Theory: Questions & Answers

Cost concepts

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

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

i.
By element :
Under this classification costs are classified into (a) Direct costs and (b) Indirect costs according to elements viz., materials, labour and expenses.

ii.
By function :
Hence costs are classified as :  production cost; administration cost; selling costs; distribution cost; research cost; development cost, etc.

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

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

v.
By normality :   Under this classification costs are segregated as normal and abnormal costs.

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

2.
“Relevant cost analysis helps in drawing the attention of managers to these elements of cost which are relevant for the decision.”  Comment.

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

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

3.
What is Responsibility Accounting ?

Answer
:

It refers to a control system of management accounting and reporting.  The basis of Responsibility Accounting is the creation/recognition of various responsibility/decision centres in an organisation.  The individual managers of these centres are made responsible for the insurance and control of costs relating to their responsibility centres.

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

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

4.
Explain, briefly, the terms Expense Centre, Profit Centre and Investment Centre.

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

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

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

5. Discuss the merits and demerits of using profit centre and cost centre as ways of measuring managerial performance.

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

The chief merit of profit centre is that it makes its managers responsible for the profit performance – achieving the budgeted amount of profit during a period.  Under profit centre concept the whole organisation is dividend into a number of divisions, the performance of each division is measured in terms of both the income that is earned and the costs that are incurred.  Managers in each division have freedom in making decisions.  They need not obtain approval from corporate headquarters for every expenditure.  The main demerit in the working of this system is the incapability of executives to determine suitable transfer price amicably.

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

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

6.
Explain the concept of discretionary costs.  Give three examples. Discuss, how control may be exercised over discretionary costs.

Answer.

Discretionary cost can e explained with the help of following two important features.

i. They arise from periodic (usually yearly) decisions regarding the regarding the maximum outlay to be incurred.

ii. They are not tied to a clear cause and affect relationship between inputs and outputs.

Examples of discretionary costs includes : advertising, public relations, executive  training, teaching, research, health care and management consulting services.

The note worthy feature of discretionary costs is that managers are seldom confident that the “correct” amounts are being spent.

Control over discretionary costs :
To control discretionary costs control points / parameters may be established.  But these points need to be devised individually.  For research and development function to control discretionary costs, dates may be established for submitting  major reports to management.  For advertising and sales promotion, such costs may be controlled by pre-settings targets.  In the case of employees benefits, discretionary costs may be controlled by calling a meeting of employees union and making them aware that the company would meet only the fixed costs and the variable costs should be met by them.

7.
Distinguish between ‘Committed Fixed Costs’ and ‘Discretionary Fixed Costs’.

Answer :
Committed fixed costs, are those fixed costs that arise from the possession of :  (.i)  a plant, building and equipment (e.g. depreciation, rent, taxes, insurance premium etc.)  or  (ii)  a functioning organisation (i.e. salaries of staff).  These costs remain unaffected by any short-run actions.  These costs are affected primarily by long-run sales forecasts that, in turn indicates the long-run capacity targets.  Hence careful long range planning, rather than day-to-day monitoring, is the key to managing committed costs.

Discretionary fixed costs, (some called managed costs or programmed costs).  These costs have two important features :

i. they arise from periodic (usually yearly) decisions regarding the maximum outlay to be incurred, and

ii. they are not tied to a clear cause-and-effect relationship between inputs and outputs.  Examples of discretionary fixed costs includes – advertising, public relations, executive training, teaching, research, health care etc.  These costs are controllable.

8.
Briefly explain the concept of ‘Opportunity Cost’.

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

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

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

9.
What are incremental costs and sunk cost ?  Discuss

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

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

10.
What is meant by Incremental Revenue ?

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

11.
Briefly explain the implications of replacement costs and historical costs in financial reporting.

Answer :
Replacement costs and historical costs are two alternative methods of showing assets in financial reporting.

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

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

12.
What is cost analysis ?  How it is useful in decision making ?

Answer :
Cost analysis is the break up/classification of the aggregate costs into relevant types.  Such an analysis of `
cost is an essential pre-requisite of controlling costs as well as of decision making.

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

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

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

13.
Indicate the major areas of short-term decisions in which differential cost analysis is useful.

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

1. Accept – or –reject special may be deployed.

2. Make – or – buy decisions.

3. Sell – or –process decisions.

4. Reduce – or – maintain price decisions.

5. Add – or – drop production decisions.

6. Operate -- or – shut down decisions.

14.
What do you understand by ‘Departmentalization of Overheads’? What are its advantages ?

Answer.
Departmentalization of Overheads is the process of identification of overheads expenses (allocation) and allotment of due share of common expenses (apportionment) to different production/service departments or cost centres.


Advantages :


1.  Ascertainment of cost with reasonable accuracy and fixation of selling prices of products ;


2.  Control of departmental expenses ;

3.  Judging the relative profitability of the departments or contribution made by each department to the total profit of the organization ;


4.  Decision making.

MARGINAL  COSTING

1.
Discuss the four main limitations of break-even chart.

ANSWER:
The main limitations of break-even chart are as follows :

1. The variable  cost line need not necessarily be a straight line because of the possibility of operation of law of increasing costs or law of decreasing returns.

2. Similarly the selling price will not be a constant factor.  Any increase or decrease in output is likely to have an influence on the selling price.

3. When a number of products are produced, separate break-even charts have to be drawn.  This poses a problem of apportionment of fixed expenses to each product.

4. Break-even charts ignore the capital employed in business which is one of the important guiding factor in the determination of profitability.

5. The preparation of break-even chart presumes that costs can be reliably divided into fixed and variable component.  This is very difficult in practice.

6. The break-even chart presumes that production and sales will be synchronized at all points of time or in other words, the entire production will be sold.  This may not be true in practice.

