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Q-1 In what circumstances it may be justifiable to sell at a price below marginal cost?
Answer: It may be justifiable to sell at a price below marginal cost for a limited period under
the circumstances:

1.
2.
3.
4.

Where materials are of perishable nature.

5.
6.
7.

To capture foreign markets.

Where stocks have been accumulated in large quantities and the market prices have fallen.
To popularize a new product.
Where such reduction enables the firm to boost the sale of other products having larger profit
margin.
To obviate shut down costs.
To retain future market.

Q. 2 Enumerate the factors involved in decision relating to expansion of capacity?
Answer: The factors involved in decision relating to expansion of capacity are enumerated as
below:

1.
2.
3.

Additional fixed overheads involved should be considered.
Possible decrease in selling price due to increased production capacity.
Whether the demand is sufficient to absorb the increased production

Q. 3 Mention any four important factors to be considered in Marginal Costing Decisions
and Distinguish between Marginal and Absorption Costing & Limitations of Absorption
Costing?
Answer: In all recommendations of marginal costing decisions; the following factors are to be
considered:

1.
2.

Contribution: Whether the product or productions line in question makes a contribution.

3.

CVP relationship: The effect of increase in volume on profits, and the rate of earning
additional, Profits should be analysed.

4.

Incremental contribution: Where additional quantities can be sold only at reduced prices,
incremental contribution will be more effective in decision making, as it takes into
account the additional sale quantity and additional contribution per unit.

5.

Capacity: Whether acceptance of the incremental order, or additional product line is within
the firm's capacity or whether key factor comes into play, should be analysed.

6.

Non-cost factors: Non-cost factors should also be considered, wherever applicable.

Specific fixed cost, if any: Where a choice is to be made between two courses of action, the
additional fixed overhead, if any, should be taken into account.
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Q. 4 The difference between Marginal Costing and Absorption Costing can be narrated as below:
Answer Absorption Costing
Marginal Costing
1:- It is a total cost technique i.e. both variable Here only variable costs are charged to products,
and fixed costs are charged to products, processes or operations. Fixed costs are charged as
processes or operations.
period costs to be profit statement of the same period
in which they are incurred.
2:- Fixed factory overheads are absorbed by
the production units on the basis of a
predetermined fixed factory overheads
recovery rate based on normal capacity.
Under/ over absorbed overheads are adjusted
before arriving at the figure of profit for a
particular period.

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

3:- In spite of best possible forecast and Since fixed overheads are not included in the cost of
equitable basis of apportionment / allocation production, therefore the question of their under/over
of fixed costs, under or over recovery of recovery does not arise.
fixed overheads generally arises.
4:- Managerial decisions under this costing Here decisions are made on the basis of contribution
technique are based on profit i.e. excess o i.e. excess of sales price over variable costs. This
sales value over total costs, which may at
basis of decision making results in optimum
times lead to erroneous decisions.
profitability.
Q. 5 What are the advantages of Marginal Costing and limitations of Marginal Costing?
Answer:
1. Pricing decisions: - Since marginal cost per unit is constant from period to period within a
short span of time, firm decisions on pricing policy can be taken, if fixed cost is included, the unit
cost will change from day to day depending upon the volume of output This will make decision
task difficult.
2. Overhead Variances: - Overheads are recovered in costing on the pre-determined rates. This
creates the problem of treatment of under or over-recovery of overhead, if fixed overhead were
included Marginal costing avoids such under or over recovery of overheads.
3. True profit: - It is argued that under the marginal costing technique, the stock of finished
goods and work-in-progress are carried on marginal cost basis and the fixed expenses are written
off to profit and loss account as period cost. This shows the true profit of the period.

4.

Break-even analysis: - Marginal costing helps in the preparation of break-even analysis,
which shows the effect of increasing or decreasing production activity on the profitability of the
company.

5.

Control over expenditure: - Segregation of expenses as fixed and variable helps the
management to exercise control over expenditure. The management can compare the actual
variable expenses with the budgeted variable expenses and take corrective action through variance
analysis.

6.

Business decision-making: - Marginal costing helps the management in taking a number of
business decisions like make or buy, discontinuance of a particular product, replacement of
machines etc.
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Limitations of Marginal costing: -

1.

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

2.

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

3.

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 uses costlier machine
would be higher. This fact is not disclosed by marginal costing.

4.

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

5.

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.

6.

The main assumption regarding behavior of costs is not true. The variable costs 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 material
shortage of skilled labour, concessions of bulk purchases etc. Similarly, the fixed cost 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.

Q. 6 What are the reasons to determine capacity?
Answer: Main reason for the determination of capacity are as follows: -

1.
2.
3.
4.
5.
6.
7.

Selecting a base activity for overhead rate determination or overhead distribution.
It is required in connection with Schedule VI of the Companies Act for indicating the
licensed and installed capacity and also the actual production.
It is necessary for the Cost Auditor to give his comments on capacity utilization.
It helps to compare the actual capacity utilization with the budgeted capacity utilization and
to analyze the deviations for taking corrective action.
Capacity utilization is an important factor in price fixation.
It enables the company to analyze the under or over absorption of overheads for proper
treatment.
Capacity determination helps in preparation of flexible budgeting and achieving overall
control over the operation of business.

Global CMA

COSTING THEORY NOTES

www.globalcma.in

Q. 7 Write short notes on the Break Even Point (BEP) & Assumption and Limitations?
Answer: The Break-even point to a business is the point or a business situation at which there is
neither a profit nor a loss to the firm. In either word, at this point, the total contribution equals
fixed costs.
Assumptions underlying break-even analysis are as below:

1.
2.
3.
4.
5.
6.
7.
8.

All costs can be easily classified into fixed and variable components.
Both revenue and cost functions are linear over the range of activity under consideration.
Prices of output and input remain unchanged.
Productivity of the factors of production will remain the same.
The state of technology and the process of production will not change.
There will be no significant change in the level of inventory.
The Company manufactures a single product.
In the case of a multi-product company, the sales mix will remain unchanged.

Limitations of a Break-even chart
The limitations of breakeven chart are as follows: -

1.
2.

3.

4.
5.
6.

While preparing a break-even chart, it is assumed that revenue and costs can be
represented with the help of straight lines. It is not always being true.
The preparation of a break-even chart requires the Segregation of semi-variable costs into
fixed and variable components. It may not always be possible to segregate semi- variable
costs into fixed and variable elements accurately. There may be situations when semivariable costs cannot be split.
A break-even chart assumes that selling price and variable cost per unit are constant at all
levels of activity. It may not always be true. Selling price as well as variable cost may either
increase or decrease with the change in volume. Fixed costs also tend to vary beyond a
certain output.
When a firm produces a number of products the appointment of fixed expenses over
various products may be different and often it may be done arbitrarily.
A Breakeven chart assumes that business condition will not change. This is hardly so.
A break-even chart does not consider the amount of capital employed in the business, a very
important factor for determining profitability of a concern.

Q. 8 Write short notes decisions involving dropping or adding a product line.
Answer: Since the objective of any business organization is to maximize its profits, the firm can
consider the economies of dropping the unprofitable products, and adding a more remunerative
product(s).
In such cases, the firm may have two alternatives as under:

(a) To drop the unprofitable product and to leave the capacity unutilized.
(b) To drop the unprofitable product and to utilize the capacity for the
remunerative product.

manufacture of a more
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For this purpose, the contribution approach is adopted, taking the following factors into
account:

1.
2.
3.

Contribution from unprofitable product (i.e. Sale Revenue Less Variable Costs)
Specific fixed costs of the unprofitable product, which can now be avoided or reduced.
Contribution from the other profitable product, which is proposed to produce with the
balance capacity.

Q. 9 State the relative economics of the "Make or Buy" decision in Management Control?
Answer: The relative economics of the "make or buy" decision is management control.
Generally, for taking a make vs. buy decision comparison is made between the supplier’s price
and the marginal cost of making plus the opportunity cost /make vs. buy decision is a strategic
decision and therefore both short-term as well as long term thinking about various cost and other
aspects needs to be done.
A Company generally but a component instead of making it under following situations:

1.
2.
3.
4.
5.
6.
7.
8.
9.

If it costs less to buy rather than to manufacture it internally.
If the return on the necessary investment to be made to manufacture is not attractive
enough.
If the company does not have the requisite skilled manpower to make.
If the concern feels that manufacturing internally will mean additional labour problem.
If adequate managerial manpower is not available to take charge of the extra work of
manufacturing;
If the component shows much seasonal demand resulting in a considerable risk of
maintaining inventories.
If transport and other infrastructure facilities are adequately available.
If the process of making is confidential or patented.
If there is risk of technological obsolesce for the component such that it does not
encourage capital investment in the component.

Q. 10 State non-cost factors to be considered in make/ buy decision.
Answer: Non-cost factors in make/buy decisions:

1.
2.

Possible use of released production capacity and facility as a result of buying instead of
making.
Sources of supply should be reliable and they are capable of meeting un-interruptedly the
requirement of the concern.

3.
4.
5.
6.

Assurance about the quality of goods supplied by outside supplier.
Reasonable certainty from the side of suppliers about, meeting the delivery dates.
The d e c i s i o n o f b u yi n g t h e p r o d u c t /component f r o m o u t s i d e su p p l i e r s s h o u l d
b e discouraged, if the technical knowhow used is highly secretive.
The decision of buying from outside sources should not result in the laying off of workers and
create industrial relation problems. In fact, on buying from outside the resources freed
should be better utilized elsewhere in the concern.
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The decision of manufacturing product / component should not adversely affect the
concern ‘s relationship with suppliers.

8.
9.

Ensure that more than one supplier of product / component is available to reduce the risk
of outside buying.
In case the necessary technical expertise is not available internally then it is better to buy
the requirements from outside.

Q. 11 List a few non-cost considerations in a Shut down or Continue decision
Answer:

1.
2.
3.
4.
5.
6.

Loss of market share to competition. (Effect on Goodwill)
Strain in labour-management relations
Availability of skilled labour on re-opening
Risk of obsolescence of machinery
Need to maintain machine in operating condition
Arrangement of finance for compensation payable, if any.

Q. 12 Indicate the possible disadvantage of treating divisions as profit centers.
Answer: The possible disadvantage of treating divisions as profit centers are as follows:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Divisions may compete with each other and may take decisions to increase profits as the
expense of other divisions thereby overemphasizing short term results.
It may adversely affect co-operation between the divisions and lead to lack of harmony in
achieving. Organizational goals of the company. Thus it is hard to achieve the objective of
goal congruence.
It may lead to reduction in the company's overall total profits.
The cost of activities which are common to all divisions may be greater for decentralised
structure than for centralized structure. It may thus result in duplication of staff activities.
Top management delegates decision making to divisional managers. There are risks of
mistakes committed by the divisional managers which the top management, may avoid.
Series of control reports prepared for several departments may not be effective from the
point of view of top management.
It may underutilize corporate competence.
It leads to complications associated with transfer pricing problems.
It becomes difficult to identify and define precisely suitable profit centers.
It confuses division's results with manager's performance.

Q. 13 What is Opportunity Cost? Give Examples.
Answer: Opportunity cost is defined as the cost of the alternative foregone. It is the prospective
change in cost following the adoption of an alternative machine, process, raw materials,
specification or operation.
It is the cost of opportunity lost by diversion of an input factor from one use to another.
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The Opportunity cost or the value of opportunity foregone is taken into consideration
when alternatives are compared. When a number of alternatives are available, the highest of the
opportunity cost will be considered for decision-making. For example, a firm could either sell a
dead stock item for Rs. 4 or substitute it for another component costing Rs.5. The
opportunity cost of using this item in a specific contract will be Rs.5, since the firm would
otherwise have opted for substitution (and not sale).
Some examples of opportunity cost:

(a)

(b)

A Firm operates at full capacity. The opportunity cost of making a component (earlier/
bought outside) will equivalent to contribution foregone on sales of the main product.
The opportunity cost of funds invested in a project is the interest that could have been
earned by investing the funds in bank deposit or other –risk free modes.

Q. 14 Explain Concept of Shadow Price?
Answer: Shadow Price: - It refers to the opportunity cost of one unit of resource for the
organization. The concept is of particular relevance in a situation of scarce resources. For
instance, if machine hours are a scare resource and the firm could have increased its
contribution margin by Rs. 10 by having additional production in one machine hour, the shadow
price of one hour's production is Rs. 10. In other words, the shadow price quantities benefit a firm
can expect through increasing its capacity.
Q. 15 How can margin of safety be improved?
Answer- Margin of safety can be improved by taking the following measures:

1.
2.
3.
4.
5.

Increasing the selling price, provided the demand is inelastic so as to absorb the increased
prices.
Reduction in fixed expenses.
Reduction in variable expenses
Increasing the sales volume provided capacity is available.
Substitution or introduction of a product mixes such that more profitable lines are
introduced.

Q. 16 What is JIT? What are the steps involved in JIT?
Answer: Operation of JIT (Just -in-time) concept:
A JIT approach is a collection of ideas and philosophy that streamline a company's
production process activities to such an extent that waste of all kinds viz. material and labour is
systematically driven out of the process.
Just in Time Technique enables a company to ensure that it receives products / spare parts
/ materials from its suppliers on the exact date and at the exact time when they are needed. JIT
refers to a system in which materials arrive exactly as they needed.
With a JIT system a company must ensure that it receives materials from its supplier on the exact
date and at the exact time when they are needed. For this reason, the purchasing staff must
investigate and evaluate every supplier, eliminate those that could not keep up with the delivery
dates.
The steps- involved are:
Supplier Evaluation: The Purchasing Department must evaluate and investigate every supplier
and eliminate those who could not keep up with the delivery dates.
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Supplier Assistance: The engineering staff must visit supplier sites and examine their processes,
not only to see if they can reliably ship high-quality parts but also to provide them with
engineering assistance to bring them up to a higher standard of product.
Supplier Information System: The firm must install a system, which is as simple as a fax
machine or as advanced as an electronic data interchange system or linked computer systemic
that communicates with suppliers as to exactly how much of specified parts are to be sent to the
company.
Direct Delivery: Deliveries should be sent straight to the production floor for immediate use in
manufactured products, so that no time spent in inspecting the parts for defects. Drivers, who
bring supplies of materials, drop them off at the specific machines that will use the materials first.
This can be illustrated with the example of three machines. Parts are first processed by
machine, A which feed to machine B. Then B processes these parts and then C. Kanbans are
located between the machines. As long Kanban containers are not full the workers at machine A
continues to produce parts placing them in Kanban container. When the Kanban container is full,
the worker stops producing and recommences when a part has been removed. A similar process
applies between the operation of machine B and C. This process can result in idle time to a certain
extent within the ceil, but the JIT philosophy is based on the thinking that it is more beneficial to
absorb short run idle time than adding inventory during these periods. During idle time workers
perform preventive maintenance on their machine.
Q. 17 How does JIT help in shortening set-up and operation times?
Answer: Outline the JIT approach for shortening set-up and operation times.
Long set-ups and operation time involve indirect costs like product obsolescence, inventory
carrying costs, and many defective products (because problems may not be discovered until a large
number of items have already been completed). This problem will be resolved under JIT by
adopting the following steps.
Test data: A of a typical set is prepared for analysis purposes. A team of industrial engineers and
machine users examine this tape; spotting and gradually that contribute to a lengthy set- up.
Motion and time Study: By eliminating unnecessary production steps & improving others
after a number of iterations, it is possible to achieve substantially lower set-up times than
before.
Effects: Reaction in set-up time has the following effects:
Reduction in the amount of work-in-process,
Reduction in the number of products that can be produced before, defects are identified and
fixed, thereby reducing scrap costs.
Q.18 Explain in brief the JIT approach for reducing WIP inventory.
Answer: At times, there may be huge differences between the operating speeds of different machines.
This affects cost in following manner:




Work-in-process inventory builds up in front of the slowest machines.

Defective parts produced by an upstream machine may not be discovered until the next
downstream machine operator finds them later. By that time, the upstream machine may have
created more defective parts, all of which must now be destroyed or reworked in JIT philosophy,
there are two ways to resolve the above problems.

