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ACCOUNTINGFORMANAGERIALDECISION

Unit-1INTRODUCTION

Introduction:

Accordingto“PeterDruckerwhateveramanagerdoeshedoesthroughdecision
making.

Insimplewordsdecisionmakingistheprocessofchoosingthebestcourseof
actionfrom amongstseveralalternativesavailable.

Decisionmakingisonlythewaybywhichthemanagersatdifferentlevelsinthe
organizations perform theirbasic managerialfunctions ofplanning,organizing,
staffing,coordinating,controllinganddecisionmaking.

Typesofdecisions:

Programmeddecisions:programmeddecisionsinmanagementareconcerned
withtherelativelyroutineproblems.Thesedecisionsaretakenintheregularcourse
ofanybusinessoperationsandoccuratadaytodayfrequency.Thesedecisionsare
repetitiveandstructuredinnature.Theyaresmallandhavealowscopeofimpact.
Theinformationrelatedtothesetypesofdecisionsisreadilyavailableandcanbe
processedinpre-determinedmanner.

Example:problemsrelatedtoleavearesolvedbyleaverules.

Non-Programmeddecisions:Thenon-programmeddecisionsinmanagementare
concernedwithuniqueorunusualproblemstheyareencounteredinaverynon-
frequentmanner.Thesedecisionsareunstructuredandnon-recurringinnature.
Suchdecisionsarerelativelycomplexandhavealong-term impact.Information
regardingtheseproblemsisnoteasilyavailable.

Example:decidingwhethertoacquireanotherorganization,decidingwhichglobal
marketofferthemostpotentialordecidingwhethertoselloffanunprofitablevision.

Stepsindecisionmakingprocess:

1.Clarifythedecisionproblem:Thefirststepinmakingtherightdecisionsis
recognizingtheproblem oropportunityanddecidingtoaddressit.Themanagers
shouldconsiderthecriticalandstrategicfactorsindefiningtheproblem infact
thesefactorsareobstaclesinthewayoffindingpropersolution.Thesearealso
knownaslimitingfactor.

Example:ifamachinestopsworkingduetonon-availabilityofscrewthenscrewis
thelimitingfactor.
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2.Specifythecriterion:Onceaproblem hasbeenclarified,themanagershould
specifythecriterionuponwhichadecisionwillbemade.Istheobjectiveisto
maximizeprofit,increasemarketshare,minimizecostorimprovepublicservice?
Sometimesthe objectivesare in conflict,asin a decision problem where the
productioncostistobeminimized.

3.Identifythealternatives:A decisioninvolvesselectingbetweentwoormore
alternative.Ifamachinebreaksdown,whatarethealternativecoursesofaction?
Themachinecanberepairedorreplaced,orreplacementcanbeleased.Determining
thepossiblealternativesisacriticalstepinthedecisionprocess.

4.DevelopaDecisionmodel:Adecisionmodelisthesimplifiedrepresentationof
thechoiceproblem.Unnecessarydetailsarestrippedaway,andthemostimportant
elementsoftheproblem arehighlighted.Thus,thedecisionmodelbringstogether
theelementslistedabove:Criterion,constraintsandthealternatives.

5.Collectthedata:Althoughthemanagerialaccountantofteninvolvedinthestep4,
heorsheischieflyresponsibleforstep5.Selectingdatapertinenttodecisionsis
oneofthemanagerialaccountant’smostimportantrolesinanorganization.

6.Selectinganalternative:Oncethedecisionmodelisformulatedandthepertinent
dataarecollected;theappropriatemanagerhastoselectthebestalternative.It’snot
aneasytask.

7.Implementationofthedecision:Underthisstepthemanagerhastoputthe
selecteddecisionintoaction.Fortheproperandeffectiveexecutionofthedecision,
threethingsareveryimportant:

 Properand effective communication ofdecisions to the subordinates.
Decisionsshouldbecommunicatedinclear&understandablemanner.

 Acceptanceofdecisionbysubordinatesisimportant.Groupparticipationand
involvementofthe employees willfacilitate the smooth execution of
decisions.

 Correcttimingintheexecutionofdecisionsminimizestheresistanceto
change.Allmosteverydecisionintroducesachangeandpeoplearehesitant
toacceptchange.Implementationofthedecisionatthepropertimeplaysan
importantroleintheexecutionofthedecisions.

8.Follow up:Afollow upsystem ensurestheachievementoftheobjectives.Itis
consideredwiththeprocessofcheckingtheproperimplementationofdecision.
Followupisindispensable(absolutenecessary)soastomodifyandimproveupon
thedecisionsattheearliestopportunity.

9.Monitoring and feedback:Feedbackprovidesthemeansofdetermining the
effectivenessoftheimplementeddecisions.Ifpossibleamechanism shouldbebuilt
whichwouldgiveperiodicreportsonthesuccessofimplementation.Inadditionthe
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mechanism shouldalsoserveasaninstrumentof“preventionmaintenance”.Sothat
theproblem canbepreventedbeforetheyoccur.“Accordingto

PeterDrucker”Themonitoringsystem shouldbesuchthatthemanagercangoand
lookforhimselfforthefirsthandinformation,whichisalwaysbetterthanthewritten
reportsorothersecondhandinformation.

Databasefordecisionmaking:

DatabaseisthecollectionofinformationthatisorganizedsothatitcanDatabase
fordecisionmaking:

Databaseisthecollectionofinformationthatisorganizedsothatitcanbeeasily
accessed,managedandupdated.Dataanddatabasetechnologyhasamajorimpact
onthegrowinguseofcomputer.Itisfairtosaythatdatabaseplaysacriticalrolein
almostallareawherecomputersareusedincludingbusiness,electroniccommerce,
education,libraryandscienceetc....Databaseisrequiredtosolveunstructuredand
semi-structuredproblems.

Example:a)tocollectdataaboutstock/inventory.

b)Comparativesalesfigurebetweenoneperiodandthenext.

c)Productrevenuefiguresbasedontheproductsalesassumptions.

Cost-baseddecisionmaking:

Thefollowingcostconceptswhichhelpsindecision-makingactivity:

1.OpportunityCost:Opportunitycostisthecostofopportunitylost.Anopportunity
costisthebenefitgivenuporsacrificedwhenonealternativeischosenoveranother.
Itistheincomeforegonebyselectinganotheralternative.Anopportunitycostisthe
netcashinflowthatcouldbeobtainediftheresourcescommittedtooneactionwere
usedinthemostdesirableotheralternative.Opportunitycostsarenotincorporated
intoformalfinancialaccountingrecords.Why?Becausehistoricalrecordkeepingis
limitedtotransactionsinvolvingalternativesthatwereactuallyselected,ratherthan
alternativesthatwasrejected.Rejectedalternativesdonotproducetransactionsand
sotheyarenotrecorded.MarketValues,ProfitSacrificed:Opportunitycostsareoften
marketvalues.Alternatively,theyaremeasuredbytheprofitthatwouldhavebeen
earnedhadresourcesbeenusedfortheotherpurpose.

2.RelevantCost:Relevantcosts are those future costwhich differbetween
alternatives.Relevantcostsmayalsobedefinedasthecostswhichareaffectedand
changedbyadecision.Ifacostincreases,decreases,appearsordisappearsas
differentalternativesarecompared,itisarelevantcost.Onthecontrary,irrelevant
costsarethosecostswhichremainthesameandnotaffectedbythedecision
whateveralternativeischosen.Irrelevantcostsdonotmeanthatsuchcostsare
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forgottenorthatsuchcostsneednotbeevaluated.Itsimplymeansthatirrelevant
costisnotoneofthefactorsthatwillquantitativelyaffectthedecision.Relevant
costshavethefollowingtwofeatures:

(i)FutureCosts:Relevantcostsareonlyfuturecosts,i.e.,thosecostswhichare
expectedtobeincurredinfuture.Relevantcosts,therefore,arenothistoric(sunk)
costswhichhavealreadybeenincurredandcannotbechangedbyadecision.

(ii)IncrementalorAvoidableCosts:Relevantcostsareonlyincremental(additional)
oravoidablecosts.Incrementalcostsrefertoanincreaseincostbetweentwo
alternatives.Avoidablecostsarethosewhicharenotincurredfrom onealternativeto
another.

3.DifferentialCost:Differentialcostisthedifferenceintotalcostsbetweenanytwo
alternatives.Differentialcostsareequaltotheadditionalvariableexpensesincurred
inrespectoftheadditionaloutput,plustheincreaseinfixedcosts,ifany.This
meansthatdifferentialcostisonlythedifferencentheamountofthetwocosts.
Thiscostmaybecalculatedbytakingthetotalcostofproductionwithoutthe
additionalcontemplatedoutputandcomparingitwiththetotalcostsincurredifthe
extraoutputisundertaken.

4.Incrementaland Decrement Cost:Differentialcosts are also known as
incrementalcosts,althoughtechnicallyanincrementalcostshouldreferonlytoan
increaseincostfrom onealternativetoanother;decreaseincostshouldbereferred
toasdecrementcost.Differentialcostisabroaderterm,encompassingbothcost
increases(incrementalcosts)andcostdecreases(decrementalcosts)between
alternatives.Theconceptofdifferentialcostingisvitalinplanninganddecision-
making.Itisanimportanttoolinevaluatingtheprofitabilityofalternativechoice
decisionsandhelpingmanagementinchoosingthebestalternative.Thedifferential
costanalysiscanassistmanagementinknowingtheadditionalprofitthatwouldbe
earnedifidleorunusedcapacityisusedforextraproductionorifsomeadditional
investmentsaremadebythefirm.

5.SunkCost:Sunkcostsarepastpaymentsforresourcesthatcannotbechanged
byanycurrentorfuturedecision.Asunkcostisthecostthathasalreadybeen
incurred.Itisapastorcommittedcost,costgoneforever.Sunkcosts(pastcosts)
arecoststhathavebeencreatedbyadecisioninthepastandcannotbechanged
oncetheyhavebeenincurredandcannotbeavoided(changed)byanydecisionthat
ismadeinthefuture.

6.ImputedCost:Imputedcostsarecostsnotactuallyincurredinsometransaction
butwhicharerelevanttothedecisionastheypertaintoaparticularsituation.These
costsdonotenterintotraditionalaccountingsystems.Buttheybeingrelatedwith
economicrealityhelpinmakingbetterdecisions.Interestoninternallygenerated
funds,rentalvalueofcompany-ownedpropertyandsalariesofownersofasingle
proprietorshiporpartnershiparesomeexamplesofimputedcosts.Costspaidor
incurredarenotimputedcosts

7.Out-of-PocketCost:Whileimputedcostsdonotinvolvecashoutlays,out-of-
pocketcostssignifythecashcostassociatedwithanactivity.Non-cashcostssuch
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as depreciation are notincluded in out-of-pocketcosts.This costconceptis
significantformanagementindecidingwhetherornotaparticularprojectwillat
leastreturn the cash expenditures associated with the projectselected by
management.

8.Fixed,VariableandMixedCosts:Fixed,VariableandMixedCostshavebeen
explainedintheprecedingsections.

9.DirectCostandIndirectCost:Directcostandindirectcosthavebeenexplainedin
theprecedingsections.

