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STRATEGIC MANAGEMENT ACCOUNTING SYLLABUS

UNIT -1
MANAGEMENT ACCOUNTING VS COST ACCOUNTING:

Obijectives, advantages and limitations of management accounting and cost accounting, Role of accounting
information in planning and control, cost concepts and managerial use of classification of costs, the
management process and accounting, cost analysis and control: direct and indirect expenses, allocation and
apportionment of overheads, calculation of machine hour rate, introduction to activity based costing and
life cycle costing.

UNIT -1l

COSTING FOR SPECIFIC INDUSTRIES:

Unit costing, job costing, cost sheet and tender sheet and process costing

UNIT - 111

MAKE OR BUY DECISIONS:

UNIT -1V

BUDGETARY CONTROM.

Budget, budgetary control, i control, flexible budget, different types of budgets: sales
budget, cash budge ster budget, performance budgets, material vs. purchase

o0 cost audit and management audit.




UNIT-I
MANAGEMENT ACCOUNTING Vs. COST ACCOUNTING

COST ACCOUNTANCY:

This is the widest of all the terms. It is applications of costing and cost accounting
principles, methods and techniques to the science, art and practice of cost control and
ascertainment of profitability.

According to the Institute of Cost and Management Accounts,
accountancy is the application of costing and cost accounting princip
techniques etc., to the science, art and practice of cq I, cost§audit and
ascertainment of profitability.”

COST ACCOUNTING:

It is a formal system of accounting for costs by meang o
services are ascertained and controlled.

ich c@sts of products and

COSTING:

Costing is the classifying, rec@rding and appropriate”allocation of expenditure for the
determination of costs of products or servic

inment of costs is known as costing. The
technique in costi iples and rules which govern the procedure of
ascertaining costs ctS ofjservices. This technique is dynamic and changes
with time.

NS OEMANAGEMENT ACCOUNTING:

lo-American Council on Productivity: “Management Accounting is
the Br i ccounting information in such a way as to assist management in
iey and day-to-day operation of an undertaking.”

g to Robert N.Anthony, “Management Accounting is concerned with
ounting information that is useful to management.”

According to Brown and Howard, “The essential aim of management accounting
should be to assist management in decision making and control.”

In the words of J.Batty, “Management Accounting is the term used to describe the
accounting methods, systems and techniques which coupled with special knowledge
and ability, assist management in its task of maximizing profits and minimizing
losses.”




According to T.G.Rose, “Management Accounting is the adaptation and analysis of
accounting information and its diagnosis and explanation in such a way as to assist
management.”

FINANCIAL ACCOUNTING

Accounting is the wider term and includes recording, classifying and summarizing of
business transactions in terms of money, the preparation of financial reports, the
analysis and interpretation of these reports for the information and guidance of
management.

According to the American Institute of Certified Public Accounts
Accounting as the art of recording, classifying and summakizing in

character and interpreting the results thereof”

American Accounting Association defines accou
identifying, measuring and communicating economicji i permit informed
judgments and decisions by users of the in

aracter and art of making significant summaries,
ose transactions and events and communicating the

events, primarily of financial
analysis and interpretations o

Financial Accounting Management Accounting

Objective Its main objective is to Its main objective is to help
provide information in the management in
the form of profit and formulation of policies and

loss account and balance | plans.
sheet to varies interested
parties such as
shareholders, creditors,
bankers, investors,
debenture holders,
government etc.




It covers only that

It considers both qualitative

2. Scope information which can be | information and other
measured in terms of information.
money.

3. Nature It is concerned almost It represents predetermined

exclusive with historical
records i.e., transactions
which have already
Taken place.

and as well as post
determined information.

4. Subject Matter

It portrays the position of
the business as a whole.
It assesses the results of
the whole business.

It is concerned with the
activities of di

5. Focus Financial accounting
reports reveal what had €
happed in the past.

6. Precision In financial accounting
all transactions are
recorded with actual ometimes
amounts. T ate figures are
room for use of onsidered more useful than

i tual figures to know the
trends of the business.
7. Statutory It is optional. It is upto the
Obligation ancial accounting isa | management whether to instal

it or not.

J§ governed by
enerally accepted

accounting principles and

conventions.

No such set of accounting
principles and conventions
are followed in management
accounting.

Financial statements
prepared under financial
accounts are useful to
outsiders like creditors,
bankers, debenture
holders etc.

Reports prepared under
management account are
useful for internal
management only.

10. Period

Financial accounts are
prepared for a particular
period of time.

It supplies needed
information to the
management from time to
time thought the year.

11. Communication

Promt And Quick
communication of
information and keeping
upto date are not desired
in financial accounting.

In this, immediate and prompt
communication of data is
very much required.




12. Audit

Financial statements such
as profit and loss account
and balance sheet are
subject to verification.
Under companies Act
Auditing is compulsory
for financial accounting.

It cannot be audited. As it not
based on actual figures. It is
not possible to get the
management accounts
audited.

13. Publication

As per companies Act
1956, every registered
company should publish

Statements and reports
prepared under management
accounting are meant only for

it’s final statements for internal management only.
the benefit of public. A Hence, they ar
copy of the same should | published.
be filled with registrar of
companies.
Classification of Cost for Man se

The Cost may be classified in various ways to
important classifications are as un

They are
1. By elements

2. As direct or indi

1. Marginal cost

2. Out of pocket costs
3. Differential cost

4. Sunk cost




5. Imputed or notional costs

6. Opportunity cost.

7. Replacement cost.

8. Avoidable and Unavoidable cost

1. Marginal Cost:

Marginal cost is the total of variable costs i.e., prime cost plus variable overheads.

It is based on the distinction between fixed and variable costs.

cash expenditure. Such costs are relevan
make or buy decision is to be made.

3. Differential Cost:

The change in costs due to change in the leyel of activity or pattern or method of
production is known as@ifferéntial cost. If the change increases the cost, it will be

t less salvage value(if any) will be a sunk cost and will be irrelevant cost for
taking decision of the replacement of the existing plant.

5. Imputed Costs or Notional Costs:
Imputed costs or notional costs have the same meaning.

The American equivalent term of the British term ‘notional cost’ is imputed cost.




These costs are notional in nature and do not involve any cash outlay.

The Charted Accountants, London defines notional cost as “ the value of a benefit
where no actual cost is incurred.”

Even though such costs do not involve any cash outlay but are taken into
consideration while making managerial decisions.

Examples of such costs are: notional / unreal rent charged on business premises
owned by the proprietor, interest on capital for which no interest has been paid.

When alternative capital investment projects are being evaluated it is n
consider the imputed interest on capital before a decision is arrived as to
most profitable project.

6. Opportunity Cost:

It is the maximum possible alternative earning tha
productive capacity or services had been put to som
it is the advantage, in measurable terms which has be
facility in the manner originally planned:

example, salary of the clerks employed in a particular department can be
eliminated, if the department is discontinued.

Unavoidable cost is that cost which will not be eliminated with the discontinuation of
a product or department.

For example, salary of factory manager or factory rent cannot be eliminated even if a
product is eliminated.




COST ANALYSIS

Cost Accounting
As compared to the financial accounting, the focus of cost accounting is different. In
the modern days of cut throat competition, any business organization has to pay
attention towards their cost of production. Computation of cost on scientific basis and
thereafter cost control and cost reduction has become of paramount importance.
Hence it has become essential to study the basic principles and concepts of cost
accounting. These are discussed in the subsequent paragraphs.

Cost :- Cost can be defined as the expenditure (actual or notional)
attributable to a given thing. It can also be described as the resources
sacrificed or must be sacrificed to attain a particular objective. In other

of production or cost of service can be calculated b
for the production or services.
Costing :- Costing may be defined as ‘th rocess Of ascertaining
costs’. According to Wheldon, ‘Costing is recording, allocation and
appropriation of expenses for t mination o of products or services and for
rpose of control and guidance of
of every order, job, contract, process,
with the cost of production, selling and

management.
service units as may

8t Accounting prlmarlly deals with collection, analysis of

data for interpretation and presentation for various problems of

accounting accounts for the cost of products, service or an

defined as, ‘the establishment of budgets, standard costs and actual

ations, processes, activities or products and the analysis of variances,

ity or the social use of funds’.

ccountancy :- Cost Accountancy is a broader term and is defined as, ‘the
application of costing and cost accounting principles, methods and techniques to the
science and art and practice of cost control and the ascertainment of profitability as
well as presentation of information for the purpose of managerial decision making.’
If we analyze the above definition, the following points will emerge,

A. Cost accounting is basically application of the costing and cost accounting principles.

B. This application is with specific purpose and that is for the purpose of cost control,
ascertainment of profitability and also for presentation of information to facilitate
decision making.




C. Cost accounting is a combination of art and science; it is a science as it has well defi
ned rules and regulations, it is an art as application of any science requires art and it is
a practice as it has to be applied on continuous basis and is not a onetime exercise.

OBJECTIVES OF COST ACCOUNTING

Objectives of Cost Accounting can be summarized as under

1. To ascertain the cost of production on per unit basis, for example, cost per kg, cost per
meter, cost per liter, cost per ton etc.

2. Cost accounting helps in the determination of selling price. Cost acco
to determine the cost of production on a scientific basis and it helps to f
price.

3. Cost accounting helps in cost control and cost reduction.

ables

possible.
Cost accounting also h i imati sts for the future.

overheads and there should be proper classification made at the time of recording of the
transaction itself.

5. Before designing a costing system, need and objectives of the system should be identified.

6. The costing system should ensure that the final aim of ascertaining of cost as accurately

possible should be achieved.




Certain Important Terms: It is necessary to understand certain important terms
used in cost accounting.

A. Cost Centre: Cost Center is defined as, ‘a production or service, function, activity or item
of equipment whose costs may be attributed to cost units. A cost center is the smallest
organizational sub unit for which separate cost allocation is attempted’. To put in simple
words, a cost center is nothing but a location, person or item of equipment for which cost
may be ascertained and used for the purpose of cost control. For example, a production
department, stores department, sales department can be cost centers. Similarly, an item of
equipment like a lathe, fork-lift, truck or delivery vehicle can be cost cente
sales manager can be a cost center. The main object of identifying a cos
facilitate collection of costs so that further accounting will be ea

carried out is known as Process Cost Center.

B. Profit Centre: Profit Center is defined as,
both revenues are received and expenses ar . (CEMA) A profit t
centre is any sub unit of an organization to wh nues and costs are assigned.
As explained above, cost centre is an activity to wh sts are assigned but a profit

at profit t can be ascertained.

Such revenues and expenditure afe being used to evaluate segmental performance as well

as managerial performance. A d

behaviour of costs and is useful for estimation of costs in future.

B. Absorption Costing :- In this type of costing system, costs are absorbed in the product
units irrespective of their nature. In other words, all fixed and variable costs are
absorbed in the products. It is based on the principle that costs should be charged or
absorbed to whatever is being costed, whether it is a cost unit, cost center.




C. Marginal Costing :- In Marginal Costing, only variable costs are charged to the

products and fi xed costs are written off to the Costing Profit and Loss A/c. The
principle followed in this case is that since fixed costs are largely period costs, they
should not enter into the production units. Naturally, the fixed costs will not enter into
the inventories and they will be valued at marginal costs only.
D. Uniform Costing :- This is not a distinct method of costing but is the adoption of
identical costing principles and procedures by several units of the same industry or by
several undertakings by mutual agreement. Uniform costing facilitates valid
comparisons betweenorganizations and helps in eliminating inefficiencies.

CLASSIFICATION OF COSTS/COST ANALYSIS

considerably in decision making. Classification of ¢
following basis.

A. Classification according to elements:
elements. There are three elements of costing,

lassification, costs can be classified into
Direct and Indirect. Diregt costs ar ich are identifiable with the product unit
tifiable with the product unit or cost centre

tioned and then absorb in the production units. All

ii. Direct and Indirect Labour :- Direct labour can be identified with a given unit of product
b for example, when wages are paid according to the piece rate, wages per unit can be
identified. Similarly wages paid to workers who are directly engaged in the production can
also be identified and hence they are direct wages. On the other hand, wages paid to workers
like sweepers, gardeners, maintenance workers etc are indirect wages as they cannot be
identified with the given unit of production.




iii. Direct and Indirect Expenses: - Direct expenses refer to expenses that are specifically
incurred and charged for specific or particular job, process, service, cost centre or cost unit.
These expenses are also called as chargeable expenses. Examples of these expenses are cost
of drawing, design and layout, royalties payable on use of patents, copyrights etc,
consultation fees paid to architects, surveyors etc. Indirect expenses on the other hand cannot
be traced to specific product, job, process, service or cost centre or cost unit. Several
examples of indirect expenses can be given like insurance, electricity, rent, salaries,
advertising etc. It should be noted that the total of direct expenses is known as ‘Prime Cost’
while the total of all indirect expenses is known as ‘Overheads’.

C. Classification according to behaviour: - Costs can also be classified acco
behaviour. This classification is explained below.

ariges in the
osts isthat the
s ofthese costs

i. Fixed Costs: - Out of the total costs, some costs remain fixe
production volume. These costs are called as fixed costs.
total costs remain same while per unit fixed cost is alway Y
are salaries, insurance, rent, etc.

ii. Variable Costs: - These costs are variable in natureN.e. t ange according to the
volume of production. Their variabilit in the sameNgroportion to the production. For
example, if the production units are 2,800 and the variable cBst is Rs. 5 per unit, the total
Variable cost will be Rs. 10,000, if the production units are increased to 5,000 units, the total
variable costs will be Rs. 25,000, i.&3the increasejis exactly in the same proportion of the
production. Another featuregof the va i§ that per unit variable cost remains same
ample given above, the per unit variable cost
osts change. Examples of variable costs are direct

remains Rs. 2 per unit while
materials, direct 1ag

i. Production Costs: All costs incurred for production of goods are known as production
costs.

ii. Administrative Costs: Costs incurred for administration are known as administrative
costs. Examples of these costs are office salaries, printing and stationery, office
telephone, office rent, office insurance etc.

iii. Selling and Distribution Costs :- All costs incurred for procuring an order are called
as selling costs while all costs incurred for execution of order are distribution costs.




Market research expenses, advertising, sales staff salary, sales promotion expenses are
some of the examples of selling costs. Transportation expenses incurred on sales,
warehouse rent etc are examples of distribution costs.

iv. Research and Development Costs: In the modern days, research and development has
become one of the important functions of a business organization. Expenditure incurred
for this function can be classified as Research and Development Costs.

