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ABOUT THE AUTHOR

Prof. Dani Khandelwal is a Chartered
Accountant and practising International Cost
Consultant.

He conducts Cost Accountancy and OR
lectures, face to face in Mumbai.

He has been a visiting faculty at WIRC
Mumbai, Goa and Gujarat. Visiting Faculty at
Bombay Chartered Accountants Society
(BCAS).

He has given coaching to thousands of
students; he is into Coaching since last 15
years.

His teaching method is so simplified that over a period the Cost
Accountancy subject is known amongst students as Dani ki Costing.

He is available to students 365 days a year on phone also.

He has written several Books on Cost Accountancy, Operations Research
and Financial Management.

For Final year students he has prepared Video Lectures and Hard book
(Full course), Last Minute Revision (LMR) Video Lectures and Hard book,
Practice Manual (PM) Hard book.

I recommend him as a true friend of all CA students.
CA LM Agrawal

Partner
Coppergate Educare.
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CA is an Elite Profession. The label of CA commands a special respect amongst the
people. Coppergate is one stop solution for students undergoing CA course.

Coppergate Educare is making a sincere effort to fulfill the needs of the students and
help the students in passing the CA exams and come out with flying colors.

At Coppergate emphasis is laid on Professional and participative style of learning,
which not only inspires the students but helps them to act as brand ambassadors in
their careers.

We at Coppergate are passionate about teaching &coaching more and more students
and the positive changes we make in their lives.
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copyright has been inadvertently infringed, please notify the publisher in writing for
corrective action. All the images used in this book are for purpose of interactive and
better explanation of concepts and they are property of their respective
artists/creators. If in case unknowingly there has been violation of copyright related to
the images used in this book, write to us for corrective actions.



GATE
educare | Sy

STRATEGIC COST MANAGEMENT
&
PERFORMANCE EVALUATION
CA Final New Course

Paper-5 Group-II

Author
Prof. Dani Khandelwal (CA)



INDEX FOR SCMPE (CA FINAL

Chapter Chapter Name
Chapter -1 Introduction to Strategic Cost Management
Chapter -2 Modern Business Environment

(I) Total Quality Management (TQM)

() Throughout Accounting/Theory of constraint

Chapter -3 Lean System & Innovation

() Justin Time

() Kaizen costing

Chapter -4 Cost Management Techniques

(I)Cost Control & Cost Reduction

()Target Costing

(lLife Cycle Costing

(IV)Pareto Analysis

Chapter - 5 Cost Management for Specific Sector

Chapter - 6 Decision Making

Chapter—7 Pricing Decisions

Chapter - 8 Performance Measurement & Evaluation Balance Score Card
Chapter -9 Divisional Transfer Pricing International Transfer Pricing
Chapter - 10 Strategic Analysis of Operating Income
Chapter- 11 Budgetary Control

Chapter - 12 Standard Costing

Chapter - 13 Case Study on Learning Curve

Chapter -14 Case Study on Linear Programming Performance
Chapter -15 Case Study Theory ( No Video )

ALL THE BEST



SEQUENCE FOR SCMPE (CA FINAL)

CHAPTER CHAPTER NAME (PRACTICAL CASE STUDY)
Chapter 12 Case Study on Standard Costing
Chapter 1 Introduction to Strategic Cost Management
Chapter 10 Case Study on Strategic Analysis of Operating Income
Chapter 6 Case Study on (Part A) (1) Decision Making CVP (BEP-shutdown)
Chapter 6 Case Study on Part B Decision Making(Relevant Costing)
Chapter 6 Case Study on Part A CVP (2) Analysis (Limiting Factors)
Chapter 1 Case Study on Introduction to Strategic Cost Management
Chapter 4 Case Study on Cost Management Techniques (Target)&Costing and Cost Control & Cost

Reduction
Chapter 2 Case Study on Modern Business Environment
Chapter 2 Case Study on Total Quality Management (TQM)
Chapter7 &9 Case Study on Pricing decisions & Divisional Transfer Pricing
Chapter 13 Case Study on Learning Curve
Chapter 11&8 Case Study on Budgetary Control & Performance Measurement & Evaluation

Chapter 5 Case Study on Throughout Accounting/ Theory of Constraints
Chapter 3 Case Study on Kaizen Costing
Chapter 3 Case Study on Lean System Innovation (Just in Time)
Chapter 4 Case Study on Cost Management Techniques (Life Cycle Costing)
Chapter 4 Case Study on Cost Management Techniques (Pareto Analysis)
Chapter 5 Case Study on Cost Management for Specific Sector (Operating Costing)
Chapter 14 Case Study on Linear Programming Performance( LPP)
Chapter 15 Case Study & Theory ( No videos)

ALL THE BEST
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STRATEGIC ANALYSIS OF
~ _OPERATING INCOME @2

. Jigyasa India 1d. {JIL) has 30 retail stores of uniform sizes 'Fruily & Sweety Relails’ across the
country. Mainly three products namely 'Buffer Jelly', ‘Fruits & Nuls’ and ‘Icy Cool” are sold through
these retail stores JIL maintains stocks for all retail stores in a centralised warehouse. Goods are
released from lhe warehouse fo the relail stores as peT requisition raised by the stores. Goods are
transported to the stores through two lypes of vans i.e. normal and refrigerated. These vans are to

be hired by the JiL.
Costs per month of JIL are as follows:.