10.ShutDownCost:Shutdowncostsarethosecostswhichhavetobeincurred
underallsituationsinthecaseofstoppingmanufactureofaproductorclosing
down a department or division.Shut down costs are always fixed costs.
*****************************************************************

COSTBEHAVIOUR&PROFITANALYSIS

Meaning:

Marginalcostingisascertainmentofmarginalcostandeffectonprofitdueto
changesinvolumeortypeofoutputbydifferentiatingfixedcostandvariablecost.

Marginalcostistheadditionalcostofproducinganadditionalunitofproduct.Itis
thetotalofallvariablecost.Itiscomposedofalldirectandvariableoverhead

Definition:

MarginalcostingisdefinedbyCIMALondonas‘Theaccountingsystem inwhich
variablecostsarechargedtocostunitsandfixedcostsoftheperiodarewrittenoff
infull,againsttheaggregatecontribution.Itsspecialvalueisindecisionmaking’.
Productcostandperiodcost:Productcostsarethosecostswhichbecomeapartof
productioncost.Suchcostsarealsoincludedininventoryvaluation.Periodcosts,on
theotherhand,arethosecostwhicharenotassociatedwithproduction.Suchcosts
aretreatedasanexpenseoftheperiodinwhichtheseareincurred.

These do notform partofcostofproducts orinventory.These are directly
transferredtoprofitandlossAccountoftheperiod.

Characteristicsofmarginalcosting

Segregationofcostsintofixedandvariableelements:Inmarginalcostingall
costsareclassifiedinfixedandvariable.Semi-variableisalsosegregatedintofixed
andvariableelements.

MarginalcostasProductcost:Onlymarginal(variable)costsarechargedto
productproducedduringtheperiod.

Fixedcostasperiodcost:Fixedcostsaretreatedasperiodcostsandarecharged
tocostingprofitandlossaccountoftheperiodinwhichtheyareincurred.
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Valuationofinventory:Thework-in-progressandfinishedstocksarevaluedat
marginalcostonly.

Contribution:Contributionisthedifferencebetweensalesvalueandmarginalcost
ofsales.Therelativeprofitabilityofproductsordepartmentsisbasedonstudyof
‘contribution’madebyeachoftheproductsordepartments.

pricing:Inmarginalcosting,pricesarebasedonmarginalcostpluscontribution.

Marginalcostingandprofit:Inmarginalcosting,profitiscalculatedbyatwo-stage
approach.Firstofall,contributionisdeterminedforeachproductordepartment.The
contributionsofvariousproductsordepartmentsarepooledtogetherandsucha
totalofcontributionsfrom allproductsiscalled‘fund’.Thenfrom thisfundis
deductedthetotalfixedcisttoarriveataprofitorloss.

Differentialcost:Itreferstothedifferenceincostbetweenvariousalternatives
courseofaction.Itmeansthechangesinthecostduetochangesinthemethodof
productionandscaleofproduction(outputlevel).

Changingcostduetoincreaseinoutputiscalledincrementalcost.

Changingcostduetodecreaseinoutputiscalleddecrementalcost.

Bothincrementalanddecrementalcostiscalledasdifferentialcost.Management
evaluatesthesedifferentialcostwithdifferentialrevenuestomaximizetheprofitof
business.

Similaritiesbetweendifferentialcostandmarginalcost:

 Bothcostsareusedforthecostanalysis.

 Boththetechniquesareusedbythemanagementinitsprocessofdecision
making.

 Underboththetechniquescostareclassifiedintofixedandvariablecost.

Dissimilaritiesbetweendifferentialcostandmarginalcost:

1.Inmarginalcost,PVRatio,contribution,margincontributionperunit,limiting
factorand so onaretheparametersforevaluationofperformanceand
decisionmaking.

2.Ontheotherhandindifferentialcostanalysis,differentialcostarecompared
withthedifferentialrevenuetoselectthebestalternativeintheprocessof
decisionmaking.

3.Marginalcostexcludesallfixedcostfrom itsanalysis,whereasdifferential
costanalysisincludesallidentifiablefixedcost.

4.Marginalcostmaybeincorporatedintothesystem ofaccountingwhereas
differentialcostsareseparatelycalculatedasanaidtothemanagementin
decisionmaking.
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Basicequationofmarginalcosting:

Contribution=SalesVolume−MarginalCostofSalesorTotalVariableCost

TotalVariableCostorTotalMarginalCost

=SalesVolume−DirectCost+DirectLabourCost+DirectExpenses+Variable
Overheads

MarginalCostperUnit=TotalMarginalCostofSalesorTotalVariable/Noofunits

Profit=Sales−TotalCost∗

*Variable+Fixedcost

Contribution=Sales−Variablecost

Contribution=FixedCost+Profit

Sales−VariableCost=FixedCost=Profit

PVRatio=

Contribution

Sales100

BreakEvenPoint(BEP)in₹=

FixedCost

PVRatio

BEPinUnits=

FixedCost

ContributionPreUnit

EstimatedSales=
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FixedCost+DesiredProfit

PVRatio

MarginofSafety(M.S)=TotalSales−BreakevenSales

Absorptioncosting:Thisisthetotalcosttechniqueunderwhichtotalcost(i.e.,fixed
costaswellasvariable cost)ischarged asproduction cost.In otherwords,
absorptioncosting,allmanufacturingcostsareabsorbedinthecostoftheproducts
produced.Absorption costing is a traditionalapproach and is also known as
conventionalcostingorfullcosting.

Differencebetweenabsorptioncostingandmarginalcosting:

1.Treatmentoffixedandvariablecost:Inmarginalcosting,onlyvariablecostsare
chargedtoproducts.Fixedcostsaretreatedasperiodcostsandarechargedto
profitandlossaccountoftheperiod.

Inabsorptioncosting,allcosts(bothfixedandvariable)arechargedtotheproduct.
The fixed factory overhead costis absorption in units produced ata rate
predeterminedonthebasisofnormalcapacityutilization(andnotonthebasisof
actualproduction).

2.Valuationofstock:Inmarginalcosting,stockofwork-in-progressandfinished
goodsarevaluedatmarginalcostonly.Inabsorptioncosting,stocksarevaluedat
totalcostwhichincludesbothfixedandvariablecost.Thusstockvaluesinmarginal
costsarelowerthanthatinabsorptioncosting.

3.Measurementofprofitability:Inmarginalcosting,relativeprofitabilityofproducts
ordepartmentsisbased on studyofrelative contribution made byrespective
productsordepartments.Themanagerialdecisionsarethusguidedbycontribution.
Inabsorptioncosting,relativeprofitabilityisjudgedbyprofitafigurewhichisalsoa
guidingfactorformanagerialdecisions.

PracticalApplications of marginalcosting techniques usefulin managerial
decisionmaking:

1.Keyfactororlimitingfactoranalysis.

2.Inprofitplanning.

3.Optimizingproductmix.

4.Incontributionanalysis.

5.Formakeorbuydecisions.
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6.Inpricefixation.

7.Discontinuanceofproduct.

8.Diversificationofproductline.

9.Acceptorrejectspecialofferandsub-contracting.

10.Break-evenanalysis.

11.Cost-volume-profitanalysis.

1.Keyfactoranalysis:

Keyfactorisnothingbutalimitingfactorordeterringfactoronsalesvolume,
production,labour,materialsandsoon.

Thelimitingfactornormallydiffersfrom onetoanotherakeyfactoristhatfactor
whichputsalimitonproductionandprofitofabusiness.Usuallythelimitingfactor
issales.Aconcernmaynotbeabletosellasmuchasitcanproduce.

But,sometimesaconcerncansellallitproducesbutproductionislimitedduetothe
shortageofmaterials,labour,plantcapacity,orcapital.

2.Profitplanning:Thebehaviouralstudyofcostsinmarginalcostingtechnique
helpsthemanagementinprofitplanningexercise.Constantdevelopmentinscience
and technology makes the long-run situation more uncertain and highly
unpredictable.Long-runconsistsofaseriesofshort-runsandonemustaim at
maximizingcontributionineachshort-runwhichwillleadtoprofitmaximisationin
thelong-run.Profitfigureisplannedandactivitylevelisdeterminedtoachievethat
plannedprofit.Ithelpsindoingsensitivityanalysisbyobservingdifferentcostand
revenuesituationsanditsresultantimpactonprofitandguidesinthedetermination
ofactivityleveltoachievetargetprofit.

3.OptimizingProductMix:Incaseofmultiproductsandmultilinesofactivity,the
problem arisesastowhichproductorsalemixwillyieldmaximum profit.Such
problemscanbesolvedbymarginalcostingtechnique.Ithelpsindiscontinuanceof
non-profitableproductsandlinesofactivitywhichwillnotevencoveritsvariable
costs.In marginalcosting technique,limiting factors willbe considered for
managerialdecisionmaking,whichwilllimitthevolumeofoutput.

4.MakeorBuydecisions:Makeorbuydecisionsarebesttakenwithfullknowledge
ofthemarginalorvariablecostofmakingratherthanbuyingaproduct.Butitisalso
helpfultoknowthroughmarginalcostingwhatcontributiontofixedcostswillresult
from a'make'decision.Sometimes,inmanufacturingcompanies,aproblem may
ariseastowhetherthecomponent,subassemblyorproductstobemanufactured
withintheorganizationortopurchasefrom themarket.Thisdecisionwillbetaken
withthehelpofmarginalcostingtechniqueunderthefollowingsituations:

5.PriceFixation:Prevalenceofmultiproduct,multiprocessand multimarket
concernsmake the absorption offixed costsinto productcostsdifficult.The
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marginalcostapproachtopricingdecisionsrecognizesthatdecision-makingis
aboutchoosingbetweencompetingalternatives,eachwithitsowncombinationof
incomeandcosts.Therelevantconceptstoemployarethereforefutureincremental
costsandrevenuesandopportunitycosts,notlullcosts,whichincludehistoricalor
sunkcosts.The

.Thistechniqueismostusefulinfixationof

 Wheresupplyisinexcesstotheexistingdemand.

 Pricingofnewproducts.

 Makeorbuydecisions.

 Wheretheinstalledcapacityismorethanoperatinglevelofproduction,-
Publicutilityservices.

 Whencut-throatcompetitionisprevailinginthemarket.

 Pricingforexportproducts.

6.DiscontinuanceofProduct:Themarginalcostingtechniqueisusedintaking
decisionsregardingDiscontinuanceofaproduct.Ifanyproduct'sperformanceisnot
impressive,thensuchproductshouldbediscontinuedonlyifthereisnocontribution
marginfrom thatproduct.Inotherwords,anycontributionfrom thatproductwill
reducetheburdenoftotalfixedcostsofthefirm andthiswillhelpingbetterprofits
thanifsuchproductisdiscontinued.

7.DiversificationofProductLine:Whenafirm intendedtointroduceanewproduct
intothemarket,themajorconsiderationintakingsuchdecisionistoseewhether
thatparticularproductis able to recoveratleastits variable costand any
contributioninexcessofvariablecostfrom suchnew productwillimprovethe
overallprofitabilityofthefirm.Here,theimportantpointtorememberisthatallthe
presentfixedcostsofthefirm arebeingbornebytheexistingproducts.

