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SCOPE

Management Accounting represents the basic concepts of Financial Statement Analysis, Ratio
analysis and Budgetary Control. It includes the nature, scope and significance of Management
Accounting. This paper gives the concepts of Marginal Costing, Break-even Analysis, Variance
Analysis, Cash flow Statement and Fund flow Statement.

OBJECTIVES
e To enable the students to understand the importance and scope of Management
Accounting in planning, controlling and decision making
e To impart the student to prepare management reports by using funds flow and cash flow

statement.
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KUNIT I : Introduction - Meaning — Objectives - Nature and Scope of Management Accounting —
Difference between Financial Accounting, Cost Accounting and Management Accounting - Cost

Control and Cost Reduction - Cost Management — Financial Statement Analysis — Trend Analysis —

Comparative Statement — Common Size Statement.

N J

Cost accounting information is designed for managers. Since managers are taking

decisions only for their own organization, there is no need for the information to be comparable
to similar information from other organizations. Instead, the important criterion is that the
information must be relevant for decisions that managers operating in a particular environment of
business including strategy make. Cost accounting information is commonly used in financial

accounting information, but first we are concentrating in its use by managers to take decisions.

The accountants who handle the cost accounting information generate add value by
providing good information to managers who are taking decisions. Among the better decisions,
the better performance of your organization, regardless if it is a manufacturing company, a bank,
a non-profit organization, a government agency, a school club or even a business school. The
cost-accounting system is the result of decisions made by managers of an organization and the

environment in which they make them.

The cost accounting systems can be important sources of information for the managers of
a company. For this reason, the managers understand the forces and weaknesses of the cost
accounting systems, and participate in the evaluation and evolution of the cost measurement and
administration systems. Unlike the accounting systems that help in the preparation of financial
reports periodically, the cost accounting systems and reports are not subject to rules and standards
like the Generally Accepted Accounting Principles. As a result, there is a wide variety in the cost
accounting systems of the different companies and sometimes even in different parts of the same
company or organization.

Cost accounting is a branch of accounting . It can be prepared to avoid the limitations of
financial accounting to know the operating efficiency regarding labour, material and overhead of

management policies, the costing is prepared.

The work of managers focuses on (1) planning, which includes setting objectives and
outlining how to attain these objectives; and (2) control, which includes the steps to take to

ensure that objectives are realized. To carry out these planning and control responsibilities,
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managers need information about the organization. From an accounting point of view, this
information often relates to the costs of organization.

The term cost is used in many different ways in managerial accounting. The reason is that
there are many types of costs, and these costs are classified differently according to the
immediate need of management. For example, managers may want cost data to prepare external
financial reports, to prepare planning budgets, or to make decisions. Each different use of cost
data demands a different classification and definition of cost. For example, the preparation of
external financial reports require historical cost data, whereas decision making may require
predictions about future costs. In the following paragraphs we have discussed many of possible

use of cost data and how costs are defined and classified for each use.

Definition:
According to Horngren Charles. T. “ Cost accounting is quantitative method that

accumulates, Classifies, Summaries and interprets information for 3 major purposes. 1)

Operational planning and control. ii) Special decisions. ii1) Product decisions.”

According to WJ Morse, “ Cost accounting is the processing and evaluation of monetary
and non-monetary data to provide information for external reporting, internal planning and

control of business operations and special analysis and decisions.”

Scope of Costing:

The scope of cost accounting is very wide. There are lots of techniques, tools, procedures,
processes, programs are used in cost accounting for calculating cost and its control. But basically,
we divide its scope within three major parts namely a) Cost ascertainment b)Cost accounting

¢)Cost control .

Cost Ascertainment

Cost Records Cost Control
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1.Cost Ascertainment

In this region of cost accounting, cost accounting collects product's material, labor and
overhead cost and try to calculate total and per unit cost of product. This total cost calculation
will be based on historical or standard or estimated basis. After this, cost accountant will use any
method of costing like specific order costing, operation costing, and direct costing technique.
These techniques and methods may be used for calculating different nature products in same
organization.

2.Cost Records (Cost Accounting)

In this part of cost accounting, cost accountant maintains cost books, vouchers, ledgers,
reports and other cost related documents for future comparison and reference. It will also be
under the scope of cost accounting.

3. Cost Control:

This is the end boundary of cost accounting scope. In this division, cost accountant
used different techniques and methods for controlling the cost. Save One Rupees in the cost of
product means we have earned one rupees in the production of goods. So, Cost accountant uses
budgetary control, standard costing, break even point analysis and many other techniques for
controlling the cost.

Objectives of Costing :
Cost

Cost may be define as the price of any asset when one company purchases it or it may the
expenses for getting services . So , we can say that cost is total amount which is sacrificed for
getting the goods , services and assets .In general , cost is calculated on production of goods .
Total cost represents cost of raw material , cost of labour and cost of overheads after adding
above we can find total cost and if we divide total numbers of units, then we can find cost per
unit.

Costing

Costing is technique to determine the cost. It involves the process and method to

classify and analysis of different expenditures.

Cost Accounting
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Cost accounting is science of recording , classify , analyzing and allocation of cost to

cost centers or cost unit . It also include cost control .

Cost accounting = Accounting used — { [ determine the cost + control the cost] }
Objective of Cost accounting
1. To determine the cost.

It is the objective of cost accounting that cost accountant has to determine the cost
because, after this cost per unit, price per unit can be calculated and product can be sold in

market

2. To analyze of cost

Under this objective , cost is calculated after analyze which is done in cost sheet by

knowing different elements and writing in specific head .

3. To reduce the Wastage

Cost accounting’s main objective is to reduce the wastage , Wastage may be in material
labour cost or overhead cost . Cost accountant makes cost sheet and after this he compares it with
standard cost and with this can find at where wastage are incurred and after this he can reduce it

by making proper control .

4. Provide cost data

There are large no. of previous records of cost of different products are available, if cost
accounting is maintained by accounting department. It can be given to other department for

taking decision. It is the another objective of cost accounting .
5. Ascertain the profitability
We know that cost accounting is to determine cost and with this cost we can find
profit margin
6. Control the cost

Cost accounting’s objective is to control the cost . For example Over stocking and
under stocking is loss of money by using cost control techniques in stock maintaining, we
can keep optimum level of stock to control the cost of stock .

7. Advising the management
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Cost accountant can advice to management for achieving the objectives of cost accounting
Alexander Dusty of President of Global Shop Solutions’ thought on Objectives of Cost

Accounting .

“Cost accounting provides a richer information base for operations management. The collection,
classification, and determination of cost through accounting becomes, then, a means by which
efficiencies are discovered and implemented. To the extent that these implementations offer a
greater return on investment, and perhaps a greater dividend to shareholders, cost accounting can
be said to truly help build the bottom-line profit™.

The above should be summarized in the following manner
] To ascertain the cost per unit of the different products manufactured by the business

concern.
1 To provide a correct analysis of cost both by process or operations and by different elements

of cost.

] To disclose sources of wastage whether of material, time or expense or in the use of

machinery equipment & tools .

1 To provide requisite data & serve as a guide to price fixing of products manufactured or
services rendered.

"] To ascertain the profitability for advising the management.

"] To exercise effective control of stock, raw materials, working progress & finished products.

"] To reveal the sources of economy.

"] To help in supervising.

1 To organize the internal systems, Cost reduction programs.

1 To Provide specialized services of cost audit.

"] To Find out costing Profit or Loss .

Functions of Cost Accounting

Cost accounting analyzes corporate costs related to overhead, products, and
manufacturing orders. It provides a variety of costing approaches such as standard, FIFO,
LIFO, average, target, and activity-based costing (ABC). The software should support the
following functionality: cost data; cost allocation definitions; cost allocation process; cost
management; cost and sales price calculation; activity based costing (ABC); and activity

based cost tracing and tracking

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 5/45




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit I — Introduction to Management Accounting BATCH: 2016 - 19

Merits and Demerits of Cost Accounting :
Following are the most important advantages of a good cost accounting system:

1)Classification and Subdivision of Costs:

In the contrast to a single profit or loss figure supplied by general accounting, the
cost accounting classifies costs and income by every conceivable subdivision of the business
enterprise. In a good costing system data regarding costs by departments, processes, functions,
products, orders, jobs, contracts and services can easily computed. This detailed cost information
for managerial control is one of the most important contributions of cost accounting.

2)Adequacy Of Inadequacy of Selling Prices:

Unit cost of production, administration and safe made possible by cost accounting aids
management in deciding the adequacy or inadequacy of selling prices i.e. neither too high
detracting business, nor too low resulting in losses to the concern. In period of depressions,
slumps, or in case of competition management forced to lower prices even below cost of
production and sale. In such circumstances, cost accounting will help management in deciding
the proper reduction.

3)Disclosure of profitable Products:

Cost Accounting will disclose activities, departments, products and territories, which
bring profit and those that result in losses. Management to determine what products because of
profit margin the sales department because of their greater profit margin should emphasize will
use this information. What products arte unprofitable or less profitable and might be eliminated
or lesser sales pressure be given to them. What activities or territories are not producing sufficient
profit and should be either further improved or eliminated and what methods of production and
distribution are most profitable for the firm. This will increase the overall profit of the concern.

4)Control of Material and Supplies:
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In a good costing system materials and supplies must be accounted for in terms of
departments, jobs, units of production or service. This will eliminate altogether or reduce to
the minimum misappropriations, embezzlements, deterioration, obsolescence, and losses
from defective, spoiled, scrap and out of date materials and supplies.

5)Maintenance of Proper Investment in Inventories:
A costing system will help in the maintenance of various inventory items of materials and

supplies in line with production and sale requirements. If these quantities are too small,
production may stop or sales may be lost. On the other hand, if quantities of such materials and
supplies are in excess of the production and sales requirements, too much working capital may
unnecessarily tie up in inventories. The detailed quantity information furnished by the cost
accountant at all times will go a long way in reducing or eliminating this possibility.

6) Correct Valuation of Inventories:

Cost Accounting plays a basic role in the correct valuation of inventories of finished
goods, work in process, materials and supplies. The book inventory method (as opposed to
physical inventory method) made possible by cost accounting system will involve the operation
of the various inventory control accounts in such a manner that the balances of these accounts
well be inventory valuations required for periodic financial statements. This enables the
preparation of monthly financial statements without the trouble and expense of taking monthly
physical inventories.

Further, the value of inventories shown by the book inventory will be more accurate than
inventory values shown by the physical inventory method. If no cost system is in use and
inventory values computed by physical inventory method, then the value of these inventories
must either bean estimate of cost or be determined at market values. But in a cost accounting
system accurate procedures and techniques are available by which inventory values can be
computed in a relatively more exact fashion. The requirements of management, stockholders,
creditors, employees and other groups interested in the financial statements of the firm naturally
attach more emphasis on this objective of cost accounting. In most cases, this objective of cost
accounting dominates the formal cost records and routines.

7) Whether to Manufacture or Purchase from Outsiders: Cost records furnish
information regarding the cost of manufacturing of different finished parts, which assist
management in making a decision whether to purchase these parts from outside manufacturers or
manufacture them in the factory.

8) Control of Labour Cost:
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Orders, jobs, contracts, departments, processes, or services record cost of labour. In many
manufacturing enterprises, daily time reports are prepared showing the number of hours and
minutes spent and the wage rate for each worker per job or operation. This enables management
to compare the current cost of labour per job or operation with some previously incurred or
determined cost thus measuring the efficiency or inefficiency of the labour force and assigning
the work to employees best suited for it.

9) Use of Company-wide Wage Incentive Plans:

When labour cost is accounted for by jobs and operations, it is possible to use effectively
wage incentive plans or bonus schemes for the remuneration of labour force. Carefully planned
and administered incentive schemes are an effective means of enforcing superior performance
and cost reduction. Workers are more co-operative, responsive and productive when some form
of incentive offered to them for surpassing stipulated standards of perfection and performance.
Cost of accounting has developed incentive plans, which are applicable not only to factory
workers but also to clerks, salespersons, and other executives for above standard performance.

10) Controllable and Uncontrollable Cost:

Cost accounting exhibits at each stage of production and sale the controllable and
uncontrollable items in the manufacturing, selling and administrative cost thus enabling
management to concentrate attention on those costs, which can reduced of, eliminated. There is
very little the management can do to reduce such uncontrollable items as idle time of machines
and labour, wastage in the use of materials, supplies and power can controlled much more

effectively.

11) Use of Standards for Measuring Efficiency:

A complete cost accounting system, generally, has a well-developed plan of standards to
measure the efficiency of the organization in the use of materials, incurrence of labour and other
manufacturing cost. Cora does this appraisal paring the work of factory workers, office and sales
personnel and other executive with what should have done in manufacturing and selling a given
quantity of units in a given period.

12) Reduction of Losses Due to Seasonal Conditions:
Cost accounting provides data for making a complete analysis of losses due to idle plant

and equipment or due to the use of plant and equipment beyond normal capacity, irregular
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employment of labour, wastes in the use of materials. It indicates cost variations between active

and inactive periods and seasonal conditions in the business or industry. Seasonal fluctuations in

business activity affect profoundly the earnings of the concern. In many industries, seasonal

variations are responsible for higher costs and lower profits.

O o o o o o oo g

13)Budgeting:

In a good cost accounting system, preparation of various budgets periods in advance of
actual production and sale of goods is necessary. These budgets include budgeted statement
of profits, budgeted cost of plant improvements, budgeted cost of production, budgeted cash
receipts and payments, and so forth. These budgets show the plans of the management for
future periods and they reflect the expected results of these plans. They are of great help in
getting the sales manager, the works manager, and the treasurer into agreement as to a plan
that can sold, manufactured and financed. In fact, the use of budgets has made costing a
preventive device for the rectification of inefficiencies before they creep into the business
operations or as they occur from day to day. In other words, budgeting, inculcates the habit

of thinking and calculations before taking decisions.

14) Reliable Check on General Accounting:

Finally, an efficient and proper system of cost accounting is a most reliable and
independent check on the accuracy of the financial accounts. This check made effective
through reconciliation of the balance of profit or loss shown by the costing profit and loss
account and the balance of profit of profit or loss revealed by the general accounting profit

and loss account.
Advantages of Cost Accounting:
Profitable and Unprofitable activities are disclosed.
It enables a concern to measure the efficiency and then to improve and maintain.
It provides information upon which estimates and tenders are based.
It guides future production policies.
It helps in increasing the profits.
It enables the periodical determination of profits or losses.
It is also very helpful to the Government.

Sound business concern with a good system of cost can attract more investors.
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|

It’s very helpful to the consumers.

J

The efficiency of public enterprises can also be calculated.
Limitations of Cost Accounting:

It lacks a uniform procedure.

Many formalities are to be observed.

U
N
| Handling future situations has not been much.
) Its is very expensive.

U

It is failure in many cases.

Distribution between Cost, Management and Financial accounting

IFAC Definition of Enterprise Financial Management embracing three broad areas: Cost
Accounting; Performance Evaluation & Analysis; Planning & Decision Support. Copyright July

2009 Professional Accountants in Business Committee. International Good Practice Guidance:

Evaluating and Improving Costing in Organizations

Cost Accounting is a branch of accounting, which has been developed because of
the limitations of Financial Accounting from the point of view of management control
and internal reporting. Financial accounting performs admirably, the function of
portraying a true and fair overall picture of the results or activities carried on by an
enterprise during a period and its financial position at the end of the year. Also, on the
basis of financial accounting, effective control can be exercised on the property and assets
of the enterprise to ensure that they are not misused or misappropriated. To that extent
financial accounting helps to assess the overall progress of a concern, its strength and

weaknesses by providing the figures relating to several previous years.

Data provided by Cost and Financial Accounting is further used for the management of all
processes associated with the efficient acquisition and deployment of short, medium and long
term financial resources. Such a process of management is known as Financial Management. The
objective of Financial Management is to maximize the wealth of shareholders by taking effective
Investment, Financing and Dividend decisions. Investment decisions relate to the effective
deployment of scarce resources in terms of funds while the Financing decisions are concerned

with acquiring optimum finance for attaining financial objectives.
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The last and very important 'Dividend decision' relates to the determination of the
amount and frequency of cash which can be paid out of profits to shareholders. On the
other hand, Management Accounting refers to managerial processes and technologies that
are focused on adding value to organizations by attaining the effective use of resources, in
dynamic and competitive contexts. Hence, Management Accounting is a distinctive form
of resource management which facilitates management's 'decision making' by producing
information for managers within an organization.

Definition

According to the Chartered Institute of Management Accountants (CIMA), Management
Accounting is "the process of identification, measurement, accumulation, analysis, preparation,
interpretation and communication of information used by management to plan, evaluate and
control within an entity and to assure appropriate use of and accountability for its resources.

Management accounting also comprises the preparation of financial reports for non-
management groups such as shareholders, creditors, regulatory agencies and tax
authorities"(CIMA Official Terminology).

The Institute of Management Accountants (IMA)[2] recently updated its definition as follows:
"management accounting is a profession that involves partnering in management decision
making, devising planning and performance management systems, and providing expertise in
financial reporting and control to assist management in the formulation and implementation of
an organization’s strategy".

The American Institute of Certified Public Accountants (AICPA) states that management

accounting as practice extends to the following three areas:

0 Strategic Management—Advancing the role of the management accountant as a strategic

partner in the organization.

0 Performance Management—Developing the practice of business decision-making and

managing the performance of the organization.

0 Risk Management—Contributing to frameworks and practices for identifying, measuring,
managing and reporting risks to the achievement of the objectives of the organization.

