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  Test Series: October, 2018 

MOCK TEST PAPER - 2 

FINAL (NEW): GROUP: II 

PAPER – 5: STRATEGIC COST MANAGEMENT AND PERFORMANCE EVALUATION 

Question No. 1 is compulsory 

Answer any four questions from the remaining five questions 

Time Allowed – 3 Hours Maximum Marks – 100 

1.  The town of Silver Sands is located along the coast of the Caribbean Sea. Known for its beautiful 
coastline and pleasant weather, the town attracts a lot of tourists from all around the world. The town 
has two beaches that are maintained by the local government and can be used by the general public. In 
order to preserve the natural ecosystem, other beaches on the coastline are not accessible to the 
general public. Tourism is the main source of livelihood for its residents. Consequently, cleanliness of 
beaches is of paramount importance in order to sustain and develop this industry.  

 The local government has recently employed a contractor to clean up the beaches using beach cleaning 

machines. The contractor has been selected through a competitive tendering /  bidding process. The 

contractor uses sand cleaning machines that are pulled by tractors. Sand is scooped onto a conveyor 

or screening belt. It is either raked through (combed using prongs) or sifted through (filtered), in order 

to separate the waste from the sand. The cleaned sand is left behind on the beach while the waste is 

removed. Majority of the litter comprises of plastic waste (bags, bottles etc.) while some portion also 

includes sea weed, glass, aluminum cans, paper, timber, and cardboard. A detai led log is kept by the 

contractor about the stretch of beach that has been cleaned, time taken for the clean -up, number of 

tractors used etc. This log is also checked and signed by a local government official. This record is used 

to process payments at the end of the month.  

 In addition to contracting with the vendor to clean machines, the local government has also placed bins 

at various locations on the beach for the public to dispose their waste. The town’s municipality workers 

clean these bins every morning. Again, detailed logs of the man power and other resources employed 

is kept by the responsible department. In addition, the government has opened a mobile messaging 

system, whereby the public can message the government department if they find litter a nywhere in the 

beach. Depending on whether it is from overflowing bins or buried debris in the sand, the municipality 

workers or the contractor will take action to clear it within 24 hours. A detailed log of these operations is 

also maintained. Patrons can also suggest measures for improving cleanliness on the beaches.  

 Due to its importance to the economy, the local government has allotted substantial budget for these 

operations. At the same time, it is essential to know if this is sufficient for the purp ose of keeping the 

beaches clean. Therefore, the government wants to assess whether the town is getting “good value for 

money” from this expenditure. The “value for money” concept can be looked at from three perspectives: 

(i) economy, (ii) efficiency and (iii) effectiveness. The Internal Audit (IA) department that has been 

requested to undertake this study, has requested for guidelines on whether the audit should focus on 

economy and efficiency of the beach cleaning operations or on effectiveness of the same. Economy and 

efficiency audit assess whether the same level of service can be procured at lower cost or resources 

while effectiveness audit assess whether better service can be procured at same cost.  

 Depending on the outcome of the audits, if required,  policy decisions like requesting for additional 

funding from the state government, alternate policy measures like levying penalty for littering etc. can 

be taken.  

 Required  

Prepare a letter addressed to the IA department. 
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(i)  RECOMMEND guidelines to assess economy and efficiency of beach cleaning operations. 

   (6 Marks) 

(ii)  RECOMMEND guidelines to assess effectiveness of beach cleaning operations.      (4 Marks) 

(iii)  IDENTIFY challenges involved in assessment of effectiveness?          (4 Marks) 

(iv)  RECOMMEND general guidelines, how the audit team may conclude the audit based on the 

combined outcomes of economy, efficiency, and effectiveness?      (6 Marks) 

2.  A company produces and sells a single product. The cost data per unit for the year 2018 is predicted as 
below: 

 Rs. per unit 

Direct Material  35 

Direct Labour 25 

Variable Overheads 15 

Selling Price 90 

The company has forecast that demand for the product during the year 2018 will be 28,000 units. 

However, to satisfy this level of demand, production quantity will be increased?  

 There are no opening stock and closing stock of the product.  

The stock level of material remains unchanged throughout the period.  

The following additional information regarding costs and revenue are given:  

― 12.5% of the items delivered to customers will be rejected due to specification failure and will 

require free replacement. The cost of delivering the replacement item is Rs.5 per unit. 

― 20% of the items produced will be discovered faulty at the inspection stage before they are 

delivered to customers. 

― 10% of the direct material will be scrapped due to damage while in storage.  

Due to above, total quality costs for the year is expected to be Rs.10,75,556. 

The company is now considering the following proposal: 

1. To introduce training programmes for the workers which, the management of the company believes, 

will reduce the level of faulty production to 10%. This training programme will cost  Rs.4,50,000 per 

annum. 

2. To avail the services of quality control consultant at an annual charges of Rs.50,000 which would 

reduce the percentage of faulty items delivered to customers to 9.5%. 

Required 

(i) PREPARE a statement of expected quality costs the company would incur if it accepts the proposal. 

