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Chapter 1Introduction to Strategic Cost Management

 Q.1 Explain "Traditional Cost Management"?
 Ans. "Traditional Cost Management" means
  	 Just to calculate the cost of Product
   Allocation of costs and overheads to the Product.
  	 Earn	better	profits.
   Comparing actual results with the standard expectations.
   Budget or standard costs
   A corrective action would be taken later 
   Focuses largely on cost control and cost reduction
 Q.2 Explain the limitation of "Traditional Cost Management"?
 Ans. A traditional cost management system suffers from the following limitations: 

SIIRMLA
 1. S:- It has a short-term outlook e.g., saving costs on an annual basis.
 2. I:- Traditional cost management system has internal focus and does not look at the external 

factors of competition, market growth, customer requirement etc.
 3. I:- A broad-based cost reduction could lead to inferior quality of products & services 

which	might	drive	away	customers	resulting	in	lower	sales	and	profitability.
 4. R:-Traditional cost management is a reactive approach to cost management.
 5. M:- The expectations of modern customer are quite different. An excessive focus on cost 

reduction could impact the quality of product and services and alienate the customers.
 6. L:-There is a limited focus on review and improvisation of existing processes and activities.
 7. A:- Traditional cost accounting systems rely on accounting data which can be misleading 

at times. Financial statements can be a great reporting tool but might not be able to assist in 
strategic decision making. It does not consider dynamics of marketing and economics.

 Limitation of TCM (Key Points for Remembering)
 S — Short term outlook:- Saving Cost on annual basis
  gj lky iSlk cpsA lLrk jks;s ckj&ckjA vHkh rks iSlk cpk ysrs gSA ckn esa Hkqxruk iM+rk gSA
   dksbZ Advertisement Contract ijUrq ckn esa Higher Amount ij Brand Ambasadar j[kuk  

IkM+ tkrk gSA Higher Cost Ikj
 I — Internet focus ij /;ku nsrs gSA External Factor dks ugh ns[krs] ¼xqQk ls ckgj gh ugha vkrs½
   * Keeping better yourself but not keeping better as compare to other.
   Customer dh requirement rFkk competition market esa D;k py jgk gSA Ignore Market/ 

Competition Market dh t:jr dks /;ku ugha j[krk gSA ckgjh nqfu;k ls cs[kcjA 
   e.g. Nokia  — Android vk x;k
     Bajaj   — Bike
     Vodafone, Aircel — Internet Speed Data.
     Telecomm.  — Jio Replace

Introduction to Strategic Cost Management

Chapter 1
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Chapter 1Introduction to Strategic Cost Management

 I — Cost Reduction ij /;ku dh otg ls Quality ij QdZ iM+rk gSA ftldh otg ls Sale,		Profitability 
ij QdZ iM+rk gSA e.g. cost counseling employee other employee ij burdan  dks gVkus ls] cost 
satisfaction ij effect vkrk gSA

 R — Reactive Approach to Cost Management:- uqdlku gksus ds ckn costive gksrk gSA
  e.g. * Standard Costing

  * tc gesa irk yxrk gS fd Competitor vk x;k cktkj esa rc oks Policy cukrs gSA Loss gksus ds ckn 
vk¡[k [kqysxhA

 M — Modern Customer dh expectation dqN vyx gksrh gSA oks changes ekaxrk gSA ge dsoy Cost 
Reduce djus esa yxs jgrs gS Quality ij effect vkrk gS] pkgs employee customer lc nq[kh gks ij ge 
cost de djus esa yxs jgrs gSA

  e.g. * Material A replace by material B. Employee gVk nsrs gSA Counselling team gVk nsrs gSA
  Question Paper — Mobile Phone
       — Misuse by Student
       — Higher Marks
       — Dissatisfaction Parents.

 L — Limited focus on Review and Improvisation of existing Process/activities.
  e.g. Preventive maint vrs Break down maint
 A — Accounting data ij T;knk Rely djrs gSA (Financial St.) esa deh — Decision ij effect Mkyrh gSA
  * C/s Valuation

  * Overhead Allocation Method
 Q.3 Explain "Strategic Cost Management" and Difference between Strategic Cost 

Management and Traditional Cost Management?
 Ans. Points: - Strategic Cost Management
	 	Strategic cost management is the application of cost management techniques so that they 

improve the strategic position of a business as well as control costs.
  To achieve the sustainable competitive advantage through product differentiation and cost 

leadership.

  Focus on continuous improvement to deliver superior quality product to the customers.
  All aspects of the production, purchase, design, manufacturing, delivery and service.
  Thought process to unseat the competitor (Policy/Planning)
  Not only to control the cost but also to manage the cost effectively.
 	 To	earn	high	profit,	meet	customers	demand,	Required:-	Increase	Share	Holders	wealth
  Cost leadership
  Product differentiation
 	 High Quality Product (Zero defect policy)

ZERO DEFECT POLICY means:- (Defect occur, then rectified, it’s better not to produce any defective 
product.)
Preventive maintenance means:- Replace all parts of machine at expiry of their theoretical life.
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Chapter 1Introduction to Strategic Cost Management

Necessity of Strategic Cost Management

It is cost analysis in a broader context where the strategic elements become more explicit and formal 
strengthening the strategic position of the company.
Cost data is analyzed and used strategically to develop alternate measures to gaining sustainable competitive 
advantages.
SCM gives a clear understanding of the company’s cost structure in search of sustainable competitive advantage.
SCM is the managerial use of cost information explicitly directed to the four stages of strategic management 
– formulation, communication, implementation and control.
SCM helps in overall recognition of cost relationships among the activities in the value chain and the process 
of managing these relationships to the company’s competitive advantage.

Traditional vs. Strategic Cost Management

Traditional Cost Management Strategic Cost Management

1 Focus Internal Both internal and external
2 Objective Score keeping, attention directing 

and problem solving.
Cost leadership or product differentiation.

3 Cost 
Reduction

Primary objective is cost 
reduction.

Primary objective is cost containment – cost 
reduction and value improvement at the same time.

4 Cost Driver 
Concept

Based on volume of the product. Each value activity has a separate cost driver. So, not 
based on volume but on activities associated with 
the manufacturing of the product.

5 Approach Risk – averse. Risk taking and ability to adapt itself with changing 
environment.

6 Time Span Short term concept Long term concept

 Q.4 Explain "Components of Strategic Cost Management"?

 Ans. Components of Strategic Cost Management
  Strategic Cost Management primary revolves around three business themes - Value Chain analysis, 

Cost driver analysis and Strategic positioning analysis.
 1. Strategic Positioning Analysis
  (a) Using this tool, we evaluate position of a company within its industry. It is evaluation of “How a 

company is different from its competing company”. 



1.4

C
A

 F
IN

A
L

 S
C

M
P

E
 V

O
L

U
M

E
 - 1

Chapter 1Introduction to Strategic Cost Management

  (b) Strategic Positioning Analysis is a company’s relative position within its industry matters for 
performance. 

  (c) Strategic positioning reflects choices a company makes about the kind of value it will create and 
how that value will be created differently than rivals. 

  (d) Strategic Positioning Analysis is concerned with impact of external and internal environment on 
the overall strategy of a company. 

  (e) It is important to take account of the future and to assess whether the current strategy is a 
suitable fit with the strategic position. 

  (f) Following factors impact the strategic position of a company:
  			 Organization values, culuture and systems
  			 External environment (Analysed through PESTEL and Porter's 5 forces)
  			 Internal environment (Resources and competencies)

 2. Cost Driver Analysis
  Cost Driver Means Factors which are responsible for cost. Using this tool, we identify the factors 

which are responsible for incurring cost. Under TCM technique, it was understood that cost id totally 
dependent only on production level but in SCM, it is understood that only production level is not 
responsible for incurring cost there are many factors other than level of production. 

  SCM Divides cost driver into 2 categories:-
  1. Structural cost drives:- It is related to structure of organize i.e how big it is or how small it is. If 

company produce & sale at large scale then cost per unit will be less and vice-versa.
  2. Executional cost drives:- It is related to how an organization executes its operations i.e. how it 

uses its resources. For example using skilled labour for a work which can be done by unskilled 
worker, will increase cost. It is not optimum utilization of resources. 

Cost Driver Analysis
gesa ns[kuk gksxk fd cost fdl otg ls effect gksxhA
What effect the cost
Cost dsoy vol/output (traditional) ls gh effect gksrh gSA cYdh Different factors gSA ftudks ge dgrs gSA Cost Driver
gesa mu cost driver ij focus djuk gS tks company ds fy, strategic importance j[krs gSA
(a) Structure Cost Driver (Structure: fdlh Hkh organisation dh cost dks effect djrk gS½

 Direct Impact gksrk gS cost ij gesa ns[krk gS cost dgk¡& dgk¡ ij de gks ldrh gSA

 1.  High Volume – Economy Scale – Qk;nk cost de gksxh

 2.  Learning – Effect — cost de gksxh

 3.  Technology/Complexity — cost change gksxh
 4.  Product Development Process Costly ¼”kq: esa½ ckn esa cheaper gks ldrk gSA  

(b) Executive Cost Driver (Vol Related ugh gksrk gj activity ds fy, separate Cost Driver gksrk gSA
 How various Resources are employed.
 Plant layout dSlk gS] TQM 
 Vol. Related u gksA
 gj activity ds fy, Separate Cost Driver
 Setup —  No. of Setup
 Packing — No. of Delivery
 Inspection — No. of Setup
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Chapter 1Introduction to Strategic Cost Management

 Design — Order Size.
 Importance of TQM, efficiency of plant layout dkSu&2 lh Machine dgk yxh gSA

 Select the cost driver having impact of strategical position of company.

 3. Value Chain Analysis
  (a) Value-chain analysis is a process by which a firm identifies & analyses various activity that add 

value to the final product. 
  (b) The idea is to identify those activities which do not add value to the final product/service and 

eliminate such non-value adding activities. 
  (c) The analysis of value chain helps a firm obtain cost leadership or improve product differentiation. 
  (d) Resources must be deployed in those activities that are capable of producing products valued 

by customers.
  (e) The idea of a value chain was first suggested by Michael Porter (1985) to depict how customer 

value accumulates along a chain of activities that lead to an end product or service.

Porter describes the value chain as “internal processes or activities a company performs to 
design,	produce,	market,	deliver	and	support	its	product”.	He	further	stated	that	“a	firm’s	value	
chain	and	the	way	it	performs	individual	activities	are	a	reflection	of	its	history,	its	strategy,	
its approach to implementing its strategy, and the underlying economics of the activities 
themselves.”

  (f) The concepts, tools and techniques of value chain analysis apply to all those organisations which 
produce and sell a product or provide a service.

  The various activities undertaken by a firm can be broadly classified into Primary activities and 
Secondary activities. Primary activities are those which are directly involved in transforming of inputs 
(Raw Material) into outputs (Finished Products) or in provision of service. Secondary activities (also 
known as support activities) support the primary activities. Though, secondary activities are not 
directly involved in creation of product, it doesn’t mean that they are of less importance as compared 
to primary activities.

 Q.5 Explain the Concept of Value Chain Analysis?
 Ans. Primary Activities
   Porter describes the value chain as “internal processes or activities a company performs to 

design, produce, market, deliver and support its product.” 
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Chapter 1Introduction to Strategic Cost Management

   He further stated that “a firm’s value chain and the way it performs individual activities are a 
reflection of its history, its strategy, its approach of implementing its strategy, and the underlying 
economics of the activities themselves.”

  	The concepts, tools and techniques of value chain analysis apply to all those organizations which 
produce and sell a product or provide a service.

		  The various activities undertaken by a firm can be broadly classified into Primary activities and 
Secondary activities. 

   Primary activities are those which are directly involved in transforming of inputs (Raw Material) 
into outputs (Finished Products) or in provision of service. 

		 	Secondary activities (also known as support activities) support the primary activities. 
  	Though, secondary activities are not directly involved in creation of product, it doesn’t mean 

that they are of less importance as compared to primary activities.

Primary Activities include:

	 	 Inbound Logistics: These are activities concerned with receiving, storing, and distributing the inputs 
(raw materials) to the production process. The relationship with suppliers is a key component in this 
process.

	 	 Operations: These activities involve transforming inputs into final product. Activities such as 
machining, packaging, testing and equipment maintenance form part of Operations.

	 	 Outbound Logistics: These activities involve collecting, storing and distributing the products from 
the factory line to end consumers. This may include finished goods warehousing, delivery vehicle 
operation, order processing and scheduling.

	 	 Marketing and Sales: Marketing and Sales provide the means by which the customers are made 
aware of the product. The activities include advertising, promotion, distribution channel selection, 
sales force management and pricing policy.

	 	 Service: This includes activities related to after sales service like Installation, repair and parts 
replacement.
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Chapter 1Introduction to Strategic Cost Management

Support Activities include:
	 	 Procurement involves purchasing of raw material, supplies and other consumables required as 

inputs for the primary activities.
	 	 Technological Development includes technical knowledge, equipment, hardware software and 

any other knowledge which is used in the transformation of inputs to outputs.
 	 Human Resource Management includes activities around selection, recruitment, placement, 

training, appraisal, rewards and promotion; management development; and labour/employee relations.
 	 Firm Infrastructure	consists	of	activities	such	as	planning,	finance,	accounting,	legal,	government	

affairs and quality management.

A Value Chain gives managers a deeper understanding of what the organisation does and helps them identify 
key processes of the business. The various processes can be analysed to identify those activities which do not 
add value to consumers. Such non-value activity can be eliminated to add to the margins of the business as a 
whole.

Basic Concept for Case study (Value Chain Analysis)

Primary Activity
Definition Trader

(Business)
Suggestion to improve

Inbound 
logistic

 These are activities concerned 
with receiving, storing, and 
distributing the inputs (raw 
materials) to the production 
process. The relationship with 
suppliers is a key component in 
this process.

All activities that it 
undertakes to deliver 
the product to its retail 
store from vender. Own 
Delivery system.

Shift to one supplier, if we 
have multiple supplier Shift 
to JIT, save storage cost, 
Improve quality
Down grade items reduce.
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Chapter 1Introduction to Strategic Cost Management

Operations: These activities involve 
transforming	inputs	into	final	
product. Activities such as 
machining, packaging, testing and 
equipment maintenance form 
part of Operations.

Running the stores, 
maintaining the stores, 
Drafting layout of various 
store. Planning inventory 
level of various product. 
Deciding layout of various 
store: - Best layout.

Preventive maintenance, 
effective utilization of space 
in stores.

Outbound 
Logistics:

These activities involve collecting, 
storing and distributing the 
products from the factory line to 
end consumers. This may include 
finished	 goods	 warehousing,	
delivery vehicle operation, order 
processing and scheduling.

Delivery of Goods from 
store (Retail) to customer 
by Van, outsource OR 
customer directly pickup 
goods from stores. (No 
transport)
Warehousing: - 
Invoicing time.

Scheduled transportation, 
shortest route, Transport 
= GPRS system (tracking 
system) Requirement 
(Warehouse to Retail) send 
according to requirements.
EDI: - Streamline inventory 
management

Marketing 
and Sales:

Marketing and Sales provide the 
means by which the customers 
are made aware of the product. 
The activities include advertising, 
promotion, distribution channel 
selection, sales force management 
and pricing policy.

Market channel, Price 
mgt: - mouth publicity, 
Market Mgt: - build 
customer, loyalty by high 
quality: low price, market 
expenses.

On line sale /Reduce 
operating expenses of store
On time delivery, Price low.
Develop: Website Social 
media YouTube, avoid agent.

Service: This includes activities related to 
after sales service like Installation, 
repair and parts replacement.

Free Replacement, repair, 
managing return of product 
by customer. Handling 
Customer complaint

Follow Zero defect policy

Secondary Activity
Definition Service Suggestion to improve

Procure-
ment

Involves purchasing of raw 
material, supplies

Vender selection, Try to achieve bulk, discount, 

and other consumables required 
as inputs for the primary activities.

Identifying, sources of 
these product. Placing an 
order

Advance payment

Technolog-
ical

Development includes technical 
knowledge, equipment, hardware, 
software and any other knowledge 
which is used in the transformation 
of inputs to outputs.

Process automation.
ERP: -ensure JIT work 
effectively, Real time 
inventory level.
Hardware/Software

Training session, Bonus, Safety 
measures, High motivated 
month of employee.

Human 
Resource 
Manage-

ment

Management includes activities 
around selection, recruitment, 
placement, training, appraisal, 
rewards and promotion; 
management development; and 
labour/ employee relations.

Appointment of 
Resources: Labour, low 
turnover, motivation, 
training.

Improved system advances.
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Chapter 1Introduction to Strategic Cost Management

Infrastruc-
ture

Firm Infrastructure consists of 
activities	such	as	planning,	finance,	
accounting, legal, government 
affairs and quality management.

Not only physical 
Account, legal, Finance, 
planning

Commitment TOP vision.

 Q.6 Explain Important things for Strategic Frameworks For Value Chain Analysis also 
explain the Competitive environment of Industry?

 Ans. Strategic Frameworks for Value Chain Analysis
		  Value Chain analysis requires internal information (for internal value chain) and external 

information (for industry value chain). 
   The Value Chain analysis requires strategic framework for organizing varied information. The 

following three are generally accepted strategic framework for Value Chain analysis.

 1. Industry Structure Analysis (Porter’s 5 forces analysis)
  An industry might not yield high profits just because the industry is large or growing. The five forces 

suggested by Porter’s play an important role in determining profit potential of the firms in an industry.
  Michael Porter developed a five factors model as a way to organise information about an industry 

structure to evaluate its potential attractiveness.
	 	 Factors	which	influence	profitability	are:
	Bargaining power of buyers: 
	 	 The bargaining power of buyers generally determines the ability of buyer to push the price 

down. This happens when the buyers are concentrated or when the volume purchased by 
buyers is very high. 

	 	 In other words, when the bargaining power of buyers is high, they would be in a position to 
dictate terms to the firm. 

	 	 A buyer also has higher bargaining power if the cost of switching suppliers is very low. 
	 	 A higher bargaining power results in lower profitability. 
	 	 Large companies have a high bargaining power when they buy from small suppliers.
		Bargaining power of suppliers: 
	 	 The bargaining power of supplier is relatively higher when the input is important to the buying 

firm or when there are very few suppliers of the input. 
	 	 The suppliers could also dictate terms if the input supplied is not replaceable or when an 

alternate input is not available. 
	 	 The profitability of companies can shrink if the suppliers have a higher bargaining power.
	Threat of substitute products or services: 
	 	 When multiple and close substitutes are available in the market for a particular product, 

customers are likely to switch suppliers easily. 
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Chapter 1Introduction to Strategic Cost Management

	 	 A firm in such a case must resort to competitive pricing to retain its customers. 
	 	 When few substitutes exist for a product, consumers are willing to pay a potentially high price. 
	 	 If close substitutes for a product exist, then there is a limit to what price customers are willing 

to pay. The problem becomes severe if substitutes are available at much cheaper price (case of 
launch of Reliance Jio). 

	 	 A company should strive to build its brand and customer loyalty to thwart the threat of substitutes.
	 	 Substitutes could be from within the industry or from a different industry. The paper industry 

faces threats from e-book market. When more people switch to public transport as trains, the 
demand for vehicles comes down.

	Threat of new entrants: 
	 	 The threat of new entrants largely depends on the barrier to entry and perceived profitability 

in an industry. 
	 	 If an industry is profitable and the barriers to entry are low, new firms could enter the industry 

leading to excess supplies and reduced prices. 
	 	 Some examples of barriers to entry are intensive capital requirement, sophisticated technology, 

legal factors, limited access to raw material & labour etc. Industries which require huge amount 
of capital or sophisticated technical knowhow might not have a high threat of new firms entering 
into the industry. 

	 	 Airline industry is a case where very few new firms enter the business because of the capital 
requirements. 

	 	 Another barrier to entry could be legislation which restricts newer firms to start the business, 
like in the case of defense industry. 

	 	 Certain industries (for example medicines) are largely driven by patents and new firms might 
find it difficult to enter the industry. 

	 	 An industry where threat of new entrants is low is more profitable than an industry where new 
entrants can easily enter the industry.

	Intensity of competition/rivalry amongst firms: 
	 	 Some markets are more competitive than others. 
	 	 In highly competitive industries, firms resort to cut-throat competition to win more customers. 
	 	 The competitive rivalry is higher when an industry has high number of firms and is lower when 

there are few large players dominating the market. The intensity of competition is higher:
  • When firms are of more or less equal size.
  • Extra capacity exists in the industry
  • Difficulty in differentiation in the products.
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	 	 High exit barriers - This is a case where the exit costs are high and hence firms must continue 
in the industry despite excess capacity at industry level.

	 	 Higher fixed costs - Firms would want to produce as much as possible to keep the unit costs 
low leading to surplus capacity.

  Since these five forces are ever-changing, Porter’s framework needs to be employed as a dynamic 
analytical tool. This is because competition is a dynamic process; equilibrium is never reached and 
industry structures are constantly being reformed. The five forces analysis helps a firm to better 
understand the industry value chain and its competitive environment.

Summary Table
Factor Reason Bargaining Power

High/Low
Profit

1.  Bargaining Power of  
    buyer

Bulk Purchase, Cost of switching is 
very low.

High Low

2.  Bargaining of 
    Power of Supplier

Short Supply of Supplier,  
Raw Material is special

High Low

3.  High Rivalry among  
    competitor (5 yksx)

They dominate the market. High competition 
market expansion:

Low

Low

4.  Threat from substitute
    Product

Competitive Price
If close substitute product available

Low Price Low Price

5.  Threat of new entries • If existing business provide higher 
profit	than	cost	of	capital.

• If already achieved economy of 
Scale.

• If high capital is required (Airline)

Threat:   High

Threat:   Low

Threat:   Low

High

Low

High

 2. Core Competencies Analysis:  Core competencies analysis:- Core competency means unique skill 
which helps in creating high customer value i.e. high value for money. If your product has unique skill 
then	you	can	make	good	profit.		

  Point 1:- Resources means tangible resources ( Land, Labour, Machine) & intangible resources (Skills 
of employee, brand technology). If our competitor cannot gather same resources in its organization 
(cannot copy the same) then company has unique skill or core competency. For example secret 
formula used by Coca-Cola is hard to copy hence it is core-competency for Coca-Cola company. 
Capabilities refer to the company's ability to co-ordinate resources and put them to productive use. 
Availability of resources by themselves does not guarantee core competency and success. Capabilities  
stem from organisational structure, process and control systems.

  Point 2:- Greater Market share:- If company has greater market share then it is a kind of indication 
that company has unique skill or core competency.

  Point 3:-	 End-Product	 benefit:-	 If	 customer	 value	 gets	 increased	 due	 to	 a	 skill	 then	 it	 is	 core-
competency.	Now	after	identifying	core	competency	in	business,	a	company	will	definitely	desire	to	
use it for competitive advantage hence following are the steps by which we can do so. 

  Stage 1:- First Identify core competencies in business (Validate core competencies in business)
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Chapter 1Introduction to Strategic Cost Management

  Stage 2:- Implement core-competency to redesign value chain activities. Soft drink making company 
core-competency of secret formula of concentrates. It used this to make tetra-pak thereby 
it	abolished	use	of	refrigerated	trucks	to	carry	,	reduced	wastage	in	filling,	increased	longer	
shelf life etc.

  Stage 3:- Use core competency to create a new value chain activities e.g. Fedex (A courier company) 
transferred its expertise in delivery of packets to contact new business with LL Bean for 
overnight distribution.

Core Competency (KEY POINTS)
 • C.K. Prahalad – 1994 (Introduced)
Means
 • Individual ability to do Something in very effective/Effective manner (impressive)
 • Unique Features
 • Cluster of Skills
 • Miraculous/Marvelous
 • Art
 • Differ from others people.

Product U.S.P.
 Coke/Pepsi Concentrate

 MCD Burger

 Haldiram Sweet

 Singer Voice

 Dhoni Good Finisher

 Books Teaching style

 Doctor Method of operation

 Diagnose Diagnose power (Ability)

 USP Recipe

 High value to customer Full paisa wasool

 Bajaj Core competency bike

 Nokia Core competency Mobile

Employee Why should we offer job for you?
Degree
Take	decision	in	difficult	situation
Pressure

At Mark Flip cart (Take over)
Offer Product at low Price

Level Market/sale - unit
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 3. Segmentation Analysis
  Segmentation analysis:-  There are many segments in an industry e.g. Motar vehicle industry is sum 

of Tyre Segment, Glass segment , battery segment etc. Not all the company in an industry participate 
in all the segments.

  (a) First of all identify all segment of an industry based on different products or based on geographical area.
  (b) Second; make segmentation matrix eg. ITC could create a matrix based on the nature of products  

(Cigarettes, Hotels, Textile, Paper etc.) and geographies (North, East, West and South). Another 
way could be to create a matrix using products and distribution channel (wholesale, retail, direct).

  (c) Analyse profit potential l of each segment along with past performance of each segment.
  (d) Identify key success factors for each profit potential segment. It may be quality of product, price 

of product & timely delivery of product.
  (e) Choose Multiple segments as compared to Single segment:- Multiple segments help a company to 

distribute its cost to various segments.
 A single industry might be a collection of different market segments. Motor vehicle industry, for 

example, can be seen as a composite of tire, glass, battery, metals etc. Not all firms in an industry 
participate in all segments. The structural characteristics of different industry segments need to be 
examined.

	 Q.7	 Can	IS/	IT	strategy	be	appropriate	to	counter	Porter’s	five	forces?
 Ans. IS/ IT strategy can be appropriate to counter Porter’s five forces so as to help an organisation   

have a more comfortable existence than some of its competitors.
 	 Rivalry:  Applications of IT can curtail the effects of stiff   competition, for example   by building 

strong network with customers and lowering costs.
  Threat of new entrants: High degree of computer networking for cloud computing, constantly 

update with latest technology, skilled personnel, the heavy investment are barriers to entry.
  Supplier pressure: With technology enabled systems, purchases order can be automated, 

vendor selection can be faster, and inventory management can be automated.
  Customer pressure: Customer services can be improved with the use of IT, for example by 

allowing on-line ordering.
  Threat of substitutes: Use of computer-aided design, the organisations can manufacture 

new products with shorter lead time and reduce the threat of substitutes.
 Q.8 Explain Superior Performance?
 Ans. The ultimate objective of a for-profit company is to achieve superior performance in comparison 

to their competitors. A company which attains superior performance gets a definitive competitive 
advantage. The company’s profitability is improved with superior performance which leads to the 
maximisation of shareholder’s wealth.

  In order to survive and prosper in an industry, firms must meet two criteria:
  • They must supply what customers want to buy and
  • They must survive competition.
  A firm’s overall competitive advantage derives from the difference between the value it offers to 

customers and its cost of creating that customer value.
  In order to attain superior performance and attain competitive advantage, a firm must have 

distinctive competencies. Distinctive competencies can take any of the following two forms:
 1. An offering or differentiation advantage. If customers perceive a product or service as superior, 

they become more willing to pay a premium price relative to the price they will have to pay 
for competing offerings. 

  Example: Customers of Apple pay a higher price for its products.
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Chapter 1Introduction to Strategic Cost Management

 2. Relative low-cost advantage, under which customers gain when a company’s total costs 
undercut those of its average competitor. Example: A company which can provide similar 
products at much lower costs.

 3. Cost Leadership:-	A	firm	enjoys	this	advantages	if	tis	total	cost	is	less	as	compared	to	its	
competitors.	Now	firm	can	use	this	advantage	in	2	ways.

  - First way, Keep selling price below selling price of competitors and get huge market share.
	 	 -	 Second	way,	keep	selling	price	equal	to	selling	price	of	competitors	and	increases	its	profit

Differentiation Advantage (Product Differentiation)
It occurs when customers perceive that a business unit’s product offering is of higher quality, involves fewer 
risks and/or outperforms products offered by competitors. In other words, customers perceive the product 
or service offered by a business to be superior. For example, differentiation may include a firm’s ability to 
deliver goods and services in a timely manner, to produce better quality, to offer the customer a wider range 
of goods and services, and other factors that provide unique customer value.
A differentiation advantage can be achieved by adopting the following techniques:
  Superior Quality: The customers are offered a better-quality product in the similar price range. 

The quality of product or service offering is such that the company becomes a preferred choice of 
its customers.

  Superior Innovation:  The company continuously offers innovative products ahead of its competition.
  Superior Customer Responsiveness: The company produces products or provides services 

which are aligned with customer’s expectation. The company also focusses on overall customer 
service and works towards parameters like reducing waiting time, on time delivery etc.

Once a company has successfully differentiated its offering, management may exploit the advantage in one of 
two ways viz., either; increase price until it just offsets the cost of improvement in customer benefits, thus 
maintaining current market share; or price below the “full premium” level in order to build market share. 
Companies like Apple charge premium prices from its customers because customers perceive Apple’s product 
to be different from others.
Low-Cost Advantage (Cost Leadership)
A firm enjoys a relative cost advantage if its total costs are lower than those of its competitors. This relative 
cost advantage enables a business to do one of the following:
 • Charge a lower price than its competitors for its product or services in order to gain market share 

and	still	maintain	current	profitability;	or
	 •	 Match	with	the	price	of	competing	products	or	services	and	increase	its	profitability.
A company must choose a strategy in which it can lower its cost and thereby gain a competitive advantage. 
Many sources of cost advantage exist - access to low-cost raw materials; innovative process technology; low-
cost access to distribution channels or customers; and superior operating management. A company might also 
gain a relative cost advantage by exploiting economies of scale in some markets.
Example: A refinery which has superior technology can process low grade crude to produce oil. Since 
low grade crude is cheaper than what the competitors pay for high grade crude, the company might be in a 
position to charge lower price & gain additional market share or charge higher price and earn better profits.
A disadvantage of this strategy is that competitors might find way to lower their costs as well. Hence, a 
company which pursues a cost leadership strategy must continuously improve its cost structure. Another 
risk associated with cost leadership strategy is that managers might try to lower costs by compromising the 
quality of products.
The company must look at its value chain, which consists of all of its functions – production, marketing, R&D, 
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customer service, information systems, materials management, human resources – to determine each one’s 
role in lowering the cost structure and/or increasing customers’ perceived utility through differentiation of 
its product or service.
Value chain analysis is central to identifying where cost savings can be made at various stages in the value chain. 
Value chain analysis can identify the points at which Low-Cost Advantage can be achieved:
 • Reduce costs by copying rather than creating designs, using cheaper materials and other cheaper 

resources, reducing labour costs and increasing labour productivity.
 • Attaining economies of scale by high-volume sales. 
 • Use high-volume purchasing to get discounts for bulk purchase.
 • Locating in areas where cost advantage exists or government support is possible.
	 •	 Gaining	learning	and	experience	curve	benefits.
 Q.9 Explain of Value Chain Approach for Assessing Competitive Advantage?
 Ans.

Basic Concept for Case study (Competitive advantage)

Definition Risk How to achieve

Enjoy: -
Cost advantages if 
total cost is lower

Competitor	might	find	way	to	
lower their cost as well.

High technology
Superior operating management  
(low westage)

than, those of its 
competitor

Fuel saving by using modern, High technology air buses
Select one supplier if we have different supplier & 
get discount for bulk purchase.

Benefits:	- Price war/ Margin under pressure. Attaining economic of scale by high volume of sale
Can charge low price 
than its competitor to 
gain market share & 
Maintain	profitability

May compromise the quality of 
product

Gaining	experience	&	learning	curve	benefits.
Utilize full capacity

Reduce cost by copying rather than creating design. 
(Standardization).
Increasing	labour	productivity	(efficient	operation)	
machine made product.
New advanced technology (ERP system)
Using cheaper material
JIT purchase system, Reduce storage cost.
Locating in area where cost advantage exist/Govt. 
support is possible.
No printing tickets- avail on mail.
Sale of product/Ticket through website: Avoid agent 
commission
Use	nano	sim-Save	fiber	cost
Avoid: - Olive from salad: - (in case of Air craft Business)

Low-Cost Strategy: -
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Avoid free food (Charge nominal amount)
Fuel saving modern vehicle (bus)
Avoid logo on tissue paper

Differentiation can be achieved by Q.I.S.P. (Quality, Innovation, Service, Price)

Differentiation Advantage
Definition	(Concept) Risk How can achieve

QUALITY
• Superior packaging of product (user Friendly)
• Seating: Resolve extra comfort leg space
• Clean aircraft
• Facility of guide to avoid inconvenience.
•	 No	connecting	flight	(Point	to	Point)
• Staff educated/Patience politeness
• High quality staff (Training in customer care)
• Advertisement based on quality of service 

provided
• Hot/fresh food facility, Provide complementary 

services	as	in	flight	entertainment
• Luggage, No bar (No. extra charges)
• Multiple option (Flight booking) Comfortable 

aircraft
• Hotel: - better room facility
• Swimming pool/bar/ garden/gym
• Pick up, drop up facility
• Hospital: - Waiting time reduce

INNOVATION
If customers perceive 
a product or service as 
superior, they become more 
willing to pay a premium price 
relative to the price they will 
have to pay for competing 
offerings. 

It will work only when 
customers are not price 
sensitive.

•	 Expanding	product	Range	i.e.,	No.	of	flights.

Example: Customers of 
Apple pay a higher price for 
its products.
Providing goods/services with 
high quality as compare to our 
competitor with same price
Quality: - Match with 
customer taste /expectation 
i.e Zero defect.
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Innovation: - Superior 
innovation: - ahead of 
competition

Ability if competitors 
to replicate our feature 
(Protect: - Patent its 
feature)

SERVICE 

Service: - Superior 
customer 
Responsiveness: -

Technique may 
redundant
(follow/watch 
continuously) 
(Company has  to 
constantly monitorand 
assess how these 
technological 
developments can 
impact the business)

• Superior after sale services customer 
complaint

Reducing waiting time /
on time delivery
Provide unique customer 
value
Price: -  Customer would 
like to pay premium price 
(Haldiram)

• Refund policy in case of cancellation.
• Free warranty /Replacement
• Hospital: - Waiting time reduce

 Q.10 Value chain analysis can identify the points at which Differentiation Advantage can be 
achieved by:

 Ans. • Producing products which are superior to competitors by virtue of design, knowhow, 
performance, etc.

  • Offering superior after-sales service by outstanding distribution.
  • Expanding the product range
  • Superior packaging of the product.
  • Making brand strength.

 Q.11 Explain on value chain approach for assessing competitive?
 Ans. 
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3.  Vertical Linkage Analysis:- It is simply comparison of value-chain of an organization with value 
chain of its industry. Organisation must identify cost & revenue with each activity of value chain of 
industry. By doing this, company may do some negotiations where cost of its activity is higher than cost 
of same activity in industry.

Verticle Linkage Analysis
   A company generates competitive advantage not only through linkages of internal processes within 

a firm but also through linkages between a firm’s value chain and that of a suppliers or users. 
   A vertical linkage analysis includes all upstream and downstream activities throughout the industry.  

The analysis encompasses activities beginning at source of raw material and ending at the final 
delivery of products to the customers. 

   A company must have an understanding of not only its internal value chain but also of the industry 
value chain.

   A company might not carry out all activities in the entire value chain of an industry.  Hence, it 
might not be in a position to obtain information relating to costs and revenues for each process 
being carried out in the industry. However, such information is necessary for a firm to carry out a 
vertical linkage analysis. 
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   A company must identify the cost drivers for each of the process in the value chain of the industry 
as done in the case of the internal value chain analysis. 

   A company must identify and evaluate the opportunities for sustainable competitive advantages 
after carrying out an industry value chain analysis.

  Example: A company manufactures cars using various components like chassis, steering wheel, tyres, 
axles etc. The company does not manufacture all components in-house and are purchased from third 
party suppliers. 

  The company focusses on assembly line which is its core competency. However, certain parts, which 
are critical to the car are manufactured in-house. This is a strategic choice to gain a competitive 
advantage.

  In other case, a company could identify that there is virtually no competition in a particular process of 
the value chain. In such a case, it is less likely that the company might get a competitive price for the 
components it purchases. If there is only a single battery manufacturer, the car company might end up 
paying higher price. Such a situation could lead to a competitive disadvantage. 

  A company might also carry out negotiations with its suppliers after an analysis of industry value chain. 
This generally happens when the company observes that certain section of value chain is charging 
excessive margin.

 Q.12 Explain Vision, Mission and Objective and SCM?
 Ans. A Company mission statement includes in replying to following answers

Mission 1. What kind of product/services will the company offer
2. Which is primary market for its offering
3. What type of customers does the company seek to target
4. What is geographical area of operation. 

Vision
Statement

1. Vision statement what the company would like to achieve
2. Vision statement must be challenging and generally state an ambitious future.
3. A company's vision is what the company would like to achieve. A vision 

statement must be challenging and generally states an ambitious future. A 
good vision statement must motivate employees and managers to works 
towards the common organisation goals.

Objective or 
Goal

1. Objective or goal is a precise and measurable future state that the company 
wants to achieve

2. Purpose of objective or goal statement is to specify what needs to be done 
in order to attain the company's mission and vision.

3. A company's objective is a precise and measurable future state that the 
company wants to achieve. The purpose of objective statement is to specify 
what needs to be done in order to attain the company's mission or vision.

  Objectives of company states what needs to be done in order to attain mission & vision of the 
company SCM helps in creating competitive advantage by prescribing the ways to create product 
differentiation & Cost leadership and thereby helps in achieving vision, mission & objectives of 
company.
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 Q.13 Explain Value Shop Model or Service Value Chain?
 Ans. Value Shop Model or Service Value Chain
    It only deals with the problem, figure-out the main area requires its service and finally comes with 

the solution. This approach is designed to solve customer problems rather than creating value by 
producing output from an input of raw materials. Value shops mobilizes resources (say: people, 
knowledge or money) to solve specific problems such as curing an illness or delivering a solution to 
a business problem. The ‘problem’ could also be how to exploit an opportunity. The shop process 
is iterative, involving repeatedly performing a generic set of activities until a solution is reached. 
This model applies best to telecommunication companies, but also to insurance companies and 
banks, whose business essentially is mediating between customers with different financial needs. 
The model has the same support activities as Porter’s Value Chain but the primary activities are 
described differently. In the value shop they are:

		 •	 Problem	finding	and	acquisition.
  • Problem solving.
  • Choosing among solutions.
`  • Execution and control/evaluation.

