
 



 

My dear Future Chartered Accountants , 

I am quite confident that, the time you receive this PDF of important questions, your exam 

preparation is on the full swing and you have completed your first revision of all subjects. 

 

Talking specifically, regarding SCMPE, we are giving you a set of most important 50  

questions, including the case studies, which are expected by us, that may cover maximum 

portion of Nov. 2020 attempt Exam paper… 

 

These 50 questions have been critically selected based on  

• Pattern of 2018 and 2019 Exam papers 

• Pattern of RTP of 2019 & May 2020 

• Pattern of MTP 2019 & May 2020 

• Our expertise in the subject. 

 

The ideal approach would be to give extra weightage to these 50 questions, along with  

marking made by you for other questions that has to be covered by you in 2nd revision   

and one day before exams. 

 

Questions are basically from ICAI SM, but some questions are also from RTP & Extra  

questions in ICAI website while there are few international institutes questions also..  

Questions PDF along with solutions has been given for all such additional questions          

[i.e. questions NOT covered in ICAI SM] at the end of this PDF. 

  

 

 



 

My best wishes for your coming exams and wants to end my message through a message: 

“Develop positive attitude, self esteem, pro-active thinking and result oriented approach.  

First develop a belief in yourself. If an egg is broken by an outside force, a life ends; if an  

egg breaks from within – A life begins. Great things always begin from within.” 

 

With Warm Professional Regards 

Forever, yours in service 

CA. SHARAD AGRAWAL 

9893402191 
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B.14 Question 2 
 

 PORTER’S VALUE CHAIN MODEL vs VALUE SHOP MODEL 
 

Westwood Solar Solutions (WSS) has mastered the art of developing Solar 

Domestic Water Heater that fulfil customer’s needs. WSS’s designers and product 

developers focus on solutions to get rid of everyday hassles and transform these 

into a pleasant experience. WSS also has a wide service network that spans the 

length and breadth of India to ensure good care of customers and products, by 

providing a prompt and pleasant service experience. In the past, WSS had a 

dominant position in the Indian market. However, over the past four years, it has 

been found that its profits and its share in the market have come down. 

WSS has business Model comprising of following steps: 

▪ Firstly, WSS’s highly qualified and skilled experts visit customer’s locations to 

identify and design the appropriate heater as per customer’s requirements. 

WSS’s experts are recognized as the best in the industry, and customers 

agree that they produce the most effective solutions to their complaints. 

▪ At WSS, in the laboratories, the heater design goes through intricate, 

complex, and dynamic process. Prototypes are developed on the basis of 

discussions in previous step. Thereafter, these prototypes are tested. Once a 

final design is decided, such design is passed to the manufacturing division 

for production. 

▪ Then, WSS manufactures appropriate Solar Water Heater to the desired 

specification and installs at the customer’s location. 

▪ After the heater’s installation, WSS renders annual maintenance services for 

which it is well- known in the industry. 

WSS’s customers pay a total price for design, manufacture and initial installation of 

the Solar Water Heater and an annual maintenance charge after that. Total prices 

are quoted before design work begins. 

Although customers appreciate the high quality of the solutions provided by WSS’s 
team, however, they are complaining that the overall prices are too high. 

Customers have said that although other suppliers do not solve their problems as 

WSS does, they do charge less. Consequently, WSS has lower down its prices to 

compete in the market. There is a doubt that the manufacturing and installation 

stages of the business model are not contributing sufficiently to the firm since costs 

at both stages are going high. 

Partners of WSS have considered that this situation should no longer continue and 

have recommended that a value chain analysis to be conducted as to identify the 

way forward for WSS. Although majority of partners are in the agreement with the 

proposed value chain analysis, however senior partner ‘W’ has stated that value 

chain analysis is inappropriate idea. She says that she has heard a number of 

criticisms of the value chain model. 

Assuming yourself as management accountant of WSS, answer the following 
questions:Required 
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CASE STUDY 
 
 

(i) DISCUSS the benefits that may accrue to WSS from conducting a value chain 
analysis. 

(ii) DISCUSS the criticisms of Porter’s value chain model in the context of WSS 

(iii) EXPLAIN other form of Value Chain Analysis that may be more suitable for 
WSS. 

 

Solution 

(i) There are following benefits accruing to WSS through a value chain analysis: 

▪ Value chain analysis is a process by which a firm identifies and analysis 

various activities that add value to the final product. The idea is to 

identify those activities which do not add value to the final 

product/service thereafter eliminating such non-value adding activities. 