Costs are to be calculated using the four recognised quality costs heads.      (16 Marks) 

(ii)  Would you RECOMMEND the proposal? Give financial and non-financial reasons.  (4 Marks) 

3.  Pamphlet LLP is a publishing firm that started operations very recently. The firm has published 

“Advanced Learner’s Dictionary” this first year, that have been sold to 3 distributors P, M  and W. The 

firm’s financials reflect profits in its first year of operations. The management is pleased with the results. 

However, they are interested in finding out how profitable each customer is. This would help them 

formulate their sales strategy. 
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Particulars  P M W 

Sales units p.a. 1,000 950 1,250 

Sale price (gross)  250 250 250 

Payment terms  3/10 net 30 net 30 3/10 net 30 

Sales returns  0.5% 0% 10% 

Delivery terms  FOB destination FOB destination FOB shipping point 

 In order to get market share, P and W have been extended credit terms to avail discount if payment is 

made within 10 days. Customer M does not have much bargaining power and hence has been allowed 
only 30 days’ credit period without any benefit of availing discount for early payment. Both P and W have 

made payments within 10 days to avail of the discount extended.  

On the cost front, variable cost of goods sold attributable to the net sales to customers P, M and W are 

Rs. 1,50,000, Rs. 1,42,500, and Rs. 1,87,500 respectively. Key metrics of customer assignable 

marketing, administrative and distribution costs are as below: 

Activity  Activity Driver No. of Units of  

Activity Driver 

Cost 
Driver Rate 

(Rs.) 
P M W 

Order taking and processing  # of orders  4 2 15 300 

Expedited / rush orders  # of orders  1 - 5 250 

Delivery costs # distance in km.  100 50 - 80 

Sale return processing  # of returns  1 - 8 150 

Billing cost  # of invoices  4 2 15 50 

Customer visit  # of visits  1 - 5 800 

Inventory carrying cost *  # 1 per unit  1,000 950 1,250 10 

  * Assume no opening and closing stock 

Fixed cost that are not assignable to any customer is Rs.1,00,000 p.a. 

 Required  

(i)  PREPARE the customer wise profitability statement as also the overall profitability statement of 

Pamphlet LLP.        (8 Marks) 

(ii)  RECOMMEND a strategy for Pamphlet LLP regarding its customers.     (12 Marks) 

4. (a) Napier Wood Co. (NWC) began 25 years ago, as a small family-run business supplying custom-

made school furniture. Now NWC has grown into a thriving hub of experts specializing in either 

custom-made, locally sourced or quality imported commercial grade furniture. The newly appointed 

CFO is concerned about the trends in dropping sales volumes, increasing costs, and hence fal ling 

profits over the last three years. He observed that the reason of these trends is increased cut -

throat competition that has emerged over the last three years. For many years, NWC has been 

known for high quality but now this quality is being matched by the competitors. NWC’s share of 

the market is declining due to equivalent products being sold by competitors at lower prices. It is 

considered that, to offer such low prices, the furniture’s production costs of the competitors must 

be lower than NWC’s. 

Required 

 ADVISE how NWC can improve its sales volumes, costs and profits using Value Analysis and 

Functional Analysis.          (10 Marks) 
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(b)  XYZ Airlines has two divisions organised as profit centres, the Passenger Division and the Cargo 

Division. The following divisional informations were given for the year ended 31 st March 2018:  

 Cargo 

Division 

Passenger 

Division 

Total 

Number of personnel trained 200 800 1,000 

Number of flights 350 250 600 

Number of reservations requested Nil 7,000 7,000 

Revenue Rs.42,00,000 Rs.42,00,000 Rs.84,00,000 

Operating Expenses (excluding service 

department charges) 

Rs.36,00,000 Rs.28,50,000 Rs.64,50,000 

Service Department Charges:    

Training  Rs.3,20,000 Rs.3,20,000 Rs.6,40,000 

Flight Scheduling Rs.1,50,000 Rs.1,50,000 Rs.3,00,000 

Reservation Rs.1,05,000 Rs.1,05,000 Rs.2,10,000 

 The service department charge rate for the service department costs was based on revenue. Since 

the revenue of both the divisions were the same, the service department charges to each division 

were also the same.  

 Required  

(i)  Does the income from operations for the two divisions accurately measure performance?  

(3 Marks) 

(ii)  PREPARE the divisional income statement using the activity bases provided above in revising 

the service department charges.  (7 Marks) 

5. (a) BNZ Ltd. is engaged in the manufacture of plastic bottles of a standard size and produced by a 

joint process of machines. The factory has 5 machines and capable of producing 40 bottles per 

hour. The variable cost per bottle is Rs. 0.32 and the selling price is Rs. 0.80 each. The company 

has received an offer from another company for manufacture of 40,000 units of a plastic moulded 

toy. The price per toy is Rs. 30 and the variable, cost is Rs.24 each. In case of the company takes 

up the job, it has to meet the expenses of making a special mould required for the manufacture of 

the toy. The cost of the mould is Rs.1,00,000. The company's time study analysis shows that the 

machines can produce only 16 toys per hour. The company has a total capacity of 10,000 hours 

during the period in which the toy is required to be manufactured. The fixed costs excluding the 

cost of construction of the mould during the period will be Rs.10 Lakh.  