2.    Profit/Volume Ratio :

Profit volume ratio is the ratio of contribution denoting the difference between sales and variable cost. Since in the short term fixed cost does not change, Profit/volume ratio also measures the rate of change of profit due to change in the 
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It is influenced by sales and variable or marginal cost. If the sales price increases without corresponding increase in marginal cost the contribution increases and the Profit volume ratio improves. Similarly if the marginal cost is reduced with sale price remaining same Profit/Volume ratio improves.

The advantage of profit/volume ratio are that it can be used to measure profitability of each product or group of them separately so that the necessity for continuance of such production can be examined. It may also be used to measure the profitability or each production centre, process or operation.

One fundamental property of Profit/Volume ratio is that it remains same at various levels of operation and thus break even points, required selling prices to maintain profits at various levels etc. can be easily calculated by suitable application of this ratio.

3.    Break even point :

Break even point represents that volume of production where total cost equal total revenue resulting into a no-profit no-loss situation. If output falls below that point, there is loss and if output exceeds the point there is profit. Therefore at break even point.



Revenue = Total Cost



Sales = S = C = Fixed Cost + Variable Cost



Sales-variable Cost = Contribution = Fixed Cost

It can be concluded that at break even point the contribution earned just covers the fixed cost and at levels below the point contribution earned is not adequate to match the fixed cost and at levels above the point contribution earned more than recovers the fixed cost.
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P is the break even point in the break even chart where OD and OC being the sales line and cost line interests. Loss result in the left side of i.e. before the break even point is reached and beyond P profit starts to generate.


Break even point has a wide use in the field of marginal costing and helps to decide the production mix, fixation of price, to be taken in long term planning etc.

4.    Margin of Safety :


Margin of safety is the difference between the sales or production at a particular level of activity and the break even sales a production. A large margin of safety indicates the soundness of the business and correspondingly a small margin of business  indicates a not too-sound position. Margin of safety can be improved by lowering the fixed cost and variable costs, increasing the volumes of sales and production, increasing the selling prices or changing the product mix resulting into a better overall Profit/Volume ratio.




Margin of safety can be calculated by applying the following
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5.    Angle of Incidence :

It is  the angle of intersection between the sales and the total cost lines. It indicates the profit earning capacity of the concern at a certain level of sales production. The larger the angle of incidence the more is the profit earning capacity and vice versa. It also provides an indication as to what extent the output and sales price may be varied to attain a desire level of profit. It gives an easy and clear idea to the profitability under different levels of activities and also for different product mix and is a simple visual aid to find out profit earning capacity without going in for any calculation.

6.
Explain briefly angle of incidence and margin of safety in Break Even Analysis.

Answer: 
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Angle of incidence  (Refer to above diagram)

The point P where the sales line cuts the total cost line is known as a break-even-point and the angle formed by these lines is called angle of incidence.  This angle tells us about the rate at which profits are being made.  The larger angle of incidence indicate higher rate of profit or vice-versa.

Margin of safety

The difference between total sales and sales at break-even-point represents the margin of safety.  It is the amount of sales above the break-even-point.  If there is a fall in the sales to the extent of margin of safety, this situation would indicated that firm is operating at break-even-point

Margin of safety can be expressed in absolute terms and also in terms of percentage.

In absolute terms :  Margin of safety  =
Actual sales  ​-  Sales at break even point

In terms of percentage, it is computed as under :


Margin of safety ratio  =  Margin of safety in absolute terms   x  100






Actual sales

7.
Indicate any five circumstances under which you will permit to fix a price, which is less than the marginal cost of the product.

Answer:   Circumstances under which a firm may fix a price less than the marginal cost of the product are as under 

i. When goods are of perishable nature.

ii. When the concern had already purchased huge quantities of raw materials and the prices of these materials is falling considerably in the market.

iii. When competitors are to be eliminated from the market.

iv. When a new product is to be introduced in the market.

v. To obviate shut-down costs.

vi. To push-up the sale of another highly profitable product.

vii. To capture future market.

viii. To capture foreign market.

8.
Write notes on  Key Factor

Answer :key factor  :

Every business aims to produce and sell unlimited units of the product manufactured  by him.  But it is not possible due to some factor.  There is always a factor which may limit the activity level of a firm.  Such a factor is known as the key factor.  In most of the cases ‘sales’ is the key factor.  It determines the volume of output to be produced.  Sometime sales may not be the key factor but some other factor such as labour; machine capacity; material; finance etc. which may not be available in requisite quantity will be a key factor.

In other words, key factor is a factor that limits the quantum of activity of a firm at a particular time or over a period of time.  Key factor governs the decision “ how much to produce “.

In case, sales being the key factor, the profitability of the product is measured by computing its profit volume ratio.  When any other factor is the key-factor, the most profitable product will be that which would yield maximum contribution per unit of key factor.  The profitability of any key-factor other than sales can be ascertained by using the following formula :-


Profitability (per unit) of key factor  =
Contribution








Key factor
9.
Discuss the relationship between Angle of Incidence, break-even Level and Margin of Safety.

Answer

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

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


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


Relationship between Angle of Incidence, Break-even Level and Margin of Safety
1. If the break-even point is low and angle of incidence is large.  The margin of safety is large and the business enjoys financial stability.  A low break-even point indicates that  the business could be run profitably even if there is a fall in sales, unless the sales are very low.

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

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

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

10.
Mention any four important factors to be considered in Marginal Costing Decisions.

Answer:
Important factors to be considered in ‘Marginal Costing Decisions’ are as follows :

i. Whether the product or production makes a contribution.

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

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

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

11.
List out the assumptions of break-even analysis.

Answer.
The assumptions underlying break even analysis are as below :

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

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

iii. Prices of output and input remain unchanged.

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

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

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

vii. The company manufactures a single product.

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

12.
What are the limitations of marginal costing ? Explain.

Answer

Limitations of marginal costing :

Marginal Costing assumes that all costs can be classified into fixed and variable.  But it is not so, as there are costs which are neither fixed or variable.  For example, various amenities provided to workers may have no relation either to volume of production or time factor.