1.

Kanban Card: It is a notification, card that a downstream machine sends to each upstream
machine that feeds it with parts, authorizing the production of just enough components to
fulfill the production requirements. This is also known as "pull" system, since these cards
are initiated at the end of the production process pulling work authorizations through the
production system. WIP cannot pile up since it can be created only with kanban
authorization.
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Working Cells: A Working cell is a small cluster of machines, which can be run by a single
machine operator. The establishment of working cells has the following advantages:

 The

individual machine operator takes each output part from machine to machine

within the cell, and thus there is no way for WIP to build up between machines.

 The operator can

immediately identify defective output which otherwise is difficult for
each machine of the cell. The smaller machines used in a machine cell are generally
much simpler than the large automated machinery they replace. Hence maintenance
costs are reduced.

 It

is much easier to reconfigure the production facility when it is necessary to
produce different products, avoiding the large expense of carefully repositioning and
aligning equipment.

Q.19 "Employee Training and Development is a pre-requisite for JIT implementation"
Explain.
Answer- Employee Training and Development is a pre-requisite for JIT implementation:
JIT focuses on waste reduction, inventory management and product quality. The focus of
attention shifts away from performance based to high production volumes and quality. In order
to make JIT effective, employee participation and co-operation is a must. For this purpose,
the HR department must prepare and organize training classes to teach to employees:
How to operate a multitude of different machines?
How to perform maintenance on the machines without having to call in the maintenance staff?
How to spot product errors?
How to relate one ‘s role in the entire system flows? and
When to halt the production process to fix problems?
The effects of proper training of employees will be: Versatility in handling operations Reduction in
maintenance by maintenance staff Reduction in time and increase in quality output.
Q. 20 State in brief the Benefits associated with JIT system.
Answer: Benefits associated with JIT system.
1. Reduction in Inventory levels: Unnecessary piling up of Raw Materials, WIP and finished
goods are avoided. The focus is on production and purchasers per the firm's requirements.

2.

Reduction in Wastage of Time: Wastage of time in various ways like inspection time,
machinery set-up time, storage time, queue time, defectives rework time etc., are reduced.

3.

Reduction in Scrap Rates: There will be sharp reductions in the rates of defectives or
scrapped units. The workers themselves identify defects and take prompt action to avoid their
recurrence.

4.

Reduction in Overhead Costs: By reducing unnecessary (non value-added) activities and
the associated time and cost-drivers, overheads can be greatly reduced e.g. material
handling costs, rework costs, facility costs etc.

Q.21 Explain in brief the role of JIT in time reduction.
Answer: Role of JIT in time reduction:
The key focus of any JIT system is on reducing various kinds of wastage of time, so that the
entire production process is concentrated on the time spent in actually producing products.
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By reducing wastage of time, the firm effectively eliminates activities that do not
contribute to the value of a product which in turn reduces the costs associated with them. Time
reduction can be achieved in the following manger.

1.

Inspection Time: All inspection time is eliminated from the system as operators conduct
their own quality cheeks. Suppliers assistance and quality checks at supplier's factory
eliminate the need for separate inspection or QC department in the firm.

2.

Handling Time: All movement, which involves shifting inventory and work in process
throughout the various parts of the plant, can be eliminated by clustering machines
together in logical groupings called Working Cells.

3.

Queue Time: Queue time is eliminated by not allowing inventory to build up in front of
machines. Kanban cards serve this purpose.

Q. 22 Explain the Impact of JIT on Product Prices.
Answer: Impact of JIT on Product Prices:
When a company achieves a higher level of product quality, along with ability to deliver products
on the dates required, customers may be willing to pay a premium. If customers are highly
sensitive-to quality or delivery reliability (which are the benefits of JIT), it may be possible
to increase price substantially.
If customers place a higher degree of importance on other factors, then there will be no
opportunity for a price increase.
In case all firm in an industry adopt JIT, they offer the same level of quality and service JIT
philosophy, in such cases, just keeps a company from losing sales to its competitors. The impact
of a JIT system on product pricing is primarily driven by customers' perceived need for higher
product quality and ^liable delivery times, as well as the presence of competitors with JIT system,
the same installation, and operational base.
Identification of Machine Cells under JIT for systematic OH Cost Allocation

a.

A working Cell or a machine Cell is a small cluster of machines, which can be run by a
single machine operator.

b.

It designed to produce either a single product or a single component that goes into a
similar product line. Therefore all costs generated by the machine cell can be charged
directly to the only product it produces.

c.

When a company completely changes over to the use of machine cells in all locations, the
cost related to all the cells can now be changed directly to products. The balance costs left
may be assigned to the Overhead Cost Pool and identified with the products through
Activity Based Costing. This results in more accurate product costs.
Some examples of shift from Overheads to Direct Machine Cell Costs are:

a.
b.
c.

Depreciation: Depreciation of each machine in a cell can be changed directly to a product. It
may be possible to depreciate a machine based on its actual use, rather than charging off a
specific amount per month.
Electricity: Power used by the machine in a cell can be separately metered and charged
directly to the products that pass through the cell. Excess electricity cost charged to the
facility as whole has to be charged to an overhead cost pool for allocation.
Material handling: In a JIT system, most material handling cost are limited since machine
operators move parts around within their machine cells. Only costs for materials handling
between cells and charged to an overhead cost pool for allocation.
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Operating Suppliers: Supplies are used mostly with the machine cells to the majority of
items in this expense category can be separately tracked by individual cell and charged to
products directly.
Repairs and maintenance: All maintenance costs incurred for machinery can be grouped
into machine cells. By having the maintenance staff, charge their time and materials to
these cells, these costs can be charged straight to products. Maintenance work on the
facility will be charged to an Overhead cost pool.
Supervision: If supervision is by machine cell, the cost of the supervisor can be split
among the cells supervised. However the cost of general facility management as well as of any
support staff must still be charged to an overhead cost pool. With such a higher
proportion of direct costs associated with each product managers have much more
relevant information about the true cost of each product manufactured.

Q. 23 What is Back Flush Accounting? Characteristics & Criticism of Backflush Costing? What
are Difficulties of Back flush Costing?
Answer: Back flush Accounting (Back flush Costing)

1.
2.
3.
4.
5.

6.
7.

Companies may have some inventory despite using Just-in-time (JIT) production method
Companies that record costs directly in cost of goods sold can use a method called back flush
costing to transfer any costs back to the inventory accounts, if necessary.
Back flush costing is a method that works backward from the output to assign
manufacturing costs to work-in-progress inventories.
The term ‗back flush ‘is used because costs are flushed back through the production
process to the points at which inventories remain.
Back flush costing avoids detailed accounting transaction.
In convention product costing system costs are assigned with the movement of the
products from direct materials to work-in-progress to finished goods. However, in back
flush costing, we focus first, on the output of the organization and work backwards to
allocate costs between costs of goods sold and inventories. No separate accounts are
maintained for work-in-progress in back flush accounting.
CIMA defines it as ―Cost Accounting system. Which focuses on the output of an
organization and then works back to attribute costs to stock and cost of sales.
Traditional casting systems use sequential tracking i.e. costing methods are synchronized,
with physical sequences of purchases and production. Back flush costing which is also
referred to as delayed costing or post deduct costing focuses on output and then works back to
apply manufacturing costs to units sold and to inventories.

There are two basic justifications for the system:

(i)

(ii)

To remove the incentive for managers to produce for inventory. In conventional system
managers try to add to operating income by producing units not sold. In absorption
costing, fixed overhead costs which would otherwise be expenses for the period, get
inventories.
To increase the focus of the managers on plant-wide goal rather than on individual sub- unit
goals. For example, a production manager may be interested in increasing machine
utilization at an individual work center and this step may not be compatible to overall
organizational objective.
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Criticism of Back flush Costing
Costing system does not strictly adhere to generally accepted principles of external
reporting. The advocates of back flush costing cite the materiality concept to counter argue these
charges. They claim, that if inventories are low or not subject to, Significant change from one
accounting period to the next, the results of back flush costing will not differ materially from
results of the system that adhere to generally accepted accounting principles.
Characteristics of companies adopting Back Flush Costing
The companies adopting back flush costing often meet the following three conditions:

1.
2.
3.

Management wants a simple accounting system and no detailed tracking of direct material
and direct labour through a series of operations is required.
Each product has a set of standard cost.

Material inventory levels are either low or constant
If inventories are low the bulk of manufacturing costs will flow into costs of goods sold and it is not
deferred as inventory cost. Back flush costing is especially attractive in companies that have low
inventories resulting from JIT.
Difficulties of back flush Costing

1.
2.
3.
8.

Back flush costing does not strictly adhere to generally accepted accounting Principles of
external reporting.
The critics of back flush costing Primarily emphasis on the absence of audit Tralls.
It does not pinpoint the use of resource at each step of the production process.
Back flush costing is suitable only for JIT Production system will Virtually no direct
material inventory and minimum work-in-process inventories. It is less Feasible Otherwise.

Back flushing in a JIT System: Back flushing requires no data entry of any kind until a
finished product is completed. At that time total amount of information of finished product is
entered into computer. Information is also fed based on bill of materials, which shows list of
components that should have been used in the production process. This is subtracted from the
beginning inventory balance to arriving at the amount of inventory that should have been left
now in hand. Back flushing is good because data entry occurs once in the entire production
process. However, there are some serious limitations of back flushing that must be corrected
before it will work properly:

1.

Production reporting: The total production figure entered must be correct or otherwise

wrong component types and quantities will be subtracted from stock.
This is a particular problem when there is high turnover or a low level of training to the
production staff that records that information, which leads to errors.

2.

Scrap reporting: All abnormal scrap must be diligently tracked and will not be charged to
inventory. Since scrap can occur anywhere in a production process, a lack of attention by any of
the production staff can result in an inaccurate inventory. Once again, high production turnover or
a low level of employee training increases this problem.

3.

Lot tracing: Lot tracing is almost very difficult in back flushing system. It is required
when a manufacturer needs to keep records of which production lots were used to create a
product in case all items in a lot must be recalled. Only a picking system can adequately record this
information. Some computer system allows picking and back flushing system to coexist, so that
picks transactions for lot tracing purpose can still be entered in the computer. Lot tracing may then
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still be possible if the right software is available; however, this feature is generally present only
on high-end systems.

4.

Inventory accuracy: It becomes difficult to know accurately the inventory balance, as in a
back flushing system; data is fed into the system only once day. This makes it difficult to
maintain an accurate set of inventory records in the warehouse.
Back flush costing eliminates separate raw material and work-in-progress account. There is single
Raw material in process Account (RIP). The RIP account is used only for tracking of the cost of raw
materials. Under JIT system, materials are immediately placed into process. For this reason there is
no need to record it under separate inventory account. Combining direct labour and overhead into
one category is a second feature of back flush costing. Back flush costing combines labour costs
with overhead costs in a temporary account called conversion cost control. This account
accumulates the actual conversion cost on debit side and applied conversion cost on the credit side.

Q. 24 Define Material Requirement Planning (MRP).
Answer:

1.
2.
3.

Material Requirement Planning is a computerized Production Scheduling System providing a
basis for production decisions.
It progressively translates the forward schedule of final product requirements (the
master production schedule) into the numbers of sub-assemblies, components and raw
materials required at each stage of the manufacturing cycle.
In other words, MRP involves input planning based on output budget.

Q. 25 List the aims and benefits (objectives) of Material Requirement Planning.
Answer:
1. To determine quantity and timing of finished goods production as per the master
production schedule.
2. To ascertain quantity of raw materials, sub-assemblies and components required for
budgeted production, based on bill of materials.
3. To c o m p ut e t he i nv ent ori es , work-in-progress, b a t c h si z es a n d m a nu f ac t u ri n g
a n d packaging lead items.
4. To control inventory by ordering bought-in components and raw materials in relation to the
orders received or forecast.
5. To forecast the inventory position period-by-period for a future time period of a
manufacturing operation.
6. To serve as an inventory information system helpful in planning for raw materials and
components parts.
7. To generate purchase requisition notes and purchase orders through computer system
automatically.
Q. 26 List the data input required operating a MRP System.
Answer: The Prominent data requirements for a MRP system are:

1.
2.
3.

Master Production Schedule: The specifies the quantity of each finished product to be
produced, the time at which such items will be required for dispatch to customers.
Bill of Materials (BOM: The specifies the consumption requirements of sub-assemblies,
components and materials, for each unit of finished goods.
Inventory file / Stores Ledger: This contains the inventory details of each sub-assembly,
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components and materials required for each finished good.

4.
5.
6.

Routine File: This provides details on the sequence of operations required to manufacture
components, sub-assemblies and finished goods.
Master Parts File: This contains information on the production time of sub-assemblies and
components produced internally and lead times for externally acquired items.
MRP presupposes the use of computers and hence the above information will be required as
system data files.

Q. 27 What are the benefits of ERP?
Answer: The benefits arising from ERP are:



Product Costing: ERP system supports advances costing methods like Standard Costing
Actual Costing. Activity based costing thereby help in determination of cost of products
accurately.




Cost Monitoring and Control: ERP can integrate all costing methods and information with
finance. This provides the company with essential financial information for monitoring and
controlling costs.
Planning and Managing: The ERP system simplifies complicated logistics and helps in
planning for and managing different divisions in different locations as a single unit.



Information Flow: The advanced utility of the ERP system helps in processing the flow a
product and financial information in several different ways.



Efficient Database Management: The ERP system aids in the efficient managing of data on
warehouses, suppliers, customers etc. required to run an organization effectively and
profitably.







Inventory Management: Inventory reporting supports all reporting of specific and general
types of stock transactions, like stock transfers, re-classification, ID changes and physical
inventory results. Also ERP can manage stock and purchase requisitions, selection of
appropriate locations for receipts, inventory valuation, warehouse management and cost
accounting.
Customer Satisfaction: ERP system defines the logistic processes flexibly and efficiently to
deliver the right product from the right warehouse to the right customer at the right time- every
time, thereby satisfying the customers. It also support planning, transportation,
confirmation, dispatch, and proof of delivery processing. Additionally, it ensures better
after sales service.
Competitive Edge: ERP system helps a company to gain the competitive Edge by (a) Enabling
the company to respond quickly and accurately to change in market conditions; (b) improving
business process; (c) ensuring quality control; (d) improved and objective production planning
and (e) Offering internet Extranet Solutions.
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TOTAL QUALITY MANAGEMENT
Q.28. Define the terms (a) Quality control; (b) Quality Assurance ;(c) Quality Management. (OR)
Define Total Quality Management (TQM) , what are the core concepts of TQM?
Answer: Total Quality Management

1.

(TQM) is defined as a set of concepts and tools for getting all employees focused on
continuous improvements in the eyes of the customer. Since TQM focuses the attention of
an organization on quality, thus it helps to provide the customer with much higher
quality.

2.

3.
4.
5.
6.

Prudent expenditure on cost of preventing errors can often lead to larger reduction in cost
of failure and consequently with lead to reduce the total cost. The organization strives
for improvement so that more and more value can be added through improved quality of
product at lower cost.
Many companies have adopted a term used to describe a situation which all business
functions are involved in a process of continuous quality improvement.
The TQM approach highlights the need for a customer oriented approach to management
reporting, eliminating some or more of traditional reporting practices.
TQM seeks to increase customer satisfaction by finding the factors that limit current
performance.
The emphasis of TQM is to design and build quality in the product rather than allow
defectives and then inspect and rectify them. The focus is on the cause‘s father than the
symptoms of poor quality.

The three core concepts of TQM are:

1.

Quality Control (QC): It is concerned with the past, and deals with data obtained from
previous production, which allows action to be taken to stop the production of defective
units.

2.
3.

Quality Assurance (QA): It deals with the present and concerns the putting in place of
systems to prevent defects from occurring.
Quality Management (QM): It is concerned with the future, and manages people in a
process of continuous improvement to the products and services offered by the
organization.