 The company has an order for the supply of 3,00,000 bottles during the period.  

 Required 

(i)  Do you ADVISE the company to take up the order for manufacturing plastic moulded toys 

during the time when it has an order in its book for the supply of 3,00,000 bottles.  (3 Marks) 

(ii)  If the order for the supply of bottles increases to 4,00,000 bottles,  will you ADVISE the 

company to accept the order for the supply of plastic moulded toys? State the reasons.   

   (3 Marks) 

(iii)  An associate company of BNZ Ltd. has idle capacity and is willing to take up the whole or part 

of the manufacturing of the plastic moulded toys on sub-contracting basis. The subcontract 

price inclusive of the cost of construction of mould is Rs. 28 per toy. DETERMINE the minimum 
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expected excess machine hour capacity needed to justify producing any portion of the toy 

order by the company itself rather than subcontracting.       (4 Marks) 

(b)  “It's frustrating working with Denial. He’s very dominan t and expects everything to be done his way. 

We have done more and better work to get up to budget, and the minute we make it he tightens 

the budget on us. We can’t work any faster and still maintain quality. We always seem to be 

interrupting the big jobs for all those small rush orders. The accountants seem to know everything 

that’s happening in my department, sometimes even before I do. I thought all that budget and 

accounting stuff was supposed to help, but it just gets me into trouble. I’m trying to put  out quality 

work; they’re trying to save money. This is a dead end job. I don't see much of a future here.”  

– said Mr. Singh, manager of the machine shop of Global Mfg. Ltd. a UK based Company.  

 Mr. Singh had just attended the monthly performance evaluat ion meeting for plant department 
heads. These meetings had been held on the third Friday of each month since Mr. Denial, MBA 
from Manchester University, had joined the Indian operations a year earlier. Mr. Singh had just 
been given the worst evaluation he had ever received in his long career with Global Mfg. Ltd. He 
was the most respected of the experienced machinists in the company. Old Plant Manager had 
often stated that the company’s success was due to the high quality of the work of machinists like 
Mr. Singh. He had been with Global Mfg. Ltd. for many years and was promoted to supervisor of 
the machine shop when the company expanded and moved to its present location. As supervisor, 
Mr. Singh stressed the importance of craftsmanship and told his workers that he wanted no careless 
work coming from his department. 

 When Mr. Denial became the plant manager, he directed that monthly performance comparisons 
be made between actual and budgeted costs for each department. The departmental budgets were 
intended to encourage the supervisors to reduce inefficiencies and to seek cost reduction 
opportunities. The company controller was instructed to have his staff ‘tighten’ the budget slightly 
whenever a department attained its budget in a given month; this was done to reinforce the plant 
supervisor’s desire to reduce costs. Mr. Denial often stressed the importance of continued progress 
toward attaining the budget; he also made it known that he kept a file of these performance reports 
for future reference. 

 Required 

 IDENTIFY the problems which appear to exist in budgetary control system and explain how 
budgetary control system could be revised to improve the effectiveness.   (10 Marks) 

6.  (a)  The budgeted cost data of a product manufactured by KLM Ltd. is furnished as below: 

Budgeted units to be produced 2,00,000 

Variable cost (Rs.) 32 per unit 

Fixed cost (Rs.) 16 lacs 

It is proposed to adopt cost plus pricing approach with a mark-up of 25% on full budgeted cost 
basis. 

However, research by the marketing department indicates that demand of the product in the market 
is price sensitive. The likely market responses are as follows: 

Selling Price (Rs. per unit) 44 48 50 56 60 

Annual Demand (units) 1,68,000 1,52,000 1,40,000 1,28,000 1,08,000 

 Required 

 ANALYSE the above situation and DETERMINE the best course of action.          (10 Marks) 

 

© The Institute of Chartered Accountants of India

OCT 2018 SCMPE
Page 5

Page 44 of 115

FreeText

Get Amended and chapter-wise
solution to this paper on vivitsu

FreeText
www.thevivitsu.com



6 

(b)  Mickey Toys Ltd. manufactures a single product and the standard cost system is followed. Standard 

cost per unit is worked out as follows: 

 Rs. 

Materials (10 Kgs. @ Rs.4 per Kg) 40 

Labour (8 hours @ Rs.8 per hour) 64 

Variable overheads (8 hours @ Rs.3 per hour) 24 

Fixed overheads (8 hours @ Rs.3 per hour) 24 

Standard Profit 56 

Overheads are allocated on the basis of direct labour hours. In the month of April 2018, there was 

no difference between the budgeted and actual selling price and there were no opening or closing 

stock during the period.  

The other details for the month of April 2018 are as under 

 Budgeted Actual 

Production and Sales  2,000 Units 1,800 Units 

Direct Materials  20,000 Kgs. @ Rs.4 per kg 20,000 Kgs.@ Rs.4 per kg 

Direct Labour  16,000 Hrs. @ Rs.8 per Hr. 14,800 Hrs. @ Rs.8 per Hr. 