The analysis of value chain help a firm in obtaining cost leadership or 

improve product differentiation. For WSS, value chain can provide with 

more unambiguous picture of the value of the manufacturing function as 

perceived by customers. 

▪ This model also helps in analyzing other firms within the same industry. 
As WSS observed that other firms in the industry are considered to be 

more cost effective in terms of manufacturing, it may plan to use the 

value chain model to examine the reason for the same. 

▪ The value chain will assist WSS to determine ways to get best 

approach towards developing higher level competitive performance. This 

model assists firms in finding ways to develop higher level of 

performance either by cost leadership or product differentiation. Right 

now, WSS is in a situation wherein it is being defeated on price by some 

of its competitors, however is recognized as the best solutions provider 

to customer's problems. Through detailed value chain analysis, WSS 

may be able to ascertain the reason of falling down in such situation 

and partners may be able to take decision regarding the future vision of 

the firm. 

▪ Through this analysis, WSS may apply other relevant management 

techniques as well. Post value chain analysis, WSS will be in a position 

to decide whether it is worthwhile to continue the technique of 

benchmark (processes and performance) against its rivals, to develop 

an information systems strategy, to carry out a business process re- 

engineering process or to adopt activity-based management. 

Further, WSS may decide to outsource manufacturing and keep focus 

on design and services by following value chain analysis model. This 

technique may be appropriate for WSS as by outsourcing manufacturing, 

WSS may be able to focus on its core area for which it is well-known in 

the industry. 

▪ Value Chain analysis will also facilitate the development of performance 

metrics for WSS. By developing such metrics WSS may be able to 

B.15 
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identify which aspects of its business model are not contributing to the 

overall value and profits of the firm. Although currently WSS has 

suspicion that manufacturing and installation are the weak parts of its 

operation, development of transparent and appropriate metrics would 

enable WSS to recognize where value and profit are being added in the 

business model. 
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B.16 STRATEGIC COST MANAGEMENT AND PERFORMANCE EVALUATION 

 

(ii) Number of criticisms of the value chain developed by Michael Porter have 
been: 

▪ This value chain analysis cannot easily be applied to firms belonging to 
service industries. This criticism is particularly imperative in the context 
of WSS which has upward profits from rendering solutions and services 
rather than that from manufacturing tangibles products. Many people 
appreciate that the model is more suitable to manufacturing-based 
industries, rather than service based industries. 

▪ Often this model is seen as complicated and perhaps could be a source 
of frustration for the management of a firm. Although the staff of WSS 
includes bright and intelligent experts, they may not see the value in-
depth analyses of business which is required  for a full value chain 
analysis. 

▪ This analysis has a linear approach and ignores the concept of value networks. 
This criticism is specifically relevant to WSS because its major business 
resort to the cooperative relationship that the experts have with their 
customers. If, WSS decides to outsource manufacturing and focus on 
design and service, this will become even more relevant where 
relationships are utmost important. 

▪ Often value chain analysis is perceived as time consuming and 
expensive as a whole. However, if the analysis is to be completed 
timely, there will be requirement of reliable data such as cost of 
components in business model. However, in the absence of good cost 
capturing system, this model could prove to be a costly process. After 
completion of this process, still there is no guarantee that the process 
lead to have upward trend in profitability and where it does, it may take 
some time in realization. 

(iii) WSS requires to acknowledge that the nature of its business is turning from 
manufacturing zone to a solutions provider or professional services firm. 

From this point of view, it would be better for WSS to analyze its business 
using the Professional Services Value Chain/ Value Shop Model. The concept 
of Value Shop came in to lime light holding the hand of Charles B. Stabell and 
Oystein D. Fjeldstad in 1998.This concept aims to serve firms from service 
sector. It only deals with problems, figure out the main area requiring service 
and finally come with the solution. This approach is designed to solve 
customer’s problems rather than creating value by producing output from an 
input of raw materials. 

A Value Shop mobilizes resources (say: people, knowledge or money) to 
solve specific problems such as delivering a solution to business problem. 
This shop model is iterative, involving repeatedly performing a generic set of 
activities until a solution is reached. 

Secondary activities in the Professional Service Value Chain have same 
support activities as those in the porter’s value chain, However the primary 
activities are described differently to recognize the different nature of a 
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service-oriented business. In value shop, primary activities are performed in 
a circle within a firm to perform generic set of activities iteratively before 
reaching a conclusion. Since WSS team communicate with customers to 
find a solution before testing of developed prototypes, so they will find the 
vale shop, compatible and effective model to use. 