N

Warehouse Costs:

Labour éhgraff Costs " 27,000
Refrigeration Costs 1,52 000
28,000

Material Handling Costs )

Total 2,07,000

. Head Office Cost:
Salary & Wages to Head Office Stafi

Office Administration Cosls

50,000
1,27,000 |
Tolal 1,77,000

Retaif Stores Cosfs: L
Labour Related Cosls o N 33,000
Refrigerafion Costs - 1,09,000
"Other Cosls 47,000

Total | 1,89,000

Average lransporiation cost of JIL per trip to any refail stores are as follows:

3,200
#4900

Normal Van
Refrigerated Van

The Chief Financia! Manager asked his Finance inanagers lo calculate profitabilily based o: three
products solo through Fruity & Sweely retar stores rathe: than iraciional methoe of carculating

profitability l (0'1S)




= o

The following information regarding relail stores are gathered:

e
No. of ifems per carfons (unifs) 300 144 72
Sales per month (unils) 18,000 4,608 1,152
Time in Warehouse (in months} 1 1.5 0.5
Time in Refail Stores {in months} 1 2 1
Selling Price per unit (7} 84 42 26
Purchase Price per unit (<) 76 3 22
Butter Jelly and lcy-Cool are required to be kept under refrigerated conditions.
Additional information’
Total Volume of All Goods Sold per month 40,000 m?
Total Volume of Refrigeraled Goods Sola per month 25,000 m?
64 m?

Carrying Volume of each van

Required

CALCULATE the Profit per unit using Direct Product Profitability (DPP} method.

'IO'(LI
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A and B are two customers of XYZ Electronics Lid., a manufacturer of audio players. Selfing price
per unil is 75,400, lts cost of production per unit is 4,420,

Additional costs are:

Order Procéssing Cost . ..ol

Defivery Costs........... ... voviiiiicins

e i gl L

Audio Plsyers purchased (nos.)
No. of orders
No. of deliveries

The company’s policy is to give a discount of 5% on the selling price on orders for 50 units or more,
and fo furlher give 8% discount on the undiscounted selling price if a customer uses his own
transport of collect the order. Assume thal produtction levels are nof allered by these orders.

5 (each of 70 units) 10 {each of 50 units)
5 0

Required
(i} ANALYSE the profilability by comparing profit per unil for each customer.

(i) COMMENT on the discouni policy on delivery.

r lO'OZ'DI
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Mustration , -
] j ] ' i s for food, snacks, hot
6-Twelve is an Indian ~ Japanese inlernational chain of convenience stores , )
and cold beverages is formulating ifs aclivity-based budget for January 2018. 6-Twelve has oply
three product types: Sofi Drinks, Fresh Drinks, and Ready to Eal Food. The budgeted data relating
lo three products are as undef: - L
‘L{;g.« 5 '..' g0y, M 3 T g A Ry S L aa P : .~ :"i.' & ,..‘
:’; i 3 ¢ PR 98 TV ;.%’E ‘%{ 5¢
Ordering (per purchase order) 5,000 4,500 16 20 16 Q
Delivery (per delivery) 4,000 4,100 13 60 20
_Shelf-Stocking {per hour) 1,000 | 1050 | 15 170 93
Customer Support (per item sold} 10 9 4,500 | 34,6001 10,500

6-Twelve has a continuous improvement system to budgeting monthly aciivity costs for each month
of 2018. February's budgeted cost-driver rate is 0.996 times the budgeted January 2018 rate.
March’s budgeted cost-driver rate is 0.996 times the budgeled February 2018 rate and so on.

Reguired
(i) Whatis the tolal budgeted cost for each activity in Januvary 2018,

(i} What advantages might 6-Twelve gain by using an activity-based budgeting approach over,
say, an approach that alfocates the cost of these activities to producls as a percentage of the

cost of goods sold?

(i) What is the total budgeted cost for each activity in March 2018 if March 2018 has the same
budgeted amount of cost-driver usage as January 2018.

(iv) What are the benefits of 6-Tweleve adopting a kaizen budgeling approach? What are the .
limitations?

H
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CASE STUDY No.. 6 foel 0 2

.

TTT.

Hustration
KP Lid. (KPL} manideclures and selis one product called “KEIA". Managing Diroctor Is not happy
with &5 current purchasing and production system. There has been considerable discussion al the
m&p’u fo use of ‘Just bn Time' system for "KEIA". As per the opinion of menaging direcior
) “Just-in-time system is @ pull system, which responds to demand, in contras! fo & push systom, in
which stocks ect a3 buffers between the different slements of the system such es purchesing,
production end seles. By using Just in Time system, K Is possibis to reduce cemying cost as well as
other averheads®,
KPL Is dependent on contractual febour which hes efficiency of 95%, for lts production. The labour
hes to be paid for minkmum of 4,000 hours par month to which they produce 3,800 standard hours.
For availing services ol labour above 4,000 hours in & month, KPL has to pay overtine rate which
is 45% premium fo the normal hourly rate of £110 per hour. For avoiding this overtime payment,
- KPL In its current production end purchase plan utiizes full avaliable normal working hours so tha
the higher inventory levels in the month of lower demand wouid be able fo meet sales of month with

. . higher demand level, KPL has determined that the cast of holding lnventory is £70 per month for
each standard hour of output that is held in inventory.

KPL has forecast the demand for s products for the first six months of yeer 2018 es folfows:

). l"E‘ Py J'ﬂi;
Fofiowing other information Is given:
{ii Al other production costs ere elther fixed or are no! driven by labour hours worked.
{f) Productian and sales occur evenly during each month and af present there Is no stock at the
end of Dec'17.
- (i} The lebour are to be paid lor their minkmum contracted hours in each month irrespective of any
purchase and production system.

. Required

As a chief accountant you are requested to COMMENT on managing direclor’s view,
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MODERN BUSINESS ENVIRONMENT _

The total quality costs are then the sum of al these costs.

Cost of Quality (COQ)

Cost of Control
(Prevention Cost + Appraisal Cost)

+

Cost of Failure of Control
(Internal Failure Cost + External Failure Cost)

= Inits simplest form, COQ can be calculated in terms of effort (hours/days).

=  Abetier approach will be to calculate COQ in terms of money (converting the effort into money '
and adding any other tangible cosls like test environment setup).

