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Course Name: Cost and Management Accounting

Course Code: OL MBA FIN 102

Credits: 3
Teaching Scheme Evaluation Scheme (100 Marks)
Classroom Session | Practical / | Tutorials Internal Term End
(Online) Group Work Assessment (IA) Examination
9+1 = 10 Sessions - - 30% (30 Marks) 70% (70 Marks)
Internal
Assessment Assessment I Assessment Term End Examination
Pattern:
11
Marks 15 15 70
Type MCQ MCQ MCQ - 49 Marks,
Descriptive questions — 21 Marks (7 Marks *
3 Questions)

Course Description:

This course provides a comprehensive study of cost and management accounting principles,
techniques, and their application in managerial decision-making. It begins with the basic
concepts of cost accounting, including cost centers, cost units, and various cost classifications.
The course details the preparation of the Cost Sheet and the reconciliation of cost and financial
accounts. A significant focus is on planning and control through budgeting, covering
functional, cash, fixed, and flexible budgets. The course then delves into managerial decision-
making tools such as Marginal Costing and Cost-Volume-Profit (CVP)/Break-Even Analysis,
applying them to scenarios like additional orders, new market entry, and make-or-buy/pricing
decisions. Finally, it covers the advanced control technique of Standard Costing, detailing the
concepts, formulae, and practical problems for calculating Material, Labour, Overhead, and
Sales variances.

Course Objectives:

1. To introduce the basic concepts of Cost Accounting, covering cost centers, cost units,
and cost classification by nature, function, behavior, and controllability.

2. To explain the structure and components of a Cost Sheet and enable students to prepare
and solve basic and advanced problems, as well as reconcile cost and financial accounts.

3. To cover the principles of budgeting, detailing the theory and preparation of Functional
Budgets (sales, production, material, etc.) and Cash Budgets.



4.

5.

To explain the comparison and application of Fixed and Flexible Budgeting, including
the preparation and solving of practical problems.

To introduce Marginal Costing (contrasting with Absorption Costing) and detail the
application of Cost-Volume-Profit (CVP) Analysis and Break-Even Point (BEP)
calculations for managerial decision-making.

To cover the concept and significance of Standard Costing and detail the calculation of
Material, Labour, Fixed/Variable Overhead, and Sales variances.

Course Outcomes:

At the end of course, the students will be able to

CO1: Remember the fundamental concepts of Cost Accounting, including the
definitions of cost centers, cost units, and different classifications of cost.

CO2: Understand the structure of a Cost Sheet, the reasons for differences between cost
and financial accounts, and the necessity of a reconciliation statement.

CO3: Apply the principles of budgeting to prepare comprehensive Functional Budgets,
Cash Budgets, and solve practical problems on Fixed and Flexible Budgets.

CO4: Analyze managerial decision-making scenarios (e.g., make or buy, pricing,
acceptance of additional orders) using the techniques of Marginal Costing and Cost-
Volume-Profit (CVP) analysis.

COS5: Evaluate business performance against set standards by calculating and
interpreting Material and Labour Cost Variances using appropriate formulae.

CO6: Create an integrated performance analysis report by calculating and summarizing
a full range of variances, including advanced Overhead and Sales Variances.

Pedagogy: Online Class, Discussion Forum, Case Studies, Quiz etc

Textbook: Self Learning Material (SLM) From Atlas SkillTech University

Reference Book:

1.

2.

Bhimani, A., Datar, S. M., Horngren, C. T., & Rajan, M. V. (2019). Management and
cost accounting (7th ed.). Pearson Education.

Horngren, C. T., Datar, S. M., & Rajan, M. V. (2022). Cost accounting: A managerial
emphasis (17th ed.). Pearson.

Arora, M. N. (2020). 4 textbook of cost and management accounting (12th ed.).
Himalaya Publishing House.



Course Details:

Unit
No.

Unit Description

Basic Concepts of Cost Accounting: Introduction to Cost Accounting, Cost Centers
and Cost Units, Cost Classification by Nature, Cost Classification by Function, Cost
Classification by Behaviour, Cost Classification by Controllability.

Cost Ascertainment and the Cost Sheet: Introduction to the Cost Sheet, Cost Sheet —
Basic Format, Preparation of Cost Sheet — Basic Problems, Preparation of Cost Sheet
— Advanced Problems.

Reconciliation Statement: Introductory caselet, Reconciliation — Introduction,
Reasons for Differences, Reconciliation — Practical Problems.

Introduction to Functional Budgeting and Cash Budget: Introductory caselet,
Budgeting — Introduction, Functional Budgets — Theory, Functional Budgets —
Preparation, Cash Budget — Concept and Preparation.

Fixed and Flexible Budgeting: Introductory caselet, Fixed and Flexible Budget —
Introduction, Comparison of Fixed and Flexible Budget, Flexible Budget — Practical
Problems.

Marginal Costing and Break-Even Analysis: Introductory caselet, Absorption
Costing vs. Marginal Costing, Cost-Volume-Profit (CVP) Analysis, Break-Even
Analysis, Break-Even Calculations, Practical Problems on BEP.

Managerial Decision Making: Introductory caselet, Absorption Costing vs. Marginal
Costing, Acceptance of Additional Orders, Exporting & Exploring New Markets,
Make or Buy Decisions, Make or Buy Decisions — Cases, Pricing Decisions, Pricing
Decisions — Cases.

Standard Costing: Material and Labour Variances: Introductory caselet, Standard
Costing — Introduction, Material Cost Variances — Concepts, Material Cost Variances
— Formulae, Material Cost Variances — Problems, Labour Cost Variance — Concepts,
Labour Cost Variance — Formulae, Labour Cost Variance — Problems, Sums based
in both Material Variance and Labour Variance.




Advanced Variance Analysis: Introductory caselet, Concept of Overhead Variance,
Concept of Fixed Overheads Variance, Concept of Variable Overheads Variance,
Concept of Sales Variance.

PO-CO Mapping

Course Outcome PO1 PO2 PO3 PO4
CO1 1 1 - -
CO2 1 2 - -
CO3 3 2 - -
CO4 3 3 - -
CO5 2 3 - -
CO6 2 3 - -
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Unit 1 Basic Concepts of Cost Accounting

Learning Objectives

1. Define Cost Accounting and distinguish it from financial and managerial accounting.

2. Identify the main objectives and functions of cost accounting in business operations.

3. Classify costs based on behavior (fixed, variable, semi-variable), nature (direct, indirect), and function
(production, administration, selling, distribution).

4. Understand cost elements such as direct materials, direct labor, and overheads.

5. Explain cost accounting techniques including job costing, process costing, and activity-based
costing.

6. Interpret basic cost accounting documents such as cost sheets and cost statements.

7. Demonstrate the role of cost accounting in decision-making, budgeting, and cost control.

8. Apply basic cost accounting concepts to simple business scenarios for planning and performance

evaluation.
Content

1.1 Introduction to Cost Accounting

1.2 Cost Centers and Cost Units

1.3 Cost Classification by Nature

1.4 Cost Classification by Function

1.5 Cost Classification by Behaviour

1.6 Cost Classification by Controllability
1.7 Summary

1.8 Key Terms

1.9  Descriptive Questions

1.10 References

1.11  Case Study
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1.0 Introductory Caselet:

"Cest Clarity at FreshBakes Pvt. Ltd."

FreshBakes Pvt. Ltd. is a small but fast-growing bakery chain based in Pune, India. Known for its artisan
bread and organic cakes, the business has gained a loyal customer base over the last five years. The company

operates three outlets and a centralized kitchen that prepares all items.

Despite increasing sales, the company’s founder, Riya Mehta, is concerned about declining profit margins.
She notices that although revenue is up by 20%, the net profit has barely moved. She suspects there are hidden
inefficiencies in production, but the current accounting reports—focused only on overall expenses and

revenue—Tfail to provide the detailed insights she needs.

Riya consults with her financial advisor, who suggests implementing a cost accounting system to identify
how much it truly costs to produce each item. She learns that cost accounting could help break down the costs
into categories like direct materials (flour, sugar, etc.), direct labor (baking staff), and overheads (electricity,

rent, etc.), allowing for better pricing and waste reduction.

FreshBakes decides to adopt cost accounting as a pilot project for its best-selling product—multigrain bread.
The cost accountant prepares a basic cost sheet that reveals a surprising insight: packaging costs, previously

lumped into general expenses, actually account for 15% of the product's total cost—more than expected.

This realization prompts Riya to renegotiate packaging contracts and reconsider her pricing model. Within
three months, the profit margin on multigrain bread improves by 8%, and Riya plans to roll out cost

accounting practices across all products.

Critical Thinking Question:

How did cost accounting provide insights that traditional financial accounting did not, and what long-term

advantages can businesses gain by integrating cost accounting into their operations?
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1.1 Introduction to Cost Accounting

Cost accounting is a specialized field of accounting that deals with the recording, classification, analysis, and
interpretation of costs associated with the production or delivery of goods and services. It plays a crucial role
in internal decision-making processes, helping businesses to manage resources efficiently, set competitive
prices, and improve overall operational performance. Unlike financial accounting, which focuses on reporting
results to external stakeholders, cost accounting is primarily concerned with internal management and the

optimization of cost structures.

1.1.1 Definition and Meaning of Cost Accounting

Cost accounting refers to the systematic process of identifying, measuring, recording, and analyzing all costs
associated with the operations of a business. It provides detailed cost information to various levels of
management, enabling them to make informed operational and strategic decisions. The main objective is not
just to determine the cost of production but also to analyze how and where costs arise and how they can be

controlled or reduced.

This branch of accounting captures all types of costs — from direct costs like raw materials and direct labor,
to indirect costs such as rent, depreciation, and utilities. These are then categorized and allocated to cost
centers or units, allowing the company to determine the cost of each product or service. This approach is
especially useful in organizations with complex processes or multiple product lines where cost transparency is

essential.
The key characteristics of cost accounting include:

e Cost Classification: Costs are grouped according to various categories such as fixed or variable, direct
or indirect, and production or administrative. This classification allows managers to understand cost

behavior and manage them accordingly.

e Cost Allocation and Apportionment: Direct costs are directly traced to a product or cost center,
while indirect costs are distributed using rational bases, ensuring a fair representation of actual

resource usage.

o Cost Control and Analysis: Cost accounting provides variance reports that help in identifying

deviations from budgeted costs and initiating corrective actions.

o Decision Support: It aids in pricing decisions, budgeting, forecasting, and evaluating profitability.
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Cost accounting also provides a basis for cost control through comparison with standard costs or budgets. It is
especially significant in manufacturing and production-oriented industries but is increasingly being applied in
service sectors as well. It offers a level of financial detail that financial accounting cannot provide, making it

indispensable for modern management.

1.1.2 Objectives of Cost Accounting

The objectives of cost accounting are multi-dimensional and aligned with the overall management goals of
planning, control, and decision-making. At its core, cost accounting aims to ascertain the actual cost of
production or service delivery with a high degree of accuracy. This information helps management in

identifying cost drivers, setting prices, and managing profitability.

One of the primary objectives is cost determination. This involves measuring all costs associated with
manufacturing or service provision, including materials, labor, and overheads. Knowing the actual cost of a
unit of output enables accurate pricing and profitability analysis. Beyond this, cost accounting serves to

control costs by identifying inefficiencies and recommending improvements.

Another vital objective is aiding managerial decision-making. By providing detailed cost data, it helps
management choose between alternatives such as producing in-house or outsourcing, continuing or
discontinuing a product line, and investing in new technologies. Additionally, cost accounting assists in
performance evaluation by comparing actual performance with standard benchmarks and identifying areas of

underperformance.
The main objectives can be summarized as follows:

o Cost Ascertainment: Determining the total cost of products, jobs, or services to ensure proper

valuation and profitability analysis.

o Cost Control and Reduction: Identifying wasteful expenditure and initiating corrective measures

through tools like budgetary control and standard costing.

e Budgeting and Planning: Helping in the preparation of budgets by forecasting costs and comparing

them with actuals to assess deviations.

e Decision-Making Support: Offering relevant cost data for pricing, outsourcing, and resource

allocation decisions.
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o Inventory Valuation: Facilitating accurate valuation of raw materials, work-in-progress, and finished

goods.

o Profitability Analysis: Evaluating the profitability of different segments, products, or operations to

optimize resource allocation.

These objectives are interrelated and serve to improve the financial discipline and operational effectiveness of
an organization. Cost accounting thereby contributes directly to the long-term sustainability and

competitiveness of a business.

1.1.3 Importance of Cost Accounting

The importance of cost accounting has grown significantly in today’s business environment, where
competition, efficiency, and cost control are critical to success. Cost accounting provides granular insights
into where money is being spent, how resources are being consumed, and where inefficiencies lie. It

empowers organizations with the ability to make informed choices that directly affect the bottom line.

One of the major benefits of cost accounting is its contribution to accurate product pricing. Knowing the cost
of production with precision allows firms to set prices that cover costs and deliver a reasonable profit margin.
Without cost accounting, pricing decisions are often based on guesswork, which can lead to underpricing or

overpricing — both of which can be detrimental.

Cost accounting is also central to budgeting and financial planning. By identifying cost trends and providing
historical cost data, it enables more accurate forecasts and better resource allocation. Businesses can use this
data to evaluate whether projects are financially viable and whether operations are aligned with strategic

goals.
Other significant aspects of cost accounting include:

e Operational Efficiency: It promotes cost consciousness across departments by assigning

accountability for costs, which leads to more prudent spending and operational discipline.

o Strategic Control: Management can use cost data to decide on capacity expansion, technology

adoption, and other long-term investment decisions.

o Profitability Analysis: The system helps analyze the profitability of individual products, departments,

and customer segments, supporting strategic restructuring if necessary.
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o Regulatory Compliance: In certain industries, regulatory bodies require detailed cost records,

especially when pricing is regulated or subsidized.

Moreover, cost accounting aids in managing business during economic downturns or periods of low demand.
In such situations, identifying controllable costs and eliminating waste becomes a matter of survival. With
cost accounting in place, businesses are better equipped to adapt to changing economic conditions and

maintain financial stability.

1.1.4 Scope and Limitations

The scope of cost accounting is broad, encompassing all stages of production and service delivery. It begins
with the purchase of raw materials and continues through the manufacturing or service process to the final
stage of cost reporting. It covers various methods, techniques, and systems designed to capture, record, and

analyze cost data.
In terms of scope, cost accounting includes:

o Cost Determination and Measurement: Recording all costs accurately and attributing them to cost

units and cost centers.

o Cost Classification and Analysis: Grouping costs by nature and behavior to facilitate management

decisions.

o Cost Allocation and Apportionment: Assigning direct and indirect costs to products or services in a

rational and systematic way.

e Performance Evaluation: Assessing the performance of departments, products, and personnel

through cost comparisons and variance analysis.

e Decision-Making Support: Supplying relevant cost data for short- and long-term decision-making,

including break-even analysis, make-or-buy decisions, and pricing strategies.

Despite its wide applicability, cost accounting is not without limitations. One of the primary drawbacks is its
reliance on estimates and assumptions. For example, overhead costs often require allocation based on

arbitrary bases such as labor hours or machine time, which may not accurately reflect actual resource usage.

Additional limitations include:
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o Complexity and Cost: The system can be complex and expensive to implement, particularly for small

firms with limited resources.

o Lack of Standardization: There are no universally accepted principles for cost accounting, leading to

inconsistent practices across industries and firms.

e Dependence on Historical Data: Much of the data used in cost accounting is based on past

performance, which may not always be relevant in dynamic business environments.

e Limited Scope for External Reporting: Cost accounting is an internal tool and does not fulfill

statutory requirements for external financial reporting.

While cost accounting offers detailed and useful insights, these must be interpreted carefully, considering the
underlying assumptions and limitations. Despite these challenges, its role in internal management remains

essential.

1.1.5 Pedagogy and Application in Business

The pedagogy of cost accounting has evolved over the years to reflect changes in the business environment
and technological advancements. Teaching methodologies emphasize not only conceptual clarity but also the

practical application of cost accounting tools and techniques in real-world business scenarios.

Effective pedagogy begins with building a strong theoretical foundation in concepts like cost centers, cost
units, and various costing methods. This is typically followed by the application of cost analysis tools such as
marginal costing, absorption costing, standard costing, and activity-based costing. Students are also
introduced to case studies, real-life business problems, and software-based simulations that replicate actual

cost environments in industries.
Key pedagogical approaches include:

e Conceptual Learning: Ensuring that students grasp the logic behind cost allocation, cost control, and

cost behavior.

e Problem-Solving: Engaging students in solving numerical problems and case scenarios to develop

analytical skills.

o Technology Integration: Introducing cost accounting software and tools to expose learners to digital

practices in cost control and analysis.
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o Assessment of Strategic Impact: Encouraging learners to evaluate the impact of cost information on

strategic business decisions.

In practical business environments, cost accounting finds application across industries. In manufacturing
firms, it is used to determine the cost of goods produced and identify inefficiencies in production. In service
industries, such as consulting or healthcare, it helps track the cost of delivering services and supports
performance-based billing systems. Retail businesses use it to evaluate profitability at the product or store

level, while infrastructure companies apply cost accounting to monitor long-term project budgets.

Additionally, cost accounting plays a crucial role in government and public sector enterprises. It aids in

resource optimization and accountability, ensuring that funds are utilized efficiently and as intended.

Thus, both the pedagogy and practical application of cost accounting focus on making the discipline relevant,

actionable, and strategically aligned with business objectives.

1.2 Cost Centers and Cost Units

Cost accounting relies on two essential foundational elements for organizing and analyzing cost data: cost
centers and cost units. These two concepts allow organizations to trace expenses to specific activities or
outputs in a systematic and logical manner. A cost center represents a segment or area within the organization
where costs are incurred, whereas a cost unit represents a unit of output or service for which costs are
measured. Together, they facilitate the process of cost control, budgeting, and decision-making. Their
application is not limited to manufacturing but extends across service sectors, construction, infrastructure,

retail, and even the public sector.

1.2.1 Concept of Cost Centers

A cost center is a specific location, department, division, process, machine, or person within an organization
for which costs are collected, monitored, and controlled. It is not necessarily responsible for generating
revenue, but it does incur costs, and thus it becomes important for internal financial analysis. The primary
purpose of identifying cost centers is to assign costs to specific parts of the organization, thereby making it

easier to control expenses, analyze efficiency, and determine the cost of a product or service more accurately.

For instance, in a manufacturing company, departments like production, maintenance, quality control, and

human resources can all be treated as cost centers. By classifying these separately, a company can evaluate
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which departments are cost-efficient and which are underperforming. This analysis assists management in

planning and implementing cost-saving measures.

Cost centers can be broadly categorized as either productive (directly involved in the production of goods or
services) or supportive (those that support the productive departments, like administration or maintenance).
Each cost center is assigned its share of direct costs (which can be traced easily) and indirect costs (which

must be apportioned using logical bases).

Establishing cost centers also facilitates performance measurement. Managers can be held accountable for
the costs incurred within their areas of responsibility, encouraging more efficient resource usage. For this to
work effectively, each cost center must have clearly defined roles, boundaries, and cost responsibilities. It is
also essential that cost data be recorded in real time, or at least in regular intervals, to support meaningful

analysis and timely corrective action.

Furthermore, cost centers support the implementation of systems like Activity-Based Costing (ABC), where
activities are identified and assigned to cost centers. This enables more precise costing and enhanced visibility
into the consumption of resources. In organizations with decentralized structures, cost centers help in

delegating authority and establishing financial control across various functions and locations.

1.2.2 Types of Cost Centers: Production, Service, Personal

Cost centers can be classified in several ways based on their nature and function within the organization. The
three primary types include Production Cost Centers, Service Cost Centers, and Personal Cost Centers.

Each type plays a distinct role in cost accumulation and management.

1. Production Cost Centers: These are cost centers where actual manufacturing or production takes place.
They are directly involved in transforming raw materials into finished goods. Examples include the machining
department, assembly lines, or the packaging unit. Costs incurred here typically include direct labor, direct

materials, and production overheads.

2. Service Cost Centers: These centers do not directly participate in production but provide services to the
production departments or other support units. Examples include maintenance, canteen, security, transport,
and information technology departments. The costs incurred in service cost centers are apportioned to the

production departments based on a logical allocation base, such as machine hours or number of employees

served.
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3. Personal Cost Centers: This type of cost center refers to individual persons or groups of people within the
organization who are responsible for incurring and managing costs. For instance, the salary of a sales manager
or a design engineer is assigned to the personal cost center they are associated with. This classification is

useful for managerial accountability and performance appraisal.
Further sub-classifications of cost centers may include:
o Impersonal Cost Centers: These are based on equipment, location, or departments, not individuals.

e Process Cost Centers: Established where a continuous production process is followed, such as in oil

refineries or chemical industries.
e Operation Cost Centers: Set up for specific operations or tasks within a larger process or function.

This classification structure provides a comprehensive framework for collecting cost data at appropriate

levels, ensuring better budgeting, monitoring, and resource allocation.

Did You Know?

“In some advanced cost systems, especially in large enterprises, cost centers are further split into
‘controllable’ and ‘uncontrollable’ segments to differentiate between expenses a manager can influence
and those beyond their control. This refinement enhances accountability and fair performance

evaluation."

1.2.3 Concept of Cost Units

While a cost center helps in identifying where costs are incurred, a cost unit answers the question: “What is
the cost of this particular output or service?” A cost unit is a unit of measurement used to determine the cost
of a product or service. It can be a single item, a batch, a time period, or any other measurable quantity that
represents output. Cost units allow businesses to express costs in per-unit terms, which is essential for pricing,

comparison, and profitability analysis.

The choice of cost unit depends on the nature of the business. For example, in a steel factory, the cost unit
might be “per ton,” whereas in a textile unit, it could be “per meter of cloth.” In the service industry, a hospital
might use “per patient per day,” while a transport company might calculate costs “per kilometer per vehicle.”

The ability to select appropriate cost units ensures relevant and meaningful cost reporting.
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Cost units are often divided into:

e Simple Cost Units: Used when the output is uniform and easily measurable, such as “liters” for milk

production or “dozens” in a bakery.

e Composite Cost Units: Used when the output involves more than one measurable factor. For
example, in public transport, a cost unit may be “passenger-kilometers,” combining both distance and

number of passengers.

The role of cost units is crucial in standard costing and variance analysis. By establishing a standard cost
per unit, businesses can compare actual costs and evaluate operational efficiency. In mass production

environments, where products are uniform, cost units also aid in economies of scale and break-even analysis.

Cost units facilitate better benchmarking, both internally and against competitors. For example, a
manufacturer can assess how much it costs to produce one unit compared to industry standards, helping
identify areas of improvement. Similarly, in service sectors, cost per service delivery helps in evaluating

efficiency and customer value.

Ultimately, cost units convert abstract financial data into actionable business metrics. They support decision-
making across pricing, investment, expansion, and cost optimization. Without well-defined cost units, it

would be impossible to evaluate product-level profitability or assess cost control at a granular level.

1.2.4 Manufacturing Sector Examples

In the manufacturing sector, cost centers and cost units are applied extensively to ensure cost control, resource
efficiency, and profitability. The nature of manufacturing—where raw materials are transformed into finished

goods through various processes—makes it highly suitable for structured cost tracking.

For instance, in an automobile manufacturing plant, various departments such as welding, painting,
assembly, and quality control can each be designated as separate cost centers. Each department incurs direct
and indirect costs, which are recorded and monitored individually. This helps in identifying which

departments are cost-effective and which are consuming excessive resources.
The cost units in manufacturing are usually tangible and easily quantifiable. Examples include:
e Per kilogram in chemical manufacturing

e Per ton in steel or cement production
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e Per unit in automobile or appliance manufacturing
e Per meter in textile and fabric production
o Per dozen in food and beverage manufacturing

By using these units, businesses can calculate the cost per unit of output and compare it with selling prices to
analyze margins. This is especially helpful in batch production or continuous flow industries, where cost

accumulation can be complex.

Manufacturing also benefits from the process costing system, where each production stage is treated as a cost
center. Costs are accumulated for each process and then averaged over the number of units produced. This

method is suitable for industries like paint, oil, cement, and chemicals.
Other important applications include:

e Job Costing: Used in manufacturing customized products, such as furniture or machinery. Each job or

order is treated as a cost unit and its costs are tracked individually.

o Activity-Based Costing (ABC): Allocates overhead costs to products more accurately by identifying

activities as cost drivers, often used in high-complexity manufacturing environments.

Through these applications, manufacturing firms gain insights into material wastage, labor efficiency,
machine utilization, and process bottlenecks. Such detailed visibility supports decisions related to automation,

outsourcing, inventory control, and pricing strategy.

1.2.5 Service Sector Examples

Unlike manufacturing, the service sector does not deal with tangible goods, but with intangible outputs such
as healthcare, education, consultancy, transportation, and hospitality. Nevertheless, the principles of cost
centers and cost units are equally applicable and necessary for financial control and strategic planning in

service industries.

In a hospital, for example, different departments such as surgery, radiology, pharmacy, and outpatient services
function as cost centers. Each department incurs costs like salaries, equipment maintenance, consumables, and
administrative expenses. Tracking these costs allows hospital management to evaluate departmental efficiency

and service pricing.
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The cost units in service industries vary significantly based on the nature of the service. Some common

examples include:
e Per patient per day in hospitals
o Per consultation in legal or medical practice
e Per student per year in educational institutions
e Per room night in hotels
o Per call handled in customer service centers
e Per kilometer per vehicle in transport services

These cost units provide a basis for analyzing service efficiency and profitability. For example, in a transport
company, knowing the cost per kilometer per vehicle helps in determining route viability and fuel efficiency.

Similarly, in education, cost per student helps in determining tuition fees and managing institutional budgets.

In the IT sector, cost centers can include software development teams, network support, and cybersecurity
departments. Each cost center manages its own expenses, and the cost unit may be calculated per project or

per client hour.
Other key applications in services include:

o Time-based costing: Particularly relevant in consulting or legal services where clients are billed per

hour. Accurate time tracking becomes essential.

e Project costing: In project-based industries like event management or software development, each

project is treated as a separate cost center with its own cost unit.

e Service-level costing: Useful in organizations offering multiple service tiers (e.g., standard vs.

premium), enabling pricing based on cost differentials.

The complexity and diversity of the service sector make the application of cost centers and units even more
critical. With increasing competition and demand for quality service delivery, businesses must control costs
without compromising service standards. Proper cost tracking ensures sustainability, customer satisfaction,

and profitability across service operations.
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Cost Classification Flowchart
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Figure 1.1

1.3 Cost Classification by Nature

Cost classification by nature refers to the categorization of costs based on the type or element of expenditure
involved. This method classifies costs into broad categories such as material cost, labour cost, and other
expenses, regardless of their behavior (fixed or variable) or function (production, administration, selling).
This classification is foundational in cost accounting because it helps identify the primary constituents of cost,
enabling detailed analysis, control, and cost reporting. Each of these natural cost elements plays a distinct role
in the cost structure of a business, and their efficient management is crucial for maintaining profitability and

operational efficiency.
1.3.1 Material Cost

Material cost refers to the cost of physical items or substances used in the production or delivery of goods and
services. It is often the most significant component of total cost in manufacturing industries. Material cost
includes both direct materials—which can be directly traced to the finished product—and indirect

materials, which support production but are not directly incorporated into the product.

Direct Material Cost consists of all raw materials and components that form an integral part of the finished
product. For instance, in the production of furniture, wood, nails, and varnish are direct materials. The cost of

these materials is charged directly to the specific job, process, or product to which they relate.

Indirect Material Cost refers to materials that are necessary for production but cannot be directly assigned to
any specific product. Examples include lubricants for machines, cleaning supplies, or small tools. These are
treated as part of factory overheads and are apportioned to cost centers based on logical bases like machine

hours or area occupied.

The process of managing material costs involves several critical functions:
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e Procurement: This includes sourcing, negotiating, and purchasing materials at the best price and

quality. Procurement efficiency can significantly reduce material costs.

e Receiving and Inspection: Materials must be inspected for quality and quantity upon delivery to

avoid losses due to defects or shortages.

o Storage and Inventory Control: Effective inventory systems like FIFO (First-In, First-Out), LIFO

(Last-In, First-Out), or perpetual inventory methods help in minimizing wastage and overstocking.

e Material Issue and Usage Monitoring: Material requisitions are issued by departments, and usage is

tracked through material requisition notes and bills of materials to ensure accountability.

Wastage, spoilage, scrap, and obsolescence are key areas of concern in material cost control. These losses
must be identified, categorized, and accounted for accurately. Preventing excess inventory, pilferage, and

inefficient usage directly contributes to cost reduction.

In recent years, the focus has expanded to sustainable sourcing and just-in-time (JIT) inventory systems to
minimize storage costs and environmental impact. Additionally, material cost is affected by global supply
chain dynamics, currency fluctuations, and commodity pricing, all of which require careful monitoring by the

cost accounting team.

Material cost information also forms the basis for standard costing and variance analysis, allowing

managers to investigate why actual material costs may differ from the budgeted or standard costs.

Thus, material cost is not just about the purchase price; it encompasses the total lifecycle cost of acquisition,
storage, handling, consumption, and waste. Efficient management and control of material costs have a direct

impact on the overall profitability of the business.

1.3.2 Labour Cost

Labour cost represents the cost incurred on human effort in the production and support of goods and services.
It is one of the most significant elements in cost accounting, particularly in labor-intensive industries. Labour
costs are classified into direct labour cost and indirect labour cost, and both need to be carefully measured,

recorded, and controlled.

Direct Labour Cost refers to wages and salaries paid to workers who are directly involved in the production

process. Their efforts can be specifically traced to the creation of a particular product or execution of a
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service. For example, in an automobile factory, the wages of assembly line workers are direct labour costs.

These costs are charged directly to the job or product for which the work is done.

Indirect Labour Cost includes wages and salaries paid to employees who do not directly contribute to the
product but are essential to the process. Examples include supervisors, maintenance staff, and quality control
personnel. These costs form part of the overheads and are apportioned to cost centers based on suitable criteria

such as time spent, headcount, or departmental output.
Labour costs are influenced by various factors:

o Wage Structures: The design of wage systems, whether time-based, piece-rate, or incentive-based,
affects labour costs significantly. Time-based wages provide income security but may not always
encourage productivity. Incentive systems like bonuses, commissions, or profit-sharing encourage

efficiency but need close supervision.

e Labour Productivity: Efficient use of human resources enhances productivity and reduces per-unit

labour costs. This involves proper training, supervision, and motivation.

e Overtime and Idle Time: Overtime work typically attracts a premium pay rate, increasing labour
cost. Idle time, whether normal (routine maintenance) or abnormal (machine breakdowns), represents
non-productive time and adds to the cost without any output. These need to be minimized through

effective planning and scheduling.

e Labour Turnover: High turnover leads to recruitment and training costs, decreased morale, and lower
productivity. Controlling attrition through better work conditions, career growth, and incentives helps

reduce labour cost in the long run.

o Statutory Obligations and Benefits: Labour cost includes not only direct wages but also employer
contributions to provident fund, employee insurance, gratuity, paid leaves, and other social security

benefits mandated by law.

Labour cost accounting requires accurate time-keeping and payroll systems. Tools such as time sheets, job
cards, and biometric attendance systems are used to monitor employee working hours and allocate costs

accordingly. In job costing environments, proper time booking ensures accurate cost allocation to each job.

With increasing automation, the role of labour in cost structures is evolving, but human capital remains vital,
particularly in services, skilled manufacturing, and creative sectors. Therefore, cost accounting systems must

balance efficiency with fairness and legal compliance when dealing with labour cost data.
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Moreover, standard labour costing and labour efficiency variance calculations are essential tools for
performance evaluation. These allow organizations to compare expected and actual labour inputs and take

corrective actions as needed.

Efficient management of labour cost not only reduces operational expenses but also improves product quality,

delivery timelines, and customer satisfaction—all of which are key to business competitiveness.

1.3.3 Expenses

In cost accounting, the term expenses refers to all costs incurred by a business that are not directly categorized
under material or labour. These are typically indirect in nature and include a wide range of overheads and
support costs necessary for the day-to-day functioning of the organization. Expenses may be classified further

into direct expenses and indirect expenses, depending on their traceability to a cost unit or cost center.

Direct Expenses (also known as chargeable expenses) are those costs that can be directly traced and assigned
to a specific job, process, or cost unit. Examples include the cost of hiring special equipment for a one-time
project, royalties paid on a per-unit basis, subcontracting charges, or fees paid to a specialist for a particular

assignment. These expenses are directly added to the prime cost, along with direct materials and direct labour.

Indirect Expenses refer to all expenses that are necessary for the business but cannot be directly associated
with a specific product or service. These include rent, utilities, insurance, administrative salaries, depreciation
of buildings and equipment, office supplies, advertising, and communication costs. Indirect expenses are

generally grouped into overheads and are further classified into:

e Factory Overheads: Include expenses incurred in the production area such as factory rent, supervisor

salaries, and machinery depreciation.

o Administrative Overheads: Relate to the general management of the business such as office rent,

clerical staff salaries, audit fees, and stationery.

e Selling and Distribution Overheads: These are incurred to promote and deliver the product to the

customer. They include advertising, sales commissions, transportation, packaging, and warehousing.

Accurate classification and apportionment of indirect expenses are essential to determine the full cost of
production or service delivery. The allocation is done using various bases such as floor area (for rent),

headcount (for administrative salaries), or sales volume (for distribution costs).

Managing expenses requires tight control mechanisms, including:
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o Budgetary Control: Predetermined budgets are prepared, and actual expenses are monitored regularly

against these benchmarks.

e Variance Analysis: Any significant deviation between actual and standard/budgeted expenses is

analyzed to determine the cause and initiate corrective action.

o Cost Allocation Systems: Methods like absorption costing, activity-based costing (ABC), or marginal

costing help in distributing expenses accurately across products or services.

Additionally, technology costs have become a significant component of modern business expenses. Software
subscriptions, data security systems, and IT infrastructure require special attention in cost accounting,

particularly in knowledge-based industries.

One of the challenges in expense accounting is the subjective nature of allocation. Since indirect expenses
often support multiple cost centers, choosing the right basis of apportionment is critical to ensure fairness and

accuracy. Arbitrary or inconsistent allocation can lead to distorted cost figures and poor decision-making.

Expenses are an unavoidable part of doing business, but their visibility and control determine how
competitive and financially sustainable an organization remains. By identifying high-cost areas, eliminating
waste, and implementing cost-saving measures, businesses can achieve better control over their expense

structures and improve profitability.

“Activity: Cost Elements Breakdown Exercise"

Choose any one product or service familiar to you (e.g., a smartphone, packaged food item, or a hotel
room booking). Break down its total cost into the three natural cost elements: material cost, labour
cost, and other expenses. Provide a short explanation of each category, citing realistic examples.
Consider how each element impacts the pricing and profitability of the product or service. This
exercise will help you apply theoretical understanding to real-world scenarios and appreciate the role

of each cost element in managerial decision-making.

1.4 Cost Classification by Function

Cost classification by function refers to the categorization of costs based on the specific purpose or activity

they support within an organization. Unlike classification by nature, which focuses on what the cost is
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(materials, labour, expenses), functional classification focuses on why the cost is incurred. This system groups
costs into four main categories: production costs, administration costs, selling costs, and distribution
costs. This classification enables more precise cost control, aids in budgeting, and assists managers in
identifying how resources are consumed across different business functions. It also supports segment-wise

profitability analysis and managerial accountability.

1.4.1 Production Cost

Production cost, also referred to as manufacturing cost, is the total cost incurred to convert raw materials into
finished goods. It includes all direct and indirect costs related to the production process. The purpose of
identifying production costs is to determine the cost of goods manufactured (COGM), which is critical for

pricing, profitability analysis, and inventory valuation.

The main components of production cost include:

Direct Materials: These are the raw materials that become part of the final product and can be directly

traced to it. For example, in furniture manufacturing, wood and nails are direct materials.

e Direct Labour: This includes wages paid to workers directly involved in the production process. It
covers assembly line workers, machinists, and technicians whose output is identifiable in the final

product.

o Direct Expenses: These are costs that can be specifically assigned to a particular production job, such

as royalty on product design or special tools used for a job.

o Factory Overheads: These include all indirect costs related to production such as depreciation on
factory equipment, factory rent, power, maintenance of production machinery, and salaries of

SUpervisors.

Production costs are accumulated through cost centers associated with manufacturing activities and are
usually analyzed through cost sheets or process cost reports. The allocation of indirect costs is done based on

rational cost drivers like machine hours or labor hours.

Functional classification within production costs also enables analysis by process, job, or batch, depending
on the type of production. For example, in process costing, the cost incurred at each production stage is

accumulated separately.

Production costs are affected by several internal and external factors:
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e Production Volume: Higher volume spreads fixed costs over more units, reducing per-unit cost.
o Capacity Utilization: Underutilization of resources increases per-unit production cost.

o Technology and Automation: Advanced machinery can reduce labour cost but may increase

depreciation and maintenance expenses.
e Quality Control: Rework and wastage due to poor quality increase total production cost.

An efficient production system ensures that production costs are minimized without compromising on quality.

This, in turn, supports pricing competitiveness and profit maximization.

1.4.2 Administration Cost

Administration cost refers to the expenses incurred in directing, managing, and controlling an organization.
These costs are necessary for the overall governance of business operations but are not directly tied to
production, selling, or distribution activities. Administration costs are considered part of the organization’s

overheads and are typically treated as fixed costs, although some variable elements may exist.
The main components of administration cost include:

o Salaries and Wages: This covers managerial and clerical staff who are not involved in production or

sales functions. Examples include executives, finance officers, and human resource managers.

o Office Rent and Utilities: Costs associated with maintaining the administrative office, including

electricity, water, and internet services.

o Office Supplies: Stationery, printing materials, computer peripherals, and other consumables used in

administrative tasks.

o Depreciation: This applies to office furniture, computers, and office buildings used for general

administrative purposes.
o Professional Fees: Payments made to consultants, auditors, legal advisors, and other external experts.

Administration costs are typically indirect in nature and are allocated to cost centers or cost units using
logical bases such as number of employees, floor area occupied, or value of output. Although not directly tied
to revenue generation, these costs are essential for strategic planning, policy formulation, and internal

controls.

Key features of administration cost include:
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o Non-Productive in Nature: These costs do not result in physical output but support organizational

functioning.

o Stable and Predictable: Since many administrative expenses are fixed (e.g., salaries, rent), they tend

to be stable and easier to forecast.

o Difficult to Control in the Short Term: As many administrative functions are essential, cutting costs

often requires structural changes or process re-engineering.

Effective management of administrative costs involves budgetary controls, staff productivity analysis, and
review of support functions. Tools such as zero-based budgeting (ZBB) are often used to justify each

administrative cost afresh each budget cycle.

In modern organizations, automation and digitization of administrative processes—Ilike payroll, procurement,
and HR management—are key to reducing administrative overheads. Additionally, shared service centers and

outsourcing of non-core functions are common strategies for minimizing these costs.

Though often considered a non-value-adding cost, administration costs support the strategic and operational

backbone of the organization and must be planned and monitored with discipline.

1.4.3 Selling Cost

Selling cost comprises all expenses incurred to promote, market, and sell the company’s products or services.
These are critical for generating revenue and include both direct and indirect costs associated with advertising,
sales personnel, promotional campaigns, and customer outreach. Selling costs begin from the point the

product is ready for sale and continue until the order is confirmed.
Key components of selling cost include:

e Advertising and Promotion: These are costs incurred in marketing campaigns, digital advertising,

print media, and promotional materials such as brochures, banners, and displays.

e Salaries and Commissions: Compensation paid to the sales team, including incentives, commissions,

and performance bonuses.

e Sales Office Expenses: This includes rent, utilities, supplies, and administrative expenses specific to

the sales department.
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o Market Research: Expenses related to studying market trends, consumer behavior, competitor

analysis, and launching new products.

e Customer Relationship Management (CRM): Costs involved in managing customer databases,

support services, loyalty programs, and customer satisfaction surveys.

Selling costs can be fixed or variable. For example, advertising campaigns are usually fixed for a period,
while sales commissions vary with sales volume. These costs are vital for business growth and market

penetration but must be aligned with performance to ensure profitability.
The classification of selling costs can further be broken down into:

o Pre-Sales Expenses: Costs incurred in generating leads, creating awareness, and promoting the

product.

o Sales Execution Expenses: Costs involved during the selling process, including sales visits,

demonstrations, and negotiations.
o Post-Sales Support: Costs related to warranty services, installation, and after-sales communication.
The effectiveness of selling expenses is often evaluated using key performance indicators (KPIs) like:
e Cost per lead
e Conversion rate
o Sales growth vs. selling cost growth
e Customer acquisition cost

Selling costs can be controlled through targeted marketing strategies, digital campaigns (which are often more
cost-effective), and efficient sales force management. The emergence of data analytics in sales allows

companies to assess the ROI of each campaign and reallocate budgets accordingly.

While selling costs are essential, excessive spending without results can lead to financial stress. Therefore,

continuous analysis, cost-benefit evaluation, and alignment with business strategy are critical.

1.4.4 Distribution Cost

Distribution cost, also known as delivery or logistics cost, includes all expenses related to the physical transfer

of goods from the point of production to the end customer. This cost arises after the sale is completed and
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continues until the product reaches the buyer. In industries where delivery speed, product condition, or

customer experience is important, distribution costs form a significant portion of the total cost structure.
Major components of distribution cost include:
e Transportation Charges: Freight, fuel, and vehicle maintenance costs involved in shipping goods.

o Warehousing: Rent and utilities of storage facilities, security, inventory handling, and storage

equipment.

o Packaging and Labeling: Materials and labor involved in packing goods for delivery, including

custom packaging for fragile or premium products.

o Handling Charges: Loading, unloading, and internal movement costs within warehouses or

distribution centers.
o Insurance: Costs of insuring goods against damage, loss, or theft during transit.

e Order Processing: Costs associated with billing, documentation, dispatch, and coordination of

delivery schedules.

Distribution costs vary with factors such as distance, weight, delivery urgency, and geographical dispersion of
customers. For example, a company distributing goods across multiple countries will incur higher costs

compared to a local distributor.
Distribution costs can be classified into:
o Primary Distribution Costs: From the factory to the central warehouse.
e Secondary Distribution Costs: From the warehouse to individual retail outlets or customers.

Efficient distribution systems are essential for maintaining customer satisfaction and ensuring timely delivery.
Poor distribution leads to delayed shipments, increased returns, and dissatisfied customers—all of which

ultimately increase costs.
Cost management strategies in distribution include:
e Route Optimization: Using software to plan the most fuel-efficient and time-saving delivery routes.

e Inventory Optimization: Reducing storage costs through just-in-time (JIT) delivery and demand

forecasting.
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o Third-Party Logistics (3PL): Outsourcing distribution to specialized logistics providers to leverage

economies of scale.

With the growth of e-commerce and global trade, distribution costs are becoming a strategic function. Real-
time tracking, automated warehouses, and integrated supply chain management are shaping the future of cost-

efficient distribution.

Managing distribution cost is not just about reducing expenses—it’s about enhancing customer experience,

improving operational agility, and supporting long-term growth.

Knowledge Check 1

Choose Correct Options:

1. Which cost is incurred in converting raw materials into finished goods?
a. Selling cost

b. Production cost

c. Administration cost

d. Distribution cost

2. Rent of the office building is an example of:
a. Production cost

b. Selling cost

c. Distribution cost

d. Administration cost

3. Which of the following is part of selling cost?
a. Quality control

b. Advertising

c. Machine depreciation

d. Audit fees

4. Delivery charges are classified as:
a. Selling cost

b. Administration cost
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c¢. Distribution cost

d. Labour cost

5. Market research expenses fall under:
a. Selling cost

b. Distribution cost

c. Production cost

d. Material cost

1.5 Cost Classification by Behaviour

Cost classification by behaviour refers to the way in which costs respond to changes in the level of business
activity, such as production volume, sales, or service output. Understanding cost behaviour is fundamental to
managerial decision-making, especially in areas like budgeting, break-even analysis, cost control, and
financial forecasting. The three primary behavioural categories of costs are fixed costs, variable costs, and
semi-variable costs. Each behaves differently in response to changes in activity levels and plays a distinct

role in determining cost structure, profitability, and operational flexibility.

1.5.1 Fixed Costs (with examples)

Fixed costs are expenses that remain unchanged in total amount irrespective of changes in the level of activity
within a certain relevant range. These costs are time-based rather than activity-based and must be incurred
regardless of whether the company is operating at full capacity, partial capacity, or even idle (to a reasonable

extent).

For example, if a company rents a manufacturing facility for ¥50,000 per month, this rent must be paid
whether the factory produces 100 units, 1,000 units, or none at all. Fixed costs do not vary with output volume
in the short term, though per unit fixed cost will decline as production increases. This is a key principle behind

economies of scale.
Common examples of fixed costs include:

e Rent and Lease Payments: For buildings, machinery, or vehicles that are used over a long term.
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Depreciation on Fixed Assets: Based on straight-line method, depreciation is constant over time

regardless of usage.

o Salaries of Permanent Staff: Managerial and administrative personnel often receive fixed monthly

salaries that do not vary with output.
e Insurance Premiums: These are paid periodically and remain constant regardless of business activity.
o Interest on Loans: Unless structured as variable-rate loans, interest expenses are fixed obligations.

Fixed costs are critical in financial planning because they represent the baseline level of expenses that must be
covered even when business activity is low. They also influence the break-even point, since higher fixed

costs require a higher volume of sales to reach profitability.

However, fixed costs are not fixed forever. Over a longer time horizon or with strategic decisions (such as
lease termination, automation, or restructuring), fixed costs can be altered. Additionally, the relevant range
must be considered. Beyond certain levels of output, even fixed costs may increase (e.g., needing to lease a

second factory if production exceeds capacity).
From a managerial perspective, fixed costs can be:

e Committed Fixed Costs: These are long-term and cannot be changed easily (e.g., lease agreements,

investments in machinery).

o Discretionary Fixed Costs: These can be adjusted or eliminated with managerial decisions, such as

advertising budgets or executive training programs.

Understanding and managing fixed costs is essential for long-term financial stability. While they provide
operational stability and predictability, they also increase financial risk during periods of low demand or sales

downturns. Businesses must balance the need for fixed infrastructure and flexibility in cost structures.

1.5.2 Variable Costs (with examples)

Variable costs are those costs that change directly and proportionately with changes in the level of business
activity. In other words, as output increases, total variable cost increases; as output decreases, total variable
cost decreases. However, per unit variable cost typically remains constant, regardless of the volume of

production.
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For instance, if a company produces pens, and the ink used in each pen costs %2, then the total ink cost will be
32,000 for 1,000 pens, 24,000 for 2,000 pens, and so on. The cost per unit (22) remains the same, but the total

cost changes in line with the production quantity.
Typical examples of variable costs include:

e Direct Materials: Raw materials used in production, such as fabric for garments, steel for tools, or

flour in a bakery.
e Direct Labour (in piece-rate systems): Wages paid to workers based on units produced.
e Sales Commissions: Paid as a percentage of sales revenue or number of units sold.
o Packing and Shipping Costs: Often vary with the number of units sold or weight shipped.
e Fuel and Utility Usage in Production: When usage increases with higher levels of output.

Variable costs are directly linked to the concept of marginal cost, which refers to the cost of producing one
additional unit of output. This is crucial in decision-making, especially in cost-volume-profit (CVP) analysis

and contribution margin calculations.
Key features of variable costs include:

e Direct Relationship with Activity: The higher the level of production or sales, the higher the total

variable cost.

o Predictability: Because variable costs follow a linear pattern, they are relatively easy to forecast for

budgeting purposes.

e Operational Flexibility: Unlike fixed costs, variable costs are incurred only when there is activity,

making them advantageous during downturns.

o Impact on Profitability: Lowering variable cost per unit (e.g., through bulk purchasing discounts or

process efficiency) directly improves profit margins.

Variable costs are particularly relevant in short-term decision-making. For instance, a company might take on
a special order at a reduced price if it covers variable costs and contributes something to fixed costs and profit.

This is known as contribution analysis.

However, it is important to recognize that not all variable costs are perfectly linear. At very high volumes,

costs like overtime labour or material shortages may increase the per unit cost. Similarly, quantity discounts or
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better efficiencies may reduce per unit variable costs as production increases. Thus, while the assumption of

linearity holds within the relevant range, actual cost behaviour may differ slightly at extreme ends.

Understanding variable costs allows managers to control them more effectively, especially when responding

to market demand, pricing pressure, or changes in production scale.

1.5.3 Semi-variable Costs (with examples)

Semi-variable costs, also known as mixed costs, contain both fixed and variable components. These costs do
not remain strictly constant like fixed costs, nor do they vary in direct proportion to activity like variable
costs. Instead, they exhibit characteristics of both—remaining fixed up to a certain level of activity, and then

increasing incrementally as activity increases.

A classic example of a semi-variable cost is a telephone bill. It typically includes a fixed monthly rental
charge plus variable charges based on call duration or data usage. Similarly, electricity costs in a
manufacturing unit may include a minimum fixed charge and an additional cost based on units consumed

during production.
Other examples include:

o Salaries plus Commission: A sales executive may receive a fixed base salary (fixed) and a percentage

of sales (variable).

o Maintenance Contracts: A basic service charge is fixed, while charges for extra service calls or

repairs vary with usage.

e Machine Maintenance and Repairs: Regular maintenance might have a fixed cost, but usage-based

wear and tear increases cost variably.

e Delivery Costs: A fixed lease cost for delivery vans plus variable fuel and driver wages depending on

distance traveled.

Semi-variable costs are particularly important for budgeting and planning because they complicate the
prediction of total cost at different levels of activity. Managers must understand the cost behavior pattern to

allocate resources accurately and anticipate how costs will respond to business growth or decline.

These costs are typically analyzed by segregating the fixed and variable elements using various methods

such as:
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o High-Low Method: Compares the highest and lowest activity levels and their corresponding total

costs to estimate fixed and variable components.

o Least Squares Method: Uses regression analysis to statistically determine the relationship between

cost and activity.

o Graphical Method: Plots total cost against activity level to visually estimate the fixed and variable

components.

Understanding semi-variable costs helps in more accurate break-even analysis, especially when cost
structures are complex. For example, a company that incurs a semi-variable service cost must determine how
much of the cost is unavoidable (fixed) and how much is activity-driven (variable) to calculate contribution

margin and profit forecasts.