8.AcceptorRejectNewOrderandsub-contracting:Intimesoftakingdecisionsto
acceptorrejectneworderorinsub-contracting,thecontributionanalysisismadeas
towhetheritisprofitabletoacceptorrejectnew orderorinsub-contracting.The
followingproblemsdemonstratetheuseofthecontributiontechnique.

9.Break-evenAnalysis:Break-evenanalysisrefersto ascertainmentoflevelof
operationswheretotalrevenueequalstototalcosts.Itisananalysisusedto
determinetheprobableprofitorlossatanylevelofoperations.Break-evenanalysis
inamethodofstudyingtherelationshipamongsalesrevenue,variablecostand
fixedcosttodeterminethelevelofoperationatwhichallthecostsareequaltoits
salesrevenueanditisthenoprofitnolosssituation.Thisisanimportanttechnique
usedinprofitplanningandmanagerialdecisionmaking.

10.Profit-Volume Ratio:Profit-Volume ratio (P.V.ratio)reveals the rate of
contributionperproductasapercentageofturnovers.Itindicatestherelationshipof
contributiontoturnover
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DefinitionofCostVolumeProfitAnalysis(CVPAnalysis)

CostVolumeProfitAnalysis(CVP)looksattheimpactontheoperatingprofitdue
tothevaryinglevelsofvolumeandthecostsanddeterminesabreak-evenpointfor
coststructureswithdifferentsalesvolumesthatwillhelpmanagersinmaking
economicdecisionsforshortterm.

BenefitsExplanation

 CostVolumeProfitAnalysisincludestheanalysisofsalesprice, fixedcosts,
variablecosts,thenumberofgoodssoldandhowitaffectstheprofitofthe
business.

 Theaim ofacompanyistoearnprofitandprofitdependsuponalarge
numberoffactors,mostnotableamongthem arethecostofmanufacturing
andthevolumeofsales.Thesefactorsarelargelyinterdependent.

 Thevolumeofsalesisdependentuponproductionvolumewhichinturnis
relatedtocostswhichareaffectedbyVolumeofproduction,productmix,
internalefficiencyofthebusiness,productionmethodusedetc.

 CVPanalysishelpsmanagementinfindingouttherelationshipbetweencost
andrevenuetogenerateprofit.

 CVPAnalysishelpsthem todeterminethe break-evenpointfordifferentsales
volumeandcoststructures.

 WithCVPAnalysisinformation,themanagementcanbetterunderstandthe
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overallperformanceanddeterminewhatunitsitshouldselltobreakevenor
toreachacertainlevelofprofit.

CostVolumeProfitAnalysisFormula

ThecomputingofCostvolumeprofitanalysisformulaisasfollows:

ADVANTAGES

1.CVPanalysisprovidesaclearandsimpleunderstandingofthelevelofsales
whicharerequiredforabusinesstobreakeven(NoprofitNoloss),levelof
salesrequiredtoachievetargetedProfit.

2.CVPanalysishelpsmanagementtounderstandthedifferentcostsatdifferent
levelsofproduction/salesvolume.CVP analysishelpsdecision-makersin
forecastingcostandprofitonaccountofchangeinvolume.

3.CVP Analysis helps businesses analyze during recessionary times the
comparativeeffectsofshuttingdownabusinessorcontinuingbusinessata
loss;asitclearlybifurcatesthe DirectandIndirectcost.

4.Effectsofchangesinfixedandvariablecosthelpmanagementdecidethe
optimum levelofproduction

LimitationsofCost-VolumeAnalysis(CVP)

1.CVPanalysisassumesfixedcostisconstantwhichisnotthecasealways;
beyondacertainlevelfixedcostalsochanges.

2.Variablecostisassumedtovaryproportionatelywhichdoesn’thappenin
reality.

3.Costvolume profitanalysis assumes costs are eitherfixed orvariable;
however,in reality,some costs are semi-fixed in nature.Forexample,
Telephoneexpensescompriseafixedmonthlychargeandavariablecharge
basedonthenumberofcallsmade.

4.Break-even analysis is ofvitalimportance in determining the practical
applicationofcostfunc¬tions.Itisafunctionofthreefactors,i.e.sales
volume,costand profit.Itaims atclassifying the dynamic relationship
existingbetweentotalcostandsalevolumeofacompany.

5.Henceitisalsoknownas“cost-volume-profitanalysis”.Ithelpstoknowthe
operatingconditionthatexistswhenacompany‘breaks-even’,thatiswhen
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salesreachapointequaltoallexpensesincurredinattainingthatlevelof
sales.Thebreak-evenpointmaybedefinedasthatlevelofsalesinwhich
totalrevenuesequaltotalcostsandnetincomeisequaltozero.Thisisalso
knownasno-profitno-losspoint.Thisconcepthasbeenprovedhighlyuseful
tothecompanyexecutivesinprofitforecastingandplanningandalsoin
examiningtheeffectofalternativebusinessmanagementdecisions.

Break-EvenChart:
Break-Evenchartsarebeingusedinrecentyearsbythemanagerialeconomists,
companyexecu¬tivesandgovernmentagenciesinordertofindoutthebreak-even
point.Inthebreak-evencharts,theconceptsliketotalfixedcost,totalvariablecost,
andthetotalcostandtotalrevenueareshownseparately.Thebreakevenchart
showstheextentofprofitorlosstothefirm atdifferentlevelsofactivity.The
followingFig.1illus¬tratesthetypicalbreak-evenchart.

AssumptionsofBreak-EvenAnalysis:
Thebreak-evenanalysisisbasedonthefollowingsetofassumptions:
(i)Thetotalcostsmaybeclassifiedintofixedandvariablecosts.Itignoressemi-
variablecost.

(ii)Thecostandrevenuefunctionsremainlinear.

(iii)Thepriceoftheproductisassumedtobeconstant.

(iv)Thevolumeofsalesandvolumeofproductionareequal.

(v)Thefixedcostsremainconstantoverthevolumeunderconsideration.

(vi)Itassumesconstantrateofincreaseinvariablecost.

(vii)Itassumesconstanttechnologyandnoimprovementinlabourefficiency.
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(viii)Thepriceoftheproductisassumedtobeconstant.

(ix)Thefactorpriceremainsunaltered.

(x)Changesininputpricesareruledout.

(xi)Inthecaseofmulti-productfirm,theproductmixisstable.

ANGLEOFINCIDENCE

TheAngleofIncidencein accounting occurswhentheentiresaleslinecrossesthe
costlinefrom belowinthebreak-evenchart.Or,itisananglethatgetscreateddue
tothesaleandcostline.Usually,thisanglestartsformingatthe break-evenpoint,
indicatinghowefficientlythecompanyismakingaprofit.Further,theanglesuggests
thattherateatwhichthecompanyismakingprofits.

WhatisMarginofSafety?

Themarginofsafetyisthedifferencebetweentheamountofexpectedprofitability
andthebreak-evenpoint.Themarginofsafetyformulaisequaltocurrentsales
minusthebreakevenpoint,dividedbycurrentsales.

Advantages

 One ofthe mostimportantand basic benefits ofBreak-Even Pointin
accountingisitssimplicityofcalculationandhelpingthebusinessdetermine
thenumberofunitstobesoldtobreakeveni.e.noprofitnoloss.

 Ithelpsinunderstandingthecoststructurei.e.theproportionofFixedCost
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andVariableCost.SinceFixedCostdoesn’tchangeeasily,ithelpsbusiness
ownerstotakemeasurestocontroltheVariablecostwithoutfocusingonthe
totalcost.

 Itisveryimportantinforecasting,long-term planning,growthandstabilityof
thebusiness.

 
Disadvantages

 ThebiggestshortcomingofBreak-EvenPointinaccountinganalysisliesin
thenatureofassumptionwhichholdsthatfixedcostremainsconstantand
Variablecostvariesproportionatelywiththelevelofsaleswhichmaynotbe
thecaseinthereal-worldscenario.

 Itassumescostsareeitherfixedorvariable;however,inreality,somecosts
aresemi-fixed in nature.ExampleTelephoneexpensescompriseafixed
monthlychargeandavariablechargebasedonthenumberofcallsmade.

ManagerialUsesofBreak-EvenAnalysis:

Tothemanagement,theutilityofbreak-evenanalysisliesinthefactthatitpresents
amicroscopicpictureoftheprofitstructureofabusinessenterprise.Thebreak-even
analysisnotonlyhighlightstheareaofeconomicstrengthandweaknessinthefirm
butalsosharpensthefocusoncertainleverageswhichcanbeoperateduponto
enhanceitsprofitability.

Itguidesthemanagementtotakeeffectivedecisioninthecontextofchangesin
governmentpoliciesoftaxationandsubsidies.

Thebreak-evenanalysiscanbeusedforthefollowingpurposes:
(i)SafetyMargin:
The break-even charthelps the managementto know ata glance the profits
generatedatthevariouslevelsofsales.Thesafetymarginreferstotheextentto
whichthefirm canaffordadeclinebeforeitstartsincurringlosses.

Theformulatodeterminethesalessafetymarginis:
SafetyMargin=(Sales–BEP)/Salesx100

.

(ii)TargetProfit:
Thebreak-evenanalysiscanbeutilisedforthepurposeofcalculatingthevolumeof
salesnecessarytoachieveatargetprofit.

Whenafirm hassometargetprofit,thisanalysiswillhelpinfindingouttheextent
ofincreaseinsalesbyusingthefollowingformula:
TargetSalesVolume=FixedCost+TargetProfit/ContributionMarginperunit
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(iii)ChangeinPrice:
Themanagementisoftenfacedwithaproblem ofwhethertoreducepricesornot.
Beforetakingadecisiononthisquestion,themanagementwillhavetoconsidera
profit.Areductioninpriceleadstoareductioninthecontributionmargin.

Thismeansthatthevolumeofsaleswillhavetobeincreasedeventomaintainthe
previouslevelofprofit.Thehigherthereductioninthecontributionmargin,the
higheristheincreaseinsalesneededtoensurethepreviousprofit.

Theformulafordeterminingthenewvolumeofsalestomaintainthesameprofit,
givenareductioninprice,willbeasfollows:
New SalesVolume=TotalFixedCost=TotalProfit/New Sellingprice–Average
VariableCost

(IV)ChangeinCosts:
Whencostsundergochange,thesellingpriceandthequantityproducedandsold
alsoundergochanges.

Changesincostcanbeintwoways:
(i)Changeinvariablecost,and

(ii)Changeinfixedcost.

(i) VariableCostChange:
Anincreaseinvariablecostsleadstoareductioninthecontributionmargin.This
reduction in the contribution margin willshiftthe break-even pointdownward.
Con¬versely,withthefallintheproportionofvariablecosts,contributionmargins
increaseandbreak-evenpointmovesupwards.

Underconditionsofchangingvariablecosts,theformulatodeterminethenew
quantityorthenewsellingpriceis:
(a)NewQuantityorSalesVolume=ContributiontoMargin/PresentSellingPrice–
NewVariableCostperUnit

(b)NewSellingPrice=PresentSalePrice+NewVariableCost-PresentVariableCost

(ii) FixedCostChange:
Anincreaseinfixedcostofafirm maybecausedeitherduetoataxonassetsor
due to an increase in remuneration ofmanagement,etc.Itwillincrease the
contributionmarginandthuspushthebreak-evenpointupwards.Againtomaintain
theearlierlevelofprofits,anewlevelofsalesvolumeornewpricehastobefound
out.