Variable Overheads  Rs. 48,000 Rs. 44,400 

Fixed Overheads  Rs. 48,000 Rs. 48,000 

 Required  

RECONCILE the budgeted and actual profit with the help of variances .   (10 Marks) 
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Test Series: October, 2018 

MOCK TEST PAPER - 2 

FINAL (NEW) COURSE: GROUP – II 

PAPER – 5: STRATEGIC COST MANAGEMENT AND PERFORMANCE EVALUATION 

SUGGESTED ANSWERS/HINTS 

1.  Date 14- Oct -2018 

 Dear Sirs, 

 Re: The economy, efficiency and effectiveness of beach cleaning activities 

(i)  Economy and efficiency audit of an operation focuses on the consumption of resources and the 

output achieved. Economy assesses the financial aspects of the activity i.e. are the objectives of 

the activity being achieved at reasonable cost? Efficiency assesses the volume of input 

consumed to derive the desired output i.e. are the resources and funds being consumed to get 

maximum output?  

 To look at Economy of Operations, cleaning expenses need to be bifurcated into payments 

made to the contractor and the expenses of emptying waste from bins. Any further subcategories 

of these expenses, like labour, material, disposal van expenses etc. also need to be collated from 

the accounting or cost records. These then have to be compared to the budgets that were 

approved by the government of Silver Sands. The competitive tendering process can be reviewed 

to ensure that the contractor getting the order is offering the required quality of service at the 

lowest price. If the quality of cleaning has been achieved, by staying within budget, the operation 

is economical. However, if the actuals exceed the budget, the government has to compare them 

with cost of similar cleaning activities carried by neighbouring towns. On comparison, if Silver 

Sands operations are expensive compared to other towns, it indicates that not only are the 

operations uneconomical they may not be efficient either.  

 Efficiency of Operations can be determined by checking the log records maintained for beach 

cleaning by the contractor and municipality workers. These would have detailed of activities 

carried out and the resources utilized for each of them. For each of these services (beach 

cleaning and emptying out bins), the cost drivers can be identified and certain metrics can be 

developed for analysis. For example, the cost of running the tractors can be divided by the total 

number of tractors operated to get the cost of operations per tractor or alternatively, by the 

kilometres of beach cleaned to arrive at a tractor-kilometre rate. While analysing these activities, 

certain operational considerations have to be given. For example, certain stretches of the 

beaches may take more time or resources to clean due to issues like rocks or soft sand. 

Therefore, if resources for operations disproportionate for certain parts of the beaches, the cost 

of maintaining those stretches need to be worked out. Data to get this information will depend on 

the extent of detailed maintained in the logs. This information has to be tracked over some period 

of time in order to understand trends in operations and related expenses.  

 The data collected from the mobile messaging system should also be investigated. How often 

and in what stretches of the beach are complaints frequent or maximum? Reasons for these 

lapses need to be taken from the contractor (for beach cleaning operation) and the concerned 

department (for emptying bins) in order to find out whether resources are being employed 

properly. 

 On this basis, deviations and exceptions should be investigated. The local government can then 

decide if there can be alternate sites along the coastline that may be more economical and 

efficient to operate.  
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(ii) An audit about Effectiveness of Operations would focus how the actual cleanliness of beaches 

compares with the desired level as laid out in the policy initiative. To assess whether 

performance has been met, clear guidelines and metrics have to be defined during policy 

implementation.  

 To begin with, it should be clear as to what constitutes litter. From an operational angle, it would 

be difficult to clean out every bit of paper lying on the beach. However, it is possible to pick up 

every soft drink aluminum can. Hence, the government authorities must be clear on what 

constitutes litter? Which are the refuse that must be cleared within exception (example food 

refuse, animal droppings, glass bottles, tin cans, trash bins etc.) and tolerance level for certain 

other types of litter (e.g. Paper, seaweed etc.) that may get left behind even after cleaning. 

Quantity of waste collected would be the indicator to make the above assessment.  

 Certain other parameters like safety standards can also be defined. Safety problems could be 

cuts from sharp objects like glass, incidents of vector borne diseases in the area or health 

problems from polluted sea water. Assessment has to be made whether these standards have 

been met.  

 For this, the primary source of information about cleanliness would be feedback from the beach 

patrons. These could be in the form of complaints received d irectly or those through the mobile 

messaging system would provide data to work out the metrics. This would be an indicator of 

“customer satisfaction”. Other inputs could also be the suggestions given by the patrons about 

ways to improve cleanliness on the beach.  

 Observation by making surprise visits to inspect the beaches immediately after the cleaning 

operations would also provide sufficient evidence about the effectiveness of operations.  

(iii)  Challenges Involved in assessment of effectiveness would be:  

(a)  Defining standards about what constitutes litter and acceptable level of cleanliness? These 

are subjective guidelines, the perception of which may differ from person to person.  

(b)  Beach patrons also play an important role in making this initia tive effective. There has to be 

a conscious civic sense of duty not to litter, failing which this initiative will most likely be 

ineffective. Therefore, while measuring performance for effectiveness, collection of more 

litter does not necessarily indicate effective operations. More litter requires more cleaning 

and more resources, therefore is actually not a positive indicator of effectiveness. On the 

contrary, in the long run, lesser litter collected to maintain desired level of cleanliness would 

be a good indicator of effectiveness.  