Q. 29 What are the various stages / steps to be taken in the implementation of TQM?
Answer
Stages Description
1
2

Identification of customers /Customers groups
Identifying customer expectation

3

Identifying customer decision-making requirements and product utilities;

4

Identifying perceived problems in Decision making process and produced utility

5

Comparison with other organization and benchmarking

6
7

Customer feed-back
Identification of improvement opportunities.
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Quality improvement process through (a) New strategies; (b) Elimination of deficiencies
and (c) identifying solutions

State 1: Identification of customers / customers groups : Through a team approach (a
technique called Multi voting), the firm should identify major customer groups. This helps in
generating priorities in the identification of customers and critical issues in the provision of
decision-support information.
State 2: Identifying customer expectations: Once the major customer groups are identified, their
expectations are listed. The question to be answered is what does the customer expect from the
firm?
Stage 3: Identifying customer decision-making requirements and product utilities: Where the
focus is on quality improvement, the overriding need is to stay close to the customers and
Follow their suggestions. In this way, a decision support system can be developed,
incorporating both financial and non-financial and non-financial information, which seeks to
satisfy user requirements. Hence, the firm finds out the answer to what are the customer‘s
decision-making requirements and product utilities? The answer is sought by listing out
managerial perceptions and not by actual interaction with the customers.
Stage 4: Identifying perceived problems in decision-making process and product utilities:
Using participative processes such as brainstorming and multi voting the firm seeks to list out areas
of weakness where the greatest impact could be achieved through the implementation of
improvements. The firm identifies the answer to the question. What problem areas to we
perceive in the decision-making process?
Stage 5: Comparison with other organization and benchmarking: Detailed and systematic
internal deliberations allow the firm to develop a clear idea of their own strengths and
weaknesses and of the areas of most significant deficiency. The benchmarking exercise allows the
firm to see how other companies are coping and with similar problems and opportunities.
Stage 6: Customers Feedback: Stages 1 to 5 provide an information base development without
reference to the customer. This is rectified at Stage 6 with a survey of representative
customers, which embraces their view on perceived problem areas, interaction with the
customers and obtaining their views help the firm in correcting its own perceptions and
refining its processes.
Stage 7 and 8: The identification of improvement opportunities and implementation of Quality
Improvement Process: The outcomes of the customer survey, benchmarking and internal
analysis, provides the input for stages and * i.e. identification of improvement opportunities and
the implementation of a formal improvement process. This is done through a six-step process
called PRAISE, for short.

Q. 30 Explain

in brief the f u n d a m e n t a l r e q u i r e m e n t s (Critical Success factor) for
the implementation of the TQM process.
Answer: In the opinion of Sri C.K. Prahlad the strategic guru. TQM is a continuing process to
ensure that an enterprise is constantly creating new paths to improve its products processes,
people by embedding quality consciousness within the organization.
The essential requirements for successful implementation are described as the six C‘s of TQM.
These are:-

1.

Commitment: If a TQM culture is to be developed, total commitment must come from top
management. It is not sufficient to delegate ‗quality‘ issues to a single person. Quality
expectation must be made clear by the top management, together with the support and
training required for its achievement.
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Culture: Training lies at the center of effecting a change in culture and attitudes. Negative
perceptions must be changed to encourage individual contributions and to make ‗quality‘ a
normal part of everyone‘s job.
Continuous Improvement: TQM should be recognized as a continuous process. It is not a
―one-time programme‖. There will always be room for improvement, however small.

4.
5.
6.

Co-operation: TQM visualizes Total Employee involvement (TEI). Employee involvement
and cooperation should be sought in the development of improvement strategies and
associated performance measures.
Customer focus: The needs of external customers (in receipt of the final product or
service) and also the internal customers (Colleagues who receive and supply goods,
services or information‘s) should be the prime focus.
Control: Documentation, procedures and awareness of current best practice are essential if
TQM implementations are to function appropriately. Unless control procedures are in place,
improvements cannot be monitored and measured nor deficiencies corrected.

Q. 31 What is Pareto Analysis? Outline its use.
Answer:

1.
2.

3.
4.
5.
6.
7.

PARETO ANALYSIS is a rule that recommends focus on the most important aspects of
decision making in order to simplify the process of decision making.
It is based on the 80:20 phenomenon, first observed by Vilfredo Pareto, an Italian
economist. He noticed that 80% of the wealth of Milan was owned by 20% of its citizen.
This pattern of 80:20 or approximations like 70:30 can be observed in many different
business situations.
Main point is that a very small proportion of items usually accounts for the majority of
value. By concentrating on small proportion of stock items, which jointly account for 80% of
the total value, a firm may be able to control most of its monetary investment in stocks.
This phenomenon can be observed in many business situations, The management can use this
analysis in a number of different circumstances to attract management attention to the key
control mechanism.
The analysis of the company's estimated total sales revenue might indicate that
approximately 80% of its total sales revenue is earned from about 20% of its product.
This analysis is based on observations by Pareto that a small proportion of items usually
account for fee majority of value.
The management can use it in a number of different circumstances to direct management
attention to the key control mechanism or planning aspects. It helps clearly establish top
priorities and to identify both profitable and unprofitable targets.

A.

•
•
•

80% of Result generated from 20% of Act.
80% of Revenue generated from 20% of products.
80% of cost of stock generated from 20% of cost of inventory.
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80% of total cost generated from 20% of cost Drives.
80% of Reported problem are generated by 20% of underlying causes.
B.











Usefulness of Pareto Analysis: Pareto analysis is useful to.
Prioritize problems, goals and objectives
Identify root causes.
Select and define key quality improvement programs.
Select key customer relations and service programs,
Select Key employee relations improvement programs.
Select and define key performance improvement programs.
Maximize research and product development time.
Verify operating procedures and manufacturing processes
Sales/distribution of products or services,
Allocate physical, financial and human resources.

Q. 32 Briefly describe some business situations where Pareto Analysis can be applied.
Answer: Pareto analysis is applicable in the presentation of performance Indicators data
through selection of representative process characteristics that truly determine or directly or
indirectly influence or confirm the desired quality or performance result or outcome. It is
generally applicable to the following business situations:

1.

Product Pricing: Where a firm sells a number of products, it may not be possible to
analyse cost-volume--price-profit relationship for all products.
HOW PARETO ANALYSIS IS HELPFUL IN PRICING OF PRODUCT IN THE
CASE OF FIRM DEALING WITH MULTI PRODUCTS??
Pareto Analysis is used for analyzing the firm estimated sales revenues from various products, and
it might indicate that approximately 80% of its total sales revenue is earned from about 20% of its
products.
This helps top management to delegate the pricing decision for approximately 80% of its
products to the lower managerial levels. Top management can concentrate on pricing decision for
the important 20% products, which are essential for the company's survival.
Sophisticated pricing methods can be adopted for the important products while for other
products, cost based pricing methods may be used.

2.

Customers Profitability Analysis: The modern business thinking is to recognise the
customer and satisfy his requirements. Hence instead of analysing products, customers can be
analysed for their relative profitability to the organisation.
It is often found that approximately 20% of customers generates 80% of the profit.
Such analysis is useful for evaluation of the portfolio of customer profile and decision-making
such as whether to continue serving a customer group. What is the extent of promotion
expenses to be incurred etc.

3.

ABC Analysis-Stock Control: In Raw Material stock control, it is found that only a few

of the goods in stock make up most of the value.
About 80% of the materials value is due to high priced materials, which constitute only 20% of the
quantity. These materials are classified into A, B and C Categories based on their importance.
Control is directed primarily over ―A‖ Category items by setting EOQ, Stock Levels, Surprise stock
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Verification procedures etc. The outcome of such analysis is that by concentrating on small
proportion of stock items that jointly account for 80% of the total value, a firm will be able to
control most of the monetary investment in stocks.

4.

Activity Based Costing: Activity Based Costing involves the identification of cost

drives for various items of Overhead expenses.
Generally 20% of the firm's cost drivers are responsible for 80% of the total cost.
By analyzing, monitoring and controlling those cost drivers that attribute to high costs, a
better control and understanding of overheads will be obtained.

5.

Quality Control: Pareto analysis can be extended to discover from an analysis of
defect report or customer complaints which "Vital Few" causes are responsible for most of the
reported problems. Generally, 80% of reported problems are traceable to 20% of the
underlying causes. By concentrating one's efforts on rectifying the vital 20% one can have the
greatest immediate impact on product quality.
Pareto Analysis indicates how frequently each type of failure (defect) occurs. The purpose of the
analysis is to direct management attention to the area where the best returns can be achieved by
solving most of quality problems, perhaps just with a single action.
Q. 33 What is Penetration pricing? What are the circumstances in which this policy can be
adopted?
Answer: Penetration Pricing: -

1.
2.
3.

This pricing policy is in favor of using a low price as the principal instrument for
penetrating mass markets early.
It is opposite to skimming pricing.
The low pricing policy is introduced for the sake of long-term survival and profitability
and hence it has to receive careful consideration before implementation.

4.
5.
6.
7.

It needs an analysis of the scope for market expansion and hence considerable amount of
research and forecasting are necessary before determining the price.
Penetration pricing means a price suitable for penetrating mass market as quickly as
possible through lower price offers.
This method is also used for pricing a new product. In order to popularize a new product
penetrating pricing policy is used initially.
The company may not earn profit by resorting to this policy during the initial stage. Later on,
the price may be increased as and when the demand picks up.

8.
9.

Penetrating pricing policy can also be adopted at any stage of the product life cycle for
products whose market is approached with low initial price.
The use of this policy by the existing concerns will discourage the new concerns to enter the
market. This pricing policy is also known as. "stay-out -pricing".

Circumstances for adoption: The three circumstances in which penetrating pricing can be adopted are as under:-

1.
2.

When demand of the product is elastic to price. In other words, the demand of the
product increases price is low.
When there are substantial savings on large-scale production, here Increase in demand is
sustained by the adoption of low pricing policy.
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When there is threat of competition. The prices fixed at a low level act as an entry barrier to
the prospective competitors.

Q. 34 What is Skimming pricing policy?
Answer: Skimming price: - This term is used in pricing a new product. Basically there are two
alternatives in pricing a new product. One, which calls for a relatively high price, is called
"Skimming price", and other, which calls for relatively low price, is called ―Penetration price".
The product should have some special features involving drastic departure from accepted ways,
of performing the service. For example, Prestige Cooker was priced very high when it was first
introduced in the country. The product is introduced with high price coupled with large
promotional expenses in the early stages and lower prices at later stages. Skimming pricing
provides funds for financing expansion scheme. Early higher prices may safeguard profits at early
stages, but it may prevent quick sales to many potential buyers on whom company's future depends.
A policy of skimming pricing is adopted under conditions such as

(a) a new product is introduced in the market;
(b) there are a few producers;
(c) demand is inelastic and
(d) A sophisticated product for use of rich and affluent customers.

Q. 35 Define Price Discrimination?
Answer:

Price discrimination means charging different prices and it takes various forms

according s whether the basis is customer, product, place or time.
Conditions: Price discrimination is possible if the following conditions are satisfied:

1.
2.

Segment able market: The market must be capable of being segmented for price
discrimination.
No resale: The customers should not be able to resell the product of the segment paying
higher prices should not be possible


3.

The competitors underselling is not possible

Forms of Price Discrimination:

a.
b.

c.
d.

Based on Customers: The same product is charged at different prices to different
customers. It is however potentially disruptive of customer relations.
Based on product version: A slightly different product is charged at different price
regardless of its cost. Price relationship, e.g., a table with wooden top is sold at Rs.
4,000, whereas a table with sunmica top is sold at Rs. 6,000. The higher premium for
improved products may not be only due to higher production cost.
Based on place: An example of this method is the seats in Cinema Theater where the
front seats are charged at lower rates than the back seats.
Based on time: An example of this method is the practice of giving, off-season
concession in sale of fans or refrigerators just after the summer season. The higher prices
charged during the season periods are called Peak load Prices.
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Q. 36 Explain the term "Life-cycle" costing?
Answer: It focuses on total cost (capital cost + revenue cost) over the products life including
design.
CIMA defines life cycle costing as the practice of obtaining over their life time, the best use of
physical asset at the lowest cost of entity.
"The term ―Life Cycle cost‖ has been defined as follows," It includes the costs associates with
acquiring, using, caring for and disposing of physical asset including the feasibility studies,
research, design, development, production, maintenance, replacement and disposal as well as
Support, training and operating costs, generated by the acquisition use, maintenance and
replacement of permanent physical assets."

1.
2.

3.
4.
5.
6.
7.

8.

Life cycle costing estimates and accumulates costs over a products entire life cycle.
The objective is to determine whether costs incurred at different stages of development,
(planning, designing, & testing) manufacturing (conversion activities) and marketing
(advertising distribution, & warranty) of the product will be recovered by revenue to be
generated by the product over its life cycle.
Life cycle costing provides an insight, useful for understanding and managing costs over the
life cycle of the product.
In particular it helps to evaluate the viability of the product, decides on pricing of the
product at different stages of product life cycle and often helps to estimate the value of the
product to its users.
When used in conjunction with target costing, life cycle costing becomes a important tool for
cost management.
Life cycle costing estimates and accumulates costs over a products entire life cycle in order
to determine whether the profits earned during the manufacturing phase will cover the costs
incurred during the pre-and post-manufacturing stages.
Identifying the costs incurred during the different stages of a product's life cycle provides an
insight into understanding and managing the total costs incurred throughout its life cycle. In
particular, life cycle costing helps management to understand the cost consequences of
developing and making a product and to identify areas in which cost reduction efforts are
likely to be most effective.
Most accounting systems report on a period-by-period basis, and product profits are not
monitored over their life cycles. In contrast product life cycle reporting involves tracing
costs and revenues on a product-by-product basis over several calendar periods throughout
their life cycle.

Q. 37 What is Activity Based Cost Management (ABM) & Describe its Stages?
Answer: ABC Supplies the information while ABM uses the information in various analysis
designs to yield continuous improvement.

1.
2.
3.

The use of ABC as a costing tool to manage costs at activity level is known as Activity
Based Cost Management (ABM).
Through various analyses, ABM manages activities rather than resources. It determines
what drives the activities of the organization and how these activities can be improves to
increase the profitability.
ABM utilizes cost information gathered through ABC.

ABM is a discipline that focuses on the management of activities as the route to improving the
value received by the customer and the profit achieved by providing this value. This discipline
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includes (a) Cost Driver analysis; (b) Activity analysis and (c) Performance measurement.
Stages

Activities
Identification of the activities that have taken place in the organization.

1
2

Assigning costs to cost pool for each activity.
Spreading of support activities across the primary activities.

3
Determining cost driver for each activity.
4
5

Managing the costs of activities.

Q. 38 What are the customer needs that ABM seeks to satisfy?
Answer: The goal of ABM is to satisfy customer needs while making fewer demands for
resources. ABM seeks to satisfy the following needs of customers: -

1.
2.
3.
4.

Lower costs
Higher quality.
Faster response time.
Greater innovation.