These costs also pose challenges in cost control. Since the variable portion may fluctuate due to inefficiencies
or changes in demand, continuous monitoring is essential. Strategic measures such as outsourcing,

automation, or re-negotiating contracts can help manage semi-variable costs more effectively.

Moreover, in service industries, many operational costs are semi-variable due to a blend of salaried staff
(fixed) and contract or performance-based staff (variable). This makes the management of semi-variable costs

essential for financial agility.

In summary, semi-variable costs offer flexibility but require sophisticated analysis for effective planning and
control. Their dual nature means they must be evaluated carefully when making pricing, expansion, or

outsourcing decisions.

1.6 Cost Classification by Controllability

Cost classification by controllability is a critical analytical approach in cost accounting that focuses on
identifying which costs can be influenced or regulated by specific levels of management within a given time
frame. This classification does not depend on the type, nature, or behavior of the cost but rather on the degree
of authority and decision-making power held by a manager or department over those costs. Costs are divided
into two primary categories: controllable and uncontrollable. This approach plays a central role in
responsibility accounting, performance measurement, and internal budgeting systems. By assigning
accountability based on what managers can reasonably influence, organizations are able to evaluate
performance more fairly and develop targeted cost control mechanisms. It also helps avoid the misallocation

of responsibility, especially in complex structures where centralized decisions can impact cost centers not
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directly involved in those decisions. Controllability is not static—it varies depending on the level of
management, organizational structure, and time horizon considered. A cost that is controllable at one level

may be uncontrollable at another, and certain costs can shift between categories over time.

1.6.1 Controllable Costs

Controllable costs are those costs that can be influenced, managed, or altered by a specific individual,
department, or level of management within a given period. These are typically costs associated with
operational activities and fall under the direct authority of the manager responsible for the function. Managers
are expected to take decisions and implement actions that keep these costs within predefined limits, thereby
contributing to operational efficiency and cost-effectiveness. For example, a production manager can control
the amount of raw material consumed, the labor hours utilized, or the extent of overtime authorized. Similarly,
a sales manager can influence travel costs, client entertainment expenses, and promotional spending within

their team. These types of expenses are closely tied to managerial discretion and day-to-day decision-making.

Controllable costs are significant for budgeting and performance appraisal because they provide a fair basis
for evaluating the efficiency of managers. A well-designed performance system should include only those
costs that are within a manager’s control, ensuring that they are neither unfairly penalized nor incorrectly
rewarded. A few typical examples of controllable costs include direct materials usage, direct labor hours,
department-specific utilities, routine maintenance, travel expenses, training programs initiated by the
department, and any discretionary expenses like marketing events or office improvements approved at the

managerial level.

It is important to note that the degree of controllability often depends on the organizational level. For instance,
a department head may not have control over supplier selection or procurement pricing, which are centralized
decisions, but may still control how efficiently materials are used once delivered. Furthermore, time is a
critical factor in determining controllability. Costs that are fixed in the short term, such as lease payments or
insurance, might become controllable in the long term if management decides to relocate or renegotiate

contracts.

From an organizational perspective, identifying controllable costs is essential for implementing effective cost
control systems. Managers are motivated to reduce or optimize these costs because they are held accountable
for them. This leads to improved budget adherence, waste reduction, and resource efficiency. However, for the

system to work effectively, managers must be given adequate authority, autonomy, and information. They
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should also be supported with timely reports showing actual costs compared to budgeted figures, along with

variance explanations.

Controllability must also be viewed in a dynamic context. In times of organizational restructuring,
decentralization, or expansion, the boundaries of cost control may shift. Managers may gain or lose authority
over certain expenses, and the cost classification must be revisited accordingly. Thus, the classification of
costs as controllable is not merely a theoretical exercise but a practical management tool that facilitates

accountability, encourages efficiency, and enhances organizational transparency.

1.6.2 Uncontrollable Costs

Uncontrollable costs are those costs over which a specific individual or level of management does not have
the authority to influence, regulate, or change within the relevant decision-making time frame. These costs are
incurred due to organizational policies, strategic decisions taken at higher levels, or external factors such as
regulatory requirements, economic conditions, and contractual obligations. While these costs may be essential
and justified, they fall outside the scope of day-to-day managerial control at lower or intermediate levels, and

as such, they should not be included in the performance evaluation of those managers.

For example, the depreciation of a centrally owned corporate office building is an uncontrollable cost for
departmental managers who occupy that space. They cannot influence the cost method or asset value, and yet
they may bear a portion of the allocated depreciation in their department’s expense reports. Similarly, interest
on loans taken by the finance department, corporate-level advertising, legal compliance costs, executive
bonuses decided by the board, or taxes imposed by government authorities are all costs that departments often

have no control over but may be charged with under conventional accounting systems.

A common issue with uncontrollable costs is that they are frequently allocated to departments using arbitrary
bases—such as square footage for rent or number of employees for IT support—even though the benefit
derived may not be proportional. While these allocations are necessary for full cost absorption and pricing
purposes, they can distort managerial performance evaluations if not properly distinguished. For this reason,
advanced organizations often separate controllable and uncontrollable costs in internal reports, ensuring that

only the former are linked to responsibility centers.

It is also important to understand that uncontrollable costs may differ depending on perspective. What is
uncontrollable for a departmental supervisor might be controllable for a division manager or senior executive.
For example, while the maintenance costs of a building might be uncontrollable for department heads

occupying the space, the facilities manager may have full control over those costs. Therefore, the
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classification of costs as uncontrollable must be made relative to the authority and scope of each managerial

level.

Another dimension to consider is the time frame. Costs that are fixed or uncontrollable in the short term may
become controllable in the long run. Lease agreements, outsourcing contracts, or hiring policies may be
locked in for a year but could be changed in the following cycle. Therefore, strategic decisions can alter the

controllability of certain costs over time.

Organizations need to carefully manage uncontrollable costs not just through efficient allocation, but also
through negotiation, policy formulation, and strategic planning. For example, renegotiating lease terms,
consolidating vendors, or automating compliance processes can reduce uncontrollable costs over time. Top
management should regularly review such expenses and implement cost containment strategies without

disrupting operations.

In the context of managerial evaluation, excluding uncontrollable costs from performance reports helps
maintain fairness and improves morale. Managers are more likely to engage in cost-saving behavior when
they believe they are being judged on factors within their control. Conversely, holding them accountable for
uncontrollable costs can result in disengagement, blame-shifting, and lack of ownership. Therefore, a well-
structured responsibility accounting system should clearly distinguish between controllable and uncontrollable

costs, assign responsibility accordingly, and provide transparency across the organization.
1.7 Summary

1. Cost accounting is a branch of accounting that deals with the collection, classification, and analysis of cost

data to support internal decision-making.

2. Cost centers are specific locations, departments, or persons where costs are incurred and recorded for

control and performance evaluation.

3. Cost units are the units of measurement used to express and calculate the cost of goods or services

produced.

4. Costs can be classified by nature into material cost, labour cost, and expenses—each contributing to the

total cost structure differently.

5. Functional classification divides costs into production, administration, selling, and distribution, depending

on their purpose in the business.
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6. Behavioural classification segments costs into fixed, variable, and semi-variable, depending on how they
react to changes in output.

7. Fixed costs remain constant irrespective of output, while variable costs change proportionally with activity

levels.

8. Semi-variable costs contain both fixed and variable components and require analysis to separate the two

parts for budgeting.

9. Controllability classification helps identify which costs managers can influence and control within their

roles and time frames.

10. Controllable costs include items like direct materials or overtime, while uncontrollable costs include

depreciation or corporate allocations.

11. Functional and behavioural cost classifications support various managerial decisions including budgeting,

pricing, and cost control.

12. A sound understanding of cost classification enables accurate financial planning, efficiency analysis, and

managerial accountability.

1.8 Key Terms

1. Cost Accounting — A system for collecting, analyzing, and controlling costs to support internal business

decisions.
2. Cost Center — A segment or unit of an organization where costs are incurred and monitored.
3. Cost Unit — A unit of product or service for which cost is measured, such as per kg, per km, or per unit.
4. Direct Cost — Costs that can be directly traced to a specific product, job, or process.
5. Indirect Cost — Costs not directly traceable to a single product, often part of overheads.
6. Fixed Cost — Costs that remain unchanged with changes in the level of output within a relevant range.
7. Variable Cost — Costs that vary in direct proportion to the level of production or activity.
8. Semi-variable Cost — Costs having both fixed and variable components, such as telephone bills.

9. Controllable Cost — Costs that can be influenced or managed by a specific level of management.
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10. Uncontrollable Cost — Costs that cannot be altered or managed by an individual or department within a

defined period.

11. Production Cost — Total cost incurred in the process of manufacturing goods.

12. Selling Cost — Expenses incurred in promoting and selling the product or service.

1.9 Descriptive Questions

1.

Define cost accounting. Discuss its objectives and significance in modern business operations.

Explain the concept of cost centers and cost units with suitable examples from the manufacturing and

service sectors.

Describe the classification of costs by nature. How are material, labour, and expenses treated in cost

accounting?
Differentiate between fixed, variable, and semi-variable costs. Provide practical examples for each.

Explain cost classification based on function. How do production, administration, selling, and distribution

costs differ?

Discuss the relevance of controllable and uncontrollable costs in responsibility accounting.

. Describe how cost classification assists in managerial decision-making and strategic planning.

. Highlight the difference between direct and indirect costs. How are they treated in product costing?
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Answers to Knowledge Check

Knowledge Check 1
1. b. Production cost
2. d. Administration cost

3. b. Advertising

b

c. Distribution cost

9]

a. Selling cost
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1.11 Case Study:

Cost Control in Action at Galaxy Furniture Ltd.

Background

Galaxy Furniture Ltd. is a mid-sized manufacturing firm located in Coimbatore, India, specializing in
office and modular furniture. Over the last five years, the company has experienced consistent growth
in orders from both domestic and corporate customers. However, despite increased sales volume, the
company’s profit margins have declined steadily. Concerned by this trend, the senior management
decided to conduct a detailed cost analysis to identify the areas of inefficiency and implement

corrective measures.

The finance department initiated a cost audit and categorized all costs by nature, function, behavior,
and controllability. Several departments, including production, purchasing, and sales, were asked to
provide cost data for the last financial year. The analysis revealed several important cost-related

patterns that prompted immediate action.

Findings
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1. Material Waste and Inventory Mismanagement: The cost of direct materials had increased
by 18% year-on-year. Upon investigation, it was found that high wastage rates and
overstocking were common in the raw materials store. Several items were either expired or

unused for over six months.

2. Uncontrolled Overhead Allocation: Departments were being charged uniformly for indirect
overheads like IT support, building depreciation, and administrative salaries, irrespective of

their actual resource usage.

3. Semi-variable Costs Misclassified: Electricity bills, machine maintenance, and transportation
were being treated as fixed costs, which distorted the budget and prevented accurate cost

control.

4. Lack of Managerial Accountability: Departmental managers were being evaluated based on
total department expenses, including uncontrollable costs, leading to unfair assessments and

reduced motivation to control what they could.

Problem Statements

1. How should Galaxy Furniture classify and manage material costs to minimize waste and

improve cost efficiency?

2. What approach can be adopted to ensure overheads are allocated fairly and accurately to

different departments?

3. How should semi-variable and uncontrollable costs be treated in budgeting and performance

evaluation to improve accountability?

Solutions

Problem 1 Solution: Material costs should be classified into direct and indirect components and
managed using scientific inventory techniques such as Economic Order Quantity (EOQ), ABC
analysis, and Just-in-Time (JIT) inventory systems. Material requisition and consumption must be
monitored through proper documentation, and staff should be trained to reduce waste. A monthly

material variance report should be introduced to analyze deviations from standard usage.
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Problem 2 Solution: Overheads should be allocated based on logical and activity-based cost drivers
rather than flat percentages. The company should implement an Activity-Based Costing (ABC) system
where departments are charged according to their actual consumption of resources such as IT support
hours, workspace area, or number of service requests. This will lead to more accurate product costing

and motivate departments to use resources efficiently.

Problem 3 Solution: Semi-variable costs should be broken down into fixed and variable elements
using the High-Low method or regression analysis. Budgeting should reflect this split, allowing
managers to control the variable portion. Uncontrollable costs should be excluded from departmental
performance evaluations. Instead, only controllable costs such as overtime, utility usage, and
procurement efficiency should be used for performance reviews. Responsibility reports must clearly

distinguish between controllable and uncontrollable items.

Reflective Questions
1. Why is it important to classify costs by behaviour before creating departmental budgets?
2. How does the misallocation of overheads affect decision-making in pricing and profitability?

3. What are the risks of evaluating departmental managers based on total costs without separating

controllable and uncontrollable elements?

4. In what ways can cost classification improve communication between finance and operations

teams?

5. Should semi-variable costs always be split into fixed and variable components? Why or why

not?

Conclusion

The case of Galaxy Furniture Ltd. illustrates how poor cost classification and misaligned responsibility
structures can erode profitability despite increasing sales. By reclassifying costs appropriately and
aligning accountability with controllability, the company can improve managerial efficiency, enhance

operational transparency, and recover lost margins. Cost accounting, when applied systematically and
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contextually, acts not merely as a record-keeping tool but as a vital strategic asset for long-term

sustainability and competitiveness.
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Unit 2 Cost Ascertainment and the Cost Sheet

Learning Objectives

1. Define the concept of cost ascertainment and explain its importance in cost accounting.
2. Differentiate between various elements of cost (material, labour, overheads).

3. Classify costs into direct and indirect categories for accurate cost analysis.

4. Prepare a structured Cost Sheet showing prime cost, factory cost, cost of production, and cost of sales.
5. Illustrate the flow of costs through different stages of production using a cost sheet.

6. Apply cost ascertainment techniques to determine unit cost and total cost of a product.
7. Analyze variances between estimated costs and actual costs for decision-making.

8. [Evaluate the role of cost sheets in pricing, budgeting, and managerial decision-making.
9. Develop problem-solving skills by preparing cost sheets from given data sets.
Content

2.1 Introduction to the Cost Sheet

2.2 Cost Sheet — Basic Format

2.3 Preparation of Cost Sheet — Basic Problems

2.4  Preparation of Cost Sheet — Advanced Problems

2.5 Summary

2.6 Key Terms

2.7 Descriptive Questions

2.8  References

2.9 Case Study
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2.0 Introductory Caselet

“Costing Dilemma at Sunrise Manufacturing Ltd.”

Sunrise Manufacturing Ltd., a medium-sized enterprise located in a semi-urban region, specializes in
manufacturing wooden furniture such as chairs, tables, and cupboards. The company has built a reputation for
sturdy and stylish furniture but now faces growing competition from both local carpenters and large-scale

manufacturers who produce at lower costs.

In recent months, sales volume has remained steady, yet profit margins have consistently declined. The
Managing Director is concerned that the company’s pricing strategy may be flawed. Upon investigation, it
was discovered that Sunrise Manufacturing does not follow a systematic method of cost ascertainment. Prices

have been largely set by estimating the expenses informally and aligning them with competitor prices.

For example, the company regularly purchases wood, varnish, and nails (direct materials), employs carpenters
and polishers (direct labour), and incurs indirect costs such as factory electricity, machine depreciation, and
administrative expenses. However, these costs are not recorded or classified properly, which makes it difficult

to determine the true cost per unit.

The Finance Manager emphasized the importance of preparing a detailed cost sheet. A cost sheet would not
only help in identifying the prime cost, factory cost, cost of production, and cost of sales but would also
highlight the cost behaviour and enable better pricing decisions. It would also allow management to compare

estimated costs with actual costs, identify inefficiencies, and control overheads.

The Board of Directors has now directed the Accounts Department to prepare a cost sheet for the last quarter’s
operations. The expectation is that the cost sheet will provide a clearer picture of unit cost, help determine a

competitive selling price, and serve as a tool for long-term strategic planning.

Sample Cost Sheet (Illustration with Assumed Data)

Cost Sheet of Sunrise Manufacturing Ltd. for the Quarter Ending 30th June 2023

Particulars Amount (%)

Direct Material Consumed 4,50,000
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Particulars Amount (%)
Direct Labour 2,00,000
Prime Cost 6,50,000
Add: Factory Overheads (e.g., electricity, depreciation) | 1,50,000
Factory Cost (Works Cost) 8,00,000
Add: Administration Overheads 1,00,000
Cost of Production 9,00,000
Add: Selling & Distribution Overheads 50,000
Cost of Sales 9,50,000
Add: Profit (20% of cost) 1,90,000
Sales (Revenue) 11,40,000

Unit Cost (assuming 1,000 units produced) =39,50,000 + 1,000 =950 per unit

Critical Thinking Questions

1. If Sunrise Manufacturing Ltd. had previously been selling each unit at 3900, what risks might it face

when the true cost per unit is revealed as 39507

2. How can the cost sheet help in identifying areas where costs can be reduced without compromising

product quality?

3. In a competitive market, should Sunrise focus more on reducing costs or on differentiating its furniture

to justify higher prices?
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2.1 Introduction to the Cost Sheet

A cost sheet is a structured statement that presents the various elements of cost incurred in producing a
product or service during a specific period. It provides a detailed classification of costs under different heads
such as direct materials, direct labour, and overheads, culminating in the total cost of production and cost of
sales. As a tool of cost accounting, the cost sheet helps managers determine unit cost, analyze cost

components, and make informed decisions related to pricing, budgeting, and cost control.

2.1.1 Meaning and Definition of Cost Sheet

The cost sheet can be defined as a statement that shows, in detail, the cost of materials, labour, and overheads
incurred in producing a product during a particular period. It serves as a systematic and scientific method of

cost ascertainment.
Meaning

The cost sheet is essentially a periodic report prepared by the cost accounting department, summarizing all
cost information. It is typically prepared monthly, quarterly, or annually, depending on the needs of
management. It not only reveals the total cost of production but also calculates the cost per unit, which is

crucial for price determination and performance evaluation.

The document is arranged in a step-by-step manner, beginning with prime cost (direct material, direct labour,
and direct expenses), then adding indirect costs (factory overheads, administrative overheads, selling and
distribution overheads), and finally arriving at the total cost of sales. When profit is added to this figure, the

sales value is obtained.
Authoritative Definitions

e  Wheldon defined the cost sheet as “a statement which shows the cost of material, labour, and

overheads, and the total cost of production as well as the cost per unit produced.”

o ICMA (Institute of Cost and Management Accountants) describes a cost sheet as “a statement

which provides for the assembly of the detailed cost of a cost center or cost unit.”
Characteristics of a Cost Sheet

1. Systematic Classification: It arranges costs in a logical manner, showing the flow from materials to

production to sales.
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2. Periodicity: Prepared for a specific time frame, ensuring relevance to current decision-making.

3. Analytical Nature: Goes beyond recording costs—it analyzes their distribution and relationship with

output.
4. Comparative Tool: Facilitates comparison between periods, departments, or products.
5. Decision-Oriented: Provides data in a form directly useful to management.
Example

Suppose a company manufactures 1,000 units of machinery at a total cost of 210,00,000. Without a cost sheet,
this figure is too broad. By preparing a cost sheet, the company can see that direct materials cost Z5,00,000,
direct labour 22,50,000, and overheads %2,50,000, which means the cost per unit is X1,000. This precise

knowledge enables management to fix a selling price that ensures profit.

Thus, the meaning of a cost sheet extends far beyond simple cost aggregation—it is an essential analytical

tool that transforms data into actionable managerial insights.

2.1.2 Purpose of Preparing a Cost Sheet

The cost sheet is prepared with the aim of providing reliable and comprehensive information to management
for effective cost control, pricing, and decision-making. Its purposes are both immediate (ascertainment of

cost) and strategic (planning and control).
Key Purposes

1. Ascertainment of Cost
The primary purpose of a cost sheet is to ascertain the cost of production and cost of sales. It provides
both total and per-unit cost, allowing managers to know precisely how much it costs to produce one

unit of output.

2. Pricing Decisions
Selling prices are often based on cost plus a margin of profit. Without accurate knowledge of cost per
unit, prices may be set either too high (leading to loss of sales) or too low (leading to losses). The cost

sheet provides the factual base for rational pricing decisions.

3. Cost Control and Reduction

The cost sheet breaks down expenses into specific elements. By comparing actual costs with standard
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or past costs, inefficiencies can be identified. For instance, if material wastage has increased, remedial

measures such as better quality control can be introduced.

4. Budgeting and Forecasting
Historical cost sheets provide valuable data for preparing budgets. For example, if labour cost per unit

has remained steady in the past, it can be projected for future production planning.

5. Decision-Making in Special Situations
Cost sheets help in decisions such as whether to accept an export order at a lower price, whether to

discontinue a product line, or whether to manufacture a component in-house or outsource it.

6. Performance Evaluation
Departments and managers can be assessed by comparing actual costs with estimated or budgeted

figures. The cost sheet thereby functions as a performance appraisal tool.

7. Statutory and Legal Purposes
In industries where prices are regulated (e.g., electricity, cement), companies may be required to

submit cost sheets to government authorities.

Example

Suppose a company producing steel pipes receives a bulk export order at a price lower than the domestic
selling price. The management is unsure whether to accept. By referring to the cost sheet, they determine that
the cost of production is X800 per unit, while the export offer is 850 per unit. Even though the margin is

small, it may be accepted because it contributes towards fixed costs and ensures better capacity utilization.

Thus, the cost sheet is not merely a cost statement but a decision-support system that serves diverse

managerial purposes.

2.1.3 Advantages and Limitations of Cost Sheets
Advantages

1. Clear Classification of Costs
By systematically arranging costs into direct and indirect components, the cost sheet eliminates

ambiguity and provides clarity.
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2. Price Determination
It facilitates scientific pricing by ensuring that selling prices are based on accurate cost data rather than

guesswork.

3. Cost Control
Variance analysis becomes possible by comparing estimated and actual costs. Management can

identify problem areas and reduce inefficiencies.

4. Budgeting Tool
Cost sheets act as the foundation for budgets. Past cost sheets reveal cost behaviour, making it possible

to predict future costs with reasonable accuracy.

5. Decision-Making Aid
Whether it is deciding on export orders, outsourcing, or product discontinuance, cost sheets provide

the factual base for rational decision-making.

6. Performance Evaluation

Departments and managers can be held accountable by comparing actual with estimated costs.

7. Stakeholder Confidence
Investors, creditors, and regulators may gain greater confidence in the organization’s financial

discipline when reliable cost data is available.
Limitations

1. Dependence on Accuracy of Data
The accuracy of a cost sheet depends entirely on the accuracy of the underlying records. Errors in

recording material or labour costs will distort the entire analysis.

2. Historical Nature
Cost sheets are usually prepared after the costs have been incurred, making them less effective in

rapidly changing environments where current prices may differ substantially.

3. Difficulty in Overhead Allocation
Allocating overheads fairly among multiple products is complex and can result in arbitrary

apportionments.

4. Not a Complete Decision-Making Tool
A cost sheet provides internal data but does not capture external factors such as competition, market

trends, or consumer demand.
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5. Preparation Effort
Preparing a detailed cost sheet requires significant effort, especially in companies with multiple

product lines and complex overhead structures.

6. Limited Relevance in Non-Manufacturing Industries
In service sectors like education or healthcare, cost sheets may be less adaptable compared to

manufacturing industries.

Thus, while cost sheets are immensely valuable, they should be supplemented by market analysis, financial

statements, and strategic insights for well-rounded decision-making.

2.1.4 Basic Concept and Structure

The basic concept of a cost sheet is to provide a structured and logical presentation of costs so that

management can see how resources are consumed at every stage of production and distribution.

Structure of a Cost Sheet

1. Direct Materials Consumed

Opening stock of raw materials plus purchases minus closing stock equals direct materials consumed.

2. Direct Labour

Wages paid to workers directly engaged in production.

3. Direct Expenses
Other costs directly attributable to production, such as royalties or special tool charges.

— Prime Cost = Direct Materials + Direct Labour + Direct Expenses

4. Factory Overheads
Indirect costs such as power, rent, factory supervisor’s salary. Added to prime cost to arrive at:

— Factory Cost (Works Cost)

5. Administration Overheads
General office and administration expenses. Added to factory cost to arrive at:

— Cost of Production
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6. Selling and Distribution Overheads

Expenses such as advertising, delivery, and sales staff salaries. Added to cost of production to arrive

at:

— Cost of Sales

7. Profit

Profit margin is added to cost of sales to determine:

— Sales Value

Specimen of a Basic Cost Sheet (Without Stock Adjustments)

Particulars Amount (%)
Opening Stock of Raw Materials 2,00,000
Add: Purchases 8,50,000
Less: Closing Stock of Raw Materials |(1,50,000)
Direct Materials Consumed 9,00,000
Add: Direct Labour 5,00,000
Add: Direct Expenses 50,000
Prime Cost 14,50,000
Add: Factory Overheads 3,00,000
Factory/Works Cost 17,50,000
Add: Administration Overheads 2,00,000
Cost of Production 19,50,000
Add: Selling & Distribution Overheads | 1,00,000
Cost of Sales 20,50,000
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Particulars Amount (%)
Add: Profit (25%) 5,12,500
Sales Value 25,62,500
Analytical Aspects

e Comparative Framework: Cost sheets allow comparison between periods, helping to identify cost

trends.

e Decision Support: The structure supports “what if” analysis—for example, the effect of increasing

output on unit costs.
e Flexibility: The structure can be adapted to batch costing, process costing, or job costing.

o Control Mechanism: Each stage of the structure allows managers to isolate inefficiencies.

Extended Illustration
Suppose a textile company produces 5,000 shirts. The cost sheet reveals:
e Direct materials: 310,00,000
e Direct labour: ¥5,00,000
e Factory overheads: %3,00,000
e Administration overheads: 32,00,000
e Selling overheads: X1,00,000

Thus, total cost of sales = 321,00,000
Cost per shirt =321,00,000 + 5,000 = %420
If the company desires a 25% profit margin, the selling price must be set at 525 per shirt.

The structured cost sheet not only calculates unit cost but also guides the company’s pricing strategy and

profit planning.
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Specimen of Cost Sheet with Stock Adjustments (WIP & Finished Goods)

In many cases, adjustments for Work-in-Progress (WIP) and Finished Goods stock are essential for

accurate costing.

Particulars Amount (%)
Opening Stock of Raw Materials 2,00,000
Add: Purchases 8,50,000

Less: Closing Stock of Raw Materials |(1,50,000)

Direct Materials Consumed 9,00,000
Add: Direct Labour 5,00,000
Add: Direct Expenses 50,000
Prime Cost 14,50,000
Add: Factory Overheads 3,00,000
Gross Factory Cost 17,50,000
Add: Opening Stock of WIP 1,00,000
Less: Closing Stock of WIP (80,000)
Net Factory (Works) Cost 17,70,000
Add: Administration Overheads 2,00,000
Cost of Production 19,70,000

Add: Opening Stock of Finished Goods| 75,000

Less: Closing Stock of Finished Goods |(95,000)

Cost of Goods Sold 19,50,000
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Particulars Amount (%)

Add: Selling & Distribution Overheads |1,00,000

Cost of Sales 20,50,000

Add: Profit (25% of Cost of Sales) 5,12,500

Sales Value

2.2 Cost Sheet — Basic Format

The cost sheet follows a structured format that enables managers to trace costs from the point of raw material
consumption to the final selling price of goods. It ensures that every stage of cost accumulation is presented
logically and sequentially. The cost sheet generally starts with prime cost, adds factory overheads to arrive at
factory cost, then administration overheads to calculate cost of production, followed by adjustments for stock
to arrive at cost of goods sold, and finally selling and distribution overheads to determine cost of sales. A
profit margin is added to cost of sales to arrive at the selling price. This format helps organizations analyze

cost behaviour, ascertain unit costs, and make informed pricing decisions.

2.2.1 Prime Cost (Direct Material, Direct Labour, Direct Expenses)

Prime cost is the sum of all direct costs incurred in producing a product. These are costs that can be directly
identified with a specific unit of output. Prime cost is considered the foundation of the cost sheet, as it

represents the essential expenses directly tied to the manufacturing process.
Components of Prime Cost

1. Direct Materials
Direct materials are the raw inputs that become an integral part of the finished product. For example,
wood in furniture manufacturing, cotton in textile production, or steel in automobile manufacturing.

Direct materials are easily traceable to the cost unit.

o Calculation: Direct Material Consumed = Opening Stock of Raw Material + Purchases —

Closing Stock of Raw Material — Returns.
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o IMustration: If opening stock is 50,000, purchases X3,00,000, closing stock ¥70,000, and
returns 210,000, then direct materials consumed = %2,70,000.

2. Direct Labour
This refers to the wages paid to workers who are directly engaged in production activities. Examples
include machine operators, carpenters, welders, and weavers. Direct labour is measurable in terms of

hours worked and wages earned.

o Direct labour is often referred to as “productive labour” because it directly adds value to the

product.
o Costs are recorded through timesheets, payroll records, or wage cards.

3. Direct Expenses
These are costs other than direct materials and direct labour that can be specifically attributed to the
production of goods. Examples include royalties paid on output, hire charges for special equipment, or

cost of special designs.
o Direct expenses are often irregular and vary depending on the product or contract.
Importance of Prime Cost
o It forms the base of the cost sheet and is crucial in cost ascertainment.
o It reflects the efficiency of material usage and labour productivity.

e Management can identify wastages or inefficiencies in material handling or labour deployment by

analyzing prime cost.
Analytical Points
e Prime cost varies directly with the level of output.
o Industries with high automation may have lower direct labour costs but higher indirect costs.

» Controlling prime cost requires strict monitoring of material wastage, labour efficiency, and direct

expense justification.

Thus, prime cost captures the essential expenses necessary for manufacturing and sets the stage for overhead

allocation.
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2.2.2 Factory Cost (Prime Cost + Factory Overheads + Adjustment for W.L.P)

Factory cost, also known as works cost or manufacturing cost, is derived by adding factory overheads to the
prime cost and making necessary adjustments for work-in-progress (WIP). It represents the total cost incurred

inside the factory for converting raw materials into finished goods.
Components of Factory Cost

1. Prime Cost

The base figure comprising direct materials, direct labour, and direct expenses.

2. Factory Overheads
Indirect costs incurred within the factory that cannot be traced directly to a single unit of output.
Examples include factory rent, power and fuel, depreciation of machinery, salaries of supervisors, and
maintenance expenses. These costs are essential for the production process but are shared across

multiple cost units.

o Apportionment: Factory overheads are usually absorbed into production using predetermined

absorption rates, such as labour hours, machine hours, or units produced.

3. Adjustment for Work-in-Progress (WIP)
WIP refers to partially completed goods at the beginning and end of a period. Adjustments are

necessary to avoid double counting or exclusion.

o Formula: Factory Cost = Prime Cost + Factory Overheads + Opening WIP — Closing
WIP.

Importance of Factory Cost

o It represents the actual manufacturing cost within the factory gates.

e Provides a clear measure of efficiency in utilizing factory resources.

o Helps in controlling indirect costs by monitoring factory overhead absorption.
Illustration

Suppose Prime Cost is %4,00,000. Factory overheads are X1,50,000. Opening WIP is 320,000, and closing
WIP is 330,000. Then, Factory Cost = 4,00,000 + 1,50,000 + 20,000 — 30,000 = %5,40,000.

Analytical Insights
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e Factory cost is influenced by both fixed (rent, depreciation) and variable (power, consumables)
overheads.
o Overhead absorption rates must be chosen carefully to reflect fair cost distribution.

e Rising factory costs may indicate inefficiency in machinery utilization, overstaffing, or poor

maintenance.

Factory cost thus captures the full expenditure incurred in the factory before administrative costs are added.

2.2.3 Cost of Production (Factory Cost + Administration Overheads)

Cost of production is derived by adding administration overheads to the factory cost. It represents the total

cost incurred in bringing goods to their finished stage, ready for storage or sale.
Components

1. Factory Cost
Already determined by adding prime cost, factory overheads, and WIP adjustments.

2. Administration Overheads
These are expenses related to the general management and administration of the organization. They
include salaries of administrative staff, office rent, stationery, audit fees, and general office expenses.

While not directly linked to production, they are essential for running the business.
Formula
Cost of Production = Factory Cost + Administration Overheads.

Significance

e Provides the true cost of manufacturing goods, inclusive of both factory and administrative functions.

» Serves as the basis for inventory valuation of finished goods.

e Helps in determining whether administrative expenses are reasonable in relation to production volume.
Hlustration
If Factory Cost is X5,40,000 and Administration Overheads are 360,000, then Cost of Production = %6,00,000.

Analytical Insights
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e Administration overheads are often fixed in nature, meaning they do not vary much with output.

Hence, higher production reduces unit overhead cost.
e Excessive administrative costs increase the burden on production and reduce competitiveness.
o Effective budgeting and control of administration overheads are vital for cost efficiency.

Cost of production thus provides a comprehensive measure of the expenses incurred in producing finished

goods.

2.2.4 Cost of Goods Sold (Cost of Production + Adjustment for Stock of Finished Goods)

Cost of goods sold (COGS) is derived by adjusting the cost of production for changes in the stock of finished

goods. It represents the cost of the actual goods sold during a particular period.
Formula

Cost of Goods Sold = Cost of Production + Opening Stock of Finished Goods — Closing Stock of
Finished Goods.

Importance
o Reflects the cost of goods actually sold rather than merely produced.
o Essential for matching costs with revenues in the same accounting period.
o Provides a true measure of profitability from sales.

Illustration

If Cost of Production is ¥6,00,000, Opening Stock of Finished Goods is 350,000, and Closing Stock is
%70,000, then COGS = 6,00,000 + 50,000 — 70,000 = %5,80,000.

Analytical Points

e Ahigh level of closing stock reduces COGS and inflates profits temporarily, while a low level of stock

has the opposite effect.

« Inventory management plays a significant role in ensuring that stock levels are optimized to balance

production and sales.
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e Cost of goods sold provides a more realistic picture of the cost associated with the revenue earned in a

given period.

Thus, COGS bridges the gap between production costs and sales, ensuring that profitability analysis is

accurate.

2.2.5 Cost of Sales (Cost of Goods Sold + Selling & Distribution Overheads)

Cost of sales is derived by adding selling and distribution overheads to the cost of goods sold. It represents the

total cost incurred in making the goods available to customers.
Components

1. Cost of Goods Sold
Already calculated after adjusting stock of finished goods.

2. Selling Overheads
Include expenses on advertising, sales promotion, commissions, showroom expenses, and sales staff

salaries.

3. Distribution Overheads
Cover expenses related to delivering goods to customers, such as packing, transportation, warehouse

charges, and after-sales service.
Formula
Cost of Sales = Cost of Goods Sold + Selling & Distribution Overheads.

Significance

o Shows the complete cost burden incurred in bringing goods to market.

e Provides the final cost figure against which sales revenue is compared.

o Highlights the importance of marketing and distribution efficiency.
Illustration
If COGS is %5,80,000 and Selling & Distribution Overheads are 70,000, then Cost of Sales = %6,50,000.

Analytical Insights
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o Selling and distribution overheads can be both fixed (advertising contracts) and variable (transport

costs).
« High selling expenses may be justified in highly competitive markets where promotion drives demand.
e Excessive distribution costs may indicate inefficiencies in logistics and supply chain management.

Cost of sales thus provides the total expenditure incurred until the goods reach the customer, forming the basis

for profit calculation.

2.2.6 Profit Calculation (Cost of Sales vs. Sales)

Profit is determined by comparing the cost of sales with sales revenue. It reflects the financial outcome of

operations, showing whether the company has achieved a surplus or deficit after covering all costs.
Formula

Profit = Sales — Cost of Sales.
Alternatively, Profit Percentage = (Profit +~ Cost of Sales) x 100.

Importance

o Measures the efficiency of production and selling activities.

e Provides the basis for evaluating managerial performance.

e Guides future decisions on pricing, cost control, and expansion.
Ilustration

If Sales are 8,00,000 and Cost of Sales is 26,50,000, then Profit = X1,50,000. Profit % = (1,50,000 +
6,50,000) x 100 = 23.08%.

Analytical Insights
« Profits are influenced by both cost efficiency and revenue generation.
e A higher profit margin indicates effective cost control and strong pricing power.

e Declining profit may indicate rising costs, falling sales prices, or both.
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Profit calculation is the final stage of the cost sheet, showing whether the business has successfully converted

its costs into revenue surplus.

Knowledge Check 1

Choose Correct Options:

Q1. Prime cost includes:
a) Indirect labour

b) Direct labour

¢) Selling expenses

d) Admin overheads

Q2. Factory cost is derived from:
a) Prime cost only

b) Prime cost + Overheads

¢) COGS - Profit

d) Sales — Profit

Q3. Adjustment for finished goods stock is made at:
a) Prime cost

b) Factory cost

c¢) Cost of production

d) Cost of goods sold

Q4. Selling & distribution overheads are added to:
a) Prime cost

b) COGS

c¢) Factory cost

d) Production cost

Q5. Profit is calculated as:
a) Sales + Cost of sales

b) Sales — Cost of sales

¢) COGS — Admin overheads
d) Sales + Cost of sales
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2.3 Preparation of Cost Sheet — Basic Problems

The preparation of a cost sheet involves more than just arranging figures in a tabular format. Practical
problems often arise because of adjustments relating to stocks, classification of costs, and the distinction
between direct and indirect items. The accuracy of the cost sheet depends largely on how these adjustments
are treated. In practice, students and practitioners must deal with issues such as the treatment of opening and
closing stock of raw materials, the proper adjustment of direct and indirect costs, incorporation of finished
goods inventory, and solving practical numerical problems where different types of costs are given.
Addressing these challenges is essential for preparing a reliable cost sheet that reflects the true cost of

production and cost of sales.

2.3.1 Treatment of Opening and Closing Stock of Raw Materials

Raw materials are the starting point of any manufacturing process. When preparing a cost sheet, it is crucial to
account for the opening and closing stock of raw materials to determine the actual cost of material consumed
during the period. If these adjustments are ignored, the prime cost and ultimately the cost of production will

be misstated.
Method of Treatment

1. Opening Stock of Raw Materials: This represents the value of materials that were available at the
beginning of the accounting period but not consumed in the previous period. It must be added to the

purchases during the current period to calculate the total materials available.

2. Purchases of Raw Materials: This includes all purchases made during the period. Purchases may be
net of returns or may include carriage inward and other costs necessary to bring materials to the

factory.

3. Closing Stock of Raw Materials: This represents the materials left unused at the end of the period. To

determine the actual materials consumed, closing stock is deducted from the total available materials.
Formula

Direct Materials Consumed = Opening Stock of Raw Materials + Purchases — Closing Stock of Raw

Materials.

Example




ATLAS

SKILLTECH
UNIVERSITY

Suppose a company has the following data:
e Opening Stock of Raw Materials: 340,000
e Purchases during the period: 32,50,000
o Closing Stock of Raw Materials: 330,000
Direct Materials Consumed = 40,000 + 2,50,000 — 30,000 = %2,60,000.
Importance
o Ensures that only the cost of materials actually consumed during the period is charged to production.
o Prevents distortion of costs due to overstatement or understatement of stock values.
o Facilitates proper control over material usage by showing how much stock has been utilized.
Analytical Insights
e Frequent fluctuations in stock values may indicate poor inventory management.
e A consistent rise in closing stock may suggest over-purchasing, leading to blocked capital.
e Low stock levels may point to risks of production stoppages due to stock-outs.

Thus, adjusting opening and closing stock of raw materials is a foundational step in preparing a cost sheet

accurately.

2.3.2 Adjustment of Direct and Indirect Costs

One of the most critical aspects of cost sheet preparation is the proper classification and adjustment of costs
into direct and indirect categories. Errors in classification can distort the prime cost, factory cost, and cost of

sales, leading to incorrect decision-making.
Direct Costs

Direct costs are those that can be specifically identified with a cost unit. They are variable in nature and

directly proportional to output.
o Direct Materials: Raw materials that form part of the finished product.

e Direct Labour: Wages paid to workers directly engaged in production.
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o Direct Expenses: Special charges directly attributable to production, such as royalties or special

equipment hire.
These costs are aggregated to arrive at Prime Cost.
Indirect Costs

Indirect costs cannot be directly traced to a single unit of production. They are allocated or apportioned to

different cost centers.
o Factory Overheads: Power, rent, indirect wages, maintenance costs.
e Administration Overheads: Office rent, salaries of administrative staff, stationery, legal expenses.
e Selling & Distribution Overheads: Advertising, packing, freight, commissions.
Adjustment Procedure in a Cost Sheet
1. Direct costs are grouped together to calculate prime cost.

2. Indirect costs are added in a step-wise manner: factory overheads to prime cost, administration

overheads to factory cost, and selling & distribution overheads to cost of goods sold.

3. Careful attention is given to overhead absorption rates, which ensure equitable distribution of

overheads.
Example

If direct material = %3,00,000, direct labour = X1,50,000, and direct expenses = 50,000, then Prime Cost =
%5,00,000. Adding factory overheads of ¥1,20,000 gives Factory Cost = %6,20,000. Administration overheads
0t 80,000 make Cost of Production =7,00,000, and adding selling expenses of X1,00,000 gives Cost of
Sales = %8,00,000.

Analytical Considerations

e Misclassification of costs leads to inaccurate cost control. For example, wrongly treating an indirect

expense as direct will inflate prime cost.

e Overheads must be carefully allocated using logical bases such as labour hours, machine hours, or

floor area.

e The balance between fixed and variable costs influences unit costs, especially at different production

levels.
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Did You Know?

“In cost accounting, correct segregation of direct and indirect costs is not only vital for accuracy in
cost sheets but also forms the basis of cost control systems like standard costing and activity-based

costing. Misclassification can completely distort managerial decisions.”

2.3.3 Incorporating Opening and Closing Stock of Finished Goods

In addition to raw materials, adjustments for finished goods stock are equally important. Without considering
the stock of finished goods, the cost of production may not align with actual sales, leading to misleading profit

figures.
Method of Treatment

1. Opening Stock of Finished Goods: Goods unsold at the beginning of the period are added to the cost
of production of the current period. This ensures that the cost of all goods available for sale is

included.

2. Closing Stock of Finished Goods: Goods unsold at the end of the period are deducted from the cost
of production plus opening stock to arrive at the Cost of Goods Sold (COGS).

Formula

Cost of Goods Sold = Cost of Production + Opening Stock of Finished Goods — Closing Stock of
Finished Goods.

Example

If Cost of Production = %7,00,000, Opening Stock of Finished Goods =1,50,000, and Closing Stock =
%1,00,000, then COGS = 7,00,000 + 1,50,000 — 1,00,000 = X7,50,000.

Significance
o Helps in correctly matching costs with sales revenue during a period.
o Ensures that unsold goods are not charged against the revenue of the current period.

e Provides a true measure of profitability.
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Analytical Points
e Rising closing stock levels may signal overproduction or falling demand.
e Too little closing stock may risk stock-outs, affecting sales continuity.

e Finished goods stock valuation must follow consistent methods (FIFO, LIFO, weighted average) to

ensure comparability.

Thus, incorporation of opening and closing stock of finished goods aligns production costs with actual sales

and ensures accurate profit measurement.

2.3.4 Solving Simple Practical Problems

The final stage of preparing a cost sheet involves applying theoretical concepts to numerical data. Practical
problems in cost accounting typically provide details about materials, labour, overheads, stock adjustments,

and sales, requiring the preparation of a structured cost sheet.

Such exercises test the ability to classify costs correctly, perform stock adjustments, and calculate profit

margins sequentially.

Steps in Problem-Solving

1. Identify the Costs
Read the problem carefully and separate costs into direct materials, direct labour, direct expenses, and

overheads.
2. Classify Costs
o Direct costs — grouped to form Prime Cost.

o Indirect costs — divided into Factory Overheads, Administration Overheads, and Selling &

Distribution Overheads.
3. Adjust Stocks
o Opening + Purchases — Closing = Direct Materials Consumed.

o Finished Goods stock adjustments help calculate Cost of Goods Sold (COGS).
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4. Compute Sequentially

Follow the cost sheet format:
o Prime Cost
o Factory Cost
o Cost of Production
o Cost of Goods Sold
o Cost of Sales

o Profit

Specimen Format of a Cost Sheet with Example
Below is a structured format applied to the given data:
Problem Data Provided

e Opening Stock of Raw Materials: 320,000

e Purchases: 21,00,000

e Closing Stock of Raw Materials: 10,000

e Direct Labour: 50,000

e Direct Expenses: 35,000

o Factory Overheads: 325,000

e Administration Overheads: 215,000

e Selling Overheads: 320,000

e Opening Stock of Finished Goods: 330,000

e Closing Stock of Finished Goods: 325,000

e Sales: 32,50,000

Cost Sheet
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Particulars Amount (%)

Direct Materials:

Opening Stock of Raw Materials 20,000

Add: Purchases 1,00,000

Less: Closing Stock of Raw Materials |(10,000)

Direct Materials Consumed 1,10,000
Add: Direct Labour 50,000
Add: Direct Expenses 5,000
Prime Cost 1,65,000
Add: Factory Overheads 25,000
Factory Cost (Works Cost) 1,90,000
Add: Administration Overheads 15,000
Cost of Production 2,05,000

Add: Opening Stock of Finished Goods|30,000

Less: Closing Stock of Finished Goods |(25,000)

Cost of Goods Sold (COGYS) 2,10,000

Add: Selling & Distribution Overheads |20,000

Cost of Sales 2,30,000
Sales 2,50,000
Profit (Sales — Cost of Sales) 20,000
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Interpretation
e Cost of Sales is 32,30,000.
e Profit earned is 320,000.

e Profit Margin % = (20,000 + 2,50,000) x 100 = 8%.

Analytical Points

e Accuracy depends on correct classification: Misplacing an overhead (e.g., including selling costs

under factory cost) will distort results.

o Stock adjustments are crucial: Ignoring opening/closing stocks of raw materials or finished goods

changes cost figures significantly.

o Stepwise computation ensures clarity: Following the sequential flow of the cost sheet avoids

calculation errors.

e Decision-making tool: From this sheet, management sees unit cost, gross margin, and how overheads

impact profitability.

2.4 Preparation of Cost Sheet — Advanced Problems

In real-life business environments, preparing cost sheets often involves advanced adjustments and
complexities beyond basic stock and cost classification. Factors such as Work-in-Progress (WIP), overhead
absorption methods, and the treatment of abnormal items create challenges that must be handled carefully.
Furthermore, comprehensive problems may combine multiple adjustments, requiring meticulous application
of principles to ensure accuracy. Advanced problems help bridge the gap between textbook cost sheets and

actual industry practice, preparing learners to tackle complex accounting scenarios.

2.4.1 Adjustments for Work-in-Progress (WIP)

Work-in-Progress (WIP) refers to partially completed units that remain unfinished at the beginning or end of

an accounting period. Since these units are neither raw materials nor finished goods, they require special
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adjustment in the cost sheet. If ignored, WIP may distort factory cost and ultimately lead to inaccurate cost of

production.
Types of WIP

1. Opening WIP: Goods that were partly finished at the beginning of the period and carried forward

from the previous period.

2. Closing WIP: Goods that are partly completed at the end of the period and will be finished in the next

accounting period.
Treatment of WIP in Cost Sheet

1. Opening WIP: Added to prime cost and factory overheads while calculating factory cost. This ensures

that the cost incurred in the current period includes partly finished work from the previous period.

2. Closing WIP: Deducted while arriving at factory cost, since these costs relate to future production and

should not be charged against current period’s cost of production.
Formula
Factory Cost = Prime Cost + Factory Overheads + Opening WIP — Closing WIP.
Ilustration

Suppose Prime Cost = X5,00,000, Factory Overheads = %1,50,000, Opening WIP = 340,000, and Closing WIP
=360,000.
Factory Cost = 5,00,000 + 1,50,000 + 40,000 — 60,000 = %6,30,000.

Analytical Insights

e The valuation of WIP is critical. It can be valued at prime cost basis (materials + labour only) or

factory cost basis (materials, labour, and overheads).
e Over- or under-valuation of WIP can distort profitability significantly.
o Consistent methods of valuation must be applied for comparability across periods.

Adjusting for WIP ensures that costs are matched appropriately with the correct accounting period,

maintaining fairness in profit determination.

2.4.2 Overhead Absorption (Factory, Admin, S&D)
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Overhead absorption refers to the process of allocating indirect costs to different products or cost units on a
reasonable basis. Unlike direct costs, overheads cannot be directly traced to units of output and therefore must
be distributed using logical and consistent methods. Proper absorption ensures that product costs reflect both

direct and indirect contributions.
Types of Overheads

1. Factory Overheads: Indirect expenses incurred in the factory such as machine depreciation, power,

factory rent, indirect labour, and consumables.

2. Administration Overheads: Costs related to general office administration and management, such as

salaries of administrative staff, office rent, stationery, and audit fees.

3. Selling & Distribution Overheads (S&D): Expenses incurred to market and distribute goods,

including advertising, packing, sales commissions, transportation, and after-sales service.
Methods of Absorption
1. Factory Overheads
o Absorbed based on machine hours, labour hours, or percentage of direct wages.

o Example: If factory overheads = X1,20,000 and direct wages = X3,00,000, absorption rate =
(1,20,000 + 3,00,000) x 100 = 40% of direct wages.

2. Administration Overheads

o Generally absorbed as a percentage of factory cost or as a percentage of sales value.

o Example: Admin overheads of 350,000 on factory cost of X5,00,000 = 10% of factory cost.
3. Selling & Distribution Overheads

o Absorbed as a percentage of sales, per unit sold, or based on weight/volume of goods

distributed.
o Example: If S&D overheads = 80,000 and sales = %8,00,000, absorption rate = 10% of sales.
Analytical Insights
e Overhead absorption must be based on logical and equitable bases.

e Incorrect allocation may result in unfair costing and wrong pricing decisions.
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e Companies with multiple product lines often use Activity-Based Costing (ABC) to allocate overheads

more accurately.

Overhead absorption ensures that indirect costs are fairly distributed, giving a realistic measure of unit costs.

2.4.3 Treatment of Abnormal Items (e.g., Losses, Idle Time)

In the real world, production processes encounter abnormal items such as abnormal losses, abnormal gains, or
idle time. These items require careful treatment in the cost sheet, as including them in cost of production may

distort the true cost of normal operations.
Abnormal Items in Costing
1. Abnormal Losses
o Losses due to fire, theft, accidents, or abnormal wastage of materials.
o Treatment: Excluded from cost sheet and transferred to costing profit and loss account.
2. Idle Time

o Time during which workers are paid but no production occurs, such as breakdowns, strikes, or

machine failure.

o Normal idle time (e.g., tea breaks, waiting for materials) is included in costs.
o Abnormal idle time (e.g., strikes, accidents) is excluded from cost sheet.