(iv)  The outcome of the audits can indicate achievement any or none of the three parameters of 

economy, efficiency and effectiveness of the beach cleaning operation. To form an integrated 

conclusion based on the different outcomes of individual audits, the audit team may consider 

the following guidelines:  

(a)  Has the objective of the cleaning operation been achieved as per the guidelines in the 

relevant policy? i.e. have the operations been effective?  

(b)  If the answer to (a) is yes, are the expenses within budget. If so, then the operations are 

economical and efficient. Given that the operations have been effective at the same time 

economy and efficiency have been achieved, the team can conclude that the cleaning 

operations policy has been a success.  

 A cost-over run can also be justified if the operations have been effective. In that case, the 

audit team has to conclude whether all expenses incurred are indeed justified and that the 

resources have been put to the best possible use. If not, can the operations be made more 

economical or efficient?  
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(c)  If the answer to (a) is no, the operation has not been effective, then is the difference from 

the target marginal or huge? If the operations have not been entirely effective,  but only by a 

marginal gap say 95% success, then analysis of expenses can be made similar to the point 

(b) mentioned above. However, if the operations have been ineffective to a larger extent, 

then the cleaning drive initiative has been ineffective. The government has to look at 

alternate solutions of tackling the problem. These could include imposing heavy penalty for 

littering, requesting for more funding from the state government to employ better resources 

etc.  

 Therefore, it can be seen that achievement of one objective does not automatically lead to 

achievement of other objectives. A holistic approach would be needed to draw conclusions about 

the performance of the cleaning operations. 

 Should you have any further queries, please do not hesitate to ask. 

 Yours Faithfully 

  Management Accountant  

2.  (i)  Statement of ‘Expected Quality Costs’  

Particulars Current Situation 
(Rs.) 

Proposed 
Situation (Rs.) 

Prevention Costs --- 4,50,000 

Appraisal Costs --- 50,000 

External Failure Costs 3,20,000 2,35,120 

Internal Failure Costs 7,55,556 3,91,538 

Total Quality Costs 10,75,556 11,26,658 

 Workings  

 External Failure Cost 

Particulars Current 
Situation 

Proposed 
Situation 

Customer’s Demand                                                  …(A) 28,000 units 28,000 units 

Number of units Dispatched to Customers                 …(B) 

28,000 units

87.5%

 
 
 

; 
28,000 units

90.5%

 
 
 

          

32,000 units 30,939 units 

Number of units Replaced                                 …(B) – (A) 4,000 units 2,939 units 

External Failure Cost 

{4,000 units × Rs.(35+25+15+5)}; 

{2,939 units × Rs.(35+25+15+5)} 

Rs.3,20,000 Rs.2,35,120 

 Internal Failure Cost 

Particulars Current  

Situation 

Proposed 
Situation 

Number of units Dispatched to Customers                   …(A) 32,000 units 30,939 units 

Number of units Produced & Rejected                         …(B) 40,000 units 34,377 units 
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32,000 units

80%

 
 
 

; 
30,939 units

90%

 
 
 

     

Number of units Discovered Faulty                     … (B) – (A) 8,000 units 3,438 units 

Cost of Faulty Production                                             …(D) 

{8,000 units × Rs.(35+25+15)}; 

{3,438 units × Rs.(35+25+15)} 

Rs.6,00,000 Rs.2,57,850 

Material Scrapped 

10%
40,000 units

90%

 
 

 
; 10%

34,377 units

90%

 
 

 
  

4,444.44 units 3,819.67 units 

Cost of Material Scrapped                                            …(E) 

{4,444.44 units × Rs.35}; {3,819.67 units × Rs.35}                          

Rs.1,55,556 Rs.1,33,688 

Internal Failure Cost                                              …(D)+(E) Rs.7,55,556 Rs.3,91,538 

 (ii)  Recommendation 

 On purely financial grounds the company should not accept the proposal because there is an 
increase of Rs.51,102 in quality costs. However there may be other factors to consider as the 
company may enhance its reputation as a company that cares about quality products and this 
may increase the company’s market share.     

 On balance the company should accept the proposal to improve its long-term performance.  

3.   (i)  Customer Wise Profitability Statement and Overall Profitability Statement  

SN. Particulars  P M W Total Rs. 

A Sales (net proceeds) –Table 1 241,288 237,500 272,812 751,600 

B Variable Cost of Goods Sold  1,50,000 1,42,500 1,87,500 4,80,000 

C Assignable- Marketing and Administration  

Cost - Table 2 

    

 • Order Taking and Processing 1,200 600 4,500 6,300 

 • Sale Return Processing  150 - 1,200 1,350 

 • Billing Cost  200 100 750 1,050 

 • Customer Visit  800 - 4,000 4,800 

 Total Assignable Marketing and 

Administration Cost 

2,350 700 10,450 13,500 

D Assignable- Distribution Cost - Table 2     

 • Expedited / Rush Orders  250 - 1,250 1,500 

 • Delivery Costs  8,000 4,000 - 12,000 

 • Inventory Carrying Cost  10,000 9,500 12,500 32,000 

 Total Assignable Distribution Cost  18,250 13,500 13,750 45,500 

E Non- Assignable Fixed Cost  - - - 100,000 

F Total Costs (B+C+D+E)  170,600 156,700 211,700 639,000 

G Net Profit (Step A - F)  70,688 80,800 61,112 112,600 

H Profit % of Sales (G / A) 29% 34% 22% 15% 
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 Workings 

 Table 1: Customer Sales Analysis - Revenue Analysis  

  All figures in Rs.  