E. Classification according to time: Costs can also be classified according to time. This
classification is explained below:

I. Historical Costs: These are the costs which are incurred in the past,
year, past month or even in the last week or yesterday. The historic
after the period is over. In other words it becomes a post-
happened in the past. Though historical costs have limited

production, on the basis of a specification of a affgCting cost and cost data.
Predetermined costs may be either standard ted. Standard Cost is a
predetermined calculation of how er specific working conditions.
It is based on technical studiesfregarding material, 4abour and expenses. The main
purpose of standard cost is to e some kind of benchmark for comparing the actual
the other/hand, estimated costs are predetermined

j 0 the anticipated changes. It can be used in

§1on making certain types of costs are relevant. Classification
riteria of decision making can be done in the following manner:

ginal cost is the change in the aggregate costs due to change in the
by one unit. For example, suppose a manufacturing company produces
and the aggregate costs are Rs. 25,000, if 10,001 units are produced the
costs may be Rs. 25,020 which means that the marginal cost is Rs. 20.
inal cost is also termed as variable cost and hence per unit marginal cost is always
same, i.e. per unit marginal cost is always fixed. Marginal cost can be effectively used for
decision making in various areas.

I1. Differential Costs: Differential costs are also known as incremental cost.

I1l. Opportunity Costs: It is the value of benefit sacrificed in favour of an alternative
course




of action. It is the maximum amount that could be obtained at any given point of time if a
resource was sold or put to the most valuable alternative use that would be practicable.
Opportunity cost of goods or services is measured in terms of revenue which could have
been earned by employing that goods or services in some other alternative uses.

IV. Relevant Cost: The relevant cost is a cost which is relevant in various decisions of
management. Decision making involves consideration of several alternative courses of
action. In this process, whatever costs are relevant are to be taken into consideration. In
other words, costs which are going to be affected matter the most and these costs are called
as relevant costs. Relevant cost is a future cost which is different for differ
It can also be defined as any cost which is affected by the decision on
decision making relevant costs plays a vital role.

V. Replacement Cost: This cost is the cost at which existin
assets can be replaced. Thus this is the cost of replacing exd
future date.

V1. Abnormal Costs: It is an unusual or a typical co ; .
regular and is unexpected. This cost arises due to some i on of production
Abnormal cost arises due to idle time, may b ed heavy breakdown
of machinery. They are not taken into considera
for decision making.

orata

VII. Controllable Costs: - In cost
important. In fact, in the competi

counting, cost contral and cost reduction are extremely
e environment, cost control and reduction are the key

osts are the costs which are incurred if the operations are
il disappear if the operations are continued. Examples of these costs

ing or shutting down operations.

ost: These costs are normally fixed costs. The cost incurred by a company
for proviging production, administration and selling and distribution capabilities in order to
perform” various functions. Capacity costs include the costs of plant, machinery and
building for production, warehouses and vehicles for distribution and key personnel for
administration. These costs are in the nature of long-term costs and are incurred as a result
of planning decisions.

X. Urgent Costs: These costs are those which must be incurred in order to continue
operations of the firm. For example, cost of material and labour must be incurred if
production is to take place.




COST ANALYSIS AND COST CONTROL
INTRODUCTION TO COST CONTROL.:

Cost Control has been defined as the guidance and regulation by execution action of
the costs of operating and under taking. It is regarded as an important derivative of
cost accounting is inseparably connected with cost control with the help of cost data.

CLASSIFICATION OF COST CONTROL:

1. Physical cost control — control over production and distribution.

2. Managerial cost control- the use of cost data for regulating current operati@

3. Mechanics cost control-the accounting techniques which are involved in v’
cost control.

STEPS IN COST CONTROL.:

1. Target should be set up for expenses and performa
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the actual costs towards the |
targets. This guidance tion is dong by a management action. A suitable cost

nown as chargeable expenses includes all such expenditure
s on direct material and labour that can be directly identified with

xpenses are also called overhead. They are also referred to as on cost. They
e material, indirect labour and other expenses, which cannot be directly charged
to €pecific cost units. The overheads can be divided into three categories.

1. Factory Overheads:
Factory overheads include all indirect expenses, which are connected with
manufacturing of a product. When they are allocated to different cost units they are
referred to as factory on cost or works on cost. Examples of factory overheads are
salary of factory manager, supervisor’s salary, factory rent and rates and factory
insurance etc.




2. Administrative Overheads:
Administrative overheads include all indirect expenses relating to enter price. They
are also called as office overheads or office on cost. They include expenses incurred
towards formulation of policies, planning and controlling the functions and
motivating the personnel of organization.

3. Selling and Distribution Overheads:

Selling and distribution overheads are indirect expenses connected

expenses incurred in ensuring that the products are
sale. They include expenses on handling the produ

tify the least profitable customers, products and channels.
Determine the true contributors to and detractors from financial performance.
ccurately predict costs, profits and resources requirements associated with
changes in production volumes, organizational structure and costs of resources.
Easily identify the root causes of poor financial performance.

Track costs of activities and work processes.

Equip managers with cost intelligence to stimulate improvements.

Facilitate a better Marketing Mix.

Enhance the bargaining power with the customers.

10 Achieve better positioning of products.

© o No O,




LIMITATIONS OF ACTIVITY BASED COSTING:
1. Allocation:

Not all costs have been appropriated activity or resource consumption cost
drivers. Some costs require allocations to departments and pre-cuts based on
arbitrary volume measures because finding the activity that causes because
finding the activity that causes the cost is impractical. Eg. Faculty sustaining
costs such as cost of information system, factory manager’s salary, factory
insurance etc.

2. Omission of costs:

Product or service costs identified by ABC System arg

0 \

A0V e $

development and product engineering even @
traced to individual products or services. Prod pcClu

because generally accepted accounting princi financial reporting
requires them to be treated as perio

3. Expense and Time:

based costing, in new ABCJ System is likely to be very expensive.
Furthermore, L i anagement or accounting system. ABC
usually requiféSia ; ger Tor successful development and implementation.

Ship. It is a structured approach that addresses all the elements
nd can be used to produce a spend profile of the product or services
antigtpated life span.

ts of an LCC analysis can be used to assist management in the decision
ing process where there is a choice of options. The accuracy of LCC analysis
iminishes as it projects further into the future, so it is most valuable as a
comparative tool when long term assumptions apply to all the opinions and
consequently have the same impact.

LCC is a system that tracks and accumulates the actual costs and revenues
attributable to cost object from its invention to its abandonment. It involves
tracing cost and revenues on a product by product basis over several calendar
periods.




LIFE CYCLE COST:
Life cycle cost are incurred both ;

) "Product and services from design stage through development to market
launch, production and sale and their eventual withdrawal from market and
i) Fixed costs i.e., capital equipment.
The component elements of a product cost over iots life cycle should include:
» Acquisition cost- costs of research design, testing. Production,
construction or purchase in case of capital equipment.
» Product distribution-transport and handling.
» Maintenance cost-cost as customer service, field maintenan
factory maintenance.
» Operation cost-the costs incurred in operations
various faculty and other utility costs.
» Training- operators and maintenance trai
> Retirement and disposal-cost at the end
equipment.

BENEFITS OF LCC ANALYSIS:

1. Option Evaluation:

LCC techniques allow ev
LCC analysis is relevan
decisions.

ation of competing proposals on the basis of life costs.
0 most service contracts and equipment purchasing

Ost effective area of purchase. Additionally awareness of the
so highlight areas in existing items which would benefit from

ocurement to be estimated more accurately. It leads to improved decision making
at all levels for example major investment decesions or establishment of cost
effective support policies. Additionally, LCC analysis allows more accurate
forecasting of future expenditure to be applied to long-term costing assessment.

4 Performance Trade off against cost:

In purchasing decisions cost is not the only factor to be considered when assessing
the opinions. There are other factors such as the overall fit against the requirement




and the quality of goods and the levels of service to be provided. LCC analysis
allows for a cost trade-off to be made against the varying attributes of the
purchasing options.

. LIFE CYCLE COSTING AND MANAGEMENT COTROL.:

When life cycle costing is used for capital investment appraisal. the aim of life cycle
management then switches to control i.e., monitoring actual life cycle costs and
comparing them with the expected costs. Control action might consists of action to
reduce costs of existing asset, but it will also include

i) Action to improve the design or specifications for future capital purchas
ii) Action to improve the life cycle costing techniques that are being
future capital asset purchase decision will be better.

C
RS




UNIT-II
COSTING FOR SPECIFIC INDUSTRIES

1. JOB COSTING

As mentioned in the above paragraph, the methods of costing are used to ascertain the cost of
product or service offered by a business organization. There are two principle methods of
costing. These methods are as follows:

1] Job Costing
I1] Process Costing

Other methods of costing are the variations of these two principlg . The variations of
these methods of costing are as follows.

1] Job Costing: Batch Costing, Contract Costing, Multiple

The Job Costing and its variations are discussed paragraphs:

I] Job Costing: This method of costing i er Industries where the production
is as per the requirements of the cust stries, the production is not on
continuous basis rather it is only wheén order from customers is received and that too as per
the specific cautions of the custome , each job can be different from the other

one. Method used in such
Costing. The objective Q
preparing the Job Cost S
contract, service, spegifi

g is to work out the cost of each job by
ay be a product, unit, batch, sales order, project,
y other cost objective that is distinguishable clearly

3) Job costing enables a business to ascertain the cost of a job on the basis of which
quotation for the job may be given.

4) While computing the cost, direct costs are charged to the job directly as they are
traceable to the job.

5) Indirect expenses i.e. overheads are charged to the job on some suitable basis.




6) Each job completed may be different from other jobs and hence it is diffi cult to have
standardization of controls and therefore more detailed supervision and control is
necessary.

7) At the end of the accounting period, work in progress may or may not exist.

Methodology used in Job Costing:

As discussed above, the objective of job costing is to ascertain the cost of a job that is
produced as per the requirements of the customers. Hence it is necessary to identify the costs
associated with the job and present it in the form of job cost sheet for showin ioUS types
of costs. Various costs are recorded in the following manner.

1. Direct Material Costs: Material used during the production processge

document for ascertaining this cost is the material requisiti
material consumed can be worked out. Cost of the same ¢
method of pricing of the issues like first in first out, last in

particular job. The ‘job time ticket’ starting time and completion time of the
job and the time required fo j out easily from the same. Calculation of

be set for the time as well a ate So that comparison between the standard cost and actual
cost can be very usg

5. Work in Progress: On the completion of a job, the total cost is worked out by adding the
overhead expenses in the direct cost. In other word, the overheads are added to the prime
cost. The cost sheet is then marked as ‘completed’ and proper entries are made in the
finished goods ledger. If a job remains incomplete at the end of an accounting period, the
total cost incurred on the same becomes the cost of work in progress. The work in progress at
the end of the accounting period becomes the closing work in progress and the same becomes




the opening work in progress at the beginning of the next accounting period. A separate
account for work in progress is maintained in the books of business concern..

Advantages of Job Costing:

The following are the advantages of job costing.

1. Accurate information is available regarding the cost of the job completed and the
profits generated from the same.

2. Proper records are maintained regarding the material, labor and ove
costing system is built up.

3. Useful cost data is generated from the point of view of management for
and analysis.

4. Performance analysis with other jobs is possible by cg
jobs. However it should be remembered that each 40b
from the other.

5. If standard costing system is in use, the actual cost peledmpared with the
standard to find out any deviation between the two.

6. Some jobs are priced on the basis of c IS. ses, a profit margin is

this can also
lexity of the record keeping.

INTER-PROCESS PROFITS

The output of one process is transferred to the subsequent process at cost price. However
sometimes, the transfer is made at cost + certain percentage of profit. This is done when each
process is treated as a profit centre. In such cases, the difference between the debit and credit
side of the process account represents profit or loss and is transferred to the Profit and Loss
Account. The stocks at the end and at the beginning contain an element of unrealized profits,
which have to be written back in this method. If the profit element contained in the closing




inventory is more than the profit element in the opening inventory, profit will be overstated
and vice versa. Profit is realized only on the goods sold, thus to obtain the actual profit the
main task would be to calculate the profit element contained in the inventories. In order to
compute the profit element, in closing inventory and to obtain the net realized profit for a
period, three columns have to be shown in the ledger for showing the cost, unrealized profit
and the transfer price.

Costing / Accounting for by-products

e or miscellaneous income.
uation of inventory is made
is is the least scientific method

e by-product. This method seems to be more acceptable
p, by-product revenue reduces the cost of major products.

V. ReverSe cost method: This method is based on the view that the sales value of the by-
product contains an element of profit. It is agreed that this element of profit should not be
credited to the profit and loss account. The cost of by-product is arrived at by working
backwards. Selling price of the by-product is deflated by an assumed gross profit margin.
Thus under this method, sales value of the by-product is first reduced by, an estimated profit
margin, selling and distribution expenses and then the post split off costs and then the cost of
the main product is thus reduced by this net figure.




Cost Methods: The following methods are included in this category.

I. Replacement or opportunity cost method: If the by-products are consumed actively, they
are valued at the opportunity cost method or replacement cost method. This means the cost
which would have been incurred had the by-product been purchased from outside. For
example, biogases, which is one of the main by-product of sugar industry and which is used
for the factory as a fuel in the boiler is valued at the market value, i.e. the price that would
have been paid if it would have been purchased from outside.

tainment in such industries is known as process costing in which costs
each process by preparing a separate account of such process.

CHARAQIERISTICS OF PROCESS COSTING
1. The production is continuous and the final product is the result of a sequence of processes.
2. Costs are accumulated by processes.

3. The products are standardized and homogeneous.




4. The cost per unit produced is the average cost which is calculated by dividing the total
process cost by the number of units produced.

5. The finished product of each but last process becomes the input for the next process in
sequence and that of the last process is transferred to the finished goods stock.

6. The sequence of operations or processes is specific and pre-determined.

7. Some loss of materials in processes (due to chemical action, evaporation etc.,) is
unavoidable.

8. Processing of raw materials may give rise to the production of several produ

9. These several products produced from the same raw material be ter as jamnt
products or by-products.

ADVANTAGES OF PROCESS COSTING

The following are the main advantages of process costing:
1. It is possible to determine process costs periodi

es are used on

n- progress is required to be ascertained at the end of an accounting period for
calculating the cost of continuous process. Valuation of work- in-progress is generally done
on estimated basis which introduces further inaccuracies in total cost.

3. Where different products arise in the same process and common costs are prorated to
various cost units. Such individual products’ costs may be taken as only approximation and
hence not reliable but may be taken as the best.




4. There is a wide scope of errors while calculating average costs. An error in one average
cost will be carried through all processes to the valuation of work in process and finished

goods.