 

(i) DEFINE the objective of Memorable Travels should have when considers incorporating the 

supply chain management framework into its business model. 

(ii) IDENTIFY possible components of Memorable Travels’ upstream supply chain. 

(iii) SUGGEST the key processes in the business model of Memorable Travels. 

B.14 Question 8 
 

 SUPPLY CHAIN MANAGEMENT 

Travel & Tourism 
 
 
 
 
 
 

 

Memorable Travels is a tour operator offering holiday packages to a variety of customers. They 

advertise and promote their packages using print advertising in newspapers and colourful 

brochures. A basic holiday package would include transport from the city to the destination, stay, 

food, attractions, or activities. Memorable Travels has been in business for the past 15 years. It 

has standard agreements with its suppliers based on which it has been offering standard holiday 

packages to its customers. Profitable business over these years has resulted in surplus cash that 

the company intends to reinvest in its business. Recently, the management has noticed increase 

in the number of complaints regarding these packages. This has resulted in lesser number of 

customers opting for these tours. 

A study of these complaints has indicated that customer expectations from a holiday trip vary 

depending on their age group. Accordingly, Memorable Travels wants to offer customized holiday 

package trips that would suit the travellers’ expectations. It wants to increase the number of 

packages offered to customers in addition to adding variety to them. This would provide 

customers the choices from which they can customize their holidays with the help of Memorable 

Travels. 

The management wants to understand the need and importance of supplier chain management 

in a service organization such as itself. 

Required 

Solution 

(i) Memorable Travels is providing a service wherein it uses its assets, staff, and resources to 

provide customized travel packages to its customers. It should consider how to utilize its 

assets and staff to design and manage its supply chain such that it meets the customers’ 

demand in a cost-effective manner. Customers’ demand is uncertain due to (a) 
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customization of holiday packages to suit their individual expectations and (b) sensitivity of 

travel to factors like economic prosperity, law, and order etc. 

Business processes must be effectively coordinated across organizations and functions to 
meet the customers’ expectation in the best possible manner. The ability of Memorable 
Travels to respond to its customers’ demand defines its operational capacity. Having more 
capacity (capability) to meet customers’ demand helps it be more responsive and flexible. 
However, t his has to be balanced with its ability to maintain an effective supply chain 
management. A supply chain is effective only when Memorable Travels and consequently 

the ultimate customer, is able to get the required level of service from its suppliers. 

(ii) As mentioned in the problem, a basic holiday package would include transport from the city 
to the destination, stay, food, attractions, or activities. Accordingly, possible components of 
Memorable Travels upstream supply chain would include partnerships with: 

(a) Transport providers – road, rail, and air travel providers. This includes travel to the 
holiday destination as well as the local transport within that location. 

(b) Lodging and accommodation providers – hotels, bed, and breakfast providers etc. 

(c) Local food producers and restaurants. 

(d) Providers of tourist attractions and activities. 

(iii) Key processes in the business model of Memorable Travels would be: 

Information Flow 

Information flow is critical at various stages: 

- to understand expectations of customers 

- to share this information with the suppliers of service with whom Memorable Travels 

has partnership 

- to establish clear service level agreements with these suppliers and to clearly define the 

scope of work 

- to be able to monitor the performance of these suppliers. Performance has to be 

monitored because it will impact payment settlements with these suppliers 

- to collect constructive feedback from customers about the performance of these 

suppliers 

Capacity and Skills Management 

Memorable Travels has to develop the ability to cater to various expectations of its 
customers. It has to develop assets and skilled staff who can attract customers and help 

them customize their holiday packages. To enable this, the company has to invest in its 
organization, processes, assets and staff. As mentioned above in point (a), information flow 
is a key process in this business model. The company has to invest in its processes to 
ensure that information flow is smooth and accurate. Similarly, it has to invest in assets like IT 
infrastructure, offices and also develop a skilled staff who can provide quality service. 
Memorable Travels should also have the ability to develop pool of suppliers who provide 



 

CASE STUDY 

 

good quality service. Better capacity to cater to customers’ demand better will ensure that 
Memorable Travel can develop and maintain its business efficiently. However, since building 
capacity and developing skills comes with a cost, that has to be balanced out with the 

revenue it generates. 

