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Q. 1 

a) Overhead are chargered to product K as below 

Set up                5*100                500 

Assembly         1000*10           10,000 

Inspection       2*500                 1000 

                                                    11,500  

Therefore, the total cost of production of 100 units of product K is Rs 11,500. 

 

 

C) 

Following are the advantages of adopting Just-In-Time Manufacturing System:  

(i) Just-in-time manufacturing keeps stock holding costs to a bare minimum. The release of storage space 

results in better utilization of space and thereby bears a favorable impact on the rent paid and on any 

insurance premiums that would otherwise need to be made.  

(ii) Just-in-time manufacturing eliminates waste, as out-of-date or expired product; do not enter into this 

equation at all.  

(iii) As under this technique, only essential stocks are obtained, less working capital is required to finance 

procurement. Here, a minimum re-order level is set, and only once that mark is reached fresh stocks 

are ordered, making this a boon to inventory management too.  

(iv) Due to the afore-mentioned low level of stocks held, the organization’s return on investment (referred 

to as ROI, in management parlance) would generally be high.  

(v) As just-in-time production works on a demand-pull basis, all goods made would be sold, and thus it 

incorporates changes in demand with surprising ease. This makes it especially appealing today, where 

the market demand is volatile and somewhat unpredictable.  

(vi) Just-in-time manufacturing encourages the right first time concept, so that inspection costs and cost 

of rework is minimized.  

(vii) High quality products and greater efficiency can be derived from following a just-in-time production 

system.  

(viii) Close relationships are fostered along the production chain under a just-in-time manufacturing 

system.  

(ix) Constant communication with the customer results in high customer satisfaction.  

(x) Over production is eliminated, when just-in-time manufacturing is adopted. 

 

 

 

D. 

The procedure of drawing a network is:  

1. Specify the Individual Activities: From the work breakdown structure, a listing can be made of all the 

activities in the project. This listing can be used as the basis for adding sequence and duration information in 

later steps.  

2. Determine the Sequence of the Activities: Some activities are dependent on the completion of others. A 

listing of the immediate predecessors of each activity is useful for constructing the CPM network diagram.  

3. Draw the Network Diagram: Once the activities and their sequencing have been defined, the CPM diagram 

can be drawn. CPM originally was developed as an activity on node (AON) network, but some project planners 

prefer to specify the activities on the arcs.  

4. Estimate Activity Completion Time: The time required to complete each activity can be estimated using 

past experience or the estimates of knowledgeable persons. CPM is a deterministic model that does not take 

into account variation in the completion time, so only one number is used for an activity’s time estimate.  

5. Identify the Critical Path: The critical path is the longest-duration path through the network. The 

significance of the critical path is that the activities that lie on it cannot be delayed without delaying the 
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project. Because of its impact on the entire project, critical path analysis is an important aspect of project 

planning.  

 

The critical path can be identified by determining the four parameters for each activity. The four parameters 

are Earliest Start, Earliest Finish, Latest Finish and Latest Start. 

 

Q. 2 

A. 

Computation of present value of outflows and equivalent annual 

  Exe Machine  WYE Machine 

Initial cost (Rs)   19,000.00  13,000.00 

Less : Scrap at the end of the life (3000x0.32)  960.00 (3000X.56)  1,680.00 

  18,040.00   11,320.00 

Present value of total annual cost  (2000x6.81)  13,620.00 (2600x4.36)  11,336.00 

Overhaul cost  (4000X.47)  1,880.00 (2000X.68)  1,360.00 

  33,540.00   24,016.00 

Capital recovery factor  (1/6.81)  0.15 (1/4.36)  0.23 

Equivalent annual cost  4,925.00  5,508.00 

     

As the equivalent annual cost is less for exe machine, it is better to purchase the same 

 

Q.3  

B 

Standard Costing assume that costs are controllable along definite lines of supervision and responsibility and it aims 

at managerial control by comparison of actual performances with suitable predetermined yardsticks. The basic 

principles of cost control, viz., setting up of targets or standards, measurement of performance, comparison of actual 

with the targets and analysis and reporting of variances are common to both standard costing and budgetary control 

systems. Both techniques are of importance in their respective fields are complementary to each other. Thus, 

conceptually there is not much of a difference between standard costs and budgeted and the terms budgeted 

performance and standard performance mean, for many concerns one and the same thing. 