(v) DecisiononChoiceofTechniqueofProduction:
Afirm hastodecideaboutthemosteconomicalproductionprocessbothatthe
planningandexpansionstages.Therearemanytechniquesavailabletoproducea
product.Thesetechniqueswilldifferintermsofcapacityandcosts.Thebreak¬even
analysisisthemostsimpleandhelpfulinthecaseofdecisiononachoiceof
techniqueofproduc¬tion.
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Forexample,forlow levelsofoutput,someconventionalmethodsmaybemost
probable as theyrequire minimum fixed cost.Forhigh levels ofoutput,only
automaticmachinesmaybemostprofitable.Byshowing thecostofdifferent
alternativetechniquesatdifferentlevelsofoutput,thebreak-evenanalysishelpsthe
decisionofthechoiceamongthesetechniques.

(vi) MakeorBuyDecision:
Firmsoftenhavetheoptionofmakingcertaincomponentsorforpurchasingthem
from outsidetheconcern.Break-evenanalysiscanenablethefirm todecidewhether
tomakeorbuy.

(i)Istherequiredqualityoftheproductavailable?

(ii)Isthesupplyfrom themarketcertainandtimely?

(iii)Dothesuppliesofthecomponentstrytotakeanymonopolyadvantage?

(vii) PlantExpansionDecisions:
The break-even analysismaybe adopted to revealthe effectofan actualor
proposedchangeinoperationcondition.Thismaybeillustratedbyshowingthe
impactofaproposedplantonexpansiononcosts,volumeandprofits.Throughthe
break-evenanalysis,itwouldbepossibletoexaminethevariousimplicationsofthis
proposal.

(viii) PlantShutdownDecisions:
Intheshutdowndecisions,adistinctionshouldbemadebetweenoutofpocketand
sunkcosts.Outofpocketcostsincludeallthevariablecostsplusthefixecostwhich
donotvarywithoutput.Sunkfixedcostsaretheexpenditurespreviouslymadebut
from whichbenefitsstillremaintobeobtainede.g.depreciation.

(ix)AdvertisingandPromotionMixDecisions:
The main objective ofadvertisementis to stimulate orincrease sales to all
customers-former,presentand future.Ifthere is keen to undertake vigorous
campaignofadvertisement.Themanagementhasto examinethosemarketing
activitiesthatstimulateconsumerpurchasinganddealereffectiveness.

The break-even point concept helps the management to know about the
circumstances.Itenableshim notonlytotakeappropriatedecisionbutbyshowing
howtheseadditionalfixedcostwouldinfluenceBEPs.Theadvertisementpushesup
thetotalcostcurvebytheamountofadvertisementexpenditure.

(x)DecisionRegardingAdditionorDeletionofProductLine:
Ifaproducthasoutliveutilityinthemarketimmediately,theproductionmustbe
abandonedbythemanagementandexaminedwhatwouldbeitsconsequenteffect
onrevenueandcost.Alternatively,themanagementmayliketoaddaproducttoits
existingproductlinebecauseitexpectstheproductasapotentialprofitspinner.The
break-evenanalysishelpsinsuchadecision.
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Thefollowingpointshighlightthetopsevenapplicationsofmarginalcosting.

MarginalCostingApplication#1.FixationofSellingPrice:
Fixationofsellingpriceofaproductis,nodoubt,oneofthemostsignificantfactors
inmodernmanagement.

Itbecomesnecessaryforvariouspurposes,like,undernormalcircumstancesofthe
interest;attradedepression,acceptingadditionalorderetc.

MarginalCosting Application#2. DiversificationofProducts:
Inordertocaptureanewmarketortoutiliseidlefacilitiesetc.,itmaysohappenthat
anew productmaybeintroducedinthemarkettogetherwiththeexistingone.
Naturally,thequestionarisesbeforeuswhetherthesamewillbeaprofitableproduct
one.

Inthisregarditmaybementionedthatthenew productmaybeintroducedonly
whenthesameiscapableofcontributingsomethingagainstfixedcostandprofit.
Fixedcostwillnotbeconsideredhereontheassumptionthatthesamewillnot
increase,i.e.,thenewproductwillbeproducedoutofexistingresources.

MarginalCosting Application#3. SelectionofMostProfitableProduct-Mix:
Ifanyfirm producesmorethanoneproductitmayhavetodecideinwhatratio
shouldtheproductsbeproducedorsoldinordertoearnmaximum profit.However,
themarginalcostingtechniqueshelpustoagreatextentwhiledeterminingthemost
profitableproductorsalesmix.

Contributionundervariousmixwillbedeterminedfirst.Thentheproductwhichgives
thehighestcontributionmustbegiventhehighestpriority,andviceversa.Similarly,
anyproductwhichgivesnegativecontributionshouldbediscontinued.

MarginalCosting Application#4. Make-or-BuyDecisions:
Sometimesafirm mayhavetofaceaproblem astowhetherapartshouldbe
producedorthesameshouldbepurchasedfrom theoutsideopenmarket.

Inthiscase,thefollowingtwopointsshouldcarefullybeconsidered:
(a)TheMarginalCostoftheproduct;and

(b)Whethersurpluscapacityisavailable.

MarginalCosting Application#5. AlternativeMethodofProduction:
Itisinterestingtonotethatthetechniquesofmarginalcostingarefrequentlyapplied
whilecomparingthealternativemethodsofproduction,viz.,whetheronemachineis
tobeemployedinsteadofanother,machine-workorhand-worketc.

Itshouldberememberedthatthebasisofselectionwould,however,betherelative
contributionavailablefrom variousmethodswhenfixedcostsareconstant.Thatis,
the method ofproduction which willgive the greatestcontribution should be
selected.Timefactororlimitingfactor,ifany,shouldcarefullybeconsidered.
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MarginalCosting Application#6. EffectofChangeinSellingPrice:
Effectofchangeinsellingpricesisanothersignificantfactorwhichcreatesproblem,
particularlywhenafirm needsexpansion.Foritswidermarketthesellingpriceofthe
productmaybereduced.Needlesstomentionthattheeffectofsuchachangein
sellingpriceshouldcarefullybeconsidered.

MarginalCosting Application#7. Shut-DownorContinueDecisions:
Duetotraderecession,unprofitableoperationetc.itoftenbecomesnecessaryfor
themanagementtosuspendorclose-downtemporarilyorpermanentlyapartof
activity which should be taken after carefulrelevant consideration.In the
circumstances,absorptioncostingtechniqueswilldistortthepositionduetofixed
costwhilemarginalcostingtechniquehelpsustotakeproperdecisioninthiscase.

Thatis,iftheproductsmakeacontributiontowardsfixedcosts,itisadvisableto
continuethesamebecauselossesareminimised.Similarly,iftheoperationis
suspended,certainfixedcostsmaybeavoidedbutcertainfixedcostsmayyethave
tobeincurred(i.e.,maintenanceofplant).

Thus,thedecisiondependsonwhetherthecontributionsomadeismorethanthe
differencebetweenthefixedcostsinthenormalcoursesofoperationandthefixed
costsincurredintheplantisshut-down.

DifferentialCostAnalysis:MeaningandItsPracticalApplications

MeaningofDifferentialCostAnalysis:
Differentialcostingisatechniquewheremainlydifferentialcostsareconsidered
relevant.Differentialcostisthedifferenceintotalcostsbetweentwoacceptable
alternativecoursesofaction.

Thealternativeactionsmayariseduetochangeinsalesvolume,price,productmix,
orsuchactionsasmakeorbuyorcontinueorstopproduction,etc.

PracticalApplicationsofDifferentialCostAnalysis:
Differentialcostanalysismaybeusedforproblemswherecapitalinvestmentis
involvedandalsoforthosewherewhichdoesnotinvolvecapitalinvestments.

Someoftheproblemswhereitmaybeappliedareasfollows:
(a)Determinationofthemostprofitablelevelsofproductionandprice

b)Acceptanceofspecialorders–offeratalowerpriceorofferingaquotationat
lowersellingpriceinordertoincreasethecapacity.

(c)Sellaproductasitisorafterfurtherprocessing

(d)Determinationofrightpriceatwhichmaterialsmaybepurchased

(e)Decisionsregardingalternativecapitalinvestmentandplantreplacement
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(f)Decisionssuchaschangingtheproductmix,methodofproduction,makeorbuy,
addingnewproduct,etc.

ACCOUNTINGFORMANAGERIALDECISIONS

Unit-3

Budgetandbudgetarycontrol

Budgetarycontrolandstandardcostingsystemsaretwoessentialtoolsfrequentlyused
bybusinessexecutivesforthepurposeofplanningandcontrol.Inthecaseofbudgetary
control,theentireexercisestartswiththesettingupofbudgetsortargetsandendswith
thetakingofanaction,incasetheactualfiguresdifferwiththebudgetaryones.

MeaningofBudgetandBudgetingBudget:CIMAOfficialTerminologyhasdefinedthe
terms‘budget’as“Quantitativeexpressionofplanforadefinedperiodoftime.Itmay
includeplannedsalesvolumesandrevenues;resourcequantities,costsandexpenses;
assets,liabilitiesandcashflows.”

Budgeting:It’s a means ofcoordinating the combined intelligence ofan entire
organisationintoaplanofactionbasedonpastperformanceandgovernedbyrational
judgmentoffactorsthatwillinfluencethecourseofbusinessinthefuture.

ESSENTIALSOFBUDGET

Essentialelementsofabudgetareasfollows:

1.Organisationalstructure mustbe clearly defined and responsibility should be
assignedtoidentifiableunitswithintheorganisation.

2. Setting of clear objectives and reasonable targets. Objectives should be
inconsonancewiththelongterm planoftheorganisation.

3.Objectivesanddegreeofresponsibilityshouldbeclearlystatedandcommunicatedto
themanagementorpersonresponsiblefor.

4.Budgetsarepreparedforthefutureperiodsbasedonexpectedcourseofactions.

5.Budgets are updated forthe events thatwere notkeptinto the mind while
establishingbudgetsHence,budgetsshouldflexibleenoughformid-term revision.
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6.Theentireorganisationmustbecommittedtobudgeting.

7.Budgets should be quantifiable and masterbudgetshould be broken down
intovariousfunctionalbudgets.

8.Budgets should be monitored periodically.Variances from the setyardsticks
(standards)shouldbeanalysedandresponsibilityshouldbefixed.

9.Budgetaryperformanceneedstobelinkedeffectivelytotherewardsystem.

OBJECTIVESOFBUDGETING

Planning:Theprocessofbudgetingbeginswiththeestablishmentofspecific
targetsofperformanceandisfollowedbyexecutingplanstoachievesuchdesired
goalsandfrom timetotimecomparingactualresultswiththetargetgoals.These
targetsincludeboththeoverallbusinesstargetsaswellasthespecifictargetsfor
theindividualunitswithinthebusiness.Establishing specifictargetsforfuture
operationsispartoftheplanningfunctionofmanagement,whileexecutingactions
tomeetthegoalsisthedirectingfunctionofmanagement.Itmaybeexplainedas

●Budgetplansaremadeinsynchronisationwiththeoverallobjectivesofthe
organisation,keepingmissionandcorporatestrategyintoaccount.Individualplans
atunitlevelshouldbeinconsonancewithorganisationalplan.