The Institute of Certified Management Accountants(ICMA), states "A management

accountant applies his or her professional knowledge and skill in the preparation and

presentation of financial and other decision oriented information in such a way as to assist
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management in the formulation of policies and in the planning and control of the operation of
the undertaking". Management Accountants therefore are seen as the "value-creators"
amongst the accountants. They are much more interested in forward looking and taking
decisions that will affect the future of the organization, than in the historical recording and
compliance (score keeping) aspects of the profession. Management accounting knowledge
and experience can therefore be obtained from varied fields and functions within an
organization, such as information management, treasury, efficiency auditing, marketing,
valuation, pricing, logistics, etc.
Difference Between Financial and Managerial Accounting :

Financial accounting reports are prepared for the use of external parties such as
shareholders and creditors, whereas managerial accounting reports are prepared for managers
inside the organization. This contrast in basic orientation results in a number of major differences
between financial and managerial accounting, even though both financial and managerial
accounting often rely on the same underlying financial data. In addition to the to the differences
in who the reports are prepared for, financial and managerial accounting also differ in their
emphasis between the past and the future, in the type of data provided to users, and in several
other ways. These differences are discussed in the following paragraphs.

Emphasis on the Future:

Since planning is such an important part of the manager's job, managerial accounting has a
strong future orientation. In contrast, financial accounting primarily provides summaries of past
financial transactions. These summaries may be useful in planning, but only to a point. The future
is not simply a reflection of what has happened in the past. Changes are constantly taking place in
economic conditions, and so on. All of these changes demand that the manager's planning be
based in large part on estimates of what will happen rather than on summaries of what has

already happened.

Relevance of Data:

Financial accounting data are expected to be objective and verifiable. However, for
internal use the manager wants information that is relevant even if it is not completely objective
or verifiable. By relevant, we mean appropriate for the problem at hand. For example, it is
difficult to verify estimated sales volumes for a proposed new store at good Vibrations, Inc., but

this is exactly the type of information that is most useful to managers in their decision making.

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 12/45




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit I — Introduction to Management Accounting BATCH: 2016 - 19

The managerial accounting information system should be flexible enough to provide
whatever data are relevant for a particular decision.

Less Emphasis on Precision:

Timeliness is often more important than precision to managers. If a decision must be
made, a manager would rather have a good estimate now than wait a week for a more precise
answer. A decision involving tens of millions of dollars does not have to be based on estimates
that are precise down to the penny, or even to the dollar. In fact, one authoritative source
recommends that, "as a general rule, no one need more than three significant digits. this means,
for example, that if a company's sales are in the hundreds of millions of dollars, than nothing on
an income statement needs to be more accurate than the nearest million dollars. Estimates that
accurate to the nearest million dollars may be precise enough to make a good decision. Since
precision is costly in terms of both time and resources, managerial accounting places less
emphasis on precision than does financial accounting. In addition, managerial accounting places
considerable weight on non monitory data, for example, information about customer satisfaction
is tremendous importance even though it would be difficult to express such data in monitory
form.

Segments of an Organization:

Financial accounting is primarily concerned with reporting for the company as a whole.
By contrast, managerial accounting forces much more on the parts, or segments, of a company.
These segments may be product lines, sales territories divisions, departments, or any other
categorizations of the company's activities that management finds useful. Financial accounting
does require breakdowns of revenues and cost by major segments in external reports, but this is

secondary emphasis. In managerial accounting segment reporting is the primary emphasis.

Generally Accepted Accounting Principles (GAAP):

Financial accounting statements prepared for external users must be prepared in
accordance with generally accepted accounting principles (GAAP). External users must have
some assurance that the reports have been prepared in accordance with some common set of
ground rules. These common ground rules enhance comparability and help reduce fraud and
misrepresentations, but they do not necessarily lead to the type of reports that would be most

useful in internal decision making.
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For example, GAAP requires that land be stated at its historical cost on financial
reports. However if, management is considering moving a store to a new location and then
selling the land the store currently sits on, management would like to know the current market
value of the land, a vital piece of information that is igored under generally accepted
accounting principles (GAAP).

Managerial Accounting Not Mandatory:

Financial accounting is mandatory; that is, it must be done. Various outside parties such
as Securities and Exchange Commission (SEC) and the tax authorities require periodic
financial statements. Managerial accounting, on the other hand, is not mandatory. A company
is completely free to do as much or as little as it wishes. No regularity bodies or other outside
agencies specify what is to be done, for that matter, weather anything is to be done at all. Since
managerial accounting is completely optional, the important question is always, "Is the

information useful?" rather than, "Is the information required?"

Financial Accounting Managerial Accounting

o Reports to those outside 7 Reportsto those inside the
the organization organization  for planning,
owners, lenders,tax directing and motivating,
authorities and controlling and performance
regulators. evaluation.

7 Emphasis is o Emphasis is  ondecisions

on summaries of affecting the future.
financial consequences

of past activities.

01 Objectivity and  Relevance of items relating to
verifiability of data are decision making is
emphasized. emphasized.

0 Precision of information 7 Timeliness of information is
is required. required.

7 Only summarized data - Detailed segment reports about
for the entire departments, products,
organization is customers, and employees are
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prepared. prepared.

0 Must follow Generally 7 Need mnot follow Generally
Accepted Accounting Accepted Accounting
Principles (GAAP). Principles (GAAP).

7 Mandatory for external -1 Not mandatory.
reports.

Elements of cost
1 Material (Material is a very important part of business)
) Direct material
7 Labor
) Direct labor

7 Overhead (Variable/Fixed)

o Indirect material

o Indirect labor

o Maintenance & Repair
Supplies
Utilities

o Other Variable Expenses

o Salaries

o Occupancy (Rent)

o Depreciation

o Other Fixed Expenses

(In some companies, machine cost is segregated from overhead and reported as a

separate element)
They are grouped further based on their functions as,
71 Production or works overheads

| Administration overheads

1 Selling overheads
0 Distribution overheads

1 Financial Expenses
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Elements of Cost
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B EA R L L — P— G L R— e
[ —

Cost Classification:

7 By Nature (materials, labor, expenses )

7 By Function (production, selling, distribution, administration, R&D, development etc)
71 By Degree of traceability to the product.( direct and indirect)

] By Changes in activity (fixed, variable, semi-variable )

U

By Controllability (controllable, uncontrollable )

O

By Normality (normal, abnormal )

By Relationship with accounting Period
By Time

By Planning and Control

By Association with the product

O O o OO™

By Management decisions.

Cost Classification as Manufacturing and Non-manufacturing:

Manufacturing firms are involved in acquiring raw materials producing finished goods and
then administrative, marketing and selling activities. All these activities require costs to be
incurred. These costs are normally classified by manufacturing companies as manufacturing
and non-manufacturing costs. In the following paragraphs we will see how these costs are

classified as manufacturing and non-manufacturing.
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Manufacturing Costs:

Manufacturing costs are those costs that are directly involved in manufacturing of products
and services. Examples of manufacturing costs include raw materials costs and salary of labor
workers. Manufacturing cost is divided into three broad categories by most companies.

1 Direct materials cost

1 Direct labor cost

7 Manufacturing overhead cost.

Direct Materials Cost:

The materials that go into final product are called raw materials. This term is
somewhat misleading, since it seems to imply unprocessed natural resources like wood pulp
or iron ore. Actually raw materials refer to any materials that are used in the final product; and
the finished product of one company can become raw material of another company. For
example plastic produced by manufacturers of plastic is a finished product for them but is a

raw material for Compaq Computers for its personal computers.

Direct Materials are those material that become an integral part of the finished product
and that can be physically and conveniently traced to it. Examples include tiny electric motor
that Panasonic uses in its CD players to make the CD spin. According to a study of 37

manufacturing industries material costs averaged about 55% of sales revenue.

Sometimes it is not worth the effort to trace the costs of relatively insignificant
materials to the end products. Such minor items would include the solder used to make
electrical connection in a Sony TV or the glue used to assemble a chair. Materials such as
solder or glue are called indirect materials and are included as part of manufacturing
overhead, which is discussed later on this page.

Direct Labor Cost:

The term direct labor is reserved for those labor costs that can be essentially traced to
individual units of products. Direct labor is sometime called touch labor, since direct labor
workers typically touch the product while it is being made. Indirect labor includes the labor
costs of janitors, supervisors, materials handlers, and night security guards. Although the
efforts of these workers are essential to production, it would be either impractical or
impossible to accurately trace their costs to specific units of product. Hence, such labor costs

are treated as indirect labor. In some industries, major shifts are taking place in the structure
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of labor costs. Sophisticated automated equipment, run and maintained by skilled workers, is
increasingly replacing direct labor.

Direct Materials cost combined with direct labor cost is called prime cost.

In equation form:

Prime Cost = Direct Materials Cost + Direct Labor Cost

For example total direct materials cost incurred by the company is Rs.4,500 and direct labor cost

is Rs.3,000 then prime cost is Rs.7,500 (Rs.4,500 + Rs.3,000).

Fixed Cost

A fixed cost is a cost that remains constant, in total, regardless of changes in the level of
activity. Unlike variable costs, fixed costs are not affected by changes in activity. Consequently,
as the activity level rises and falls, the fixed costs remain constant in total amount unless
influenced by some outside forces, such as price changes. Rent is a good example of fixed cost.
Fixed cost can create confusion if they are expressed on per unit basis. This is because average
fixed cost per unit increases and decreases inversely with changes in activity. Examples of fixed
cost include straight line depreciation, insurance property taxes, rent, supervisory salary etc.

Cost Control: Meaning, Tools, Techniques and Estimation of Cost Control

Cost control by management means a search for better and more economical ways of
completing each operation. Cost control is simply the prevention of waste within the existing
environment. This environment is made up of agreed operating methods for which standards
have been developed.

Cost Control, Reduction and Estimation in Business!

Business firms aim at producing the product at the minimum cost. It is necessary in order
to achieve the goal of profit maximisation. The success of financial management is judged by the
action of the business executives in controlling the cost. This has led to the emergence of cost
accounting systems. Cost control by management means a search for better and more
economical ways of completing each operation. Cost control is simply the prevention of waste
within the existing environment. This environment is made up of agreed operating methods for
which standards have been developed.

These standards may be expressed in a variety of ways, from broad budget levels to
detailed standard costs. Cost control is the procedure whereby actual results are compared against

the standard so that waste can be measured and appropriate action taken to correct the activity.
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Cost control is defined as the regulation by executive action of the costs of operating an
undertaking. Cost control aims at achieving the target of sales. Cost control involves setting
standards. The firm is expected to adhere to the standards.

Deviations of actual performance from the standards are analysed and reported and
corrective actions are taken. Cost control emphasis is on past and present. Cost control is applied
to things which have standards. It seeks to attain lowest possible cost under existing conditions.
Cost control is a preventive function.

Aspects of Cost Control:

(i) Planning:

Initially a plan or set of targets is established in the form of budgets, standards or estimates.

(ii) Communication:

The next step is to communicate the plan to those whose responsibility is to implement the plan.
(iii) Motivation:

After the plan is put into action, evaluation of the performance starts. Costs are
ascertained and information about achievements is collected and reputed. The fact that the costs
are being reported for evaluating performance acts as a prompting force.

(iv) Appraisal:

Comparison has to be made with the predetermined targets and actual performance.
Deficiencies are noted and discussion is started to overcome deficiencies.

(v) Decision-making:

Finally, the reported variances are received. Corrective actions and remedial measures are
taken or the set of targets is revised, depending upon the administration’s understanding of the
problem.

The management and control of the resources used in most commercial organisations
leaves a great deal to be desired. Waste is growing at such an enormous rate that it has spawned a
new industry for recycling and extracting useful materials.

Materials are wasted in a number of ways such as effluents, breakage, contamination,
inefficient storage, poor workmanship, low quality, pilfering and obsolescence. All these
contribute to significantly increased material costs and all can be controlled by efficient working
methods and effective control.

Advantages of Cost Control:
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Cost control has the following advantages:
(1) It helps the firm to improve its profitability and competitiveness.
(i1) In the absence of cost control, profits may be drastically reduced despite a large and
increasing sales volume.
(iii) It is indispensable for achieving greater productivity.
(iv) Cost control may also help a firm in reducing its costs and thus reduce its prices.
(v) If the price of the product is stable and reasonable, it can maintain higher sales and thus
employment of work force.
Tools of Cost Control:

Control has a regulatory effect. For better performance and better results certain means of
control have been evolved. These are called control techniques.
Mainly two types of standards are established to control costs:
(1) External (i1) Internal

External standards are applied for comparing performance with other organisations. The
external standards are used for comparing the cost performance with the other firm take the shape
of a set of cost ratios. Internal standards, on the other hand, are used for the evaluation of intra
firm cost elements like materials, labour, etc.
The internal standards used for cost control are:
(i) Budgetary control
(i1) Standard costing
(i) Budgetary Control:
Budgetary control is derived from the concept and use of budgets. A budget is an anticipated
financial statement of revenue and expenses for a specified period. Budgeting refers to the
formulation of plan for given period in numerical terms. Thus budgetary control is a system
which uses budgets as a means for planning and controlling entire aspects of organisational
activities or parts thereof.
According to Floyd H. Rowland and William. H. Barr, “Budgetary control is a tool of
management used to plan, carry out and control the operation of business. As a further
explanation, it establishes predetermined objectives and provides the basis for measuring

performance against these objectives.”
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George R. Terry has defined budgetary control as “a process of comparing the actual results with
the corresponding budget data in order to approve accomplishments or to remedy differences by
either adjusting the budget estimates or correcting the cause of difference”.

The above definitions point out that budgeting is an aid to planning and control.

Features of Budgetary Control:

(i) Budgetary control establishes a plan or target of performance.

(i1) It tries to measure the outcomes of activities in quantified terms.

(iii) It tries to focus attention of the management on deviation between

What is planned and what is being achieved so that necessary actions can be taken.
Characteristics of Budgetary Control:

Budgetary control leads to maximum utilisation of resources. It also helps in coordination. Thus
budgetary control can play five important roles in an organisation.

The following are the characteristics of budgetary control:

(i) Planning:

Budgetary Control forces managers to plan their activities of the each department of the
enterprise. Since budgetary control is duly concerned with concrete numerical goals, it does not
leave any ambiguity regarding the targets. It leads to a cautious utilisation of resources since it
keeps a rigid check over activities in the organisation. It also contributes indirectly to the
managerial planning at higher levels.

(ii) Co-ordination:

Budgetary control system promotes co-operation among various departments in the organisation.
The system encourages exchange of information among various units of the organisation. The
system promotes balanced activities in the organisation.

(iii) Recording:

Budgetary control enables to keep up-to-date records of all activities of the business unit as a
whole. A budget can be defined as a numerical statement expressing the plans, policies and goals.
(iv) Control:

Budgetary control as a control device is very exact, accurate and precise. It pinpoints any
deviation between budgeted standards and actual achievement. It also points out the reasons
which may be responsible for deviation between budget and actual.

(v) Corrective Actions:
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Budgetary control ensures corrective actions as the basis of deviations for better results. It helps
in directing, counselling, guiding and supervising in a co-ordinated manner so this improves the
overall performance of the business unit.

Advantages of Budgetary Control:

The following are the main advantages of budgetary control system:

(i) Budgetary control integrates and brings together all activities of the enterprise right from
planning to controlling.

(i1) Budgetary control provides a yardstick against which actual results can be compared.

(iii) Budgetary control provides a clear definition of the objectives and policies of the concern.
(1iv) Budgetary control is a useful tool in profit-planning.

(v) Budgetary control helps to eliminate or reduce unproductive activities and minimising waste.
(vi) Budgetary control makes everyone accountable for his work, as it defines the responsibility
for performances.

(vii) Budgetary control system acts as a basis for internal audit by providing a method of continu-
ous appraisal of performance.

Essentials of Budgetary Control System:

The conventional budgeting system gives a picture of expenditure made in the past. As a
business firm becomes interested in cost reduction and control, the accounting manager is forced
to become less interested in past history’, and is more interested in the future.

The budget is a plan for the future and as such it is a base for cost control in the long run.
The management may take up several cost reduction measures but without budgetary control
there can be no long range process. Most of the managers are of the opinion that budgetary
control requires time and money, but it is effective in bringing about cost improvement.

Budgetary control is not just the tool of the budget administrator but it is the tool of all.
Budget preparation and administration should be fully supported by top management. If the top
management encourages, budget will be most effectives. Budget estimates should be prepared by
those executives who are to be held responsible for performance. Another method of making
budgets effective is to ensure that all managers participate in budget preparation.

Managers should get quick information whenever actual performance deviates from
forecast performance. This means that actual progress at each and every stage should be made

known to the manager. Yet another method of making budget effective is that it should not cost
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more to operate than it is worth. Finally, the standards established should be capable of being
easily translated for measurement.
Limitations of Budgetary Control:

Though budgetary control provides a lot to management in planning, controlling and
coordinating the activities of an organisation, it is not a fool- proof system. It has its own
limitations. Therefore, managers should be well aware about these problems so as to take
adequate precautions to minimise the impact.

(i) The main problem in budgetary control comes because of uncertainty of future. It is a known
fact that budgets are formulated on the assumptions of future happenings in a certain way.

(11) The budgetary programme takes a long time to develop a reasonably good system of budg-
etary control.

(iii)) The role of budgetary control system in planning is sometimes over emphasised. Any
deviation from budgeted figures is looked upon with contempt. This inflexibility contributes
negatively to the organisational objectives.

(iv) The effectiveness of the budget depends largely on the dedication and co-ordination of the
top management.

(v) Budgetary control system requires a lot of paper work which the technical personnel always
resent.

(vi) Budgetary control may affect the organisational morale. Managers may adopt defensive
attitude and this may create many types of problems and conflicts in the organisation.

Types of Budgets:

Every business unit has a variety of plans such as production plan, sales plan, financial plan and
the like. When the plans are projected in advance, they are called budgets.

The budgets may be classified on the following basis:

(i) Coverage of functions: Master Budget and Functional Budget.

(ii) Nature of activities: Capital Budget and Revenue Budget.

(iii) Period: Long Term Budget and Short Term Budget.