 

The difference may be summarized as follows: 

1. A system of Budgetary Control may be operated even if no Standard Costing system is in use in the 

concern.  

2. While standard is an unit concept, budget is a total concept.  

3. Budgets are the ceilings or limits of expenses above which the actual expenditure should not normally 

rise; if it does, the planned profits will be reduced. Standards are minimum targets to be attained by actual 

performance at specified efficiency.  

4. Budgets are complete in as much as they are framed for all the activities and functions of a concern 

such as production, purchase, selling and distribution, research and development, capital utilisation, etc. 

Standard Costing relates mainly to the function of production and the related manufacturing costs.  

5. A more searching analysis of the variances from standards is necessary than in the case of variations 

from the budget.  

6. Budgets are indices, adherence to which keeps a business out of difficulties. Standards are pointers to 

further possible improvements. 
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Q. 4 

A. 
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B. 

             Significance of Activity Based Costing 

 Cost Reduction: ABC measures how much activities that are costly and then take steps to reduce their costs 

by changing the productions process or outsourcing those activities.  

 Product pricing and decisions of whether to continue producing a product or keeping a particular customer. 

ABC implementers generally believe that ABC provides more accurate cost information than conventional 

costing does. Management can use this information to negotiate price increases with customers or to drop 

unprofitable products.  

 Budgeting and performance measurement: Management can use more accurate cost information to improve 

budgets and measures of department and division performance. 

 

Q. 6 

B. 

Steps in Target Costing 

Target Costing is viewed as 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.  

Step 1: Customer product Design Specification:  

(a) The customer requirements as to the functionality and quality of the product is of prime importance 

(b) The design specification of the new product is based on customer’s tastes, expectations and requirements.  

(c) Competitor’s products and the need to have extra features over competitor’s products are also considered. 

However the need to provide improved products, without significant increase in prices, should be recognized as 

charging a higher price may not be possible in competitive conditions.  

Step 2 & Step 3: Market - Target Selling Price and Production Volume: 

(a) The Target Selling Price is determined using various sales forecasting techniques.  

(b) The price is also influenced by the offers of competitors, product utility, prices, volumes and margins.  

(c) In view of competition and elasticity of demand, the Firm has to forecast the price volume relationship with 

reasonable certainty. Hence the Target Selling Price is market driven and should encompass a realistic reflection of the 

competitive environment.  

(d) Establishment of Target Production Volumes is closely related to Target Selling price, given the relationship 

between price and volume.  

(e) 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:  

(a) Since profitability is Critical for survival, a Target Profit Margin is established for all new products.  

(b) The Target Profit Margin is derived from the company’s long term business plan, objectives and strategies. 

(c) Each product or product line is required to earn atleast the Target Profit Margin.  
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Step 5: Setting Target Costs:  

(a) The difference between the Target Selling Price and Target Profit Margin indicates the “Allowable Cost” for the 

product.  

(b) Ideally, the Allowable Cost becomes the “Target Cost for the product”. However, the Target Cost may exceed the 

Allowable Cost, in light of the realities associated with existing capacities and capabilities.  

 

Step 6: Computing Current Costs:  

(a) The “Current Costs” for producing the new product should be estimated.  

(b) The estimation of Current Cost is based on existing technologies and components, taking into account the 

functionalities and quality requirements of the new product.  

(c) Direct Costs are determined by reference to design specifications, materials prices, labour processing time and 

wage rates. Indirect Costs may be estimated using Activity Based Costing Principles.  

 

Step 7: Setting Cost Reduction Targets:  

(a) The difference between Current Cost and Target Cost indicates the required cost reduction.  

(b) This amount may be divided into two constituents namely – Target Cost - Reduction Objective and Strategic Cost - 

Reduction Challenge.  

(c) The former is viewed as being achievable (yet still a very challenging target) while the latter acknowledges current 

inherent limitations.  