=  The best approach will be fo calculate COQ as a percentage of total cost. This allows for
comparison of COQ across projects or companies. '

= To ensure impartiality, an external person say the accountant must determine the Cost of
Quality of a project/ product rather than a person who is a core member of the project/ product

team (Say, someone from the Accounts Department).
Hlustration CASE STopy.-3
A company produces and sells a single product. The cost data per unit for the year 2017 is predicted
as below:

Direct Labour . , 25
Variable Overheads 15

.The company has forecast that demand for the product during the year 2017 will be 28,000 units,
However, to satisfy this level of demand, production quantily will be Iincreased?

There are no opening sfock and closing stock of the product.
The stock leve! of material remains unchanged throughout the period.
The following additional Information regarding costs and revenue are given:




5. . . -—- w— e ’...‘j

-
. . ’ o,
- v.-.
.

-

— 12.5% of the fems delivered fo cusfomers will be rejected due fo specification fallure and will
require free replacement. The cost of delivering the replacement item is & per unit.

—  20% of the items produced will be discovered faulty at the inspection stage before they are
delivered to customers. _
—  10% of the direct material will be scrapped due to damage while in storage.
Due to above, fotal quality costs for the year is expected to be ¥10,75,556.
The company is now considering the following proposal:
1. To introduce training programmes for the workers which, the management of the company

believes, will reduce the level of faully production to 10%. This training programme will cost

4,50,000 per annum.

2. To avail the services of quality control consultant at an annual charges of 50,000 which would
reduce the percentage of faulty items delivered to customers to 9.5%.

Required

(i) PREPARE a statement of expected qualily costs the company would incur if it accepts the
proposal. Costs are to be calculated using the four recognised quality costs heads.

(i) Would you RECOMMEND the proposal? Give financial and non-financial reasons.
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Example

A car manufacturing company has two manutacturing divisions in different countries. Division A in
india manufactures engines for the cars. It has a capacity to manufacture 10,000 units each year.
The variable cost of production is 8,000 p.u. and the division can sell 8,000 engines externally to
customers within India at €11,000 p.u. The other division, Division B is in ltaly that requires 5,000
engines every year to assemble them further into cars. Il purchases these engines from a vendor in
laly at a price that is equivalent to €9,000 p.u.. If Division B were to purchase these units. from
Division A, the fransfer price would be ¥10,000 p.u. Since no selling expenses need 1o be incurred
on internal sales, variable cost of such transfers would be ¥7,000 p.u. If Division A accepts the
internal order from Division B, it will have to curlail some of its external sales.

. Given that the tax rate is 30% in India and 40% in Haly. Defennine if the company will benefil overall

if Division B purchases from Division A.
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CASE STUDY No...ccooor J

Learning Curve

Chapter 12. LEARNING CURVE THEORY

lmée STUDY No%,,

A company has 10 direct workers, who work for 25 days a month of 8
hours per day. The estimated down timels 25% of the total available time.
The company received an order for a new product. The first unit of thénew
product requires-40 direci !abour hours to manufacture the product. The
company expects 80% (index is —0.322) leaming curve for this type of

wark. The company uses standard absorption costing and the cost data are

as under: 3

Direct materials Rs. 60 per unit

Direct labour Rs. 6 per direct labour hour
Variable overheads Rs. 5 per direct labour hour
Fixed overheads Rs, 7,500 per month.

{1) Calcutate the cast per unit of the firSt order of 30 units.

(liy It the company receives a repeat order for20 units, what price will be
quoted to yield a-profit of 25% on selling price?

An electronics firn which has developed a new type of fire-alarm system has
been asked ~to quote for a prospective contract .The customer requires
separate price quotations for each of the following possible orders:

Order Number of fire-alarm systems
First 100
Second 60
Third 40

PROF.DANI KHANDELWAL/ C.A.FINAL/ADVANCED MANAGEMENT ACCOUNTING
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. Learning Curve

The firm estimates the following cost per unit for the first order:
Direct materials - Rs.500 "

Direct Labour ]
Depit. A (Highly automatic) 20 hours at Rs, 10 per hour.

Deptt.B (Skifled labour) 40 hours at Rs. 15 per hour.

Variable overheads 20% of direct labour
Fixed overheads absorbed:

. Deptt. A Rs. 8 per hour
Depit. B Rs. 5 per hour

Determine. a price per uhit for each of the three orders, assuming the ﬁfm
uses a mark upof 25% on total costs and allows for an 80% learning curve.
EﬁrEEt from 80% Leamning curve table:

X 10 13 14 15 186 1.7 1.8 19 20
Y{%) 1000 91.7 805 876 86.1 844 830 815 800

. x represents the cumulative total volume produced to date expressed as

a multiple of the initial order.

Y Is the learning curve factor, for a given X value, expressed as a
percentage of the cost of the initial order.
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CYZ Co., has observed that a 90% leamning curve ratio applies to all fabour ¢
related costs each time a new model enters production. it is anticipated that
220 units will be manufacture during 1989. Direct labour cost for the first lot
of 10 units amounts to 1,000 hours at Rs. 8 per hour. Variable overhead

cost Is assigned to products at the rate of Rs. 2 per direct labour hour. You

are required to determina:
i) Total labour and lab;:ur.reiated costs to manufacture 320 units of outp("

A

¥

ii) Average cost of (a) the first 40 units produced (b) the first 80 units, (c)
the first 100 units. - i

iiij_{@_grementalcostof (a) units 41 — 80 and (b) units 101 — 200.
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CASE STUDY No.. 4> . Learning Curve
N

'XYZ & Co. has given the following data:

80% Average — Tirpe Curve
Cumulative Average Total- Marginal -
Units (X) Hours Hours Hours
1 I 100 | 100 100
2 80 160 €0
3 ? ? ?
4 64 256 ? |

Required : Fill in the blanks.

-

" T

/0\0\ A customer has asked your company to prepare a bid on supplying 800
Q.:C" : units of a new product Production will.be in batches of 100 units. You
estimate that costs for the first batch of 100 units will average Rs. 100 a
unit. You also expect that a 90% leaming curve will apply to the
cumulative labour cost on this contract.

Required :
e (a) Prepare an estimate of the labour costs of fulfilling this contract.

