorption Costing 0 ginal Costing

1. Itis a total cost technique i.e. both variable ( ) Here only variable costs are charged to product,
and fixed costs are charged to products, processes or operations. Fixed costs are charged
processes or operations. as period costs to the profit statement of the

Q) same period in which they are incurred.

2. Fixed factory overheads are abso by The cost of production under this method does

the production units on the basi not include fixed factory overheads and therefore,
predetermined fixed factory o d the value of closing stock comprises of only
recovery rate based on normal capacity. variable costs. No part of the fixed expenses in
Under/over absorbed o ds are included in the value of closing stock and carried
adjusted before arrivj he figure of over to the next period.
profit for a particu @m
3. Inspite of % e forecast and Since fixed overheads are not included in the cost
equitabl is of ‘apportionment/allocation of production, therefore the question of their
of fixed costs, under or over recovery of under/over recovery does not arise.
fixed heads generally arises.
4. ial decisions under this costing Here decisions are made on the basis of
gue are based on profit i.e. excess contribution i.e. excess of sales price over
ales value over total costs, which may variable costs. This basis of decision making
t times lead to erroneous decisions. results in optimum profitability.

13. “The use of the Absorption costing method in management decision making process leads to
anomalies” . — Discuss.

Answer: Absorption Costing has been defined by the mm&titof Cost and Management
Accounts, London as “The practice of charging aléts, both variable and fixed, to operation,
processes or products”. The ordinary system ofirepsn which all overheads are apportioned
are apportioned over various units of cost, withmaking a distinction between fixed and
variable expenses, is absorption costing. The m#aat the value of inventory is based on all
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costs, fixed as well as variable. But fixed c@sts period costs and hence have no direct relation
with output. Any basis on which these costs alecated or apportioned to production
departments or absorbed by output are generalligraajo As such it leads to anomalous
situations and the allocation of fixed costs toduats vitiates the correctness of units costs It i
quite misleading in management of decision, padrtyiwhen a product is to be dropped or make
or buy decision is to be taken. In such casegcesin based on total cost will not be correct.
absorption costing, profit becomes a function afdoction instead of sales. It is thus ob

that use of the absorption costing method in mamagé decision making proce$sad
anomalies. Q)

14. Profit graph \
Answer: Profit graph is a special type of break — evernrtchéich shows thg@t or less at

different levels of output.
In the following example:

. %
OA = Total fixed expenses C = Break even point )@

@g@@
&

C)

The profit or loss can be cal@!‘d by using fwitgg when sales are at zero, the total loss is

equal to fixed expenses wh equal to OF. Dse emises as the output reaches C, the break
— even point and the f rts earning profitghesoutput increases beyond the break — even
point. The total proflt ut level of is equalB.

When more tha roduct is manufactured, th&tRy@aph can be so drawn as to show the
cumulative the profit and losses.

S
N

5
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To draw the above diagram , following steps are ragjred --
Step-1: Compute P/V ratio for each product & giaek:.
Step-2: Calculate cumulative sales & cumulativeipom the basis of the above ranking.

Step-3: Identify the points on the basis of cumwuasales (x) & cumulative profit (y). Join (:PG\
points with same line and identify the spedBIES.

Step-4: Join the start & end point with a singlaight line to find arrange Break ev%,g&

15. Profit/Volume Ratio : @
Answer: Profit volume ratio is the ratio of contributioenbting the difference between sales and
variable cost. Since in the short term fixed cosesd not change, ﬁ’;@rolume ratio also
measures the rate of change of profit due to chantje volume of sales.

C :S-@

Thus Profit/Volume ratio is expressed as Profitlfoe = ---- ‘@
S
It is influenced by sales and variable or margiocas ales price increases without

If
corresponding increase in marginal cost the coumtioh i ases and the Profit volume ratio
improves. Similarly if the marginal cost is reduceith sale price remaining same Profit/Volume
ratio improves. é)

The advantage of profit/'volume ratio are t i used to measure profitability of each
product or group of them separately so ttg} swty for continuance of such production can
be examined. It may also be used to me e tHeahibty or each production centre, process
or operation.

%‘ne ratiotlgt it remains same at various levels of

s, requirethggfirices to maintain profits at various levels
itable appboadf this ratio.

One fundamental property of P
operation and thus break eve
etc. can be easily calculate

16. Discuss the relation etween Angle of Incidence, break-even Level and Margin of Safety.
(Nov’99)

Answer:
Angle of Inci (gjt is the angle between total sales line and tmat line drawn in the case of
break-even c It provides useful informatitnowat the rate at which profits are being made.

The large th gle, the higher the rate of poofitice-versa.

Br e‘;gu level :1t is that level of sales (or production) at whittte sales revenue exactly
eqﬁ tal costs, both variable and fixed. heotwords, it is level of activity at which therfir
r(% r earns a profit nor suffers a loss.

argin of safety : It is the difference between total sales at breakn point. In other words
margin of safety is the amount of sales above thalbeven point. If there is a fall in the sales t
the extent of margin of safety, the firm will na m the red.

Relationship between Angle of Incidence, Break-elvevel and Margin of Safety -

i. If the break-even point is low and angle of incidens large. The margin of safety is
large and the business enjoys financial stabilfylow break-even point indicates that the
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business could be run profitably even if there falhin sales, unless the sales are very
low.

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

iii. If the break-even point is high and angle of inoicke is small. The margin of safet\
low. The business is very vulnerable, even a snealliction in activity may resuTt@
loss.

iv.  If the break-even point is high and angle of inoickeis large. This shows t %argin
of safety is low. The business is likely to indosses through a sm uction in
activity. However, after the break-even point, blusiness makes the pr high rate.

17. Enumerate the limitations of using the marginal costing technique. (May
Answer: Marginal costing is defined as the ascertainmémhargin V\% d of the effect on
profit of changes in volume or type of output b¥fetientiating betw %q‘ ed costs and variable

costs @
Limitations of Marginal Costing Techniques: Q
a

I.  The limitations of using the marginal costing tei as follows:

ii. Itis difficult to classify exactly the expense
expenses are neither totally variable nor

ixed and variable category. Most of the

iii.  Contribution itself is not a guide unI@ iskia with the key factor.

iv.  Sales staff may mistake m cost for totat emsl sell at a price; which will result in
loss or low profits. Hence, %\; taff should &eationed while giving marginal cost.

while valuing the w. rogress. In order to shine correct position fixed overheads

have to be mclu%n ork-in-progress
vi. Some of theéﬂn tions regarding the behaviouardus costs are not necessarily true
; . N

ation. For example, the assuomptihat fixed cost will remain static

in a reahi@
th?@ not correct.
18. Distinction between Cost indifference point and Break-even point :

Answ
Cost i erence point : It is the point at which total cost lines undee ttwo alternatives
i t each other.

v. Overheads of fixed O& annot altogether beueed particularly in large contracts,

st indifference point is calculated as under :
Difference in fixed costs saving in variable cost.

Break-even point : It is the point where the total cost line andkoevenue line for a particular
alternative intersect each other.

Break-even point calculated as under :

Fixed costs- Contribution per unit or the Fixed cost®V ratio.
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The following are the main point of distinction Wween cost indifference point and break-even
point.
I.  The cost indifference point is the activity levelvehich total cost under two alternatives
are equal. Whereas break-even point is the actlisitgl at which the total revenue form a
product mix is equal to its cost.

ii.  Cost indifference point is used to choose betweendlternative processes for achiey%y
the same objective. The choice depends on thea&tstll activity level. Break eve Jpg
is used for profit planning. K

19. Explain and illustrate cash break-even chart. \
Answer: In cash break-even chart, only cash fixed costscansidered. No items like
depreciation etc. are excluded from the fixed éoistomputation of break-ev int. It depicts

the level of output or sales at which the salesemee will equal to to& sh outflow. It is

computed as under:
Cash Fixed Cost )®
Cash BEP (Units) = Contribatp.u. @

75 & Sales
Q@ C
1)
o
@)
2 Total Cost
S
" B
Q@
©
(9p]
D
A Cash Fixed Cost
0

v

Output
Hence fo@e suppose insurance has been paigtoJanuary, 2006 till 31st December,
thi

2010 t fixed cost will not be consideredaasash fixed cost for the period 1st January,
20 t December, 2009.

at are the methods of segregating Semi-Variable costs into Fixed and Variable costs?
y’00)
swer: Semi-variable costs as the name suggests arey pixed and partly variable. The
following methods can be applied for segregatiosemi-Variable costs into Fixed and Variable
portion —

I.  Graphical Method

ii.  High and Low Points Method

iii.  Analytical Method

iv.  Comparision by Period or Level of Activity Method

v. Least Squares Method
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(i) Graphical method: Under this method, a large number of observatregsrding the total
costs at different levels of output are plottedaagraph with the output on the X-axis and the total
cost on the Y-axis. Then, the by judgment, a lihtbest fit”, which passes through all or most of
the points is drawn. The point at which this lingscthe Y-axis indicates the total fixed cost
component in the total cost. If a line is drawnhag point parallel to the X-axis, this indicatée t
fixed cost. The variable cost at any level of otitiderived by deducting this fixed cost elem
from the total cost. . ‘b‘

(i) High points and low points method: Under this method, the difference betwe %;}(ota
cost at highest and lowest volume is divided by difeerence between the salesk%%d at the
highest and lowest volume. The quotient thus okthgjives the rate of variable coétb lation to
sales value. The fixed cost is the remainder;toga)] cost minus variable cost.

(iif) Comparison by period or level of activity mehod: Under this method, the variable cost
per unit may be determined by comparing two lewélsutput with the t of expenses at
those levels. Since the fixed element does notgdaherefore the vq& elements of cost may
be ascertained with the help of the following fotenu

Change in the amount of expenses

Change in the quantity of output

(iv) Least squared method:This is the best method og%?;}arating semi-vagiabkts into their
fixed and variable elements. It is a statisticathnd and is based on finding out a line of best fit
for a number of observations. The method u rl equation y = mx + c; where m
represents the variable element of cost per uni nts the total fixed cost, ‘y’ represengs th

total cost, V represents the volume of outp al cost is thus split into fixed and variable
elements by solving this equation.

(v) Analytical method: An atteWade under this method to judge sogbly the

proportion of semi-variable cost costeegree of variability is determined for each
item of semi-variable cost. Onc as been dineemethod is easy to apply.
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Service Sector

1. Explain the main characteristics of Service sector costing. (5 Marks) (June 09)
Answer: Main characteristics of service sector are asvioelo

I.  Activities are labour intensive: The activities of service sector generally areolab
intensive. The direct material cost is either sroalon-existent.

ii.  Cost-unit is usually difficult to define: The selection of cost units usually f vice
sector is difficult to ascertain as compared togekection of cost unit for m uring
sector. The following table provides some exampfdble cost units for se& ctor.

Hospital — Patient per day, Room per day

Accounting firm — Charged out client hours

Transport — passenger km., quintal km.

Machine maintenance — Maintenance hours providedeo debgrt nt
Computer department — Computer time provided to departme

iii.  Product costs in service sector:Costs are classifi product or period costs in
manufacturing sector for various reasons.

2. How will you apply customer costing in service se %’xplam with the help of a suitable

example. (May’06, Nov’10)

Answer: Customer costing analyses the costs@(red o tb@ revenues from customers. A
customer cost hierarchy, categorizing the c to the customers into different cost pools
on the basis of different types of cost driv dferent degrees of difficulty in determining
cause and effect relationship, is used. etdibctivities involved in customer costing, for
example, are sales order processi 4éges visiteyal delivery costs, special orders, and credit
collection charges. The Central of this apgimas customer satisfaction. The profitability
of different customers or grou stomer wiiifed.

Customer costing can be | ced in a companwpged)in courier service where the costs to
serve the customers v the type of servadecsed by customers (how fast the package is
to be delivered), th 9%naﬂon weight, sizepatkage and whether the package is to be
ocation or will be dregpat the office of the courier firm. The firm
system of internet strateggccomplish the tasks like preparing labels at
the custo arranging of pick up, droppatghe destination and tracking and tracing
package&(; ystem calculates the freight chaigesices customers daily and produces
custom orts. These parameters can be ugbdhei objective of determining customer
c&m and based on the costs involved imdiang each customer, the firm can even offer
vol

could use an effi

scounts to customers who use the sertieasily.

r1te short note on pricing by Service Sector. (Nov’05)
swer: The service has no physical existence and it roaspriced and billed to customers.
Most service organizations use a form of time aratemial pricing to arrive at the price of a
service. Service companies such as appliance repaps, automobile repair business arrives at
prices by using two computations, one for labout ather for material and parts. If material and
parts are not part of service being performed,ahlg direct labour costs are used as basis for
determining price. For professionals such as ademis and consultants a factor representing all
overhead costs is applied to the base labour toststablish a price for the service, which are
generally worked out on the basis of rate per naur.h
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4. Give an appropriate cost unit for each of the following service sectors:

(i) Hotel

(ii) School

(iii) Hospital

(iv) Accounting firm

(v) Transport

(vi) Staff Canteen N

(vii) Machine maintenance \(b
(viii) Computer Department

(ix) Power (June’09, May’12) @

Answer:
Service Sector Cost Unit

0] Hotel Bed-nights available or occupiedr Reom d@)vr per meal

(i) School Student hours or no. of full timedent

(i)  Hospital Patient-day / Room-day \

(iv)  Accounting firm Client hours @

(V) Transport Passenger-Kms, or Quintal -km

(vi)  Staff Canteen No. of meals provi I olostaff

(vii)  Machine maintenance Maintenance hours &r ments

(viii) Computer Department Computer time to ents.

(ix) Power Per Kilo — watt (kw)

5. Discuss with examples, the basic costing methods n costs to services. (May 2007)

Answer:

I.  Job costing method:The cost of a ar service is obtained ksigasng costs to a

distinct identifiable service. e.g. J osting Imoet is used in service sectors — like

Accounting Firm, Advertise eg%lmpaign.

Process Costing methodC@ service is obtained by assigning castmasses of
similar unit and then co g cost / unit on &arage basis. e.g. Retail banking, postal
delivery, credit card

Hybrid method: bination of both (i) & (ii) above

6. Write short notes @er ion Costing.
Answer:

Operation It is defined as the refinement of process costiligs concerned with the
determin he cost of each operation rathan the process. In those industries where a
process consists of distinct operations, the metifazbsting applied or used is called operation

cost at the end of each operation bydihigi the total operation cost by total output
It is the category of the basic costing odt applicable, where standardised goods or

C % erating costing offers better scopecfontrol. It facilitates the computation of unit
o] K

%

ces result from a sequence of repetitive aackrar less continuous operations, or process to

ich costs are charged before being average beeaurits produced during the period. The two
costing methods included under this head are psom@sting and service costing.

7. “The more kilometers you travel with your own vehicle, the cheaper it becomes”. Comment
briefly on this statement.

Answer: The cost per kilometre, (if one travels in his owahicle) will decline when he travels
more kilometers. This is because the majority agt€dor running and maintaining vehicles are of
fixed and the component of fixed cost per kilomejaes on decreasing with an increase in
kilometre travel. Hence, the given statementus.tr
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8. “Operation costing is defined as refinement of Process costing.” Explain it

Answer:

Operation costing is concerned with the determomadif the cost of each operation rather than the
process:

I.  Inthe industries where process consist of distipetrations, the operation costing meth{

is applied. . ‘b‘

ii. It offers better control and facilitates, the corgiion of unit operation cost at th mof

each operation. )\Q)
O

9. Explain The instantaneous & perishable nature of services.
Answer: b@

Many services are provided instantaneously rathen tfor inventory (stq%\;/ or example, a
restaurant meal is cooked as it is ordered by t&omer. This. b ﬂﬁ ith it particular
management problems of planning and control bdoé&s mean that % ence of WIP is very
low, that is, it is rarely necessary to value penished units of service e end of an accaunti
period.

showing it cannot be stored in inventory (stock) ddate . The opportunity to gain revenue
from that seat at that particular showing of tHenf en lost forever. Therefore, capacity
utilization becomes a very important issue for r@ any service organisation.

ector?

Many services also ‘perish’ immediately; for exampf % a seat is vacant when a film is
a
b

10. What factors are considered for Pricing by se@

Answer:

The service provided by service sector‘has no palsiistence, a value is to be fixed and billed
for its clients. Most of the servic}ng nizaamse a form consisting of time and material
pricing to arrive at the price of a @ .
Service companies such as iance repair shopsmabile repair business, calculate their

prices by using two compu , one for labout ather for materials and parts. A mark-up

percentage may also be ad to the cost of labmigrials and parts to arrive at the price to be
billed. For profession direct labour costs apgortioned overhead and indirect costs are
considered for prici

11. What are the s for adoption of ABC system in service organization?

Answer: %
0] Fa& staining costs (such as propertgnts etc.) represent a significant
portio

of total costs and may only be idable if the organization ceases
iness. It may be impossible to establish gp@ate cost drivers.
(i) is often difficult to define products whetbey are of intangible nature. Cost objects can
& herefore be difficult to specify.
m Many service organizations have not prewlyuhad a costing system and much of
the information required to set up a ABC systenil Wwe non-existent. Therefore
introduction of ABC may be expensive.

12. What are the methods of costing used in service sector?

Answer:

1. Cost Accumulation: To draw a cost sheet under operating costing, eost usually
accumulated for a specified period viz. a montlartgr of year etc.

2. Cost Classification: The costs so accumulated are classified unddpliogving three heads
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(a) Fixed costs or standing charges
(b) Variable costs or running charges
(c) Semi-variable costs or maintenance costs

If information about interest cost is specificaliiyen, it is treated as a fixed cost.

3. Cost Expression: The total cost so collected is divided liie Denominalé@d\
Factor/Cost unit, applicable for the particularvgee, to determine the cost per&ﬁr& f

service rendered. @

4. Costing Methods: To secure better understanding of costs, and aai Sbecision-
making and cost control, service sector costs lmarascertained on an@xe following
methods R

(@) Job Costing Methods: Here, the cost of a particular %&e is obtairmsd
assigning cost to a distinct identifiable s$esgv This | in services like
accounting firms, advertising campaigns, etc.

(b) Process Costing Method:Here, the cost of a ice is obtained by assgyni

costs to a lot (batch) of homogenous uni emputing unit cost on an
average basis e.g. Retail banking, postal delj ard etc.

(c) Hybrid Costing Method: This metho @ﬁbines elements of both job costing
process costing methods.

(d) Activity Based Costing Methogﬁs method recognizes the fact that all costs
are overhead and therefore glat to the Aawitand Cost Drivers that govern
them.

Therefore related to the Activ@d Cost Drevétrat govern them.

S
O

5
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Decision Making: Marginal, IRDC & DCF Approach

1. Explain the concept of relevancy of cost by citing three examples each of relevant costs and
non- relevant costs. (Nov’08)
Answer: Relevant costs are those costs which are affeoye@ decision. Relevance me§s

pertinent to the decision in hand. The expectedréutosts which are essential and which
by taking an alternative course of action are r@i¢\costs.

Examples of relevant costs are : Q)&

Past costs are not relevant costs. (i.e. Sunk cost) \
Historical costs or sunk costs are not relevant. (b

Variable costs are relevant costs. »&

Fixed costs are not relevant. Unless discretionary

Book value of an equipment is not relevant

Disposal value of an equipment is relevant. \Q\

Fixed costs which differ by decision becomes reﬁva

VVVVVVYY

Examples of non-relevant costs:
> All fixed costs are generally non-relevan %
> Variable costs which do not vary with th% a not relevant costs.
» Book value of the asset is not relevan

2. Indicate the major areas of short-term decision ich differential cost analysis is useful.
(May’08)

Answer: Cost information is required bo short-ternnddong-run managerial problems.
Differential costs are of particular use i problems which are non-repetitive, one time,
ad-hoc problems. When two level tlvmes laeeng considered, or while choosing between
competing alternatives d|fferent|al alysiessential The following are the most common
short-term problems and areas dlfferentlall analysis may be deployed.

1. Accept — or —reject speci be deployed. Make — or — buy decisions.
3. Sell — or —process decisions. 4. Reduce—maintain price decisions.
5. Add - or — drop pro ion decisions. 6. Omeraor — shut down decisions.

7. Capital expendit cisions 8. Sales mixsitmt

9. Change in Iev@ature of an activity 1Mmdrrction or product decision

3. What are inc ntal costs, Incremental Revenue and sunk cost? Discuss

Answer:

Increm | costs: The difference in total cost between two altenegtior production level is an
inc | cost. It is synonymous to differentiat. Incremental cost arise due to change of the

I activity. The change may be due to addifiga new product; change of channels of
ibution, adding capacity etc. Incremental s@t not necessary variable in nature.

Incremental revenue:is the additional revenue that arises from thepction or sale of a group
of additional units. It is one of the two basis cepts the other being incremental cost which go
together with differential cost analysis. Increnardost in fact is the added cost due to change
either in the level of activity or in the natureatftivity.

Sunk Cost: Cost which do not change under given circumstaaceisdo not play may role in
decision making process are known as sunk coses; dte historical costs incurred in the past. In
other worlds, these are the costs which have bemnred by a decision made in past and cannot
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be changed by any decision made in the future. & hests are, however, best basis of predicting
future cots. Amortisation of past expenses is tharest kind of sunk cost.

4. Marginal Costing vs. Differential Cost Analysis
Answer:

Similarities \
i.  Both are techniques of cost analysis and presentatid are used for formulating polia&g

and for taking management decisions. &\
ii.  When fixed costs remain same, both marginal cosdsd#ferential costs are me. if
variable cost per unit is constant (ba

Dissimilarities
I.  Differential costs apply to a fixed additional gtignof production while marginal costs

apply to any additional unit. w)\
ii.  The method of cost presentation may not be sameruhé tv)\& or instance, marginal

costs are ascertained on the basis of ‘contribudjgproa ile differential costs may
be ascertained under both absorption and margosa iques

iii.  Under marginal costing, product costs do not iIded costs while differential costs
may include fixed costs which are common or tratedlithe additional volume involves
additional fixed cost outlay %)

iv.  Unlike marginal costing, differential alysimtements do not find their place in
accounting records.
Q)

v. In marginal costing, unit contri n, p/v ratamntribution per unit of limiting factor etc.
are taken as yardsticks for N on of perforreaand marginal decisions. On the other
hand, in differential cos % sis, differentiabsts are compared with incremental
revenues for many po% isions.