The management in a value shop focuses on areas like problem and opportunity assessment, resource 
mobilization, project management, solutions delivery, outcome measurement, and learning.

n
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Example:
Suppose a customer 'x' order a product of shirt size 39 (white colour) from  but he receive shirt of 
size 42 (white colour).
Now he complaint by mail that he has not received the correct product..

(a)  Company Receive the complaint through Mail Problem Finding & Acquisition

(b)  fQj company okys customer ls  discuss djsaxsa dh  
     vki dksbZ vkSj colour ys yks ;k Refund.

Problem Solving 

(c)  fQj customer select djrk gS fd D;k pkfg, Choosing among Solutions.

(d)  fQj company okys ml customer dks mldk selected    
      option execute dj nsrs gSA vkSj ;s ensure djrs gS fd  
    vkxs ls ;s xyrh u gksA

Execution and control/evaluation.
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Modern Business Environment
 1. Modern business environment relates to current business environment which is entirely different from 

business environment of past decades. 
 2. Earlier Seller was the person who used to decide price of product, quality of product, performance of 

product but now a days it is buyer who decide these factors. 
 3. Hence a major change during past two decades has been “Shift from Sellers’ market to Buyers Market. 
 4.  This change became possible due to many factors e.g. easy access to new production machines & 

methods, whole world became simply like a small village whereby any seller can sell his product to any 
corner of world using modern technology of Internet.

 Q.1 Explain the Concept of "Cost of Quality (COQ)" ?
 Ans. COST OF QUALITY (COQ)
  The concept of cost of quality has been around for many years. Dr. Joseph M. Juran in 1951 in his 

Quality Control Handbook included a section on COQ. Mr. Philip B. Crosby in his book Quality Is  
Free has popularized the COQ concept.

  1. Quality is concerned with conformance to specification; ability to satisfy customer expectations 
and value for money.

  2. Recognising the importance of cost of quality is important in terms of continuous improvement 
process. 

  3. The cost of control/conformance and the cost of failure of control/non- conformance is the 
quantitative measure of COQ. 

  4. It is the sum  of  the costs related to  prevention and detection of defects and the costs 
incurred due to occurrences of defects.

Views regarding Cost of Quality
In the past, it was assumed that increased quality is accompanied by increased cost; higher quality means 
higher cost. Today view of quality cost among practitioners seems fall into three categories:
  Higher quality means higher cost
  Quality attributes such as performance and features cost more in terms of labour, material, design, 

and other costly resources. The additional benefits which are gained from improved quality do not 
compensate for the additional expenses.

  The resultant savings are greater than the cost of improving quality
  Deming promoted this view, which is still widely accepted in Japan. The savings result from less 

rework, scrap, and other direct expenses related to defects. Japanese firms made continuous 
improvements using this philosophy.

   Quality costs are those incurred in excess of those that would have been incurred if product was 
built or service performed exactly right the first time

  This view is held by adherents of the TQM philosophy. Here not only direct  costs  are  included, 
but also those resulting from loss of customers, loss in market share, and many hidden costs and 
foregone opportunities not identified by modern cost accounting systems.

Chapter 2

Modern Business Environment
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Today’s business environment is that of a buyer’s market. This trend is the result of international transitions 
and macroeconomic, technological, political, and social changes. The challenge for businesses today is to satisfy 
their customers through the exceptional performance of their processes.

 Q.2 Explain the Components of "Cost of Quality (COQ)" ?

 Ans. COMPONENTS OF COST OF QUALITY (COQ)
   Mr. Philip B. Crosby in his book Quality is Free referred to the COQ costs in two broad 

categories namely ‘Price of Conformance’ and ‘Price of Non-conformance’. 
   These two can be bifurcated further in to prevention & appraisal costs and internal & external 

failure costs. 
   Hence, COQ is often referred as PAF (Prevention, appraisal & failure) model. 
   In other words, ‘Price of Conformance’ is known as ‘Cost of Good quality’ and ‘Price of Non-

conformance’ is often termed as ‘Cost of Poor Quality’.

Prevention Costs
 The costs incurred for preventing the poor quality of products and services may be termed as Prevention 

Cost. These costs are incurred to avoid quality problems. 
 They are planned and incurred before actual operation and are associated with the design, implementation, 

and maintenance of the quality management system. 
 Prevention costs try to keep failure and appraisal cost to a minimum.

 Examples include the costs for:
  Quality engineering
  Quality training programs
  Quality planning
  Quality reporting
  Quality audits
  Quality circles
  Field trails
  Design reviews
  Process engineering
  Supplier evaluation and selection
 • Preventive equipment maintenance
 • Testing of new materials
 • Education of suppliers
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Appraisal Costs
 The need of control in product and services to ensure high quality level in all stages, conformance to 

quality standards and performance requirements is Appraisal Costs. 
  These are costs associated with measuring and monitoring activities related to quality. 
 Appraisal Cost incurred to determine the degree of conformance to quality requirements (measuring, 

evaluating or auditing). 
 They are associated with the supplier’s and customer’s evaluation of purchased materials, processes, 

products and services to ensure that they are as per the specifications. They could include:
 Examples include the costs for:
  Field testing
  Inspecting and testing materials
  Packaging inspection
  Product acceptance
  Process acceptance
  Measurement (inspection and test) equipment
  Outside Certification
Internal failure cost

 Internal Failure Cost associated with defects found before the customer receives the product or 
service. Internal failure costs are incurred to remedy defects discovered before the product or service 
is delivered to the customer. 

 These costs occur when the product is not as per design quality standards and they are detected 
before they are transferred to the customer. 

 These are costs that are caused by products or services not conforming to requirements or customer/
user needs and are found before delivery of products and services to external customers. 

 Deficiencies are caused both by errors in products and inefficiencies in processes. They could include:
 Examples include the costs for:-
	  Scrap:- Defective product or material that cannot be repaired, used, sold
  Rework or rectification:- When the work needs to be rectified for defective material or errors
  Re-designing
  Re-testing
  Downtime

External Failure Costs
 External failure costs are incurred to medicate defects discovered by customers. 
 These costs occur when products or services that fail to reach design quality standards are not detected 

until after transfer to the customer. 
 After the product or service is delivered and then the defects is found then it is an external failure. 

Further external failure costs are costs that are caused by deficiencies found after delivery of products 
and services to external customers, which lead to customer dissatisfaction. They could include:

 Examples include the costs for:-
  Costs of recalls
  Lost sales due to poor product performance
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  Returns and allowances
  Warranties
  Repaid
  Product liability
  Customer dissatisfaction
  Lost market share
  Customer support
He total quality Costs are then the sum of all these costs

COST of Quality (COQ)
=

COST OF CONTROL (Prevention Cost + Appraisal Cost)
+

COST OF FAILURE OF CONTROL 
(internal Failure cost + External Failure Cost)

  In its simplest form, COQ can be calculated in terms of effort (hours/days)
  A better approach will be to calculate COQ in terms of money (converting the effort into money 

and adding any other tangible costs like environment setup).
  The best approach will be to calculate COQ as a percentage of total cost. This allows for Comparison 

of COQ across projects or companies.
  To ensure impartiality an external person say the accountant must determine the Cost of Quality 

of a project/ product rather than a person who is a core member of the project/ product team (Say, 
someone from the Accounts Department)

Points to be remember: - 
COMPONENTS OF COST OF QUALITY
 • Prevention costs
 • Appraisal Costs
 • Internal Failure cost
 • External Failure cost

Optimal COQ

 It is generally accepted that an increased expenditure in prevention and appraisal is likely to result in a 
substantial reduction in failure costs. 

 Because of the trade off, there may be an optimum operating level in which the combined costs are at 
a minimum.

 Hence it is further argued that striving for zero defects through a program of continuous improvements 
is not good for the economic interest of the company.

Components of COQ
tc ge dksbZ Hkh dke djrs gS rks vPNk Hkh gks ldrk gS vkSj cqjk HkhA

vPNk ykus ds fy, tks Cost [kpZ dh tkrh gS og gS Preventive Appraisal Cost (Cost of Good Quality) vkSj vxj 
vPNk ugh yk ik;s] vleFkZ (fail) gks x, rc tks uqdlku gksrk gSA mls ge dgrs gSA (Cost of Poor (bad) Quality) 
i.e.,  cost of conformance (internal, external failure).
TkSls&2 ge Preventive Appraisal Maintenance ij [kpkZ c<krs gSA oSls&2 internal, external failure ij [kpkZ de 
gksrk tkrk gSA nksuks esa Inverse Relation gksrk gSA
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Preventive Maintenance 
	 Preventions is better than cure 
	 Cost to be incurred to maintain/ increase sustain/ the Quality (i.e. to ensure high quality level in all stage)
	 Cost of conformance.

 Q.3 Steps of "Application of PAF Model"?
 Ans. Steps to implement COQ(PAF) Model in company:-
  Step 1:- Gather information about reduction in quality standards of final product
  Step 2:- Try to quantify above information in numbers
  Step 3:- Now categories these as related to Prevention, Appraisal, Internal & External failure.
  Step 4:- Incur cost & try to avoid such cases.
  Step 5:- Do this study on regular basis & Evaluate the quality of products

 Q.4 Explain the "Total Quality Management (TQM)" ?
 Ans. Total Quality Management (TQM)
  1. TQM is a management philosophy that seeks to integrate all organizational functions (marketing, 

finance, design, engineering, and production, customer service, etc.) to focus on meeting 
customer needs and organizational objectives.

  2. TQM aims at improving the quality of organizations outputs, including goods and services, 
through continual improvement of internal practices. 

  3. As part of the TQM approach, standards can be set based on both internal priorities or any 
industry standards currently in place. It is indeed a joint effort of management, staff members, 
workforce, and suppliers to meet and exceed customer satisfaction level. 



2.6

C
A

 F
IN

A
L

 S
C

M
P

E
 V

O
L

U
M

E
 - 2

Chapter 2Modern Business Environment

  4. Industry standards can be defined at multiple levels, and may include production of items to 
an understood norm or adherence to various laws and regulations governing the operation of 
the particular business. It was originally applied in manufacturing areas and used in that for a 
number of years, 

  5. TQM is now becoming recognized as a generic management tool and now is applied in service 
and public sector organizations.

  6.  TQM's objectives are to eradicate waste and increase efficiency. This is done by ensuring that 
the production of the organization's product (or service) is apt the first time.

  CIMA defines ‘Total Quality Management’ as “Integrated and comprehensive  system  of planning 
and controlling all business functions so that products or services are produced which meet or 
exceed customer expectations. TQM is a  philosophy  of  business  behaviour, embracing principles 
such as employee involvement, continuous improvement at all levels and customer focus, as well as 
being a collection of related techniques aimed at improving quality such as full documentation of 
activities, clear goal-setting and performance measurement from the customer perspective.”

  Thus, Total Quality Management (TQM) is a management strategy aimed at  embedding awareness 
of quality in all organizational processes. TQM requires that the company maintain this quality 
standard in all aspects of its business. This requires ensuring that things are done right the first time 
and that defects and waste are eliminated from operations. TQM is a comprehensive management 
system which:

   Focuses on meeting owner’s/ customer’s needs, by providing quality services at a reasonable cost.
   Focuses on continuous improvement.
   Recognizes role of everyone in the organization.
   Views organization as an internal system with a common aim.
   Focuses on the way tasks are accomplished.
   Emphasizes team work.

 TQM
 Quality Management:- To increase the quality if not possible, try at least not to Reduce. 

 e.g. Woodland dk Shoes: ,d ckj [kjhnsa rks nqljs dk uke gh ugha ysuk Hkys gh iSj VqV tk,A

 Restaurant:  [kkus esa etk+ vk x;kA 
 Quality always measured from the eyes of customer/ Recipient 

 tSls Mother us [kkuk cuk;k & ge gh dgrs gS okg et+k vk x;kA
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TQM:
	Business ds lkjs function dks Integrate, Planning, Controlling djuk rkfd ge oks product cuk lds tks 

customer dh expection dks iwjk dj ldsA
	Integrate all fn means:- (Market, Finance, Design, Engineers, Production, Customer Services)
	It require continious Improvement 
	Setting Standards
 tSls  Car:-   Pollution Control
     Restaurant:-  Food Quality
	gj staff dk Role re-organize / Focus djuk iM+rk gSA tSls&
 Store keeper dks Training nsuk ¼Material dh Mishandling u gks½

  Production Manager:- Log Book Maintain djuk

 Q.5 Explain the "Six C's of  TQM" ?
 Ans. Six C’s of TQM

The Six C's for successful implementation of a Total Quality Management (TQM) process is depicted as follows:

 Commitment: (Quality Maintain esa cost-incure djuh iM+rh gSA tc rd Top Management gk¡ ugha djsaxs 
commit ugha djsaxs] rd rd TQM ykxw ugh gks ldrk)

 Mental oath (Self Promise):- ,d ckj commit dj fn;k rks vius vki dh Hkh ugha lqursA
  If a TQM culture is to be developed, so that quality improvement becomes a normal part of everyone’ 

job, a clear commitment, from the top must be provided. Without this all else fails. 
  It is not sufficient to delegate “Quality” issues to a single person since this will not provide an 

environment of changing attitudes and breaking down the barriers to quality improvement. 
  Such expectations must be made clear. Together with the support and training necessary to their 

achievement.
  Culture: tSls foreign country esa lQkbZ dk culture gSA
  Training lies at the center of effecting a change in culture and attitudes, Management accountants, 

too often associate “creativity’ with “creative accounting” and associated negative perceptions. 
  This must be changed to encourage individual contributions and to make “quality” a normal part of 

everyone’s job.
  Continuous Improvement: Routine work cu tk,A
  Recognition that TQM is a “process” not a “programme” necessitates that we are committed 

in the long term to the never-ending search for ways to do the job better.
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  There will always be room for improvement, however small. There will always be a room from 
improvement.

 Co-operation: çseHkko] HkkbZpkjk] viukiu] one way traffic ugha gksuk pkfg,A
  The application of Total Employee Involvement (TEI) principles is paramount. 
  The on-the-job experience of all employees’ musts be fully utilized and their involvement and 

co-operation sought in the development of improvement strategies and associated performance 
measures.

  Customer Focus: (Internal Customer: Staff, Vendor etc.)
  The needs of the customer are the major driving thrust; not just the external customer (in receipt 

of the final product or service) but the internal customer’s (colleagues who receive and supply 
goods, services or information). 

  Perfect service with zero defects in all that is acceptable at either internal or external levels. 
Too frequently, in practice, TQM implementations focus entirely on the external customers to the 
exclusion of internal relationship; they will not survive in the short term unless they foster the 
mutual respect necessary to preserve morale and employee participation.

  Control: (All FG should be checked before delivery)
  Documentation, procedures and awareness of current best practice are essential if TQM 

implementation is to function appropriately. 
  The need for control mechanisms is frequently overlooked, in practice, in the euphoria of customer 

service and employee empowerment. 
  Unless procedures are in place improvements cannot be monitored and measured nor deficiencies 

corrected.
Difficulties will undoubtedly be experienced in the implementation of quality improvement and it is 
worthwhile expounding procedure that might be adopted to minimize them in detail.
Points to be remember: -
Six C’s of TQM:-
 • Commitment.
 • Culture.
 • Continuous Improvement.
 • Co-operation.
 • Customer Focus.
 • Control.

 Q.6 Explain "Deming’s 14 Points Methodology"?

 Ans.   

PRINCIPLES OF DEMING (TQM) ABOUT W. EWARDS DEMING

 1:- Move towards Single 
Supplier (Multiple 
supplier mean Variation 
between feed stock)

 2:- Institute training on Job:- If 
Peoples are inadequate trained, 
they will not do all work in same 
way (Variation)

 12:- Cease Dependency on 
Inspection (if Variation is 
Reduced, No inspection is 
Required)
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 3:- Institute education 
(self-improvement)

 13:- Improve constantly & Forever: 
Reduce variations /Wastage 
(Cost Reduction)

 4:- Drive out fear  14:- Adopt new Philosophy 
(Innovation/reject tradition)

 5:- Institute, Leadership not super 
vision

 6:- Permit Pride of Workman ship 
(Confidence)

 7:- Eliminate slogans/ Exhortations
 8:- Transformation is everyone job 

(Every employee will get work 
according to his quality/change)

 9:- Create Constancy for 
Improvement (Short term replace 
with Long Term)

 10:- Break Down Barriers between 
department (each can shares its 
idea openly)

 11:- Eliminate MBO (Production 
Target: Encourage Poor Delivery

Deming’s 14 Principles

 1. Create constancy of purpose
 2. Adopt New philosophy of Quality
 3. Cease Dependence on Final Inspection.
 4. Wastes should be Removed.
 5. Encourage Workers 
 6. Barriers should be Removed.
 7. Eliminate slogans, Exhortations for workers
 8. Encourage self- Improvement
 9. Encourage Education
 10. Eliminate Numerical Goals and Targets
 11. Overcome Fear
 12. Institute on-The-Job-Training
 13. Consider Total Cost not just Starting Price
 14. Top Management Commitment.

 Q.7 Explain "The Plan–Do–Check –Act (PDCA) Cycle" ?

 Ans. The Plan–Do–Check –Act (PDCA) Cycle
Deming developed the Plan – Do – Check – Act cycle. PDCA Cycle describes the activities a company needs 
to perform in order to incorporate continuous improvement in its operation. This cycle, is also referred to 
as the Deming wheel. The circular nature of this cycle shows that continuous improvement is a never-ending 
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process. Let’s look at the specific steps in the cycle.

 Q.8 Explain the Business Excellence Model Concept?
	Ans. Business Excellence Model (Summary)
  Business Excellence is a philosophy for developing and strengthening the management systems 

and process of an organization to improve performance and creative value for stakeholders. 
  Stakeholders in an organization are not limited to shareholders (business) alone. They include 

also customers, employees (people) and society. 
  What an organization does impact all the stakeholders in different ways, yet theyy are all 

interlinked to each other. Customers needs are of paramount improtance to companies. 
  Yet given uncertain conditions, shareholders demand challenging return on their investments. 

Employees need more from their company than just their pay-check. 
  They want the company to enable to grow their knowledge and experience that can improve 

their career growth. 
  Soceity expects companies to operate ethically and for the overall betterment of the society 

and environment.

Basic Concept All Round Development

lHkh Activity esa ¼pkgs gekjh Inbound Operation, 
Outbound, Market, Services)
gesa ns[kuk gksxk dh competetor usa fdl area esa excellence 
yk;k gSA 
Jio:- Manufacture, Market process
Wipro:- After sale services, Quality Management
[kqn ds system dks excell sustain gks ldsA

Company should achieve excellance in all 
aspects of its operation Holistic tool, (dsoy 
owner dks [kq'k gh ugh djuk, customer, Shareholder, 
employee, society½ It is a philosphy for 
developing and strengtenning the management 
system and process of an organisation to the 
Quality Management Programme, Performance 
/Value (Quality cuk u ldks rks de ls de maintain 
dj yksa½

(a) To improve performance
(b) Create value for stakeholder
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Stakeholder
fnu nksxquk jkr pkSxquk fu;e follow djds Rocket Growth. 
ftldk vuq'kklu mldk 'kklu ftls Europe esa 3000 ls 
T;knk company ftlus bls follow fd;k gSA

SH:- Return on Investment
Customer:- Quality, on time delivery
Employee:- Bonus, in addition to salary grow, 
Job satisfy, their knowledge, update, 
Society:- Operate ethically (for environment)
Overall betterment

Changes:- Business circumstances change very fastly (become challenging)
e.g. Old:- Land Line Phone, T.V. (programme), Computer
Now:- Mobile, Internet Smart Phone ¼bu challenges dks meet djus ds fy, gesa lHkh area esa excellence ykuh gS dsoy 
,d area dkss focus ugh dj ldrs½

Business excellence principles emerged because of development of quality drive into traditional business 
management. It is imperative not just to achieve excellence but also to sustain it.
Company should focus in all area. For this purpose some business excellence models are
 (i) Europeon Foundation Quality Management (EFQM) Most Popular Model)
 (ii) Baldrige creation for performance excellence
 (iii) Singapore BE framework
 (iv) Japan Quality Award Model
 (v) Australia Business Excellence Model

Enablers dks çkIr djus ds fy, gesa 8 Principles follow djus gksrs gSA rc 4 Result vkrs gSA
The EFQM model presents set of three integrated components:
 • The Fundamental, concepts of excellence (Principles)
 • The Criteria, conceptual framework
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 • The RADAR, logic assessment framework
The fundamental Concepts of Excellence are the basic principles that describe the essential foundation for 
any organization to achieve sustainable excellence. These fundamental concepts can be seen in below figure:

Basic Principal for any organisation to achieve sustainable excellence are (EFQM)
 (i) Adding value to the customer:- Analyse customer taste, needs, bahaviour, expectations and then 

accordingly sturcture its operation to add value to customer in terms of quality, availability, support 
and experience.

  e.g.  Apparel Company:- Should capture cater/either
  To (a) Indian market
      (b) Western apperel market
           (c) Men, Women/ Child apparel market
    vxj customer dh ialn ds cxSj product cusxk] rks fcdsxk ughA

     e.g. Building Construction Company gSA mUgksus ns[kk gS fd ml area esa fdl type ds flat dh t:jr gSA 

          Two bed, Three bed, economical, luxury according to taste construct djsaA

     tks Hkh product / service ns jgk gS ensure djks fd (value for money) customer dks et+k vk tk, 

     Restaurant Haldiram:- [kk ds etk ¼okg½

 (ii) Develop organisation capability (automated):- Ability to quickly change to meet challenging trend, 
ability to unique different from other.

  – Competitive edge (superior competenancy) 
  gekjh {kerk market change ds fglkc ls vius process technology dks <ky ldsA Competitor ls vkxs cost 

leadership product different.
  e.g. – apply Inventory management system.
  – Inform to supplier on Real time basis. To avoid stock out.
 (iii) Harnessing Creativity and Innovation:- Develop working environment to ensure innovation and 

continious improvement.  Continious improvement innovation brings value to the company.
  e.g. Test New appearl Design – 
  Promote – If feasible
  – Do mass prodcution.
  ges'kk u;k djus dh ykylk Production Pro:- u;s rjhds ls solve. Product new feature, new product launch.
 (iv) Leading with vision inspiration / Integraty:- Leaders – Clear Vision (Shape future)
  The leaders and management of the company should have a clear vision of what the company wants 

to achieve, develop strategy to achieve it, work with integrity and ethics.
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  Develop strategy to achieve it what they want. 
  leaders dks lead djuk gSA Integratity bZekunkjh/ dedication ls

 (v) Managing with ability:- Effectively respond to opportunity/threats.
  apparel company — accept – e commerce, to reach directly to customer.
  pwukSfr;ksa dk lkeuk e.g.  Tea – eykbZ

  gj fLFkrh esa laHkkyuk gSA

  dksbZ cM+k order: No high exitment
  Low/ order ugh vk;k:- No dissapointment
 (vi) Succeding through the telent of people:- Atmosphere — Teamwork 
  Company — Employee ls curh gS] Backbone, jh<+ dh gM~Mh tSls — Car esa — Engine
  Good people — Good organisation
  Talent Assets gS lLrk worker er j[kks
  vxj Talented employee ugh gS rks ykus (create) djus gksaxsA

  Performance evaluation:- Reward, Training programs, Motivations, employee of the month.
  Talented people employee dks vPNs ls use djuk pkfg,A

 (vii) Creating a sustainable future: For long term survival
  dsoy ,d ckj gh excellence ugh ykuk] Permanent ykuk gSA Temporary ugha
  Reduce –ve impact on environment
  e.g. leather — Skin of Animal, Harm to society
  Vendor — Follow standards, No child labour
  Employee dks ensure / secure dj nks dh vkidh job secure gS 
  dksbZ ,slk dke u djsa ftlls Licence cancel gks tk,A employee output nsxk
  Government Cease:- lkjk csdkj

 (viii) Sustaining O/s Result:- Excellence ,d ckj ugh ykuk yEcs le; ds fy, ykuk gSA 
  Long-term, Not one time profeciency, constant periodic evaluation is required.

The EFQM Excellence Model Criteria
The EFQM conceptual model helps organizations to realize in practice the fundamental concepts and to 
understand the cause- and-effect relationships between what the organization does and the results it achieves. 
The EFQM Excellence Model is also a self-assessment model for an organization that wants to assess its level 
of excellence. It is based on nine criteria. There are five 'Enablers' and four 'Results'. The 'Enabler' criteria cover 
what an organization does. The 'Results' criteria cover what an organisation achieves. 'Results' are caused 
by'Enablers'.
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The dynamic nature of the model is emphasized by the arrows ass how ninth diagram. The model helps the 
enablers by innovation and learning leading to improved results. 
The Model's nine boxes, shown above, represent the criteria against which to assess an organization’s progress 
towards excellence. 
Each criterion consists of a number of sub-criterion, including the elements that need to be considered for 
the organization to achieve excellence in its business, and which are indicative of what can be considered good 
practice.

Enablers
(What the organisation does: 

its objective C.S.F)

Objective
¼vPNs gksus pkfg,A lgh le; ij lgh fu.kZ;½

Results
(How it does)
¼dSls irk pysxk½

 1. Leadership
  lgh le; ij lgh Decision.

Leader
Sufficient skills, Ethical indealing
To achieve the goals
Correct take decision at correct time.

Customer Result:-
Customers are whether satisfied 
with product/ services/ loyal

 2. Strategy Operations should be planned/ 
directed as per clearly defined strategy.

Business Result:- ROI, Profitability

 3. People Motivated, Do the work by heart not 
by Time, Constancy, Sufficient skills, to 
enable all work.

People Result:- 
•   Employee turnover
• System (proper) to hire skill 

employees.
• Performance measurement 

system.
   Secure feel

 4. Partnership & 
Resources

  Vendor Supplier
  Service provider
  vPNk Relation gksuk pkfg,A

Health relation:-
External vender- Supplier, Service 
provider
:- Smoothly operate business
Resource:- Optimum Utilization
(Assets cash, building plant & machinery, 
intellective property patent)

Society Result:-
Good Corporate Citizen
C.S.R: Meet Corporate
Social Responsibility

 5. Process/ Product / 
Services

Product /Process/ Servoces:-
Advance gks New technology updated gks
Managed & Continiously improved to 
create value to stake holder

If Results have been achieved enables continue to operate.
If Results have been achieved, changes have to be made to enables to improve performance.
The last component is the RADAR (results-approaches-deploy-assess-refine) logic, which is a management 
and evaluation tool for analyzing the performance of an organization (refer below figure).
It is used as an underlying basis of the scoring system of the EFQM Excellence Award and can help to lead 
changes and manage improvement projects.
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The EFQM Excellence Model is used by about 30,000 organizations across Europe. Recently,more and more 
countries especially across Middle East and South America, have started using the model.
Baldrige Criteria for performance Excellence
This model provides the foundation for most of the business excellence models adopted around the world. 
The framework is build round the seven categories i.e.,
 • Leadership,
 • Strategic planning,
 • Customer and market focus,
 • Measurement analysis and knowledge management,
 • Workforce,
 • Process management and
 • Business results.
Business Excellence Model and Organizational Culture
  Business Excellence approach focuses on strengthening the internal function and communication, 

looks towards the cultivation of strong ties with consumers and can be incorporated into the 
culture.

  Excellence cannot be attained if the staffs are forced to conform to certain norms. They have to be 
critically managed and motivated. A wisdom is required to be developed among employees that by 
pursuing the goal of their organization they are meeting their own objectives. Employees feel accredit 
when they are considered important elements in pursuit of excellence as they learn new skills.

  A feeling of association is developed and employees start believing in the management philosophies 
when the organization tries to achieve excellence. For achieving business excellence effective 
leadership is equally important to manage all the resources efficiently.

  A strong and empathetic leader, effective communication system, employee empowerment, employee 
motivation, innovative and creative culture are some of the strategies to make the employees feel 
connected to the management philosophy of the organization.

  A robust culture arises as a result of implementation of business excellence model,which can make 
the organization a world class performer.

 Q.9 Explain "THEORY OF CONSTRAINTS"?
 Ans. THEORY OF CONSTRAINTS

During the 1980s Goldratt and Cox advocated a new approach to production management called optimised 
production technology (OPT). OPT is based on the principle that profits are expanded by increasing 
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the throughput of the plant. The OPT approach determines what prevents through put being higher by 
distinguishing between bottleneck and non-bottleneck resources. This approach advocates that bottleneck 
resources/activities should be fully utilised while non-bottleneck resources/activities should not be utilized to 
100% of their capacity since it would result in increase in inventory.
Example:
Machine A capacity is to process 1,300 kg of material per hour and then the processed material  goes to 
Machine B for further processing. Machine  B capacity is to  process 1,100 kg of  material  per hour. Of an 
input of 1,200 kg, 100 kg of processed material must waiton the bottle neck machine (machine B) at the end 
of an  hour of  processing. So for each hour of processing 100 kg of partly processed material accumulates.

The traditional view is that machines should be working continuously, not sitting idle. So if the desired output 
from the above process were 10,800 kg, machine A would be kept in continual use and all 10,800 kg would be 
processed through the machine in nine hours. There would beabacklog of 900 kg [10,800 - (9 hrs  ×  1100)] 
of partly processed material in front of machine B.  All this material would require handling cost and storage 
space and create the additional costs related   to these non-value added activities. Its processing would not 
increase throughput contribution. In fact, working capital will also be blocked.
The concept behind the system was first formulated and developed by Goldratt and Core (1986) in USA. 
Goldratt developed the concept and eventually gave it the name the Theory of Constraints (TOC).
 Q.10 Explain "KEY MEASURES OF THEORY OF CONSTRAINTS"?

 Ans. KEY MEASURES OF THEORY OF CONSTRAINTS
  The theory of constraints focuses on revenue and cost management when faced with bottle necks. 

It advocates the use of three key measures. These are:
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Core Measures Definition
Throughput 

(T)
 • Through put as a TOC measure is the rate of generating money in an 

organization through Sales.
 • Throughput = (Sales Revenue – Unit Level Variable Expenses)/ Time
 • Direct Labour Cost is viewed as a fixed unit level expenses and is not 

usually included.
Investment 

(I)
 • This is money associated with turning materials into Throughput and do 

not have to be immediately expensed.
 • Includes assets such as facilities, equipment, fixtures and computers.

Operating  
Expense

(OE)

 • Money spent in turning Investment into Throughput and therefore, represent 
all other money that an organisation spends.

 • Includes direct labour and all operating and maintenance  expenses

Based on these three measures, the objectives of management can be expressed as increasing through put, 
minimizing investment and decreasing operating expenses.

 Q.11 Explain "Goldratt’s Five-Step Method for Improving Performance"?

 Ans. Goldratt’s Five-Step Method for Improving Performance
The theory of constraints describes the process of identifying and taking steps to remove the bottlenecks 
that restrict output. The theory of constraints considers short-run time horizons and assumes other current 
operating costing to be fixed costs. The key steps in managing bottleneck resources are as follows:
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 1. Identifying the System Bottlenecks:This step involves identification of constraints which 
restrict output from being expanded.

 2. Describe How to Exploit the Bottlenecks:Having identified the bottlenecks it becomes the 
focus of attention since only the bottleneck can restrict or enhance the flow of products. It is 
therefore essential to ensure that the bottleneck activity is fully utilised. Decision regarding the 
optimum-mix of products to be produced by the bottleneck activity must be made.

 3. Subordinate Everything Else to the Decision in Step-2: This step requires thattheoptimum 
production of bottleneck activity should determine the production schedule of the non-bottleneck 
activities.

  Let us consider an organisation dealing with a product which requires multiple parts and processed 
on different machines. With multiple parts in a product,dependencies arise among operations; some 
operations cannot be started until parts from previous operations are available. Waiting time appear 
for two reasons:

 - Parts that require processing at a bottleneck machine must wait in line until the bottleneck 
machine is free, and

 - Parts made on non-bottleneck machines must wait until parts coming off the bottleneck machines 
arrive.

  Therefore, the workers of non-bottleneck machines should not be motivated to improve their 
productivity if the additional output cannot be processed by bottleneck machine. Producing more 
non-bottleneck output results in increase in WIP inventories and no increase in sales volume. 
Therefore, the preferred course of action is that bottleneck machine should set up pace for non-
bottleneck machine.

 4. Elevate the System Bottlenecks or Increase Bottleneck Efficiency and Capacity: Thisstep involves 
taking action to remove (that is elevate) the constraint. This might involve replacing a bottleneck 
machine with a faster one or providing additional training for a slow worker or changing of the 
design of the product to reduce the processing time required by a bottleneck activity.

 5. Repeat the Process as a New Constraint Emerges: If the bottleneck activity has been elevated and 
replaced by a new bottleneck activity it is necessary to return to step 1andrepeat the process.

 Q.12 Explain Advantage and Disadvantages of Through Put Accounting?
 Ans. Advantage and Disadvantages of Through Put Accounting

Advantages Disadvantages

Reduction in inventory. Focus on short-term goals as opposed to long-term with ABC.
More productive machines. Main emphasis on increasing sales and volume, not quality as 

opposed to total Quality Management.
Ability to meet shorter lead times. Might result in loss of the overall picture while looking at specific 

constraints.
More flexible. Focuses on the push approach as opposed to pull approach of JIT.
Better customer service. Valid only if applied to the total supply chain process including 

management, production, resources and support.
Better Product Mix Dependent on circumstances, operating expenses under TOC/TA 

are regarded as fixed, which is simplistic in the view of detractors. 
Therefore, TOC and TA are basically the same thing as variable 
costing.Better customer relationship.
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Conclusion
TOC/TA-based approach as a direct costing approach may be more suitable for short term product mix 
decisions. This approach is clear than approaches that allocate indirect costs more or less arbitrarily (Boyd and 
Cox, 2002). On balance, it may be considered that TOC should not be ignored due to the comprehensibility 
of the approach. TOC is a tool and not a philosophy.
 Q.13 Explain "Supply Chain Management"?
 Ans. Supply Chain Management (Summary)

  It comprises of vendors that supply raw material, producers who convert the material into 
products, warehouses that store, distribution centers that deliver to the retailers and retailers 
who sell the product to the ultimate user.
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  Supply Chain Management can be defined as the management of flow of products, services and 
information, which begins from the origin of products and ends at the product's consumption 
at consumer's end.

  SCM also involves movement and storage of raw material, work-in-progress and finished goods.
  In other words, supply chain management involves management of all activities associated with 

moving goods from the raw materials stage to the end user. 
  An important objective of SCM is to correlate the production and distribution of goods and 

services with demand of the product.
The following are the various activities which an organization carries out to meet the customer requirements 
(primary activities under value chain model) – 
 • Inbound logistics covering procurement and related activities.
 • Operations covering conversion of raw materials into finished products 
 • Outbound logistics covering movement of products from plants to end users
 • Marketing and sales
 • Service
Supply chain management looks each of the above activities as integrated and interrelated to each other. None 
of the activities can be looked in silos. 
Concept of Supply Chain

Imagine a (Simplified) supply chain for a large, national baker who makes and sells bread through a chain of 
supermarkets.

  The baker makes bread with wheat. 
  This means that the supply chain starts with the farmers who grow the wheat-the original creator of 

the resource. 
  The farmers then sell this wheat to mills, who convert the wheat into flour. 
  The flour is then purchased by wholesalers who sell the flour in bulk to larger companies, such as 

our baker. 
  The baker makes the loaves of bread and sells it onto the supermarkets who sell the bread onto the 

end consumers (Customers).
  Management of the supply chain means that the baker needs to be aware of the activities and needs 

of each part (or node) of the supply chain- from the farmer to the end consumer.
  The baker’s upstream supply chain includes farmers, mills and wholesalers while its downstream 

supply chain is made up of supermarkets and consumers.
  Note that problems in any part of the supply chain can affect the baker. For example, if farmers switch 

from growing wheat to other, more profitable crops then it will lead to a scarcity of flour on the 
market, pushing the baker’s costs up. If the end consumers start to dislike the types of bread that the 
baker is selling (For example if the market shifts away from while bread to brown or granary breads) 
then this will affect how many of the baker’s products will be stocked by the supermarkets.

  As such, even though the baker may not directly transact with the consumers and the farmers, it is 
till affected by them as they are part of its supply chain.

The Global Supply Chain Forum (GSCF) defines Supply chain management as the “integration of key 
business processes from end user through original suppliers that provides products, services, and information 
that add value for customers and other stakeholders”.
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The following eight supply chain management processes are included in the GSCF framework: 
(Same gh gS tks Primary Activity esa gS½

 1. Supplier Relationship Management (Inbound logistic), provides the structure for how 
relationships with suppliers are developed and maintained.

  Order regular nks oks vki ij depend gks tk,xkA

  Maintain Good Relation with supplier to ensure (Advance payment ;k Payment on Time)
  (a) Material (Quality) would be received as & when Required.
  (b) Reduce lead period./ Inventory holding period will be reduced.
  This can be done by selecting good supplier & maintain good relation by making timely 

payment.
 2. Manufacturing Flow Management (conversion), • includes all activities necessary to move 

products through the plants and to obtain, implement and manage manufacturing flexibility in the 
supply chain.

  • Information flow is the key process. Company has to invest in process / Skilled Staff / Assets / IT 
to ensure.

  (a) Information flow is smooth & accurate.
  (b) To carter to various expections of its customer.
  Better Capacity – Cater better customer demand – Develop & maintain business effectively.
 3. Order Fulfillment (outbound logistic), includes all activities necessary, design the logistics 

network, and fill customer orders.
  Important component gS SCM dk

  gesa ,slk logistic system j[kuk pkfg, (owned/ outsource) tks ensure dj lds dh Rm supplier ls] lgh (Rm  dh 
movement inplant, & Final delivery of product to customer esa dksbZ ck/kk ¼u vk,½ uninterrupted pysaA

 4. Customer Service Management (outbound logistic), provides the key points of contact for 
administering product and service agreements. 

  tks ekaxk gS ogh fn;k tkuk pkfg,] ensure that expctations of customer are being met as per service 
agreement/ demand.