Demand Management 

Memorable Travels will have to focus on how to generate demand for its products. In tune 
with changing times, Memorable Travels will have to change its marketing from print based 

advertising to online advertising in order to have a larger outreach to attract customers. The 

company should be able to manage variation in customers’ expectations in a cost- effective 
way. As explained in point (b) above, this will be determined by the capacity of its operations 
and skills of its employees. Higher the capacity more the flexibility in its operations. 

Customer Relationship Management 

Customer segmentation and monitoring help in understanding customer’s needs in a better 
way and to focus on efforts to meet those needs through proper and timely communication 
of information with its service suppliers. However, the cost of maintaining this framework 
should not exceed the revenue that each customer segment generates. Accordingly, 

customer account profitability analysis should be prepared for each customer segment. 

Supplier Relationship Management 

As part of the customer relationship management, specific needs of customers would be 
identified. Based on these needs, potential suppliers who provide services of the requisite 
quality need to be identified. Service level agreements need to be drawn up after 

comprehensive rounds of negotiations. It is imperative to have a clear understanding with 
these suppliers regarding the quality service expected. 

Service Delivery Management 

Agreements with suppliers will help to ensure that expectations of customers of Memorable 
Travels are being met. Service performance must be monitored, checked continuously for 
compliance. Any deviation from scope may have an impact on the payment settlement to 

be made with the supplier. 

Cash Flow 

As mentioned above, service delivery should be monitored to ensure that payment is made 
only to the extent the agreed quality of service is delivered. Periodic payments to suppliers 
should be made based on service level agreements. Similarly, cash inflow from customers 
should be monitored to avoid any bad debts. Pricing for packages should be based on the 

level of service offered. Again, clear understanding of the terms of contract is essential to 
avoid uncertainties. 

All processes within the company are linked to each other. Understanding the customers’ 
expectations have a direct impact on the supply chain. Therefore, proper co-ordination is 
required for smooth functioning of the organization and its supply chain. 

B.19 
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                      Question 9 

Healthcare Industry 

1. Raya Health Care Limited is a leading healthcare service provider in Mumbai, it 

has approximately 450 potential beds, it provides diagnostic and day care speciality 

facilities also. In diagnostic centres they are using traditional devices for CT Scan and 

MRI which are not enough as per demand. Patients waited more than weeks for 

CT and MRI scans, this problem can cause delay in diagnosing illness; waste of 

time and other resources; not just in radiology but throughout the healthcare 

system. 

Raya has planned to outsource CT scan and MRI services to Livlife, which has world- 

class international chain of diagnostic centre. Livlife promise to provide radiologist 

report within 24 hours. However, finance manager of Raya doubt that it will not be a 

profitable arrangement. For the satisfaction of Raya, Livlife has entered an agreement 

to provide its services to Raya with no guarantee of receiving payment. Raya agrees to 

the following conditions: 

 Cost savings generated in first year, the same will be retained by Livlife. 

 Cost savings generated in second and third year will be shared between Raya and 

Livlife at a ratio of 30%:70%. 

 Cost savings generated in the fourth year will be passed to Raya. 

 Any cost savings generated by an idea proposed exclusively by Raya that does 

not require capital investment by Livlife will be immediately passed along to Raya. 

Required 

DISCUSS the agreement between Raya and Livlife. 
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SUGGESTED ANSWERS/HINTS 

 
1. The agreement between Raya and Livlife is Gain Sharing Arrangement. Gain sharing 

(also known as cost saving sharing) arrangement is an approach to the review and 

adjustment of an existing contract, or series of contracts, where the adjustment provides 

benefits to both parties. A fundamental form of gain-sharing is where a supplier agrees to 

perform its side of the contract with no guarantee of receiving a payment. Instead, any 

payment received is based upon the benefits that emerge to the customer as a result of 

the successful completion of the supplier’s side of the bargain. 

Livlife and Raya has also entered into such arrangement. This is clearly a risky stance for 

the supplier i.e. Livlife, because it could spend a fortune and walk away with nothing. 

Alternatively, if the benefits to Raya are substantial, Livlife could find itself rewarded with a 

large return. Cost savings might be attained from reducing the cost of supplies, 

implementing new skill and technologies, revised delivery time, improvements in 

operations etc. 

The gain, benefit, or advantage to be shared is not necessarily financial, although 

financial benefits are expected to occur frequently. The Raya, for instance, will not 

necessarily take cost savings in the form of a lower contract value but might require a 

higher specification for medical treatment. However, to assess any financial benefit, both 

parties have to provide each other with access to relevant cost numbers to determine 

the basis for the assessment of the benefit and the calculation and sharing of the benefit. 