3. Abnormal Gains
o Occur when actual wastage is less than normal wastage.
o Treatment: Credited to costing profit and loss account.

4. Defective or Spoiled Work
o Normal defectives are included in cost of production.
o Abnormal defectives are excluded and written off separately.

Ilustration

If a fire causes abnormal material loss worth 50,000, it should not be included in cost sheet. Instead, it is

transferred directly to the costing profit and loss account.
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Analytical Insights
e Inclusion of abnormal items in production cost inflates unit cost and leads to overpricing.
e Separating normal from abnormal losses helps in proper cost control.
o Recognition of abnormal items ensures that cost sheets reflect only controllable and relevant costs.

Thus, abnormal items must be carefully treated to ensure accuracy and fairness in cost reporting.

2.4.4 Comprehensive Problem Solving with Multiple Adjustments

In advanced cost sheet preparation, multiple adjustments are often combined into one problem. Students and
practitioners must simultaneously deal with stock adjustments, WIP, overhead absorption, and abnormal

items. The ability to integrate all these concepts is key to mastering cost sheet preparation.

Steps in Solving Comprehensive Problems

1. Start with Raw Materials

Adjust for opening and closing stock of raw materials to calculate direct materials consumed.

2. Calculate Prime Cost

Add direct labour and direct expenses to direct materials consumed.

3. Adjust for WIP
Add factory overheads and adjust for opening and closing WIP to calculate factory cost.

4. Add Administration Overheads

Include administrative costs to determine cost of production.

5. Adjust Finished Goods

Add opening stock of finished goods and deduct closing stock to calculate cost of goods sold.

6. Include Selling & Distribution Overheads

Add selling and distribution expenses to arrive at cost of sales.

7. Adjust Abnormal Items

Exclude abnormal items from cost sheet and transfer them to costing profit and loss account.
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8. Compute Profit

Compare cost of sales with sales revenue to ascertain profit.

Problem 1 (Given in Original Content)
Data
e Opening Raw Material = 350,000
e Purchases = %3,00,000
o Closing Raw Material = 340,000
e Direct Labour =1,20,000
o Direct Expenses = 330,000
o Factory Overheads = 390,000
e Opening WIP =320,000
e Closing WIP =325,000
e Admin Overheads = 360,000
e Opening Finished Goods =X70,000
e Closing Finished Goods = 80,000
e Selling Overheads = 350,000
e Abnormal Loss =315,000
e Sales=2%7,50,000

Solution (Cost Sheet):

Amount (%)

Direct Materials: 50,000 + 3,00,000 — 40,000}3,10,000

Add: Direct Labour 1,20,000
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Amount (%)
Add: Direct Expenses 30,000
Prime Cost 4,60,000
Add: Factory Overheads 90,000
Add: Opening WIP 20,000
Less: Closing WIP (25,000)
Factory Cost 5,45,000
Add: Admin Overheads 60,000
Cost of Production 6,05,000
Add: Opening FG 70,000
Less: Closing FG (80,000)
COGS 5,95,000
Add: Selling Overheads 50,000
Cost of Sales 6,45,000
Sales 7,50,000
Profit 1,05,000

Problem 2: Profit Given as % of Cost
Data

e Opening RM = 340,000

e Purchases =32,00,000

e Closing RM =Z30,000
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e Direct Labour = %1,00,000

e Direct Expenses = 320,000

e Factory Overheads = X80,000

e Administration Overheads = 250,000
e Selling Overheads = 340,000

e Finished Goods Opening = 260,000
o Finished Goods Closing = 350,000

e Profit =20% on Cost of Sales

Solution (Cost Sheet):

Particulars Amount (%)
Direct Materials: 40,000 + 2,00,000 — 30,000{2,10,000
Add: Direct Labour 1,00,000
Add: Direct Expenses 20,000
Prime Cost 3,30,000
Add: Factory Overheads 80,000
Factory Cost 4,10,000
Add: Administration Overheads 50,000
Cost of Production 4,60,000
Add: Opening FG 60,000
Less: Closing FG (50,000)
COGS 4,70,000
Add: Selling Overheads 40,000




ATLAS

ONIVERSITY

Particulars Amount (%)
Cost of Sales 5,10,000
Add: Profit (20% of Cost) 1,02,000
Sales 6,12,000

Problem 3: Profit Given as % of Sales + WIP + Abnormal Loss
Data

e Opening RM =325,000

e Purchases =32,50,000

e Closing RM =335,000

e Direct Labour = %1,50,000

o Direct Expenses = 325,000

e Factory Overheads = X1,20,000

e Opening WIP =330,000

e Closing WIP =320,000

¢ Admin Overheads = 370,000

o Finished Goods Opening = 340,000

e Finished Goods Closing = 260,000

e Selling Overheads = %55,000

e Abnormal Loss =310,000

e Profit =25% on Sales

Solution (Cost Sheet):
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Particulars Amount (%)
Direct Materials: 25,000 + 2,50,000 — 35,0002,40,000
Add: Direct Labour 1,50,000
Add: Direct Expenses 25,000
Prime Cost 4,15,000
Add: Factory Overheads 1,20,000
Add: Opening WIP 30,000
Less: Closing WIP (20,000)
Factory Cost 5,45,000
Add: Admin Overheads 70,000
Cost of Production 6,15,000
Add: Opening FG 40,000
Less: Closing FG (60,000)
COGS 5,95,000
Add: Selling Overheads 55,000
Cost of Sales 6,50,000
Less: Abnormal Loss (excluded) —
Adjusted Cost of Sales 6,50,000
Profit = 25% of Sales = Sales = Cost + 0.75 |8,66,667
Profit (Sales — Cost of Sales) 2,16,667
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Analytical Insights
e Problem 1: Introduced WIP + abnormal loss exclusion.
e Problem 2: Illustrated when profit % is given on cost, requiring forward calculation of sales.
e Problem 3: Illustrated when profit % is given on sales, requiring back-calculation of sales and profit.

These variations prepare students for real exam problems and practical business scenarios.

“Activity: Preparing an Advanced Cost Sheet with Realistic Adjustments”

Prepare a cost sheet for a manufacturing company using assumed data. Include adjustments for
opening and closing stock of raw materials, WIP, and finished goods. Absorb factory overheads on
labour cost, administration overheads on factory cost, and selling expenses on sales. Ensure to account
for an abnormal loss separately. Present each step clearly, showing how the adjustments affect prime
cost, factory cost, cost of production, cost of sales, and profit. This activity will help in understanding

the complexity of comprehensive cost sheet preparation.

2.5 Summary

A cost sheet is a structured statement showing the detailed composition of costs incurred during a specific

period.

¢ It begins with prime cost and proceeds step by step through factory cost, cost of production, cost of goods

sold, cost of sales, and finally profit determination.

¢ Prime cost includes direct materials consumed, direct labour, and direct expenses, forming the base of cost

ascertainment.

¢ Factory cost adds factory overheads and adjusts for work-in-progress to reflect the complete cost incurred

within the factory.

¢ Cost of production incorporates administration overheads into the factory cost, giving the total

expenditure required to complete goods.

¢ Cost of goods sold adjusts the cost of production for opening and closing stock of finished goods.
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¢ Cost of sales is derived by adding selling and distribution overheads to the cost of goods sold.
«» Profit or loss is calculated by comparing sales revenue with cost of sales.
* Adjustments for stock of raw materials, WIP, and finished goods are critical for accuracy.

% Overhead absorption must follow logical bases like labour hours, machine hours, or sales value to ensure

fair distribution.

¢ Abnormal items such as fire losses, abnormal idle time, or abnormal wastage are excluded from the cost

sheet and transferred to the costing profit and loss account.

¢ Cost sheets assist in pricing, cost control, budgeting, and decision-making, making them indispensable

tools in managerial accounting.

2.6 Key Terms

1. Prime Cost — Sum of direct materials, direct labour, and direct expenses.

2. Factory Cost — Prime cost plus factory overheads adjusted for work-in-progress.

3. Work-in-Progress (WIP) — Partially completed units at the beginning or end of a period.
4. Overhead Absorption — Allocation of indirect costs to products using suitable bases.

5. Administration Overheads — Indirect costs related to office and administrative functions.
6. Selling & Distribution Overheads — Expenses incurred to market and distribute products.
7. Cost of Production — Factory cost plus administration overheads.

8. Cost of Goods Sold (COGS) — Cost of production adjusted for finished goods stock.

9. Cost of Sales — COGS plus selling and distribution overheads.

10. Abnormal Loss — Non-recurring loss such as fire, theft, or unusual wastage, excluded from cost sheets.
11. Idle Time — Time paid to workers without production; can be normal or abnormal.

12. Activity-Based Costing (ABC) — A refined system for overhead absorption based on activities.

2.7 Descriptive Questions
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1. Define a cost sheet and explain its importance in managerial decision-making.

2. Explain the components of prime cost with suitable examples.

3. How are factory overheads absorbed into production costs? Discuss with illustrations.

4. Describe the treatment of opening and closing stock of raw materials and finished goods in a cost sheet.

5. Discuss the treatment of abnormal items such as abnormal idle time and abnormal losses in cost

accounting.
6. Differentiate between cost of production, cost of goods sold, and cost of sales with proper formats.
7. Explain the role of cost sheets in pricing, budgeting, and cost control.

8. Solve a problem to prepare a cost sheet given relevant data on materials, labour, overheads, and stock

adjustments.

2.8 References
1. Horngren, C. T., Datar, S. M., & Rajan, M. V. (2017). Cost Accounting: A Managerial Emphasis. Pearson.
2. Jain, S. P., & Narang, K. L. (2019). Cost Accounting: Principles and Practice. Kalyani Publishers.

3. Maheshwari, S. N., & Mittal, S. N. (2020). Cost Accounting: Theory and Problems. Shree Mahavir Book
Depot.

4. Bhattacharyya, A. K. (2018). Essentials of Cost Accounting. PHI Learning Pvt. Ltd.
5. Drury, C. (2019). Management and Cost Accounting. Cengage Learning.

6. ICMAI Study Material (Intermediate Level) on Cost and Management Accounting.

Answers to Knowledge Check

Knowledge Check 1

1. b) Direct labour
2. b) Prime cost + Overheads

3. d) Cost of goods sold
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4. b) COGS
5. b) Sales — Cost of sales
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2.9 Case Study

Cost Sheet Analysis at Alpha Textiles Ltd.

Alpha Textiles Ltd. is a medium-sized company specializing in producing cotton shirts. The company
operates in a highly competitive market where pricing plays a crucial role. Recently, management
observed a decline in profitability despite maintaining stable sales. The finance team was asked to

prepare a comprehensive cost sheet for the last quarter to analyze costs and identify inefficiencies.

Data Provided (Quarter ending June 2023)

Opening Stock of Raw Materials: 31,50,000
o Purchases of Raw Materials: 26,00,000

e Closing Stock of Raw Materials: %1,20,000
e Direct Labour: 23,50,000

o Direct Expenses: 350,000

e Factory Overheads: 32,00,000

e Opening Work-in-Progress: 360,000

e Closing Work-in-Progress: 380,000

e Administration Overheads: X1,20,000

e Opening Finished Goods: %1,00,000

e Closing Finished Goods: %1,50,000

e Selling & Distribution Overheads: 390,000
e Abnormal Loss due to fire: 340,000

e Sales: %18,00,000

Problem Statements and Solutions
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Problem 1: Calculate Prime Cost

e Direct Materials Consumed = Opening Stock + Purchases — Closing Stock = 1,50,000 +
6,00,000 — 1,20,000 =%6,30,000

e Prime Cost = Direct Materials + Direct Labour + Direct Expenses = 6,30,000 + 3,50,000 +
50,000 =%10,30,000

Problem 2: Compute Cost of Production and Cost of Goods Sold

e Factory Cost = Prime Cost + Factory Overheads + Opening WIP — Closing WIP = 10,30,000 +
2,00,000 + 60,000 — 80,000 =X12,10,000

e Cost of Production = Factory Cost + Administration Overheads = 12,10,000 + 1,20,000 =
%13,30,000

e Cost of Goods Sold = Cost of Production + Opening FG — Closing FG = 13,30,000 + 1,00,000
—1,50,000 =%12,80,000

Problem 3: Determine Cost of Sales and Profit
e Cost of Sales = COGS + Selling & Distribution Overheads = 12,80,000 + 90,000 = X13,70,000
e Abnormal loss excluded from cost sheet and transferred to costing P&L.

e Profit = Sales — Cost of Sales = 18,00,000 — 13,70,000 = 4,30,000

Reflective Questions

1. How did adjustments for opening and closing stock of raw materials and finished goods

influence the accuracy of the cost sheet?
2. Why should abnormal losses such as fire damage be excluded from the cost sheet?

3. Which overhead absorption method would be most appropriate for Alpha Textiles, given its

labour-intensive nature?
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4. How can management use the cost sheet to identify areas of inefficiency and improve

profitability?

5. Ifsales decline in the next quarter, what cost control strategies could management adopt to

maintain profitability?

Conclusion

The preparation of the cost sheet for Alpha Textiles Ltd. revealed that the company incurred a cost of
sales amounting to X13,70,000 against sales of X18,00,000, yielding a profit of 34,30,000. The exercise
demonstrated the importance of correctly adjusting for raw materials, WIP, and finished goods to
ascertain accurate costs. By excluding abnormal items such as fire losses, the cost sheet presented a
realistic view of normal operating performance. This analysis provided management with actionable
insights into cost behaviour, overhead absorption, and profit margins. The case underlined that cost

sheets are not merely accounting statements but strategic tools that drive efficiency, competitiveness,

and profitability.
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Unit 3: Reconciliation Statement

Learning outcomes:

Explain the concept of reconciliation and its significance in financial accounting, including its role

in ensuring accuracy and reliability of records.

Identify and analyze common reasons for differences between two sets of records (e.g., cash book

and bank statement), such as timing differences, errors, and omissions.

Apply reconciliation techniques to solve practical problems, preparing a complete reconciliation

statement from given data.

Interpret reconciliation results to draw meaningful insights and suggest corrective actions for

maintaining accurate financial records.
Summarize key terms and concepts related to reconciliation for quick reference and revision.

Develop well-structured descriptive answers for theoretical and practical questions on reconciliation

as per examination standards.

Analyze and solve case studies involving reconciliation, demonstrating critical thinking and

problem-solving skills.

Content

3.0
3.1
3.2
3.3
3.4
3.5
3.6
3.7
3.8

Introductory caselet

Reconciliation — Introduction
Reasons for Differences
Reconciliation — Practical Problems
Summary

Key Terms

Descriptive Questions

References

Case Study
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3.0 Introductory Caselet

“When the Numbers Don’t Match — The Case of GreenLeaf Organics”

GreenLeaf Organics, a mid-sized FMCG company dealing in organic food products, had been enjoying
steady growth and loyal customers. One morning, the Finance Manager, Meera, noticed something unusual
while reviewing the company’s monthly financial reports. The bank statement showed a closing balance of

%12,50,000, while GreenLeaf’s cash book showed X13,10,000 — a difference of 360,000.

Meera immediately called her junior accountant, Raj, to investigate the mismatch. They began by

comparing transactions recorded in the cash book with those reflected in the bank statement.
During their review, they discovered several discrepancies:

o Customer cheques amounting to 340,000 were deposited on the last day of the month but had not
yet cleared in the bank.

e A supplier payment of 25,000 had been debited by the bank but was mistakenly not recorded in
the cash book.

o Thebank had charged 5,000 as service fees and penalties for a cheque return, which the accounting

team was unaware of.

Although the differences were explainable, Meera was concerned about the implications. The CFO was
scheduled to present the quarterly financials to the board the next day, and presenting inaccurate figures
could damage credibility. Meera quickly prepared a bank reconciliation statement, adjusted the company’s

books, and ensured that the corrected figures were reflected in the reports.

This incident made the management realize the importance of regular reconciliation, as small discrepancies,

if ignored, could snowball into major financial reporting issues and even invite audit queries.

Critical Thinking Question:

If you were Meera, what steps would you put in place to ensure that such discrepancies are identified and

resolved on an ongoing basis rather than at the end of the reporting period?
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3.1 Reconciliation — Introduction

3.1.1 Meaning and Definition of Reconciliation Statement

A reconciliation statement is a formal document prepared to compare two related sets of financial records
and highlight any differences between them. Its primary objective is to ensure that both sets of records
present a consistent and accurate financial picture. The most common example is the Bank Reconciliation
Statement (BRS), which compares the balance as per the company’s cash book with the balance as per the

bank statement.

In simple terms, a reconciliation statement acts as a bridge between two records by systematically listing
out the reasons for any mismatch and adjusting for them to arrive at an agreed-upon closing balance. This

process reduces the risk of error and misrepresentation in financial statements.
Key Elements of a Reconciliation Statement

e Opening Balances:
The reconciliation statement starts with the balance as per one set of records, usually the cash
book. The opening balance forms the base for adjustments and helps track whether the final
balance matches after incorporating all differences. Without an accurate opening balance,

reconciliation cannot be completed effectively.

e Adjusting Items:
These are the items that cause a mismatch between the two records. Examples include unpresented
cheques, uncredited deposits, bank charges, or direct debits recorded by the bank but not yet in the

cash book. Listing these items systematically ensures transparency and clarity.

e Adjusted Balance:
After accounting for all differences, an adjusted or reconciled balance is derived. This balance
should match with the corresponding record (e.g., the bank statement). If it does not, further

investigation is required to identify missing items or errors.

o Date of Reconciliation:
The date on which reconciliation is performed is clearly stated. This is crucial because balances
may change frequently due to new transactions, and reconciliation is always done as of a specific

date.

o Format and Presentation:

A reconciliation statement is typically prepared in a tabular format, making it easier to track
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adjustments step by step. The format also ensures consistency across different reconciliation

periods.

A reconciliation statement thus acts as a key tool in ensuring financial accuracy. In academic and
professional practice, students are trained to prepare reconciliation statements from partial or mismatched

data to demonstrate their analytical and problem-solving abilities.

3.1.2 Need for Reconciliation

The need for reconciliation arises because in any organization, transactions are recorded at different points
by different parties. Banks, vendors, and customers may process transactions at different times, leading to
differences between the company’s records and external records. Reconciliation ensures that these
differences are identified, explained, and adjusted so that the company has a correct view of its financial

position.

The process also supports statutory compliance by ensuring that books of accounts are free from material
misstatements. Additionally, reconciliation is a cornerstone of internal control as it detects irregularities

before they become significant issues.
Reasons Why Reconciliation is Necessary

e Detection of Errors:
Errors can occur in recording transactions, such as double posting, omission, or wrong amounts.
Reconciliation helps identify these errors promptly, ensuring that financial reports are accurate and

reliable. Early detection avoids costly rectifications later.

e Prevention of Fraud:
Regular reconciliation discourages fraudulent activities such as unauthorized withdrawals,
fictitious entries, or manipulation of records. When employees know that accounts are reconciled

frequently, the likelihood of intentional misstatements reduces significantly.

o Ensuring Accuracy of Financial Statements:
Financial statements are used by investors, management, and regulators to make critical decisions.
Reconciliation ensures that these statements are based on correct data, improving the credibility of

the organization.
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e Timely Identification of Outstanding Items:
Items such as uncollected cheques, pending payments, or delayed deposits can impact cash flow.

Reconciliation highlights these outstanding items, enabling better working capital management.

e Compliance with Regulations:
Accounting standards and audit requirements often mandate periodic reconciliation to maintain
transparency and accuracy. Failure to reconcile may attract penalties, audit qualifications, or

reputational damage.

o Facilitates Decision-Making:
Accurate reconciled data allows management to take timely decisions regarding investments,
budgeting, and operational planning. Misstated balances can lead to poor decision-making and

financial losses.

3.1.3 Objectives and Benefits

The objectives of reconciliation go beyond matching figures — they contribute to overall financial
discipline within the organization. Reconciliation ensures that the business maintains accurate records,

which are vital for preparing reliable financial statements and meeting stakeholder expectations.
Key Objectives and Benefits

e Accuracy of Records:
The foremost objective of reconciliation is to ensure that the company’s books reflect the true

financial position. Accurate records are critical for audits, compliance, and management reporting.

e Early Error Identification:
Timely reconciliation helps spot errors before they cascade into larger reporting issues. For

example, identifying an unrecorded bank charge early avoids confusion during quarterly closing.

e Improved Cash Flow Management:
By reconciling cash and bank accounts, businesses gain a clearer picture of available funds,

enabling better planning for payments and investments.

e Strengthening Internal Controls:
Reconciliation acts as a control mechanism by flagging unusual transactions, unauthorized

payments, or potential fraud. This strengthens trust in the accounting process.
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e Supports Audit Process:
Auditors rely heavily on reconciled statements to verify the accuracy of financial data. Regular

reconciliation simplifies audit procedures and minimizes queries.

e Enhances Decision-Making:
With reliable data in place, management can make informed decisions regarding budgeting,

forecasting, and resource allocation.

Did You Know?

"Bank reconciliation is not just a compliance task — many companies use it as a strategic tool to monitor
cash positions in real time, detect process bottlenecks, and even negotiate better credit terms with banks

and suppliers."

3.2 Reasons for Differences

Differences between cost accounts and financial accounts are quite common, especially when organizations
maintain both systems separately for internal control and statutory reporting purposes. Cost accounts focus
on determining the cost of production, pricing decisions, and cost control, while financial accounts are
concerned with presenting the financial performance and position of the business in accordance with
statutory requirements. Because of these differing objectives, certain transactions may be recorded

differently in the two sets of books, or some may be entirely omitted from one set.

Reconciliation of these differences is important to ensure that the profit reported by the cost accounts is
aligned with the profit reported by the financial accounts. These differences can be broadly classified into

five major categories, which we discuss in detail below.

3.2.1 Under-absorption and Over-absorption of Overheads

Overheads are indirect costs incurred during production, such as factory rent, supervisor salaries, electricity,
and maintenance expenses. In cost accounting, overheads are usually absorbed into production based on a

predetermined absorption rate, often using a formula such as:

Predetermined Overhead Rate = (Budgeted Overheads +~ Budgeted Base Units)
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This base could be direct labor hours, machine hours, or production units. However, the actual overhead
incurred may differ from the amount absorbed due to variations in production levels, cost overruns, or

unexpected efficiency gains.
Key Aspects of Under- and Over-Absorption

e Under-absorption:
Occurs when the overhead absorbed is less than the actual overhead incurred. For example, if
budgeted factory overhead is X1,00,000 for 10,000 units (10 per unit) but actual overhead incurred
1s X1,10,000 for the same production, then under-absorption of 10,000 arises. This leads to a lower

cost being charged in cost accounts compared to financial accounts, resulting in higher cost profit.

e Over-absorption:
Occurs when the overhead absorbed is more than the actual overhead incurred. For example, if
actual overhead is only 290,000 for 10,000 units, but cost accounts still absorb %1,00,000, an over-

absorption of *10,000 occurs, inflating production costs and reducing cost profit.

e Causes of Variance:
Variances may arise due to inefficient usage of resources, incorrect estimation of overheads,
changes in production volume, or fluctuations in indirect cost elements like power tariffs or

maintenance expenses.

e Treatmentin Accounts:
These differences are adjusted during reconciliation by adding or subtracting the variance from
cost profit. Under-absorbed overhead is deducted from cost profit, whereas over-absorbed

overhead is added back.

e Managerial Implications:
Persistent under-absorption indicates inefficiencies or poor estimation methods, signaling
management to revise overhead rates or investigate the reasons for cost overruns. Over-absorption,

while seemingly favorable, may result in overpricing and loss of competitiveness.

Overhead absorption is therefore a major reason for differences in profits between cost and financial

accounts and needs to be carefully monitored and reconciled.

3.2.2 Pure Financial Items (e.g., Interest, Income Tax, Dividends)
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Financial accounts include several items that are purely financial in nature and are not considered relevant
for cost determination. These items affect the net profit reported in financial accounts but are excluded from

cost accounts because they do not represent a part of the manufacturing or operating cost.
Examples and Their Impact

o Interest Paid on Loans:
Interest on borrowings, debentures, or bank loans is charged in financial accounts as a finance cost
but is excluded from cost accounts. Its inclusion would distort the cost of production since it does

not represent a direct or indirect production expense.

o Interest Received or Investment Income:
Income from investments, fixed deposits, or securities is recorded in financial accounts under
“Other Income.” Cost accounts do not record this income as it is not generated from production

operations.

e Income Tax:
Provision for income tax and actual tax payments are recorded in financial accounts as per
statutory requirements but are ignored in cost accounts since tax is an appropriation of profit

rather than a cost element.

o Dividends Paid:
Dividends represent distribution of profits to shareholders and do not form part of production

costs. These are accounted for only in financial records.

o Donations and Charitable Contributions:
Often treated as an appropriation or expense in financial accounts but excluded from cost records

because they are unrelated to manufacturing or service activities.
Managerial Considerations

Understanding the impact of these pure financial items is crucial during reconciliation. They are usually
deducted from cost profit (if they represent expenses) or added back (if they represent incomes) to arrive at
the financial profit. Recognizing these adjustments ensures that stakeholders receive an accurate view of

both operational performance and overall financial position.

3.2.3 Items Appearing Only in Financial Accounts
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Some transactions are recorded exclusively in financial accounts and do not appear in cost records because
they are considered non-operating in nature or beyond the scope of cost accounting. These differences must

be considered when reconciling the profit figures.
Key Items and Their Explanation

e Goodwill Written Off or Amortization:
Goodwill represents intangible assets and is amortized over time in financial accounts. Cost

accounts ignore this as it does not affect production costs.

e Profit or Loss on Sale of Fixed Assets:
The gain or loss on selling machinery or property is recorded in financial accounts under capital

profits or losses. Cost accounts exclude it as it is unrelated to production activities.

e Preliminary Expenses Written Off:
Preliminary expenses are incurred during the formation of a company and are written off over a

period in financial accounts but excluded from cost records.

e Appropriation of Reserves:
Transfers to reserves or provisions for contingencies appear in financial accounts as part of profit

appropriation but do not impact cost accounts.

o Capital Receipts:
Receipts like issue of shares, debentures, or government grants for capital purposes are accounted

for in financial records only.

Each of these items affects the final net profit reported in financial accounts but does not influence cost

accounts, hence forming a reconciling difference.

3.2.4 Items Appearing Only in Cost Accounts

Conversely, certain items are recorded only in cost accounts because they are relevant for determining the

cost of production but may not have an equivalent entry in financial accounts.
Key Examples

o Notional Rent or Interest:

Cost accounts sometimes include notional charges like rent for owned premises or interest on
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capital employed to reflect the true economic cost of production. These are absent in financial

accounts.

e Depreciation on Replacement Cost:
Cost accounts may compute depreciation based on the current replacement value of assets rather

than historical cost, leading to a higher depreciation charge compared to financial accounts.

o Normal Losses and Scrap Value Adjustments:
Cost accounts may adjust for normal losses during production and include scrap value recovery as

a reduction of cost, which may not be treated identically in financial accounts.

o Imputed Costs:
Certain costs like opportunity costs, which are important for managerial decision-making, may be

included in cost accounts but are not recorded in financial accounts.

e Overtime Premiums for Urgent Orders:
Cost accounts may treat overtime premiums for special orders as part of job cost, whereas

financial accounts may treat them as general wages expense.

These differences require adjustments during reconciliation to align cost profit with financial profit.

3.2.5 Errors and Omissions

Errors and omissions are among the most common reasons for discrepancies between cost and financial
records. These discrepancies may arise due to human mistakes, system errors, or incomplete recording of

transactions.
Common Types of Errors

e Clerical Errors:
Mistakes such as posting wrong amounts, duplicating entries, or missing entries can lead to

mismatched balances between the two sets of accounts.

e Errors of Principle:
Incorrect application of accounting principles—such as treating a capital expense as a revenue

expense—results in profit differences between cost and financial accounts.
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e Errors of Omission:
Failure to record a transaction in one set of books (e.g., forgetting to record bank charges in cost

accounts) results in discrepancies.

e Transposition Errors:
Entering figures incorrectly (e.g., 35,460 recorded as X5,640) can create small but noticeable

differences in the reconciled balances.

e System or Posting Delays:
If entries are recorded late in one set of accounts but on time in the other, temporary timing

differences occur.
Corrective Action

All errors and omissions should be thoroughly investigated to determine their nature and impact. Once
identified, they must be corrected through appropriate means such as journal adjustments or

reconciliation statements.

To simplify and systematize the reconciliation process, apply the rule:

“Do as what the other has done.”

This means adjusting the set of records (cost or financial) that differs, so it mirrors the correct treatment
used in the other set. This rule helps ensure consistency and aids in quickly aligning both sets of accounts

for accurate reporting.

“Activity: Identifying the Source of Differences”

Imagine you are the Cost Accountant of a manufacturing firm. At the end of the quarter, you find
that the profit as per cost accounts is 32,50,000, whereas the profit as per financial accounts is
%2,10,000. Prepare a list of at least five possible reasons for this difference, categorizing them under
the heads given in this section (under-absorption, financial items, exclusive cost/financial items, and

errors). Discuss how you would investigate and reconcile each difference.

3.3 Reconciliation — Practical Problems
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Practical problems on reconciliation are designed to help learners apply theoretical concepts and bridge the
gap between cost accounts and financial accounts. While theory explains why differences occur, the
practical aspect teaches how to systematically adjust the profit reported in one set of accounts to match the
profit shown in the other. This exercise improves analytical ability, ensures accuracy in reporting, and trains

accountants to investigate discrepancies effectively.

Practical reconciliation is not just a mechanical process — it requires a logical approach, understanding of
cost allocation methods, and knowledge of financial adjustments. Below are detailed explanations of the

key components involved.

3.3.1 Steps in Preparing Reconciliation Statement

Preparing a reconciliation statement involves a series of methodical steps to ensure that the profit as per

cost accounts is reconciled with the profit as per financial accounts (or vice versa).

Reconciliation Process

Initial Profit Figure

Identify Differences

Adjust Overheads

Adjust Financial Items

Include Exclusive Items

Correct Errors

Reconciled Profit

Figure 3.1
Detailed Steps

e Step 1: Ascertain Profit as per Base Record
Start with profit as per cost accounts if you are reconciling towards financial accounts (or profit as
per financial accounts if you are reconciling towards cost accounts). The starting point must be

accurate, and it should be clearly stated whether the figure is profit or loss.
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e Step 2: List All Items Causing Differences
Prepare a list of all reconciling items based on the categories learned in 3.2 — under/over-
absorption, pure financial items, exclusive cost or financial items, and errors. Classify each as

increasing or decreasing profit compared to the base record.

e Step 3: Adjust for Under- or Over-Absorption of Overheads
Add back over-absorbed overheads or deduct under-absorbed overheads. These adjustments align

production costs with actual overheads incurred.

e Step 4: Adjust for Pure Financial Charges or Incomes
Deduct purely financial expenses like interest and income tax or add incomes like dividends or

interest received that are recorded only in financial accounts.

e Step S: Include Items Exclusive to Either Set of Accounts
Add or deduct items that appear in only one set of books such as goodwill amortization, notional

rent, or profit on sale of assets.

e Step 6: Correct Errors or Omissions
Investigate and rectify clerical or posting errors that created temporary differences. Adjust these

amounts to ensure both records match.

e Step 7: Arrive at Reconciled Profit
After all adjustments, compute the final profit figure. This reconciled profit should match the

profit as per the other set of accounts.

These steps ensure a systematic approach and eliminate the risk of missing out on critical adjustments.

3.3.2 Format and Presentation of the Reconciliation Statement

The reconciliation statement is prepared in a clear and structured format so that the adjustments are easy to
follow and verify. The format must reflect whether we are reconciling from cost profit to financial profit or

vice versa.
Key Features of Format

o Heading:
The statement should have a proper heading such as “Reconciliation Statement of Cost and

Financial Accounts as on 31st March 20XX.”
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e Starting Point:
Begin with profit as per cost accounts (or financial accounts). Clearly indicate whether the figure

is profit or loss.

e Two-Column Layout:
Use two columns — one for additions and one for deductions. This makes it visually easier to

understand how each adjustment affects the final profit.

e Sequential Adjustments:
Present adjustments in logical order, beginning with overhead absorption differences, followed by

financial items, exclusive items, and finally errors.

e Net Result:
Show the final reconciled profit after all additions and deductions. This figure should match the

profit reported in the other set of accounts.
Presentation Tips

e Clarity:
Each adjustment should be described briefly but clearly, e.g., “Add: Over-absorbed factory

overheads.”

e Neat Tabulation:

Tabular presentation is preferred in examinations and audits since it allows quick verification.

e Separate Adjustments:
Do not net off multiple adjustments — present them individually so that auditors and management

can trace the cause of each difference.

o Indication of Nature:
If starting with profit as per cost accounts, mark items that increase financial profit with “Add”

and items that reduce profit with “Less.”

The format thus ensures transparency and allows anyone reviewing the statement to understand exactly

how the reconciliation has been derived.

3.3.3 Treatment of Common Adjustments



ATLAS

SKILLTECH
UNIVERSITY

When preparing a reconciliation statement, certain adjustments appear frequently and require consistent
treatment. Understanding the correct approach to these items is essential to ensure accurate reconciliation

and avoid misstatements in profit calculations.

Common Adjustments and Their Treatment

How to treat common adjustments in financial statements?

Income from Investments

Recognize as income to reflect
investment returns

Interest on Loans

Recognize as an expense to reflect Depreciation Differences

financial costs Adjust depreciation expense to

match actual asset usage

Over-absorbed Overheads

Recognize as income to balance Profit/Loss on Asset Sale

accounts Recognize gain or loss to reflect

asset disposal impact
Under-absorbed
Overheads Notional Charges

Recognize as expense to reflect
opportunity costs

Recognize as an expense to
balance accounts

Figure 3.2

e Under-absorbed Overheads:
Deduct under-absorbed overheads from cost profit, as they represent actual expenses not yet

accounted for in the cost records.

e Over-absorbed Overheads:
Add over-absorbed overheads to cost profit because they artificially inflate the production cost in

cost accounts.

o Interest on Loans or Bank Charges:

Deduct these expenses during reconciliation, as they are only considered in financial accounts.

e Income from Investments:

Add such incomes to cost profit when reconciling to financial profit, as they appear only in

financial records.
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e Depreciation Differences:
If cost accounts use replacement cost and financial accounts use historical cost, adjust for the

difference in depreciation values accordingly.

o Profit or Loss on Sale of Assets:

Deduct losses and add profits to cost profit, since cost accounts typically exclude capital gains or

losses.

e Notional Charges (e.g., Rent, Interest):

Deduct notional charges if included in cost accounts, because such items are not recorded in

financial accounts.

Consistent and logical treatment of these adjustments ensures that reconciliation statements are accurate

and meaningful.

Practical Problem 1: From Costing Profit to Financial Profit

Given:

o Costing Profit: X120,000

e Over-absorbed Overheads: 5,000

e Bank Charges (not recorded in cost accounts): 32,500

e Investment Income (recorded only in financial accounts): 3,000

e Depreciation (Financial: ¥8,000; Costing: 36,000)
Reconciliation Statement:

Statement Reconciliating Costing Profit to Financial Profit

Particulars %
Costing Profit 120,000
Add:

Over-absorbed Overheads 5,000
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Particulars 3
Investment Income 3,000
Less:

Bank Charges 2,500

Excess Depreciation (8,000 —26,000) |2,000

Financial Profit 123,500

Practical Problem 2: From Financial Profit to Costing Profit
Given:
o Financial Profit: 180,000
e Under-absorbed Overheads: 34,000
e Notional Rent (charged in cost books only): 36,000
o Profit on Sale of Fixed Assets (recorded in financial accounts): 7,000

Depreciation (Financial: ¥10,000; Costing: X12,000)

Reconciliation Statement:

Statement Reconciliating Financial Profit to Costing Profit

Particulars %
Financial Profit 180,000
Less:

Profit on Sale of Assets 7,000
Notional Rent 6,000
Under-absorbed Overheads 4,000
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Particulars £4

Add:

Excess Depreciation (12,000 — 210,000) {2,000

Costing Profit %165,000

3.3.4 Solving Practical Problems on Reconciliation

Practical problem solving involves applying the above steps and adjustments to arrive at a reconciled profit

figure. This is often presented as a numerical problem in examinations or during internal audits.
Approach to Solving Problems

e Analyze the Question Carefully:
Identify whether the given profit is as per cost or financial accounts and whether it is a profit or

loss.

e Classify Adjustments:
Go through the list of items given in the problem and classify them as additions or deductions

based on their nature and effect on profit.

o Prepare Statement Systematically:
Use the tabular format with separate columns for additions and deductions, ensuring each item is

shown separately.

e Verify Calculations:

Double-check arithmetic accuracy as even a small error can lead to incorrect reconciliation.

e Cross-check Result:

The final reconciled profit should logically match the profit as per the other set of accounts.
Worked Example (Illustration)
Suppose profit as per cost accounts is X1,50,000. The following differences are provided:

e Under-absorbed overheads 10,000

¢ Interest on debentures 5,000
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e Profit on sale of machinery ¥15,000
e Over-absorbed administration overheads 8,000

Solution:

Start with cost profit and make adjustments:

Profit as per Cost Accounts — X1,50,000

e Less: Under-absorbed overheads — 310,000
e Less: Interest on debentures — 5,000

e Add: Profit on sale of machinery + 15,000

Add: Over-absorbed admin overheads + %8,000
Reconciled Profit as per Financial Accounts = ¥1,58,000

Such problems help students practice classification, logical adjustment, and arithmetic accuracy — all

critical skills for professional accountants.

Knowledge Check 1

Choose the correct option:

1. The first step in preparing a reconciliation statement is:
a) List differences
b) Ascertain base profit
c¢) Adjust overheads
d) Prepare format
2. Over-absorbed overheads are:
a) Added
b) Deducted
c) Ignored
d) Deferred

3. Profit on sale of assets in reconciliation is:
a) Deducted
b) Added
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c¢) Deferred
d) Ignored
4. A proper reconciliation statement must:
a) Be oral
b) Be tabular
¢) Omit details
d) Skip dates
5. Notional rent charged in cost accounts is:
a) Added
b) Deducted
c) Ignored
d) Capitalized

3.4 Summary

Reconciliation is the process of comparing cost and financial accounts to identify and adjust differences.
The reconciliation statement acts as a bridge to align profit figures from both sets of accounts.

Differences arise due to under- or over-absorption of overheads, pure financial items, and items

appearing only in one set of accounts.

Overheads must be carefully monitored since incorrect absorption affects cost of production and

profitability.

Pure financial items like interest, tax, and dividends affect only financial profit and need to be adjusted

during reconciliation.

Cost accounts may include notional charges such as rent and interest to reflect true production cost,

which require reversal in reconciliation.

Errors and omissions such as wrong postings, transposition errors, and timing differences are common

causes of mismatched profits.

A systematic step-by-step approach is followed while preparing a reconciliation statement, beginning

with base profit and applying adjustments.

The statement is presented in a clear tabular format with separate columns for additions and deductions.
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Common adjustments include overhead variances, financial incomes and expenses, and differences in

depreciation methods.

Solving practical problems on reconciliation trains students in classification, logical thinking, and

arithmetic accuracy.

Reconciliation is not just an academic exercise but a vital internal control tool for any organization.

3.5 Key Terms

Reconciliation Statement: A document prepared to match profits between cost and financial accounts

by adjusting differences.

Under-absorption: When overheads charged in cost accounts are less than actual overheads incurred.
Over-absorption: When overheads charged in cost accounts exceed actual overheads incurred.

Pure Financial Item: An item recorded only in financial accounts, such as interest paid or received.

Notional Cost: A hypothetical cost such as rent on owned premises, included in cost accounts for

decision-making.

Appropriation of Profit: Transfer of profit to reserves or dividends, recorded in financial accounts

only.

Normal Loss: Expected loss in production considered part of cost but adjusted differently in financial

accounts.

Transposition Error: Mistake in recording numbers by reversing digits, leading to temporary

differences.

Adjusted Profit: The reconciled profit after considering all additions and deductions.

10. Overheads: Indirect costs of production absorbed into product cost using predetermined rates.

3.6 Descriptive Questions

1.

Explain the concept of reconciliation and its significance in aligning cost and financial accounts.
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2. Discuss in detail the reasons for differences between profits shown by cost accounts and financial

accounts.
3. Describe under-absorption and over-absorption of overheads with suitable examples.
4. List and explain items that appear only in cost accounts and their treatment in reconciliation.
5. Tllustrate the steps in preparing a reconciliation statement with a suitable format.

6. Explain the treatment of common adjustments like interest, depreciation differences, and profit on sale

of assets.

7. Prepare a reconciliation statement from the following data: Profit as per cost accounts X1,20,000; under-
absorbed overheads 210,000; dividend received %5,000; goodwill written off ¥4,000; over-absorbed

administration overheads 36,000.

8. “Reconciliation ensures reliability of profit figures and strengthens internal control.” Justify this

statement.

3.7 References
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Answers to Knowledge Check

Knowledge Check 1

1. b —Ascertain base profit
2. a—Added
3. b—Added
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4. b — Be tabular
5. b — Deducted
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3.8 Case Study

Bridging the Gap — Reconciling Profits at Nova Manufacturing Ltd.

Nova Manufacturing Ltd. is a mid-sized enterprise engaged in the production of precision
automotive components. The company maintains a detailed cost accounting system to monitor
production efficiency and support pricing decisions. At the end of the financial year, the Cost
Accountant reported a profit of X8,40,000, whereas the Financial Accountant reported a profit of
%7,95,000. The management insisted on investigating the cause of this difference before finalizing

the accounts.
On careful review, the following differences were noted:

e Factory overheads had been absorbed in cost accounts at 33,00,000, but the actual amount

incurred was %3,15,000.

e Financial accounts included interest on bank loan 12,000 and provision for income tax

%30,000, neither of which were considered in cost accounts.

e Cost accounts charged notional rent for factory premises at 325,000, while financial

accounts did not consider it since the premises are owned.

e A profit of 20,000 was realized on sale of old machinery and was credited only in

financial accounts.
o Administration overheads were over-absorbed by 10,000 in cost accounts.
e A donation of 35,000 was recorded in financial accounts as an expense.

The challenge for Nova Manufacturing was to reconcile these figures and present a reconciled

profit before the board.

Problem Statements and Solutions
Problem 1:

Prepare a reconciliation statement starting with profit as per cost accounts.

Solution:




ATLAS

SKILLTECH
UNIVERSITY

e Profit as per Cost Accounts — %8,40,000

e Less: Under-absorbed factory overheads — 15,000

e Less: Interest on bank loan — %12,000

e Less: Provision for income tax — 330,000

e Less: Donation — %5,000

e Less: Notional rent charged — 325,000

e Add: Profit on sale of machinery + 320,000

e Add: Over-absorbed administration overheads + 210,000

Reconciled Profit as per Financial Accounts = %7,83,000

Problem 2:

If the management wants to analyze operational profitability excluding financial items, calculate

profit ignoring interest, tax, and donation.
Solution:
e Profit as per Cost Accounts — %8,40,000
e Less: Under-absorbed overheads — 215,000
e Less: Notional rent — 325,000
e Add: Profit on sale of machinery + 320,000
e Add: Over-absorbed admin overheads + Z10,000

Adjusted Operational Profit = %8,30,000

Problem 3:
Determine the impact on costing if notional rent is excluded permanently from cost accounts.

Solution:

Excluding notional rent would reduce total cost of production by ¥25,000. This would lead to a
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higher profit figure in cost accounts, but the cost data would no longer reflect the economic cost of
utilizing owned property. Pricing decisions might become distorted, as the cost per unit would

appear artificially lower.

Reflective Questions

1. Why is it important to include notional rent in cost accounts even though it is not a cash

expense?

2. How do over-absorbed and under-absorbed overheads impact decision-making in the long

run?

3. Should donations and income tax provisions be considered when calculating operating

profit? Why or why not?

4. How would excluding financial items altogether affect management’s view of business

performance?

5. What controls can Nova implement to reduce frequent under-absorption of overheads?

Conclusion

This case highlights the importance of systematically reconciling cost and financial accounts to
ensure consistent profit reporting. While cost accounts provide detailed insight into operational
efficiency, financial accounts reflect the true profitability after considering statutory and financial
adjustments. Reconciling the two not only improves accuracy but also enhances managerial
decision-making. Nova Manufacturing’s exercise underlines that reconciliation is not merely a

compliance task but a crucial part of financial stewardship, ensuring that stakeholders can rely on

the reported figures with confidence.
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Unit 4: Introduction to Functional Budgeting and Cash Budget

Learning outcomes:

1. Explain the concept of budgeting and its significance in planning, coordination, and control of
business activities.
2. Describe different types of functional budgets (sales, production, purchase, labour, overheads) and
understand their role in the overall master budget framework.
3. Prepare functional budgets step-by-step using given data, applying appropriate assumptions and
considering interdependencies among various functions.
4. Understand the concept of a cash budget, its purpose, and the importance of forecasting cash inflows
and outflows for liquidity management.
5. Prepare a cash budget using data on receipts and payments, demonstrating the ability to identify
periods of surplus or deficit.
6. Analyze budgetary data to provide insights into resource utilization, cost control, and potential
corrective actions.
7. Develop problem-solving skills by working on case studies and descriptive questions related to
functional budgets and cash budgeting.
Content
4.0  Introductory caselet
4.1 Budgeting — Introduction
4.2 Functional Budgets — Theory
4.3 Functional Budgets — Preparation
4.4  Cash Budget — Concept and Preparation
4.5 Summary
4.6 Key Terms
4.7  Descriptive Questions
4.8  References
4.9 Case Study
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4.0 Introductory Caselet

“Planning Ahead — The Budgeting Challenge at Stellar Electronics”

Stellar Electronics Pvt. Ltd. is a growing mid-sized manufacturer of consumer electronics, specializing in
Bluetooth speakers and smart home devices. The company has experienced a steady increase in demand
over the past two years, driven by strong online sales and favorable market conditions. As Stellar prepares
for the upcoming financial year, the management team faces a crucial challenge — aligning production,

procurement, and cash flows with projected sales while controlling costs.

During the annual planning meeting, the Sales Manager presented an optimistic sales forecast of 50,000
units for the next year, expecting a 20% growth over the current year. The Production Manager, however,
expressed concerns about capacity constraints, highlighting that the existing production line can only handle
45,000 units without overtime or additional hiring. The Purchase Manager warned that component prices
are expected to rise by 5% due to global supply chain disruptions, which could significantly impact raw

material costs.

The Finance Manager stressed the importance of preparing functional budgets for sales, production,
materials, labour, and overheads, followed by a comprehensive cash budget to ensure smooth liquidity
management. He pointed out that while projected sales may increase cash inflows, the company must also
plan for higher payments for raw materials, wages, and equipment maintenance. Any mismatch between

receipts and payments could lead to a cash crunch, affecting operations.

The CEO emphasized that budgeting would not just be a planning exercise but a tool to coordinate efforts
across departments, set realistic targets, and identify periods where external financing might be required.
The leadership team agreed to collaborate in preparing a master budget that integrates all functional budgets

and provides a roadmap for achieving the company’s growth objectives.

Critical Thinking Question

If you were the Finance Manager at Stellar Electronics, how would you balance the optimistic sales forecast

with production and cost constraints to prepare a realistic master budget?
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4.1 Budgeting — Introduction

Budgeting is one of the most important functions of management as it enables planning, coordination, and
control of business activities in a systematic and forward-looking manner. A budget is a financial or
quantitative statement prepared for a specified future period, representing management’s plan of action for
achieving predetermined objectives. It is both a planning tool and a control mechanism. Through budgeting,
organizations estimate revenues, costs, resource requirements, and expected profits for a future time frame,
usually a fiscal year, though budgets can also be prepared quarterly, monthly, or even weekly depending on

the need.

Budgeting ensures that scarce resources such as funds, manpower, and materials are optimally allocated
across competing activities. It is not merely an accounting exercise but a process that involves forecasting,
negotiation, approval, implementation, and monitoring. When properly executed, budgeting facilitates
better decision-making, allows anticipation of potential problems, and provides a benchmark against which

actual performance can be measured.

4.1.1 Meaning and Definition of Budgeting

Budgeting refers to the process of preparing, implementing, and controlling budgets. It is a continuous
managerial activity that begins with the identification of organizational objectives and culminates in the
preparation of detailed plans in monetary or quantitative terms. A budget itself is the end product of the

budgeting process, but budgeting includes all the steps involved in creating and monitoring the budget.
Detailed Explanation and Features

e Future-Oriented Process:
Budgeting is inherently forward-looking. It is concerned with forecasting future revenues, costs,
and activities. This forward perspective allows management to prepare for changing market

conditions and uncertainties, reducing the element of surprise.

e Quantitative Representation:
Budgets are expressed in financial or quantitative terms. For example, a production budget may
specify the number of units to be produced, while a sales budget will forecast units to be sold and

the corresponding revenue.

e Coordination Tool:

Budgeting links various departments and functions. The sales budget drives the production
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budget, which in turn influences the purchase budget, labour budget, and overhead budget. This

interconnected approach ensures that all departments work towards common goals.

e Control Mechanism:
Budgeting provides a standard for comparison. At the end of the budget period, actual results are
compared with budgeted figures to identify variances. Corrective actions are then taken to bring

performance back in line with the plan.

e Decision Support System:
Budgeting assists management in making informed decisions regarding resource allocation,

pricing strategies, investment planning, and cost control measures.

Thus, budgeting is not just about numbers but about strategic thinking, coordination, and performance

management.