 5. Product Development and Commercialization (outbound logistic), provides the structure for 
developing and bringing to market new products jointly with customers and suppliers.

  Utilize the space of warehouse (centralized) effectively & ensure new product can reach the market 
faster.

 6. Demand Management (Marketing and Sale), provides the structure for optimizing the 
customer's requirements with supply chain capabilities.

  Focus how to generate demand, marketing method (a) Print Media Advertise (b) Online Advertise
   To have large Outreach.
 7. Customer Relationship Management (Service), to manage and analyze customer’s interaction 

and data throughout the life cycle with the main motive of improving business relations.
  • Customer ds fglkc ls product dks cukukA
  • Identify/Analyse the need/ Taste/ Requirement/ expection of customer with customer Interaction, 

Focus on  efforts to meet their requirement with timely. 
  • Communication of information to service supplier i.e., produce according to demand. Production 

must be planned according to demand of product. 
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Chapter 2Modern Business Environment

 8. Returns Management, includes all activities related to returns, reverse logistics, gate keeping, and 
avoidance.

Types of Supply Chain- Push and Pull
Push Model

Under Push model stocks are produced on the basis  of anticipated demand. Demand forecasting can be done 
via a variety of sophisticated techniques may be from operations research area or data mining.

Pull Model

Under Pull model stocks are produced in response to the actual demand. This new business model  is less 
products centric and more directly focused on the individual consumer – a more marketing - oriented 
approach.
Electronic connections are used in the pull model to bring out the needs of customers.
  Electronic supply chain connectivity gives end customers the opportunity to give direction to 

suppliers, for example about the precise specifications of the products they want.
   Ultimately, customers have a direct voice in the functioning of the supply chain.
Supply chain created through E-Commerce brings benefit to both customer  and  manufacturer. Thus, facilitating 
the companies to fulfil the customer needs, carry fewer inventories, and send products to market more quickly.

 Supply to Produce to  Automatically Automatically Customer
 order order  replenish  replenish orders 
   warehouse stock

Upstream and Downstream Flow

Basis Upstream Supply Chain Downstream Supply Chain

Meaning When the flow relates to supplier it is 
termed as upstream supply chain

When the flow is with customers it is 
named as downstream supply chain
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Material Returns, Repairs,  After-sales service Product, Parts
Information Orders, Points of sale data Capacity, Delivery schedules

Capital/finance Payments Invoices, Pricing, Credit terms

Management of Upstream Supplier Chain

Management of transactions with suppliers are termed as upstream supply chain management
Summary

 1. Relationship with Suppliers
 (a) Supplier Relationship Management (SRM) is undergoing a major transition. In today’s global  

economy there are so many factors to consider when choosing and managing a supplier. 
 (b) Supplier capabilities of innovation, quality, reliability and costs/price reductions and agility to 

reduce risk factors all have witnessed significant changes when aligned with key suppliers. 
  Greater value can be achieved for both businesses, something that would be difficult to achieve if 

operating independently.
 1.  Suppliers Strategy 
 2. Sources
 3. Number of Suppliers
 4. Cost, Quality, and Speed of Delivery
 5. Make or Buy and Outsourcing
Supplier Strategy:- gesa ,slk system develop/strategy djuk pkfg, rkfd supplier ij control gks lds oks viuh 
euekuh u djsaA

Source:- Choose best supplier from different part of world. If Supplier business is large > our business — 
bargaining power supplier dh high gksxhA
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Number of Supplier:- If bulk discount pkgrs gSA — Select Single Supplier. If Required is to Avoid the Risk of 
failed delivery — Select Multiple supplier.
Cost, Quality, Speed of delivery:- gesa oks supplier pkfg, tks vPNh quality ns] Delivery time ls ns (Early 
delivery:- stogage cost of Delay delivery:- Stoppage of production)  
Cost: economical  gksA
Make/ Buy:- cukuk gSA Purchase depend djsxk, cost, Quality.

 2. Use of Information Technology
 The main activities of upstream supply chain are procurement and logistics. In modern business 

environment upstream supply chain management use E-Procurement process. 
  E-Procurement is the electronic methods beginning from identification of the organization’s 

requirements and end on payment. E-Procurement includes E-Sourcing, E-Purchasing and E-Payment. 
 A.  E-Sourcing
 • In E-Sourcing organization provide electronic invitation to tenders and request them to submit 

their quotations. Especially organization which may opt to choose tenders from different countries. 
 •  This process reduces the cost, time and effort associated with the selection of supplier than it is 

required in traditional method.
 •  Integrated ERP gksuh pkfg,A
 •  Website should be developed.
 B.  E- Purchasing
 • Vendor deliver the quality material on time only when he receive the information on real time 

basis i.e. from software or electronic purchase order i.e., material requirement communicated to 
supplier.

 • In recent years, organizations are shifting from centralized purchasing to decentralization. Usage 
of technology has resulted in lesser time, lower cost & better result in product selection and 
ordering. Features of an E-Purchasing system include:

 • Electronic catalogues for core/standard items.
 • Recurring requisitions/shopping lists for regularly purchased items. The standard shopping 

lists form the basis of regular orders and the lists can have items added or deleted for each 
specific order.

 • Electronic purchase orders dispatched automatically through a next ranetto suppliers.
 • Detailed management information reporting capabilities. 

 C.  E-Payment
 • After purchasing from the best possible supplier payment also takes place through electronic 

model i.e. invoicing, fund transfer., RTGS, NEFT i.e. Online Payment.
 • E-Payment results in faster payment with zero error which is expected in manual form.
 • E-Procurement is beneficial for organization as it results in lower cost, lesser time, quick ordering, 

selection of best supplier, control over inventory, better purchase and sales, greater financial 
transparency etc. even a small problem in technology can crash the whole system in few moments.

Downstream Supply Chain Management

Management of transactions with consumers or customers are termed as downstream supply chain 
management.
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Relationship Marketing
  Marketing plays a vital role to successfully handle the downstream supply chain management. 
  The Relationship marketing helps the organization to keep existing customer and to attract new 

customers through helpful staff, quality service / product, appropriate prices and proper customer 
care etc. 

  gekjs vPNs staff quality service, price proper customer care dh otg ls ge existing customer vkSj u;s 
customer dks maintain dj ldrs gSA

Six Markets Model identifies the six key “market domain” where organizations may consider directing 
their marketing activities.

1.  Internal Markets
  Internal Markets are the crucial requirement for the success of relationship marketing. Internal 

markets include internal departments and staff. Staff have the ability to determine customer oriented 
corporate culture.
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  Within the company internal group dk Hkh /;ku esa j[kuk gksrk gSA Manager ls vPNs relation cuk ds j[kuk 
gksrk gSA tSls TATA Group blesa vkrk gS TATA Steel, TATA Motors, Reliance Group blesa vkrk gS Reliance 
Petro, Reliance communication and Reliance dh other companies bu lcds manager ls vPNs relation 
cuk dj gesa j[kus gksrs gSA rHkh Market c<s+xh Downstream gekjk strong gksxkA

2.  Referral Markets
	  Referral Markets include two main categories: existing customers who recommend their suppliers to 

others and referral sources such as a consultancy firm that may refer work to a law firm. 
	  Mouth publicity okyk Market gksrk gSA gesa reference feyrs gSA iqjkus customer ls relation cuk ds j[kks oks 

vius relatives vius friends u;s customer dks reference dj ldrs gS vkSj employees Hkh gksrs gS tks gekjh 
organisation dks vkxs refer djrs gSA muls vPNk relation j[kuk pkfg, rks Downstream esa Supply Chain 
Management strong gksxkA

3.  Influence Markets
	  Influence Markets represent entities and individuals, which have the ability to influence the 

marketing environment of a firm may include financial analysts, shareholders, the business press, the 
government, and consumer groups. 

	  A good relationship needs to be developed by the firms with critical sources of influencers relevant 
to their markets. dqN Media, Police, Govermance, Celebrity, lawyers, Press who influence they be in 
buying our products buls vPNk relation cuk dj j[ksaxs rks Downstream strong gksxk budk vPNk influence 
gksrk gS General Public ij ;s ftl product dks Refer djrs gS oks tYnh Sale gksrk gS rks buls gesa vPNk relation 
cuk dj j[kuk pkfg,A

4.  Recruitment’s Markets
	  Recruitment Markets are focal point for relationship marketing. Firms have to manage its relationships 

with recruitment markets such as commercial recruitment agencies, universities and institutes in 
order to have access topotential employees who possess the required skills for the job position. 

	  Maintaining the relationship with Recruiting Agencies tSls University, College we can recruit 
deserving employee from their ;s vPNs resource supply djsaxsA

5.  Supplier’s Markets
	  Supplier Markets refer to traditional suppliers as well as organizations with which the firm has some 

form of strategic alliance to gain benefits such as better quality, faster reach-to-market, original and 
creative products, and lower levels of inventory.

6.  Customer’s Markets
	  Customer Markets represent all existing and prospective customers as well as intermediaries.They 

can be either consumers or intermediaries. 
	  In today’s environment, the way firms provide services affects the market and helps in gaining 

customer. 
	  All existing and prospective customer ls gesa vPNk relation cuk dj j[kuk pkfg,A gesa  mu customer ls 

relation cuk dj j[kuk pkfg, ftuls u rks past esa dksbZ relation Fkk vkSj u gh mEehn gS fd future esa dksbZ relation 
gksxkA fQj Hkh buls gesa vPNs relation cuk dj j[kuk pkfg, fd gks ldrk gS fd ;s vkxs future esa dksbZ u;k customer 
create dj ysaA

Six Market Models
 (i) Internal Markets  (ii) Referral markets
 (iii) Influence Markets  (iv) Recruitment Markets
  (v) Supplier Markets  (vi) Customer Markets
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The six markets model suggests that a firm must regulate its actions towards developing appropriate 
relationships with each of the market areas as the management of relationships in each of the six markets is 
critical for the attainment of customer retention objective.
Gordon (1998) states that there are six dimensions that illustrate how relationship marketing differs from the 
historical definition. These are that:
 • Relationship marketing seeks to create new value for customers and then share it with these customers.
 • Relationship marketing recognizes the key role that customers have both as purchaser sand in defining 

the value they wish to receive.
 • Relationship marketing businesses are visualized to design and align process.
 • Relationship marketing represents continuous cooperative effort between buyers and sellers.
 • Relationship marketing recognizes the value of customer’s purchasing life times (i.e.,Customer Life 

time Value).
 • Relationship marketing even searches for the chain of relations that can be drawn within the organization. 

Customer’s wants and values are created between the organization and its main stakeholders, including 
suppliers, distribution channels,  intermediaries, and shareholders.

The growing interest in relationship marketing suggests a shift in the nature of marketplace transactions 
from discrete to relational exchanges, from exchanges between parties with no past history and no future to 
interactions between parties with a history and plans for future interaction.
Customers Relationship Management
  Relationship Management (CRM). Relation includes relations with customers, assisting in customer 

retention and driving sales growth. Customers under different channels are compiled through CRM. 
  The staff dealing with customers get a detailed information about customer’s personal information, 

purchase history, buying preferences and concerns. 
  Organizations must ensure customers are satisfied with their products and services for higher 

customer retention. 
  Remember one satisfied customer brings ten new customers with him where as one dissatisfied 

customer takes away ten customers along with him.In simpler words,
  CRM ,d ,slk Software gksrk gS ftlesa gekjs tks Hkh customer gksrs gS mudh personal information gksrh gS fd 

mUgksus dkSu&2 lk goods gels [kjhnk purchase history gksrh gS buying prefrence gksrh gS vkSj muds concern gksrs 
gS gesa ;gk¡ ij ;s ensure djuk gksrk gS fd gekjs customer satisfied gS gekjs product or services ls rkfd oks ge 
mudks retain dj ldsA gesa ;s /;ku j[kuk gS fd ,d satisfied customer 10 u;s customer dks ysdj vkrk gS vkSj ,d 
customer satisfied u gks rks vxys 10 customer pys tkrs gSA rks CRM ;s gesas enn djrk gS customer ls vPNk 
relation maintain djokus esaA
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Analysis of Customers and their Behavior
 Analyse of customer on basis of 
 1. Age group — 
  Tour:- 25:- Enter Tain Skyding Skuba
      60:- Normal beauty natural sight seen
 2. Geographical location
 3. Quality Concern
 4. Price Sensitive
 5. New product:- Innovation OR Price
 6. Safety Need
 7. Status / Ego need 
  MPn (egaxk)  
  Car (egaxk)
Customers Account Profitability (CAP)
A firm should use 5 steps for customer profitability analysis
	 1. Analyse all customer base & Split into different segments
 2. Calculate annual return from segment
 3. Calculate annual cost of serving each segment.
 4. Identify & retain quality customers
 5. Eliminate non-profitable segment.
 6. gesa oks customer select djus gksrs gS tks T;knk profit nsrs gS Analysis should be done on ABC tSls ge ckr djsa 

Credit Card esa rks dbZ çdkj ds customer gksrs gS tSls Student group, Housewife, Businessman, Service Class 
customer gksrs gS rks gesa mu customer dks select djuk gksrk gS ftuls profit T;knk gks tSls Platinum Customer 
Most Profitable gqvk] Gold Customer Normal Profitable gqvk] Iron Customer Low Profitable gqvk] Lead 
Customer Unprofitable gqvk ftl Customer ls gesa T;knk Qk;nk gksrk gS mldks promote djrs gS ml ij focus 
djrs gS vkSj ftl customer ls gesa ykHk ugh gksrk gS mldh services ge ;k rks discontinue dj nsrs gS ;k fQj mldks 
Improve djus fd dksf'k'k djrs gSA

Customers Lifetime Value (CLV)
  Customer Life time value is the present value of net profit that we derive from a customer over 

the entire lifetime of relationship with that particular customer. It is the net present value of the 
projected future cash flows from a lifetime of customer relationship. 

  First of all, we need to ascertain the profits generated from each customer. 
  ABC model helps in associating direct costs and revenues to a particular customer overa period of 

time to ascertain the profit margins from that particular customer. 
   These require detailed analysis of the strength of relationships, the likelihood, frequency and amount 

of repeated or additional purchases, competitive products, customer loyalty etc. Thus, profit margins 
are then discounted at the firm’s cost of capital or any other rate that may be determined bythe 
organization to arrive at the CLV.

   gks ldrk gS customer lifetime gekjs lkFk u jgsa gks ldrk gS oks 3 lky jgs ;k fQj 5 lky jgsa ;k fQj 7 lky jgsa rks gesa 
mrus esa gh ,d ,slh strategy cukuh gksrh gS rkfd ge mldks viuk product csap ik, vkSj ge ;s ns[krs gS fd present 
value of net benefit derived from customer over the entire lifetime of relations with the customer 
tSls Jio geus igys free esa fy;k vc oks ckn esa iSls ysrs gS rks normally customer ges'kk ds fy, gekjk cu tkrk gSA
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Customer’s Selection, Acquisition, Retention and Extension

Customer Selection – Type of customer which the company needs to target has to be selected.
 • Who are we targeting? (Economical, Moderate, Premium) ge fdl type ds customer dks eky cspuk pkgrs 

gSA mls gh target djuk pkfg,A

 • What is their value?     
 • Where do we reach them?
Customer Acquisition – A relationship needs to be developed with in new customers.
 • Methods of acquiring customers include traditional off-line techniques (e.g. advertising, direct mail, 

etc.) and online techniques (e.g. search engine marketing, online PR, online partnerships, interactive 
adverts, opt-in e-mail, viral marketing,etc.) i.e., SMS, Direct Mail, Seminar, Social Media, Advertisement, 
Paytm:- Cashback nsrs gS Register djks rks] Once you Register them, they all send notification - Coupan  
tc rd vki muds Actual Customer ugh cu tkrsA

Customer Retention - Keeping existing customers.

 • Emphasis on understanding customer needs to ensure better customer satisfaction.
 • Ensure ongoing service quality by focusing on tangibles, reliability, responsiveness, assurance and 

empathy.
 • E-techniques for retaining customers are personalization, mass customization, extranets, opt-in 

e-mail and online communities.
Customer Extension - The products bought by the customers need to be increased.
 • "Re-sell" similar products to previous sales — iqjkus customer dks nwckjk cspuk 

 • "Cross-sell" closely related products — Combo- Buy one get one free ¼,d ds lkFk nqljk Hkh cspuk½

 • "Up-sell" more expensive products — egaxk product cspuk; economy okys customer dks

The use of Information Technology in Down stream Supply Chain Management
	  Company should effective mechanism (website, Email,  Application, E-lec. data change) to capture 

customer order & feed into production planning on Real Time basis (integrated ERP)
	  Use of IT save time/ Cost wider area, order may be received from any part of world 

   (a) Online Booking     

   (b) Normal Booking   
			

	 	 Delivery fast
	  Print Media shift to social media, Digital Marketing, SEO, Easy to interact with customer optimization.

Brand Strategy
Specially branding of product makes a huge difference in its appeal to customers.
Branding can be usage of logo or specific colour or any other means which makes the product or service 
distinctively visible among other.
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 Q.14 Explain "Benefits of Supply Chain Management"?
 Ans. Benefits of SCM

 Q.15 How is/ it can Promote/Improve Strategy?
 Ans. Information Technology — A Source of Competitive Advantage.
The technology that enables the development, maintenance, and use of computers  and  software for 
processing and distribution of information is  referred to as  Information Technology. In other words, 
information technology is the use of any computers, storage, networking and other physical devices, 
infrastructure, and processes to create, process, store, secure and exchange all forms off-data.
In 1989 Earl developed a framework to analyse the linkages between three interrelated types of strategy. The 
first domain of information systems (IS) is concerned with securing adequate information handling the various 
tasks of the organisation. 
The second domain of information management (IM) is concerned with managing the use of information resources 
across and through- out organisation. 
The third domain of information technology (IT) is concerned with ensuring that the technology itself works and 
that it is made available to those whowish to use  it. If it is identified which generic strategy an organisation 
is presently following to promote their products and/or services, it should be possible to define a role for IS 
to improve that strategy.
  Overall cost leadership:-The basic objective of this strategy is to outperform competitors 

industry-wide in terms of product cost. Therefore, the managerial attention is on cost reduction for 
this strategy. For example, driving down inventory levels, with the assistanceof IT, can reducecosts.

  Differentiation:- This strategy needs an exclusive position in an industry through providing value to 
customers that cannot be offered by any competitor. The possible areas of differentiation range from 
technology to brand image and distribution networks. 

  A way of differentiating may be to make the ordering process smooth as  far as  possible. Thiscan  be 
done by providing on-line information services followed up by a simple on-line ordering process.
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  Focus: A particular buyer group can be targeted specifically by market segmentation. Superior 
competitive position can be attained through both lower  cost  and/or  differentiation. The opportunities 
for IS/IT include providing access  to  customer information, trends and competitors to gain competitive  
thrust and exclude competitors.

 Q.16 Explain Service Level Agreements?
 Ans. Service Level Agreements (SLA)
An agreement between the customer and service provider is termed as a service-level agreement. This can be 
a legally binding formal or an informal “Contract”. The agreement may be between separate organization or 
within different teams of the organization. 
SLAs commonly include many components, from a definition of services to the termination of agreement. To 
ensure that SLAs are consistently met, agreements are often designed with specific lines of differentiation and 
the parties involved are required to meet regularly to create an open forum for communication. Providers 
rewards and penalties are specified. There is always place left for revisiting in most SLA.

 Q.17 Explain "Gain Sharing Agreements"?
 Ans. Gain Sharing Agreements
Gain sharing 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. 
This is clearly a risky stance for the supplier, because it could spend a fortune and walk away with nothing. 
Alternatively, if the benefits to the customer are substantial, the supplier could find itself rewarded with a 
large return. In this situation, the supplier could almost be described as taking an equity stake in the customer 
rather than entering into a contract with it. 
There must be no rewards for the suppliers to achieve a higher return through adversarial behaviour or by 
hiding behind the contract. Gain-sharing deals are, on the face of it, a win-win situation for suppliers and their 
customers.
Example
Cost Savings initiatives and Gain Sharing arrangements at Chiang International-
 •  Supplier will deliver 3% minimum cost savings on controllable portion ofcosts.
 • Cost savings generated in first year as a result of Supplier idea will be retained by Supplier.
 • Cost savings generated in year second will be shared between Chiang International and Supplier at 

a ratio of 40% : 60%.
 • Cost savings generated in year three will be passed along to Chiang International.
 • Any cost savings generated by an idea proposed exclusively by Chiang International that does not 

require capital investment by Supplier will be immediately passe-da-longto Chiang International.

Gain Sharing Arrangement:
 1.  It’s an arrangement between Supplier & Customer.
 2. Both Will be benefited.
 3. Supplier receive higher huge return when benefit to the customer are very high. Supplier receive low 

return when benefit from customer are very low. No guarantee payment will be made to supplier.
 4. If supplier act adversial behavior, hiding the contract, No reward will be given to supplier.
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A gain Sharing arrangement must possess the following components:
 (i) Mutual interdependence and trust between the parties (as opposed to a blame culture).
 (ii) Identification of common goals for success.
 (iii) Agreed decision-making and problem –solving procedures.
 (iv) Commitment to continuous improvement.
 (v) Team working down the entire product and supply chain.
 (vi) Gain-sharing and pain share arrangements established in advance.
 (vii) Open book accounting.
 (viii) Targets that provide continuous measurable improvements on performance.
Gain Sharing Arrangement
 Gain:- Cost Saving:-  iSls dk u vkuk Hkh vkuk gqvkA 

  :- Not a profit i.e. sale-cost
       e.g.  :- Modern type arrangement gSA tSl faculty gS Student — Arrangement 
  vHkh dksbZ iSlk charge ugh djsxsa free coaching nsxsa] tc pass gks tkvks] Package feysxk —    
  Sharing gks tk,xh —  Faculty Risk — ikl gh u gksA NksM+ nsA

  win — win position gksrh gS — If True
  Fair relation jgsA Faculty — Risk, Student — Payment

Examples:
Public Sector Private Sector

The Government Travel savings Program is a gain-
sharing arrangement that rewards federal government 
employees who save money while on official travel. 
In general, the cash awards equal 50% of the savings 
on lodging expenses and/or contract carrier airfare. 
For example. Government employees who stay with 
relatives or friends and avoid lodging expenses while on 
official travel receive one-half of the allowed maximum 
lodging rate (US)

Gain Sharing involves the process by which a hospital 
and its medical staff identify clinical practices that 
increase hospital operating costs without improving 
quality of care, develop initiative to reduce or 
eliminate such practices while maintaining quality 
of care, and share the resulting cost savings directly 
attributable to the clinical initiatives.

Gain Sharing in a court might depend on a court unit 
or program hitting performance targets such as a 
specific decrease in cost per case, an improvement 
in trial date certainty or juror utilization, which 
positively impacts the bottom line of budgets and 
balance sheets of the court. A decrease in cost per 
case might be seen directly in a court’s balance sheet, 
while an improvement in trial date certainly may be 
seen most significantly in decreased expenditures for 
witness notification by the prosecution.

A Company produces rigid and steering differential 
axles for tractors. From its records the company 
determined that every $1,000,000 of good product 
output required 10,000 workers hours. Under 
gain-sharing the next $1,000,000 of axle output 
and shipment was produced with only 9,000 hours. 
If the average wage rate is $10 an hour, the 1,000 
hours saved are worth $ 10,000. That is a gain to 
be shared equally between the workforce and 
company.
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OUTSOURCING
 Q.17 State qualitative factors that management should consider in outsourcing and  make 

or buy decision.
 Ans. Qualitative factors to consider while making the outsourcing and make or buy decisions:
 (a) Quality of goods produced outside vs. in-house production of the component. Outsourcing 

or buying a component from the external market, should not impact the overall quality of the 
product. Therefore, any component critical for a product would generally not be outsourced 
unless its supplier gives quality assurance.

 (b) Reliability of suppliers in the outsourcing arrangement. Assurance must be given by the supplier 
in terms of both quality and timely delivered of components for the given price. Also, there must 
be a sufficient pool of suppliers from whom the company can buy the product. If one supplier 
closes shop, there must be alternative suppliers available.

 (c) Availability of skilled labor and infrastructure to make the component in-house if not available, 
then the component may have to be bought from the external market.

 (d) Regularity of demand for the product – If made in-house, seasonal demand for a product may 
result in the risk of holding high inventories (including that of raw materials) or making high capital 
investments that will prove unproductive during off-season. Therefore, outsourcing or buying from 
external market may be more viable when the demand for the final product is seasonal. 

 (e)  Confidentiality of process of patent of process – when the risk is higher company may favor 
outsourcing.

 (f) Confidentiality of process or patent of process – Confidential process or critical components 
may not be outsourced.

 (g)  The shutting down of company's manufacturing facility might have a negative impact on the  
morale of remaining employees.
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CHAPTER 3 

Lean System & Innovation (JIT) 
Q.1 Explain “LEAN SYSTEM”? 

Ans. LEAN SYSTEM 

Lean System ,d origanized method/Systematic method gSA fdlh Hkh manufacturer company esa ftlls 

waste de fd;k tk ldrk gS without effecting/ sacrificing productivity. gesa ,slk system develop djuk pkfg,A 

rkfd waste de gks] production ij  dksbZ effect u gksA 

Waste:- NVA  

;fn waste dks remove dj ns rks dsoy VAA gh cprh gSA 

Overproduction u gksA vfr gj pht cqjh gksrh gSA 

1. Lean Means:- iryk] tSls eksVk vkneh pkgs fd efficiency de gks] iryk gks tk, rks] pchZ ?kVk;s (waste) rks iryk gks 

tk,xk] ijUrq dksbZ side effect u gks ;s djuk pkfg,A 

2. Business esa Hkh waste dks de djsa without sacrificing Quality, Maintain effective production. 

3. Waster NVA:- Eliminate/ de] iSls dk u tkuk&vkuk  

Perfect competition – Not possible to increase in selling, cost saving is preferable.  

 

7 Waste Characteristics 

1. Over Production (Demand ls T;knk cuk 

ysuk] T;knk [kkuk Hkh Food poison) 

1. Zero Inventory  

 

2. Over Inventory (t:jr ls T;knk 

Inventory of RM/ WIP/ FG) 
2. Pull processing:- tc t:jr gks rHkh 

process djsaA 

3. Over Processing (Unnecessary any 

work element, unnecessary plastic 

packing for fruits, fresh vegetables, Plant 

area of unseen in Car/ Furniture: NVA) 

3. Continious finding way of Reducing 

Process Time. 

 

4. Waiting (nks process ds chp esa) Product 

waiting on next production step 

4.  Continious flow of production. 

 

5. Motion ([kkyh ?kqeuk] T;knk ls T;knk people, 
moving more than required during 

process) 

 

6. Transportation:- Transfer 

(unnecessary) of FG to warehouse: due 

to no scheduling 

 

7. Rework from Defects: No system of 

Quality Maintain. 

 

 Lean System is an organized method for waste minimization without sacrificing productivity 

within a manufacturing system. 
 Lean implementation emphasizes the importance of optimizing work flow through strategic 

operational procedures while minimizing waste and being adaptable. 

 Waste is any step or action in a process that is not required to complete a process successfully 

(called “Non-Value Adding”). 
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 Waste is removed, only the steps that are required (called “Value-Adding”) to deliver a 

satisfactory product or service to the customer remain in the process. 

SEVEN WASTE 

 

 

 

 

 

 
Some of the Techniques are: 

 Just-in-Time (JIT) 

 Kaizen Costing 

  5 S 

  Total Productive Maintenance (TPM) 

  Cellular Manufacturing/ One-Piece Flow Production Systems 

  Six Sigma (SS) 

Most of these applications are based on following principles: 

 Perfect first-time quality 

 Waste minimization 

 Continuous improvement 

 Flexibility 

Q.2 Explain Concept of (Production, Purchasing)“Just-In-Time (JIT)”? 

Ans. JUST-IN-TIME (JIT) 

In perfect competition its not possible to increase the selling price, hence we should try to reduce the 

cost. The one method is to reduce the cost is to reduce our storage cost it is called non-value added 

activity.  

This can be achieved by selecting the supplier who is ready to supply the raw material as required.  

If supplier is ready to supply the material as required than our storage cost can be minimized or 

reduced but for this purpose supplier may charge the slightly higher price and we should enter an 

agreement that supplier will undertake this responsibility and supplier also want that we have also 

don’t purchase the material from any other supplier because he has to maintain their warehouses near 

by our factory and he has to increase some extra cost. This is called Just-in-Time System in the system 

material received should be directly transferred to the production deparment not in store.  

Seven waste 

Defects 

Over-production 

Over-processing Motion 

Waiting 

Inventory  
Transportation 
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An inspection activity should be carried at the supplier premises by visiting our engineers. They will 

visit and inspect the material about the quality of material at the time of manufacturing the material. 

They checked the material at supplier site and than material will be transferred from supplier site to 

our production requirement. 

In Just-in-Time System not only raw material but also WIP as well as finish goods inventory reduced or 

eliminated. 

A just in time approach is a collection of ideas that streamline a company’s production process 

activities to such an extent that wastage of all kinds viz., of time, material, and labour is systematically 

driven out of the process. JIT has a decisive, positive impact on product costs. 

“Just-in-time (JIT): System whose objective is to produce or toprocureproductsor components as they 

are required by a customer or for use, rather than for stock. just-in-time system Pull system, which 

responds to demand, in contrast to a push system, in which stocksact as buffers between the different 

elements of the system such as purchasing, production and sales”. 

“Just-in-time production: Production system which is driven by demand for finished products, whereby 

each component on a production line is produced only whenneededforthenext stage”. 

“Just-in-time purchasing: Purchasing system in which material purchases are contracted so that the 

receipt and usage of material, tothe maximum extent possible, coincide”. 

A complete JIT system begins with production, includes deliveries to a company’s production facilities, 

continues through the manufacturing plant, and even includes the types of transactions processed by 

the accounting system. 

Points to be remember: - 

Just In Time:- 

 A just in time approach is a collection of ideas that streamline a company’s production process 

activities to such an extent that wastage of time, material, and labour is systematically driven 

out of the process.  

 JIT has a decisive, positive impact on product costs. 

 JIT System whose objective is to produce or to procure products or components as they are 

required by a customer or for use, rather than for stock. 

 JIT In Production:- In this system is driven by demand for finished products, whereby each 

component on a production when needed for the next stage. 

 JIT in purchasing:- Purchasing system in which material purchases are contracted so that the 

receipt and usage of material, tothe maximum extent possible, coincide”. 

Scope of JIT Philosophy: To initiate processes that – 

(i) reduces the amount of Raw Material Inventory, and improves the quality of received parts, 

(ii) reduces the amount of Work in Process, also reducing the number of products that can be 

produced before defects are identified and fixed, thereby reducing Scrap Costs, 

(iii) manages the variety of Finished Products, aligning Production, Sales and Despatch 

Schedules, in order to reduce Finished Goods Inventories, 

(iv) after the supporting accounting systems, e.g. – 

(a) Payment of Materials / Parts Suppliers on a consolidated basis per month, per 

quarter, etc. instead of multiple payments for every small lot purchases, 

(b) Elimination of Paperwork by making payment to Suppliers based on internally 

generated doucuments, i.e. Entity production as per its Production Records × 

Standard Material Consumption (adjusting for normal wastages). 
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Q.3 Explain Five Main Features of JIT Production System? 

Ans. Main features of JIT 

1. Carefully selected supplier who agree to supply the quality material at Scheduled Time. 

2. Hire and Retain multi skilled workers who are capable of performing variety of operation 

including repair and maintenance, reducing labour idle time. 

3. Organize production in manufacturer cell, grouping of different type of Machines used to make 

a given product. Material handling cost are reduced. 

4. Reduction in set up time which makes production in smaller batch economical and reducing 

inventory level. Respond to customer demand faster. 

Features 

  

  

  

  

  

  

 

 

Q.4 Explain Essential Pre-requisition of JIT System? 

Ans. Essential Pre-requisite for JIT System 

Following points must be consider before company can implement JIT 

1. Vendor of raw material must be reliable so that dispatch of material should receive 

directly on production floor. 

2. Raw material must be of high quality i.e. defect free raw material. 

3. Organization must have implemented TQM. 

4. Organization must have implemented preventive maintenance system i.e. repair machines 

on regular basis without doing wait for breakdown. 

5. Demand of products must be stable so estimated demand can be easily analysed. 

6. Good Communication with supplier 

Pre-requisite of JIT Essential 

(JIT dh lQyrk / Applicability fdu ckrksa ij fuHkZj djrh gSA) 

JIT dks lQy cukus ds fy, D;k t:jh gSA 

(i) Goods communication 

(ii) Demand Stable (eky le; ij ns) 

(iii) Vender dh realiability (Integration with Vendor) 

(iv) Low Variety of Goods 

(v) Defect free material 

(vi) Preventue Maintenance 

(vii) TQM 

Spare parts/Material from 

suppliers on the exact date and at 

the exact time when they are 

needed 

Installation of EDI system that tells 

supplier exactly how much of 

which part are to be sent 

Eliminating the need for long 

production runs/streamlined flow 

of parts from machine to machine 

Straight delivery to the 

production floor for immediate 

use in manufactured products 

Dropping off products at the 

specific machines 

Training to employees how to 

operate a multitude of different 

machines, perform limited 

maintenance 

Several alterations in the 

supporting accounting systems 

Shorten the setup times 

Visit of engineering staff at 

supplier’s site to examine 

supplier’s processes 
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Q.5 Explain Impact of JIT System on Product Prices, Overhead Costs and Waste 

Costs? 

Ans. Impact of JIT System on 

 

 

 

 

 

Impact of JIT System:- 

1:- Waste Costs:-  

 A characteristic of the JIT system is its continuous focus on eliminating all waste from a 

system. 

 This can be a waste of assets, excessive inventory. It can also be a waste of time, in the case of 

assets it may include unused assets for long periods of time (e.g., work-in-process inventory 

held in a production queue). 

2:- Overhead Costs:- 

The costs of material handling, facilities, and quality inspection decline when a JIT system is 

installed. In addition, the reduction of all types of inventory results in a massive reduction in the 

amount of space required for the warehouse facility. 

3:- Product Costs:- 

When a company achieves a higher level of product quality, along with ability to deliver products 

on the dates required, customers may be willing to pay a premium. This is particularly true in 

industries where quality or delivery reliability is low. 

Q.6 Explain the performance measurements of JIT system? 

Ans. Performance Measures used in JIT  

The following performance measurement criteria are relevant to JIT- 

1. Inventory Turnover, i.e. Reduction in Inventory Value, and Increase in Inventory 

Turnover, which can be sub-divided into separate ratios for Raw Materials, WIP, and 

Finished Goods. 

2. Setup Time Reduction, i.e. Machine-wise measurement of Average Setup Time, to 

identify the shortest possible setup intervals which are crucial for the success of short 

production runs. 

3. Customer Complaints, i.e. reduction in number of customer complaints, time taken to 

redress complaints and preventing recurrence, are considered, since JIT focusses on 

optimum product quality. 

4. Scrap, i.e. reporting of Material Scrap Rates, Costs, to identify problem areas requiring 

further Management attention. 

Product 

Prices 

 

Overhead 

costs 

 

Waste Costs 
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5. Cost of Quality, analysed into Prevention Costs, Appraisal Costs, Internal Failure Costs, 

External Failure Costs, to know where the largest quality costs are incurred, so that steps 

can be taken to reduce them. 

6. Customer Service, including items like –  

(a) delivering products on the dates required by customers,  

(b) dispatching full oders to customers and  

(c) reducing rejections and returns. 

7. Ideas Generated, i.e. number of ideas per worker, the number of ideas suggested in total, 

the number of ideas implemented, or the proportion of ideas suggested that are 

implemented for a vastly improved and efficient operations. 
Points to be remember:- (Key Points) 

Installing a JIT system does not mean that there should be a complete 

elimination of operational measures: - 

 Inventory turnover. 

 Setup time reduction. 

 Customer complaints. 

 Scrap. 

 Cost of quality. 

 Customer service. 

 Ideas generated. 

Q.7 Explain Benefits of “JIT System”? 

Ans. Benefits of JIT System 

1. Reduction in Inventory Levels: Unnecessary piling up of Raw Materials, WIP and 

Finished Goods are avoided. The focus is on production and purchase as per the Firm’s 

requirements. 

2. Reduction in Wastage of Time: Wastage of time in various waus like Inspection Time, 

Machinery Set-up Time, Storage Time, Queue Time, Defectives Rework Time, etc. are 

reduced. 

3. Reduction in Scrap Rates: There will be sharp reductions in the rate of defectives or 

scrapped units. The work themselves identify defects and take prompt action to avoid 

their recurrence. 

4. Reduction in OH Costs: By reducing unnecessary (non-value–added) activities and the 

associated time and drivers. OH can be greatly reduced, e.g. material handling costs, re-

work costs, facility costs, etc. 

Q.8 Explain Back-Flusing in a JIT System? 