(iv) Flexibility: Fixed Volume Budget and Flexible Budget.

(v) Preparation of budget methods: Performance Budget and Zero-base Budget.

They are explained as under:

(a) Master Budget and Functional Budget:

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 23/45




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE
Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit I — Introduction to Management Accounting BATCH: 2016 - 19

Master budget is the summary budget which covers all types of budgets such as sales,
production, costs, profit and appropriation of profit, and major financial ratios. Thus this is
nothing but the targeted profit and loss statement and balance sheet of the organisation.

The functional budgets have a number of classifications depending upon the type of
functions performed and budgeting practices adopted by an organisation. Therefore, there can be
budget for each major functions and sub-function like material budget, production budget,
financial budget, marketing budget, sales budget, research and development budget, personnel
budget and the like.

(b) Capital Budget and Revenue Budget: Business activity involves two processes:

(i) Creating of facilities for carrying the business activities; and (ii) carry out the activities.
Budget in respect of the former is called capital budget and the latter is called revenue budget.

(c¢) Fixed and Flexible Budgets:

A fixed budget is prepared for a specific output level and it has no concern with the
changes in the level of activity of the firm. Fixed budgets are called short period budgets. A
flexible budget is also called variable budget. In the flexible budget, provision is made for
changes in the production levels of the firm. Flexible budget is adaptable to changes in operating
conditions.

(d) Performance Budget:

A performance budget is an input-output budget or costs and results budget. It shows
costs matching with operation. The concept of performance budgeting originated in the USA
around 1960s when defense budgeting led to the thinking of ways and means of linking outputs
to inputs.

Afterwards, this became quite popular in many government departments outside the
United States. Now it is being used in business and other organisations besides government
departments. It emphasises non-financial measures of performance which can be related to
financial measures in explaining changes and deviations from planned performance.

The conventional budget is not effective because the concerned department does not like
expenditure with performance. The performance aspect is side-tracked in all government or
public sector industries department. It is, therefore, necessary to have performance budgeting. In
the performance budget each item of expenditure is related to a specific performance.

Performance budgeting results in the following:
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(1) It measures progress towards long term objectives.

(i1) It makes possible more effective performance audit.

(ii1) It correlates the financial and physical aspects of every programme.

(iv) It facilitates better appreciation and review of organisational activities by top management.
(v) It improves budget formulation, review and decision making at all levels of the organisation.
(vi) To achieve the most important facet of budgeting, that is, control of the performance in terms
of physical unit and the related costs.

(vii) It makes possible to find out sufficient performance measures to represent adequately all
important variables in determining the cost of an activity.

(e) Zero- Base Budgeting:

Zero-Base budgeting was originally developed by the Texas Instruments of USA in 1971.
Subsequently, it was applied by the State of Georgia in 1973. Since then, it has been used by a
number of states and business organisations in the U.S.A. and other countries.

The key element in zero-base budgeting is future objective orientation of past objectives.
In the zero-base budgeting, it is assumed that the budget for the next year is zero and starts the
demand for the project. It requires each manager to justify his entire budget in detail from scratch
that is zero-base.

The burden of execution shifts on each manager and he has to justify the demand for
money .Such an analysis indicates which activities are important and which are unimportant.
Unimportant activities are eliminated or made into productive and profitable. Thus zero-base
budgeting helps in choosing those activities which are essential and important.

Basic Steps of Zero-Base Budgeting:

The process of zero-base budgeting involves the four basic steps:

(i) Identification of decision units.

(i1) Analysis of each decision unit in the context of total decision package.

(i11) Evaluation and ranking of all decision units to develop the budget request.
(iv) Allocation of resources to each unit based on ranking.

Benefits of Zero-Base Budgeting:

The benefits of the zero-base budgeting are:

(1) Effective allocation of resources.

(i1) Identification of obsolete operations.
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(i11) Effective means to control cost.

(iv) Improvement in productivity and cost effectiveness.
(v) Better focus on organisational objectives.

(vi) Saving time of top management.

(vii) Elimination of unnecessary activities.

(ii) Standard Costing:

Standard costing is one of the prominently used systems of cost control. It aims at
establishing standards of performance and target costs which are to be achieved under a given set
up working conditions. It is a pre-determined cost which determines what each product or service
should cost under certain situation.

Standard costing is defined as the preparation and use of standard costs, their comparison
with actual costs and the measurement and analysis of variances to their causes and points of
incidence. Standard costs should be obtained under efficient operations.

It starts with an estimate of what a product should cost during a future period given reasonable
efficiency Standard costs are established by bringing together information collected from various
sources within the company.

The degree of success is measured by a comparison of actual performance and standard
performance. For example, if the standard material input for a unit of production is Rs. 500 and
the actual cost is Rs 475 then the variance of Rs. (-) 25 is the measure of performance, which
shows that the actual performance is an improvement over the standard. This comparison of
actual costs with standard cost will help in fixing responsibility for nonstandard performance and
will focus attention on areas in which cost improvement should be sought by showing the source
of loss and inefficiency.

Basic Requirements in the Use of Standard Costing:

(1) The ability to establish a meaningful standard.

(i1) A system for measuring actual quantities and costs at the same level as the standard costs and
quantities.

(ii1) The facilities to calculate variances over time, which will allow corrective action to be taken.
Advantages of Standard Costing:

(1) It helps in establishing a yardstick with which the efficiency of performance is measured that

helps to exercise control.
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(i1) It provides how the clear goal is to be achieved by providing incentive and motivation to
work.

(ii1) It provides the management the basic information to fix selling price, transfer pricing, etc.
(iv) It facilitates delegation of authority and fixation of responsibility.

(v) It helps in achieving optimum utilisation of plant capacity.

(vi) It provides means for cost reduction.

(vil) Variance analysis and reporting is helpful for taking corrective measures.

Limitations of Standard Costing:

(1) Application of standard costs is quite difficult in practice.

(11) Frequently, standards become rigid over time and do not keep pace with changes in condi-
tions.

(ii1) If the standards are outdated, loose, inaccurate and unreliable, they are more harmful.

(1v) It standards set are higher than reasonable, they act as discouraging factor.

(v) When there are random factors, it is difficult to explain variance properly.

(vi) Standard costing may be found to be unsuitable and costly in the case of firms dealing in
non-standard products.

(vii) It is difficult to distinguish between controllable and non-controllable variances.

(vii1) Setting the standard costing are highly technical and mechanical.

Basis of Setting Standard Costs:

Without standards, a company’s management has no way of knowing its overall performance.
The standard costs are to be established by collecting all information pertaining to different cost
functions. The main basis of setting standard costs is technical and engineering aspects. A major
issue in standard costing is the determination of the tightness of standards which may range from
a desire for engineering perfection to very slack practices.

The other basis of setting standards is:

(1) Time of use—current standard and basic standard

(i1) Performance level—normal, ideal, expected, attainable standards, etc.

(iii)Price level-—ideal, normal, current, basic standard

(iv) Output level—theoretical, practical, normal expected standards.

(a) Normal Standards:

(i) Ideal Standards:
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The standards represent the maximum level of efficiency, i.e., using minimum resources
to complete the goal without any loss of time. In control terms, it is essential for standards to
motivate individuals towards their attainment. It is very difficult to use ideal standards. Ideal
standards are, therefore, more likely to be set for direct material costs and usage rather than for
direct labour or overhead costs.

(ii) Target Standards:

These are the standards which can be attained during a future specified budget period.
These are a modified version of ideal standard costs. Hence a certain amount of waste is
permitted.

(b) Basic Standards:

Basic standards are those standards which are set at their initial level. In fact, basic
standards are not very pragmatic as they emphasize the past instead of the future. Their
effectiveness is very little in situations of change in production methods, range of products and
prices.

(¢) Currently attainable Standards:

Currently attainable standard costs are those costs that should be incurred currently under
efficient operating conditions, but making allowances for normal spoilage, unavoidable idle time,
unavoidable machine breakdown, set up time, etc. In other words, currently attainable standards
or expected standards are the target standards minus a realistic allowance for normal or
acceptable waste.

Tolerance Limit:

In reality, it is rare that the costs of the firm will exactly match the set standards.
Management cannot insist that every time the performance must match the rigid standards. Limits
of these deviations from the set standards which are called tolerance limits. The deviations are of
two types: Random and significant. Random deviations are those which arise purely due to
chance and are therefore uncontrollable. Significant deviations are those that have assignable
causes and are therefore largely subject to control of the management. Cost control must be based
on some measure of importance of these significant deviations.

Variance Analysis:
If variances exist, their causes have to be determined for taking the corrective actions.

There are many causes for these variations which are listed below:
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(i) Due to union negotiations, policy decision or changing composition of work force, labour
rates or salary levels may change.

(i1) The product mix may change in a multi-product industry.

(iii) The improvements in systems can bring about reduction in costs.

(iv) Changes in productivity can alter the cost levels.

(v) Changes in product design will change cost.

(vi) Investment in new capital and replacement of old equipments can have immediate effects on
both operating costs and overheads.

(vii) Policy decisions of various kinds may affect cost levels.

(viii) Changes in hours of working time will have its influence on costs.

(ix) The amount of idle hours will vary depending on the extent of lock-outs and lay-offs.

(x) Changes in the value of money.

If variance is significant, it signals the need for managerial investigation. An important thing
about variances is that the causes of variance be personalised. So the variance analysis operates in
accordance with the principles of responsibility accounting.

Computation and Analysis of Variances:

Once the standard costs are determined, the next step is to ascertain the actual cost.
Finding variances cannot itself lead to control. Each of these variances is analysed to know the
reason leading to the variance.

(i) The magnitude of variation.

(i1) Reasons for the occurrence of the variance.

(i11) The factors responsible for it.

(iv) The department on which the responsibility of the variance can be laid.
(v) The corrective measure for reducing the variance.
Kinds of Variance:

These are four kinds of variance:

(i) Material cost variance

(i1) Labour cost variance

(ii1) Sales variance

(iv) Overhead variance

They are explained as under:
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(i) Material Cost Variance:

Material cost variance is the difference between the standard cost of materials and actual cost of
materials used.

Material cost variances are analysed in terms of:

(a) Materials price variance,

(b) materials usage variance,

(c) materials mix variance, and

(d) materials yield variance.

Materials price variance is the difference between the standard prices specified and the
actual price paid.

Materials usage variance is the difference between the standard quantity specified and
actual quantity used.

Materials mix variance is that portion which is due to change in the composition of
materials mix. Materials yield variance is the difference between the standard yields specified
and the actual yield obtained.

(ii) Labour Cost Variance (Direct Wage Variance):

It is the difference between the standard direct wages specified and the actual wages paid for an
activity.

The labour cost variance is analysed into two separate variances:

(a) Wage rate variance, and

(b) labour efficiency. Wage rate variance arises due to difference between the standard and actual
rate of wages. Labour efficiency variance is the difference between the standard labour hours
specified and the actual labour hours spent.

(iii) Sales Variance:

It is the difference between the standard cost of sales specified and actual cost of sales.

There are four kinds of sales variances:

(a) Mix Variance

(b) Quantity Variance,

(c) Volume Variance, and

(d) Price Variance.
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Mix Variance is due to the difference between the actual contribution of the sales mix and
its standard contribution specified.

Quantity Variance is due to the difference between the standard sales mix and actual sales
mix. Volume Variance is due to the difference between expected quantity of sales and the actual
quantity of sales.

Price Variance is due to the difference between the actual price received and the standard
price specified.

(iv) Overhead Variance:

It is the difference between the standard cost of overhead absorbed in the output achieved
and the actual overhead cost.

The variable overhead variances are:
(a) Overhead expenditure variance, and
(b) Overhead efficiency variance.

The overhead expenditure variance is due to the difference between the standard
allowance for the output achieved and the actual expenditure incurred. The overhead efficiency
variance is due to the difference between the standard efficiency and the actual efficiency
attained.

Ratio Analysis:

Ratio analysis is mainly used as an external standard, that is, for comparing performance
with the other organisation in the industry. It can also be effectively used for comparing the
performance of the firm over time.It is used to exercise cost control. Ratio is a yard stick which
provides a measure of relationship between the two figures compared. The ratio may be
expressed in percentage terms as a proportion or as a rate.

In the ratio analysis, an acceptable ratio is determined first and then it is compared with
actual performance and the corrective measures can he resorted. The significant aspect in this
analysis is that the management can take a greater interest in relative as opposed to absolute
figures.

A particular ratio can be chosen depending on the need. It is possible to calculate different
ratios relating to aspects like liquidity, profitability, capital structure, etc. But for a programme of
cost control and cost reduction, one need to concentrate only on the operating cost ratios.

Ratio analysis is used as an instrument of cost control in two ways:
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(i) Ratios can be used to compare the performance of a business firm between two periods. It
helps to identify areas which need immediate attention.

(i1) Besides, standard ratios are used to compare actual areas. Standard ratios are averages of the
results achieved by several firms in the same line of business.

If these comparisons reveal any significant differences, the firm can take suitable action to elimi-
nate the causes responsible for increase in costs.

Some of the most commonly used ratios for cost comparison are listed below:

(1) Net Profits/Sales

(i1) Gross Profits/ Sales

(ii1) Net Profits/ Total Assets

(iv) Sales/ Total Assets

(v) Production Costs/Cost of Sales

(vi) Selling Costs/ Costs of Sales

(vii) Administration Cost / Cost of Sales

(viii) Sales/Inventory

(ix) Material Cost/ Production Costs

(x) Labour Cost/ Production Costs

(xi) Overheads/ Production Costs

Important Techniques of Cost Control:

There are two other techniques which are sometimes used by firms for cost control and

reduction.

These are:

(i) Value Analysis
(i1) Method Study
(i) Value Analysis:

Value analysis is an approach to cost saving that deals with product design. Here, before
buying any equipment or materials, a study is made as to what purpose these things serve? Would
other lower- cost design work as well? Is there a cheap material which can serve the same
purpose? So value analysis is a procedure which specifies the function of products or

components, establishes appropriate costs, determines the alternatives and evaluates them.
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Thus the objective of value analysis is the identification of such costs in a product that do
not in any manner contribute to its specification or functional value. Thus, it is the process of
reducing the cost without sacrificing the predetermined standards of performance. It is a
supplementary device in addition to the conventional cost reduction methods.

Value analysis is closely related to Value Engineering. It is very helpful in industries
where production is done on a large scale and in such cases even a fraction of savings in cost
would help the firm significantly.

Some examples of savings through value analysis are:

(1) Discarding tailored products where standard components can do.

(11) Dispensing of facilities not required by the customer.

(ii1) Use of newly developed materials in place of traditional materials.

(iv) To examine the use of alternatives which are available at a lower price.
(ii) Method Study:

Method Study is a systematic study of work data and critical evaluation of the existing
and proposed ways of undertaking the work. This technique is known as work study and
organisation and method Work study helps to investigate all factors which enable the
management to get the work done efficiently and economically.

The prime objective is to analyse all factors which affect the performance of a task, to
develop and install work methods which make optimum use of human and material resources
available and to establish suitable standards by which the performance of the work can be
measured. Method study aims at analysing and evaluating all those conditions which influence
the performance of a task. It is the creative aspect of work study.

Cost Reduction:

Cost reduction refers to bringing down the cost of production. This involves the
examination of the purposes for which costs are incurred and by a variety of means, it eliminates
or reduces the reasons or spending. The existing standards are closely examined at the broad and
detailed levels with a view to improvement. Cost reduction should not be a fire-fighting exercise
but a continuing process of improving productivity within the organisation.

Any cost reduction service must be based on a full knowledge of the organisation’s use of

its resources. To achieve success in cost reduction, the management must be convinced of the
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need for cost reduction. It is a corrective function. It is just as much concerned with the stoppage
of unnecessary activity as with the curtailing of expenditure on that which is essential.

Cost reduction is possible only when the firm makes the optimum utilisation of resources.
It is possible by incorporating internal and external economies. This means that by economising
the cost of manufacture, administration, selling and distribution, the average cost reduction may
be achieved. Cost reduction is thus stated as the real and permanent reduction in unit costs of
goods or services rendered without imparting their suitability for the intended use.

Reduction in per unit cost of production can be achieved broadly in two ways:

(1) Reducing expenses, given the volume of output.

(1) Increasing the volume of output through increased productivity, given the same level of
expenditure.

Cost reduction is achieved only through a process of analytical appraisal of all aspects of
using resources, carried out on a continuous basis from the moment the product is conceived to
the moment the consumer uses it. This calls for specialist knowledge, often of a technical nature.
Cost Reduction Techniques:

Techniques for reducing the cost cover a wide range of activities are:
(i) Organisation and Methods:

Organisation and Methods are defined as, “The systematic examination of activities in
order to improve the effective use of human and other material resources”. It is generally
accepted to be concerned with improving the administrative work, the way it is organised and the
way methods and procedures are used.

O & M services include the following activities:
(i) Organisation analysis

(i1) Activity analysis

(i11) Information analysis

(iv) Interviewing

(v) Systems design

(vi) Flow charting

(vii) Form design

(viii) Paper work flows.

(ii) Work Study:
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Work study in its broadest sense is the application of systematic analysis to the work of
men and machines so as to improve methods and to establish proper time values for that work.
The three main objectives of the work study are:

(a) The most effective use of plant

(b) The most effective use of human effort

(c) A reasonable work load for those employed.
(iii) Materials Handling:

The simple name materials handling’ belies the extensive and complex nature of a
production technology which is now a major industry in its own right. Most production processes
require materials to be moved from one stage to the next. There are two principal aspects of
materials handling.

These are concerned with (a) the flow of materials, and (b) the methods used.
(iv) Automation:

Automation is certainly a means of reducing costs. It also reduces human interaction. It is
the advance of automatic techniques which has changed the face of industry and commerce. The
proportion of people working in manual and semi-skilled jobs has been drastically reduced.
Automation is the use of automatic control equipment to operate and control machines.
Automation is being used at an increasing speed, spurred on by the development of the large
scale integrated circuits printed on to silicon chips. The next stage in the development of
automated controls was the use of analogue computers. It is a machine designed to process
electronic signals. There are three tasks for which automatic equipment can be used to replace
the human being.