(b) Estimate the Incremental labour cost of extending the production run to
produce an additional 800 units.

c) Estimite the incr,erhental labour cost of extending the production run from
800 units to 900 units.

PROF.DANI KHANDELWAL/ C.A.FINAL/ADYANCED MANAGEMENT ACCO UNTING
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Bala.nced Scorecard

The Balanced Scorecard can be defined as ‘an approach to the provision of information {o
management to assist strategic policy formulation and achievement. It emphasizes the need to
provide the user with a set of information, which addresses al relevant areas of performance
in an objective and unbiased fashion. The information provided may include both financial and
non-financial elements, and cover areas such as profitability, customer satisfaction, internal
efficiency and innovation'. [

It is clear from the above definition that the central idea of the Balanced Scorecard is that
managers should develop the measures on which they manage the business from four

different perspectives:
(i}  Customer Perspective i.e. customer satisfaction.

(i} Intemal Business Perspective
(i) Leaming and growih prospecti-e
(iv)  Financial Perspective e.g., operating income by segments.
The following figure summarises the ideas of a Balanced Scorecard:

| (Is it possible for us to contnuously
improve and create values?)




Balanced Scorecard ]
In today’s business environment information becomes a vital element and to gain competitive i'-
advantage over the peers, it cannot be denied. In this era of information age competilion, & company
cannot survive just by injecting huge capital investment in new technology for physical assets only #
or by excellent management of financial assets and liabilities. In this information age both
manufacturing and service organisafion needs new capabilities for competitive success. Merely |
investing in and managing physical, tangible assets is not enough but an organisation must be able '
to mobilise and exploit its intangible or invisible assets which in turn becomes a decisive factor.

Intangible assets enable an organisation to:

Maintain and further development in customer relationships to retain loyally of existing
customers and to serve new market/ customer segments effectively and efficiently.

Infroduce products and services as per the desire of targeted customer and market segments. .

Produce customised high-quality products and services economically with short gestation
periods. :
Mobilise employee skills and motivation for better and consistent deliberation in process
capabilities, quality, and response times.

*  Deploy information technology, data bases and effeclive management information systems.

The balanced scorecard is a method which displays organisation’s performance into four dimension.
namely financial, customer, internal and innovation. The four dimensions acknowledge the interest
of sharetiolders, customers and employees faking into account of both long-term and short-term
goals. )
Kaplan and Norlon classified performance measures into four business ‘perspectives’: '
(i} The financial perspective

(i) The customer perspective

(iii) The internal business perspective 5

(iv) Thelearning and growth perspective ;
Financial Perspective: "How Do We Look To Shareholders?” In this step manager of a division or {.
a unit, links its business objectives to the corporate strategy of the company as a whole. Financial 7
performance measures indicate whether the company’s strategy implementation and execution are
contributing to its revenue and eamings. To identify key performance measures in this perspective,
managers, during strategic planning ask “How do we look to shareholders?” .
Corporale strategy and strategic initiatives are examined from the financial perspective to see
feasibility of these initiatives of being met. The financial objectives chosen at the onset of the l
balanced scorecard lmplementallon should serve two purposes

e

» To pro\nds definite psrfotmanoa that was expected at the time of slmtegles selection.

= To provide a focus for objectives and appropriate measures in each of the other three
. ... )




Customer Perspective: "How Do Cusfomer View Us?* in this stage, companies identify customers
and market segments in which they compete and also the means by which they provide value to
these customers and markefs. Managers idenlify the lead indicators which make a parlicular
business unit or product different from that of others. Lead indicator may vary from customer to
customer or market segment. If for example, a customer values on-time delivery then on-time
delivery becomes a lead indicator. Examples of lead indicators may include any number of customer
considerations, including:

s  On-time delivery

=  On-site service

= After sales support

= Defects per order

= Cost of the product

*  Free shipments efc.

By delivering quality as per the customer demand and need, business units can improve outcome
measures such as, customer satisfaction, retention, acquisition and loyalty.

Internal Business Perspective: ‘At What Must We Excel?’ In this stage companies identify

processes and activities which are necessary lo achieve the objeclives as idenlified at financial
perspectives and customer perspective slage. These objectives may be achieved by reassessing

the value chain and making necessary changes fo the existing operating activities. f maintaining .

net eamings is the financial objective of a company and after sales service can increase customer
retention, then intemal business perspective needs to improve after sales services to séﬁsfy
customer requirements to maintain nel eamings. This objective may be achieved by providing for
example toll free customer help lines, setting up service centres in all major cities.

Leaning and Growth Perspective: "How Do We Continue To Improve And Create Value?” in the
leaming and growth perspective, Companies determine the activities and infrastructure that the
company must build to create long term growth, which are necessary o achieve the objectives set
in the previous three perspectives. Organisetional leaming and growth comes from three principle

_sources:
s People i.e. employee capabilities
= Systems i.e. information system capabilities and
= Organisational procedures i.e. motivation, empowerment and alignment.
Since, the balanced scorecard is intended to improve long-term performance, managers may invest
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The ultimate result of using the Balanced Scorecard approach should be an improved long term
financial performance. Since the scorecard gives equal importance to the relevant non finangial
measures, it should discourage the short termism that leads fo cuts in spending on new product
development, human resource development elc which are ultimately detrimental for the fusture
prospects of the company.

The responsibility to devise and implement a Balanced Scorecard should be that of the managers
working with the business. Since every company is different, it shall need to work out for itself the
various financial and non - financial measures, which need to be focused upon for its own
development. Since the Balanced Scorecard is recommended as a management tool used both for
intemal and external reporting purposes, it is again the manager’s responsibility to decide as fo what
information needs fo be disclosed and how any problems of confidentiality can best be overcome.

The following are some reasons why Balanced Scorecards sometimes fail fo provide for the de sired

results;

= Managers mislakenly think that since they already use non - financial measures, they already
have a Balanced Scorecard.