Ans. Back-Flusing in a JIT System 

Back-Flushing esa ;s ns[krs gh ugh dh fdruh ckj purchase fd;k vkSj fdruk purchase fd;k ;kfu supplier us gesa 20 

ckj delivery nhA tks deliveries vk;h geus mldk dksbZ record gh ugh j[kkA 20 ckj vk;k vkSj 20 ckj x;k geusa dksbZ 

record ugha j[kkA Back-Flusing esa ge cl ;s ns[krs gSA fd gekjk output fdruk gSA ;kfu dh ge ;s ns[krs gS fd ,d fnu 

esa fdruk production gqvk vkSj mruk production djus ds fy, dkSu&dkSu lk raw material fdruk fdruk pkfg, Fkk 

mruk raw material geus [kjhnk vkSj oks 20 ckj esa [kjhnk gks ;k T;knk ckj esa rks ge D;k djrs gS fd at the end of the 

Period output ns[krs gS vkSj ml output dks ge multiply dj nsrs gS Bills of materials lsA Bills of materials crkrk 

gS fd ,d particular product dks cukus esa dkSu&dkSu ls gesa raw material fdruh fdruh ek=k esa yx jgsa gSA ,d 

product dks cukus esa 1000 components yx jgs gS vkSj fdrus fdrus yx jgsa gS ;s lc Bills of material esa fy[kk jgrk 

gSA ge D;k djrs gS fd output dks ge multiply dj nsrs gS Bills of materials ls vkSj gesa irk py tkrk gSA fd geus 

fdruk raw material [kjhnk gksxkA vkSj mldh vki ,d ckj esa entry dj nks fQj pkgs oks 20 ckj esa vk;k gks ;k T;knk ckj 

esaA ,slk Hkh gks ldrk gS fd output ns[kk vkSj fd Bills of materials ls multiply fd;k vkSj geus supplier dks ckyk fd 
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vkius 1,00,000 units supply fd;k gS mlus dgk fd ugh esjh factory ls 1,10,000 units x;k gS geus dgk ij output 

dks multiply djds rks 1,00,000 gh vk jgk gSA mlus cksyk fd 1,10,000 x;k geus dgk geus rks dksbZ record gh ugh j[kk 

supplier cksy jgk gS fd geus 1,10,000 Hksatk gSA geus rks dksbZ record gh ugh j[kk ge rks bl Hkjksls Fks fd output dks 

multiply djssasxsa vkSj cksysaxs fd bruk vk;k rks Back-Flushing system esa vkidks inaddition to output ,d vksj pht+ dk 

record j[kuk iM+rk gS which is called as waste or closing stock.  

vxj mlus 1,10,000 Hksatk gS vkSj gekjk output cksyrk gS fd output rks 1,00,000 units ds fy, gh gSA rks cpk gqvk 

10,000 units ,d rjg ls production process esa dgha u dgha waste gq, gS ;k Closing Stock gSA rks vxj vkidks 

Back-Flushing yxkuk gS rks vkidks nks phtksa dk record j[kuk iM+rk gS ,d rks vkidks output dk record j[kuk iM+rk gS 

vkSj nqljk vkidks waste dk record j[kuk iM+rk gSA ftl fnu vki bl output dks multiply by Bills of Material djrs 

gks rks vkidks irk py tkrk gS fd fdruk raw material esaus consume fd;k in producing the product vkSj ftl fnu 

vki blesa waste, closing stock plus dj nsrs gS rks gesa irk py tkrk gS fd how much is the total quantity 

purchase.  

Actual Output × Bills of Material = Consumed XX 

+ Closing Stock XX 

+ Wastage XX 

Purchase XX 

Auto Process  ns[krh gS fd fdruk&2 output fn;k mldks Bills of Material dh file ls multiply djds oks input dh 

requirement fudky ysrh gSA Plus wastage, closing stock dk record mlesa j[kuk iM+rk gS wastage, closing 

stock dk record tSls gh vkius mlesa add fd;k oks D;k djsxk mlesa igys ls gh fy[kk jgsxk fd ;s component ge bl 

supplier ls [kjhnrs gSA Automatically purchase dh entry gksrh gSA ;s lkjh entries automatically gks tkrh gSA ;kfu 

dh vkidks flQZ ;s Mkyuk gS fd output fdruk gS vkSj waste fdruk gS ckdh lkjk dke oks Auto Process dj nsrk gSA  

Back Flush Costing 

Traditional Method JIT System 

Material Purchase; Data entry (No stock of material, WIP, Finished Goods) 

Receive; Data entry Time Consuming Process 

Transfer to store; Data entry Purchase = Consumed + Wastage + Closing 

Stock 

Convert to production/WIP; Data entry Production = Sale 

Finished Goods Sale; Data entry Labour + Overhead  = Conversion Cost 

Finished Goods Produce; Data entry Data entry only at Production /Sale 

Labour paid; Data entry  

Labour appoint; Data entry  

Backflushing requires no data entry of any kind until a finished product is completed. At that time the 

total amount finished is entered into the computer system, which multiplies it by all the components 

listed in the bill of materials for each item produced.  

Backflush is an accounting approach which is used in JIT environment whereby cost of Fished Goods is 

calculated at the time when Finished Goods is ready. This approach helps in eliminating maintaining of 

WIP account & calculation of cost during all stages in production. Back flush costing is entirely 

automated with the help of computerisation. 

1. When production order is received, A list is prepared which provides information about required 

quantity of material, item number of material & expected date of delivery of raw material. This list 

is called bills of material list. 
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2. When production begin then material list is used to pick-up materials from their destination & 

transfer them to production area. Now entry of all raw materials in that specific production order 

is done using computer software. 

3. When output is completed, all information about production shall be entered in production 

reporting software. Now this will produced list of all components which has been used in 

production & now these are deducted from beginning. 

Companies should consider the following before implementing a back-flusing system: 

1. Production reporting:- Employees must be trained to report accurate production. In case the 

reporting is incorrect, it will lead to wrong component types and quantities being deducted from 

stock. 

2. Scrap reporting:- All abnormal scrap must be diligently tracked and recorded; otherwise materials 

will fall outside the back-flusing system and will not be charged to inventory. 

3. Lot tracing:- Lot tracing is impossible under back-flushing system. It is required when a 

manufactures need to keep records of which production lots were used to create a product in 

case all the items in a lot must be recalled 

4. Inventory Accuracy:- Inventory balance may be very high at all times because the transactions are 

recorded only once in a day, during which time other inventory is sent to production premises. 

Hence it is not possible to maintain accurate inventory. 

Q.9 Explain “Kaizen Costing”? 

Ans. Kaizen Costing 

  Japnese word : Kai : Change : zen : better 

i.e., Change is always better 

  It involves small & continuous improvement across all function, process & employee  

  It focus to cost reduction instead of cost control. 

  e.g. Burger (McD) Ketchup earlier: Free but now they are going to charge `1/- for one 

ketchup saving 1 customer take 3 unit i.e, `3/- total number of customer 600 in a day  

600 × 3 = 1800 × 30 × 12 from one outlet.  

Company Provide Tea:- Reduction size of cup; cost saving 

  Tele Communication:- Use Nano Sim instead of normal Sim resulting Saving in cost of 

Fiber. 

  Air Lines:- Provide Olive (Zatoon) in salad but they found by R & D, most of pessengers 

did not like and give away. Eliminating Zatoon from salad result heavy saving. 

  Cost of logo on napkin. (Non Value added):- Remove 

  Reduction in Packaging:- Biscuit plastic + Paper. They eliminate paper packaging. 

  Since Kaizen Costing is continuous improvement, a radical change is not expected in 

Kaizen Costing. 

  It is a Costing technique to reflect continuous efforts to  

(a) To reduce product cost 

(b) To improve product quality 

(c) To improve production process (only after manufacturer activities have began) 

  Targets are updated Continiously to reflect the improvement that has already been achieved & 

that are yet to be achieved. 

1. Lean manufacturing is founded on the idea of kaizen, or continual improvement. 
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2. Continuous improvement is the continual examination and improvement of existing 

processes and is very different from approaches such as business process re-engineering 

(BPR), which seeks to make radical one-off changes to improve an organization's 

operations and processes.  

3. This philosophy implies that small, incremental changes routinely applied and sustained 

over a long period result in significant improvements.  

4. The kaizen strategy aims to involve workers from multiple functions and levels in the 

organization in working together to address a problem or improve a particular process. 

Kaizen Costing Chart use by Daihatsu Motor Company (Osaka, Japan) 

5. Some of the activities in the kaizen costing methodology include the elimination of waste 

in the production, assembly, and distribution processes, as well as the elimination of work 

steps in any of these areas.  

6. Though these points are also covered in the value engineering phase of target costing, the 

initial value engineering may not uncover all possible cost savings. Thus, kaizen costing is 

really designed to repeat many of the value engineering steps for as long as a product is 

produced, constantly refining the process and thereby stripping out extra costs.   

7. The cost reductions resulting from kaizen costing are much smaller than those achieved 

with value engineering but are still worth the effort since competitive pressures are likely 

to force down the price of a product over time, and any possible cost savings allow a 

company to still attain its targeted profit margins while continuing to reduce cost.The 

system seeks gradual improvements in the existing situation, at an acceptable cost.  

8. It encourages collective decision making and application of knowledge. 

9. There are no limits to the level of improvements that can be implemented. 

10. Kaizen involves setting standards and then continually improving these standards to chieve 

long-term sustainable improvements. 

11. The focus is on eliminating waste, improving systems, and improving productivity. 

12. Involves all employees and all areas of the business. 

13. It require no huge investment. 

14. Not restricted to shop floor employer but from top management to low level (every 

employee must participate) 

15. No compromise with the quality crystal clear, duties & responsibility. 
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 Limitation 

1. Every worker may not participate 

2. In some case, stable stage occur very soon. 

Particulars Non-Kaizen System Kaizen System 

1. Role of 

Employees 

Employees are seen as cost centre 

& real cause of problem. 
Employees are seen as 

solution provider 

2. Implementation 

Impact of Kaizen 
At initially 

– It may be possible that 

employees; not self motivated to 

command, control, suggest 

possible improvement 

themselves.  

After 

Sometime, Kaizen system 

staff motivation through 

empowerment, Team 

work. 

3. Change in 

Culture 

Employee Role:- 

Executing the changes only which 

are approved. 

Employees group will be 

assigned with power to 

make continuous change. 

Q.11 Explain Concept of “5S”? 

Ans. Concept of “5S” 

¶ Basic 

  Scientific way of work place management 

  Work can be performed effectively, efficiently and safely i.e. high quality work environment 

  Early— mid 20th century in Japan (Toyota Production System) 

  Essential component of lean manufacture & foundation of Eight Pillar of T & M. 

  Normally— Office/Factory process have huge amt of work– Resulting work slower, error, 

For Resolving this problem, 5 'S' is suggested. 

 tSls ,d blind person dks dke djus esa dksbZ ijs”kkuh u gks oks rHkh lEHko gS fd All things are placed at its 

required place.  
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1. Sorting (Seiri) 

(a) Needed not at all: TkSls ?kj esa dckM+] T.V., Old Calculator, Personal notes Novel. Lkc gVk dj 

dckM+ dh txg j[k nsuk pkfg,A TkSls ge vxj CA Final dh Study dj jgs gS rks Inter ;k Graduation dh 

Books study table ij ugha gksuh pkfg,] mUgsa ogk¡ ls gVk nsuk pkfg,A

 Office:- tks lkeku fcYdqy ugha pkfg, mls gVk nsuk pfkg,A

  Removal of unnecessary, unwanted, files, paper, books, documents from work area – 

so that relevant files can be found easily, i.e., if an item is not relevant for the work, it 

should not be in work area. Rkfd work area gekjk organized, arranged gks ldsA 

  Such item can be tag as Red tag. 

 Factory:-  

  (1) Obsolete material, (as design has become obsolete) 

  (2) Parts can't be used, scrap material 

(3) Non-moving 

All should be removed from work place.

(b) Needed but not now: ?kj esa dEcy:- nhoku esa j[k nsrs gSA tc t:jr gksrh gS rc fudkyrs gS ¼lnhZ esa½

— These are indicated by Yellow Tag. 

   Office:- Identify documents/ files which needed but not so frequently keep them separate 

e.g. Vendor agreement, Staff agreement, Labour union agreement etc.  

  budh t:jr frequently ugha iM+rhA 

Factory:- Slow moving items kept in separate store (yellow tag) i.e. special item purchased 

for particular order (not in regular use).

 By Sorting:-   

   In Office:- Time could be saved 

  In Factory:- Time could be saved as well as, Mis-happening could be saved.  

2. Set in order (Seiton) 

  Systematic arrangement of things. 

  Place for everything & everything in its place 

  Save search time, Eliminate Motion Waste Through Shadow board (in factory) and 

Proper indexing (in office) 

  All elements are placed at properly allocated spaces. 

 Factory:- Shadow Board: Example: vxj fdlh operator dks Tools pkfg, rks oks shadow board ls ys 

ysxk vkSj vius uke dk token ogk¡ ij yxk nsxk rkfd vxj same time ij fdlh vkSj dks pkfg, rks iwjs 

factory esa u <qMsa cYdh Shadow board esa ns[k dj token okys uke ds operator dks contact djs:- 

(Save of time, every energy save is to energy produce.) 

 Office:-  

 Set in order:- lqO;oLFkk ¼gj pht ds fy, txg gksA gj pht mlh txg ij gks½ 
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 Place for every thing & every thing in its place. Systematic arrangement of things. It is advisable to 

have proper indexing of files & proper documentation i.e. Proper Index should be made & pasted 

on each file about its contents & in that pattern of content, documents should be kept inside the 

file so that specific document can easily be traced & withdrawn. 



  Same can be done w.r. to folders in computer, Right files should be saved in right folder with 

identifiable name. So that any one can easily find any file. 

3. Shine (Seiso) 

Every thing in good condition. 

Factory:- Machine:- Oiling, Cleaning, Greesing 

 Office:- To keep work area clean and safe on regular basis. Develop the habit of cleaning in every 

employees. Every employee should devote 15-20 minute daily to clean the work area. 

 Everything in Good condition 

 Inspection process. 

 tgk¡ already xanxh gksrh gS ogk¡ vkSj xanxh gksrh gS ogk¡ already lQkbZ gksrh gSA ogk¡ vkSj lQkbZ jgrh gSA  

Maintain already tSls foreign Country, Airport 

tgk¡ Workplace gS ogk¡ ij [kkuk u [kk,] pk; ih dj Glass Kitchen esa j[ksa ;k j[kok;sa rqjUr tSls [kkuk rks <kcs 

esa Hkh vkVs ls gh curk gSA vkSj 5 Star Hotel esa Hkh] ogha vkVk use gksrk gS ijUrq nksuks esa lQkbZ dk QdZ gh cgqr 

vUrj Mky nsrk gSA Hotel: (i) 5 Star (ii) Dhaba 

Factory:- Cleaning(oiling), upkeep, keeping all equipment from all side (Front, Rear, Left, Right, 

Top, Bottom);  Top working condition. 

  Maintenance become automatically preventive, function rather than corrective. 

  Work place should not be untidy. 

4. Standardise (Seiketsu) 

Ekuuhdj.k ns[krs gh le> vk tk, (Doctor, Lawyer, Police) Prima facia  

  Factory: 

   Dress-code for staff 

   Include the steps which makes it easy for everyone to identify the state of 

normal/abnormal conditions, every process should have a standard. 

   Colour indicate the particular identify (visual reminder)  

   (High standard should be maintained as per Quality to Quantity. 

  Office: 

   Standard should be maintained in work style. 

  Red File:- Very important files (Required at any Time) 
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  Green File:- For important files 

  Yellow File:- Very unimportant files 

 {tSls Doctor dh dress: Green, White,  Lawyers dh dress: Black and  tSls Police dh dress: Khakhi 

ns[krs gh le> tk, Prima facia} 

5. Sustain (Shit suke) 

ftldk vuq”kklu & mldk “kklu  

  To make sure that '5S' standards guideline are maintained & for long term success.  

It is important (necessary) to follow: 

 1. Regular Audit (monitoring):- (All are working or not) 

 2. Fix Point Photography (Before & After) 

 3. Continuous training to all employee 

 4. Establishing & Maintaining responsibility among team members/leaders (ensure that 

members follow the Rules) 

 5. Proper Communication:- '5S' is not a one time exercises. 

 It is a continuous process, it is essential to sustain the practice followed. 

 Ykksxks dks training, plant dks vyx Zone esa Divide, Audit 

 Daily Monitoring, Ykksx dke dj jgs gS ;k ugh 

 Periodic audit at all level 

 Motivation — Reward (employee of month) Maintain discipline  

 Keeping tools, equipment clean & in Top condition, ready to use at any time 

 For long term success, its important to sustain the set standard/ process (not a one time but 

continuous work gS½ & For this Fix the responsibility among team leader/ member & ensure 

member follow the rules, periodic audit/ Review of process to early identification of any time. 

Q.12 Explain Total Productive Maintenance (TPM)? 

Ans. Total Productive Maintenance 

 Eliminate of production loss due to break down faulty/ of machine. 

 Introduce by Nippon denso – Supplier of Toyota Motor Company. 

 Keeping all equipment in Top working conditions so as to avoid break down & delay in 

manufacture process, so as to produce expected quality product, utilize  

 Max capacity, no unscheduled stoppage 

 To involve workers in all department to ensure effective operation of plant. Production team also 

take ownership of maintenance required (great amount of co-ordination between production & 

maintenance team 

Total:– All individuals in the organization working together 

Productive:– Production of Goods that meet customer expectations. 

Maintenance:– Keeping equipment & plant in good condition at all times. 
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Aim of TQM 

1. Zero break down 

2. Zero down time 

3. Zero accident 

4. Zero defeat 

?kj esa AC, Laptop:- lghs and iqjkuk – start time, setup (increase) owner dks irk gksuk pkfg, rHkh [kpZ djsaxsa TPM 

Advantage. 

Lkgh lyker j[kksaa& e”khu /kks[kk ugh nsxhA vxj maintenance djrs jgsaxsa Time/ Repair djus ls tSls ge e”khu dks vxj 

lgh lyker] Maintenance (Repair) djrs jgsxsa le;&2 ij rks dHkh Hkh /kks[kk ugh nsxh tSls ge ;ksxk/ Diet/ Fresh food 

time ls ysrs jgsaxsa rks fit jgsaxsaA dbZ ckj Human /kks[kk ns ldrk gS] e”khu dHkh Hkh /kks[kk ugh nsxh if we do 

Repair/Maintenance on time.  

Loss Due to Breakdown 

1. Idle Time Increase – Production Stoppage 

2. Inferior Quality Product – Causing financial looses 

3. Additional set-up cost  

4. Rework Cost  (increase) 

Connection (Relation) between TPM & TQM 

 Aim of both TPM, TQM are  

(a) To utilize resource in optimum manner by 

(i) Minimize waste  

(ii) Involvement of all employee 

(iii) Providing Quality service to customer 

Both Require 

 Commitment from Top management is necessary 

 Training & Education to all employee 

 Provide Competitive Advantage 

 Provide Long-term benefits 

TPM TQM 

Maintenance Approach  Quality Control 

Attempt to increase performance/ efficiency of 

equipment 
Attempt to increase Quality of goods 

Way to help in achieving the goal of TQM.  

TQM & TPM: Both 

Optimum utilization of Resource: To improve efficiency of resource (man/ machine) which can only 

be attained by minimize waste/ employee involvement (total) & providing Quality service to 

customer. 

Type of Maintenance in TPM 

Basic:- gesa vxj TPM vPNs ls yxkuk gS rks lHkh çdkj ds maintenance dh lgh tkudkjh dk gksuk t:jh gS fd dc 

vkSj dgk dkSu lh maintenance yxkuh gS D;ksfd gj maintenance dh viuh&2 Importance gS ge Breakdown 
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Maintenance dks fcYdqy csdkj ¼cUn ?kM+h½ ugh dg ldrs ¼D;ksfd tks machine yxHkx expire gksus okyh gS ml ij 

Preventive Maintenance ugh yxkuh pkfg, tSls ?kj esa A/C cgqr iqjkuk gks x;k rks Mechanic ;gh dgrk gS fd 

vHkh 2,4, 6 eghus pyk yks py tk,xk T;knk [kpkZ D;ks djsa& ftlls Qk;nk oks dk;nk½ can ?kMh 24 ?kaVsA 

Types of Maintenance under TPM 

1. Break down Maintenance:-

 Unscheduled Maintenance 

 ge pkgrs gS de&ls de gks 

 Repair/ Maintenance is carried out only when equipment actually fails. 

 Not Advisable – It leads to poor quality of production/ delay delivery. 

 Advisable for those machines which are of not regular use  

¼iqjkuh Car gS &de use gksrh gS rks ml ij regular maintenance:- Advisable ugha gSA Unnecessary iSlk 

[kpZ gksxk½ 

2. Preventive Maintenance:-

 Proactive approach 

 While preparing budget of company plan for weekly, monthly, Quaterly to spend expenditure, 

on maintenance for regular nature machines. 

 Daily ugkvks] Healthy jgsaxss] Diet/Gym tkrs jgks 

 Prevention is better than cure. 

 All parts should be replaced at expiry of their theoretical life. 

 Advisable for those machines having regular nature so as to keep them in top working 

condition at every moment of time. (A.M.C – Regular basis) 

¼tSls ?kj esa AC – Regular Service djkrs jgsxsa rks Cooling lgh j[ksxk 

 Car:-Oiling — vPNh pysxh½:- gj 1000 km/ 3 month – Service djk ysuh pkfg,½ 

3. Corrective Maintenance:- [Easy Maintenance]

 To ensure easy clean/ easy maintenance, company should arrange reconfigure parts in 

different manner. (Maintenance rks gks] vklku gks½ [A/C – Air filter ckgj yxk gks:- Easy to clean] 

 Ek”khu dh lQkbZ vklku gSA worker gj rjhds ls Left, Right, Top, Bottom, Rear vklkuh ls Clean dj 

lds ,sls parts dks fix djsa] Machanic ds cukrs le; ia[kk ihNs u gksa] ikbi cMsa u gksA 

4. Maintenance Prevention:- [Least/ Minimum Maintenance, almost negligibile]

 Management should consult with designer, to produce equipment so as to minimize 

maintenance (high technology), Save time, Money, Safety [Traditionally Maintenance ,d 

horrible task gqvk djrk Fkk] vc u ds cjkcj gS] 

 For example:- Chimny:-  Minimum Maintenance 

  Laptop:- Fan Installed/ auto cool 

 Produce/purchase Maintenance free product [T.V. dk example] 

5. Autonomous Maintenance:-

 Day to day Repair/ Maintenance are carried out by operators instead of waiting for 

technology. [Mobile: Hang : we say reset] 

 For example:- Tyre can be changed by driver instead of mechanic in care of need. 

 Operator should be trained for this purpose. 
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Q.13 Explain Performance Measurement in TPM? 

Ans. Performance Measurement in TPM 

The most important approach to the measurement of TPM performance is known as Overall 

Equipment Effectiveness (OEE) measure. The calculation of OEE measure requires the identification of 

“six big losses” 

1. Equipment Failure/Breakdown 

2. Set-up/Adjustments 

3. Idling and Minor Stoppages 

4. Reduced Speed 

5. Reduced Yield and 

6. Quality Defects and Rework 

The first two losses refer to timelosses andare usedtocalculate the availability of equipment.The 

third and fourth losses are speed losses that determine performance efficiency of equipment. 

The last two losses are regarded as quality losses. 

Performance × Availability × Quality = OEE % 

OEE may be applied to any individual assets or to a process. It is unlikely that any manufacturing 

process can run at 100% OEE. According to Dal et al (2000), Nakajima (1998) suggested that ideal 

values for the OEE component measures are: 
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Availability > 90% 

Performance > 95% 

Quality > 99% 

Accordingly, OEE at World Class Performance would be approximately 85%. Kotze (1993) 

contradicted, that an OEE figure greater than 50% is more realistic and therefore more useful as an 

acceptable target. 

Measurement of TPM Performance — OEE 

K.P.I dSls irk pysxk fd TPM lgh dke dj jgs gS ;k ugh 

 

Actual Operating Time/Time Taken A
Availability Ratio = ×100 =

Total Planned Productive Time Available B
 

Total Time XX 

Less Planned Down Time 

1. Setup/ Oiling/ Cleaning Time 

2. Lunch/ Break/ Tea 

3. Preventive Maintenance 

 

XX 

XX 

XX 

(B) XX 

 
Total Planned Productive  

Time available 

(B) 

Less Unplanned Down Time 

1. Power Failure/ Setup Change 

2. BreakDown, Equipment Failure 

3. Lab Strike 

4. Non availability of Raw Material 

 

XX 

XX 

XX 

(A) Actual Time Taken (A) 
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Standard hour for Actual Output

Performance Ratio (Efficiency Ratio) = ×100
Actual Hours

 

 
Goods unit (Accepted)

Quality Ratio = ×100
Total Actual Unit Produced

 

 Good Unit (Accepted) = Total Actual Unit Produced – Defect (Reject)×100  

Q.14 Explain Conncection Between TQM and TPM? 

Ans. Connection between TQM and TPM 

The connection between TQM and TPM are summarized below: 

 TQM and TPM make company more competitive by reducing costs, importing customer 

satisfaction and slashing lead time. 

 Involvement of the workers into all phases of TQM and TPM is necessary. 

 Both Processes need fundamental training and education of participants. 

 TPM and TQM take ling time to notice sustained tangible benefits. 

Q.15 Explain “Cellular Manufacturing”? 

Ans. Cellular Manufacturing 

 It aims to maintain a single work flow where waiting time after each process gets reduced 

to minimum extent & waste is also minimized. 

 In an assembly line. Multiple cells are used. A cell comprises of one or more machines 

which perform a certain task. The product moves from one cell to next cell and each cell 

completes a part of manufacturing process. Cells are placed nearby in the design of U 

shapped so that supervisor can watch over entire production process & has to move less 

(Low physical movement). 

 We should adpopt the following steps to implement cellular manufacturing 

Step 1:- Parts to be made should be grouped according to similarity in design or 

manufacturing requirements. 

Step 2:- Each Group must be analyzed in terms of production flow. This analysis needs 

times & Cost also. 

Step 3:- Once above steps are done then celluar manufacturing can be started. 

Advantages of Cellular Manufacturing 

1. Supervisor can easily watch entire production process 

2. No requirement of more floor space since all cells are placed in design of U shaped 

3. Defects can be identified immediately before this defective production enter into next cell  

4. Production quantity & Quality control possible 

Limitations of Cellular Manufacturing 

1. Cells are specially designed to maintain a specific flow of parts being produced hence it 

decreases flexibility in production process. 

2. If demands gets reduced then cells may be required to re-arrange then it is a costly 

decision  

3. Removing a cell, if required will be opposed by labour union.  
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Q.16 Explain “SIX SIGMA”? 

Ans. SIX SIGMA 

Engineer Bill Smith introduced Six Sigma while working at Motorola in1986. It is quality improvement 

technique whose objective to eliminate defects in any aspect that affects customer satisfaction. The 

premise of Six Sigma is that by measuring defects in a process, a company can develop ways 

toeliminate them and practically achieve “zero defects”. Six sigma can be used with balanced score 

card by providing more rigorous measurement system based on statistics. The primary focus of Six 

Sigma is on: 

 Customer satisfaction. 

 Decisions based on data-driven facts. 

 Management, improvements, and processes. 

 Proactive management team. 

 Collaboration with in the business 

 Goal for perfection. 

Points to be remember of SIX SIGMA 

 Six Sigma is that by measuring defects in a process, a company can develop ways to eliminate 

them and practically achieve “zero defects”. 

 Six sigma can be used with balanced scorecard by providing more rigorous measurement 

system based on statistics. 

Numerical Concept of Six Sigma 

'Sigma' is a statistical term that measures how far a process deviates from perfection. The higher the 

sigma number, the closer the process is to perfection. The values of Defect Percentage Six Sigma are 

3.4 defects per million opportunities or getting things right 99.99966% of the time. It is possible to 

develop ways of reducing defects by measuring the level of defects in a process and discovering the 

causes. 

The Value of the Defect Percentage  

Six Sigma is 3.4 defects per million opportunities or getting things right 99.99966% of the time. It is 

possible to develop ways of reducing defects by measuring the level of defects in a Process and 

discovering the causes. 

The Value of the Defect Percentage under Various Sigma Levels 

Sigma 

Level 

Defects per Million 

Opportunity 

(DPMO) 

Percentage 

Defective 

(%) 

Percentage 

Yield (%) 

Quality Profitability 

1 6,91,462 69 31 Loss 

2 3,08,538 31 69 Non-Competitive 

3 66,807 6.7 93.3 Average Industries 

4 6,210 0.62 99.38 Above Average 

5 233 0.023 99.977 Below Maximum 

Productivity 

6 3.4 0.0034 99.99966 Near Perfection 

The Second last column (in above table) indicates the percentage of values that lie within the control 

limits. The more popular measure, the number of defects per million opportunities, is indicated in 

second column. 

It is quality improvement technique whose objective to eliminate defects in any aspect that affects 

customer satisfaction. The premise of Six Sigma is that by measuring defects in a process, a company 
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can develop ways to eliminate them and practically achieve “zero defects”. Six sigma can be used with 

balanced scorecard by providing more rigorous measurement system based on statistics. 

Implementation of Six Sigma 

There are two methodologies for the implementation of Six Sigma- 

DMAIC: This method is very robust. It is used to improve existing business process. To produce 
dramatic improvement in business process, many entities have used it successfully. It has five phases 

 

 

 

 

 

 

 

 

 

 

DMAIC is used under the following circumstances: 

 A product or processexists. 

 The project is part of ongoing continuous improvementprocess. 

 Only a single process needs to bealtered. 

 Competitor’s actions arestable. 

 Customer’s behaviour is unchanging. 

 Technology is stable. 

Application of DMAIC in the Banking Sector 
In banking sector, DMAIC may be used as follows: 

 Define: Customer satisfaction &loyalty have significant impact on financial performance 

ofa bank. Six Sigma involves defining objectives and opportunities to improve (based on 

customer’s feedback or complaints) in discussion withstaff. 

 Measure: In this phase, Six Sigma experts deploy quantitative procedures to collect 

statistical data. Then the statistical data is used for measuring the impact of the various 

processes on customer satisfaction. Different processes may have different impact on 

customer satisfaction. The measurement of impact of the individual processes helps the 

banks to concentrate on improving the processes that have the maximum impact on 

customer satisfaction. In the banking industry, wait times are said to have the maximum 

impact on customersatisfaction. 

 Analyse: In this phase, Six Sigma experts analyse the data collected in accordance withthe 

parameters set for improvement. So that, the processes (that directly affects customer’s 

satisfaction) can be improved at minimumcost. 

 Improve: In this phase, experts take corrective measures to improve processes in 

consultation with staff based on facts and statistics. Advanced statistical tools can also be 

used to study the impact of the proposed improve mentinitiative on business processes. 

Define the problem, the 

project goal and the 

customer requirements. 

Analyse the process to 

determine root causes of 

variation and poor performance 

(defects). 

Measure the process to 

determine current 

performance. 

Improve the process by 

addressing and eliminating the 

root causes 

Control means maintaining the 

improved process and future 

process performance. 
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 Control: Control systems should be put in place to monitor the impact of the 

improvement initiatives through periodical review performance. If still a business process 

is not performing well in accordance with the desired Six Sigma levels, the process is 

referred back to the ‘define’ phase. However, if a small problem is impacting the 

performance, then corrective measures are taken and the whole process is not referred 

back. 

Q.17 Explain Limitation of Six Sigma? 

Ans. Limitation of Six Sigma 

 Six Sigma focuses on quality only 

 Six Sigma does not work well with intangible results. 

 Substantial infrastructure investment is required. 

 Six Sigma is complicated for some tasks. 

 Not all products need to meet six Sigma standards. 

 Six Sigma focuses on specific type of process only. 

 There are lot to real time barriers which needs to be resolved while translating the 

theoretical concepts into practical applications. 

Lean Six Sigma 

Lean Six Sigma is the combination of Lean and Six Sigma which help to achieve greater results that 

had not been achieved if Lean or Six Sigma would have been used individually. It increases the 

speed and effectiveness of any process within any organization. By using lean Six Sigma, 

organizations will be able to Maximize Profits, Build Better Teams, Minimize Costs, and Satisfy 

Customers. 

DMAIC is a Methology of Six Sigma used to Improve existing business Process 

SIX SIGMA (BASIC CONCEPT For Case Study) 

 

 

Definethe Process Basic Understanding Applicable for almost all case study (All 

company, service Provider) 

 Ex: - In case of a Student What is the Req. of Customers/ Expectation? 

Satisfaction i.e., on time delivery (undamaged 

goods) & Quality Goods. 

Properly packed in box (Min req in manufacture 

& Packing Process) why returns from customers 

are Increasing, complaint increase it will increase 

cost, dent on branding as well as adverse effect 

on financial performance 

Six Sigma focus on defining the objective & 

opportunity to improve by: - 

(a) Discussion with staff 

(b) Customer feedback/ complaint 

(समस्या क्या है) 

(जब तक समस्या सही से 

explain नही ीं होगी तो 

हल कैसे ननकलेगा) 

Why a student is not 

being able to concentrate 

on his study (मन नही ीं 

लगता) 
Purpose: - To get 

success/Rank/Good job 

2: - Measure  

(Where we stand at 

present) 

Quantitative procedure 

to collect statistical data. 

Different Marks in 

Collect the statistical data to measure the impact 

of various process on customer satisfaction. As 

Different process has different impact on 

DMAIC 
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different subjects. Which 

subject has low marks, so 

that we can Improve the 

overall performance by 

improving in that 

particulars subject (s). 

customer satisfaction. 

(What is the level of six sigma of current 

operation) 

Banking: - Waiting Times have 

(Doctors/Hospitals) 

Maximum Impact on customers satisfaction 

Sales Return(Types) 

 % 

Difficulty in  

(a) Assembling /part missing 

XX 

(b) Damage/defective/``Poor 

quality 

XX 

(c) Late arrival XX 

 ______ 

Sales Return 

Country Wise XX 

Product Wise XX 

 _____ 
 

3: -Analyze 

(Detect the root cause 

of Problem so as to 

improve that Problem) 

Identify the reason of 

achieving low marks in 

particular subject(s): 

Possible reasons may be  

A: - Not getting proper 

coaching 

B: - Not Preparing 

proper notes 

Detect the root cause of Problem: - Eg. 

Problem Possible cause 

a): - Defect in 

Assembly 

Poor design, No 

proper marking 

b): -Partsmissing: 

(bicycle, Furniture, 

toys etc.) 

Defect in packing (not 

user friendly) 

C): - Defective / 

damage Goods 

Lack in manufacturing 

d): - Not delivered 

properly 

In appropriate 

delivery system. 
 

  Country (Particular) has high % of Sales return: - 

Dealer/business partner is not good. 

(Defective can be rectified but damage goods 

can’t be rectified, must disposed) 

*Assembly line workers (in efficiency): - 

New workers, Lack of proper standardized 

training. 

*Substandard Raw material used: - Improper, 

Inspection 

*Machine: - Outdated         

Improve Try to join expert 

coaching, prepare 

appropriate notes to 

improve weak subjects. 

Experts take corrective measure, 

Recommendations to improve process in 

consultation with staff/based on facts, to 

minimize/eliminate the root cause of problem. 

  Problems Suggestions 

a) Defect in Assembly: Adequate 
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-  marking 

b) Part missing: - Packing could 

be improved by 

Training to staff 

(Inspection 

before delivery) 

c) Defect/damage Apply 

Preventive 

maintenance 

d) Delay/notdelivered 

properly 

Improve 

delivery system/ 

may be 

outsourced. 

e) Substandard Raw 

material used 

Inspect at 

receiving stage/ 

change supplier. 
 

Control Monitor/check that the 

weak subject is improved 

or not if improved: Keep 

it up  

If not improved: 

Revise/change/amend the 

process 

Monitor the performance ongoing basis 

If sales return > Target leveli.e. No 

Improvement, report to responsible person & 

Revise/ change the procedure of DMAIC. 

If Sales Return < Target i.e., improvement is 

achieved, present process should be continued. 

Q.18 Explain Process Innovation? 

Ans. Process:- A set of activity for desired output. OR Converting Input into output for other. 

  Significant change in technology/ software but PI does not include customization (Shirt — 

Chinese color,  Furniture — Diamond Furniture) 

Production:- Enhance manufacture process:-  

Manual:- Computer Software ERP 

Process Innovation Means 

 Implement new process Called Innovation 

 It change the overall structure of organization. 

 Significant Improvement in Production method & delivery system. 

 Process Innovation can be applied in production, Delivery system, Support system 

      Production:-  This is related to process, equipment, technology e.g.  

Before Process Innovation After Process Innovation 

 Push Method is adopted  Pull Method is considered 

 Production; Department wise   Cellular Manufacturer 

 Softy making; Manually  Automated (Use of machine for softy making)  

 Hiring Taxi either by Call or 

personal visit- 

 Now by downloading Mobile Application,  e.g. 

OLA/UBER 
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Delivery:- Delivery process innovation involves software to help in supply chain/delivery 

system. 

Before Process Innovation After Process Innovation 

 Huge Van   Small delivery Van  

 No Watching/ Tracking system   Watch by Software, Tracking System, 

Barcode, GPRS (gesa irk py tkrk gS goods 
dgk¡ rd igq¡pk½ 

 Travel: By Road   Travel: By Air/ Train 

 Information Sent: By Post Card, 

Telegram, (Postal System) 

 Information Sent: By Email, SMS 

Support System:- It includes Purchasing, Maintenance, Accounting  

Before Process Innovation After Process Innovation 

 Purchase order manually    ERP:- Material, Requisition 

 Accounting Manually   Tally Package 

Ford Motor Company:- First moving assembly line ( Vehicle Assembly 12 hrs — 90 minute)  

Arranged the parts in a raw on the floor & trained workers assembled each part turn by turn. 

I Process Innovation II BPR 

In coaching Face to Face batches replaced 

by settlite coaching now settlite coaching 

replaced by Google Drive/ Pen Drive 

vxj igys fnu esa study djrs vc jkr esa study djsa ;k 

igys ,d fnu esa 4 subject dh study djrs Fks vkSj vc 

dsoy 2 subject ij gh focus djsa rks ;s BPR dgyk,xk 

i.e., Change in process 

New process replace old process iqjkus process esa gh change djuk 

Q.19 Explain Business Process Reengineering (BPR)? 

Ans.  

Coverage:- 

  Basic Concept 

  Principal of B.P.R. 

  Benefits of B.P.R. 

  Performance Parameter of B.P.R. 

  Perception of B.P.R. 

BUSINESS PROCESS REENGINEERING (Concept) “Hammer” (1989 ) Define B.P.R. 

1. BPR is defined as fundamental rethinking and radical redesign of business process to achieve 

dramatic improvements in critical contemporary measures of performance such as cost, quality, 

service and speed.   