They are:

(a) Measurement, (b) Control, and (c) Data Processing.

There are a variety of reasons for introducing automation among which is the following:
(1) To reduce costs,  (ii) To increase quality, and (iii) To meet shortages in skilled people.
(v) Value Analysis:

Value analysis is defined as the identification and elimination of unnecessary cost without
reducing the quality, reliability, and aesthetic appeal of the product or service concerned”.
The objectives of value analysis are:

(a) To analyse the value of the product and its components parts,
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(b) To establish the cost of materials and production involved in creating the value.
(c) To determine whether the same or greater value can be created with a reduction in cost.
(vi) Variety Reduction:

Variety reduction can be applied to any production process. Although in theory this is
true, the technique certainly has more effect if applied in the right place and the right time.
Variety reduction has several stages each of which involves a considerable amount of detailed,
sometimes tedious work.

There are four stages:

(a) Materials and components schedule

(b) Product analysis into components

(c) Identification of common components

(d) Product redesign for production

Benefits of Variety Reduction:

The benefits of variety reduction are felt in many areas of the business. These are the
following:

(a) It reduces prices and administration and makes control easier.

(b) It improves efficiency and simplifies the assembly procedures.

(f) It reduces the production period considerably.

(d) Consumer may benefit from a reduction in the price and an improvement in the availability of
parts.

(vii) Production Control:

Production control is not a technique. It is an attitude of mind towards the efficient organisation
of men, machines and materials with the objective of producing a product of the right quality in
the shortest time at the least cost.

It can be examined in four main sections:

(a) Planning

(b) Programming

(c) Scheduling

(d) Control

(viii) Design:
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A product which performs the function, for which it was intended, is easy to use and is pleasing
in appearance, is said to be well designed. Design is fundamental to the effectiveness of every
product produced.

The principles of good design are:

(a) Durability and reliability must be a basic part of the design

(b) Quality of the product should stand out

(c) Safety features must be included

(d) It should be simple

(e) Easy to maintain

Main Approaches to the Design:

There are four main approaches to the design and they are listed below:

(a) New product design

(b) Redesign of an existing product

(c) Specific design to meet customer needs

(d) Design changes

(ix) Materials Control:

Materials control is a key activity which covers a wide range of different tasks from the moment
the product is designed up to and including its final delivery.

Taking these tasks in the logical sequence in which they occur we have:

(a) Buying or resourcing

(b) Receipt and storage

(c) Preparation

(d) Handling

(e)Warehousing and despatch

(x) Quality Control:

The main role of quality control is to ensure that no defective products leave the company. This
can be achieved by checking every one, by sampling, and by automated control. There are many
products where quality is vital and where defects may cause their death. There are other cases
where quality is unimportant. For every product there is a range between rejection and over-
quality.

There are two aspects to the problem:

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 37/45




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE
Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit I — Introduction to Management Accounting BATCH: 2016 - 19

(i) What is the required standard of quality?

(i1)) How can we ensure that all products achieve this standard with the minimum of waste?

(xi) Terotechnology:

Terotechnology is defined as “a combination of management, financial, engineering and other
practices, applied to physical assets in pursuit of economic life-cycle costs.” The cost of
obtaining, operating and maintaining physical assets for their productive life is known as the life-
cycle cost. The benefits claimed for terotechnology cover a wider area than cost reduction.

But this aspect is covered by reduction in the following costs:

(a) Cost of ownership of physical assets

(b)Lower material costs

(c) Reduced breakdown costs

(d)Improved quality and efficiency

(xii) Cost-Benefit Analysis:

The Cost-Benefit (C/B) analysis is the most popular and appropriate method of appraisal. It
makes the business executive in making correct investment decisions to achieve optimum
allocation of resources. This analysis involves the enumeration, comparison and evaluation of
benefits and costs. In this criterion, the cost-benefit ratio is the measure for the evaluation of the
business firm.

Evaluation can be undertaken on the basis of the following factors:

(a) Evaluation on the basis of benefits

(b) Evaluation on the basis of costs

If we indicate the ratio by C/B, then if C/B is less than one, the benefit is more than costs and
hence the business can be undertaken. In fine, cost reduction is possible if the factors determining
the cost behaviour are properly identified and handled. A business economist or manager while
thinking of cost reduction has separate approach to the problem than the accountant would

suggest on the basis of costs.

Essentials for the success of a Cost Reduction Programme are:
(a) Every individual within the factory should recognise his responsibility.
(b) Employee resistance to change should be minimised.

(c) Cost reduction efforts should be continuously maintained.
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(d) Efforts should be concentrated in the areas where the savings are likely to be the maximum.
(e) There should be routine business meetings with the employees to review the cost reduction
programmes.

Economic Value:

For the successful operation of the business, cost management is vital. Therefore, the firm should
aim at doing “whatever is done” at the minimum cost. The management should search for better
and more economical ways of finishing each operation. Cost management is and will continue to
be a perpetual process.

It is a systematic inter-disciplinary examination of factors affecting the cost of a product. It
emphasizes the identification and elimination of unnecessary cost without reducing the quality,
reliability or aesthetic appeal of the product.

The value of a product lies in the benefit obtained by the user in relation to price. If the benefit in
increased at the same price then the value is increased. If the benefit remains the same and the
price falls then again the value is increased. A product’s value stems from its usefulness.

The objectives of this analysis are:

(i) To determine the quantum of value created with a reduction in cost.

(i1) To know the cost of materials of production involved in creating the value.

(111) To examine the value of the product and its component parts.

The analysis should be applied to any situation where resources are consumed to produce
value. The analysis will always be an important part of the approach to create improved value at
lower cost. The impact of this analysis is generally found in the following four main areas—
redesign, alternative materials, elimination of unnecessary features and changes in procedures.

This analysis is generally operated as a team activity. This technique is more popular in
those cases, where large quantities of a good are produced. The analysis seems to be treated now
as an established fact.

Cost Estimation:

Business managers make use of the cost figures for the determination of profits and other

allied matters like payment of tax, bonuses and dividends.
Definition and distinction of cost concepts are necessary to stress:
(1) The cost estimates by conventional financial accounting are not appropriate for all managerial

uses, and
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(i) that different business problems call for different kinds of cost.

Hence, different continuation of cost ingredients is right and appropriate for different
kinds of management problems. Cost estimation is the process of pre-determining the cost of a
certain product, job or order. Such pre-determinants may be required for several purposes such as
budgeting, measurement of performance, efficiency preparation of financial statement, make or
buy decisions, fixation of sale prices of the products, etc. In short, computation of future cost is
cost estimation.

Management is vitally concerned with future costs for the simple reason that they are the
only costs over which managers can exercise any control. Future costs are those that are
reasonably expected to be incurred in some future period. Their actual incurrence is a forecast
and their management is an estimate.

Future is uncertain. Therefore, future costs have to be estimated and they cannot be
expressed in absolute current figures. Management accountants are more interested in future
costs. Future costs are expectations rather than accomplished facts. Hence, their measurement and
estimation depend upon conjectures concerning future situations.

The theory of cost estimation is a fundamental concern of managerial economics. Thus
the knowledge of the firm’s short run and long run cost functions is very essential for
management to make many important decisions.

This requires the estimation of both short run and long run cost functions, which are
discussed as under:
Estimation of Short-Run Cost Function:

One of the initial steps in estimating a cost function is to choose the mathematical form of
relationship between output and cost. For this, managers use time-series data and relate the total
cost of a firm in each time period to its output level in that period. Regression analysis is often
used to estimate this relationship.

Cost Management
It is defined as the process of planning and controlling the budget of the business. It helps in
predicting the expenses of the business so that one can avoid going over budget, thereby being an

integral part of business management.
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Cost management involves different cost accounting methods that have the goal of
improving business cost efficiency by reducing costs or atleast having measures in place to
restrict the growth of costs.

Cost can be managed by
e Cost estimation
o Cost budgeting and
o Cost Control

Cost management system helps in identifying, collecting, classifying and collating
information that can be used by managers in planning, controlling and taking decisions to keep
costs in the desirable limits.

Factors affecting cost management

e Growth in information technology

e Global and overall domestic competition

e Growth of service and manufacturing sectors
Cost management techniques
Managing a business has containing cost of utmost importance. Below are mentioned some of the
techniques through which the overall cost of the business can be controlled and maintained
within the required limits.
Capitalize on technology
This is one of the methods that help in streamlining the business. The latest of technology helps
in getting quality of higher standards, less time consumption with higher productivity and keeps
the employee count within the desirable range. All of this very strongly reflects in the overall cost
of the business.
Time management
The one who owns the business definitely knows the value of time for his / her business.
However, it is important to pass down the relevance across the hierarchy of business to view the
desired results. It is very essential to make the employees understand the value of time and how
to be efficient to do more work in the same time span. This is one of the methods that will help
increase the productivity without adding to the labor cost.

Inventory management
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One of the major cost as well as ways of generating revenues is through inventories. First
and foremost one needs to chalk out the inventory requirements, the quantity check that needs to
be stored, vendor costs etc as all of this helps in knowing the requirements of the business and
helps avoid stocking excess inventory and deploy the capital elsewhere rather than tying up in the
inventory stocks.

Outsourcing

Outsourcing is one way that helps take employees on third party roles especially when it
is for one time projects. This saves the employer from taking the cost onto his books. This is
definitely done keeping in mind that the outsourcing partners are of the standards that do not
hamper the quality of services to the customers of the business. Besides the employees, certain
projects also can be outsourced, which helps in saving the additional employee costs onboard as
well as get access to outside talent and technology, helping in optimizing the resources.

Updated market sense

It is very important to be updated with the trends in the markets as it is game of survival
of the fittest. One has to be constantly in touch with the vendors and see that renewal of the
contracts keep happening with the trend in prices. This will help in negotiating for the best prices
available rather than dragging on the set prices of long term contracts.

Control of headcount

The second most important cost to a business is the employee cost. Although we take
employees as assets or the backbone of the business, one needs to keep in mind that they also
have cost associated with them. Besides the regular pays and salaries, workplace, licenses,
softwares are the additional costs added per employee. That is why, it is essential that the
manager knows how to reduce the employee costs, either by taking less number of people
onboard, or by taking more of low cost employees rather than few high costs ones.

Advantages of cost management
o It helps in controlling the project specific cost, in turn also the overall business cost.
e One can predict the future expenses and costs and accordingly work towards the expected
revenues.
e Predefined costs can be maintained as records for the business.
o It helps in taking those actions that are necessary to assure that the resources and business

operations aim at attaining the chalked objectives and goals.
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e It helps in analysing the long term trends of the business.
e The actual cost incurred can be compared to the budgeted to see if any component of the
business is spending more than expected.
e It helps in analysing the business positioning in terms of making an acquisition factoring
the cost component involved.
FINANCIAL STATEMENT ANALYSIS
Financial statement analysis (or financial analysis) is the process of
reviewing and analyzing a company's financial statements to make better
economic decisions. These statements include the income statement,
balance sheet, statement of cash flows, and a statement of changes in
equity.
Tools of Financial Analysis. Ratios are the traditional tools used toanalyze financial

statements. Ratio analysis examines four aspects of a company's financial condition and performance:

profits, liquidity, financial leverage and efficiency.

Horizontal

/Regressmn | P Vertical
Analysis )y { Analysis

//Flnanual
Statement/‘

Aﬁaiyéis~-

Graphical
Analysis

Important tools or techniques of financial statement analysis
are as follows.
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1. Comparative Statement or Comparative Financial and
Operating Statements.

Common Size Statements.

Trend Ratios or Trend Analysis.

Average Analysis.

Statement of Changes in Working Capital.

Fund Flow Analysis.

Cash Flow Analysis.

Ratio Analysis.

Cost Volume Profit Analysis

© BN QU P

1. Comparative Statements
Comparative statements deal with the comparison of different
items of the Profit and Loss Account and Balance Sheets of
two or more periods. Separate comparative statements are
prepared for Profit and Loss Account as Comparative Income
Statement and for Balance Sheets.

As a rule, any financial statement can be presented in the form
of comparative statement such as comparative balance sheet,
comparative profit and loss account, comparative cost of
production statement, comparative statement of working
capital and the like.

2. Comparative Income Statement

Three important information are obtained from the
Comparative Income Statement. They are Gross Profit,
Operating Profit and Net Profit. The changes or the
improvement in the profitability of the business concern is
find out over a period of time. If the changes or improvement
is not satisfactory, the management can find out the reasons
for it and some corrective action can be taken.
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3. Comparative Balance Sheet

The financial condition of the business concern can be find out
by preparing comparative balance sheet. The various items of
Balance sheet for two different periods are used. The assets
are classified as current assets and fixed assets for
comparison. Likewise, the liabilities are classified as current
liabilities, long term liabilities and shareholders’ net worth.
The term shareholders’ net worth includes Equity Share
Capital, Preference Share Capital, Reserves and Surplus and

the like.

Comparative balance sheet. A comparative balance sheet presents side-
by-side information about an entity's assets, liabilities, and shareholders'
equity as of multiple points in time. For example, a comparative balance
sheet could present the balance sheet as of the end of each year for the past
three years

Comparative Financial Statement analysis provides information to assess the direction of change in the
business. Financial statements are presented as on a particular date for a particular period. The financial statement
Balance Sheet indicates the financial position as at the end of an accounting period and the financial statement
Income Statement shows the operating and non-operating results for a period. But financial managers and top
management are also interested in knowing whether the business is moving in a favorable or an unfavorable
direction. For this purpose, figures of current year have to be compared with those of the previous years. In analyzing
this way, comparative financial statements are prepared.

Comparative Financial Statement Analysis is also called as Horizontal analysis. The Comparative Financial
Statement provides information about two or more years' figures as well as any increase or decrease from the
previous year's figure and it's percentage of increase or decrease. This kind of analysis helps in identifying the major
improvements and weaknesses. For example, if net income of a particular year has decreased from its previous year,
despite an increase in sales during the year, is a matter of serious concern. Comparative financial statement analysis
in such situations helps to find out where costs have increased which has resulted in lower net income than the
previous year.

Example:

Comparative Income Statement for the years ended 31st Dec 2008 & 31st Dec 2009

31st Dec 31st Dec Increase/ inc(:'/:aosfe /
2008 2009 (Decrease)

(decrease)
Sales $7,000 $9,000 $2,000 28.57%
Less: Cost of goods sold $5,000 $6,400 $1,400 28.00%
Gross profit $2,000 $2,600 $600 30.00%

Less: Operating expenses

General & administrative expenses $200 $300 $100 50.00%
Selling & distribution expenses $400 $500 $100 25.00%
Other operating expenses $100 $150 $50 50.00%
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Operating profit $1,300 $1,650 $350 26.92%
Less: Interest expenses $300 $400 $100 33.33%
Net income before taxes $1,000 $1,250 $250 25.00%
Less: Taxes at 30% $300 $375 $75 25.00%
Net Income after taxes $700 $875 $175 25.00%

Comparative Balance Sheets as on 31st Dec 2008 & 31st Dec 2009

31st Dec 31st Dec Increase / inct:‘/:::sfe /
2008 2009 (Decrease) (decrease)
Current Assets:
Cash $500 $600 $100 20.00%
Accounts Receivables $2,000 $3,000 $1,000 50.00%
Inventory $1,500 $2,500 $1,000 66.67%
Total Current Assets $4,000 $6,100 $2,100 52.50%
Fixed Assets:
Buildings $3,000 $4,000 $1,000 33.33%
Furnitures & office equipments $1,000 $1,500 $500 50.00%
Total Fixed Assets $4,000 $5,500 $1,500 37.50%
Total Assets $8,000 $11,600 $3,600 45.00%
Liabilities:
Current Liabilities:
Accounts Payable $1,000 $1,200 $200 20.00%
Notes Payable $500 $500 $0 0.00%
Interest Payable $100 $120 $20 20.00%
Total Current Liabilities $1,600 $1,820 $220 13.75%
Shareholder's Equity:
Common Stock $5,000 $7,500 $2,500 50.00%
Retained earnings $1,400 $2,280 $880 62.86%
Total Stockholder's equity $6,400 $9,780 $3,380 52.81%

Total Liabilities & Stockholder's
equity

$8,000 $11,600 $3,600 45.00%

4. Common Size Statements

A vertical presentation of financial information is followed for
preparing common-size statements. Besides, the rupee value
of financial statement contents are not taken into
consideration. But, only percentage is considered for
preparing common size statement.

The total assets or total liabilities or sales is taken as 100 and
the balance items are compared to the total assets, total
liabilities or sales in terms of percentage. Thus, a common size
statement shows the relation of each component to the whole.
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Separate common size statement is prepared for profit and
loss account as Common Size Income Statement and for
balance sheet as Common Size Balance Sheet.

Vertical common-size income statement

Preparing vertical common-size income statements is pretty straight-

forward. Consider the following example income statement:

PakA ccountants Inc.

Income Statement as at

Sales 850,000
Cost of Sales (730,000)
Gross profit 120,000
Administrative expenses (35,000)
Distribution expenses (12,000)
Operating profit 73,000
Interest expense (11,000)
Profit before tax 62,000
Tax (9,000)
Profit after tax 53,000

Take each item and divide it over sales amount and multiply it to 100 to
get the percentage. For example, dividing cost of sales over sales will give
us 0.8588 [730,000 / 850,000]. Multiplying 0.8588 with 100 gives us
85.88%.

Remember the figures mentioned in brackets mean they are subtracted.
This adds to the understanding of user as they can clearly see what
figures are being deducted. Personally I like to keep the brackets with

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 47/45




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE
Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit I — Introduction to Management Accounting BATCH: 2016 - 19

percentages as well so that users can understand these figures pertain to
expenses or anything causing the profits/revenue to reduce.