Q. 39 Explain the concept of Activity Based Costing?
Answer: The Activity-Based Costing (ABC) is a costing system, which focuses on activities
performed to produce products. ABC is that costing in which costs are first traced to activities and
then to products. This costing system assumes that activities are responsible for the incurrence
of costs and create the demands for activities. Costs are charged to products based on individual
product's use of each activity. In traditional product costing system, costs are first traced not to
activities but to an organizational unit, such as department or plant and then to products. It means
under both, ABC and traditional costing system the second and final stage consists of tracing costs to
the product.
ABC aims at identifying as many costs s possible to be subsequently accounted as
direct costs of production. Any cost that is traced to a particular product via its consumption of
activity becomes direct cot of the product. For instance, in conventional costing system, cost of
setup and adjustment time is considered as factory overhead and subsequently assigned to
different products on the basis of direct labour hours. But in ABC, setup and adjustment time
is determined for each product and its costs are directly charged to each product. Thus, by
emphasing activities.
ABC tries IS ascertain the factors that cause each major activity, cost 0 such activities and
the relationship between activities and products produced. The relationship between activities
and products has been show in figure:RESOURCES OR
FACTORS

ACTIVITIES

PRODUCTS

As stated earlier, there are two primary stages in ABC - first tracing costs to activities;
second tracing activities to product.
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The different Steps in the two stages of ABC are explained below:
Step1: Identify the main activities in the organization. Examples Include: materials handling,
purchasing, receipts, dispatch, machining, assembly and so on.
Step 2: Identify the factors, which determine the costs of an activity. These are known as cost
drivers. Example includes, number of purchase orders, number of orders delivered, Number of setups and so on.
Step 3: Collect the costs of each activity. These are known as cost Pools and are directly
equivalents to conventional cost centers.
Step 4: Charge support overheads to products on the basis of their usage of the activity,
expressed in terms of the chosen cost driver(s). For example, if the total costs of purchasing were
Rs. 2, 00,000 and there were 1,000 purchase orders (the chosen cost driver), products would be
charged Rs. 200 pr purchase order. Thus a batch generating 3 purchase orders would be
charged 3 X Rs. 200 = Rs. 600 for purchasing overheads.
To arrive at more accurate cost more accurate cost mainly for decision-making purpose. 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 resource consumed by an activity to the output resulting in the
activity. The goal of ABC is to trace cots to products/services instead of arbitrary allocating them.
ABC may be used with ton both job order costing and process costing. Activity-analysis and
selection of cost driver for each activity are the prerequisites.
Q.40 What are the purposes and benefits of ABC?
Answer: The Purposes and benefits of ABC are as under:

1.
2.
3.
4.

To link the cost to its causal factor - i.e., the cost Driver.
To identify costs of activities rather than cost centers.
To ascertain product costs with greater accuracy by relating overheads to activities.
To overcome the inherent limitations of traditional absorption costing & use of blanked
overhead rates.

Q. 41 State the need for emergence of ABC
Answer: The need for emergence of ABC:-

A.
B.
C.
D.
E.
F.
G.
H.

Traditional product costing systems were designed when company's manufactured arrow
range of deducts.
Direct material and direct labour were dominant factors of production then.
Companies were in seller's Market.
Overheads were relatively small and distortions due to inappropriate treatment were not
significant.
Cost of processing information was high.
Today companies produce a wide range of products,
Overheads are significant in value. Simple methods of apportioning overheads on direct
labour or machine hours basis is not justified.
Companies are in buyer's market.
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Non volume related activities like material handling, set up etc. are important and their
costs cannot be apportioned on volume basis.
Cost of processing information is low.

Q. 42 What are the areas in which activity based information is used for decision making?
Answer: The areas in which activity based information is used for decision making are as
under: PRICING
Market segmentation and distribution channels.
Make or buy decisions and outsourcing Transfer
Pricing
Pant closed down decisions
Evaluation of offshore production
Capital investment decisions Product
line profitability.
Q.43 Distinguish between ABC and ABM.
AnswerABM

ABC
ABC refers to the technique of
determining the test of activities and the
cost of output that those activities
produce.

It refers to the management philosophy that
focuses on the planning, execution and
measurement of activities as the key to
competitive advantage.

The aim of ABC is to generate improved The ABM is a much broader concept. Its aim is to
cost data for use in managing a use information generated by ABC, for effective
company's activities.
business processes and profitability.

ABC is a logical distribution of overhead i.e. overhead should be distributed on the consumption of
resources consumed by producer & services.
Q. 44 What do you understand by Benchmarking? What are the suggested Benchmarking codes
of Conduct?
Answer:

1.
2.
3.

4.

Benchmarking is the process of identifying and learning from the best practices
anywhere in the world.
It is a powerful tool for continuous improvement in performance.
It involves comparing firm's products, services or activities against other best performing
organizations, either internal or external to the firm. The objective is to find out how the
product, service or activity can be improved and ensure that the improvements are
implemented.
It attempts to identify an activity that needs to be improved and finding a non-rival
organization that is considered to represent world-class best practice and studying how it
performs the activity. Suggested Benchmarking Codes of Conduct:
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Principle of Legality
Principles of Exchange
Principle of Confidentiality
Principle of Use
Principle of first part Contact
Principle of Third Party Contact
Principle of Preparation

Q. 45 What are the stages in the process of Benchmarking?
Answers: The process of benchmarking involves the following stages:
Stage
1

Description
Planning:

•
•
•
•

Determination of benchmarking goal statement
Identification of best performance.
Establishment of the benchmarking of process improvement team.
Defining the relevant benchmarking measurement

2

Collection of Data and information

3

Analysis of the findings based on the data collected in Stage 2

4

Formulation and implementation of recommendations

5

Constant monitoring and reviewing.

Q. 46 What are the types of Benchmarking?
Answer: Types of Benchmarking:- The benchmarking is a versatile tool that can be applied in
variety of ways to meet a range of requirements. The distinct types of benchmarks have been over
a period of time. Each has its own benefits and shortcomings, and therefore, each is
appropriate in certain circumstances then others. The Benchmarking is of following:

1.
2.
3.
4.
5.

Competitive benchmarking.
Strategic benchmarking.
Global benchmarking.
Process Benchmarking.

Functional Benchmarking or Generic Benchmarking.
6. Internal Benchmarking.
7. External Benchmarking

1.

Competitive Benchmarking: it involves the comparison of competitors products, process
and business results with own. Benchmarking partners are drawn from the same sector.
However to protect confidentiality it is common for the companies to undertake this type of
benchmarking through trade associations or third parties.
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Strategic Benchmarking: It is similar to the process benchmarking in nature but differed
in its scope and depth. It involves a systematic process by which a company seeks to improve
their overall performance by examining the long-term strategies. It involves comparing highlevel aspects such as developing new products and services core competencies etc.

3.

Global benchmarking: It is a benchmarking through which distinction in international
culture, business processes and trade practices across companies are bridged and their
ramification for business process improvement are understood and utilized. Globalization and
advances in information technology leads to use this type of benchmarking.

4.

Process benchmarking: It involves the comparisons of an organization critical business
processes and operations against best practice organizations that performs similar work or deliver
similar services. For example how do best practice organization process customer orders.

5.

5. Functional benchmarking: This type of benchmarking is used when organizations look to
benchmark with partners drawn from different business sectors or areas of activity to find ways
of improving similar functions or work processes. This sort of benchmarking can lead to innovation
and dramatic improvements.

6.

Internal Benchmarking: Internal benchmarking involves seeking partners from within the
same organization. For example, form business units located in different areas. The main
advantages of internal benchmarking are that access to sensitive data and information are
easier; standardized data is often readily available; and usually less time and resources are
needed. There may be fewer barriers to implementation as practices may be relatively easy to
transfer across the same organization. However real innovation may be lacking and best in class
performance is more likely to be found through external benchmarking.

7.

External Benchmarking: External benchmarking involves seeking help of outside
organizations that are known to be best in class; External benchmarking provides opportunities of
learning from those who are at the leading edge, although it must be remembered that not every
best practice solution can be transferred to others. In addition, this type of benchmarking may
take up more time and resource to ensure the comparability of data and information, the
credibility of the findings and the development of sound recommendations.
The benchmarking can be categorized into: Intra-group Benchmarking: In Intra group benchmarking the groups of companies in the same
industry agree that similar units within the cooperating companies will pool data on their process.
The processes are benchmarked against each other at or operational level." Improvement task
forces‖ are established to identify and transfer best practice to all members of the group.
Inter-industry benchmarking: In inter-industry benchmarking a non-competing business with
similar process is identified and asked to participate in a benchmarking exercise. For example a
publisher of schoolbook may approach a publisher of university level books to establish a
benchmarking relationship. Although two publishers are not in direct competition but there are
obviously many similarities in their business with respect to sources of supply, distribution channels.
Each will be able to benefit from the experience of other and establish 'best practices' in their
common business processes.
Q. 47 Discuss. What is ZERO BASE BUDGETING?
Answer:

1.

Zero-base budgeting reverses the working process of traditional budgeting. Traditional
budgeting starts with previous year expenditure level as a base and then discussion is
focused to determine the "cuts" and "additions" to be made in previous year spending. The
top management finally accords it verdict after going into the argument for and against the
"additional‖ or ―cuts‖.
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In Zero-base budgeting no reference is made to previous level of expenditure.
A convincing case is made for each decision unit it justify the budget allotment for that
unit during that period. Each decision unit is subjected to though analysis to determine the
relative priorities between different items included in it.
Zero-base budgeting is a technique, by which manager of each decision unit is to justify his
entire budget request in complete detail with a Zero-base.
The manager of the decision unit has to isolate each item of his budget in order to
analyse it in separate decision packages, which are ranked in order of importance.
Zero-base budgeting is completely indifferent to whether total budget is increasing or
decreasing. What it does is to identify alternatives, so that if more money is required to be
spent in one department, it can be saved in another area.
CIMA has defined it "as a method of budgeting whereby all activities are Re-evaluated
each time a budget is set. Discrete levels have each activities are valued and a combination
chosen to match funds available.'' Following are the main features of Zero base Budgeting:

1.
2.
3.
4.
5.

Manager of a decision unit has to completely justify why there should be at all any
budget allotment for his decision unit. This justification is to be made a fresh without
making reference to previous level of spending in his department.
Activities are identified in decision packages.
Decision packages are ranked in order of priority.
Packages are evaluated by systematic analysis.
Under this approach there exists a frank relationship between superior and
subordinates. Management agrees to fund for a specified service and manager of the
decision unit clearly accepts to deliver the service.

6. Decision packages are linked with corporate objectives, which are clearly laid down.
Available resources are directed towards alternatives in order of priority to ensure optimum results.
Traditional Budgeting vs. Zero-Base budgeting:Following are the points of difference between traditional budgeting and Zero-base
budgeting.
1. Traditional budgeting is accounting-oriented. Main stress happens to be on previous level of
expenditure. Zero-base budgeting makes a decision oriented approach. It is very rational in
nature and requires all Programmes, old and new to compete for scarce resources.
2. In traditional budgeting first reference is made to past level of spending and then demand is
made for inflation and new programmes. In Zero base budgeting a decision unit is broken
into understandable decision packages, which are ranked according to importance to enable
top management to focus attention only on decision packages, which enjoy priority to
others.

3.

4.

In traditional budgeting, some managers deliberately inflate their budget requests so that
after the cuts they still get what they want. In Zero-base budgeting a rational analysis of
budget proposals is attempted. The managers, who unnecessarily try to inflate the budget
requests, are likely to be caught and exposed. Management accords its approval only to a
carefully devised result, oriented package.
in traditional budgeting. It is for top management to decide why a particular amount
should be spent on a particular decision unit. In Zero-base budgeting, this responsibility
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is shifted from top management to the manager of decision unit.

5.
6.

Traditional budgeting is not as clear and as responsive as Zero-base budgeting is.
Traditional budgeting makes a routine approach. Zero-base budgeting makes a very
straight forward approach and immediately spotlights the decision packages enjoying priority
over others.

Zero base budgeting is superior to traditional budgeting in the following Manner: 1

2.
3.
4.
5.
6.
7.

It provides a systematic approach for the evaluation of different activities and ranks them
in order of preference for the allocation of scare resources.
It ensures that the various functions undertaken by the organization are critical for the
achievement of its objective and are being performed in the Best possible way.
It provides an opportunity to the management to allocate resources for various activities only
after having a thorough cost-benefits analysis. The chances of arbitrary cuts and
enhancement are thus avoided.
The areas of wasteful expenditure can be easily identified and eliminated.
Departmental budgets are closely linked with corporate objectives.
The technique can also be used for the introduction and implementation of the system of
management by objective.' Thus, it cannot only be used for fulfillment of the objectives of
traditional budgeting but it can also be used for a variety of other purposes.

It helps in the introduction of a system of management by objectives.
Even though ZBB is very beneficial for the efficiency and effectiveness of the organization, it
suffers from the following limitations:
Limitations of Zero-base budgeting: The limitations of Zero-base budgeting are as follows:-

1.

Various operational problems are likely to be faced in implementing the technique of ZBB. It
requires the wholehearted support from the top management.
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It is time consuming as well as costly. It needs properly trained managerial personnel to do
the required job.
In spite of the above limitations, the importance of ZBB technique is not diluted and it is
considered to be an effective tool/ technique for improving managerial efficiency.

Q. 48 What is strategy?
Answer:

1.

Strategy specifies
how an organization matches its
opportunities in the marketplace to accomplish its objectives.

own capabilities with

the

2.

In Formulating its strategy an organization must thoroughly understand the industry in
which it operates.
Industry analysis focuses on five forces:

•
•
•
•
•

Competitors
Potential entrants into the market.
Equivalent products.
Bargaining power of customers, and
Bargaining power of input suppliers.

3.

The corrective effect of these forces shapes an organisation's profit potential. In general,
.Profit potential decreases with greater competition, stronger potential entrants products
that are similar, and more demanding customers and suppliers.

4.

Strategy drives the operations of a company and guides managers short-run and long run
decisions. We will describe the balanced scorecard approach to implementing strategy and
how to analyse operating income for purposes of evaluating strategy.

Q.49 Define Balance score Cards &
Answer- What are the four perspective of Balance Score card?
Answer: A Scorekeeper, the management accountant designs reports to help managers track
progress in implementing strategy. Many organisations have introduced a balanced score card
approach to manage the implementation of their strategies.
The Balanced Scorecard: The balanced scorecard translates an organization mission and strategy into a set of performance
measures that provides the framework for implementing the strategy. The balanced scorecard does
not focus solely on achieving financial objectives. It also highlights the non-financial objectives
that an organisation must achieve to meet its financial objectives. The Scorecard measures' an
organisation performance from four perspectives:

•
•
•
•

Financial
Customer
Internal business processes and

Learning and growth
A Company's strategy influences the measures it uses to track performance in each of this
perspective.
It's called the balanced scorecard because it balances the use of financial and non- financial
performance measures to evaluate short-run and long-run performance in a single report. The
balanced scorecard reduces managers emphasis on short-run financial performance such as
quarterly earnings. That's because the non-financial and operational indicators, such as product
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quality and customer satisfaction measure changes that a company is making for the long run. The
financial benefits of these long-run changes may not appear immediately in short- run earnings, but
strong improvement in non-financial measures is an indicator of economic value creation in the
future. For example an increase in customer satisfaction, as measured by customer surveys and
repeat purchases, is a signal of higher sales and income in the future. By balancing the mix of
financial and non-financial measures, the balanced scorecard broadners management's attention to
short-run and long-run performance.
The four Perspectives of the Balanced Scorecard:-

1.

Financial Perspective: This perspective evaluates the Profitability of the strategy. Because
cost reduction relative to competitors costs and sales growth are chipset's key strategic
initiatives, the financial perspectives focuses on how much of operating income and return on
capital results from reducing costs and selling more units of CX1.

2.

Customers Perspective: This perspective identifies the targeted market segments and
measures the company's success in these segments. To monitor its growth objectives, number of
new customers and customers satisfaction.

3.

Internal business process Perspective: This perspective focuses on internal operations
that further the customer‘s perspective by creating value for customers and further the
financial perspective by increasing shareholder value. Chipset determines internal business process
improvement targets after benchmarking against its main competitors.

The internal business process perspective comprises three sub processes:-

1.

The innovation process: Creating products, services and processes that will meet the needs
of customers. Chipset is aiming at lowering costs and promote growth by improving the
technology of its I manufacturing.

2.

The operations process: Producing and delivering existing products and services that will
meet the needs of customers. Chipset's strategic initiatives are (a) improving manufacturing
quality. Reducing delivery time to customers and (c) Meeting specified delivery dates.

3.

Post sales Service: Providing service and support to the customer after the sale of a
product of service. Although customers do not require much post sales service. CX1 monitors
how quickly and accurately CX1 is responding to customer‘s service requests.
Learning and Growth Perspectives: This perspective identifies the capabilities the
organisation must excel at to achieve superior internal processes that create value for
customers and shareholders. Chipset's learning and growth perspectives emphasizes three
capabilities

1.
2.

Employee Capabilities measured using employee education and skill levels.

Information system capabilities, measured by percentage of manufacturing processes with
real-time feedback and
Motivation measured by employee satisfaction and percentage of manufacturing and sales employees
(line employees) empowered to mange processes.
Q. 50 What is the feature of Good Balanced Scorecard?
Answer: A good balanced scorecard design has several features:

1.