2. B.P.R. focus on amending existing process. 

3. Normally followed by the company those who wants to survive again in market, at present their 

condition are too bad, e.g. Nokia, Carbon Mobile etc. 
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4. Four Components of BPR are: 

Fundamental rethinking    We need to challenge the very basic assumptions under which 

business operate 

  We ask question such as why do we do what we do? 

Radical redesign   BPR relies one a fresh-start, clean-state approach to examing of 

an organization’s basic process 

  The goal is to reinvent what is done and how it is done rather 

than to tinker with the present system by making marginal, 

incremental improvements 

  Change thought process (negative to positive)   

  Process:- We operate our company 

               If we were a brand new company 

Dramatic improvements   Fundamental rethinking and radical redesign are aimed towards 

making guantum leaps in performance 

  BPR is not about improvement in quality, speed of around 10% 

because improvement of this magnitude can be done by marginal, 

incremental changes to existing process 

  On the other hand, BPR would focus on major improvement 

  To achieve dramatic improvement in quality, cost, service, 

speed:- Change should be very high i.e. Profit Increase by 60-

70%, Sale Increase by 60-70%. For example Ford Company 

change the method of procurement of raw material from manual 

to automation. 

End to end business 

process 

  BPR focus on end-to-end business process and not the individual 

activities that comparise the process 

  Many organizations segment a process into individual activities 

and allot an activity to specialists. However, while doing this, 

managers lose focus of the entire process and focus on 

improving individual activities. BPR focuses on improving the 

entire process by re-engineering end to end business process 

  Re-engineering focus on end to end business process.   

B.P.R 

 1.  Main stage of B.P.R. 

 (a) Each business process needs to be divided into series of process. 

 (b) Each process:- Documented, analyse whether they are value able, value added, non value 

added so that by applying high technology value added should be  re-engineered non-value 

added should  be removed.   

2. Principal of B.P.R.      

1. Organize around outcomes, not task:- Combining Several Jobs into one, permitting 

workers to make more decision themselves. Cutting, Finishing, Preparation all activity to be 

operated by single person to save cost i.e. minimizing situation when one person check 

someone else work. Several Jobs into one, permitting workers to make more decision 
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themselves. (tSls Company daiuh esa A/C, legal, HR vyx&2 person djrs Fks vc BPR esa oks lkjs dke 

,d ds }kjk gh gksrk gksxk) Cutting, Finishing, Preparation all activity to be operated by single 

person to save cost i.e. minimizing situation when one person check someone else work.  

 vuks[kk gh benefit gks] e.g. Ford Company change the method of procurement of raw material 

from manual to automatic. 

 [igys:- Advertisement, — Tender — Supplier — Order 

  vc:- ERP — Auto blls employee 75% de gks x;sA 

 Speed c< tk,xh] Cost de gks gksxh] Service Quality c<sxh Manual to Online.] 

 2. Have those who need the results of a process perform the process:- Defining 

different version of process for simple cases vs complex one.  

  For example: In electronic equipment, Simple routine repairs can be done by customer 

themselves. 

   Only complex repair:- To be done by company representative. 

   Only complex service:- To be done by visiting branch office.  

  In banking:- Customer can get their statement print-out from Online. (Online Transfer) 

 3. Integrate the processing of information into work process that produce the 

information:- Work (Activity) should be centralized instead of decentralized.  

  For example:- Select one supplier to avail bulk discount instead of purchasing from different 

supplier. 

  Banking:- Opening a new account- Bank should introduce one online application  form 

from website containing all necessary information removal of chance of form lost incorrect, 

enhance customer satisfaction, no need to visit bank, error reduction, remove unnecessary 

staff activity in checking/ Re-processing forms. 

 4. Line Parallel activities instead of integrating their result:- Linked activity should be 

conducted in parallel rather than sequentially. (Speed will increase) for e.g. 

  Insurance Business:- If a customer wants to pay premium for its existing policy, at the same 

time wants to enquire about new policy, both can be done. 

  For company:- If a company has presently excel sheet: for different activity procurement of 

order, sales, finance then advisable – They must have a data base.  Including data of financial, 

non-financial, cost, lead time, Quality; that should be accessible by all parts of function team. 

(Should have real time up-dations) 

  Banking business:- Checking bank balance, cash deposit, with-drawled transfer money 

from one account to other can be done through on line simultaneously. 

5. Put the decision point where the work is performed & build Contribute into the  

process:- "Normally in organisation basic assumption is that" those who do the work do not 

have the time, inclination, skills, knowledge for controlling/ monitoring what they do, now in 

B.P.R.  – The person who do the work will monitor, take decision : Reducing NVA. 
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    Material handling:- It consist different activities like this 

    (i) Production department 

 

     Material Requisition; to store 

 

     Purchase Department 

      

     Follow purchase procedure 

 

     Then Received material, inspect, release payment 

  This process can be Re-engineered by sending material requisition (directly) to supplier 

(using technology i.e. E.R.P. from production department.) 

  It is likely that B.P.R. may increase costs in short-term as investment in technology. However, 

this would also reduce substantial levels of manual activities and process thereby providing 

speedy services to customer. In long term, this would result in high levels of efficiency, 

profitability and better levels of customer satisfaction and retention. 

3. Impact of B.P.R. (Perception)    

 1. On workers     2. On Supplier 3. Society (environment) 

 1. On workers: 

  (a) Demotivate:- If they are appointed in unfamiliar role, may not willing to learn new skills 

  (b) Redundancy/ Dis-appointment/ Un-employment i.e. fear of not getting job any 

where/ Uncertainly about job in future even continue workers dis-satisfied due to high 

burden of work, fear of loosing job. 

  (c) Workers are not susceptible to change. 

  (d) Although B.P.R. aim is to increase efficiency, general perception is that organisation 

want to do some cost cutting exercise, may lead to redundancies or could threaten job 

& prospects. 

  (e) Resistance may be encountered from staff, as they are concerned about change. 

  (f) Due to B.P.R.:- (i) Change in people role (ii) Change in composition work team (iii) 

Change in pattern of working.  All these are not generally accepted by staff easily. 

 2. Supplier:  

  If supplier is indulged in using non-acceptable working practice, any association with supplier 

due to implementation of B.P.R. not good sign for long term relation, effect reputation, due 

to this 

   (a) Customer may not purchase good from company 

   (b) Investor:- Reluctant to invest money 

   (c) Effect on financial performance 

 3. Society (environment):- Due to B.P.R strategy may effect our C.S.R. we should take core 

of these. 
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4. Benefit of B.P.R     

    1.  Fast information processing and error reduction 

Existing method B.P.R. 

• Manual work i.e. paper based work 

transfer 

• New information data base system  

(I.T./Computerized/Software, ERP) 

• Work Slow • Central data base 

• Time consuming • Real time basis: transfer to all department 

• Chance of error • Continue updated 

 • Error free, Time save 

  (Inquiry – Telephone – Staff access – data base – gather all relevant information – response 

them immediately costumer satisfaction) 

   2. Better facilities for sales department (Service Provider) 

  Due to online real time data base improved technology might also help company sales 

department/ Service department to provide immediately response to a customer. 

  Insurance company:- Salesman can access the data base remotely from their laptop, they 

can get every minute details of policy/premium & respond immediately to customer, e.g. 

salesman want to sale 'x' policy. Customer required 'y' – It can be done easily. 

  Manufacture company:- Sales department can provide all relevant information to 

customer about (i) Availability of product (ii) Delivery time  

  Banking:- (i) Easy to open Bank Account (online facility) (ii) Easy to transfer money 

  Motivation staff leading to overall improvement:- Customer get fast 

information/effective service/immediate response 

 

    Increase customer satisfaction 

 

    Increase sale 

 

    Increase market share 

 

    Increase overall improvement (growth) 

  Save time, cost, due to processing parallel activity 

5. Performance of B.P.R 

K.P.I. (Key Performance Indicator):- [Performance target company could introduce to 

ensure that B.P.R. achieve objective] 
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Management should have performance measure, i.e. to assess how well the re-engineered 

process have helped to improve performance in following manner: 

Data entry people Paper based data  entry 

(Before B.P.R.) 

Real time data entry 

(After B.P.R) 

No. of transaction completed 

within given time  

XX XX 

For Insurance company    

No. of policies issued X X 

No. of issued claim settled 

(on time) 

X X 

Cancellation of policy X X 

For Banking   

No. of Account opened   X X 

For All Company   

No. of Customer complaint 

resolved  

X X 

Order processing time X X 

On time delivery  X X 

Sales/ Revenue/ Project  X X 

Return Goods X X 

On time delivery X X 

No. of error in paper work X X 

Increase in business growth X X 

Lead time  X X 

Shipping Cost (Try to deliver 

in full capacity) 

X X 

Quality (Input & output)  X X 

Make    {Compare} 

Buy 

X X 

X X 
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CHAPTER 4 

Cost Management Techniques 
Q.1 Explain “Cost Control and Cost Reduction”? 

Ans. Profit is feature of the gap between sales and cost, hence it can be enhanced either by 

increasing the sale or reducing cost; & can also be maintained by controlling the cost. In the 

competitive business environment, it not easy to increase the sales; hence cost reduction or cost 

control, as the case may be; is available. 

Cost Control 

 Cost dks tcjnLrh de djrs gS tSls e.g. 

(a) lLrk material purhchase dj ysuk but compromise with quality 

(b) Production manager ds }kjk material mix dks change djuk eryc lLrk material dh quantity c<kuk] 

mruh gh eagxsa material dh quantity de djuk (i.e., Favourable material mix variance dk ykuk½ 

(c) Labour mix change djuk 

(d) Advertisement dk [kpkZ de djuk for the time being (on temporary base) 

  Ekku yks fd Electricity dk Bill vxj T;knk vkrk gS vkSj ge ;s decision ys fd machine/AC de pyk,¡ rks Bill 

de vk,xk ;s temporary cost esa deh vk,xh but Quality dk Loss rks gksxk gh u  

  cukoVh deh gksrh gSA 

 Cost control implies regulation of the cost of operation through the action of executives.  

 It involves setting up the targets (yardstick) for managers who are responsible for cost centres 

and comparing their performance against such targets.  

 Therefore, Cost Control involves continuous comparison so actual with the standards or 

budgets to regulate the former, i.e., not allowing actual cost to increase beyond budgeted cost. 

 Types of Targets 

Target used for purpose of costcontrol can be either external or internal. Type of benchmarking 

(if applied byanorganisation) plays a crucial role in making this decision. The prevailing techniques 

when target is established in- house include standard costing and budgetary control. 

Prerequisite of Cost Control 
Six Prerequisites of Cost Control are; 

 Effective delegation of authority and assignment of responsibility for costs; simply means cost 

centre must be designated against the name of the manager responsible for it.

 An agreed plan that sets up objectives and goals to be achieved with celerity; simply means clearly 

defined targets.

 Motivation (may be finance linked or non-financial) to encourage individuals to reach the goals 

established and agreed.

 Timely and efficient reporting.

 The recommendations must be followed by action.

 An effective system of follow-upto judge the effective implementation of recommendation.

Cost Reduction 

 ;s Permanent Reduction gksrk gSA 

 cukoVh deh u gks dj ges”kk ds fy, Cost de gks tk, vkSj Quality Hkh de (Compromise u gks) tSls 

(a) oks supplier select djsa tks vPNk material lLrs esa nsA 

(b) Replace manual machine to automatic machine. Consuming low electricity, low product cost 

(AC  ge 5 STAR dk use djsa single star dh txg)  



  

 
4.2 

Co

st 

Ma

na

ge

m

en

t 

Te

ch

niq

ue

s 

CHAPTER 4 Cost Management Techniques 

  Preventive measure yxk;saA 

 Cost reduction is the real and permanent reduction in the unit cost of goods manufactured or 

service rendered without impairing the utility for the intended use.  

 Therefore, cost reduction is continuous effort to reduce cost through economics 

(standardization of product or component) and savings in costs of manufacture, administration, 

selling and distribution.  

 It believes in reduction cost till the optimal level rather any specified level such as standards or 

budget. 

Q.2 Explain the scope, focus area of cost reduction. 

Ans. Focus areas for Cost Reduction: 

Area Explanation 

Product 

Design 

1.  Product design being the first step in manufacturing of a product and 

the impact of the proper design can be seen in the entire 

manufacturing chain 

 2.  Efficient designing for a new product or improving the design for an 

existing product can help the company in reducing the cost in 

multiple ways such as: 

 Cheaper substitute, higher yield and less quantity and varieties of 

materials, cause cost reduction 

 Reduced time of operation and increased productivity 

 Standardization and simplification in variety increase productivity 

and reduces etc. 

 3.  Example: Tata Motors had made an ambitious plan of manufacturing 

a car at Rs.1,00,000, The company made this plan due to its product 

design wherein they had focused on cutting unnecessary parts such 

as simplicity of the interiors, simple exterior such as one wiper, 

removal of left side mirror, using plastic exterior parts among 

others. 

Organisation 

(lc dks dke dk 

cVokjk lgh ls gks] 

overlapping u gks½ 

1. Proper assignment of task and delegation of responsibility to avoid 

overlapping 

2. Removal of doubts and fiction 

3. Encouragement to employees for cost reduction  

Factory layout 

equipment 

Proper factory layout and utilization of the existing equipment to 

determine whether there is any scope for cost reduction by elimination 

of wastage of men, materials and maximum utilization of available 

facilities. 

Production 

plan 

programme 

and method 

(ftruk material 
pkfg, mruk eaxk;s] 

labour [kkyh u cSB] 

Machine vPNh gks½  

1. Production control ensures proper planning of work by installing 

and efficient procedure and programme ordering correct machine 

and proper utilization of materials, manpower and resources 

2. Production control to be analyzed to ensure the following: 

 Wastage of manpower is kept to minimum 

 Scope for reducing idle capacity 

 Efficient control of stores and maintenance services 

 Reduction of labour wastage and increased productivity by 

eliminating faulty production method 
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Q.3 What are the techniquesm, tools of cost reduction? 

Ans. Tools and Techniques 

For Cost Reduction the following tools and techniques can be applied 

 ValueAnalysis

 Inventory Management (e.g. Just in Time, Backflush)

 Business Process Reengineering

 TargetCosting

 KaizenCosting

 Standarisation of product, components etc.

Q.4 Explain Difference between “Cost Control and Cost Reduction”? 

Ans. Difference between Cost Control and Cost Reduction 
 

Cost Reduction Cost Control 

Cost Reduction is the achievement of a real and 

permanent reduction in the unit cost of products 

manufactured. 

Cost Control involves a comparison ofactual 

with the standards or budgets, to regulate the 

actualcosts. 

Realistic savings in cost, which are 

permanent too. 

There could be temporary savings in cost. 

Product’s Utility, Quality and Characteristics 

Are retained. 

Quality Maintenance is not a guarantee. 

Not observing standard cost or budget allocation 

as a yardstick 

The process involves setting up a target, investing 

variances and taking remedial measures to 

correct them. 

Continuous process of critical examination 

includes analysis and challenge of standards. 

Control is achieved through compliance with 

standards. Standards by themselves are not 

examined. 

A Fully dynamic approach. Relatively less dynamic than Cost Reduction. 

Universally applicable to all areasof business. Does 

not depend upon standards, though target 

amounts may beset. 

Limited applicability to those items of cost for 

which standards can be set. 

Emphasis here is partly on present costs and 

largely on future costs. 

Emphasis on present and past behaviour of 

costs. 

The function of Cost Reduction is to find out 

substitute ways and new means like a waste 

reduction, expense reduction and increased 

production.  

It is corrective way. 

Cost Control does competitive analysis of actual 

results with established standards. 

It is preventive way. 

Q.5 State what standardization of the components and the manners in which it will 

work out to reduce the cost? 

Ans. Standardisation of component means using the same type of component for more than 

oneproduct or all the product which any manufacturer is producing. 

For example, if an automobile company manufacturecars of different models, it is possible to 

use only one type of door handle and wiper in all the models.  

Standardisation of the component can be benefits which may lead to cost reduction, major 

among them are- 

 Economies of scale. 

 Ease in inventory control. 
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Target Costing 

A. Definition, Features, and Scope 

B. Step of Target Costing 

C. Principles of Target Costing 

D. Pros and Cons of Target Costing 

E. Impact of Target Costing on Profitability 

F. Most Useful Situations for Target Costing 

G. Components of Target Costing System 

Ease for an operator who use this component for various purposes. 
 

Q.6 Explain “Target Costing”? 

Ans. Target Costing  

Definition:- 

1. Target costing can be defined as “a structured approach to determining the cost at which a 

proposed product with specified functionally and quality must be produced, to generate a 

desired level of profitability at its anticipated selling price.” 

2. Target costing is almost the exact opposite of cost plus margin modeling where a company 

produces a product with not cost structure in mind. Once the product is built they add a 

profit margin on top to arrive at the final price. 

Q.7 Can you list the questions that a manufacturer must answer in order to close the 

gap? 

Ans. The major questions which a manufacturer must answer to explore the opportunity for 

improvement are– 

  Can use of any materials be eliminated or a cheaper material be substituted without 

affecting quality 

  Can labour savings be made without compromising quality or can the productivity be 

improved by motivating them? 

  Can production volume be increased to achieve economies of scale? 

  Can a part or assembly components are bought in to save on assembly time? 

  Can the incidence of the cost drivers be reduced or cost savings be made by reviewing the 

supply chain? 

Q.8 Explain “Steps in Target Costing”? 

Ans. Target Costing in Perfect Competition 

Market Selling Price (R&D) XX 

— Freight/ Discount  XX 

— Royalty  XX 

NRV  

— Desired Profit XX 

Target Cost  XX 

Current feasible cost (present cost for regular product) (expected cost for new product) 

Cost reduction target/ Cost Gap = CFC – TC 

Make efforts to reduce CFC upto target cost by cost reduction technology (Quality maintain) i.e. 

  Value analysis:- NVA  

  Value Engineering:- Change Design  

  Functional Analysis:- Extra feature not required 
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Steps 

1. Customer ls ckr djrs jguk pkfg, fd mls D;k pkfg,A 

2. ,d ugh] dbZ customer ls ckr djuh pkfg, (improvement in existing)  

3. MP = ?  Competitor fdruk vkSj Demand & Price 

4. bl price ij fdruk volume cuk,axsa  

5. fdruk margin pkfg,: T;knk cuk,¡xsa rks fdruk margin] de cuk,¡xsa rks fdruk margin (Fair Return on 

Investment) 

6. Target Cost = 

SP X 

— Return X 

 X 

7. CFC 

8. Gap = CFC – TC 

9. Apply technology to decrease gap by 

(a) VA 

(b) VE  

(c) F 

Steps in Targeting Costing 

Following are the steps to be performed while target costing applied. These steps will give 

insight into the features of the target costing too. 

Step 1– Re-orient culture of thinking and attitude, so that importance must be given to 

market driven prices and need of customer can be prioritized rather a  just  technical  

requirements  whenever the product will be developed. 

Step 2– Identify the market requirements as regards design, utility, and need for a new 

product or improvements in the existing products. (Be customer-oriented while determining 
the requirements) 

Step 3– Establish the market-driven target price based upon market share, the 

competition, the price charged by competitors, the elasticity of demand, and strategy. 

Step 3A– Determine the volume of product to be produced that will be produced at the 

established market-driven target price. 

Step 3B– Establish the target profit margin (for each product), based on the long-term 

objectives and considering the financing aspects. 

Step 4– Determine the target cost by reducing the desired/required margin from market-

driven target price. At this step, a work sheet needs to be prepared through which target cost 

need to be allocated to different assemblies of the subsystem, which will be the responsibility of 
either team of or individual designer/s. 

Step 4A– Establish a balance between target cost and requirement; target cost must 

be seen in conjunction with requirements of customers which was identified at step two to 

lock the target cost. 

Step 5– Establish the target costing process (comprises the persons, their role & 

responsibilities and tool & techniques to be involved in the process of target costing) 

Step 6– Brainstorm and analyses the alternatives to identify the opportunity to reduce 

the cost through consideration of the multiple concepts and design alternate for both the 

product and its manufacturing process at each stage of the development cycle. 

Step 6A– Establish product cost models (along with cost table) for each concept and 
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design alternate to support decision making. At early development stage model may be based 

upon analogy technique and as product and process become a more defined model used must 

be based upon industrial engineering or bottom-up estimating. 

Step 7– Use the tools to closing down the gap between cost as determined by product 

cost model in step 6A and target cost locked in step 4A. Analysis of cost reduction target can 

be performed to identify cost reduction opportunities (both in design and layout of product 

and processes) using Value Engineering/ Value Analysis. 

Step 7A– Reduce the indirect cost applications– Re-engineer the indirect process by 

eliminating the non-value-added function to minimize the cost. Use Activity Based Costing 

(along- with knowledge of cost drivers) to understand how design decision impact these 

indirect costs (to explore the scope of avoidance). 

Step 8– Measure the results and maintain management focus on further possibilities 

of cost reduction as a continuous improvement program. 

Q. 9 Explain “Pros and Cons of Target Costing” 

Ans. Pros and Cons of Target Coting 

Pros of Targeting Costing 
  Proactive approach to cost management. 

  It reinforces top-to-bottom commitment to process and product innovation, and is aimed at 

identifying issues to be resolved, in order to achieve some competitive advantage. 

  Target costing starts with customer’s study or market study. It helps to create a company’s 

competitive future with market-driven management for designing and manufacturing 

products that meet the price required for market success. 

  It uses management control systems to support and reinforce manufacturing strategies; and 

to identify market opportunities that can be converted into real savings to achieve the best 

value rather than simply the lowest cost. 

  Target costing ensures proper planning will ahead of actual production and marketing. 

  Implementation of Target Costing enhances employee awareness and empowerment. 

  Foster partnership with suppliers. 

  Minimize non-value-added activities. 

  Encourages selection of lowest cost value added activities. 

   Reduced time to market. 

  Target Costing takes a market- driven approach towards cost, in which value is defined not 

only by what customers demand but also by what they are willing to pay for the goods. 

Key Points:- 

  Target Costing:- Top to Bottom esa commitment vkrh gS Innovation dks ys dj (customer dks dqN 

vPNk½ nsuk gS nsuk gS:- Achieve some competitive advantage. 

  It provide the Real saving to achieve the best automatic machine, value rather than simply 

the lowest cost; 

  Cost:- Amount of expenditure to produce the goods  

  Value:- Benefit which comes due to out efforts, customer gain. 

  Customer Satisfaction:- Saving cost without sacrificing Quality, (not just lowering cost) 

  Enhance the employee awareness/empowerment (employee ls ckr djds mlds Idea ysrs gS mldks 

vPNh feeling vkrh gS½ Supplier ls Hkh consult djrs gS fd Comman goal esa dke dj jgs gSA oks Hkh 

Partner feel djrk gSA 

  It enhance product life by reducing time to market, gekjh iwjh team;s dksf”k”k djrh gS fd product 

tYnh&ls&tYnh launch gks tk,& 

  Market Driven Approach:- 

Customer ls ckr djds] mldh required design ds according (product price tks oks nsuk pkgrk gS) nsrs 
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gS — gekjh focus – tks value create djrs gS (meet need of customer) 

NUA— gVk nsrs gS (paint–)  

Cons of Targeting Costing   
Although the result of target costing is clear and substantial in most cases, it still has a few 

shortcomings that one be aware of and guard against. These are: 

  The development process can be lengthened to a considerable extent only – since 

the design team may require a number of design iterations before it can devise an acceptable 

low-cost product that meets the target cost, margin criteria, and customers’ specifications. 
This occurrence is most common when the project manager is unwilling to “pull the plug” on a 

design project that cannot meet its costing goals within a reasonable time frame.  

Usually, if there is no evidence of rapid progress toward a specific target cost within a relatively 

short period of time, it is better to either ditch a project or at least shelve it for a short time 

and then try again, on the assumption that new cost reduction methods or less expensive 

materials will be available in the near future that will make the target cost an achievable one. 

  Fingure pointing–A large amount of mandatory cost-cutting can result in finger-pointing 

in various parts of the company; especially if employees in one area feel they are being 

called on to provide a disproportionately large part of the savings. 

  For example, industrial engineering staff will not be happy if it is required to completely alter 

the production layout in order to generate cost savings, while the purchase staff is not 

required to make any cost reductions through supplier negotiations. Avoiding this problem 

requires strong interpersonal and negotiation skills on the part of the project manager. 

  Consensus– Representatives from a number of departments on the design team can 

sometimes make it more difficult to reach a consensus on the proper design because 

there are too many opinions regarding design issues. 

  This is a major problem when there are particularly stubborn people on the design team who 

are holding out for specific product features. Resolving out is difficult and requires a strong 

team manager, as well as a long-term commitment on the part of a company to weed out 

those who are not willing to act in the best interests of the team. 

  Effective implementation require the development of detailed cost data. This can be 

really costly and may not be profitable for the company when a detailed cost-benefit analysis is 

done. 

  Quality– Use of target costing may reduce the quality of products due to the use of 

cheap components which may be of inferior quality. 

  Forecasting– Based upon innovation, also involves the great amount of forecasting and 

estimation. Substantial portion of information is market-led, hence highly dynamic in 

nature. 

(Summary) Key Points 

gkyk¡fd Target Costing ds cgqr Qk;ns gSA Substantial benefit in most cases fQj Hkh it has few 

problems tks fd one should aware. 

1. Use of target costing ls quality reduce gksrh gS& lLrk material gYdh quality dk gksrh gS dbZ ckj 

2. Finger pointing (maxyh mBkuk½ dbZ ckj T;knk cost cutting ds pDdj esa employee ij unnecessary 

maxyh mBkbZ tkrh gSA tSls Industrial Designer oks [kq”k ugh gksxk ;fn production layout ds ckn 

designer change djrs gS mlds tks material pkfg, mlds fy, Pm 

Purchase manager — T;knk negotiate dks rS;kj ugh gksrs supplier ls ckr djds price de djus esa 

Engeering staff dks rks major cost reduce djuh iM ldrh gS ijUrq purchase department gks ldrk 

gS dksbZ supplier ls negotiate u djs rks Engieering staff ij maxyh mBsxh 

3. Development process Hkh dbZ ckj yEck gks tkrk gS unnecessary D;ksfd design team ds ikl dbZ 

design iterations (alternate) adopt djus iMrs gS rkfd CFC = Target Cost ds vkSj minimum  
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(fair) Rate of Return çkIr dh tk ldsA No consenses (vke lgefr½ dbZ ckj design department ds 

Rep resulting  dks final design dh vke lgefr ugh cu ikrh D;ksfd there are too many opinion 

regarding design issue; blds fy, ,d strong team manager dk gksuk vfr vko”;d gS ftlds ikl 

exceptional knowledge gks design process dh] good interpersonal skills gks] committed gks for 

cost/ Time for design project. 

4. Effective implementation ds fy, gesa detailed cost analysis detail pkfg, tks fd dbZ ckj costly, 

profitable ugh gksrkA 

Short:- 

  Cheap material — Quality Decrease 

  Finger Point — 

  Development Process — Long  

  Consensus 

  Detailed Cost  

Q.10 Main featuers, Scope of “Target Costing System”? 

Ans. Features, Scope of “Target Costing System” 

  Target costing is viewed as an integral part of the design and introduction of new 

products 

  For any given product, a target selling price are the design specification (reflecting certain 

levels of functionality and quality) of the new product 

  Integral to setting the target selling price is the establishment of target production 

volumes, given the relationship between price and volume. The expected target volumes 

are also critical to computing unit costs, especially with respect to capacity-related costs 

(such as tooling costs), as product costs are dependent upon the production levels over 

the life cycle of the product 

  Establishing Cost Reduction Targets 

  It should be noted that a fair degree of judgement is needed where the allowable cost and 

the target cost differ. As the ideal is to product at the allowable cost, it is important that 

the difference is not too great. Once the product-level target cost is set, however, it 

generally cannot be changed, and the challenge for those involved is to meet this target. 

Q.11 Explain Components of “Target Costing System”? 

Ans. Components of Target Costing System 

 
Value Analysis  

Scientific Approach (R/D, Planning to reduce cost):- By Review the material-composition of 

product/product design, so that modification & improvement can be made so that  

1) Without sacrificing the functionality, Quality 

2) To reduce the cost so that CFC becomes either closer/equal to target cost. 
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3) Eliminating unnecessary fn that increase the cost & for which customer are not prepare to pay 

extra (NVA). 

e.g.: (Modification)/ Improvement 

  Motor Car to Modify Engine so as to run on LPG/CNG 

  Integrate:- A/C & heater integrated into one unit (5×A/C) (Invertor) 

  Use of Nano Sim instead of Full Sim – Reduction in Fiber (without compromising the 

Quality) 

NVA:  

  Attractive Packing: No need only simple packing required (Pen drive/ Biscuts) 

  Installation (Free) but not required by customer; should be eliminated 

  Paint — Unseen area (tax) 

  Finger print sensor:- Not required customer 

  Voice Recording:- Not required customer 

Functional Analysis  

Value analysis require the use of functional analysis. This process involve (break) decomposing the 

product into its material elements for e.g. in case of automobiles fn might consist of 

(a) Style 

(b) Comfort 

(c) Reliability 

(d) Operability 

(e) Quality 

(f) Attractiveness & many others 

çR;sd element dh cost dks mldh value ls compare djrs gS by survey/interview fd customer each fn ds fy, 

fdruk nsus dks rS;kj gS if Cost > value, ml function dks ;k rks ge gVk nsrs gS ;k modified djrs gS  

Cost < Value Retain 

Purpose:- Unnecessary feature dks de djuk] cost effective feature dks c<kuk rkfd product lucrative cu 

lds] vkSj company dk profit c<sA 

Furniture  — Move able features 

  — D;k customer bl feature dh cost pay djus dks rS;kj gS Normally ugh 

[Value is determined with benefit from our efforts i.e, price: customer is prepare to pay] 

Purpose of functional analysis. 

1. Reduce cost by eliminating unnecessary fn, increase profit. 

2. Adding cost effective new features that are so attractive to customer that the product becomes 

more lucrative. 

Value Engineering 

  Value Engineering is the application of value analysis to new products.  

  Value engineering relates closely to target costing as it is cost avoidance or cost reduction 

before production.  

  Value analysis is cost avoidance or cost reduction of a product already in production; both 

adopt the same approach i.e. a complete audit of the product. 
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  The company can perform value analysis/value engineering by answering the following 

questions: 

1. Can we design the product better for the manufacturing process? (User friendly 

design) 

Design aisa cukvks fd customer easily assemble dj ik,] vkSj gekjh cost Hkh de vk, ge Hkh [kq”k oks 

Hkh [kq”k e.g.  

Concept:- ,slk le>k;s fd Time de yxs] xyrh ls Hkh xyrh u djks 

Cartage:- Printer esa customer [kqn yxk ys] Engineer cqykuk u iMsa] pkgs rks Hkh xyr u yxk;s design gh 
,slk gks 

Bed/Furniture — Easy to assemble, Parts ij Number fy[k ns 

Toy (Remote) Car:- Very easy to assemble 

  Design product in such way that it become user friendly e.g. a cartridge for a laser 

printer is designed in such a way that user can easily insert the cartridge in printer.  

  It simply requires that side of cartridge are correctly aligned and printer is opened 

correctly. 

2. Take supplier’s assistance can we 

  It aims at asking supplier to assist in cost reduction efforts. Supplier may guide about 

new technologies, new type of materials or new way of doing same thing. 

  Initial VA & VE may not get all possible cost savings thus Kaizen costing technique is 

used which says to do minor improvements on continuous basis for cost reduction. 

Can we take Supplier Assistance.  

ge supplier ls healthy relation j[k dj Hkh consult dj ldrs gS fd fdl rjg lLrk material, 

quality material gesa fey ldrk gS as he has vast experience in manufacture input. 

Since they may specialize in area that a company has no information about it. 

3. Can we eliminate functions from the production process? (Eliminate Non-value 

adding activities) 

  It involves detailed analysis of entire manufacturing process with a view to identify 

non-value adding activities and trying to remove these to get huge reduction in cost.  

  But be alert and ensure that elimination of non-value adding activities does not 

hamper value added activities in any manner. 

Can we eliminate functions from the production process, e.g.,  

1. E-book replace with Hard Book, there by cost reduce  

Reducing Non-value added activity.  

2. Reducing Paper-work– upload (Information on Website) 

  Box — Simple polythene packing (design) 

4. Changing product design material 

  It involves change in designing material.  

  Using a less quality design may be preferred if it provides substantial reduction in cost 

and little reduction in durability of product. 

Can we minimize the design e.g., 

Design dks minimize djds cost de djuk] rkfd TC ds cjkcj vk,  

Design– of parts gksrs] de Design, de parts, de [kpkZ —  

Easy to manufacturer/Assemble de Overhead  

Price — Quality — larqyu (Trade off) 

A/c — Packing Normal — Decorative Fridge  
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1. Books (Grofers/Amazon)– Box esa u gksdj] Bag  esa vk tk,] 

2. Nano Sim is used: Use less fibre but quality remains same — Cost decrease and Profit 

increase. ;s value analysis gS 

3. Size of Desktop — Simple form 

Voice recording, Finger touch ls related parts D;ks yxk;s Design ,slk cuk, rkfd parts de  

use gks [kpkZ Hkh de yxsxk T;knk part T;knk [kpkZ  

5. Can we substitute parts 

  It aims at using less expensive components in place of more expensive components in 

product design.  

  But be alert and ensure that using substitute parts do not lead to rise in other cost 

and substitute parts is easily available in required quantities. 

gesa ges”kk search djrs jguk pkfg, fd alternate/ sub material fey tk, tks LkLrk gks]  

Milk – Poweder, Copper – Electricity application now use aluminium  

Car Light esa Heavy steel & cast iron component (igys) use gksrk Fkk 

Now use alloy based on aluminium. 

Bumper:- (igys) Steel — (vc) Plastic use djrs gSA 

Construction (builder) — Wooden door — Plastic door (now if use) 

Flour — Marble dh txg Tiles use djsa 

vkSj ,slk gksuk pkfg, dh ge supplier ds material ij depend u gks vxj oks u ns rks design ls 

vklkuh ls gVk ldsA  

6. Can we combining steps 

  A detailed review of all processes associated with product is done to check possibility 

of combining some steps i.e. eliminating one or more steps.  

  Technically it is called “Process Centering”. 

Can we combine step (Reduce processing step)  

Process centring:- By combining steps, we can eliminate some transfer & Que time from 

production process.  

Cutting/ Stiching/ Mixing — Heat treatment 

,d worker lkjs dke djs] cutting Hkh stitching Hkh] packing Hkh] mixing Hkh] treatment Hkh 

7. Can we eliminate some durability or reliability? 

   It is possible to design an excessive degree of sturdiness into a product.  

  For example, a vacuum cleaner can be designed to withstand a 1-ton impact, although 

there is only the most vanishing chance that such an impact will ever occur; designing 

it to withstand an  impact of  100 pounds may account for 99.999% of all probable 

impacts, while also eliminating a great deal of structural material from the design.  

  However, this concept can be taken too far, resulting in a visible reduction in 

durability or reliability, so any designs that have had their structural integrity reduced 

must be thoroughly tested to ensure that they meet all design standards. 

Can we eliminate some durability/ Realibility (if beneficial) 

Woodland — etcwrh de dj nsuh pkfg,] [iSj VqV tk, – shoes ugh] no need for such 

sturdiness 

Shirt — Brand (Bore), Mobile Phone/ Car/ Fridge/ A/C:- vktdy vki ns[kks gj Mechanic 

;gh dgrk gS fd iqjkus okyh ckr dgk] company us value analysis fd;kA etcwrh dks de dj ldrs gS 

dksbZ QdZ ugh iMsxkA  
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Crux:- Company profit c<kuk pkgrh gS But oks rHkh lEHko gS tc cost esa deh dh tk, without imparing 

quality (compromising functionality) rks value analysis djsaxs because production is demand on use 

value. u fd esteem value ¼fn[kkok½ style, attractive etc. rks gesa NVA dks identify djds de djuk gksxk  

For example:- Polish, Sunmica back ij u yxk;sa] Use sub material, Supplier assistance, Reduce 

Processing step user friendly assembly (Parts dks easily assemble dj ldsa½ 

Q.12 Explain “Priniciples of Target Costing”? 

Ans. It includes six main principles (as premise or dimension of target cost), which are enlisted 

below- 

1. Leadership of Target Selling Price. 

2. Focusing on Customer. 

3. Using and Developing a Teamwork. 

4. Reduce the Cost of the Product Life Cycle. 

5. Focus on the Stage of Product Design. 

6. Attention to all Stages of the Value Chain. 

Q.13 Explain “Kaizen Costing Versus Value Engineering”? 

Ans. Kaizen Costing Versus Value Engineering 

  The initial value engineering may not uncover all possible cost savings. Thus, Kaizen 

Costing is designed to repeat many of the value engineering steps for as long as a product 

is produced, constantly refining the process and thereby stripping out extra costs. 

  The cost reduction resulting from Kaizen Costing are much smaller than those achieved 

with value engineering but are still worth the effort since competitive pressures are likely 

to force down the price of a product over time, and any possible cost savings allow a 

company to still attain its targeted profit margins while continuning to reduce cost. 

Q.14 Explain “Target Costing versus Traditional Costing”? 

Ans. Target Costing versus Traditional Costing 

 
Q.15 Explain “Most useful situations for target costing”? 

Ans. Target Costing is most useful in situations where the majority of product costs are locked in 

during the product design phase. This is the case with manufactured products but few 

services. Some companies, which seem to benefit most from target costing, are those, which 

maintain the following criteria 

  Assembly-oriented industries, as opposed to repetitive-process industries that produce 

homogeneous products 

  Involved heavily with the diversification of the product lines; 

  Use technologies of factory automation, including computer-aided design, flexible 

manufacturing systems, office automation, and computer-aided manufacturing 
  Have experienced shorter product life cycles where the pay-back for factory 

automation typically must be achieved in less than eight years 

  Must develop systems for reducing costs during the planning, design and development 

phases of a product’s life cycle 

  Are implementing management methods such as just-in-time, value engineering  
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Q.16 Can you list a few limitations of traditional cost-plus pricing model, which can be 

overcome by target costing? 