Many contracts involving these arrangements have emphasis on greater openness and 

shared development and improvement. In the given case gain-sharing deals are, on the face 

of it, a win-win situation for both Raya and Livlife, interest of both are aligned. Livlife is 

trying to save costs of Raya while Raya is trying to get world class services. 
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Example 2 

Cat Co makes a product using three machines – X, Y and Z. The capacity of 
each machine is as follows: 

 
Machine X Y Z 

Capacity per week 800 600 500 

 

The demand for the product is 1,000 units per week. For every additional unit 
sold per week, net present value increases by $50,000. Cat Co is considering 
the following possible purchases (they are not mutually exclusive): 

 

Purchase 1 Replace machine X with a newer model. This will increase capacity 

to 1,100 units per week and costs $6m. 
Purchase 2 Invest in a second machine Y, increasing capacity by 550 units per 

week. The cost of this machine would be $6.8m. 

Purchase 3 Upgrade machine Z at a cost of $7.5m, thereby increasing 

capacity to 1,050 units. 
 

Required: 

Which is Cat Co’s best course of action? 

 
Answer 

First, it is necessary to identify the system’s bottleneck resource. Clearly, this 

is machine Z, which only has the capacity to produce 500 units per week. 

Purchase 3 is therefore the starting point when considering the logical choices 

that face Cat Co. It would never be logical to consider either Purchase 1 or 2 in 

isolation because of the fact that neither machines X nor machine Y is the 

starting bottleneck. Let’s have a look at how the capacity of the business 

increases with the choices that are available to it. 
 

 X Y Z Demand 

Current capacity per week 800 600 500* 1,000 
Buy Z 800 600* 1,050 1,000 

By Z & Y 800* 1,150 1,050 1,000 

Buy Z, Y & X 

 
* = bottleneck resource 

1,100 1,150 1,050 1,000* 



© 2011 ACCA  

7 

 
 

THROUGHPUT ACCOUNTING AND THE THEORY OF CONSTRAINTS 
 

NOVEMBER 2011 
 

From the table above, it can be seen that once a bottleneck is elevated, it is 

then replaced by another bottleneck until ultimately market demand constrains 

production. At this point, it would be necessary to look beyond production and 

consider how to increase market demand by, for example, increasing 

advertising of the product. 
 

In order to make a decision as to which of the machines should be purchased, 

if any, the financial viability of the three options should be calculated. 

 
Buy Z 
Additional sales = 600 – 500 = 100 units 

 
$’000 

Benefit: 100 x $50,000 5,000 
Cost (7,500) 

Net cost (2, 500) 

Buy Z and Y 

Additional sales = 800 – 500 = 300 units 
Benefit: 300 x $50,000 

 

 
15,000 

Cost ($7.5m + $6.8m) (14,300) 

Net benefit 700 

Buy Z, Y and X 

Additional sales = 1,000 – 500 = 500 units 
Benefit: 500 x $50,000 

 

 
25,000 

Cost ($7.5m + $6.8m + $6m) (20,300) 
Net benefit 4,700 

 

The company should therefore invest in all three machines if it has enough 

cash to do so. 

 

The example of Cat Co demonstrates the fact that, as one bottleneck is 
elevated, another one appears. It also shows that elevating a bottleneck is not 
always financially viable. If Cat Co was only able to afford machine Z, it would 
be better off making no investment at all because if Z alone is invested in, 
another bottleneck appears too quickly for the initial investment cost to be 
recouped. 

 

RATIOS 

I want to finish off by briefly mentioning throughput ratios. There are three 

main ratios that are calculated: (1) return per factory hour, (2) cost per factory 

hour and (3) the throughput accounting ratio. 
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(1) Return per factory hour 
Throughput per unit/product time on bottleneck resource. 

As we saw in Example 1, the return per factory hour needs to be calculated 
for each product. 

 

(2) Total factory costs/total time available on bottleneck resource. 

The ‘total factory cost’ is simply the ‘operational expense’ of the 

organisation referred to in the previous article. If the organisation was a 

service organisation, we would simply call it ‘total operational expense’ or 

something similar. The cost per factory hour is across the whole factory and 
therefore only needs to be calculated once. 

 

(3) Return per factory hour/cost per factory hour. 

In any organisation, you would expect the throughput accounting ratio to be 
greater than 1. This means that the rate at which the organisation is 
generating cash from sales of this product is greater than the rate at which it is 
incurring costs. It follows on, then, that if the ratio is less than 1, this is not the 
case, and changes need to be made quickly. 