5. “Sunk Cost is irrelevant.in decision-making, but irrelevant costs are not sunk costs”. Explain
with example. (May’06, 09, May’01)

Answer: Sunk cost e costs that have been created legisiah made in the past and that
cannot be chang ny decision that will be niadlee future. For example, the written down
value of assﬁ%h viously purchased are Sunk.cBstsk costs are not relevant for decision

making b?% ey are past costs.

But not. all irrelevant costs are sunk costs. Foangxe, a comparison of two alternative

pr K@methods may result in identical directenial costs for both the alternatives. In this

case, direct material cost will remain the samigchever alternative is chosen. In this

gﬁﬁon, though direct material cost is the fatwost to be incurred in accordance with the
uction, it is irrelevant, but, it is not a suctst.

6. Explain briefly the concepts of Opportunity costs and Relevant costs. (June’09)

Answer:

Opportunity cost is a measure of the benefit of opportunity forgareen various alternatives

are considered.

It is the cost of sacrifice made by alternativeacthosen.
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E.g. opportunity cost of funds invested in businesthe interest that could have been earned by
investing the funds in bank deposit.

Relevant Cost:
Expected future costs which differ for alternatogeirse.

(On)
It is not essential that all variable costs arevaht and all fixed costs are irrelevant. nge
variable costs that differ for various alternativea® relevant costs. Relevant costs d
alternation to those elements of cost which amveeit for the decision.

E.g. Direct labour under alternative | — Rs.104ho (b‘
Direct labour under alternative Il — Rs.20/hour @

Then, direct labour is relevant cost.

which are relevant for the decision.” Comment.
Answer: Relevant costs are pertinent or valid costs foe@sion. The ear upon or ‘ influence

®
7. “Relevant cost analysis helps in drawing the attention of managers &%ements of cost

decision’ and are directly related to the decisitmbe made. T. are critical to the decision,
and have significance for it. These are the cchatlwgener ond to managerial decision
making, and have significance in arriving at carreo s These costs are capable of
making a difference in user-decisions and entes mt between alternative courses of

action. In specific terms, relevant costs for dexis are flned as ‘expected future costs that
will differ under alternatives”.

Relevant costs are futuristic in nature. The osts that are expected to occur during the
time period covered by the decision.

8. Briefly explain the concept of ‘Opp Cost’

Answer: It may be defined as pro ve change in cdstwong the adoption of an alternative
machine, process, raw materi ecrflcatron [eration. In other words, it is the cost of
opportunity lost by the drvers n input fackaom one use to another.

It is measure of the benefi f opportunity foregonThe opportunity cost of the value of

opportunity foregone en into consideratioremwhlternatives are compared.
The mtroductron rtunity cost concept ispfel to the management in making profitability
calculatlons e or more of the inputs reguioe one or more of the alternative courses of

sacrifice the alternative action chosethercost that is given up in order to make them

action is SS% ailable. These inputs may ribgkess have a cost and this is measured by the
a
avarlab or the current proposal.

explam the implications of replacement costs and historical costs in financial reporting.
r : Replacement costs and historical costs are tveonative methods of showing assets in

Historical cost is the actual cost of an assehatitme of its acquisition. Replacement cost & th
cost to be incurred on an asset if it is replac@étiese two cost concepts, on which valuation of
assets is based for financial reporting purposéfeysl because of price variations over a period of
time. In case the price of an asset remains thee seith the passage of time then historical cost
coincides with replacement cost.

Under financial reporting viz. In the balance shassets are recorded at their historical cost.
When prices rise substantially over a period ofetifistorical cost do not properly indicate the
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actual costs. For managerial decisions, therdfwse costs should properly be adjusted for price
changes. The distinction between historical castsreplacement cost is thus relevant when past
experience has to be considered as a guide teefatsts for a proposed course of action .

10. What is cost analysis ? How it is useful in decision making ?
Answer: Cost analysis is the break up or classificatiothefaggregate costs into relevant tymi
Such an analysis of cost is an essential pre-rigguicontrolling costs and for decision maki%

Identifiability of cost (i.e. direct cost) with units of productsoperations is one sucl@i of
cost classification. The importance of distinguighcosts as direct or indirect lies in Gtth
direct costs of a product or an activity can beusately allocated while indirect co(&Ave to be
apportioned on the basis of certain assumptionas This helpful for manage costs are
classified on the basis of their identifiabilitythvithe units of products, proces r work orders.
This is so because direct costs are controllabteeabperational level vvh& indirect costs are

not amenable to such control. @

For the purpose ofiecision making and control, costs are distinguished on the bafsitheir

relevance to the different types of decisions amatrol function s, expenditure which has

taken place, is irrelevant in a situation & sunlstcoCost in as a result of past decisions

which cannot be altered by another decision abaesque% s known as sunk cost. Thus, for
e

decisions with future implications, a sunk cosarsirrel ost. If a decision has to be made
whether to replace the existing plant, the booki@aif the existing plant is to be regarded as a
sunk cost as it is irrelevant to the question ®fré ent. The decisive factor would be the
difference in income which will result from th ion of a new plant, and the expected rate
of return on the new investment.

Costs which are relevant are only to‘be taken adoount and all such costs are analysed
accordingly. Present and future xpenditoreected with a decision are the result of
proper cost analysis.

(May’00, May’10)

Answer:

Incremental cost tec ﬁlt is a technique used in the preparation of ad-imformation in

which only cost and income differences betweenrradiitve courses of action are taken into

consideration. T hnique is applicable toaditins where fixed costs alter.

The esseg@vequisite for making manageeaigions by using incremental cost technique,
are th

11. What are the applicationé:&emental cost techniques in making managerial decisions?

is to com incremental costs with increnlerteenues. So long as the incremental revenue
is great%tha incremental costs, the decisionldhme in favour of the proposal.

A ions of incremental cost technigues in makig managerial decisions
portant areas in which incremental cost aiglgould be used for managerial decision
ng are as under :
I.  Introduction of a new product
ii.  Discontinuing a product, suspending or closing devaegment of the business
iii.  Whether to process a product further or not
iv.  Acceptance of an additional order form a speciatamer at lower than existing price
v. Opening of new sales territory and branch.
vi.  Optimizing investment plan out of multiple altervas.
vii.  Make or buy decisions
viii.  Submitting tenders
iX. Lease or buy decisions
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12. Comment on the use of opportunity cost for the purpose of :

(i) decision-making and (ii) cost control (May 2001)
Answer:

(i) Decision making: Opportunity costs apply to the use of scarce ness, where resources are
not secure, there is no sacrifice from the uséedé resources.

Where a course of action requires the use of sqasmurces, it is necessary to incorpo,rat%g
lost profit which will be foregone from using scan@sources.

If resources have no alternative use only the sdit cash flow resulting from th @&e of
action should be included in decision making asvaaht cost. K

(i) Cost control: The conventional variance analysis will reportaalverse u riance and
adverse sales volume variance. However, the fatlurachieve the budgeted imum level of

output may be due to inefficient usage of scars®urces. The foreg'b ntribution should
therefore be charged to the manger responsiblediatrolling the us arce resources and
not to the sales manager because the failure tewwcthe budgeted is due to the failure to

use scarce resources efficiently. @
Thus if resources are scarce, the usage variameddsteflect cquisition cost plus budgeted
contribution per unit of the scarce resources.

If the lost sales is made good in subsequent p&ri al‘opportunity cost will consists of lost
interest arising from delay in receiving the nette nd not the foregone contribution.

2000)
Answer:

13. “Cost is not the only criterion for decidixé)@ our of shut down’ — Briefly explain. (May
Cost is not only criterion for decimme fawoof shut down. Non-cost factors worthy of
I ;

consideration in this regard are

I.  Interest of workers, i orkers are dischargedpay become difficult to get skilled
workers later, on reo g of the factory. Alsatstiown may create problems,

ii. Inthe face of c tition it may difficult to restablish the market for the product.
ii.  Plant may e obsolete or depreciate at a fieteor get rusted. Thus, heavy capital
expendi ay have to be incurred on re-opening.

14. State the

Answerct.
No& ctors in make / buy decisions:

-cost factors to be considered in make/buy decisions. (May 2001)

ossible use of released production capacity acitityaas a result of buying instead of

Cb‘ making.
ii.  Sources of supply should be reliable and they apalgle of meeting un-interruptedly the

requirement of the concern.
iii.  Assurance about the quality of goods supplied ligide supplier.
iIv.  Reasonable certainty, from the side of supplieughbueeting the delivery dates.

v. The decision of buying the product / component fromtside suppliers should be
discouraged, if the technical know how used is lyigkcretive.
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vi.  The decision of manufacturing product / componeémbutd not adversely affect the
concern'’s relationship with suppliers.

vii.  Ensure that more than one supplier of product/corapbis available to reduce the risk of
outside buying.

15. Enumerate the factors involved in decisions relating to expansion of capacity. (May 2001) \

Answer:
The factors involved in decisions relating to exgan of capacity are enumerated as bel \

(1) Additional fixed overheads involved should dmnsidered. \
(i) Possible decrease in selling price due teaased production capaci
(i)  Whether the demand id sufficient to absdnb tncreased producti

16. Discuss the role of costs in product-mix decisions. (Nov 2001) ) \%
Answer:
Role of costs in product mix decisionsAll types of cost involved in accounting systare

useful in decision making. The cost which plays ajanrole i oduct mix decision is the
relevant cost. Costs to be relevant should medottmving criter

0] The costs should be expected as future %
(i) The costs differ among the alternatives cewsaction

While making decision about product mix usm t ies and other available resources, the
end results should always aim at profit mini IWariable costs are relevant costs in product
mix decisions and consequently contributi aymiagor role in minimisation of profit. In
addition to the relevancy of costs, the th tond costs that should be taken into account at
the time of deciding the products

i. The available produ

ii. The limiting factor %

lii. Contribution pe f the limiting factor

iv. Market dema he products.

v. Opportunity.co

acity

17. State the relatlv &o ics of the “makes vs. buy” decision in management control. (Nov
2001)

Answer: \QE

The relati conomics of the “make vs. buy” dexiss management control:

Generally for taking a make vs. buy decision congoaris made between the supplier’s price and

the@al cost of making plus the opportunitgtcdMiake vs. buy decision is a strategic

d , and, therefore, both short-term as welvall as long-term thinking about various cost
ther aspects needs to be done.

company generally buy a component instead of ngakiunder following situations:
I.  Ifit costs less to buy rather than to manufactugernally;
ii. If the return on the necessary investment to beentadmanufacture is not attractive
enough;
iii.  If the company does not have the requisite skitkeshpower to make;
iv.  If the concern feels that manufacturing internall}f mean additional labour problem;
v. If adequate managerial manpower is not availabléake charge of the extra work of
manufacturing;
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vi. If the component shows much seasonal demand meguilli a considerable risk of
maintaining inventories;
vii.  If transport and other infrastructure facilitiege adequately available;
viii.  If the process of making is confidential or patente

ix. If there is risk of technological obsolescence tioe component such that it does not
encourage capital investment in the component.

A
18. Mention the important factors to be considered in Marginal Costing Decisions. &\
Answer: Q)
i. Whether the product or production makes ardaution. \

iii. The continuity of demand after expansion & iinpact on selling price are t nsidered.
iv. Non-cost factors such as the need to keepulafmwce intact and governmentattitude are also
to be taken into account.

19. What are the main points to be considered for Shut Down ? ®

Answer:
1. Itis Temporary close down.

2. Fixed cost is continue (same in both cases)ee% or temporary closed down.
d

ii. Inthe selection of alternatives, additiofized costs if any should be consideg&b

than it is irrelevant.
3. Some fixed cost may be avoidable. Some fié)

Machinery.
4. Calculate total loss if continue. @

20. When should the decision to Shut Down F@s be taken?

be extra. Incurred to protect

Answer:

(1) It is always in the interes%;npany to tione to operate the facilities as long
as products or services gs cover variable @l make some contribution
towards recovery of fixe ;

(i) Shutdown of facilitie not eliminate albsts. Depreciation, interest, property,
tax and insurance continue during complete indgtiv

(i) If operations are tinued, certain expeaddtconnected with shutdown will be saved.

(iv) ltisinthe inte»%té a company to contirthe operations as long as differential costs or
any amount that can be obtained.

21. wzc)ﬁsadvantages of Cost Plus Pricing ? (May’11)

Answe%i advantages of cost plus pricing:

0] Ifignores demand, facts to take into accountdrs’ needs and willingness to pay.

(i) F%S to reflect competition adequately.

(ii)& sumes correct cost estimation, wheraasmultiproduct firm, costs may be

% arbitrarily allocated.

' In many decision, incremental costs arere relevant than full cost. This is
ignored.

(v)  Fixed Overheads depends on volume if volusiemore cost is less, and vice-versa.
Increase decrease in sales volume depends on priddwus it is a vicious circle -
cost plus markup is a price based on sales voldmsales volume is based on
price.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 64

Assignment & Simulation

Assignment

1. In an assignment problem to assign jobs to men to minimize the time taken, suppose that on&
man does not know how to do a particular job, how will you eliminate this allocation from
solution? (Nov’09) @
Answer: In an assignment minimization problem, if one taaknot be assigned to r%berson,
introduce a prohibitively large cost for that atidion, say M, where M has a high t e. Then,
while doing the row minimum and column minimum agens, automatically thi ation will
get eliminated.

also describe basic steps in a general simulation process. (Nov(06
Answer: Simulation is a quantitative procedure which dédxa
of that process and then conducting a servicesgs#niz

- &
Simulation \\9

que to solve a problem and

trial and error experiments to predict

the behaviour of the process over time.

Reasons:

%}},

It is not possible to develop a mat % maated solutions with out some basic

assumptions. Q

It may be too costly to actually observe a system.

Sufficient time may not be a k%{ to allow tlystem to operate for a very long time.
Actual operation and obser x a real systeay bre too disruptive.

(Nov'11)
Define the problem em which we want to sateil
i

Formulate an appropriate model of the given problem
Ensure that mﬁ%presents the real situatiehtibe model, compare its behaviour with

the behavio ctual problem environment.

Identify a ct the data needed to list thelelo

Run imulation

A is the results of the simulation and if dedjrchange the solution.
Returniand validate the simulation.

re the advantages of Simulation?
r: Where making observations in a real situation mayekpensive, very difficult, or a

acted exercise, and operating more than anef seal situation, all at a time, for the purpose
observing the alternative data is not feasitiie, simulation technique comes handy with the
aid of a computers that also generates random msmbiehe time, cost and risk involved in the
experimentation of a real environment, if practleabt all, are avoided and decision making
becomes easier by observing the average of thédgeditained by sufficient runs or replications
of the set of data from theoretical population.

3. How would you use the Monte Carlo simulation method in inventory control? (May’08,
Nov’10)
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Answer: The Monte Carlo Simulation:
It is the earliest mathematical Model of real dituas in inventory control:

Steps involved in carrying out Monte Carlo simwatare:

>

>

Define the problem and select the measure of effsatss of the problem that might.be
inventory shortages per period.

L]
Identify the variables which influence the measofeeffectiveness significam}&
example, number of units in inventory.

Determine the proper cumulative probability disitibn of each variable selé&with the
probability on vertical axis and the values of ghfes on horizontal axis.

> Get a set of random numbers. e

distribution with the decimal enter the cumulatdistribution om the vertical axis.
Project this point horizontally, until it interseatumulativ bability distribution curve.
Then project the point of intersection down inte terti

Consider each random number as a decimal valueh&\@laﬂve probability
t

Then record the value generated into the fo i from the chosen measure of
effectiveness. Solve and record the value. Thig the measure of effectiveness for
that simulated value. Repeat above steps L@mmparge enough for the satisfaction
of the decision maker.

4. Outline the limitations of Simulation. 0
Answer: The limitations of simulation Q)

>

vV V V V

ar
Simulation generates a way %uaﬂng solutlouts it does not generates the solutions
techniques.

Sometimes Simulatio els are expensive and nwytakes a long time to develop
them.

A simulation oes not produce answer byfisel

Nor all sit can be evaluated using Simufatio

It iﬁ@nd error approach that producesedéiit solution in repeated runs.

S:imul on is time —consuming exercise.

on technique in CVP analysis under uncertainty :
. CVP analysis is basically a study of how profite anfluenced by the sales volume,

s and costs.

Thus an analysis of effect on P (profit volume) tu& (sales volume) price (p) and variable and
fixed costs (V and F).

P=XP-V)-F

In simple cases it may assumed that the valueleofaictors X, p, v and F are known precisely.
Then it is a simple matter to evaluate profit P.
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Very often, in real-life situations, it is not pdse to get exact estimates of the factors. Tlaee
subject to Uncertainties.

The uncertainties are expressed by specifying aststal distribution of the variable. The
uncertainties in each of the factors and theirtj@ffiects results in uncertainties on the profit
volume. Thus the profit volume will also followsdatistical distribution. Study of CVP under
such conditions of uncertainty forms the subjectlut note. d\

Statistical distributions : &\

In some cases it may be possible to express thistis@ distribution in sales, p(ér&\costs in

mathematical probability distribution. If the mathatical distribution is assume n (usually
they will be assumed to be normally distributed¢nthusing probability th would be
possible to derive mathematically the probabilistribution of the profit vol

So simulated result = mean + sxcho. of deviations from mean @

The deviation from mean is computed on the basiarmdom numb

6.Will the initial solution for a minimization problem obtai y Vogel’s Approximation?
(May’11)

Answer: The initial solution need not be the same und thods.

Vogel's Approximation Method uses the diff ween the minimum and the next
minimum costs for each row and column.

This is the penalty or opportunity cost |sil19 the next best alterative. The highest
penalty is given the 1st preference %need)edhe lowest cost.

For example if a row has minim \l 3, anchthé minimum as 2, penalty is 1; whereas if
another row has minimum 4 a xt minimum 6, ggnal2, and this row is given preference.

But least cost given prefere the lowest celstirrespective of the next cost.

be the same only w maximum penalty and thermam cost coincide.

N

S
N

Vogel's Approximati |o§ od will to result in a meoptimal solution than least cost. They will

5
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I'ransportation

1. State the methods in which initial feasible solution can be arrived at in a transportation
problem. (Nov’08)

Answer: The methods by which initial feasible solution dam arrived at in a transportation
model are as under: &

0] North West Corner Method. N \(b

(i) Least Cost Method

(i)  Vogel's Approximation Method (VAM) Q)
2. How do you know whether an alternative solution exists for a transportati &lem?
(Nov’09)
Answer:
TheA ij matrix = A ij = Cij — (ui + vj) °
Where cijj is the cost matrix and (ui + vj) is trel@valuation matrix fq@p ted cell.
The A ij matrix has one or more ‘Zero’ elements, indicgtthat, if<that cell is brought into the
solution, the optional cost will not change thotigé allocation c S.
Thus, a ‘Zero’ element in th& ij matrix reveals the pos K an alternatisolution.
3. Explain the term degeneracy in a transportation problem. (Nov’09)
Answer: If a basic feasible solution of transportati eon with m origins and n destinations
has fewer than m + n — 1 positive xij (occupi he problem is said to be a degenerate
transportation problem. Such a situation m leahby introducing an infinitesimally small
allocation e in the least cost and indepenoﬁn} ell
While in the simple computation racy doescaase any serious difficulty, it can cause

computational problem in transpoz&E roblemwé apply modified distribution method, then
the dual variable ui and vj are ined from thjev&lue to locate one or more Cij value which
should be equated to corres Cij + Vij.

4. What is procedure to followed in obtaining an optimal solution under Transportation

Model: &
Answer:
» Find initia feasible solution by using eitidorth-west corner method or least cost

met gel’'s Approximation Method.
» Check the number of occupied cells for satisfyimgrule m + n — 1.

» For each occupied cell by the current solutionyesthe system of equations i.e. ui + vj =

xfe;ompute the net evaluation for all unoccupied cells
% xamine the sign of each Zj-Cj. If all Zj-€]j0, then the current solution is optimal.
If the above is not satisfied, identify the loopsianake allocation till Z1-C1 s 0.

5. In an unbalanced minimization transportation problem, with positive unit transport costs from

3 factories to 4 destinations, it is necessary to introduce a dummy destination to make it a
balanced transportation problem. How will you find if a given solution is optimal ? (May’10)

Answer: Test for optimality: number of allocation = m +nl1 where there are m rows and n
columns. The allocations are independent i.e.pifloop can be formed by them. Here, no. of
factories + no. of destination + dummy —-1=m+h+1=3+4 +1 -1 =7.

There should be exactly 7 allocation to satisfyatipve.
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Network Analysis

Some important definition:
I.  Activity : It is a particular work of a project wth consumes some resources & time. It is

shown as & Represented by Capital Letter. \
ii. Event: It denotes the start & end of an activityefresented by a “circle”. Events” %
as 1, 2, 3 etc. So that it moves from lower to argiumber. {&
iii.  Every project starts with a single event & ends aingle event. No prop show

move from L to R.

iv.  Sequence : Activities are linked in a sequence knaw immediate p@essor i.e. an
activity which must be completed first to start dres one

. %
v. Between two events there must be only one activity. )@

between two events. It is denoted as a dotted line..... .

vii.  Path: A series of activities taken together to l '@nd event.
rit|

vi.  Dummy Activity is required to solve the problem vmhtv& more activities are there
>

viii. ~ Critical Path: The longest path is known a h & represented by thick line or
double lines. All activities lying in this criti are called critical activities. Any delay
in their execution will lead to a delay in gton of the entire project.

1. Define project. State some of its characteris%

Answer: A project can be defined as a set of activitiegobs that are performed in a certain
sequence determined logically or t ogicallg arnas to be completed within (i) a specified
time, (ii) a specified cost and (iii) herformance standards .

Examples of a project from fai erse fieldsutmbbe cited . Some of them are given below :
1. Introducing a new p in the market.