●Budgetsreflectplansandthatplanningshouldhavetakenplacebeforebudgets
areprepared.

●Budgetsplansarequantifiedandresponsibilityisassignedtothepersonswhoare
responsibleforexecutionofplan.

●usingthebudgettocommunicatetheseexpectationsthroughouttheorganisation
has helped manya companies to reduce expenses during a severe business
recession.

●Planningnotonlymotivatesemployeestoattaingoalsbutalsoimprovesoverall
decisionmaking.Duringtheplanningphaseofthebudgetprocess,allviewpointsare
considered,options identified,and costreduction opportunities assessed.This
processmayrevealopportunitiesorthreatsthatwerenotknownpriortothebudget
planningprocess.

DirectingandCoordinating:

●Oncethebudgetplansareinplace,theycanbeusedtodirectandcoordinate
operationsinordertoachievethestatedtargets.

●Abusiness,however,ismuchmorecomplexandrequiresmoreformaldirectionand
coordination.

●Thebudgetisonewaytodirectandcoordinatebusinessactivitiesandunitsto
achievestatedtargetsofperformance.

●The budgetaryunits ofan organisation are called responsibilitycentres.Each
responsibilitycentreisledbyamanagerwhohastheauthorityoverandresponsibility
fortheunit’sperformance.

●Objectivesanddegreeofperformanceexpectedfrom aresponsibilitycentresare
communicatedrapidly.
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Controlling:

●astimepasses,theactualperformanceofanoperationcanbecomparedagainstthe
plannedtargets.Thisprovidespromptfeedbacktoemployeesabouttheirperformance.
Ifnecessary,employeescanusesuchfeedbacktoadjusttheiractivitiesinthefuture.

●Feedbackreceivedintheform ofbudgetreportfrom theresponsibilitycentre.This
reportishelpfultoknowtheperformanceoftheconcernedunit.

●anyunexpectedchangesintotheconditionswhichwereprevailingatthetimeof
preparing budgetare taken into accountand budgets are revised to show true
performanceyardstick.

●comparingactualresultstotheplanalsohelpspreventunplannedexpenditures.The
budgetencouragesemployeestoestablishtheirspendingpriorities.Themainobjective
ofBudgetingistohelpinachievingtheoverallobjectiveoftheorganization.

MEANINGOFBUDGETARYCONTROL

CIMA has defined the terms ‘budgetary control’as “Budgetary controlis the
establishmentofbudgetsrelatingtotheresponsibilitiesofexecutivesofapolicyand
thecontinuouscomparisonoftheactualwiththebudgetedresults,eithertosecureby
individualactiontheobjectiveofthepolicyortoprovideabasisforitsrevision.

“Itisthesystem ofmanagementcontrolandaccountinginwhichalltheoperationsare
forecasted and planned in advance to the extentpossible and the actualresults
comparedwiththeforecastedandplannedones.

BudgetaryControlInvolves:

1.Establishmentofbudgets

2.Continuouscomparisonofactualwithbudgetsforachievementoftargets

ObjectivesofBudgetaryControlSystem

1.Portrayingwithprecisiontheoverallaimsofthebusinessanddeterminingtargets
ofperformanceforeachsectionordepartmentofthebusiness.

2.Layingdowntheresponsibilitiesofeachoftheexecutivesandotherpersonnelso
thateveryoneknowswhatisexpectedofhim andhowhewillbejudged.Budgetary
controlisoneofthefew waysinwhichanobjectiveassessmentofexecutivesor
departmentispossible.

3.Providing a basis for the comparison of actualperformance with the
predeterminedtargetsandinvestigationofdeviation,ifany,ofactualperformance
andexpensesfrom thebudgetedfigures.Thisnaturallyhelpsinadoptingcorrective
measures.

4.Ensuringthebestuseofallavailableresourcestomaximiseprofitorproduction,
subjecttothelimitingfactors.Sincebudgetscannotbeproperlydrawnupwithout
consideringallaspectsusuallythereisgoodco-ordinationwhenasystem ofbudgetary
controloperates.

5.Co-ordinatingthevariousactivitiesofthebusiness,andcentralisingcontrolandyet
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enablingmanagementtodecentraliseresponsibilityanddelegateauthorityintheoverall
interestofthebusiness.

6.Engenderingaspiritofcarefulforethought,assessmentofwhatispossibleandan
attemptatit.Itleadstodynamism withoutrecklessness.Ofcourse,muchdependson
theobjectivesofthefirm andthevigourofitsmanagement.

7.Providingabasisforrevisionofcurrentandfuturepolicies.

8.Drawinguplongrangeplanswithafairmeasureofaccuracy.

9.Providingayardstickagainstwhichactualresultscanbecompared

LimitationsofBudgetaryControlSystem

1.BasedonEstimates
Budgetsarebased on seriesofestimateswhich arebased on theconditions
prevailedorexpectedatthetimebudgetisestablished.Itrequiresrevisioninplanif
conditionschange.
2.TimefactorBudgetscannotbeexecutedautomatically.Somepreliminarysteps

arerequiredtobeaccomplishedbeforebudgetsareimplemented.Itrequiresproper
attentionandtimeofmanagement.Managementmustnotexpecttoomuchduring
thedevelopmentperiod.3.Co-operationRequired
Staffco-operationisusuallynotavailableduringbudgetarycontrolexercise.Ina
decentralisedorganisationeachunithasitsownobjectiveandtheseunitsenjoy
somedegreeofdiscretion.Inthistypeoforganisationstructurecoordinationamong
differentunitsarerequired.Thesuccessofthebudgetarycontroldependsupon
willingco-operationandteamwork,
4.Expensiveitsimplementationisquiteexpensive.Forsuccessfulimplementation
ofthe budgetary controlproperorganisation structure with responsibility is
prerequisite.Budgetingprocessstartfrom thecollectionofrequirementstobudget
andperformanceanalysis.Itconsumesvaluableresourcesforthesepurpose,hence,
itisanexpensiveprocess.
5.Notasubstituteformanagement

Budgetisonlyamanagerialtoolandmustbeappliedcorrectlyformanagementto
getbenefited.Budgetsarenotasubstituteformanagement.

6.RigiddocumentBudgetsareconsideredasrigiddocument.Butinreality,an
organisationisexposedtovariousuncertaininternalandexternalfactors.Budget
shouldbeflexibleenoughtoincorporateon-goingdevelopmentsintheinternaland
externalfactorsaffectingtheverypurposeofthebudget

AdvantagesofBudgetaryControlSystem

PointsDescription

1.EfficiencyTheuseofbudgetarycontrolsystem enablesthemanagementofa
businessconcerntoconductitsbusinessactivitiesintheefficientmanner. 

2.Controlonexpenditure
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Itisa powerfulinstrumentused bybusinesshousesforthe controloftheir
expenditure.Itinfactprovide1̀sayardstickformeasuringandevaluatingthe
performanceofindividualsandtheirdepartments.

3.Findingdeviations
Itrevealsthedeviationstomanagement,from thebudgetedfiguresaftermakinga
comparisonwithactualfigures.

4.Effectiveutilisationofresources
Effective utilisation ofvarious resources like—men,material,machinery and
money—ismadepossible,astheproductionisplannedaftertakingthem into
account. 

5.Revisionofplansithelpsinthereview ofcurrenttrendsandframingoffuture
policies. 

6.ImplementationofStandardCostingsystem
Itcreatessuitableconditionsfortheimplementationofstandardcostingsystem in
abusinessorganisation.

7.CostConsciousness
Budgetsarestudiedbyoutsidefundprovidersalsosuchasbankingandfinancial
institutions,realising thatmanagementencourages costconsciousness and
maximum utilisationofAvailableresources. 

8.CreditRatingManagementwhichhavedevelopedawellorderedbudgetplansand
whichoperateaccordingly,receivegreaterfavourfrom creditagencies

PREPARATIONOFBUDGET (PROCESS)

1.Definition ofobjectives:A budgetbeing aplanfortheachievementofcertain
operationalobjectives,itisdesirablethatthesamearedefinedprecisely.Theobjectives
shouldbewrittenout;theareasofcontroldemarcated;anditemsofrevenueand
expendituretobecoveredbythebudgetstated.Thiswillgiveaclearunderstandingof
theplananditsscopetoallthosewhomustcooperatetomakeitasuccess.

2.Locationofthekey(orbudget)factor:Thereisusuallyonefactor(sometimesthere
maybemorethanone)whichsetsalimittothetotalactivity.Forinstance,inIndiatoday
sometimesnon-availabilityofpowerdoesnotallow productiontoincreaseinspiteof
heavydemand.Similarly,lackofdemandmaylimitproduction.Suchafactorisknown
askeyfactor.Forproperbudgeting,itmustbelocatedandestimatedproperly.

3.Appointmentofcontroller:Formulationofabudgetusuallyrequiredwholetime
servicesofaseniorexecutive;hemustbeassistedinthisworkbyaBudgetCommittee,
consistingofalltheheadsofdepartmentalongwiththeManagingDirectorasthe
Chairman.TheControllerisresponsibleforcoordinatinganddevelopmentofbudget
programmesandpreparingthemanualofinstruction,knownasBudgetmanual.

4.BudgetManual:Effectivebudgetaryplanningreliesontheprovisionofadequate
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information to the individuals involved in the planning process.Many ofthese
informationneedsarecontainedinthebudgetmanual.Abudgetmanualisacollection
ofdocumentsthatcontainskeyinformationforthoseinvolvedintheplanningprocess.
Typicalcontentscouldincludethefollowing: 

5.Budgetperiod:Theperiodcoveredbyabudgetisknownasbudgetperiod.Thereis
nogeneralrulegoverningtheselectionofthebudgetperiod.InpracticetheBudget
Committee determinesthe length ofthebudgetperiod suitable forthe business.
Normally,acalendaryearoraperiodco-terminuswiththefinancialyearisadopted.

TheBudgetperiodisthensub-dividedintoshorterperiods;itmaybemonthsorquarters
orsuchperiodsascoincidewithperiodoftradingactivity.

6.Standardofactivityoroutput:

Forpreparingbudgetsforthefuture,paststatisticscannotbecompletelyreliedupon,
forthepastusuallyrepresentsacombinationofgoodandbadfactors.Therefore,
thoughresultsofthepastshouldbestudiedbuttheseshouldonlybeappliedwhen
thereisalikelihoodofsimilarconditionsrepeatinginthefuture.

Zero-basedbudgeting

(ZBB)isamethodofbudgetinginwhichall expenses mustbejustifiedforeachnew
period.Theprocessofzero-basedbudgetingstartsfrom a"zerobase,"andevery
functionwithinanorganizationisanalysedforitsneedsandcosts. Budgets arethen
builtaroundwhatisneededfortheupcomingperiod,regardlessofwhethereach
budgetishigherorlowerthanthepreviousone.