»  Senior executives misguidedly delegate the responsibility of the Scorecard implementation to
middle level managers.

=  Company's fry fo copy measures and strategies used by the best companies rather than
developing their own measures suited for the environment under which they function.

=  There are times when Balanced Scorecards are thought to be méant for reporting purposes
only. This notion does not allow a Business to use the Scorecard to manage Business in a new
and more effective way. °

It may be noled that the above-mentioned difficulties refer fo the intemal use of the Scorecard,

unless it is used intemally successfilly, it should not be used as a basis for external reporting.

The following figure summarises the ideas of a Balanced Scorecard:
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Case Scenario

History of the Company

Great Bus Tours Co. Ltd. (GBTCL) ks an open fop double-decker bus sightseeing company,
particderly identfied with fis special red and cream-colored buses. Ilcommdopemﬂngmml
fown of Meghalaya in June 2013 with four buses and as of 2017 operated over 44 buses In north east

region of Indis. GBTCL operates five routes with sfops at tourist destinations. The company runs hop- .
on, hop-oﬁ'busbursofmioushﬂs with one 24-hour ticke! valpdformﬁnfledjoumysonﬂ)emute

Budgetp —_—— -."v—e--ﬁ‘.-.n— s . . ;:..____.__...___.._._....l.
As a part of management performance control and incenfive scheme I has been foﬂoﬁny
participative budgeting approach. in GBTCL, budgeting is a joint process in which functional
divisions develop ﬂnefrpramfnconbnn!waOomtegoaMorme next financial year, Based
on these pians, divisions prepare fiinctional budgets and send to the appropriate manageinent
for review and approval. The budgels afier the incorporation of the feedback and suggestions
received from the sald management, are finalised for the implementation. Then, finalised budgets
are used as yardstick for performance mesasurement, Comparing the actual performance with the
yardstick, bonus end other performance relsted incentives are considered. The higher
menagement belleve that this performance control and Incentive scheme Is very helphul to
measure the performance and fixing responsibiiities for the responsibility centres.
Budgeted Income Statement (€000}
Revenue 1,13,800
Less:
Variable Costs-
Direct Material (Fuel, Lubricanis end Sundries) 13,600
Direct Labour 40,500
Variable Overheads 7,700
Fixed Costs-
Operating Pverheads (Buses, Garage, Salaries) 18,100
Marketing and Admin/stration 10,700
Profit/ {Loss) before taxes 23,200
Tabel-1
Current Year's Income Statement(T 000}
Revenue 93,500
Less:
Variable Costs:
Direct Meterial (Fuel, Lubricants and Sundries) 19,600
Direct Labour 37,700
Variable Overheads 6,200
Fixed Costs:
Operating Overheads (Buses, Garage, Salaries) 20,150
Marketing and Administration 10,100
Profit/ (Loss) before taxes (250)

T2 Ty

- - R L Lo .



Surprisingly above given current year's actual results were nof up fo the mark. Actual resulis :
ware clearly showing adverse performance in comparison with budgeted figures.

Managers of GBTCL were upset because they did not recelve the bonus Ms. Maggie, Tour
Manager of Roufe No. 3, seld —

“‘We lost 2 months revenve and fuel prices are almost doubled. We did our best but these
circumstances were beyond our control and we should not penaliza et all.”

In support of her statement, Ms. Meggle prbvlded following additionel information -

(8)  Rain is common In Northemn Reglon. But, the past year sef a record in numbers. In July
the expected average was 1,577 mm and received was 1,810 mm, In August the expected
average rain was 990 mm and actuél recelved was 1,535 mm. Heavy rain in these two

months disrupted normal life of the region.
(b)  The fuel prices has risen almost confinuously since last year due fo surge in global crude

prices.
(c) Additional operational expenses €22,00,000 also Incurred fo remove the milky appearance

and give the stainless a nice new look effected by heavy rain.
She claimed thet -
“Revised budget with consideration of the above faclors would give different results snd lead to
different conclusions®
Required .
J ANALYSE the four manager's view.

1 Other lnfomaﬂon F Tl
1
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The Revised Profit Margin has come down to 4% as against the Target Profit Margin of 20%. |
This clearly indicates that the performance was benchmarked against the higher target. If original
budget figure is used to measure the performance, it will punish employees for the reason which

are beyond their,control.
GBTCL is not too far away from Revised Profit Margin. Therefore, at least some bonus may be

considered to be awarded to the employees which may create more employee loyalfy and may
be beneficial for long term. ’

Further, continuous monitoring of Budget Performance '(achievementl failure) in GBTCL is
essential to overcome this situation. This helps to identify where revisions are required in the
budget to account changing conditions, errors, modification to company’s plan efc. Monitoring of

Budget Performance should be the responsibility of the managers in GBTCL. The essence of the
effective monitoring of Budget Performance is that the managers should provide accurste,

relevant, act/onable information on fime to the appropriate management level so that budget can
give a realistic target fo measure the performance.
It is also important to note that at the ime of revising the budget, the primary budget as well as

past information should not be ignored as they are the basis for preparing all budgets.
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CASE ~ STWY~IS

Case Scenario

Roal Petroleun Corporation manufectures ubrcant olsfor motor yehicls (iwo wheeles, four
wheelers and heavy vehicles). The company offers lubricant lls in various packages ranging
from a 100 mi pouch to & 200 litres drum. About 70% of lubricant sales comprise are made in the
form of 900 mi ‘cans”. The process of manufacturing and packaging lubricant olls are given below:
- Base ofl of required grade are importsd from middle e8sL . . .o i
- The base ofl are blended with addliives at‘ the manufscturing plants af specified
- The ol is stored for a day fo bring the femperature fo normal.”
~  The plant has an automated botiling facility. The operator is required to preset the quentily
and number of ‘cans’ fo be filled in & computerised system. No manual intervention Is
required theresfler.

~ * The product is filled in ‘cans’ at the first stage of packaging with 900 mi of product.
~  Caps are fixed on the ‘cans’ and sealed at the second stage of packaging.