2. Construction of a new bridge over a river anstouction of a 25 storied building.

3. Executing a large and complex order on joblpirggluction.

4. Sending a s@ craft to the mars.

All these p e characterised by the follmyset of common implications, although they
pertain to-widely. different fields.

The Ia%scale characteristic : These projects gaeerally unusually large and complex.
Th nds of suppliers, workers and other categaiepersons are involved and their efforts
haﬁ e co-ordinate for completion of the prbjec

% The non-recurring characteristic : These projects are generally of a one time nature.
Neither in the past, nor in the future they arelijkto be undertaken substantially in the
same form.

%: ii.  Uncertain and critical dates : Duration of the various activities involved in sugrojects
are usually uncertain. Further in such type of gotg, many critical dates exist by which
operations must be completed in order to compheteetitire project on schedule.
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iii. Completion dead line : The fourth distinct feature of these projectshiattthere is dead
line for the completion of the entire project. lase of any delay in the completion of the
project, some penalty is levied for such delay Ioelythe dead line.

2. Explain the terms Resource Smoothing and Resource Leveling. (Nov’04)
Answer:
Resource smoothing: . (@
I.  Resource refers to materials, men, machinery, manethods, etc. used in the agctivi
of a project. Different activities require diffetequantum of resources. Tm urce

requirement on any day in a project may not beaumfe.g. 10 men require e first
day, 6 men required on the fourth day, etc.

ii. Resource Smoothing is a network technique used sfnoothenind@k resource
requirements during different periods / activitiés project network.

iii. In Resource Smoothing, the total project duratmaintain t expected level i.e,
normal duration.

iv.  The resources required for completing differenﬁvﬂt&s@ project are smoothened
(averaged) by utilizing floats available on nowi&r ities.

shifted so that a uniform demand

v. Non - critical activities having floats are res
on resources is achieved.

vi.  The Activity with the maximum total f gendyaconsidered first for rescheduling /

postponing Q)

Vil. The Critical Path activities %ds‘not be reschedsince Total Float = Zero and no
n

Project Duration will be exte such a case.
Resource Leveling: Q)
I.  The Critical Path giv maximum duration of fgreject when there is no resource
constraint situation. ever, when there are boétks in the availability of resources,

the project may delayed.

ii. Resource L *ﬂg Allocation is a net work tecjue used for determining the project
duration, here are restrictions on the aldiite of resources.

iii.  Resour evelling utilises the large floats avddaon non critical activities of the project
and cuts down the demand on resources. The maxideunand of a resource should not
eed the available limit at any point of time. drder to achieve this, non critical
ivities are rescheduled by utilizing their float

& The use of Resource Levelling may lead to incréasiee completion time of the project.

. What are the advantages of Critical Path Analysis?
Answer:

I. It allows for a comprehensive view of the entir@jpct. Because of the sequential and
concurrent relationships, time scheduling beconesy effective. Identifying the critical
activities keeps the executive alert and in a statpreparedness, with alternative plans
ready in case these are needed. Breaking down rihjecp into smaller components
permits better and closer control.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 70

ii.  Critical path analysis offers economical and effectsystem of control based on the
principle management by exception i.e. need foremtive action arises only exceptional
situations and in most of other cases, performazeconformity with the plans.

iii. Itis a dynamic tool of management which callsdonstant review, a reformulation of the
network, and finding the current path of relevaand optimum resources allocations. \

Iv.  Time Scaled Diagrams : In the network diagrams Wwihie have considered, it ha's,@ﬁ
stressed that the length of the individual arrovas ho relation to the durationof the
activity which each arrow represented. It is of rseupossible to draw the arr 0 a time
scale, and this can be a very useful method ofptation for small networkscb

4. AFEW COMMENTS ON ASSUMPTIONS OF PERT & CPM ? (Nov’11) @
Answer: ®

i.  Beta distribution may not always be applicable. \Q\%

ii.  The formulae for the expected duration and S.Dsenglificati

ili.  The errors owning to the aforesaid simplificatiomd ass n may be compounded or
may cancel each other to an extent.

2 In computing the S.D. of the critical path 'gqbence of activities is implied.
Limitations of resources may invalidate the indejmrce which exists by the very

definition of an activity. @
v. It may not always be possible to so@ compjetdéntifiable activities and to state
where they begin and where they

vi.  Time estimates have an eleﬁ&ﬁ%‘ subjective-nasdsta that extent, the techniques could

be weak. Q)
5. Explain the following in the (& of a network: (4 Marks)
(June’09)

(i) Critical path %
Answer: Critical Path is-a chain of activities that begwth the starting event and ends with
ending event of a par ‘O&i project. It is thathptat runs through a network with the maximum
length of time or it/i ates the maximum possitilee required for completion of a project.
Critical path indi the minimum time that wide required to complete a project. It is

tifying critical events. Qrdi path goes through critical events.

determin@
6. Distilzgtoion tween PERT and CPM (Nov’00, May’11)

Answe
\% PERT CPM
1 'ﬁg T is used for non-repetitive jobs like 1. CPM is used for repetitive job like building
(ba nning the assembly of the space. a house
It is a probabilistic model. 2. It is a deterministic model.
: ) 3. It is event-oriented as the results of analysis 3. It is activity-oriented as the result or
% are expressed in terms of events or distinct calculations are considered in terms of
points in time indicative of progress. activities or operations of the project.
4. It is applied mainly for planning and 4. it is applied mainly for construction and
scheduling research programmes. business problems.
5. PERT incorporates statistical analysis 5. CPM does not incorporate statistical
and thereby determines the probabilities analysis in determining time estimates,
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concerning the time by which each activity because time is precise and known.
or entire project would be completed.
6. PERT serves as useful control device 6. It is difficult to use CPM as a control
as it assists management in controlling a device for the simple reason that one must
project by calling attention to such delays repeat the entire evaluation of the project
which might lead to delay in project each time the changes are introduced into\

completion. the network.

L]
7. What do you mean by a dummy activity? Why is it used in networking? (May’08, June’09z}
Answer: Dummy activity is a hypothetical activity which rgsumes no resource N‘ Lltis
represented by dotted lines and is inserted im#te/ork to clarify an activity pattern under the
following situations.

I.  To make activities with common starting and finighevents distin able.
ii.  To identify and maintain the proper precedenceiceiahip bet Ivities that are not
connected by events.

iii.  To bring all “loose ends” to a single initial andgle term@t.

e.g.
() o3 ) o 4

Dummy (2) — (3) is used to conve@n staly after events numbered (2) and (3) are over:

8. Brief the principles associate ynchronous manufacturing? (May’10 )

Answer: Synchronous Man% ing

It is an all encompassing manufacturing managenmpdriosophy which includes a set of
principles, procedure techniques where ewvargrais evaluated in terms of common goals
of the organization.

are:
I. Focus nchronizing the production flow tharidle capacities.
ii.  Value of time at a bottleneck resource is equéthéathroughput rate of products processed
he bottle neck.
iii.\\k/ e of time at a non bottleneck resource is gdgk.
\Y& evel of utilization of a non bottleneck resoursecontrolled by other constraints within
the system.
. Resources must be utilized, not simply activated.
vi.  Transfer batch should not be equal to the procashb
vii. A process batch should be variable both alongitgerand overtime.

9. A Project Manager has to manage various projects. For each project given below, you are
required to advise him whether to use PERT or CPM and briefly state the reason? (May’10)

1. Project K is yet to begin. The manager has recentcessfully handled similar projects. He is
able to break down the project into similar modwesl knows when he may comfortably finish
each module.
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2.

5.

Project L has been sanctioned some fixed amoumtudihthe manager is familiar about what time
it will take, he expects pressure towards the enfthtsh the project slightly earlier, by deploying
additional resources of the company.

Project M is new to the manager. He has never bdrglich a project. He can break up the project
into smaller modules, but even then, he is not efitkeir exact times.

Project N has a limitation on the skilled workfor@eailable. But the manager knows from eatrlier
experience, the slack on each event in the proit¢etis confident of handling the bottlenecé%»
labour. \

Project O is a research project, bound to produneeanse benefits to the company in futu&

Answer:

Project To use Reason &

K CPM No uncertainty regarding timing of actiei .

L CPM Known timing; optimal crashing requir \

M PERT Unknown activity timing; Probabilis S necessary.

N CPM Known activity timingjrhited a ﬂ&/ of skilled labour, calls
for resource smoothening.

O PERT Research Project; unce gS)vabout ahgrof activities

10. List the 5 steps involved in the methodology of @l Path Analysis. (Nov’10)
|

Answer: The working methodology of PER

ncludes b&M and PERT, consists of

following five steps:

5

a)
b)
c)
d)
e)

Analyze and break down th t In terms of djweactivities and/or events.
Determine the interdepend \a sequence ofispativities and prepare a network.
Assign estimates of tim or both to all tbivéies of the network.

Identify the longest aI path through thegwiork.

Monitor, evalua d control the progress of ttget by re-planning, rescheduling and
reassignmené&i*es urces.
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Learning Curve

A Learning curve is a function that measures how labour-hours patr decline as units of
production increase because workers are learniddpaooming better at their jobs. Managers use
learning curves to predict how labour-hours, orolabcosts, will increase as more units ‘are
product. The aircraft assembly industry first doemted the effect that learning has on effici x
In general, as workers become more familiar withirttasks, their efficiency improves. M ?&
learn how to improve the scheduling of work shiRant operators learn how best to ﬁthe

facility. As a result of improved efficiency, urdbsts decrease as productivity incre and the

unit-cost function behaves non-linearly. These hoerties must be considered w timating
and predicting units costs. Managers are now ekignthe learning curve ion to other
business functions in the value chain, such as etak distribution, and cus service, and

to costs other than labour costs. The term expegienrve describes thi der application of
the learning curve. An Experience curve is a furcthat measures t e in cost per unit in
various value chain functions such as marketingtridution, and , as units produced

increase.

Experience curvesExperience curves are very similar to | esr Learning curves deal
only with labour hours and therefore labour costucs et percentage. But experience
curves cover all costs and yet they are very smmilgp ge terms to learning curves. All
costs reduce with experience to some extent. Mdteoists may decrease slightly with quantity
discounts etc., but will not decrease by a lar Variable overheads often follow the
pattern of direct labour and so may decrease way. Fixed overheads will decrease per

unit as more units are made and can also s substantial amount per unit.

Uses of Learning curve.

Knowledge of learning curve helps@ predmadi Its main uses include :

i.  L.C. helps in analysing o@lume profit relasbip and is useful for cost estimates and
forecasting »64

ii. L.C. helps in bud ti%and profit planning

ii.  L.C. helps ir@%
several re@ jobs

V. L.%&Nﬁs design engineers in making decision,edasipon expected rates of
improvement.

Ve ll% helps in setting standards in learning phase

'& .C. knowledge helps in manpower planning for cacitiof long duration or for repetitive
28 clerical work.

particularly in a tender whi¢ is known that the tender consists of

Vii.

LC suggest great opportunities for cost reductmhd achieved by improving learning.
(» ) viii.  LC concept provides a means of evaluating the &¥feEwess of training programs

Limitations to the usefulness of the learning curve: (Nov’11)

I.  The learning curve is useful only for new operasiamere machines do not constitute a
major part of the production process. It is notl@gple to all productions. E.g. new and
experienced workmen.
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Factors affecting Learning Curve:

The learning curve assumes that the production wdglhtinue without any major
interruptions If for any reason the work in interrupted, theveumay be deflected or
assume a new slopes.

Changes other than learningay effect the learning curve. For example, improent in
facilities, arrangements, and equipment as wefleasonnel morale and performance may
be factors influencing the curve. On the other haredjative developments in empl
attitudes may also affect the curve and reversetard the progress of mproveme&

The characteristic 80 percent learning curve agir@ily obtaining in th
industry in U.S. A. has been usually accepted apéncentage applicable to ustries.
Studies show that there cannot be a unique pegemthich can beniver}&& lied.

®

While pricing for bids, general tendency is to gpta_very high-initi: our cosb as to
show a high learning curve. This makes the learrcogv 'bg@ress and sometimes
misleading.

The method of production, i.e. whether it is labotien achine oriented influences

the slop of the learning g\r

When labour turnover rate is highanagement has to train new workers frequently. In
such situations the company may never r Q’\lémuam efficiency potential. One of the
important requisites of the learning cu@ndepﬂhat there should be uninterrupted
flow of work. The fewer the interr s, the gmatwill be the improvement in
efficiency.

Changes in a product or methods of prodoctaesigns, machinery, or the
tools/used affect the slop xh learning cuik.these have the effect of starting

learning a fresh becaus w conditions If thenges are frequent, there may be no
learning at all.

Also other factors(inhncingthe learning curve are labour strikes, lock outd ahut
downs due to r cause also/affect the learnumyec In each such case there is
interruption i progress of learning.

1. Explain th earning curve’. How can it be applied for Cost Management? (May’06)
Answer: g% |me when a new operation is performaath the workers and the operating

producer

tried. As the operation is repeatetithe workers become more familiar with

Work labour efficiency increases and the labouwst @er unit declines. This process continues for
rh%ﬂ and a regular rate of decline in cosupércan be established. This rate can be used to
pr

rther labour costs. The learning procsasts from the point when the first unit comes
the production line. In other words ‘Leami@urve’ is a function that measures how labour

rs per unit decline as units of production iaseebecause workers are learning and becoming

etter at their jobs.

Cost Management Application:

Learning curve is useful in analyzing cost volumefip relationship. The company can set
low price of its product to generate high demand.tlhe production increases, cost per
unit drops.

It helps in budgeting and profit planning.
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V.

Vi.

It enables the company in price fixation. In parée, the company can fix a lower price
for repeat orders.

It helps the design engineers to take suitablesdetws based on expected rates of
improvement.

It helps in price negotiations.

.
It is useful in setting standards and in perforneaealuation. \
t?

2. What are the distinctive features of learning curve theory in manufacturing envi

Explain the learning curve ratio. (Nov’06, Nov’07, Nov’10)

Answer: As the production quantity of a given item is dieah the cost of the i@ reases at a
n

fixed rate. This phenomenon is the basic premise/tunh the theory of learni
formulated. As the quantity produced doubles, theohite amount 07,%

rve has been
increase will be
e to the following

distinctive features of manufacturing environment:

successively smaller but the rate of decrease remfiain fixed. It oc&

i.
il
iii.
iv.

V.

Better tooling methods are developed and used. ,Q
More productive equipments are designed and s@ he product.
Design bugs are detected and corrected. K

Engineering changes decrease over tim@Q)

Earlier teething problems are overco

In the initial stage of a new product or a new pss; the learning effect pattern is so regular that
the rate of decline established at t et eamskd to predict labour cost well in advance. The
effect of experience on cost is su ized in ¢laerling curve ratio or improvement ratio.

. ) '{e rage labour cost of first 2N units
Learning curve ratio Average Tabour cost of first N units

. 20, the learningve ratio is (Rs. 20/25) or 80%. Since the average

For example, if the ave%l our cost for the&t #00 units is Rs. 25 and the average labour cost
S
it

for the first 1,000 unitsg1
cost per unit of 1,0

is Rs. 20, the avemamgt per unit of first 2,000 units is likely to be

80% of Rs. % .16
3. Discuss% ication of the learning curve. (May’07)
A

Answer:. Application of Learning Curve: Learning Curve helm analyse cost-volume profit

rel

OQr s during familiarization phase of prodor process to arrive at cost estimates.

ré.inn budgeting and profit planning.

It helps in pricing and consequent decision makmg: acceptance of an order, negotiations in
establishing contract prices etc. with the advamtaighe knowledge of decreasing unit cost.

It helps in setting standards in the learning phase
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Linear Programming

1. What are the practical applications of Linear Programming? (May’07)
Answer: Linear programming can be used to find option&ltsans under constraints.

In production: \

- Product mix under capacity constraints to miziencosts/maximize profits along .wi
marginal costs. \

-- Inventory management to minimize holding costyehousing/transporting fr tories

to warehouses etc.
Sensitivity Analysis: By providing a range of feasible solutions to deobn dis@s on selling
price, decisions to make or buy.

. %
Blending: Optional blending of raw materials under suppﬂysiraintq@
Finance: Portfolio Management, interest/receivables manag:

Advertisement mix: In advertising campaign- analogm@ productioanagement and
production mix.

Assignment of personal to jobs and resource aikm%ble S.

However, the validity will depend on the manag@?y to establish a proper linear relationship
among variables considered. 0

2. List out the accounting and financing areas g)ere Linear Programming can be used.
Answer: Accounting and financing a\ where Linear Rapgning can be used :

Allocation problems are concern @t the utilizatof limited resources to best advantage.

e.g., maximum profit or minimum cost, when the dastinvolved, say labour or machine hours,

Linear Programming (LP) ia hematical technitueptimise the value of some objective
are subject to some constraints :

LP can be used i
finance, provide

ng resource allocation @kl in any area, including accounting and
he problem meets the falhgwequirements :

must be capable of being stated in nigrtegms.

involved in the problem must have linealationship.

lem must permit a choice or choices betvedtennative course of action.

iii. Thepr
iv@e must be one or more restrictions on the fadghwvolved.

ific examples in the accounting and financasaneclude :
Capital investment and project appraisal parti¢ylaalating to capital rationing problems.
1 Maximising contribution or minimising cost decisgrnvolving production planning,
product mix and similar problems.
iii.  Transfer pricing problems and elements of corpostiegegy formulation.

3. Degeneracy in linear programming.
Answer: Degeneracy in LP may arise :
(A) attheinitial stage and
(B) at any subsequent iteration stage.
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In case (A), at least one basic variable is zerthéninitial basic feasible solution. In case (B) a

any iteration of the simplex method more than oeetar is eligible to leave the basis and hence
the next simple iteration produces a degeneraigtignlin which at least one basic variable is
zero. This means that the subsequent iterationsnoiagroduce improvements in the value of the

objective function
4. Discuss, with examples, the industrial and management applications of linear programming: ‘b‘\

Answer. By Industrial applications of LP.
Product Mix q)&

Production scheduling \
Blending (ba
Transportation ,&
Trim Loss N

Management application of LP \%

Portfolio selection

Financial Mix ®
Profit Planning

Media selection Q

AT T S@meoooTe

Travelling salesman.

5. Explain briefly the four major types of allocation prob &which can be solved using linear
programming technique.
Answer: Four major types of allocation problen@g eEhnhique are :

I.  Transportation problem — Dlstnbutl% mmoditie warehouses.

ii.  Assignment problem - Allocation of ines to jobs

iii.  Product mix problem - Opti duct mix to maxamicontribution.
iv.  Blending problem — Optin%)'\\e ding of raw matesiab minimise cost of cotton

blending.

6. Discuss the scope and limi Qs of linear programming as an aid to managerial decision-

making.
Answer. A linear pro ming problem is basically that m&ximising or minimising an
objective function s t to a set of constraoftthe forms “ less-than-or-equal to “/ “ greater

than-or-equal to % ual to “ on the variablda practical problems an additional restrictain
variables is imposed

non-negativi% :
This stru&& dels stems from the assumptions :

lg?ality: The unit cost / profit is independent of the atyilevel. The usage of resources
tivity is independent of the activityéd

Pr
per

(0)

itivity: The total cost / profit and the total usage oésource is the sum of costs / profit or

m of resources for each of the activity.
ivisibility: The resources may be allocated to the activitieanly proportions whatsoever. this

results in the condition that the values of vaealbihay take any rational number.

Non-negativity: It is usually assumed that variables will havdénon-negative. Through this
condition can be relaxed at times.

Certainty: It is assumed that the data figures of cost /ipn@sources and usage of resources are
known with certainty.
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Thus any decision problem satisfying the above rapsions (often nearly the assumptions in
practical terms) can be formulated as a liner @ogand the optical decision found.

However, in many problems of real life, one or mofethe above assumptions may not be
maintained. In such problems Linear programminghos cannot be applied.

7. Distinguish between a slack variable and an artificial variable in linear programming. N \
Answer: \Cb
Slack variable:

In order to convert every constraint of the typgslthan equal to in a LP problem int g)e uality
constraint, so that solution of the problem canapeved, we add a variable ch such
constraint. The variable so added in each constiiknown as slack variable. k variable

always non negative. Example

®
Artificial variable: \%
In order to convert constraints of the type ‘gredt@n equal to’ equag‘v finding the solution
of the L. P. problem, we first subtract a surplasiable and then add a‘variable. This variable is
also added in the constraints of the type ‘equaktart with the initial feasible solution. The
variable added in the constraints as explained @b®wkno artificial variable. Artificial
variables are always positive.

8. Write short notes on applications and limitation o@near Programming Techniques. (Nov

2000)
Answer:
Application of Linear Programming: Linezi@ amming was developed from 1947 onwards

as a tool for finding optimal solutions to mili nning problems. The early applications were
restricted to problems involving .military operatoorsuch as logistics, transportation and
procurement, successful military ications leduisiness uses. Present day users range from
agriculture, business and indust vernmett Wie most extensive applications being those

in industry and commerce. F% mple, problemslinng blending of petroleum, animal feed
blending, production planni inventory contpybblems determining optimal product mix,
problems dealing with ai%g and assignment ofspenel, transport of commodities and
allocation of funds ar e of the areas of bssia@plications of linear programming.

Limitations of Lin gramming: Important limitations of linear programming profuig are
as follows:

a) A@equirement of linear programming is thlaé objective function and every
n

straint function must be linear. This requirkattthe measure of effectiveness and
%urce usage must be proportional to the levelach activity conducted individually.
wever, programming problems which are non-linaaise quite frequently. It is
CBsoccasionally possible to reformulate a non-lineeygpamming problem into the linear
programming format so that the simplex method canubed. This, however, is the
fortunate exception rather than the rule.