 

CONCLUSION 

At this point, I’m hopeful that you are now looking forward to reading The Goal 
as soon as possible and that you have a better understanding of the theory of 
constraints and throughput accounting, which you can put into practice by 
tackling some questions. 

 

Ann Irons is examiner for Paper F5 
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Question 

Activity Based Cost Management 

Musical Instruments 

Melody is a manufacturer of musical instruments. The company specializes in manufacture of Piano 
and Electronic Keyboard instruments. They are both labour-intensive products. Therefore, Melody 
follows absorbed its production overheads based on direct labour hours. 

Piano 

Melody’s Pianos are of very high quality. Client patronage include professional Piano musicians. 
Some of these instruments are sold in its standard form. However, musicians particularly the concert 
players require their pianos to be customized to certain specifications. Customization primarily 
relates to the acoustic quality of the piano sound. Quality of sound is of paramount importance to 
musicians as it determines the power and warmth of tone. Each musician has a preference to 
achieve a special quality of sound. Therefore, no two customized Pianos can be the same. Due to 
its reputation, Melody receives numerous requests for customization from its customers. Ability to 
provide customization service sets Melody apart from its competitors. 

Customization requires the services of professional craftsmen. They are hired as subcontractors for 
such work based on the need. These craftsmen perform their services within the factory premises. 
For this a special work, space is maintained by Melody. Melody charges its customers extra for sub- 
contracting cost plus 10%. This would cover the actual cost of subcontracting and any incidental 
overheads incurred. The Board of Melody accepts that this method of billing is very simplistic. It is 
unsure if the company is recovering the entire cost of providing this customization service. 

Electronic Keyboard Instruments 

These are instruments manufactured by Melody are home Keyboards that are targeted at young 
music enthusiasts who are beginning to learn music. They come in standard sizes, comprised of 
standard components. No customizations are done to Keyboards. 

As a performance management expert, the Board wants your advice. The extract below provides 
the most recent management accounts for the Piano and Keyboard Division. 

Figures in ₹ 
 

Sr. No. Particulars Piano Keyboard Total 

1. Number of items manufactured 1,000 10,000  

2. Sale Price per unit 2,50,000 15,000  

3. Revenue 25,00,00,000 15,00,00,000 40,00,00,000 

4. Materials 7,50,00,000 3,75,00,000 11,25,00,000 
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5. Direct Labour 8,00,00,000 6,75,00,000 14,75,00,000 

6. Subcontracting Cost 3,75,00,000 - 3,75,00,000 

7. Production Overheads 4,50,00,000 65,00,000 5,15,00,000 

8. Total Cost of Production (4+5+6+7) 23,75,00,000 11,15,00,000 34,90,00,000 

9. Gross Profit (3 - 8) 1,25,00,000 3,85,00,000 5,10,00,000 

Production Overheads 

Figures in ₹ 
 

Particulars Amount 

Inspection and Testing 3,45,00,000 

Space Maintenance Cost for Subcontracting Work 
(rent, utilities, 2 support staff to maintain storage) 

 
50,00,000 

Other Production Overheads 
(rest of the utilities, rent, salary of support staff at storage) 

 
1,20,00,000 

Required 

(i) DISCUSS the difference in treatment of production overheads under absorption costing and 
activity based costing. 

(ii) LIST the steps to implement activity based costing within Melody. 

(iii) ASSESS whether activity based costing would be suitable for the Piano and Keyboard 
Divisions. 

(iv) ADVISE Melody about the activity based management and ways to improve business 
performance. 