5. The computation of average cost is more difficult in those cases where more than one type

of products are manufactured and a division of cost elements is necessary.

PROBLEMS ON COST SHEET

Single or Output Costing:

Q1. Prepare a cost sheet and calculate the percentage of works expenses o
expenses to direct wages and the percentage office expenses to works cost fr

following
1 | Stock of raw materials 1-1-2010 30,500
2 | Stock of finished goods 1-1-2010 20,400
3 | Stock of raw materials 48,500
4 | Stock of finished goods 10,000
5 | Purchase of raw materials 25,000
6 | stock of work in progress 1-1-2010 8,000
7 | stock of work in progress 31-1-2010 9,000
8 | Sales \ 95,000
9 | Direct wages 20,400
10 | Factory expenses 10,500
11 | Office expenses 5,400
12 | Selling & Distgibution expehses 6,300




Solution: Cost sheet at the month ended 31-1-2010

Particulars I1.C 0.C
opening stock of raw materials 30,500
Add: Purchase of raw materials 25,000
55,500
Less: closing stock of materials 48,500
COST OF MATERIAL CONSUMED
Add: direct wages
PRIME COST
Add: factory Overheads
Add: opening stock in WIP
Less: closing stock in WIP
FACTORY/ WORKS COS 36,900
Add: office overheads 5,400
COST OF PR 42,300
Add: opening stock of finished goods 20,400
62,700
Less: closing stock of finished goods 10,000
COST @F GOODS SOLD 52,700
Add: Selling & distribution overhea 6,300
COST 59,000
Profit 36,000
SALES 95,000
i) Calc orks expenses to direct wages

office expenses % 100 = 10,500 %100 = 51.47%
works cost 20,400

alculation of % of office expenses to work cost

office expenses

% 100 = _ 5400
works cost 36,900

% of office expenses = x100 = 14.63%

Detailed cost sheet:




Q2. Prepare a cost sheet for the month ended from the following information.

Particulars Amout
1 | Opening stock of material 50,000
2 | Purchases 20,000
3 | Carriage inwards 40,000
4 | Octroi& custom charges 6,000
5 | Closing stock of raw material 10,000
6 | Productive wages 8,000
7 | Chargeable expenses/direct expenses
8 | Indirect material 6,
9 | Indirect wages 4,0
10 | Leave wages 5,00
11 | Overtime premium 00
12 | Fuel & power 0
13 | Coal & coke 4,000
14 | Factory rent ;000
15 | Factory insurance 4,000
16 | Factory lighting 6,000
17 | Supervision 5,000
18 | Canteen & welfare A 4,000
19 | Haulage 6,000
20 | Work salaries N 10,000
21 | Drawing off salaries 5,000
22 | Gas & water 1,000
23 | Laboratory expenses 7,000
24 | Internal transport expenses 1,000
25 | Sale & scrap 5,000
Opening stock of WIP 10,000
i 5,000
20,000
10,000
5,000
2,000
3,000
6,000
4,000
3,000
g 10,000
Closing stock of finished goods 6,000
38 | Advertisement 4,000
39 | Showroom expenses 6,000
40 | Bad debts 5,000
41 | Carriage outwards 6,000
42 | Counting house salaries 10,000
43 | Warehouse rent 4,000
44 | Expenses of sales branches 6,000
45 | Sales 3,00,000




46 | Provision for bad debts 10,000
47 | Interest paid 5,000
48 | Donations 20,000
49 | Income tax paid 5,000
50 | Cash discount 7,000
Sol: DETAILED COST SHEET

Particulars

opening stock of materials
Add: Purchases

Add: carriage inwards

Add: octrai& custom charges

Less: closing stock of materials
COST OF MATERIAL
CONSUMED

Add: productive wages
Add: chargeable expenses

Add: factory Overheads
indirect material
leave wages
indirect wages
overtime premium
fuel & power
cole& coke
factory rent

laboratory expenses
internal transport expenses

Less: sale of scrap
Add: opening stock in WIP

Less: closing stock in WIP

71,000

10,000

6,000
5,000
4,000
8,000
2,000
4,000
6,000
4,000
5,000
4,000
6,000
10,000
5,000
1,000
7,000
1,000

84,000
5,000

79,000
10,000

89,000
5,000

81,000




84,000
FACTORY/ WORKS COST 1,65,000
Add: office overheads
office salaries 20,000
directors fees 10,000
depreciation on office furniture 5,000
subscription to trade journals 2,000
establishment charges 3,000
legal charges J
postage & telegram
audit fees

COST OF PRODUCTION
Add: opening stock of finished goods

Less: closing stock of finished goods
57,000
COST OF GOODS 2,22,000
Add: Selling & distribution overheads
Advertisement 4,000
showroom expenses 6,000
bad debts 5,000
carriage outwards 6,000
counting house salaries 10,000
warehouse rent 4,000
expenses of sales branc 6,000
41,000
COST 2,63,000
profit 37,000
SALES 3,00,000

ny’furnishes the following information for 10,000units of a product
uring the year 2007

90,000
Direct wages 60,000
Power & consumable stores 12,000
Indirect wages 15,000
Factory lighting 5,500
Cost of rectification of defective work 3,000
Clerical salaries & management expenses 33,500
Selling expenses 5,500
Sale of scrap 2,000




| Repairs & depreciation on P&M | 11,500

Other information:

1. Net selling price was 31.60p.u sold & all units were sold

2. As from 1-1-2008, the selling price was reduced to Rs.31 p.u. It was estimated that
production could be increased in 2008 by 50% due to spare capacity.

3. Rates for materials & direct wages will increase by 10%.

You are required to prepare

I. Cost sheet for the year 2007 showing various elements of cost per u
il. Estimated cost sheet & profit for 2008 assuming that 15,000 will be

Sol: Cost sheet of E Itd. Company for the year 2007
Particulars :
Materials  (90000/10,000) 90,000
Direct wages 60,000
PRIME COST 1,50,000
Add: factory Overheads
power & consumable stores 1.2 12,000
indirect wages 15 15,000
factoy lighting 0.55 5,500
cost of defective work 0.3 3,000
plant & depreciation 1.15 11,500
19.7 1,97,000
Less: sale of scr. 0.2 2,000
FACTORY/WORKS COST 195 1,95,000
Add: offi
clerical st i 3.35 33,500
OFFICE COST 22.85 2,28,500
tion overheads 0.55 55,000
TOTAL COST 23.4 2,34,000
profit 8.2 82,000
SALES 31.6 3,16,000

I. " Calculation of factory overheads rates on direct wages

factory O.H % 100 = 45,000 %100 = 75%
direct wages 60,000

ii. Calculation of office & selling O.H on works cost




office O.H 5,5600+33,500

100 = 100 = 20%
works cost x 100 1,95,000 X100 =20%
Tender sheet for 15,000 units
Particulars Unit rate o.C
Materials 9.90 1,48,500

Direct wages 99,000

PRIME COST 16.
Add: factory Overheads
75% of direct wages

74,250

FACTORY/WORKS COST 5 3,21,750

Add: office and selling & distribution overheads
20% of works cost 9 64,350
TOTAL COST 74 3,86,100
profit 5.26 78,900
SALES 31.00 4,65,000

OCESSC ING
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Q1. Prepare process acco cost of production from the following

Process
Y X
750 300
3,000 900
200 400
300 100
2,580 1,875

Indirect expenses of Rs. 1,275 should be apportioned on the basis of Direct wages

Sol: Calculation of Indirect Wages to X,Y,Z in the ratio of Direct Labour (4:10:3) :

X process share indirect wages 1275 x (4+17) = 300
Y process share indirect wages : 1275 x (10+17) = 750

Z process share indirect wages 1 1275x (3+17) = 225




Dr Process X Account Cr
Particulars Amount Particulars Amount
To materials 2,250 By transfer to process Y 6,140
To labour 1,200
To fuel & power 300
To carriage 200
To work overheads 1,890
To indirect expenses 300
6,140
Dr Process Y Account r
Particulars Amount Amount
To transfer from process X 6,140 13,720
To materials 750
To labour 3,000
To fuel & power 200
To carriage 3
To work overheads :
To indirect expenses 750
3,720 13,720
Dr Process Z Account Cr
Particulars unt Particulars Amount
To transfer from process Y 20 By stock of finished good
- 17,520
To materials 300 (BIF)
To labour | 900
400
100
1,875
225
17,520 17,520

MODEL 2: When normal loss is given in problem

Q2. Prepare process accounts A & B from following information

Process
Particulars A B
Materials (50 units) 50 -
Expenses 30 --




5 units valued at

2 units valued at

Normal Loss Rs. 1.25 Rs. 3.50
Sol:
Dr Process A account Cr
Particulars Units | Amount Particulars Units | Amount
To materials 50 50 By normal loss (5x1.25) 1.25
To expenses 3 30 By transfer to process B a/c 78075
50 80 80
Dr Process B account Cr
Particulars Units | Amount Units | Amount
To transfer from process A | 45 2 3.5
B}/ finishéd goods 43 7595
9 45 78.75

MODEL 3: When Normal a

Q3. A productp process
follows:

astages/losses are given

& C. The normal wastage of each process is as

Process Normal loss Wastage sold
’ 3% 25 paise per unit
5% 50paise p.u
8% 1 rupee p.u




10,000 units were issues to process A on 1-Apr-2004 at a cost of Rs.1 per unit. The other

costs were given as follows

A B C
Sundry material 1,000 1,500 500
Labour 5,000 8,000 6,500
Direct expenses 1,050 1,188 2,009
Actual output ( in units) 9,500 9,100 8,100

Prepare process accounts assuming that no opening and closing stocks, also prepare

abnormal wastage gain account.

Sol:
Dr Process A a/c Cr
Amoun
Particulars Units | Amount S t

To units introduced 10,000 10,000 00 75
To material -- 1,000 200 350
To labour cost -- 5,000 9,500 | 16,625
To direct expenses - ;

10,000 17,050 10,000 17,050

al wastage of 200 units in process A

Process B a/c Cr
Amoun
Amount Particulars Units t
By normal loss @ 5% 475
16,625 | of output 238
To material -- 1,500 | Byabnormal loss - -
By transfer to process C
To labour cost -- 3,000 |alc 9,100 | 27,300
To direct expenses -- 1,188
To abnormal gain 75 225
9,575 27,538 9,575 27,538




Working Notes: Calculation of the value of abnormal gain of 75 units in process B

Dr Value - Cr Value
Dr units - Cr units

x abnormal wastage

M X 75 = 225/_

9,500 - 475
Dr Process C a/c

Particulars Units | Amount
To transfer from process
B a/c 9,100 27,300
To material -- 500
To labour cost -- 6,500
To direct expenses - 2,009

9,100 36,309

Working Notes: Calculation of the value of abnormal loss of 272 units in process C

Dr Value - Cr Value
Dr units - Cr units

X ormal

36,309-728
9,100-728

Amoun
Units | Amount | Particulars Units t
By sale of
350 wastage
To process C alc 272 1,156 process A 200 50
Process C 272 272
By
profit&loss
alc - 1,184
472 1,506 472 1,506




Dr Abnormal wastage a/c Cr

Particulars Units | Amount Particulars Units | Amount
To sale value in process B 75 38 By process B a/c 75 225
To P&L alc - 187
75 225 75 225

Applications [Merits] of Marginal Cos§

in various managerial tasks and decision- making process.
costing are discussed in the following paragraphs:

segregating the costs between vari
irrespective of the production voluine, variable costs vary according to the production

costs between fixed and variable is done in
the marginal costing, conce made on variable costs rather than fixed cost and
in this way unnec ixed costs can be avoided.

marginal costing for decision making. The segregation of costs between fixed and variable is
thus extremely useful in profit planning.
Desired sales = Fixed Cost + Desired Profit
P /V Ratio




3), Key Factor Analysis: The management has to prepare a plan after taking into
consideration the constraints if any, on the various resources. These constraints are also
known as limiting factors or principal budget factors as discussed in the topic of ‘Budgets and
Budgetary Control’. These key factors may be availability of raw material, availability of
skilled labour, machine hours availability, or the market demand of the product. Marginal
costing helps the management to decide the best production plan by using the scarce
resources in the most beneficial manner and thus optimize the profits. For example, if raw
material is the key factor and its availability is limited to a particular quantity and the
company is manufacturing three products, A, B and C. In such cases marginal costing
technique helps to prepare a statement, which shows the amount of contrib
material. The product, which yields highest contribution per kg of raw materi
priority and produced to the maximum possible extent. Then the othe

the given situation.

4. Decision Making: Managerial decision-making is ction in any
organization. Decision — making should be on the basis of mation. Through
the marginal costing technique, information abo i

xed and variable helps
ternatives. Thus it becomes
n the basis of comparative cost

The concépt of ‘Break Even Point’ is extremely important for decision making in various
areas. This concept is based on the behaviour of costs, i.e. fixed cost and variable costs. As
discussed earlier, fixed costs are those costs that remain constant irrespective of the changes
in the volume of production. On the other hand, variable costs are the costs that vary with the
level of production. While fixed cost per unit is always variable, variable cost per units is
always fixed. In addition to these two types of costs, there are semi variable costs that are
partially fixed and partially variable. Semi variable costs thus have the features of both types
of costs. They remain fixed up to a certain level of production and after crossing that level,




they become variable. The Break Even Point is a level of production where the total costs are
equal to the total revenue, i.e. sales. Thus at the breakeven level, there is neither profit nor
loss. Production level below the break-even-point will result into loss while production above
break-even point will result in profits.

6. Closing down a plant / Shutdown Decision

A factory may have to case operation for sometime due to various reasons such as labour
troubles, material shortage, major break down, market depression etc., this shut down may be
of temporary nature and operations are renewed when the situation impro
costs are classified as follows:

about shut down , retrenchment and lay off costs etc.
2. Costs incurred during continued shut down such as co
and machinery and other equipment etc.
3. Costs incurred on remaining operations after shut

training new workers time lag in packing up p , additional
promotional costs etc.
7. Dropping a product line/ Disconti afroduct Line:
Another type of decision making in m ding the dropping of a product

of a product line.
1. The contribution give oduct, thig contribution is the different from profit.

cost from contribution. Fixed costs are

ady accounting for a significant proportion of the total capacity.
prospects the market for the product.

t on sale of other products. In some cases, dropping down of one product
esult in heavy decline in sales of other products affecting the overall
profitability of the firm.