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


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


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


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


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

13.
Distinguish between absorption costing and marginal costing.

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

Absorption Costing


                      Marginal Costing

1. It is a total cost technique i.e. both variable
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 same







period in which they are incurred.

2. Fixed factory overheads are absorbed by 
The cost of production under this method does not

the  production  units  on  the  basis  of  a 
include  fixed factory  overheads and therefore, the 

predetermined   fixed   factory   overhead 
value  of  closing  stock  comprises of only variable 

recovery  rate  based on normal capacity.  
costs.   No part of the fixed expenses in included in


Under/over   absorbed    overheads    are 
the  value  of  closing  stock and carried over to the


adjusted  before  arriving  at  the figure of 
next period.


profit for a particular period.

3. Inspire  of   best   possible   forecast   and 
 Since fixed overheads are not included in the cost

equitable basis of apportionment/allocation 
 of production, therefore the question of their under/

of  fixed  costs,  under  or over  recovery of 
 over recovery does not arise.

fixed overheads generally arises.

4. Managerial  decisions  under this costing 
Here  decisions  are  made  on  the  basis of 

technique   are based on profit i.e. excess 
contribution  i.e.  excess  of  sales  price over

of sales value over total costs, which may 
variable costs.  This basis of decision making

at times lead to erroneous decisions.

Results in optimum profitability.

14.
What is CVP analysis and what purposes does it serve ?  Explain.

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


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

i. to forecast profit fairly accurately.

ii. to set up flexible budgets.

iii. To evaluate performance for control.

iv. To ascertain the effects of costs of changes in volume for market expansion or contraction.

v. To formulate price policies.

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

Standard costing

1.
What are the basic difference between Standard Costing and Budgetary Control ?

Answer:
Basic differences between Standard Costing and Budgetary control are as follows :

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

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

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

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

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

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

2.
How are cost variances disposed off in a standard costing system ?  Explain.

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

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

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

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

3.
Mention the causes that give rise to Labour rate variance.

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

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

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

iii. Payment of special increments or allowances to workers.

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

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

vi. Resorting to excessive overtime.


4.
Explain the problems concerning control of operations that a manufacturing company can be expected to experience in using a standard costing system during periods of repaid inflation.

Answer.
The problems concerning control of operations that a manufacturing company can be expected to experience in using a standard costing system during periods of repaid inflation are as follows :

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

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

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

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

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

vi. Administrative work involved in maintaining up to-date standards when prices are constantly changing will increase.

5.
Analysis cost variances between budgets and actual is a post-mortem exercise rather than a control exercise.  Give your comments on this statement.

Suggest a pragmatic solution in a given context of your choice.

Answer:
Conventional approach to cost variance analysis follows a methodology of :

· Setting cost standards and construction of a budget based on them

· Comparison of the actual and budgeted outcomes.

· Factoring the variance into individual components and investigation of the significant differences.

In this approach the standards are related to expectations over the budget period and do not necessarily reflect optimal performance.  Usually it is believed that standards should be reasonably attainable in the circumstances envisaged.  Thus it this context conventional variance analysis is a post-mortem exercise.

If the standards are tight then will have a disincentive effect, whereas if the standards are loose then this results in complacency.  The behavioral aspect and implications play an important role in the budget, This is ignored in conventional methods.

Standards set are on a static budget and are viewed as point estimates and not as a range of values.  As a result the variances investigated ignores what may those due to chance factors.  This lacuna can be overcome by use of statistical quality control methods to examine variances deeming the standard as a range of possible acceptable values.

The investigations of the variances in current methods are rather arbitrary.  It does not give adequate guidance regarding cost-benefit of variance investigated or cost of correcting errors.  Thus the conventional analysis is more a post-mortem.

The following aspects need careful focussing :

· Variance analysis should be sufficiently refined to provide adequate information.  Some of the information in current  system are redundant and are available elsewhere.

· Measurements in current system are inappropriate in that they refer to an original budget.  Shifts in plans may be reflected in budgets.  But the profit foregone are not measured thus conventional system does not act as an opportunity cost system.

· Very little attention is given to some of the important factors particularly those of a qualitative nature relevant in business planning.

The limitations of conventional system may be summarised as :

· using points estimates as against a range of values reflecting changing random situations 

· using arbitrary criteria and failing to use cost-benefit analysis connected with variance investigation.

· using crude variance classification, inappropriate measurements, calculation of redundant variance, ignoring variances related important control areas.

· Using a closed system approach, thereby ignoring the interdependence between different responsibility centres.

Pricing

1.
In transfer pricing what is common conflict between a division and the company as a whole.

Answer:


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

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

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

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

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

2.
What is meant by Cost-plus pricing ?

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

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

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

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

3.
a.
“Transfer pricing is a widely debated and contested topic” – Discuss.

b. What should be the basis of transfer pricing, if unit variable cost and selling price are not constant ?

Answer.:

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

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

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

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

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

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

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

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

4.
State the important factors to be considered in pricing decision 

Answer :


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


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

Cost plus a mark-up​

· Profit quantum on selling price

· Return on investment

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

Cost plus markup method in general is not advisable as :

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

5.
Discuss briefly the concept of Skimming Pricing Policy.

Answer.
Skimming Pricing Policy

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

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

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

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

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

6.
Enumerate and briefly explain any three methods of determining transfer prices.

Answer.


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

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

ii. At market price

iii. At bargained or negotiated prices.

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

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

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

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

Market price method :
Under this method the transfer prices of goods/services transferred to other units/divisions are based on market prices.  In a competitive market goods/services cannot be transferred to its users at a higher price.  Such a competitive market provides an incentive to efficient production.  The main limitations of this method are :

i. Difficulty in obtaining just market prices.