Solution 

(i) Product cost under absorption costing method includes all manufacturing costs that are 
incurred to produce a product {direct material, labour, and overheads (both fixed and variable)}. 
The allocation of overhead is determined by a single cost driver based on volume of production 
(popular ones are machine hours or direct labour hours). This driver is applied to the entire 
production overhead to arrive at the production overhead rate. For example, in the given 
problem, labour hours are being used to allocate overheads to Pianos and Keyboards. All 
production overheads are allocated to products based on this driver irrespective of whether 
this resource was used by the product or not. For example, production overheads include 
maintenance cost relating to space for subcontracting work. This cost is 
incurred for the manufacture of Piano alone. This portion of the maintenance cost gets 
clubbed with other production costs. Eventually, an overhead absorption rate is calculated 
using the ratio direct labour hours for each product. Absorption costing would ignore the fact 
that the manufacture of Keyboards does not utilize the space allocated for subcontracting 
work. This skews the product costing by erroneously inflating the cost of Keyboards, 
some portion of the cost of manufacturing Pianos passes onto the product cost for 
Keyboards. Application of a single cost 
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driver may not be the most appropriate way of allocating costs between products. For example, 
in the given problem, factory rent that is clubbed with total overheads and applied to 
the product cost as part of the overhead rate. Absorption costing ignores that direct labour 
may not be the most appropriate basis to allocate factory rent overhead to the products. 
Activity based costing identifies the cost of each activity and assigns costs to units produced 
based on the number of activities used by each unit. Instead of being clubbed as a single 
overhead cost, costs for each activity are captured in their respective cost pools. The most 
appropriate cost driver is selected. Cost drivers could be volume based (machine hours / direct 
labour) or transaction based (# of purchase orders). This cost driver is used as the basis to 
allocate costs to various products based on the utilization of the resource related to that activity. 
Overhead costs are assumed to be variable, determined (or driven) by the selected cost driver. 
Here, the cost of maintaining space for subcontracting relates entirely to the 
manufacture of Pianos. Using ABC method, this cost will be allocated only to Piano products 
since allocation is now based on utilization of the resource to manufacture the product. 
Again, under this method, factory rent could have space utilization as the cost driver. 
Therefore, using ABC method, the allocation of rent overhead to the products will be made 
on a more logical basis as compared to absorption costing. 
To conclude, product costing using absorption costing is relatively simpler, a method regularly 
followed for financial accounting purpose. Product costing using ABC method results in more 
detailed yet accurate figures. It highlights the cost / benefit of various activities that helps 
management focus on eliminating non-value added activities. 

(ii) Implementation of ABC Method within Melody would include the following steps: 

Activity Mapping: Production process has to be first broken down into various activities. Based 
on their nature, activities must then be clubbed to form activity pools. Activity pools must then 
tie in with the products or services. 

Cost Pools: Overheads costs are then identified to each activity pools. This gives the cost pool 
for each category of activity. 

Cost Driver: Identify the activity that bring about the cost. For example, space utilization would 
be a standard cost driver for factory rent. Cost drivers could be volume based or transaction 
based. 

Overhead Rate: Once the cost pool and cost driver are identified, the cost per unit of cost driver 
(overhead rate) is determined. 

Overhead Cost Allocation: Depending on how much of the resource (cost driver) the product 
utilizes, the cost is allocated accordingly to that product. 

Product Cost: The allocated overhead cost is added to the cost of direct materials and labour 
to arrive at the full cost of production for the unit. 

(iii) Appropriateness of ABC Method for the Keyboard and Piano Divisions 

The Piano Division receives numerous requests for customization from its customers. While it 
produces only 1,000 Pianos in a year, no two customizations are the same. Therefore, the 
range of Pianos manufactured by Melody can be considered varied. Production overheads 

cost, including subcontracting work, form 35% of the total production cost. ((₹3,75,00,000 + 
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₹4,50,00,000)/ ₹23,75,00,000). Therefore, overheads form a substantial portion of 

product cost. Due to the variety in customization, it is important to price each 
customization at a rate that will yield an acceptable profit margin to Melody. To do this, 
manufacturing process has to be segregated into various activities and cost pools. 
Depending on utilization of resources related to each activity, each Piano can be sold at 
an appropriate price. If a Piano requires more of a resource from an activity, this can be 
included in the product cost and factored into the selling price, such that even with 
customization an acceptable profit margin can be earned. Thus, ABC method can help 
Melody arrive at a more accurate cost of production as compared to absorption costing. 

While, overhead cost is one aspect of ABC analysis, the other information that an organization 
gets from this framework is that it can identify the activities that add value to the product. At 
the same time, non-value adding services can be identified (for example storage) and 
measures can be taken to minimize them. This helps it partner better with its customers and 
gain a competitive edge. 

The Keyboard Division produces 10,000 Keyboards annually, all sold as a standard product 
with no customization. Activities are standardized, with no variation in the process between the 

Keyboards. Production overheads form only 6% of total cost of production. (₹65,00,000 / 

₹11,15,00,000). Implementation of ABC method is time consuming and complex. Here, due to 

the standardized nature of production and low quantum of production overheads, ABC method 
may not be justified for the time and effort involved. In this case, absorption costing may seem 
to be a more practical approach to arrive at product price. 

(iv) Activity Based Management to help Melody improve business performance 

Activity based management can help Melody to meet the customer needs while using the 
lowest possible resource or cost. ABM can be used at an operational or strategic level. 