8. Charging General and Specific Fixed Costs:

Sometimes it is observed that general fixed cost is apportioned to departments or for
products. This may be done for ascertainment of total cost but will not be prudent for
decision making. Any apportionment of general fixed cost s may give misleading




results. However, where fixed costs are specific. The same may be taken into
consideration as a relevant cost.

9. Fixation of Selling Price:

Although the prices are more controlled by market conditions and other economic
factors than by decisions of management yet fixation of selling prices is one of the
most important functions of management. This function is to be performed
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Under normal conditions

In times of competition

In times of trade depression.
In accepting additional orders for utilising idle capacity.
In exporting and exploring new markets.
Selling price below the Marginal cost.
When a new product is introduced into the
When foreign market is to be explored to ea
When the concern has already purchased larg iti aterial.
At the time of closure of the busin

When the goods are pgFishable in nature.




UNIT-111
MAKE OR BUY DECISIONS
MARGINAL COSTING

INTRODUCTION OF MARGINAL COSTING:

Marginal Costing is not a method of costing like job, batch or contrag

technique of costing in which only variable manufacturing & considéred while

costs go on changing with the production level. It will inc
and will decrease if the production decreases. niq

total cost of production is
production may bgeom
the total cost
hence the

, 990. Thus the change in the total cost is by Rs.10 and
he increase or decrease in the total cost is by the same

example, stippose company X is manufacturing three products, A, B and C at present and the
number of units produced are 45 000, 50 000 and 30 000 respectively p.a. If it decides to
change the product mix and decides that the production of B is to be reduced by 5000 units
and that of A should be increased by 5000 units, there will be impact on profits

and it will be essential to measure the same before the final decision is taken. Marginal
costing helps to prepare comparative statement and thus facilitates the decision-making. This
decision is regarding the change in the volume of output. Now suppose if the company has to
take a decision that product B should not be produced at all and the capacity, which will be




available, should be utilized for A and B this will be change in the type of output and again
the impact on profi t will have to be measured. This can be done with the help of marginal
costing by preparing comparative statement showing profits before the decision and after the
decision. This is subject to one assumption and that is the fi xed cost remains constant
irrespective of the changes in the production. Thus marginal costing is a very useful
technique of costing for decision-making.

PROBLEM ON MARGINAL COSTING:

of production, it will be charged to the Costing Profit a
price of the product will be fixed on the basis of variabl

of‘the company will be to
e selling price and variable
price of Rs.10 per unit and the
variable cost of Rs.5 per units ig{the margin, which ‘is called as ‘Contribution’. The
contribution margin in this case is per unit. Ifythe company is able to produce and sell,

producing one additional unit of output and in this cost fixed
pst accounting and management accounting marginal cost means

Madrginal costing is a technique of costing which is used in conjunction with other

methods of costing like process or job costing.

2. Only marginal costs i.e., variable costs are charged to products. These include direct
material, direct labour, direct expenses and variable over heads.

3. Fixed costs are treated as period costs and are directly charged to profit and loss
account for the period for which they are incurred. They are not charged to products.

4. The finished goods and work-in-progress are valued at marginal cost.




5. In marginal costing prices are determined on the basis of marginal cost plus
contribution.

6. Profitability of departments and products is determined with reference to their
contribution margin.

7. Fixed costs remain constant irrespective of level of activity.

8. Cost-volume-profit relationship is fully employed to reveal the state of profitability at
various levels of activity.

9. It high lights the effect of costs on the level of output planned.

10. Break-even point is the prime component of marginal costing technique.

ADVANTAGES OF MARGINAL COSTING:

)} Simply to operate and easy to understand:

Marginal costing is a simple technique. It is very s
understand. It is constant in nature. Complications involve
absorption of overheads are avoided.

i) Cost control:

In marginal costs are divided into fixed costs. Variable costs are
always controllable. Thus greater control be exerciséd over these costs. Further,
effective control on fixed costs beco easier by treating th€m as a whole in the
determination of profit.

i)

sales. The (B¥bution technique provides a better and more logical basis for the
iXation of s

t reduces the degree of over or under recovery of overheads due to separation of
fixed overheads from production cost.

Vi) Helps in preparing Flexible Budget:

Marginal costing facilitates the preparation of flexible budget by differentiating
variable costs and fixed costs. It also helps in the evaluation of performance of responsible
personnel.




vii) Stock Valuation:

Marginal costing inventory is valued at variable cost. Thus, unrealized profits are not taken
into account. Under this method stock valuation will be uniform and realistic.

viii)Aid to profit planning:

Marginal costing technique provides data relating to cost-volume-profit relationship. This
facilitates profit planning in future.

Xi) Helps in pricing:

Marginal costing is very helpful in fixation of selling price of products under va
conditions. It gives a better and more logical base for ths fixation of s rice as\wéll as fg
tendering contracts when the business is at low level.

x) Profitability Appraisal:

Marginal costing helps the management in evaluating the p ili ative
operations.

LIMITATIONS OF MARGINAL C

i) Practical Difficulty In

. The whole concept of marginal costing is based on the classification of total
cost into fixed and variable coskwhichiis very diffigult task. In marginal costing semi-

iv) Not suitable to all industries:

Marginal costing technique is not suitable to all types of industries. For example
in capital intensive industries fixed cost like depreciation is more. If fixed costs are ignored
proper results cannot be ascertained. With the increase of automation the scope of marginal
costing is decreasing.

V) Fluctuations in Profits:




Marginal costing technique cannot be applied in industries where there is large
stock of work-in-progress. As fixed overheads are not included in the value of stock , firm
will get losses in some years. This results in wide fluctuations in profits.s

vi) Difficulty in fixation of price:

Under marginal costing, selling price is fixed on the basis of contribution. In case of cost plus
contract is very difficult to fix price.

vii) Under or over absorption:

application of variable overheads depends on estimate and not on actual as suc be

under or absorption.
O "

viii) Full claim cannot be claimed:

Since stock is valued at marginal cost, in case of fire full amount e récovered

from the insurance company.
Xi) Not suitable for external reporting:

This technique is not suitable for external reporting
income is not considered to be taxable profit.

ities, where marginal

X) Significance Lost:

In capital intensive industries fixed c
costs cover only variable co
industries.

S occupy major portion in the total cost. But marginal
it loses itysignificance in capital intensive

product béing produced has a component, which can either be made in the factory itself or
purchased from outside market.

While deciding to make or buy, the cost comparison should be made between the marginal
cost of manufacture and price at which the product or component could be obtained from
outside. It is profitable to the firm to buy the component from others only when the supplier’s
price is less than the marginal cost. Fixed costs are excluded on the assumption that they have
been already recovered.




Factors that influence make or Buy Decision:

In a make or buy decision, the following cost and non-cost factors must be
considered specifically

Cost Factors

a) Availability of plant facility.

b) Quality and type of item which effects the production schedule.

c) The space required for production of item.

d) Any special machinery or equipment required.

e) Any transportation involved due to the location of the product i.e., the feede
f) Cost of acquiring special know-how required for the item.

operation , the contrib such a factor should be the criterion to judge the
profitability of a product. re limiting factors are in operation simultaneously,

it is necessary togake
8 [}
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» THe best product mix is that which yields the maximum contribution.

» The products which give the maximum contribution are to be retained and their
production should be increased.

» The products which give comparatively less contribution should be reduced or close
down altogether.

» The effect of sales mix can also be seen by comparing the P/V Ratio and Breakeven
point.




> The new sales mix will be favourable if it increases P/V Ratio and reduces the
breakeven point.

4. DIVERSIFICATION OF PRODUCTS

Sometimes it becomes necessary for a concern to introduce a new product or products
in order to utilize the idle capacity or to capture a new market or for other purposes.
General fixed costs will however, be charged to the old product / products.

> In order to decide about the profitability of the new product, it is agsumed that the
manufacture of the new product will not increase fixed costs of the cone

» If the price realized from the sale of such product is more than its va
production it is worth trying.

> If the data is presented under absorption costing
wrong.

» If with the introduction of new product, there is
such specific increase in fixed costs must be d
making any decision.

» General fixed costs will be charged to

2d costs, then
ntribution for

The deduction to close downgor suspend its activities will depend whether products
are making contribution to or not. i.e., whether the contribution is
more than the differengeél rking at normal operations and when the

OR BUY DECISION

A firm may make some products; parts or tools or sometimes it may buy the same thing from
outside. The management must decide which is profitable. In taking such a make or buy
decision marginal costing technique helps the management.

Make or buy decisions become necessary when utilized production facilities exist and the
product being produced has a component, which can either be made in the factory itself or
purchased from outside market.




While deciding to make or buy, the cost comparison should be made between the marginal
cost of manufacture and price at which the product or component could be obtained from
outside. It is profitable to the firm to buy the component from others only when the supplier’s
price is less than the marginal cost. Fixed costs are excluded on the assumption that they have
been already recovered.

FACTORS THAT INFLUENCE MAKE OR BUY DECISION:

In a make or buy decision, the following cost and non-cost factors must be
considered specifically

Cost Factors

Availability of plant facility.

Quality and type of item which effects the production sch
The space required for production of item.
Any special machinery or equipment required.
Any transportation involved due to the location of th
Cost of acquiring special know-how required for the item.

9
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Every business process need planning to,select, plan,
essence of operating management. Op€ 0 common usgd’ quantitative method is process
selection is break —even analysis. fThis helps in identifying what volume of sales and
production can make it profit. Proc€Ss planning involve major issues such as make or buy
decision. This make or bu isio ecision such as which components are
purchased and which co ed . management is usually confronted with
f any item. This problem can be solve by a large

alyse ‘and reengineering and it is

4,000

2,000

v

1,000 2,000 3,000 4000




2. PRICING DECISION:

Break-even point is valuable analytical tool to recognize and interpret its results. For
management it is useful in pricing determination, expenses control and profitability.
Changing the price of a product would change the total revenue function of the business and
this would affect the break-even point and the margin of safety. These factors need to be
considered along with market-based factors such as the demand for the product.

3. SALES MIXING DECISION:

Altering the sales mix in a multi-product environment would tend to alter the
function of the business and also the variable cost function. This vye
point and margin of safety but by explaining the effects of differ€
to consider their effect on the profitability of the businessand ate”decisions
regarding the sales mix.

4. PRODUCTION CAPACITY PLANNING:

We have seen that the cost and revenue relationshi efinitely but only within
the relevant range. As activity is expanded it will ev constrained by shortage of
one of the factors of production and the limiting factor. While this
limitation can be overcome in the lofg term. In short term’maximum profits can be made by

state that C.V.P. Anal itate an Understanding of the effect upon profit of the
limiting factor.

defined as no profit or no loss point. Why is it necessary to determine the BEP
when there is neither profit nor loss? It is an important because it denotes the minimum
volume of production to be undertaken to avoid losses. In other words, it points out how
much minimum to be produced to see the profits. It is a technique for profit planning and
control and therefore is considered a valuable managerial tool.

Break-even analysis is defined as analysis of costs and their possible impact on revenues and
volume of the firm. Hence, it is also called the cost-volume-profit analysis. A firm is said to




attain the BEP when its total revenue is equal to total cost ( TR=TC). Total cost comprises
fixed cost and variable cost. The significant variables on which the BEP is based are fixed
cost, variable cost and total revenue. The study of cost-volume-profit relationship is often
referred as Break Even Analysis. The Break Even Analysis is interpreted in two senses. In
its narrow sense, it is concerned with finding out Break Even Point. Break Even Point is the
point at which total revenue is equal to total cost. It is the point of no profit , no loss. In its
broad sense, BEP determines the probable profit at any level of production.

ASSUMPTIONS OF BREAK EVEN ANALYSIS:

1. Costs can perfectly be classified into fixed and variable costs.

2. Selling price per unit remains constant in spite of competition or change i
3. Volume of sales and volume of production are e

sold). Hence there is no closing stock/ unsold stoc

5.
6

3. It is very useful for forecasting costs and profits for a long-term planning and growth.

4. The Break Even Chart discloses profits at various levels of production.
It serves as very useful tool for cost control.

6. It can also be used to study the comparative plant efficiencies of the industry.




7. Analytical Break Even Chart presents the different elements in the costs i.e., direct
material, direct labour, fixed overheads and variable overheads.

Break-even analysis is also a valuable tool

> to as certain the profit on a particular level of sales volume or a given capacity of
production.

to calculate sales required to earn a particular desired level of profit.
to compare the product lines, sales area, methods of sale for individua

to compare the efficiency of the different firms.

YV V V VY

to decide whether to add a particular product to the existi ct line
from it.

drop one

» to decide to ‘make or buy’ a given component or s
» to decide what promotion mix will yield optimum sa

> to assess the impact of changes in fixed
profits during a given period.

ling price on BEP and

LIMITATIONS OF BREAK-EVE YSIS

Break-even analysis has certal underlying assumptions which form its limitations.

d total revenue lines are not always straight as shown in the figure. The
nd price discounts are the usual phenomena affecting the total revenue line.

ere the business conditions are volatile/ unstable BEP cannot give stable results.

7. Break-even chart represents only cost volume profits. It ignores other considerations
such as capital amount, marketing aspects and effect of government policy etc., which
are necessary in decision making.

8. It is assumed that sales, total cost and fixed cost can be represented as straight lines.
In actual practice, this may not be so.




9. It assumes that profit is a function of output. This is not always true. The firm may

increase the profit without increasing output.

10. A major drawback of Break Even Chart(BEC) is its inability to handle production

and sale of multiple products.

11. It is difficult to handle selling costs such as advertisement and sales promotion in

BEC.

12. It ignores economies of scale in production.

13. Fixed costs do not remain constant in the long run.
14. Semi-variable costs are completely ignored.

15. It assumes production is equal to sale. It is not alwa

be opening stock.

16. When production increases variable cost per

reduce on account of bulk buying e

1. Financial results viz., the position of assets, liabilities, profit, capital employed etc.,

expressed in terms of financial ratios.

2. Cost structure of the products viz., material cost, labour cost and overhead cost etc.,
expressed in terms of cost ratios.

3. Physical and operational performance such as output or operation per man-hour,
expressed in terms of productivity ratios, percentages and so on.




Need for Inter-firm comparison:

Progressive management, the world over has always asked itself the question how is my
company performing in comparison to that of others? The published trading and profit and
loss accounts and balance sheets along with annual reports provide scanty data for purposeful
study and assessment of the performance of a company.

The figures from these reports just indicate in a general way, the profitability, stability,
solvency and growth of an organization, but they do not throw light on whether a company
has really made the optimum use of all the available resources in men, materials etc. It is the
inter-firm comparison that provides the management with a vivid comparative'\p e of how
its operating performance, financial results and product cost structure compare
other firms of similar size, nature, industry or trade.