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

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

Short notes & Treatment

1.
 Value Analysis :
Value analysis or value engineering is one of the most widely used cost reduction techniques.  It can be defined as a technique that yields value improvement.  It is the process of systematic analysis and evaluation of various techniques and functions with a view to improve organisational performance.  It aims at reducing and controlling costs of a product from the point of view of its value by analysing the value currently received.  It investigates into the economic attributes of value.  It attempts to reduce cost through design change, modification of material specification, change in the source of supply and so on.  It  emphasises on finding new ways of getting equal or better performance from a product at a lesser cost without affecting its quality, function, utility and reliability.  For example, the function of a fastener is to join two or more parts.  Value analysis examines the value of this function in terms of alternative methods such as welding, taping stapling, etc. in view of the stress and vibrations involved in a specific application.

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

The various steps involved in value analysis are :

1. identification of the problem;

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

3. exploring and evaluating alternatives and developing them.

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

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

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

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

2.
Responsibility Accounting :
It refers to a control system of management accounting are reporting.  The basis of responsibility accounting is the creation/recognition of various responsibility/decision centres in an organisation.  The individual Managers of these centres are made responsible for the incurrence and control of costs relating to their responsibility centres.  It aims at control of cost and not its determination.  It will examine the responsibility for cost under review.  The performance of the Managers of the various responsibility centres is judged by assessing how far they have been able to monitor these costs.  This is done through performance reports.  The method can be tailored according to the needs of an organisation.  Thus responsibility accounting is a primary management tool which provides complete suggestions for corrective action.  The preparation of an organisation chart, individual interest, probability of resistance and feeling of dissatisfaction are the limitation of responsibility accounting.  The names of various responsibility centres are (.i)  Cost Centre,  (ii)  Profit Centre,  (iii)  Investment Centre,  (iv)  Contribution Centre,  (v)  Revenue Centre and (vi)  Service Cost Centre.

3.
Treatment of   the research and development costs in connection with

i. job undertaken on behalf of a customer; and

ii. improvement in existing products ?

Answer:

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

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

7.
Benchmarking


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




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


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


2.
Measure actual performance to compare with the benchmarks.


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


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


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

8.
Strategic Cost Management


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


What is strategic cost management?


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


What is a strategy?


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


Developing a sustainable competitive advantage


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


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


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


( 
economies of sale in production


(
learning curve effect


(
tight cost control


(
cost minimisation in service areas. 


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



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



The effects of competitive strategy on required skills, reporting systems and cost management systems may be summarised as follows (Porter, 1985)

	Strategy
	Required Skills and

Resources
	Organisation and

Reporting Requirements
	Strategic Cost

Management System

	Cost Leadership
	Substantial capital investment and access to capital

Process engineering skills

Products designed for ease of manufacture
	Tight cost Control

Frequent, detailed control reports

Structured organisation and policies

Incentives based on meeting strict, quantitative targets


	Cost Accounting and Operational Control 

	Differentiation
	Strong marketing abilities

Product engineering

Corporate reputation for quality or technological leadership

Long tradition in the industry or unique skills drawn from other business


	Strong co-ordination among functions—research, product development, manufacturing and marketing
	Management Control



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

9.
Business process re-engineering


Business process re-engineering involves examining business processes and making substantial changes to how the organisation currently operates. It involves the redesign of how work is done through activities. A business process consists of a collection of activities that are linked together in a co-ordinated manner to achieve a specific objective. For example, material handling might be classed as a business process consisting of separate activities relating to scheduling production, storing materials, processing purchase orders, inspecting materials and paying suppliers. 


The aim of business process re-engineering is to improve the key business process in an organisation by focusing on simplification, cost reduction, improved quality and enhanced customer satisfaction. Consider the materials handling process outlined in the above paragraph. The process might be re-engineered by sending the production schedule direct to nominated suppliers and entering into contractual agreements to deliver the materials in accordance with the production schedule and also guaranteeing their quality by inspecting them prior to delivery. The end result might be the elimination, or a permanent reduction, of the storing, purchasing and inspection activities. These activities are non-value added activities since they represent an opportunity for cost reduction without reducing the products’ service potentials to customers.      


A distinguishing feature of business process re-engineering is that it involves radical and dramatic changes in processes by abandoning current practices and reinventing completely new methods of performing business processes. The focus is a major changes rather than marginal improvements. A further example of business process re-engineering is moving from a traditional functional plant layout to a just-in-time cellular product layout and adopting a just-in-time philosophy. Adopting a just-in-time (JIT) system and philosophy has important implications for cost management and performance reporting. It is therefore, important that you understand the nature of such systems had how they differ from traditional systems, but rather than deviating at this point from our discussion of cost management the description of a JIT system will be deferred until the end of he chapter.

10.
Cost of quality


To compete successfully in today’s global competitive environment companies are becoming ‘customer-driven’ and making customer satisfaction an overriding priority. Customers are demanding ever-improving levels of service regarding cost, quality, reliability, delivery and the choice of innovative new products. Quality has become one of the key competitive variables and this has created the need for management accountants to become more involved in the provision of information relating to the quality of products and services and activities that produce them. In the UK quality related costs have been reported to range from 5 to 15% of total company sales revenue (Plunkett et al., 1985). Eliminating inferior quality can therefore result in substantial savings and higher revenues.


Total quality management (TQM), a term used to describe a situation where all business functions are involved in a process of continuous quality improvement, has been adopted by many companies. TQM has broadened, from its early concentration on the statistical monitoring of manufacturing processes, to a customer-oriented process of continuous improvement that focuses on delivering products or services of consistent high quality in a timely fashion. In the 1980s most European and American companies considered quality to be an additional cost of manufacturing, but by the end of the decade they began to realise that quality saved money. The philosophy of emphasising production volume over quality resulted in high levels of stocks at each production stage in order to protect against shortages caused by inferior quality at previous stages and excessive expenditure on inspection rework, scrap and warranty repairs. Companies discovered that it has cheaper to produce the items correctly the first time rather than wasting resources by making substandard items that have to be detected, reworked, scrapped or returned by customers. In other words, the emphasis of TQM is to design and build quality in, rather than trying to inspect it in, by focusing on the cause rather than the symptoms of poor quality. 