4.1.2 Objectives of Budgeting

The primary purpose of budgeting is to serve as a planning and control tool. It translates strategic goals into

actionable plans and ensures efficient resource utilization.
Major Objectives

o Planning of Activities:
Budgeting compels management to look ahead, set targets, and formulate plans. It transforms
long-term strategy into detailed operational blueprints, ensuring that each function knows its role

in achieving organizational objectives.

e Coordination Across Departments:
By integrating the plans of different departments, budgeting ensures that activities are harmonized.
For instance, the production budget aligns with the sales budget, ensuring there is neither

overproduction nor underproduction.

e Resource Allocation:

Budgeting helps allocate scarce resources such as finance, labour, and raw materials to the most

productive uses. This prioritization minimizes wastage and maximizes returns.
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e Performance Measurement:
Budgets act as benchmarks for evaluating actual performance. Variance analysis enables

identification of areas where performance deviated from plans, facilitating corrective action.

e Cost Control:
Budgeting provides a mechanism to control costs by setting expenditure limits for various
activities. This promotes cost consciousness among employees and discourages unnecessary

spending.

e Profit Maximization:
Through systematic planning and control, budgeting aims to optimize revenues and minimize

costs, ultimately leading to improved profitability.

e Motivation and Responsibility:
When employees are involved in the budgeting process, they are more committed to achieving

targets. Budgets also define responsibility centers, making individuals accountable for results.

These objectives make budgeting an indispensable part of modern management practices, ensuring that

organizations operate efficiently and proactively.

4.1.3 Advantages of Budgeting

Budgeting provides several benefits to an organization, ranging from improved planning and control to

better decision-making and performance monitoring.

Benefits of Budgeting

e e p——
of Goals Utilization Reduction
Helps in snticipating future:
needs end challenges Clearly conveys objectives to Maximizes cfficiency in using Identifis arcas for savings
all stakeholders. ‘avallable resources and effciency

Motivation for Basis for
Employees Decision-Making
Encourages engagement and Provides a framework for
m ‘among anuun productivity among staff informed choices

Figure 4.1
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Key Advantages

e Forward Planning:
Budgeting forces management to think ahead, anticipate future events, and plan for contingencies.

This leads to better preparedness and reduces the element of uncertainty.

e Coordination of Activities:
Budgets integrate the plans of various departments, ensuring that all efforts are aligned with
overall organizational objectives. This avoids duplication of efforts and minimizes

interdepartmental conflicts.

o Communication of Goals:
Budgets communicate management’s expectations to employees at all levels. This ensures clarity

about targets and fosters a sense of direction throughout the organization.

e Control and Accountability:
Budgets provide a basis for measuring actual performance and identifying deviations. They make

managers accountable for their departments’ performance, promoting efficiency and discipline.

e Optimal Resource Utilization:
Budgeting ensures that funds, materials, and manpower are allocated to areas where they yield

maximum benefit, avoiding wastage.

o Motivation for Employees:
When realistic budgets are set with employee participation, they act as motivators, encouraging

teams to strive towards achieving and even exceeding targets.

o Facilitates Cost Reduction:
Budgetary control helps pinpoint areas where costs can be reduced without affecting quality or

output.

o Basis for Decision-Making:
Budgets provide data for evaluating alternatives and making informed choices regarding

investments, production schedules, and market strategies.

Thus, budgeting not only guides future action but also improves operational efficiency and strengthens

overall organizational control.
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4.1.4 Limitations of Budgeting

Although budgeting offers several advantages, it is not without limitations. Managers must recognize these

limitations to avoid over-reliance on budgets and to ensure they are used effectively.
Key Limitations

o Based on Estimates:
Budgets rely on forecasts of sales, costs, and other factors, which may or may not materialize as
expected. Unforeseen changes in market conditions, economic factors, or input prices can render
budgets inaccurate.

o Rigidity:
Once budgets are approved, they may become rigid guidelines that discourage flexibility and
adaptability. Rapidly changing environments may require frequent revisions, which can be time-

consuming.

e Time-Consuming Process:
Preparing detailed budgets requires significant managerial effort and time. For small businesses

with limited resources, this process can be cumbersome.

e May Create Pressure:
Unrealistic budget targets can demotivate employees and create undue stress, leading to lower

morale and possible manipulation of results to meet targets.

o Conflict Between Departments:
Budget allocation may lead to disputes between departments competing for resources, resulting in

friction and lack of cooperation.

e Short-Term Focus:
Budgets often emphasize short-term financial targets at the expense of long-term strategic goals,

potentially harming innovation and growth.

e Risk of Budgetary Slack:

Managers may deliberately overstate costs or understate revenues while preparing budgets to

make targets easier to achieve, leading to inefficiency.
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Recognizing these limitations allows organizations to implement flexible budgeting systems, use rolling

forecasts, and involve employees in participative budgeting to minimize the negative impact.

Did You Know?

"Many leading companies now use rolling budgets that are continuously updated rather than fixed
annual budgets, allowing them to respond quickly to market changes and maintain greater flexibility

in planning."

4.2 Functional Budgets — Theory

Functional budgets form the backbone of the overall budgeting system as they deal with individual
functions or activities within an organization. Each department prepares its own budget based on the
organization’s overall objectives and strategic plan. These budgets are then consolidated into a master

budget, which provides a complete financial roadmap for the business.

Functional budgets may include sales, production, purchase, labour, overheads, administrative, selling,
distribution, and research budgets. They are interdependent, meaning that the output of one serves as input
for another. For example, the sales budget drives the production budget, which in turn determines the
materials and labour budgets. This interconnected approach ensures smooth coordination across

departments and aligns all functions towards a common goal.

4.2.1 Concept of Functional Budgets

A functional budget is a detailed plan for a specific function or activity within the organization, expressed
in quantitative or monetary terms for a specific period. It sets targets for that function and provides a basis

for evaluating performance.
Key Features and Explanation

e Specific to a Function:

Each functional budget is concerned with only one aspect of the business — for instance, sales,

production, or materials. This allows greater focus and control at the departmental level.
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e Derived from Organizational Goals:
Functional budgets are not created in isolation. They are derived from the overall strategic
objectives of the organization. For instance, if the company plans a 15% growth in sales, the sales

budget is prepared accordingly and production and other budgets follow suit.

e Quantitative in Nature:
Functional budgets are usually expressed in measurable terms. For example, the production
budget may specify the number of units to be produced, while the purchase budget will specify

quantities of raw materials to be procured.

e Interlinked:
No functional budget stands alone. The success of one depends on another. A sales budget that
overestimates demand can lead to overproduction, excess inventory, and higher carrying costs,

highlighting the importance of accurate preparation and coordination.

e Performance Benchmark:
Each functional budget acts as a performance benchmark for that function. At the end of the
budget period, actual results are compared against the budget, and variances are analyzed for

corrective actions.

Functional budgets are thus the building blocks of the master budget and ensure that every department

contributes to the overall organizational objectives systematically.

4.2.2 Importance of Functional Budgets in Planning

Functional budgets play a crucial role in organizational planning and decision-making. They serve as a

guide for action and a control mechanism for monitoring progress.
Significance and Benefits

e Provides Clear Direction:
Functional budgets give each department a clear picture of what is expected from them during the
budget period. This ensures that efforts are well-coordinated and directed towards achieving

organizational goals.

o Ensures Resource Optimization:

By setting clear requirements for materials, labour, and capital, functional budgets help avoid both

shortages and surpluses. This optimal use of resources reduces costs and improves efficiency.
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o Facilitates Coordination:
Functional budgets promote coordination between departments. For example, the production
department can plan output based on the sales forecast, and the purchase department can arrange

raw materials in time.

e Improves Cost Control:
Budgets specify cost limits for each activity, which encourages managers to control expenditures

and avoid wastage. Variance analysis highlights inefficiencies, enabling corrective action.

e Supports Performance Evaluation:
Since budgets set targets, they become the basis for assessing departmental and managerial
performance. This encourages accountability and motivates employees to achieve or exceed

targets.

e Risk Management:
Budgeting forces management to think ahead and anticipate potential problems such as supply
disruptions, market downturns, or cost escalations. This proactive approach helps in devising

contingency plans.

e Decision-Making Support:
Functional budgets provide essential data for decision-making related to pricing, product mix,

capacity utilization, and financial planning.

In essence, functional budgets are integral to achieving operational efficiency, aligning departmental efforts,

and ensuring that the organization moves cohesively towards its strategic objectives.

4.2.3 Steps in Preparing Functional Budgets

Preparing functional budgets requires a systematic and collaborative approach to ensure accuracy and
practicality. The process involves several steps that begin with information gathering and end with approval

and implementation.
Step-by-Step Procedure

o Step 1: Identify Organizational Goals:

The first step is to define the overall objectives of the organization for the budget period. This may

include revenue targets, market expansion, cost reduction, or capacity utilization goals.
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e Step 2: Gather Relevant Data:
Collect data on past performance, market trends, customer demand, production capacity, raw
material availability, and expected price levels. Reliable data forms the foundation of accurate

budgets.

e Step 3: Consult Departmental Managers:
Engage managers and staff from each function to gain insights and ensure that targets are realistic

and achievable. Participation encourages ownership and accountability.

o Step 4: Forecast Functional Requirements:
Based on organizational goals and data analysis, forecast the requirements for each function. For
example, prepare a sales forecast first, then derive production requirements, followed by

purchases, labour, and overheads.

e Step S: Prepare Draft Budgets:
Prepare a draft functional budget for each department. The draft should include quantitative

targets, cost estimates, and timelines.

o Step 6: Review and Negotiate:
Present draft budgets to top management for review. Discuss feasibility, resolve conflicts, and

make necessary adjustments to align departmental budgets with overall organizational strategy.

e Step 7: Finalize and Approve Budgets:
Once revisions are made, finalize and formally approve the budgets. Distribute them to concerned

departments along with performance expectations.

e Step 8: Implement and Monitor:
Execute the budgets and continuously monitor actual performance against budgeted figures. Any

significant variances should be investigated, and corrective measures should be taken.

o Step 9: Revise if Necessary:
In dynamic business environments, budgets may need revision during the year to reflect changing
market conditions or unforeseen circumstances. Flexible budgeting or rolling budgets can be used

to accommodate such changes.

By following these steps, organizations can ensure that functional budgets are realistic, aligned with

organizational strategy, and serve as effective tools for planning and control.

“Activity: Linking Functional Budgets”
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Assume you are part of the budgeting committee for a consumer goods company. The sales
department has projected a 15% increase in sales for the next quarter. As a team, discuss how this
sales forecast will impact other functional budgets such as production, purchases, labour, and
overheads. Prepare a short note explaining how coordination between departments can avoid

stockouts or overproduction and ensure timely resource availability.

4.3 Functional Budgets — Preparation

Functional budgets form the building blocks of a master budget. Once the theoretical framework is
understood, the next step is to prepare these budgets practically. Preparation of functional budgets requires
gathering relevant data, making assumptions about future conditions, and calculating the expected
requirements for each function. The process ensures that activities across departments are aligned and

resources are available as per plan.

The preparation of functional budgets usually begins with the sales budget, since sales volume largely
drives production, purchase, labour, and overhead requirements. After the sales budget, the production
budget is prepared to determine the number of units that must be manufactured to meet sales demand and
maintain inventory levels. From the production budget, the raw material purchase budget is derived to
ensure adequate material availability. In more detailed planning, organizations also prepare direct labour

budgets and overhead budgets to forecast human resource and cost requirements.

4.3.1 Sales Budget

The sales budget is the starting point of the budgeting process as it forecasts the expected sales in terms of
quantity and value for the budget period. This budget is based on careful analysis of market trends, past

performance, customer demand, seasonal variations, pricing strategies, and promotional plans.
Steps in Preparing Sales Budget

o Collect Past Sales Data: Historical sales records provide a base for forecasting. Trends over several

years are analyzed to understand growth patterns and seasonality.

e Study Market Conditions: Market research is carried out to gauge customer preferences,

competitor activities, economic conditions, and expected demand shifts.
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Incorporate Management Plans: Sales targets may be influenced by management’s marketing
strategy, introduction of new products, expansion into new markets, or planned promotional

campaigns.

e Decide Sales Mix: If multiple products are sold, the budget must specify the expected proportion

of sales for each product to ensure correct production planning.

e Determine Selling Prices: Expected prices for the budget period are estimated after considering

cost changes, competitive pricing, and inflation.

o Prepare Region- or Period-wise Forecasts: The sales budget can be broken down by region,

channel, or time period (monthly/quarterly) to facilitate monitoring and accountability.

For example, if a company forecasts 10,000 units of Product A at 500 per unit and 6,000 units of Product
B at X750 per unit, the sales budget would show revenue of 350,00,000 for Product A and %45,00,000 for
Product B, leading to total sales revenue of 395,00,000.

A well-prepared sales budget provides the foundation for subsequent functional budgets, ensuring that

production and procurement align with expected demand.

Practical Problem

Problem:

XYZ Ltd. sells two products, X and Y. The following estimates are made for the next quarter:
e Product X: Expected sales 8,000 units, Selling price X250 per unit.
e Product Y: Expected sales 5,000 units, Selling price I400 per unit.
The company plans to introduce a seasonal discount of 10% on Product Y for 2,000 units in the quarter.

Prepare a Sales Budget for the Quarter.

Solution (Specimen of Sales Budget)

XYZ Ltd. — Sales Budget for the Next Quarter
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Product Quantity (Units) Selling Price () |Sales Value ()

Product X 8,000 250 20,00,000

ProductY 3,000 (normal sales) 400 12,00,000
2,000 (discounted @10%)|360 7,20,000

Total Sales Revenue |— - 39,20,000

The total sales budget for the quarter is ¥39,20,000.

4.3.2 Production Budget

The production budget specifies the number of units that must be manufactured during the budget period

to meet sales requirements and maintain desired levels of inventory.
Steps in Preparing Production Budget

o Start with Sales Budget:

The required production is derived from the sales forecast prepared earlier.

e Adjust for Opening Inventory:
If there 1s inventory at the beginning of the period, this will reduce the number of units to be

produced.

e Add Desired Closing Inventory:
To avoid stockouts, a company may maintain a certain level of closing inventory. This amount is

added to the production requirement.

Production Formula:

Production Units = Sales Units + Desired Closing Stock — Opening Stock

e Consider Production Capacity:

The calculated production requirement must be compared with plant capacity. If capacity is

insufficient, management may need to plan for overtime, outsourcing, or capacity expansion.
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e Break Down by Time Period:
Monthly or quarterly production schedules are prepared to ensure steady workflow and avoid

production bottlenecks.

Example: If sales forecast is 12,000 units, opening stock is 2,000 units, and desired closing stock is 3,000
units,

Production required = 12,000 + 3,000 — 2,000 = 13,000 units.

Production budgeting thus ensures that sales demand is met without overproduction, helping maintain

efficient working capital management and reducing carrying costs.

Practical Problem

Problem:
ABC Ltd. forecasts sales of 15,000 units of Product P for the upcoming quarter. The opening stock is 2,500

units, and the company desires a closing stock of 4,000 units.

Prepare the Production Budget for the quarter.

Solution (Specimen of Production Budget)
ABC Ltd. — Production Budget for the Quarter

Formula:

Production Units = Sales Units + Desired Closing Stock — Opening Stock

Calculation:
=15,000 + 4,000 — 2,500
= 16,500 units

Specimen Table:

Particulars Units

Forecasted Sales Units 15,000




ATLAS

SKILLTECH
UNIVERSITY

Particulars Units

(+) Desired Closing Stock|{|4,000

(—) Opening Stock 2,500

Total Production Units {[16,500

ABC Ltd. must produce 16,500 units of Product P during the quarter.

4.3.3 Raw Material Purchase Budget

Once the production budget is finalized, the next step is to prepare the raw material purchase budget to

ensure adequate availability of materials required for production.
Steps in Preparing Raw Material Purchase Budget

e Determine Material Requirement per Unit:

Identify the quantity of each material required to produce one unit of output.

e Calculate Total Material Requirement:
Multiply the per-unit requirement by total production units to find total material requirement for

the period.

e Adjust for Opening Stock:

Subtract material already available in stock at the beginning of the period.

e Add Desired Closing Stock:

Add the desired level of closing stock to avoid production stoppages.

Purchase Formula:

Purchase Quantity = (Production Requirement x Material per Unit) + Closing Stock — Opening Stock

e  Multiply by Purchase Price:

To prepare the purchase budget in value terms, multiply the purchase quantity by the expected

purchase price per unit.
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Example:

If each unit requires 2 kg of raw material, production requirement is 13,000 units, opening stock is 1,000
kg, desired closing stock is 1,500 kg, and price per kg is X50:

Total requirement = (13,000 x 2) + 1,500 — 1,000 = 26,500 kg.

Total purchase cost = 26,500 x 50 =313,25,000.

This budget ensures that production runs smoothly and working capital is optimized.

Practical Problem

Problem:

XYZ Ltd. has a production budget of 20,000 units of Product X for the next quarter. Each unit requires 3
kg of Raw Material M. The opening stock of Raw Material M is 2,000 kg, and the company desires a
closing stock of 3,500 kg. The expected purchase price is I40 per kg.

Prepare the Raw Material Purchase Budget.

Solution (Specimen of Raw Material Purchase Budget)

Formula:

Purchase Quantity = (Production Requirement x Material per Unit) + Closing Stock — Opening Stock

Calculation:

=(20,000 x 3) + 3,500 — 2,000
= 60,000 + 3,500 — 2,000
=61,500 kg

Purchase Cost = 61,500 x 340 = 324,60,000

XYZ Ltd. — Raw Material Purchase Budget for the Quarter

Particulars Quantity (kg)|Value (%)

Material required for production |60,000 -
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Particulars Quantity (kg)|Value %)
(+) Desired closing stock 3,500 —

(—) Opening stock 2,000 —

Total Purchase Quantity 61,500 —

x Purchase price per kg — 40

Total Purchase Cost - 24,60,000

XYZ Ltd. must purchase 61,500 kg of Raw Material M at a total cost of ¥24,60,000.

4.3.4 Direct Labour Budget (Optional Extension)

The direct labour budget estimates the number of labour hours required and the cost of labour to meet

production requirements.
Steps in Preparing Direct Labour Budget

e Compute Standard Hours per Unit:

Determine how many labour hours are required to produce one unit.

e  Multiply by Production Volume:

Total labour hours = Standard hours per unit x Production units.

e Consider Efficiency and Overtime:
Adjust for expected efficiency rates, potential overtime, and absenteeism to arrive at realistic

labour requirements.

e Calculate Labour Cost:

Multiply total hours by standard wage rate per hour.

For example, if production requires 13,000 units, each requiring 0.5 hours of labour, total hours = 6,500. If

wage rate is 3200 per hour, labour cost =13,00,000.

Direct labour budgeting ensures workforce planning, avoids idle time, and facilitates negotiation of labour

contracts.




ATLAS

SKILLTECH
UNIVERSITY

4.3.5 Overheads Budget (Optional Extension)

The overheads budget estimates all indirect costs associated with production and operations. These include

factory rent, indirect materials, indirect labour, maintenance, utilities, and administrative costs.
Steps in Preparing Overheads Budget

e Classify Overheads:

Divide overheads into fixed, variable, and semi-variable categories.

o Estimate Fixed Overheads:

Fixed costs like rent and salaries remain constant and can be budgeted based on historical data.

o Estimate Variable Overheads:
Costs such as power, indirect materials, and fuel vary with production volume and must be

estimated based on standard cost per unit.

e Add Semi-Variable Overheads:

Break down semi-variable costs into fixed and variable components and estimate accordingly.

e Total Overheads Budget:

Combine all three categories to obtain the total overhead budget.

Accurate overhead budgeting ensures proper cost absorption, facilitates variance analysis, and prevents

under- or over-estimation of production costs.

Knowledge Check 1

Choose the correct option:

1. The first step in preparing a production budget is:
a) Fix labour hours
b) Refer sales budget
c¢) Calculate overheads
d) Set purchase price

2. Formula for production units is:

a) Sales — Closing Stock
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b) Sales + Opening Stock
¢) Sales + Closing — Opening
d) Sales x Price
3. Purchase quantity of raw material is calculated by:
a) Production x Price
b) Requirement + Closing — Opening
c¢) Sales — Stock
d) Labour x Hours
4. Direct labour cost is:
a) Price x Units
b) Hours x Rate
c¢) Material x Cost
d) Overheads + Units
5. Overheads are classified as:
a) Fixed only
b) Variable only
c) Fixed, variable, semi-variable

d) Direct and indirect

4.4 Cash Budget — Concept and Preparation

Cash budgeting is one of the most important aspects of financial planning, as it ensures that an organization
maintains adequate liquidity to meet its obligations when they fall due. A cash budget is a statement that
forecasts cash inflows and outflows over a specified period, enabling management to plan for surplus
utilization or shortfall financing. The cash budget plays a crucial role in working capital management and

helps prevent situations of over-borrowing or idle cash holding.

4.4.1 Meaning and Purpose of Cash Budget

A cash budget is a detailed forecast of an organization’s expected cash receipts and cash payments during
a particular time period. It is prepared for short periods (weekly, monthly, quarterly) and forms an essential

part of the overall budgeting process. Unlike profit budgets, which may include non-cash items like

depreciation, a cash budget deals strictly with actual cash transactions, giving a realistic view of liquidity.
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Purpose of a Cash Budget

e Liquidity Planning:
The primary purpose of a cash budget is to ensure that the organization has enough cash on hand

to meet day-to-day expenses such as wages, supplier payments, and utility bills.

e Avoiding Cash Shortages:
By forecasting cash flows, management can anticipate shortfalls and arrange for external

financing (loans, overdrafts) in advance, thus avoiding disruption to operations.

o Efficient Utilization of Surplus:
A cash budget highlights periods where excess cash will be available, allowing management to

invest the surplus profitably instead of keeping funds idle.

e Coordination Tool:
It integrates information from sales, production, purchases, and other functional budgets, making

it a coordinating document that links different business activities.

e Performance Monitoring:
Actual cash flows can be compared with the budgeted figures, and variances can be analyzed for

better control and corrective action.

e Decision-Making Support:
Cash budgets aid decisions regarding dividend declaration, credit policy, procurement schedules,

and capital expenditure planning.

By serving as both a planning and control tool, a cash budget ensures smooth financial operations and

enhances the credibility of the organization with creditors and investors.

4.4.2 Techniques for Preparing Cash Budget (Receipts and Payments Method)
Receipts and Payments Method

This is the most common and detailed approach, where all expected cash receipts (collections from
customers, cash sales, interest received) and all expected cash payments (wages, rent, suppliers, expenses)

are listed period-wise.

Steps in Preparing Cash Budget (Receipts and Payments Method):




ATLAS

SKILLTECH
UNIVERSITY

1. Start with the opening cash balance.
2. Add all expected cash receipts during the budget period.
3. Deduct all expected cash payments.

4. The resulting balance is the closing cash balance, which becomes the opening balance for the next

period.
Advantages:
e Provides a detailed and period-wise picture of cash flow.
e Best suited for short-term planning (monthly or weekly).
Limitations:
e Requires accurate forecasting of every expected receipt and payment.

e Preparation may be time-consuming.

Practical Problem

Problem:

ABC Ltd. expects the following cash transactions for April 2025:
e Opening Cash Balance: 350,000
e Cash Sales: %1,20,000
e Collections from Debtors: 80,000
o Payment to Creditors: ¥70,000
e Wages: 330,000
e Rent: 320,000
e Other Expenses: 315,000

Prepare a Cash Budget for April 2025 using the Receipts and Payments Method.

Solution (Specimen of Cash Budget)




ATLAS

SKILLTECH
UNIVERSITY

ABC Ltd. — Cash Budget for April 2025

Particulars Amount (%)

Opening Balance 50,000

Add: Cash Receipts

Cash Sales 1,20,000

Collections from Debtors | 80,000

Total Cash Inflows 2,00,000

Total Cash Available 2,50,000

Less: Cash Payments

Payment to Creditors 70,000

Wages 30,000
Rent 20,000
Other Expenses 15,000

Total Cash Outflows 1,35,000

Closing Balance 1,15,000

The closing cash balance for April 2025 is %1,15,000.

4.4.3 Forecasting Cash Inflows

Accurate forecasting of cash inflows is critical for preparing a realistic cash budget.

Major Components of Cash Inflows
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o Cash Sales:
Forecast cash sales based on the sales budget and past collection trends. Seasonal fluctuations

must be taken into account.

e Collections from Credit Sales:
Estimate collections based on the credit policy, past experience, and expected delays or bad debts.

Collection pattern (e.g., 50% in the month of sale, 50% in the following month) should be applied.

e Receipts from Other Incomes:
Include dividends, interest, rental income, royalties, and other non-operating cash inflows

expected during the period.

o Capital Receipts:
Forecast proceeds from issue of shares, debentures, or sale of fixed assets if planned during the

period.

o Borrowings:

Include planned loans or overdrafts to be availed.
Factors to Consider

While forecasting, consider economic conditions, customer creditworthiness, expected changes in demand,
and potential delays in customer payments. Conservative estimates are preferred to avoid overestimating

liquidity.

4.4.4 Forecasting Cash Outflows

Forecasting cash outflows is equally important since even a small underestimation may lead to liquidity

problems.
Major Components of Cash Outflows

o Payments to Suppliers:

Based on purchase budget and credit terms, determine when payments will fall due.

o Wages and Salaries:

Estimate payroll outflows using the direct labour budget and payment frequency (weekly,

monthly).
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Operating Expenses:

Include administrative expenses, selling expenses, utilities, and other overheads.

o Capital Expenditure:

Incorporate payments for purchase of machinery, buildings, or other long-term assets.

o Loan Repayments and Interest:

Schedule repayment of principal and interest as per loan agreements.

e Dividend Payments:

If dividend declaration is planned, include cash outflows on the date of payment.

Careful scheduling of outflows avoids overlapping payments that could create a cash crunch and ensures

timely availability of funds for all obligations.

4.4.5 Dealing with Time Lags in Cash Flows

In practice, there is always a time gap between recording a transaction and the actual cash movement.

Effective cash budgeting accounts for these time lags.
Types of Time Lags

e Credit Sales and Collections:
Cash is received after a credit period; the budget must reflect collection patterns rather than sales

figures alone.

e Credit Purchases:
Payments to suppliers are made after the agreed credit period, so outflows should be scheduled

accordingly.

o Payment Delays:
Certain expenses like rent, utilities, or taxes may have specific payment cycles, creating a lag

between expense recognition and payment.

e Cheque Clearing Period:

Consider the time taken for cheques to be realized, especially in large transactions.

By incorporating these lags, the cash budget provides a more accurate picture of actual liquidity rather than

overstating or understating availability of cash.
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4.4.6 Calculation of Net Cash Flow and Cash Position
Once inflows and outflows are forecast, net cash flow is computed for each period.
Computation Process

Net Cash Flow = Total Cash Inflows — Total Cash Outflows

Add opening cash balance to net cash flow to determine closing cash position.

The closing balance of one period becomes the opening balance for the next.
o Ifthe closing balance is negative, it indicates a deficit and alerts management to arrange financing.

o Ifitis positive, management can plan for investment of surplus funds in short-term securities to

earn returns.
Managerial Use

Net cash flow calculation allows management to identify peak deficit periods, plan borrowing schedules,

negotiate better credit terms, or adjust production/purchase schedules to smoothen cash requirements.

Practical Problem
XYZ Ltd. provides the following cash inflows and outflows for May 2025:
e Opening Cash Balance: 340,000
e Cash Inflows:
o Cash Sales: 21,00,000
o Collections from Debtors: 260,000
o Interest Received: 310,000
e Cash Outflows:
o Payment to Creditors: ¥80,000

o Wages: 325,000

o Rent: 15,000
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o Other Expenses: 320,000

Prepare a statement showing Net Cash Flow and Cash Position for May 2025.

Solution (Specimen)

XYZ Ltd. — Net Cash Flow and Cash Position for May 2025

Particulars Amount )

Opening Balance 40,000

Add: Cash Inflows

Cash Sales 1,00,000

Collections from Debtors | 60,000

Interest Received 10,000

Total Inflows 1,70,000

Total Cash Available 2,10,000

Less: Cash Outflows

Payment to Creditors 80,000

Wages 25,000
Rent 15,000
Other Expenses 20,000
Total Outflows 1,40,000
Closing Balance 70,000

4.4.7 Solving Practical Problems on Cash Budget
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Practical problems require applying the above steps to arrive at period-wise cash balances.
Approach to Problem-Solving

e Step 1: Prepare a schedule of expected cash inflows, considering collection patterns and credit

terms.

e Step 2: Prepare a schedule of cash outflows, including purchases, wages, expenses, and other

payments.
o Step 3: Calculate net cash flow for each period.
o Step 4: Add opening cash balance to net cash flow to find closing balance.
e Step 5: Identify months with deficits or surpluses and suggest corrective actions.
Hlustration

If cash inflows for a month are X5,00,000 and outflows are ¥5,50,000, net cash flow =—350,000. If opening
balance is 1,00,000, closing balance = %50,000. This signals the need for closer working capital

management.

Students are encouraged to practice multiple problems using different data sets to strengthen their ability

to handle real-life cash budgeting challenges.

Practical Problem

ABC Ltd. is preparing its cash budget for the months of July to September 2025. The following estimates

are given:
e Opening Cash Balance (July): 80,000
o Estimated Cash Inflows:
o July: 32,50,000
o August: %3,00,000
o September: 32,80,000

o Estimated Cash Outflows:

o July: 32,00,000
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o August: %3,50,000
o September: %2,20,000

Prepare a Cash Budget showing Net Cash Flow and Closing Balance for each month.

Solution (Specimen)

ABC Ltd. — Cash Budget for July to September 2025

Month Opening Balance (%) |Inflows () |Outflows ()| Net Cash Flow ()| Closing Balance (%)

July 80,000 2,50,000 {2,00,000 50,000 1,30,000
August 1,30,000 3,00,000 |3,50,000 —50,000 80,000
September | 80,000 2,80,000 {2,20,000 60,000 1,40,000

4.5 Summary

X/

¢ Budgeting is a systematic process of planning, coordinating, and controlling financial and operational

activities for a specified period.

% Functional budgets are individual plans for each department or function, such as sales, production,

purchases, labour, and overheads.

%+ The sales budget is the starting point, as sales projections drive production, purchases, and other

budgets.

¢ The production budget calculates required units to be produced, considering opening and closing stock

levels.

¢ The raw material purchase budget ensures material availability without overstocking, optimizing

working capital.

¢ Direct labour and overhead budgets forecast workforce needs and indirect costs for smooth production.

*» The cash budget focuses exclusively on cash inflows and outflows, providing a clear picture of liquidity.
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¢ Receipts and Payments, Adjusted P&L, and Balance Sheet methods are the main techniques used to

prepare cash budgets.

*» Forecasting cash inflows includes projecting cash sales, collections, other incomes, borrowings, and

capital receipts.

+» Forecasting cash outflows considers supplier payments, wages, expenses, capital purchases, interest,

and dividends.
« Time lags between transactions and cash flows must be considered to ensure realistic cash planning.

X/

¢ Net cash flow and closing cash position highlight periods of surplus or deficit, guiding management

actions.

4.6 Key Terms

1. Budget: A quantitative or monetary plan for a specified future period.

2. Functional Budget: A budget for a specific function like sales, production, or purchase.
3. Master Budget: The consolidated budget that includes all functional budgets.

4. Sales Budget: A forecast of sales quantity and revenue for the budget period.

5. Production Budget: A plan showing units to be produced, considering sales demand and inventory

levels.
6. Raw Material Purchase Budget: A plan of material purchases required to meet production needs.
7. Direct Labour Budget: Estimation of labour hours and cost required for production.
8. Overheads Budget: Forecast of indirect costs like rent, power, maintenance, and admin expenses.
9. Cash Budget: A forecast of cash inflows and outflows to manage liquidity.
10. Net Cash Flow: Difference between total cash inflows and total cash outflows.

11. Closing Cash Balance: Final cash position after adding net cash flow to opening balance.

12. Receipts and Payments Method: Technique listing expected cash receipts and payments period-wise.
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4.7 Descriptive Questions

1.

Explain the concept of functional budgets and their importance in overall organizational planning.
Prepare a sales budget for a company using hypothetical data for different products and regions.
Derive a production budget using given data on sales forecast, opening stock, and desired closing stock.
Explain the steps involved in preparing a raw material purchase budget with a numerical illustration.
Discuss the methods of preparing a cash budget, highlighting their advantages and limitations.

Prepare a monthly cash budget given data on cash collections, credit sales, purchases, and expenses.
Explain the importance of considering time lags while forecasting cash flows.

“A cash budget is a tool for both planning and control.” Discuss this statement with examples.
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Answers to Knowledge Check

Knowledge Check 1

b — Refer sales budget
¢ — Sales + Closing — Opening
b — Requirement + Closing — Opening

b — Hours x Rate

A

¢ — Fixed, variable, semi-variable




ATLAS

SKILLTECH
UNIVERSITY




ATLAS

SKILLTECH
UNIVERSITY

4.9 Case Study

Building a Comprehensive Budget at Orion Appliances Ltd.

Orion Appliances Ltd., a manufacturer of home appliances, is preparing its budgets for the next
quarter. The company has multiple product lines, including refrigerators and washing machines.
Management wants to ensure smooth production, timely procurement, and proper cash flow

management for the upcoming period.

Data Provided:
e Sales Forecast:
o Refrigerators: 4,000 units at 20,000 per unit
o Washing Machines: 3,000 units at 315,000 per unit
e Opening Stock:
o Refrigerators: 500 units
o Washing Machines: 400 units
e Desired Closing Stock:
o Refrigerators: 600 units
o Washing Machines: 500 units
o Raw Material Requirement per Unit:
o Refrigerator: 50 kg of Material A
o Washing Machine: 30 kg of Material A
e Opening Stock of Material A: 15,000 kg
e Desired Closing Stock of Material A: 20,000 kg

o Cost of Material A: 3200 per kg

e Labour Requirement:
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o Refrigerator: 5 hours per unit
o Washing Machine: 4 hours per unit
e Labour Rate: 3250 per hour
e Operating Expenses (per month): 320,00,000
e Collection Pattern: 60% cash sales, 40% credit (collected in next month)

o Payment Terms: Purchases paid in the following month

Problem 1: Prepare Sales and Production Budgets
Sales Budget:
o Refrigerators: 4,000 x 320,000 = %8,00,00,000

e Washing Machines: 3,000 x 315,000 =4,50,00,000
Total Sales =12,50,00,000

Production Budget:
o Refrigerators: (4,000 + 600 — 500) = 4,100 units

e Washing Machines: (3,000 + 500 — 400) = 3,100 units

Problem 2: Prepare Raw Material Purchase and Labour Budgets
Material Requirement:
e Refrigerators: 4,100 x 50 = 2,05,000 kg

e Washing Machines: 3,100 x 30 =93,000 kg
Total Requirement = 2,98,000 kg

Purchase Quantity:
Purchase = Requirement + Closing — Opening = 2,98,000 + 20,000 — 15,000 = 3,03,000 kg
Purchase Cost = 3,03,000 x 3200 = %6,06,00,000

Labour Budget:
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Refrigerators: 4,100 x 5 =20,500 hours

Washing Machines: 3,100 x 4 = 12,400 hours
Total Hours = 32,900
Total Labour Cost = 32,900 x 3250 =%82,25,000

Problem 3: Prepare a Simple Monthly Cash Budget

Cash Inflows:

Cash Sales (60%) = 60% x X12,50,00,000 = X7,50,00,000

Collections from previous month (credit sales 40%) assumed = X5,00,00,000
Total Inflows = %12,50,00,000

Cash Outflows:

Payments for Purchases = 36,06,00,000 (for previous month)
Labour Cost = %82,25,000

Operating Expenses =320,00,000
Total Outflows =X7,08,25,000

Net Cash Flow:
Net Cash Flow = Inflows — Outflows = ¥5,41,75,000

This indicates a strong cash position, allowing Orion to invest surplus funds or reduce external

borrowings.

Reflective Questions

1.

2.

How would increasing the desired closing stock impact cash flow and working capital?

Should Orion negotiate better credit terms with suppliers or offer discounts to customers

for early payments?
What risks could arise if sales fall below the forecasted levels?

How would a sudden increase in material prices affect the purchase budget and cash

budget?
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5. How can Orion use the surplus cash strategically to enhance shareholder value?

Conclusion

This case study illustrates the integration of functional budgets and cash budgeting to ensure
smooth operations. The sales budget sets the tone for production planning, which drives material
purchases and labour requirements. The cash budget then consolidates these plans to ensure
liquidity is maintained throughout the period. Orion’s management can use these insights to

identify surplus funds, plan investments, and take corrective actions in advance, ensuring financial

stability and operational efficiency.
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Unit 5-Fixed and Flexible Budgeting

Learning outcomes:

1.

NS ke

Explain the meaning and purpose of fixed and flexible budgets.
Differentiate between fixed and flexible budgets with examples.
Discuss the advantages and limitations of flexible budgeting.
Prepare flexible budgets for different levels of activity.

Analyze results from flexible budgets and suggest corrective actions.
Apply budgeting concepts to solve caselets and practical problems.

Recall and use key terms related to budgeting accurately.

Content

5.0
5.1
52
53
54
5.5
5.6
5.7
5.8

Introductory caselet

Fixed and Flexible Budget — Introduction
Comparison of Fixed and Flexible Budget
Flexible Budget — Practical Problems
Summary

Key Terms

Descriptive Questions

References

Case Study
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5.0 Introductory caselet

“Balancing Budgets at GreenTech Manufacturing”

GreenTech Manufacturing Pvt. Ltd. is a mid-sized company producing eco-friendly kitchen appliances.
Over the last few years, demand for their flagship product — a solar-powered blender — has grown steadily.
The finance team has traditionally relied on a fixed budget prepared at the beginning of each financial year,
based on the assumption that production would run at 80% capacity.

However, this year, market dynamics have changed significantly. During the first quarter, there was a surge
in demand due to a new government subsidy encouraging sustainable appliances. As a result, production
ran at 110% capacity for three months. In contrast, the second quarter saw a slowdown because of
unexpected supply chain disruptions, which pushed production down to just 60% of capacity.

At the mid-year review, the management team discovered that actual costs deviated considerably from the
fixed budget figures. The production manager argued that using a fixed budget was unfair for performance
evaluation because it did not account for fluctuating production levels. He suggested preparing a flexible
budget that adjusts costs based on the actual level of activity.

The finance manager agreed, stating that a flexible budget could help analyze variances more accurately by
segregating cost changes due to activity levels from inefficiencies. This would allow management to
identify whether overspending occurred because of higher production or operational inefficiencies.

By the end of the meeting, the CEO asked the finance team to prepare a flexible budget for the first half of
the year and present a report showing how costs behaved under different capacity levels. The goal was to
improve cost control and set realistic performance benchmarks for the next half of the year.

Critical Thinking Question

How would the use of a flexible budget improve decision-making and performance evaluation at GreenTech

compared to the fixed budget they used earlier?
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5.1 Fixed and Flexible Budget — Introduction

Budgeting is one of the most crucial tools in managerial planning and control. It provides a financial
framework within which resources are allocated, costs are controlled, and performance is measured.
Budgets can be prepared in various ways, depending on the level of activity, certainty of forecasts, and
management’s decision-making requirements. Two widely used approaches are the fixed budget and the
flexible budget. A fixed budget is prepared for a single level of activity and remains unchanged regardless
of fluctuations in actual output. In contrast, a flexible budget adjusts costs according to the actual level of
production, making it more dynamic and useful for performance analysis. Understanding both types is vital

for managers to make informed decisions and maintain financial discipline.

5.1.1 Meaning and Definition of Fixed Budget
A fixed budget is a financial plan prepared for a specific, predetermined level of activity. It does not change
even if the actual output or sales volume differs from the budgeted figures. It is particularly useful when
the business environment is stable, and production volumes are predictable. The fixed budget serves as a
benchmark against which actual results are compared.
e Prepared for a Single Level of Activity
A fixed budget is designed for a particular production or sales level. For example, if a company
plans to produce 10,000 units, the budget will be framed around the cost and revenue estimates for
that level. Even if the actual production turns out to be 12,000 or 8,000 units, the budget figures

will remain the same, leading to variances during performance evaluation.

e Remains Unchanged Throughout the Period
Once finalized, a fixed budget is not revised within the budget period. This feature provides a
sense of consistency and stability for managers. However, it may also limit its usefulness in

volatile business conditions because it cannot reflect changes in market demand or cost structures.

e Provides a Static Benchmark
The fixed budget acts as a static benchmark for evaluating performance. Managers compare actual
costs and revenues with the predetermined figures to assess efficiency. However, this may lead to

unfair evaluation if actual activity levels are significantly higher or lower than the budgeted levels.

e Suitable for Stable Environments
A fixed budget is most effective in industries where demand and costs are predictable. Examples

include utilities, public sector organizations, and businesses with standardized operations where

output rarely fluctuates significantly.
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e Focus on Cost Control and Planning
The main objective of a fixed budget is to ensure cost control and proper planning. Managers
strive to keep actual expenses within the pre-set limits, thus promoting discipline in resource

usage.

5.1.2 Meaning and Definition of Flexible Budget
A flexible budget is a financial plan that adjusts costs based on the actual level of activity achieved
during a given period. Unlike a fixed budget, it does not remain static but expands or contracts depending
on output. This makes it a more realistic tool for planning and controlling costs, especially in dynamic
industries.
e Adjustable to Activity Levels
The key characteristic of a flexible budget is its ability to adapt to different capacity utilizations.
For instance, if the actual production is 20% higher than expected, the flexible budget

automatically accounts for the additional variable costs associated with increased production.

e Prepared for Multiple Levels of Qutput
A flexible budget is often prepared in advance for different capacity levels (e.g., 70%, 80%, 90%,
and 100%). This allows managers to quickly determine the expected costs for any actual level of

output without reworking the entire budget.

e Segregation of Costs
For a flexible budget to be effective, costs must be classified into fixed, variable, and semi-
variable components. Fixed costs remain unchanged regardless of activity, variable costs change

in direct proportion to output, and semi-variable costs vary partially.

e More Realistic for Performance Evaluation
Because it adjusts to actual production levels, a flexible budget allows for a fairer comparison of
actual and budgeted performance. Variances represent true efficiency differences rather than

simply volume differences.

e Dynamic Planning Tool
Flexible budgets are more suited to businesses facing demand fluctuations, seasonal changes, or

uncertain market conditions. They help managers in resource allocation and cost control more

effectively than static budgets.
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5.1.3 Key Features of Fixed and Flexible Budgets
Understanding the key features of both fixed and flexible budgets is crucial to appreciate their practical
applications. While fixed budgets are simpler and more stable, flexible budgets offer adaptability and
accuracy.
e Level of Activity
A fixed budget is based on a single level of activity, whereas a flexible budget considers multiple
levels or adjusts automatically to actual activity. This makes flexible budgets more suitable for

industries where production levels vary frequently.

e Responsiveness
Fixed budgets remain constant throughout the period, while flexible budgets respond to changes in

activity levels. This responsiveness makes them ideal for cost control in dynamic markets.

e Cost Classification
Flexible budgets require clear classification of costs into fixed, variable, and semi-variable
categories. This segregation helps in preparing accurate cost estimates for different activity levels,

whereas fixed budgets do not demand such detailed analysis.

e Usein Variance Analysis
Flexible budgets provide more meaningful variances since they adjust for changes in volume. In
contrast, variances derived from fixed budgets may be misleading because they combine the

effects of volume changes and efficiency changes.

o Complexity and Effort
Preparing a flexible budget requires more effort, analysis, and data, whereas fixed budgets are
relatively easy and quick to prepare. However, the additional effort in flexible budgeting is often

justified by the more accurate insights it provides.

Did You Know?

"Flexible budgeting gained popularity after World War II when industries needed more adaptive cost-

control tools to manage fluctuating demand and raw material availability, making it a cornerstone of

modern management accounting."




ATLAS

SKILLTECH
UNIVERSITY

5.1.4 Advantages and Limitations of Fixed Budget
Fixed budgets offer several benefits but also come with inherent drawbacks, especially in volatile
environments.

e Advantages

o Simplicity in Preparation: Fixed budgets are straightforward and require less time and data

to prepare.

o Clear Target Setting: Since they do not change, managers have a single benchmark to aim

for throughout the year.
o Cost Discipline: Encourages managers to operate within fixed limits, promoting efficiency.

o Useful for Stable Operations: Best suited for businesses with predictable output,

minimizing the risk of irrelevant comparisons.

o Benchmarking for Long-Term Goals: Provides a consistent reference point for measuring

progress over several periods.
o Limitations

o Lack of Flexibility: Cannot adapt to changes in production or market conditions, leading to

unrealistic comparisons.

o Unfair Performance Evaluation: When actual activity levels deviate significantly,

managers may be judged unfairly.

o Inability to Isolate Variance Causes: Fails to distinguish between cost overruns due to

volume changes and those due to inefficiency.

o Less Useful for Dynamic Industries: In rapidly changing environments, fixed budgets

quickly become obsolete.

o Risk of Inaccurate Decision-Making: May lead to poor decisions since the budget figures

do not reflect the current situation.

5.1.5 Advantages and Limitations of Flexible Budget
Flexible budgets overcome many drawbacks of fixed budgets, but they also require more effort and careful

cost classification.

e Advantages
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o Accuracy in Cost Control: Adjusts for actual levels of activity, giving managers a true

picture of performance.

o Fair Performance Evaluation: Helps in distinguishing variances caused by inefficiency

from those caused by volume changes.

o Better Decision-Making: Supports realistic planning, especially under fluctuating demand

conditions.

o Encourages Dynamic Management: Allows businesses to stay agile and responsive to

market changes.

o Enhanced Resource Allocation: Ensures resources are aligned with actual requirements,

reducing wastage.
e Limitations

o Complex Preparation: Requires detailed cost classification and additional calculations,

increasing preparation time.

o Data Intensive: Relies on accurate data for fixed, variable, and semi-variable costs; errors

can lead to incorrect conclusions.

o Requires Skilled Personnel: Needs accounting staff with analytical ability to prepare and

interpret the budget.

o Not Always Necessary: In highly stable environments, the additional effort may not justify
the benefit.

o Risk of Over-Reliance: Management may focus excessively on numbers and overlook

qualitative factors affecting performance.

5.2 Comparison of Fixed and Flexible Budget

The comparison of fixed and flexible budgets is crucial for understanding their practical implications in
business decision-making. While both are tools for planning and control, they differ significantly in terms
of preparation, application, and relevance under different circumstances. Fixed budgets remain constant
regardless of changes in activity level, whereas flexible budgets adjust to reflect actual production or sales

volumes. Managers need to analyze which approach is appropriate based on the stability of their business

environment, variability of costs, and the importance of accurate performance evaluation. Comparing these
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two budgeting methods helps organizations align their financial planning with operational realities and

choose a system that supports effective cost management.

5.2.1 Differences in Concept and Application

The primary difference between fixed and flexible budgets lies in their underlying concept and practical
application. A fixed budget is rigid, prepared for a single level of activity, and does not change when actual
performance deviates from expectations. On the other hand, a flexible budget is adaptive and adjusts costs
to suit varying levels of output. Understanding these differences is crucial for managers because it

influences how performance is measured, how variances are interpreted, and how resources are allocated.

Basis of|

Fixed Budget Flexible Budget
Difference

A budget prepared for a single level of|A budget that adjusts to reflect costs for
Definition activity and remains unchanged irrespective|any actual level of activity achieved

of actual output levels. during the period.

Rigid and static; does not change once |Dynamic and adjustable; expands or
Flexibility

finalized. contracts based on actual activity.
Preparation Prepared only for one activity level (e.g., |Prepared for multiple activity levels or
Basis 80% capacity). uses formulas to adjust automatically.

Cost Treatment

Does not require detailed classification of

costs into fixed, variable, and semi-variable.

Requires segregation of costs into fixed,
variable, and semi-variable to make

accurate adjustments.

Best suited for stable production|More useful in volatile markets where
Usefulness environments where output levels do not|production and sales volumes vary
fluctuate. frequently.
‘ . . Variances are more meaningful as they
Variance Variances may be misleading because they | ) o o
. . isolate inefficiencies by adjusting for
Analysis combine volume and efficiency effects.
volume changes.
Decision- Limited decision-making value in dynamic |Provides realistic data for cost control,
Making Support|scenarios. pricing decisions, and resource planning.

Additional aspects to consider include the time required for preparation (fixed budgets are quicker) and the

analytical effort needed (flexible budgets are more data-intensive but produce richer insights).
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5.2.2 Suitability in Different Business Environments
The suitability of fixed and flexible budgets depends largely on the nature of the business, stability of
demand, and predictability of cost behavior. Choosing the right budgeting approach ensures relevant
benchmarks for performance evaluation and effective cost control.
e Stable Production Industries
Fixed budgets are well-suited for industries where demand and production are predictable.
Examples include utilities, public sector undertakings, and standardized manufacturing where
production schedules rarely change. Since fluctuations are minimal, a fixed benchmark works

effectively.

e Dynamic and Seasonal Industries
Flexible budgets are ideal for industries facing demand fluctuations or seasonal variations, such as
consumer goods, hospitality, and retail. These industries experience varying levels of sales volume

throughout the year, making an adjustable budget essential.

e Service-Based Organizations
Flexible budgets help service firms such as hospitals, consulting agencies, and transport
companies plan resources based on client demand. Since service volumes often change, adjusting

the budget prevents over- or under-utilization of resources.

e Project-Based Businesses
Fixed budgets may not be very effective for project-driven companies where output levels are
uncertain. Flexible budgets allow managers to plan resource usage as projects progress and

activity levels change.

e Organizations Facing Cost Volatility
If raw material prices, labor rates, or overheads are subject to frequent changes, a flexible budget
helps isolate the impact of cost increases due to inflation or volume changes, leading to better

control.