Requirement (prerequisites) of Inter-firm cg

The following are the main requirements while installing a
comparisons:.

1. Adoption of uniform costing:

There must be a sound system of uniform costing in the¥i e inter-firm comparison
prepared and distributed
efficiently.

tem efficiently and for better results firms
ome member of the organization.

firm in which the information is to be submitted by the member units must
advance. The various statistical tools for the purpose of collection of data, it’s
editing, classification, presentation, drawing conclusions and inferences can be used. Ratio
analysis for measuring profitability, efficiency and productivity can also be used.

Types of comparisons:

The following three types of comparisons made for this purpose.

1. Comparison of Management Ratio:




11.

The management ratios are those which are linked to sales, profits, and assets of the
business. These ratios are not meant to provide management in a nutshell with
comparative picture of its operating performance.

. Comparison of Cost Ratios:

Management may not be satisfied with the ratios calculated in. they would like to go a
step further to make inter-firm comparison more meaningful and to find out how they
are doing in relation to others as regards the cost of production.

. Comparison of Technical Data:

This type of comparison will be of special interest to industries w

competitive economics. It is visualized that technical comparison will

of quality of materials used, their utilization, process involved machin

certain other technical aspects of production. The followin main ratios, which

are calculated for this purpose:

1. Quality of Raw Material consumed

Man Hours or Machine Hours

Cost of Raw Material consumed

Man Hours or Machine Hours

3. Cost of Scrap
Cost of Raw Material Consumed

4. Quality of Scrap

Cost of Raw Material Congtimed

Quality of Scrap

in highly

N

o1

production

of Process
Cogt of Material
Idle time hours
Total Available time

Overtime Hours

Man Hours
12. Cost of Idle Time
Direct Labour Cost
13. Power Units Consumed

Machine Hours




14, Total cost of production
Man Hours or Machine Hours
15. Quality of Scrap
Cost of Raw Material Consumed

16. Cost of Machine Maintenance
Cost of Production

17. Cost of maintenance of other factory assets
Cost of Production

Advantages of Inter- Firm Comparisons:

Inter-firm comparison is nothing more than learning. It is fo
comparison has been evolved as a Inter-firm comparison:

1. It encourages managerial efficiency in the organizatiQn

this respect at all levels of ma
3. It helps the member firms
compared to other firms.

les Rs. 3,00,000 ; Variable Cost Rs.2,00,000 ; Fixed Cost Rs. 70,000;
Profit Rs. 30,000.

Solution: Break-Even Point (Rs.) = Fixed cost / P/V Ratio
P/V Ratio = (Contribution / Sales ) X 100

Contribution= Sales — Variable cost




= 3,00,000-2,00,000 = Rs. 1,00,000
P/V Ratio = ( Contribution / Sale)X100
=(1,00,000/ 3,00,000) x 100 = 33.33 % or 1/3

i) Break-Even Point = Fixed Cost / P/V Ratio
=70,000/ 1/3 = 70,000 X 3/1 =Rs.2,10,000
i) Margin of Safety = Actual sales — Break-Even Sales
= 3,00,000-2,10,000 = Rs.90,000
iii) Margin of Safety Ratio = (MOS / Sales) X 100
= (90,000 / 3,00,000) X 100 = 30%
Iv) Sales required to earn a desired profit of Rs.10,000 will be
Estimated Sales = (Fixed cost + Desired profit) / P/V
= (70,000+10,000) / 1/3 = 80,000 X3

2. You are required to compute (i) Break Even Poin
Safety(MOS) (iii) Margin of Safety Ratio (iv) a Profit of Rs.10,000
from the following information:

Profit Rs. 30,000
Solution: Break-Even Point (Rs.) = Fixed c@st / P/V Ratio

100

= 3,00,000-1,50,000 = Rs.1,50,000
f Safety Ratio = (MOS / Sales) X 100
=(1,50,000 / 3,00,000) X100 = 50%
required to earn a desired profit of Rs.10,000 will be
timated Sales = (Fixed cost + Desired profit) / P/V Ratio
=(30,000+10,000) / 20%
= 40,000 X 100 /20 = Rs.2,00,000

3. You are required to compute (i) P/V Ratio ( ii) Break Even Point (Rs.)
iii) Sales required to earn a Profit of Rs.4,50,000 from the following:

Fixed Expenses Rs.90,000




Variable Cost per Unit

Direct Materials  Rs. 5 per unit

Direct Labour Rs. 2 per unit

Direct Overheads 100 % of Direct Labour.

Selling Price per Unit Rs.12

SOLUTION: Contribution per unit = Selling price per unit — variable cost per unit
=12 - (5+2+2) = 12-9 = Rs.3

i) P/V Ratio = (Contribution Per unit/ Selling price per

= (3/12) X 100 = 25%

i) Break-Even Point (Rs.) = Fixed Expenses /

iii) Sales required to earn a profit of Rs.4,5
sales = (Fixed Cost + Desired Profit)/ P/V

er unit = Selling price per unit- Variable cost per unit.
=100 - 50 = Rs.50

i) P/V Ratio = (Contribution per unit / Selling price per unit) X 100
=(50/100)X 100 = 50%
i) Break-Even Sales (in Rs.) = Fixed cost / P/V Ratio
=1,00,000/50% = 1,00,000 X 100/50=Rs.2,00,000
i) Break-Even Sales (in Units) = Fixed Cost / Contribution per unit
=1,00,000 /50 = 2,000 units
iv) Margin of Safety = Actual Sales — Break Even Sales
= 3,60,000- 2,00,000 = Rs.1,60,000




5. You are required to compute
(1) Break Even Point (Rs.) (ii) Sales required to earn a Profit of Rs.20,000

(iii) Profit when sales are Rs.1,25,000 from the following

Information:
Years Sales (Rs.) Profit (Rs.)
2000 1,00,000 15,000
2001 1,20,000 3,000
SOLUTION:
(i)

ed Cost + Desired Profit) / P/V Ratio
= (25,000 +20,000) / 40%

= 45,000 X 100/40 = Rs.1,12,500

quired to earn a profit of Rs.20,000 will be Rs.1,12,500

rofit at an estimated sales of Rs.1,25,000

stimated Profit = (Desired Sales X P/V Ratio)- Fixed Cost
=(1,25,000 X 40%) — 25,000
=50,000-25,000 = Rs.25,000

The profit at an estimated sales of Rs.1,25,000 will be Rs.25,000

6. The Sales Turnover and profit during two years were given as follows:




Years Sales (Rs.) Profit (Rs.)

2003 1,40,000 15,000

2004 1,60,000 20,000

You are required to calculate the following:

i) Break Even Point (Value)
i) Sales required to earn a profit of Rs.40,000
iii) Profit when Sales are Rs.1,20,000.
SOLUTION:
() P/V Ratio = (Change in Profit / Change in Sales)X 100
Change in profit = Current year Profit — Last year profi
= 20,000 — 15,000 = Rs.5,000
Change in Sales = Current year sales- Last year
=1,60,000-1,40,000 =
(i)
(iii) d to ear ofit of Rs.40,000

Fixed Cost + Desired Profit) / P/V Ratio

0,000 +40,000) / 25%

60,000 X 100/25 = Rs.2,40,000

s required to earn a profit of Rs.40,000 will be Rs.2,40,000.

it at an estimated sales of Rs.1,20,000

Estimated Profit = (Desired Sales X P/V Ratio)- Fixed Cost
=(1,20,000 X 25%) — 20,000

= 30,000-20,000 = Rs.10,000

The profit at desired sales of Rs.1,20,000 will be Rs.10,000.

7. The Sales Turnover and profit during two years were given as follows:

Years Sales (Rs.) Profit (Rs.)/Loss

(Rs.)




2009 38,000 -2,400

2010 65,000 3,000

You are required to calculate the following:

) Break Even Point (Value)
i) Sales required to earn a profit of Rs.5,000
i) Profit/Loss when Sales are Rs.46,000.

SOLUTION:
(M P/V Ratio = (Change in Profit / Change in Sales)X 100

Change in profit = Current year Profit — Last year profit

= 3,000 — (-2,400) = 3,000 +2,400 =R
Change in Sales = Current year sales- Last year

= 65,000-38,000 = Rs.27,000

urrent year Profit

,000 X 100/20 = Rs.75,000
ited to earn a profit of Rs.40,000 will be Rs.75,000.

rofit /Loss at an estimated sales of Rs.46,000

Estimated Profit / Loss = (Desired Sales X P/V Ratio)- Fixed Cost
= (46,000 X 20%) — 10,000

=9,200-10,000 = -Rs.800

The Loss at a desired sales of Rs.46,000 will be Rs.800.

8. The Sales Turnover and Total cost during two years were given as follows:

Years Total Sales (Rs.) Total Cost (Rs.)

2008 42,500 38,700




| 2009 | 39,200 | 36,852
You are required to calculate the following:

) Break Even Point (Value)
i) Sales required to earn a profit of Rs.6,000
iii) Profit when Sales are Rs.47,500.

SOLUTION:
Profit for 2009= Current year sales — Current year Total cost
= 39,200 — 36,852 = Rs. 2,348
Profit for 2008=Last year sales — Last year Total cost
= 42,500 - 38,700 = Rs.3,800

Change in sales = Current year sales — Last yeat,

= 39,200 - 42,500 = -3,300
Change in Profit = Current year profi
=2,348-3,800 = -1,452

) P/V Ratio = (Change i
=(-1452/-3,3
Fixed Cost = (Last X P/V Ratlo)- Last Year Profit.

= (14,900 + 6,000) / 44%
= 20,900 X 100 / 44 = Rs.47,500
The Sales required to earn a profit of Rs.6,000 will be Rs.47,500

(iv) Profit when sales are Rs.47,500

Estimated Profit = (Desired Sales X P/V Ratio)- Fixed Cost
= (47,500 X 44%) -14,900
= 20,900- 14,900 = Rs.6,000

The profit at sales of Rs.47,500 will be Rs.6,000.




UNIT-IV
BUDGETARY CONTROL

Introduction of Budgetary Control:

Budgetary control is the process of determining various budgeted figures for
the enterprises for the future period and then comparing the budgeted figures with the
actual performance for calculating variances, if any. First of all budg
and then actual results are recorded. The comparison of budgeted and
will enable to find out discrepancies and take remedial measure

end-result.

Definitions of Budgetary Control:

ddgetary control involves the use of budget and budgetary
period to co-ordinate, evaluate and control day-to-day
gance with the goals specified by the budget.”

isation of profit: The budgetary control aims at the maximization of profits
terprise. To achieve this aim, a proper planning and co-ordination of different
unctions is undertaken. There is a proper control over various capital and revenue
expenditures. The resources are put to the best possible use.




2. Co-ordination: The working of different departments and sectors is properly co-
ordinated. The budgets of different departments have a bearing on one another. The
co-ordination of various executives and subordinates is necessary for achieving
budgeted targets.

3. Specific Aims: The plans, policies and goals are decided by the top management.
All efforts are put together to reach the common goal of the organization. Every
department is given a target to be achieved. The efforts are directed towards
achieving some specific aims. If there is no definite aim then the efforts will be
wasted in pursuing different aims.

use. The benefits
derived for the concern will ultimat X te fry and then to national

in budgeted and actual performance will
fforts are concentrated on those aspects

Reduces Costs: In the present day competitive world budgetary control has a
significant role to play. Every business man tries to reduce the cost of the
production for increasing sales. He tries to have those combinations of products
where profitability is more.

10. Introduction of Incentive scheme: Budgetary control system also enables the
introduction of incentive schemes of remuneration. The comparison of budgeted and
actual performance will enable the use of such schemes.




Limitations of Budgetary Control:

1. Uncertain future: The budgets are prepared for the future period. Despite best
estimates made for the future, the predictions may not always come true. The
future is always uncertain and the situation which have to be prepared on the basis
of certain assumptions. The future uncertainties reduce the utility of budgetary
control.

2. Budgetary Revisions Required: Budgets are prepared on the assumptions that
certain conditions will prevail. Because of future uncertainties, assugaed conditions
may not prevail necessitating the revision of budgetary targets.
revision of targets will reduce the value of budgets and revisions
expenditure too.

3. Discourages Efficient Persons: Under budgetary
given to every person in the organization. The
achieve the targets only. There may be some effi
targets but they will also feel contented by reac

control depends upon the
rformance of one department
partments. To overgome the problem of co-ordination
d. Every concern cannot afford to appoint a Budgetary
i different departments results in poor

affects the results of other
a Budgetary Officer is ne
Officer. The of i
performance.

cceSs of this system and should give full support for it. If at any time there is
a lack of support from top management then this system will collapse.




Differences between Fixed Budget and Flexible Budget:

Fixed Budget:

According to ICWA London, “Fixed budget is a budget which is designed to
remain unchanged irrespective of the level of activity actually attained.” Fixed
budgets are suitable under static conditions. If, sales, expenses and costs can be
forecasted with greater accuracy then this budget can be advantageously used.”

Flexible Budget

A Flexible budget consists of a series of budgets for diffe
activities. It therefore, varies with level of activity attained. A flexi

The Flexible budgets will be useful ivity’ changes from time
to time. When the forecasting of the de undertaking operates
under conditions of shortage of materials, laBgur en‘this budget will be more
suited.

Differences betwegh Fixed Budget and +lexible Budget

\
Basis of Flexible Budget
Distinction
1.Rigidity Yemains the A flexible budget is recast to suit
pectiwe of changed the changed  circumstances.
emains inflexible | Suitable adjustments are made if
ume of business is the situation so demands.
fixed budget assumes that This budget is changed if the

conditions will remain constant. | level of activity varies.

In fixed budgets costs are not | The costs are studied as per their
ssification | classified according to their | nature. i.e.fixed, variable and

nature. semi-variable.
4.Change in If the level of activity changes | The budgets are redrafted as per
Volume then budgeted and actual results | the changed volume and a
cannot be compared because of | comparison between budgeted
change in basis. and actual figures will be

possible.




5. Forecasting | Forecasting of accurate results | Flexible budgets clearly show the
is difficult. impact of expenses on operations
and it helps in making accurate
forecasts.
6.Cost Under changed circumstances | The costs can be easily
ascertainment | costs cannot be ascertained. ascertained under different levels
of activity. This helps in fixing
prices.