Management accounting systems can help organisations achieve their quality goals by providing a variety of reports and measures that motivate and evaluate managerial efforts to improve quality. These will include financial and non-financial measures. Many companies are currently not aware of how much they are spending on quality. A cost of quality report should be prepared to indicate the total cost to the organisation of producing products or services that do not conform with quality requirements. Four categories of costs should be reported. 


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


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


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


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

12.
Value Engineering / ANALYSIS


Value engineering (also known as value analysis) is a systematic interdisciplinary examination of factors affecting the cost of a product or service in order to devise means of achieving the specified purpose at the required standard of quality and reliability at the target cost. The aim of value engineering is to achieve the assigned target cost by (i) identifying improved product designs that reduce the product’s cost without sacrificing functionality and/or (ii) eliminating unnecessary functions that increase the product’s costs and for which customers are not prepared to pay extra for.


Value engineering requires the use of functional analysis. This process involves decomposing the product into its may elements or attributes. For example, in the case of automobiles functions might consist of style, comfort, operability, reliability, quality, attractiveness and many others (Kato, 1993). A price, or value, for each element is determined which reflects the amount the customer is prepared to pay. To obtain this information companies normally conduct surveys and interviews with customers. The total of the values for each function gives the estimated selling price from which the target profit is deducted to derive the target cost. The cost of each function of a product is compared with the benefits perceived by the customers. If the cost of the function exceeds the benefit to the customer, then the function should be either eliminated, modified to reduce its cost, or enhanced in terms of its perceived value so that its value exceeds the cost. Also by focusing on the product’s functions, the design team will often consider components that perform the same function in other products, thus increasing the possibility of using standard components and reducing costs. 

14.
Kaizen Costing 


In addition to target costing Kaizen Costing is widely used by Japanese organisation as a mechanism for reducing and managing costs. Kaizen is the Japanese terms for making improvements to a process through small incremental amounts, rather than through large innovations. The major difference between target and Kaizen costing is that target costing is applied during the design stage whereas Kaizen costing is applied during the manufacturing stage of the product life cycle. With target costing the focus is one the product, and cost reductions are achieved primarily through product design. In contrast, Kaizen costing focuses on the production process and cost reduction are derived primarily through the increased efficiency of the production process. Therefore the potential cost reductions are smaller with Kaizen costing because the products are already in the manufacturing stage of their life cycles and a significant proportion of the costs will have become locked-in. 


The aim of Kaizen costing is to reduce the cost of components and products by a pre-specified amount. Monden and Hamada (1991) describe the application of Kaizen costing in a Japanese automobile plant. Each plant is assigned a target cost reduction ratio and this is applied to the previous year’s actual costs to determine the target cost reduction. Kaizen costing relies heavily on employee empowerment. They are assumed to have superior knowledge about how to improve processes because they are closest to the manufacturing processes and customers and are likely to have greater insights into how costs can be reduced. Thus, a major feature of Kaizen costing is that workers are given the responsibility to improve processes and reduce costs. Unlike target costing it is not accompanied by a set of techniques or procedures that are automatically applied to achieve the cost reductions. 

15.
The Balanced Scorecard


Prior to the 1080s management accounting control systems tended to focus mainly on financial measures of performance. The inclusion of only those items that could be expressed in monetary terms motivated managers to focus excessively on cost reduction and ignore other important variables which were necessary to compete in the global competitive environment that emerged during the 1980s. Product  quality, delivery, reliability, after-sales service and customer satisfaction became key competitive variables, but not of these were measured by the traditional management accounting performance measurement system.


During the 1080s much greater emphasis was given to incorporating into the management reporting system those non-financial performance measures that provided feedback on the key variables that are required to compete successfully in a global economic environment. However, a proliferation of performance measures emerged. This resulted in confusion when some of the measures conflicted with each other and it was possible to enhance one measure at the expense of another. It was also not clear to managers how the non-financial measures on which they were evaluated contributed to the whole picture of achieving success in financial terms.  


The need to link financial and non-financial measures of performance and identify key performance measures led to the emergence of the balanced scorecard – a set of measures that gives top management a fast but comprehensive view of the organisational unit (i.e. a division / strategic business unit). The balanced scorecard was devised by Kaplan and Norton (1992) and refined in later publications (Kaplan and Norton, 1993, 1996a, 1996b). therefore, the following discussion is a summary of Kaplan and Norton’s writings on this topic. They use a diagram similar to the one shown in Figure 23.1 to illustrate how the balanced scorecard links performance measures.


You can see that it allows managers to look at the business from four different perspectives by seeking to provide answers to the following four basic questions:  


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


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


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


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


The aim of the scorecard is to provide a comprehensive framework for translating a company’s strategic objectives into a coherent set of performance measures. In order to minimise information overload the number of measures in each of the boxes in Figure ___ is limited. Typically each box ought to comprise three to five measures.


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


As a result of their experiences in implementing the balanced scorecard in organization Kaplan and Norton became aware of the importance of tying the measures in the balanced scorecard to an organization  strategies.  They observed that most companies were trying to improve the performance of existing processes (through  lower cost, improved quality and shorter customer response times) but they were not  identifying the processes tat were  truly strategic (i.e. those that require exceptional performance) for an  organisation’s strategy to succeed. 


Kaplan and Norton’s  experiences of innovative companies implementing the  balanced scorecard indicated that they  were using it, not only to clarify and communicates strategy, but also to manage strategy. They conclude that the balance scorecard has evolved from an improved performance measurement system to a core strategic management system. This  strategic  thrust  is reflect in the titles of  their  later publications --- ‘Using the balanced scorecard as a strategic management system’ (1996a) and The Balanced Scorecard : Translating Strategy into Action (1996b). 