ZeroBasedBudgetingSteps

1)Identificationofatask

2)Findingwaysandmeansofaccomplishingthetask

3)Evaluatingthesesolutionsandalsoevaluatingalternativesofsourcesoffunds
4)Settingthebudgetednumbersandpriorities

ZeroBasedBudgetingAdvantages

1.Accuracy:Againsttheregularmethodsofbudgetingthatinvolvejustmakingsome
arbitrarychangestothepreviousyear’sbudget,zero-basedbudgetingmakesevery
departmentrelookeachandeveryitem ofthecashflowandcomputetheiroperation
costs.Thistosomeextenthelpsincostreductionasitgivesaclearpictureofcosts
againstthedesiredperformance.

2.Efficiency:Thishelpsinefficientallocationofresources(department-wise)asit
doesnotlookatthehistoricalnumbersbutlooksattheactualnumbers

3.Reductioninredundantactivities:Itleadstotheidentificationofopportunitiesand
more cost-effective waysofdoing thingsbyremoving allthe unproductive or
redundantactivities.

4.Budgetinflation:Since every line item is to be justified,zero-based budget
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overcomestheweaknessof incrementalbudgeting ofbudgetinflation.
5.Coordination and Communication: It also improves coordination and

communicationwithinthedepartmentandmotivatesemployeesbyinvolvingthem in
decision-making.
Althoughzero-basedbudgetingmeritsmakeitlooklikealucrativemethod,itis
importanttoknowthedisadvantageslistedasunder:

ZeroBasedBudgetingDisadvantages

1.Time-Consuming: Zero-based budgeting is a verytime-intensive exercise fora
companyorgovernment-fundedentitiestodoeveryyearasagainstincremental
budgeting,whichisafareasiermethod.

2.HighManpowerRequirement: Makinganentirebudgetfrom thescratchmayrequire
theinvolvementofalargenumberofemployees.Manydepartmentsmaynothave
anadequatetimeandhumanresourceforthesame.

3.LackofExpertise:Explainingeverylineitem andeverycostisadifficulttaskand
requirestrainingthemanagers.
Conclusion: Zero-basedbudgetingaimsatreflectingtrueexpensestobeincurredby
adepartmentorastate[inthecaseofbudgetmakingbythegovernment].Although
time-consuming,thisisamoreappropriatewayofbudgeting.Attheendoftheday,it
isa company’scallaswhetheritwantsto investtimeand manpowerin the
budgetingexercisetoprovidemoreaccuratenumbersorgoforaneasiermethodof
incrementalbudgeting.

Performancebudget

Performancebudgetalsoreferredtoasperformance-based budgeting isapractice
ofpreparingthebudgetbasedontheevaluationoftheproductivityofthedifferent
operationsinanorganization.Operationswhicharecontributingthemosttothe
profitability,thelargershareofthebudgetisallocatedtothatdivision.Itleadsto
optimum utilizationofresourcessuchasfinance,skillsofthestaff,useofthe
productivetimeetc.

Basically,performance budgetrequires an evaluation ofthe performance and
productivityfrom onebudgetperiodto anotherbudgetperiod.Hence,itisthe
processofidentifyingtheresultsachievedbyeachdivisionoftheorganization.

PROCESSOFPERFORMANCEBUDGETING

1.Formulationofobjectives

2.Identifythevariousprogramswhichwillaccomplishtheseobjectives

3.Evaluationandselectionofprogramsonthebasiscostbenefitanalysis

4.Developmentofperformancecriteriaforvariousprograms

5.Preparingthefinancialplans
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6.Assessingtheperformanceofeachprogram

Advantagesofperformancebudgeting

1.Itclearlystatesthe purpose and objectivesforwhich fundsare
needed

2.Itimprovestheperformanceofunitsincontinuousmanner

3.Ithelpsindecisionmakingregardingallocationoffunds

4.Itactsasatoolforreviewingtheperformanceoftheunits

5.Itintegratestheprocessofplanningandbudgeting

Disadvantagesofperformancebudgeting

1.Itfocusesonquantitativeevaluationratherthanqualitativeevaluation

2.Itisdifficulttoquantifysocialbenefits

3.Itisdifficultforlongterm process

Unit-4STANDARDCOSTING
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Introduction:

Thewordstandardsimplymeanssomenorm,specificationortarget.Itgivesa
referencepoint,benchmark,modeloryardstickforcomparison.
Standard costs are partofcostaccounting system wherebystandard costis
incorporateddirectlyandformallyintothemanufacturingaccounts.Itisdividedinto
twomajorparts

(1)HistoricalCosts
(2)Pre‐determinedCosts.

Historicalcostmeanstheactualcostorpastcostandhistoricalcostingisasystem
inwhichactualcostsincurredinthepastaredetermined.

Historicalcostshavesomelimitations:
(1)Suchcostsareobtainedtoolateandcannotbeusedforpricequotations.
(2)Historicalcostsdonotservetheobjectofcostcontrol,forthecosthas

alreadybeen incurred beforecostrecordsareavailableformanagement
control.

(3)Historicalcostsdonotprovideanybenchmarkagainstwhichefficiencycanbe
measured.

Standardcostingisatechniquewhichusesstandardforcostsandrevenuesforthe
purposeofcontrolthroughvarianceanalysis.Here,standardsareperformance
expectations.Standardcostingaimsateliminatingwasteandincreasingefficiency
inoperation throughsetting up standardsforproductioncostsand production
performance.Inshort,standardcostingisacontroldeviceandnotaseparate
methodofproductcosting.Itcanbeusedwithanymethodofproductcosting,job
costingorprocesscosting.
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Costsarepredetermined.Suchpredeterminedcostsarethencomparedwiththe
actualcostsandthedifferencebetweenthesecostsknownasvariances.
Meaning:
Thewordstandardmeansa'norm'ora'criterion'.Standardcostisthusacriterion
costwhichmaybeusedasayardsticktomeasuretheefficiencywithwhichactual
costhasbeenincurred.
Thereisaconstantprocessofdevelopmenteffectedinbusinessthroughthehelpof
standardcostingmethodsincethestandardcostssetinaresensible,capableof
being attained and are revised from time to time in accord with needs and
requirementsofthebusinessenterprise.
1)Standardcost:
Standardcostisafigurewhichrepresentsanamountthatcanbetakenasatypical
ofthecostofanarticleorothercostfactor.Itisestablishedonthebasisofplaned
operations,planedcostefficiencylevels,andexpectedcapacityutilization.

Standard costisa predetermined calculation ofthe presumed costunderthe
specifiedconditions.Itisbuiltupfrom anassessmentofthevalueofcostelements.
Itcorrelatestechnicalspecificationofmaterial,labourandothercosttothepriceor
wageratewhichhaveoccurredduringtheperiodinwhichthestandardcostistobe
determined.

Input/Output
Forexample,wagesormachinehourperunitofproduct

Standard costis a predetermined costwhich is calculated from management
standard ofefficientoperation and relevantnecessary expenditure.‐C.I.M.A.
London

Thestandardcostisapredeterminedcostwhichdetermineswhateachproductor
serviceshouldcostundergivencircumstances.

‐BrownandHoward

2)StandardCosting:
Astandardcostingsystem isamethodofcostaccountinginwhichstandardcosts
areusedinrecordingcertaintransactionandtheactualcostsarecomparedwiththe
standardcosttolearntheamountandreasonforvariationsfrom thestandard.‐W.B.
Lawrence
Standard costing involves the preparation ofcostbased on pre‐determined
standardsand continuouscomparison ofactualwith them forthepurposeof
guidanceandcontrol.‐D.Joseph
3)HistoricalCosting:
Theterm ‘HistoricalCost’isalsoknownasActualCost.Themeaningofthiscost
suggeststheactualcostsofproductswhichhavebeenincurredintheirproduction.

Theexpertsmaintainthat,theproductionofproducts,theexpenseslikematerial,
labour,overheadsetc.shouldbepaidfirstandthentheyshouldberecordedinbooks.
Sothesetotalexpensesarecalledhistoricalcostsorpastcosts.

Thefiguresrelatingtocostsobtainedattheendoftheproductionprocessmayhave
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somedefinitevalueinrectifyingpastpracticesiftheyareproperlyanalysed.

ConceptsofStandardCostandStandardCosting:
1)StandardCost:

Standardcostsarecalledpre‐determinedcosts.Thedifferentstandardsregarding
alltheelementsofcosts,i.e.,material,labourandoverheads,aredeterminedonthe
basisofhistoricalcostandmanyotherfactors.Thesefactorsarecautiouslystudied
beforedeterminingthestandards.

Thestandardcommitteewillgenerallyconsistofproductionmanager,purchase
manager,personalmanager,andotherfunctionalheads.Itispossiblethatthe
standardcostdecidedbythemanagercouldbeidle,normalorexpected.Theidle
standardcostmayrefertoanestimateofthecostunderperfectcompetition.Itis
competedonthebasisthatthereisnoscrap,noidlingofmachineryorbreakdown
andsoon.Ontheotherhand,expectedstandardcostisbasedupontheattainable
result.

StandardCostsarenotsimpleaveragebuttheyaresetwithduecareaftercareful
studyandobservationofproductionactivityinthepastandthepresent.

2)StandardCosting: Standardcostingisaperfectsystem ofcontrollingthecosts
andmeasuringefficiencyanditsdevelopment.Itisatechniqueofcostreduction
andcostcontrol.Ithelpstoprovidevaluableguidanceinseveralmanagement
functionssuchasformulatingpolicies,determiningpricelevel,

AdvantagesofStandardCosting:
1.ProperPlanning:Ithelpstoapplytheprincipleof“Managementbyexception”.
Thatis,themanagementneednotworryoverthoseactivitieswhichproceedin
tandem plans.Itisonlyontheissuesofexceptionsthattheyhavetoconcentrate.

2.EfficientCostControl:StandardCostingisatoolforthemanagementtogain
reductioninthecostandcontroloverit.Underthistechnique,differencesare
analysedandresponsibilitiesaredetermined.



ACCOUNTINGFORMANAGERIALDECISIONS 2020

CHANDRIKANAssistantprofessorSSCASCPage31

3.MotivationalFactor:Labourefficiencyispromotedandtheyaredestinedto
becostconscious.Standardsprovideincentivesandmotivationtoworkwith
greatereffort.Thisincreasesefficiencyandproductivity.

4.ComparisonofForecastingandOutcome:Atargetofefficiencyissetforthe
employeesand thecostconsciousnessisstimulated.Sincetheprocessof
standardcostingallow anappraisaltobemadeofpersonnel,machinesand
methodofworking,currentinefficienciescometothenoticeandgeteliminated.
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5. InventoryControl:Standardcostingfacilitatesinventorycontrolandsimplifies
inventoryvaluations.Thisensuresuniform pricingofstocksintheform ofraw
materials,work‐in‐progressandfinishedgoods.

6.EconomicalSystem:Standardcostingsystem iseconomicalsystem from the
viewpointthatitdoesnotrequiredetailedrecords.Italsodesnotrequireabig
staff.Itresultsinthereductioninpaperworkinaccountingandneedsveryfew
records.Thus,thereissavingoftimeaswellasmoney.

7.HelpfulinBudgeting:Budgetsarepreparedonthebasisofstandardcosting.
Standardswhicharesetupinrespectofmaterials,labourandoverheads,are
helpfulinpreparingvariousbudgets.Forexample,flexiblebudget,salesbudget,
etc.

8.HelpsFormulatePolicies:Thistechniqueisavaluableaidtothemanagement
in determining prices and formulating production policies.Standard costing
equipscostestimateswhileplanningtheproductionofnewproducts.