Managers must evaluate the volatility of their operating environment before deciding which budgeting

method to adopt. In many cases, a hybrid approach is used where fixed budgets are prepared for strategic

planning, and flexible budgets are used for operational control.
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5.2.3 Practical Significance for Decision Making
The choice between fixed and flexible budgets has a direct influence on the quality of decisions made by
managers. Budgets are not merely accounting statements but decision-making tools, guiding pricing,
resource allocation, and performance assessment.
e Cost Control and Efficiency Measurement
Flexible budgets provide a realistic picture by isolating inefficiencies from volume differences.
Managers can take corrective action for areas where costs exceed expectations due to operational
lapses rather than simply higher activity levels.
Practical significance: Manufacturing firms like Maruti Suzuki use flexible budgets to
distinguish between higher material costs due to inefficiency versus higher costs from increased
production, allowing targeted efficiency drives.
e Pricing and Tendering Decisions
When bidding for contracts or setting prices for products, flexible budgets help calculate the cost
implications for different output levels. This ensures accurate pricing and competitive quotations.
Practical significance: Construction companies like Larsen & Toubro (L&T) rely on flexible
budgets while preparing tenders, ensuring price quotations remain competitive under varying
material and labor costs.
e Performance Appraisal of Departments
Comparing actual results with a fixed budget might unfairly penalize or reward departments if
activity levels vary. Flexible budgets adjust targets, ensuring a fair assessment of performance
based on controllable factors.
Practical significance: Retail chains like Reliance Retail use flexible budgets to evaluate store
performance fairly, as stores with higher customer footfall will naturally incur higher costs.
e Decision-Making Under Uncertainty
Flexible budgets allow managers to simulate various scenarios, such as low demand or peak
demand conditions. This facilitates better preparation for contingencies and resource planning.
Practical significance: Airlines like IndiGo prepare flexible budgets to model fluctuating
passenger demand, fuel costs, and seasonal travel variations to adjust capacity and routes in real
time.
e Profit Planning and Break-Even Analysis
Flexible budgets make it easier to perform cost-volume-profit (CVP) analysis since costs are
already segregated by behavior. Managers can determine contribution margins and assess the

impact of volume changes on profits.

Practical significance: FMCG companies like Hindustan Unilever (HUL) use flexible budgeting
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in profit planning to adjust promotional intensity and distribution levels during peak festival
seasons when demand fluctuates sharply.
In practice, most large organizations prefer flexible budgets for internal control and decision support, even
if they use fixed budgets for external reporting. The flexibility ensures that managerial decisions are

grounded in realistic and up-to-date financial information.

“Activity: Evaluating Budget Accuracy”

Imagine you are the finance manager of a company that budgeted for 12,000 units of production at
a total cost of ¥24,00,000 (fixed budget). Due to higher market demand, the company actually
produced 15,000 units, and the total cost incurred was ¥29,00,000.

Prepare a short note analyzing how this situation would be viewed under a fixed budget and a
flexible budget. Highlight whether the additional cost indicates inefficiency or merely reflects
higher production. Write your observations in 200-250 words, focusing on how flexible budgeting

gives a fairer picture of performance.

5.3 Flexible Budget — Practical Problems

Flexible budgets are not just theoretical concepts but practical tools that help managers plan for different
levels of activity and measure performance accurately. Preparing a flexible budget requires a systematic
approach that considers the nature of costs, their behavior, and the expected capacity levels. By working
through practical problems, learners develop the ability to translate abstract cost concepts into actionable
budgets that can be applied in real-world scenarios. The process involves identifying relevant cost data,
classifying expenses, determining capacity levels, and adjusting costs proportionately to reflect changes in
activity. The ultimate objective is to provide management with a reliable yardstick to compare actual

performance against realistic targets.

5.3.1 Steps in Preparing a Flexible Budget
Preparing a flexible budget involves a sequence of well-defined steps to ensure accuracy and relevance.
These steps help segregate costs properly and produce reliable data for different levels of production or
sales activity.
e Step 1: Determination of Relevant Range and Capacity Levels
The first step is to define the range of activity for which the flexible budget is to be prepared. This
might include 70%, 80%, 90%, and 100% capacity utilization. Choosing a realistic range is

crucial, as budgets outside the practical capacity range may not be meaningful.
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e Step 2: Classification of Costs
All costs must be classified into fixed, variable, and semi-variable components. Fixed costs
remain constant regardless of activity levels (e.g., rent, salaries). Variable costs change in direct
proportion to output (e.g., direct materials, power for machines). Semi-variable costs vary partly

with activity and have both fixed and variable elements (e.g., maintenance, telephone charges).

o Step 3: Collection of Data for Each Cost Item
Accurate historical data and cost behavior patterns must be collected. This includes information

on cost per unit of variable expense and fixed charges for the budget period.

e Step 4: Computation of Budgeted Costs for Different Levels
Variable costs are adjusted in direct proportion to the activity level, fixed costs remain constant,
and semi-variable costs are adjusted using the high-low method or other cost-segmentation

techniques.

e Step S: Preparation of the Flexible Budget Table
After adjustments, the budget is presented in a tabular format showing total costs for each activity
level. This becomes a ready reference for managers to analyze performance under varying

conditions.

e Step 6: Validation and Communication
Finally, the budget is validated by management to ensure it aligns with operational goals and then

communicated to relevant departments for implementation.

These steps ensure the budget is accurate, meaningful, and provides a fair basis for performance evaluation.

5.3.2 Adjustments for Variable, Fixed, and Semi-variable Costs
Adjusting different types of costs correctly is the heart of preparing a flexible budget. Each cost behaves
differently with changes in output, and failing to adjust them properly can lead to misleading results.
e Variable Costs Adjustment
Variable costs change in direct proportion to production. The formula used is:
Budgeted Variable Cost = (Standard Variable Cost per Unit X Actual Units Produced)
For example, if direct material cost per unit is I50 and actual production is 15,000 units, total

material cost will be ¥7,50,000. This simple proportional adjustment is the most straightforward

part of a flexible budget.
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e Fixed Costs Adjustment
Fixed costs remain unchanged within the relevant range of production. Examples include rent,
salaries of permanent staff, and insurance premiums. Regardless of whether production is 70% or

100%, fixed costs will remain the same, making them easy to incorporate in the budget.

e Semi-variable Costs Adjustment
Semi-variable costs are split into their fixed and variable components. For instance, maintenance
cost may have a fixed monthly charge of 220,000 plus X5 per unit of production. The total cost is
then computed by adding the fixed portion and the variable portion (based on activity level).

Semi-variable Cost = Fixed Portion + (Variable Cost per Unit x Actual Units)

o High-Low Method for Cost Segregation
When semi-variable costs are not readily split, the high-low method is used. This involves taking
the highest and lowest activity levels and their corresponding costs, computing the variable cost

per unit, and deriving the fixed component by subtraction.

o Review for Step Costs
Some costs behave as step costs (e.g., supervisor salaries increase after every 1,000 units).
Adjustments must account for these jumps to avoid underestimating costs at higher levels of

production.

Making these adjustments ensures that the flexible budget mirrors real cost behavior, providing accurate

data for decision-making.

5.3.3 Preparation of Flexible Budgets at Different Levels of Activity
The main objective of a flexible budget is to show costs for multiple levels of activity so that management
can assess performance regardless of actual output. The preparation process involves creating a tabular
format covering different capacity utilizations.
o Selection of Activity Levels
Typically, three or four levels are chosen (e.g., 70%, 80%, 90%, and 100%). This allows the
organization to plan for normal, below-normal, and above-normal production conditions.
e Tabular Presentation
The flexible budget is generally prepared in a table format with columns representing each activity

level and rows representing cost items such as direct materials, direct labor, variable overheads,

fixed overheads, and semi-variable costs.
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e Computation for Each Level
Variable costs are scaled up or down proportionately. Fixed costs remain constant across all
columns, while semi-variable costs are computed individually for each level using the formula
explained earlier.

e Incorporation of Revenue
In some cases, revenue is also projected at different levels of output. This helps management
evaluate profitability under different sales scenarios.

e Analysis and Interpretation
Once prepared, managers analyze the data to see how total costs behave as production levels
change. This provides insight into economies of scale and helps in deciding optimal production
levels.

A well-prepared flexible budget acts as a decision-support tool, enabling organizations to plan effectively

even when actual activity differs from expectations.

Practical Problem (With Specimen)
Problem:
XYZ Ltd. provides the following data at 80% capacity (8,000 units):
o Direct Material: 340 per unit
o Direct Labour: 320 per unit
e Variable Overheads: X10 per unit
e Fixed Overheads: 32,00,000
o Semi-Variable Overheads: 360,000 (including a fixed portion of X30,000, balance varies with
activity)
e Selling Price per Unit: X100
Prepare a Flexible Budget for 70%, 80%, and 90% capacity levels.

Solution (Specimen): Flexible Budget

Particulars 70% (7,000 units)|80% (8,000 units)|90% (9,000 units)
Sales Revenue (F100/unit)  |37,00,000 8,00,000 %9,00,000
Variable Costs:

Direct Material (R40/unit) %2,80,000 %3,20,000 3,60,000

Direct Labour (R20/unit) %1,40,000 %1,60,000 %1,80,000
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Particulars 70% (7,000 units)|80% (8,000 units)|90% (9,000 units)
Variable Overheads (Z10/unit) [X70,000 %80,000 290,000

Total Variable Costs %4,90,000 %5,60,000 %6,30,000

Semi-Variable Costs:

Fixed Portion 330,000 330,000 330,000
Variable Portion 328,000 332,000 336,000
Total Semi-Variable Costs 358,000 262,000 266,000
Fixed Overheads %2,00,000 %2,00,000 %2,00,000
Total Costs %7,48,000 8,222,000 %8,96,000
Profit / (Loss) (%48,000) (%22,000) 34,000

5.3.4 Solving Practical Problems on Flexible Budgets
Solving practical problems helps learners apply theoretical knowledge and develop problem-solving skills.
A typical problem involves given cost data and expected capacity, requiring preparation of budgets at
multiple activity levels.
e Step-by-Step Solution Approach
1. Identify Cost Behavior: Classify each cost item as fixed, variable, or semi-variable.
2. Calculate Variable Costs per Unit: Derive unit cost for direct materials, direct labor, and variable
overheads.
3. Compute Fixed Costs: List all fixed costs that will remain constant.
4. Adjust Costs for Multiple Levels: Apply formulas to scale variable and semi-variable costs to each
capacity level.
5. Prepare Tabular Budget: Present data neatly in a table with columns for each capacity level.
6. Verify Calculations: Ensure totals match expected logic, and cross-check cost per unit consistency.
e  Worked Example (Illustration)
Suppose a company’s data at 80% capacity is:
Direct materials: 34,00,000, Direct labor: %3,20,000, Variable overheads: Z1,60,000, Fixed
overheads: %2,00,000.
Using this data, compute costs for 70%, 80%, and 90% capacity.

Variable costs (materials + labor + variable overheads) are scaled proportionately.
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Fixed overheads remain 32,00,000 for all levels.
The resulting table shows total costs at each capacity, allowing comparison with actual performance.
o Importance of Practice
Regular practice of such problems strengthens understanding and enables managers to prepare

quick, accurate budgets in real scenarios.

Practical Problem (With Specimen)
Problem:
At 80% capacity (8,000 units), the cost details of ABC Ltd. are:
e Direct Materials: 34,00,000
e Direct Labour: 23,20,000
e Variable Overheads: 21,60,000
o Fixed Overheads: 32,00,000
Prepare a flexible budget for 70%, 80%, and 90% capacity levels.

Solution (Specimen: Flexible Budget)

Particulars 70% (7,000 units)|80% (8,000 units) |90% (9,000 units)
Direct Materials %3,50,000 %4,00,000 %4,50,000

Direct Labour %2,80,000 %3,20,000 %3,60,000
Variable Overheads |31,40,000 %1,60,000 %1,80,000

Total Variable Costs|7,70,000 Z8,80,000 %9,90,000

Fixed Overheads %2,00,000 %2,00,000 %2,00,000

Total Costs %9,70,000 %10,80,000 %11,90,000

Knowledge Check 1

Choose The Currect Options :
1. Flexible budgets are prepared for:

a) One level only

b) Multiple levels
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c¢) Previous year data

d) Historical costs

2. Fixed costs in a flexible budget:
a) Change proportionately

b) Decrease with output

¢) Remain constant

d) Increase stepwise

3. The high-low method is used to:
a) Calculate sales

b) Segregate costs

¢) Prepare revenue budget

d) Allocate overheads

4. Semi-variable cost is calculated as:
a) Total + Units

b) Fixed + Variable part

¢) Only variable part

d) Only fixed part

5. Flexible budgets are most useful for:
a) Static industries

b) Government planning

¢) Dynamic conditions

d) Depreciation charges

5.4 Summary

7
0‘0

D3

Budgeting is a key managerial tool for planning, cost control, and performance evaluation.

A fixed budget is prepared for a single level of activity and remains unchanged throughout the

budget period.

A flexible budget adjusts costs in response to changes in the level of activity, making it more

realistic and adaptable.

Fixed budgets are best suited for stable production environments with predictable demand and cost

behavior.
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Flexible budgets require classification of costs into fixed, variable, and semi-variable components

for accurate adjustments.

Flexible budgets are prepared for multiple levels of activity, enabling management to plan for

varying production scenarios.

Variance analysis using flexible budgets provides more meaningful insights by isolating efficiency

variances from volume variances.

Semi-variable costs must be separated into fixed and variable parts, often using methods such as the

high-low method.

Flexible budgets are highly useful in industries with fluctuating demand or seasonal production

patterns.
Solving practical problems strengthens understanding and helps managers prepare realistic budgets.

Properly prepared flexible budgets improve decision-making related to pricing, cost control, and

resource allocation.

Both fixed and flexible budgets play complementary roles in long-term planning and short-term

operational control.

5.5 Key Terms

Budget: A financial plan that estimates income and expenditure for a specific period.

Fixed Budget: A budget prepared for a single level of activity and does not change with output

variations.

Flexible Budget: A budget that adjusts costs based on actual production or activity levels.
Variable Costs: Costs that change directly in proportion to changes in activity level.

Fixed Costs: Costs that remain constant irrespective of production within the relevant range.

Semi-variable Costs: Costs having both fixed and variable components that vary partly with

activity.

Relevant Range: The range of activity within which cost behavior assumptions remain valid.

High-Low Method: A technique used to segregate semi-variable costs into fixed and variable parts.
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Variance Analysis: The process of comparing budgeted figures with actual performance to find

deviations.
Capacity Utilization: The percentage of maximum possible output that is actually achieved.

Step Costs: Costs that remain constant over small ranges of activity but change when volume

crosses thresholds.

Contribution Margin: The difference between sales revenue and variable costs, used in profit

planning.

5.6 Descriptive Questions

1.

Define a fixed budget and explain its key features with suitable examples.
Define a flexible budget and describe the steps involved in its preparation.
Differentiate between fixed and flexible budgets in terms of concept, application, and usefulness.

Explain how costs are classified into fixed, variable, and semi-variable components in a flexible

budget.

Prepare a flexible budget for 70%, 80%, and 90% capacity given suitable cost data.

Discuss the advantages and limitations of using a flexible budget for performance evaluation.
[lustrate the high-low method with an example and explain its significance in flexible budgeting.

Analyze the role of flexible budgeting in decision-making during demand fluctuations.
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Answers to Knowledge Check

Answer Key to Knowledge Check 1:
1. b — Multiple levels

2. ¢—Remain constant
3. b — Segregate costs
4. b - Fixed + Variable part

5. ¢— Dynamic conditions

5.8 Case Study / Practical Exercise

Cost Planning at Orion Appliances Ltd.
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Orion Appliances Ltd. is a leading manufacturer of small kitchen appliances. The company operates in
a highly competitive market where demand fluctuates significantly throughout the year. For the
financial year, the management had initially prepared a fixed budget assuming production at 80%
capacity. The budgeted costs for 80% capacity (40,000 units) were as follows:

e Direct Materials: X80,00,000

e Direct Labor: 264,00,000
e Variable Overheads: 332,00,000
o Fixed Overheads: 340,00,000

During the first six months, demand exceeded expectations, and actual production reached 48,000 units
(96% capacity). The actual costs incurred were:

o Direct Materials: 394,00,000

e Direct Labor: 276,00,000

e Variable Overheads: 237,00,000
o Fixed Overheads: 340,50,000

The production manager argued that the performance should be judged against a flexible budget because

the fixed budget does not reflect the higher level of activity.

Problem Statement 1: Preparation of Flexible Budget
Prepare a flexible budget for 96% capacity based on the given cost data and compare it with actual
costs.
Solution:
e Step 1: Calculate Cost per Unit at 80% Capacity

Direct Materials per unit = %80,00,000 + 40,000 = 3200

Direct Labor per unit = 264,00,000 +~ 40,000 = X160

Variable Overhead per unit =%32,00,000 + 40,000 = X80

e Step 2: Compute Flexible Budget Costs for 48,000 Units
Direct Materials = 48,000 x 3200 = %96,00,000
Direct Labor = 48,000 x 2160 =X76,80,000
Variable Overheads = 48,000 x 380 = %38,40,000
Fixed Overheads = %¥40,00,000 (unchanged)
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e Step 3: Comparison with Actual
The flexible budget shows slightly higher expected costs for materials and labor than what was

actually incurred, indicating cost savings despite higher production levels.

Problem Statement 2: Variance Analysis

Calculate material, labor, and variable overhead variances based on flexible budget figures and actual
costs.

Solution:

e Material Variance: 396,00,000 — 394,00,000 = %2,00,000 (Favorable)
e Labor Variance: 376,80,000 — 376,00,000 = 80,000 (Favorable)
e Variable Overhead Variance: 338,40,000 —%37,00,000 = X1,40,000 (Favorable)

These variances indicate efficient cost control, as actual expenses were lower than expected at a higher

production level.

Problem Statement 3: Managerial Decision-Making

Advise management on whether the company should consider increasing production capacity

permanently to take advantage of rising demand.

Solution:

The favorable variances suggest that Orion Appliances is operating efficiently even at a higher capacity.
If demand remains strong, the company could consider permanent capacity expansion to reduce per-
unit fixed cost and increase profitability. However, management must also analyze market
sustainability, potential capital investment requirements, and risks associated with long-term demand

fluctuations.

Reflective Questions
1. Why is it important to prepare a flexible budget when actual production differs from planned

capacity?
2. How do favorable variances affect managerial evaluation and future planning?

3. Would the fixed budget have given an accurate picture of performance in this case? Why or why

not?

4. What additional data would you consider before recommending permanent capacity expansion?
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Conclusion
This case highlights the importance of using flexible budgets for fair performance evaluation in a
dynamic production environment. By adjusting costs for actual activity levels, Orion Appliances was

able to identify genuine efficiencies and make informed decisions about capacity planning. Flexible

budgeting thus serves as a powerful tool for both cost control and strategic decision-making.
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Unit 6-Marginal Costing and Break-Even Analysis

Learning outcomes:

1. Differentiate between absorption costing and marginal costing and explain their relevance in
decision-making.
2. Apply cost-volume-profit (CVP) analysis to study relationships between cost, volume, and profit.
3. Explain the concept and significance of break-even analysis for managerial decisions.
4. Calculate break-even point (BEP) in units, sales value, and contribution margin.
5. Solve numerical problems on BEP using multiple approaches and interpret results.
6. Analyze the impact of changes in cost, selling price, and volume on profitability using CVP tools.
7. Use break-even and CVP analysis for planning, pricing, and profit forecasting.
Content:
6.0  Introductory caselet
6.1 Absorption Costing vs. Marginal Costing
6.2  Cost-Volume-Profit (CVP) Analysis
6.3 Break-Even Analysis
6.4  Break-Even Calculations
6.5 Practical Problems on BEP
6.6 Summary
6.7  Key Terms
6.8 Descriptive Questions
6.9  References
6.10 Case Study
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6.0 Introductory caselet

“Profit Planning at Horizon Electronics”

Horizon Electronics is a growing manufacturer of home appliances such as air purifiers and smart fans. The

company has been experiencing fluctuating profits despite consistent sales growth. Management suspects
that rising fixed costs and changes in variable costs per unit are affecting overall profitability.

The finance manager decides to prepare a detailed cost-volume-profit (CVP) analysis to understand how
sales volume, costs, and profits are related. He collects data showing that each air purifier sells for 26,000,
with a variable cost of 33,500 per unit. Fixed costs for the month amount to 321,00,000, including rent,
salaries, and depreciation.

By preparing a break-even analysis, the finance team calculates that the company needs to sell 840 units
per month to cover all costs. However, in the last two months, actual sales were 950 units and 1,050 units
respectively, yet profit margins were lower than expected. On further investigation, the team discovered
that variable costs per unit increased because of higher raw material prices and overtime payments, reducing
contribution per unit.

The sales manager argues for increasing the selling price slightly to offset rising costs, but the marketing
team is concerned about losing price-sensitive customers. Meanwhile, the operations manager is exploring
ways to reduce overtime and improve efficiency to bring down variable costs.

Management must now make a strategic decision: whether to raise selling prices, cut variable costs, or

explore ways to spread fixed costs over higher production volumes.

Critical Thinking Question
How can Horizon Electronics use cost-volume-profit and break-even analysis to determine the most

effective strategy—raising prices, reducing costs, or increasing sales volume—to improve profitability

without losing market share?
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6.1 Absorption Costing vs. Marginal Costing

Absorption costing and marginal costing are two fundamental approaches to product costing and profit
measurement. They differ primarily in how they treat fixed manufacturing overheads. Understanding their
concepts, differences, and implications is critical for decision-making in cost control, pricing, and profit

planning.

6.1.1 Concept of Absorption Costing
Meaning
Absorption costing, also called full costing, is a method in which all costs of production—both variable
and fixed—are absorbed by the units produced. This includes direct materials, direct labour, variable
factory overheads, and fixed factory overheads. In other words, fixed manufacturing costs are treated as
product costs and included in inventory valuation.
Key Features

1. Inclusion of All Manufacturing Costs

Both variable and fixed production costs are allocated to products, ensuring that the full cost of

manufacturing is captured.

2. Treatment of Fixed Overheads
Fixed overheads are allocated based on a predetermined absorption rate (e.g., per labour hour or

per machine hour) and carried forward in closing stock.

3. Inventory Valuation
Since fixed costs are part of product cost, closing inventory includes a share of fixed costs,

resulting in higher inventory valuation compared to marginal costing.

4. Profit Measurement
Profit fluctuates with changes in production volume because when production exceeds sales, some

fixed costs remain in inventory and are not charged to the current period’s profit and loss account.

Advantages
e Complies with generally accepted accounting principles (GAAP) and is required for external

financial reporting.
e Presents a realistic cost per unit by including all costs of production.

o Useful for long-term pricing and profitability analysis.

Limitations
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e Profits may be distorted due to changes in production levels even when sales remain constant.

e Encourages overproduction to spread fixed costs over more units, which may lead to excessive

inventory buildup.

e Less useful for decision-making that focuses on contribution margin and cost-volume relationships.

6.1.2 Concept of Marginal Costing

Meaning

Marginal costing is a costing technique where only variable costs are charged to product cost, while
fixed costs are treated as period costs and written off in full in the profit and loss account of the period in
which they are incurred. The focus is on contribution margin (Sales — Variable Costs), which helps
determine how much is available to cover fixed costs and contribute to profit.

Key Features

1. Treatment of Costs
o Variable costs are product costs (included in inventory).
o Fixed costs are not allocated to units produced but expensed fully in the period.

2. Contribution Margin Approach
Marginal costing emphasizes contribution per unit, which is crucial for decision-making such as

accepting special orders, determining breakeven point, or choosing a profitable product mix.

3. Inventory Valuation

Closing inventory is valued at variable cost only, excluding any share of fixed costs.

4. Profit Measurement
Profit is directly linked to sales volume because fixed costs remain constant regardless of

production.

Advantages

o Simplifies decision-making by clearly showing the contribution margin.
e Avoids distortion of profits due to over- or under-absorption of fixed overheads.
o Useful for short-term decisions like pricing, order acceptance, and shutdown analysis.

Limitations

e Not accepted for external financial reporting under GAAP or IFRS.
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e Ignores the importance of fixed costs in the long run.

e May not provide a realistic cost per unit for long-term pricing decisions.

6.1.3 Key Differences between Absorption and Marginal Costing

Basis Absorption Costing Marginal Costing
Treatment of| Fixed production overheads are included in | Fixed production overheads are treated as
Fixed Costs product cost and absorbed into inventory. |period costs and charged entirely to P&L.
Includes both variable and fixed ) )
Cost per Unit ' Includes only variable production costs.
production costs.
Profit depends on production as well as |Profit depends only on sales volume (not
Profit Impact )
sales volume. affected by inventory changes).
Inventory Closing stock includes share of fixed costs, | Closing stock valued at variable cost
Valuation resulting in higher valuation. only, resulting in lower valuation.
Decision-Making |Suitable for long-term pricing and|{More suitable for short-term decision-
Focus profitability analysis. making and CVP analysis.
Reporting _ . _ _
Required for statutory financial reporting. |Not accepted for statutory reporting.
Requirement

Managerial Implication

Understanding these differences allows managers to choose the right method for internal decision-making

versus external reporting, ensuring better planning and control.

6.1.4 Advantages and Limitations of Marginal Costing

Advantages

1. Better Decision-Making Tool

Contribution margin highlights how much each unit contributes toward covering fixed costs and

generating profit, making it ideal for decisions on pricing, order acceptance, and product mix.

Simplified Overhead Treatment

By charging fixed costs directly to the period, marginal costing avoids the complexity of overhead

absorption rates and under/over-absorption adjustments.
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3. Clearer Profit Measurement
Since profit depends only on sales volume, it reflects true performance of the sales function

without distortion from production changes.

4. Useful in CVP Analysis
Break-even point, margin of safety, and profit planning can be easily calculated using marginal

costing data.

5. Supports Short-Term Planning
Helps in decisions like make-or-buy, shutdown analysis, special orders, and determining

minimum selling price.

Limitations
1. Not GAAP Compliant
Since it excludes fixed costs from inventory valuation, it cannot be used for published financial

statements.

2. Less Useful for Long-Term Decisions
For long-term pricing or capital investment decisions, fixed costs are important and cannot be

ignored.

3. Ignores Impact of Fixed Costs per Unit
Fails to show how fixed cost per unit changes with production volume, which may be important

for capacity planning.

4. Requires Accurate Segregation of Costs

If costs are not clearly classified into fixed and variable components, results may be misleading.

5. Not Suitable for Absorption-Based Industries
In industries where inventory valuation is critical (e.g., large seasonal production), exclusion of

fixed cost may understate closing stock value and distort profit reporting.

6.2 Cost-Volume-Profit (CVP) Analysis
Cost-Volume-Profit (CVP) analysis is one of the most powerful tools in managerial decision-making. It
studies how changes in costs (both fixed and variable), sales volume, and selling price affect profit. CVP

analysis helps managers predict future profits under varying levels of activity, plan sales targets, determine

breakeven points, and take decisions on pricing and product mix.
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6.2.1 Introduction to CVP Analysis

Meaning

CVP analysis examines the interrelationship between cost structure, volume of production/sales, and profit.
It shows how profits respond to changes in selling price, costs, and output levels. It is often visualized
through a CVP or breakeven chart that clearly depicts the point at which total cost equals total revenue.
Key Elements

e Fixed Costs (FC): Remain constant within the relevant range regardless of output (e.g., rent,

salaries).

e Variable Costs (VC): Change proportionately with activity level (e.g., direct material, direct

labour).
o Sales Revenue (S): Selling price per unit x number of units sold.
e Contribution (C): Sales — Variable Cost.
e Profit (P): Contribution — Fixed Cost.

Formula:
Profit = (Sales x Contribution Margin Ratio) — Fixed Costs
Objectives of CVP Analysis

e To determine breakeven point and margin of safety.

o To plan for desired profit by identifying required sales volume.
o To analyze impact of changes in selling price, costs, and mix.

o To support make-or-buy, special order, and shutdown decisions.

Managerial Application
CVP analysis is widely used in profit planning and budgeting. It helps managers focus on contribution

margin, which is a more relevant measure for decision-making than just gross margin or total cost.

6.2.2 Concept of Contribution
Meaning

Contribution is the amount available from sales revenue after deducting variable costs, which is then used

to cover fixed costs and generate profit.
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Formula:

Contribution per Unit = Selling Price per Unit — Variable Cost per Unit
Total Contribution = Total Sales — Total Variable Cost

Interpretation

e Ifcontribution equals fixed costs, the company is at breakeven.
o If contribution exceeds fixed costs, the company earns profit equal to the excess.
e If contribution is less than fixed costs, the company incurs a loss.

Importance

1. Decision-Making Tool: Contribution helps in assessing profitability of a product or order.

2. Pricing Decisions: Identifies the minimum price at which a special order can be accepted (as long

as it covers variable cost and contributes to fixed cost).

3. Product Mix Decisions: Guides managers to prioritize products with higher contribution per

limiting factor (e.g., per labour hour).
4. Break-even Planning: Contribution margin helps calculate breakeven sales volume quickly.

Example:
If Selling Price = %500, Variable Cost = %3300, Contribution per unit = 3200.
If Fixed Costs = X1,00,000, Breakeven Sales Units = 1,00,000 <+ 200 = 500 units.

Contribution therefore serves as a vital control point between cost and profitability.

6.2.3 Profit-Volume (P/V) Ratio

Meaning

The Profit-Volume ratio (also called Contribution/Sales Ratio or C/S Ratio) expresses the relationship
between contribution and sales. It indicates how much contribution is earned per rupee of sales.

Formula:

P/V Ratio = (Contribution + Sales) x 100

Or,

P/V Ratio = (Sales — Variable Cost) + Sales x 100

Importance
1. BEP Calculation:
Breakeven Sales = Fixed Costs +~ P/V Ratio
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2. Profit Planning:
Profit = (Sales x P/V Ratio) — Fixed Costs

3. Sensitivity Analysis:

Shows how profit will change if sales volume changes.

Interpretation

A higher P/V ratio means a higher contribution margin and faster recovery of fixed costs. It is desirable for
businesses to have products with a high P/V ratio to achieve breakeven quickly and improve profitability.
Example:

Sales =%10,00,000, Variable Costs = %6,00,000

Contribution = 4,00,000, P/V Ratio = 4,00,000 + 10,00,000 = 40%

If Fixed Cost =%3,00,000, Profit = (10,00,000 x 40%) — 3,00,000 = X1,00,000

6.2.4 Relationship between Cost, Volume, and Profit
CVP analysis assumes a linear relationship between cost, volume, and profit within a relevant range.
Relationship Explained

e Cost-Volume Link: As volume increases, total variable cost rises proportionately while fixed cost

remains constant.
e Volume-Profit Link: Profit increases with higher sales volume once fixed costs are recovered.

o Cost-Profit Link: Any change in cost (variable or fixed) directly affects profit level for a given

sales volume.

Graphical Representation
On a CVP chart:

o The X-axis represents sales volume (units) and Y-axis represents cost/revenue.
e Total cost line starts from the level of fixed costs and slopes upward with variable cost per unit.

o Total sales line starts from zero and rises with selling price per unit.

The point where sales line intersects total cost line is the breakeven point.

Managerial Use
This relationship is crucial for profit planning, as managers can simulate the effect of:

o Changes in selling price on breakeven point.

o Increase/decrease in fixed costs due to capital investment or downsizing.
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e Impact of cost control programs on overall profitability.

Did You Know?

"The first formal CVP analysis was popularized during the 1930s by General Electric and DuPont,
who used breakeven charts to plan production and profit during the Great Depression, making it one

of the earliest tools of modern managerial economics."

6.2.5 Practical Problems on Contribution and P/V Ratio
Practical problem-solving in CVP analysis focuses on applying contribution and P/V ratio formulas to real
business scenarios.
Steps for Solving Problems:
1. Calculate Contribution per Unit = Selling Price — Variable Cost per Unit.

2. Calculate P/V Ratio = Contribution + Sales x 100.

3. Calculate Breakeven Point = Fixed Cost + Contribution per Unit (in units) or Fixed Cost + P/V

Ratio (in sales value).
4. Calculate Required Sales for Desired Profit = (Fixed Cost + Desired Profit) + Contribution per Unit.
5. Calculate Margin of Safety = (Actual Sales — Breakeven Sales) + Actual Sales x 100.

Example Problem:
Selling Price =500, Variable Cost = 2300, Fixed Costs =32,00,000, Sales = 1,500 units.
e Contribution = 500 — 300 = 3200 per unit

Total Contribution = 1,500 x 200 = %3,00,000

e P/V Ratio =200 + 500 = 40%

Breakeven Sales (Units) = 2,00,000 + 200 = 1,000 units
e Profit = Total Contribution — Fixed Costs = 3,00,000 — 2,00,000 = Z1,00,000

Managerial Insight:

Such calculations help managers decide whether to increase price, boost sales volume, or cut

variable/fixed costs to reach target profit levels.




ATLAS

SKILLTECH
UNIVERSITY

6.3 Break-Even Analysis

Break-even analysis is one of the most widely used managerial tools to study the relationship between costs,
sales volume, and profit. It identifies the sales volume at which total revenue equals total costs, resulting in
neither profit nor loss. Beyond breakeven, every additional unit sold contributes to profit; below breakeven,

the firm incurs a loss.

6.3.1 Meaning and Importance of Break-Even Analysis
Meaning
Break-even analysis determines the level of activity at which total revenue exactly covers total costs. The
corresponding sales volume is called the Break-Even Point (BEP). At this point, there is no profit or loss
— the business just recovers its fixed and variable costs.
Formula:
BEP (in Units) = Fixed Costs + Contribution per Unit
BEP (in Sales Value) = Fixed Costs + P/V Ratio
Where:
Contribution per Unit = Selling Price — Variable Cost per Unit
P/V Ratio = Contribution + Sales
Importance of Break-Even Analysis
1. Profit Planning
BEP helps management determine the minimum sales volume required to avoid losses and to plan

for desired profit levels.

2. Decision-Making
It aids in evaluating the impact of changes in selling price, variable cost, or fixed cost on

profitability.

3. Cost Control
Break-even analysis highlights the relative importance of fixed and variable costs, guiding

management in controlling costs and improving efficiency.

4. Pricing Decisions

It supports determination of minimum price for tenders or special orders to ensure coverage of

costs.
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5. Risk Assessment
By analyzing the margin of safety (actual sales — BEP sales), management can gauge the level of

risk the business faces in terms of sales fluctuations.

6. Capacity Utilization Planning
It helps assess whether current production capacity is adequate to meet breakeven and profit

requirements.

Managerial Insight
Break-even analysis provides a clear picture of how close or far the organization is from its profit target

and helps managers take proactive steps to achieve financial stability.

6.3.2 Assumptions Underlying BEP Analysis

Break-even analysis is based on several simplifying assumptions that make its results more indicative rather
than exact. Understanding these assumptions helps in using BEP analysis realistically.

Key Assumptions

1. Linear Relationship between Cost, Volume, and Profit
o Variable costs change proportionately with volume.
o Fixed costs remain constant within the relevant range.
o Selling price per unit remains unchanged.

2. Constant Sales Mix

If multiple products are sold, their proportion in total sales remains constant during the period.

3. Production = Sales

No significant change in inventory levels is assumed; production volume equals sales volume.

4. No Change in Efficiency or Technology
Productivity and process efficiency are assumed to be stable, with no major technological

disruptions.

5. Relevant Range of Activity

The analysis applies only within a specific range of output where cost behaviour remains

consistent.
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6. Perfect Divisibility of Costs and Output
Costs can be divided accurately into fixed and variable components, and output can be measured

continuously.

Implication of Assumptions
While these assumptions simplify the model, in real business situations there may be non-linear cost
behaviours, price discounts, or economies of scale. Managers should therefore use BEP analysis as a

guiding tool rather than a precise prediction.

6.3.3 Graphical Presentation of BEP (Break-Even Chart)
Break-even analysis is often presented graphically using a Break-Even Chart. This chart provides a visual
representation of cost, revenue, and profit relationships.
Steps in Drawing a Break-Even Chart
1. Draw Axes

o X-axis: Represents output or sales volume.
o Y-axis: Represents cost and revenue in monetary terms.

2. Plot Fixed Cost Line

A horizontal line parallel to the X-axis representing fixed costs, which do not change with volume.

3. Plot Total Cost Line
Starts from the fixed cost line and slopes upward, showing addition of variable cost with each unit

produced.

4. Plot Sales Revenue Line

Starts from the origin and slopes upward at a rate equal to selling price per unit.

5. Identify Breakeven Point

The point where total cost line intersects sales revenue line is the breakeven point.
6. Shaded Area for Profit and Loss
o The area above breakeven where revenue exceeds cost indicates profit.
o The area below breakeven where cost exceeds revenue indicates loss.

Advantages of Graphical Presentation

o Provides an intuitive and easy-to-understand view of cost-revenue relationship.
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o Facilitates quick sensitivity analysis (e.g., effect of cost changes on BEP).
o Useful for presentations to stakeholders and non-financial managers.

Limitations

e Accuracy depends on correctness of cost classification and linearity assumption.

e Not suitable for highly diversified companies with multiple products.

“Activity: Drawing and Interpreting Your Own Break-Even Chart”

Prepare a break-even chart for a product of your choice. Assume selling price per unit, variable cost per
unit, and fixed cost based on realistic figures. Draw the total cost line, sales revenue line, and mark the
breakeven point clearly. After plotting the chart, calculate the margin of safety and write a short note

explaining whether your business is in a safe or risky position based on the chart.

6.4 Break-Even Calculations

Break-even calculations translate the conceptual understanding of break-even analysis into precise
numerical results. These calculations help management determine the exact volume of sales required to
cover total costs, assess the safety margin between actual and break-even sales, and evaluate profitability

sensitivity using the angle of incidence.

6.4.1 Calculation of Break-Even Point (BEP)

Concept

The Break-Even Point (BEP) is the sales volume at which there is no profit and no loss — i.e., total cost
equals total revenue. Beyond this point, the company begins earning profit; below it, losses occur.
Formula (Units):

BEP (Units) = Fixed Costs + Contribution per Unit

Where:

Contribution per Unit = Selling Price — Variable Cost per Unit

Formula (Sales Value):

BEP (Sales Value) = Fixed Costs + P/V Ratio

Where:

P/V Ratio = Contribution + Sales x 100

Step-by-Step Procedure
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1. Identify Fixed Costs (FC): Include all costs that do not vary with production (e.g., rent, salaries,

depreciation).
2. Identify Variable Costs per Unit (VC): Direct materials, direct labour, and variable overheads.
3. Calculate Contribution per Unit (C): Selling Price per Unit — VC per Unit.
4. Compute BEP Units: Divide FC by Contribution per Unit.
5. Compute BEP Sales: Multiply BEP Units by Selling Price or use FC + P/V Ratio.

Example:

Fixed Costs = %3,00,000

Selling Price = 3500 per unit

Variable Cost = X300 per unit

Contribution = 500 — 300 = 3200

BEP (Units) = 3,00,000 + 200 = 1,500 units

BEP (Sales) = 1,500 x 500 =%7,50,000

Interpretation: The business must sell 1,500 units or generate sales of ¥7,50,000 to avoid loss.
Managerial Application

o Helps managers set minimum sales targets.
e Useful in evaluating feasibility of new projects.

e Guides decisions on capacity utilization and cost control.

6.4.2 Margin of Safety (MOS)
Concept
Margin of Safety represents the difference between actual (or budgeted) sales and break-even sales. It
indicates the level by which sales can drop before the company incurs a loss.
Formula:
MOS (Units) = Actual Sales Units — BEP Units
MOS (Sales) = Actual Sales Value — BEP Sales Value
MOS (%) = (MOS + Actual Sales) x 100
Step-by-Step Approach
1. Compute BEP Units or Sales Value: Using formulas in 6.4.1.

2. Find Actual Sales: Use actual or forecasted data.




ATLAS

SKILLTECH
UNIVERSITY

3. Subtract BEP from Actual Sales: Gives margin of safety.
4. Convert to Percentage: Helps in quick interpretation.

Example:

Using previous example, if actual sales = 2,000 units

MOS =2,000 — 1,500 = 500 units

MOS % = (500 + 2,000) x 100 = 25%

Interpretation: Sales can fall by 25% before the firm starts making a loss. A higher margin of safety indicates
lower business risk, whereas a lower margin of safety implies vulnerability to even small sales declines.
Importance of MOS

o Helps assess risk of operations.
e Guides decisions on price reduction strategies or cost increases.
o Encourages management to take proactive steps if MOS is too low.

Managerial Insights
If MOS is low, management may increase selling price, cut variable cost, or reduce fixed cost to widen
the safety margin. If MOS is high, the company is in a strong position to take competitive moves such as

price reduction or launching new products.

6.4.3 Angle of Incidence and its Significance

Concept

The Angle of Incidence refers to the angle formed at the point where the total cost line and total sales line
intersect on the break-even chart. This angle visually indicates how sharply profits rise after breakeven.
Interpretation of Angle of Incidence

o Wide Angle: Indicates higher contribution per unit and quicker profit growth after breakeven.
o Narrow Angle: Indicates lower contribution per unit and slower profit growth.

Graphical Explanation
On a break-even chart:

o Total cost line starts from fixed cost level and rises with slope equal to variable cost per unit.
o Total sales line starts from origin and rises with slope equal to selling price per unit.

o The angle at their intersection is the angle of incidence.

Managerial Importance
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1. Profitability Indicator:
A wider angle means that once the firm crosses BEP, profits increase at a faster rate per additional

unit sold.

2. Contribution Margin Impact:
Angle width is directly related to contribution margin. A higher selling price or lower variable

cost widens the angle.

3. Strategic Decisions:
Helps managers assess how sensitive profits are to changes in sales volume and whether cost

structure is efficient.

4. Comparison Between Alternatives:
Businesses can compare two different products or divisions based on angle of incidence to

identify which generates profits more rapidly after breakeven.

Managerial Action:
Companies with a narrow angle of incidence should work on increasing contribution margin — either by
raising selling prices (if market allows) or reducing variable costs through process efficiency or bulk

discounts.

Knowledge Check 1

Choose The Correct Options :

1. Break-even point in units is calculated as:
a) Sales + Variable Cost
b) Fixed Cost + Contribution
c¢) Contribution + Sales

d) Fixed Cost + P/V Ratio

2. Margin of Safety shows:
a) Profit per unit
b) Sales below BEP
¢) Sales above BEP

d) Contribution margin
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3. A high Margin of Safety indicates:
a) High risk
b) Low profit
¢) Low risk

d) Narrow angle

4. Angle of Incidence is formed at:
a) Cost and profit lines
b) Total cost and sales lines
¢) Fixed cost and variable cost lines

d) P/V ratio and profit lines

5. A wide Angle of Incidence means:
a) Slow profit growth
b) High contribution
c) High fixed cost
d) High break-even

6.5 Practical Problems on BEP

Practical problems on Break-Even Point (BEP) transform theoretical understanding into actionable
decision-making insights. Managers frequently use BEP calculations to determine minimum sales volume,
assess risk, and guide pricing, product mix, and cost control decisions. This section focuses on solving
numerical BEP problems, handling multiple product situations, and applying BEP data in real-life

managerial contexts.

6.5.1 Solving Practical Problems on BEP

Approach

Solving BEP problems involves applying the formulas for BEP in units or sales value using real or assumed
data. The main steps include:

1. Identify Fixed Costs (FC): Gather total fixed expenses (e.g., rent, salaries, depreciation).
2. Calculate Variable Cost per Unit (VC): Include all costs that change with output.

3. Determine Selling Price (SP): Price at which each unit is sold.

4. Compute Contribution per Unit (C): SP - VC
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5. Calculate BEP (Units): FC ~C
6. Calculate BEP (Sales): FC +~ (C ~ SP)

Worked Example 1:

Fixed Cost = %3,00,000

Selling Price = %500 per unit

Variable Cost = X300 per unit

Contribution per Unit = 500 — 300 = 3200

BEP Units = 3,00,000 = 200 = 1,500 units

BEP Sales = 1,500 x 500 =7,50,000

Interpretation: The business must sell 1,500 units to cover all costs.
Worked Example 2 (Target Profit):

If desired profit = 350,000

Required Sales Units = (Fixed Cost + Desired Profit) + Contribution
=(3,00,000 + 50,000) + 200 = 1,750 units

Managers use this calculation to set sales targets for achieving specific profit goals.
Managerial Insights:

BEP calculations help answer “What if?”” questions. For example:

o What happens if price drops by 10%?
e What if raw material cost increases by 320 per unit?
o How many more units must be sold to maintain current profit?

Such sensitivity analysis enables proactive decision-making.

6.5.2 Multi-Product BEP Situations
Concept
When a company sells multiple products, calculating BEP becomes more complex because each product
has a different selling price, variable cost, and contribution margin. In such cases, a weighted average
contribution margin is used, based on the sales mix of products.
Steps for Multi-Product BEP:

1. Determine Sales Mix: Identify proportion of each product in total sales (e.g., Product A = 60%,

Product B =40%).

2. Calculate Contribution per Unit for Each Product: SP — VC for each product.
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3. Compute Weighted Average Contribution:
(Contribution A x Sales Mix A) + (Contribution B x Sales Mix B)

4. Calculate Composite BEP Units:
BEP (Units) = Total Fixed Cost + Weighted Contribution per Unit

5. Split BEP Units into Product-Wise Requirements:

Multiply composite BEP units by sales mix ratio.

Worked Example:

Fixed Costs = %5,00,000

Product A: SP =3200, VC =%120 — Contribution = X80

Product B: SP =3300, VC =%180 — Contribution =3120

Sales Mix = 2:1

Weighted Contribution = (80 x 2/3) + (120 x 1/3)

=53.33 +40=1393.33

Composite BEP Units = 5,00,000 + 93.33 = 5,357 units

Product A Units = 5,357 x2/3=3,571

Product B Units = 5,357 x 1/3 = 1,786

Interpretation: To break even, the company must sell 3,571 units of A and 1,786 units of B in the given
ratio.

Managerial Significance:

Multi-product BEP helps managers maintain optimal sales mix, assess impact of shifting product focus,

and plan promotional campaigns to maximize profitability.

6.5.3 Application of BEP in Decision-Making

BEP is more than a theoretical concept; it is a vital decision-making tool. It is used in a variety of managerial
scenarios:

1. Pricing Decisions

Managers use BEP to assess whether reducing price (to boost volume) will still result in covering fixed
costs and achieving profit targets.

2. Cost Control

By knowing the BEP, managers can evaluate how much reduction in fixed or variable costs would lower

the breakeven point and improve profitability.
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3. Capacity Planning

If BEP volume is close to current capacity, managers may decide to expand production facilities to handle
growth opportunities and increase profit margins.

4. Make-or-Buy Decisions

BEP analysis assists in comparing internal manufacturing costs with outsourced supply options by
showing the minimum output level required to justify in-house production.

5. Risk Assessment

A high BEP relative to expected sales indicates greater risk. Managers may then seek ways to reduce
fixed costs or switch to variable cost models (e.g., leasing instead of purchasing).

6. Special Order Evaluation

Managers can decide whether to accept special orders at lower prices if they contribute positively to
covering fixed costs and improving overall profit.

7. Margin of Safety Analysis

BEP helps determine the margin of safety, giving managers insight into how much cushion they have
before slipping into losses.

Example (Application):

If BEP is 80% of capacity and current sales are 85%, the margin of safety is only 5%, indicating high risk.

Management may explore cost reduction or capacity increase to improve safety margin and profitability.

6.6 Summary

o
°n

Absorption costing allocates both fixed and variable production costs to units, while marginal

costing charges only variable costs to products and treats fixed costs as period costs.

< CVP analysis studies how changes in cost, volume, and price affect profit, helping in planning and

decision-making.

< Contribution margin acts as the foundation for break-even analysis, profit planning, and short-term

decision-making.
< Profit-Volume (P/V) ratio indicates the rate at which profit changes with changes in sales volume.
% Break-even point (BEP) identifies the minimum sales required to cover all costs.

< Margin of Safety (MOS) shows the extent to which sales can fall before a business starts incurring

losses.
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Angle of Incidence on a BEP chart indicates the speed at which profit increases after reaching the

breakeven point.

Practical problems on BEP help managers determine the sales volume required for break-even and

profit targets.
Multi-product BEP is computed using weighted average contribution margin based on sales mix.
BEP is a vital tool for pricing decisions, cost control, capacity planning, and risk assessment.

Sensitivity analysis allows managers to simulate the impact of changes in price, costs, or volume

on profit.

CVP and BEP tools together enable proactive profit planning and better resource utilization.

6.7 Key Terms

Absorption Costing: Method where both fixed and variable production costs are included in

product cost.

Marginal Costing: Technique where only variable costs are treated as product costs and fixed costs

are charged as period costs.

Contribution: Sales minus variable costs, representing the amount available to cover fixed costs

and profit.
P/V Ratio: Contribution-to-sales ratio indicating profit sensitivity to changes in sales.

Break-Even Point (BEP): Sales volume at which total cost equals total revenue, resulting in zero

profit or loss.
Margin of Safety (MOS): Excess of actual or budgeted sales over breakeven sales.

Angle of Incidence: Angle formed by sales and total cost lines at BEP, showing speed of profit
growth.

Fixed Costs: Costs that remain constant regardless of production volume.
Variable Costs: Costs that vary in direct proportion to output.

Composite BEP: Breakeven point for multiple products calculated using weighted average

contribution.
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Target Profit Sales: Level of sales required to achieve a desired profit.

Sensitivity Analysis: Studying the effect of changes in key factors (price, cost, volume) on profit.

6.8 Descriptive Questions

1.

Define absorption costing and marginal costing. Explain their differences with examples.
Explain CVP analysis and its importance in profit planning and decision-making.

What is contribution margin? How is it useful for managerial decision-making?

Define and explain the P/V ratio. How is it used to calculate BEP?

Discuss the assumptions underlying break-even analysis.

Solve a problem to calculate BEP (units and sales value) given fixed cost, selling price, and variable

cost.
Explain margin of safety and angle of incidence with managerial interpretation.

[Nustrate the calculation of composite BEP in a multi-product company with suitable example.
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Answers to Knowledge Check

Answer Key to Knowledge Check 1:
1. b - Fixed Cost +~ Contribution

2. ¢—Sales above BEP
3. ¢—Lowrisk

4. b —Total cost and sales lines

5. b — High contribution
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6.10 Case Study / Practical Exercise

CVP and BEP Analysis for Growth Decisions at Nova Plastics

Nova Plastics manufactures eco-friendly storage containers. Management is concerned
about rising costs and wants to ensure the company remains profitable even under price
pressure.

Given Data:

o Selling Price per Unit = 600
e Variable Cost per Unit = 2360
e Monthly Fixed Costs = %9,60,000

o Current Sales = 5,000 units per month

Problem 1: Calculate BEP (Units and Sales Value)
Contribution per Unit = 600 — 360 = 3240

BEP (Units) = 9,60,000 + 240 = 4,000 units

BEP (Sales Value) = 4,000 x 600 =324,00,000

Interpretation: Nova Plastics must sell 4,000 units to cover all costs.

Problem 2: Calculate Margin of Safety
MOS (Units) = Actual Sales — BEP Sales
= 5,000 — 4,000 = 1,000 units

MOS % = (1,000 + 5,000) x 100 = 20%

Interpretation: Sales can drop by 20% before the company starts incurring losses.