Ans. It is really importantto recognize the limitation of traditional cost-plus pricing model to 

understand the scope and relevance of target costing. 

The limitation includes- 

 The ignorance of the price charged by competitor, 

 The ignorance to the price which customer ready to pay and 

 Cost control. 

Q.17 Define Characteristics and Strategy of PLC at each stage. 

Ans. Stage I: Introduction Stage 

Stage one is where the new product is launched in the market. As the product is novel, there is 

minimal awareness and acceptance of it. Competition is almost negligible and profits are non- existent. 

The length of the introduction stage differs from product to product depending on various factors. 

Characteristics 

 

 

 

 

 

 

Strategies 

 Attracting customers by raising awareness of the product through promotion activities. 

 Inducing customers to try and buy the product. 

 Strengthening or expanding channel and supply chain relationships. 

 Building on the availability and visibility of the product that boost channel intermediaries to 

support the product. 

 Setting price in alignment with the competitive realities of the market. 

Stage II: Growth Stage 
Characteristics 
The next stage in the product life cycle is growth stage. Sales begin to expand rapidly because of 

greater customer awareness. Competitors enter the market often in large numbers. As a result of 

competition, profit starts declining near the end of the growth stage. 

 

 

 

 

 

 

 

Decisions about the product 

branding, packaging and labeling 

Pricing may be low-penetration 

or high-skimming pricing 

High distribution and 

promotional expenses 

Profits are low or negative due 

to low initial volume 

Huge efforts to attract various 

marketing channels 

Aggressive promotional efforts 

to increase awareness 

Product refinements are not 

possible 

Few competitors produce basic 

version of products 

Focus on those buyers who are 

the most ready to buy 

High volume in business and 

increase in competition 

New channels to handle volumes and 

new markets 

Sales increased at an 

increased rate in early growth 

stage 

Shift of emphasis from 

product awareness to product 

conviction 

Improving and/or adding features or 

strategies lowering of prices to 

attract more buyers 

Overall strategy for trade-off 

between high profits and high 

market share 

The length of the growth stage varies 

according to the nature of the 

product and competitive reactions 

Same promotional spending 

or slightly higher 
Educating market is main goal 
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Strategies  

 Establish a clear brand identity through promotional campaigns. 

 Maintain control over product quality to assure customer satisfaction. 

 Maximize availability of the product through strong distribution channel. 

 Find the ideal balance between price and demand as per price elasticity. 

 Overall strategy shifts from acquisition to retention of customers, from motivating product trial 

to generating repeat purchases and building brand loyalty. 

 Development of long-term relationships with customers and partners for the maturity stage. 

 Value-based pricing strategies may be considered. 

 Leverage the product’s perceived differential advantages to secure a strong market position. 

Stage III: Maturity Stage 

Characteristics 
During the stage of maturity sales continue to increase, but at a decreasing rate. When sales level off, 

profits of both producers and middlemen decline. The main reason is intense price competition; some 

firms extend their product lines with new models.  

This stage poses difficult challenges. 

 

 

 

 

 

 

 

 
Strategies 

 Strong marketing efforts are needed to win over the competitor’s customers. 

 Product features may be improved or enhanced to differentiate product from that of the 

competitors. 

 Prices may have to be reduced to attract the price-sensitive consumers. 

 Various sales promotion incentives are necessary for the consumers as well as dealers to 

maintain their interest in the product. 

 Distribution becomes more intensive and incentives may be offered to encourage product over 

competing products. 

Stage IV: Decline Stage 

Decline in sales volume characterizes this last stage of the product life cycle. The need or demand for 

product disappears. Availability of better and less costly substitutes in the market accounts for the 

arrival of this stage. 

 

Overcapacity in the 

industry 

Intensified competition Population growth and 

replacement demand 

govern future sales 

Some laggard buyers still 

enter the market 
Profits start to decline No new distribution 

channels to fill 

Customers start moving 

towards other products 

and substitute 

Strong marketing 

challenges 

High R & D budgets 
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Characteristics 

 

 

 

 

 

Strategies 

 The product can be maintained in the market by differentiation, keeping low cost for some more 

time by adding certain new features and finding new uses. 

 The firm can continue to offer the product to its loyal customers (niche segment) at a reduced 

price. 

 Firm can even discontinue the product. 

 Use the product as replacement product for launching another new product successfully in the 

market. 

 The various marketing decisions in the decline stage will depend on the fact that, whether it is 

being revived, or given a new lease of file, or left unchanged if it is being liquidated. 

 The price may be maintained or reduced drastically if liquidated. 

Life Cycle Strategies 

 Introduction Growth Maturity Decline 

Price Setting Price in 

alignment with 

competitive 

realities of the 

market 

Find ideal 

balance 

between Price 

&demand as 

per elasticity  

Value based 

Pricing 

Price may have to 

be reduced to 

attract Price 

sensitive customer 

At reduce 

price to loyal 

customer / 

Reduce 

drastically. 

Distribution 

Channel 

Expending/spending 

boosting channel by 

availability of 

Product (Support 

to Product) 

Strong 

distribution 

channel (Max. 

availability of 

product) 

To maintain 

distribution channel, 

Channel become 

intensive/Incentive 

may be offered 

New features 

may be added, 

Offer at low 

cost 

Sales/Promotion Through 

Promotional 

activities, attract 

customer/awarenes

s of product 

Through sale 

promotion 

establish clear 

brand identity. 

Sales Promotion 

Incentive are 

necessary. 

Better to nil. 

Customer Effort to buy the 

product 

Maintain 

control over 

product quality 

to assure 

customer 

satisfaction/ 

Strong marketing 

efforts are needed, 

to win over 

competitor 

customer/ 

Differentiation 

Use the 

product as 

replacement 

product for 

launching 

another 

Sales decline for a number of reasons, 

including technological advances, 

consumer’s shift in taste, etc 

Sales of most product forms 

drop to zero or may remain 

at a low level 

Profits start declining and at 

times become negative 

No of organizations producing the 

products drops 
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 Introduction Growth Maturity Decline 

Long term 

relation with 

customer 

/Partner 

Policy product/firm 

even 

discontinues 

the product. 

 Features/Characteristics 

 Introduction Growth Maturity Decline 

Sales Low Sales 

Increase at 

Increase Rate 

in early stage  

Peak sale Decline/Zero 

Price May be low-

Penetration 

High-Skimming 

Lowering of 

Price to attract 

more customer 

Competitive Price Low 

Marketing 

channel 

Huge efforts to 

attract various 

marketing 

channel 

New Channel 

to handle 

additional 

volume & new 

market. 

 

No new 

distribution 

channel to fill 

strong market 

channel (Existing). 

Existing 

disappear 

Capacity  Spare  To be utilized Over capacity Spare disappear  

Customer focus to those 

buyer who are 

the most ready 

to buy 

Customer 

Increase, 

Length of 

growth stage 

varies 

according to 

nature of 

product. 

Some Laggard 

buyer enter 

market customer 

starts moving 

towards other 

product substitute. 

customer shift in 

taste 

.Technology 

change. 

Promotional 

Expenditure 

High, aggressive Slightly 

higher/same 

High R & D No need 

Competition Few competitor 

produces only 

basic version of 

Product. 

Increase in 

competition, 

shift of 

emphasis from 

Product 

awareness to 

Product 

conviction  

Competition 

Intensified 

competition 

Out of 

Competition, 

No. of 

organization 

producing the 

product drop. 

Profit Low/Negative 

due to low initial 

volume 

Profit High and 

high market 

share  

Start to decline Negative / 

Decline 

Features/Characteristics 
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 Introduction Growth 

¼rsth ls c<uk½ 

Maturity Decline 

Features  

(Inbuilt 

Quality 
gksrh gS tUe 

tkr/ by 

Birth) 

1. Profit de ;k 

negative gksrk gSA due 

to low volume but 

normal effort gksrs gh 

gSA (basic efforts)  So 

that dqN rks djs tSls 

(not strategy) 

(a) Promotional exp. 

high gh gksrs gSA  

(b) Market Channel, 

dks attract djus ds 

fy, huge effort  

gksrs gh gS  

(c) dsoy mu customer 

ij focus gksrk gS 

ftuls mEehn T;knk 

gksrh gSA  
Competitor: dsoy 

basic version gh cuk 

ikrs gS  

Price: may 

Penetration/ Skimming 

2. Sale, SP, 

Competitors, Channel 

Profit, Features Hkh rsth 

ls c<rs gS  

 Focus: Shift gks tkrk 

gSA 

Product awareness ls  

Convietion (auto 

mode) 

 Promotional 

experience:  Same/ 

Slightly/ Low (to 

avoid risk)  

Growth dh Length 

depend djrh gS Product  
dh Nature/ Competitor 
ds Reaction ij 

3. Customer:- lqLr 

Laggard gks tkrk gSA 

nqljs product ls 

move djus yxrk gSA 

¼cksj gks tkrk gS½ 

blfy, profit 

decline gksuk “kq: gks 

Tkkrk gS Competition 

Intense  ¼çcy] rhoz½] 

strong market dksbZ 

u;k channel 

challenge add ugh 

gksrk High R/D 

4. Sales:- Zero, 

Decline, Profit:-  

Negative due to 

Technical Change, 

Customer taste 

change, Product 

drop 

Strategy 5. Customer dks viuh 

rjQ attract djus dh 

dksf”k”k djrs gS by  

(a) Price 

Competitive   j[k 

dj  

(b) Promotional 

Activity djds 

aware 

(c) Efforts 

(Inducing): Tkksj nsrs 

gS 

(d) Supply Chain dks 

Strong djds (i) vPNs 

Relation cuk dj  

(ii) mudks ;s Hkjkslk fnyk 

dj dh gekjk product 

ges”kk available jgsxk 

tc Hkh vki ekxsasxsa 

6. Strategy ge D;k 

j.kuhfr yxk;s fd Growth 

cjdjkj jgsa customer dks 

attract ugh djuk but 

maintain rks djuk gSA 

Customer ds 

satisfaction ds fy,] long-

term relation ds fy,  

(i) Value based pricine ns  

(ii) Quality ns 

(iii) Price vkSj demand esa 

balance (elasticity ds 

fglkc ls½ 

(iv) Product gesa”kk 

available djok;s 

strong channel ds 

}kjk (Delivery) 

(v) Brand identify cuk;s] 

building brand loyalty 

Strong Market Position: 

Product Differential 

Advantage   

7. Sale Increase 

but at decreasing 

rate ;kfu stable. 

Customer dealer 

dks maintain djus ds 

fy, mUgs  

(i) Sale promotion 

Incentive nsus 

pkfg, (buy one- 

get one free, 

Discount 

Voucher, Cash 

Pay back) 

(ii) Price reduce for 

price sensitive 

customer 

(iii) Product dks 

Improve/ 

different for 

competitor 

Strong market 

efforts 

8. Product dh price 

de dj nsuh pkfg,]  

 Feature Add, 

Cost de j[ksaA 

Diffrentiate Loyal 

Customer dks ns  

 Replacement 

(exchange) ds rkSj ij 

ns for development 

of new product. 
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Q.18 Can you see any connection between the BCG matrix and stages of product life 

cycle? 

Ans. Introduction → Question Mark; Growth → Star; Maturity → Cash Cow; Decline → Dog 

BCG Matrix 
Boston Consulting Group (BCG) Matrix is a four celled matrix (a 2 * 2 matrix) developed by 

BCG, USA. It is the most renowned corporate portfolio analysis tool. It provides a graphic 

representation for an organization to examine different businesses in it’s portfolio on the basis of their 

related market share and industry growth rates. It is a two dimensional analysis on management of 

SBU’s (Strategic Business Units). In other words, it is a comparative analysis of business potential and 
the evaluation of environment. 

According to this matrix, business could be classified as high or low according to their industry growth 

rate and relative market share. 

Relative Market Share = SBU Sales this year leading competitors sales this year. 

Market Growth Rate = Industry sales this year - Industry Sales last year. 

The analysis requires that both measures be calculated for each SBU. The dimension of business 

strength, relative market share, will measure comparative advantage indicated by market dominance. 

The key theory underlying this is existence of an experience curve and that market share is achieved 

due to overall cost leadership. 

BCG matrix has four cells, with the horizontal axis representing relative market share and the vertical 

axis denoting market growth rate. The mid-point of relative market share is set at 1.0. if all the SBU’s 

are in same industry, the average growth rate of the industry is used. While, if all the SBU’s are located 

in different industries, then the mid-point is set at the growth rate for the economy. 

Resources are allocated to the business units according to their situation on the grid. The four cells of 

this matrix have been called as stars, cash cows, question marks and dogs. Each of these cells 

represents a particular type of business. 

 

10 x1 x0.1 x 

Figure: BCG Matrix 

1. Stars- Stars represent business units having large market share in a fast growing industry. They 

may generate cash but because of fast growing market, stars require huge investments to 

maintain their lead. Net cash flow is usually modest. SBU’s located in this cell are attractive as 

they are located in a robust industry and these business units are highly competitive in the 

industry. If successful, a star will become a cash cow when the industry matures. 
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2. Cash Cows- Cash Cows represents business units having a large market share in a mature, slow 

growing industry. Cash cows require little investment and generate cash that can be utilized for 

investment in other business units. These SBU’s are the corporation’s key source of cash, and are 

specifically the core business. They are the base of an organization. These businesses usually 

follow stability strategies. When cash cows loose their appeal and move towards deterioration, 

then a retrenchment policy may be pursued. 

3. Question Marks- Question marks represent business units having low relative market share 

and located in a high growth industry. They require huge amount of cash to maintain or gain 

market share. They require attention to determine if the venture can be viable. Question marks 

are generally new goods and services which have a good commercial prospective. There is no 

specific strategy which can be adopted. If the firm thinks it has dominant market share, then it can 

adopt expansion strategy, else retrenchment strategy can be adopted. Most businesses start as 

question marks as the company tries to enter a high growth market in which there is already a 

market-share. If ignored, then question marks may become dogs, while if huge investment is 

made, then they have potential of becoming stars. 

4. Dogs- Dogs represent businesses having weak market shares in low-growth markets. They 

neither generate cash nor require huge amount of cash. Due to low market share, these business 

units face cost disadvantages. Generally retrenchment strategies are adopted because these firms 

can gain market share only at the expense of competitor’s/rival firms. These business firms have 

weak market share because of high costs, poor quality, ineffective marketing, etc. Unless a dog 

has some other strategic aim, it should be liquidated if there is fewer prospects for it to gain 

market share. Number of dogs should be avoided and minimized in an organization. 

Limitations of BCG Matrix 
The BCG Matrix produces a framework for allocating resources among different business units and 

makes it possible to compare many business units at a glance. But BCG Matrix is not free from 

limitations, such as- 

1. BCG matrix classifies businesses as low and high, but generally businesses can be medium also. 

Thus, the true nature of business may not be reflected. 

2. Market is not clearly defined in this model. 

3. High market share does not always leads to high profits. There are high costs also involved with 

high market share. 

4. Growth rate and relative market share are not the only indicators of profitability. This model 

ignores and overlooks other indicators of profitability. 

5. At times, dogs may help other businesses in gaining competitive advantage. They can earn even 

more than cash cows sometimes. 

6. This four-celled approach is considered as to be too simplistic. 

Q.19 Explain Characteristics of Product Life Cycle? 

Ans. Characteristics of Product Life Cycle 

The major characteristics of product life-cycle concept are as follows: 

 The products have finite lives and pass through the cycle of development, introduction, growth, 

maturity, decline and deletion at varying speeds. 

 Product cost, revenue and profit patterns tend to follow predictable courses through the 

product life cycle. Profits first appear during the growth stage and after stabilizing during the 

maturity stage, decline thereafter to the point of deletion. 

 Profit per unit varies as products move through their life cycles. 

 Each stage of the product life-cycle poses different threats and opportunities that give rise to 

different strategic actions. 
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 Products require different functional emphasis in each stage-such as an R&D emphasis in the 

development stage and a cost control emphasis in the decline stage. 

 Finding new uses or new users or getting the present users to increase their consumption may 

extend the life of the product. 

Q.20 Explain Benefits of Product Life Cycle Costing? 

Ans. Benefits of Product Life Cycle Costing 

The benefits of product life cycle costing are summarized as follows: 

 The product life cycle costing results in earlier actions to generate revenue or to lower costs 

than otherwise might be considered. There are a number of factors that need to the managed 

in order to maximise return on a product. 

 Better decisions should follow from a more accurate and realistic assessment of revenues and 

costs, at least within a particular life cycle stage. 

 Product life cycle thinking can promote long-term rewarding in contrast to short-term 

profitability rewarding. 

 It provides an overall framework for considering total incremental costs over the entire life 

span of a product, which in turn facilitates analysis of parts of the whole where cost 

effectiveness might be improved. 

 It is an approach used to provide a long-term picture of product line profitability, feedback on 

the effectiveness of life cycle planning and cost data to clarify the economic impact of 

alternatives chosen in the design, engineering phase etc. 

 It is also considered as a way to enhance the control of manufacturing costs. The thrust of 

product life cycle costing is on the distribution of costs among categories changes over the life 

of the product, as does the potential profitability of a product. Hence it is important to track 

and measure costs during each stage of a product’s life cycle. 

 Product life cycle costing traces research and design and development costs etc., incurred to 

individual products over their entire life cycles, so that the total magnitude of these costs for 

each individual product can be reported and compared with product revenues generated in 

later periods. 

Q.21 Can you list the factors which are capable to maximise a product's return over 

its lifecycle? 

Ans. Value Engineering at the design phase to commit the cost as low as possible. 

Reduce the time to get into the market. 

Maximise the life cycle of the product – especially extent the growth phase as much 

aspossible. 

 

Q.22 Explain Uses of Product Life Cycle (PLC)? 

Ans. Uses of Product Life Cycle (PLC)’ 

 

 

 

 

 

 

Product life cycle

forecasting

controlling
planning
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 As a Planning tool, it characterizes the marketing challenges in each stage and poses major 

alternative strategies, i.e. application of kaizen. 

 As a Control tool, the PLC concept allows the company to measure product performance 

against similar products launched in the past. 

 As a Forecasting tool, it is less useful because sales histories exhibit diverse patterns and the 

stages vary in duration. 

Pareto Analysis 

Pareto Analysis is a rule that recommends focus on the most important aspects of the decision making 

in order to simplify the process of decision making. It is based on the 80: 20 rule that was a 

phenomenon first observed by Vilfredo Pareto, a nineteenth century Italian economist. He noticed that 

80% of the wealth of Milan was owned by 20% of its citizens. This phenomenon, or some kind of 

approximation of it say, (70: 30 etc.) can be observed in many different business situations. The 

management can use it in a number of different circumstances to direct management attention to the 

key control mechanism or planning aspects. It helps to clearly establish top priorities and to identify 

both profitable and unprofitable targets. 

Usefulness of Pareto Analysis 
It provides the mechanism to control and direct effort by fact, not by emotions. It helps to clearly 

establish top priorities and to identify both profitable and unprofitable targets.Pareto analysis is 

usefulto: 

 Prioritize problems, goals, and objectives to identify root causes. 

 Select and define key quality improvement programs. 

 Select key customer relations and service programs. 

 Select key employee relations improvement programs. 

 Select and define key performance improvement programs. 

 Allocate physical, financial and human resources. 

Q.23 Explain “Application of Pareto Analysis”? 

Ans. Application of Pareto Analysis 

Pareto analysis may be applicable in the presentation of Performance Indicators data through selection 

of representative process characteristics that truly determine or directly or indirectly influence or 

conform the desired quality or performance result or outcome. The Pareto Analysis is generally 

applicable to the following business situations: 

 

application of 
Pareto 

Analysis

pricing of a 
product

customer 
profitability 

analysis

stock 
control

activity 
based 

costing

quality 
control
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a) 80% of Revenue generated by 20% of products. 

b) 80% of profit generated by 20% of customers. 

c) 80% of overhead cost consist by 20% of cost driver. 

d) 80% of storage cost held by 20% inventory 

e) 80% of problems generated by 20% of reasons. 

a) Pricing of a Product 

 In the case of a firm dealing with multi products, it would not be possible for it to analyse cost-

profit-price-volume relationships for all of them. In practice, in case of such firm approximately 

20% of products may account for about 80% of total sales revenue.  

 Pareto Analysis is used for analysing the firm estimated sales revenues from various products and 

it might indicate that approximately 80% of its total sales revenue is earned from about 20% of its 

products. 

 Such analysis helps the top management to delegate the pricing decision for approximately 80% of 

its products to the lower levels of management, thus freeing themselves to concentrate on the 

pricing decisions for products approximately 20% which are essential for the company’s survival. 

 Thus, a firm can adopt more sophisticated pricing methods for small proportion of products that 

jointly accounts for approximately 80% of total sales revenue. For the remaining 80% of the 

products which account for 20% of total sales revenue the firm may use cost based pricing 

method. 

Pareto Analysis is a rule that recommends focus on the most important aspects of the 

decision making in order to simplify the process of decision making. 

b) Customer Profitability Analysis 

 Instead of analysing products, customers can be analysed for their relative profitability to the 

organisation. 

 Again, it is often found that approximately 20% of customers generate 80% of the profit. There 

will always be some customers who are less profitable than others, just as some products are 

less profitable than others. 

 Such an analysis is useful tool for evaluation of the portfolio of customer profile and decision 

making such as whether to continue serving a same customer group, what is the extent of 

promotion expenses to be incurred. 

c) ABC Analysis- Stock Control 
Another application of Pareto analysis is in stock control where it may be found that only a few of the 

goods in stock make up most of the value. In practice, approximately 20% of the total quantity of 

stock may account for about 80% of its value. The outcome of such analysis is that by concentrating 

on small proportion of stock items that jointly accounts for 80% of the total value,a firm may well be 

able to control most of monetary investment in stocks. 

d) Application in Activity Based Costing 
In Activity Based Costing it is often said that 20% of an organisation cost drivers are responsible 

for 80% of the total cost. By analysing, monitoring and controlling those cost drivers that cause 

most cost, a better control and understanding of overheads will be obtained. 

e) Quality Control 
 Pareto analysis seeks to discover from ananalysis of defect report or customer complaints which 

“vital few” causes are responsible for most of the reported problems. 

 Often, 80% of reported problems can usually be traced to 20% of the various underlying 

causes. By concentrating once efforts on rectifying the vital 20%, one can have the greatest 

immediate impact on product quality. 
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 The Pareto Analysis indicates how frequently each type of failure (defect) occurs. The purpose 

of the analysis is to direct management attention to the area where the best returns can be 

achieved by solving most of quality problems, perhaps just with a single action. 

Q.24 Pros and Cons of Pareto Analysis 

Ans. Pros and Cons of Pareto Analysis 

Pros –Pareto Analysis is a control mechanism. It is a creative way of looking at the causes of problems 

to clearly establish top priorities and to identify targets along with its pay-off. One can advocate the 

use of Pareto analysis due to the following benefits- 

 Break down big problem in to smaller pieces by looking at differents or to froot causes. 

 Identification of significance of each cause/factor. 

 Prioritise where to focus and apply efforts. 

 Ensure optimal use of scare resources. 

 Act as a controlmechanism. 

Cons – Pareto Analysis involves data and its classification, presentation, and analysis; these factors 

itself become the sources of shortcoming. Major limitationsare- 

 Possibility of exclusion of important problems which may be small initially (now), butmay grow 

with time. 

 Lack of understanding of ‘how it should be best applied to particular problems’, simply the 

wrong identification of causes. 

 Effectiveness of Pareto Analysis is purely based upon the data/information. 

ENVIRONMENTAL MANAGEMENT ACCOUNTING [EMA] 
Coverage of EMA 

  Basic concept of EMA 

  Why EMA is gaining importance among organization. 

  Definition, Meaning, Classification of Environmental Cost. 

Classification 1. (Generic)  

Classification 2. (US EPA)  

Classification 3. (Hansen & Mendoza)  

Classification 4. (United Nation Division for Sustainable Development) 

  Identification & Allocation of EC (Input-output analysis, Flow Cost A/c, Life Cycle Costing, 

ABC) 

  Controlling EC (Waste, Water, Energy, Transport & Travel, RM) 

  Pros and Cons of EMA. 

ENVIRONMENTAL MANAGEMENT ACCOUNTING [EMA] 
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Environment Management Account (Basic Concept) 

Environment dk D;k eryc gksrk gSA gesa ;s le>uk t:jh gS:- Nature, Natural Resource çd`fr: okrkoj.k: gok] 

ikuh] /kjrh] leqnz] unh] isM+] tkuoj] ;s lc] bu lc ls feydj environment curk gSA 

gok + ikuh + /kjrh + leqnz ¼Limited gS½ = okrkoj.k (environment): gifted by god 

Management:- To manage djuk] means tSls Quality dh ckr dh] Quality c<+kvksa] ;fn u c<+k ikvks rks de ls 

de bruk rks djks fd Quality de u gks  

vc ;gk¡ ij vkrs gS natural resource dks ge c<+k ugh ldrs] rks de ls de bruk rks dj ldrs gS fd Natural 

Resource dks Maintain djsa mudks u’V u gksus ns D;ksfd ;s Limited gS Scarce gS Unlimited ugh gSA 

Cost Management:- Cost dks de djks] de u dj ikvksa rks de ls de c<+us er nksa 

Quality Management:- Quality dks c<kvkss] u dj ikvksa rks de ls de ?kVus er nksa 

Envirnoment Management:- Envirnoment dks cpkvksa] cMk u dj ikvksa rks de ls de ?kVus er nksa 

;fn ge dqN ,sls product cuk jgs gS ftlls Natural resources T;knk use gksrs gSA ;k gekjs product/ service dh 

otg ls Nature ij Adverse effect vkrk gS rks gesa ;s /;ku j[kuk gksxk fd ge ,slk djsA 

1. Natural Resource Maintain gks tk,  

2. Adverse effect dks de/ Prevent  djsa dSls e.g. 

Company: Product cukrs gS ftlesa animal dks ekjuk iM+rk gSA tSls& Natural Resources use 

1. Decorative product — “ksj/ phrs dh [kky ls] gkFkh nk¡r] uLy [kREk gks tk,xhA 

2. Lipistic — Animals ds Blood ls 

3. Leather — Animals Camel 

4. Paper/ Furniture — Tree 

5. Use of Plastic Bags — Harm to Society, u’V ugh gksrk  

gj company dk drZO; gS fd oks ;k rks Natural Resource Maintain djsa ;k oks product can djsa 

Reasons 

1. Awareness in society:- yksxks dk fojks/k gksxk 

2. Government Regulation/ Penality/ Cancellation of Licence. 

3. Loss of Reputation:- Consumer boycotts/ Punishment/ Loss of Insurance Cover 

tSls& Pen/Furniture cuk jgs gS rks Tree dkVrs gS oks dgah vkSj mrus Tree yxk;sa  

Environment Cost: In other words ge ;s dg ldrs gS fd tc ge dqN production djrs gS Process djrs gS 

rks dgha u dgha environment dks Harm djrs gS rks environment ij adverse effect vkrk gSA rks ml Harm dks 

lgh djus ds fy, ge dqN u dqN [kpZ djrs gSA 

Environmental Cost: (i) uqdlku gks (nature ds point of view ls) (ii) uqdlku u gks] iSls yxk (gekjs point of 

view ls)  

Environmental Cost:- Using/Receiving Natural resources to produce product  

tc ge viuk product cukrs gS rks nature ls dqN u dqN ysrs gS nsrs dqN ugh (Limited resources gS) Nature ds 

Point of view ls Cost gks xbZ  

Nature  — Give  

— Nothing to receive. iSls dk u vkuk tkuk 

Company:- Cost to be incurred to protect environment i.e. to rectify Earth/ Soil activity, New 

Plantation, Measures taken to prevent- pollution. 

D;k 

(a) Petrol/ Diesal extract djrs Gs 
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rc — eartn– nyny& [kk[k] fertility [kRe] ?kkl ugh mx ldrh rks ge Soil Activity djrs gSA rkfd oks Land 

nqckjk fertilize gks tk,A 

D;ks 

1. Ethical Responsibility  

2. Ykksxksa dk fojks/k u gks 

3. C.S.R.  

4. Government Regulation Licence jn~n~ dj nsxhA 

5. To maintain reputation 

2. Waste generate gksrk gS mldks ckgj ,slk gh ugh through dj ldrs adverse effect gksxk environment ij:- 

Toxic, Inflameable rks gesa Dump djuk iM+rk gS gesa proper rjhds ls dispose djuk gksrk gSA fQj earth dks 

soil – unh esa cgkuk iM+rk gSA  

 EC:- Cost of disposal in proper manner 

 Cost of soil activity 

 Cost of New plant 

Traditional Account esa D;k gksrk Fkk fd lkjs Environment Cost General Overhead esa “kkfey gks tkrs Fks vc gesa 

identify djds] vyx djds ftl&2 product dh otg ls EC gks jgh gS ml ij Mkyuk gS vkSj ;s ugh fd EC add djds 

product dh price c<+k ns rks burden customer ij vk tk,xk] vkSj EC rks oSls Hkh Society dks Bear djuh gS rks ;s 

rks dksbZ ckr ugh gqbZ] vxj ,slk gksrk rks ge cost account dgrs management account ugh gesa rks de djuh gS ;k rks 

material change djsa] process change djsa rkfd EC de gksA 

Q.25 What is the EMA? 

Ans. EMA:- Process of Collection & analysis of information relating to environmental cost for internal 

decision making. 

EC:- (i) Product- Waste dh cost scrap ± dispose dh cost  

 (ii) To be incurred to protect environment (a) Tree yxkuk (b) Measures taken to prevent 

pollution  

Area of Application 

1. Product pricing  

2. Budgeting 

3. Investment Appraisal 

4. Calculating Cost 

The awareness among business organisations regarding environmental issues (e.g. global warming, 

depletion of non-renewable resources, and loss of natural habitats, etc.) has been grown significantly 

all across the globe in recent times. 

It important here, to know the reason as well; poor environmental behaviour may have areal adverse 

impact on the business, which may include includes fines, lawsuits, destruction of brand value sand 

damage of corporate image, loss of sales, and inability to secure finance, etc. 

Accounting as like any other business function, also affected by environmental pressures to consider 

environmental issues. Initially, the needfor mereexternal environmental reporting wasfelt, hence 

environmental disclosures become part of financial reports. Over the period of time independent 

environment reporting frameworks (GRI, EMAS & ISO 14001) emerge. 

But, the mere external reporting of environmental information is not enough for sustainability; hence 

the need to addresses the environmental issues at the time ofmaking decisions (rather when their 

results are reported) is realised. Obviously, this requires changes to management accounting systems, 

hence resultantly EMAemerged. 
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EMA is the process of collection and analysis of the information relating to environmental cost for 

internal decision making. EMA identifies and estimates the costs of environment-related activities and 

seeks to control these costs. The focus of EMA is not on financial costs but it also considers the 

environmental cost or benefit of any decisions made. EMA is an attempt to integrate best management 

accounting thinking with best environmental management practice. 

Environmental Information 
The information pertaining to the environment (which is considered as pre-requisite for 

implementation of EMA) can be classified into two categories, the first one is physical information 

and another is monetary information. 

Physical environmental information includes the physical flow of energy, water, material (and output as 

a product), as well as wastes and emissions (as non-product output), etc. It is required to trace the 

inputs and outputs of resources/materials and to ensure that no resources/materials left unaccounted 

for. It helps to create environmental performance indicators, which help an organisation to set 

environmental targets and report its environmental performance as well as to effectively manage 

environmental impacts Monetary environmental information accounts for environmental costs 

(including savings and earnings) that are clearly driven by efforts to control waste and emissions that 

can damage the surrounding environment. 

Q.26 Why EMA is gaining importance among organisations? 

Ans. Environment cost may represent a significant proportion of the operating costs. 

Particularly for companies, that are operating in highly industrialized sectors such as oil 

production. Amoco’s environment costs at its Yorktown refinery were at least 22% of non- 

crude operating cost against the estimates of only 3% (Source - Ranganathan and Ditz 

(1996) & case study of Ditzetal (1998) 

 Regulatory requirements pertaining toenvironment protection are increasing worldwide 

ata rapid pace, consequences of non-compliance are severe too. In the largest ever seizure 

related to an environmental conviction in the UK, a plant hire firm, John Craxford Plant 

Hire Ltd, had to not only pay £85,000 in costs and fines but also got £1.2m of its assets 

seized.This company had illegally buried waste and breached itswaste and pollution permits. 

Andit’s not just the companies that need to worry. Every person found guilty of breaching 

environmental regulations knowingly is liable to criminal prosecution as per theaws. 

 Society prefers corporates that are socially and environmentally responsible and have a 

positive footprint. A ‘carbon footprint’ (as defined by the Carbon Trust) measures the total 

greenhouse gas emissions caused directly and indirectly by a person, organization, event, or 

product. People are now becoming aware of the ‘carbon footprint’ and recycling. Several 

companies have initiated CSR committees as they feel that portraying themselves as 

environmentally responsible makes them popular among consumers. 

 

Q.27 Explain Environment Costs Define Meaning and its Classifications? 

Ans. Environmental Costs – Meaning and its Classifications 

There are 4 possible bases of classification of the environmental cost, these are: 

Classification 1 - Generic Classification 

Based upon business boundary environmental cost can be split into internal cost and external cost- 

Internal Environmental Costs External Environmental Costs 

The costs which are incurred by organisation out 

of pocket and have an impact on its income 

statement. 

It includes- 

 Waste disposal costs 

Instead of organisation that causes these costs, 

these costs are born bysociety. 

It includes- 

 Use of water, energy resources 

 Emission of carbon and change in climate 
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 Cost incurred to improve the systems and 

checks to avoid violation 

 Regulatory costs including duty,taxes, andcess 

 Up-front and back-end costs (permission and 

decommissioning etc.) 

 Health care cost of a person effected by 

the environmental effect of business activity 

 Soil orison and forest degradation 

 Increase in average temperature level 

 
Note- There is an inverse relation between above mentioned two categories of environment cost, if 

organisation incurs a reasonable amount of internal environmental cost then the external adverse 

impact will be less, which will reduce the external environmental cost. 

Classification 2 – United States Environmental Protection Agency (known as US EPA) 

 Conventional Costs -The costs of using raw materials, utilities, capital goods, and supplies are usually 

addressed in cost accounting and capital budgeting, but are not usually considered environmental costs. 

However, decreased use and less waste of raw materials, utilities, capital goods, and supplies are 

environmentally preferable, reducing both environmental degradation and consumption of 

nonrenewableresources.

 Conventional Cost (Limited resources) Nhu jg gS environment ls dqN ys jgs gS scare use dks de ¼[kRe 

dj jgs gksa½ Cost of using natural resources, e.g., use of water, natural raw material energy. 

 Potentially Hidden Costs–The costs that may be obscured through treatment as overheador 

R&D, distorted through improper allocation to cost centers, or simply overlooked. Simply means 

the costs which lose their identity in general overheads e.g. upfront environmental costs, back-end 

environmental costs, and regulatory (including voluntary) environmental costs.

 Hidden Cost:- Which have been accounted for but lose their identiry & included in general 

overhead. 

 Contingent Costs- Costs that may or may not be incurred at some point in the future e.g. 
penalty, fines, legal expenses, and personal injury damages. (for better understanding takean 

example of the cost that need to clean the sea in event of an oil spill by oil or shipping 

corporations)

1. Contigent Cost (environment dks Bhd djus esa tks cost):- Cost to be incurred at future date. 

—  Clean up cost 

—  Waste disposal fd;k unh esa] lkQ djus esa \ 

—  Chimney (use) gas convert dj nsrk gSA rkfd harm u gksa 

—  & Equipment to Control Pollution 
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 Relationship & Corporate Image Costs – Some environmental costs are called"less 

tangible" or "intangible" because they are incurred to affect subjective (though measurable) 

perceptions of management, customers, employees, communities, and regulators e.g.the 

costs of preparing environmental reports.  

 Realtionship Cost:- Cost of preparing environment report due to compliance of government 

rules.

Classification 3 - Hansen and Mendoza 
 Environmental Prevention Costs– Those costs associated with preventing adverse 

environmental impacts. Examples include

 Evaluating and picking pollution control equipment 

 Creating environmental policies 

 Environmentally driven R &D 

 Site and feasibility studies 

 Investment in protective equipment 

 Environmental Appraisal Costs–The cost of activities executed to determine whether 

products, process and activities are in compliance with environmental standards, policies and 

laws. Examples include

 Monitoring, testing, inspection and reporting 

 Improved systems and checks in order to prevent fines/penalties 

 Regulatorycompliances 

 Performing contamination tests 

 Audit of environmental activities 

 Environmental Internal Failure Costs– Costs incurred from activities that have been 

produced but not discharged into the environment. Examples include

 Recycling scrap 

 Disposing toxic material 

 Back end costs such as decommissioning costs on project completion 

 Environmental External Failure Costs– Costs incurred on activities performed after 

discharging waste into the environment. These costs have adverse impact on the organisation's 

reputation and natural resources. Examples include

 Cleaning up contaminated soil. 

 Restoring land to its natural state 

Hansen and Mendoza advocated that a periodical reports of environmental cost shall be prepared 

wherein the cost under each category must be shown as a percentage of either sales or operating cost 

for purpose of easy comparison. 

Now, some companies have started linking their environmental strategy to concrete performance 

measures via balanced scorecard framework.  

Environmental Cost are incurred due to poor Quality Control (COQ). 

E. Prevention Cost E. Appraisal Cost E. Internal Failure 

Cost 

E. External failure 

Cost 

Environment dks [kjkc 

djuk gh ugh gSA Cost 

incurred dh tkrh gSA rkfd 

environment harm u gksaA 

Staff Training Cost  

Check djuk 

Whether compliance 

with environment 

standards. 