9.HelpsDistinguishActivities:Standardcostinghelpsindistinguishingbetween
skilledandunskilledactivities.Sotheskilledworkeronlygivespaysattentionto
improvingtheactivitiesoftheunskilledworkers.

10.EliminatesWastage:Throughfixingstandard,certainwastesuchasmaterial
wastage,idletime,lostmachinehours,etc.arereduced.
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LimitationsofStandardCosting:
1.CostlySystem:BecausetheStandard Costing requireshighlyskilfuland
competentpersonnel,itbecomesacostlysystem too.Forthesameexpertsare
paidhighremuneration.

2.DifficultiesinFixationofStandard:Itisalwaysdifficulttodetermineprecise
standardcostsinagivensituationwhichwillcoincidewithactualcostwhen
operationsareover.Standardcostaredeterminedpartlybythepastexperience
andpartlybythecostprojectionsbasedonadvancedstatisticaltechniques.Thus,
uncertaintiesrevolvearoundstandards.

3.ConstraintforServiceIndustry:Standardcostingisappliedforplanningand
controllingmanufacturingcosts.Thus,itcannotbeappliedinaserviceindustry.

4.Consistency of Standard:because the standards of marginalcosting
fluctuateandvarytimetotime,itisdifficulttoalwayssustainandcontinuethe
samestandards.

5.UnsuitableforNon‐standardisedProducts:Standardcostingisexpensive
and unsuitable forjob manufacturing industries as they manufacture non
standardizedproductssuchascatering,tailoring,printing,etc.

6.RelativelyFixedStandards:Abusinessmaynotbeabletokeepstandards
up‐to‐date.Inotherwords,abusinessmaynotrevisestandardstokeeppace
withthefrequentchangesinmanufacturingconditions.Firmsmayavoidrevising
standardsasitisacostlyaffair.

7.Difficulties forSmallIndustries:Establishmentofstandards and their
implementationinvolveinitialhighcosts.Standardshavetoberevisedandnew
standardsbefixedinvolvinglargercosts.Thus,smallfirmsfinditexpensiveto
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operate standard costing system.This system is notfitforeach type of
industries.

8.DiscouragementforWorkers:Sometimes the employees and workers are
discouragedwhenthestandardsarefixedatahighlevel.Theunrealhighstandards
mayadversebyeffectthemoraleofworkersratherthanworkingasanincentivefor
betterefficiency.

9.InaccurateDiverseResults:Inaccurateandunreliablestandardscausemisleading
resultsandthusmaynotenjoytheconfidenceoftheusersofthissystem.

ObjectivesofStandardCosting:
1.Toinstituteacontrolmechanism onalltheelementsofcoststhataffect
productionandsales

2.Tomeasuredifferentoperationalefficienciesandcheckthewastages

3.Toimprovethedelegationofauthorityandgenerateasenseofresponsibility
amongtheemployees

4.Todevelopacostconsciousnessintheemployees

5.Topresumetheproductioncosts,salesandprofit

6.Toavailthebenefitsof'Managementbyexception.'

7.Tobringaboutavividprogressivevisionandsagaciousdecisionmakingat
eachmanageriallevel.

NeedofStandardCosting

 Futurecostestimation:StandardCostsaredeterminedafterconsideringallthe
possibilitiesthatmayariseinthefuture.Italsohelpsindecidingwhethera
particularprojectistobeundertaken,bydeterminingitsprofitability.

 Performancecheck:Standardcostactsastargetstothecostcentreswhich
should notbetranscended.Insuchasituation,thesetargetsarehelpfulin
checkingtheperformancethroughcomparisonwiththeactualresults.

 Budgeting:Thestandardcostsareusedtopreparebudgets,andevaluatethe
performanceoftheexecutivestaffonthebasisofthesebudgets.

Thebasicobjectiveofstandardcostingistomeasurethedifferencesbetween
standardcostsandactualcosts,andanalysingthem tomaintaintheproductivityof
theorganization.
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ProcessofStandardCosting

1.EstablishingStandards:Firstandforemost,thestandardsaretobesetonthebasis
ofmanagement’sestimation,whereintheproductionengineeranticipatesthecost.
Ingeneral,whilefixingthestandardcost;moreweightisgiventothepastdata,the
currentplanofproductionandfuturetrends.Further,thestandardisfixedinboth
quantityandcosts.

2.DeterminationofActualCost:Afterstandardsareset,theactualcostforeach
element,i.e.material,labourandoverheadsisdetermined,from invoices,wage
sheets,accountbooksandsoforth.

3.ComparisonofActualCostsandStandardCost:Nextsteptotheprocessisto
comparethestandardcostwiththeactualfigures,soastoascertainthevariance.

4.DeterminationofCauses:Oncethecomparisonisdone,thenextstepistofindout
thereasonforthevariances,totakecorrectiveactionsandalsotoevaluatethe
overallperformance.

5.Disposition ofVariances:The laststep to this process is the disposition of
variancesbytransferringittothecostingprofitandlossaccount.

Standardcostingcanbehelpfulinascertainingtheprofitabilityofthebusinessat
anylevelofproduction.Further,itisalsousefulinpracticalmanagementfunctions,
i.e.planningandcontrolling.

VARIANCEANALYSIS

StandardCostingguidesasameasuringrodtothemanagementfordetermination
of"Variances"inordertoevaluatetheproductionperformance.Theterm "Variances"
maybedefinedasthedifferencebetweenStandardCostandactualcostforeach
elementofcostincurredduringaparticularperiod.

Theterm "VarianceAnalysis"maybedefinedastheprocessofanalysingvarianceby
subdividing the totalvariance in such a way thatmanagementcan assign
responsibilityforoff-StandardPerformance.

Thevariancemaybefavourablevarianceorunfavourablevariance.Whentheactual
performanceisbetterthantheStandard,itresents"FavourableVariance."Similarly,
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where actualperformance is below the standard itis called as"Unfavourable
Variance."

Varianceanalysishelpstofixtheresponsibilitysothatmanagementcanascertain–

(a)Theamountofthevariance

(b)Thereasonsforthedifferencebetweentheactualperformanceandbudgeted
performanceStandardCostingandVarianceAnalysis

(c)Thepersonresponsibleforpoorperformance

(d)Remedialactionstobetaken

TypesofVariances:

Variancesmaybebroadlyclassifiedintotwocategories

(A)CostVarianceand

(B)SalesVariance.'

(A)CostVarianceTotalCostVarianceisthedifferencebetweenStandardsCostfor
theActualOutputandtheActualTotalCostincurredformanufacturingactualoutput.

TheTotalCostVarianceComprisesthefollowing:

I.DirectMaterialCostVariance(DMCV)

II.DirectLabourCostVariance(DLCV)

III.OverheadCostVariance(OCV)

ImportanceofVariance:

Thereisalotimportanceofanalysisofvariance.Therearemanyobjectsfulfilled
withtheiranalysis.Withoutanalysisofvariance,thereisnouseofstandardcosting.
Theimportantpointsofvariancesareasunder:

1)Checkandcontrolofwastageispossible.

2)Itimprovestheefficiencyoftheorganizationbytheuseofstandardcosting.

3)Itexercisescontroloverallcostcentresincludingdepartment,individualsandso
on.

4)Responsibilityofaparticularpersonordepartmentcanbefixed.

5)Inthepredictionofproductioncost,salesandprofit,varianceanalysisisvery
useful
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.6)Onthebasisofvarianceanalysis,delegationofauthoritycouldbemadeeffective

.7)Varianceanalysisiseasytointroduce,applyandorientresult.

8)Variousoperationalefficienciescanbemeasured.

DISPOSALOFVARIANCE

In orderto make the analysis a controlinstrument,the managementshould
investigatethecausesofvariancesandtakethenecessarycorrectivemeasures.
Anothermethodistocarryforwardthevariancestothenextfinancialyearby
creditingthesametoareserveaccounttobesetoffinthesubsequentyearoryears.
Thefavourableandadversevariancesmaycanceleachotherinthecourseof
reasonabletimeandthusbedisposed-off.

1.MaterialsPriceVariance:
(a) Causes:
Change in marketprice,delivery costs;purchase ofnon-standard materials,
emergencypurchases,incorrectshippinginstruction,lossofdiscount,etc.

(b) Disposition:
Ifalloraportionofthepricevarianceistheresultofinefficienciesorasavinghas
resultedfrom efficientpurchasing,theamountmaybeadjustedtoP&Laccount.Ifit
isduetoincorrectstandardsorchangeinmarketpricetheamountmaybeadjusted
toinventoriesandcostofgoodssold.

2.MaterialsUsageVariance:
(a) Causes:
Poorqualityofmaterials;changeinmaterialmix,productorproductionmethods;
carelesshandling;excessivewasteorscrap;incorrectsettingofstandards.

(b) Disposition:
Theamountofusagevarianceresultingininefficiencyinhandlingandprocessing
materialsistransferredtoprofitandlossaccount.Theamountofusagevariance
duetoincorrectstandardsisapportionedtoworkinprogress,finishedgoodsand
costofgoodssold.

3.DirectWagesRateVariances:
(a) Causes:
Generalriseduetoawardoragreement,non-standardgrade,abnormalovertimeor
paymentaboveorbelowstandardratesduringseasonaloremergencyoperations.

(b) Disposition:
Theamountofvariancearisingoutofinefficiencycanbecontrollediftransferredto
profitandlossaccount.Theamountofvarianceresultingfrom theuseofout-of-date
standardsorfrom conditionsbeyondthecontrolofmanagementisadjustedtowork
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-in-progress,finishedgoodsandcostofgoodssold,onthebasisofwagesortime.

4.DirectLabourEfficiencyVariance:
(a)Causes:
Poorworkingconditions,abnormalidletimei.e.,powerfailure,breakdown,go-slow
technique,qualityofsupervision,non-standardgradeofmaterial,oremployees’non-
co-operationinservicedepartments.
b)Disposition:
The amountofvariance attributed to various forms ofinefficiencywhich are
controllableistransferred to profitand lossaccount.Theamountofvariance
resulting from improperlyprepared standards and from conditions beyond the
controlofmanagementmaybeadjustedtowork-in-progress,finishedgoodsand
costofgoodssold.

5.OverheadExpenditureVariance:
a) Causes:
Underoroverutilisationofaservice;seasonalconditions;inefficiencyintheuseofa
service(e.g.electricityinlieuofgas).

(b) Disposition:
Theamountofvarianceduetoseasonalconditionsshouldbetreatedasadeferred
item.Theamountarisingoutofinefficiencywhichiscontrollableistransferredto
profitandlossaccount.

The amountresulting from incorrectlyprepared standard and from conditions
beyondcontrolisadjustedtowork-in-progress,finishedgoodsandcostofgoods
sold.

6.OverheadCostofCapacityVariance:
(a) Causes:
Calendarvariations,abnormalidletimesuchasstrikes,breakdownsabsenteeism,
labourshortage,etc.