Following shows the income statement with workings and percentages
calculated:

PakAccountants Inc.

Income Statement as at

$ Working %

Sales 850,000 850,000/850,000 100 %
Cost of Sales (730,000) (730,000)/850,000 (85.88) %
Gross profit 120,000 120,000/850,000 14.12 %
Administrative expenses (35,000) (35,000)/850,000 (4.12) %
Distribution expenses (12,000) (12,000)/850,000 (1.41) %
Operating profit 73,000 73,000/850,000 8.59 %
Interest expense (11,000) (11,000)/850,000 (1.29) %
Profit before tax 62,000 62,000/850,000 7.29 %
Tax (9,000) (9,000)/850,000 (1.06) %
Profit after tax 53,000 53,000/850,000 6.24 %

Completed common-size income statement will be without actual figures

and workings:

5. Trend Analysis

The ratios of different items for various periods are find out
and then compared under this analysis. The analysis of the
ratios over a period of years gives an idea of whether the
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business concern is trending upward or downward. This
analysis is otherwise called as Pyramid Method.

Part— A
Online Examination from Qn. No. 1 — Qn. No.20

Each Question Carry One Mark

POSSIBLE QUESTIONS - PART B
1. Define Management accounting
2. Write any two importance of management accounting?
3. Give the meaning for the term cost accounting?
4. List out the functions of management accounting?
5. Write any two advantages of management accounting?
6. Draw a chart showing the classification of accounting?

7. What is meant by financial accounting?
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8. Give any two limitations of management accounting?

9. Write the relationship between management accounting and cost accounting?

10. Distinguish between management accounting and financial accounting?

11. Give the relationship between management accounting and financial accounting?
12. What is meant by cost centre?

13. Distinguish between management accounting and cost accounting?

14. List out the features of management accounting?

15. Write the objectives of management accounting?

*CIA- 3 X2 =6 (ANSWER ALL THE QUESTIONS)
**ESE — 5 X 2 =10 (ANSWER ALL THE QUESTIONS)

PART C
1. Explain the concept management accounting and also discuss the features of
management accounting in detail?
2. Define Management accounting. Explain the functional areas of management
accounting?
3. “Management accounting helps in decision making of a concern” Elaborate
4. Discuss the objectives, advantages and limitations of management accounting?
5. Explain the relationship between Financial Accounting, Cost Accounting and
Management Accounting in detail?
6. Distinguish between Financial Accounting, Cost Accounting and Management

Accounting?
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7. Define the term costing and explain its nature and scope?

8. Define cost accounting. How does it differ from management accounting and
financial accounting?

9. Determine the various types of costs?

10. Enumerate the term elements of cost?

11. Distinguish between ‘Management Accounting’ and ‘Financial Accounting’. How
does management accounting help in decision-making?

12. “Costing is an aid to the management” - Discuss.

*CIA- 3 X 8 = 24 (Either or Pattern)
**ESE — 5 X 6 = 30 (Either or Pattern)
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MANAGEMENT ACCOUNTING
UNIT -1 : Multiple Choice Questions- Each Question carries ONE Mark

Question Option - I Option - II | Option - I1T Option - IV Answer
Costing is a technique of Ascertainment |analyzing of [utilization of |cost reduction Ascertainment of cost
of cost cost cost
Cost accounting provide data for Planning Organizing |Decision Decision Making [Decision Making and cost
managerial making and cost controlling
controlling
Cost accounting is a separate of No branch Branch Batch No Batch Branch
accounting.
Cost accounting serves the information needs of Management Financial Marketing Owners Management
Cost accounting has been developed because of Advantages Limitations |Importance Cost Limitations
of financial accounting

Management accounting is concerned with accounting |Financial Cost Management |Auditing Management
information that is useful to

accounting deals with monetary as well as  |Cost Financial Management |Auditing Management
non-monetary information
Historical costing is also known as Uniform costing [Standard Traditional Job costing Traditional costing

costing costing
is a technique / process of ascertaining cost  [Costing Cost Cost Management Costing
accounting accounting

is ascertainment of cost after they have been |Marginal costing|Historical Direct costing [Indirect costing |Historical costing

incurred. costing




is used of same costing principle or practices |Uniform costing [Marginal Standard Job Costing Uniform costing
by several undertaking for common control or costing costing
comparison of costs
methods has been dropped from the latest [Multiple costing [Farm costing |Operating Job Costing Farm costing
CIMA terminology costing
Cost accounting can be used only by Big Small Big and Small |Trading Big and Small
concerns
Many theories can be proved or disproved in the light |Cost accounting |Management |Financial Financial Financial accounting.
of basic principles of accounting |accounting. |management
cost are those costs incurred to maintain the |Capital Revenue Direct Indirect Capital
earning capacity of the firm
The chief objective of management accounting is to Public Employees [Management |Government Management
serve
The term management accounting was first coined by [USA China India Japan USA
the British team of accountants they visited the
Management accounting involves Recording of Recording of |Preparation of [Analysis and Analysis and interpretation
costs transaction  |accounts interpretation of |of data
data
Management accounting is also known as Cost accounting [Financial Corporate Decision Decision accounting.
accounting  |accounting accounting.
Management accounting functions are Complementary |Contradictory [Neutral effect |Opposite effect [Complementary in nature
in nature in nature
Management accounting provides valuable services to |Planning Controlling |Co-ordinating [All managerial  [All managerial functions.
management in performing. ----- functions functions functions functions.

Management accounting is

An extension of

An extension

An extension

An extension of

An extension of cost

financial of cost of auditing cost accounting [accounting and
accounting. accounting. and Management [Management accounting
accounting
Management accounting is concerned with formulation |Plans Cost Purchase Sales Plans

of to meet enterprise objectives.




Installation of management accounting is Compulsory Optional Optimum Fixed Optional

purely

The term of appointment of financial controller may be |Board of Articles of  |Memorandum [Chairman Board of Directors and

fixed by the Directors association  |of Association Articles of Association

Financial accounting deals with Determination [Determinatio |Determination |Determination of |Determination of profits
of costs n of profits  |of prices production

The term management accounting was first used in the [1910 1939 1950 1970 1950

year

Preparation of financial accounts is compulsory for Sole trader Partnership |Joint stock Co-operative Joint stock companies
business firm companies society

is the oldest branch of accounting. Management Cost Financial Corporate Financial accounting

accounting accounting  |accounting accounting.

Management accounting also comprises the preparation|Shareholders Creditors Tax Tax authorities, |Tax authorities,

of financial reports for non-management groups such as authorities Shareholders and [Shareholders and

Creditors Creditors

Management accounting and cost accounting are Supplementary |[Complementa|Independent to|Opposite to each [Complementary to each

to each other ry to each each other other other
other
is also known as Management oriented Management Cost Financial Corporate Management accounting
accounting. accounting accounting  |accounting accounting
is concerned with accounting information which [Management Cost Financial Corporate Management accounting
is useful to management in maximizing profits or accounting accounting  |accounting accounting
minimizing losses.
is the general accounting which relates to the |Financial Cost Management |Budgeting. Financial accounting
recording of business transactions in the books of accounting accounting  |accounting
business transactions and in the books of prime entry.
is the process and techniques of ascertaining Management Financial Cost Budgeting Cost accounting
COsts. accounting accounting  |accounting




is important part of management accounting |Budgeting Fixing Inventory Interpretation of |Interpretation of data
standards control data
The primary objective of is to enable the Cost accounting [Financial Management |Auditing Management accounting
management to maximize or minimize losses accounting  |accounting
The main objective of management accounting is to Cost Financial Auditing Sales Financial
present information to the management
Management accounting makes process more |Forecasting Planning Decision Budgeting Decision making
modern and scientific by providing significant making
information relating to various alternatives in terms of
cost and Revenue
Management accounting is a useful advice of Planning Control Motivation Forecasting Control
managerial
Return on capital employed is one of the tools of Financial Cost Corporate Management Management accounting
accounting accounting  |accounting accounting

of data are considered as back bone of Modification of |Analysis and [Communicatio|Co-ordination Analysis and interpretation
management accounting data interpretation |n
Management accounting is an important medium of Motivation Co-ordination|Communicatio | Delegation Communication

n

supplies analytical information regarding Financial Management |Cost Corporate Management accounting
various alternatives and the choice of managementis [accounting accounting  |accounting accounting
made easy.

is the essence of managerial activity Co-ordination  [Control Motivation Decision making |Co-ordination

Incremental cost is a type of

Differential cost

Out-of-pocket
cost

Conversion
cost

Factory

Differential cost

Fixed cost per unit increases when

Production
volume
decreases

Production
volume
increases

Variable cost
per unit
decreases

Sales Increases

Production volume
decreases




Opportunity cost helps in Ascertainment  [Controlling |Making Sales Decisions [Making managerial
of cost cost managerial decisions
decisions
Closing stock are valued at cost price or market price |Financial Cost Management |Corporate Financial accounting
whichever is less in accounting accounting  |accounting Accounting
Direct material+ Direct labour+ Direct expenses = Fixed cost Prime cost  |Factory cost [Total cost Prime cost
Salary of general manager is generally treated as Factory Administrativ [Selling Distribution Administrative overhead
overhead e overhead [overhead overhead
of any product comprises of all direct cost Work cost Prime cost  [Total cost Factory Cost Prime cost
means and represents the factory cost plus Prime cost Work cost Cost of Cost of sales Cost of production
administrative expenses production
Indirect material + indirect labour + = Indirect Direct labour [Direct Factory overhead [Indirect expenses
overhead expenses expenses
is the sales overhead Office salaries |[Advertisemen|Factory rent |Indirect material [Advertisement expenses
t expenses
Prime cost = Direct Direct Indirect Indirect materials [Direct material+direct
material+direct |material+labo [materials +Indirect labour+direct expenses
labour+direct  |ur direct +direct expenses
expenses expenses expenses
Works cost = Prime Prime Prime Prime cost+ Prime cost+factory cost
cost+factory cost|cost+Selling |cost+administr|Selling overhead
overhead ative overhead
Cost of production = Work cost + Work cost + [Work cost x  |Work cost + Work cost +
factory cost prime cost  |prime cost administrative administrative overhead

overhead




Which of the following is equal to total cost? Cost of Cost of Cost of Cost of sales Cost of
production+Selli [sales+ production + production+Selling and
ng and distribution |administrative distribution expenses
distribution overhead overhead

The work cost is also known Factory cost Prime Cost  [cost of cost of sales Factory cost

production
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\

/UNIT IT : Budgetary Control : Budgets and Budgetary Control — Concept of Budget, Budgeting
and Budgetary Control - Objectives — Merits and Limitations — Budget Administration — Functional

Budgets — Fixed and Flexible Budgets — Zero Base Budgeting — Programme and Performance

)

Budgeting

Budgetary Control

Budget
According to ICMA England, A Budget is , “A Financial and /or quantitative

statements, prepared and approved prior to a defined period of time, of the policy, to be

purchased during the period for the purpose of attaining a given objective .

It is also defined as, “ A blue print of a projected plan of action of a business for a definite
period of time.”

Budgetary Control

According to J. Vatty, “Budgetary Control is a system which uses
budgets as a means of planning and controlling all aspects o producing and /or selling
commodities and services.”

TYPES OF BUDGETS
Production Budget

Production Cost Budget
Sales Budget

Sales Overhead Budget
Cash Budget

Flexible Budget

e e Y A O N

Zero — Base Budget

By analyzing the behaviour of costs in relation to changes in volume of output it becomes
evident that there are some items of costs which tend to vary directly with the volume of output,
whereas there are others which tend to vary with volume of output, are called variable cost and

those remain unaffected by change in volume of output are fixed cost or period costs.
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BUDGETING AND PREPARATION OF VARIOUS BUDGETS

BUDGET

Budget is a financial and/or quantitative statement, prepared and approved prior to a defined
period of time, of the policy to be pursued during that period for the purpose of attaining a given

objective.

CIMA Official Terminology

It is a plan quantified in monetary terms, prepared and approved prior to a defined

period of time, usually showing planned income to be generated and/or expenditure to be incurred
during that period and the capital to be employed to attain a given objective. It is a plan of future
activities for an organisation. It is expressed mainly in financial terms, but also usually

incorporates many non-official quantitative measures as well.

BUDGETING

Budgeting is the whole process of designing, implementing and operating budgets. The
main emphasis in this is short-term budgeting process involving the prevision of resources to
support plans which are being implemented.

BUDGETARY CONTROL

Budgetary control is the establishment of budgets relating the responsibilities of executives
to the requirements of a policy, and the continuous comparison of actual with budgeted results,
either to secure by individual action
the objective of that policy or to provide a basis for its revision.

- CMA Official Terminology

FORECAST Vs. BUDGET

A forecast is a prediction of the future state of world, in connection with those aspects of the
world, which are relevant to and likely to affect on future activities. Forecast is calculation of
probable events. Both forecasting and planning involve recognition of the relevant factors in a

given situation and understanding of what each factor has contributed to it and how each is likely
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to affect the future. Any organised business cannot avoid anticipating or calculating future
conditions and trends for the framing of its future policy and decision. Forecast is concerned with
'‘probable events' and the budgeting relates to 'planned events' Budgeting should be preceded by

forecasting, but forecasts may be made for purpose other than budgeting.

Requirements of a Sound Budgeting System

The following are the essential requirements of a sound budgeting system:

Clear lines of authority and responsibility have to be established throughout the organisation and
the authority and responsibility of different levels of management and departmental executives are

clearly defined.

The organisational goal should be quantified and clearly stated. These goals should be within the
framework of organisation’s strategic and long range plans. The setting of budgets is not a process
detached from planning of the company's overall policy. A well defined business policy and

objective is a prerequisite for budgeting.

The budget system should be established on the highest possible level of motivation. All levels of
management should participate in setting budgets. Since this can produce more realistic targets,
lead to better understanding of corporate objectives and the constraints within which organisation
works. Participation in budgeting process will motivate the personnel to achieve budget levels of

efficiency and activity.

The budget control system should provide for a degree of flexibility designed to change in relation
to the level of activity attained and the impact of changes in sales and production levels on
revenue, expenses are known. It enables more accurate assessment of managerial and

organisational performance.

Proper communication systems should be established for management reporting and information
service so that information relating to actual performance is presented to the manager responsible
for it promptly to enable the manager to know the nature of variations so that remedial action is

taken wherever necessary.
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Educating the budget process and creation of cost awareness atmosphere will lead to effective
implementation of budgets.

The top management's involvement in budget process is essential for successful implementation of
the budgets. It should take interest not only in setting the budgets and targets but also to check
upon the actual attainment, motivating the personnel, rewarding for achievements, investigation
into reasons for any deviation of actuals from budgeted results, taking punitive action wherever
necessary. A sound system for generating accurate and reliable and prompt accounting information

is basic for successful implementation of budget system in an organisation.

Advantages of Budgeting

o Budgetary control establishes a basis for internal audit by regularly evaluating departmental
results.

o Only reporting information which has not gone according to plan, it economies on managerial time
and maximizes efficiency. This is called 'Management by Exception reporting.

o Scarce resources should be allocated in an optimal way, thus controlling expenditure
o It forces management to plan ahead so that long-term goals are achieved.

o Communication is increased throughout the firm and coordination should be improved.

o An effective budgetary control system will allow people to participate in the setting of budgets, and
thereby have a motivational impact on the work force. Individual and corporate goals are aligned.

o Areas of efficiency and inefficiency are identified. Variance analysis will prompt remedial action
where necessary

o The budget provides a yardstick against which the performance of the firm can be evaluated. It is
better to compare actual with budget rather than with the past, since the latter may no longer be
suitable for current and expected conditions.

o People are made responsible for items of cost and revenue, i.e. areas of responsibility are clearly
delineate.

Problems in Budgeting

o Budgets are perceived by the work force as pressure devices imposed by top management. This can
have an adverse effect on labour relations.

o It can be difficult to motivate an apathetic work force.
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The pressure in the budgeting system may result in inaccurate record keeping. :

Managers may over-estimate costs in order that they will not be held responsible in the future for
over spending. The difference between the minimum necessary costs and the costs built into the
budget is called slack.

Departmental conflict arises because of competition for resource allocation. Departments blame
each other if targets are not achieved.

Uncertainties can occur in the system,' e.g. uncertainty over demand, inflation, technological
change, competition, weather etc. ;

It may be difficult to align individual and corporate goals. Individual goals often change and may
be much lower than the firm's goals.

It is important to match responsibility with control, otherwise, a manager will be demotivated.
Costs can only be controlled by a manager if they occur within a certain time span and can be
influenced by that manager. A problem arises when a cost can be influenced by more than one
person.

Managers are often accused of wasting expenditure when they either

demand a greater budget allowance than is really needed, or

unnecessary spending in order to fully utilise their allowance through fear of future cut-
backs. Zero base budgeting can overcome this problem.

Sub-optimal decisions may arise when a manager tries to enhance his short-run performance in a
way which is detrimental to the organisation as a whole, e.g. delaying expenditure urgently needed
repairs.

They are based on assumed conditions (e.g. rates of interest) and relationship (e.g. product-wise
held constant) that are not varied to reflect the actual circumstances that come about.

They make allowance for tasks to be performed only in relation to volume rather than time.

They compare current costs with estimates "based only on historical analysis.

Their short-term horizon limits the perspective, so short-term results may be sought at the expense
of longer term stability or success.

They have a built-in bias that tends to perpetuate inefficiencies. For example, next year's budget is
determined by increasing last year's by 15 per cent, irrespective of the efficiency factor in last year.
As with all types of budgets the game of 'beating the system' may take more energy factor in last
year.
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o The fragile internal logic of static budget will be destroyed if top management reacts to draft
budgets by requiring changes to be made to particular items, which are then not reflected through
the whole budget.