- The product is weighed at third stsge of packaging (a conversion factor Is used fo cover
volume into welght) before the ‘cans’ are pecked into a carfon.

Any ‘can’ having lesser quantily of oll ls removed before the ‘cens’ are packed Into the cartons.

The ‘cans’ which are short filled cannot be reused. Once the seal Is broken, the ‘can’ Is of no use.

There Is no process by which the ofl in short filled ‘can’ could be reused. Hence the product Is

wasted. ]

The company is considering a proposal to add & component in its packaging unit fo avold losses

arising out of quantity issues in packaging. The component will be installed afler the first stege of
packaging. The component will measure the volume of product and will forward the ‘can’ for

capping and sealing only if the quantity In ‘cans’ Is correct. In case the ‘can’ does not have
required volume of product, the ‘can’ will be topped up with balance product before the capping
and sealing process. The company will be able to achieve 0% wastage due to short filiing after
implementation of new sysfem. -

Required .
Using the context of controi systems, IDENTIFY and EXPLAIN the type of controf which Is existing
In the company and the type of controf which is proposed.

—
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Solution

What is Control?
Confrol is a management function of establishing benchmarks and comparing actual performance

against the benchmarks and taking corrective actions. Control is required at all levels of
organisation to ensure thal the organisation achieves its intended objective. There are two types

of control systems - Feedback Gonh'ol and Feed-forwand Comrol

Feedback Control

Feedbadtconbdbawnbdachviymathkmphoeaﬂerapmncomplete ltlsalsoklmn
as post aclion control. if any problem is identified after a process is complete, a corrective action
is taken to rectify the problem. Feedbackemlrolpmwdesmfomnhononlyaftermeprooeuls
complete and somelimes a significant time is fost o take corrective action. Feedbadt-based
systems have the advantage of being simple and easy to implement.
RealPetdeumamnﬂyhasafeedbadwmtuImednmmmplwe.meamalvolumeoflhe
product is measured at the end of the packaging process. The current control process Is that any
‘can’ which Is short filled is not packed in the carton. This ensures that a lower quantity of product
is not supplied into the market. The curment control system, however leads to product losses as
identification of shori-filled ‘cans’ at the end of process is nof usefut to the production process. In
case, there is a huge variation in the final packaging, the packaging system can be reviewed to
ensure that such problems do not acquire in the future.

Feed-forward Control ‘
Feed-forward Control is also referred to as a preventive control. The rationale behind feed-
forward control is to foresee potential problems and take corrective action to ensure thaf the final

output is as expected. Feed-forward controls are desirable because they allow management to
prevent problems rather than having to cure them later. Feed-forward control are cosfly to

implement as it requires additional investment and resources. These are designed fo detect
deviation some standard or goal to atiow cormrection to be made before a particular sequence of
actions is completed

The proposed gystem in Rea! Petroleum is a Feed-forwand control. In this case, arty short filling
is identified in the packaging process itself and corrective action is taken to ensure that the final
packed ‘can’ has proper quantity of product. The new process is beneficial to the company as the
wastage arising out of the packaging process can be avoided. The savings must be compared
with the cost required to modify the packaging process before finalising on whether the new
system should be implemented or not.

e
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AP THROUGHOUT ACCOUNTING

Vikram Ltd. produces 4 products using 3 different machines. Machine capecity

Is limited to 3,000 hours for each machine. The following information Is
avallable fpr February 2009: i

Products ' A B c D
Contribution 1,500 1,200 1,000 600
(Sales -Direct Material )°
Machine hours required/unit:
Muchine 1 10 6 1
Machine 3 10 3 0.5
Estimated Nemand (units) 200 200 200 200

From the above Information you are required to Ideniify the bottleneck activity
and allocate the machine time. . .

r L
“cASE STUﬁv-NwILJ

fllustratlon

A company produces 3 products A, B and C. The following information Is
avallable for a period.

— 2
O Machine 2 10 9 3 1.5
17

o N Production
. A B c
. Contribution Re. 24 Rs. 20 Rs. 12
—e - (Sale_s - Direct Materials)
— Machine hours required per
Machine 1 12 4 2
"~ Machine 2 18 6 . 3
——— Machine 3 6 2 1.
——_ Estimated saies demand 200 200 200

itis given that machine capacity is limited to 3,200 hours foreach machine, you
are required to analyze the above Information and apply TOC process to
— remove the constraint.
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' Kaizen Costing Principles

) = The sysiem seeks gradual improvements in the existing situation, at an acceptabie cost.
= Mt encourages collective decision making and application of knowledge.

=  There are no limits to the leve! of improvements that can be implemented.

= Kaizen involves sefting standards and then continually improving these standards o achieve
0 long-term sustainable improvements.

«  The focus is on eliminating wasle, improving systems, and improving productivity.
* Involves all employees and all areas of the business.
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e Kaizen Costing in Practice

" ASE - STUDY-2

| 14.6 per centof the raw materials consumed. The new approach included the following§

'Eadipemihga-pou!savmwasmrllwneshmabdﬁwwo:m s |
| (Source: mmdmmmwmm W onviowise. gom.zou) Hie i

| Kaizen Costing becomes part of the Package At the start of 2002 a UK company called apg

Packaging (now part of the Smuriit Kappa Group) had a factory in Greater Manchestor that ffiad
among other products, caﬂomtoholdboﬂlesofdnnk.Thatyeafﬂ\eﬁrmmﬁ'odueeda“
appmdtnwﬂingﬁ;eamountofwasﬁapaperandca:ﬂboarditmproduang,whnd:_

a)mwmmmndwmwabmbemgpm b)Rewﬁhp
mmﬁuﬂlemuﬂdwastehrwhldnﬂwymhdivmaﬂympam c) Establishing & KE
feam to find wa feducing waste. As a result, Kappa was able to reduce waste from 14 |
cent o 13.1 phrpzen iaterials sed by the end of 2002 and down to 11 per && i

= 37

(CASE~ STUDY~3)

Case Scenario

M. india Ltd. (MIL) I8 an aufomobile manufacturer In India and a subsidiary of Japanese
automoblle and moforcycle manufacturer Leon. It manufactures and selis a compiee range of
. cars from-the-entry level fo the-hatchback fo-sedans.and has a present market share-of 22% of-
the Indian passenger car markets. ML uses a system of standerd costing to set is budgets.