2.

It tells the story of a company's strategy by articulating a sequence of cause-and-effect
relationships.
It helps to communicate the strategy to all members of the organization by translating the
strategy into a coherent and linked set of understandable and measurable operational targets.

Global CMA

3.
4.
5.

COSTING THEORY NOTES

www.globalcma.in

It places strong emphasis on financial objectives and measures in for-profit companies.
Non-financial measures are regarded as part of a Program to achieve future financial
performance.
It limits the number of measures to only those that are critical to the implementation of
strategy.
It highlights sub optimal tradeoffs that managers may make when they fail to consider
operational and financial measures together.

Q.51 Define Target Costing?
Answer: Target costing is defined as "a structure approach to determining the cost at which a
proposed product with specified functionality and quality must be produced, to generate a
desired level of profitability at its anticipated selling price".
Target Costing V/S Traditional Costing:

Target Costing

Traditional Costing

Production Specification
Target Price and volume
Target profit
Target cost
Product design

Production Specification
Product design
Estimated cost
Target cost
Target price

Target costing is a systematic approach to establish product cost goals based on market driven
standards. It is a strategic management process for reducing costs at early stages of product
planning and design. Target costing begins with identifying customer needs and calculating an
acceptable target sales price for the product. Working backward from the sales price, companies
establish an acceptable target profit and calculate the target cost as follows: -

Target Cost = Target Price - Target profit
Target costing is different from standard costing. While target costs are determined by
market driven standards (target sales price – target profit= Target cost). Standard costs are
determined by design driven standards with less emphasis on what the market will pay
(engineered costs + desired markup = desired sales price).
Target costing is a common practice in Japan where markets are extremely competitive. The
market determines the price of products and there is a little opportunity for the individual
organizations to set prices. Therefore, controlling cost is extremely important.
There are three cost reduction methods generally used in target costing:(i)
Reverse engineering: - Reverse engineering tears down the competitor’s products with
the objective of discovering more design features that create cost reductions.
(ii)
Value analysis: - Value analysis attempts to assess the value placed on various placed on
various product functions by customers. If the price customers are willing to pay for a
particular function is less than its cost, the function is a candidate for elimination. Another
possibility is to find ways to reduce cost of providing the function, e.g. using common
components. Both reverse engineering and value analysis focus on product design to
achieve cost reductions.
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Process improvement. The processes used to produce and market the product are also
source of potential cost reduction. Thus, redesigning processes to improve their efficiency
can also contribute to the achieving the needed cost reductions.

Q-52 The main features of Target Costing System.
Answer: The basic idea beneath target costing is that all product costs are pre-determined before
a product even reaches the production floor. For example, types of materials to be used in
production method, etc. can be determined before actual production.
In these types of situation cost reduction focus of any company should be to review the costs of
products, while they are still in the design stage. Every effort at the design stage is done to keep
these costs to a minimum.
Target costing has been described as a process that occurs in a competitive environment.
In which cost minimization is an important component of profitability? It is based on the promise
that cost planning, cost management and cost reduction must necessarily occur in the design
development process of the product to minimize the total life cycle cost of the product. All
acceptable definition of target costing does not exist; following important definitions have been
given:
Sakurai says, "Target costing can be defined as a cost management tool for reducing the
overall of a product over its entire life cycle with the help of production engineering, research
and design, marketing and accounting departments‖.
The main Features practices followed in Target Costing are:
Step
1
2
3

Description
Develop

a

product

that

statistics

the

needs

of

potential customers.

Choose a target price based on customer's perceived value for the product and the prices
competitors charge.
Derive a target cost by subtracting the desired profit margin from the target price.

4

Estimate the actual cost of the product.

5

If estimated actual cost exceeds the target cost, investigate ways of driving down the
actual cost to the target cost.

Q-53 Customer, Market and profit consideration dominate the first stage in Target Costing.
Discuss, OR
Explain the first four steps in Target costing Procedure.
Answer: Target costing is viewed as an integral part of the design and introduction of new
products. It is part of an overall profit management process, rather than simply a tool for cost
reduction and cost management.
The first stage of the target costing process is driven by customer, market and
profitability considerations.
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STEP 1:- CUSTOMER - Product Design Specification:The customer's requirements as to the functionality and quality of the product are of prime
importance. The design specification of the new product is based on customer's tastes,
expectation and requirements: The offerings of competitors and the need to have extra features
over competitor's product are also recognized. But at the same time, the need to provide
improved products, without significant increases in' price, should be considered, as charging a
price premium may not be sustainable in view of competitive conditions.
STEP 2 & 3:- Market -Target Selling price and Production Volume:
The target-selling price is determined using various sales forecasting techniques,
The Price is also influenced by the offers of competitors, product utility, prices volumes and
margins.
In view of competition and elasticity of demand, the firm has to forecast the price-volume
relationship reasonable certainty. Hence the target-selling price is market driven and should
encompass a realistic reflection of the competitive environment.
Establishment of target production volumes is closely related to target selling price, given the
relationship between price and volume.
Target volumes are also significant in computation of unit costs, particularly capacity related costs
and fixed costs. Product costs are dependent upon the production levels over the life cycle of the
product.
Step 4:- Profitability - Target Profit Margin:
Since profitability is critical for survival, a target profit margin is established for all new
products.
The target profit margin is derived from the company's long-term business plan, objectives and
strategies.
Each product or product line is required to earn at least the target profit margin.
Cost accountant's role in a Target Costing Environment:-

1.

2.
3.
4.

The cost accountant should be able to provide for the other members of the design team a
running series of cost estimates based on initial design sketches and activity-based costing
reviews.
The cost accountant helps the project team in capital budgeting decisions.
The cost accountant works with the design team to help it understand cost- benefit-trade
offs of using different design or cost options in the new product.
The cost accountant continues to compare a product's actual cost to the target cost even after
the design is completed.
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Advantages of Target costing: Following advantages ensue. When a company follows target costing:

1.
2.
3.

Forced planning: Target costing ensures proper planning well ahead of actual production
and marketing.
Competitive atmosphere: Target costing starts with customer's study or market study. It
cannot work properly till a company has got a charged competitive atmosphere. Ways and
means are found out to succeed in competition.
Cohesive team spirit: For success of target costing, a inter- function team is essential.
Therefore! it promotes cohesive team spirit in the organization. This spirit implies the team
members to attempt higher-level performance.

Q-54 Define Value Engineering?
Answer:

1.
2.
3.
4.
5.
6.
7.
8.

Value engineering aims to reduce non-value - added costs by reducing the quantity of cost
drivers of non-value - added activities. For example to reduce rework costs. The Company
must reduce rework-hours.
Value engineering also seeks to reduce value - added costs by achieving greater efficiency in
value - added activities. For example to reduce direct manufacturing labor costs.
A Value - added cost is a cost that if eliminated would reduce the actual or perceived value
or utility (usefulness) customers obtain from using the product or service.
A Non-value added cost is a cost that, if eliminated would not reduce the actual or perceived
value or utility (usefulness) customers obtain from using the product or service. It is a cost
that the customer is unwilling to pay for Examples of non-value - added costs are costs of
reworking and repaying products.
Value engineering is a systematic evaluation of all aspects of the cost structure of a
product or service, including research and development, design of products and processes,
production, marketing, distribution and customer service with the objective of reducing
costs while satisfying customer needs.
It differs from traditional approaches to cost reduction and cost control in that its focus is on
the elimination of non value- added activities (e.g. waste) from the processorValue engineering focuses on improving those qualities that the customer desires while
reducing or eliminating unnecessary moves, queses setup and other actuates that the customer
will not pay for.
The process is re-engineered to eliminate non-value added work and thereby enhance the
value
of
the
process
to
the
customer.
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Q-55 Briefly discuss on curvilinear CVP analysis.
Answer: In CVP analysis, the usual assumption is that the total sales line and variable cost line
will have linear relationship, that is, these lines will be straight lines .However, in actual particle
it is unlikely to have a linear relationship for two reasons namely:

-

After the saturation point of the exiting demand the sales value may show a downward trend.

The average unit variable cost declines initially .reflecting the fact that, as output increase the
firm will be able to obtain bulk discounts on the purchase of raw materials and can also benefit
from division of labour. When the plant is operated at further higher levels of output, due to
bottlenecks and variable cost per unit will tend to increase. Thus the law of increase costs may
operate and the variable cost per unit may increase after reaching a particular level of output.
In such cases, the contribution will not increase in linear proportion i.e. based on the
phenomenon of diminishing marginal productivity; the total cost line will no be straight, points as
assumed but will be of curvilinear shape. This optimum profit is earned at the point where the
distance between sales and total cost is the greatest.

Q.56 What do you understand by CVP analysis. Discuss briefly the assumptions underlying
concept?
Answer: As the name suggests cost volume profit (CVP) analysis is the analysis of three
variables cost, volume and profit. Such an analysis explores the relationship between costs,
revenue, activity levels and the resulting profit. It aims at measuring variations in cost and
volume. CVP analysis is based on the following assumptions:

1.

2.

3.
4.
5.
6.

Changes in the levels of revenues and costs arise only because of changes in the number of
product (or service)units produced and old-for example, the number of television sets
produced and sold by SONY Corporation or the number of packages delivered by overnight
Express. The number of output units is the only revenue driver and the only cost driver just
as a cost driver is any factor that affects costs, a revenue driver is a variable such as volume that
casually affects revenues
Total costs can be separated into two components; a fixed component that does not vary with
output level and a variable component that changes with respect to output level.
Furthermore, variable costs include both direct variable costs and indirect variable costs of a
product. Similarly, fixed costs include both direct fixed costs and indirect fixed costs of a
product.
When represented graphically the behaviors of total revenues and total costs are linear
(meaning they can be represented as a straight line) in relation to output level within a
relevant range (and time period).
Selling price, variable cost per unit and total fixed cost(within s relevant range and time
period) are known and constant.
The analysis either covers a single product or assumes that the production of different
products when multiple products are sold will remain constant as the level of total units sold
changes.
All revenues and costs can be added, subtracted and compared without taking into
account the time value of money.
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Assumptions of cost-volume -profit analysis.
The assumptions of cost-volume -profit are as follows:-

1.
2.
3.
4.
5.
6.
7.
8.

All variables remain constant per unit.
A single product or constant sales mix.
Fixed costs do not change.
Profits are calculated on variable cost basis.
Total costs and total revenues are linear functions of output
The analysis applies to relevant range only.
Costs

can

be

accurately

dividedinto

fixed and

variable components.

The analysis applies only to short-term horizon.

Q.57 What are the preliminary steps prior to the installation of a standard costing system?
Answer: Installation of a Standard costing system involves the following preliminary steps.

1.

Establishment of Responsibility Centers: The key areas of operation in the enterprise
should be identified into responsibility centers with clearly, defined roles, e.g. cost control,
Revenue maximization etc. such responsibility center may be identified either through (1)
Departmentation or (2) Activity based costing.

2.

Classification of Accounts: The various heads of expense accounts should be classified and
codified for collection and comparison of actual costs with standard costs. This will also help the
process of mechanized computerized accounting.

3.

Selection of a suitable type of standard: For operational requirements, a suitable type of
standard should be selected.

4.

Length of the period of use: The duration, for which the standards are to be used, should be
determined.

Q.58 Cost is not only criterion for deciding in favor of shut down Briefly explain write a brief note on shut Down Point.
Answer: Cost is not only criterion for deciding in the favour of shut down. Non cost factor
worthy of consideration in this regard are as follows.

(i)

Interest of workers, if the workers are discharged, it may become difficult to get skilled
workers latter on reopening of the factory. Also shutdown may create problems.

(ii) In the face of the competition it may be difficult to re establish the market for the product.

Plant
may become obsolete or depreciate at a faster rate or get rusted. Thus heavy capital
expenditure may to be incurred on re- opening.
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Shut Down Point indicates the level of operations (sales), below which it is not justifiable to
pursue production. For this purpose, fixed costs of a business are classified into (a) Avoidable or
Discretionary fixed costs and (b) Unavoidable or committed Fixed Costs. A firm has to close down
if its contribution is insufficient to recover the avoidable fixed cost.
The focus of shutdown point is to recover the avoidable fixed costs in the first place4. By
suspending the operations, the firm may save as also incur some additional expenditure. The
decision is based on whether contribution is more than the difference between the fixed expenses
incurred in normal operation and fixed expenses incurred when plant is shut down.
Formula:
Shut Down Point (in Rs.) =

Shut Down Point (quantity) =

Where Avoidable Fixed Costs = Total Fixed Costs Less Minimum/
Unavoidable Fixed Costs.

Total Revenue

Global CMA

COSTING THEORY NOTES

www.globalcma.in

Significance of BEP:BEP represents the Cut- Off point for profit or loss of the business. At the BEP, the profit
or loss equals Zero.
The significance of shut Down Point and consequent decisions can be understood from the
following:
LEVEL OF SALES

DECISON

Below Shut Down Point

Close
Operations

At
Point

Down

Continue
Operations

Avoidable Fixed costs are To
recovered

Above Shut Down Point

Continue
Operations

Avoidable Fixed Costs are
recovered. Further contribution
leads to recovery of balance fixed
costs.

Shut

Down

REASON
Avoidable fixed Costs are not fully
recovered. It is better to close down
and save additional expenditure.

Q-59 What is the meaning of Master Budget?
Answer: Master Budget is the ―summary Budget, incorporating its component functional
budgets, which is finally approved, adopted and employed‖. Master budget gathers together all the
budget gathers together all the budgets all the budgets of various departments and makes a
Summary of them.
Master budget is prepared in two parts; Forecast income statement and Forecast Balance
Sheet. In the former part, the principal items of revenue, expenses, losses and profit are shown. In
the Forecast Balance Sheet the items of Balance sheet i.e., fixed assets, current assets, total capital
employed and liabilities are shown.
Master Budget is an outlay showing the proposed activity and the anticipated financial results
during the coming year or budgeted year. It is presented before the Board of Directors for adoption
and approval. After approval of the Master Budget, various functional budgets are sent to the
concerned departments, so that, they can plan their working according to their budgets.
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Q 59 Write the Difference between Fixed & Flexible Budget?
Particulars

Fixed Budget

Flexible Budget

Definition

It is a Budget designed to remain unchanged It is a Budget, which is by
irrespective of the level of activity actually recognizing
the
difference
attained.
between fixed, semi-variable and
variable costs is designed to
change in relation to level of
activity attained.

2. Rigidity

It does not change with actual volume of It can be re-casted on the basis
activity achieved. Thus it is known as rigid or of activity level to be achieved.
inflexible budget.
Thus, it is not rigid.

Level of
Activity

It operates on one level of activity and under on It consists of various budgets for
set of conditions. It assumes that there will be different levels of activity.
no change in the prevailing conditions, which
is unrealistic.

Effect of
variance
analysis.

Variance Analysis does not give useful
information as all Costs (fixed, variable and
semi-variable) are related to only one level of
activity.

Use for
Decision
making

If the budgeted and actual activity levels It facilitates the ascertainment of
differ significantly, then aspects like cost cost, fixation of Selling Price and
ascertainment and price fixation do not give a submission of quotations.
correct picture.

Performance
Evaluation

Comparison of actual performance with
budgeted targets will be meaningless especially
when there is a difference between two
activity levels.

Variance
Analysis
provides
useful information as each cost
is analysed according to its
behavour.

It provides a meaningful basis of
comparison
of the
actual
performance with the budgeted
targets.

Q.60 What is the Meaning of Angle of Incidence?
Answer: ANGLE OF INCIDENCE: Angle of incidence is formed at the inter-section of total cost
tine and total sales line. As a matter of fact there are two angles of incidence.

(i)
(ii)

The angle formed on the right side of the break-even point.