BUDGETING PROCESS

The method by which the annual budget is prepared will differ from organisation to
organisation. In some organisations budgeting may be a well organised, well documented
procedures while in others the budget may be prepared in a rather ad hoc and disorganised manner.
The budget process is shown in the following figure. The steps in budgeting process representative

to all organisations is given below:

1. Specification and Communication of Organisational Objectives :

Budget is a medium through which organisation's objectives and polices are reflected.
Budgeting is used as a tool for implementing the organisational objectives. It is essential to
understand, specification and documentation of organisational objectives before the managers
start for budgeting the organisational activities. Following from a statement of objectives, a
corporate long-range or strategic plan can be built up. Distinction may be drawn between current
operating activities and future strategic activities. Budgeting is a management tool used for
shorter term planning and control. This classification of activities into short-term and strategic
long-term and communication to the managers will lay down a sort of guide for budgeting the

activities within the specified objectives and activity
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Organisational Objectives
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v
/[ Sales Forecast l
Sales Budget 2 s
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Exp. Budget Direct Material
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$ / Budget
Direct Labour
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\ Mfg Exp.
Budget
Plant Utili-
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[ Cash Flow Budget ]
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Loss Account
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{ MASTER BUDGE’I‘J

Figure: Budgeting Process
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2. Determination of Key Success Factors :

The performance of every organisation will be particularly influenced by certain
critical success factors, key factor will influence the activities of an undertaking and it will
limit the volume of output and will have direct impact on the profitability of the organisation.
Critical success factors may consist of a specified raw material, a specific type of labour skill,
a tool, a service facility, floor space, cash resources etc. The limitation or shortage of such
critical factors may result in restricting capacity utilisation. The limiting factors may shift
from time to time due to external and internal circumstances,. In organisations which are
already operating at maximum capacity, the most critical success factor is likely to be
productive capacity. In majority of organisation the most critical factor is likely to be
consumer demand or the expected level of revenues or funds. Because of this, the sales or
funds budget is usually the first budget to be prepared. It will determine the content of other
related budgets.

3. Establishment of Clear Ones of Authority and Responsibility:

An organisational chart defining the lines of authority and responsibility of the
managers responsible for accomplishment of organisational objectives is to be prepared. The
organisational chart should define the following:

The responsibility of individual functional managers
Delegation of authority to the concerned functional managers
Inter-functional relationship of the organisation.

OO

4.Establishment of Budget Centres :

Budget centre is a section of an organisation for which separate budgets can be
prepared and control exercised (CMA official terminology). The entire organisation is divided
into different segments, which are clearly defined for the purpose of budgetary control
according to responsibilities of departmental heads. These segments of an organisation
defined for the purpose of budgetary controL are technically referred to as budget centers.

5. Determination of Budget Period :

Budget period is a period for which the budget is prepared. A budget can; be a long-
term budget or short-term budget. A short term budget is generally prepared for one year or
lesser period. Quarterly, monthly or even weekly budget can be prepared for certain
operations of the company. The short-term budget will generally not exceed the full
accounting year. The long-term budget which extend to five or even more years. This long-
term budget will agree with long-term forecast of sales, organisational schemes for expansion
modernisation, diversification etc. The long-term budgets are used for planning whereas
short-term budget is used for implementation of long range plans, activities, objectives and
also for control purposes. Capital expenditure budget and Research and development
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expenditure budget are the examples of long-term budgets. Annual sales budget, Income and
expenditure budget are the examples of short-term budgets.

6. Establishment of Budget Committee :

In small organisations, the person incharge of finance and accounting functions will
involve in preparation of budgets. The setting up of a budget Committee is necessary in case
of large and complex organisations. As the budget involves the various functional activities,
the closest association of functional managers is essential for satisfactory formulation and

implementation of the budget The budget committee will be composed of major
functional heads. It can be effective medium for coordination and review of the budget
programme. The main functions of budget committee are as follows:

To review the functional budget estimates.

To recommend the functional budgets for revision.
To review and advise on the general policies affecting more than one function.
To review, approval and adoption of revised budgets.
To receive and analyse the-periodic performance reports from budget centers.
To examine the budget reports showing actuals compared with budget.
To locate the responsibility for discrepancies between actuals and budgets, and recommends the
corrective action.
To participate in decision making in strategic issue like, expansion, modernisation,
diversification and revision of organisational activities, which have direct relationship to the
company's budgets.

7.Appointment of Budget Controller :

Proper budget administration is facilitated by the budget controller who is made
responsible for the preparation of the budget and coordinating activities of the individual
departments. His functions and responsibilities will include the following:

Generation and dissemination of information needed for decision-making and planning to
each person in the organisation having such responsibilities. The information may include, but is
not limited to, forecasts of economic and social conditions, governmental influences,
organisation goals and standards for decision making, economic and financial guidelines,
performance data, performance standards and the prerequisite plans of others in the enterprise.

Establishing and maintaining a planning system which:

O Channels of information to each of persons responsible for planning,
0 Schedules the formulation of plans,
O Structures the plans of sub-sections of the enterprise into composites at which points, tests

are made for significant deviations from economic and financial guidelines and from goal
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achievement and repeats the process for larger segments to and including the enterprises as a
whole, and
0 Disseminates advice of approval, disapproval or revision of plans to affected individuals in

accordance with established lines of authority and organisational responsibilities.

Construction and using models of the enterprise both in total and by sub-sections, to test the
effect of internal and external variables upon the achievement of organisation goals.

Ensuring the accumulation of performance data related to responsibility centers within the
organisation, measured against the plans, whether period or project, for each centre, transmitted
to each centre, and the analysis of deviations of actual from planned performance.

The budget controller is responsible for the final preparation, presentation and interpretation of
the financial plan of the company. He is responsible for development of budget procedures. He
will act as a staff manager coordinating all budget functions.

8. Preparation of Budget Manual:

Budget manual is the documentation of policies and procedures involved in
implementation of budgetary control system. A budget manual will normally set out the
following:

Responsibility and authority of different levels of management.
Establishment of organisational hierarchy.
Definition and clarification of various terms used in budgets.

I I I B

Fixation of responsibility for preparation and implementation of budgets and budgetary system.

Specification and timing of statements and reports.

Procedures in management information system in the organisation.
Procedures in feed-back and feed-forward control systems.
Exhaustive programme of budget preparation.

(0 I O I

The budget manual contains the standardised form which become information generation
for preparation of budgets. It contains a complete programme of activities involved in budget
preparation. The budget' manual should provide detailed procedure for preparation and
development and control of each budget like Sales budget, Production budget, Direct material
budget, Direct labour budget, Overhead budget, Capital expenditure budget, R&D expenses
budget etc.

PREPARATION OF SALES OR REVENUE BUDGET

The sales revenue budget is the starting point of most master budgets. In manufacturing
organisations sales budgeting begins with the forecasting of the sales of individual products.
These forecasts may be by geographical area, by class of customer or by some other segment. In
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case of manufacturing companies, the budgeting will begin with the Revenue budget of the
organisation. Forecasting sales is a difficult task as many assumptions need to be made about
consumer demand, environmental conditions likely customer demand at different prices, the
probable prices for similar products sold by competitors, the number of economic activity in the
regions where the product is sold, the number of sales personnel required to service the
estimated demand, the appropriate level of advertising and promotional expenditures, the impact
of anticipated changes in exchange rates and changes in the taxes such as value added tax or
customs and excise duties.

PREPARATION OF BUDGETS
Once the sales budget has been determined from a range of sales forecasts it is possible to
construct the following other budgets:

1. Production Budget

The production budget is an estimate of the quantity of goods that must be produced
during the budget period. The aim of the production function will presumably be to supply
finished goods of a specified quality to meet marketing demands. The sum of sales requirements
plus changes in stock levels of finished goods gives the production requirements for the period
being budgeted. In order to construct the production budget we need the level of sales expected
and the desired levels of stock of finished goods. The following formula is used for calculation
of units to be produced.

Production = Sales + Closing stock - Opening stock

Production budget should be developed keeping in view the optimal, balance between
sales, inventories and production so as to result in minimum cost. Once the production level is
determined, it becomes the starring point for the direct materials, direct labour and
manufacturing overhead budgets.

2. Plant Utilisation Budget

Plant utilisation budget is prepared for the estimation of plant capacity to meet the
budgeted production during the period considered under the budget" For this purpose the plant
capacity is expressed in terms of convenient units of measurement like production in hours,
production in weight (M.T./Kg.) production in units etc. Budgeted machine load in each
department should be worked out.

In case the budgeted plant utilisation is more than the plant capacity the management may
think of extra shift working, purchase of new machinery, overtime working, sub-contracting etc.
When the budgeted plant utilisation in lesser than the plant capacity, management should
consider the ways to increase sales volume.

3. Direct Materials Budget

The direct materials budget specifies the budgeted quantities of each raw material
required for the budgeted production. The requirement to purchase of direct material can be
calculated with the help of the following formula.
Purchases = Closing stock + Usage - Opening stock
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The materials budget provides basis for fixing optimum levels of inventory stocks,
establishment of control over material usage and purchase cost budget.

4. Direct Labour Budget

The direct labour budget will ensure that the plan will make the required number of
employees of relevant grades and suitable skills available at the right times. It specifies the direct
labour requirement, of various products as envisaged in the production budget. The direct labour
budget will be developed for both direct labour hours and direct labour cost. After the labour
requirements relating to different grades are finalized, estimated rate per hour and labour cost
per unit is arrived at:

lHlustration 1:

The direct labour hour requirements of three of the products manufactured in a factory,
each involving more than one labour operation, are estimated as follows:

Direct Labour Hour / per unit (in minutes)

1 2 3
uct
Operation
1 18 42 30
2 - 12 24
3 9 9 -

The factory works 8 hours per day, 6 days in a week. The budget quarter is taken as 13 weeks and
during a quarter, lost hours due to leave and holidays and other causes are estimated to be 124.

The budgeted hourly rates for the workers manning the operations, 1, 2 and 3 are Rs.2.00,
Rs.2.50 and Rs.300 respectively. The budgeted sales of the product during the quarter are:

Product 1 9,000 units
15,000 units
3 12,000 units

There is a carryover of 5,000 units of Product 2 and 4,000 units of Product 3 and it is
proposed to built up a stock at the end of the budget quarter as follows:

Product 1 1,000 units
3 2,000 units

Prepare a manpower budget for the quarter showing for each operation:
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(1) Direct labour hours, (ii) Direct labour cost, and (iii) Number of workers.

Before preparing the quarterly manpower budget for 3 products operation-wise, it is necessary to
work out the following:

(a) Production budget, (b) Direct labour hours for each product operation-wise, (c)
Number of workers required for each operation.

(a) Production Budget for the quarter ending .....

Particulars Product Product Product
1 2 3
Budgeted Sales (units) 9,000 15,000 12,000
Add: Stock to be (closing 1,000 - 2,000
built up )
Total 10,000 15,000 14,000

Less: Carry-over (openin - 5,000 4,000
stock g)
Budgeted 10J000 10,000 10,000
Production
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(b) Direct Labour Hour for each Product (operation-

wise) Operation |

Particulars Product Product 2 . Product 3
1
Direct labour hrs. 18 42 30
per unit (minutes)
Budget Production 10,000 10,000 10,000
(units)
Direct labour hrs. 10, 10, 10,000
required: 00 000 x 30
0x X 60
13 7o
60 60
3,000 hrs. 7,000 hrs. 5,000 hrs.
Total labour hours required for Operation I = 15,000 hours.
Operation |l
Particulars Product Product 2 . Product 3
1
Direct labour hrs. - 12 24
per unit (minutes)
Budget Production 10,000 10,000 10,000
(units)
Direct labour hrs. 10, 10,00
required: 000 0x 24
X 60
12
60
- 2,000 hrs. 4,000 hrs.
Total labour hours required for Operation II = 6,000 hours.
Operation Il
Particulars Product Product 2 Product
1 3
Direct labour hrs. 0 6 -
per unit (minutes)
Budget Production 10,000 10,000 10,000
(units)
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Direct labour hrs. 10, 10,
required: 00 000
0x x6
9 60
60
1,500 hrs. 1,000 hrs. S

Total labour hours required for Operation III = 2,500 hours.

(c) Number of Workers required for each Operation

Working hrs. of factory in a quarter = 624 hours
13 weeks x 6 days week x 8 hours a

day

Less: Loss of hours due to leave, 124 hours
holidays and others causes

Total available hours per man 500 hours

Now, the requirements for manpower for each operation can be worked out.

Manpower Requirement:

Total direct labour hrs./ Total available hours required per man

a.
Operation
I

15,000/500

=30 men

b.
Operation
11

6,000/500

=12 men

C.
Operation
111

2,500/500

=5 men

Now, manpower budget for the quarter can be prepared for the three products and for each
operation. The same is given below:

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE

Page 15/42




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: III B.Com (PA) Course Name: Management Accounting
{sourse Code: 16PAU603A Unit II — Budgetary Control BATCH: 2016 - 19

5. Manufacturing Expenses Budget

Manufacturing overhead refers to the aggregate' of factory indirect material, indirect labour and
indirect expenses which can be divided into fixed and variable elements of manufacturing overhead. The
fixed manufacturing overhead will not vary with the change in the level of activity and it can be
estimated with a fair degree of accuracy. On the other hand, variable manufacturing overhead per unit
will be estimated and the total variable manufacturing overhead will be determined with the help of the
activity level. Preparation of variable overhead budget is based on scheduled production and operating
conditions.

lllustration 2:
Gama Engineering Company Limited manufacturers two Products X and Y. An estimate of the
number of units expected to be sold in the first seven months of 2001 is given below:

Months Product Product
X Y

January 500 1,400

Februar 600 1,400

y

March 800 1,200

April 1,000 1,000

May 1,200 800

June 1,200 800

July 1,000 980

It is anticipated that:

(a) There will be no work-in-progress at the end of any month;
(b) Finished units equal to half the anticipated sales for the next month will be in stock at the end of each

month (including June 2001).

The budgeted production and production costs for the year ending 31St June, 2001 are as

follows:

Particulars Product Product
X Y

Production (un 11,000 12,000

its)

Direct materials per (Rs.) 12 19

unit

Direct wages per unit (RS.) 5 7

Other manufacturing Rs.) 33,000 48,000

charges apportionable

to each type of

product
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You are required to prepare:
(a) Production budget showing the number of units to be manufactured each month.
(b) Summarised production cost budget for the 6 mortlﬁh—period January to June 2001.
(a) Production Budget (for the 6 months ending 30 June, 2001
(units)
Particulars March April May June
Product X
Closing Stock 500 600 600 500
Sales 800 1,000 1,200 1,200
1,300 1,600 1,800 1,700

Less:Opening 400 500 600 600
Stock
Production(in 900 1,100 1,200 1,100
units)
Product Jan. Feb. March April May June
Y
Closing 700 600 500 400 400 450
stock
Sales 1,400 1,400 1,200 1,000 800 800
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2,100 2,000 1,700 1,400 1,200 1,250
Less: 700 700 600 500 400 400
Opening
Stock
Producti 1,400 1,300 1,100 900 800 850
on (in
units)

(b) Summarised Production Cost Budget (for the 6 months ending 30th June,

2001) . (Rs.)
Produ X-5,550 units Y-6,350 units
ction
Unit Total Unit Total
Cost Cost Cost Cost
Direct 12 66,600 19 1,20,650
materia
Is
Direct 5 27,750 7 44,450
wages
Manuf 3 16,650 4 25,400
acturin
g
charges
Total 20 1,11,000 30 1,90,500

Note: Manufacturing charges have been presumed to be variable costs in the absence of
any other information. They could, however be presumed to be fixed charges also for the
whole year. In such a case they will be taken as 50% of the annual charges for the first six
months in each case.

6. Administrative Expenses Budget
Administrative expenses in an organisation will be incurred for the following activities:
(a) Formulation of policies,
(b) Directing the organisation, and
(c) Controlling the operations of an organisation etc.

The administrative expenses will not include those expenses which are incurred for
manufacturing, selling and distribution, R&D functions. The administrative overheads are
of a fixed nature and the change in the level of activity will not bring any change in the
administrative expenses incurred. Cm study o behaviour of costs, if any administrative
expenses are of variable or semi-variable nature, those expenses can be budgeted with the

Level of activity.
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7. Selling and Distribution Expense Budget
Selling expenses refers to expenses incurred relating to the activities:
(a) Creation and stimulation of demand of company's product, and
(b) Secure orders.

Selling expenses include salesmen's salaries, commissions, expenses and related administrative cost

etc. Distribution expenses refers o expenses incurred relating to the following activities:
(a) Maintaining and creating demand of product, and
(b) Making the goods available in the hands of the customer.

Distribution expenses include transportation, freight charges, stock control, warehousing etc.

Preparation of selling and distribution expense budget is based on the sales budget. The
selling and distribution expenditure can be estimated with the help of flexible budgeting
technique.

8. Research and Development Budget

This will cover materials, equipment and suppliers, salaries, expenses and other costs
relating to design, development and technical research projects.

9. Capital Expenditure Budget

The capital expenditure budget represents the expected expenditure on fixed assets during
the budget period. It is an outlay on assets that are required and held for the purpose of
generating income, e.g. plant and machinery, motor vehicles, premises etc. It is a plan for capital
expenditure, in monetary terms. Capital expenditure may be incurred for expansion,
diversification, modernisation plans. It relates to projects involving huge capital outlay and long-
term commitments. A capital expenditure budget must reveal following information project
wise:

0 Original appropriation

Cumulative expenditure up-to-date
0 Unutilized appropriation

Fresh appropriation, and
0 Limit carried to next period
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Programme budgeting technique is more appropriate for capital expenditure budgeting.

Capital expenditure authorisation is the formal authority to incur capital expenditure which
meets the criteria defined to achieve the results laid down under a system of capital appraisal. Levels
of authority must be clearly defined and the reporting structure of actual expenditure through prior
authorisation on a formal proposal basis and monitoring as expenditure is incurred.