) b) It may not be possible to solve those problems qudimear programming in which
nonlinearity arises because of joint interactiorsMeen some of the activities regarding

the total measure of effectiveness or total usafjesamme resource. Hence, linear
programming problem requires that the total meastreffectiveness and total resource
usage resulting from the joint performance of tbévadies must equal the respective sums
of these quantities resulting from each activityngeperformed individually. In some
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d)

situations, it may not be true. For example, cagrsia situation where a byproduct is
produced with the scrap material from two primaryducts. The material would still have
to be produced it only one of the two products werluced. However, the total material
requirements if both products are produced is feas the sum of requirements if each
were produced individually. It may not be possitdehandle such situations with Iine;i

programming problems.
@

In linear programming problem, fractional values permitted for the decision vari )
However, many decision problems require that tHetiem for decision variable uld
be obtained in non-fractional values. Rounding-tie values obtaine inear

programming techniques may not result into an ogitsolution in such ca

In linear programming problems, coefficients in tiigective function a e constraint
equations must be completely known and they shaoldchange ing the period of
study i.e. they should be known constraints. Ircfical situation, i not be possible to
state all coefficients in the objective functiordasonstraints N rtainty. Furthermore,
these coefficients may actually be random variatﬂasr;@a underlying probability

distribution for the values. Such problems canrostlve g linear programming.
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Life Cycle Costing

Life cycle costing is a methodology for calculatitng whole cost of a system from inception to
disposal. The system will vary from industry to uistty and could for instance be a building, a
ship, a weapon system or a power station. Whatesystem, the life cycle costing technigue
will be the same, the major items of cost will befided through its life. These items co
include research and development, constructiorratipe and maintenance and disposal. - \

The items may be further subdivided until the cobteach element can be defi
mathematical equation. At a simple level this maytihe number of man-hours m by a
cost rate. The elements of cost will then be addgdther to give the total cost f item and
a grand total for the system through its full lifes the project develops you,@vant to alter
your life cycle cost analysis model accordingly amai will also want to carry;out sensitivity
studies and cost trade off studies. Each of thé&evwrequire a recalculatis@the model.

So, Life cycle costing is a technique which takesoant of the total making a product or
owning a physical asset, during its economic life.

The production and sale of many products followyele ovtﬁeconomic lives. Normally,
sales start out slow, expand rapidly as the procdupbpulari and then drop off rapidly as a
better product becomes available or a new produetrges in the market. Therefore, each product

takes a number of years (accounting periods) t e cycle. The figure given below shows
through different phases in the life cycle, a pnl@ similar phases.

1 Q

S
A
L RECYCLE
E / \
S & \Y P
& / Product Life Cycle Curve
P
R //,\\
‘s ST
| e
T pd PROFIT |\
(Rs) - AN
7 | \ >
/// \\
d ‘M TIME HORIZON
Ph Life Cycle: Revenue & Profit (Nov’11)

I Introduction (childhood)

Il Growth (Adulthood)

[l Maturity (Manhood)

v Decline (Old age and death)

The length of the product cycle is governed byrtte of
€) technological change
(b) market acceptance and
(c) competition.

The concept of life cycle costing involves:
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I. identify product life cycle and estimating numbémaits to be produced per period over
the life cycle of the product;

li.  estimating the costs involved for the same; and

iii.  determining the average cost of production oveptiogluct life.

Importance: (May’06) ) @

Product life cycle costing is important for theléoVing reasons:

I. ~ When non-production costs like costs cost assatiati¢th R & D, design, %ting,
distribution and customer service are significénis essential to identify or target
pricing, value engineering and Cost Management. &ample, a@/ designed
software package may involve higher costs on m'm@etdistrlbu%l d after sale
service.

ii.  There may be instances where the pre-manufactwasts li D and design are
expected to constitute a sizeable portion of lyele costs..When a high percentage of
total life cycle costs are likely to be so incurteefore th@vmencement of production,
the firm needs an accurate prediction of costsramelnm ring the manufacturing stage
to decide whether the costly R & D and design #t uld be undertaken.

stabesked in or Committed costs are
istiges of R & D and design but that
thexisions that have already been taken.
For example, the adoption of a cert sign dellermine the product’s material and
labour inputs to be incurred durin&t? manufaotyrstage. A complicated design may
lead to greater expenditur material and labmsts every time the product is
produced. Life cycle budge&sgﬁ ighlights costsotlghout the product life cycle and
facilitates value engineeri the design stagferb costs are locked in.

iii.  Many costs are locked in at R & D and desi
those costs that have not been incurred
will be incurred in the future on the ba

Total life cycle costing appr a%a cumulates pebdosts over the value chain. It is a process of
managing all costs alon e value chain startimgnf product’'s design, development,
manufacturing, marketing; service and finally disglo

. It identified — the products which customers wahtsv much they are
ay for it and how much quantity thgnd to buy.

ii.  Specification: It provides details such as required life; maximpenmissible maintenance
ts, manufacturing costs, units required, dejivdate, expected performance of the
uct.

6?6& Design: Proper drawings and process schedules are defined.

Prototype manufacture: Prototype may be used to develop the product aedteally to
demonstrate that it meets the requirements offheifications.

v. Development: Testing and changing to meet the requirements #fte initial run as a
product when first made rarely meets the specitoat

vi.  Tooling: Tooling up for production means building a produretine, building expensive
Jigs, buying the necessary tool and equipments.
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vii.  Manufacture: It involves the purchase of raw material and congmts., use of labour to
make and assemble the product.

viii.  Selling: Stimulating and creating demand for the productnvthe product is available for
sale.

ix.  Distribution: The product should be distributed to the saleletsuand to the custorrler \
X.  Product support: The manufacturer or supplier should make suregpates and @
servicing facilities are available for the entiife bf the product. Q)

xi.  Decommissioning:When a manufacturing product comes to an endpﬂ@éed to
build the product must be sold or scrapped.

Benefit of product life-cycle costing. ®
I. It results in earlier action to generate revenu¢odower cos 3$ herwise might be

considered. There are a number of factors thatsneete ma& n order to maximize
return on a product.

ii.  Better decisions should follows from a more acaigaid ic assessment of revenues
and costs, within a particular life cycle stage.

iii. It can promote long term rewarding in contrasttor: @ profitability rewarding.

Iv. It provides an overall framework for consideringataneremental costs over the entire life

span of a product. Q)

Uses of PLC :

alternative strategies. i.e. applicati aizen.

as a Control tool, the launched PLC concept allties company to measure product
performance against similar ts launchederpthst.

as a Forecasting tool, it is ful becautss $astories exhibit diverse patterns and
the stages vary in durati

as a Planning tool, it characteriseim@%mlenges in each stage and poses major

1. What is total-life-cycle cost proach?
Answer:
Life cycle costing esaga] S, tracks and accumsil#te costs over a product’s entire life cycle

from its inception t
and support of t
over sever
life cycle's
final disposal.
% profits earned during the manufactupingse will cover the costs incurred during the

NS

wh

nment or from the alilR & D stage till the final customer servicing
duct. It aims at tracing @$ts and revenues on product by product basis
ar periods throughout theirdifele. Costs are incurred along the product’s
from product’s design, develagt manufacture, marketing, servicing and
he objective is to accumulatetladl costs over a product life cycle to determine

ost manufacturing stages of product litdec

at is product life cycle costing? What are the costs that you would include in product life

cycle cost? (May’07)

Answer: It is an approach used to provide a long-termupéctof product line profitability,
feedback on the effectiveness of the life cyclenpiag and cost data to clarify the economic
impact on alternatives choices in the design, ergging phase etc. It is also considered as a way
to enhance the control of manufacturing costss itriportant to track and measure costs during
each stage of a product’s life cycle.

The costs are included in different stages optieeluct life cycle.
Development phase: R & D cost/Design cost.
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Introduction phase: Promotional Cost/Capaciistso
Growth phase/Maturity: Manufacturing Cost/Distriion Costs/Product support cost.
Decline /Replacement phase: Plants reused/solgfsed&elated costs

3. Describe characteristics and benefits of Product Life Cycle costing. (Nov’00, May’10)
Answer:

Product life cycle costing. ® (h‘\
-

It is an approach used to provide a long-term pectf product line profitability, feedback
effectiveness of the life cycle planning and costadto clarify the economic in@e
alternatives choices in the design, engineering@letc. It is also considered as a nhance
the control of manufacturing costs. It is importemtrack and measure costs duri \géﬂ
a product’s life cycle.

ch stage of

Characteristics:- °
i.  Product life cycle costing involves tracing of ®and revenu h product over the
several calendar periods throughout their entieeclycle. \
ii.  Product life cycle costing traces research andgdean elopment costs and total
magnitude of these costs for each individual proda red with product revenue.
iii.  Report generation for costs and revenues. %
Benefits: -
i.  The product life cycle costing results in s to generate revenue or to lower cost

than otherwise might be considered.

il Better decision should follow from re accurael realistic assessment of revenues

and costs, at least within a ar%r ife cystiage.
iii.  Product life cycle thinkin %&p mote long-terewarding in contrast to short-term

profitability rewarding.

iv. It provides an overal@vework for consideringatancremental costs over the life span

of a product. ﬂ
4. Explain the essent@y‘u s of Life-cycle costing. (June’09)

Answer: Essential es of Life Cycle Costing:
. i f costs and revenue of product over several calendar period. Throughout
h

e tire life cycle.

. hasis is on Cost and revenue accumulation over the entire life cycle of the
product.
Life cycle costing traces research and design.

& * It focus on development costs, incurred to individual products over their entire life
(b cycles.

e Total magnitude of research and development costs are reported and compared

with product revenues generated in later periods.

5. Meena is a news reporter and feature writer for an economic daily. Her assignment is to.
develop a feature article on 'Product Life-cycle Costing', including interviews with the' Chief
Financial Officers (CFO) and operating, managers. Meena has been given a liberal budget for
travel so as to research into company's history, operations, and market analysis for the firm she
selects for the article. (June 09)
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Answer: The product life cycle span the time from theiaiR & D on a product to when

customer service and support is no longer offeoedhat product.

Life Cycle Costing technique is particularly impent when:

ii.  High fraction of the life cycle costs are lockedainthe R & D and design stag SQ)&

High percentage of total life-cycle costs are imedrbefore production begins and rev

are earned over several years and

Meena should identify those industries and thenpaomes belonging to those i
above mentioned feature are prevalent. For exampiggmobile and Pharma i

companies like Tata Automobile, M&M, Ranbaxy andoDawill be good

on product life cycle costing.

6. Summarise the product life Cycle (PLC) characteristics and state ho@LC concept is used
by marketing manager product and market dynamics.

Answer: The stage wise characteristic can be summarséall

A

Sl

Sales

\

Introduction Maturity :
1 Time
Growth ;
S T A G ﬁ
Low Rapidly & Peak Declining Sales
Sales Rising Sales Sales
Sales %
High Cost | A &e Low cost Low cost Cost
Per per Per Per
Custom% stomer Customer Customer
Negam Rising High Decline Profits
Profit Profit Profit
novators Early Middle Laggards Customer
Adopters Majority
Declining Competitors
Few Growing State Number Number
Number beginning to
Decline
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JLT., M.R.P. & E.R.P.

JIT System (Nov’08)

Just —in-time (JIT) production (also called leandarction) is a “ demand- pull” manufacturing
system in which each component in a production isngroduced immediately as need in which
by the next step in the production line. In a JFéduction line, manufacturing activity at %
particular workstation is promoted by the needtfat station’s output at the following s a& .
Demand triggers each step of the production procetssting with customer dem for a
finished product at the end of the process and wgréll the way back to the dema irect
materials at the beginning of the process. In thé&y/, demand pulls and orde(@éugh the

production line. '§
The demand-pull features of JIT production systemshieve close coordination among

workstations. It smoothes the flow of goods, desfotv quantities of inve& . JIT production
systems aim to simultaneously \Q

(1) meet customer demand in a timely way )\a

(2) with high-quality products and

3) at the lowest possible total cost.

Companies implementing JIT production systems n{@entories by eliminating (or least
minimizing ) them.

Features, benefits, Pre-requisites & Effect of JIT? @Q)

Features:

a) Low or Zero inventories; emphasisq}] erafiom source to customer .
b) Emphasis on customer service and timing.

C) Short of operations. \

d) Flexibility of operations. Q)

e) Efficient flow

f) Use of kanban and Visibili

Benefits: %

Reduce inventories .and WIP
Reduce spa uirements, set up time

a

b

C. Shorter ghput times

d. Gr %%Qployees involvement, participation otivation
e. Smooth work force

f. a

eater productivity
g. %roved product /service quality
h. »&ﬁproved customer service and smaller batah siz
ifb‘ More uniform loading of facilities.

e —requisites of JIT:

0] Low variety (i) Demand stability
(i) Vendor reliability (iv)  Defect free matials.
(v) Good communication (vi)  Preventive mairzece

(vii)  Total quality control.

Desirable factor of JIT :

0] Management commitment (i) Employee invesiin
(i)  Employee flexibility.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 86

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

I. saves cost due to lead time

il saves cost due to holding inventory like irewe, spoilage, obsolescence etc.

iii. does away with locking up of funds in invengo

Iv. helps very much in working capital management \

A
of.

2. Explain, how the implementation of JIT approach to manufacturing can be a major sour

competitive advantage. (Nov’08, Nov’11) Q)
Answer: JIT provides competitive advantage in the follogvimays: (ﬁ\
i. Stocks of raw materials and finished goods are ieéted, stock h@g costs are
avoided.

direction will improve competitive advantage.

@
ii. JIT aims at elimination of non-value added actdgtiand @1 of cost in this

iii. It affords flexibility to customer requirements whet mpany can manufacture
customized products and the competitive advansyeei improved.
iv. It focuses the direction of performance based pbom of high quality product.

v. It minimize waiting times and transportation %ts.

3. How does the JIT approach help in improving nisation’s profitability? (May’07)
Answer: JIT approach helps in the reducti sts/imeean prices as follows:

ensured with least scrappin

I.  Immediate detection of def%ioods being mastufad so that early correction is
ii.  Eliminates/ reduces WIP

n machines withirkimgrcell.

ili.  OH costs in the form ntals for inventory, ireuce, maintenance costs etc. are
reduced. %

Iv.  Higher product %y nsured by the JIT apprdaells to higher premium in the selling
price.

v. Detection of 'gpl areas due to better produdaap reporting/labour tracing and
inventory @cy lead to reduction in costs bgriorement.

Materials uirement Planning (MRP) system
Materials requirements planning (MRP) is a “pusiotigh” system that manufactures finished
goods for.inventory on the basis of demand forecast
M :
I emand forecasts for the final products;

i a bill of materials outlining the materials, compats, and subassemblies for each final
product and ;

iii. the quantities of materials, components , finispedducts, and product inventories to
predetermine the necessary outputs at each stagedfction.

Taking into account the lead time required to passhmaterials and to manufacture components
and finished product, a master production schedspegific the quantity and timing of each item
to be produced. Once schedule production states,otiiput of each departments is pushed
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through the production line whether it is neededhat. The result is often an accumulation of
inventory at workstations that receive work theg aot yet ready to process.

4. State the requirements for operation of a Materials Requirement Planning (MRP) system.
(Nov’10)
Answer: Requirements for operation of a MRP system \

I.  Master production schedule :It specifies the quantity of each finished uniporbduc'ts\
be produced along with the time at which each wilitbe required.

ii.  Bill of materials file : This file specifies the sub-assemblies, componan @rlals

requirement for each item of finished goods.
iii.  Inventory file : It maintains details of items in hand for each- asbe @omponents
and materials required.

iv.  Routing file : This file specifies the sequence of operabj@j to manufacture
components sub-materials required.

v. Master parts file : It contains information about th ction timfesub-assemblies
and components produced internally and lead K ally procured items.
€r1

5 Explain the pre-requisites for successful operation of r@ ial requirement planning. (May’11)

Answer: Pre-requisites for successful operation dfl m are:

@) The latest production and purchasing &epared should be strictly adhered to Day
to Day change from predetermined ules wilkealnaos.

(i) Raw Materials, sub-assemblies componaetpuired for production should be
pre-determined in quant|f| . Standsinduld be set for the consumption
quantity, quality, mix and yi &S w materlz{xlx every unit of finished product.

(i)  Work-force must be ap f the systemd &he need for absolute adherence
to the schedules prep&

(iv)  Necessary internal | system should developed to ensure total adherence to
the schedule.

(v) Accuracy of th&ﬁ&i supplied is vital te MRP system.
Objectives of M
> td }Qgs the quantity and timing of finishexbds demanded.

It determines time phased requirements of the ddrf@mmaterials, components and sub
A l mblies over a specified planning time horizon.

& computes the inventories, work — in — progresasclh sizes and manufacturing and
(bd packing lead times

> It controls inventory by ordering components andenals in relation to orders revived
rather than ordering them from stock level poinviefw.

MRP-1I

MRPII (also written MRP-2 ) adds the MRP schedul® ia capacity planning system and then
builds the information into a production scheddteis also seen as a link between strategic
planning and manufacturing control.

The sequence of events is as follows :
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Product demands forecast prepared

'

Manufacturing plan prepared

Master production schedule prepared . ‘b‘\

* Inventory file The essential area covere&\
 Product structure file by MRP

* Production routing file ()b\

Materials requirements demand @

Time schedule prepared N %
} ,{g\

Production capacity checked A@

Manufacturing plan executed

ogtked upon inputs from purchasing &
uction rates. Possible inventory levels
. ufacturing plan leads into a detailed
il philosophy of MRP already outlined.

From that document, a manufacturing, plan is d
production. Adjustments may be necessary to al
in seasonal trades & the size of the workfo
master production schedule which is akin to

If correctly applied, MRPII provides a mg!()n dbtese for the different function units such as
manufacturing, purchasing and fin@sé&sithin afirm

ENTERPRISE RESOURCE PL
Enterprise Resource Planni ) is the latggt-hd solution which information technology
has lent to business appli . The ERP solutieek to streamline and integrate operation
process and information flows in the company toesgies the resources of an organisation
namely men, materialg% ey and machine thoughmmdaon.

(ERP) (Nov’06)

e@anning software or ERP atitemapintegrate all departments and functions
across a Into a single computer systemctratserve all those different departments
particular'n . In fact ERP combines all compsadrdepartments together with the help of a
single integrate software program that runs offngle database so that various department can
m %/ share information and communicate egtth other.

Enterprise resou

'ﬂ§;dfor ERP:

organisation across the world have realised ithh a rapidly changing environment, it is
impossible to creates and maintain customer degdigoéware package which will cater to all
their requirements and be up-to-date. Realisingefairement of user organisations, some of the
leading software companies have designed Enterpeseurce Planning software, which offers
an integrated software solution to all the functodan organisation.

Components of ERP :
To enable the easy handling of the system, ERBbé&as divided the following core subsystems,
sales and marketing, master scheduling, materegjgirements planning, capacity requirement
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planning, bill of materials, purchasing, shop fl@antrol, accounts payable/receivable , logistic,
assets management and financial accounting.

Features of ERP (Nov’07)
» ERP facilities company—wide Integrated Informati@ystem covering all functional
areas like manufacturing, selling and distributigggyables, receivables, invent
accounts, human resources, purchases etc.

» ERP perform core activities and increases custoreersgice, thereby augme \h
corporate image.

ERP bridge the information gap across organisations
ERP provides complete integration of system noy ackoss depart ’&ut also across
companies under the same management ; é

ERP is the solution for better project management. \Q

ERP allows automatic introduction of the lateshtemlogi Electronlc Fund Transfer
(EFT). Electronic Data Interchange (EDI), Intern Video conferencing, E—
commerce etc.

» ERP eliminates most business proble %&e maseriahortages, productivity
enhancements, customer service, cash m marttany problems, quality problems,
prompt delivery etc.

» ERP not only addresses the curr quiremenh®fcompany but also provide the
opportunity of continually improv'ng@ﬁd refiningifiness Processes.

» ERP provides business mté%gS tools like DeniSupport Systems (DSS), Executive
Information System (EIS rting. Data MiningdaBarly warning systems (Robots)
for enabling people to etter decisions and tmprove their business processes.

Benefits of ERP (Nov’06)

I.  Product Costing-. etermlnatlon of cost of products correctly, isitgucritical every
industry. ERP. supports advances costing method#dimg standard costing, actual
costing an ity—based costing. Additionallly,casting methods and information can

l%ated with finance.

be ful
. In %anagement : ERP can be used in multi-national, multi — compaayd
Iti— site manufacturing and distribution enviroembs. This system simplifies
plicated logistics by allowing one to plan anadnage companies in different countries
a single unit and its advanced functionalitpvadi one to process product and financial
CBS information flows in several different ways. Invent reporting supports all reporting of
specific & general types of stock transaction sashvarious types of stock transfers, re-
classification, ID changes & physical inventoryuks.

warehouse to the right customer at the right tifn@.the customer, the most important
element is quality of one-time delivery. It doesmiatter how well a product is made if
arrives late. It requires application of automaiicmanual load planning, transportation
planning for in-house vehicles or third party agefDI support for transport booking,
confirmation & dispatch.

%: ) iii.  Distribution & Delivery: Flexibly & efficiently to deliver the right prodtidrom the right

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 90

iv. E - Commerce :Internet enables ERP to act efficiently (Case ptuial-Mart) ,
v. Automatic Control : It ensure automatic quality control procedure.

vi.  Sales Service It ensures better after sales service.

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

. \
viii.  Quick response: It enables quick response to change in businesgatpns & m @
conditions.

ix. Cumulative Edge’s: It helps to achieve competitive advantages by dmipggsslness

process. @
Reasons for implementation of ERP

@
I.  Improve a company business performance ERP automate N% asks involved in
performance a business process — such as ordénfeiit whio@\ es taking an order

from a customer, shipping it and billing for it. WWIERP, n a customer service

representative takes an order from a customery sbeoh the information necessary
to complete the. Everyone else in the company e computer screen and has
access to the single database that holds the ¢ order. When one departments
finishes with the order is at automatically r @ the ERP system to the next

department.

ii.  Standardize manufacturing processes acturing companies --- especially those
with an appetite for mergers and acquisitions fterofind that multiple business units

across the company make the sa et usingehtfenethods and computer systems,
Standardizing those processes and using a singkgrated computer system can save
time, increase productivity &\&e headcount.

iii. Integrate Financial data: g)the CEO tries to understand the company’s divera
performance, he or sh@ find many differentivaessof the truth. Finance has its own
set of revenue numb% ales has another ve&ithg different business units may each
have their own versions of how much they contritute revenues. ERP creates a single

version of the at can’t be questioned bseaveryone is using the same system.

iv.  To stand R information : Especially in companies with multiple businesstsni
HR t have a unified, simple method for tragkiemployee time and
commu ing with them about benefits and servie&P can fix that.