Problem 3: Impact of Price Reduction

If selling price is reduced to I580 to boost sales volume by 10%, determine the effect on

profit.

New Contribution per Unit = 580 — 360 = 3220
New Sales Units = 5,000 x 1.10 = 5,500

Total Contribution = 5,500 x 220 =%12,10,000
Profit =12,10,000 — 9,60,000 = %2,50,000
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Interpretation: Profit increases compared to earlier profit (5,000 x 240 — 9,60,000 =

%2,40,000), proving that price reduction strategy can work if additional sales are achieved.

Reflective Questions

1. Should Nova Plastics proceed with the price reduction strategy given the profit
improvement?
2. How might rising raw material costs affect the BEP in future?
3. What other strategies could management adopt to improve contribution per unit?
4. How could capacity expansion influence BEP and margin of safety?
5. Is a20% margin of safety adequate for a company in a competitive industry?
Conclusion

This case study demonstrates the practical value of CVP and BEP analysis. By calculating

breakeven sales, margin of safety, and evaluating the impact of pricing decisions, Nova

Plastics gains insights into how to maintain profitability under cost and price pressures. This

analysis helps management make evidence-based decisions on pricing, cost control, and

sales strategy.
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Unit 7-Managerial Decision Making

Learning outcomes:

1. Differentiate between absorption costing and marginal costing for decision-making.
2. Apply marginal costing to evaluate acceptance of additional orders.

3. Analyze export and new market opportunities using cost and benefit analysis.

4. Compare costs to make informed make-or-buy decisions including opportunity costs.
5. Solve practical case problems related to make-or-buy decisions.

6. Apply cost-plus, competitive, and value-based pricing strategies effectively.

7. Interpret pricing case studies to balance profitability and market share.

Content:

7.0  Introductory caselet

7.1 Absorption Costing vs. Marginal Costing
7.2 Acceptance of Additional Orders

7.3 Exporting & Exploring New Markets
7.4  Make or Buy Decisions

7.5 Make or Buy Decisions — Cases

7.6  Pricing Decisions

7.7 Pricing Decisions — Cases

7.8 Summary

7.9  Key Terms

7.10  Descriptive Questions

7.11 References

7.12  Case Study
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7.0 Introductory caselet

“Strategic Decisions at Zenith Appliances Ltd.”

Zenith Appliances Ltd. is a well-established manufacturer of kitchen and home appliances. The company
is known for its quality and has a loyal customer base. Recently, management has been facing multiple
strategic decisions as the market becomes increasingly competitive and cost pressures intensify.

The finance team has noticed that while overall sales are growing, profit margins are shrinking due to rising
raw material and energy costs. The CEO has asked the management accountant to evaluate whether
continuing with absorption costing is appropriate for internal decision-making or whether switching to
marginal costing would give a clearer picture of contribution and help in better pricing and production
planning.

Meanwhile, the marketing department has received a bulk order from a large retailer at a price lower than
the current selling price. The production department has spare capacity, so the CFO must decide whether
to accept this order using a marginal costing approach to determine if it will add to overall profit.

In addition, the company is considering exporting to a neighbouring country, where demand for
affordable appliances is rising. This would require additional packaging, shipping costs, and market
research. The procurement team has also proposed outsourcing the production of a key component instead
of manufacturing it in-house, which may free capacity for other high-margin products but could affect
quality control.

Finally, the pricing committee must review its pricing strategy, balancing between cost-plus pricing to
ensure cost recovery and competitive pricing to retain market share.

Critical Thinking Question

How should Zenith Appliances prioritize between cost control, pricing strategy, and capacity utilization

when making decisions on accepting additional orders, outsourcing components, and entering new markets?




ATLAS

SKILLTECH
UNIVERSITY

7.1 Absorption Costing vs. Marginal Costing

Absorption costing and marginal costing are two widely used approaches to ascertain product costs and
measure profitability. Absorption costing, also called full costing, charges both fixed and variable
production costs to each unit produced. This means that direct materials, direct labour, variable overheads,
and a share of fixed overheads are included in the cost of inventory. As a result, closing stock values are
higher, and profit fluctuates with production levels since some fixed costs are carried forward in unsold
inventory. Absorption costing is required for statutory financial reporting and is useful for long-term pricing
and profitability analysis.

Marginal costing, on the other hand, includes only variable production costs in product cost and treats
fixed costs as period costs charged fully to the profit and loss account. Closing inventory is valued at
variable cost only, making profit depend solely on sales volume rather than production levels. Marginal
costing is particularly valuable for short-term decision-making, cost-volume-profit analysis, and evaluating
contribution margin, which helps in decisions such as pricing, special orders, and product mix optimization.
In summary, absorption costing is better for external reporting, whereas marginal costing is superior for

internal decision-making and profit planning.

7.1.1 Meaning and Importance of Decision Making in Management
Decision making is one of the most fundamental managerial functions, forming the backbone of planning,
organizing, and controlling business operations. It involves selecting the best course of action among
several alternatives to achieve organizational goals. In management, decisions must be rational, timely, and
based on reliable data to ensure efficiency and effectiveness.
o Strategic Nature of Decisions
Management decisions can be strategic, tactical, or operational. Strategic decisions involve long-
term implications such as entering a new market, setting product prices, or capacity expansion.
Tactical decisions are medium-term, focusing on resource allocation and process optimization,
while operational decisions are day-to-day actions required to keep business activities running

smoothly.

e Role in Organizational Success
The quality of decisions directly impacts profitability, competitiveness, and growth. Poor

decisions can lead to cost overruns, missed opportunities, and loss of market share. Therefore, a

systematic approach to decision-making is vital for long-term sustainability.
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e Dependence on Information
Good decisions depend on accurate, timely, and relevant information. Managers rely on

accounting data, cost reports, market analysis, and forecasts to make informed choices.

o Influence of External and Internal Factors
Decision-making must consider both internal factors (resources, policies, employee skills) and
external factors (competition, customer preferences, economic conditions). Balancing these

ensures that decisions are realistic and achievable.

o Continuous Process
Decision-making is not a one-time event but a continuous process that involves problem

identification, analysis, choice of alternative, implementation, and review of results.

e Risk and Uncertainty
Managers must often make decisions under uncertainty. Effective decision-making includes

evaluating risks, preparing contingency plans, and building flexibility into strategies.

Hence, decision-making is not just about choosing an option but about aligning actions with organizational

objectives while optimizing the use of resources.

7.1.2 Framework for Decision Making
A structured framework for decision-making helps managers analyze situations systematically and arrive
at logical, data-driven conclusions. The framework typically involves several stages that ensure no critical
element is overlooked.
o Identification of the Problem
The first step is recognizing that a decision needs to be made. Clearly defining the problem is

essential to avoid addressing symptoms instead of root causes.

e Collection and Analysis of Information
Managers gather quantitative and qualitative data such as costs, revenues, customer trends, and
operational metrics. Tools like ratio analysis, CVP analysis, and market research play a crucial

role here.

e Development of Alternatives
Multiple solutions must be considered to avoid bias. For example, to address rising costs,

alternatives might include cost reduction programs, process automation, or renegotiation with

suppliers.
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o Evaluation of Alternatives
Each alternative is assessed based on criteria such as cost, feasibility, risk, impact, and alignment
with organizational goals. Quantitative models like marginal costing, breakeven analysis, and

decision trees can be used.

e Selection of the Best Option
The option offering the highest benefit relative to cost and risk is selected. Sometimes a

combination of alternatives may be adopted.

e Implementation of Decision
The chosen alternative is executed through an action plan, clear communication, and allocation of

necessary resources.

e Feedback and Review
Post-implementation evaluation ensures that the decision achieves its intended outcome.

Deviations are analyzed, and corrective measures are taken if necessary.

This framework promotes rational decision-making and minimizes the influence of bias, intuition, or

incomplete information.

7.1.3 Role of Cost Accounting in Decision Making
Cost accounting plays a vital role in managerial decision-making by providing relevant cost information,

performance measurement, and profitability analysis. It helps managers plan, control, and make informed

choices.
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Cost Accounting in Decision Making

Cost

Strategic Support Classification

Providing financial Categorizing
insights for costs for better
strategic planning analysis and

control

Resource
Allocation
Distributing
resources

Determining the
cost of products

efficiently across for pricing
projects strategies
Pgrform@nce Profit Planning
Evaluation
Assessing éfo\ Forecasting and
financial planning for future
performance profitability
against goals Make-or-Buy

Decisions
Deciding whether
to produce or
purchase goods

Figure 7.1

e Cost Classification and Behavior Analysis
Cost accounting separates expenses into fixed, variable, and semi-variable components. This
classification is critical for CVP analysis, break-even calculations, and determining the

profitability of products.

e Product Costing and Pricing Decisions
By determining accurate product costs, cost accounting enables managers to set competitive yet

profitable selling prices. It also helps in tendering and quoting for special orders.

e Profit Planning and Forecasting
Tools like budgetary control and standard costing support profit planning. Managers can predict

the impact of changes in cost or volume on profit levels.

e Decision-Making for Make-or-Buy
Cost accounting helps compare internal manufacturing costs with supplier quotations, supporting

outsourcing or in-house production decisions.

e Performance Evaluation

Variance analysis highlights deviations from budgeted performance, allowing managers to

investigate inefficiencies and take corrective action.
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e Resource Allocation
Contribution analysis aids in ranking products, departments, or customers based on profitability,

ensuring optimal use of scarce resources.

e Support for Strategic Decisions

For long-term projects, cost accounting provides data for investment appraisal techniques like Net

Present Value (NPV), Internal Rate of Return (IRR), and Payback Period.

Cost accounting, therefore, is not limited to record-keeping; it serves as a decision-support system that

equips managers with insights for both routine and strategic business decisions.

7.2 Acceptance of Additional Orders

The acceptance of additional orders is one of the most common managerial decisions faced by businesses.
These orders typically come when an organization has spare production capacity and receives an offer to
sell products at a price lower than the regular selling price or under special terms. The decision to accept
such orders depends on the impact they will have on profits, resource utilization, and overall strategic
objectives. Marginal costing plays a critical role in these decisions, as it focuses on contribution rather than

total cost, helping management decide whether the additional sales will add to overall profitability.

7.2.1 Concept and Significance of Additional Orders

The concept of additional orders refers to the acceptance of extra production and sales opportunities beyond
the regular planned output, often at a price lower than the normal selling price. These orders may arise
during off-season periods, in response to special customer requests, or in order to enter new markets. The
decision must weigh the incremental revenue against the incremental cost incurred to fulfill the order.

» Significance of Additional Orders:

e Nature of Additional Orders
Additional orders are generally not part of the company's regular sales program. They may be one-
time opportunities that utilize idle production capacity, such as export orders, special bulk orders,

or clearance sales.

e Objective of Considering Additional Orders
The main aim is to improve utilization of unused resources, cover at least the variable cost of

production, and contribute towards fixed costs and profits. Even if the price is below the normal

selling price, the order may still be beneficial if it increases the total contribution margin.
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e Impact on Capacity Utilization
If the organization is operating below capacity, additional orders allow better use of available
resources. Idle capacity represents an opportunity cost because fixed costs continue to be incurred

irrespective of production levels.

e Risk and Strategic Considerations
Accepting additional orders may have pricing implications for regular customers, potentially
leading to conflicts if they discover lower prices being offered to others. Management must ensure

that such orders do not disrupt existing business relationships or set a precedent for lower pricing.

e Short-Term vs. Long-Term Implications
Additional orders may be accepted as a short-term measure to generate cash flow or absorb
overheads. However, in the long term, consistent acceptance of low-priced orders could

undermine brand value and profitability.

e Profitability Contribution
The key question is whether the additional order increases overall profit. This is determined by
comparing incremental revenue with incremental costs. If incremental revenue exceeds

incremental cost, the order should generally be accepted.

7.2.2 Marginal Costing Approach to Order Decisions
Marginal costing provides a logical and systematic way to decide on the acceptance of additional orders. It
focuses only on variable costs and contribution, thereby helping management assess whether the order will
add to overall profit.
e Focus on Contribution

The decision is based on the contribution margin generated by the order, which is calculated as:

Contribution = Sales Revenue — Variable Costs

If the contribution is positive, it means the order helps cover part of the fixed costs and contributes

to profit.

o Fixed Costs are Irrelevant for the Decision
Since fixed costs remain constant within the relevant range of production, they do not change with

additional output. Hence, they are not considered while evaluating additional orders. The decision

rests solely on whether the additional revenue covers variable costs and adds to contribution.
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e Capacity Considerations
If spare capacity exists, accepting additional orders is straightforward if they yield positive
contribution. However, if capacity is fully utilized, management must compare contribution per
unit from the additional order with that from regular sales. Only orders providing equal or higher

contribution per unit should be considered.

e Special Price Orders
Often additional orders are offered at a special lower price, such as export markets or bulk
discounts. Marginal costing allows managers to accept these orders as long as price exceeds

variable cost per unit, thereby generating incremental profit.

e Avoiding Pitfalls
Managers must ensure that accepting special orders does not lead to price cannibalization in
regular markets, that quality and delivery deadlines are not compromised, and that the additional

order does not disrupt ongoing production schedules.

e Decision Support
Marginal costing enables managers to prepare "what-if" scenarios by changing variables like
selling price, material cost, or capacity level, and observing their effect on contribution. This

ensures well-informed decisions.

7.2.3 Solving Practical Problems on Additional Orders
Practical problems on additional orders help illustrate the application of marginal costing principles in real
decision-making. The process involves analyzing given data, computing contribution, and making a logical
decision.
o Step 1: Identify Data Points
Collect information on selling price, variable costs (materials, labor, variable overheads), and
available capacity. Fixed costs are usually excluded since they remain unchanged.
e Step 2: Calculate Contribution per Unit
Contribution per unit = Selling Price — Variable Cost per Unit. This figure indicates how much
each unit contributes towards covering fixed costs and generating profit.
e Step 3: Compare Contribution with Special Order Price
If the special order price is higher than variable cost per unit, it results in positive contribution.
e Step 4: Check Spare Capacity

Ensure there is enough capacity to meet the additional order without affecting existing

commitments. If capacity is limited, use contribution per unit as the criterion to prioritize orders.
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o Step 5: Evaluate Strategic Factors
Consider non-financial implications such as impact on regular pricing policy, customer
relationships, and potential market development benefits.

e Step 6: Make Decision and Justify
Conclude whether to accept or reject the order based on quantitative and qualitative analysis, and
document the rationale for future reference.

o Illustration Example:
Suppose a company produces 10,000 units at a selling price of 120 per unit. Variable cost per
unit is X80, and fixed costs are X3,00,000. There is spare capacity of 2,000 units. A customer
offers to buy 1,500 units at ¥90 per unit.

e Contribution per unit = 390 — X80 =310

e Total Contribution from order = 1,500 x 210 =315,000
Since contribution is positive and there is spare capacity, the order should be accepted as it
increases overall profit by 315,000.

This approach can be extended to multi-product scenarios, step-fixed costs, and capacity constraints,

helping managers make optimal choices.

Practical Problem (With Specimen)
Problem:
XYZ Ltd. produces 20,000 units of Product X annually.
e Normal selling price per unit: X150
e Variable cost per unit: X100
o Fixed costs: X5,00,000 (per year, not affected by order)
e Spare capacity: 5,000 units
A foreign customer offers to purchase 4,000 units at X110 per unit. Should the company accept the

order?

Solution (Specimen Format):
1. Data Extraction
e Normal selling price = X150
e Variable cost per unit =100
o Special order price =110
e Spare capacity available = 5,000 units

e Order quantity = 4,000 units
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2. Contribution per Unit from Special Order
Contribution per unit = Special order price — Variable cost
=3110—-3100=X10

3. Total Contribution from Special Order
= Contribution per unit x Order quantity
=310 x 4,000 = 340,000

4. Capacity Check
Order size = 4,000 units
Spare capacity = 5,000 units
Order can be fulfilled without affecting regular sales.

5. Decision
Since the order gives an additional contribution of 40,000 without impacting existing sales, the

order should be accepted.

7.3 Exporting & Exploring New Markets
Exploring new markets, including exports, is a strategic decision that helps organizations expand their
customer base, achieve economies of scale, and enhance profitability. The decision involves evaluating
costs, benefits, risks, and potential opportunities. Managers must carefully assess demand potential,
regulatory requirements, pricing, logistics, and competition before entering a new market. Costing
techniques, particularly marginal costing and contribution analysis, play a crucial role in determining
whether an export or market expansion will be profitable. This section explores the factors influencing
export decisions, cost analysis techniques for market entry, and practical problem-solving approaches.
Exporting
Exporting refers to selling goods and services produced in one country to customers in another country. It
is often the first step companies take when expanding internationally because it involves relatively lower
risk compared to setting up production facilities abroad.
e Objective of Exporting
The primary goal of exporting is to access a larger customer base, take advantage of global
demand, and generate additional revenue streams. For companies with idle production capacity,

exporting can help absorb fixed costs and improve overall profitability.
e Advantages of Exporting

o Increased Market Reach: Exporting allows businesses to expand beyond domestic

boundaries, reducing dependence on a single market.
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o Better Capacity Utilization: Surplus capacity can be used to fulfill export orders, lowering

per-unit fixed costs.

o Foreign Exchange Earnings: Exporting generates foreign currency inflows, which can be

beneficial for companies and the economy.
o Brand Recognition: International presence enhances brand credibility and reputation.
e Challenges in Exporting

o Regulatory Compliance: Exporting involves adhering to complex documentation, customs

procedures, and international trade regulations.

o Logistics & Transportation: Costs related to shipping, insurance, and lead times must be

considered.

o Price Competitiveness: Products must remain competitively priced after adding export

duties and freight costs.

o Currency Risk: Exchange rate fluctuations can significantly impact profitability unless

hedging mechanisms are in place.

Exporting decisions must therefore consider not only cost and price competitiveness but also strategic
objectives, long-term sustainability, and risk management.
Exploring New Markets
Exploring new markets refers to entering untapped or underserved segments, which may be geographical
regions, customer groups, or entirely new industries. Unlike exporting, which typically involves selling the
same product to a foreign market, exploring new markets might require modifications in product design,
packaging, pricing, or distribution strategies.
e Objective of Market Exploration
The purpose is to diversify risk, find growth opportunities, and strengthen the company’s
competitive position. Entering new markets spreads business risk across multiple segments,

making the firm less vulnerable to downturns in any one market.
e Key Considerations in Market Exploration

o Market Research: Identifying demand potential, customer needs, and competitive

landscape is crucial before entry.
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o Cost-Benefit Analysis: Companies must assess whether expected revenues justify the
additional marketing, distribution, and setup costs.

o Adaptation Requirements: Products may need customization to suit local preferences or

regulatory standards.

o Entry Strategies: These may include direct selling, partnerships, franchising, or

establishing a local presence.

o Long-Term Vision: The decision should be aligned with strategic goals such as brand

building, growth, or diversification.
e Benefits of Market Exploration
o Revenue Growth: Opening new sales channels can lead to significant revenue increases.

o Economies of Scale: Higher production volumes reduce per-unit cost, improving

competitiveness.

o First-Mover Advantage: Entering an untapped market early can help establish strong

market share and customer loyalty.
e Challenges of Market Exploration

o High Initial Investment: Market entry may require significant upfront spending on

promotion, distribution, and infrastructure.

o Uncertainty of Demand: Sales projections may not materialize as expected, leading to

underutilization of resources.

o Cultural Barriers: Lack of understanding of local preferences can result in product

rejection.

Market exploration should be a well-researched and calculated move, balancing potential returns against

costs and risks.

In essence, exporting is about taking existing products to international customers, while exploring new
markets involves entering new geographical, demographic, or sectoral spaces. Both strategies aim to

increase revenue, utilize spare capacity, and enhance competitiveness, but they require rigorous cost

analysis, risk management, and strategic alignment to ensure success.
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7.3.1 Factors Influencing Export Decisions
Export decisions involve strategic thinking as they open the business to global markets, creating both
opportunities and challenges. Several factors influence whether a firm should begin or expand exporting
activities.
e Market Demand and Size
The foremost consideration is the demand for the product in the target country. Market research is
essential to assess potential customer base, purchasing power, and preferences. A high and

growing demand increases the feasibility of exporting.

e Cost and Price Competitiveness
The firm must evaluate whether its product can be sold at a competitive price after considering
production cost, export duties, freight, insurance, and tariffs. Competitive pricing must still yield a

positive contribution margin.

e Regulatory and Legal Environment
Exporting involves compliance with both domestic export regulations and foreign import laws.
These include customs procedures, quality certifications, product standards, and trade restrictions.

Non-compliance can result in penalties or rejection of goods.

o Exchange Rate Fluctuations
Since exports involve foreign currencies, changes in exchange rates can significantly affect
profitability. Companies must evaluate risks of currency depreciation or appreciation and may use

hedging techniques to minimize exposure.

e Logistics and Infrastructure
Reliable transport, warehousing, and distribution channels are crucial for timely delivery of goods.

High freight costs or poor infrastructure in the target market can erode profits.

e Political and Economic Stability
The stability of the target market affects risk levels. Political unrest, economic crises, or trade

sanctions can disrupt business operations.

e Strategic Fit and Long-Term Goals
Exporting should align with the company's long-term strategic objectives, such as diversification,

capacity utilization, or brand building. Short-term profits should not undermine the firm’s overall

positioning.
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e Impact on Domestic Market
Management must ensure that focusing on export markets does not create shortages or price

increases in the domestic market, which may harm local customer relationships.

Did You Know?

"Export-led growth strategies have historically driven rapid economic development in countries like
South Korea and Singapore, where government policies encouraged manufacturers to explore global

markets, leading to technological advancement and improved competitiveness."

7.3.2 Cost Analysis for New Market Decisions
Cost analysis is central to evaluating whether entering a new market or accepting export orders is financially
viable. Marginal costing is a preferred approach because it helps managers focus on additional costs and
revenues directly attributable to the new market.
o Identification of Relevant Costs
Only costs that will change as a result of entering the new market should be considered. These
include variable production costs, special packaging, transportation, insurance, customs duties,
marketing expenses, and commissions. Fixed costs that remain unchanged irrespective of the

decision are excluded from analysis.

e Computation of Contribution Margin
Contribution per unit is calculated as:
Contribution = Selling Price — Relevant Variable Costs
A positive contribution indicates that the new order or market will cover a portion of fixed costs

and improve profits.

e Break-even and Profitability Analysis
Managers must determine how many units must be sold to cover additional fixed costs incurred
for market entry, such as promotional campaigns, market research, or setting up distribution

networks. Break-even sales = Additional Fixed Costs + Contribution per Unit.

o Sensitivity Analysis
Since new markets carry uncertainty, sensitivity analysis is used to examine the impact of

variations in selling price, costs, or demand on profitability. This allows managers to prepare for

best-case and worst-case scenarios.
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e Long-Term Considerations
Cost analysis should also consider strategic benefits such as improved economies of scale,
diversification of revenue streams, and enhanced brand presence. Even if short-term profits are

modest, entering a new market may secure long-term growth.

e Opportunity Costs
Managers must evaluate whether allocating capacity to the new market might result in lost
opportunities in existing markets. If regular customers are neglected, the business might suffer in

the long run.

Through systematic cost analysis, managers gain a clearer view of the financial implications and risks,

supporting more informed decision-making.

7.3.3 Solving Case Problems on Exporting/New Markets
Practical case problems bring together theoretical concepts and real-world complexity. The approach to
solving such problems follows a structured process.
e Step 1: Define the Problem
Clearly identify the decision requirement: whether to accept an export order, determine export
price, or invest in market entry.
e Step 2: Gather and Organize Data
Collect all relevant data including production capacity, variable costs, special export costs, selling
price, duties, and expected demand.
e Step 3: Compute Relevant Costs and Contribution
Prepare a statement showing incremental revenue and incremental costs. Exclude costs that do not
change with the decision (e.g., existing fixed costs).
o Step 4: Evaluate Results
Analyze whether the contribution is positive and whether it meets additional fixed expenses. If
contribution exceeds incremental costs, the decision is financially viable.
o Step 5: Consider Qualitative Factors
Evaluate the strategic benefits, risks, and long-term potential of the new market. Consider factors
such as brand building, competitive positioning, and capacity utilization.
e Step 6: Recommend and Document

Based on the analysis, recommend acceptance or rejection of the order or market entry. Document

assumptions and reasoning for future reference.
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e Illustration Example:
Suppose a company can produce an additional 5,000 units for export at a selling price of 3120
each. Variable production cost per unit is X80, and export expenses add X10 per unit. Contribution
per unit = 3120 — (X80 + X10) = X30. Total contribution =330 x 5,000 =X1,50,000. If there are no
additional fixed costs, the company should accept the order because it increases profit by
%1,50,000.
Complex problems may also involve currency exchange risks, partial capacity constraints, and alternative
uses of resources. Learners should practice multiple scenarios to gain confidence in applying these

techniques.

Practical Problem (With Specimen)

Problem:

ABC Ltd. has an annual capacity of 50,000 units and currently sells 45,000 units in the domestic market at
%200 per unit. Variable production cost is X140 per unit, and fixed costs are 320,00,000 per year. An
overseas customer offers to buy 4,000 units at X170 per unit. Export will also require additional packing
and freight charges of ¥15 per unit. There is sufficient spare capacity. Should the company accept the export

order?

Solution (Specimen Format):
1. Data Extraction
e Domestic selling price = 3200 (not relevant here)
o Export order price =170
e Variable cost per unit = X140
e Export expenses per unit = 15
e Order size = 4,000 units
e Spare capacity = 5,000 units (order can be fulfilled)
2. Relevant Cost per Unit
Variable production cost + Export expenses = X140 + 315 =155
3. Contribution per Unit (Export)
= Export price — Relevant cost
=3170 -R155=1X15
4. Total Contribution from Export Order

= Contribution per unit x Order quantity

=315 x 4,000 = 360,000
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5. Decision
Since the export order provides an additional contribution of 260,000 without affecting existing

sales and capacity is available, the order should be accepted.

7.4 Make or Buy Decisions

Make or buy decisions are among the most crucial managerial choices that organizations face, especially
in manufacturing and service operations. The decision involves choosing whether to produce a component
or service internally (make) or purchase it from an outside supplier (buy). These decisions have a direct
impact on cost structure, capacity utilization, product quality, and even long-term competitiveness. A make
or buy decision is not merely a financial consideration but a strategic choice that affects production
flexibility, control over processes, and the ability to respond to market changes. The use of marginal costing
and contribution analysis is common in evaluating make or buy decisions since these approaches focus on

relevant costs and benefits.

7.4.1 Concept of Make or Buy Decision
The concept of make or buy revolves around deciding whether a company should manufacture a product
or component in-house or purchase it from an external supplier. This decision is often triggered when there
is a need to cut costs, utilize spare capacity, or respond to capacity constraints.
e Objective of the Decision
The primary objective is to minimize total costs and maximize profitability while ensuring that
production requirements are met. It also aims to optimize the use of available resources, such as

labor, machinery, and space.
e Situations Leading to Make or Buy Decisions

o Capacity Constraints: When production capacity is fully utilized, outsourcing may be

necessary to avoid shortages.

o Idle Capacity: If the company has underutilized resources, making in-house may be more

economical.
o Cost Pressures: If suppliers offer lower prices, buying externally may reduce costs.

o Technical Expertise: If the component requires special expertise not available internally,

buying may be preferred.
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e Short-Term vs. Long-Term Implications
In the short term, the decision may be driven primarily by cost savings. In the long term, however,
companies must consider strategic issues such as dependence on suppliers, potential loss of skills,

and flexibility in product design.

e Relevant Costs and Benefits
The decision should be based only on costs that will change as a result of making or buying.

Irrelevant costs, such as sunk costs, must be ignored.

e Strategic Role
Make or buy decisions can influence the organization’s core competencies. Activities that form

part of the company’s competitive advantage are often kept in-house to retain control.

Thus, the concept is not limited to cost comparison; it encompasses a wider assessment of operational

capability, long-term sustainability, and risk management.

7.4.2 Quantitative Factors (Cost Comparison and Analysis)
Quantitative analysis forms the backbone of make or buy decisions. The financial comparison involves
estimating the total cost of making internally and comparing it with the purchase price.
e Computation of Relevant Costs for Making
Relevant costs include direct materials, direct labor, variable manufacturing overheads, and any
additional fixed costs incurred solely due to in-house production (e.g., hiring extra supervisors).
Sunk costs such as depreciation on existing equipment are not considered as they do not change

with the decision.

e Computation of Buying Costs
The buying alternative includes the supplier’s quoted price multiplied by the number of units

required, plus any ordering costs, transport, and quality inspection expenses.

o Contribution Analysis
When spare capacity exists, making internally allows the company to use idle resources, thereby
spreading fixed costs over more units. If capacity is limited, opportunity cost of lost contribution

from alternative use of capacity must be considered.

e Break-Even Analysis

Managers may calculate the break-even purchase price — the price at which buying and making
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costs are equal. If supplier price is lower than break-even price, buying becomes financially

preferable.

e Sensitivity Analysis
Since costs and prices may change, sensitivity analysis is performed to understand how

fluctuations in material cost, labor cost, or supplier price affect the decision.

e Numerical Illustration
Suppose the cost of making per unit is: Direct Material 50, Direct Labor %30, Variable
Overheads 220, Additional Fixed Overheads Z10. Total cost =110 per unit. Supplier offers at
%105 per unit. If there is no better alternative use of capacity, buying externally is cheaper and
preferable. If the idle capacity can generate contribution from another product, opportunity cost

must be added to making cost before comparison.

Quantitative factors thus ensure that the decision is based on objective financial data, minimizing the risk

of arbitrary choices.

7.4.3 Qualitative Factors (Strategic, Technical, and Organizational)
While cost is a critical factor, make or buy decisions cannot rely solely on financial data. Qualitative factors
play a crucial role in determining the long-term viability of the decision.

e Strategic Considerations

o Control over Quality: Making in-house ensures better quality control, whereas buying may

expose the company to supplier quality issues.

o Dependence on Suppliers: Over-reliance on external suppliers may lead to supply chain

risks, price volatility, and delays.

o Confidentiality: Proprietary technology or trade secrets are safer when production is kept

in-house.
o Technical Considerations

o Expertise and SKkills: If the company lacks technical know-how, outsourcing may be the

only feasible option.

o Innovation Capability: In-house production allows faster design changes and product

innovations.
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o Technology Investment: The decision to make may require investment in new machinery

and training.
e Organizational Considerations

o Employee Morale: Outsourcing may affect workforce morale if it leads to reduced work

hours or layoffs.

o Flexibility and Responsiveness: Internal production allows better coordination with other

departments and faster response to demand fluctuations.

o Supplier Relationship Management: Strong supplier relationships may provide benefits

such as bulk discounts, better credit terms, and reliability.

e Risk Assessment
Qualitative analysis must also assess risks such as disruption of supply chain, regulatory

compliance of suppliers, and geopolitical risks when sourcing internationally.

In many cases, a decision may be taken to partially make and partially buy, balancing cost benefits with

strategic and qualitative considerations.

“Activity 1: Evaluating a Make or Buy Scenario”

You are a production manager at a company that manufactures 10,000 units of a component
annually. The in-house cost per unit is X120 (including direct material, labor, and variable
overheads), while an external supplier offers to supply at X115 per unit. However, using the freed
capacity internally could produce another product with a contribution of 360,000 annually. Prepare
a cost-benefit analysis and recommend whether the company should make or buy. Present your

recommendation with clear justification considering both quantitative and qualitative factors.

7.5 Make or Buy Decisions — Cases

Make or buy decisions are not merely theoretical exercises; they require managers to apply systematic
analysis to real-life business scenarios. These cases involve comparing financial implications, considering
strategic impact, and choosing the most beneficial alternative. By working through practical problems and
case studies, learners can understand how to integrate quantitative analysis (like cost comparison,
contribution margin, and opportunity cost) with qualitative factors (like quality control, supplier

dependency, and strategic alignment). This section demonstrates how to approach make or buy decisions

step by step and apply the concepts to real-world business cases.
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7.5.1 Practical Problem Solving on Make or Buy Decisions
Solving make or buy problems requires a clear understanding of cost data, relevant information, and the
impact of capacity utilization. The objective is to identify which option—making internally or buying
externally—results in higher profitability or lower cost without compromising quality and delivery
requirements.
e Step 1: Identify Relevant Costs
The first step is to distinguish between relevant and irrelevant costs. Relevant costs include direct
materials, direct labor, variable overheads, and any additional fixed costs incurred solely for in-
house production. Irrelevant costs include sunk costs (such as past equipment investment) and
allocated fixed overheads that will not change regardless of the decision.
o Step 2: Compute Total Cost of Making
Total cost of making = (Direct Material + Direct Labor + Variable Overheads + Relevant
Additional Fixed Costs). If equipment must be purchased or hired for in-house production, its cost
(or depreciation, if only for this decision) should be included.
e Step 3: Compute Total Cost of Buying
Total cost of buying = (Supplier Price X Quantity) + Additional Costs (transportation, ordering
costs, inspection costs). If buying frees up capacity that can be used for other profitable
production, the lost contribution from not making must be considered.
e Step 4: Compare Costs and Opportunity Costs
If making internally is cheaper than buying, the company should prefer making, provided there are
no major qualitative drawbacks. If buying is cheaper, the firm should outsource unless in-house
production is strategically necessary.
e Step 5: Consider Capacity Utilization
If idle capacity exists, there is no opportunity cost of using it. But if capacity is fully utilized,
managers must consider the contribution foregone from other products if they choose to make
internally.
o [Illustration Example
Suppose the cost of making 5,000 units is:
Direct Material X60, Direct Labor 40, Variable Overheads %30, and Additional Fixed Costs 310
per unit. Total cost = X140 per unit.

Supplier offers to supply at X135 per unit.
Total cost of buying =135 x 5,000 =X6,75,000
Total cost of making = 3140 x 5,000 = X7,00,000
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Buying saves 325,000 and should be preferred unless strategic or qualitative considerations favor
making in-house.

e Sensitivity Analysis
Managers can check how changes in labor costs, material prices, or supplier quotations affect the
decision. This helps in preparing for negotiations and future scenarios.

e Incorporation of Qualitative Factors
Even if buying is cheaper, quality, reliability, and supply chain risks must be assessed before
making the final decision.

Through such practical problems, learners develop the ability to combine numerical computation with

managerial judgment.

Practical Problem (With Specimen)
Problem:
XYZ Ltd. requires 10,000 units of a component. The cost of making it internally is:
e Direct Material = X50 per unit
e Direct Labor = %30 per unit
e Variable Overheads = 320 per unit
o Additional Fixed Costs = 5 per unit
An external supplier offers to supply the component at X105 per unit. If the company makes the component,

no additional opportunity cost arises since there is idle capacity. Should the company make or buy?

Solution (Specimen Format):
1. Cost of Making (per unit):
Direct Material = 350
Direct Labor = %30
Variable Overheads = 320
Additional Fixed Costs =35
Total Cost per unit (Make) =105
Total Cost of Making = X105 x 10,000 = %10,50,000
2. Cost of Buying:
Supplier Price per unit = X105
Total Cost of Buying =105 x 10,000 =%10,50,000

3. Comparison:

e Cost of Making =%10,50,000
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e Cost of Buying =%10,50,000
— Both alternatives result in the same cost.

4. Decision:
Since costs are equal, the decision depends on qualitative factors like supplier reliability, quality
control, and strategic importance. If quality assurance is critical, making internally may be better.

If management wants to reduce operational load, buying could be preferred.

7.5.2 Case Studies on Qutsourcing vs. In-House Production
Case studies provide deeper insights into the complexities of make or buy decisions by simulating real-
world scenarios. These cases highlight that cost savings are not the only consideration; strategic and
organizational impacts can outweigh pure financial results.
e Case Study Example 1: Cost Savings vs. Strategic Control
A manufacturing firm producing precision-engineered parts received a supplier’s offer at 8%
lower cost than its current in-house production cost. Financially, outsourcing seemed attractive.
However, after considering qualitative factors, the management realized that the part involved
proprietary technology critical to its competitive advantage. Outsourcing would have risked
intellectual property leakage. The company chose to continue in-house production, accepting

higher short-term costs to safeguard its long-term position.

e Case Study Example 2: Capacity Utilization and Opportunity Cost
Another company with spare capacity faced a choice between continuing to purchase a component
or using its idle capacity to make it internally. Although the supplier price was slightly lower than
the in-house cost, using the idle capacity internally would spread fixed costs over more units,
reducing overall cost per unit for all products. The management decided to make internally,

improving overall plant utilization and profitability.

e Case Study Example 3: Outsourcing for Flexibility
A seasonal business producing air-conditioning units faced fluctuating demand. During peak
season, it lacked the capacity to meet orders. The company decided to outsource part of the
production to meet customer demand without investing in expensive additional equipment that
would remain underutilized in off-season. Outsourcing provided the flexibility needed to balance

capacity with demand variations.

e Strategic and Organizational Insights
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o Supplier Reliability: A case study might reveal that switching to a supplier with unreliable

delivery led to stockouts and customer dissatisfaction, offsetting cost savings.

o Employee Morale: Outsourcing can sometimes create resistance from employees, unions,

or local communities, leading to long-term reputational risks.

o Scalability and Risk Sharing: Outsourcing may provide scalability benefits and share

business risks with suppliers, which is advantageous in uncertain markets.
e Lessons Learned from Case Studies

o Purely financial decisions may be shortsighted if they ignore quality, reliability, and

intellectual property concerns.

o A balanced approach combining quantitative and qualitative evaluation leads to optimal

outcomes.

o Make or buy decisions should be periodically reviewed as cost structures, market conditions,

and technology evolve.

These case studies help learners understand that make or buy decisions are not one-time calculations but
dynamic choices requiring continuous monitoring and reassessment. They also show how managers must

justify decisions to stakeholders by presenting both financial data and strategic reasoning.

7.6 Pricing Decisions

Pricing decisions are a central part of managerial decision-making because price directly influences
demand, revenue, market share, and profitability. Setting the right price requires balancing cost recovery,
competitive position, customer perception, and strategic objectives. Pricing is not a one-time decision; it is
a continuous process requiring regular review based on cost changes, competitor actions, and shifts in
customer preferences. Managers use a combination of cost-based, competition-based, and value-based

approaches to determine prices that meet both short-term profit goals and long-term market positioning.

7.6.1 Concept of Pricing in Managerial Decisions

Pricing in managerial decision-making is the process of determining the amount a customer must pay to
acquire a product or service. Price is not just a mechanism for cost recovery; it is a powerful competitive
tool that can influence market share, customer loyalty, and brand positioning.

o Importance of Pricing Decisions

Pricing directly impacts revenue, which is the primary source of profit. A small change in price
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can significantly affect profit margins, especially in industries with high fixed costs. Price also
affects how customers perceive the value of a product. A very low price may signal poor quality,

whereas a very high price may reduce demand.
e Objectives of Pricing

o Profit Maximization: Setting a price that ensures the highest possible profit within market

constraints.
o Market Penetration: Setting a low price initially to gain market share quickly.

o Market Skimming: Charging a high price initially to recover development costs and target

early adopters.

o Survival: Setting price at a level that covers costs just enough to stay in business during

tough times.
o Factors Affecting Pricing
o Cost Structure: Total and per-unit cost set the minimum price required to avoid losses.

o Demand Elasticity: Understanding how sensitive customers are to price changes is crucial

for setting optimal prices.
o Competition: Prices must be competitive to retain or grow market share.

o Customer Perception: Prices must align with perceived value; premium products can

command premium prices.

o Regulatory Factors: Government-imposed price controls, anti-dumping laws, or industry

norms may restrict pricing freedom.

e Role in Managerial Decisions
Pricing decisions influence other areas such as production planning, marketing strategy, and
capacity utilization. Managers must ensure that pricing supports overall business objectives while

maintaining customer trust.

Thus, pricing is a strategic decision that balances financial viability, competitive pressure, and customer

value perception.

7.6.2 Cost-Plus Pricing Method
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Cost-plus pricing is one of the simplest and most widely used pricing methods. It involves determining the
cost per unit of a product and adding a predetermined profit margin or markup to arrive at the selling price.
o Computation of Selling Price
Selling Price = Cost per Unit + Markup
Cost per Unit typically includes direct materials, direct labor, variable manufacturing overheads,
and a share of fixed overheads. The markup is calculated as a percentage of cost to ensure a

targeted profit margin.
e Advantages of Cost-Plus Pricing

o Simplicity: Easy to compute and implement, especially for firms with well-established cost

data.
o Ensures Cost Recovery: Guarantees that all costs are covered, reducing the risk of loss.

o Fairness and Transparency: Often used in government contracts where prices must be

justifiable and auditable.

o Stable Pricing: Provides stability as prices do not fluctuate excessively with market

demand.
e Limitations of Cost-Plus Pricing

o Ignores Market Demand: Prices may not reflect what customers are willing to pay, leading

to underpricing or overpricing.

o Encourages Cost Inefficiency: Since price is based on cost, inefficient firms may pass on

higher costs to customers.

o Competitive Disadvantage: In a highly competitive market, cost-plus pricing may not

match competitor prices and could result in loss of market share.

e Strategic Considerations
While cost-plus pricing ensures profitability under stable conditions, it must be combined with
market analysis. Managers may adjust markup based on competitive intensity, perceived value,

and demand elasticity.

e Numerical Illustration

Suppose the total cost per unit is I500, and the company desires a 25% profit margin on cost.

Selling Price = 3500 + (25% of I500) =500 + X125 =625
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This price ensures the company meets its profit expectations, provided market demand supports

the price level.

Cost-plus pricing is best suited for industries with predictable costs and low price sensitivity, such as

utilities, defense contracts, and regulated services.

7.6.3 Other Relevant Pricing Strategies (Competitive Pricing, Value-Based Pricing)
Beyond cost-plus pricing, managers must often adopt more dynamic pricing strategies to remain
competitive and maximize customer value.
o Competitive Pricing
This strategy involves setting prices based on competitor prices. The company may choose to

price below, at par, or slightly above competitors depending on its positioning.

o Advantages: Helps maintain market competitiveness and respond quickly to competitor

actions.
o Disadvantages: May lead to price wars and reduced profit margins if overused.

o When to Use: Useful in highly competitive markets where products are similar, and

customers are price-sensitive.

e Value-Based Pricing
This approach sets prices based on the perceived value to the customer rather than just cost or

competition.

o Advantages: Can command premium prices if the product offers superior value, innovation,

or brand prestige.

o Disadvantages: Requires in-depth market research to understand customer perception,

which can be time-consuming.

o When to Use: Appropriate for differentiated products, luxury goods, and innovative

solutions.

e Penetration Pricing
Involves setting a low initial price to quickly attract customers and gain market share. After

achieving significant volume, prices may be gradually increased.

o Best Suited For: Markets with strong price sensitivity and where economies of scale

significantly reduce costs over time.
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e Skimming Pricing
Setting a high initial price to recover investment quickly and target customers willing to pay a

premium. Price is gradually reduced to capture other segments.

o Best Suited For: Innovative products with little initial competition and high perceived

value.

e Psychological Pricing
Setting prices that appeal psychologically, such as Y999 instead of 31,000, to create a perception
of affordability.

e Dynamic Pricing
Adjusting prices based on real-time demand, competition, and market conditions, common in

airlines, hotels, and e-commerce.

Selecting the right strategy depends on company objectives, customer profiles, product life cycle stage, and
market conditions. In practice, firms often use a combination of methods to balance profitability,

competitiveness, and customer value.

Knowledge Check 1

Choose The correct Options :

1. Cost-plus pricing focuses primarily on:
a) Customer value

b) Market demand

¢) Covering costs

d) Competitor prices

2. Competitive pricing is most suitable for:
a) Unique products

b) Monopoly markets

c¢) Similar products

d) Custom solutions

3. Value-based pricing sets price according to:

a) Production cost

b) Perceived value
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¢) Competitor rate

d) Standard markup

4. Penetration pricing involves:
a) High launch price

b) Low launch price

¢) Matching competitors

d) Cost-plus formula

5. Cost-plus pricing may lead to:
a) Price wars

b) Demand research

¢) Overpricing

d) Price skimming

7.7 Pricing Decisions — Cases

Pricing decisions in real-world scenarios are rarely straightforward. They involve balancing cost
considerations, customer value perception, competitor pricing, and organizational objectives. Practical
problems and case studies allow managers and students to apply theoretical concepts to actual situations,
test their analytical skills, and make informed decisions. These exercises integrate cost analysis, demand
forecasting, contribution margin evaluation, and strategic thinking. Understanding and solving such cases

prepare decision-makers to handle pricing challenges in dynamic and competitive markets.

7.7.1 Solving Practical Problems on Pricing Decisions
Practical problems on pricing require a systematic approach to determine a price that covers costs, achieves
profitability, and aligns with market conditions. This is where cost-volume-profit (CVP) analysis,
contribution analysis, and breakeven computation become essential.
e Step 1: Determine Relevant Costs and Break-Even Point
The first step is to calculate total cost per unit by including direct materials, direct labor, variable
overheads, and allocated fixed overheads. The breakeven sales volume is computed as:
Break-Even Sales (Units) = Fixed Costs + Contribution per Unit
This helps establish the minimum sales quantity required to avoid losses at a given price.

e Step 2: Identify Pricing Objective

The objective might be profit maximization, market penetration, or survival. For example, during
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slow demand, prices may be lowered to cover variable costs and contribute partially towards fixed
costs, ensuring continuity of operations.
e Step 3: Calculate Cost-Plus Price
Cost-plus pricing can be computed to establish a baseline price:
Selling Price = Total Cost per Unit + Desired Profit Margin
This provides a starting point for further adjustments based on market realities.
o Step 4: Adjust for Market Conditions
Consider competitor prices, customer expectations, and demand elasticity. If the cost-plus price is
much higher than competitor prices, margins may need to be reduced to remain competitive.
Conversely, if perceived value is high, a premium may be charged.
e Step 5: Perform Sensitivity Analysis
Managers should evaluate the impact of price changes on demand, total revenue, and profit. CVP
charts and profit-volume graphs can help visualize profit behavior at different price points.
e Illustrative Example
Suppose a company’s cost structure per unit is:
e Direct Material: 400
o Direct Labor: 3300
e Variable Overheads: X100
e Fixed Overheads: 3200
Total Cost per Unit = 31,000
If the company desires a 20% margin on cost, Selling Price = 31,000 + 20% of 31,000 = %1,200.
Contribution per Unit = 1,200 — (Variable Cost per Unit = X800) = 3400.
If fixed costs are 210,00,000, Break-Even Units = %10,00,000 + 3400 = 2,500 units.
This analysis allows managers to set a price that covers costs, generates the desired profit, and ensures the
firm stays competitive.
e Key Learnings from Practical Problems
o Even small changes in price can significantly affect profit, especially when fixed costs are
high.
o Prices must consider both internal cost structures and external market conditions.

o Managers must strike a balance between short-term profitability and long-term market share.

Practical Problem (With Specimen)

Problem:

ABC Ltd. manufactures a product with the following cost per unit:
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e Direct Material: 3250

e Direct Labor: X150

e Variable Overheads: X100

e Fixed Overheads (allocated): 3200
The company desires a profit margin of 25% on cost. Fixed costs for the year total 312,00,000.
You are required to:

1. Calculate the selling price per unit using cost-plus pricing.

2. Compute the contribution per unit.

3. Determine the break-even sales volume (in units).

Solution (Specimen Format):
1. Total Cost per Unit:
Direct Material =250
Direct Labor = %150
Variable Overheads =100
Fixed Overheads = 3200
Total Cost per Unit =700
2. Selling Price (Cost-Plus):
Desired Profit = 25% of 3700 =175
Selling Price per Unit =700 + 175 =875
3. Contribution per Unit:
Variable Cost per Unit = 3250 + 3150 + 100 =500
Contribution per Unit = Selling Price — Variable Cost = 3875 — 500 =375
4. Break-Even Sales Volume:
Fixed Costs = %12,00,000
Break-Even Units =312,00,000 + %375 = 3,200 units

7.7.2 Case Studies on Pricing Strategy Applications

Case studies provide a deeper understanding of how pricing strategies are applied in real business scenarios.
They bring together cost analysis, market research, competitive positioning, and strategic objectives,
helping learners appreciate that pricing is not just a mathematical calculation but a managerial decision
influenced by multiple factors.

e Case Study Example 1: Penetration Pricing for Market Entry

A consumer electronics company launching a new budget smartphone set a low introductory price
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to quickly capture market share. Although initial margins were thin, high sales volume allowed
the company to achieve economies of scale, reducing per-unit costs over time. Within a year, the
company raised prices slightly without losing significant market share, resulting in improved
profitability. This case demonstrates how penetration pricing can be a long-term strategy to build

market presence.

Case Study Example 2: Value-Based Pricing for Premium Product

A luxury watch brand introduced a limited-edition model with unique features and superior
craftsmanship. Rather than relying on cost-plus pricing, it set a price significantly higher than
competitors, leveraging brand prestige and customer willingness to pay for exclusivity. Despite
the high price, the product sold out quickly, validating the effectiveness of value-based pricing for
differentiated offerings.

Case Study Example 3: Competitive Pricing to Retain Market Share

A food processing company faced aggressive competition from a new entrant offering similar
products at lower prices. The company revised its pricing to match competitors while
simultaneously focusing on cost control to maintain margins. It also introduced promotional
discounts and loyalty programs to retain its customer base. This case illustrates how competitive

pricing can defend market share but must be balanced with profitability considerations.

Case Study Example 4: Dynamic Pricing in E-commerce

An online retailer adopted dynamic pricing, adjusting prices based on demand, inventory levels,
and competitor pricing in real time. This allowed the retailer to maximize revenue during peak
demand and clear stock during slow periods. The case highlights how technology-driven strategies

can optimize pricing decisions continuously rather than relying on static price lists.
Lessons from Case Studies

o Pricing must align with business strategy, whether it is growth, profitability, or brand

positioning.
o Customer perception of value is as important as cost and competition in determining price.

o Long-term success depends on balancing pricing decisions with product quality, brand

reputation, and market dynamics.

o Real-world pricing decisions often require cross-functional collaboration between finance,

marketing, production, and sales teams.
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These case studies demonstrate that pricing strategy is multi-dimensional and must integrate financial
analysis with customer insights and competitive intelligence. They also reinforce that pricing is a powerful

tool for achieving business objectives beyond mere cost recovery.