(d) After analyzing the Cost Reduction Objective, a Product-Level Target Cost is set which is the difference between 

the current cost and the target cost -reduction objective.  

 

Step 8: Identifying Cost Reduction Opportunities: 

(a) After the Product-Level Target Cost is set, a series of analytical activities, commence to translate the cost challenge 

into reality.  

(b) These activities continue from the design stage until the point when the new product goes into production.  

(c) The total target is broken down into its various components, each component is studied and opportunities for cost 

reductions are identified.  

(d) These activities are referred to as a) Value Engineering (VE) and b) Value Analysis (VA). 

 

 

 

 

 

 

 

 



 

STRATEGIC COST MANAGEMENT  WWW.GLOBALCMA.IN 

 

Q. 7 B 

 
 

 

Q. 8 

A. 

Value Engineering is an organized/systematic approach directed at analyzing the function of systems, equipment, 

facilities, services, and supplies for the purpose of achieving their essential functions at the lowest life-cycle cost 

consistent with required performance, reliability, quality, and safety. 

Value Engineering is an effective problem solving technique. Value engineering is essentially a process which uses 

function analysis, team- work and creativity to improve value. Value Engineering is not just “good engineering.” It is 

not a suggestion program and it is not routine project or plan review. It is not typical cost reduction in that it doesn’t 

“cheapen” the product or service, nor does it “cut corners.” 
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Value Engineering simply answers the question “what else will accomplish the purpose of the product, service, or 

process we are studying?”. VE technique is applicable to all type of sectors. Initially, VE technique was introduced in 

manufacturing industries. This technique is then expanded to all type of business or economic sector, which includes 

construction, service, government, agriculture, education and healthcare. 

B. 

Throughput Accounting is a management accounting technique used as a performance measure in the theory of 

constraints. It is the business intelligence used for maximizing profits. It focuses importance on generating more 

throughput. It seeks to increase the velocity or speed of production of products and services keeping in view of 

constraints. It is based on the concept that a company must determine its overriding goal and then it should create a 

system that clearly defines the main capacity constraint that allows it to maximize that goal. The changes that this 

concept causes are startling. 

Throughput accounting is a system of performance measurement and costing which traces costs to throughput time. 

It is claimed that it complements JIT principles and forces attention to the true determinants of profitability.  

Throughput accounting is defined as follows: “A management accounting system which focuses on ways by which the 

maximum return per unit of bottleneck activity can be achieved” – CIMA Terminology. 

 

C. 

Total Quality Management is a philosophy of continuously improving the quality of all the products and processes in 

response to continuous feedback for meeting the customers’ requirements. It aims to do things right the first time, 

rather than need to fix problems after they emerge (A company should avoid defects rather than correct them). Its 

basic objective is customer satisfaction. 

 

 The elements of TQM are: 

Total : Quality involves everyone and all activities in the company (Mobilizing the whole organization to achieve quality 

continuously and economically). 

Quality Understanding and meeting the customers’ requirements. (Satisfying the customers first time every time) 

 Management Quality can and must be managed (Avoid defects rather than correct them). 

TQM is a vision based, customer focused, prevention oriented, continuously improvement strategy based on scientific 

approach adopted by cost conscious people committed to satisfy the customers first time every time. It aims at 

Managing an organization so that it excels in areas important to the customer. 

 

D. 

Network analysis is the general name given to certain specific techniques which can be used for planning, management 

and control of project. It often acts as a network management tool for breaking down projects into components or 

individual activities and recording the result on a flow chart or network diagram. These results generally reveal 

information that is used to determine duration, resource limitations and cost estimates associated with the project. 

It offers insight into what is occurring at each critical point of the network. Project management and efficient resource 

allocation are two critical aspects of the production and operations managers’ responsibilities. Since a project is non-

repetitive and temporal in nature, the mode of management differs from the usual job shop or other related types of 

scheduling.  

Network analysis enables us to take a systematic quantitative structural approach to the problem of managing a 

project through to successful completion. Also, since it has a graphical representation, it can be easily understood and 

used by those with a less technical background. 
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