The Balance Scorecard

	 

Financial perspective

	Goals
	Measures

	
	






	Customer perspective

	Goals
	Measures

	
	



	
Learning and growth perspective 

	Goals
	   Measures

	
	


Activity-based costing (ABC)

1.
Explain the concept of Activity Based Costing.

Answer:
Activity Based Costing : To arrive at more accurate cost.

It is based on two principles :

i) Activities consume resources.

ii) These resources are also consumed by product services.


Activity cost is the ratio of resources consumed by an activity to the output resulting from the activity. The goal of ABC is to trace costs to products/services instead of arbitrarily allocating them.

ABC may be used with both job order costing and process costing. Activity-analysis and selection of cost driver for each activity are the prerequisites.

2.
Explain the concepts of activity based costing and cost driver.

Answer :
Activity Based Costing (ABC) emphasises the need to obtain a better understanding of the behavior of overhead costs and ascertains what causes overhead costs and how they relate to products. It assumes that activities cause costs and that products create the demand for activities. Costs are assigned to products based on the demand for activities.

Cost drivers are used to describe the events or forces that are the significant determinants of the cost activities e.g. Production scheduling cost is generated by the number of production runs that each product generates. Then the number of set ups would represent the cost driver for production scheduling.

3.
Explain the concept of cost drivers. Indicate what you will consider as cost drivers for the following business functions :

i. research and development; and

ii. customer service.

Answers :
A cost driver is any factor whose change causes a change in the total cost of a related cost object.  In other words, a change in the level of cost driver will cause a change in the level of the total cost of a related cost object.

The cost drives for business function viz., Research & Development and Customer Service are as below :

Business functions 




Cost drives


Research & Development

-     Number of research projects

· Personal hours on a project

· Technical complexities of projects.

Customer Service


-      Number of service calls.






-      Hours spent on servicing product

Linear programming.

1
a.
List out the accounting and financing areas where Linear Programming can be used.


b.
What are the uses of the learning curve concept ?

Answer.

a. Accounting and financing areas where Linear Programming can be used :

Allocation problems are concerned with the utilisation of limited resources to best advantage.

Linear Programming (LP) is a mathematical technique to optimise the value of some objective e.g., maximum profit or minimum cost, when the factors involved, say labour or machine hours, are subject to some constraints :

LP can be used in solving resource allocation problems in any area, including accounting and finance, provided that the problem meets the following requirements :

i. The problem must be capable of being stated in numeric terms.

ii. All factors involved in the problem must have linear relationship.

iii. The problem must permit a choice or choices between alternative course of action.

iv. There must be one or more restrictions on the factors involved.

Specific examples in the accounting and finance areas include :

i. Capital investment and project appraisal particularly relating to capital rationing problems.

ii. Maximising contribution or minimising cost decisions involving production planning, product mix and similar problems.

iii. Transfer pricing problems and elements of corporate strategy formulation.

b. For any labour intensive job, as the worker repeats the job be gains experience, time taken unit reduces and his performance improves.  This improvement in productivity is due to learning effect.  A diagram  depicting the effect of learning is known as learning / experience / improvement / progress curve.  As the quantity  produced of a given item doubles, the cost of that item decreases at a fixed rate.

Knowledge of learning curve helps in cost predications.  Its main uses include :

i. L.C. helps in analysing cost-volume profit relationship and is useful for cost estimates and forecasting 

ii. L.C. helps in budgeting and profit planning

iii. L.C. helps in pricing, particularly in a tender when it is known that the tender consists of several repetitive jobs

iv. L.C. helps design engineers in making decision, based upon expected rates of improvement.

v. L.C. helps in setting standards in learning phase

vi. L.C. knowledge helps in manpower planning for contract of long duration or for repetitive clerical work.

3.
Discuss, with examples, the industrial and management applications of linear programming.

Answer.
By Industrial applications of LP.



Product Mix

Production scheduling

Blending

Transportation

Trim Loss



Management application of LP



Portfolio selection



Financial Mix



Profit Planning



Media selection



Travelling salesman.


4.
Explain briefly the four major types of allocation problems which can be solved using linear programming technique.

Answer
Four major types of allocation problems using LP technique are :


(.i)
Transportation problem – Distribution of commodities to warehouses.

(ii) Assignment problem- Allocation of machines to jobs.

(iii) Product mix problem- Optimal product mix to maximise contribution.

(iv) Blending problem – Optimal blending of raw materials to minimise cost of cotton blending.

5.
Discuss the scope and limitations of linear programming as an aid to managerial decision-making.

Answer.
A linear programming problem is basically that of maximising or minimising an objective function subject to a set of constraints of the forms “ less-than-or-equal to “ /  “ greater-than-or-equal to “ /  “ equal to “ on the variables.  In practical problems an additional restriction of non-negativity of the variables is imposed.

This structure models stems from the assumptions :

Proportionality   (
The unit cost / profit is independent of the activity level.  The usage of resources per unit activity is independent of the activity level.

Additivity 
 ( The total cost / profit and the total usage of a resource is the sum of costs / profit or sum of resources for each of the activity.

Divisibility   (  The resources may be allocated to the activities in any proportions whatsoever.  this results in the condition that the values of variables may take any rational number.

Non-negativity  (  It is usually assumed that variables will have to be non-negative.  Through this condition can be relaxed at times.

Certainty 
  ( It is assumed that the data figures of cost / profit, resources and usage of resources are known with certainty.

Thus any decision problem satisfying the above assumptions (often nearly the assumptions in practical terms) can be formulated as a liner program and the optical decision found.

However, in many problems of real life, one or more of the above assumptions may not be maintained.  In such problems Linear programming methods cannot be applied.