Particulars  P M W  Total Rs. 

Sales {Sale Units × Sale Price (gross)}  2,50,000 2,37,500 3,12,500 8,00,000 

Less: Sale Return (Step 1 × Return%)  1,250 - 31,250 32,500 

Net Sales  2,48,750 2,37,500 2,81,250 7,67,500 

Less: Cash Discount  7,462 - 8,438 15,900 

Net Proceeds  2,41,288 2,37,500 2,72,812 7,51,600 

Final Collections vs Original Sale  97% 100% 87% 94% 

 Table 2: Assignable Marketing, Administrative and Distribution Costs  

 All figures in Rs.  

Particulars  P M W Total  

Order Taking and Processing  

(# of orders × cost per order)  

1,200 600 4,500 6,300 

Expedited / Rush Orders  

(# of orders × cost per order)  

250 - 1,250 1,500 

Delivery Costs  

(Distance in km. × cost per km)  

8,000 4,000 - 12,000 

Sale Return Processing 

(# of returns × cost per return)  

150 - 1,200 1,350 

Billing Cost  

(# of invoices × cost per invoice)  

200 100 750 1,050 

Customer Visit  

(#of customer visits × cost per visit)  

800 - 4,000 4,800 

Inventory Carrying Cost  

(# of units × inventory carrying cost p.u.)  

10,000 9,500 12,500 32,000 

(ii)   Customer strategy: It can be seen that Pamphlet LLP has an overall profit of Rs.112,600 or 15% 
of sales. While the performance is good, the firm’s management has to analyze customer wise 
profitability.  

(a)  W is the largest customer in terms of units sold. However, Table 1 above shows that sale 
returns at 10%, which is unusually large compared to other customers. Pamphlet LLP has to 
investigate why the returns are of such large quantity. Possibly, there could be 
communication gap between the firm and W. Possible non-conformity in goods delivered 
has resulted in returns. Only 87% of the original sale value is being collected. The root 
cause of the problem has to be identified and rectified. This will also reduce the sale return 
processing costs.  

(b)  W has placed many rush orders, which requires Pamphlet LLP to ship these orders 
immediately, using costlier means of transportation. Currently, there is no charge for 
shipping rush orders. In order to deter W from repeatedly placing rush orders, Pamphlet LLP 
can charge the customer for shipping such orders beyond a threshold number of orders.  Say 
rush orders beyond 2 orders will be charged to the customer.  
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(c)  W has placed 15 orders for 1,250 units. Comparatively, P and M placed 4 and 2 orders for 
approximately 1,000 units each. W can be requested to place fewer orders with larger 
quantity per order, in order to optimize ordering cost.  

(d)  Being the largest customer, W has 5 sale visits from Pamphlet LLP, which is more than the 
other 2 customers. Priced at Rs.800 per visit, this very costly. At the same time, W is 
yielding the least profit. Therefore, Pamphlet LLP should reassess if resources can be 
reallocated to the other two more profitable customers. That may encourage more sales 
from higher yielding customers.  

(e)  Since W seems to need more hand-holding in terms of more sales visits as well as higher 
rush orders, Pamphlet LLP may assess if it wants to discontinue or reduce business. 
Alternatively, it may reassign these resources towards existing or newer customers to get 
better profitability. However, if W can be migrated to a higher p rofitability, Pamphlet LLP 
need not lose out its market share. 

(f)  Customer M is the most profitable yielding 34% return over sales, although in terms of 
‘Advanced Learner’s Dictionary’ ordered, it is the smallest of the three. Pamphlet LLP can 
assess if it can extend some discount, in order to encourage more sales. Currently, 
Customer M does not get any discount.  

(g)  Pamphlet LLP can assign more sales visits to Customer P and M to encourage them 
purchase more as well as provide high quality customer service.  

4.  (a)  Value Analysis is viewed as a reduction in cost and problem solving technique. Such technique 
analyses an existing product to identify and cutback or eliminate any cost which do not give any 
contribution to performance or value.  It is a planned, scientific approach to cost reduction which 
reviews the material composition of a product and production design so that modifications and 
improvements can be made which do not reduce the value of the product to the customer or to 
the user. (i.e. quality for purpose should not be compromised.)  

  Functional analysis is applied to the design of new products and breaks the product down into 
functional parts. For example, a new chair may have the moveable feature. The value that the 
customer places on each feature is considered and added to give a target cost. Thus, functional 
analysis aims to increase profits by reducing costs through elimination of unnecessary features 
and/or by adding cost-effective new features that are so attractive to customers that the product 
becomes more lucrative.  