Monitor, Inspection 

Toxic nature dk 

material:- environment 

esa dischange ugha djsaxs] 

Recycling scrap, vUnj gh 

tyk] Product take back 

 Waste dum  

Soil- nqf’kr fd;k  

Contained 

    Cleaning up 
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Phase I - Identification of environmental costs (expressed and hidden) 

Phase II- Allocation of envionmental cost to cost centre and cost units 

Phase III - Controlling environemntal cost 

 

Phase II - Allocation of environmental cost to cost centre and cost units 

 

Phase III - Controlling environemntal cost 

Chimney:- Investment 

in protective Equipment 

Silencer:- Generator 

(Voice control)   

Report, Audit 

environment 

activities. 

cost (battery, Printer, 

Cartridge) 

Compensation paid to 

employee 

 Restoring 

Land to its natural 

environment dks harm 
igqpk¡ mldks lgh djus esa tks 

[kpkZ fd;k½ Oil fudkyk 

earned nyny gks x;hA vc 

Bhd djus esa 

 They are 

incurred after the 

hazardous material have 

been introduced into 

the environment. To 

prevent the production 

of waste. 

R&D:- How to prevent environment- bu nksuks ij expenditure c<+k dj ckdh nksuks ij de fd;k tk ldrk gSA 

Classification 4- The United Nations Division for Sustainable Development 
 Costs incurred to protect the environment i.e. measures taken to prevent pollution, and

 Costs of wasted material, capital, and labor i.e. in efficiencies in the production process.

EMA Methodology Related to the Management of Environmental Cost 

Q.28 Explain the concept of Identification and Allocation of Environment Costs? 

Ans. Identification and Allocation of Environmental Costs 

To manage the environmental cost, we need to start with the process of identification of 

environment cost; which involves an intense review of the general ledger containing costs of 

materials, utilities, energy, water, and waste disposal, etc. Since the portion ofenvironmental costs 

is generally ‘hidden’ in general overheads of the company, hence it becomes difficult for 

management to identify opportunities to cut environmental costs; but it is crucial for them to doso. 

Note- One should recognise that environmental costs are not a separate type ofcost, rather they are 

part of money flowing through out a corporation; hence identification is important and critical Full cost 

accounting and taking informed business decisions are getting importance. Both of these requires 

allocation of identified environmental cost to the cost centres and cost units so that decision 

must be well-informed. 

For example, a pharmaceutical company has to decide on the production ofone of its drugs. In order 

to incorporate environmental aspects into its decision, it needs to know exactly how many products 

are input into the process compared to its outputs; how much waste is created during the process; 

how much labour and fuel is used in making the drug; how much packaging the drug uses and what 

percentage of that is recyclable etc. Only by identifying these costs and allocating them to the product 

can an informed decision be made about the environmental effects of continued production. 

In Environmental Management Accounting Procedures and Principles published 2003, the UNDSD 

identified four management accounting techniques for the Identification and Allocation of 

Environmental Costs: 
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CHAPTER 4 Cost Management Techniques 

Activity Based 
Costing 

 
Life-Cycle Costing 

Flow Cost 
Accounting 

Input-Output 
Analysis 

Techniques for 
Identification 
and Allocation 

Environmental cost are removed from general overhead & traced to product & services on the basis of 

number of following account technique. 

Input-Output Analysis 
This technique involves the preparation of records for material inflows and then balances these inflows 

with the quantum of outflows relying on principle ‘what enters in the production system, must 

move out, either at a productive output or unproductive output (waste)’. 

Note- It is important here to note, UNDSD (in Environmental Management Accounting Procedures 

and Principles published in 2003) stated that wasted materials account for 40% to 90% of 

environmental costs according to a survey. 

So, if 100 kg of materials have been bought and only 80kg of materials have been produced, for 

example, then the 20kg difference must be accounted for insome way. It may be, for example, that 10% 

of it has been sold asscrap and 90% of it is wasted.  

By accounting for outputs in this way, both in terms of physical quantities and, at the end of the 

process, in monetary terms too, businesses are forced to focus on environmental costs. 

Input Output Analysis:- Identify/ Classify djuk gS] Allocate djuk gS rkfd product ij Mky ldsA Reduce Hkh 

dj lds EC dks eqf”dy gksrk gS because EC normally included in general overhead ogk¡ ls vyx djuk gksrk gS 

Product respective ij Mkyuk gksrk gSA ftl product/ process dh otg ls waste gks jgk gS ml ij 

product/process Mkyuk gS ftlls vPNh Decision better making gksxhA 

For e.g., ,d Drug Company gS — Particular drug – dh otg ls fdruh EC yxsxh rFkk fdruk harm gqvk og mlh 

Drug ij Mkysaxsa  

Input Output E. Irnal Failure Cost E. External fail 

 

 

100%   

Product 60% ;g irk yxk dj gh rks] ge material 

waste dks de dj ldrs gSA By change 

of material, change in process — 

EMC vkSj bl EC dks respective 

product/ process ij Mky ldrs gSA 

Input must be equal to output ugha gS 
rks dgk¡ x;k 

Scrap for recycling 20% 

Disposaled of as waste 15% 

Not account 5% 

 What comes in must go out or be stored. 

Tkks vUnj vk jgk gS oks ckgj tk,xk] ;fn ugh tk jgk rks dgk¡ x;k — EC/ waste 

Flow Cost Accounting 
In the flow cost accounting, the organisational structure is also considered apart from material flows. 

Material losses incurred at various stages of production are also recorded. Further to bring 

transparency apart from the quantity of material, the cost per unit and value in total also recorded. 

The material flows are divided into three categories, material, system (cost of in-house handling), and 

delivery and disposal (costs of flows leaving the company). 

Material flow — Organisation structure, Quantity cost value 
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Life Cycle Costing 

Lifecycle costing has a feature of full cost accounting, because it takes into account the costs and 

revenues of aproduct over its whole life rather than one accounting period; hence therefore, the full 

environmental cost associated of producing a product will be taken into account irrespective of the 

fact who born it. 

Product dh life esa (lo year/ 20 year) cost/revenue record djuk u fd ,d lky esa in rder to reduce life 

cycle cost, follow TQM approach/ EM account — zero pollution, zero waste, zero complaint — 

environment reduce cost ns[krs gS Life esa Environment reduce djuk gS TQM (All process of TQM 6c, 

Deming rule) 

Activity Based Costing (ABC) 

Activity Based Costing is technique, which basically deals with the allocation of cost pool to the cost 

centres using cost drivers on the basis of consumption or benefit received. 

As per UNDSD, Activity-based costing represents a method of managerial cost accounting that 

allocates all internal costs to the cost centres and cost drivers on the basis of the activities that caused 

the costs. 

ABC 

Cost dks ABC ds fglkc ls ck¡Vuk 

1. Environment related cost  

— Joint Cost Centre 

— Allocate – Process — (Product ij Mky nsrs gS) 

e.g., waste dks tykus okyk Department ;kfu lHkh product ds waste dks Sew age Plant ys dj ,d lkFk 

tyk nsrs gSA  

Incinerator (HkV~Vh) (Waste Treatment Process):- Sewage plant dh cost (waste dks tykrs gS) tykus dh 

cost 

2. Environment Driver Cost:  

;s include gksrh gS General overhead esa ogk¡ ls vyx djds ABC ds fglkc ls ck¡Vrs gSA ftl product esa T;knk 

Cost driver — T;knk 

http://kfknowledgebank.kaplan.co.uk/KFKB/Wiki%20Pages/Lifecycle%20Costing.aspx?mode=none
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CHAPTER 4 Cost Management Techniques 

Environment- driven costs 
These are hidden in the general 

overheads and do not relate directly 
to a joint environmental cost centre 
e.g. increased depreciation or higher 

labour cost 

Environment-related costs 

These can be attributed directly to 
a joint cost centre e.g. waste 

filtration plant, and sewage plant 

In context of environmental 

accounting 

Cost Cost Driver 

Training Cost  Training Hours 

Power Usage Kw. Used 

Planting of Tree No. of Tree Planted 

Solid Activities Volume of such waste mhrs worked for 

such activities. 

,d ckj tc ge identify dj ik,axs] dgk¡ T;knk gS as per norms rHkh de djus ds method adopt dj ik,xsa 

Note- The environment-driven costs are removed from general overheads and traced to products 

or services. The cost drivers are determined based on environmental impact that activities have and 

costs are charged accordingly. This should give a good attribution of environmental costs to individual 

products and should result in better control of costs. 

Q.29 ‘Allocation of environmental cost is undoubtedly crucial for obtaining correct 

information’. Can you suggest some of the allocation key (measures of 

allocation)? 

Ans. The four major allocation keys (a measure of allocation) are: 

 Volume of emissions or waste. 

 Toxicity of emission and waste treated. 

 Environmental impact added (volume × input per unit of volume) volume of the emissions 

treated. 

 The relative costs of treating different kinds of emissions. 

Note – The above measures are suggested by Schaltegger and Muller in 1998, while they stressed 

upon the 'importance of the choice of an adequate allocation key’. 

Q.30 How can we Controll the Environment Costs? 

Ans. Let’s understand how environmental costs can be controlled by focusing on individual 

elements (through-out the organization). 

Water- Businesses pay for water twice, firstly to buy it and secondly to dispose of it. If savings areto 

be madein terms of reduced water bills, it is important for organizations to identify where water is 

used and how the consumption can be reduced. 

Energy- Often, energy costs can be reduced significantly that too at very little cost.  

EMA may help to identify inefficiencies and wasteful practices therefore create opportunities for cost 

savings. 

Transport and Travel- Again, EMA techniques may be used to identify savings in terms of travel and 

transport of goods and materials. At a simple level, a business can invest in more fuel-efficient vehicles. 
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Consumables and Raw Materials- These are directly attributable costs and discussions with 

management can reduce such costs. For example, toner cartridges for printers could be refilled rather 

than replaced. This should produce a saving both in terms of the financial cost for the organization and 

a waste saving for the environment.  

Managing the environmental cost is phased and continues effort, the phases involved are - 
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CHAPTER 6  

Decision Making 
Q.1 Explain “CVP Analysis”? 

Ans. CVP Analysis  

1. Cost-Volume-Profit Analysis (CVP Analysis) means relathionship of three variables, viz. 

Cost, Volume and Profit, which explores the analysis existing amongst Costs, Revenue, 

Activity Levels and the resulting Profit. 

2. If volume increase than cost may change accordingly Change in Profit. 

3. CVP Analysis; measuring variation of Profits and Costs with Volume, which is significant 

to business profit planning. 

4. CVP Analysis; use of the Marginal Costing principles for planning and for making decision. 

5. CVP Analysis; helps in making decisions by estimating profits at different choices. 

6. CVP Analysis; calculation of breakeven points (BEP). BEP means minimum quantity 

necessary to produce & sell to avoid losses. 

7. CVP Analysis includes; 

 (i) CVP analysis when activity based costing system is followed  

 (ii) CVP analysis when uncertain condition are there 

 (iii) CVP analysis in service sector and non-profit making organization 

 (iv) CVP analysis when just in time system is used. 

Q.2 Explain CVP Analysis when activity based costing system is followed? 

Ans. “Activity Based CVP Analysis”  

  CVP analysis would indicate how many units need to be sold, such that the contribution 

can cover such fixed expenses (overheads) to arrive at the break-even point.  

  This approach would be accurate as long as majority or the activities have costs as the 

volume driver. In such cases, the critical activity level for break-even can be clearly 

identified. 

  However, there are certain activities that are not related to volume of production at 

all. They occur irrespective of volume of production. 

  Such activities can be identified using the activity based costing approach. ‘Analysis of an 

organization’s activities based on activity-based costing method can be broadly classified 

into. 

(i) Unit level (output) activities:  

  Activities performed each time a product is manufactured. As explained above, 

this varies in direct proportion to the volume of production.  

  The cost driver would be the production volume.  

  Examples would include direct material cost, direct labour cost, direct 

overhead costs (like repairs and maintencance, energy consumption.) 

(ii) Batch-level activities:  

  Certain activities are done for “a batch of production” rather than for “a unit 

volume of output”.  

  Examples are set-up activities or processing purchase orders (material 

procurement).  

  An example of setup in a manufacturing context is changing machine 

specifications to meet product specifications. During this change, the machine 

cannot produce any output.  
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  The same amount of resources would be required during/for setup whether 

the next setup is after a batch size of 50 or 500 units. Resources could be in 

terms of additional material or labour required to arrange for the machine set-

up.  

  Here, instead of volume, it is the number of set-ups done that is the cost driver. 

Similarly, resources for processing purchase orders for material procurement 

would depend on the number of orders generated and not the volume of 

production. 

Traditionally, these costs have been considered fixed and given costs beyond 

management control in the CVP analysis. However, as explained above, these activities 

and resources used are not directly related to the volume of production. Incremental 

(marginal) costs are incurred only when a set-up is done, or a purchase order is 

generated and processed. Such decisions are clearly under managerial decision-making 

purview. 

Total set-up costs per annum = Number of setups per annum  

× Cost of each set-up 

While set-up costs would variable (Marginally incremental) in terms of the number of 

set-ups (cost driver), they need to be charged equally to each unit produced within 

that batch. Therefore, larger the batch size, lower the set-up cost that is assigned to 

each unit within that batch. Hence, lower per unit costs require infrequent setups and 

large batch sizes. 

(iii) Product sustaining activities: 

  These are activities performed to support production or sale of a specific type of 

product.  

  Examples of such activities would be designing a product, designing production 

processes, drawing process charts, maintaining product specifications, developing 

special testing routines or technical enhancements (engineering change orders) or 

advertising for a particular product.  

  The incurrence of cost is not dependent on the volume of production.  

  They depend on the additional consumption of resources to enable performance 

of these activities.  

  Example of resources used could be additional engineering hours required to 

design/ improve the product or its production process would require overtime 

payment for labour, additional materials needed for developing design, cost of 

testing etc. 

(iv) Facilities level activities: 

  Facilities level Activities: Activities performed for the general operations of 

business. They cannot be traced to any particular product. Examples include 

depreciation of factory building or the rent paid on it, insurance on the building, 

costs of training employees etc. Traditionally these costs have been part of fixed 

costs in the CVP analysis. 

Q.3 Explain CVP Analysis in Service and Non-Profit Organisations? 

Ans. CVP Analysis in Service and Non-Profit Organisations 

  CVP analysis can also be applied to decisions by service and non-profit organisations.  

  To apply CVP analysis in service and non-profit organisations, we need to focus on 

measuring their output, which is different from tangible units sold by manufacturing and 

merchandising companies. 
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Q.4 Explain CVP Analysis in Just in Time Environment? 

Ans. CVP Analysis in Just in Time Environment 

  In a firm has implemented Just in Time, the variable cost per unit sold is reduced, and fixed 

costs are increased.  

  Direct labor is considered as fixed instead of variable.  

  On the other hand, direct material, vary with production volume (unit- based variable cost) 

due to emphasis on total quality and long-term purchasing. Waste, scrap, and quantity discounts 

are removed.  

  Other unit- based variable costs, such as power and sales commissions, also exist. Further, 

the batch - level variable is absent as in Just in Time, the batch is equal to one unit.  

  Therefore, the cost equation for Just in Time can be expresses as follows: 

Total Cost = Fixed Cost + (Unit variable Cost × Number of Units)  

+ (Engineering Cost × Number of Engineering hours) 

“Managers often use CVP analysis to guide other decisions, many of them are of strategic nature due to 

tremendous potential of increase in the profitability and organisational effectiveness” 

Q.5 Explain Non-Financial Consideration? 

Ans. Non-Financial Considerations 

  With increase in competition, dynamic market changes and changing needs of customers, 

non-financial information have gained relevance in the decision-making process.  

  Information of an organization like number of employees, employee morale, customer 

satisfaction that cannot be expressed in monetary terms is termed non -financial in nature.  

  Non- financial information is long term focused and ensures profitability and sustainability in 

long term for an organization thereby evaluating the internal performance of the company. 

   Non- Financial information which a company should focus that would turn out to be 

advantageous while making decisions for a company are: 

 Quality 

 Employee Satisfaction 

 Customer Satisfaction 

 Corporate Social Responsibility 

 Environmental Factors 

 Intellectual Property 

 Intangible Assets 

 Competitor’s Movements 

 Brand Name 

Decisions made in a business rest on the balance between the perceived effects of financial and non-financial 

information. Following are Limitations of Non- Financial Information- 

Time and Cost of the company involved. 
Subjective measurement – No proper of common denominator to measure performance. 

  Improper measures will lead the companies to draw attention on wrong objectives. 

  Lack of Statistical Reliability – Possible chances of error. 

  Management Disintegration when excess of measures and indications used by the company. 

Ethics 
Ethics are moral principles that guide the conduct of individuals. By their behaviour and attitude, 

managers set the company culture. Guideline for Ethical Conduct: 

 Identify an ethical decision by using personal ethical standards of honesty and fairness. 

 Identify the consequences of the decision and its effect on other 

 Consider obligations and responsibilities to those that will be affected by decision. 



  

 
6.4 

CHAPTER 6 Decision Making 

 Make a decision that is ethical and fair to those affected by it. 

  Some ethical problems can be can be avoided simply by using common sense and not focusing 

solely on the short term at the expense of long term. 

  Firms with a strong code of ethics can create strong customer and employee loyalty.  

  Furthermore, a firm that values people more than profit and is viewed as operating with integrity 

and honour is more likely to be a commercially successful business. 

Q.6 When should a company outsource? 

Ans. A firm generally decides to outsource: 

 If it costs less rather than to manufacture it internally; 

 If the return on the necessary investment to be made to manufacture is not attractive 

enough; 

 If the company does not have the requisite skilled manpower to make; 

 If the concern feels that manufacturing internally will mean additional labour problem; 

 If adequate managerial manpower is not available to take charge of the extra work of 

manufacturing; 

 If the component shows much seasonal demand resulting in a considerable risk of 

maintaining inventories; 

 If transport and other infrastructure facilities are adequately available; 

 If the process of making is confidential or patented; 

 If there is risk of technological obsolescence for the component such that it does not 

encourage capital investment in the component. 

Q.7 Explain Sell or Further Process? 

Ans. Sell or Further Process 

  Sell or process further refers to a decision-making situation where an executive has to 

decide either to sell a component/ product/ raw material as it is or alternatively process it 

further by incurring additional expenses.  

  For instance, sometime, a redundant material lying in stores for a long time may be sold as 

scrap at a small value or may be thrown away as waste.  

  This material may, however, be converted into a product of higher saleable value by 
carrying out some further operations or processes.  

  On further processing the component/product/raw material may not only be improved or 

reconditioned but will mostly fetch a higher sale value as well.  

  If the differential sales value is more than the further processing cost, then it is beneficial to 

process the product further otherwise sell it without further processing. Such type of 

decision-making problems usually arise in the case of joint products. 

  There are two rules to follow when ascertaining whether the further processing is worth 

while: 

 Only the incremental costs and revenues of the further process are relevant. 

 The joint process costs are irrelevant – they are already ‘sunk’ at the point of separation. 

Q.8 Explain the decision of “Keep or Drop Decisions”? 

Ans.  Keep or Drop Decisions 

  Another type of operating decision that management must make is whether to keep or drop 

unprofitable segments, such as product lines, services, divisions, departments, stores, or outlets. 

The decision is based on whether or not the segment’s revenue exceeds the costs directly 

traceable to the segment, including any direct fixed costs. 

(i) Incremental Revenue 

  Incremental revenue is the difference in revenue between the original sales revenue and 

the new revenue that is expected to result due to dropping a segment. 
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  If dropping a product will cause an increase in demand for another product, the additional 

revenue for the other product should be taken into consideration. 

(ii) Incremental Cost Savings 

 Variable costs associated with a segment to be dropped are incremental cost savings 

that cause profit to increase. 

 Direct fixed costs related to a segment being dropped are avoidable if that segment is 

dropped because they can be eliminated if the segment is dropped. 

(iii)   Opportunity Costs 

Opportunity costs are common in keep or drop decisions. They often arise due to rental 

of production space that will become vacant if the decision is made to drop a product. 

Opportunity costs are always incremental. 
(iv)   Decision - Keep or Drop? 

 If incremental cost savings > incremental revenue lost, the segment should be 

dropped, unless qualitative characteristics fiercely impact the decision. 

 If incremental revenue lost = incremental cost savings, qualitative effects must be 

used to make the decision. 

 If incremental cost savings < incremental revenue lost, the segment should not be 

dropped, unless qualitative characteristics fiercely impact the decision. 

(v) Qualitative Factors 

Qualitative factors related to keep or drop decisions often include considerations of 

employees that will be terminated if the product is dropped, the effect a lay off might have 

on employees that are not terminated, effects of suppliers from which the materials needed 

for the product will no longer be purchased, and the effect of customers who previously 

purchased the product being dropped. 

Q.9 Discuss two broblems that can arise as a result of setting prices using relevant 

costing. 

Ans. Two main issues arise when pricing work based on relevant costs: 

 Profit reporting: and  

 Pricing of future work. 

  With regard to profit reporting, the decision as to whether to proceed with the work will 

have been based on the use of relevant costs, but the routine reporting of the profit from 

the work will be based on the company’s normal accounting system.  

  Since this system will be based on total cost, it is probable that the costs of the work 

reported will be greater than its relevant cost.  

  Consequently, the amount of profit reported to have been made on this order will be lower 

than expected and may even be a loss.  

  This may cause difficulties for the manager who accepted the work as an explanation will be 

required of the reasons why there is such a different in profit. 

  With regard to the pricing of future work the difficulty lies in increasing the price for similar 

items for the same customer in future.  

  Once a price is set, customers tend to expect that any future items will be priced similarly.  

  However, where a special price has been offered based on relevant cost because of the 

existence of spare capacity the supplier would not be able to continue to price on that basis 
as it does not recover its long-term total costs.  

  There may also be difficulties created by this method of pricing as other customers are being 

charged on a full cost basis and if they were to discover that a lower price was offered to a 

new customer they would feel that their loyalty was being penslised. 
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 Q.1 Explain "Pricing Decision"?
 Ans. “A pricing decision is one of the most crucial & difficult decision that a firm has to make. 

Such a decision affects the long- term survival of any profit oriented enterprise.”
 	Most firms need to make decision about setting or accepting selling prices for their products or 

services. 
 	In some firms selling price is derived directly from cost information by estimating future product’s 

cost & adding a suitable profit margin. In others, an established market price is accepted.
 	Pricing policies are made taking overall objectives of an organisation into account. 
 	Thus, before fixing price of a product, objectives of the organisation must be understood first to 

achieve the organisation’s goal. 
 	Objective of an organisation may be either to maximise the profit or maximise the sales or 

maximise the output or optimal utilisation of resources etc.
 Q.2 Explain "Pricing Under Different Market Structures"?
 Ans. Pricing Under Different Market Structures
  The determination of optimal price can be considered under the following market structures:
 Perfect Competition
 	Under perfect competitive market, there are large numbers of sellers selling a homogeneous product 

using identical production process and all of them have perfect information about the market and 
price. 

 	Perfect market allows free entry and exit of firms into and out of the industry. 
 	Under this type of market, firm has no pricing policy of its own as the sellers are price takers (i.e. it 

has to accept the price determined by the market) and sell as much as they are capable of selling 
at the prevailing market price. 

 	Since each firm produces and sells a homogeneous product, it cannot increase its price beyond the 
market price. If it does so then it has to lose all of its market demand to the competitors.

 	There is no control over market price which will equate the quantities available with the quantities 
which the buyers are willing to buy. 

 	The firm has to take a decision in favour of the quantity to sell. 
 	The firm can continue to produce so long as its marginal cost is less than or equal to its selling price, 

upto the point at which the marginal cost is equal to price, increase in output will add to revenue 
and thereafter the increase will add to cost. It can be seen in following example.

 Monopoly
 	Monopoly is a market condition where there is only one supplier or producer of a homogeneous 

product for which there is no close substitute but has many buyers. 
 	Under the monopoly, a firm is a price setter i.e. it can fix any price but here also the pricing is 

done taking elasticity of demand for the product into consideration. 

Chapter 7
Pricing Decision
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 	That means though the seller/ producer can fix any price but it will go for the price where 
demand for the product and consequent profit will be maximum.

 Monopolistic Competition
 	The monopolistically competitive market is one in which there are large number of firms producing 

similar but not identical products. 
 	Since there is limit to the growth of competitors the excess profits earned by monopolistic 

situation attracts new competition. 
 	This will have a long - run effect on the excess profits which will tend to diminish because of the 

price competition with close substitutes. 
 	The company will, however, have to compare marginal cost and marginal revenue in maximising 

its profits.
 	  Under monopolistic condition, consumers may buy more at a lower price than at higher price. 

The profit can be maximised by equating marginal revenue with marginal cost.
 Oligopoly
 	A market structure where there are few firms producing or selling homogenous or identical 

product. 
 	 In this type of market structure the firms are aware of the mutual interdependence of investment, 

production process, advertising and sales plan of its rival firm. 
 	Hence, any change in any variable by a firm is likely to have an equal reaction on the part of other 

competing firms. It is therefore, clear that the oligopolistic firm, while determining the price for its 
product, consider not only the demand for the product but also the reactions of the other firms 
in the industry to any action or decision it may take.

 	 If a firm does not follow or adapt its pricing policy in consonance with its competitor, the shift in 
the sales will be sensitive. 

 	That means demand will shift towards the lower price. Thus, each firm will study the potential 
reaction before increasing or decreasing the selling price. 

 	The firms in oligopolistic market maintain the price of the product either by close analysis of each 
other’s behavior or by means of cooperation and collusion.

 Q.3 Explain "Pricing Policy"?
 Ans. Pricing Policy
 	 The pricing policy plays an important role in a business because the long run survival of a 

business depends upon the firm’s ability to increase its sales and derive the maximum profit 
from the existing and new capital investment. Although cost is an important aspect of pricing, 
consumer demand and competitive environment are frequently far more significant in pricing 
decisions. 

 	 These are also known as determinants of pricing or market powers. Thus, costs alone do not 
determine price. 

 	Cost is only one of the many complex factors which determine prices. 
 	 There must however, be some margin in prices over total cost if capital is to be unimpaired and 

production maximised by the utilisation of internal surplus.
 The pricing policy and the relative price structure should:
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 Q.4 Explain "Principles of Product Pricing"?
 Ans. Principles of Product Pricing
  Cost should not be considered as an important determinant of price. The tendency should be to 

lower the price in such a way so as to choose a right combination of price and output to maximise 
profits. 

  	 The important determinants of price, therefore, are competitive situations prevailing in the 
market and elasticities.

  	 Taking the standard products into consideration, the pricing principles are much the same 
whether the product is a new one or the one already well established in the market. However, 
the environmental situation and information base are different.

 To arrive at a right price, the following important points to be kept in the mind:
Price Customization
Pricing of a product is some time customised keeping taste, preference and perceived value of a consumer 
into consideration. Price customisation is done in various ways:
  Based on product line: Based on the requirement of the consumer products can be customized 

and accordingly the prices. For example, some may like to have a smartphone with 16 GB over 32 
GB. In this case pricing for the product can be based on memory specification.

  Based on customer’s past behaviour: A customer with good payment record may be given 
more discounts then the others.

  Based on demographics: Different pricing may be adopted based on age or social status. For 
example, railway fare concession for senior citizen and concessional price tickets for military 
personnel.

  Based on time differential: Pricing for a product or service is also done on the basis of time 
differential i.e. different price for different time period. For example, discounted price for data usage 
provided by a broadband service provider if subscription paid for six months at a time.

  Apart from above pricing principles, other macro economic and legal factors should also be given 
due importance while chalking out a pricing strategies.

 Q.5 Explain "Price Sensitivity"?
 Ans. Price Sensitivity
  It measures the customer’s behaviour to the change in price of a product. Nagle1 has identified nine 

factors that contribute to price sensitivity. 
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These factors are:

Unique Value Effect- More unique the product, lower is the price sensitivity. 
Substitute Awareness Effect- If the buyers are aware of substitutes and these perform the same function, then 
the buyer’s price sensitivity will be high.
Difficult Comparison  Effect- Price sensitivity will be low if the buyer has difficulty comparing two 
alternatives.
Total Expenditure Effect- If then expenditure on the product represents a low proportion of the consumer 
income, the price sensitivity will be less visible for such a product.
End- Benefit Effect- Buyers are less price sensitive where the expenditure on the product is low compared 
to the total cost of the end product.
Shared Cost Effect- If the cost of the product is shared by another party, the buyer will have less prone to 
price sensitivity.
Sunk Investment Effect- Price sensitivity is low in products which are used along with assets previously 
bought.
Price Quality Effect- Higher the perceived quality of the product, lower the price sensitivity.
Inventory Effect- If the product cannot be stored, the buyer will be less price sensitive.
Note: Price sensitivity tracks both nature of products and buyer’s behavior to determine prices.       
One of the methods more commonly used for measuring price sensitivity is controlled experimentation. In 
this method, customers are offered different brands at different prices and customer’s responses are obtained. 
Then the company’s brand prices are changed and customer’s response at each price level is recorded. 
The price at which demand for the product starts declining is the level where price sensitivity begins and 
based on the response level, sensitivity can be measured. It depends on the nature of the product and buyer 
characteristics.
Price Sensitivity:
Sensitivity:- ,d factor esa change gksus ls nqljs factor esa fdruk change vkrk gSA 
Price change dk cost ds behaviour ij fdruk vlj iM+rk gSA
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No Sensitivity:- vxj ,d factor esa change gksus ls nqljs dep factor esa change ugha vkrk gS ;kfu dksbZ QdZ ugh iM+rk gSA

High Sensitivity – esa change ugha vkrk gSA

For example
Doctor — Cold water — Teeth — High Sensitivity ¼QdZ iM+rk gS½
Urine Test Report — Medicine — Sensitive — Improve (effective)
No sensitvity – No improve
Business Sensitivity:-  Price esa change     Demand esa change 
No Sensitivity:-  Price esa change (increase)  No Demand esa change
    (Product vPNk gSA Quality  (Demand eas dksbZ QdZ ugha)
    gS rks ge Price c<+k ldrs gSA 
    Power gS To Increase the Price)
TSkls ge dksbZ lkeku [kjhnrs gSA Negotiate djrs gSA Shopkeeper esa Quote fd;k 5000/-
geusa offer fn;k 2500/-
vxj (i) Shopkeeper rqjUr euk dj nsrk gSA xqLlk gksrk gSA (No sensitivity fixed price)
(ii) Shopkeeper dgrk gS Sir ;s rks cgqr de gSA Normal way esa it means oks dqN mij + 500 esa rks ns gh nsxkA (High 
Sensitivity)
Price Sensitivity Check djus ds 9 points gSA

Low/No sensitiity High Sensitivity
Price (Increase) Price (Increase)

Demand No Change ¼dksbZ QdZ ugh½ Change
Low Sensitivity
 (i) Service (Doctor/Lawyer) esa ne gSA vksj Quality gSA It means customer will receive the services no bargin.
 (ii) Benefit:- Doctor/Lawyer (Services) dk comparison ugha
  tks sercvice ,d Doctor/Lawyer gS oks ns jgk gS rks dksbZ vkSj ugh ns ldrk

  Competitor:- Jio, Vodafone, Airtel – Call Rate, Roaming merge, 150 feature comparison ls vPNk gS dqN 
T;knk ns nsA

 (iii) Milk, Salt:- Expenditure is very low of total income. (very basic required)
  Water, Rice, Wheat:- Expenditure of invitation Card in Marriage — Card dh Price vxj Rs.10/- ls 

Rs.90/- rd c<+ Hkh tk, rks Hkh dksbZ QdZ ugh iM+rk 

 (iv) Benifits:- Cost e.g. electricity, Student Pass (12.50/-)
  Customer dks feyus okyk benefit mldh cost ¼nh gqbZ½ ls T;knk gSA rks Low/No sensitivity gSA    
Price c<+k nksxs rks Hkh dksbZ QdZ ugha iM+sxkA

 (v) Shared:- If customer share the amount e.g. Carpool. Gift nsuk gS Boss dks lHkh staff feydj

High Sensitivity
 (i) Subject Production gS Price c<kus ls igys dbZ ckj lkspuk iM+sxk (Grocery Products)
 (ii) Car Battery: Cost ds behaviour/demand esa change ugh vk,

 (iii) LTC- Air fair c<+ x;k company dks nsuk gSA Rent free accomodation.
Sunk Investment:-
Laptop:-     New feature
Already purchased   Price sensitivity Low.
Car:-   CNG:- Price Sensitivity Low
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New Car:-  Electricity:- High Sensitivity
TV:- Normal    Internet
Already purchased   Android ugh gSA Internet pykus ds fy,A

Sunk     Portable Investment pkfg,
      – No Price Sensitivity
Quality higher:    Perceived value
Haldiram
Customer dks mEehn ls T;knk:-
Perishable Store ugh dj ldrk:- Low Sensitivity
Perishable Store dj ldrk gS:-  High Sensitivity
 Q.6 Explain "Pricing Methods"?
 Ans. Pricing Methods
  Costs, Demand, and Competition define different pricing methods that a firm may adopt. Let us 

understand these methods:

Cost-Based Pricing Method
  In many businesses, the common method of price determining is to estimate the cost of product & 

fix a margin of profit. 
  The term ‘cost’ here means Full Cost at current output and wages level since these are regarded as 

most relevant in price determination. 
  If a firm wants to survive and stay in business, it has to maintain its fixed capital intact so that its 

fixed assets may be replaced at the end of their useful working life out of the funds generated from 
profits retained in the business. 

  In a period of relatively stable price levels, depreciation based on historical cost of fixed assets 
would perhaps be adequate for achieving this object. 

  Pricing based on total costs is subjected to two limitations. They are:
  (a) The allocation of inter-departmental overheads is based on an arbitrary basis; and
  (b) The allocation overheads will require estimation of normal output which often cannot be 

done precisely.
  (c) In order to avoid these complications, Variable Costs which are considered as relevant costs 

are used for pricing, by adding a markup (to include fixed costs allocation also).
  Sometimes, instead of arbitrarily adding a percentage on cost for profit, the firm determines an 

average mark-up on cost necessary to produce a  desired Rate of ROI. 
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Note- Cost based pricing is generally suitable when firm operates in a less competitive  environment or 
deals in products that are customized based on requirements of customers.

The rate of return to be earned by the firm or industry must depend on the risk involved.
Competition-Based Pricing Method
 	When a company sets its price mainly on the consideration of what its competitors are charging, its 

pricing policy under such a situation is called competitive pricing or competition-oriented pricing. 
 	 It is not necessary under competitive pricing to charge the same price as charged by the concern’s 

competitors. But under such a pricing the concern may keep its prices lower or higher than its 
competitors by a certain percentage. 

 	 It’s own costs or demand may change, but the concern maintains its price because its competitors 
maintain their prices. 

 	 	Conversely, the concern will change its price when its competitors change their price, even if its own 
costs or demand have not altered. Different types of competitive pricing in vogue are as follows:

 1. Going Rate Pricing
 	 It is a competitive pricing method under which a firm tries to keep its price at the average 

level charged by the industry. 
 	The use of such a practice of pricing is especially useful where it is difficult to measure costs. 

Adoption of going rate pricing will not only yield fair return but would be least disruptive 
for industry’s harmony.

 	Going rate pricing primarily characterises pricing practice in homogeneous product markets. 
 		The concern selling a homogeneous product in a highly competitive market has actually 

very little choice about the setting of its price. There is apt to be a market determined price 
for the product, which is not established by any single firm or clique of firms but through 
the co llective interaction of buyers and sellers. 

 		The concern which is going to charge more than the going rate would attract virtually no 
customers. The concern should not charge less because it can dispose of its entire output 
at the going rate.

 2. Sealed Bid-Pricing
 	 Competitive pricing also dominates in those situations where firms compete on the basis of 

bids, such as original equipment manufacturer and defense contract work. 
 	 The bid is the firms offer price, and it is a prime example of pricing based on expectations 

of how competitors will price rather than on a rigid relation based on the concern’s own 
costs or demand. 

 	 The objective of the firm in the bidding situation is to get the contract, and this means that 
it hopes to set its price lo wer than that set by any of the other bidding firms. But however, 
the firm does not ordinarily set its price below a certain level. 

 	 Even when it is anxious to get a contract in order to keep the plant busy, it cannot quote 
price below marginal cost. On the other hand, if it raises its price above marginal cost, it 
increases its potential profit but reduces its chance of getting the contract.

Value-Based Pricing Method
There is an increasing trend to price the product on the basis of customer’s perception of its value. This 
method helps the firm in reducing the threat of price wars. Marketing research is important for this method. 
It is based on:
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 1.  Objective Value or True Economic Value (TEV)
  This is a measure of benefits that a product is intended to deliver to the consumers relative 

to the other products without giving any regard whether the consumer can recognize these 
benefits or not.

  True economic value for a consumer is calculated taking two differentials into consideration:
  TEV  =  Cost of the Next Best Alternative  +  Value of Performance Differential
  Cost of the next best alternative is the cost of a comparable product offered by some other 

company. Value of performance differential is the value of additional features provided by the 
seller of a product.

  A firm’s product may be superior to the next best alternative in some dimensions but inferior in 
others.

 2. Perceived Value
 	 This is the value that consumer understands the product deliver to it. It is the price of a 

product that a consumer is willing to spend to have that product.
  At the time of fixing price, it is to be kept in the mind that any price which is set below the 

perceived value but above the cost of goods sold give incentives to both buyers and the 
seller. This can be understood with the help the diagram given below.