7.8 Summary

< Make or buy decisions involve choosing between producing a component internally or purchasing

it from an external supplier.

< Quantitative analysis compares the total relevant cost of making versus buying, including

opportunity costs.

< Qualitative factors such as quality control, supplier reliability, and strategic dependency also affect

the decision.

< Cost-plus pricing is a common method to ensure cost recovery and profit margin, but it must be

aligned with market realities.

< Competitive pricing helps firms stay relevant in markets with many rivals and price-sensitive

customers.

< Value-based pricing focuses on the perceived value to customers and can allow premium pricing

for differentiated products.

< Pricing decisions are influenced by cost structure, demand elasticity, competitor actions, and

customer expectations.

< Sensitivity analysis is essential to test the impact of price changes on profit, demand, and market

share.

< Outsourcing may offer cost savings but can lead to loss of control over quality and supply chain

risks.

< Penetration and skimming pricing strategies are often used during product launches for market share

building or profit recovery.

< Dynamic pricing allows businesses to optimize revenue by adjusting prices based on real-time

demand and competition.

< Effective pricing and sourcing decisions require a balance between short-term profitability and long-

term strategic positioning.
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7.9 Key Terms

Make or Buy Decision: A managerial decision to either produce internally or purchase from

external suppliers.

Relevant Cost: Costs that will change as a result of a specific decision, used for decision-making.
Opportunity Cost: The contribution or benefit foregone by choosing one alternative over another.
Cost-Plus Pricing: Setting selling price by adding a markup to the total cost per unit.
Competitive Pricing: Setting prices based on competitors’ prices for similar products.

Value-Based Pricing: Pricing products according to the value perceived by customers rather than

cost.
Penetration Pricing: Introducing products at a low price to quickly gain market share.

Price Skimming: Launching with a high price to maximize profit from early adopters before

lowering the price.
Contribution Margin: The difference between sales revenue and variable costs per unit.

Break-Even Point: The level of sales at which total revenue equals total costs, resulting in no profit

or loss.
Dynamic Pricing: Adjusting prices continuously based on demand, competition, and other factors.

Sensitivity Analysis: Testing the effect of changing key variables like price, cost, and demand on

profitability.

7.10 Descriptive Questions

1.

Define make or buy decision and explain its importance in managerial decision-making.

Discuss the quantitative and qualitative factors influencing make or buy decisions with examples.
Explain cost-plus pricing and its advantages and limitations in modern competitive markets.
Differentiate between competitive pricing and value-based pricing with suitable examples.

Describe penetration pricing and skimming pricing and discuss when each strategy is most effective.

Explain the relevance of opportunity cost in make or buy decisions and outsourcing decisions.
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7. Solve a problem to determine break-even price for a component given cost data and supplier price.

8. Analyze the strategic implications of outsourcing versus in-house production in a globalized market

scenario.

7.11 References

e Horngren, Charles T., Datar, Srikant M., & Rajan, Madhav V. Cost Accounting: A Managerial

Emphasis. Pearson Education.
e Drury, Colin. Management and Cost Accounting. Cengage Learning.
e Khan, M.Y. & Jain, P.K. Management Accounting: Text, Problems and Cases. Tata McGraw Hill.
o Lal, Jawahar. Cost Accounting. Himalaya Publishing House.
e Garrison, Ray H., Noreen, Eric W., & Brewer, Peter C. Managerial Accounting. McGraw Hill.

e Anthony, Robert N. & Govindarajan, Vijay. Management Control Systems. McGraw Hill

Education.

Answers to Knowledge Check

Answer Key to Knowledge Check 1

1. ¢— Covering costs

2. c¢— Similar products
3. b —Perceived value
4. b — Low launch price

5. ¢— Overpricing

7.12 Case Study / Practical Exercise

Strategic Pricing and Sourcing at Alpha Components Ltd.

Alpha Components Ltd. is a mid-sized manufacturer of automotive parts. The company produces
a component internally at a total cost of *450 per unit (Direct Material 200, Direct Labor X150,
Variable Overheads 350, Allocated Fixed Overheads X50). Due to rising demand, management is

e
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evaluating whether to buy the component from an external supplier at 440 per unit. Additionally,
the company is about to launch a new product line and must set a price that covers costs and meets

its profit objective.

Problem Statement 1: Make or Buy Analysis

Requirement:

Decide whether Alpha Components should continue making the component or buy from the
supplier, assuming:

e Annual requirement: 10,000 units
e Fixed overheads will remain unchanged if production stops

o Spare capacity can be used to manufacture another product giving additional contribution

0132,00,000 annually.

Solution:
e Relevant Cost of Making:
(Direct Material + Direct Labor + Variable Overheads) = 3200 + X150 + I50 = 3400 per
unit.

Relevant Total = 10,000 x 3400 = %40,00,000

e Cost of Buying:
Supplier Price = 10,000 x 3440 = 344,00,000

e Opportunity Cost:
Using freed capacity gives contribution = 32,00,000
Total relevant cost of making including opportunity cost = 340,00,000 + X2,00,000 =
%42,00,000

Decision:
Buying cost (344,00,000) is higher than total relevant cost (342,00,000). Hence, making internally

is more economical even after considering opportunity cost.

Problem Statement 2: Cost-Plus Pricing for New Product
Requirement:

Determine selling price per unit to achieve 20% profit on cost for a new product with the

following cost structure:




ATLAS

SKILLTECH
UNIVERSITY

Direct Material 2300, Direct Labor 2200, Variable Overheads Z100, Fixed Overheads allocated
per unit Z50.
Solution:

e Total Cost per Unit =300 + 33200 + X100 + I50 =650
o Desired Profit = 20% of 3650 = X130
o Selling Price =650 + X130 =780 per unit

Decision:

The product should be priced at X780 per unit to meet the profit target.

Problem Statement 3: Pricing under Competitive Pressure

Requirement:

If market research suggests customers are only willing to pay X750 per unit, should Alpha
Components accept a lower profit margin?

Solution:

e Contribution at X750 = X750 — Variable Cost (2600) =150 per unit
e Total Contribution = 10,000 x X150 =%15,00,000

e Total Fixed Costs =5,00,000

e Net Profit =315,00,000 — %5,00,000 = %10,00,000

Decision:
Although profit margin per unit is lower, the company still earns a significant profit. Management

can accept X750 as the market price to stay competitive and maintain demand.

Reflective Questions
1. How would the decision change if fixed overheads could be completely avoided by buying

externally?

2. Should the company prioritize contribution from spare capacity or lower purchase price?

Why?

3. What risks might Alpha Components face by relying on external suppliers for critical

components?

4. How can market research data influence pricing beyond cost-plus methods?
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5. If competitors further reduce prices, what non-price strategies could Alpha Components

adopt to maintain profitability?

Conclusion

This case study demonstrates how make or buy decisions require careful analysis of relevant costs,
opportunity costs, and capacity utilization. Pricing decisions must balance internal cost structures
with market realities and customer willingness to pay. A combination of cost-plus pricing,

contribution analysis, and competitive benchmarking ensures that decisions support both

profitability and long-term strategic positioning.
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Unit 8-Standard Costing: Material and Labour Variances

Learning outcomes:

1. Explain the concept and importance of standard costing in cost control and performance

measurement.

2. Define and interpret material cost variances such as price, usage, mix, and yield variances.

3. Apply standard formulae to compute material cost variances accurately.

4. Analyze labour cost variances, including rate, efficiency, and idle time variances.

5. Solve numerical problems on material and labour variances step by step.

6. Integrate material and labour variances to prepare a comprehensive variance report.

7. Interpret variance results to identify causes of inefficiencies and recommend corrective actions.

Content:

8.0  Introductory caselet

8.1 Standard Costing — Introduction

8.2  Material Cost Variances — Concepts
8.3 Material Cost Variances — Formulae
8.4  Material Cost Variances — Problems
8.5 Labour Cost Variance — Concepts
8.6 Labour Cost Variance — Formulae
8.7 Labour Cost Variance — Problems
8.8 Sums based in both Material Variance and Labour Variance
8.9 Summary

8.10 Key Terms

8.11  Descriptive Questions

8.12  References

8.13  Case Study
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8.0 Introductory caselet

“Cost Control Challenge at Nova Manufacturing”

Nova Manufacturing Pvt. Ltd. is a mid-sized company producing high-quality furniture for domestic and
international markets. The management has always focused on maintaining consistent product quality, but
rising competition and raw material price fluctuations have started to impact profit margins. To monitor
performance more closely, the company recently implemented a standard costing system for its
production operations.

For its best-selling office chair, the standard cost card specifies that each chair should require 5 kg of wood
at 2200 per kg and 2 hours of labour at *150 per hour. The monthly production plan was 1,000 chairs, and
management allocated fixed overheads and indirect costs based on these standards.

At the end of the month, the cost accountant prepared a variance report. The actual results showed that
1,050 chairs were produced, but the wood consumed was 5,600 kg at an actual price of 210 per kg. Labour
hours worked amounted to 2,200 at an actual wage rate of 160 per hour. The variance analysis revealed a
significant material usage variance and labour efficiency variance, both unfavourable, as well as a
material price variance due to the increase in raw material costs.

The production manager argued that part of the excess wood usage was due to a design modification
introduced mid-month, and the HR manager pointed out that overtime payments led to higher labour rates.
Management decided to investigate further and determine which variances were controllable and which

were due to external or unavoidable factors.

Critical Thinking Question
How can Nova Manufacturing use material and labour variance analysis to identify controllable

inefficiencies versus justified cost increases, and what steps should management take to prevent similar

variances in future production cycles?
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8.1 Standard Costing — Introduction

Standard costing is one of the most widely used techniques of cost accounting and management control. It
is a scientific method of cost planning and cost control that establishes predetermined costs for materials,
labour, and overheads for each product or service under efficient operating conditions. These predetermined
costs are called standard costs. At the end of the accounting period, the actual costs incurred are compared
with the standard costs, and the difference is termed variance. This variance is analyzed to find its causes
and to take corrective actions.

Standard costing is not merely a cost measurement tool but also an important management function, as it
provides benchmarks against which actual performance is evaluated. It helps in effective budgeting, cost

control, and decision-making.

8.1.1 Meaning and Definition of Standard Costing
Meaning
Standard costing is a costing method where predetermined cost estimates (standards) are established for
direct materials, direct labour, and overheads for a specific period. These standards act as yardsticks for
measuring actual performance. The key idea is that any significant deviation from these standards should
be investigated so that inefficiencies or abnormal conditions can be addressed promptly.
Definitions

e According to the Chartered Institute of Management Accountants (CIMA), London:

“Standard Costing is the preparation and use of standard costs, their comparison with actual costs,

and the analysis of variances to their causes and points of incidence.”

e According to Wheldon:
“Standard Costing is the application of standard costs to cost control. It involves setting

predetermined costs for operations and comparing them with actual results to identify variances.”

Key Elements

e Predetermination: Costs are estimated in advance under normal or efficient conditions.

e Measurement: Actual performance is measured in terms of cost, quantity, and time.

e Comparison: Actual results are compared with standards to identify deviations.

e Analysis: Variances are analyzed for causes such as price changes, inefficiency, or waste.

o Corrective Action: Appropriate measures are taken to eliminate inefficiencies and improve future

performance.
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Types of Standards

o Ideal Standards: Represent perfect conditions with maximum efficiency and no wastage.

e Attainable Standards: Set at realistic levels considering normal inefficiencies.

e Basic Standards: Fixed for a long period to serve as a baseline for trend analysis.

e Current Standards: Revised frequently to reflect current market conditions and technology.

Standard costing thus serves as a proactive management tool for cost planning and control rather than just

a record-keeping mechanism.
8.1.2 Purpose and Objectives of Standard Costing

Standard costing serves multiple purposes beyond cost measurement. Its main objectives are linked to

planning, control, performance measurement, and decision-making.

Standard Costing Objectives

Motivation = @*% ; Cost Control
Profit Planning ~ Budggtwg
1 | ¢ Planning
Inventory .  Performance
Valuation Evaluation

<

Decision-Making

Figure 8.1

1. Cost Control

By setting standards for material usage, labour hours, and overhead costs, management can compare
actual performance with expected results. Significant variances highlight areas needing corrective action,
such as excessive wastage, machine breakdowns, or inefficiencies in production processes.

2. Budgetary Planning

Standard costing forms the foundation for preparing budgets. Since standards represent expected costs,

they provide reliable data for estimating total production cost, profit planning, and resource allocation.
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3. Performance Evaluation

Managers and employees can be evaluated based on their ability to meet standards. Variance analysis
highlights responsibility areas, encouraging accountability and efficiency across departments.

4. Decision-Making

Management can use standard costing data to make pricing decisions, evaluate make-or-buy options, and
plan capacity utilization. Because standard costs represent normal operating conditions, they are useful
for assessing the impact of alternative actions.

5. Inventory Valuation

Standard costs simplify inventory valuation in accounting records. Finished goods and work-in-progress
can be valued at standard cost, and variances can be recorded separately, making cost records more
manageable.

6. Profit Planning and Forecasting

Since standards are predetermined, they can be used to forecast profitability under various sales and
production levels, helping management take proactive steps to achieve targets.

7. Motivation and Cost Awareness

Setting challenging but achievable standards motivates employees to work efficiently and minimize
wastage. Regular feedback through variance reports creates cost consciousness at every level of the
organization.

Thus, the purpose of standard costing goes far beyond just identifying deviations; it is a comprehensive

system that integrates planning, control, and decision support.

8.1.3 Advantages and Limitations of Standard Costing
Advantages
1. Effective Cost Control
Standard costing provides a scientific basis for comparing actual performance with predetermined
benchmarks. Variance analysis helps management locate inefficiencies quickly and take corrective

measurces.

2. Facilitates Management by Exception
Managers can focus their attention on significant deviations rather than routine operations, saving

time and improving decision-making efficiency.

3. Assists in Budget Preparation

Since standards are predetermined, they act as a reliable basis for preparing production budgets,

cash budgets, and profit projections.




ATLAS

SKILLTECH
UNIVERSITY

4. Promotes Efficiency

Standards encourage employees to minimize waste, improve productivity, and achieve operational

excellence.

5. Simplifies Costing and Inventory Valuation
Standard costs simplify the valuation of inventory and work-in-progress, reducing clerical work
and making cost statements more understandable.

6. Helps in Performance Appraisal
Responsibility for variances can be assigned to specific departments or individuals, which
improves accountability and promotes better performance.

7. Supports Strategic Decision-Making
Standard cost data helps management decide on pricing, product mix, process improvements, and
cost-reduction programs.

Limitations

1. Difficulty in Setting Accurate Standards
Setting realistic and attainable standards requires careful study of production methods and market
conditions. Poorly set standards can lead to misleading results.

2. Frequent Revision Required
Standards need to be updated regularly to reflect changes in prices, technology, and production
conditions. Outdated standards reduce relevance and reliability.

3. Unsuitable for Non-Standardized Operations
Standard costing is most effective in mass production environments with repetitive operations. It
may not be suitable for customized or job-order industries.

4. Costly and Time-Consuming to Implement
The system requires detailed analysis, data collection, and continuous monitoring, which can be
expensive and time-intensive for smaller organizations.

5. Risk of Employee Resistance

Overly tight standards may demotivate workers, especially if they are perceived as unfair or

unachievable.
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6. Focus on Cost Rather than Quality
Excessive emphasis on meeting cost standards may sometimes lead to compromising product

quality or innovation.

8.2 Material Cost Variances — Concepts

Material cost is a major component of total production cost in most manufacturing organizations, and even
small deviations in material cost can significantly affect profitability. Material Cost Variance (MCV) and
its sub-variances help management monitor price fluctuations, usage efficiency, wastage, and production

yield. Variance analysis enables timely corrective action to maintain cost control and production efficiency.

8.2.1 Concept of Material Cost Variance (MCYV)
Meaning
Material Cost Variance is the overall difference between the standard cost of materials allowed for the
actual production achieved and the actual cost of materials consumed. It represents the net effect of paying
more or less for materials and using more or less material than the standard requirement.
Formula
MCYV = (Standard Quantity x Standard Price) — (Actual Quantity X Actual Price)
Where:
e Standard Quantity (SQ): Quantity allowed for actual production.

o Standard Price (SP): Predetermined price per unit of material.
o Actual Quantity (AQ): Actual quantity of material consumed.
e Actual Price (AP): Actual price paid per unit.

Interpretation

o Favourable MCV: Actual material cost is lower than standard cost, indicating savings.
e Adverse MCV: Actual material cost is higher, showing overspending or wastage.

Significance
e MCV gives an overall picture of material cost control but does not indicate whether the deviation is

due to price change, excess usage, or poor quality.

e It is therefore broken down into Material Price Variance (MPV), Material Usage Variance (MUV),
Material Mix Variance (MMYV), and Material Yield Variance (MY'V) for deeper analysis.
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Managerial Uses

e Helps identify whether procurement policies are effective.
e Indicates whether production is adhering to material consumption standards.

o Facilitates decision-making for supplier negotiation, process improvement, and waste reduction

initiatives.

8.2.2 Concept of Material Price Variance (MPV)

Meaning

Material Price Variance measures the difference between the actual price paid for materials and the standard
price set for them, multiplied by the actual quantity purchased or used. It reflects purchasing efficiency,
supplier negotiations, and market price fluctuations.

Formula

MPYV = Actual Quantity X (Standard Price — Actual Price)

Interpretation

o Favourable MPV: Actual price is lower than standard, indicating cost savings.
o Adverse MPV: Actual price is higher, suggesting market price rise or poor purchasing control.

Causes of MPV

o Change in market prices due to inflation or scarcity.

o Bulk discounts or rebates obtained (leading to favourable variance).

» Emergency purchases at higher prices due to poor inventory planning.
o Change in supplier base or quality specifications.

Managerial Insights

e Procurement department is usually held responsible for MPV.

e A favourable MPV is not always positive if it is caused by buying inferior quality materials that

increase wastage later.

e Adverse MPV may sometimes be unavoidable due to global price rise or strategic purchase of high-

quality material for better production.

Control Measures

e Strengthening supplier relationship management.
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e Timely purchase planning to avoid last-minute buying.

o Entering long-term contracts to stabilize prices.

8.2.3 Concept of Material Usage Variance (MUYV)

Meaning

Material Usage Variance measures the difference between the actual quantity of material used and the
standard quantity allowed for actual production, multiplied by the standard price. It focuses on the
efficiency of material consumption during production.

Formula

MUYV = Standard Price x (Standard Quantity — Actual Quantity)

Interpretation

o Favourable MUV: Actual material consumption is less than standard, indicating efficient usage.

o Adverse MUV: Actual consumption exceeds the standard, pointing to wastage, pilferage, or

process inefficiency.

Causes of MUV

o Poor quality of materials leading to higher rejection rate.

o Inefficient handling of materials causing wastage.

e Machine breakdowns leading to scrap generation.

o Unskilled labour leading to excess consumption.

o Use of substitutes or improved production techniques reducing consumption (favourable).

Managerial Actions

o Training workers to handle materials efficiently.
e Improving storage and inventory handling to reduce spoilage.

» Ensuring procurement of consistent quality materials to minimize rejection.

o Investing in better machinery or process controls to reduce wastage.
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8.2.4 Concept of Material Yield Variance (MYYV)

Meaning

Material Yield Variance measures the difference between the standard yield (output) expected from the
actual input and the actual yield obtained. It focuses on how effectively input is converted into output.
Formula

MYV = Standard Cost per Unit x (Actual Yield — Standard Yield)

Where:

e Standard Yield: Output expected from actual input quantity based on standard norms.
e Actual Yield: Actual production obtained from actual input.

Interpretation

o Favourable MYV: Actual output is greater than expected from the input used.
e Adverse MYV: Actual output is less, indicating process inefficiency or quality issues.

Causes of MYV

e Variation in quality of input material affecting yield.
o Inefficient production process causing lower output.
o Skilled workforce and improved technology can lead to favourable variance.

Managerial Significance
e Yield variance highlights whether production is converting material input into desired output

efficiently.

o Particularly useful in process industries like chemicals, food, or textiles where output yield is a

critical performance measure.

8.2.5 Concept of Material Mix Variance (MMYV)
Meaning
Material Mix Variance arises when the actual proportion of different materials used in the mix differs from
the standard proportion, considering the same total quantity.
Formula
MMYV = Standard Price X (Revised Standard Quantity — Actual Quantity)
Where:
e Revised Standard Quantity (RSQ): Standard mix proportion recalculated for total actual quantity

used.
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Interpretation

e Favourable MMV: Actual mix used is cheaper than the standard mix.
e Adverse MMV: Actual mix is more expensive or inefficient compared to standard.

Causes of MMV

e Substitution of one material with another.
e Quality issues forcing higher use of expensive material.
o Intentional change in mix to improve product quality or meet urgent production requirements.

Managerial Action
e Production managers must ensure the right mix is used as per standard recipe to maintain cost

control and product quality.

e Any change in mix should be authorized and documented to analyze its impact on both cost and

quality.

8.3 Material Cost Variances — Formulae

Material cost variances form a core part of standard costing. The derivation of formulas allows learners and
managers to understand the logical framework behind variance calculations instead of rote learning. By
breaking down formulas step by step, it becomes clear how price, usage, yield, and mix affect the total

material cost variance.

8.3.1 Derivation of Formula for Material Cost Variance (MCYV)

Step 1: Understanding the Concept

Material Cost Variance (MCV) is the overall difference between the standard cost of materials for actual
output and the actual cost of materials consumed.

Standard Cost of Materials = Standard Quantity x Standard Price

Actual Cost of Materials = Actual Quantity x Actual Price

Step 2: Derivation

MCYV = Standard Cost — Actual Cost

= (Standard Quantity x Standard Price) — (Actual Quantity x Actual Price)

This basic formula gives the net variance but does not tell whether the difference arose due to a change in

price or quantity. Hence, it is further split into sub-variances.
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Step 3: Break Down into Sub-Variances

Add and subtract (Actual Quantity x Standard Price):

MCV = [(Standard Quantity x Standard Price) — (Actual Quantity x Standard Price)] + [(Actual Quantity
x Standard Price) — (Actual Quantity x Actual Price)]

First term = Standard Price x (Standard Quantity — Actual Quantity) — Usage Variance
Second term = Actual Quantity x (Standard Price — Actual Price) — Price Variance

Hence,

MCV =MUV + MPV

This derivation proves that total material cost variance is the algebraic sum of material usage and material
price variances.

Managerial Insight

This decomposition helps managers pinpoint whether cost deviation is due to purchasing inefficiency

(price) or production inefficiency (usage).

8.3.2 Derivation of Formula for Material Price Variance (MPV)

Step 1: Concept

Material Price Variance (MPV) isolates the effect of paying a different price per unit than the standard.
Step 2: Derivation

Start with actual quantity purchased or consumed:

MPYV = (Standard Price — Actual Price) x Actual Quantity

Here, actual quantity is taken because the variance relates only to the price difference, regardless of whether
more or less quantity was used.

Step 3: Illustration

If AQ = 1,000 kg, SP =350, AP =355

MPV = (%50 — Z55) x 1,000 = (X5 x 1,000) = Z5,000 (Adverse)

This shows that purchasing at a higher price led to an additional cost of X5,000.

Step 4: Key Points

e When purchases are made in advance and not yet used, quantity purchased is used for calculation.

o Responsibility usually lies with the purchasing department.

8.3.3 Derivation of Formula for Material Usage Variance (MUYV)
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Step 1: Concept

Material Usage Variance measures deviation due to using more or less material than allowed for actual
production.

Step 2: Formula Derivation

MUYV = (Standard Quantity — Actual Quantity) x Standard Price

This isolates the effect of quantity difference, as price is kept constant (standard price).
Step 3: Standard Quantity Calculation

Standard Quantity = Standard Quantity per Unit x Actual Production Units

Step 4: Example

If Actual Production = 500 units, Standard Consumption per unit = 4 kg,

SQ =500 x4 =2,000 kg

If AQ =2,200 kg, SP =340

MUYV = (2,000 — 2,200) x 340 = (200 x ¥40) = X8,000 (Adverse)

Interpretation

Excess material was consumed, leading to a cost overrun of X8,000.

8.3.4 Derivation of Formula for Material Yield Variance (MYYV)

Step 1: Concept

Material Yield Variance determines whether the actual output from a given input was more or less than
expected.

Step 2: Formula Derivation

MYV = Standard Cost per Unit x (Actual Yield — Standard Yield)

Where:

Standard Cost per Unit = (Total Standard Cost of Input + Standard Output from Input)

Step 3: Illustration

Suppose standard input = 1,000 kg, expected output = 900 units,

Standard Cost per kg =320 — Total Standard Cost = 320,000

Standard Cost per Unit of Output = 320,000 +~ 900 =322.22

If Actual Output = 880 units

MYV =1322.22 x (880 — 900) = 322.22 x (-20) = 3444.40 (Adverse)

This means actual yield was lower than expected, causing additional cost per unit of output.
Managerial Application

o Helps measure process efficiency in industries where conversion of raw material to finished goods

is critical (chemical, food, etc.).
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o Indicates whether process losses are within control limits.

8.3.5 Derivation of Formula for Material Mix Variance (MMYV)

Step 1: Concept

Material Mix Variance measures the effect of using a different proportion of input materials than the
standard mix, assuming total input quantity remains constant.

Step 2: Derivation

MMV = Standard Price x (Revised Standard Quantity — Actual Quantity)

Where Revised Standard Quantity (RSQ) =

(Total Actual Quantity x Standard Proportion of Each Material)

Step 3: Illustration

Standard Mix:

Material A = 60%, Material B = 40%, Total SQ = 1,000 kg

Actual Quantity: A =550 kg, B =500 kg — Total AQ = 1,050 kg

RSQ for A = 1,050 x 60% = 630 kg

MMV for A = (630 — 550) x SP of A

MMV for B = (420 — 500) x SP of B

Total MMV = MMV(A) + MMV(B)

Interpretation

A favourable mix variance indicates a cheaper combination was used, while an adverse variance means a

more expensive combination or deviation from standard recipe.

8.4 Material Cost Variances — Problems

Material cost variance problems are an essential part of standard costing and managerial decision-making.
While concepts and formulas explain the theoretical framework, practical problem-solving allows learners
to apply this knowledge to real-world scenarios. By working through numerical problems, managers can
determine whether material cost deviations are caused by price changes, inefficient usage, substandard
quality, or process issues. Proper interpretation of these variances enables corrective action and better cost
planning for future production cycles.

Material cost variances are best understood through practical problems, as they help apply formulas and

concepts to real-world scenarios. Solving these problems highlights whether deviations in material costs

are due to price changes, excess or reduced usage, changes in mix, or yield differences.

Problem 1: Basic MCV, MPV, and MUV
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Data:
e Standard quantity per unit = 4 kg
o Standard price = 50 per kg
e Actual production = 1,000 units
e Actual quantity = 4,200 kg
e Actual price =352 per kg

Solution:

o Standard Quantity (SQ) = 1,000 x 4 = 4,000 kg

e Standard Cost = 4,000 x 50 =32,00,000

e Actual Cost =4,200 x 52 =%2,18,400

e MCV =2,00,000-2,18,400 =%18,400 (A)

e MPV=AQ x (SP—-AP)=4,200 x (50 — 52) =-38,400 (A)

e MUV =SP x(SQ—-AQ) =50 x (4,000 — 4,200) = 10,000 (A)

e Verification: 8,400 (A) + 10,000 (A) = 18,400 (A)

Problem 2: Material Mix Variance
Data:
o Standard Mix: A =60 kg @ 340, B =40 kg @ 50 (Total 100 kg)

e Actual Mix: A =65 kg, B =35 kg (Total 100 kg)

Solution:
e RSQ for A= (100 x 60/100) = 60 kg

« RSQ for B = (100 x 40/100) = 40 kg
e MMV(A) = (60 — 65) x 40 = 3200 (A)
« MMV(B) = (40 - 35) x 50 = 2250 (F)

« Total MMV = %50 (F)

Interpretation: The cheaper material B was used more proportionately, leading to a favourable mix variance.




ATLAS

SKILLTECH
UNIVERSITY

Problem 3: Material Yield Variance
Data:
e Standard Input = 1,000 kg, Standard Output = 900 units

e Standard Cost =320,000 (220 per kg)
e Actual Output = 880 units

Solution:

e Standard Cost per Unit = 20,000 +~ 900 = 322.22
e MYV =(Actual Yield — Standard Yield) % Std. Cost per Unit
e MYV =(880-900) x 22.22 =-3444.40 (A)

Interpretation: Lower yield caused an adverse variance, indicating production inefficiency.

Problem 4: Combined Variance with Verification
Data:
o Standard: 10 kg per unit @ 325, for 200 units

e Actual: 2,150 kg consumed @ 24

Solution:

e SQ=200x 10=2,000 kg

« SC=2,000 x 25 = ¥50,000

e AC=2,150 x 24 = 351,600

« MCV =50,000 — 51,600 = Z1,600 (A)

e MPV=2,150 x (25 — 24) = 32,150 (F)

« MUV =25 x (2,000 — 2,150) = ~%3,750 (A)

e Verification: 2,150 (F) + 3,750 (A) = 1,600 (A)

8.4.1 Solving Practical Problems on Material Variances
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Solving problems related to material cost variances requires a systematic approach that applies the formulas
for Material Cost Variance (MCV), Material Price Variance (MPV), Material Usage Variance (MUV),
Material Mix Variance (MMYV), and Material Yield Variance (MYV).
Step-by-Step Approach

1. Collect the Required Data

o Standard quantity per unit of output and standard price per unit of material.
o Actual quantity used and actual price paid.
o Actual production during the period.

2. Calculate Standard Quantity Allowed (SQ)
Standard Quantity = (Standard Quantity per unit x Actual Production Units).

This gives the benchmark quantity against which actual usage will be compared.
3. Compute Standard Cost and Actual Cost
o Standard Cost = SQ x SP
o Actual Cost=AQ x AP

4. Calculate Total Material Cost Variance (MCYV)
MCV = (SQ x SP) — (AQ x AP).
This shows the overall difference between what the material should have cost and what it actually

cost.
5. Calculate Sub-Variances
o Material Price Variance (MPV): AQ x (SP — AP)
o Material Usage Variance (MUV): SP x (SQ — AQ)

o Material Mix Variance (MMV): SP x (RSQ — AQ), where RSQ = Revised Standard
Quantity for total input used.

o Material Yield Variance (MYV): Standard Cost per Unit x (Actual Yield — Standard
Yield)

6. Interpret the Results

o A favourable variance indicates savings or efficiency.
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o An adverse variance points to overspending, wastage, or inefficiency.

Hlustration
Suppose standard quantity per unit is 5 kg, standard price 50 per kg, and actual production is 1,000 units.
e SQ=1,000x5=5,000 kg

e SP=350, AQ=5,200 kg, AP =352

e Standard Cost: 5,000 x 50 =32,50,000

e Actual Cost: 5,200 x 52 =%2,70,400

e MCV:32,50,000 —%2,70,400 = 320,400 (Adverse)

e MPV:5.200 x (50 —52) =5,200 x (-2) =10,400 (Adverse)

e MUV: 50 x (5,000 — 5,200) =50 x (-200) =%10,000 (Adverse)

Interpretation: The company paid more per kg and used more material than standard, resulting in a
combined adverse variance.
Managerial Action

o Negotiate better rates or long-term contracts to control price variance.
o Train workers or review processes to reduce excess consumption.

e Ensure quality control on incoming materials to minimize wastage due to defects.

8.4.2 Verification of Material Cost Variances
Verification is a crucial step to ensure that the sum of individual material variances matches the total
material cost variance. This reconciliation confirms that calculations are accurate and that no component
variance has been overlooked.
Step-by-Step Verification Process
1. Compute Total MCV
Total MCV = (SQ x SP) — (AQ x AP)

2. Compute Individual Variances

Calculate MPV, MUV, MMV, and MYV as applicable.

3. Add/Subtract Individual Variances

Ensure that:
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Total MCV = MPV + MUV
(Further broken down: MUV = MMV + MYV when applicable)

4. Check Signs (Favourable/Adverse)

Add favourable variances and subtract adverse variances algebraically.

Illustration of Verification
Continuing the previous example:

e Total MCV =320,400 (Adverse)
e MPV +MUV =210,400 (A) +%10,000 (A)=320,400 (A) v

Thus, the reconciliation confirms correctness of calculation.
Importance of Verification

e Ensures accuracy in reports sent to management.
e Builds confidence in variance analysis results.
e Helps auditors verify cost records and variance reports.

Managerial Insight
If the verification does not reconcile, it signals a computational or data-entry error, prompting re-
examination of quantities, prices, or formulas used. Accurate verification is essential for using variance

data as a decision-making tool.

Did You Know?

"The practice of variance analysis originated in early 20th-century mass production industries,
particularly automobile manufacturing. Pioneers like Henry Ford used standard costing and
variance reporting to monitor material usage and control costs across assembly lines, laying the

foundation for modern cost management practices."

8.5 Labour Cost Variance — Concepts

Labour cost forms a substantial part of total production cost, especially in labour-intensive industries. Just

as material variances monitor material cost control, labour cost variances measure how effectively labour

costs are managed in comparison with predetermined standards. Labour cost variance (LCV) represents the
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overall difference between the standard labour cost allowed for actual output and the actual labour cost
incurred. It provides valuable insights into wage rate control, efficiency in labour usage, and productivity.
By analyzing sub-variances like labour rate variance, labour efficiency variance, yield variance, mix
variance, and idle time variance, managers can pinpoint specific causes of deviation, whether they are due
to higher wage rates, lower productivity, overtime payments, absenteeism, or underutilization of workforce

capacity.

8.5.1 Concept of Labour Cost Variance (LCYV)
Meaning
Labour Cost Variance (LCV) is the difference between the standard labour cost for actual production and
the actual labour cost incurred. It measures the combined effect of paying higher or lower wage rates and
using more or fewer hours than allowed for production.
Formula
LCV = (Standard Hours x Standard Rate) — (Actual Hours % Actual Rate)
Where:
e Standard Hours (SH): Hours allowed for actual production.

o Standard Rate (SR): Predetermined hourly wage rate.
e Actual Hours (AH): Hours actually worked.
e Actual Rate (AR): Actual wage rate per hour.

Interpretation
o Favourable LCV: Indicates labour costs were lower than standard, either due to lower wage rates

or fewer hours worked.

e Adverse LCV: Indicates overspending, which may be due to overtime payments, inefficient use of

labour, or higher wage rates.

Managerial Significance
LCV alone does not explain whether the variance is due to wage rate changes or efficiency issues, so it
must be broken into sub-variances such as Labour Rate Variance and Labour Efficiency Variance for

detailed diagnosis.

8.5.2 Concept of Labour Rate Variance (LRYV)
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Meaning

Labour Rate Variance isolates the effect of paying a wage rate different from the standard rate.
Formula

LRV = Actual Hours X (Standard Rate — Actual Rate)

Interpretation

e Favourable LRV: Actual rate is lower than standard, leading to cost savings.
o Adverse LRV: Actual rate is higher, leading to extra cost.

Causes of LRV

e Wage revisions or increments above standard rates.

o Employment of higher- or lower-skilled workers than budgeted.
o Payment of overtime at premium rates.

e Hiring temporary labour at different rates.

Control Measures

o Negotiating stable wage agreements.
e Better workforce planning to avoid unnecessary overtime.
o Hiring labour according to skill mix requirements.

LRYV helps management assess the performance of the HR and payroll departments in controlling wage-

related costs.

8.5.3 Concept of Labour Efficiency Variance (LEV)

Meaning

Labour Efficiency Variance measures whether actual hours worked differ from the standard hours allowed
for actual production, valued at the standard rate.

Formula

LEYV = Standard Rate x (Standard Hours — Actual Hours)

Interpretation

o Favourable: Fewer hours taken than allowed, showing higher productivity.

e Adverse: More hours taken, indicating inefficiency.

Causes of Adverse LEV
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Poor supervision leading to slow work.

o Frequent machine breakdowns causing idle time.

Low worker morale or lack of training.

Use of substandard materials causing rework.

Managerial Action

o Improve training programs and workflow design.
e Regular maintenance of machines to reduce downtime.
e Provide incentives for achieving higher productivity.

LEV is an important indicator of workforce performance and is often used in performance appraisals.

8.5.4 Concept of Labour Yield Variance (LYYV)

Meaning

Labour Yield Variance measures the efficiency of converting labour hours into output. It focuses on
whether the output achieved is as per the expected yield from the total labour input.

Formula

LYV = Standard Labour Cost per Unit x (Actual Output — Standard Output for Actual Hours
Worked)

Where:

Standard Output = (Actual Hours Worked + Standard Hours per Unit)

Interpretation

o Favourable: Actual output exceeds standard output for hours worked.
e Adverse: Actual output is less, indicating lower productivity.

Causes

e Low-quality raw material requiring more rework.
e Poor production planning.
e Excessive learning curve effect for new workers.

Managerial Application

Yield variance is particularly useful in industries where output per hour is a key measure, such as textiles,

food processing, and assembly-line operations.
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8.5.5 Concept of Labour Mix Variance (LMYV)

Meaning

Labour Mix Variance measures the cost impact of employing a different combination of grades of labour
compared to the standard mix.

Formula

LMYV = Standard Rate X (Revised Standard Hours — Actual Hours)

Where:

Revised Standard Hours (RSH) = Total Actual Hours x Standard Proportion of Each Labour Category
Interpretation

o Favourable: When cheaper labour categories are used without affecting output.
e Adverse: When more expensive labour categories are used unnecessarily.

Causes of LMV
e Shortage of one category of workers leading to substitution by a higher-paid category.

e Change in production schedule requiring specialized labour.
e Deliberate shift in labour mix to improve quality or speed of production.

Managerial Importance
Helps in workforce planning and recruitment to ensure the right labour mix is available to meet

production needs efficiently.

8.5.6 Concept of Labour Idle Time Variance (LITV)

Meaning

Labour Idle Time Variance represents the cost of wages paid for hours where no production took place due
to unavoidable or avoidable idle time.

Formula

LITV =1dle Hours x Standard Rate

Causes of Idle Time

e Machine breakdowns and maintenance delays.

e Power failure or material shortage.

e Labour strikes, absenteeism, or poor scheduling.
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Interpretation
Idle time variance is always adverse because wages are paid without generating output.
Control Measures

o Proper preventive maintenance of equipment.
e Ensuring timely material supply to avoid stoppages.
e Good workforce management to minimize absenteeism.

This variance highlights hidden losses that erode productivity and profitability.

“Activity 1: Analyzing Labour Variances in Your Department”

Imagine you are the production supervisor for a furniture manufacturing unit. The standard hours
allowed for the week were 1,000 at a standard wage rate of 100 per hour. The actual hours worked
were 1,100 at an actual rate of X105 per hour, with 50 hours lost due to machine breakdown.
Calculate Labour Cost Variance, Labour Rate Variance, Labour Efficiency Variance, and Idle Time
Variance. Then write a short note suggesting two practical measures to improve labour productivity

and reduce idle time for the next production cycle.

8.6 Labour Cost Variance — Formulae
The derivation of labour cost variance formulas provides insight into how each variance is constructed and
why it is calculated in a specific way. Understanding the logic behind the formulas ensures learners can

apply them correctly, interpret results, and explain findings to management with confidence.

8.6.1 Derivation of Formula for Labour Cost Variance (LCV)

Concept

Labour Cost Variance measures the difference between the standard labour cost allowed for actual
production and the actual labour cost incurred. It gives an overall measure of whether the organisation

overspent or saved on labour cost in a given period.

Derivation
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1. Standard Labour Cost Allowed
= Standard Hours x Standard Rate

2. Actual Labour Cost Incurred
= Actual Hours x Actual Rate

Therefore,

LCV = (Standard Hours x Standard Rate) — (Actual Hours % Actual Rate)

This formula captures the net deviation but does not indicate the source of the difference.

Breaking Down into Sub-Variances

Add and subtract (Actual Hours x Standard Rate):

LCV =[(Standard Hours x Standard Rate) — (Actual Hours x Standard Rate)] + [(Actual Hours x Standard
Rate) — (Actual Hours x Actual Rate)]

First term = Standard Rate x (Standard Hours — Actual Hours) — Labour Efficiency Variance (LEV)
Second term = Actual Hours % (Standard Rate — Actual Rate) — Labour Rate Variance (LRYV)

Hence,

LCV=LEV + LRV (+ LITV if idle time variance is calculated separately)

Managerial Application

This breakdown enables managers to pinpoint whether the overspend was due to higher hourly wages,

inefficiency, or excessive idle time.

8.6.2 Derivation of Formula for Labour Rate Variance (LRYV)

Concept

Labour Rate Variance isolates the effect of paying a wage rate different from the standard rate.
Derivation

1. Total Actual Hours x Standard Rate = Wages that should have been paid at standard rate
2. Total Actual Hours x Actual Rate = Wages actually paid

Therefore,

LRY = (Actual Hours x Standard Rate) — (Actual Hours X Actual Rate)
Or more simply,

LRV = Actual Hours X (Standard Rate — Actual Rate)

Interpretation

o Favourable: Actual rate < Standard rate — cost saving

o Adverse: Actual rate > Standard rate — extra cost




ATLAS

SKILLTECH
UNIVERSITY

Causes

e Change in wage agreement
e Overtime premiums
e Employment of higher-grade workers

Significance
LRV is typically the responsibility of HR and payroll management. A consistently adverse LRV may

indicate poor wage negotiation or reliance on overtime.

8.6.3 Derivation of Formula for Labour Efficiency Variance (LEV)
Concept
Labour Efficiency Variance measures whether the workforce used more or fewer hours than expected to
produce actual output, keeping wage rate constant at the standard rate.
Derivation
1. Standard Hours Allowed for Actual Qutput
= Standard Hours per Unit x Actual Units Produced

2. Formula

LEV = (Standard Hours — Actual Hours) x Standard Rate

Interpretation

o Favourable: Actual hours < Standard hours — higher productivity
e Adverse: Actual hours > Standard hours — inefficiency

Causes

e Poor supervision, machine breakdown, worker fatigue, use of untrained labour.
o Improved technology or skilled workers may create favourable variance.

Importance

LEV is a key performance measure for production managers and supervisors.

8.6.4 Derivation of Formula for Labour Yield Variance (LYYV)
Concept

Labour Yield Variance focuses on the efficiency of converting labour input into output.

Derivation
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1. Standard Output for Actual Hours Worked
= Actual Hours + Standard Hours per Unit

2. Formula

LYV = Standard Cost per Unit x (Actual Output — Standard Output)

Where Standard Cost per Unit = Standard Hours per Unit x Standard Rate
Interpretation

e Favourable LYV indicates higher yield for given labour input.
e Adverse LYV shows lower yield and possible process losses.

Application
Yield variance is particularly important for process industries where efficiency is measured in terms of

output per hour worked.

8.6.5 Derivation of Formula for Labour Mix Variance (LMYV)
Concept
Labour Mix Variance shows the cost impact of using a different combination of labour categories (skilled,
semi-skilled, unskilled) compared to the standard mix.
Derivation
1. Revised Standard Hours (RSH)
= Total Actual Hours % Standard Proportion of Each Category

2. Formula

LMYV = Standard Rate % (Revised Standard Hours — Actual Hours)

Calculate LMV for each category separately and sum up.
Interpretation

e Favourable LMV: Cheaper combination of labour used without affecting output.
e Adverse LMV: More expensive mix employed, increasing cost.

Causes

o Unavailability of one category leading to substitution.
e Need for specialized work requiring higher-paid staff.

Significance

LMYV is useful for workforce planning and recruitment strategies.
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8.6.6 Derivation of Formula for Labour Idle Time Variance (LITV)
Concept
Labour Idle Time Variance measures the cost of wages paid for hours lost due to non-productive activities.
Derivation
1. Identify Idle Hours
= Total Paid Hours — Total Hours Worked

2. Formula

LITV =1dle Hours x Standard Rate

Interpretation
Idle time variance is always adverse because it represents wasted resources.
Causes

e Power failure, machine breakdown, waiting for materials, strikes.

Managerial Action

Proper scheduling, preventive maintenance, and material planning can reduce idle time.

Knowledge Check 1

Choose The correct Options :

1. Labour Cost Variance is the sum of:
a) Price + Mix
b) Rate + Efficiency
c) Efficiency + Yield
d) Mix + Yield

2. Labour Rate Variance compares:
a) Actual vs Standard Hours
b) Actual vs Standard Output
c¢) Actual vs Standard Rates
d) Idle vs Worked Hours

3. Labour Efficiency Variance is measured using:

a) Actual Rate
b) Standard Rate
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¢) Actual Output
d) Actual Cost

4. Labour Mix Variance occurs due to:
a) Price change
b) Quantity change
c¢) Change in grade mix

d) Idle time

5. Labour Idle Time Variance is always:
a) Favourable
b) Ignored
c) Adverse

d) Variable

8.7 Labour Cost Variance — Problems
Labour cost variance problems are one of the most practical applications of standard costing because they
translate theoretical formulas into actionable insights for management. Labour variances help identify
whether overspending is due to wage rate changes, inefficient use of hours, idle time losses, or an improper
mix of labour grades. Solving these problems step-by-step trains learners to interpret results, assign
responsibility, and recommend corrective action.
Practice Problems on Labour Cost Variances
Problem 1: Basic Labour Cost Variance (LCV, LRV, LEV)
Data:

o Standard Hours per Unit = 4 hours

o Standard Rate =50 per hour
e Actual Production = 500 units
e Actual Hours = 2,200 hours
e Actual Rate =55 per hour

Solution:

1. Standard Hours Allowed (SH) = 500 x 4 =2,000 hours

2. Standard Cost Allowed = 2,000 x 50 =%1,00,000
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3. Actual Cost = 2,200 x 55 =%1,21,000
4. LCV =1,00,000—-1,21,000 = 321,000 (Adverse)

LRV =2.200 x (50 —55) =-X11,000 (A)
LEV =50 x (2,000 —2,200) =-10,000 (A)
Verification:

LCV = LRV + LEV = 11,000 (A) + 10,000 (A) = 221,000 (A)

Problem 2: Labour Idle Time Variance Included
Data:
o Standard Hours per Unit = 6 hours

o Standard Rate = Z80 per hour
o Actual Production =400 units
e Actual Hours Paid = 2,500

e Idle Time = 100 hours

o Actual Rate = %82 per hour

Solution:
1. SH =400 x 6=2,400 hours

2. Standard Cost Allowed = 2,400 x 80 =31,92,000
3. Actual Cost=2,500 x 82 =32,05,000
4. LCV=1,92,000-2,05,000=3%13,000 (A)

LRV =2,500 x (80 — 82) =-35,000 (A)

LEV =80 x (2,400 — 2,500) =-%8,000 (A)

LITV =100 x 80 = 8,000 (A)

Verification:

LCV =LRV + LEV

=5,000 (A) + 8,000 (A) =X13,000 (A)

(LITV helps explain part of inefficiency inside LEV.)

Problem 3: Labour Mix Variance
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Data:
Standard Mix:
o Skilled Labour = 60% of 1,000 hrs @ X90/hr

e Semi-Skilled Labour = 40% of 1,000 hrs @ I60/hr

Actual Mix:
e Skilled =700 hrs, Semi-Skilled = 300 hrs (Total 1,000 hrs)

Solution:
RSH (Revised Standard Hours):
e Skilled = 1,000 x 60% = 600 hrs

e Semi-Skilled = 1,000 x 40% = 400 hrs

LMV:
o Skilled =90 x (600 —700) =—-9,000 (A)

«  Semi-Skilled = 60 x (400 — 300) = 26,000 (F)
Total LMV = -%3,000 (A)

Interpretation: More expensive skilled labour was used than standard mix, causing adverse cost impact.

Problem 4: Labour Yield Variance
Data:
e Standard Hours per Unit =2 hrs

e Actual Hours Worked = 2,200 hrs
e Actual Output = 1,050 units
o Standard Rate =100 per hr

Solution:

Standard Output for Actual Hours:
=2,200 + 2 = 1,100 units

Standard Labour Cost per Unit:
=2 hrs x 100 =200 per unit
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LYV:
=200 x (1,050 — 1,100)
=-310,000 (Adverse)

Interpretation: Output was 50 units less than expected from 2,200 hours, showing inefficiency.

Problem 5: Combined Variance with Full Verification
Data:
e Standard Hours per Unit =5 hrs

o Standard Rate =%100/hr

o Actual Production = 600 units
e Actual Hours Paid = 3,200

e Idle Time =200 hrs

e Actual Rate =%110/hr

Solution:

SH: 600 x 5= 3,000 hrs

Standard Cost: 3,000 x 100 =3,00,000

Actual Cost: 3,200 x 110 =%3,52,000

LCV: 3,00,000 — 3,52,000 = 352,000 (A)

LRV: 3,200 x (100 - 110) =-332,000 (A)

LEV: 100 x (3,000 — 3,200) =-%20,000 (A)

LITV: 200 x 100 =-%20,000 (A)

Verification:

LRV + LEV =32,000 (A) + 20,000 (A) =352,000 (A)
Interpretation: Adverse LCV is due to both higher wage rates and higher number of hours worked, including

200 hours of unproductive idle time.

8.7.1 Solving Practical Problems on Labour Variances
When solving labour cost variance problems, it is important to follow a structured approach, as multiple

sub-variances must be calculated and reconciled.

Step-by-Step Approach
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Step 1: Gather Data
Collect the following information:

o Standard hours per unit and total standard hours allowed for actual production
o Standard wage rate per hour

e Actual hours worked and actual wage rate

e Idle time (if any) and its cost

o Breakdown of labour categories if mix variance is to be calculated

Step 2: Calculate Standard Cost and Actual Cost
o Standard Cost Allowed = Standard Hours x Standard Rate

e Actual Labour Cost = Actual Hours x Actual Rate

Step 3: Calculate Total Labour Cost Variance (LCV)
LCV = (Standard Hours x Standard Rate) — (Actual Hours % Actual Rate)
This provides the overall deviation.
Step 4: Calculate Sub-Variances
o Labour Rate Variance (LRV) = Actual Hours x (Standard Rate — Actual Rate)

o Labour Efficiency Variance (LEV) = Standard Rate x (Standard Hours — Actual Hours Worked)
e Labour Idle Time Variance (LITV) = Idle Hours x Standard Rate

o Labour Mix Variance (LMV) = Standard Rate x (Revised Standard Hours — Actual Hours for
each category)

e Labour Yield Variance (LYV) = Standard Cost per Unit x (Actual Output — Standard Output for
Actual Hours)

Step 5: Interpret Results

o Favourable Variances: Indicate savings or efficiency gains.
e Adverse Variances: Signal overspending or inefficiency and must be investigated.