6. Wh Back flushing in a JIT system? State the problems that must be addressed for the
effecti ctioning of the system? (June 09, May’10)
A . Traditional accounting system records the flow in¥entory through elaborate
nting procedures. Such systems are requireédose manufacturing environment where
entory/ WIP values are large. However, since sf$tems operate in modern manufacturing
nvironment characterized by low inventory and W#tues, usually also associated with low
cost variances, the requirements of such elabaraieunting procedures does not exist.
Back flushing requires no data entry of any kintilunfinished product is competed. At that time
the total amount finished is entered into the compsystem which is multiplied by all by all
components as per the bill of materials (BOM) facleitem produced. This yields a lengthy list
of components that should have been used in thduption process and this is subtracted from
the opening stock to arrive at the closing stocértove at the closing stock/ inventory.
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The problems with back flushing that must be caa@defore it works properly are:

i.  The total production quantity entered into the sysimust be absolutely correct, if not,
then wrong components and quantities will be sebtdh from the stock (Production
Reporting).

ii.  Abnormal scrap must be diligently tracked and rdedr Otherwise materials will f\
outside the back flushing system and will not bargkd to inventory (Scrap reporting):

iii. Lot tracing is impossible under the back flushingstem. This is required a
manufacturer needs to keep records of which praoluébts were used to cre roduct
is case all the items in a lot need be recalledafSreporting). %ﬂ

iv.  The inventory balance may be too high at all tirnesause the back fl g transaction
that relieves inventory usually does so only onday during whit%e other inventory
is sent to the production process. This makesfiicdit to maintain.an accurate set of
inventory records in the warehouse (inventory aacyix. Q’
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Pricing & Pareto Analysis

Pricing is primarily the top management's exerdiseProfit Planning by Profit center. The
necessity for pricing decision may arise when

» anew product is to be placed in the market ( Ratieh or skimming ),

> market cannot be penetrated at existing price erethis customers' resistance, t \

existing price, \a

» (uotations or bids are to be made for the prodoictsfers are received for purc@ ta
specific price, and

» some products are yielding profits lower than exgac

» for inter departmental transfer @

The basic four parameters of pricing are N %

1. Nature of product \

2. Market condition ®

3. Strategies of competitors

4, Government Policies .@
1. What is Pareto Analysis? Name some applications. (Ma 1@’11)
Answer: Pareto analysis is based on the 80:20 rule th enomenon observed by Vilfredo
Pareto. According to him 80% of wealth of Milanlialy was owned by 20% of its citizens. The
phenomenon can be observed in many differe guations & the management can follow
it in various circumstances to direct mana nabn to the key control mechanism or

planning aspects.

Analysing and focusing on the 80% value relatin@@o volume helps business in the following
areas.

(1) Pricing of a produ multi-product conmya

(i) Customer profitabili

(i)  Stock control.

(iv)  Activity Ba;ﬁd sting (20% cost drivers aesponsible for 80% of total cost)

(v) Quality l.

2. Explain the usef%@ of Pareto analysis and the applicability to business situations. (Nov’08)

Answer: P ysis is based on the 80:20 rule thatayghenomenon observed by Vilfredo
Pareto. r to him 80% of wealth of Milanlialy was owned by 20% of its citizens. The
phenomenon can be observed in many different bssisieuations & the management can follow

it in various circumstances to direct managemetgntion to the key control mechanism or
planni spects.

ness of Pareto analysis: It helps to estalvbp priorities & to identify both profitable and

profitable targets it helps to:
= Prioritize problems, goals and objectives

Identify root causes
Select and define key quality improvement programs
Select key customer relations and service programs
Select key employee relations improvement programs
Select and define key performance improvement progr
Maximize research and product development time
Verify operating procedures and manufacturing psees
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=  Product or services sales and distribution
= Allocate physical, financial and human resources.

Applicability of Pareto analysis to business situad: The Pareto analysis is generally applicable
to the following business situation.

account for 80% of total sales revenue. Under surcimstances the firm can adop
sophisticated pricing method for small portion abgucts that jointly acco
approximately 80% of total sales revenue. For &émeaining 80% of the prod firm
may use cost bases pricing method.

i.  Pricing of a product: In practice, it has been observed that 20% ofyxctsdof a firm m \
gr

Pareto analysis thus helps the management ofrthed delegate the prj@decision for
about 80% of its products to lower levels of mamaget. %

ii.  Customer profitability: Customers can also be analyzed
relative profitability It has been often found tI24% of custo)&b
sales revenue profit. Such an analysis is usefuii® eva'@n

of pradigtgheir

ay generate 80% of
f portfolio of customer
profile.

account for about 80% of its investment. Since er of items is small therefore the

iii.  Stock control: Approximately 20% of the tot%\gment in qugniof stock may
management of a firm may be able to contr osthe@fmonetary investment in them.

iv.  Applicability in activity based costing;@BC it is often said that 20% of an
organisation cost drivers are respons@r 80%h@total overhead cost. By analyzing,
monitoring and controlling those ivers tlbatise most cost a better control and
understanding of overheads m% tained.

v. Quality control: Pareto an eks to discover from an anabfsdefect report or
customer complaints which-“vital few” causes arspansible for most of the reported
problems. Often 80% erlying problems can Lbeatraced to 20% of the various
underlying causes.

3. Discuss briefly the c% f Skimming Pricing Policy. (Nov’08, Nov’(09)
Answer: It is a poli h price during the early pmtiof a product’s existence. This can be

promotional expenditure anthe later years the prices can be gradually
s for following such a poliey:ar

blished in the market.

ii&ﬁe charging of high price in the initial periodgrves to skim the cream of the market
Cb‘ that is relatively insensitive to price. The graldieuction in price in the later year will

tend to increase the sales.
iii.  This method is preferred in the beginning becandbe initial periods when the demand
for the product is not know the price covers iniahicost of production.

iv.  High initial capital outlays, needed for manufaeturesult in high cost of production.
Added to this, the manufacturer has to incur hugemptional activities resulting in
increased costs. High initial prices will be abke finance the cost of production
particularly when uncertainties block the usualrses of capital.

For example: Electronic goods, mobile phone, A, etc
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4. What is penetrating pricing ? In what circumstances can penetration pricing policy be adopted?
(June 09, Nov’08, May’01, May’10)

Answers : This pricing policy is in favour of using a low pe as the principal instrument for
penetrating mass markets early. It is oppositekimmming pricing. The low pricing policy is
introduced for the sake of long-term survival amdfipability and hence it has to receive careful
consideration before implementation. It needs alyais of the scope for market expansion and
hence considerable amount of research and foragaamte necessary before determining the price:

Penetration pricing means a price suitable for paheg mass market as quickly a%? ble
through lower price offers. This method is alsodu$er pricing a new product. rto
popularize a new product penetrating pricing polgysed initially. The compan ot earn
profit by resorting to this policy during the iratistage. Later on, the price m ncreased as
and when the demand picks up. Penetrating pricoligypcan also be adopted y stage of the
product life cycle for products whose market israpphed with low initial . The use of this
policy by the existing concerns will discourage ti®sv concerns to e arket. This pricing
policy is also known as “stay-out-pricing”. r%

Circumstances for adoption:
i.  When the demand of the product is elastic to pri words, the demand of the
product increases when price is low. &I

al

ii.  When there are substantial saving on Iargegc; ption. Here increase in demand is

sustained by the adoption of low pricing p

iii.  When there is threat of competition. eediat a low level act as an entry barrier
to prospective competitors.

iv.  The short run price elasticity o r%)nd is higlp.dBarging a low price, the first entrant
is able to establish a markety.\

v. Exploitation of establis ei?putation | sales, katang, distribution strengths. Create
i ale of related product

platform form for con(LL;?
odel small segmenintarthe market

For example, entry of aﬁv
5. Outline the featur netration pricing strategy. (Nov’06)

Answer:

L. itis @f using a low price as the prindipsstrument for penetrating mass markets
e

il. f% method is used for pricing a new product anpdpularize it initially.

iii,&(oﬁts may not be earned in the initial stagesweler, prices may be increased as and
when the product is established and its demands pipk

v. The low price policy is introduced for the sakedarig term survival and profitability and
hence it has to receive careful consideration leefoplementation. It needs an analysis of

) the scope for market expansion and hence consideaaibunt of research and forecasting
are necessary before determining the price.

6. Explain different types of Competitive pricing? (Nov’04)

Answer: Where a company sets its price mainly on the demation of what its competitors are
charging, its pricing under such situation is chld®mpetitive pricing. Two types of competitive
pricing are:
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i.  Going rate pricing — Under this method, the firm tries to keep its @rat the average
level charged by the industry. Such pricing is ubefhere it is difficult to measure costs.
Adoption of such pricing will not only yield faireturn but would be least disruptive for
industry’s harmony. Under highly competitive comalis in homogenous product market
(such as food; raw materials and textiles) the @mgghas no pricing decision to make.

ii.  Sealed bid pricing —competitive pricing is adopted in situations whiégnas compete f \
jobs on the basis of bids. The bid is the firmseofbrice, and it is a prime exa
pricing based on the expectations of how compstiteitl price rather than or&d
relation based on the concerns own costs or denfdr@objective of the firm‘&fr'I ding
situation is to get the contract and thereforeiéstto set its prices lower e other

bidding firms. @

7. State the general guidelines to be used in adopting a pricing policy 1% manufacturing
organization. (Nov’08) \
Answer: The general guidelines to be used in adoptingcingrpolicy under:

I.  The pricing policy should encourage optimum utii@aa of resources.

ii.  The pricing policy should work towards a betterdnale en demand and supply.
iii.  The pricing policy should promote exports. &

iv.  The pricing policy should serve as an ir@nivethe manufacturers to maximize
production by adopting improved technol

The pricing policy should avoid adverse effe rest of the economy.

8. Is it justifiable to sell at a price below %gggl cost at any time? Mention the circumstances in

which it is justifiable. (May’08, May’o'm\p

Answer: It is justifiable to sell ce below mardineost for a limited period. The
circumstances may be:

i.  Where materials are@rishable nature.

ii.  Where stocks been accumulated in large qiesndind the market prices have fallen.
This will sav carrying cost of stocks, e.tectonic goods —market prices fall due to
quick obs nce or advanced technological regblerent.

.t i@al to reduce the prices to such aengxmh order to popularize a new product.
he

V. g re such reduction enables the firm to booststies of other products having larger

it margin.
. ;o capture foreign markets

To obviate shut down costs

vii.  To retain future market

9. How Pareto analysis is helpful in pricing of product in the case of firm dealing with multi-
products? (Nov’05)

Answer: In the case of firm dealing with products, it wdbulot be possible for it to analyze price-
volume relationship for all of them. Pareto Anatyss used for analyzing the firm’s estimated
sales revenue from various products and it migiicate that approximately 80% of its total sales
revenue is earned from about 20% of its produatehSanalysis helps the top management to
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delegate the pricing decision for approximately 8@%oits product to the lower level of
management, thus freeing them to concentrate opritieg decisions for products approximately
20% of which is essential for the company’s surviéus, a firm can adopt more sophisticated
pricing methods for small proportion of productatthointly account for 80% of total sales
revenue. For the remaining 80% products, which aatctor 20% of the total sales value the firm
may use cost based pricing method. \

L]
10. What do you mean by Loss Leader ? cb
Answer. Where a product can be enriched by a seriestairag extras, which a custom the
main product are at liberty to add on for additicadvantages, the main product offered
at a relatively low price. If the price is set b&loost, the product becomes a ‘los r'. ddea
the customers to buy the extras or optional adgaotas spare parts which are price.

When a product range consists of one or more madugts and a seri f related optional
‘extract’, which the customer can ‘add on’ to thaimproduct, the ler can set a relatively
low price for the main product and a high one for textras’. ObviOL)\Iar e aim is to stimulate
sufficient demand for the former to ensure thedargturn from sales of the latter. The strategy
has been used successfully by aircraft enginefugbme manufa@s, who win an order with a
very competitively priced main product that canyohke ser@ y their own, highly priced
spare parts.

Gillette did not invent the safety razor but ther
market share. Gillette razors were sold at 1/5h
blades fitted and these were sold at a price di
and so Gillette made large profits once it ha

rategy Gillette adopted helped to build
to manufacture them but only Gillette
e blades cost only 1 cent to manufacture
the customer.

Answer : Decision on product pricing is‘influenced by maaysiderations. Some of the factors
are within the control of the decisi g wlokbers as are not so.
Thus price setting may be ba@ ifferent clemations such as :
Cost plus a mark-up %
1. Profit quantum o g price

11. State the important factors to be cons%:i in pricing decision ?

elli
2. Return on inveﬁ‘nb t
There is no unique@ that will be the optimumder all situations.

Cost plus @ethod in general is not advisable
a. th termination of the cost of a product (palidy in the case of multi product firm) is

difficult-and any cost figure derived is subject &rors of estimation and some
itrariness.
\' e all costs are recovered in the price seffitrencies in operations lead to increased
{ ost are passed into the price. Thus there iscentive for improvement.

ce set on cost plus ignore the market condifiand competitiveness profit quantum of selling
rice has the following limitations :

I.  Selling price may have to be varied to suit marleetd hence price and profit quantum
will be subject to variations.
ii.  The profit quantum is difficult to be assessedipaldrly in case of multiple products.
iii.  The overall profit may not be adequate to providegaate return ion investment
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Market penetration : A company may deliberately fix a low price with &ew to capture a
dominant share of the market. While so fixing esi@s low as possible, the company will build
up capacity to produce a high volume so that whendemand increases to give them large
market share, it will be able to satisfy the demagdproducing more and thus it derives the
benefit of higher volume of production reducing tust per unit. The following conditions are
favourable for such a pricing poli¢y

i.  the market is highly price sensitive : N (b

ii.  the unit cost of production and distribution dese=awith the increase of sales volhq}

iii.  The low price will discourage competitors includipgtential ones, who coul @ ise

enter the market.

Market skimming : Some companies take advantage of the fact thiticdiu ready to
pay a higher price than others, since it has hajhesto them because of their i diate need. In
order to tap these high rates of revenues such aoepfix fewer units ar‘é%g

The following conditions are favorable for suchriipg policy [ )&
I.  there are sufficient number of potential buyersitiga high current demand;
ii.  the high price will not attract more competitorsga
iii.  the high price gives the impression that the produof or quality.

12. What is meant by Cost-plus pricing ? What are its adva% and disadvantages? (May 2000)
Answer : It is the most widely used method of pricirgj] ¢ as it ensures that the selling price
is greater than the total cost of a product. Th¢ elps business firms to generate profits
and survive in the future.

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

The unit cost of the product ca \ termined &g different methods viz., total cost;
manufacturing cost or variable ental costhe percentage of mark-up to be added to
estimated cost also vary and%ﬁds upon thdigost used. For example, if total cost is used,
the mark up will be added t% ide an acceptpbdét per unit.

Alternatively if total acturing cost is usdtle ‘plus’ that is added must be sufficient to
cover non-manufac@ erheads and to providacapptable profit per unit.

During the wor. %rs, the concept of cost plugipg became very much prevalent, as most of
the defen3§r tracts were priced at full cost plpse-agreed quantum of profit.
u

In cost plus pricing, the capacity utilisation bétconcern has an important bearing and unless the
sa% nsidered on a realistic basis the datation of cost would get vitiated.
e

‘S% ent, in Government sometimes Tariff CommoissiBureau of Industrial Cost & Prices
) are required to fix prices of certain protduand services. They mainly adopt a system of

st plus pricing. Similarly, government has al&b 8p a separate agency to fix prices for
pharmaceutical products.

The advantages and disadvantages of cost plusgiace as under:

Advantages:
I. Itis afair method and recovery of full costs $sared under it.

ii. It leaves out scope for any uncertainty.
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iii.  After arriving at full cost, the profit percentagan be flexibly adjusted to take care of
market competition.

Disadvantages:
i.  Covering full cost all the time may ignore the catition.
ii. It can lead to a distorted price fixation unless t¢bst is determined in a scientific mann\

iii.  Itignores the concepts of Marginal Costing, Inceatal Costing etc.
iv. Itis difficult to predetermine capacity utilizatio

13. Enumerate the circumstances which are favourable for the adoption of a penetratin@ng

policy (May 1999)

Answer: Penetrating pricing Policy: It means a pricing policy for penetratin skeaas
quickly as possible through lower price offers.SThmethod is also used for pri new product.
In order to popularise a new product penetratiriginy policy is used “ini . The company
may not earn profit by resorting to this policy ithgr the initial stage. , the price may be

increased as and when the demand picks up. Pengtpaicing poIicyﬁ so be adopted at any
stage of the product life cycle for products whossket is approached with low initial price. The
use of this policy by the existing concerns wikaburage the r&ncerns to enter the market.
The pricing policy is also known as “stay-out-pmnigi.

Favourable Circumstances: The three cwcumstance%ﬁurable for resortmgpénetrating
pricing policy are as under:

I.  When demand of the product is elastic L@t&)ther words, the demand of the product

increases when price is low. 0

ii.  When there are substantial savi gggh large scabluption. Here increase in demand is
sustained by the adoption o ricing policy.

iii.  When there is threat of ition, the priceediat a low level will act as an entry

barrier to the prospect% petitors.

(Nov’00)
Answer: Two pricin
(i) Price discri

14. Describe two pricing gaf%s in which non-cost reasons are important, when setting prices

ctices in which non-cost reasonsiga@ortant when setting price are:
ion and (i) Peak load jomig.

I. Prl ' ination: This is the practice of charging to some custonaerhsgher price
at charged to other customers e.g. Airliredets for business travellers and LTC
eII s are priced differently.

%k load pricing: This pricing system is based on capacity conssaibinder this
rlcmg system a higher price for the same sendaceproduct is demanded when it
approaches physical capacity limits e.g. telephoteés-communication, hotel, car rental
and electric utility industries are charged highece at their peak load.

Answer: Price discrimination is charging different priceghnrespect to customers, products,
places and time. It is possible when

> the market being capable of being segmented

» the customers is not able to resell the produatragher price

» The competitors underselling is not possible

(»: > 15. What is Price Discrimination ? Under what circumstances it is possible ? (May’10)
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T'arget Costing

Target costing originated in Japan in the 1960%re/tfit is know as Genka Kikaku. It is such a
costing system where the management consideripagsfit planning system.

Target costing is an activity which is aimed atu@dg the life-cycle costs of new products, whi
ensuring quality & customer requirements, by exanall possible ideas for cost reduction
product planning, research and development, angriftetyping phases of production. \v

Using target cost in the concept and design stages \

Target costing is an iterative process that cabeatle-coupled from design. T -production
stages can be categorized in a variety of diffekeays in the detailed disc n below five
different stages are used and the different aieis/dre now listed. °

1. Planning : Once the concept has been developed a plann@e and selling price,
which depend on each other, will be set, as wethasrequired.profit discussed earlier.

From this the necessary target cost (or allowaloist is often know ) can be

ascertained.
Target cost = Plan% g price -- Regl profit
ed

2. Concept design :The basic product is desi .’The total targst s split up. Firstly
an allowance for development costs and %ﬁaglﬂqmipment costs are deducted from
the total. The remainder is then split up ibsts that will cover manufacturing and
distribution etc. The manufacturing t ost gt is assigned to the function areas of
the new product. The breakdown o@t cost

To et cost

DeveIopmeu&Manufacturing Target cost

costs % equipment /ﬂit

Manufacturing Distribution cost
cost per unit per unit

& Functmxmctional
\1 c\@roduct area cost product area cost product area cost

per unit per unit per unit
Cbg_ Basic design :The components are designed in details so thgtdbenot exceeds the
functional target costs. Value engineering is useget the costs down to the target. If one

function cannot meet its target, the targets fer dthers must be reduced or the product
redesigned.

4. Details design:The detailed specifications and costs estimatessatr down from the
basic design stage.

5. Manufacturing preparation : The manufacturing process, including new machares
jigs, etc. is designed in keeping with the targedtc Standard for the materials and labour
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hours that should be used are set. These valuprasented to the staff in the factory
immediately they are set so that approval can bengi

Target costing for existing products

Cost control is not forgotten once the product go&sproduction. Manufacturing performance is
measured to see if the target is being achieved ré@&son for doing this are: \

A
1. to see who is responsible for any cost excegs@offer them help, and \
2. to judge whether the cost planning activitieseneffective. @

If after three months the target cost is missed large margin an improvement t %@ organised
which will conduct a through value analysis (VA)anill stay in existence for q@lx months.

Target costing support system

. %
It should be clear that target cannot operate ofaig®n; support sy: Xre needed to feed it
information. Kato (1993)listed the support systemegded in order perated target costing
successfully. They are as follows.

1. Sales pricing support systems These are r earch system, which have the
following qualities :

* An ability to decompose product functi@into suindtion and supply information
on that basis.

* Facilities to convert the value pl eachtionanto price.
* A value-price conversion tabl tabase.

* A market research toolbox imrious forecastaxhniques.
* Simulation function (what-if,-sensitivity analysec.)

2. Target profit computation&%ort systems

e Support mech%& for strategy formulation, pr@i@dnning, human resource

management.and.capital investment decision making.
* Product p io planning systems, which can dal®ithe optimal product mix in

the fut
. Profi@mposition systems for each product.

3. R& d development support systems
Computer graphics, computer aided design (CAD), puter aided engineering

L' (CAE), etc.
& * Project management system to monitor and aid R&fvides based on expert
Cb‘ systems or artificial intelligence (AL).

4. Research system for infusing target costs into pducts.

databases. (Cost tables are widely used in Japdnagencies exist to provide
relevant data to different industries. The tables extremely important and help
accurate cost predictions and allow for a seriéw/bét if' question to be asked.)

* Variety reduction.