Budgets are set semi-annually by the Finance department affer the approvel of the Board of
Directors at MIL. The Finance department prepares variance repoits each month for review in the
Boardofohacfommnﬂng, where actual performance Is compared with the budgeted figures.
Mr. group CEO of the Leon is of the opinion that Kaizen costing method should be

Implemented as a system of plamlng and control In the MiL

Required ,

RECOMMEND key changes vital to MIL's planning and contro! system to support the adoption of
‘Kalizen Costing Concepts’.

Solution

l(amén Costing emphasizes on small but continuous improvement. Targets once set at the
beginning of the year or aclivities are updated continuously to reflect the improvement that has

already been achieved and that are yet to be achieved.

The suggestive changes which are required fo be adopted Kaizen Costing concepts in ML are

as follows:

w

_vmc@wwmcodmmsmm Tmmmswwcmm
3SSUMBH B ‘,'_ﬁ@emnmmwmmmmmmmmkmh \OUTal:

ufathifing 5&;39& iito @écolmt thus the whole effort is on to meet perfmnoa' "

On e éﬁi‘er han*d Kalzeﬁ Costng believes in continuous improvements in maniif
8 and hence, the goal is to achieve cost reduction larget. Theﬁrslclmngerequwed

processes
hesfandm‘ilaethngmﬁmodologyle from earlier Cost Control System to Cost Reducfion S}

Reduiction in the perodicity of setting Standards and Variance Anelysis: Under the; “‘j_" if
planning and control systém followed by the MIL, standards are set semi-annually and base
these standards monthly variance reports are generated for analysis. But under Kaizen chlugg
system cost reduction targets are set for small periods say for a week or a month. So the period
covered under a standard should be reduced from semi-annually to monthly and the curreni
practice of generating variance reports may be continued or may be reduced fo a week.

Participation of Executives or Workers in standard seffing: Under the Kaizen Costing system
participation of workers or executives who are actually involved in the manufacturing process are
highty appreciated while setting standards. So the current system of selting budgets and standards
by the Finance department with the mere consent of Board of Directors required to be chanaar
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. COST MANAGEMENT
. TECHNIQUES _
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Itlustration

P & G Intemational Lid. {PGIL) has deveioped & new product ‘a® 'which is about to be launched into

the market. Company has spent ¢ 30,00,000 on R&D of product ‘a®". It has also bought 8 machine
. fo produce the product 'a®’ costing ¢ 11,25,000 with a capacity of producing 1,100 units per week.

Machine has no residuel value.

The company hes decided to charge price that will change with the cumulefive numbers of units

+

750
2,201 {0 7,700 600
7,701 to 15,950 525
15,951 fo 59,950 450
59,951 end above 300

Based on these selling prices, i is expected that sales demand will be as shown below:

10 220
11-20 550
21-30 825
31-70 _ 1,100
71-80 . 880
81-90 660
91-100 440
101-110 ' 220
Thereafter Nil.

Unit variable costs are expected fo be as follows:

Z




First2200units - 375
Next 13,750 imits - 300 -
Next 22,000 unfts 225
Next 22,000 unfts 188
Thereafler 225

PG!L uses just-in-ime production system. Following is the total contnbutlon statement of the product

o’ for its Introduction and Growth slage:

Weeks 1-10 11-30

Number of units Produced and Sold 2,200 5,500 8,250

Selling Price per unit (& 750 600 525

Variable Cost per unit () 375 300 300

Contribution per unit () 375 300 225

Total Contribution (<} 8,25,000 16,50,000 18,56,250 .
Required '

(il  PREPARE the total contribution stetement for each of the remaining two stages of the product’s

life cycle.

;31

(i) DISCUSS Pricing Strategy of the p/oducf a

(i) FIND possible reasons for the changes In cost during the life cycle of the product ‘a* .

Note lgnore Ihe ttme value of money.

==
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Pricing Strategy for Product o’

PGIL is following the skimming price strategy that's why it has planned to launch the product
a’ initially with high price tag.

A skimming strategy may be recommended when a firm has incurred large sums of money on
research and development for a new product.

In the problem, PGIL has incurred a huge amount on research and development. Also, it is very
difficult to start with a low price and then raise the price. Raising a low price may annoy potential
customers.

Price of the product o®is decreasing gradually stage by stage. This is happening because
PGIL wants to tap the mass market by lowering the price.

Possible Reasons for the changes in cost during the life cycle of the product ‘a*'

Product iife cycle costing involves tracing of costs and revenues of each product over several
calendar periods throughout their entire life cycle. Possible reasons fo; the changes in cost
during the life cycle of the product are as follows:

PGIL is expecting reduction in unit cost of the product a®over the life of product as a
consequence of economies of scale and leaming / experience curves.

Learning effect may be the possible reason for reduction in per unit cost if the process is labour
intensive. When a new product or process is starled, performance of worker is not at ifs best
and leaming phenomenon takes place. As the experience is gained, the performance of worker
improves, time taken per unit reduces and thus his produclivity goes up. The amount of

improvement or expenience gained is reflected in a decrease in cost.

Titl the stage of maturity, PGIL is in the expansion mode. The PGIL may be able to take
advantages of quantity discount offered by suppliers or may negofiate the price with suppliers.
Product a® has the least variable cost 188 in last phase of maturity stage; this is because a
product which is in the mature stage may require less marketing support than a product which
is in the growth stage so, there is a savinig of markeling cost per unit.