The angle formed on the left side of the break-even point.
The angle formed on the right side of the break-even point indicates the profit area white that
formed on the left side indicates the loss area. The size of the angle of incidence is indication of the
quantum of profit or loss made by the firm at different output/sales levels. For example, if this angle
of incidence is narrow to the right side of the BEP it indicates that the quantum of profits made by the
firm is also low. Similarly, if it is narrow to the left side of the BEP it indicates that the quantum of loss
made by the firm is also low. In other words, a narrow angle of incidence shows a slow rate of
profit earning while a wider angle of incidence indicates a swift rate of profit earning capacity of
the firm. A narrow angle also indicates that the variable cost as a proportion to sales is quite high, and
therefore, very little has been left by way of contribution.
.
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A study of angle of incidence, break-eyen point and margin of safety can help the
management in having a better understanding about profitability, stability and incidence of
fixed and variable costs on the performance of the firm. This can be understood by taking the
following four different situations:

(i)

HIGH MARGIN OF SAFETY, LARGE ANGLE OF INCIDNECE AND LOW BREAKEVEN POINT:-This is the most favorable condition of the business. It indicates that the business
is fairly sound and steady in financial terms. It also shows that the firm is making high profits over
a large range of output

(ii)

HIGH MARGIN OF SAFETY, SMALL ANGLE OF INCIDENCE AND LOW BREAKEVEN POINT:- This situation is similar to the first except that indicates that the firm is making a
low rate of profit over large range of output.

(i)

LOW MARGIN OF SAFETY, LARGE ANGLE OF INCIDENCE AND HIGH BREAKEVEN POINT. Such a situation shows that the business has heavy losses with a small decline in
output of sales.

(ii)

LOW MARGIN OF SAFETY, SMALL ANGLE OF INCIDNECE AND HIGH BREAKEVEN POINT: This is the worst situation. This shows that the business has high fixed costs
and it is financially unsound.
Q-61 Discuss the role of costs in product-mix decisions?
Answer: Role of costs in Product mix decisions: All types of cost involved in cost accounting
system are useful in decision-making. The cost which plays a major role in product mix
decision is the relevant cost. Costs to be relevant should meet the following criteria:

1. The costs should be expected as future costs.
2. The costs differ among the alternatives courses of action.
While making decision about product mix using the facilities and other available resources, the
end results should always aim at profit minimization. Variable costs are relevant costs in
product mix decisions and consequently contribution plays a major role in minimizing the profit.
In addition to the relevancy of costs, the other factors and costs that should be taken into
account at the time of deciding the products mix are:1. The available production capacity.
2. The limiting factor (s).

3.
4.
5.

Contribution per unit of the limiting factor.
Market demand for the products.
Opportunity costs.

Q-62 What do you mean by philosophy of continuous process improvement?
Answer: Philosophy of Continuous process improvement: In a process industry production of
a product moves from one process (or department) to the next till it is completed. Each,
production department performs some part of the total operation on the product and transfers
its completed production to the next process department, where it becomes the input for further
processing. The completed production of the last department is transferred to the finished goods
stock. Philosophy of continuous process improvement believes in encouraging every member of
the organisation to continuously strive to serve their customers more efficiently. The
customers may be either external e.g. major purchases of the product or internal, such as next
operator on the assembly line. The objective of continuous process improvement is to sustain
the improvement moments within an organization one time and to align improvement activities in
support of strategic objectives.
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Q-63. Differentiate between "Cost-indifference-point" and "Break-even point"?
Answer: Distinction between Cost indifference point and Break-even point:
Cost indifference point: It is the point at which total cost lines under the two alternatives intersect
each other.
Cost indifference point is calculated as under: Difference in fixed costs/ Difference in PV ratio.
Break-even point: It is the point where the total cost line and total revenue lines for a particular
alternative interest each other. Break-even point is calculated as under:
Fixed costs / Contribution per unit or the fixed costs/ PV ratio.
The following are the main points of distinction between cost indifference point and break-even point.

1.
2.

The cost indifference point is the activity level at which total cost under two alternatives are
equal. Whereas break-even point is the activity level at which the total revenue from a
product or product mix is equal to its total cost.
Cost indifference point is used to choose between two alternative processes for achieving the
same objective. The choice depends on the estimated activity level. Break-even point is used
for profit planning.

Q-64 Distinguish between "Cost reduction" and "Cost management"?
Answer: Distinction between Cost reduction and Cost management:
Cost reduction is the achievement of real and permanent reduction in the unit cost of goods
manufactured or services rendered without impairing their suitability for the use intended or
diminution in the quality of the product. It uses the techniques like value analysis, work-study,
standardization, simplification etc. It is a continuous process of critical cost examination,
analysis and challenges of established standards. Each aspect of the business namely a product,
processes, methods, procedures is critically examined and reviewed with a view to improving the
efficiency and effectiveness so that costs are reduced. It presumes the existence of concealed
potential savings in norms or standards. It is a corrective action.
Cost management is a broader concept. It aims at optimal utilisation of resources to
enhance the operating income of the firm. It does not consider product attributes as given. It
does not focus oh costs independent of revenue. Cost management systems establish linkage
between costs and revenues. It relates costs and revenues with product attributes to have an insight
into how various attributes generate revenue and creates demand on resources. It provides
information to manage product attributes to optimize resource utilization.
Traditional cost reduction system focus on products, while cost management systems
focus on products, markets and customers.
Q-65 How are 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.
2.

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

Distributing variances on Pro-data basis over the cost of sales, work in progress and
finished goods, stocks by using suitable basis.
Write off quantity variance 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.
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Q- 66 State the Features of Partial plan of Standard cost accounting procedure.
Answer: Features of Partial Plan of Standard cost accounting procedure:
Standard cost operations can be recorded in the books of account by using partial plan.
Features of partial plan of standard costing procedure are as follows:

(i)
(ii)
(iii)

Partial plan system uses current standards in which the inventory will be valued at
current standard cost figure.
Under this method WIP account is charged at the actual cost of production for the
month and is credited with the standard cost of the month production of finished product.
The closing balance of WIP is also shown at standard cost. The balances after making the
credit entries represent the variance from standard for the month.

Q-67 Write a brief note on “Theory of Price & factors influencing pricing Decision”…?
Answer: In micro-economic theory the term optimum price refers to the price, which yields the
maximum profits (excess of total revenues over total costs). The basic assumption of the pricing
Theory is that firm's main objective is to maximise its profits. It also assumes that the firm
takes into consideration the position of demand and cost function and that the firm produces one
product. The economic theory of price can be analyses under two different assumptions:

1.
2.

Sale of unlimited quantities at an uniform selling price per unit.
Sale of additional quantities at reduced prices.

FACTORS INFLUENCING PRICING DECISIONS
Pricing of a product or service refers o the fixation of a selling price to a product or
service provided by the firm. Selling price is the amount for which customers are charged for some
product manufactures or for a service provided by the firm. The pricing decisions are influenced
by both internal and external factors. Some such factors (determinants) are as follows: -

1.
2.
3.
4.
5.
6.
7.
8.
9.

Cost data of the product, which may be actual, replacement, standard or any other cost base.
Firm's profit and other objectives.
Demand for the product or service and its elasticity.
Nature of product and its life expectancy.
Pricing decision as a long-run decision or short- term decision or a one-time spare
capacity decision.
Type of competition for the product or service and availability of close substitutes.
Number of suppliers in the market.
Economic and political climate and trends and likely changes in them in future.
Type of industry to which the product belongs and future outlook of the industry.
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Q.68 What is Transfer Pricing?
Answer:

1.
2.

A Transfer price is that notional value at which goods and services are to be transferred by
the supply division to the Receiving division. The goods that are produced by the buying
division and sold to the outside world are known as final products.
The Department that supplies the goods is called Supply Division. The
Department that receives the goods is called Receiving Division.

3.

4.

Transfer Price becomes Revenue for Supply Division
Transfer Price becomes Cost for the Revenue Division.
General Rule is that:
TRANSFER PRICE: VARAIBLE COST+ CONTRIBUTION LOST
Goods and services, which are the outputs of the one division, would be transferred to
another division as inputs. It may be: -

(i)
(ii)
(iii)
5.
6.
7.
8.
9.
10.
11.

From one factory to another under the same company or
From one division to another division.
From a subsidiary to holding company and vice versa, In such cases, there is a need to
set "Price" for the goods or services sold/transferred. Such a price, which applies within
an organisation, is called Transfer Price.

Transfer Price becomes cost to the unit receiving the goods/services and revenue to the unit
providing the goods/ services. It is therefore, obvious that the profitability of the two units
involved would be dependent upon the transfer Price.
Transfer Price is different from sale price as in transfer price goods are to be transfer from
one department to another but remain within in Company But in sale Goods are to be sold to
outside customer.
Transfer Price: Goods are not sold but called change of location of goods within the same
company.
Transfer price is a Notional Price.
Fixation of Transfer Price are to be in such a manner that the overall profit of the
Company should not be reduced.
Transfer pricing it the pricing of internal transfer of goods or services between profit
centers of an organisation.
It can be said that the problem of suitable transfer prices arises only when division do
business with one another.

12.
13.
14.

Ideally the transfer prices should promote goal congruence (i.e. a profit canter's goal
should be consistent with the corporate objective), enable effective performance appraisal
and maintain divisional autonomy.
It should also motivate internal transfers rather than buying from outside.
Transfer prices should always be based on the outlay costs of the supplying division plus an
opportunity cost to the organization as a whole.

15.
16.

Typically Transfer prices are market based, cost based or negotiated.
For some transferred goods there may not be any market or the market may be imperfect on
the prices considered unrepresentative. If cost based systems are used, then it is preferable
to use standard costs to avoid transfer division's inefficiency.
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Q. 69 What are the methods of Transfer Pricing?
Answer: There are three bases available for determining transfer prices, but many options are
also available within each base. These methods are:

1.
2.

Market Prices.
Cost-based Prices

(a) Variable cost
(b) Actual full cost
(c) Full cost plus profit margin
(d) Standard full cost
(e) Opportunity cost

3.
4.

Negotiated Prices
Dual Prices.

1.
Market-Based Prices:Under this method the transfer prices are based on market prices. The major merits of this
method
are: -

a.
b.
c.

Maximum Prices: In a competitive market, goods/services cannot be transferred to its users
at a higher price, Hence market prices constitute the basis for efficient production.
Demand and Supply Forces: Market prices take into account the forces of demand and
supply intermediate products are freely saleable, in the long run, market prices will
provide a good indicator of the overall efficiency of the various divisions.
Opportunity Cost Recovery: Opportunity costs of transferring divisions are fully
recovered. Hence there is sufficient incentive for internal transfer for transferring divisions
operating at full capacity.

Objective: Market prices provide reliable measures of divisional income because there processes
are established independently rather than by individuals who have an interest in the results.
2.
Cost Based prices:When external markets do not exist or are not available to the company or when information
about external market prices is not readily available, companies may decide to use some forms of
cost-based transfer pricing system.
Cost-based transfer prices may be in different forms such as variable cost, actual full cost, full cost
plus profit margin, standard full cost, opportunity cost.
A: Variable Cost:-

1.
2.
3.
4.
5.

Variable cost-based pricing approach is useful when the selling division is operating below
capacity.
Variable cost method does not provide any profit to the supply division.
Variable cost = Direct Material + Direct Labour + Variable Fixed Overhead.
It does not consider opportunity cost
Not suitable for transferring division which operates at full capacity.
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B: Actual Full cost:-

1.
2.
3.
4.

In actual full cost approach, transfer price is based on the total product cost per unit which
will include direct materials, direct labour and factory overhead.
When full cost is used for transfer pricing, the selling division cannot realize a profit on the
goods transferred. This may be disincentive to the selling division.
Further, full cost transfer pricing can provide perverse incentives and distort
performance measures.
A full cost transfer price would have shutdown the chances of any negotiation between

divisions about selling at transfer prices.
C: Full cost plus profit Margin:-

1.
2.
3.
4.

Full cost plus mark up (or profit margin)overcomes the weaknesses of full cost basis
transfer pricing system.
The full cost plus price include the allowed cost of the item plus a mark up or other profit
allowance.
With such a system, the selling division obtains a profit contribution on units transferred
The basic question in full cost plus mark up is what should be the percentage of mark-up. It
can be suggested that the mark up percentage should cover operating expenses and provide
a target return on sales or assets.

FULL COST = TOTAL COST + RETURN
D: Standard Costs:Under this method transfer price will be fixed based on standard cost which is
predetermined based on scientific analysis:-

1.
2.
3.
4.
5.

Simple and easy to operate when compared to actual cost based method.
Inventories are carried at Standard costs in transferring & receiving Division.
Does not consider opportunity cost.
This encourages efficiency in the selling division because inefficiencies are not passed
onto the buying division. Otherwise the selling division can transfer cost inefficiencies to the
buying division.
Use of standard cost reduces risk to the buyer. The buyer knows that standard Costs will be
transferred and avoids being charged with supplier's cost overruns.

E. Opportunity cost: The transfer pricing based on opportunity cost identifies the minimum price
that a selling division would be willing to accept and the maximum price that the buying division
will be willing to pay. These minimum and maximum prices correspond to the opportunity costs
of transferring internally. The opportunity cost approach is used in situations where the market is
imperfect. Also, this transfer price is suitable when selling and buying divisions cannot sell and
buy all they want in perfectly competitive markets. The opportunity cost based transfer Prices
for each division are as follows:-

• Selling Division: - For the selling division, the opportunity cost of transferring is the greater
(a) The outside sales value of the transferred product.
(b) Differential production cost for the transferred product.

of
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Buying Division: - For the buying division the opportunity cost of transfer is the lesser of; A:
- The price that would be required to purchase from the outside.
B: - The profit that would be lost from product the final product if the transferred unit could not
be obtained at an economic price.
A transfer is in the best economic interest of the company if the opportunity cost for the selling
division is less than the opportunity cost for the buying division. As long as the transfer price is
greater than the opportunity cost of the selling division and less than the opportunity cost of the
buying division, a transfer will be encouraged."

3.

Negotiated Prices:Under this method both the division will negotiate for determination of transfer prices so
that these will not be any undue advantages over the other division & in addition to that the overall
profitability will be kept in mind.

•

Negotiated Transfer Pricing refers to the determination of transfer prices based on active
participation, involvement, co- ordination and agreement of the managers of the
transferring and recipient divisions.

•

In this method, each decentralised unit is considered as an independent unit. Such units
decide the transfer price by negotiations or bargaining.

•

Divisional Managers have full freedom to purchase their requirement from outside if the
prices quoted by the transferring division are not acceptable to them.

Advantage:-

1.
2.

Proper Decision-Making:- Negotiated prices lead to business like attitude amongst divisions
of the company. The buying division may purchase from outside sources if the outside
prices are lower than the internal division's price.
Autonomy and Motivation Value:- Each sub-unit is considered as an independent unit.
Buyers and sellers are completely free to deal outside the company. This promotes sub- unit
autonomy and motivates managers.

3.

Overall Company Profitability:- Through properly directed negotiations, managers will be
able to determine the appropriate transfer prices that satisfy the requirements of the divisions
and is in the best interest of the Company as a whole.
LIMITATIONS:-

1.
2.
3.
4.

Sub-optimal:- The agreed transfer price may depend on the negotiating skills and bargaining
powers of the managers involved. The final result may not always be optimal
Conflicts:- Rather than agreement on transfer prices, negotiations can lead to conflict
between divisions and may require top-management mediation.
Defeat of Performance evaluation criteria:- Transfer prices dependent on Manager's
negotiations skill will defeat the very purpose of performance evaluation,
Time and Cost:- Negotiations are time consuming for the managers involved, particularly

when the number of transactions and interdependencies are large.
In order to have an effective system of transfers pricing; the following points should be kept
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Q. 70 What transfer price should be used if the market for the product to be transferred is
perfectly competitive?
In perfectly competitive markets, there is no idle capacity and division managers can buy and sell
as much as they want at the market price. Setting the transfer price at the market price motivates
division managers to transact internally and to take exactly the same actions as they would if they
were transacting in the external market.
Describe three criteria you would use to evaluate whether a management control system is
effective.
To be effective, management control systems should be

(a) Closely aligned to an organization's strategies and goals,
(b) Designed to fit the organization's structure and the

decision-making responsibility of

individual managers, and Able to motivate managers and employees to put in effort to attain
selected goals desired by top management.
Q. 71 What are the benefits of Transfer Pricing Policy?
Answer: An ideal transfer pricing policy will benefit the organisation in the following ways:-

•
•
•
•
•

Divisional performance evaluation is made easier.
It will develop healthy inter- divisional competitive spirit.
Management by exception is possible.
It helps in co-ordination of divisional objectives in achieving organisational goals.
It provides useful information to the top management in making policy decisions like
expansion, sub-contracting closing down of a division make or buy decisions etc.