BUDGETS AND BUDGETARY CONTROL

Introduction

trolling helps to review the
progress made and to monitor r the work ressing as per the plan or not.
Budgeting is one such techni e that helps in planning as well as controlling. It is a
objectives of facilitating planning and
ensuring controlling. ects of budgets and budgetary control, the types of
budgets and the pre i discussed in detail in this chapter.

by CIMA U .K. as, ‘A financial and/or quantitative statement
a defined period of time, of the policy to be pursued during that

A budget is a statement that is always prepared prior to a defined period of time.
eans that budget is always prepared for future period and not for the past. For
example, a budget for the year 2008-09 regarding the sales will be prepared in the
year 2007-08. Another important point is that the time for which it is prepared is
certain. Thus a budget may be prepared for next 3 years/1 year/ 6 months/1 month or
even for a week, but the point is that the time frame for which it is prepared is certain.
It cannot be prepared for indefinite period of time.




I1. Budget is prepared either in quantitative details or monetary details or both. This
means that budget will show the planning in terms of rupees or in quantity or both.
For example, a production budget will show the production target in number of units
and when the target units are multiplied by the anticipated production cost, it will be a
production cost budget that is expressed in terms of money Similarly purchase budget
is prepared in quantity to show the anticipated purchases in the next year and when
the quantity is multiplied by the expected price per unit, it will become a purchase
cost budget that is expressed in monetary terms. Some budgets are prepared only in
monetary terms, for example, cash budget, capital expenditure budget etc.

I1l. Every organization has well defined objectives, which are to be
particular span of time. It is of paramount importance that there should

budget as well as other relevant budgets. Thus the
the purpose of achieving well-defined objectives is r
Budgetary Control is actually a means ontrol e actual results are
compared with the budgeted results so th idte agtion may be taken with
regard to any deviations between the two.

ctual. An efficient accounting and cost accounting system will help to record
e actual performance effectively.

3. Comparison of Budgeted and Actual Performance: One of the most important
aspects of budgetary control is the comparison between the budgeted and the actual
performance. The objective of such comparison is to find out the deviation between
the two and provide the base for taking corrective action.

4. Corrective Action: Taking appropriate corrective action on the basis of the
comparison between the budgeted and actual results is the essence of budgeting. A




budget is always prepared for future and hence there may be a variation between the
budgeted results and actual results. There is a need for investigation of the same and
take appropriate action so that the deviations will not repeat in the future.
Responsibilities can be fixed on proper persons so that they can be held responsible
for any such deviations.

Objectives of Budgeting

An effective budgeting system plays a crucial role in the success _of a business
organization. The budgeting system has the following objectives, Wihieh are of
paramount importance in the overall efficiency and effectiveness o
organization. These objectives are discussed below:

manner and thus achieving the predetermined ta , S
always prepared for future period and it lays down g various aspects
like purchase, production, sales, manpo i
planning.

2. Co-ordination: For achievi
coordinated efforts are requi
budgets cannot be develo . For example, while developing the

ill have to consult the sales manager for

with the budgeted performance. Any deviation between the two can be found out and
analyzed to ascertain the reasons behind the deviation so that necessary corrective
action can be taken to rectify the same. Thus budgeting helps immensely in
controlling function.




Benefits of Budgeting:

Budgeting plays an important role in planning and controlling. It helps in directing the
scarce resources to the most productive use and thus ensures overall efficiency in the
organization. The benefits derived by an organization from an effective system of
budgeting can be summarized as given below:

I. Budgeting facilitates planning of various activities and ensures that
the organization is systematic and smooth.

I1. Budgeting is a coordinated exercise and hence combi
levels of management in preparation of the same.

I1l. Any budget cannot be prepared in isolation
various departments is facilitated automatically.

expenditure so as to achieve
agement decisions.

IV. Budgeting helps planning and controlli
higher profitability and also act as a guide for

V. Budgeting is an effecti
availability of working capit

means for planning and thus ensures suffi cient
nd other resqurces.

budgetary control is extremely useful for planning and controlling as described
abgve. However, for getting these benefits, sufficient preparation should be made. For
complete success, a solid foundation should be laid down and in view of this the
following aspects are of crucial importance.

I. Budget Committee: For successful implementation of budgetary control system,
there is a need of a budget committee. In small or medium size organizations, the
budget related work may be carried out by the Chief Accountant himself. Due to the
size of the organization, there may not be too many problems in implementation of




the budgetary control system. However, in large size organization, there is a need of a
budget ¢ committee consisting of the chief executive, budget officer and heads of
main departments in the organization. The main functions of the budget committee
are to get the budgets prepared and then scrutinize the same, to lay down broad
policies regarding the preparation of budgets, to approve the budgets, to suggest for
revision, to monitor the implementation and to recommend the action to be taken in a
given situation.

I1. Budget Centres: Establishment of budget centres is another important pre-requisite
of a sound budgetary control system. A budget centre is a group o iviti
section of the organization for which budget can be developed.

defined clearly so that preparation becomes easy.

I11. Budget Period: A budget is always prepared
This means that the period for which a budget is pre ]
a budget may be prepared for three years, i ne month or even for
one week. The point is that the period fo is prepared should be
certain and decided in advance. Generally it that the functional budgets
like sales, purchase, productio are prepared ne year and then broken down
on monthly basis. Budgets lik€ capital expenditure are generally prepared for a period
from 1 year to 3 years. Th on the type of budget, the period of the
same is decided and it 48 t that it is/decided well in advance.

art will defi ne clearly the functions to be performed
the budget preparation and his relationship with other
: on chart may have to be adjusted to ensure that each budget
d by an appropriate member of the staff.

quired for budgetary control’.

dget manual thus is a schedule, document or booklet, which contains different
s to be used, procedures to be followed, budgeting organization details, and set of
instructions to be followed in the budgeting system. It also lists out details of the
responsibilities of different persons and the managers involved in the process. A
typical budget manual contains the following.

_ Objectives and managerial policies of the business concern.

_ Internal lines of authorities and responsibilities.

_ Functions of the budget committee including the role of budget offi cer.

_ Budget period




_ Principal budget factor

_ Detailed program of budget preparation
_ Accounting codes and numbering

_ Follow up procedures.

V1. Principal Budget Factor or Key Factor: A key factor or a principal budget factor
[also called as constraint] is that factor the extent of whose infl uence must fi rst be
assessed in order to prepare the functional budgets. Normally sales is the key factor or
principal budget factor but other factors like production, purchase, skilled labor may
also be the key factors. For example, a company has production capacity to produce
30,000 tones per annum but if the sales forecast tells that the market sorb only
20,000 units, there is no point in producing 30,000 units. Thus the s
factor in this case. On the other hand, if the company has capa
units and the market has the capacity to absorb the entire
sales is not the key factor but if raw material is availg

accounts or accounts code should be maintained which may correspond with
t centres for establishment of budgets and finally control through budgets.

Types of Budgets

Budgets can be classified as per the following basis.

On the basis of Area of Operation
A. Functional Budgets
B. Master Budget




On the basis of Capacity Utilization
A. Fixed Budget
B. Flexible Budgets

On the basis of Time
A. Short Term

B. Medium Term

C. Long Term

On the basis of Conditions

A. Basic Budget

B. Current Budget

These budgets are discussed in detail in the following para

_ Classification according to Area of Operation

A. Functional Budgets: The functional budgets ar ed f nction of the

organization. These budgets are normally prepare i year and then

broken down to each month. The following budgets is category.

_ Sales Budget: A Sales Budget shows f S in the future period

[the period is well-defined] and expressed i oduct to be sold as well

as the monetary value of the same. A Sales be prepared product wise,
group wise, smen wise as well as time wise

, now the market situation very well. They have very close
e market and are in a better position to know the demand pattern

Potential Analysis: Marketing Research helps any business organization to

the data regarding markets, demand pattern, customer preferences, market

potential and other factors like economic factors and environmental factors. From this
analysis, market potential can be worked out which will be used in the sales budget.

_ Dependent Factor: Demand of a product is dependent upon certain factors. For
example, the demand for petrol and diesel is dependent on the number of vehicles
plying though the
roads. Analysis of such dependent factor will help to prepare the sales forecast which
can be used in the sales budget.

Production Budget / Material Purchase Budget:




This budget shows the quantity of materials to be purchased during the coming year.
For the preparation of this budget, production budget is the starting point if it is the
key factor. If the raw material availability is the key factor, it becomes the starting
point. The desired closing inventory of the raw materials is added to the requirement
as per the production budget and the opening inventory is subtracted from the gross
requirements. This budget is prepared in quantity as well as in the monetary terms and
helps immensely in planning of the purchases of raw materials. Availability of storage
space, financial resources, various levels of materials like maximum, minimum, re-
order and economic order quantity are taken into consideration while preparing this
budget. A separate material utilization budget may also be prepared i
of material purchase budget.

Cash Budget:

A cash budget is an estimate of cash receipts and cash
month. In this budget all expected payments, reve
receipts, revenue and capital are taken into considesation. The pose of cash
budget is to predict the receipts and payments in ¢ ‘ ill be able to
find out the cash balance at the end of the budget
know whether there will be surplus cash g

an for either investing
the surplus or raise necessary amount to finan it. Cash Budget is prepared
in various ways, but the most e is by the method of Receipt
and Payment method.

Other Functional Budgets:
In addition to the bud i

giBwdget: This budget is prepared for planning of the factory
incurred during the budget period. In this budget the overheads

trative Overhead Budget: This budget covers the administrative costs for
anufacturing business activities. The administrative overheads include expenses
like offi ce expenses, offi ce salaries, directors’ remuneration, legal expenses, audit
fees, rent, interest, property taxes, postage, telephone, telegraph etc. These expenses
should be classifi ed properly under different headings to determine the
responsibilities regarding cost control and reduction.

Capital Expenditure Budget: Capital expenditure is incurred with a long - term
perspective and with the objective of augmenting the earning capacity of the fi rm in
the long run. Capital expenditure results in either acquisition of fi xed asset or
permanent improvement in the existing fi xed assets. Another important feature of




capital expenditure is that the amount involved is very heavy and the decision to incur
capital expenditure is not reversible. Hence a careful planning is required before
decision to incur capital expenditure is taken. In the budget of capital expenditure,
apart from the planning of incurring the expenditure, evaluation of the same is also
shown. This budget therefore becomes extremely crucial as it not only plans the
expenditure but also evaluates the same and helps in arriving at a decision.
_ Manpower Planning Budget: This budget shows the requirement of manpower in the
budget period. The categories in which manpower is required are also shown in this
budget. The requirement of manpower depends on the expansion plans of the
organization and also on the expected separations during the budget perige
Research and Development Cost Budget: This budget is one of the i
for planning and controlling research and development costs.

effectiveness of the same. This budget also helps t ght of necessary
staff for carrying out research and development.
B. Master Budget: All the budgets descri
that are prepared for planning of the In
example, budgets are prepared for_Purchase,
and so on. A Master Budget is also calle

Functional Budgets’
the organization. For
ction, Manpower Planning,
‘Comprehensive Budget’ is a

at capacity. This budget is defined by The Institute of Cost and
ent Accountants [U.K.] as ¢ the budget which is designed to remain
ged irrespective of the level of activity actually attained. It is based on a single
level of activity.” For preparation of this budget, sales forecast will have to be
prepared along with the cost estimates. Cost estimates can be prepared by segregating
the costs according to their behaviour i.e. fixed and variable. Cost predictions should
be made element wise and the projected profit or loss can be worked out by deducting
the costs from the sales revenue. Actually in practice, fixed budgets are prepared very
rarely. The main reason is that the actual output differs from the budgeted output
significantly. Thus if the budget is prepared on the assumption of producing 50, 000
units and actually the number of units produced are 40, 000, the comparison of actual




results with the budgeted ones will be unfair and misleading. The budget may reveal
the difference between the budgeted costs and actual costs but the reasons for the
deviations may not be pointed out. A fi xed budget may be prepared when the
budgeted output and actual output are quite close and not much deviation exists
between the two. In such cases, maximum control can be exercised between the
budgeted performance and actual performance.

_ Flexible Budgets: A flexible budget is a budget that is prepared for different levels of
capacity utilization. It can be called as a series of fixed budgets prepared for different
levels of activity. For example, a budget can be prepared for capacity zation levels
of 50%, 60%, 70%, 80%, 90% and 100%. The basic principle of flexig oL i

15, 000 units. Thus even if the actual production i
comparable with the budgeted performance of 12,
slips to 8, 000 units, the manager has a determine budgeted

ges in production activity.
Thus a flexible budget covers ivi is flexible i.e. easy to change with

divide them in fi i igVariable. After doing this, the costs can be
estimated for a

starting from 50% to 100% with an interval of 10%
estimate the costs and associate them with the chosen

of Budgets According to Time: According to this classifi cation,
re divided in the following categories.

rt Term Budget: Any budget that is prepared for a period up to one year is
knOwn as Short Term Budget. Functional budgets are normally prepared for a period
of one year and then it is broken down month wise.

0 Medium Term Budget: Budget prepared for a period 1-3 years is Medium Term
Budget. Budgets like Capital Expenditure, Manpower Planning are prepared for
medium term.

0 Long Term Budgets: Any budget exceeding 3 years is known as Long Term
Budgets. Master Budget is normally prepared for long term. In the modern days due
to uncertainty, very few budgets are prepared for long term.




ZERO BASE BUDGETING

Zero Base Budgeting: Zero Base Budgeting is method of budgeting whereby all
activities are revaluated each time budget is formulated and every item of expenditure
in the budget is fully justified. Thus the Zero Base Budgeting involves from scratch or
zero.

Zero based budgeting [also known as priority based budgeting] actually emerged in
the late 1960s as an attempt to overcome the limitations of incremental budgeting.
This approach requires that all activities are justified and prioritized decisions
are taken relating to the amount of resources allocated to each activity.

this system of budgeting is that an activity is continuéd in ! because it is
being continued in the past. Hence in Zero Based B ning is made
from scratch and each activity and
function is reviewed thoroughly before sametioni apd all expenditures are
i adopting a ‘Zero Based’
approach, the Zero Based Budgeting also focu yrams or activities instead of
functional departments based ine items,
budgeting. It is an extension @f program budgeting’ In program budgeting, programs

are identified and goals are dgveloped for the organization for the particular program.

the/Same or not.

uld be ensured that each decision package is justifi ed in the sense it should be
ascertained whether the package is consistent with the goal of the organization or not.

» If the package is consistent with the overall objectives of the organization, the cost of
minimum efforts required to sustain the decision should be determined.

> Alternatives for each decision package are considered in order to select better and
cheaper options.




> Based on the cost and benefit analysis a particular decision package/s should be
selected and resources are allocated to the selected package.