(\ij « Value engineering (VE) — in Japan these are basedcast tables reduction

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 101

PROBLEMS WITH TARGET COSTING :
Though the target costing system results in clea#sstantial benefits in most cases, it has a few
problems that one should be aware of and guardhstgdihese problem are as follows :

The first problem is that the development process can be lengthemedconsiderable extent
since the design team may require a number of désations before it can devise a sufficie
low-cost product that meets the target cost andymariteria. This occurrence is most com

costing goals within a reasonable time frame. Ugudlthere is no evidence of rapid ress

when the project manager is unwilling to “pull thielg” on a design project that cannc&f&

toward a specific target cost within a relativehod period of time, it is better to eh\‘ itch a

project or at least shelve it for a short time &émeh try again, on the assumptio

new cost

reduction methods or less expensive materialsheilavailable in the near fut will make
the target cost an achievable one.

in finger-pointing in various parts of the compaegpecially if empl

one area feel they

@
Another problem with target costing is that a large amount of nzdad/ autting can result
@ n
in

are being called on to provide a disproportionatatge part of the
industrial engineering staff will not be happy tfi$ required to
layout in order to generate cost savings, whilepihehase st
reductions through supplier negotiations. Avoidihig pr

negotiation skills on the part of the project masrag K

Finally, having representatives from number of
make it more difficult to reach a consensus
opinions regarding design issues. This is
people on the design team who are holdi

gs. For example, the
letely alter the production
ot required to make any cost
quires strong interpersonal and

tmentghe design team can sometimes
er design because there are too many
Ipm when there are particularly stubborn
ut pexcisic product features. Resolving out is
, db agea longterm commitment on the part of a

difficult and requires a strong team mana
company to weed out those who a@@yilling toirathe best interests of the team.

(Nov’08)

iv

1. Discuss, how target costing n&g& a company in controlling costs and pricing of products.

Answer: Target costing ma;% st control of costs andrgiof product as under:
i d

Target costing siders the price that ought tchmerged by a company to achieve a
given market r

Target co@hould take life cycle costs indasideration.

If t &gap between the target cost and ¢éggaost, ways and means of reducing or
eliminating it can be explored.

ﬁ@target cost may be used for controlling cogtsdmparison.

kéyat is Target Costing? It is said that implementation of the target costing technique requires

i sive marketing research. Explain why intensive marketing research is required to implement
target costing technique. (Nov’07)

Answer: Target cost is the difference between estimatithggrice of a proposed product with
specified functionality and quality and the targedrgin. This is a cost management technique
that aims to produce and sell products that wiluea the target margin. It is an integral part of
the product design. While designing the produat, ¢tbmpany needs to understand what value
target customers will assign to different attrilsutand different aspects of quality. This requires
use of techniques like value engineering and vahmalysis. Intensive marketing research is
required to understand customer preferences and/ahe they assign to each attribute and
quality parameter. This insight is required to lezeloped must before the product is introduced.
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The company plays within the space between the mmaxi attributes and quality that the
company can offer and the minimum acceptable tgetacustomers. Therefore in absence of
intensive marketing research, the target costiolgrtigque cannot be used effectively.

3. What are the advantages / benefits of Target Costing ? (May’10)

Answer:
I. It reinforces top-to-bottom commitment to procesd product innovation, and is aimedgy
identifying issues to be resolved, in order to aghisome competitive advantage. \
gé for

designing and manufacturing products that meeptioe required for market

ii. It helps to create a company’s competitive futurénvmarket-driven mana
@bess.

iii. It uses management control systems to support @indorce manufa@ strategies;
and to identify market opportunities that can bevested into real-savings to achieve
the best value rather than simply the lowest cost. \

Iv.  Management Control System focuses on cost redumﬂikbrwalﬁ@tion.
v. It helps to retain or increase market share byhalmythe g@ with customer needs.

vi. It promotes team spirit. %,?

4. What is Target Costing and what are the stages to theqjth ology ? (Nov 2000)

Answer:

Target Costing: It is a management tool use@educing a prodost over its entire life
cycle. It is driven by external Market fact ing management prior to designing and
introducing a new product determines a t@‘naﬂﬁee This target price is set at a level that
will permit the company to achieve a desired masteire and sales volume. A desired profit
margin is then deducted to determi ‘%targeﬁm&n allowable product cost. Target costing

also develops methods for achi se targedsmeans to test the cost effectiveness of
different cost-cutting scenari%

Stages to the methodology:

i.  Conception (planning) PhaselUnder this stage of life cycle, competitors praduare to
be analysed regard to price, quality, senacd support, delivery and technology.

The featu ich consumers would like to have kknsumer value etc. established.
After iminary testing, the company may be askedpinpoint a market niche, it
b@under supplied and which might haveesoompetitive advantage.

. l%elopment phaseThe design department should select the most comapeproduct
inthe market and study in detail the requiremdmhaterial, manufacturing process along
& ith competitors cost structure. The firm shouldoatlevelop estimates of internal cost
(b structure based on internal cost of similar prosluming produced by the company. If

possible the company should develop both the dosttares (competitors and own) in
terms of cost drivers for better analysis and oedtiction.

) iii.  Production phase: This phase concentrates its search for better lassl expensive
products, cost benefit analysis in different feasuiof a product priority wise, more
towards less expensive means of production, asasgiroduction techniques etc.
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5. List the steps involved in target costing process with the help of a block diagram. (Nov’06)

Answer: Target Costing Process

Set target selling price based on
customer expectations and
sales forecast

|

Establish profit margin
based on long-term profit
objectives and projected

volumes

allowable) cost per unit
(target selling price less
required profit margin)

A

5

Determinevarget (or g&’

&
x
&
&

N\
>

Compare with «—>

Estimate the current
cost of new product

A brief explanation of teps involved in targesting approach to pricing is as follows:

1. Setting of targe ing pricéfhe setting of target

selling price of product @i the

ion, customers’ demand for insezhfunctionality and higher quality projected

customers a%{%red to pay, depends on mamydditie: design specifications of the product,

competitiv.
productio

accoun%” of the aforesaid factors..

e, sales forecasts etc. A concamset its target selling price after taking into

2. ination of target coskarget profit margin may be established afterrigkinto account
I rm profit objectives and projected volumdssales. On deducting target profit margin

selling price, target cost is determined.

. Estimate the actual cost of the produbtiual cost of the product may be determined after
% taking into account the design specifications, mateost and other costs required to produce the

product.

4. Comparison of estimated actual cost with tacgst: In case the estimated cost of the product
is higher than that of the target cost of the pobdluen the concern should resort to cost reduction
methods involving the use value engineering/vahayais tools.
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Total Quality Management (T'QM)

TQM is composed of three paradigms:

Total = Quality involves everyone and all activities lre tcompany.

Quality = Conformance to Requirements (Meeting CustomeuiRements) \
L]

Management= Quality can and must be managed.

TQM may be defined as the continous improvemenguality, productivity & effectiv

obtained by establishing responsibility for procasswell as output. TQM is a philos & a
movement rather than a body of technique. Thereraney alternative models & ns of

TOQM.
1. Definition of Quality: (Check carefully how the definitions changes frg)m eﬁ&narket to
Buyer’s market )

Answer: \
I.  The first definition given was quality is conforming to %Q atiorGenerally the
specifications are set by the producers.

ii.  Thesecond definitiongiven for quality was fitness fo
conforms to all the specifications given, will
product, which is not saleable, will not be appat
incorporate customers, viewpoint. A cust
reliability, aesthetics, etc. suit his conditi
importance and even in defining the g

A produdtigh is usable and

a good product. But a good

. To sell a product it is necessary to
ilyba product only if the cost,

customer focus has to be given prime

ustofocus has to be stressed.

iii.  The third definition given for qu as customer satisfaction. A dquot, which
great markbe dustomer will also be happy that the

satisfies the customer, will hav
product of his choice is bein n to him. A persvill be satisfied if all his needs are

fulfilled. Qa
The following factors ar & ommonly expressedisgaction” of the Customer:

(1) Utility value (i) Affordable cost

(i) Longer life % (iv) Reliable performance
(v) Product (vi) Ease of maintenance
(vii)  Prom er sales service, etc.

ste satisfaction. A delighted customdefmitely in a different, better planed as
co&te to a satisfied customer. When the pro€uléts both the expressed and
expressed, i.e., explicit and implicit needs loé ttustomers, he is delighted. The
iu%stries decided that they should work towardégleng the customer by providing
m the products which will fulfill both their esgssed and unexpressed needs. Such a
& status will ensure good business and help in piaduguality goods.

Y2 Thef*@ ition given to quality was delighting the Customer. Dlelment is one

ree core concepts of TQM:

I.  Quality Control (QC): It is concerned with the past, and deals with adii@ined from
previous production, which allows action to be take stop the production of defective
units.

ii.  Quality Assurance (QA): It deals with the present, and concerns the muitinplace of
system to prevent defects from occurring.

iii.  Quality Management (QM): It is concerned with the future, and manages meopthe
process of continuous improvement to the productd services offered by the
organization.
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2. Quality as a competitive weapon

Many companies throughout the world e.g. HewlettkBed & Ford Motor Co. British Telecom
& Toyota; & Samsung in Korea—view total quality nagement is providing an important
competitive edge, because a quality focus redusts @increase customer satisfaction.

International quality standards have emerged. &@. 9000, developed by the International
Organisation for Standardization, is set of fivéernational standards for quality managemgﬂy
adopted by more than 115 countries. ISO 9000 wasted to enable companies of e
document and certify their quality system elements. %

To ensure that their supplier deliver high-quaptgpducts at competitive costs, sop& mpanies
such as DuPont and General Electric, are requitimgr suppliers to obig’ O 9000

certification. Thus, certification and an emphasisquality are rapidly beco nditions for
competing in the global marketplace. .
Although quality refers to wide variety of factorssuch as fitness for. use, tomer satisfaction,

and the degree to which a product conforms to despgcification amk ineering requirements
but the focus is on two basis aspects of quality :

Quality of design: It refer to how closely the characteristi qurct or service meets the
needs and wants of customers. Suppose custom ng machines want copies that
combine copying, fixing, scanning and electronimfimg. tocopying machines that fail to

meet these customer needs fail in the qualityeiﬂdie@.

Conformance quality: It refer to the performa
and product specifications. For example, if
down, it fails to satisfy, conformance qu

a product or sexvielative to its design
ing machine mishandles paper or breaks
t not conforming to specification must be
required, reworked, or scrapped at an a |t|onat to the organisation. If nonconformance
errors remain after the product is :\@ anthtbduct breaks down at the customer site, even

greater repairs costs as well as th f cuestgaodwill (often the highest quality cost of all)

may result. &

3. Six Sigma (60))

Continuous improvem can be brought in to theawzational culture by introducing
continuously changin p ned targets. One sugetaan be six sigma accuracy. The Sigma
accuracy means t cess is 99.999998% acciitze.is the process will/can produce only
0.002 defec on. This is the structuraaming of six sigma. However in quality practice
6c means %&s per million (PPM).

SIX sigma is a statistical measure used to ensumbty) of products and services. The six sigma
as developed a break through strategystingsof measure, analyze, improve and
co at allows companies to make exceptitwodiom-line improvements. In addition to the
ial and labour savings, which flow directlytt® bottom line, a company engaged in six
%a can expect to see:
* Improved customer satisfaction
* Reduction cycle time
* Increased productivity
* Reduction in total defect
* Improved process flow

4. How does Total Quality Management(TQM) facilitate value addition in an organisation?
OR
‘What are the essential requirements for successful implementation of TQM? (May’07)
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Answer: Total quality Management (TQM) is defined as adfetoncepts and Tools for getting

all employees focused on continuous improvementthéneyes of the customer. Since TQM
focuses the attention of an organisation on qualitys it helps to provide the customer with
much higher quality prudent expenditure on cospi@venting errors can often lead to large
reduction in cost of failure and consequently léadeduce the total cost. The organisations
constantly strive for improvement so that more amate value can be added through improved
quality of product at lower cost. ]

5. Various Stages / Steps to be taken in the implementation of TQM:

Stage 1: Identification of customer/customer groups A team approach wa
technique called as multi-voting technique) to egate priorities in the i
customers and critical issues in the provision efision-support information.. A-multi-voting
technique was employed to priortise the list oftaoers and provide a f of services. The
ranking or perceived customer importance reveaés phority cu for management
accounting services as : %

1. manager,

2. engineers; and

3. leading hands.

Stage 2 : ldentifying customer expectatlonsOnce th &or customer groups are identified,

their expectations are listed. The question to rimw What does the customer expect
from us ?
Stage 3 : Identifying customer ’s decision-makingequirements and product utilities: Where

the focus is on quality improvement, theg idmeed is to stay close to the customers and
follow their suggestions . In this way, a-decistenpport system can be developed , incorporating
both financial and non-financial in ion, whiplovides a flexible reporting system meeting

user requirements.
In order to do this properly, we rﬂr o know :
eing made;
fon-making process; and

I.  the nature of the decisi
ii.  the nature of the dec
iii.  the degree to which information requirements aregomet.
A survey of users is required to provide this infiation, but critical issues can be identified and
prioritised in advan order to refine the reseey survey questions.

Stage 4 : g perceived problems in the désion-making process and product
utilities: rticipative processes such as brainstgrand multi-voting, the team ranked
the characteristics of an accounting informatiostey thought most desireable from a decision-
maki %nt of view, as follows :
a%e evance. A targeted decision-making process.
& ongruence. Consistency with the long-term stratédiie business.
. Comprehensibility. Systems should be readily urtdedable and, therefore, readily
usable, by customers.
4. Linkage to non-financial indicators. Systems needrdflect the monetary impact of
physical parameters.
5. Timelines. Systems should be on-time and on-line.

These characteristics were perceived as being afemsakness where the greatest impact could
be achieved through the implementation of improu@shdt is instructive to consider some of the
actual situtations that might be associated witprowiements in these areas.
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Stage 5 : Comparision with other organisations andenchmarking: Detailed and systematic
internal deliberatios allow the accounting teamifiio develop a clear idea of their own strengths
and weaknesses and of the areas of most signifibaintiency. The benchmarking exercise
allows the firm to see how other similar compangs coping with similar problems and
opportunities.

Stage 6: Customer feedbackStage 1 to 5 provide an information base develqp'&tiou;b\
reference to the key player the customer. This estifred at stage 6 with a sur
representative customers which embraces their viewperceived problem areas. I&on
with the customers are obtaining their views, hélgsfirm in correcting its own perc s and
refining its processes.

Stage 7 & 8 :The Identification of improvement oppotunity and implementa@ Quality
Improvement Process: The outcomes of the customer survey, ben@ﬁa ind internal
analysis, provides the raw material for stage 7 &md the review pr . the identification of
improvement opportunities and the implementatioa tdrmal improv rocess.

This is done through a six-step process calledATSE’ in short.

Difficulties experienced at each step in the PRAISBrocess: '&

() At step 1, the symptoms or observed effects of a p &\ may be readily apparent, but it
may be more difficult to identify a measurable im ement opportunity. Attempts to

identify problems broadly as ‘communication’, ‘organisation’, ‘morale’ or ‘productivity’
should be resisted - much more specific t reas are required to allow a focus on

precisely what is wrong. Q

(i) It may not be possible to achieve corgeau
minority of the team members. Iti-
focus in a democratic manner.

s at step 2 because of the pet projects of a
ing may therefore be necessary to provide a

(iii) Lateral thinking may be he step 3 to encourage a wide-ranging discussion and to
avoid a blinkered appro% the nature of the problem. The required objective is the
identification of the r% se and this is unlikely to be one that promotes a quick-fix
solution.

(iv) ‘Innovation’ an&csr tivity' are the keywords at step 4 to encourage a multitude of
suggested so@ . These may then be evaluated in terms of the extent to which they
may ed into operating plans which achieve the required objectives. A
luation of positive and negative aspects of each strategy is essential - but

(V) {l{%implementation of the solution at step 5 may require a great deal of diplomacy,
& pecially in divisions or departments resistant to change. Possible side-effects must be
Cb‘ identified and the whole process smoothed through with the co-operation of the workforce
at all levels, efficient internal communication, training programmes where appropriate,

and feedback throughout.

(vi)  The evaluation at step 6 may indicate the trouble-free implementation of a strategy which
has solved 100 per cent of the problem. More likely it will not! As part of the drive for
continuous improvement in quality, several other areas capable of improvement will
emerge. As such, step 6 is not the last stage in the process but the first stage in a
renewed process. The new problems emerging here provide fresh improvement
opportunities ready for restatement at step 1 and prioritisation at step 2.
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(vii)

Central to the whole PRAISE system are both quality control - the search for continuous

improvements in quality - and total employee involvement - the co-operation and
commitment of employees. This dual approach provides a single focus - the customer
whose increased satisfaction remains the primary goal of the procedure.

6. “PRAISE Analysis” OR “Remedies available for difficulties experienced in each step available

during implementation of PRAISE” (Nov’10)
The identification of improvement opportunities and implementation of quality improveme\
processes (Stage 7 and Stage 8) of the TQM process is through a six — step activity seq&é}ce

identified by the acronym ‘PRAISE".

~

—

e
Ure

tial

ng

Step | Activity Elements
1 Problem identification » Areas of customer dissatification
* Absence of competitive advantage _
» Complacency regarding present erar@nts
2 Ranking Prioritise problems and opportunities b
e perceived importance, and K
» ease of measurement and f&n
3 Analysis  Ask ‘Why ? to identify possible causes
Keep asking ‘Wh " to move beyond t
symptoms  and &avoid jumping to premat
conclusions K
e Ask ‘What ?' t ider potential implications
e Ask ‘How ?" to quantify cause and effect
4 Innovation . Use @e&ive thinking to  generate  poten
solutio
. tionalise these solutions by identify
riers to implementation, available enablers, gmbple
ole co-operation must be sought
5 Solution G Implement the preferred solution
Take appropriate action to bring about the requitehges
» Reinforce with training and documentation back-up.
6 Evaluation * Monitor the effectiveness of actions
& » Establish and interpret performance indicatorgdok progress
Q towards objectives
Q) » Identify the potential for further improvements ndareturn to
step 1
7 M:

no

. Six Csof T
Co (i%nt: If a TQM culture is to be developed, so that dyailnprovement becomes a
art of everyone’s job, a clear commitmémtn the top must be provided. Without this

I e fails. It is not sufficient to delegateu&lity’ issues to a single person since this wilt n
ide an environment for changing attitudes amedaking down the barriers to quality

improvement. Such expectations must be made clegether with the support and training

necessary to their achievement.

(\33 Culture: Training lies at the centre of effecting a changeulture and attitudes. Management
accountants, too often associate ‘creativity’ witheative accounting’ and associated negative
perceptions. This must be changed to encourageidoudl contributions and to make ‘quality’ a
normal part of everyone’s job.
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Continuous improvement: Recognition that TQM is a ‘process’ not a ‘prograei necessitates
that we are committed in the long term to the nerating search for ways to do the job better.
There will always be room for improvement, howeserall.

Co-operation: The application of Total Employee Involvement (Y finciples is paramount.
The on-the-job experience of all employees musiube utilised and their involvement and co-
operation sought in the development of improvem&nategies and associated perfor

measures. \
Customer focus: The needs of the customer are the major drivimgsth not just t @nal
customer (in receipt of the final product or seeyibut the internal customer’s (c ues who

receive and supply goods, services or informatiBe)fect service with zero de all that is
acceptable at either internal or external levetso frequently, in practice, TQ ementations
focus entirely on the external customer to the wsioh of internal relationships; they will not

survive in the short term unless they foster theéualurespect necessa eserve morale and
employee participation.

Control: Documentation, procedures and awareness of cuy ctice are essential if TQM
implantation are to function appropriately. The chefer c mechanisms is frequently
overlooked, in practice, in the euphoria of custosevi ployee empowerment. Unless
procedures are in place improvements cannot be%' and measured nor deficiencies
corrected. Difficulties will undoubtedly be exp d the implementation of quality

improvement and it is worthwhile expending pro t might be adopted to minimize them
in detail.
8. Quality Circle Philosophy 0

practices. By quality practice, it is teamwydwo work communication between top and
bottom cadres, use of scientific nm for angly®ntinuous problem solving, humanitarian
approach, continuous up gra f work relatedvwkdedge and recognition for good work.
Quality circle philosophy in tes all the afeaid factors. Hence it is recommended that the
quality circle be introduced e organisationlbailding the quality culture.

Quality Circle is a group activity, pr:cti atgudar intervals, which focuses on quality

9. Cost of quality &r
To compete succ@i y In today’s global compeditenvironment companies are becoming
making customer satisfactiam overriding priority. Customers are

‘customer-drive @1
demandin %ﬁproving levels of service regagdin
a.co b. quality,
e

~reliability, d. delivery and
%e choice of innovative new products.

A le.
quality is often viewed as the cost of momformance of the product to set specifications.
helps the management of focus on target afaied total cost related to the quality of the
oduct or service.
Usually cost of non-conformance is classified into
1. Cost of prevention. 2. Cost of appraisal
3. Cost of internal failure 4. Cost of externaluiee.

Cost of prevention :--
» Cost of engineering / technical studies for impbpeoduction processes.
» Cost of equipments to produce products to specifiedity standards.
» Costs of obtaining improved raw materials and sepplkraining.
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» Costs associated with training of operators.
» Costs of preventive maintenance programme.
> Apply OHSM

Cost of appraisal :
» Costs of inspecting raw materials and purchasets.par

» Costs of inspection of finished products and seajieg defectives. . ;b\

» Costs of quality audits.
» Costs of field tests. Q)

Cost of internal failure : They include costs incurred before the producti@ai@&\uto the

customer
» Costs of manufacturing losses (scrap, re-work, aghej.
» Costs of production capacity (downtime). ° %

» Costs of interference in production schedule.
» Costs of technicians’ time spent in fault invediga. ®
» Costs of discounts on sales of sub-standard preduct

Cost of external failure :-- *@
Costs associated with distribution of inferior qu@i{:@ to customers.

Cost of handling customer complaints.

Cost of customer ‘displeasure’.

Costs of claims, warranty, and replaceme Q)
Freight on and repairs to returned goods&
Warranty replacement, 0
Repairs of returned products gﬁ
costs arising from a damaged %) y reputatioss, df image and prestige of the firm.

VVVVYVYYVYYVY

Increase in the cost of preventio costppfasal, internal failure, and external failure.
Similarly, increases in cost of al reduae ¢bst of internal failure, and external failure.
Therefore, all these cost sho viewed togettber than in isolation.