Again the cost per unit of the product a jumps to €225 in decline stage. As soon as the product

reaches its decline stage, the need or demand for the product disappear and quantity discount
may not be available. Even PGIL may have lo incur heavy marketing expenses for stock

clearance.

==
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8. Life Cycle Cost with Tiip Vidus iof Mddey - -
A Company has's choice to purchase elther

ta e -

-

oy e

Machine & or B for producing its prodct,  the Mschine has a life of 12
Finance Coss for 12 years Is 6.1, ‘

w |
years,and

Finance Costs 12% a year, advise which Machine is preferabie. The Annuity of 12%
_ A B

Machine
* 40,000

Issue 1: Examples of Industries which can be considered for : e
: mples can be o Product Life Cycle (PLC) analysis are -
WWf,WM,TW,MWWMHMﬂS*Em

m-n.mmﬂm,w,mmmsemﬂcm-zym.
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J:::Life Cycle Costing - New Produét Launch Decision COUINTS

AWnyisplanﬂngamprodud.MarketReseard:MmhmmggesBMlﬂansofmepmductmbesuldata ;
maximum of ¥ 25 per unit. The Companty seeks as minimum mark-up of 25% on Product Cost.  is estimated that the lifetime
costs of the product will be under. You are required to advise whether the product be manufactured.

-+ Research and Development, Design Costs € 1,50,000 o EndofLife Costs ©e70,000
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© 8 LifeCycle Costing - Effect of Price Reduction - .o RTP
PGIL has developed a new product "K" which is about to be faunched into the market and anticipates to sell 80,000 of these

units at a Sale Price of ¥ 300 over the product’s fife cycle of four years. Data pertaining to product 'K’ are as follows:

Costs of Design and Development of Molds, Dies, and Other Tools | ¥ 2,25,000

Manufacturing Costs ¥ 125 per unit

Selling Costs ¥ 12,500 per year + T 100 per unit

Administration Costs £ 50,000 per year

Warranty Expenses 5 Replacement Parts per 25 unils at ¥ 10 per part,
1Visit per 500 Units {Cost ¥ 500 per visit)

1. Compute Product "K™s Life Cycle Cost'. :
2. IfPGIL can increase Sales Volume by 25% through 10% reduction in Selling Price,should PGIL choose the lowes price?
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" U CyckIncome Ststement - Pricing Decision c.s n)

Startup Ltd provides the following details on its new product.

Years 1 and 2: R & D Costs: ¥ 2,40,000, Design Costs ¥ 1,60,000 Years 3to 6: Other Functional Costs:
Function One-Time Costs Costs per umit
Production € 1,00,000 - €25
Marketing ¥ 70,000 24
Distribution ¥ 50,000 €16
Customer Service ¥ 80,000 €30
The sale quantities during the Product Life Cycle at various Selling Prices are:
Selling Price per unit (7) 400 480 600
Sale Quantity in units 5,000 4,000 2,500
ignoring time value of money, compute the Net Incomes generated over the Product Life Cycle at various prices. Which Price

... Should the Company sefect?
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- BHG Toll Plaza Utd built a 60 km. long highway and now operates a toll plaza to ¢
collect tolls from passing vehicles using the same. The company has invested T600
crore to build the road and has estimated that a total of &0 crore vehicles will be "
——  using the highway during the 10 yeors toll collection tenure. Toll Operating and | \
Maintenance cost for the month of April 20X7 are as follows:
t (i) Salary to ~ — @
o Collection Personnel (3 Shifts and 4 persons pershtft) -X150 per day per — ¢
—_ person I— {
______ a  Supervisar (2 Shifts and 1 person per shift) -X 250 per day per person ¢
T [~ (
. 0  Security Personnel (3 Shifts and 2 persons per shift) -T150 per day per
person ‘ t
' "- . 0 Toll Booth Manager (2 Shifts and 1 person per shift) -¥400 per day per [——— '
. person \
(i) Electricity — ¥ 80,000 .
(iii) Telephone ~ T 40,000 — @
- (iv) Maintenance cost - ¥ 30 Lazs — ® /‘i
- (v) The company needs 25% profit over totul cost to cover interest and other cpsts A i
— Required: . I~
(i) Colculate cost per kilometer. e
. (ii) Calculate the toll rate per vehicle (assume there is only one type of vehicle). l._ -
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F—  ILLUSTRATIGN @ oA
-.:_" The loan department of a bank performs several functions in addition to home
! . loan application processing tosk. It is estimated that 25% of the overhead costs of ———
loan department are applicable to the processing of home-loan applft_:att'?n. The s
{.{'“‘ following information is given concerning the processing of a loan application:
- ——  Direct professional labor:
— - — | Q) —
—_— Loan processor monthly salory: 80,000 | S
. (4 employees @ ¥ 20,000 each) )
- Loan department overhead costs (monthly)
——— | Chief loan officer’s salary 5,000
Telephone expenses ' ' 750 —_—
" |Depreciation Building 2,800
— legal cdvice 2,400 L
——  |Advertising 400
— Miscellaneous — 650 —
- Total overhead costs —12.000 N
—_ You are required to compute the cost of processing home loan application on the
- assumption that one hundred home loan applications are processed each month. .
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ILLUSTRATION 9
Following are the data pertaining to Infotech Pvt. Ltd, for the year 20X6-X7
Co Ty Amount ) - .
Salary to Software Engineers (5 persons) 15,00,000
Salary to Project Leaders (2 persons) 8,00,000
Salary to Project Manager 6,00,000
Repairs & maintenance 3,00,000
Administration overheads 12,00,000
The company executes a Project XYZ, the details of the same as are as follows:
Froject duration - 6 months -

One Profect Leoder and three Software Engineers were involved for the entire
duration of the project, whereas Project Manager spends 2 months’ efforts, during

the execution of the proiect.

Iravel expenses incurred for the project - ¥1,87,500 ' .
Two Laptops were purchased at a cust of T 50,000 eack, for use in the project and

the life of the same is estimuted to be 2 years

Prepare Project cost sheet ‘
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