10. Manpower Budget

Manpower budget will taken an overall view of the organisations needs for manpower for all
areas of activity - sales, manufacturing, administrative, executive and so on for a period of years.

11. Marketing Expenditure Budget

Marketing budget include estimated expenditure to be inquired for advertising promotional
activities, public relations, marketing research, customer services etc. during the budget period.

12. Capital Budget

Capital budget is concerned with the question of capacity and strategic direction. This must
deal with the evaluation of alternate dispositions of capital funds as well as with the choice of the best
capital structure.

PREPARATION OF MASTER BUDGET AND ITS IMPLEMENTATION

Master budget is a budget which is prepared from, and summarises the functional budgets. It is
a summary budget that incorporates the key figures and totals of ail other budgets. The process in
preparation of Master budget is shown in the figure Budgetary Process (given at the beginning of this
chapter).

The Master budget may closely reflect two dimension of the organisations:

1.0rganisational Structure: All revenues and expenditures must be attributed to the budget centre and
managers responsible for them. At the control stage, later, a system of responsibility accounting
reports must be built up to inform responsible managers for the progress of that result against budgets.

2.Products or Programmes: In this dimension, the budget information is organised to show the
revenues, costs, contributions, profits and levels of production/ sales activity for each product or
programme produced by, the organisation.

Negotiation of Budgets :

Budgets may be prepared in a top-down or bottom-up manner. In either process, the budget
will need to be negotiated by superiors, subordinates and by different departments competing for the

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 20/42




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit II — Budgetary Control BATCH: 2016 - 19

scarce resources. This process of negotiation allows the exercise of both formal and informal power.
Participation in budgeting appears to lead to more positive attitude towards the budget and greater
acceptance of it.

Coordination and Review of Budget:

Incompatibility and inconsistency may arise because the budgeting process, usually involves a
number of different departments - e.g. sales,-production, marketing and numerous senior and lower
level managers. It should be ensured that consistency is arrived at in finalisation of master budget.

Acceptance of Communication of Budgets :

After the master budget is accepted and agreed upon by all the levels of organisational
hierarchy, it will be passed on for implementation. It is essential that each manager responsible for
implementing the budget policy be informed as to his responsibility.

Budget Monitoring:

It is important that the actual performance of each manager should be regularly and frequently
compared against budget targets in order to prevent it from getting 'out of control' and in case of
change in internal and external business environment a revision of the budget may be necessitated.

CASH BUDGET

Cash flow budget is a detailed budget of income and cash expenditure incorporating both
revenue and capital items. The cash flow budget should be prepared in the same format in which
the actual position is to be presented. The year's budget is usually phased into shorter periods for
control, e.g. monthly or quarterly. Cash budget is concerned with liquidity must reflect changes
between opening and closing debtor balances and between opening and closing creditor balances
as well as focusing attention on other inflows and outflows of cash. The cash budget shows the
cash flows arising from the operational budgets and the profit and assets structure. A cash
budget can be prepared in the following ways:

1. Receipts and Payments Method :

In this method all the expected receipts and payments for budget period are considered.
All the ash inflow and outflow of all functional budgets including capital expenditure budgets
are considered. Accruals and adjustments in accounts will not affect the cash flow budget. All
anticipated cash inflow is added to the opening balance of cash and all ash payments are
deducted from this to arrive at the closing balance of cash. This method is commonly used in
business organisations.

2, Adjusted Income Method :

In this method the annual cash flows are calculated by adjusting the sales revenues and
costing figures for delays in receipts and payments (changes in debtors and creditors) and
eliminating non-cash items such as Depreciation.
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3. Adjusted Balance Sheet Method :

In this method, the budgeted balance sheet is predicted by expressing each type of assets
and short-term liabilities as percentage of the expected sales. The profit is also calculated as a
percentage of sales, so that the increase in owners equity can be forecast. Known adjustments,
may be made to long-term liabilities and the balance sheet will then show if additional finance is
needed.

It is important to note that the capital budget will also be considered while preparation of
cash flow budget because the annual budget may disclose a need for new capital investments
and also, the costs and revenues of any new projects coming on stream will need to be
incorporated in the short-term budgets. A number of additional financial statements, such as
sources and application of funds statement or schedules or loan service payments or capital
raising schedules may be produced.

lllustration 3:

Prepare a cash budget for the three months ending 3»0th June, 2001 from the information
given below:

a. (Rs.)
Month Sales Materi Wages Overheads
als

February 14,000 9,600 3,000 1,700

March 15,000 9,000 3,000 1,900

April 16,000 9,200 3,200 2,000

May 17,000 10.000 3,600 2,200

June 18,000 10,400 4,000 2,300
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b. Credit Terms:

Sales/ Debtor - 10% sales are on cash, 50% of the credit sales are collected next month and

the balance in the following month.

Creditors

Materials

Wages

Overheads

2 months
Y4 month

5 month

C. Cash and bank balance on 1" April, 2001 is expected to be Rs.6,000.

d. Other relevant information is:

(1) Plant and Machinery will be installed in February 2001 at a cost of Rs.96,000. The
monthly installments of Rs.2,000 is payable from April onwards.

(11) Dividend @ 5% on Preference Share Capital of Rs.2,00,000 will be paid on lst June.

(ii1) Advance to be received for sale of vehicles Rs.9,000 in June.

@iv) Dividends from investments amounting to Rs. 1,000 are expected to be received in June.

) Income-tax (advance) to be paid in June, is Rs.2,000.

Working Notes:
Collection from Sales/ Debtors

Month Calculation April May June
February (14,000-10% of 6,300 - -
14,000) x 50%
March (15,000-10% of 6,750 6,750 -
15,000) x 50%
April 10% of 16,000 1,600 - -
(16,000-10% of - 7,200 7,200
16,000) x 50%
May 10% of 17,000 - 1,700 -
(17,000-10% of - - 7,650
17,000) x 50%
June 10% of 18,000 - - 1,800
14,650 15,650 16,650
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Unit II — Budgetary Control

Cash budget for the quarter April - June 2001

Particulars April May June Total
1. Balance 6,000 3,950 3,000 6,000
b/f
2. Receipts
Sales(Note 14,650 15,650 16,650 46,950
D
Dividend - - 1,000 1,000
Advanced - - 9,000 9,000
against
vehicle
Total 20,650 19,600 29,650 62,950
3. Payment
Creditors™ 9,600 9,000 9,200 27,800
Wages* 3,150 3,500 3,900 10,550
Overhead* 1,950 2,100 2,250 6,300
Capital 2,000 2,000 2,000 6,000
Expenditure
Income tax - - 2,000 2,000
advance
Total 16,700 16,600 29,350 62,650
4.  Balance 3,950 3,000 300 300
c/f

* Payments for creditors, wages and overhead have been computed on the same pattern.
FLEXIBLE BUDGETING

Flexible budget is a budget which, by recognising the difference in behaviour between
fixed and variable costs in relation to fluctuations in output, turnover, or other variable factors etc.
It is designed to change in relation to the level of activity actually attained.

A flexible budget is one that takes account of a range of possible volumes It is sometimes
referred to as a multi-volume budget. The range of possible outputs may be known as the relevant
range. 'Flexing' a budget takes place when the original budget is deliberately amended to take
account of change activity levels.

The flexible budget is based on the fundamental difference in behaviour of fixed costs,
variable costs and semi-variable costs. Since fixed costs do not vary with short-run fluctuations in
activity it can be seen that the flexible budget will really consist of two parts: The first is a fixed
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budget begin made up of fixed costs and the fixed component of semi-variable costs. The second
part is a truly flexible budget that consists solely of variable costs.

Steps in Preparation
The steps involved in preparation of flexible budget are as follows:
Specify the time period that is used.
] Classify all costs into fixed, variable and semi-variable categories.
"] Determine the types of standards that are to be used.

(|

(|

Analyse cost behaviour patterns in response to past levels of activity.
1 Build up the appropriate flexible budget for specified levels of activity.

Importance

Flexible budgets are important aids to decision making which help the management in the
following ways:

"] Flexible budget enable an organisation to predict its performance and income levels at a given
range of sales levels and activity levels. It can be seen the impact of changes in sales and
production levels on revenue, expenses and ultimately income.

"] Flexible budgets enables more accurate assessment of managerial and organisational
performance.

Disadvantages

The procedure for drawing up a flexible budget is quite straight forward. The flexed
budget is only accurate, if costs behave in a predicted manner. All too often assumptions are
made about cost behaviour which are too simplistic and hence do not reflect what actually
happens.

"] Flexible budgets assume linearity of costs and therefore take no account of, for example
discounts for bulk purchases of materials Labour costs are unlikely to behave in a linear fashion
unless a piecework scheme is in operation.

"] Such budgets also rely on the assumption of continuity when costs may actually behave in a
stepped or discontinue matter.

1 The method of determining the fixed and variable elements of costs is often arbitrary and hence
the flexed cost bear little relation to the correct budgeted cost for the flexed level of activity.

"] Although flexed budgets tend to maintain fixed costs at the same level whatever the level of
output/ sales, very often fixed costs are actually fixed only over a relevant output range.

Prepared by Dr. V. Krishnaveni, Department of Management, KAHE Page 25/42




KARPAGAM ACADEMY OF HIGHER EDUCATION, COIMBATORE

Class: III B.Com (PA) Course Name: Management Accounting
Course Code: 16PAU603A Unit II — Budgetary Control BATCH: 2016 -19
lllustration 4:

ABC Ltd. Manufactures a single product for which market demand exists for additional
quantity. Present sale of Rs.60,000 per month utilised only 70% capacity of the plant. Sales
Manager assures that with a reduction of 10% in the price he would be in a position to increase
the sale by about 25% to 30%

The following data are available:

a) Selling Rs. 10 per unit
price
b) Variable Rs.3 per unit
cost
c) Semi- | Rs.6,000 fixed plus Re.0.50 per unit
variable cost
d) Fixed Rs.20,000 at present level estimated to
cost be Rs.24,000 as 80% output.
You are required to submit the following statements to the Board showing:
1. The operating profits at 60%, 70% and 80% levels at current selling price and at proposed
selling price.
2. The percentage increase in the present output which will be required to maintain the present

profit margin at the proposed selling price.
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Statement of Operating Profit at different capacity levels at Current
Selling Price (Rs.)

Capacity Levels Productand 60% 6,000 70% 80%
Sales (units) 7,000 8,000
Sales (@Rs. 10) 60,000 70,000 80,000
(A)
Costs:
Variable cost (@ Rs.3) 18,000 21,000 24,000
Semi-variable cost
Fixed component 6,000 6,000 6,000
Variable component (@ Re.0.50 3,000 3,500 4,000
per unit)
Fixed cost 20,000 20,000 24,000
Total cost 47,000 50,500 58,000
B)
Profit 13,000 19,500 22,000
(A)-(B)

Statement of Operating Profit at different capacity levels at proposed Selling

Price
(Rs.)
Capacity Levels 60 70 80

% % %
Sales (@ Rs.9) 54,000 63,000 72,000
Less: Total cost 47,000 50,500 58,000
Profit 7,000 12,500 14,000

Calculation of Percentage Increase in present output for desired profit
(Rs. per unit)

Proposed selling price 9.00

Less: Variable cost (Rs.3.00 + Re.0.50) 3.50

Contribution per unit 5.50
(Rs.)

Present Profit 13,000
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Add: Fixed cost (Rs.20,000 + Rs.6,000) 26,000
Desired Contribution 39,000

Required Output

Desired Contribution
= Contribution per unit

Rs.39,000
= Rs.5.50 = 7,091 units

Increase in Production required
= 7,091 units - 6,000 units = 1,091 units

Percentage increase over present Output
1,091
= 6,000 x 100 = 18.18%
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Transfer Pricing

In the post economic liberalization, multinational companies started expanding
their business transactions across the border. The rapid growth of economic
activities of multinational groups led to various complex issues regarding
taxation. The multinational groups have more inter business activities like transfer
of goods or services. One group transfers the goods and services to another group.
Such transfers cause the problem of pricing the goods or services.

Thus it may not comply with necessary rules and regulations while transferring goods or
services. This noncompliance with statutory provisions may tend to create revenue loss
to the exchequer. Hence, there is a need to provide statutory framework which will lead

to compute the profits and tax in a fair manner.

Provisions Regulating Transfer Pricing in India

The Finance Act, 2001 introduced law of transfer pricing in India through sections
92A to 92F of the Indian Income Tax Act, 1961 which guides computation of the
transfer price and suggests detailed documentation procedures.

Scope & Applicability

Transfer Pricing Regulations (“TPR”) are applicable to the all enterprises that enter
into an ‘International Transaction’ with an ‘Associated Enterprise’. Therefore,
generally it applies to all cross border transactions entered into between associated
enterprises. It even applies to transactions involving a mere book entry having no
apparent financial impact. The aim is to arrive at the comparable price as available to
any unrelated party in open market conditions and is known as the Arm’s Length
Price (‘ALP’).

Transfer Pricing

“Transfer price” is a price at which the value of goods or services being transferred between
independently operating units of an organization. But, the expression “transfer pricing” generally
refers to prices of transactions between associated enterprises may be different from the prices at
which an independent enterprise transfers to another the same goods or services.

Arm’s Length Price
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The term arm’s length price refers to a price which is applied or proposed to be applied in a
transaction between persons other than associated enterprises, in uncontrolled conditions.

Objectives of Transfer Pricing

There are three objectives that should be considered for settingout a transfer price.

Autonomy of the Division. The prices should seek to maintain the maximum divisional
autonomy so that the benefits, of decentralization (motivation, better decision making, initiative
etc.) are maintained. The profits of one division should not be dependent on the actions of other

divisions,

Goal congruence: The prices should be set so that the divisional management’s desire to
maximize divisional earrings is consistent with the objectives of the company as a whole. The

transfer prices should not encourage suboptimal decision-making.

Performance appraisal: The prices should enable reliable assessments to be made of
divisional performance.

Determination of Arm’s Length Price

The arm’s length price in relation to an international transaction can be determined by any of the
following methods, The most appropriate
method, may be chosen having regard to the nature of transaction or class of transaction or

class of associated persons or functions performed by such persons or such other relevant
factors as the Board may prescribed namely:—

(a) Comparable uncontrolled price method;
(b) Resale price method;

(c) Cost plus method;

(d) Profit split method;

(e) Transactional net margin method;

Suppose more than one price is determined by the most appropriate
method, the arm’s length price shall be taken to be the arithmetical mean of
such prices:

In case, the variation between the arm’s length price so determined and price at which
the international transaction has actually been undertaken does not exceed five per cent of the
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latter, the price at which the international transaction has actually been undertaken shall be
deemed to be the arm’s length price.

Computation of Arm’s Length Price

The Institute of Chartered Accountant of India (ICAI) has laid down certain guidelines
which are to be followed when comparable uncontrollable price is determined. The guidelines
are given below.

(a) Comparable Uncontrollable Price Method

i) Find out the price charged or paid for property transferred or services provided in a
comparable uncontrolled transaction, or a number of such transactions, is identified,

ii) Adjust such price to account for differences, if any, between the international transaction
and the comparable uncontrolled transaction, or between the enterprises entering into such
transactions, which could materially affect the price in the open market;

iii) the adjusted price arrived at is taken to be an arm’s length price in respect of the property
transferred or services provided in the international transaction;

iv) If there is any variation between price charged (price paid) on the international transaction
and arm’s length price, then an adjustment has to be made in order to remove the variance.

(b) Resale Price Method

(i) Find out the international transaction through which property
purchased or services obtained

(i1) Identify the price at which the property or services are resold or
provided to a third party

(ii1) Deduct the normal gross profit earned by the enterprise from the
resale price of such property or services. The normal gross profit
can be taken of a profit on a similar transaction made with
unrelated party.

iv) The price so arrived at is further reduced by the expenses
incurred by the enterprise in connection with the purchase of
property or obtaining of service; The price so arrived at is
adjusted to take into account the functional and other

differences, including differences in accounting practices, if any,
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between the international transaction and the comparable
uncontrolled transactions, or between the enterprises entering
into such transactions, which could materially affect the amount
of gross profit margin in the open market;

v) the adjusted price arrived at is taken to be an arm’s length price
in respect of the purchase of the property or obtaining of the
services by the enterprise from the associated enterprise;

(c) Cost Plus Method

i)  Find the direct and indirect costs of production incurred by the
enterprise in respect of property transferred or services provided
to an associated enterprise

ii) Find a comparable uncontrollable transaction or a series of
transaction with a third party for same property or service
iii) The amount of a normal gross profit mark-up to such costs (computed

according to the same accounting norms) arising from the transfer or provision
of the same or similar property or services by the enterprise, or by an unrelated
enterprise, in a comparable uncontrolled transaction, or a number of such

transactions, is determined;

iv) The normal gross profit mark-up to account the functional and other differences,
if any, between the international transaction and the comparable uncontrolled
transactions,

v) The sum so arrived at, is taken to be an arm’s length price in relation to the supply
of the property or provision of services by the enterprise;

d) Profit Split Method

Which may be applicable mainly in international transactions involving transfer of
unique intangibles or in multiple international transactions which are so interrelated
determining the arm’s length price of any one transaction, by which,

i) The combined net profit of the associated enterprises arising from the international
transaction, in which they are engaged, is determined;

ii) The relative contribution made by each of the associated enterprises to the earning of such
combined net profit, is then evaluated on the basis of the functions performed, assets

employed or to be employed and risks assumed by each enterprise and on the basis of
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reliable external market data which indicates how such contribution would be evaluated
by unrelated enterprise and on the basis of reliable external market data which indicates
how such contribution would be evaluated by unrelated enterprises performing

comparable functions in similar circumstances;

iii) The combined net profit is then split amongst the enterprises in proportion to their
relative contributions,

iv) The profit thus apportioned to the assessee is taken into account to arrive at an arm’s
length price in relation to the international transaction;
e) Transactional Net Margin Method

i)  The net profit margin realized by the enterprise from an international
transaction entered into with an associated enterprise is computed in
relation to costs incurred or sales effected or

assets employed or to be employed by the enterprise or having regard
to any other relevant base;

i) The net profit margin realised by the enterprise or by an unrelated
enterprise from a comparable uncontrolled transaction or a
number of such transactions is computed having regard to the
same base;

iii) The net profit margin arising in comparable uncontrolled
transactions is adjusted to take into account of the differences, if
any, between the international transaction and the comparable
uncontrolled transactions, or between the enterprises entering into
such transactions, which could materially affect the amount of net

profit margin in the open market;

iv) The net profit margin thus established is then taken into account

to arrive at an arm’s length price in relation to be international
transaction.

lHlustration |

X Ltd., an Indian company, sells computer CPU to its 100 per cent subsidiary
Y Ltd. in United States @ $ 50 per piece. X Ltd. also sells its computer CPU
to another company Z Ltd. in United States @ $ 90 per piece. Total income
of X Ltd. for the assessment year 2012-13 is 12,
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00,000 which includes sales made for 100 computer CPU @ $ 50 to Y Ltd.
Compute the arm’s length price and taxable income of X Ltd. The rate of one
dollar may be assumed to be equivalent to 47.