>

Benefits from Zero Based Budgeting: ZBB was fi rst introduced by Peter A. Pyhrr, a
staff control manager at Texas Instruments Corporation, U.S.A. He developed this
technique and implemented it for the first time during the year 1969-70 in Texas in the
private sector and popularized its wider use. He wrote an article on ZBB in Harvard
Business Review and later wrote a book on the same. The ZBB concept was first applied
in the State of Georgia, U.S.A. when Mr. Jimmy Carter was the Governor of the State.
Later after becoming the President of U.S.A. Mr. Carter introduced and i
ZBB in the country in the year 1987.

private sector in a variety of business. In India, the ZBB
Maharashtra in 80s and early 90s. Benefits from ZBB can b
manner.

1. ZBB facilitates review of various activities right fro vand a detailed cost
benefit study is conducted for each activi i is,continued only if the
will not be continued

2.A detailed cost benefit analysis results in efficient allocation of resources and
consequently wastages and obsol is eliminated.

3. A lot of brainstormin ating cost and benefits arising from an
ideas and also a sense of involvement of

, on is necessary for the implementation of this system and it
record building.

2. Cost involved in preparation and implementation of this system is very high.

3. Morale of staff may be very low as they might feel threatened if a particular activity is
discontinued.

4. Ranking of activities and decision-making may become subjective at times.

5. It may not advisable to apply this method when there are non- financial considerations,
such as ethical and social responsibility because this will dictate rejecting a budget claim on
low ranking projects.




_ Performance Budgeting: It is budgetary system where the input costs are related to the
performance i.e. the end results. This budgeting is used extensively in the Government and
Public Sector Undertakings. It is essentially a projection of the Government activities and
expenditure thereon for the budget period. This budgeting starts with the broad classification
of expenditure according to functions such as education, health, irrigation, social

welfare etc. Each of the functions is then classified into programs sub classified into activities
or projects. The main features of performance budgeting are as follows.

_ Classification into functions, programs or activities
_ Specification of objectives for each program
_ Establishing suitable methods for measurement of work as far as possible.

(e ase€rtained
clearly and then the resources are applied after specifying \ Its expected
from such activities are also laid down. Annual, quarterly ~ are determined
for the entire organization. These targets are broken down IVItY centre. The next
step is to set up various productivity or performa I i get for each program

resources, execution of the
s are initially compiled by the
Department, publicAindertakings etc. Thereafter these
onsible for reviewing the performance budgets. Once

various agencies such as Governme
budgets move on to the authorities

the higher authorities decide nds, the agnount sanctioned is communicated and the
work is started. It is the d i tart the work in time, to ensure the regular
fl ow of expenditure, ysical targets, prevent over runs under spending and
furnish report to the higher iti arding the physical progress achieved. In the final

Problem N®71: Prepare a production budget for each month and summarized production cost
budget for 6 months ending 31-12-2005 from the following data of product X.

i Units to be sold for different months as follows:

July 2005 1,100
Aug 2005 1,100
Sept 2005 1,700
Oct 2005 1,900
Nov 2005 2,500




Dec 2005
Jan 2006

2,300
2,000

There will be no work in progress at the end of any month.
Finished units equal to half of the sales for the next month will be in stock at the end
of each month including june 2005.

iv.  Budgeted or standard production and production cost for the year ending 31-12-2005
are given as follows
Standard production-------------- 22000units
Direct material Rs.10p.u
Direct labour Rs..4p.u
Total factory overheads apportioned to the products is rs.8
Solution : Production budget for 6 months from July
Particulars fuly aug sept Total units
Estimated sales 1,100 1,100 10,600
Less: opening
stock( half of the
current month
sales) 550 5,300
550 50 , , 5,300
Add: closing
stock (half of
next month
sales) 950 1,250 | 1,150 | 1,100 5,750
1,800 2,200 | 2,400 | 2,150 | 11,050
s ending 31-12-2005
unit rate Amount
1,10,500
44,200
44,200
TOTAL COST OF PRODUCTION 1,98,900




PROBLEM ON CASH BUDGET

Problem No. 2 A company is expecting to have rs.32,000 cash in hand on 1-4-2005 and it request you to
prepare cash budget for 3 months i.e; april to june 2005. The following information is supplied to you.

Months Sales Purchases Wages Expenses
Feb 70,000 44,000 6,000 5,000
Mar 80,000 56,000 9,000 6,000
April 96,000 60,000 9,000 7,000
May 1,00,000 | 68,000 11,000 | 9,000
June 1,20,000 | 62,000 14,000 | 9,000

Other information:

i 2months credit is allowed by suppliers.
ii. 25% of sales if for cash and 1 month credit is allowed to custo
iii. Delay in the payment of expenses & wages for one month.
iv. Income tax of re.28,000 paid in june 2005.

Solution: Cash budget for 3 months from April — june 200

Particulars May Tune
Balance b/d 32,000 57,000 1,87,000
Add: Cash Receipts
Cash sales (25%) 24,000 25,000 30,000
Cash received from debtors
previous month) 0,000 72,000 75,000
Total ash available 1,16,000 1,54,000 1,87,000
Less: Cash payments
cash paid to credi 44,000 56,000 60,000
payment of 9,000 9,000 11,000
6,000 7,000 9,000
- - 28,000
59,000 72,000 1,08,000
57,000 82,000 79,000

PROBLEM ON FLEXIBLE BUDGET:

Problem No.3: The following information at 50%o of capacity is given. Prepare a flexible
budget and farecast profit/loss at 60%, 70% and 90% capacities.

Expenses @ 50% capacity
Fixed expenses

Salaries 50,000

Rent & rates 40,000
Depreciation 60,000




Admin expenses 70,000
Variable expenses

Direct material 2,00,000
Labour 2,50,000
Other expenses 40,000
Semi-variable expenses

Repairs 1,00,000
Indirect labour 1,50,000
Other expenses 90,000

Other information:

It is estimated that fixed expenses will remain constant at 3
Semi-variable expenses will not change between 45% &
by 10% between 60% & 75% and further increase of

75%

Estimated sales of various capacities are given a

At 60% capacity sales will be 11,00,000

At 70% capacity sales will be 13,00,0
At 90% capacity sales will be 15,00,000%

Solution: FLEXIBLE BUDGET
. evels of capacity
Particulars 50% 20% 90%
Fixed expenses
salaries 50,000 50,000 50,000
rent &rates 40,000 40,000 40,000
60,000 60,000 60,000
70,000 70,000 70,000
2,00,000 2,40,000 2,80,000 3,60,000
2,50,000 3,00,000 3,50,000 4,50,000
40,000 48,000 56,000 72,000
repairs 1,00,000 1,00,000 1,10,000 1,15,000
indirect labour 1,50,000 1,50,000 1,65,000 1,72,500
other expenses 90,000 90,000 99,000 1,03,500
TOTAL COST - 11,48,000 12,80,000 1,49,300
profit/loss - -48,000 20,000 7,000
SALES - 11,00,000 13,00,000 | 15,00,000




NIT-V
STANDARD COSTING

Definitions of Standard Costing:
1. According to Backer and Jocobsen, “Standard cost is the amount of firm thinks a
product or operation of a process for a period of time should cost, based upon certain
assumed conditions of efficiency, economic conditions and other facto
2. According to Brown and Howard, standard costing may be defined as * w
cost accounting which compares the standard cost of each product or Sep?i

estimate cost, prepared in advance of pro
specification of material and labour to the
selected period of time within a ibed set of

correlating a technical
age rates estimated for a

2

mg conditions”.

actual cost with sta g costs ehables the management to evaluate performance of
various cogstgjee . aSence of standard costing system actual costs of

tandard costing is helpful in formulating production policies. The standards
set by studying all existing conditions. It becomes easy to formulate production
by taking into account standard costs. It is also helpful for finding prices of
various products. In case tenders are to be submitted or prices are to be quoted in
advance then standard costing produces necessary data for price fixation.

3. Determination of Variance:

By comparing actual costs with standard costs variances are determined.
Management is able to spot out the place of inefficiencies. It can fix responsibility for
deviation in performance. It is possible to corrective actions/ measures earliest. A
regular check on various expenditures is also ensured by standard costing system.




4. Reduction of work:

In historical costing, records are maintained for determining costs. Standard
costing reduces clerical work to a considerable extent and management is supplied
with useful information. In this system only necessary information will be recorded
and superfluous data are avoided. The report presentation is simplified and only
required information is presented in such a form that management is able to interpret
the information easily and useful.

5. Management by Exception:

With the use of standard costing, the targets of different individuals are fixed.

If the performance is according to predetermined standards then therelis,nothing to

the things are not going as per targets then manage
devotes its time to other important things. So ma axception is possible
only when targets of work can be fixed. Standard cosii '
targets.

6. Facilitates Cost Control:
reduction. Standard costing
ing constantly analysed and an

Taking important Decisions:
andard costing provides useful information to the management in taking
ant decisions. The problem created by inflation, rising prices etc. can be
ctively tackled with the help of standard costing. It can also be used to provide
incentive plans for employees, etc




Limitations of Standard Costing:

1. Standard costing cannot be used in those concerns where non-standard products are
produced. If the production is undertaken according to customer’s specifications then
each job will involve different amount of expenditure. Under such circumstances it is
not possible to set up standards for every job. Standard costing can be used only in
those concerns where standard products are manufactured.

2. The process of setting up standards is a different task as it requires technical skill. The
time and motion study is required to be undertaken for this purpos
require a lot of time and money.

small concerns the utility from this system may be leSs

5. The fixing of responsibility is not an easy task. ari are’to be classified into
controllable and uncontrollable varianc can be fixed only for
controllable variances. The determination of cG and uncontrollable variances
will be a problem. The varianc at one point of time and may

responsibility is to be fixed.
6. The industries liable ent technological changes will not be suitable for

i duction process will require a revision of

Standard Costing Budgetary Control

In standard costing, unit| In budgetary control the
concept is used. The standard | budgets are prepared for the
cost is fixed for one product | concern as a whole. In
and different standards are | budgetary control total
used for different products. concept is used. The whole
concern is taken as one unit
for budgets. The actual
figures for the whole
concern are compared with
predetermined budgeted
figures. In case of




Government, the budgets
are fixed for the whole
country or state.

2. Basis

Standard costs are fixed on the
basis of technical information.
Standard costs are planned
costs and these are expected in
future.

The budgets are fixed on
the basis of past records
and future expectations.

3. Scope

Standards are set up for
expenditures only and
therefore, for manufacturing
departments standards are set
for different elements of cost
i.e, material, labour and
overheads.

The scope of budgetary
control is much wider than
the scope Standard
costing.

departments
chase, sale,
p¢ finance and
al’ department. One
is known as Master
budget.

4. Emphasis

d there can be
ing in budgetary

In budgetary control, the
targets of expenditure are
set and these targets cannot
be exceeded. In this system
the emphasis is on keeping
the expenditures within the
budgeted figures.

nt level of efficiency

ile standard costs are based
on the standards set by the
management.

The standards are related to
what management wants to
achieve.

Standard costing is related to
cost accounts.

Budgetary control is related
to financial accounts.

Standard costing control be
used for forecasting purposes
only.

Budgets are used for
forecasting purposes. The
forecasts about income,
expenses and costs are
based on historical figures
and expected changes in
future.

8. Variance
Analysis

In standard costing variances
are calculated for different
elements of cost i.e., material,
labour and overheads. In
standard costing variances are

Budgetary control deals
with total variances only.
The variance may be
calculated for different
departments or for the




studied according to their
causes. An independent study
IS possible for determining
causes of variances and it will
be very helpful for cost control
purpose.

concern as a whole.

9. Elements

Standard costing cannot be
used partially; it will have to
be used wholly. The standards
will have to be set for all
elements of cost.

The budgetary control

system can

be applied

partly or wholly. Budgets
may be prepared for some

departments
be prepare
departments.
interested i

nd may not

18 calculated after taking into consideration the management’s standard of efficient
operation. Thus standard cost fixed on the assumption of 80% efficiency will be
different from what it will be if the assumption is of 90% efficiency.

» Standard cost can be used as a basis for price fixation as well as for exercising control

over the cost.




Standard Costing is a technique of costing rather than a method and has
the following features:

» Standard costing involves setting of standards for various elements of cost. Thus
standards are set for material costs, labour costs and overhead costs. Setting of
standard is the heart of standard costing and so this work is done very carefully.
Setting of wrong standards will defeat the very purpose of standard costing. Standards
are not only set for costs, but also for sales and profits. The objective behind setting of
standards is to have a basis for comparison between the standard perfakmance and the
actual performance.

» Another feature of standard costing is to continuously record the actualfperfe

as variance’ and it is to be analysed further to find
After the ascertaining of the variances, analyzing t

ence provide reliable measures for product costing, product
y-ordination and cost control as well as reduction purposes. Under
the cost is estimated in advance and is based on the assumption

ore or less free to move and that what is made is the best estimate of

any variation between the standard and actual cost will be capable of reasonable
explanation.




VARIANCE ANALYSIS

Computation of Variances

After setting the standards and standard costs for various elements of cost, the next important
step is to compute variances for each element of cost. Variance is the difference between the
standard cost and the actual cost. In other words it is the difference between what the cost
should have been and what is the actual cost. Element wise computation of variances is given
in the following paragraphs.

material consumed for actual production ; following formula is
used for computation of this variance.
Material Cost Variance:
Standard Cost of Material Con tion — Actual Cost

Quantity [Usage] Variance:
andard Price [Standard Quantity — Actual Quantity]

Thertotal of Price Variance and Quantity Variance is equal to Cost Variance
Material Cost Variance = Material Price Variance + Material Quantity Variance.

Problem No.1. Calculate Material Variances from the following details.

Standard quantity of materials for producing 1 unit of finished product ‘P’ is 5 kg.
The standard price is Rs.6 per kg. During a particular period, 500 units of ‘P’ were
produced.Actual material consumed was 2700 kg at a cost of Rs.16, 200.

Solution:




I] Material Cost Variance = Standard Cost of Materials — Actual Cost

500 units _ 5 kg _ Rs.6 — Rs.16, 200

Rs.15, 000 — Rs.16, 200 = Rs.1, 200 [A]

I1] Material Price Variance = Actual Quantity [Standard Price — Actual Price]
2,700 [Rs.6 — Rs.6] = Nil

I11] Material Quantity Variance = Standard Price [Std. Qty — Actual Qty]

Rs.6 [2500 — 2700] = Rs.1, 200 [A]

Reconciliation

Material Cost Variance = Material Price Variance + Material Quantity Variance.
Rs.1200 [A] = Rs. Nil + Rs.1, 200 [A]

4) Material Mix Variance:

For example, in manufacturing one unit of product

be mixed in a standard proportion of 3:2. This is iX. However,
when the actual production begins, the actual pro may have to be
changed due to several reasons like non.awali ular material etc. In
such cases material mix variance arises. i iagface is computed in the
following manner.