10. Critical success factors of T : (Nov’09)
The focus sho one customer needs.
[ e‘organization should be invalv@d QM.

d be on continuous improvement.
Id be to design and produce qualitgyxts.

The
In\(& an effective performance measurementesysthat measures continuous
improvements from the customer’s perspective.

ting rewards and performance measurements gl@utenewed to encourage quality

VVVYYVYY
—
=0
(¢
)
o
c
(%]

improvements.
cb‘%yAppropriate training and education should be giserthat everyone is aware of the aims
of TQM.

11. Describe the types of bench marking of critical success factors. (Nov’08)
Answer: The Benchmarking is of following types:
I.  Competitive benchmarking: It involves the comparison of competitors products
processes and business results with own.

ii.  Strategic benchmarking: It is similar to the process benchmarking in natowmt differs in
its scope and depth.
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Vi.

Vii.

12. Explain four P’s of quality improvement principles. (N&@)0

Global benchmarking: It is a benchmarking through which distinctioniimernational
culture, business processes and trade practicessacompanies are bridged and their
ramification for business process improvement adeustood and utilized.

Process benchmarking:lt involves the comparison of an organisationicait business
processes and operations against best practicaipatjan that performs similar work
deliver similar services.

N
Functional Benchmarking or Generic Benchmarking: This type of benchma g\rs
used when organisations look to benchmark withngast drawn from differeq%gu Iness
sectors or areas of activity to find ways of impravsimilar functions or Wor% esses.

Internal Benchmarking: It involves seeking partners from within the@nizaﬁon,
for example, from business units located in diff¢r@reas.

@
External Benchmarking: It involves seeking help of outsi anizatiohattare
known to be best in class. External benchmarkimyiges op g%iies of learning from
those who are at the leading edge, although it rhestermembered that not every best
practice solution can be transferred to others. &

Answer: The Four P’s quality improvement principles a Wi
People: It will quickly become apparent that s ndivatkl are not ideally suited to the
participatory process of TQM. This will be infe lack of enthusiasm, non — attendance of

TQM meetings, failure to complete o.fas. offic, @0 avoid misdirection, TQM teams
should consist of team spirited individuals 'whoédawlair of accepting and meeting challenges.

Process:lt is essential to approach%m solving pcathy and regard the formal process as a

system designed to prevent parti

rom jugpporconclusions. As such it will provide a

are not omitted.

means to facilitate the gene%@saltematme ensuring the important discussion stages

conomic impact, allowing fimmediate feedback together with

Problem: Problems net@:ﬂ% approached in a bite — sizexkshwith team tackling solvable

problems with a dirﬁn
recognition of contri

ade by individual peiggants.

a greater appreciation ofdiversity of the process.

Preparationw@wal courses on creative thinking and stat#d processes are needed in order
Y

to give p&
A three

foll

e

oint ‘action plan for the choice of progeand the implementation of the process is as

Q& Eied chunks: It is tempting to seek a large cherry to pluckt g improvement

rtunities are inevitably complex and requirdergive inter-departmental co-operation.

e choice of a relatively small problem in thesfiinstance provides a greater chance of
success.

A solvable problem: The problem selected should not be trivial, bushibuld be one with a
potential impact and a clear improvement opponuniMeasurable progress towards
implementation should be accomplished within thseéour months (or less if possible) in order
to maintain the motivation of participants and atise the success of the improvement process

itself.
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Recognition of participants: The successful projects and team members showdives
appropriate recognition throughout the enterpriag,the very least being ‘mentioned in
despatches’ via company newsletters. Prominenvishals should be rewarded for their efforts
both as personal recognition and as encourageroesthers. The precise nature of the reward
may be recognition itself, although in some sit@di material, but usually nonmonetary, prizes
may also be appropriate.

®
The implementation of TQM processes can providegdasting benefits as Iong@%

achievement of quality goals is not in conflict kvibther objectives. This might be se,
where, for instance. \

» bonuses are based on the volume of output alone; or

> retrenchments result from the increased efficiermgsociated wi quality

improvement process.

@
By overcoming the initial obstacles, a TQM proceas provide us wi C\Qadditional tool to
improve competitiveness and ensure long-term satviv \

13. Discuss the benefits accruing from the implementation of ﬁé};a] Quality Management
programme in an organization. (Nov’08)
Answer: The benefits accruing from the impleme q@y atal Quality Management
programme in an organization are: x

i.  There will be increased awareness-of quality caltarthe organization.

ii.  Itwill lead to commitment to co 'ms improvenhen

iii. It will focus on customer satis

Iv. A greater emphasis on tea will be achieved.

14. Responsibility accounting: C)
It refers to a control system of man'&xo nt acoogiand reporting. The basis of Responsibility
Accounting is the creation/re of variougsponsibility/decision centres in an

organisation. The individual m @s of theseresrdare made responsible for the insurance and
control of costs relating to t ponsibiligntres.

The main feature of responsibility accounting iatth is more concerned with control of costs
than their determinaﬁgr,\é) he system would tracstcdrevenues, assets and liabilities) to the
individual manager: re primarily responsilde rmaking decisions about the costs under
s, the executive in chargeewkry responsibility centre would have
sts relating to his resporgibcentre and accountable to them. If he does not
to incur costs he will also lbetresponsible for their control.

ance of the managers of the variousoresbpility centres is judged by assessing how
ve been able to monitor those costswivere under their control. This is done by
ishing the department heads with performanpens from time to time. These reports will
de all apportioned and policy costs not subjec their control. Thus responsibility

counting is based on the principle that an exezuiill be held accountable only for those acts
over which he has control.

Responsibility Accounting system can be tailoredoading to the needs of an organisation. An
effective system of responsibility accounting wotaduire that the require that the responsibility
of each executive is clearly defined. He shouldvknavhat he is required to do and what
performance is expected of him.

Pre-requisites for responsibility accounting:
I.  The area and authority of each responsibility eesltrould be clearly defined.
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ii.  The goal should be clearly stated to each manager.

iii.  The performance report of a responsibility centneutd include only the revenues,
expenses, profit and investments which are to bé&alter by the executive of that centre.

Iv.  The items which may require management’s atterlik@envariance should be highlighted
in the performance report for each responsibilégtoe.

v. The help of managers of responsibility centre maysbught while establishing the go'é&i
of the centre. .

Classification of responsibility centers Q}\

Cost Centre : The smallest unit of an organisation. A cost centanager is respo )&e or the
costs incurred there & can charge this cost atithe of transferring to other resp %ty centre
Cost Centre are of two types — production & servikeCost Centre cannot c@overhead on
the basis of absorption costing & profit. ° %

Profit Centre : A production / Service unit of an organisation d@xn individual fully
responsible for all costs, revenues and profitgbdf its operations is known as a profit centre.
The individual is authorised to plan and look aftesduction, fi and accounting activities
of the centre. A concern may be divided into a nendj profi . Generally a department is
considered as a profit centre if its total produttis de @by the outsiders. Hence a profit
centre is empowered to charge the sales pricenfmtar-yxigv transfer. A Profit Centre cannot
distribute its profit without the consent of Invesnt C@re.

Revenue Centre:A sales center , e.g. a show r

Investment Centre : A centre whose man are normally accountablsdles revenue and
expenses but in addition they are also:re nfdbleome capital investment decisions and are

thus able to influence the size the .investm&#turn on investment (ROI) and Residual
Income (RI) are usually used to ev.

he peréoice of investment centres.
Merit of profit centre &
I. It makes its manag Q&ponsible for the profifgpmance — achieving the budgeted
amount of profitd ri% period.

ii.  Under profit ﬁoncept the whole organisatsodividend into a number of divisions,
the perfor of each division is measured imgesf both the income and the costs.

iii.  Managers in each division have freedom in makingisiens. They need not obtain
approval from corporate headquarters for every mdipeare.

Di antages of profit centres:
i& vision may compete with each other and may tadesions to increase profits at the
expenses of other divisions thereby overemphasgtiogt term results.

I. It may adversely affect co-operation between tiwvésains and lead to lack of harmony in
achieving organisational goals of the company. Tihisshard to achieve the objective of
goal congruence.

ii. It may lead to reduction in the company’s overatiél profits.

Iv.  There may be higher cost of common activities feit@ decentralized structure than for
centralised structure. It may thus result in dwgdlan of staff activities.
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Vi.

Vil.

viii.

iX.

X.

Top management loses control by delegating decisiarking to divisional managers.
There are risks of mistakes committed by the dmwal managers which the top
management may avoid.

Series of control reports prepared for several demgnts may not be effective form the
point of view of top management. \

&

It becomes difficult to identify and define predissuitable profit centres. ()b\‘

It may under utilise corporate competence.

It leads to complication associated with transfésipg problems.

It confuses division’s result with manager’s pemfi@ance.

®
15. Indicate the possible disadvantages of treating divisions as profit centre \
Answer: "%

The possible disadvantages of treating divisiagrafit centres are as follows

a) Division may compete with each other and may tak to increase profits at the
expenses of other divisions thereby overemphagt rm results.

b) It may adversely affect co-operation between t s and lead to lack of harmony in
achieving organisational goals of the comp Tihisshard to achieve the objective of
goal congruence.

c) Itmay lead to reduction in the co ovetatal profits.

d) The cost of activities which are onin{)n to all shens may be greater for decentralized
structure than for centralise ﬁaiure It maysthesult in duplication of staff activities.

e) Series of control reports @red for several defnts may not be effective form the
point of view of top m ent.

f) It may under utilise co orate competence.

g) It leadsto COM& ion associated with trangftécing problems.

h) It become ult to identify and define predissuitable profit centres.

) It fu division’s result with manager’s penfiance.

16. Classify the following items under appropriate categories of quality costs viz. Prevention
Co aisal Costs, Internal Failure Costs and External Failure Costs. (Nov’11)
Ar% :
a‘)@ work : Internal Failure

isposal of Scrap : Internal Failure

) Warranty Repairs : External Failure
d) Revenue Loss : External Failure
e) Repair to manufacturing equipment : Prevention Cost
f) Discount on defective sale : External Failure
g) Raw material inspection : Prevention Cost
h) Finished product inspection : Appraisal Cost
i) Establishment of quality circles : Prevention Cost
J) Packaging inpection : Appraisal Cost
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I'ranster Pricing

1. What are some goals of a ‘transfer-pricing’ system in an organisation. (May’06)
Answer: The goals of transfer pricing are that it should:

a) Provide information that motivates divisional maaegto take good economic decisi(')\%
which will improve the divisional profits and ultately the profits of the company,

whole. &\

b) Provide information which will be useful for evatirg the divisional perform P&g)
c) Seek to achieve goal congruence. ‘&
d) Ensure that divisional autonomy is not undermined. . %

Qs. Enumerate the main objectives & limitation of Transfer Pricing. )@'

Answer: Main objective of transfer pricing are;

a) To foster commercial attitude among executives afe sible for the performance
of profit centres.

b) To optimise the profit of the concern over a smx%

c) To optimise the allocation of the concern’

d) There may be certain division tha
motivated to utilise their balance ¢

spare dfpaBuch divisions should be
in dpéimal manner.

Answer: The methods of pricing employed in indysivhen goods or services are
transferred from one unit to t& her can be Hyoathssified under the following three
categories. Various:-
I. At cost or variants o e.g., actual manufaotucost; standard cost; full cost and full
cost plus mark u

2. Briefly describe the different metho d’%z/msfer Pricing. (Nov’05)
I

ii. At market priceg’e
. At bargaine(@ tiated prices.
Pricing at ¢ Q)

nufacturing cost: According to this method goods or services anmsteared at
ctual cost of production. It is a simple aunseful method for units where

A 1 responsibility of profit performance is centralised

(b"&» tandard cost: Transfers of goods and services takes place at #st@ndard cost.
Variances if arise are usually absorbed by the lguggpunit but sometimes they may be
transferred to the user unit as well.

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

d) Full Cost plus: The supplying unit transfers goods and servicefsilatost plus (some
mark-up). The mark-up added to full cost is eitlgpressed as a percentage of full cost or
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of capital employed. Selling expenses here arevezed by the supplying unit without
incurring them, specially when the good/services taansferred internally. Due to this
defect the use of this method is not appreciatethéynternal receiving units.

Market price method :

Under this method the transfer prices of goodsisesvtransferred to other units/divisions ‘are
based on market prices. In a competitive marketigis@rvices cannot be transferred to its %;
at a higher price. Such a competitive market prewiedn incentive to efficient production:. %
main limitations of this method are :

Difficulty in obtaining just market prices. )\g)

Difficulty in determining the elements of sellinghdh distribution ex % such as
commission, discounts, advertisement and sales girom etc., so".t necessary
adjustment may be maid in the market price to pl®wbenefit of these expenses to the

profit centre, receiving the goods. \
Bargained/Neqotiated prices method : ®

Each decentralised unit is treated as an indepénohéinand suc
by bargaining or negotiations. Divisional managém@ve
requirement from outside if the price quoted byirtlsester
system of negotiated price develops business tiiieide

its decide the transfer price
edom to purchase their

re not acceptable to them. A
st divisions of the company. The

buying division may be tempted to purchase frorrs%ys rces if the outside prices are lower

than the internal division’s price. In order

reduction in overall profits of the

to
company, the top management may impose re&nhe external purchase / sale of goods.

Limitation of negotiated method of transfer p%' %
I. A system of negotiated prices de ps business dittitude amongst divisions of a

company. This attitude m pt the managers tchase their requirements from
outside sources, even by, i ing the overalr@seof the company.

Agreed transfer price@qpen divisions of a compavill depend on the negotiating
skills and bargainin% r of the managers invdlaad the final outcome may not he
close to optimal level.

Conflict betw e&ﬂdl isions of a company may arigelevnegotiating about transfer price
of such conflicts may requiréigent management time.

suming exercise for the managers involved.

@iding about negotiated transfer price between divisions of a company, is time

S0

e dual pricing methods uses two prices. The suppldivision is credited with a price based

ricing

on total cost plus a mark- up and the receivingstw is debited with marginal cost. This means
that the selling division is allowed to earn a graind the receiving division has the correct
information in order to make the correct sellingcid®n to maximize the group’s profit. The
difference between the two prices will be debitectgroup account- a transfer price adjustment
account. At the end of the year the profits of tilwe divisions, and hence of the group, will be
overstated to the extent of the price differenceoidder to correct this the total amount in the
transfer price adjustment account must be subtidcten the two profits to arrive at the correct
profit for the group as a whole.
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Two- part tariff pricing

With the system all transfers are made at margioat but the supplying division charges the
receiving division a fixed fee for the privilege olbtaining the transfers at such a low price. The
fixed fee should cover the supplying division'seitkcosts and allow it to earn an adequate profit.
This system also has a number of drawbacks, twehath are as follows: The supplying division
has no incentive to supply units swiftly, as eaoh does not generate a profit. The profit is made
whenever the fixed fee is transferred. J \(b

Main objective @n
» To foster commercial attitude among executives ateresponsible for the ance
of profit centers.

» To optimise the profit of the concern over a sipantiod.
» To optimise the allocation of the concern’s finahcesources. %

3. Write a note on International Transfer Price.
Answer : From a financial management standpoint, one ofdila'én@% g characteristics of
the multinational Corporation (MNC) is its ability move money gd profits among its affiliated

®
|

companies through internal transfer mechanismssdmeech include transfer prices on
goods and services trade internally, inter-complaays div@’u payment, leading (speeding
up) and lagging (slowing down) inter-company paytag and royalty charges.

Transfer pricing is a device used by MNC s to piiter- corporate exchange of goods, services,
technology, and capital in a manner designed toi verall after-tax profit. These products

and factor flows range from intermediate a I oods to less tangible items such as
management skills, trademark, and patents.o

Apart from tax- saving, transfer pric‘i%gg/ be duge serve one or more of the following

objectives:

i) Positioning of founds in loc \1 t will sudrporate working capital policies.

i)  Reducing exchange exposure and circumventing egehaantrols, restrictions on profit
repatriation so that tra rom affiliateshe parent can be maximised.

i)  Reducing customs u%ayments and overcoming gestactions on imports.

iv) “ Window dressi perations to improve the apparee. reported financial position of

Of course, som rnments have passed legiskatidiscourage MNC s from tax avoidance
manipulation of transfer prices.

Answ sually conflict between a division of the compand the company as a whole is
fac e management of decentralised units ywheaucts or services are exchanged among
t divisions of the company. Such a comnftiecomes more significant in the case of those
erns where profitability is used as a critésraevaluating the performance of each division.

e essence of decentralisation is reflected iffrdielom to make decisions. Under such a set up
it is expected that the top management shouldnetfere with the decision making process of its
subordinates heading different units. In otherdsgrmanagement of decentralised units is given
autonomy with regard to decision making. In thistem top management is expected to preserve
‘autonomy in decision making’. The management wéhscompanies also expects that each
division should not only achieve its own objectivecessary for evaluating the performance but
should also achieve the objective of goal congreenc

4. In traasfer pricing what is common conflict between a division and the company as a whole.
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A divisional head in a company under aforesaidupeis free to use a price as a transfer price for
goods and services, which may provide incentiveach& transfer price may fail to achieve the
objective of ‘Goal congruence’ (which means a parfsongruence between division’s goal and
the goal of the company). In case of failure ofligision to achieve the objective of ‘goal
congruence’ the management of the company may teidfzeir ‘transfer price’. Such a
interference of management of the company is usub® main basis of conflict between
division and the company as a whole. ] (b

Further this conflict is aggravated if the managehslvocates the transfer of goods ?&vice
at cost. As such the transfer price will not reffla good picture about the perforr)% of the
transferring division. The profitability of theamsferring division will not be known e use of

such a transfer price @

Each division appreciates the transfer of its gfsmigices at usual selling%c[e market price so
as to arrive at the correct return/profitabilitgdre, used for measurin ormance. There is
no incentive to the transferring division if goadsd services are tran;&d at variable cost.

5. a. “Transfer pricing is a widely debated and contested topic” — Di .
b. What should be the basis of transfer pricing, if unit vari t and selling price are not

constant ? (Nov’99)
Answer (a).: Usually a conflict between a division of thg(s( and the company as a whole is
faced by the management of decentralised units S or services are exchanged among
different divisions of the company. Such a con es more significant in the case of those
concerns where profitability is used as a critﬁm@atmg the performance of each division.

The essence of decentralisation is reflect om to make decisions. Under such a set it
is expected that the top manageme nmfemewnh the decision making process of its

subordinates heading different uni %herd&omamagement of decentralised units is given
autonomy with regard to decisi In thystem, top management is expected to
preserve ‘autonomy in deC|S|on g’. The manag® of such companies also expects that
each division should not onl ve its own otwyecnecessary for evaluating the performance
but should also achieve the ctive of goal coegce.

A divisional head in any under aforesaidupeis free to use a price as a transfer price for

goods and service ich- may provide incentivachS transfer price may fail to achieve the

objective of ‘Go ruence’ (which means a perfmngruence between division’s goal and

the goal @pany. In case of failure ofiastbn to achieve the objective of ‘Goal

congruert%: anagement of the company maytdititair transfer price. Such a interference

of man% t of the company is usually the masisbaf conflict between a division and the
s a whole.

co
r%Wlls conflict is aggravated if the managenaelvocates the transfer of goods and services
t. As such, the transfer price will noteefla good picture about the performance of the
nsferrlng division. The profitability of theainsferring division will not be known by the use of
uch a transfer price.

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

Answer (b): If unit variable cost and unit selling price ax nonstant then the main problem that
would arise while fixing the transfer price of aguct would be as follows :
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There is an optimum level of output for a firm aw/faole. This is so because there is a certain
level of output beyond which its net revenue wibt mise. The ideal transfer price under these
circumstances will be that which will motivate teesanagers to produce at this level of output.

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

®

6. What should be the basis of transfer pricing, if unit variable cost and unit selling price are
constant? (Nov 1999)

Answer: Q)
If unit variable cost and unit selling price weret tonstant then the main probl t would
arise while fixing the transfer price of a produaiuld be as follows: @

e

There is an optimum level of output for a firm asvlaole. This is so bec ere is a certain
level of output beyond which its net revenue wit mise. The ideal tra a%price under these
circumstances will be that which will motivate teesanagers to pro% his level of output.
Essentially, it means that some division in a bessnhouse might ha produce its output at a
level less than its full capacity and in all suelses a transfer pri y be imposed centrally.

7. Discuss the potential for maximization of income by a i al through the use of transfer
pricing mechanism. (Nov’00) K

Answer:
The potential for maximization of income by a ional through the use of transfer pricing
mechanism is based on the successful imple following steps:

i.  Transfer pricing may be set relativ@her fefiliates in relatively high-tax countries
that purchase inputs from affiliates ted imtiekly low-tax countries.
%;
W

ii.  Transfer prices to affiliates i tries whicle aubject to import duties for goods or

0 as to avotcchostry taxes.

may be set relativ high to avoid some of the emsly effects of local currency

services purchase may b t
ii.  Transfer prices to a &e in a country thatencountering relatively high inflation
devaluation that reiated to the high inflation.

in a cou at has imposed restriction on thpatgation of income to foreign

iv.  Transfer e@‘ be set high for goods and sesypurchased by an affiliate operating
co

v. Transfer prices may be set low for an affiliatettlsatrying to establish a competitive
ntage over a local company either to breakantwarket or to establish a higher share

&L e company’s business.
8 will be the marketable transfer pricing procedure regarding the goods transferred under
t%o lowing conditions (each condition is independent of the other)?

i) When division are not captives of internal divisions and the divisions are free to do business
both internally and externally and when there are reasonably competitive external markets for the
transferred products.