  The result of the above analysis is to improve the value of the furniture while maintaining costs 
and/or cutback the costs of the furniture without compromising with value. It is clear from the 
scenario that NWC needs to cut back its selling prices to compete in the market. This selling 
price reduction can only be possible by a reduction in NWC’s unit costs; however, such reduction 
must not be accomplished by compromising with quality. Both value analysis and function al cost 
analysis may be used for NWC; however, value analysis is likely to be a more useful technique 
because office tables and chairs are such items which are demanded more on the basis of their 
use value rather than their esteem value. 

(b)  (i)  The reported income from operations does not accurately measure performance because 

the service department charges are based on revenue. Revenue is not associated with the 

profit centre manager’s use of the service department services. For example, the 

Reservations Department serves only the Passenger Division and number of reservation 

requested by Cargo Division is NIL. Thus, by charging this cost based on revenue, these 

costs are incorrectly charged to the Cargo Division. Further, the Passenger Division requires 

additional personnel. Since these personnel must be trained, the training costs assigned to 

the Passenger Division should be greater than the Cargo Division.  
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 (ii)                             XYZ Airlines 

Divisional Income Statement 

                           For the Year Ended March 31, 2018 

Particulars Cargo  

Division 

(Rs.) 

Passenger 

 Division 

(Rs.) 

Total 

 

(Rs.) 

Revenue 42,00,000 42,00,000 84,00,000 

Less:  Operating Expenses  

(excluding service department charges) 

36,00,000 28,50,000 64,50,000 

Gross Margin 6,00,000 13,50,000 19,50,000 

Less: Service Department Charges     

Training  1,28,000 

200 
6,40,000

1,000

 
 

 
`  

5,12,000 

800 
6,40,000

1,000

 
 

 
`  

6,40,000 

Flight Scheduling 1,75,000 

350
3,00,000

600

 
 

 
`  

1,25,000 

250
3,00,000

600

 
 

 
`  

3,00,000 

Reservation  NIL 

 

2,10,000 

7,000
2,10,000

7,000

 
 

 
`  

2,10,000 

Operating Income 2,97,000 5,03,000 8,00,000 

5.  (a) Workings  

Statement Showing “Contribution / Machine Hour” 

 ‘Bottle’  ‘Toy’ 

Demand (units) 3,00,000 40,000 

Sales (Rs./u) 0.80 30.00 

Less: Variable Cost (Rs./u)  0.32 24.00 

Less: Specific Fixed Cost (Rs./u)  --- 2.50 

Contribution (Rs./u) 0.48 3.50 

Machine Hours Required per unit 0.025 0.0625 

Contribution / Machine Hour 19.20 56.00 

Advice on Supply of 3,00,000/ 4,00,000 Bottles 

(i)  BNZ Ltd. can accept plastic molded toy’s order as sufficient number of hrs. i.e. 2,500 hrs. 

(10,000 hrs.- 3,00,000 bottles × 0.025 hrs.) are available and would be able to generate 

additional benefit of Rs.3.50 per unit on 40,000 units of toys i.e. Rs.1,40,000. 

(ii) If the order for the supply of bottles increases to 4,00,000 bottles, then 2,500 more hrs. will 

be required to produce the additional bottles. BNZ Ltd. has to decide whether to utilize 2,500 

hrs. for existing bottle order or for toy Order. 

 Machine time is limiting factor. Therefore, contribution per machine hour from both the 

activities (i.e. bottles and toys) should be calculated to decide whether the order should b e 

accepted. Contribution per hour is more in case of toys (refer workings). Therefore, BNZ Ltd. 

should utilize the remaining 2,500 hours for manufacturing toys rather than to fulfil the order 
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for supply of additional bottles.  

 Prioritizing production based on contribution per machine hour would maximize profits. 

However, existing order fulfilment is necessary for building long term and sustainable 

customer relationship. Developing and maintaining long term and intimate relationships with 

the profitable customers provides valuable benefits to the company as the relationships 

between company and customers grow, a customer who is satisfied with the company’s 

products and services, tends to commit the relationship, and buy more over time. Cost of 

keeping the existing customers is less expensive than the cost of acquiring new customers.  

 Hence, BNZ Ltd. should be taken into consideration long term supplier relation before 

accepting the toy order based on financial consideration as contribution per hour is more i n 

case of toys. Further, company may also explore outsourcing opportunities for production of 

toys.   

(iii)  Minimum number of toys needed to be manufactured to justify the increase in fixed cost of 

Rs.1,00,000 to make the mould is 25,000 toys {1,00,000/ (Rs.28 - Rs.24}. Thus, as long as 

company has excess capacity available to manufacture more than 25,000 toys it is cheaper 

to produce than to buy from subcontractor.  

 Minimum Expected Excess Capacity hours to justify = 
25,000 toys

16 toys

 
 
 

= 1,562.5 or 1,563 hrs. 

 (b)  The budgetary control system appears to have several very important shortcomings which reduce 
its effectiveness and may in fact cause it to interfere with good performance. Some of the 
shortcomings are explained below. 

 Lack of Coordinated Goals: Mr. Singh had been led to believe high quality output is the goal; it 
now appears low cost is the goal. He does not know what the goals are and thus cannot make 
decisions which lead toward reaching the goals. 