Typical examples of non-linear programming problems are :

· All Integer or Mixed integer programs (Some variables to be integers)

· Objective function non-linear (In portfolio theory the objective function is a quadratic)

· In certain engineering / chemical problems the  additivity condition is not satisfied. Or the constraints become nonlinear.

Where LP formulation is possible it is possible to obtain the optimal solution (maximum profit or minimum cost) and the values of the variables.  If there are more than one solution this can be determined.  If problems are not feasible or unbounded this can be determined.  In addition it is possible to evaluate the opportunity cost of scarce resources for decision on resource development.

Very many decision problems, even through strictly of a non-linear type, can still be approximately solved as linear programming indicating useful course of action if judiciously interpreted.

Transportation
1.
Procedure to be followed in obtaining an optimal solution under Transportation Model:

___
Find initial basic feasible solution by using either North-west corner method or least cost method or Vogel’s Approximation Method.

___
Check the number of occupied cells for satisfying the rule m + n – 1.

___
For each occupied cell by the current solution,  solve the system of equations i.e. ui + vj = Cj.

___
Compute the net evaluation for all unoccupied cells.

___
Examine the sign of each Zj-Cj. If all Zj-Cj ( 0, then the current solution is optimal.
___
If the above is not satisfied, identify the loops and make allocation till Z1-C1 is ( 0.
Simulation

1.
Define simulation and explain its advantages

Answer.
Problem involving managerial decision making are often solved by sophisticated  mathematical models.  However, there are many situations when the system is so complex  that it is not possible to express the elements and their interrelationships as a mathematical model.  In these situations the only practical solution is to simulate the system.

To develop a simulated model, its elements are analysed and expressed in terms of probability distribution function.  The elements so specified so specified are collected in a natural order of occurrence and tested for various alternatives that surface by the use of random numbers.  The method using random number tables is known as Monte Carlo Techniques.

Thus we may define simulation as replacement of unknown actual environment by its theoretical counterpart with the help of some assumed probability distribution and the samples are drawn from the theoretical population by means of a random number table.



Advantages :
Where making observations in a real situation may be expensive, very difficult, or a protracted exercise, and operating more than one set of real situation, all at a time, for the purpose of observing the alternative data is not feasible, the simulation technique comes handy with the aid of a computers that also generates random numbers.  The time, cost and risk involved in the experimentation of a real environment, if practicable at all, are avoided and decision making becomes easier by observing the average of the results obtained by sufficient runs or replications of the set of data from theoretical population.

ENTERPRISE  RESOURCE  PLANNING (ERP)


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


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


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


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


FEATURES OF ENTERPRISE RESOURCE PLANNING 

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

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

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

· ERP bridge the information gap across organisations. 

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

· ERP is the solution for better project management. 

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

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

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

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


BENEFITS  OF ENTERPRISE RESOURCE PLANNING 

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


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

1.
Product  Costing  :  Determination of cost of products correctly, is quite critical every industry. ERP supports advances costing methods, including standard costing, actual costing and activity –based costing. Additionally, all costing methods and information can be fully integrated with finance. This provides the company with essential financial information for  monitoring controlling costs.

2.
Inventory Management : ERP  can be  used in multi-national, multi – company, and multi—site manufacturing and distribution environments. This system simplifies complicated logistics by allowing one to plan and manage companies in different countries as a single unit and its advanced functionality allows one to process product and financial information flows in several different ways. 


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


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

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


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

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

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

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

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

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

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


REASONS FOR THE IMPLEMENTION OF ERP  BY COMPANIES 

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

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

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

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

1
Optimum level of inventory is that which minimises the total costs”.  Discuss.

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

If EOQ and safety stock are well balanced that will minimise the total costs.

2. What are the features of a  Just –in –time (JIT )  manufacturing  system ?  What  are its benefits ?

Answer

Just  in Time Manufacturing  (JIT –Manufacturing) :
Just in time manufacturing system developed in Japan (Toyota), normally for use  with  respect to manufacture. Which aims at a much tightened control over inventory. It  has been defined as the production of the necessary items, in the necessary quantities,  at the necessary time.

Features  :

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

b) Emphasis on customer service and timing.

c) Short  of operations.

d) Flexibility of operations.

e) Efficient  flow

f) Use  of kanban  and Visibility.

Benefits  :

----
Reduce  inventories  and WIP

----
Reduce space requirements, set  up time

----
Shorter  throughput  times

----
Greater  employees  involvement, participation  and motivation

----
Smooth work  force


----
Greater  productivity


----
Improved  product /service  quality


----
Improved customer  service  and smaller  batch  size.


----
More  uniform  loading  of facilities.


Pre –requisites  of  JIT:

(i) Low  variety

(ii) Demand  stability

(iii) Vendor  reliability

(iv) Defect  free  materials.

(v) Good  communication

(vi) Preventive  maintenance

(vii) Total  quantity  control.

Desirable  factor  of  JIT :

(i) Management  commitment

(ii) Employee investment.

(iii) Employee  flexibility.

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

i. saves cost due to lead time

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

iii. does away with locking up of funds in inventory

iv. helps very much in working capital management

6.
Explain the concept of cost drivers. Indicate what you will consider as cost drivers for the following business functions :

iii. research and development; and

iv. customer service.

Answers :
A cost driver is any factor whose change causes a change in the total cost of a related cost object.  In other words, a change in the level of cost driver will cause a change in the level of the total cost of a related cost object.

The cost drives for business function viz., Research & Development and Customer Service are as below :

Business functions :






Cost drives


Research & Development

-     Number of research projects

· Personal hours on a project

· Technical complexities of projects.

Customer Service


-      Number of service calls.