Worked Example
Data:
o Standard Hours per Unit =5

e Standard Rate =100 per hour
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e Actual Production = 500 units

e Actual Hours Worked = 2,700

Actual Rate = %105 per hour
e Idle Time = 100 hours

Solution:

1. Standard Hours Allowed (SH) = 500 x 5 =2,500
2. Standard Cost Allowed = 2,500 x 100 =32,50,000
3. Actual Cost=2,700 x 105 =32,83,500

4. LCV =2,50,000 - 2,83,500 =%33,500 (Adverse)

LRV =2,700 x (100 — 105) =-X13,500 (Adverse)

LEV =100 x (2,500 — 2,700) = -%20,000 (Adverse)

LITV =100 x 100 =%10,000 (Adverse)

This reveals that overspending is partly due to higher rates, partly due to excess hours worked, and also
because of idle time losses.

Managerial Implications

o HR must check why average rates were higher (overtime? higher grade workers?).
e Production must review causes for 200 extra hours worked.

e Maintenance must address machine downtime causing 100 hours of idle time.

8.7.2 Verification of Labour Cost Variances

Verification is a crucial step that ensures all calculated sub-variances reconcile with the total labour cost
variance. Without this step, results may be incomplete or misleading.

Purpose of Verification

o Confirms arithmetic accuracy and completeness of variance analysis.
o Ensures that the contribution of each variance (rate, efficiency, idle time, mix) is captured correctly.

» Builds management’s confidence in variance reports for decision-making.

Verification Formula

Total LCV =LRV + LEV (= LMV, LYV) + LITV
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Where favourable variances are added and adverse variances are subtracted algebraically.
Verification Example
Using the previous problem:

e LCV (Direct Calculation): 333,500 (A)
e« LRV:213,500 (A)
e« LEV:320,000 (A)

Verification: LCV = LRV + LEV

=13,500 (A) + 20,000 (A) =%33,500 (A)

If LITV is considered separately, it must also reconcile with efficiency variance to show adjusted
productivity levels.

Managerial Insight

Verification highlights whether any sub-variance has been missed. If results do not reconcile, it may
indicate incorrect data (wrong standard hours, misclassified idle time) or a calculation error. For

management, a verified variance report is far more actionable and reliable.

8.8 Sums Based on Both Material Variance and Labour Variance
In a real production environment, cost deviations rarely occur in isolation. A company may simultaneously
face material price fluctuations, material usage inefficiencies, and labour-related cost variations such
as higher wage rates, excess hours, or idle time losses. Hence, it is important to calculate combined
variances to understand the total impact on production cost and profit.
This section focuses on sums that integrate both Material Cost Variances (MCV) and Labour Cost
Variances (LCV). Learners will apply multiple formulas, verify results, and interpret the combined effect
of material and labour performance.
8.8.1 Sums Based on Both Material Variance and Labour Variance
When solving combined problems, follow a systematic approach:
Step-by-Step Approach

1. Collect Data

o Material Data:

Standard quantity per unit, standard price, actual quantity, actual price.

o Labour Data:

Standard hours per unit, standard rate, actual hours, actual rate, idle time.
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2. Calculate Material Variances
o MCV: (SQ x SP)—-(AQ x AP)
o MPV: AQ x (SP — AP)

o MUV: SP x (SQ — AQ)

(If needed, calculate Mix and Yield variances separately.)

3. Calculate Labour Variances

o LCV:(SH x SR) - (AH x AR)

o LRV: AH x (SR — AR)

o LEV: SR x (SH - AH)

o LITV: Idle Hours x SR
4. Verify Variances

o MCV=MPV +MUV

o LCV=LRV +LEV (+ LITV)
5. Interpret Combined Results

o Assess whether overall variance is favourable or adverse.

o Comment on major contributors to cost deviation (price change, usage inefficiency, higher

wage rates, low productivity).

Worked Example
Data:

Particulars Material Labour

Standard per Unit |5 kg @ I50 4 hours @ X100

Actual Production | 1,000 units 1,000 units
Actuals 5,300 kg @ %52|4,400 hours @ X110
Idle Time - 200 hours

Step 1: Calculate Standard and Actual Costs
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o Standard Quantity (SQ): 1,000 x 5 =5,000 kg

e Standard Material Cost: 5,000 x 50 =32,50,000
e Actual Material Cost: 5,300 x 52 =32,75,600

e Standard Hours (SH): 1,000 x 4 =4,000 hrs

e Standard Labour Cost: 4,000 x 100 =34,00,000

e Actual Labour Cost: 4,400 x 110 =%4,84,000

Step 2: Material Variances

«  MCV: 2,50,000 — 2,75,600 = 225,600 (Adverse)
« MPV: 5,300 x (50 — 52) =-%10,600 (A)
«  MUV: 50 x (5,000 — 5,300) = 15,000 (A)

Verification: 10,600 (A) + 15,000 (A) = 25,600 (A)

Step 3: Labour Variances
o LCV:4,00,000 —4,84,000 = %84,000 (A)

« LRV: 4,400 x (100 — 110) = —344,000 (A)
« LEV: 100 x (4,000 — 4,400) = —%40,000 (A)
e LITV: 200 x 100 = 220,000 (A)

Verification: 44,000 (A) + 40,000 (A) = 84,000 (A)

Step 4: Combined Impact

Variance Result

Material Cost Variance 325,600 (A)

Labour Cost Variance [384,000 (A)

Total Cost Variance [1,09,600 (Adverse)

Interpretation

e The company incurred an additional X1,09,600 compared to its standard cost budget for 1,000 units.
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41% of this adverse variance is due to material inefficiency and higher prices, while 59% is due to

labour rate increase and excess hours.

Idle time contributed significantly (220,000) to inefficiency.

Managerial Recommendations

Negotiate better material prices or explore alternative suppliers to reduce price variance.
Improve inventory management to avoid overconsumption and wastage.
Control overtime, plan workforce better, and provide training to improve labour productivity.

Investigate machine breakdowns or workflow issues causing idle time.

8.9 Summary

*
L X4

Standard costing is a scientific approach for cost planning and control, comparing actual

performance with predetermined cost standards.

Material cost variance (MCV) measures the overall difference between standard and actual material

cost.

MCYV is split into price variance, usage variance, mix variance, and yield variance to pinpoint

causes.

Labour cost variance (LCV) measures total deviation between standard labour cost and actual labour

cost incurred.

LCV is broken down into labour rate variance, efficiency variance, mix variance, yield variance,

and idle time variance for detailed control.

Favourable variances indicate cost savings or higher efficiency, while adverse variances highlight

overspending or inefficiencies.

Verification of variances ensures that sub-variances reconcile with total variance, confirming

calculation accuracy.

Variance analysis helps in identifying controllable and uncontrollable factors affecting cost

performance.

Proper interpretation of variances assists management in corrective action and continuous

improvement.
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< Combining material and labour variance results provides a comprehensive view of overall
production performance.
< Variance analysis forms the basis for cost reduction programs and strategic decision-making.

< Regular variance reporting increases cost awareness and accountability across departments.

8.10 Key Terms

o Standard Costing: Predetermined cost system used for cost control and performance evaluation.

e Material Cost Variance (MCYV): Difference between standard cost and actual cost of materials

used.

e Material Price Variance (MPV): Variance caused by difference between standard price and actual

price.

e Material Usage Variance (MUYV): Variance caused by difference between standard quantity

allowed and actual quantity used.

e Material Mix Variance (MMYV): Effect of change in proportion of different materials used

compared to standard mix.

e Material Yield Variance (MYV): Impact of actual yield differing from expected yield for given

input.

o Labour Cost Variance (LCV): Total difference between standard labour cost and actual labour

cost incurred.
o Labour Rate Variance (LRV): Effect of paying a different hourly rate than the standard rate.

o Labour Efficiency Variance (LEV): Difference between standard hours allowed and actual hours

worked.
e Labour Idle Time Variance (LITV): Cost of wages paid for hours lost due to idle time.

o Labour Mix Variance (LMV): Effect of employing a different mix of grades of labour than

planned.

e Labour Yield Variance (LYV): Variance caused by difference between standard and actual output

achieved for hours worked.
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8.11 Descriptive Questions

1. Define standard costing and explain its importance in cost control and performance evaluation.

2. Explain material cost variance and its components with suitable formulas.

3. Discuss material price, usage, mix, and yield variances with examples.

4. Define labour cost variance and explain how it is split into rate, efficiency, mix, and idle time
variances.

5. Explain the significance of verifying material and labour cost variances.

6. Solve a numerical example calculating MCV, MPV, and MUYV with verification.

7. Solve a numerical example calculating LCV, LRV, LEV, and LITV with reconciliation.

8. How can combined analysis of material and labour variances help in improving productivity and
reducing cost?

8.12 References

Horngren, Charles T., Datar, Srikant M., & Rajan, Madhav V. Cost Accounting: A Managerial

Emphasis. Pearson Education.

Drury, Colin. Management and Cost Accounting. Cengage Learning.

Khan, M.Y. & Jain, P.K. Management Accounting: Text, Problems and Cases. Tata McGraw Hill.
Garrison, Ray H., Noreen, Eric W., & Brewer, Peter C. Managerial Accounting. McGraw Hill.
Lal, Jawahar. Cost Accounting. Himalaya Publishing House.

Anthony, Robert N. & Govindarajan, Vijay. Management Control Systems. McGraw Hill

Education.

Answers to Knowledge Check

Answer Key to Knowledge Check 1:

1.

2.

b — Rate + Efficiency

¢ — Actual vs Standard Rates




ATLAS

SKILLTECH
UNIVERSITY

3. b —Standard Rate
4. c¢—-Change in grade mix

5. ¢— Adverse

8.13 Case Study / Practical Exercise

Cost Control Analysis at Apex Furniture Works

Apex Furniture Works manufactures modular office desks. The company uses standard costing to
monitor cost performance and efficiency. For a batch of 1,000 desks, the following data is available:
Standard Data:

o Standard Material Requirement: 10 kg per desk at 3200 per kg

e Standard Labour Requirement: 5 hours per desk at 150 per hour
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Actual Results:
e Actual Material Used: 10,800 kg at 3210 per kg

e Actual Labour Hours: 5,400 hours at *160 per hour
e Idle Time: 200 hours

Problem 1: Calculate Material Cost Variances
Solution:

e Standard Quantity (SQ): 1,000 x 10 = 10,000 kg
o Standard Material Cost: 10,000 x 200 = 20,00,000
e Actual Material Cost: 10,800 x 210 =322,68,000

Material Cost Variance:

=20,00,000 —22,68,000 = %2,68,000 (Adverse)

Material Price Variance (MPV):

=10,800 x (200 — 210) = —X1,08,000 (Adverse)

Material Usage Variance (MUYV):

=200 x (10,000 — 10,800) = —X1,60,000 (Adverse)

Verification: MPV + MUV = 1,08,000 (A) + 1,60,000 (A) =2,68,000 (A)

Problem 2: Calculate Labour Cost Variances
Solution:

e Standard Hours (SH): 1,000 x 5=5,000 hrs
e Standard Labour Cost: 5,000 x 150 =%7,50,000
e Actual Labour Cost: 5,400 x 160 = %8,64,000

Labour Cost Variance:

=17,50,000 — 8,64,000 =X1,14,000 (Adverse)
Labour Rate Variance (LRV):

= 5,400 x (150 — 160) = —X54,000 (Adverse)
Labour Efficiency Variance (LEV):

=150 x (5,000 — 5,400) = —-60,000 (Adverse)
Labour Idle Time Variance (LITV):

=200 x 150 = 330,000 (Adverse)
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Verification: LRV + LEV = 54,000 (A) + 60,000 (A) = 1,14,000 (A)

Problem 3: Combined Impact on Cost

Variance Result

Total Material Cost Variance |[32,68,000 (A)

Total Labour Cost Variance |31,14,000 (A)

Total Cost Variance 33,82,000 (Adverse)

Interpretation: Total production cost exceeded standard cost by %3,82,000, driven mainly by excess

material usage and labour inefficiency.

Reflective Questions

1.

Which variance contributed most to the overall cost overrun, and why should it be prioritized

for corrective action?

2. How could Apex Furniture improve material usage efficiency in future production runs?
3. What steps can be taken to reduce labour idle time and improve productivity?
4. Should management renegotiate supplier contracts or focus on process improvements first?
5. How can variance analysis be integrated into monthly performance reviews for better
accountability?
Conclusion

This case highlights the value of combining material and labour variance analysis for a holistic view

of cost performance. Apex Furniture’s results show that both material and labour areas contributed

significantly to adverse variances. By improving procurement planning, training workers, and

reducing idle time, Apex can move towards more efficient production and achieve cost control

targets in future cycles.
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Unit 9-Advanced Variance Analysis

Learning outcomes:

1. Explain the concept of overhead variance and its role in cost control.

2. Calculate and interpret total, expenditure, efficiency, and capacity variances for fixed overheads.

3. Compute and analyze total, efficiency, and expenditure variances for variable overheads.

4. Determine sales value, volume, price, quantity, and mix variances for performance evaluation.

5. Verify the accuracy of overhead and sales variances through reconciliation techniques.

6. Solve numerical problems on overhead, variable, and sales variances with step-by-step calculations.
7. Use variance analysis insights to recommend corrective actions for improved efficiency and profitability.
Content:

9.0  Introductory caselet

9.1 Concept of Overhead Variance

9.2 Concept of Fixed Overheads Variance

9.3.  Concept of Variable Overheads Variance

9.4 Concept of Sales Variance

9.5 Summary

9.6  Key Terms

9.7  Descriptive Questions

9.8 References

9.9  Case Study
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9.0 Introductory caselet

“Managing Variances at Stellar Machines Ltd”

Stellar Machines Ltd. is a manufacturer of precision industrial equipment. The company follows a standard costing
system to monitor its production efficiency and control costs. Each quarter, the management receives a variance
report prepared by the cost accounting department, highlighting differences between actual and standard costs for
overheads, labour, materials, and sales.

For the last quarter, the report showed a significant adverse overhead variance. Fixed overhead absorption was
lower than expected because production levels fell short of budgeted output due to unplanned machine breakdowns
and power shortages. As a result, fixed overheads such as depreciation and salaries were spread over fewer units,
increasing per-unit cost.

Variable overheads were also higher than standard. The production manager attributed this to higher power
consumption per unit and overtime costs to meet urgent delivery deadlines. On the sales side, the report revealed a
favourable sales price variance—the company had successfully increased prices slightly without losing
customers—but an adverse sales volume variance, as fewer units were sold than planned.

The CEO called a meeting of all department heads to discuss the report. The finance head emphasized the need to
break down total overhead variance into expenditure, efficiency, and capacity variances to identify controllable
factors. The operations manager suggested using variance analysis results to improve maintenance scheduling and
resource planning. The sales head pointed out the need to balance price increases with demand to avoid further
volume shortfalls.

The board decided to conduct a detailed variance analysis and use its findings to take corrective actions for the next

quarter.

Critical Thinking Question
How should Stellar Machines use overhead, variable, and sales variance analysis to distinguish between controllable

inefficiencies and uncontrollable factors, and what corrective measures can be implemented to improve overall

profitability in the next quarter?
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9.1 Concept of Overhead Variance

Overheads constitute all indirect costs associated with production, such as indirect materials, indirect labour, and
other factory-related expenses like rent, depreciation, and utilities. Unlike direct costs, which can be traced easily
to specific units of production, overheads must be allocated and absorbed based on predetermined rates. Variance
analysis of overheads is a critical part of standard costing and cost control. It measures the difference between the
standard overhead cost allowed for actual production and the actual overhead cost incurred. This helps management

identify reasons for over-absorption or under-absorption of overheads and take corrective actions.

9.1.1 Concept of Overhead Variance
Overhead variance refers to the difference between the standard cost of overheads for actual output and the actual
overhead cost incurred. It shows whether overhead costs were controlled effectively during a given period.

e Purpose of Overhead Variance Analysis
o To identify inefficiencies or excessive spending in indirect costs.
o To measure how well resources like labour hours or machine hours were utilized.
o To provide a basis for management control by pinpointing areas that require corrective action.

e C(lassification of Overhead Variances

Overhead variances are broadly divided into:

o Variable Overhead Variance: Variance due to differences in variable overheads (power, indirect

materials).

o Fixed Overhead Variance: Variance arising due to differences in fixed overheads (rent, salaries,

depreciation).

e Standard Overhead Cost Formula

Standard Overhead Cost = (Standard Overhead Rate x Standard Hours for Actual Production)
o Interpretation of Results

o Favourable Variance: Indicates actual overhead cost is less than standard cost, suggesting

savings or efficiency.
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o Unfavourable Variance: Indicates overspending or inefficient use of resources.

Overhead variance analysis provides meaningful insights only when standards are realistic and based on achievable

efficiency levels.

9.1.2 Total Overheads Variance

Total overhead variance measures the difference between total actual overheads incurred and standard overheads

absorbed based on actual output.

Formula
Total Overhead Variance = Standard Overhead Cost for Actual Production — Actual Overhead Cost

Incurred

Components

This variance can be further broken down into:

o Expenditure (or Budget) Variance: Difference due to actual overhead spending versus budgeted

overheads.
o Volume Variance: Difference due to actual production volume differing from the budgeted volume.
Managerial Significance
o Provides a quick overall measure of cost control performance.

o A large unfavourable variance triggers deeper investigation into expenditure, capacity utilization,

and efficiency.

Example
If standard overhead cost allowed for actual production is %5,00,000 and actual overhead cost incurred is
35,20,000, total overhead variance = %5,00,000 — %5,20,000 = 320,000 (Adverse). This indicates

overspending or underutilization of resources.

9.1.3 Total Overheads Volume Variance

Volume variance measures the impact of producing more or fewer units than budgeted, which affects the absorption

of fixed overheads.
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Formula
Volume Variance = Standard Overhead Rate x (Standard Hours for Actual Output — Budgeted

Hours)
Interpretation

o Favourable: When actual output is more than budgeted output, resulting in better absorption of

fixed overheads.

o Unfavourable: When actual output is less, leading to under-absorption of fixed overheads and

higher cost per unit.

Subdivisions

Volume variance can be split into:
o Efficiency Variance — Impact of using labour/machine hours efficiently.
o Capacity Variance — Impact of actual hours worked differing from budgeted hours.

o Calendar Variance — Impact of working more or fewer days than budgeted (if applicable).

Volume variance is crucial as it reflects how production levels affect cost distribution and overall profitability.

9.1.4 Total Overheads Expenditure (or Budget) Variance

This variance shows whether the actual spending on overheads is higher or lower than budgeted for the actual

period.

Formula

Expenditure Variance = Budgeted Overheads — Actual Overheads
Managerial Use

o Identifies overspending or underspending on items like indirect materials, indirect labour, repairs,

or utilities.

o Helps in controlling discretionary costs like maintenance and administration expenses.

Example

Budgeted overheads = %3,00,000
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Actual overheads = %3,20,000

Expenditure variance = 320,000 (Adverse), indicating overspending.

The focus here is on controlling overhead cost elements that management can influence, such as energy efficiency

programs or better procurement of consumables.

9.1.5 Total Overheads Efficiency Variance
Efficiency variance measures the impact of efficient or inefficient use of time (labour or machine hours) on
overhead absorption.
e Formula
Efficiency Variance = Standard Overhead Rate x (Standard Hours for Actual Output — Actual Hours
Worked)

e Significance

o A favourable efficiency variance means fewer hours were used than expected, indicating higher

productivity.

o Anunfavourable efficiency variance signals wastage of time, machine breakdowns, or suboptimal

work methods.

e Managerial Actions
Managers may investigate training needs, maintenance schedules, and workflow improvements to correct

inefficiencies.

9.1.6 Total Overheads Capacity Variance
Capacity variance measures the impact of actual hours worked compared to budgeted hours, reflecting whether
capacity was under- or over-utilized.

e Formula

Capacity Variance = Standard Overhead Rate x (Actual Hours Worked — Budgeted Hours)

e Interpretation
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o Favourable: When actual hours worked exceed budgeted hours, spreading fixed overheads over

more units.
o Unfavourable: When fewer hours are worked, leading to underutilization of capacity.

This variance helps management analyze whether production facilities are being used optimally or if there is scope

for improving capacity utilization.

9.1.7 Verification of Total Overhead Variance
Verification ensures that the sum of all sub-variances equals the total overhead variance. This step validates the
accuracy of variance analysis.
e Formula for Verification
Total Overhead Variance = Expenditure Variance + Volume Variance
And,

Volume Variance = Efficiency Variance + Capacity Variance (+ Calendar Variance if applicable)

This reconciliation confirms that all factors affecting overhead costs have been accounted for.

9.1.8 Verification of Total Overhead Volume Variance
Volume variance can be verified by summing up efficiency, capacity, and calendar variances.
e Formula

Volume Variance = Efficiency Variance + Capacity Variance (+ Calendar Variance)

e Purpose
Ensures that no component of production-related variance is overlooked and provides a clear picture of the

reasons behind under- or over-absorption of overheads.

9.1.9 Sums based on Total Overhead Variance
Practical problems on overhead variance involve step-by-step calculations using given data for standard hours,
actual hours, budgeted overheads, and actual overheads.

e Step-by-Step Approach

1. Calculate standard overhead rate per hour.
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2. Compute standard hours for actual production.

3. Calculate total standard cost allowed and actual overhead incurred.

4. Compute total overhead variance.

5. Break down variance into expenditure, efficiency, and capacity variances.

6. Verify results by summing sub-variances to ensure they match total variance.

e Illustrative Example
Budgeted Overheads: %2,00,000 for 10,000 hours — Standard Overhead Rate = 320/hour
Actual Hours Worked: 9,500 hours, Actual Overheads: %1,95,000
Standard Hours for Actual Output: 9,800 hours

o Total Overhead Variance = (9,800 x %20) —X1,95,000 =%1,96,000 —X1,95,000 =X1,000

(Favourable)
o Expenditure Variance = 32,00,000 —X1,95,000 = 5,000 (Favourable)

o Volume Variance = (9,800 — 10,000) x 320 = 34,000 (Adverse)
Verification: Total Variance = %5,000 (F) + 334,000 (A) =%1,000 (F)

9.2 Concept of Fixed Overheads Variance

Fixed overheads represent the costs that remain constant within a certain level of production activity regardless of
output, such as rent, salaries of permanent staff, depreciation of machinery, and insurance. In standard costing, fixed
overhead variances help managers compare budgeted fixed overhead costs with actual costs and analyze how
effectively capacity has been utilized. Since fixed overheads do not change with production volume within the
relevant range, the variances largely reflect efficiency, capacity utilization, and spending control rather than changes

in cost per unit.

Analyzing fixed overhead variances is critical because under- or over-absorption of fixed costs affects profitability
and can indicate operational inefficiencies or inaccurate planning. Variance analysis breaks total differences into

meaningful components such as expenditure variance, efficiency variance, and capacity variance, allowing

managers to identify the specific causes and take corrective actions.
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9.2.1 Concept of Fixed Overheads Variance
Definition and Purpose
Fixed overhead variance is the difference between the standard cost of fixed overheads absorbed for actual
production and the actual fixed overheads incurred during the period. It is a key indicator of whether the
organization has controlled its fixed costs effectively and whether its planned production levels were realistic.
Importance

e Cost Control: Highlights overspending on fixed overhead elements such as maintenance, supervision

salaries, or utilities.
e Capacity Planning: Shows how well available capacity was utilized relative to the budgeted level.

e Performance Evaluation: Helps evaluate the efficiency of departments and managers in controlling fixed

costs and utilizing resources.

Components of Fixed Overhead Variance

e Fixed Overhead Expenditure Variance: Measures over- or under-spending on fixed overhead items.

e Fixed Overhead Volume Variance: Measures the effect of producing more or less than budgeted volume
on absorption of fixed overheads.

These are further broken into efficiency and capacity variances to isolate causes of deviation.

9.2.2 Total Fixed Overheads Variance

Definition

Total fixed overhead variance is the overall difference between budgeted fixed overheads and absorbed fixed
overheads for actual output.

Formula

Total Fixed Overhead Variance = Standard Fixed Overheads for Actual Production — Actual Fixed
Overheads Incurred

Interpretation

o Favourable Variance: Indicates that actual fixed overheads were less than budgeted or more output was

produced than expected, resulting in higher absorption.
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e Adverse Variance: Suggests overspending or lower production, leading to under-absorption of fixed costs.

Managerial Use
This variance serves as a starting point for further analysis. A significant variance prompts management to

investigate whether it is due to inefficiency, underutilization of capacity, or overspending on fixed expenses.

Did You Know?

"Total fixed overhead variance is one of the earliest performance measures used in standard costing

systems, dating back to early 20th-century manufacturing. It helped managers identify whether their
factories were underutilizing capacity, a crucial insight during mass production eras like the

Industrial Revolution and wartime economies.

9.2.3 Fixed Overheads Volume Variance
Meaning
Volume variance reflects the difference between the budgeted production volume and the actual production volume,
multiplied by the standard fixed overhead rate. It measures whether production facilities were used to the expected
capacity.
Formula
Fixed Overhead Volume Variance = Standard Rate x (Standard Hours for Actual Production — Budgeted
Hours)
Interpretation

o Favourable: When actual output exceeds budgeted output, fixed overheads are spread over more units,

lowering per-unit cost.
e Adverse: When output is lower, fixed costs are spread over fewer units, resulting in under-absorption.

Sub-components
Volume variance is further split into:
o Efficiency Variance: Effect of actual hours worked differing from standard hours allowed for actual

production.

o Capacity Variance: Effect of actual hours worked differing from budgeted hours available.
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e Calendar Variance (if applicable): Impact of more or fewer working days than planned.

This variance is crucial as it highlights whether the company used its production resources to the optimum level.

9.2.4 Fixed Overheads Expenditure (or Budget) Variance
Meaning
This variance compares actual fixed overheads incurred with the budgeted fixed overheads for the same period.
Formula
Expenditure Variance = Budgeted Fixed Overheads — Actual Fixed Overheads
Significance
e A favourable expenditure variance indicates effective cost control where actual fixed costs were below the

budgeted figure.

e An adverse variance indicates overspending, possibly due to higher-than-expected maintenance expenses,

salary increments, or additional facility costs.

Managerial Action
Management must review individual overhead components to identify the source of overspending. It may involve

renegotiating supplier contracts, controlling discretionary expenses, or reviewing maintenance policies.

9.2.5 Fixed Overheads Efficiency Variance

Meaning

Efficiency variance measures the difference between the standard hours allowed for actual production and the actual
hours worked, multiplied by the standard fixed overhead absorption rate.

Formula

Efficiency Variance = Standard Rate x (Standard Hours for Actual Production — Actual Hours Worked)
Importance

This variance indicates how efficiently labour or machine hours were utilized. Even though fixed overheads remain

constant, inefficient use of resources causes fewer units to be produced in the available hours, leading to under-

absorption.
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Managerial Use
A large adverse efficiency variance may require investigation into workflow methods, worker training, or

machine maintenance schedules.

9.2.6 Fixed Overheads Capacity Variance
Meaning
Capacity variance measures whether the company used more or fewer actual hours compared to the budgeted hours
available for production.
Formula
Capacity Variance = Standard Rate x (Actual Hours Worked — Budgeted Hours)
Interpretation
e Favourable: Indicates that actual hours worked were more than budgeted, which could result from overtime

or better scheduling.

e Adbverse: Indicates under-utilization of available capacity, possibly due to idle time, machine breakdowns,

or material shortages.

Managerial Insights
Capacity variance provides a basis for decisions regarding increasing demand, reducing idle time, or adjusting

workforce levels.

9.2.7 Verification of Fixed Overheads Variance

Verification ensures that the breakdown of fixed overhead variance is mathematically consistent.
Formula for Verification

Total Fixed Overhead Variance = Expenditure Variance + Volume Variance

Where:

Volume Variance = Efficiency Variance + Capacity Variance (+ Calendar Variance, if any)

Verification confirms that all contributing factors have been captured and no discrepancy exists in calculations.

9.2.8 Verification of Fixed Overheads Volume Variance

Volume variance verification breaks it down into its components to ensure proper allocation of reasons for variance.
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Formula
Volume Variance = Efficiency Variance + Capacity Variance (+ Calendar Variance)
This reconciliation helps in understanding whether the volume difference was primarily due to efficiency issues,

underutilization of available hours, or fewer working days than planned.

9.2.9 Sums Based on Fixed Overhead Variance
Practical problems help solidify understanding of variance analysis. Typical sums involve:

e (Calculating standard absorption rate (Budgeted Overheads +~ Budgeted Hours)
e Computing standard hours for actual production

e Determining absorbed overheads and comparing them with actual overheads

e Breaking total variance into expenditure, efficiency, and capacity components

Ilustration Example
Budgeted Overheads: %4,00,000 for 20,000 hours — Standard Rate = 320/hour
Actual Hours: 19,000, Actual Overheads: %3,90,000
Standard Hours for Actual Output: 19,500
o Total Variance: (19,500 x 320) —%3,90,000 = %3,90,000 — %3,90,000 = Nil (No Variance)

o Expenditure Variance: 34,00,000 —%3,90,000 =X10,000 (Favourable)

e Volume Variance: (19,500 — 20,000) x 320 =%10,000 (Adverse)

Verification shows that total variance is zero (Favourable Expenditure offset by Adverse Volume).

Practice sums with multiple scenarios (including overtime hours, different actual outputs, and working day

variations) allow learners to interpret results critically and recommend management actions.

9.3 Concept of Variable Overheads Variance
Variable overheads are those indirect production costs that vary directly with the level of activity. Examples include
indirect materials, indirect labour (paid hourly), power, fuel, and other utilities used in proportion to production.

Variance analysis for variable overheads compares the standard cost allowed for actual output with the actual

variable overheads incurred, helping managers evaluate cost control and efficiency. Because these costs change
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with production volume, analyzing variances helps identify whether deviations are due to higher prices, excessive

consumption, or inefficiency in resource utilization.

9.3.1 Concept of Variable Overheads Variance

Meaning

Variable overhead variance represents the difference between the standard variable overhead cost allowed for actual
production and the actual variable overhead cost incurred. It serves as a performance indicator of how effectively
variable costs were managed relative to expected standards.

Purpose and Importance

e Cost Control: Enables management to monitor power, indirect materials, and consumables usage.
e Operational Efficiency: Highlights whether labour hours or machine hours are being utilized optimally.

e Pricing Decisions: Accurate measurement of variable overhead costs helps in setting competitive yet

profitable prices.

e Resource Planning: Insights from variance help in planning energy requirements, maintenance schedules,

and workforce allocation.

Formula

Variable Overhead Variance = Standard Variable Overheads for Actual Output — Actual Variable
Overheads Incurred

Interpretation

« Favourable Variance: Indicates savings in variable overheads or more efficient use of resources.

o Adverse Variance: Suggests overspending or wastage, which may require process review or supplier

negotiations.

“Activity 1: Analyzing Variable Overhead Performance”

You are the cost analyst in a manufacturing company. Budgeted variable overheads for the month were
%1,20,000 based on 12,000 standard hours (10 per hour). Actual hours worked were 12,500 hours, and actual

variable overheads incurred were 31,35,000.

Calculate:
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1. Total Variable Overhead Variance
2. Variable Overhead Efficiency Variance
3. Variable Overhead Expenditure Variance

After calculating, write a short note (150-200 words) analyzing whether the variance is favourable or adverse,
possible reasons for the result (e.g., excessive power usage, higher rates), and suggest two corrective actions for

the next period.

9.3.2 Total Variable Variance
Definition
Total variable overhead variance is the overall difference between the standard variable overhead cost allowed for
the actual hours worked (or actual output) and the actual variable overhead cost incurred during the period.
Formula
Total Variable Overhead Variance = (Standard Rate x Standard Hours for Actual Production) — Actual
Variable Overheads
Components
This variance is further broken down into:

o Expenditure (Spending) Variance: Difference due to actual variable overhead rate being different from

standard rate.

« Efficiency Variance: Difference due to actual hours worked differing from standard hours allowed for

actual output.

Importance

Total variable variance provides an overall view of whether the organization managed its variable overheads
effectively. If the variance is significant, management investigates whether it was caused by higher prices, excessive
consumption, or poor scheduling.

Example

If standard variable overhead rate = 310/hour, standard hours allowed = 5,000 hours — Standard Variable
Overheads = %50,000

Actual Variable Overheads = 52,000

Total Variable Variance = 350,000 — 52,000 = %2,000 (Adverse)
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This indicates overspending on variable overheads that needs further breakdown into price and efficiency effects.

9.3.3 Variable Overheads Efficiency Variance
Meaning
Efficiency variance measures whether actual hours worked were more or less than the standard hours allowed for
actual production, multiplied by the standard variable overhead rate.
Formula
Efficiency Variance = Standard Rate x (Standard Hours for Actual Production — Actual Hours Worked)
Interpretation
o Favourable: When fewer hours are used than allowed, indicating better productivity and efficient use of

reésources.

e Adverse: When more hours are consumed than expected, suggesting inefficiency, machine breakdowns, or

idle time.

Causes of Adverse Efficiency Variance

e Poor scheduling of production leading to overtime or delays

o Frequent breakdowns causing extra hours

o Low worker productivity due to lack of training or supervision
e Use of substandard materials leading to rework

Managerial Action
Management can address efficiency issues through better maintenance planning, workforce training, improved

production methods, and stricter monitoring of indirect resource usage.

9.3.4 Variable Overheads Expenditure Variance

Meaning

Expenditure variance (also called spending variance) shows the difference between actual variable overheads
incurred and the expected (standard) overhead cost for actual hours worked.

Formula

Expenditure Variance = (Standard Rate x Actual Hours Worked) — Actual Variable Overheads
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Interpretation
o Favourable: Indicates savings, possibly from lower utility tariffs, better supplier negotiations, or reduced

consumption per hour.

o Adverse: Indicates overspending, which could be due to increased utility rates, wastage of consumables, or

poor procurement practices.

Causes of Adverse Expenditure Variance

e Increase in fuel or power costs beyond anticipated levels
o Unexpected repairs or use of expensive consumables
o Inefficient purchasing leading to higher rates

Managerial Control Measures
Management can monitor overhead spending closely, renegotiate supplier contracts, switch to energy-efficient

equipment, and reduce wastage to keep spending within budget.

9.3.5 Verification of Variable Overheads Variance

Verification is an important step to ensure that sub-variances add up to the total variance, confirming that the
calculations are correct and all causes of deviation are accounted for.

Formula for Verification

Total Variable Overhead Variance = Efficiency Variance + Expenditure Variance

If the sum of sub-variances equals the total variance, it indicates accuracy in computation and completeness of
analysis.

Example

Efficiency Variance = 31,500 (Adverse)

Expenditure Variance =500 (Favourable)

Total Variance =31,500 (A) + 3500 (F) =1,000 (A)

Verification confirms that the net overspending of 31,000 is accurately captured.

9.3.6 Sums Based on Variable Overhead Variance

Practical problems on variable overhead variance are essential for learners to understand how to apply formulas to

real data.
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Step-by-Step Approach
1. Calculate Standard Rate: Budgeted Variable Overheads + Budgeted Hours

2. Compute Standard Hours Allowed: Based on actual production and standard time per unit
3. Compute Standard Cost Allowed: Standard Rate x Standard Hours Allowed
4. Calculate Total Variable Overhead Variance: Compare standard cost allowed with actual overhead cost
5. Break Down into Sub-Variances:
o Efficiency Variance = Standard Rate x (Standard Hours — Actual Hours)
o Expenditure Variance = (Standard Rate x Actual Hours) — Actual Overheads

Ilustration Example
Budgeted Variable Overheads: %1,00,000 for 10,000 hours — Standard Rate = X10/hour
Actual Hours Worked: 10,200 hours
Actual Variable Overheads: 1,05,000
Standard Hours Allowed for Actual Output: 9,800 hours
o Efficiency Variance: 210 x (9,800 — 10,200) =10 x (-400) = 34,000 (Adverse)

e Expenditure Variance: (10,200 x 310) —X1,05,000 =%1,02,000 — X1,05,000 = X3,000 (Adverse)
o Total Variable Variance: 34,000 (A) +%3,000 (A) =%7,000 (Adverse)

This shows that adverse variance is partly due to inefficiency (extra hours) and partly due to higher spending per
hour.
Working on multiple sums with different combinations of hours and rates helps learners master both the

computation and interpretation of results.

9.4 Concept of Sales Variance
Sales variance is an important part of standard costing and variance analysis that focuses on revenue performance

rather than cost control. While cost variances measure efficiency in resource utilization, sales variances measure

how actual sales performance differs from expected (budgeted or standard) performance. Variance analysis of sales
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provides valuable insights into whether the organization achieved its sales targets, whether prices were set
appropriately, and how effectively the sales team performed in achieving desired volume and mix of products.

Sales variances are particularly crucial because revenue is the primary driver of profitability. Even if costs are
perfectly controlled, poor sales performance can lead to underutilization of capacity and reduced profitability.
Conversely, higher sales volume or better pricing than budgeted can compensate for higher costs and boost profit.
Hence, analyzing sales variance helps management monitor market performance, adjust pricing policies, evaluate

promotional strategies, and improve sales planning.

9.4.1 Concept of Sales Variance

Meaning

Sales variance is the difference between the budgeted (or standard) sales revenue and the actual sales revenue
achieved. It quantifies the impact of price changes, volume fluctuations, and product mix differences on total
revenue.

Purpose of Sales Variance Analysis

e Performance Evaluation: Helps assess whether the sales team met budgeted targets.

o Pricing Decisions: Shows whether price changes had a positive or negative impact on total revenue.
o Market Analysis: Provides insights into customer demand trends and product mix shifts.

o Profit Planning: Facilitates better forecasting of contribution margins and profits.

Formula for Total Sales Variance
Total Sales Variance = Actual Sales Revenue — Budgeted Sales Revenue
Interpretation
o Favourable Sales Variance: Actual revenue exceeds budgeted revenue, indicating better-than-expected

performance.

o Adverse Sales Variance: Actual revenue is lower than budgeted revenue, signaling missed targets or

weaker demand.

Sales variance is typically split into value variance, volume variance, price variance, quantity variance, and mix

variance to isolate specific causes.
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9.4.2 Sales Value Variance

Definition

Sales value variance measures the overall difference between actual sales revenue and budgeted sales revenue.
Formula

Sales Value Variance = Actual Sales Revenue — Budgeted Sales Revenue

Purpose

e Provides an overall measure of how actual sales performance compares to plan.
e Serves as the starting point for detailed analysis by breaking into volume and price components.

Managerial Significance
A favourable value variance may result from higher selling prices, higher volume, or both. Conversely, an
adverse variance highlights the need to investigate whether lower revenue was due to poor volume performance,

price discounts, or an unfavourable product mix.

9.4.3 Sales Volume Variance

Meaning

Volume variance measures the effect of actual quantity sold differing from budgeted quantity, keeping standard
price constant.

Formula

Sales Volume Variance = (Actual Quantity — Budgeted Quantity) X Standard Price

Interpretation

o Favourable: When more units are sold than budgeted, generating extra revenue.
e Adverse: When fewer units are sold, leading to lower revenue.

Managerial Use
Volume variance indicates whether sales teams achieved the targeted number of units. It is especially useful for

measuring performance in volume-driven industries where price is relatively stable.

9.4.4 Sales Price Variance
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Definition

Price variance measures the effect of actual selling price differing from standard selling price, for the actual quantity
sold.

Formula

Sales Price Variance = (Actual Price — Standard Price) x Actual Quantity

Significance

e Favourable: When actual price > standard price, resulting in higher revenue per unit.
e Adverse: When actual price < standard price, indicating price discounts or competitive pressure.

Causes of Price Variance

o Changes in market conditions or competitor pricing
e Special discounts or promotional offers
o Changes in product quality or features influencing pricing power

Managers use price variance to review pricing strategy, discount policies, and the effectiveness of promotional

campaigns.

9.4.5 Sales Quantity Variance

Meaning

Quantity variance isolates the effect of selling more or fewer units than budgeted, but within the same product mix
proportions.

Formula

Sales Quantity Variance = (Actual Total Quantity — Budgeted Total Quantity) X Standard Weighted Average
Contribution Margin (or Price)

Importance

Quantity variance provides a clearer measure of volume performance by removing the effect of mix changes. It

focuses solely on the overall change in quantity sold.

9.4.6 Sales Quantity (Sub-Volume) Variance

This variance breaks down quantity variance into further components to show whether changes occurred due to

market size (overall demand) or market share (share captured by the company).
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o Market Size Variance: Measures effect of selling more or fewer units due to overall market growth or

decline.

e Market Share Variance: Measures effect of selling more or fewer units because the company gained or

lost share relative to competitors.

Significance
Helps management decide whether to focus on market development (if size declined) or competitive strategies (if

share was lost).

9.4.7 Sales Mix Variance

Meaning

Mix variance measures the effect of changing the proportion of different products sold compared to the budgeted
mix.

Formula

Sales Mix Variance = (Actual Mix — Budgeted Mix) x Standard Contribution Margin (or Price) per Unit
Interpretation

e Favourable: When more units of higher-margin products are sold.
e Adverse: When sales shift towards lower-margin products.

Managerial Importance
Mix variance is vital in multi-product businesses, as selling the right combination of products greatly impacts

profitability even if total quantity remains constant.

9.4.8 Verification of Sales Value Variance

Verification ensures that the sum of price variance and volume variance equals total sales value variance.
Formula

Sales Value Variance = Sales Price Variance + Sales Volume Variance

This step confirms that all components have been correctly calculated and reconciled.

9.4.9 Verification of Sales Volume Variance

Volume variance can be verified by summing quantity variance and mix variance.
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Formula
Sales Volume Variance = Sales Quantity Variance + Sales Mix Variance
This helps managers understand whether changes in total volume were due to pure quantity changes or shifts in

product mix.

9.4.10 Sums Based on Sales Variance
Practical problems involve:

e (alculating actual sales revenue and budgeted sales revenue
o Computing price variance, volume variance, mix variance, and quantity variance
e Reconciling results to verify accuracy

Ilustration Example
Budgeted Sales: 1,000 units @ 350 =350,000
Actual Sales: 1,200 units @ 348 =357,600
e Sales Value Variance: 357,600 — 350,000 = X7,600 (Favourable)

e Price Variance: (348 —350) x 1,200 = (-2 x 1,200) = 32,400 (Adverse)
e Volume Variance: (1,200 — 1,000) x I50 = 200 x 350 = 10,000 (Favourable)

Verification: ¥10,000 (F) + 22,400 (A) = 7,600 (F)
Such sums enable learners to understand not just calculation but also interpretation, helping them see how price and

volume contribute to revenue performance.

Knowledge Check 1

1. Sales value variance measures:
a) Price only

b) Volume only

c) Total revenue difference

d) Mix difference
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2. Sales price variance is caused by:

a) Quantity sold

b) Market mix

¢) Price change

d) Budgeted hours

3. Sales volume variance is calculated using:
a) Actual price

b) Standard price

¢) Actual cost

d) Budgeted cost

4. Sales mix variance is favourable when:

a) Low-margin items rise

b) High-margin items rise

c¢) Total sales drop

d) Market share falls

5. Verification of sales value variance requires:
a) Mix + Quantity

b) Price + Volume

c¢) Cost + Price

d) Price + Mix

9.5 Summary
% Overhead variance analysis measures the difference between standard overhead costs allowed for actual

output and actual overheads incurred.

< Total overhead variance can be split into expenditure variance (cost control) and volume variance (capacity

utilization).
< Fixed overhead variance highlights the impact of production levels on absorption of fixed costs.

< Fixed overhead volume variance is further split into efficiency variance, capacity variance, and calendar

variance for detailed analysis.
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Variable overhead variance helps assess efficiency in using indirect resources such as power, fuel, and

consumables.
Efficiency variance focuses on hours worked versus hours allowed, indicating productivity performance.
Expenditure variance indicates over- or under-spending on fixed or variable overheads compared to budget.

Sales variance measures differences between actual and budgeted revenue, isolating effects of price,

quantity, and mix.
Verification ensures that sub-variances reconcile with total variance for accuracy and reliability.

Variance analysis provides actionable insights for management control, resource planning, and performance

evaluation.
Practical problem-solving in variances enhances decision-making and profitability improvement.

Combined variance analysis helps organizations balance cost control and revenue growth effectively.

9.6 Key Terms

Overhead Variance: Difference between standard overheads allowed and actual overheads incurred.

Fixed Overhead Variance: Variance arising from differences in fixed overhead absorption and actual fixed

overheads.

Variable Overhead Variance: Difference between standard and actual variable overheads incurred.
Expenditure Variance: Variance caused by actual spending differing from budgeted spending.
Efficiency Variance: Variance due to actual hours worked differing from standard hours allowed.
Capacity Variance: Variance caused by actual hours worked differing from budgeted hours available.
Volume Variance: Variance caused by production output being higher or lower than budgeted levels.
Sales Value Variance: Difference between actual and budgeted sales revenue.

Sales Price Variance: Variance caused by actual selling price differing from standard price.

Sales Volume Variance: Variance due to change in quantity sold compared to budgeted quantity.
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Sales Mix Variance: Impact of changes in the proportion of different products sold.

Verification of Variance: Process of reconciling sub-variances to match total variance.

9.7 Descriptive Questions

1.

Define overhead variance and explain its importance in managerial control.

. Differentiate between fixed and variable overhead variances with examples.

Explain the steps to calculate total fixed overhead variance and its components.

What is variable overhead efficiency variance? How can it be controlled?

Describe sales value, price, volume, and mix variances with suitable illustrations.
Explain how verification of overhead variance ensures accuracy in cost analysis.
Discuss how variance analysis supports decision-making and performance evaluation.

Solve a numerical problem to compute overhead efficiency and capacity variances.

9.8 References

Horngren, Charles T., Datar, Srikant M., & Rajan, Madhav V. Cost Accounting: A Managerial Emphasis.

Pearson Education.

Drury, Colin. Management and Cost Accounting. Cengage Learning.

Khan, M.Y. & Jain, P.K. Management Accounting: Text, Problems and Cases. Tata McGraw Hill.
Garrison, Ray H., Noreen, Eric W., & Brewer, Peter C. Managerial Accounting. McGraw Hill.

Lal, Jawahar. Cost Accounting. Himalaya Publishing House.

Anthony, Robert N. & Govindarajan, Vijay. Management Control Systems. McGraw Hill Education.




ATLAS

SKILLTECH
UNIVERSITY

Answers to Knowledge Check

Answer Key to Knowledge Check 1:

1. ¢—Total revenue difference
2. c¢— Price change
3. b — Standard price

4. b — High-margin items rise

5. b — Price + Volume




ATLAS

SKILLTECH
UNIVERSITY

9.9 Case Study / Practical Exercise

Variance Analysis for Better Control at Orion Engineering Ltd.

Orion Engineering Ltd. manufactures machine components and uses a standard costing system to control
costs. At the end of the quarter, the cost accountant prepared the following data:
e Budgeted Fixed Overheads: 26,00,000 for 30,000 standard hours (Standard Fixed Overhead Rate
=20/hour)

o Budgeted Variable Overheads: 34,50,000 for 30,000 hours (Standard Variable Overhead Rate =
X15/hour)

e Actual Hours Worked: 28,500

e Standard Hours Allowed for Actual Output: 29,000
e Actual Fixed Overheads: 36,20,000

e Actual Variable Overheads: 34,60,000

e Budgeted Sales: 15,000 units @ I500 each

o Actual Sales: 14,500 units @ 3520 each

Problem Statement 1: Fixed Overhead Variance
Solution:

e Absorbed Fixed Overheads: 29,000 x 320 = %5,80,000
o Total Fixed Overhead Variance: 35,80,000 — %6,20,000 = 240,000 (Adverse)

e Expenditure Variance: 26,00,000 —%6,20,000 = 220,000 (Adverse)

e Volume Variance: 35,80,000 —36,00,000 = 320,000 (Adverse)
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o Efficiency Variance: (29,000 — 28,500) x 320 =310,000 (Favourable)

o Capacity Variance: (28,500 — 30,000) x 320 =%30,000 (Adverse)
Verification: 20,000 (A) + 10,000 (F) +330,000 (A) = 340,000 (A) v

Problem Statement 2: Variable Overhead Variance

Solution:
e Standard Variable Overheads Allowed: 29,000 x %15 =34,35,000

o Total Variable Overhead Variance: 34,35,000 — %4,60,000 = 225,000 (Adverse)
o Efficiency Variance: (29,000 — 28,500) x %15 =%7,500 (Favourable)

o [Expenditure Variance: (28,500 x X15) —34,60,000 =34,27,500 —%4,60,000 = X32,500
(Adverse)
Verification: 332,500 (A) + 7,500 (F) =325,000 (A) v

Problem Statement 3: Sales Variance
Solution:

e Budgeted Sales Revenue: 15,000 x 3500 =75,00,000

o Actual Sales Revenue: 14,500 x 3520 =75,40,000

e Sales Value Variance: X75,40,000 — X75,00,000 =%40,000 (Favourable)
o Price Variance: (3520 —%500) x 14,500 =%2,90,000 (Favourable)

o Volume Variance: (14,500 — 15,000) x 3500 =-32,50,000 (Adverse)
Verification: 32,90,000 (F) +%2,50,000 (A) = 340,000 (F) v

Reflective Questions

1. Which factor contributed most to the adverse fixed overhead variance, and what corrective

measures should management take?
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2. How can Orion reduce adverse variable overhead expenditure variance in future periods?
3. Should Orion focus on increasing production efficiency or improving capacity utilization? Why?
4. How should the company balance higher selling prices with the risk of losing sales volume?

5. What cross-functional actions can be taken between production and sales teams to optimize both

cost and revenue performance?

Conclusion

This case study demonstrates how a detailed variance analysis can uncover the root causes of performance
deviations. Orion Engineering’s unfavourable fixed and variable overhead variances indicate capacity
underutilization and overspending, while a favourable sales price variance offset a drop in volume. By

addressing controllable inefficiencies, aligning production planning with sales forecasts, and optimizing

pricing strategy, the company can improve profitability in the next quarter.