(ii) If the external market for the transferred good is not reasonably competitive. (Nov’00)

Answer:
Marketable Transfer Pricing Procedure
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i.  When division are not captives of internal divisoand the divisions are free to do
business both internally and externally and whenetlare reasonably competitive external
markets for the transferred products, then the reogable transfer price would be, the
market price, as it generally leads to optimal siecis.

ii. In case, the external market for the transferreddgs not reasonable competitive,
following two situations may arise in this case. %

®
a. If there is idle capacity: Under this situation oppinity cost will be zero%
minimum transfer price should be equal to the &l outlay costs in&
the point of transfer (sometimes approximated bjabde costs).

b. If there is no idle capacity: Under this situatmpportunity cost s@be added to
outlay costs for determining minimum transfer price %

pto
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Value Analysis

1. What is the concept of ‘Value-Chain’ and why is it important for cost Management. (May’06,
June(09)

Answer: Value chain is the linked set of value creatintyvétees from the basic raw materials and
components sources to the ultimate end use ofrthaupt or service delivered to the custognes

The six business functions contained in the valu@rcare (i) Research & Developm%
Design; (iii) Production; (iv) Marketing; (v) Dishution; and (vi) Customer service.

The objective of value chain is to serve as mednsaeasing the customer s |\tion and

managing costs effectively. Coordination of theividlal parts of the valu activities
creates conditions to improve customer satisfactiorterms of cost efficiency, quality and
delivery. A firm which performs value chain actiei more efficiently and ower cost than its

competitors will be able to gain competitive adeayg. The foIIowir&@ dology should be
adopted.

I.  The firm should identify the industry value chaindat sign costs, revenues and
assets to value activities.

ii.  Diagnose the cost drivers regulating each valu'%

Develop sustainable cost advantage either by dé
reconfiguring the chain value.

t drivers better than competitors or by

low cost. Thus value chain helps manag n degidow to apply the organization’s valuable
physical and human resources to E)X ked prameas to achieve cost effectiveness.

By analyzing costs, revenues and assetsé ityaslystematically a company can achieve

2. Mention three 'useful strategic fr
Answer: Three useful strategi

* Industry structure an
» Core competencies; a
e Segmentation Sis.

ks of the value chain analysis. (4 Marks) (June 09)
eworks for value chaialygsis are:

3. Explain, how Qfalue chain approach helps an organisation to assess its competitive
advantage. ( g)

Answer: _Mos the firms define value chain as missidrcieating product or services. For

these firms, products or services generatednare important than any single step within
their v chain. These firms use the value clagproach to better understand and identify
wh egment, distribution channel, price poimgduct differentiation, selling proposition and

Y, & ain configuration will yield them the gresitcompetitive advantage.

way the value chain approach helps these fionassess competitive advantage includes the
se of following steps of analysis :
() Internal cost analysis -to determine the sources of profitability and thlative cost
position if internal value creating processes.

(i) Internal differentiation analysis — to understand the sources of differentiation (ideig
the cost) within internal value creating processes|,
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(i) Vertical linkage analysis —to understand the relationships and associatett @song
external suppliers and customer in order to maveriie value delivered to customers and to
minimise cost.

These type of analysis are not mutually exclusimefact, firm begin by focusing on their
internal operations and gradually widening thecu® to consider their competitive posi
within their industry. The value chain approachdu® assessing competitive advantagb

an integral part of the strategic planning process. &\
4. Write a short notes on value analysis Q)
Answer: Value analysis (also known as value engineerisgp isystematic interdisciplinary
examination of factors affecting the cost of a pidor service in order to ise means of

achieving the specified purpose at the requireadstal of quality and reliability at the target cost
L]

The aim of value engineering is to achieve thegassl target cost by ; ‘\C\O

I. identifying improved product designs that reduce pnoduct t without sacrificing

functionality and/or

ii. eliminating unnecessary functions that increasem%@costs and for which
customers are not prepared to pay extra for.

Value analysis or value engineering is one of tlos '%’used cost reduction techniques. It

can be defined as a technique that yields valuea t.
It investigates into the economic attributes o% ttempts to reduce cost through
» design change, g)
» modification of material specification,
» change in the source of sup SO on.
It emphasises on finding new %)of getting equabetter performance from a product at a
lesser cost without affecting i lity, functianility and reliability. For example, the funat
of a fastener is to join two re parts. Vatmalysis examines the value of this function in

terms of alternative methods such as welding, tagitapling, etc. in view of the stress and
vibrations involved in a specific application.

In value analysi and every product or compooka product is subjected to a critical
examinatio 0 ascertain its utility in threduct, its cost, cost benefit ratio, and better
substitute-etc en the benefits are lower thancbst, advantage may be gained by giving up
the activity concerned or replacing if for bettenhe The best product is one that will perform
satisf. ily at the lowest cost.

Th&us steps involved in value analysis are :

identification of the problem;

collecting information about function, design, mi&te labour overhead costs, etc., of the
product and finding out the availability of the copetitive products in the market; and

iii.  exploring and evaluating alternatives and develgpiem.

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

> Unnecessary items, components in a product torhewved.
> Possibility of substitution with reduced cost with@ffecting its quality.
> Possibility of overall simplification in design mafacture etc. of a product.
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5. 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 thestnwidely used cost reduction
technique in the purchasing and production arelasinmhs at reducing cost through change,
modification of material specification, change e tsource of supply of material and so on. It
emphasis’s on finding new ways of getting equasuperior performance from a product at.a
minimum cost without affecting its quality, funati@nd reliability. . (b‘
%

It is the process of subjecting each and everypoorant of a product to a critical examiu@p
as to ascertain : \
i. lts utility in the product; (b‘
ii. Its cost;
iii.  Whether is cost commensurate with its utility ;
iv.  Whether it can be replaced by a cheaper component
v.  Whether it can be does away with ;
vi.  What the competitors are using in place of it ; an
vii.  Whether anybody is buying it at cheaper pric

Utility means usefulness; this can be easily addfinite sured when the concerned
component or the service can be obtained formideri ice measures it usefulness. In
some cases where an outside market does nqttﬁidiﬂ]% be measured only subjectively.

Still one would have a fair idea of whether efit obtained, say in terms of better
appearance, is worth the costs incurred.

Usually it would be profitable tom tap outsid if the price is lower than the cost. But this
decision needs to be made with great s thetign of fixed and sunk costs is very
important.

Value engineering bring clearly tl*éé% whieeecbst of product can be decreased by pointing

out: &
I.  Unnecessary items/c@ents in a which might Ihageonce some utility but now are
redundant and, therefare, dispensable ;
ii. the possibilitie component — substitution witduced cost without affecting the
quality of the ‘?‘Qﬂ t; and
iii. the possibili f overall simplification in dge / manufacture etc. of a product.

The relati @etween value engineering ast reduction
a. Value engineering is done with a view to regltlee cost and cost reduction
ooks upon value engineering as one of iisn@itools.

%r Cost-reduction has always followed a critieedamination of the benefit
(b'% incurred. Value engineering is a careful andsagbssible, quantities appraisal of
the benefit derived at each stage of work. Whieebienefits are lower than the
cost, advantage may be gained by giving up theigctoncerned or replacing it
by something else.

C. Work study automation etc, do reduce cost butmost cases, they save only
labour cost by improving efficiency, etc. On tiother hand, value engineering
relates the worth of the product, its valuethe function it is intended to
perform and makes a sizeable in the cost of theemals by design changes,
substitution etc.
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6. How can value analysis achieve cost reduction? (Nov’(9)
Answer:
Value analysis can do cost reduction in the follmyunanner:

I. By identifying and removing unnecessary componeémts product which had utility
earlier.

ii. By introducing component substitution at a lessest gvithout affecting the quality of the
product.

iii. By simplifying the product design.

iv. By introducing alternative methods with less castimproved efficiency.

7. Explain with a diagram the value chain activities within the firm with suitable classifications
under primary and support activities and also the industry value chain indicating what the end use
consumer pays for? (Nov’06)

Answer:

FE s eT L 1"‘||['|"'| |

Ll rlies vClavilies
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8. Differentiate between ‘Traditional Management Accounting’ and ‘Value Chain Analysis in the
strategic framework’. (Nov’08)

Answer: Traditional management accounting focuses on nateinformation. It often places
excessive emphasis on manufacturing costs. ltadsames that cost reduction must be found in
the “value-added” process i.e. selling price léssdost of raw material. The value chain analysis
approach encompasses external and internal data, apropriate cost drivers for all m
value-creating processes, exploits linkages througkhe value chain, and provides contin

monitoring of a firm’s strategic competitive advages. ,&\

Value Chain vs. Traditional Mangement Accounting

Traditional Management Accounting Value Chain Analysis in the str
framework
1. If focuses on internal information Focuses on external inf@ions.

2. Application of single cost driver at the Application of multip%n drivers i.e.
overall firm level is taken. structural and executional are tafkoen
each value a

3. It assume that cost reduction must be Exploit i% s throughout the value
found in the value added process chain i.e. in firm, with suppliers and
customers.

4. Insights for strategic decisions somewhat @ntity cost driver at the individual
limited in traditional management 0 ctivity level and develop cost /
accounting Q) differentiation advantagjther by

controlling those drivérstter than

\‘v% competitors by reconfigurithe value
Q) chain.

9. What is Internal Differentiati alysis?

Answer: The value chain ach is also used by orgaoimato identify opportunities for
creating and sustaining superior differentiatiom.this situation, the primary focus is on the
customer’s perceivedvalue of the productions amdice

As with internal nalysis, internal differexitbn analysis requires firms to first identify ithe

value-creati cesses and primary cost driv@isey are then ready to perform a
differentiation analysis using the following guiohels:
Identi

1.. ldentify the Customers’ value-creating proesss
%/aluate differentiation strategies for enlagcustomer value; and

&Determine the best sustainable differentiasimategies.

- at is Vertical linkage Analysis?

nswer: Linkages among value creating processes do notMihdthe activities within a firm.
The greatest competitive advantage may come olihkdges between a firm’s value creating
activities and those of its suppliers, channelgsars.

Vertical linkage analysis is a much broader applbeaof inter cost & difference analysis that
includes all upstream & downstream value tonga processes throughout the industry.
Vertical linkage analysis considers all links frahe source of raw materials to the disposal
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and/or recycling of the product. Exhibit outlind® vertical links involved in the production of
“fast food” containers.

[ Natural gas producers ]

AV

[ Ethane Producers ] . \
&

x <
[ Styrene Producers ] (ﬁd\

v &

[ Polystyrene Producers ] "\C\O
V $

Fast Food Carton Producer% ,&

AV4
Fast Food Restaurants ]

) AV,
Final Consumers ]

Vertical linkage can reveal Whic%ﬁes aree tmost (and least critical to competitive

advantage (or disadvantage). Fo le, Swisshweakers succeeded for years as relatively
small, labour - intensive asse . Then camel®®s and the advent of low cost, mass -
produced watches. The Swi onded by restimgtineir industry to gain economies of scale
similar to those enjoyed by their global compestor

11. Explain Core Competencies Analysis?

Answer: Industry s re analysis is well suited to digsieg the what of competitiveness, i.e.,
what makes @1} firm or one industry more profitablhan another. But
understan %Qbe particulars of such advantages l@as cost, quality, customer
service ‘J% time to market may still leave someestjans which still largely
unanswered. For example, why do some companiesn sable only to observe and
i

industry structure analysis must be suppléssleby an equally explicit core competence
s. Organizations need to be viewed not aslya portfolio of products or services, but also
s a portfolio of core competencies.

Core competencies are created by superior integratf technological, physical and
human resources. They represent distinctivdlsskis well as intangible, invisible,
intellectual assets and cultural capacities. Caltucapabilities refer to the ability
to manage change, the abilty to learn and teamkiwgr Organizations should be

viewed as a bundle of a few core competencies, eagported by several individual
skills.
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Core competencies are the connective issue lindds together a portfolio of seemingly
diverse businesses. Core competence - based @adisn reduces risk and investment and
increases the opportunities for transferring leagrand best practice across business units.

in inventing new ways of using information techrgldor a wide variety of end users.

contrast, using its core competence in infdrom processing, .\‘b‘

For instance, Microsoft’s only factory asset ishitsnan imagination. This company has excgﬁ

12. Give the Limitations of value chain analysis?

Answer:

1. Non-availability of Data: Internal data on strevenues and a é@used for
Value Chain Analysis are derived from financialfonrmation of a@ie period.
For long-term strategic  decision-making, changes cost _structures, market
prices and capital investments etc. may not béilseavailable. :{uj

2. ldentification of Stages: Identifying stages am industry’s e Chain is limited
by the ability to locate at least one firm thatrtjggpates in a specific stage.

Breaking a value stage into two or more stag n outside firm does not
compete in these stages is strictly judgment. 6
N

3. Ascertainment of Costs, Revenue and setsdirkgn the Costs, Revenues and

Assets for each Value Chain activity s/ givese to serious difficulties.
There is no scientific approach an ch depengsnutrial and error and
experimentation methods. 0

activity, identifying Value in Linkages rass activities, and computing

4. Identification of Cost Driver%ﬁf: tingcost Drivers for each Value-creating
[
supplier and customer prof't@ ins present serahallenges.

5. Resistance from Em Iﬁ%& . Value Chain Analyisisnot easily understandable to
all employees a a%ence may face resistafroen employees as well as

managers. &
Q)
Q@Q’
N
>

5
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Uniform Costing

1. What is uniform costing? Why is it recommended? (June’(9)

Answer: Uniform Costing: It is not a distinct method ofsting when several undertakings start
using the same costing principles or practicesy te said to be following uniform costing.
Different concerns in an industry should adopt memn method of costing and apply unifo%
the same principles and techniques for better costparison and common good and ag
mutual cost control and cost reduction. Hencesitacommended that a uniform r@ of

costing should be adopted by the member units afcumstry.

Answer.: Uniform costing refers to the use of the sameiggirinciples and pr s by several
undertakings. These undertakings may or may noinder the same mana%e t. Adherence to
the same costing methods and procedures speciaéy there can b ore options is the
characteristic feature of a uniform system of e¢wsti )\

2. Explain in brief the advantages and limitations of uniform costing . &
t

Advantages of uniform costing : @
The following are the advantages of uniform costing Q
1. The management of an individual firm / u@h lmaved of the botheration of
developing and introducing a costing systen@tb in.

2. A uniform costing system for the firms ir@aﬁm@stry is provided for the adoption of
such undertakings. Since, the sys is devisedmbyual consultation and after
considering the difficulties and ci@tances pigvg in the various undertakings,
therefore it is readily adopted a%i essfullglemented.

[

res of vasgoiirms. Such a comparison enables the

3. It facilitates comparison of ga
strong points amwhtrol costs effectively and efficiently.

firms to identify their we

4. The available of co of other firms in thdustry enables each firm to know its
standing in the i tr

ndus
5. The benefits ggarch and development of bifjgas are made available to smaller
firms at no

6. Thi tem of costing requires the introductiomamiform wage system in all the firms
in industry. The introduction of a uniform veagystem reduces labour turnover.

7. I%elps trade associations in negotiating with thevernment in trade matters,
\tp;a. icularly, when an industry seeks any assistana®ncession from the government in
'& atters of subsidies, exports, taxation, dutiespaiog determination, etc.

8. Uniform costing is of great help in price fixationUnhealthy competition is avoided
between the firms in the same industry in framiojgies and submitting tenders.

©

It helps the government also in regulating thegwiof essential and important items such
as bread, flour, sugar, cement and steel etc.

CA Pankaj Gupta Ph.: +91 9836292933 / +91 9681751344 H:matspankaj@gmail.com



Advanced Management Accounting 129

Limitations of uniform costing :

1. Due to the differing circumstances in which firmsecate, it is difficult to have uniform
standards, methods and procedures of costing. rEniders the adoption of uniform
costing difficult.

2. Adoption of a uniform costing system requires vasidirms to disclose their cost
other data. Some of the firms do not like this arelthus hesitant towards the use [
costing system. &

3. Small firms feels that uniform costing system isamteonly for large and ?g&* size

firms and thus they cannot afford it.
4. Some feels that the use of this system of costiag lead to monop&%tendencies
resulting in artificially raised higher prices aowrtailing supplies ’\
3. State the objectives of uniform costing. (Nov’09) )®
Answer: The main objectives of uniform costing are as foHo

a) To facilitate the comparison of costs and perforoes ifferent units in the same
industry.

b) To eliminate unhealthy competition among the gﬁéq.mits of an industry.

c) To improve production capacity level and labourcgfhcy by comparing the production
costs of different units with each other.

d) To provide relevant cost informati @ to thev&ament for fixing and regulating
prices of the products. @)

e) To bring standardization ana\@smity in the a&m of participating units.
f) To reduce the diﬁeren@ costs.
t

4. What are the requisites for % allation of a uniform costing system ? (Nov’08, May’10)
Answer: Requisites for installation of uniform costigssential requisites for the installation
of uniform costing are.as under:

a) The firm's@)@ industry should be willing to skd furnish relevant data or information.
b) A iﬂ operation and mutual trust shouldvaitamong the participating firms.
tu

c) Mutual exchange of ideas, methods used, specia\arhent made, research and know

\T? etc. should be frequent.
& igger firms should take the lead towards shariragrtexperience and know how with the
smaller firm to enable the latter to improve thg@rformance.
e) In case of accounting methods, principles, procedund production method uniformity
% must be established.

% 5. Uniform Cost Manual :

Answer: It is written document, which may be in the foofra booklet or bulletin, containing the
principles, methods and procedures for the asoenemt and control of cost in uniform costing.
It is necessary for the successful operation ofoum costing system. Such a manual provide
guidelines to the participating firms to organiseit cost accounting system on a uniform basis.
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The following are the salient features of a umifaost manual.

a) It includes statement of objectives and purposehef system, scope of the system,
advantages and extent of co-operation necessary.

b) It contains the general principles of accountingiure of coding, terminology to be
followed, classification and description of accauniThis section also includes details-of
stock control, labour and overhead cost collectind control. . &

c) Essential cost data and various ratios to be cosadpiiar comparison of performan %
efficiency in the operation of the participationitsn

d) Mode, format and time for presenting cost datarapdrts to the management Q)

e) It provides necessary guideline about the treatnoérdepreciation, intereﬁ@ capital
wastage, scrap, by-product, etc.

6. What items are generally included in good uniform costing manual? (May,
Answer: Uniform costing manual includes essential inforimasi and% fjons to implement

accounting procedures. )\
a) Introduction: It includes objects and scope ofphmning@
b) Accounting procedure and planning includes ru al principle to be followed.
c) Cost accounting planning includes methods of ¢ lation between cost and financial
accounts and methods of integration. Q)
7. What is disinvestments strategy? Highlight the main reasons for disinvestments. (June’09)
Answer:
Divestment Strateqy:
Divestment involves a strategy ing off oredding business operations to divert the
resources, so released, for other oses. Salfing business segment or product division is
one of the frequent forms of div. t strategyndy also include selling off or giving up the

control over subsidiary Wherg‘% e wholly ownethsdiaries may be floated as independently
guoted companies. %

Reason for Divestmem%\teqy
a) In case of a @la ing an opportunity to get mprrefitable product or segment but have
resource raint, it may selling off it's unptable or less profitable division and
utili course so released. Cost Benefilyaisa& Capita Budgeting Method are the
us tool for analyzing this type of situation.

) I%ase of purchase of new business, it may bedftlizt some of the part of the acquired
& iness is not upto the mark. In such type ofsitn disposal of the unwanted part of the
u

siness is more desirable than hold it.

c) In case where any business segment or productosrdsary is pull down the profit of the
whole organization, it is better to cut down ofttleperation of the product or business
segment.

8. Explain the meaning of “Inter — firm Comparison”. Describe the requisites to be considered
while installing a system of inter — firm comparison by an industry.

Answer:

Meaning of inter — firm comparison
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It is a technique of evaluating the performandéciency, costs and profits of firms in an
industry. It consists of voluntary exchange of mfiation / data concerning cost, price, profits,
productivity and overall efficiency among firms eggd in similar type of operation for the
purpose of bringing improvement in efficiency amdlicating weaknesses. Such a comparison
will be possible in the case of those concerns a/eiform costing is an operation.

An inter — firm comparison indicates the efficienafyall important points and aspect in.fir@ﬁ}
management. It enables the management to chalteeggandards which it has set for it
to improve upon them in the light of current infaton gathered from more efficient units.

Requisites for installing a system of inter — firmcomparison ()b\a

In an industry, for installing a system of intefirm comparison, the essenti@aisites are as
follows :-

®
(i) Creation of a centre for inter — firm comparison : For collecti Q analysis of data
received from different units in an industry, fteetpurpose of carrw@ﬁt comparison and for
dissemination of the results of study, a centralybloa centre is necessary. The main functions of
such a centre should include the following : @

Collection of identified data and information frcﬂiﬁeren%@ an industry.
Dissemination of results to its members.
Undertaking research and development for commornrahiddual benefits of its members.

Organising training programmes and publi 11574

industry should become members entre, sietluvith the tusk of carrying out inter — firm

comparison. Q)

(ii) Identification of data and.information requi rement : The type and extent of data and
information required to be cted for interiraf comparison, should be identified first . In
fact, the requirement of 'such information dependshm on the needs of management and the
purpose of compariso& nerally, the followingomfation is required to be collected :-

(i) Membership of Centre : For bettery;es S it is necessary that firmsliierent sizes in an

e Costand ructure
* Ra consumption
e St w materials

Labour efficiency and utilisation
chine utilisation
CBS Capital employed and return on capital
* Liquidity position
* Reserve and appropriation of profits
* Creditors and debtors
* Methods and techniques of production

(iv) Methods of collection and presentation of dat / information :  The centre collects
identified data and information for its membersfiaed intervals by using prescribed formats.
Sometime a questionnaire approach is also folloteedather necessary information. Data and
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information received from members is utilised foegaring reports. These reports present the
data and information in the manner suitable toissrs.

9. What are the advantages of inter-firm comparison system? Discuss
Answer:
Advantages of inter-firm comparison:

L]
I.  Such a comparison gives an overall view of the stiguas a whole to its member {h
present position of industry, progress made dutiegpast and future of the indu

ii. It helps a concern in knowing its strengths or wealses in relation to qtg\s so that
remedial measures may be taken.

iii. It ensures an unbiased specialized reporting aincpbar problems‘of %@m.

iv. It develops cost consciousness among members wstiryd w}\

v. It helps Government in effecting price regulation.

vi. It helps to improve the quality of products manui@d to reduce the cost of
t

production. It is thus, advantageous to the in&uq@ o the society.
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