-      Hours spent on servicing product

7.
Discuss the merits and demerits of using profit centre and cost centre as ways of measuring managerial performance.

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

The chief merit of profit center is that it makes its managers responsible for the profit performance – achieving the budgeted amount of profit during a period.  Under profit center concept the whole organisation is dividend into a number of divisions, the performance of each division is measured in terms of both the income that is earned and the costs that are incurred.  Managers in each division have freedom in making decisions.  They need not obtain approval from corporate headquarters for every expenditure.  The main demerit in the working of this system is the incapability of executives to determine suitable transfer price amicably.

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

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

8.
Explain the concept of discretionary costs.  Give three examples. Discuss, how control may be exercised over discretionary costs.

Answer.

Discretionary cost can e explained with the help of following two important features.

i. They arise from periodic (usually yearly) decisions regarding the regarding the maximum outlay to be incurred.

ii. They are not tied to a clear cause and affect relationship between inputs and outputs.

Examples of discretionary costs includes : advertising, public relations, executive  training, teaching, research, health care and management consulting services.

The note worthy feature of discretionary costs is that managers are seldom confident that the “correct” amounts are being spent.

Control over discretionary costs :
To control discretionary costs control points / parameters may be established.  But these points need to be divided individually.  For research and development function to control discretionary costs, dates may be established for submitting  major reports to management.  For advertising and sales promotion, such costs may be controlled by pre-settings targets.  In the case of employees benefits, discretionary costs may be controlled by calling a meeting of employees union and making them aware that the company would meet only the fixed costs and the variable costs should be met by them.

9.
What do you understand by “ Cost of quality “ ?

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

Answers :
Quality costs are of two types : 

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

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

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

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

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

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

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

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

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

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

10.
Target Costing vs. Kaizen Costing


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


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


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


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

11.
Kaizen Costing vs. Standard Costing


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

1.
Materials   requirements planning 

Definition 


MRP is a system  which maximizes  the efficiency in the  timing for raw materials orders through to the manufacture and assembly of the  final  product. 


MRP  was first introduced by IBM in 1970 and essentially substitutes excessive inventories for better information systems. MRP  schedule the production of jobs through the factory and eliminates the excessive WIP inventory levels required to compensate for job-scheduling problems that arise in decoupled cost or operation centres. MRP  releases works orders for parts based upon a master production schedule and the current number and location of parts within the plant. 


If there is order  for 100 units of a product, it may be that the economic lot size indicates that 500 should be produced. A bill of Materials  (a specification of the materials and parts required to make the product ) is programmed into the computer. The computer will record the number of inventory  components required along  with time standards for moving, any waiting, setting up and running. This components required  along with time standards for moving, any waiting setting up and running. This components required along  with time standard for moving, any waiting, setting up and running. This information allows production to be time passed so that the final assembly can begin with all the required components at the ready. The key factor in MRP is that it is demand dependent. Finished products are assembled to order form families of standard components. This in contrast to traditional system where components are ordered in the EOQ basis remote from the pattern of final product demand. 

MRP II 


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



Product  demands  forecast  prepared 




Manufacturing  the  prepared 




Master  production  schedule  prepared 


· Inventory  file                                   The essential

area  covered 

· Product structure file

 by MRP

· Production routing file



Materials  requirements  demand




Time  schedule  prepared 




Production  capacity checked 


Manufacturing  plan  executed 


The student will readily see that MRPII forms a sequence of events that starts with the products  demands forecast that prepared by marketing and approved by management. 


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


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


The students should base aware that MRP has not  been unbridled success over the ears while it is beyond the scope of the syllabus to academically discuss the problems encountered, you  should be aware that reports of MRP failures were presented by Harrison (1990),  Archer 1991 and Maskell (1993), and advice on how to make it effectively and painlessly was given by both Barekat (1991) and Barrat (1990). 

9.
Backflush  accounting  



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



This system records the transaction only at the termination of the production and sales cycle. The emphasis is to measure cost at the beginning and at the end with greater emphasis on the end or outputs. Since back flushing is usually employed in parallel with JIT, there is no work-in-progress to considered nor, does work –in-progress materially fluctuate. What is essential, however, is an accurate bill materials goods measures of yield generally effective production control and accurate engineering change notice when  yields do change. 



The principle of a just-in-time system is that production is pulled by customer demand and this in turn pulls the purchasing procedures. Thus, theoretically there are zero stocks of raw materials. Work-in-progress and finished goods. For such a situation to exist there needs to be an excellent system of production planning ad communication with materials  suppliers. 

10.
The theory of constraints  (TOC)


A new type of management accounting system was needed once the new manufacturing philosophy was put into practice. The most widely recognised management accounting system developed for this purpose is know as throughput accounting (TA). The concept behind the system was first formulated and developed by Goldratt & Cox. (1986) in the USA in a book called The Goal . Goldratt (1990) developed the concept and eventually gave it the name the theory of constraints (TOC) by which name it is know today in the USA. The theory  was picked up and turned into an accounting system in the UK, where it has become know as throughput accounting (TA.) Goldratt & Cox developed the technique to help managers improve the overall profitability of the firm. The theory focuses attention on constraints or bottlenecks within the organisation which hinder speedy production. The main concept is to maximise the rate manufacturing output, i.e. the throughput of the organisation. The idea behind TOC is that raw materials should be turned into products that are immediately shipped to customers at the greatest possible speed, in a similar way to the JIT system. 

11.

Throughput  accounting  

Definition 



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



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

Sales revenue  -- Direct  materials cost 



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


Influences  on throughput 


Throughput  is  influenced  by : 

· Selling price

· Direct  purchase  price

· Usage of direct materials

· Volume of throughput.



Students should understand that throughput is not production at any price. Rather, through is only concerned about that will effect sales. Stocks are only considered desirable when they can enhance and increase throughput. Such a situation might be maximising output in a seasonal market. 



Constraints on throughput might include : 

· the existence of an uncompetitive selling price

· the need to deliver on time to particular customers

· the lack of product quality and reliability

· the lack of reliable materials suppliers

· the existence of shortage of production resources. 



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