Solution

Computation of Arm’s Length Price and Taxable Income of X Ltd.

Arm’s length price:
100 x90x 47 = 4,123,000

Total Income 12, 00, 000

Add: Arm’s length price 4,23,000
16, 23,000

Less: Price charged 100 x 50 x 47 2,35, 000

Taxable Income 13, 88, 000
Relevant Points

(1) Transfer pricing is the pricing of internal transfers between profit centres.

(2) Ideally the transfer prices should, promote goal congruence, enable effective performance
appraisal and maintain divisional autonomy.

(3) Economy theory suggests that the optimum transfer price would

be the marginal cost equal for buying division’s marginal revenue product. Transfer
prices should always be based on the marginal costs of the supplying division plus the
opportunity costs to the organization as a whole.

(4) Because of information deficiencies, transfers pricing in practice does not always follow
theoretical guidelines. Typically prices are market based, cost based or negotiated.

(5) Where an appropriate market price exists then this is an ideal transfer price. However,
there may be no market for the intermediate product, the market may be imperfect, or
the price may be considered unrepresentative.

(6) Where cost based systems are used then it is preferable to use standard costs to avoid
transferring inefficiencies.

(7) Full cost transfer pricing for full cost plus a markup suffers from a number of limitations,;
it may cause suboptimal decision-making.
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The price is only valid at one output level, it makes genuine performance appraisal difficult.

(8) Provided that variable cost equates with economic marginal cost then transfers at variable
cost will avoid gross sub optimality but performance appraisal becomes meaningless.

(9) Negotiated transfer prices will only be appropriate if there is equal bargaining power
and if negotiations are not protracted.

Transfer price policies represent the selection of suitable methods relating to the
computation of transfer prices under various circumstances. More precisely, transfer pricing
should be closely related to management performance assessment and decision
optimization. But the problem of choosing an appropriate transfer pricing for the two
functions of management-performance measurement and decision optimization - does not
hold any simple solution. There is no single measure of transfer price that can be adopted
under all circumstances.
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Part— A

Online Examination from Qn. No. 1 — Qn No.20
Each Question Carry One Mark
UNIT III- POSSIBLE QUESTIONS

PART B
1. Define the term budget
2. Define budgetary control
3. The sales of a concern for the next year is estimated at 50,000 units. Each

unit of the product requires 2 units of Material ,,A and 3 units of Material

”B. The estimated opening balances at the commencement of the next year

are:
Finished Product : 10,000
Raw Material ,,A : 12,000
Raw Material ,,B : 15,000

The desirable closing balances at the end of the next year are:

Finished Product : 14,000
Raw Material ,,A : 13,000
Raw Material ,,.B : 16,000

4. Write any two objectives of budgetary control
5. Material A: 60 tonnes @ Rs. 5 per tonne Material B: 40 tonnes @ Rs.10
per tonne Actual mixture being:
Material A: 80 tonnes @ Rs.4 per tonne Material B: 70 tonnes @ Rs.
8 per tonne. Calculate
Material Price Variance
Material sub-usage Variance, and
Material Mix Variance
6. Draw a chart showing the classification of budgets?
7. Write a note on zero base budgeting

8. With the help of the following information calculate
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(a) Labour cost variance (b) Labour Rate Variance (c) Labour

Efficiency Variance Standard hours: 40@ Rs. 3 per hour Actual hours:
50@ Rs. 4 per hour 9. Define standard costing
10. What is meant by variance analysis?
11. Following is the data of a manufacturing concern. Calculate:-Material
Cost Variance, Material Price Variance and Material usage variance.
The standard quantity of materials required for producing one ton of output
is 40 units. The standard price per unit of materials is Rs. 3. During a
particular period 90 tons of output was undertaken. The materials required
for actual production were 4,000 units. An amount of Rs. 14,000 units. An
amount of Rs.14, 000 was spent on purchasing the materials
12. List out the different types of variance?
13. From the following particulars calculate the followings:
A) Total Materials Cost Variance
B) Materials Price Variance and

C) Materials Usage Variance

Materials Standard Standard Price | Actual Actual Price
Units (Rs) Units (Rs)
A 1010 1.0 1080 1.2
B 410 1.5 380 1.8
C 350 2.0 380 1.9

14.The standard materials required for producing 100 units is 120 kgs. A
standard price of 0.50 paise per kg is fixed 2,40,000 units were produced
during the period. Actual materials purchased were 3,00,000 kgs. at a cost
of Rs. 1,65,000. Calculate Materials Variance. ( MCV - 21,000)

15. Write a note on sales budget

16. Give the meaning for market based transfer pricing

17. Define transfer price
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*CIA- 3 X2 =6 (ANSWER ALL THE QUESTIONS)
**ESE — 5 X2 =10 (ANSWER ALL THE QUESTIONS)
PART C
1. Explain the different kinds of functional budget in detail?
2. Define budgetary control and also discuss the advantages and
disadvantages of budgetary control?
3. Discuss the steps for establishing system of standard costing?
4. A manufacturing company submits the following figures relating to

Product X for the  first quarter of 2010:

Sales Targets p January 60,000 units
February 48,000 units
March 72,000 units

Stock position 1St January 2010 (% of January 2010 sales)

50%
st
Stock position  : 31 March 2010 - 40,000 units
Stock position  : end January & February - 50%

(% of subsequent Month’s Sales)

You are required to prepare production budget for the first quarter of 2010.
5. The Royal Industries has prepared its annual sales forecast, expecting to

achieve sales of Rs.30,00,000 next year. The Controller is uncertain about

the pattern of sales to be expected by month and asks you to prepare a

monthly budget of sales. The following sales data pertained to the year,

which is considered to be representative of a normal year:

Month [Sales (Rs.) Month |Sales (Rs.)
January 1,10,000 [July 2,60,000
February |1,15,000 |August 3,30,000
March 1,00,000 [September |3,40,000
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April 1,40,000 |October 3,50,000
May 1,80,000 [November |2,00,000
June 2,25,000 |December 1,50,000

Prepare a monthly sales budget for the coming year on the basis of the
above data.

6. From the following budgeted figures prepare a Cash Budget in respect of
three months to June 30, 2006.

Month Sales Materials Wages Overheads
Rs. Rs. Rs. Rs.

January 60,000 40,000 11,0001 6,200
February 56,000 48,000 11,600 6,600
March 64,000 50,000 12,000 6,800
April 80,000 56,000 12,400 7,200
May 84,000 62,000 13,000 8,600
June 76,000 50,000 14,000 8,000

Additional information:

1. Expected Cash balance on 1st April, 2006 — Rs. 20,000

2. Materials and overheads are to be paid during the month following the
month of supply.

3. Wages are to be paid during the month in which they are incurred.

4. All sales are on credit basis.

5. The terms of credits are payment by the end of the month following the
month of sales: Half of credit sales are paid when due the other half to be
paid within the month following actual sales.

6. 5% sales commission is to be paid within in the month following sales

7. Preference Dividends for Rs. 30,000 is to be paid on 1st May.

8. Share call money of Rs. 25,000 is due on 1st April and 1st June.
9. Plant and machinery worth Rs. 10,000 is to be installed in the monthof January and

the payment is to be made in the month of June.
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7. The following information at 50% capacity is given. Prepare a flexible

budget and forecast the profit or loss at 60%, 70% and 90% capacity.

Fixed expenses:

Expenses at 50% capacity (Rs.)

Salaries 5,000
Rent and taxes 4,000
Depreciation 6,000
Administrative expenses 7,000
Variable expenses:

Materials 20,000
Labour 25,000
Others 4,000
Semi-variable expenses:

Repairs 10,000
Indirect Labour 15,000
Others 9,000

It is estimated that fixed expenses will remain constant at all capacities.

Semi-variable expenses will not change between 45% and 60% capacity,

will rise by 10% between 60% and 75% capacity, a further increase of 5%

when capacity crosses 75%.

Estimated sales at various levels of capacity are:

Capacity
60%
70%
90%

Sales

1,10,000
1,30,000
1,50,000

8. From the following forecasts of income and expenditure,

prepare a cash Budget for the month January to April, 2006.

Purchase
Sales S Wages | Manufacturing |Administrative| Selling
Months | (Credit) (Credit) expenses expenses expenses
Rs. Rs. Rs. Rs. Rs. Rs.
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2005 Nov.| 30,000 15,000 3,000 1,150 1,060 500
Dec.| 35,000 20,000 3,200 1,225 1,040 550
2006 Jan. | 25,000 15,000 2,500 990 1,100 600
Feb.[ 30,000 20,000 3,000 1,050 1,150 620
. Mar.| 35,000 22,5001 2,400 . 1,100 . 1,220 570
Apr. 40,000[ 25,0001 2,600 1,200 1,180 710
Additional information is as follows:
1. The customers are allowed a credit period of 2 months.
2. A dividend of Rs. 10,000 is payable in April.
3. Capital expenditure to be incurred: Plant purchased on 15th of January for
Rs.5,000;
4. A building has been purchased on 1st March and the payments are to be
made in monthly installments of Rs. 2,000 each.
5. The creditors are allowing a credit of 2 months.
6. Wages are paid on the 1st of the next month.
7. Lag in payment of other expenses is one month.
8. Balance of cash in hand on Ist January, 2006 is Rs. 15,000
9. The expenses of budgeted production of 20,000 units in a factory are
furnished below:
Particulars Per unit (Rs.)
Materials 140
Labour 50
Variable overheads 40
Fixed overheads 20
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Variable expenses (direct) 10
Selling expenses (10% fixed) 26
Distribution expenses (20% fixed) 14
Administrative expenses 10

Prepare a Flexible Budget for the production of 16,000 units and 12,000

units. Indicate cost per unit at both the levels.

10.From the following information, calculate material mix variance:

Standard Actual
) ) Price per unit ) Price per unit
Materials Quantity Quantity
(units) RS. (units) Rs.
A 40 10 50 12
B 60 S 50 8
Standard Actual
Materials Quantity Price per unit |Quantity Price per unit
(units) RS (units) Rs.
A 50 2.00 60 2.25
B 100 1.20 90 1.75

Due to the shortage of material A, the use of material ,,A was reduced by 10% and that of ,,B
increased by 5%
11. Transfer Pricing is one of the most important issue in international tax”

Do you agree with this statement? Explain

*CIA- 3 X 8 =24 (EITHER OR TYPE)
**ESE — 5 X6 = 30 (EITHER OR TYPE)
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QUESTION Option - | Option -l Option - i Option - IV ANSWER
Budgetary control is a of costing. Branch Technique Batch Set Technique
The process of preparing a budget is known as
Budget Budgeting Budgetary control costing Budgeting
Budgetary control and budgets are the same Different Vertical Horizontal same
Budgetary control relates to Persons product Cost balance sheet |Persons
Both budgetary control and systems are Standard
interrelated. Marginal costing costing Budgeting Variance Standard costing
The is the document which lays down
the details of the budgeting organization and Budget
procedures. Budget manual committee Budget procedure Budget period  |Budget manual
The period covered by a budget is known as Budget
Budget committee Budget period |Budget manual procedure Budget period
Generally the budget period is two years three years one year five years one year
In most of the companies, the key factor is
Production Finance Sales Cost Sales
budget is one among the functional
budgets. Sales Production Purchase Cash Sales




budget is concerned with estimating the
probable Output of each product in the forth

coming budget period Sales Production Cash Purchase Production
refers to the quantity of work that can be

performed in one hour. Standard quantity Standard hour |Actual hour Actual quantity |Standard hour

Zero base budgeting overcomes the weakness of |Conventional Conventional
budgeting Sales budget  |Production budget Master budget  |budgeting

A master budget is also known as all

functional budgets. Summary Production Sales Finance Summary

A fixed budget is useful only when the actual

level of activity corresponds to the levels

of activity. Actual Budgeted Manual Financial Budgeted

A is a department or section of the

organisation defined for the purpose of budgetary

control. Budget committee Budget centre |Budget manual Budgeting Budget centre

will influence the effects of all other

budgets. Key factor Production Sales Finance Key factor

A budget is one which is established for Production

use unaltered over a long period of time Basic Current Sales budget Basic

is a plan of estimated receipts and
payment of cash for the budget period Cash budget Sales budget Production budget Purchase budget |Cash budget
budget is one which incorporate all
functional budgets. Master Flexible Sales Finance Master
budget is a budget which is designed to
change in accordance with the level of activity
actually attained. Master Flexible Fixed Sales Flexible




budget is a budget which is designed to
remain unchanged irrespective of the level of

activity actually attained. Master Flexible Fixed Sales Fixed
The difference between the budgeted figures and
actual figures is ___ Variance Profit Sales Cost Variance
ratio gives the percentage of actual hours
worked to the budgeted hours. Capacity Efficiency Activity cost Capacity
Expenditure functional
Sales budget is a functional budget budget Master budget Cost budget budget
The difference in fixed cost and variable cost is a
special significance in the preparation of Cash budget Static budget |Flexible budget Master budget |Flexible budget
The budget which is prepared first of all is Budget for key
Budget for key factor |Cash budget |Master budget Flexible budget |factor
A budget manual contains a summary of the
resp9n51b111ty of the persons engaged in the‘ All financial budgets |Ratio Budgetary control. Flexible budget Budgetary
routine of and the forms and records required control.
for
Key factor is also known as ___ factor principal Limiting Governing covering principal
The budgets are proper for a given level of
activity, the budget is prepared before the
beginning of a financial year is Flexible Fixed Sales Master Flexible
Production
A factor which influences all other budget Limiting factor factor Main factor Cost factor Limiting factor
budget is a plan of estimated receipts and
payments of cash for the budget period. Cash Sales Production Raw material Production




Before the implementation of the master budget it Board of Budget
must be approved by the Budget committee directors Share holders Government committee
Both budgetary control and systems are
inter related . Marginal costing Budgeting Standard costing Process costing |Budgeting
Flexible Functional Performance
is based on prospective approach Performance budgeting |budgeting Zero base budgeting  [budget budgeting
Zero base budgeting technique was first used in
America in the year __ 1960 1962 1968 1970 1962
Zero base budgeting was originally developed by Brown &
Peter A. Pyre Howard ICMA ICSI Peter A. Pyre
Ratios which are used to compare, to control and
to appraise the operations of the management are
known as ____ Control ratios Current ratios |p/v ratio profit ratios Control ratios

Budgetary control is a system which uses budget

as a means of and controlling. Planning Staffing Co-Ordination Organizing Planning

A budget is a plan of action for a period. |Previous Future current year past years Future
Decision

A budget guides every manager in the process.  |Planning Staffing Organizing Decision making|making

In budgetary control costs are recorded Actual Variable Fixed Expected Actual

Budgeted costs are compared with Actual costs Variable costs |Fixed costs Expected Actual costs

Activities of various departments are Planned Organized Co-ordinated Controlled Co-ordinated




The of a business must be defined

clearly Objectives Delegation Co-Operation Flexibility Objectives
Budgeting must have the complete of the
top management. Objectives Delegation Co-Operation Flexibility. Co-Operation
Employee should be educated about the merits of Budgetary Budgetary
systems. Budgeting control Budget Cost control
The employees must be to improve their Cost of
efficiency. Motivation Reporting Follow up action operation Motivation
A good budgetary control system should include Cost of Follow up
Motivation Reporting Follow up action operation action
The of budgetary control system Cost of Cost of
should be considered Motivation Reporting Follow up action operation operation
A good organization must be developed in order
to achieve benefits. Maximum Minimum limited unlimited Maximum
The must should not be an expensive Cost of Cost of
one. Motivation Reporting Follow up action operation operation
A may be a department or section of a
department or any other part of the department.  [Budgetary control Budges centers |Budget manual Cost Centre Cost Centre
Budgets centers is also necessary for
purpose Control Co-ordinate Motivate Organize Control
The head or a budgetary control organisation is
designed as the Budgetary control Budges centers |Budget officer Budget manual |Budget officer
is a written record. Budgetary control Budges centers |Budget officer Budget manual |Budget manual

The budget officer is assisted by a

Budgetary control

Budges centers

Budget committee

Budget period

Budget
committee

The may be short term or long term.

Budgetary control

Budget centers

Budget committee

Budget period

Budget period




. B Opening stock - Opening stock -|Opening stock + Opening Stock +|Opening stock -
Production budget = Budgeted sales + Closing stock Purchases Purchases Closing Stock  [Closing stock
. . Flexible . Functional
Purchase budget is a budget Fixed budget budgeting function budget Cost budget Budget
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