 Influences of Uncontrollable Factors: The actual performance relative to budget is greatly 
influenced by uncontrollable factors i.e. rush orders. Thus, the variance reports serve little 
purpose for evaluation of performance.  

 The Short-Run Perspectives: The monthly evaluation and the budget tightening on a monthly 
basis result in a very short-run perspective. This will result in inappropriate decisions. 

 The improvements in the budgetary control system must correct the deficiencies described 
above. Accordingly: 

− Budgetary control system must more c learly define the company’s objectives. 

− Budgetary control system must develop an accounting reporting system which better 
matches controllable factors with supervisor responsibility and authority.  

− Establish budget values for appropriate time periods which do not change monthly simply as 
a result of a change in the prior month’s performance.  

The entire company from top management down must be educated in sound budgetary 
procedures so that all parties will understand the total process and recognize the benefi t to be 
gained. 

6.  (a)  Analysis of Cost plus Pricing Approach 

The company has a plan to produce 2,00,000 units and it proposed to adopt Cost plus Pricing 

approach with a markup of 25% on full budgeted cost. To achieve this pricing policy, the company 

has to sell its product at the price calculated below: 

Qty. 2,00,000 units 

Variable Cost (2,00,000 units × Rs. 32) 64,00,000 
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Add: Fixed Cost 16,00,000 

Total Budgeted Cost  80,00,000 

Add: Profit (25% of Rs. 80,00,000) 20,00,000 

Revenue (need to earn) 1,00,00,000 

Selling Price per unit 
Rs. 1,00,00,000

2,00,000 units

 
 
 

 50 p.u. 

However, at selling price Rs. 50 per unit, the company can sell 1,40,000 units only, which is 

60,000 units less than the budgeted production units. 

 After analyzing the price-demand pattern in the market (which is price sensitive), to sell all the 

budgeted units market price needs to be further lowered, which might be lower than the total cost 

of production.  

Statement Showing “Profit at Different Demand & Price Levels”  

 I II III IV Budgeted 

Qty. (units) 1,68,000 1,52,000 1,40,000 1,28,000 1,08,000 

 Rs. Rs. Rs. Rs. Rs. 

Sales 73,92,000 72,96,000 70,00,000 71,68,000 64,80,000 

Less: Variable Cost 53,76,000 48,64,000 44,80,000 40,96,000 34,56,000 

Total Contribution  20,16,000 24,32,000 25,20,000 30,72,000 30,24,000 

Less: Fixed Cost  16,00,000 16,00,000 16,00,000 16,00,000 16,00,000 

Profit (Rs.) 4,16,000 8,32,000 9,20,000 14,72,000 14,24,000 

Profit (% on total cost) 5.96 12.87 15.13 25.84% 28.16% 

 Determination of the Best Course of Action 

(i)  Taking the above calculation and analysis into account, the company should produce and 

sell 1,28,000 units at Rs. 56. At this price company will not only be able to achieve its 

desired mark up of 25% on the total cost but can earn maximum contribution as compared 

to other even higher selling price.  

(ii)  If the company wants to uphold its proposed pricing approach with the budgeted quantity, it 

should try to reduce its variable cost per unit for example by asking its supplier to provide a 

quantity discount on the materials purchased. 

 (b)  Computation of Variances 

Material Usage Variance = Standard Price × (Standard Quantity – Actual Quantity)  

 =  Rs.4.00 × (18,000* Kgs. – 20,000 Kgs.)  

 =  Rs. 8,000 (A) 

  *
20,000 Kgs.

1,800 units
2,000 units

 
 

 
 

Labour Efficiency Variance 

  =  Standard Rate × (Standard Hours – Actual Hours) 

 =  Rs.8.00 × (14,400* hrs. – 14,800 hrs.)  
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 =  Rs.3,200 (A) 

  *
16,000 hrs.

1,800 units
2,000 units

 
 

 
 

Variable Overhead Efficiency Variance  

 =  Standard Variable Overheads for Production – 
  Budgeted Variable Overheads for Actual hours 

 =  (14,400 hrs. × Rs.3.00) – (Rs.3.00 × 14,800 hrs.) 

 =  Rs.1,200 (A) 

Fixed Overhead Volume Variance  

 =  Absorbed Fixed Overheads – Budgeted Fixed Overheads  

 =  (14,400 hrs. × Rs.3.00) – (16,000 hrs. × Rs.3.00) 

 =  Rs.4,800 (A) 

Sales Margin Volume Variance 

   = Standard Margin – Budgeted Margin 

   = (1,800 units × Rs.56.00) – (2,000 units × Rs.56.00) 

   =  Rs.11,200 (A) 

      Statement Showing “Reconciliation Between Budgeted Profit & Actual Profit”  

Particulars Conventional Method 

(Rs.) 

Budgeted Profit (2,000 units × Rs.56) 1,12,000 

Sales Volume Variance 11,200 (A) 

Material Usage Variance 8,000 (A) 

Labour Efficiency Variance  3,200 (A) 

Variable Overhead Efficiency Variance 1,200 (A) 

Fixed Overhead Volume Variance 4,800 (A) 

Actual Profit 83,600 
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