•
•
•

Transfer price will act as a check on supplier's prices.
It fosters economic entity and free enterprise system.
It helps in self - advancement and generates high productivity and encouragement to meet the
competitive economy.

•

It optimises the allocation of company's financial resources based of the relations
performance of various profit center which in turn are influenced by transfer pricing
policies.

Q. 72 What are Requisites of a sound Transfer Pricing System?
Answer: The requisites of a sound transfer pricing system are as follows:

1.
2.
3.

It should be simple to understand and easy to operate.
It should enable fixation of Fair transfer prices for the output transferred or service
rendered. A divisional manager who considers the transfer price to be unfair to the
division would be de-motivated.
Ideally, the business unit divisional manager must be given autonomy and freedom to sell in
the open market. This does not, however mean that without complete autonomy, a
system of transfer pricing and evaluation of division on the basis of profits contributed by
them cannot exist. Frequently divisional mangers will have restrictions in this regard. Even
when there is compulsion to sell the products or provide services to an internal division, it is
profitable to allow the divisional managers to sell a small quantity (5-10 percent) to
customers outside the organizations or to buy small quantities from sources outside it.
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The business unit / division should have free access to various sources of market
information.
There should be a negotiation for transfer prices between the business unit/ divisional
managers of the selling business unit/division and the buying unit/ division. Negotiated
transfer prices are far more motivating than the prices imposed by the top management or
determined by the finance department.
Sound transfer pricing ground rules must be framed to guide negotiations between business
unit/division managers. These rules would not only promote consistency in transfer
pricing decision, but also minimize interdivisional conflicts. For instance, if transfer prices
have been arrived at through negotiations, divisional managers cannot blame the system or
each other if one of them later finds the prices unfavorable to the unit.
A system of arbitration with ground rules must also be established. In case of failures
relating to transfer pricing these should be resolved through arbitration by a higher level
executive-vice-president or director, fiancé. The decisions should be timely as well as
consistent across cases as far as possible.
Top management should discourage prolonged arguments between business unit/divisional
managers.

8.
9.

Transfer prices can be reviewed annually or as dictated by the demand and supply
conditions in the market. Transfer pricing guidelines must state the circumstances under
which a revision of transfer prices can be made during the year.
When transfer prices are based on market price, long-term competitive/ normal prices must
be considered.

10.

Transfer pricing and arbitration ground rules can be reviewed once in four years or
earlier if there is a major change in business conditions.
Fox, Kennedy and Sugden suggest that ideally a transfer price should be:

A.
B.
C.

Simple to calculate.
Robust (not requiring frequent adjustment);
Fair (hence motivating to both parties);
Profit maximizing (for the company as a whole)

Q. 73 Outline the limitations of negotiated method of transfer pricing.
Answer: Limitations of negotiated method of transfer pricing are as follows:

1.
2.
3.

A system of negotiated prices develops business like attitude amongst divisions of a
company. This attitude may tempt the managers to purchase their requirements from
outside sources, even by, ignoring the overall Interest of the company.
Agreed transfer price between divisions of a company, will depend on the negotiating skills
and bargaining power of the managers involved and the final outcome may not be close to
optimal level.
Conflict between divisions of a company may arise while negotiating about transfer price and
the resolution of such conflicts may require sufficient management time.

4.
5.

Measurement of divisional profitability may depend on the negotiating skills of the
managers who have unequal bargaining power.
Deciding about negotiated transfer price between the divisions of a company, is tjmeconsuming
exercise
for
the
managers
involved.
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Q. 74 What should be the basis of transfer price, if unit variable cost and unit selling
price are constant?
Answer: If unit variable cost and unit selling price are 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 cases a transfer price may be imposed centrally.

Q. 75 How will you resolve Transfer Pricing conflicts between division and company as a
whole?
Answer:

1.

Objectives and conflicts:-

The criteria for fixing transfer prices are (a) Goal congruence in decision-making,
(b) Management Efforts (c) Segment Performance Evaluation, and (d) Sub-unit autonomy and
motivation value. However no, single transfer price can serve all of these criteria. They often
conflict and managers are forced to make trade-offs.
Some situations of conflicts between objectives are:







Goal Congruence v/s. Performance Evaluation: The transfer price that leads to the shortrun optimal economic decision is relevant cost. If the transferring division has excess
capacity, this cost will be equal to variable cost only (since opportunity costs are Nil). The
transferring division will not recover any of its fixed costs when transfers are made at
variable costs and will therefore report a loss.
Goal Congruence v/s„ Divisional Autonomy: In case of failure of a division to achieve the
objective of goal congruence the management of the company may dictate their 'transfer
price', if a transfer price is imposed on the manager of the supplying division, the concept of
divisional autonomy and decentralization is undermined.
Performance Evaluation v/s. Profitability: A transfer price that may be satisfactory for
evaluating divisional performance may overhead divisions to make sub-optimal decisions
when viewed from the overall company perspective.

2.

Conflicts between Divisions and Company as a whole: - If divisional managers are
given ―absolute free hand" in decision making on transfer prices, there is a possibility that
divisional goals may be pursued, ignoring overall company interests. This may force the top
management to interface in decision making. However interference of top management and
"dictating a transfer price" on the divisions is usually the main basis of conflicts between a
division and the company as a whole.
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Proposals for resolving transfer pricing conflicts: - To resolve the transfer pricing

conflicts the followings transfer-pricing methods can be suggested:

1. Dual-rate transfer pricing system.
2. Two-part transfer pricing system.
Q.76 Write a note on pricing by service sector.
Answer:
PRICING BY SERVICE SECTOR
1. The service sector follows a different approach for pricing their service. Although a service has
no physical existence it must be priced and billed to customers.
2. Most service organizations use a form consisting of time and material pricing to arrive at the
price of a service.
3. Service companies such as appliance repair shops, automobile repair business calculate their
prices by using two computations one for labour and other for materials and parts.
4. A mark up percentage is used to add the cost of overhead to the direct cost of labour, materials
and parts. If materials and parts are not part of service being performed, then only direct
labour costs are used as basis for determining price.
5. For professionals such as accountant and consultants direct labour costs and apportioned
overhead and indirect costs are considered for pricing.

Q. 77 Explain four P's of quality improvement principles.
Answer :- The Four P's quality improvement principles are as below:

1.

2.
3.
4.

People: It will quickly become apparent that some individuals are not ideally suited to
the participatory process. Lack of enthusiasm will be apparent from a generally negative
approach and a tendency to have prearranged meeting which coincide with the meetings of
TOM teams.
Process: The rhetoric and inflexibility of a strict Deming approach will often have a
demotivating effect on group activity.
Problem: Experience suggests that the least successful groups are those approaching
problems that are deemed to be too large provide meaningful solutions within a finite
time period.
Preparation: A training in the workings of Deming- like processes is an inadequate
preparation for the efficient implementation of a quality improvement proces
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Q. 78 "Cost can be managed only at the point of commitment and not at the point of
incidence. Therefore, it is necessary to manage cost drivers to manage cost." Explain
the statement with reference to structural and executional cost drivers.
Answer- A firm commits costs at the time of designing the product and deciding the
method of production. It also commits cost at the time of deciding the delivery channel (e.g.
delivery through dealers or own retail stores). Costs are incurred at the time of actual production
and delivery. Therefore, no significant cost reduction can be achieved at the time when the costs
are incurred. Therefore, it is said that costs can be managed at the point of commitment. Cost
drivers are factors that drive consumption of resources. Therefore, management of cost
drivers is essential to manage costs. Structural cost drivers are those which can be managed by
effecting structural changes. Examples of structural cost drivers are scale of operation, scope of
operation (i.e. degree of vertical integration), complexity, technology and experience or learning.
Thus, structural cost drivers arise from the business model adopted by the company.
Executional cost drivers can be managed by executive decisions, examples of executional cost
drivers are capacity utilization, plant layout efficiency, product configuration and linkages with
suppliers and customers. It is obvious that cost drivers can be managed only at the point of
structural and operating decisions, which commit resources to various activities.
Q. 79 What is the fundamental difference between Activity Based Costing System (ABC) and
Traditional Costing System? Why more and more organisations in both the manufacturing
and non-manufacturing industries are adopting ABC?
Answer- In the traditional system of assigning manufacturing overheads, overheads are first
allocated and apportioned to cost centres (production and support service cost centres) and
then absorbed to cost objects (e.g. products). Under ABC, overheads are first assigned to activities
or activity pools (group of activities) and then they are assigned to cost objects. Thus, ABC is a
refinement over the traditional costing system. Usually cost centres include a series of
different activities. If different products create different demands on those activities, the
traditional costing system fails to determine the product cost accurately. In that situation, it
becomes necessary to use different rates for different activities or activity pools.
The following are the reasons for adoption of ABC by manufacturing and non manufacturing
industries:

(i)
(ii)

(iii)
(iv)
(v)

Fierce competitive pressure has resulted in shrinking profit margin. ABC helps to
estimate cost of individual product or service more accurately. This helps to formulate
appropriate marketing / corporate strategy.
There is product and customer proliferation. Demand on resources by products /
customers differ among product / customers. Therefore, product / customer profitability
can be measured reasonably accurately, only if consumption of resources can be traced to
each individual product / customer.
New production techniques have resulted in the increase of the proportion of support
service costs in the total cost of delivering value to customers. ABC improves the
accuracy of accounting for support service costs.
The costs associated with bad decisions have increased substantially.
Reduction in the cost of data processing has reduced the cost of tracking resources
consumption to large number of activities of customers and not individual customers.
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Q.80 Classify the following items under the three measures used in the theory of constraints:
Answer:Solution

(i)
(ii)
(iii)
(iv)
(v)
(vi)
(vii)
(viii)

Research and Development Cost

Investment

Rent/Utilities

Operating Costs

Raw materials used for production

Contribution

Depreciation

Operating Costs

Labour Cost

Operating Costs

Stock of raw materials

Investment

Sales

Contribution

Cost of equipments and buildings

Investment

The 3 key measures are:
Contribution, Operating Costs, Investments

Q.81 Explain briefly the concepts of Opportunity costs and Relevant costs.
Answer:- Opportunity cost is a measure of the benefit of opportunity forgone when various
alternatives are considered. In other words, it is the cost of sacrifice made by alternative action
chosen. For example, opportunity cost of funds invested in business is the interest that could have
been earned by investing the funds in bank deposit.
Relevant Cost: Expected future costs which differ for alternative course. It is not essential that
all variable costs are relevant and all fixed costs are irrelevant. Fixed or variable costs that differ
for various alternatives are relevant costs. Relevant costs draw our alternation to those elements of
cost which are relevant for the decision.
E.g.

Direct labour under alternative
I – ` 10/ hour
Direct labour under alternative II – ` 20/hour

Then, direct labour is relevant cost.

Q. 82 Why is meant by incremental Revenue?
Answer:- Incremental Revenue: It is the additional revenue that arises from the production or sale of
a group of additional units. It is one of the two basic 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 of in the nature of activity.
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Q. 83 Distinguish between "Marginal cost" and “Differential Cost".
Answer:- Marginal cost represents the increase or decrease in total cost which occurs with a small
change in output say, a unit of output. In Cost Accounting variable costs represent marginal cost.
Differential cost is the change (increase or decrease) in the total cost (variable as well as fixed)
due to change in the level of activity, technology or production process or method of production.
In other words, it can be defined as the cost of one unit of product or service which would be
avoided if that unit was not produced or provided.
The main point which distinguishes marginal cost and differential as that change in fixed cost
when volume of production increases or decreases by a unit of production. In the case of
differential cost variable as well as fixed cost. i.e. both costs change due to change in the level of
activity, whereas under marginal costing only variable cost changes due to change in the level of
activity.
Q. 84 What are the applications of incremental cost techniques in making managerial
decisions?
Answer:- Incremental cost technique: It is a technique used in the preparation of ad-hoc
information in which only cost and income differences between alternative courses of action are
taken into consideration. This technique is applicable to situations where fixed costs alter.
The essential pre-requisite for making managerial decisions by using incremental cost technique,
is to compare the incremental costs with incremental revenues. So long as the incremental
revenue is greater than incremental costs, the decision should be in favour of the proposal.
Applications of incremental cost techniques in making managerial decisions
The important areas in which incremental cost analysis could be used for managerial decision
making are as under:

(i)
(ii)
(iii)
(iv)
(v)
(vi)
(vii)
(viii)
(ix)
(x)

Introduction of a new product
Discontinuing a product, suspending or closing down a segment of the business
Whether to process a product further or not
Acceptance of an additional order form a special customer at lower than existing price.
Opening of new sales territory and branch.
Optimizing investment plan out of multiple alternatives.
Make or buy decisions.
Submitting tenders.
Lease or buy decisions.
Equipment replacement decisions.
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Q. 85 Comment on the use of opportunity cost for the purpose of decision-making
Answer:- Decision making: Opportunity costs apply to the use of scarce resources, where
resources are not secure; there is no sacrifice from the use of these resources.
Where a course of action requires the use of scarce resources, it is necessary to incorporate the lost
profit which will be foregone from using scarce resources.
If resources have no alternative use only the additional cash flow resulting from the course of action
should be included in decision making as relevant cost.

Q. 86 Explain with one example each that sunk cost is irrelevant in making decisions, but
irrelevant costs are not sunk costs.
Answer- Sunk cost is a historical cost incurred in the past. In other words it is a cost of a
resource already acquired. Future decisions in respect of this resource will not be affected by it.
For example, book value of machinery. Hence sunk costs are irrelevant in decision making.
Irrelevant costs are not necessary sunk costs. For example, when a comparison of two
alternative production methods using the same material quantity is made, then direct material cost
is not affected by the decision but this material cost is not sunk cost.
Q. 87 “Sunk cost is irrelevant in decision-making, but irrelevant costs are not sunk costs".
Explain with example.
Answer- Sunk costs are costs that have been created by a decision made in the past and that cannot
be changed by any decision that will be made in the future. For example, the written down value of
assets previously purchased are sunk costs. Sunk costs are not relevant for decision making
because they are past costs.
But not all irrelevant costs are sunk costs. For example, a comparison of two alternative
production methods may result in identical direct material costs for both the alternatives. In this
case, the direct material cost will remain the same whichever alternative is chosen. In this situation,
though direct material cost is the future cost to be incurred in accordance with the production, it is
irrelevant, but, it is not a sunk cost.
Q. 88 Explain the concept of relevancy of cost by citing three examples each of relevant
costs and non-relevant costs.
Answer- Relevant costs are those costs which are pertinent to a decision. In other words, these are
the costs which are influenced by a decision. Those costs which are not affected by the decision
are not relevant costs.
Examples of relevant costs are:

(1)
(2)
(3)

All variable costs are relevant costs.
Fixed costs which vary with the decision are relevant costs.
Incremental costs are relevant costs.
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Examples of non-relevant costs are:

(1)
(2)

All fixed costs are generally non-relevant.

Variable costs which do not vary with the decision are not relevant costs.
Book value of the asset is not relevant.
Q.89 What are the applications of incremental /differential costs?
Answer- Applications of Incremental/Differential Cost:

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

Whether to process a product further or not.
Dropping or adding a product line.
Optimizing investment plan.
accepting an additional order from a special customer at lower than existing price.
Make or buy decision.
Opening a new sales territory or branch.
Optimizing investment plan out of multiple alternatives.
Submitting tenders.
Lease or buy decisions.
Equipment replacement decisions.