(b) Disposition:
Theamountofseasonalvariationsisreasonablyadeferreditem.Theamountarising
from inefficientoperationscontrollablebymanagementistransferredtoprofitand
lossaccount.Theamountofvariancearisingoutofabnormalidletimeandbeyond
controlofmanagementistransferredtoprofitandlossaccount.
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UNIT5:DIVISIONALPERFORMANCEANALYSIS

DECENTRALIZATION

Decentralisationreferstotiresystematicefforttodelegatetothelowestlevelsall
authorityexceptthatwhichcanonlybeexercisedatcentralpoints.”—LouisA.Allen

“Decentralisationmeansthedivisionofagroupoffunctionsandactivitiesinto
relatively autonomous units with overallauthority and responsibility fortheir
operationdelegatetotimeofcactiunit.’—Earl.P.Strong

AdvantagesofDecentralisation:
1. Reducestheburdenontopexecutives:
Decentralisationrelievesthetopexecutivesoftheburdenofperformingvarious
functions.Centralisationofauthorityputsthewholeresponsibilityontheshoulders
ofanexecutiveandhisimmediategroup.Thisreducesthetimeatthedisposalof
topexecutiveswhoshouldconcentrateonotherimportantmanagerialfunctions.So,
theonlywaytolessentheirburdenistodecentralisethedecision-makingpowerto
thesubordinates.

2. Facilitatesdiversification:
Underdecentralization,thediversificationofproducts,activitiesandmarketsetc.,is
facilitated.Acentralisedenterprisewiththeconcentrationofauthorityatthetopwill
finditdifficultandcomplextodiversifyitsactivitiesandstarttheadditionallinesof
manufactureordistribution.

3. Toprovideproductandmarketemphasis:
 Productlosesitsmarketwhennew productsappearinthemarketonaccountof
innovations orchanges in the customers demand.In such cases authorityis
decentralisedtotheregionalunitstorenderinstantservicetakingintoaccountthe
price,quality,delivery,novelty,etc.

4. ExecutiveDevelopment:
Whentheauthorityisdecentralised,executivesintheorganisationwillgetthe
opportunitytodeveloptheirtalentsbytakinginitiativewhichwillalsomakethem
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readyformanagerialpositions.Thegrowthofthecompanygreatlydependsonthe
talentedexecutives.

5. Itpromotesmotivation:
ToquoteLouisA.Allen,“Decentralisationstimulatestheformationofsmallcohesive
groups.Since localmanagers are given a large degree ofauthorityand local
autonomy,theytendtoweldtheirpeopleintocloselyknitintegratedgroups.”This
improvesthemoraleofemployeesastheygetinvolvedindecision-makingprocess.

6. Bettercontrolandsupervision:
Decentralisationensuresbettercontrolandsupervisionasthesubordinatesatthe
lowestlevelswillhavetheauthoritytomakeindependentdecisions.Asaresultthey
havethoroughknowledgeofeveryassignmentundertheircontrolandareina
positiontomakeamendmentsandtakecorrectiveaction.

7.QuickDecision-Making:
Decentralisationbringsdecisionmakingprocessclosertothesceneofaction.This
leadstoquickerdecision-makingoflowerlevelsincedecisionsdonothavetobe
referredupthroughthehierarchy.

DisadvantagesofDecentralisation:
Decentralisationcanbeextremelybeneficial.Butitcanbedangerousunlessitis
carefullyconstructedandconstantlymonitoredforthegoodofthecompanyasa
whole.

Somedisadvantagesofdecentralisationare:
1.Uniform policiesnotfollowed:
Under decentralisation,it is not possible* to follow uniform policies and
standardisedprocedures.Eachmanagerwillworkandframepoliciesaccordingto
histalent.

2.Problem ofCo-Ordination:
Decentralisationofauthoritycreatesproblemsofco-ordinationasauthoritylies
dispersedwidelythroughouttheorganisation.

3.MoreFinancialBurden:
Decentralisationrequirestheemploymentoftrainedpersonneltoacceptauthority,it
involvesmorefinancialburdenandasmallenterprisecannotaffordtoappoint
expertsinvariousfields.

4.RequireQualifiedPersonnel:
Decentralisation becomes useless when there are no qualified and competent
personnel.

5.Conflict:
Decentralisationputsmorepressureondivisionalheadstorealizeprofitsatanycost.
Ofteninmeetingtheirnewprofitplans,bringconflictsamongmanagers.

RESPONSIBILITYACCOUNTING
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MeaningofResponsibilityAccounting:
Responsibilityaccounting isa system in which thepersonsin thesupervisory
capacitysuchasthePresident,departmentalhead,foremanetc.aregivenaroutine
reportshowingtheperformanceofthecompany,departmentorsection—asthecase
maybe.

Thereportwillshowthedatarelatingtotheoperationalresultsoftheareaandthe
itemsofwhichheisresponsibleforcontrolling.

PrinciplesofResponsibilityAccounting:
1.A targetisfixedforeachresponsibilitycentreandiscommunicatedto the
concernedlevelofmanagement.

2.Actualperformanceiscomparedwiththetarget.

3.Thevariancesfrom thebudgetedplanareanalysedtofixresponsibilityonthe
responsibilitycentre.

4.Correctiveactionistakenbythehighermanagementandiscommunicatedtothe
individualsresponsible.

5.Allapportioned costs and policy costs are excluded in determining the
responsibilityforcosts.

ObjectivesofResponsibilityAccounting:

Theobjectivesofresponsibilityaccountingarethefollowing:

Overallorganizationalgoalsarebrokendownintosmallgoals,eachofthesmall
goalsismeantforbetterachievementofaresponsibilitycentre.

withtheattachedresponsibilityeachresponsibilitycentreistiedup&thereis
adequateauthoritysothatresponsibilitycanbedischarged.

attheendofaperiod,evaluationisdoneoftheperformanceofeachresponsibility
centre&comparisonoftheperformanceisdonewiththepredeterminedtargets.

Thoroughstudyismadeoftheachievementswhichareaboveorbelowthetargets
&remedialmeasuresareadopted.

Assessmentismadeofthecontributionmadebyeachresponsibilitycentre&
examinationisdoneofhowfarit’spossibleforthecontributiontofulfillingitsshare
intheultimateorganizationalgrowth.

Emphasizeisgivenonthecontrolofcostthroughplanning.

Useismadeoftheprincipleof‘managementbyexception’forthepurposeof
recordingonlythosedatawheretheactualperformanceofresponsibilitycentrefalls
shortofthesettarget&wherethevarianceisbeyondthereasonablelimit.
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AdvantagesofResponsibilityAccounting:
Theadvantagesofresponsibilityaccountingare:
1.Itestablishesasoundmechanism forcontrol.

 Itforcesthemanagementtoconsidertheorganisationalstructureandexamines
whoisresponsibleforwhatandfixthedelegationofpower.

3.Itencouragesbudgetingwithwhichactualachievementcanbecompared.

4.Itincreasesinterestandawarenessoftheofficersastheyarecalleduponto
explainaboutthedeviationsforwhichtheyareresponsible.

5.The exclusion ofitems which are beyond the scope ofthe individual’s
responsibilitysimplifiesthestructureofthereportsandfacilitatespromptnessin
reporting.

RESPONSIBILITYCENTRE

A responsibilitycentre is a segmentofthe companyforwhich a manageris
responsible.Thisallowsthecompanytogatherquantitativeinformationregarding
thesegmentinordertoassesstheperformanceofthemanager.Therearefour
typesofresponsibilitycentres:
Responsibilitycentre:

Aresponsibilitycentreisasub-unitoftheorganizationwhichisheadedbyamanger
whoisresponsiblefortheactivitiescarriedoutinthatresponsibilitycentre.

1.CostCentre:Acostcentreisanorganizationalsub-unitsuchasdepartmentor
division,whosemanagerisheldaccountableforthecostsincurredinthatdivision.
Forexample,aPowerandAircoDepartmentcanbedefinedasacostcentrewithin
theOperationandMaintenanceDepartmentinUnitedTelecommunicationCompany.
Managerofa costcentreisresponsibleforcontrollablecostsincurred in the
department,butisnotresponsibleforrevenue,profitorinvestmentinthatcentre.A
costcentreisaresponsibilitycentreinwhichinputs,butnotoutputsaremeasuredin
monetaryvalue.

2.RevenueCentre:A managerofarevenuecentreisheldaccountableforthe
revenueattributedtothesub-unit.RevenueCentresareresponsibilityCentreswhere
managersareaccountableonlyforfinancialoutputsintheform ofgeneratingsales
revenue.A revenue centre's mangermayalso be held accountable forselling
expensessuchassalespersons'salaries,commissions,andorderreceivingcosts.

3.ProfitCentre:Profitsaretheexcessofrevenueoverthetotalexpenses.Therefore,
themanagerofprofitcentreisheldaccountablefortherevenues,costs,andprofits
ofthecentre.Aprofitcentreisaresponsibilitycentreinwhichinputsaremeasured
intermsofexpensesandoutputsaremeasuredintermsofrevenues.

4.InvestmentCentre:Themanagerofinvestmentcentreisheldaccountableforthe
division'sprofitandtheinvestedcapitalusedbythecentretogenerateitsprofits.
Investmentcentresconsidernotonlycostsandrevenuesbutalsotheassetsusedin
thedivision.Performancesofaninvestmentcentrearemeasuredintermsofassets
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turnoverandreturnonthecapitalemployed.

FinancialMeasuresforEvaluatingDivision’sPerformance

The following financialmeasures are generallyused to evaluate a division’s
performance:
(1) VarianceAnalysis:
Varianceanalysismaybe
(i)costvarianceanalysisand(ii)revenuevarianceanalysis.Performanceofacost
centrecanbeevaluatedusingcostvarianceanalysis,i.e.,bycomparingtheactual
costswiththestandardcosts.Standardcostsdisplaythecosts-thecostcentre
shouldhaveincurred,giventheiractualactivity.Anyvariancebetweentheactual
costs and standard costs require corrective action by the management.On
measuringtheperformance(intermsofincurrenceofcosts)attemptsaremadeto
minimisethecostsofcostcentre.
Measuringtheperformanceofcostcentreonlyintermsofcostincurredwithout
relatingtobenefitsachievedbythecentreisnotconsideredfairbymanycompanies.
Therefore,mostcompa¬nies use both financial(cost)data and non-financial
measures(unitsproduced,numberofcustomersattended,etc.)inperformance
measurement.

(2) DivisionContributionMargin:
Divisioncontributionmarginisdefinedasthetotaldivisionrevenuelessthedirect
costsofthedivision.Thismeasureofperformanceemphasisesthecontribu¬tionof
eachdivisiontooverallcompanyprofit.Inthismeasure,allrevenuesandcosts
traceabletothedivisionareincludedandallcommon,indirectcostsofthecompany
areexcluded.

(3) DivisionNetProfit:
Thedivisionnetprofitisthemostappropriateprofitmeasureforevaluationofa
division’sperformance.Thisanalysiscanbeusedtojudgetheperformanceofa
profitcentreasbothcostandrevenuedatameasuredinfinancialtermsareavailable.
Divisionnetprofitisobtainedafterconsideringrelatedrevenues,directcostsanda
partofindirectcostsincurredforthebenefitofthedivision.

(4) ReturnonInvestment(ROI):
Thismeasureexpressesdivisionalprofitasapercentageofthefirm’sinvestmentin
thedivision and issimilarto thewidelyaccepted ‘return on capitalemployed’
measureusedintheexternalanalysisandinterpretationofaccounts.
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