 Material Mix Variance = Stan ost of Stan ix — Standard Cost of Actual
Mix

5) Material Yield Varian

eing normal or unavoidable loss. The normal
loss is always anticip into consideration while determining the standard
quantity. Yaéld Wariance en the actual loss is more or less than the normal

en the standard labour cost for actual production and the actual labour cost.
The follOwing variances are computed in case of direct labour.
1) LabouwCost Variance:
This variance is the main variance in case of labour and arises due to the difference
between the standard labour cost for actual production and the actual labour cost. The
following formula is used for computation of this variance.
Labour Cost Variance = Standard Labour Cost for Actual Production — Actual Labour
Cost
This variance will be favourable is the actual labour cost is less than the standard labour
cost and adverse if the actual labour cost is more than the standard labour cost.




2) Labour Rate Variance:
One of the reasons for labour cost variance is the difference between the standard rate of
wages and actual wages rate. The labour rate variance indicates the difference between the
standard labour rate and the actual labour rate paid. The formula for computation is as
under.

Labour Rate Variance: Actual Hours Paid [Standard Rate — Actual Rate]

This variance will be favourable if the actual rate paid is less than the standard rate. The
labour rate variance is that portion of direct labour cost variance, which is due to the
difference between the labour rates.

3) Labour Efficiency Variance:

formula.

Labour Effi ciency Variance = Standard Rate [Standard
Hours worked]

This variance will be favourable is the actua

4) Labour Mix Variance or Gang Composition Vari

This variance is similar to the materi iX variance

wing formula.
of Standard Mix — Standard Cost of Actual Mix.

This variance indicates the loss caused due to abnormal idle time. While fixing the
standard time, normal idle time is taken into consideration. However if the actual idle time
is more than the standard/normal idle time, it is called as abnormal idle time. This variance
will be always adverse and will be computed as shown below.

Idle Time Variance = Abnormal Idle Time X Standard Rate.




C] Overhead Variances: The overhead variances show the difference between the standard
overhead cost and the actual overhead cost. In case of direct material and direct labour
variances, there is no question of dividing them into fixed and variable as the direct material
and direct labour costs are variable. However, in case of overheads, it is necessary to divide
them into fixed and variable for computation of variances. We will take up the fixed overhead
variances first and then the variable overhead variances. The fixed overhead variances are
discussed in the following paragraphs.

I] Fixed Overhead Variances: The following variances are computed in case of fixed
overheads.

A. Fixed Overhead Cost Variance: This variance indicates the differen een the
standard fixed overheads for actual production and the actual fixed overh
Actually this variance indicates the under/over absorbed fixed overheads.

absorption of fixed overheads and the variance is adverse. la is used for
computation of this variance.
Fixed Overhead Cost Variance: Standard Fixed oduction — Actual
Fixed Overheads.
ce indicates the difference
between the budgeted fixed overheads i erhead expenses. If the actual

Fixed Overhead Expe :\Budgeted Fixed Overheads — Actual Fixed
Overheads

quantity
variance

: ual quantity produced is more than the budgeted one, this
urable but it will indicate over absorption of fi xed overheads. On the

Volume Variance: Standard Rate [Budgeted Quantity — Actual Quantity]
| = Fixed Overhead Cost Variance = Expenditure Variance + Volume
Variance
D] Fixed Overhead Efficiency Variance: It is that portion of volume variance which arises
due to the difference between the output actually achieved and the output which should have
been achieved in the actual hours worked. This variance will be favourable it the actual
production is more than the standard production in actual hours. The formula for computation
of this variance is as follows:

Fixed Overhead Efficiency Variance: Standard Rate [Standard Production — Actual
Production]




E] Fixed Overhead Capacity Variance: This variance is also that portion of volume variance,
which arises due to the difference between the capacity utilization, i.e. the capacity actually
utilized and the budgeted capacity. If the capacity utilization is more than the budgeted
capacity, the variance is favourable, otherwise it will be adverse. The formula is as follows:
Fixed Overheads Capacity Variance: Standard Rate [Standard Quantity — Budgeted
Quantity]

Reconciliation 11 = Volume Variance = Efficiency Variance + Capacity Variance

F] Fixed Overhead Revised Capacity Variance: This variance indicates the difference in
capacity utilization due to working for more or less number of days than the budgeted one.
The computation of this variance is done by using the following formula.
Fixed Overhead Revised Capacity Variance = Standard Rate [Standard Quan
Budgeted Quantity]

G] Fixed Overheads Calendar Variance: This variance indicate

variance is as follows.

Fixed Overheads Calendar Variance = Standard Rate antity — Revised
Budgeted

Quantity]

I1] Variable Overhead Variances: The following varianges are €emputed in case of variable
overheads.

A] Variable Overhead Cost Varian€e: This variance indicates the difference between the
standard variable overheads for actlal overheads gnd the actual overheads. The difference
between the two arises due ion between the budgeted and actual quantity. The
formula for the computati i ollows:

be charged to the standard production and the actual
actual overheads are less than the standard variable overheads,

ProduBtion — A¢tual Variable Overheads.

Overheads Efficiency Variance: It indicates the efficiency by comparing
between the output actually achieved and the output that should have been achieved in the
actual hours

worked. [Standard Production] This variance will be favourable if the actual output achieved
is more than the standard output. The formula for computation is given below:

Variable Overheads Efficiency Variance: Standard Rate [Standard Quantity — Actual

Quantity]




Important note: All the formulae mentioned above are with reference to the quantity.
All overhead variances can also be computed with relation to number of hours. In one
of this illustrations, this is demonstrated.

PROBLEM ON OVERHEDS

From the following information extracted from the books of a manufacturing company,
calculate Fixed and Variable Overhead Variances.

Particulars Budgeted Actual

Production — Units 22, 000 24, 000

Fixed Overheads Rs.44, 000 Rs.49, 000

Variable Overheads Rs.33, 000 Rs.39, 000

Number of Days 25 26

Number of man hours 25, 000 27, 000

Solution:
A] Fixed Overhead Variances:

I] Fixed Overhead Cost Variance: Standard Fixe ual Production — Actual

standard rate Rs.2 [Rs.44, 000 budggéted fi xed overheads”/ 22, 000 budgeted production =
Rs.2]

Quantity] =
Rs.2 [22, 00 [F]

Quantity] = Rs.2 [23, 760 — 24, 000] = Rs.480 [F]

Note: Standard quantity of production is in reference to actual number of hours. If 22, 000
units are produced in 25, 000 hrs [standard hours], in actual 27, 000 hours, 23, 760 units
should have been produced. When number of days and number of hours, both are given, the
standard quantity is always to be computed in relation to the actual hours. However, if only
number of days is given, the standard quantity will have to be computed in relation to number
of days.




V] Fixed Overhead Capacity Variance: Standard Rate [Standard Quantity — Budgeted
Quantity] = Rs.2 [23, 760 — 22, 000] = Rs.3, 520 [F]

Reconciliation 11 = Volume Variance = Efficiency Variance + Capacity Variance

Ra.4, 000 [F] = Rs.480 [F] + 3, 520 [F]

VI] Fixed Overhead Revised Capacity Variance = Standard Rate [Standard Quantity —
Revised Budgeted Quantity] = Rs.2 [23, 760 — 22, 880] = Rs.2 X 880 = Rs.1760 [F]

Note: Standard quantity is computed as shown in the Efficiency Variance. Revised Budget
Quantity is computed as: in 25 days, the production is 22, 000 so in 26 days the revised
quantity is 22, 880 units.

VII] Fixed Overhead Calendar Variance: Standard Rate [Revised Budgete
Budgeted Quantity] = Rs.2 [22, 880 — 22, 000] = Rs.2 X 880 = Rs.1, 760 [F]

Rs.3, 520 [F] = Rs.1760 [F] + Rs.1760 [F]

I] Cost Variance: Standard Variable Overheads for Act tual Variable

Overheads:

Rs.36, 000 — Rs.39, 000 = Rs.3, 000 [A]

Note: Standard Variable Overheads for Actual dard Rate Per Unit X Actual
Production Units = Rs.1.5 [Budgeted variable overh 000 /Budgeted production
units

22,000 = Rs.1.5] X 24, 000 units =

will be useful for cost control. The actual costy is recorded, when it incurred.
The standard cost is compared with the actual cost. The difference between these two costs is
known as variance. The variances are calculated element-wise. The management can take
corrective measures to set the things right.

From the above discussions it is clear that the standard costing involves the following steps:

1. The determination of standard cost.
2. The recording of actual cost.




3. The comparison between standard cost and actual cost.

The finding out of variance.

5. The reporting of variance so as to find out inefficiency and take necessary corrective
actions/ measures.

STANDARD COSTING Vs ESTIMATED COSTS

&

Both the standard costing and estimated costs are used to determine price in advance.
The purpose of both systems is to control cost. The same accounting principles are used in
standard cost and estimated cost. The points of difference between sta
estimated cost are discussed as under:

cost should almost be ne
3. The purpose of determin
to take a decision

sts is to find out selling price in advance
r to make and also to prepare financial

s do not require a change in standards. Estimated costs
changes in conditions. They are made realistic by

costs are used by the concern using historical costing. Standard costing
d by those concerns which use standard costing system. Standard costing is
t of cost accounting process while estimated costs are statistical in nature and
as such may not become a part of accounting.

PROBLEMS ON MATERIAL VARIANCE

1. From the following data calculate various material variances

Materials Std.Qty(units) | Std.Price(Rs.) Actual Actual
Qty(units) Price(Rs.)
A 80 8.00 90 7.50
B 70 3.00 80 4.00




| | 150 | | 170 |

SOLUTION:
1. Material Cost Variance = (Std.Qty X Std.Price)-(Actual Qty. X Actual Price)
A = (80 X 8)- (90X7.50) = 640-675 = -Rs.35
B = (70 X 3) — (80 X 4) =210-320 =-Rs.110
Total MCV = Rs.145
2. Material Price Variance = A.Q ( Std.Price-Actual Price)
A =90 (8-7.50) =90 X 0.50 =Rs.45
B =80(3-4) =80X1= - Rs.80
Total M.P.V= -Rs. 35
3. Material Usage Variance = Std. Price (Std.Qty —Actual Qty)
A =8(80-90) =8 X-10 = - Rs.80

B =3(70-80)=3X-10=_ -Rs. 30
Total MUV=

4. Material Mix Variance =
[Total weight of Actual Mix X Std.Cost of Std.Mix

Total Weight of Std. Mix

170/150 X 80X8+70X3 0X8 + 80X3) [

en @Rs.1.20 per hour for 25 hours.
mpute (i) Labour Cost Variance ( ii) Labour Rate Variance (iii) Labour Efficiency
varjance (iv) Labour Mix Variance.

1. Labour Cost Variance = Std. Labour Cost- Actual Labour Cost

Men = (20 x25x 1.25)- (25x24x1.50) = 625-900 = -Rs.275
Women =(30 x30x 1.10) — (25 x25x 1.20) = 990-750 = Rs.240
Total LCV =-Rs.35

2. Labour Rate Variance = Actual Time ( Std. Rate-Actual Rate)




Men =600 ( 1.25-1.50) = 600 X -0.25 = -Rs.150.00

Women =625(1.10-1.20) =625X-0.10 = - Rs.62.50
Total L.R.V= -Rs.212.50
3. Labour Efficiency Variance = Std. Rate ( Std. Time —Actual Time)
Men =1.25(500-600) =1.25X-100 =-Rs.125
Women =1.10(900-625)=1.10X 275 =__Rs. 302.50
Total L.E.V = Rs.177.50

4. Labour Mix Variance =

Total Time of Actual Lab. Mix X Std.Cost of Rev.Std.Mix —Std. cost of Ac
Total Time of Std. Lab. Mix

1,225/1400 X 20x25x1.25+30x30X1.10 - (25x2

—

1,225/ 1400 x (625+990) - 750+687.50

~—
—_

= [1,225/ 1400 x1615 -1,437.50'= 1,413.12 —1,437.50 = Rs.24.38 unfavourable.

ES VARIANCE

all sales variances according to ( A) Profit

Actual
Price per Qty Cost per Price per
unit(Rs.) unit (Units) unit(Rs.) unit
10.00 12.00 3,200 10.50 13.00
15.00 18.00 3,200 10.50 17.00

SOLUTI

A) UNDER PROFIT METHOD:
1. Total Sales Margin Variance = Actual profit — standard profit
=12,800 — 12,000 = Rs.800
2. Sales Margin Variance due to Selling price =
Actual Qty. of sales ( Actual Sale price per unit- budget sales price per unit)
X =3,200 X (13-12) = 3,200 X1 = Rs.3,200




Y=1,600 X (17-18) = 1,600 X -1 =-Rs.1,600

TOTALSMV = Rs.1,600

3. Sales Margin Variance due to Volume =
Std. profit per unit ( Actual Qty. of Sales- Budgeted Qty. of sales)
X =2 (3,200-3,000) = 2 X 200= Rs.400
Y= 3(1,600-2,000) = 3 X -400 =-Rs.1,200

TOTALSMV = -Rs.800

4. Sales Margin Variance due to sales mix =
Std. profit per unit (Actual Qty. of Sales- Budgeted proportion for Actualls
X =2(3,200-2,880) = 2 X 320=Rs.640
Y=3(1,600-1,920) = 3 X -320 =-Rs.960

TOTALSMV = -Rs.320

5. Sales Margin Variance due to Sales Qty.=
Std. profit per unit ( Std. proportion for Ac
X =2(2,880-3,000) = 2 X -120=-Rs.24
Y=3(1,920-2,000) =3 X -80 =_-Rs.240

. of sales)
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-12) =3,200 X1 = Rs.3,200
(17-18)=1,600 x -1 = -Rs.1,600
Total = Rs.1,600

X =12 (3,200 -3,000) =12 x 200 =Rs.2,400
Y =18( 1,600 —2,000) =18 x -400 = -Rs.7,200

Total = - Rs.4,800

Variance = Std. Value of Actual Mix — Std value of Revised Std. Mix
=67,200 - 69,120 =-Rs.1,920

s Qty. Variance = Std. Selling Price — (Rev. sales Qty- Budgeted Qty. of sales)

X = 12(2,880 —3,000) = -Rs. 1,440

Y =18 (1,920 -2,000) =-Rs.1,440

Total = -Rs.2,880