Product Pricing 

This would be especially in case of the Piano Division. As explained above, ABC method would 
enable Melody calculate a more accurate cost of production for each Piano. Currently, the 

cost of subcontracting work used for customizing Pianos is ₹3,75,00,000. This is 

being charged to the customers with a 10% mark-up to cover for any incidental overhead. 
However, this is very simplistic. As such the mark-up that can be earned under this method 
will be ₹37,50,000. However, the cost of maintenance of the area for subcontracting work is 

higher at ₹50,00,000. Therefore, it can be concluded that Melody is not recovering the entire 

portion of the incidental overheads incurred by providing the subcontracting work. 

By identifying the cost pools relating to the subcontracting work, Piano Division can determine 
that it is making a loss on the subcontract work as a whole. It could therefore adjust the price 
of customized Pianos such that it earns an acceptable margin on each sale. This is at an 
operational level. At a strategic level, Melody can determine which type of customizations are 
most profitable. Customizations that are not very frequent, too complex, and costly may be 
avoided as it takes away resources from Melody in terms of labour, space etc. At the same 
time, careful consideration should be given to such decisions since it is this customization 
service that gives Melody an edge over other competitors. Therefore, Melody should take 
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decisions that help it balance the customer base, while keeping the costs low and processes 
as standardized as possible. 

Analysis of Activities 

Implementation of ABC method forces the company to take a more detailed look at its activities 
that comprise of its manufacturing process. It may be found that certain activities can be 
performed in more efficient manner. Also, activities can be identified as that that add value to 
the product and those that are not value adding. For example, in the given example, 
storage is not a value adding activity. Melody can work on a system where it optimizes the 
production process such that storage requirements are lower. The inventory turnover of 
Piano can also be improved, since quicker the Piano is shipped to the customer, lower the 
space requirement. Inspection is another non- value adding activity. For example, Melody 
switch to a standardized procurement system for its raw materials from reputed suppliers. 
While it may be a costlier option, this may lead to lower defects in the product, therefore 
requiring lesser need for inspection. 

Performance Measurement 

Employee resource should be used more towards value adding activities. Proper training would 
be required to ensure acceptable quality of work. This would automatically reduce non-value 
adding activities like rework, idle time, and inspection. There has to be proper information 
system in place that captures such data. This is facilitated through the implementation of ABC 
costing method and use of ABM. However, to have a successful system, senior management 
need to be committed to this model, proper communication and training has to be given to 
employees. To implement such a performance system the management has to commit 
sufficient time and effort. Cost benefit considerations of having such systems should also be 
taken into consideration. To conclude, implementing ABM should not take up productive time 
of employees and become a non- value activity in itself! 
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 PARTICIPATIVE BUDGET ‘SPM’ 
 

SPM, a leading school of management in the heart of India’s financial centre of Mumbai, 

preparing its budget for 2018. In previous years, the director of the school has prepared the 

budget without the participation of senior staff and presented it to the school board for 

approval. 

Last year the SPM board blasted the director over the lack of participation of his senior staff in 

the budget process for 2017 and requested that for the 2018 budget the senior staff were to be 

involved. 

Required 

LIST the potential advantages and disadvantages to the SPM of involving the senior staff in the 

budget preparation process. 

Solution 

There are potential advantages and disadvantages of the involvement of staff in the preparation 
of the budget. 

Potential advantages include: 

▪ Senior staff may agree to accept the targets because they would take ownership of it as 
their budget. 

▪ Senior staff may have a better understanding of what results can be achieved and at what 
costs. For example, they may have a better knowledge of individual courses and how they 
may be delivered more efficiently and cost effectively. 

▪ Senior staff cannot blame unrealistic goals as an excuse for not achieving budget 
expectations. 

▪ Senior staff would feel that they are being appreciated for the value that their experience 
brings to the running of the management school. 

▪ Senior staff may get the opportunity to discuss organisational issues, in which an exchange 
of information and ideas can help to solve problems and agree future actions. 

Potential disadvantages include: 

▪ Senior staff may be excellent academically but could lack the practical knowledge required 
to formulate their budget. 

▪ Senior staff may limit the benefits of participation due to personality traits of participants. 

▪ Senior staff may consume a great deal of time arguing with each other (and with the school 
director). 

▪ Senior staff may decide among themselves to artificially inflate the proposed budget so that 
it is easier for them to attain the cost targets they have set. 
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