Q-90 "Use of absorption costing method for the valuation of finished goods inventory
provides incentive for over- production." Elucidate the statement.
Answer- When absorption costing method is used, production fixed overheads are charged to
products and are included in product costs. Consequently, the closing stocks are valued on total
cost (including fixed overheads) basis. The net effect is that the charge of fixed overheads to P/L
account gets reduced, if the closing stock is greater than the opening stock. This situation has the
effect of inflating the profit for the period.
Where stock levels are likely to fluctuate significantly, profits may be distorted if calculated on
absorption costing basis. If marginal costing is used, since the fixed costs are charged off to P/L
account as period cost, such a situation will not arise. The impact of using absorption costing
on profits can be summarized as under:



When sales are equal to production, profits will be the same under absorption costing and
marginal costing.



If production is higher than sales, the absorption costing will post higher profits that
marginal costing.



If sales are in excess of production, absorption costing will show lower profits than
marginal costing.

Since profit calculation in absorption costing can produce strange result, the managers may
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deliberately alter the stock levels to influence the profits if absorption costing is used. Hence, it is true
to say that if absorption costing method is used managers have the incentive to over produce to show
better result.

Q- 91What is Pareto Analysis? Name some applications.
Answer-Vilfredo Pareto, an Italian economist, observed that about 70 – 80% of value was
represented by 30 – 20% of volume. This observation was found to exist in many business solutions.
Analyzing and focusing on the 80% value relating to 20% volume helps business in the
following areas.

(i)
(ii)
(iii)
(iv)
(v)

Pricing of a product (in a multi-product company)
Customer profitability.
Stock control.
Activity Based Costing (20% cost drivers are responsible for 80% of total cost)
Quality Control.

Q- 92 State the general guidelines to be used in adopting a pricing policy in a
manufacturing organization.
Answer- The general guidelines to be used in adopting a pricing policy are as under:

(i)
(ii)
(iii)
(iv)
(v)

The pricing policy should encourage optimum utilization of resources.
The pricing policy should work towards a better balance between demand and supply.
The pricing policy should promote exports.
The pricing policy should serve as an incentive to the manufacturers to maximize
production by adopting improved technology.
The pricing policy should avoid adverse effects on the rest of the economy.

Q- 93 Enumerate the uses of Pareto Analysis.
Answer- Pareto analysis is useful to:

(i)
(ii)
(iii)
(iv)
(v)
(vi)

Prioritize problems, goals and objectives.
Identify the root causes.
Select and define the key quality improvement programs, key employee relations
improvement programs etc.
Verify the operating procedures and manufacturing processes.
Allocate physical, financial and human resources effectively.
Maximize research and product development time.

Q-94 Briefly explain skimming pricing and penetration pricing policies.
Answer- Skimming prices: Policy of highly pricing a product at the entry level into the market
and reducing it later. For example: Electronic goods, mobile phone, Flat, TVs, etc.
It is used when market is price insensitive, demand inelastic or to recover high promotional costs.
Penetration Pricing: Policy of entering the market with a low price, then establishing the
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product and then increasing the price.
This is also used by companies with established markets, when products are in any stage of
their life cycle, to avoid competition. This is also known as "stay-out pricing‖. For example, entry
of a new model small segment car into the market.

Q- 95 What are the disadvantages of Cost Plus Pricing?
Answer- Disadvantages of cost plus pricing:

(i)
(ii)
(iii)
(iv)

If ignores demand, facts to take into account buyers' needs and willingness to pay.
Fails to reflect competition adequately.
Assumes correct cost estimation, whereas in multi-product firm, costs may be
arbitrarily allocated.
In many decision, incremental costs are more relevant than full cost. This is ignored.

Fixed Overheads depends on volume if volume is more cost is less, and vice-versa. Increase
decrease in sales volume depends on price. Thus it is a vicious circle — cost plus markup is a price
based on sales volume & sales volume is based on price.

Q- 96 "Overhead variances should be viewed as interdependent rather than independent'.
Explain.
Answer- The operations of a firm are so inter linked that the level of performance in one
area of operation will affect the performance in other areas. Improvements in one area may lead
to improvements in other areas. A sub-standard performance in one area may be compensated by
a favourable performance in another area. Because of such interdependency among activities in the
firm, the managers should not jump to conclusions merely based on the label of variances namely
favourable or unfavourable. They should remember that there is a room for trade off amongst
variances. Hence, variances need to be viewed as `attention directors' rather than problem solvers.
Thus, a better picture will be captured when overhead variance are not viewed in isolation but in
an integrated manner.

Q- 97 Under the single plan, record the journal entries giving appropriate narration, with
indication of amounts of debits or credits alongside the entries, for the following
transactions using the respective control A/c.

(i)
(ii)
(iii)

Material price variance (on purchase of materials)
Material usage variance (on consumption)
Labour rate variance.

Answer-

(i)

Dr. Material Control A/c
Dr. or Cr. Material Price Variance A/c Cr.
Creditors A/c
(Being price variance during purchase of materials)
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Dr. WIP Control A/c
Dr. or Cr. Material Usage Variance A/c Cr. Material Control A/c
(Being recording of usage variance at Standard cost of excess/under utilized quantity)

(iii)

Dr. Wages Control A/c
Dr. or Cr. Labour Rate Variance A/c Cr.
Cash A/c

(Being entry to record wages at standard rate)
Q- 98 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.
2.
3.

Transfer all variances to Profit and Loss Account. Under this method, stock of work-inprogress, finished stock and cost of sales are maintained at standard cost and variances
arising are transferred to profit and loss account.
Distributing variances on pro-rata basis over the cost of sales, work-in-progress and
finished goods stocks by using suitable basis.
Write off quantity variance to profit and loss account and spread price variance over to cost
of sales, work in progress and finished goods. The reason behind apportioning variance
to inventories and cost of sales is that they represent costs although they are derived as
variances.

Q- 99 "Calculation of variances in standard costing is not an end in itself, but a means to an
end." Discuss.
Answer-The crux of standard costing lies in variance analysis. Standard costing is the
technique whereby standard costs are predetermined and subsequently compared with the
recorded actual costs. It is a technique of cost ascertainment and cost control. It establishes
predetermined estimates of the cost of products and services based on management's standards of
efficient operation. It thus lays emphasis on "what the cost should be". These should be costs
are when compared with the actual costs. The difference between standard cost and actual cost of
actual output is defined as the variance.
The variance in other words in the difference between the actual performance and the
standard performance. The calculations of variances are simple. A variance may be favourable or
unfavourable. If the actual cost is less than the standard cost, the variance is favourable but if
the actual cost is more than the standard cost, the variance will be unfavourable. They are easily
expressible and do not provide detailed analysis to enable management of exercise control over
them. It is not enough to know the figures of these variances from month to month. We
infact are required to trace their origin and causes of occurrence for taking necessary
remedial steps to reduce / eliminate them.
A detailed probe into the variance particularly the controllable variances help the management to
ascertain:
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The amount of variance
The factors or causes of their occurrence
The responsibility to be laid on executives and departments and
Corrective actions which should be taken to obviate or reduce the variances.

Q- 100 Describe three distinct groups of variances that arise in standard costing.
Answer- The three distinct groups of variances that arise in standard costing are:

(i)
(ii)
(iii)

Variances of efficiency. These are the variance, which arise due to efficiency or
inefficiency in use of material, labour etc.
Variances of prices and rates: These are the variances, which arise due to changes in
procurement price and standard price.
Variances due to volume: These represent the effect of difference between actual
activity and standard level of activity.

Q-101 Discuss with examples, the basic costing methods to assign costs to services.
Answer(i)
Job Costing method: The cost of a particular service is obtained by assigning costs to a
distinct identifiable service.
e.g. Job Costing method is used in service sectors
Advertisement campaign.

(ii)

- like Accounting Firm,

Process Costing method: Cost of a service is obtained by assigning costs to masses of
similar unit and then computing cost / unit on an average basis.
e.g. Retail banking, postal livery, credit card etc.

(iii)

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

Q. 102 Explain the main characteristics of Service sector costing.
Answer- Main characteristics of service sector are as below:

(a)
(b)

Activities are labour intensive: The activities of service sector generally are labour
intensive. The direct material cost is either small or non-existent.
Cost-unit is usually difficult to define: The selection of cost units usually, for service
sector is difficult to ascertain as compared to the selection of cost unit for
manufacturing sector. The following table provides some examples of the cost units for
service sector.

•
•
•

Hospital — Patient per day, Room per day
Accounting firm — Charged out client hours
Transport — passenger km., quintal km.
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Machine maintenance — Maintenance hours provided to user department
Computer department — Computer time provided to user department.

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

Q. 103 Give an appropriate cost unit for each of the following service sectors:

(i)
(ii)
(iii)
(iv)
(v)
(vi)
(vii)
(viii)

Hotel
School
Hospital
Accounting firm
Transport
Staff Canteen
Machine maintenance
Computer Department

AnswerService Sector
(i)
(ii)
(iii)
(iv)
(v)

Hotel
School
Hospital
Accounting firm
Transport

Staff Canteen
(vi) Machine maintenance
(vii) Computer Department
(viii)

Cost Unit
Bednights available or occupied
Student hours or no. of full time students
Patient-day / Room-day
Client hours
Passenger-Kms, or Quintal km or tonnekm
No. of meals provided or no. of staff
Maintenance hours to user departments
Computer time to user departments.

Q. 104 "Customer profile is important in charging cost." Explain this statement in the
light of customer costing in service sector.
Answer- Customer costing in the service sector: The customer costing is a new approach to
management. The central theme of this approach is customer satisfaction. In some service
industries, such as public relations, the specific output of industry may be difficult to identify and
even more difficult to quantify. Further there are multiple customers, identifying support activities
i.e. common costs with particular customer may be more problematic. In such cases it is important
to cost customer. An ABC analysis of customers profitability provides valuable information to
help management in pricing customer .Consider a banking sector. A banks activity for
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customer will include the following types of activities. These are:

i.
ii.
iii.
iv.
v.
vi.

Stopping a cheque
Withdrawal of cash
Updation of pass book

Issue of duplicate pass book
Returning a cheque because of insufficient funds
Clearing of a customer cheque.

Different customers or categories of customers use different amount of these activities and so
customer profiles can be built up and customer can be charged according to the cost to serve
them.
Customer profile is important in analyzing cost under the following categories
1. Customer Specific costs: These are the direct and indirect cost of providing service to
customer plus customer related cost assigned to each customer. For example: cost of
express courier service to a client who requests over-night delivery of some
agreement.
2. Customer – line categories: These are the costs which are broken into broad
categories of customers and not individual customers.

Q.105 "Hard Rock Coconut" is an exclusive resort located in a famous Island of Pacific
Ocean that vows to isolate its guests from the hustle and bustle of everyday life. Its
leading principle is "all contemporary amenity wrapped in old-world charisma". Each of
the resort's 18 villas has a separate theme like Castle, Majestic, Ambassador, Royal
Chateau, Coconut, Lemon, Balinese etc and guests often ask for a specific villa when they
make reservations. Villas are Ideal for families or friends travelling together and these
villas feature luxurious accommodation spanning two floors. Since it is located within a
300-acre estate on white sand beach, the resort offers its guests a wide variety of outdoor
activities such as horseback riding, hiking, diving, snorkelling, sailing, golf and so on.
Guests could also while away the day relaxing in the pool and availing themselves of the
resort's world-famous spa "Hard Coco Spa". The dining room, which only has three
tables for the public, is acceptable proud of its 4-star rating.
You are required to develop a balanced scorecard for "Hard Rock Coconut". It is sufficient
to give two measures in each of the four perspectives.
Answer- The following is a possible scorecard for "Hard Rock Coconut"
Economic Value
Financial Perspective
Added Revenue per
villa
Customer Perspective
% repeat customers
Number of customer complaints
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Number of new services offered

Q. 106 Global Multinational Ltd. (GML) has two Divisions 'Dx' and 'Dz' with full profit
responsibility. The Division 'Dx' produces Component 'X' which it sells to `outside'
customers only. The Division Dz' produces a product called the `Z' which incorporates
Component 'X' in its design. 'Dz' Division is currently purchasing required units of
Component 'X' per year from an outside supplier at market price.
New CEO for Indian Operations has explored that 'Dx' Division has enough capacity
to meet entire requirements of Division 'Dz' and accordingly he requires internal transfer
between the divisions at marginal cost from the overall company's perspective.
Manager of Division 'Dx' claims that transfer at marginal cost are unsuitable for
performance evaluation since they don't provide an incentive to the division to transfer
goods internally. He stressed that transfer price should be 'Cost plus a Mark-Up'.
New CEO worries that transfer price suggested by the manager of Division
`Dx' will not induce managers of both Divisions to make optimum decisions. You are
requested to help him out of the problem.
Answer- To overcome the optimum decision making and performance evaluation conflicts that
can occur with marginal cost-based transfer pricing following s has been proposed:
Dual Rate Transfer Pricing System
"With a `Dual Rate Transfer Pricing System' the 'Receiving Division' is charged with marginal
cost of the intermediate product and 'Supplying Division' is credited with full cost per unit plus a
profit margin".
Accordingly Division 'Dx' should be allowed to record the transactions at full cost per unit plus a
profit margin. On the other hand Division Dz' may be charged only marginal cost. Any inter
divisional profits can be eliminated by accounting adjustment.
Impact:

—
—

Division 'Dx' will earn a profit on inter Division transfers.
Division 'Dz' can chose the output level at which the marginal cost of the product 'X' is
equal to the net marginal revenue of the product 'Z'.

Two Part Transfer Pricing System:
The ‗Two Part Transfer Pricing System‘ involves transfers being made at the marginal cost per unit
of output of the supplying Division plus a lump-sum fixed fee charged by the supplying
Division to the receiving Division for the use of the capacity allocated to the intermediate
product."
Accordingly Division `Dx' can transfer its products to Division 'Dz' at marginal cost per unit
and a lump-sum fixed fee.
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—

'Two Part Transfer Pricing System' will inspire the Division 'Dz' to choose the optimal
output level.
This pricing system also enable the Division 'Dx' to obtain a profit on inter Division transfer.
Q.107. “Target costing is less useful in situations where the majority of costs are not
locked in during the design phase” – Explain with example.
Answer- Target costing is most useful in situations where the majority of product costs are
locked in during the product design phase. This is the case for most manufactured products, but
only for few services. In the services area, such as consulting, the bulk of all activities can be
reconfigured for cost reduction during the "production" phase, which is when services are
being provided directly to the customer. In the services environment the "design team" is still
present but is more commonly concerned with streamlining the activities conducted by the
employees providing the service, which can continue to be enhanced at any time, not just when the
initial services process is being laid out. For example, Design team can lay out the floor plan of
a fast-food restaurant, with the objective of creating an arrangement that allows employees to
cover the shortest possible distances while preparing food and serving customers; this is similar
to the design of a new product. However, unlike a product design, this layout can be readily
altered at any time if the design team can arrive at a better layout, so that the restaurant staff can
continue to experience high levels of productivity improvement even after the initial design and
layout of the facility. In this situation costs are not locked in during the design phase, so there is
less need for target costing.

Q. 1 0 8 X Ltd. wants to enter in the market with a new product 'Gamma'. You are
required to help management of X Ltd. in deciding pricing strategy if
 Demand of the 'Gamma' is elastic,
 Good possibility
of
substantial
savings on
large scale production and
 There is threat of competition.
Answer- While preparing to enter the market with anew product, X Ltd. has to adopt a
skimming or penetration pricing strategy.
Skimming Pricing: It is a policy of high prices 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.
Penetration Pricing: Penetrating pricing, means a pricing suitable for penetrating mass
market as quickly as possible through lower price offers. The company may not earn profit by
resorting to this policy during the initial stage. Later on, the price may be increased as and
when the demand picks up.
X Ltd. should follow 'Penetration Pricing' as –

(a)
(b)

Demand of product 'Gamma' can be increase by lowering the price as it has elastic
demand.
There is also scope of substantial savings on large scale production and increase in
demand is sustained by the adoption of low pricing policy.

The prices fixed at a low level act as an entry barrier to the prospective competitor.
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