 Perceived Value

Customer dgsxk dh eq>s Just-in-Time dh facility ugh pkfg, rks esa 21/-pkg D;ksa nw rks oks 10.5 max nsus dks rS;kj gksxk Willing 
to Pay for RM1 but ;s rks max gS oks negotiate djsxkA Seller ns[ksxk dh cost fdruh gSA 7/- rks 10-50 ls de] 7 ls T;knk –
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3.  True Economic Value:- (Key Points)
Market Research djuh iM+rh gSA

A/C LG 300W Dual Invertor ge cuk jgsa gSA Samsung dk ge T;knk feature ns jgsa gSA
tSls wifi (free), Tripple Invertor ftldh cost 500 gS rks Dual
True Economic Value yk, = 30,000 + 5000
vkidk product cost dks fdruk Quality nsxk
Price Decide djks

Let Cost > TEV, disconvience the product
Product customer dks fdruk benefit nsxk
SP — PE vkSj Cost ds chp esa

Pricing Method (Key Points)
 1. Cost based pricing method:- tks price gekjs fy, best gSA How to calculate this is very old and traditional 

method. Usually major manufacture follow this method.
  =  Total Cost + Desired Rate of Return on Investment.
  =  Total Cost =  Variable Cost + Fixed Cost
  =  Fixed Cost = Depreciation + Allocation (UNAV) FO
  Depreciation:- FA dks replace dj lds dbZ ckj FA eagxh gks tkrh gSA

  Investment = CE = FA + CA – CL
  Allocation of FO Hkh lgh ls calculate djuk pkfg,

  * If ROI is based on as and of contribute then VC + ROI = Price
  VC = Relevant Cost (Competition based pricing method)
 2. tc ge  price set djrs le; competitor dh price dks /;ku esa j[krs gS rks bls CBPM
  (a) Going Rate Priding  (b) Sealed bid pricing
  (a) Going Rate pricing:- glesa lkjs point perfect competition okys fy[krs gSA

  * Sell at prevaling market price.
  * Normally in industry in perfect competition
  *  Average selling price.
  If SP increase:- Sale Increase.
  SP decrease:- Loss already normal profit gh dek jgs gksrs gSa

  (b)  vxj gesa dqN lkeku grocery [kjhnuk gS rks shop ds ikl tkuk iM+rk gSA RM/Machine ijUrq cM+h&2 company 
dks ;fn lkeku [kjhnuk gksrk gS rks os nqdkunkjksa ds ikl ugha tkrs os newspaper esa advertisement nsrs gSA fd tks Hkh 
vender ;s lkeku gesa cspuk pkgrs gS rks viuk offer price  gesa crk,% tks Hkh interested vender gksrs gSA oks ;s pkgrs 
gS fd mls ;s contract fey tk, mlds fy, oks minimum price quote djrk gSA ,d paper ij fy[k dj even esa 
can djds company ds company officer ds ikl igq¡p tkrk gSA Company Officer tks Hkh Quotation vkrh gSA 
Then select the minimum offer price. Defence okyksa dks gun [kjhnuh gSA Quotation invite djrs gSa\

 Q.7 What framework should be considered by a firm to create value for the customers?
 Ans. Creating value for the customers is one of the important objectives of a firm. A firm makes all the 

efforts to create value and to achieve this it formulates its marketing strategy in that direction. 
Understanding customers’ wants and needs is foundation for building this value. To create value, a 
firm makes the following framework:

	 	 First it develops a product that satisfy the wants and needs of the customers,
  After identification and development, it designs a promotion program to convey the value of 

the products to the customers.
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  It chooses the right distribution channel through which its product will reach to the customers
  At last it has to design a pricing strategy that creates incentive to purchaser to buy the product 

and to seller to sell the product.
 Q.8 Explain "Pricing in Periods of Recession"?
 Ans. Pricing in Periods of Recession
  In periods of recession, a firm may sell its articles at a price less than the total cost but above the 

marginal cost for a limited period.
  The advantages of this practice are:
  The firm can continue to produce and use the services of skilled employees who are well 

trained and will be difficult to re-employ later if discharged.
  Plant and machinery can be prevented from deterioration through idleness.
   The business would be ready to take advantage of improved business conditions later.
   This avoids the competition of securing the business of the firm.
One thing to remember here is that a situation like this should not lead to a drastic price cutting and the 
orders accepted should not cover a long period extending over the production facilities of a period when 
business conditions improve.
 Q.9 Explain "Pricing Below Marginal Cost"?
 Ans. Pricing Below Marginal Cost
 (a) Firm may also be justifiable to sell the product at a price below marginal cost for a limited 

period provided the following conditions prevail:
 (b) Where materials are of perishable nature.
 (c) Where stocks have been accumulated in large quantities and the market prices have fallen. This 

will save the carrying cost of stocks.
 (d) To popularize a new product.
 (e) Where such reduction enables the firm to boost the sales of other products having larger 

profit margin.
 Q.10 Explain "Strategic Pricing of New Products"?
 Ans. Strategic Pricing of New Products
  The pricing of new product poses a bigger problem because of the uncertainty involved 

in the estimation of their demand. In order to overcome this difficulty experimental sales 
are conducted in different markets using different prices to see which price is suitable. A 
company may, for example, choose three different markets and by using the same amount of 
sales promotional activities, ascertain what the right price is. In such circumstances, it may 
even prove that the highest price yielding the largest unit contributory margin need not 
necessarily maximise the profits. A lower price may well go to maximise the profits. But at 
the same time if a product is priced very low to attract more demand, it may be difficult in 
the future to raise the price as it may not be acceptable to the consumers. So, pricing of a 
new product is very critical issue which should be decided after a thorough market study 
and consumer behavior analysis.

  One thing to remember here is that a situation like this should not lead to a drastic price 
cutting and the orders accepted should not cover a long period extending over the production 
facilities of a period when business conditions improve.
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 Q.11 Explain "Revolutionary Product, Evolutionary Product and Me-too Product"?
 Ans. A new product is analysed into three categories for the purpose of pricing:
  Revolutionary Product:  A product is said to be revolutionary when it is new for the market 

and has the potential to create its own value. 
   This type of product has revolutionary impact on the market and consumer behaviour. 
  It replaces the existing method or technology and the approach to doing a work is quite 

different and unique. These products enjoy the benefit of product differentials and have the 
potential of being market leader.

  Revolutionary product may enjoy the premium price as a reward for its innovation and 
taking first initiative.

  Evolutionary Product: A product introduces upgraded version with few additional characteristics 
of the product is known as evolutionary product.

  The evolutionary products may be priced taking cost-benefit, competitor, and demand for the product 
into account.

  Me-too Product: A product is said to be me-too product when its emergence is a result of the 
success of a revolutionary product. 

  These types of products are very similar (in ordinary language imitation) to revolutionary and/ 
or evolutionary products of other firms. 

  The firm while producing me-too products, generally follows the similar production process 
and technology that is used by the other firms. These are known as market followers.

  The me-too products are price takers as the price is determined by the market mainly by the 
competitive forces.

Three New Product Pricing Situations

Independent Situations

Situation RP/EP/MP Pricing
Adjustable work table like a stool, has been 
successfully capturing the market. Company X 
makes a small variant of this product and is trying 
to enter the market.

Me-too Product 
(MP)

Market Price that is determined by 
competitive forces for the successful 
product.
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R & D has just been completed on an innovative 
computer processor in the shape of a pen, 
with accompanying pen-like devices to act as 
keyboard projector and monitor projector. This 
is expected to get the laptops out of business 
due to extreme ease of portability of just 3 pen-
like light weight devices.

R e v o l u t i o n a r y 
Product (RP)

Premium Pricing, it can expect 
to make a tidy profit as a reward 
for innovation and taking its first 
initiative.

A successful mobile manufacturing company has 
built into its latest mobile phone, an additional 
sliding screen and improved its processor 
capabilities so that the phone is almost a laptop.

E v o l u t i o n a r y 
Product (EP)

Demand Based Pricing, Price higher 
than the earlier version to justify its 
Costs and Benefits subject to what 
amount can be stepped up in the 
market.

 While preparing to enter the market with a new product, management must decide whether to adopt a 
skimming or penetration pricing strategy.
 Q.12 Explain "Skimming Pricing"?
 Ans. Skimming Pricing

  It is a policy of high prices during the early period of a product’s existence. This can be 
synchronised with high promotional expenditure and in the later years the prices can be 
gradually reduced. The reasons for following such a policy are :

  The demand is likely to be inelastic in the earlier stages till the product is established in the 
market.

  The charge of high price in the initial periods serves to skim the cream of the market that 
is relatively insensitive to price. The gradual reduction in price in the later year will tend to 
increase the sales.

  This method is preferred in the beginning because in the initial periods when the demand for 
the product is not known the price covers the initial cost of production.

  High initial capital outlays, needed for manufacture, results in high cost of production. Added 
to this, the manufacturer has to incur huge promotional activities resulting in increased costs. 
High initial prices will be able to finance the cost of production particularly when uncertainties 
block the usual sources of capital.

 Skimming Price (Product Life cycle)
Introduction Growth Maturity Decline

Selling 
Price

Premium /High Price 
due to unique features 
(innovative)

Low Selling Price Constant
Unlikely to reduce due 
to

Price Very Low i.e. 
below cost (MC) 
due to avoidance of 
inventory cost

A:- Reverse Engineering 
(Less unique as 
competitor use reverse 
Engineering)

A:- Product 
established

Price cut if not 
repositioning 
product is surpassed 
by new product

B:- To discourage the 
competitor to enter 
market .

B:- After Rapid growth 
in growth stage, Sale 
will Saturated.
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C:- To attract next 
market segment

C:- High competition

D:- Promotional 
advertisement 
activities need to 
opearate to maintain 
Market Share.

D:- Addition of new 
features to maintain 
Market Share.

Cost

High due to Research 
and Development,  
Promotional 
activities

Likely to reduce: Likley to Constant Increase

Material:- Bulk 
discount economy of 
scale.

Lack of negotiating 
Power

Low production 
withdraws of bulk 
discount

Labour:- Learning 
curve / Experience 
curve.

Stable stage Labour is less

Variable Overhead: - 
Batch Size Large

Optimum batch size Interested for 
Decline Production

Fixed Overhead:  
High volume per unit 
decrease

Volume: - Fixed
(Demand: Known)

Penetration Pricing
  This policy is in favour of using a low price as the principal instrument for penetrating mass 

markets early. 
  It is opposite to skimming price.
   The low price policy is introduced for the sake of long-term survival and profitability and hence it 

has to receive careful consideration before implementation. 
  It needs an analysis of the scope for market expansion and hence considerable amount of research 

and forecasting are necessary before determining the price.
  Penetrating pricing, means a pricing suitable for penetrating mass market as quickly as possible 

through lower price offers. 
  This method is also used for pricing a new product. In order to popularise a new product penetrating 

pricing policy is used initially. 
  The company may not earn profit by resorting to this policy during the initial stage. Later on, the 

price may be increased as and when the demand picks up. 
  Penetrating pricing policy can also be adopted at any stage of the product life cycle for products 

whose market is approached with low initial price. 
  The use of this policy by the existing concerns will discourage the new concerns to enter the 

market.
  We must distinguish penetration pricing from Predatory Pricing. Predatory Pricing (loss leading) is 

the practice of selling a product or service at a very low price, intending to drive competitors out 
of the market or create barriers to entry for potential new competitors.

  The three circumstances in which penetrating pricing policy can be adopted are as under:
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 (i) When demand of the product is elastic to price. In other words, the demand of the product 
increases when price is low.

 (ii) When there are substantial savings on large scale production. Here increase in demand is 
sustained by the adoption of low pricing policy.

  When there is threat of competition. The prices fixed at a low level act as an entry barrier to the 
prospective competitors.

Independent Situations
Situation Appropriate Pricing Policy

‘A’ is a new product for the company and the market and meant 
for large scale production and long term survival in the market. 
Demand is expected to be elastic.

Penetration Pricing

‘B’ is a new product for the company, but not for the market. B’s 
success is crucial for the company’s survival in the long term.

Market Price or Price Just Below 
Market Price

‘C’ is a new product to the company and the market. It has an 
inelastic market. There needs to be an assured profit to cover high 
initial costs and the unusual sources of capital have uncertainties 
blocking them.

Skimming Pricing

‘D’ is a perishable item, with more than 80% of its shelf life over. Any Cash Realizable Value*

Pricing and Product Life Cycle

Introduction Stage Growth Stage Maturity Stage Decline Stage

• Skimming Policy with high 
prices, but low profit margin 
due to high fixed costs.

• Reduce price to 
penetrate market 
further.

• Price to match or beat 
competitor.

• Cut price if not 
repositioning.

• Penetration Policy to enter 
the market and gain a high 
share quickly or to prevent 
competitors from entering

• Retain higher prices 
in some market 
segments.

• Some increases in 
prices may occur 
in the late decline 
stage.

 Q.13 Explain "Pricing Adjustment Policies"?
 Ans. Pricing Adjustment Policies
  Having set prices, often companies will need to adjust their basic prices to account for various 

customer differences and changing situations. Companies, therefore, need to establish price 
adjustment policies which are as follows:

 1. Distributor’s Discounts
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  We It means price deductions that systematically make the net price vary according to buyer’s 
position in the chain of distribution. 

  We These discounts are given to various distributors in the trade channel e.g., wholesalers, dealers 
and retailers. As these discounts creates differential prices for different customers on the basis of 
marketing functions performed by them, so these are also called as functional discounts.

 2. Quantity Discounts
  Quantity discounts are price reductions related to the quantities purchased. It may take several 

forms. It may be related to the size of the order which is being measured in terms of physical units 
of a particular commodity.

  This is practicable where the commodities are homogeneous or identical in nature, or where they 
may be measured in terms of truck-loads. 

  However, this method is not applicable in the case of heterogeneous commodities as it is difficult 
to add them in terms of physical units or truck loads e.g. textile and drug industry. Quantity 
discounts are useful in the marketing of materials and supplies but are rarely used for marketing 
equipment and components.

 3. Cash Discounts
  Cash discounts are price reductions based on promptness of payment. 
  It is a convenient device to identify and overcome bad credit risks. In those trades where credit 

risk is high, the percentage of cash discount given is also high. 
  If a buyer decides to purchase goods on credit, he has to pay a higher price by foregoing the cash 

discount.
 4. Price Discrimination
  Price discrimination means charging different prices and it takes various forms according to whether 

the basis is customer, product, place or time. Price discrimination is possible if the following conditions 
are satisfied:

  the maker must be capable of being segmented for price discrimination;
   the customers should not be able to resell the product of the segment paying higher price; and
  the chance of competitors’ underselling in the segment of higher prices should not be possible.
 Under time differentials the objective of the seller is to take advantage of the fact that buyer’s demand 

elasticity varies over time. Example, airline companies charge higher pr ice if tickets are booked near to 
travel dates rather than when booked based on pre-planned trips.

 5. Geographic Pricing
  In pricing, a seller must consider the costs of shipping goods to the buyer. 
  These costs grow in importance as freight becomes a larger part of total variable costs. 
  Pricing policies may be established whereby the buyer pays all the freight expense, the seller bears 

the entire cost, or the seller and buyer share this expense. 
  The strategy chosen can influence the geographic limits of a firm’s market, locations of its production 

facilities, sources of its raw materials, and its competitive strength in various geographic markets.

STRUCTURED APPROACH TO PRICING DECISIONS
Logical and acceptable way of structuring the process:
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 Q.14 Explain "Sensitivity Analysis in Pricing Decisions"?
 Ans. Sensitivity Analysis in Pricing Decisions
Sensitivity analysis is very significant in making pricing decisions, and striking the right balance in which the 
price is good-looking enough to generate enough sales, yet is also profitable for the firm. It is also important 
for determining how much can be spent on development or marketing, etc. Simple analysis of past pricing 
decisions can inscribe poor pricing controls, and sources of value leakage and more sophisticated price 
sensitivity analysis can identify opportunities to increase or decrease prices to drive sales.
Product pricing decisions must be balanced against costs and competitive market conditions. Sensitivity analysis 
is required to determine how sales and costs will respond to changes in the market conditions.
Sensitivity analysis is performed by choosing the critical parameters upon which we based our pro forma 
computations, and systematically changing them to assess how the changes will affect the overall outcome. 
Some of these factors are external, and change according to the market and economy. This analysis is important 
towards understanding how the company will withstand external changes, for example:
 	 Market Demand
 	 Changes in Market Prices
 	 Exchange Rate Fluctuation
Other factors are typically internal, and in these cases sensitivity analysis is valuable in making important 
decisions within the company. For example:
 	 Initial Outlay, R & D
 	 Production Cost
 	 Marketing Costs
 	 Introduction Dates
 	 Product Prices
 Q.15 Explain "Pricing of Services: Issues"?
 Ans. Pricing of Services: Issues
  When services are uniquely tailored to each customer’s needs, the pricing cannot be easy.
  Each service transaction is likely to have distinct pricing structure.
  In certain services customer’s participation is essential. The customer may have to incur 

certain intangible costs over and above monetary cost while making use of a service. The 
pricing decision in such services should accommodate the intangible costs that a customer 
may have to bear with.

   Some of the services like health care, education, communication, transport, etc. fall within the 
larger domain of government. Therefore, price of those services tends to be regulated.

   Some services pricing is determined in a collective manner. Trade association, professional 
bodies, or other institutions may impose broad guidelines for fixing the price.
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CHAPTER 8 

Performance Measurement and Evaluation 
 

Q.1 Explain “RESPONSIBILITY ACCOUNTING & RESPONSIBILITY CENTRE”? 

Ans. Responsibility Accounting & Responsibility Centre 

1.  Under this technique, an organization divides responsibility among departments. Each 

departmental head is responsible for its objectives. All departments are divided into 4 

category: 

2.  Responsibility accounting is apt where top management has delegated authority to make 

decisions. The idea behind responsibility accounting is that each manager’s performance 

should be judged by how well he or she manages those items under his or her control. 

3.  Performance measurement is directly linked to the organisational structure of a business. 

4.  According to Deakin and Maher ‘a responsibility centre is a specific unit of an 

organisation assigned to a manager who is held responsible for its operation and 
resources’. 

To enhance the application of responsibility accounting in decision making, it is essential 

for an organisation to attach a level of responsibility (decentralised power/s) to different 

divisions/departments and designate as either of cost, profit, revenue or investment 

centre. 

5.  Under this technique, each head of responsibility centre is informed of “What he is 

required to do” and “What is expected from him”. At defined interval time, each head 

submits its “Performance report” and actual performance is compared with standard 

performance and deviations are identified. 

If deviation is positive then departmental heads are given incentives e.g. salary 

increment, sponsored foreign tour etc. if deviation are negative then reasons are 

identified and appropriate action is taken. 

6.  Types of Responsibility Centre 

 
 Cost 

Centre 

Investment 

Centre 

Profit 

Centre 

Revenue  

Centre 

Responsible  

for 

 

Cost control and 

reduction 

Optimum 

utilization of 

resources 

Increasing  

Profit i.e.,  

both Revenue 

 & cost 

Increasing  

Sales Revenue 

 

Performance 

Evaluation 

Parameter 

 

Actual Cost is compared  

with  

standard cost  

 

Expected  

Return on 

Investment is 

compared  

with actual  

ROI 

Expected  

profit is compared  

with actual  

profit 

Actual sales is 

compared  

with expected sales   

 

Explanation Cost or Expense 

Centres are 

responsibility centres 

where the manager 
‘has control over 

the costs’ (other than 

The 

performance 

of an 

investment 
centre can 

be 

To illustrate, 

the facility of 

canteen can be 

considered as 
the profit 

centre. 

To illustrate, 

booking counter 

of any Airline 

Company is 
revenue 

centre.The key 
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those of capital nature) 

owning to function, for 

which he/ she is 

responsible.  

For example, the paint 

department in   an 

automobile firm. 

Performance report of 

cost centre is focused 

on budgeted and actual 

costs (cost in term of 

quantity of input 

resource (may be 

money, material, man- 

hours) to appraise the 

performance. Cost 

variances are relevant 

measures 

measured by 

appraising 

profit/return 

in relation 

to 

investment 

base of 

centre, ROI, 

RI, and EVA 

are some 

prominent 

financial 

performance 

measures. 

Investment 

centre can 

be referred 
to as 

strategic 

business 

units 

(SBUs).  

Thus, 

performance is 

measured in 

terms of the 

difference 

between the 

revenues and 

costs. 

 

measures used 

to appraise 

performance are 

sales variances. 

 

Q.2 Explain “ORGANISATIONAL STRUCTURE”? 

Ans. Organisational structure outlines the roles of individuals in the organisation and decide the 

way in which authority and responsibility is allocated among them and how they are coordinating 

with each other to attain organisational objectives. 

Performance measurement is also directly linked to the organisational structure of a business. 

 Organisational 
Structures 

 

  

     

Entrepreneurial 
 

Functional 
 

Divisional 
 

Matrix 

Each type of organisational structure has its own set of pros and cons, apart from specific implications 

on performance measurement and appraisal. 

1. Entrepreneurial Organisational Structure 

  Since the entrepreneur (owner) is often expected to have specialized knowledge of product 

(be it good or service), hence in an entrepreneurial structure; the management & control 

revolves around such owner only.  

  In absence of professional management, such an entrepreneur owner act in a dual capacity; 

both as owner and manager.  

  This structure prevails in service entities or in the businesses which are in their early days. 

2. Functional Organizational Structure 

  A functional organizational structure forms when a business departmentalizes, according to 

the business functions such as production & operations, marketing, and finance. Low cost 

and standardization of process are among advantages, but the conflict of interest among the 

functional manager is a major shortcoming. 

  This organizational structure is appropriate for small and medium-sized businesses which 

are working in a relatively stable environment and operates in a few products and locations. 
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  In functional organizational structure pricing, product mix and output decisions will be made 

by central management, consequently the functional managers in a centralized organization 

will have far less independence than divisional managers. 

3. Divisional Organizational Structure 

  An organization with a divisional organizational structure has various divisions operating 

autonomously (may term as strategic business unit (SBU), only if capable to operate  

independently) as a business under a broad corporate framework according to geographical 

areas, markets, or products and services. 

  Generally, this type of organizational structure leads to a decentralization of the decision-

making process. Using this structure, division heads are free to set selling prices, choose 

which market to sell in, make product mix and output decisions, and select suppliers; hence 

autonomy is high. 

 

This type of organisation structure is fit for growing companies which are diversifying, because it’s 

easy to bolt on another division. 

Note – IC and CC are abbreviations of Investment and Cost Centre respectively. 

4. Matrix Organizational Structure 

  In a matrix structure, cross-functional teams are formed to reap the benefits of 

decentralisation, speedy decisions and early resolution of prospective disputes or issues, 

because representatives of different functions are part of team.  

  Cross-functional team contain staff from different functions and who are responsible to 

achieve a specific target unitedly. 
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  The shaded staff required to report twice, once to their functional lead and another to 

project lead/manager. Conflict of interest is expected, but  availability of cross-functional 

skills is a key advantage. 

Q.3 Explain “PERFORMANCE MANAGEMENT SYSTEM”? 

Ans. Performance management shall be considered as an essential aspect of management 

accounting. Performance management may be seen as four-stage solution to take any organisation 

towards sustainability. 

Aspects related to the first two phases are already covered in the previous heading, now it’s turn 

to study the performance measure (both financial and non-financial), based upon which 

performance can be measured. 

Q.4 Explain “DIVISIONAL PERFORMANCE MEASURES”? 

Ans. Divisional Performance Measures 

  Performance management system plays a key role in deploy strategy, but it has a 

prerequisite and that is; measure the existing performance.  

  If organisation is divisionalised then performance also needs to be measured at the 

division level for each division.  

  It is obvious, that to measure the performance of division certain performance measures 

or indicators need to be established. 

  It is important here to note that if any organisation opt for divisional structure,  then 

there are verities of issues, which need to be addressed while establishing performance 

measures to determine performance.  

  These issues are such as inter-dependence of divisions, goal congruence, allocation of 

costs of shared services or head office, and internal transfer pricing policy and etc. These 

factors affect the divisional performance substantially. Divisional transfer pricing and 

Allocation of shared cost using ABC/ABM are discussed in detail in chapters 9 and 10 

respectively. The rest will be discussed in this chapter at an appropriate place. 

Firstly determine the organisational structure and also ensure that the 

Evaluate the degree of delegation of control and also identify the 

Establish the performacne measures (both financial and non-financial) 

Review the performance (with help of KPI Dashboard) and take corrective 
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A good performance measure should 

 Provide incentive to the divisional manager to make decisions which are in the best 

interests of the overall company (goal congruence). 

 Only include factors for which the divisional manager can be held accountable. 

 Recognise the long-term objectives as well as short-term objectives of the 

organisation. 

 
 

 
 
 
 
 

 
 
 
 
 
 
 
 

Q.5 Is considering pure financial performance measures/indicators sufficient or not? 

Ans.  

  Since financial performance measures such as ROI or EVA are profit-oriented and can 

inspire manager to become short-term oriented, but the strategy needs to be sustainable 

apart from being just profitable;  

  Hence in order to overcome the inadequacy and unjustifiable nature of financial 

performance indicators, non-financial performance indicators need also to be applied. 

  Non-Financial Performance Indicators are sustainable action-based indicators.  

  For example, employee training will increase the profit & let them feel empowered, 

putting effort in research and development will result in a high brand imag & let them 

feel empowered, putting effort in research and development will result in a high brand 

image & high intellectual property right. 

Q.6 What are the difficulties and shortcoming of using and interpreting qualititative 

information (non-financial performance measures/indicators)? 

Ans. Quantitative information is capable to influence the decision. 

  Traditionally information system recognized quantitative data more quickly and easily. 

  It is difficult to assign meaning and take interpretation out of qualitative data because 

subjectivity is involved. 

  Difficult to compare as measures are not readily available. 

  Qualitative information may be incomplete and dynamic of qualitative information is high. 

  The cost of collection and sorting may be very high. 

Q.7 What are the Pros & Cons of the use of Performance Measures and Explain 

about the major problems? 

Ans. Pros and Cons of the use of Performance Measures 

The pros and cons of the use of performance measures the benefits are– 

 Develops agreed measures of activity. 

Economic Value Added (EVA) 

Residual Income (RI) 

Return on Investment (ROI) 

Non Financial Measures & tools are Financial Measures 

Performance Measures (or indicators) 

Triple Bottom Line (TBL) 

The Performance Prism 

Building Block Model 

The Performance Pyramid 

Balanced Scorecard 
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 Define and clarifies the objectives of the organization. 

 Helps in the setting targets for managers. 

 Greater understanding of the process. 

 Facilitate comparison between divisions. 

 Promotes accountability to stakeholders. 

Poorly designed performance management system (where performance measures are not 

appropriately chosen and applied) may result in wrong signaling. Wrong signals may lead to 

inappropriate action and decisions; hence it is important to identify and overcome the problems 

associated with the use of performance measures. 

The major problems are– [ TSMMMOGI ] 

1. Tunnel Vision 
  In literal means tunnel vision is the retention of only central vision wherein peripheral vision 

is lost. 

  In similar way business managers may have central focus on few performance measures or 

area which will results in loss of observation on other important areas for which either 

performance indicators not clearly defined or not part of performance management 

system. 

2. Sub-optimization 
  Sub-optimisation occurs when business managers pursue their individual objectives  at  the 

expense of overall objective of organisation.  

  Hence sub-optimisation leads to focus on few and narrow objectives only. 

3. Myopia 
  Myopia is the tendency wherein the focus is on short-term measures, which neglecting the 

long- term measures; hence the long-term performance of organisation.  

  Business managers are largely concerned (while making business decision) with the 

performance of business over that period only, for which they are expected to have an 

association with the organisation, hence their decisions are not always sustainable in nature. 

4. Ossification 
  Ossification is a kind of paralysis which is resultant from unwillingness of business managers 

to change the performance measures which are currently in practice, despite these 

measures become outdated.  

  Ossification is simply ignoring the dynamics of business environment. 

5. Irrelevance 
  Irrelevance can said to be in existence when business managers trying to attain the desired 

indicators but relaying upon the irrelevant measures to said indicators. 

6. Gaming 
  Gaming is basically a deliberate attempt to distort the measures to be in an advantageous 

position.  

  It includes the altering of variable to influence the measured performance. 

7. Misrepresentation 
  Misrepresentation involves the use of creative reporting to depict that performance is 

acceptab le, whereas in actual it is not.  

  It is different from gaming because it is related to communicating the incorrect performance 

rather distorting the measures/indicators. 

8. Misinterpretation 
  Misinterpretation is the failure to assign the appropriate and deserving interpretation either 

with the intention to deceive or due to inability to decode the complexity involved in 

information and environment in which such information needs to be interpreted. 
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Q.8 Explain “Divisional Performance Measures”? 

Ans. Divisional Performance Measures 

Financial Measures: Other Measures: 

 Return on Investment (ROI)  Balanced Scorecard 

 Residual Income (RI)  The Performance Pyramid 

  Economic Value added (EVA)  Building Block Model 

 Shareholder Value added (SVA)  The Performance Prism 

  Triple Bottom Line (TL) 

 

Retun on Investment (ROI): 

Meaning  ROI expresses divisional profit as a percentage of the assets employed in 

the division 

 Assets employed can be defined as total divisional assets, assets 

controllable by the divisional manager or net assets 

Formula  (1 )EBIT
( )

Investments

EBIT Tax rate
or

Investments
 

 EBIT is otherwise known as operating profit. We should take controllable 

profit (profit before HO expenses) for proper evaluation 

 If we use EBIT then it is called pre-tax ROI and if we use EBIT × (1-Tax 

rate) then it is calle das post-tax ROI 

 Investments = Capital Employed = Long term money = Long term Debt + 

Equity + Preference 

 Capital employed can also be calculated from assets side as Fixed Assets + 

Current assets – Current Liabilities (or) Total Assets – Current Liabilities  

 Capital employed can be taken as per opening capital employed, closing 

capital employed or average capital employed 

Goal 

Congruence 

 Divisional ROI can be increased by actions that will make the company’s 
ROI worse off and conversely, actions that decrease the divisional ROI may 

make the company as a whole better off 

 In other words evaluating divisional managers on the basis of ROI can lead 

to goal congruence issues 

Residual Income (RI): 

Meaning 
 Residual income is defined as controallable contribution less a cost of 

capital charge on the investment controllable by the divisional manager 

Formula 
 EBIT – (Cost of capital × Capital Employed) (or) EBIT ×  

(1– Tax rate) – (Cost of capital × Capital employed) 

Goal 

Congruence 

 There is a greater probability that managers will be encouraged, when 

acting in their own best interests, also to act in the best interests of the 

company 

 In other words evaluating divisional managers on the basis of ROI can lead 

to goal congruence issues 
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Disadvantage  Residual income suffers from the disadvantage of being an absolute 

measure, which means that it is difficult to compare the performance of a 

division with that of other divisions or companies of a different size. 

Economic Value Added (EVA): 

  Economic Value added is a measure of economic profit. 

  Economic Value added is calculated as the difference between the Net Operating Profit After 

Tax (NOPAT) and the Opportunity Cost of Invested Capital. 

 EVA = NOPAT – WACC × Capital 

 NOPAT means net operating profit after tax. This profit figure shows profit before taking 

out the cost of interest 

EVA Versus Residual Income: 

  EVA, as a measure, follows the same principle as RI. Value addition by a project is measured 

by EVA. However, this measure looks at the impact on economic value of the business by the 

project. This requires a procedure which may deviate from the conventional accounting 

principles. For example, fully written off goodwill, research and development may be reinstated 

at their economic values with corresponding adjustments to the reported profit. The use of 

all the assets to generate economic benefits is thus highlighted. 

Q.9 Explain “Limitation of EVA”? 

Ans. EVA too has certain limitations, important among them are– 

 EVA is also, an absolute measure hence not free from  shortcomings  like  comparison 

between performances of enterprises of different size is not possible, and 

 Largely based upon historical data. 

Q.10 May you enlist the instance when will EVA increase? 

Ans. EVA will increase if any of the following initiative either individually or in any combination 

applied by the organization– 
  Operating profits can be made to grow without employing more capital, i.e. greater 

efficiency. 

  Additional capital’s invested in projects that return more than the cost of obtaining 

new capital, i.e. profitable growth. 

  Churn out capital from those investment/projects which yield at a rate less than cost 

of capital, i.e. liquidate unproductive capital. 

Q.11 Explain Non-Financial Performance Measures? 

Ans. Non-Financial Performance Measures 

  As mentioned earlier in this chapter financial measures possesses the significant 

amount of shortcomings such as short-term orientation, historical in nature, internally 

focused only (not comprises entire picture), and window dressing, which make them 

unfit for  an  effective  performance management system, especially in isolation.  

  Since profitability is important vis-à-vis stability, hence a balance need to be maintained 

between both the financia l as well as non- financial measures (so that financial 

performance can be measured, but in the context of long -term viability). 

  Tools like balanced scorecard, performance pyramid, building block model, and 

performance prism is capable to serve the purpose because these encompass non-

financial performance measures apart from financial performance measures. 
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Q.12 Why Balanced Scorecard fails to provide for the desired results? 

Ans. The following are some reasons why Balanced Scorecards sometimes fail to provide for the 

desired results– 

 Managers mistakely think that since they already use non – financial measures, they 

already have a Balanced Scorecard. 

 Senior executives misguidedly delegate the responsibility of the Scorecard 

implementation to middle level managers. 

 Company’s try to copy measures and strategies used by the best companies rather than 

developing their own measures suited for the environment under which they function. 

 There are times when Balanced Scorecards are thought to be meant for reporting 

purposes only. This notion does not allow a Business to use the Scorecard to manage 

Business in a new and more effective way. 

The following figure summarises the ideas of a Balanced Scorecard 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
 

Q.13 Explain about “Balanced Scorecard”? 

Ans. BALANCE SCORE CARD (Summary) 

Non-Financial Perspective 

AREA CSF: - Objective 

(Critical Success factor) 

KPI 

(Key Performance 

Indicators) 

Suggestion 

(Compare target with 

actual) 

1. Internal 

Business 

Perspective. 

 

(immunesystem) 

(Activity) 

 

 

 

Business efficiency,- Productivity, If Productivity is low then 

process should be 

examined for 

Improvement. 

Internal strongness. 

Plant safety, 

Utilization of resources, 

No. of accident. 

 

Company could use JIT 

to reduce the 

procurement lead time. 

Advanced Process. 

Growth,  

Manufacture cycle time,  

 

If any measures are 

favorable then: -  

Comment: - issue 
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(Infrastructure) 

Seamless Process 

Production, 

capability 

 

 

 

 

 

 

 

2. Existing 

Employee, 

Customer को 

facility दनेे के 

लिये क्या क्या 

ककया, अपने 

आपको Strong 

बनाकर ही 
customer/staff 

को satisfy कर 

पाएंगे तभी तो 

Profit बढ़ेगा 

 discussed must be 

addresses in order to 

ensure that this trend 

continue. 

No. of hours spent in 

waiting by labour in 

assembly  

(one Process to another) 

 

 

 

Internet facility for 

backup to student,  

* Improve post sale 

services (new service 

center) Average time 

for Replacement 

Repair service. 

 

Sale penetration Flexibility, Growth. 

Setting up services 

center, Customer 

Relationship center in all 

major cities. By providing 

toll free customer 

helpline. 

 

 Encourage customer to 

purchase addition 

product. 

 

 

3. Customer 

Perspective 

    (Result) 

Be No.-1 Choice of 

Customer. 

Quality of goods 

produced. 

Identify the reason &try 

to eliminate them. 

Quality On time delivery  

Customer Loyalty,  Turnaround time.  

Focus on customer 

need. 

Defective goods, after 

sale service 

 

 Warranty Repairs.  

 Increase in No. of 

customer 

 

 Increase in no. of 

customer (New Product 
sale) No. of units sold as 

compare to sold by 

competitors. 

 

 Increase customer 

retention ratio (repeat 

customer) 

 

 No. of Customer 

complaint. (Low) 

 

 Time taken to process 

loan (banking) 

 

 No. of A/c closed, New  
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A/c Opened, Closure 

Request received 

(Banking) 

Implement Zero defect 

Policy. (TQM) 

 Defective reduces by 

preventive maintenance. 

  Educate/Training to sales 

staff: - (behavioral 

aspect) 

 Discount Voucher 

Redeemed. 

 

Identify customer need/ 

requirement & fulfill 

them. 

 Feedback.  

  LEARNING   

 

4. Learning, 

Growth, 

Innovation 

Perspective 

(Employees) 

For long term 

success. 

 

Skills development for 

Labour /Supervisor. 

Improve employee job 

satisfaction/moral. 

 

No. of training hours 

spent by employee, 

Computer training to 

staff. 

 

Training session should 

be increased /Introduced 

for managers/staff. 

If staff turnover is high: 

-   Reasons investigated 

& improve them, (Pay 

scale, working 

environment, lack of 

motivation, Reward). 

Cost leadership 

(reduction of cost by 

eliminating NVA) 

Employee Retention 

ratio, Employee 

satisfaction rating.  

(1-10) 

 

 GROWTH  

Increase the no. of new 

product or innovative, 

service sold. 

No. of New vehicle 

Launched (New features) 

 

 INNOVATION  

 

 

 

 

 

 

Update Technology 

used in Manufacturing 

facility. 

Internet banking /ATM 

services, 24X7 (For 

banking company) 

 

Compulsory insurance 

for Loan approval. (For 

banking Company) 

 

App. based booking 

(online) Like Flip cart, 

Amazon. 

 

Flow of new idea, IT 

system. 

 

Development cost 

should be a 

reasonablepercentage of 

sale. (neither low/ nor 

high). 

Amount spent in 

Research & 

Development. 

Financial Perspective 
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5. Financial 

Perspective 

 

Most Profitable Different Rate in 

Different loans 

Control & manage 

operating expense 

(operating ratio) 

Company become No. -

1, in terms of Market 

share. 

Operating Ratio 

 

Providing more paid 

value-added services.  

Revenue Growth. Profitability Ratio. 

Revenue Growth, No. of 

vehicles sold by 

company, ROCE, GP 

Ratio. 

 

Maximise shareholder 

wealth 

ROI, Average rate, 

revenue per user.  

 

Crux: -1:  

1. To reduce time taken between taking customer order & delivering the product to customer. 

2. Profitability Ratio:- Core product line profit as a % core product line sale. 

Q.14 Explain about “Performance Pyramid”? 

Ans. The Performance Pyramid also known as Strategic Measurement and Reporting 

Technique by Cross and Lynch 1991.  

  They viewed businesses as performance pyramids.  

  The attractiveness of this framework is that it links the business strategy with day-

to-day operations.  

 Linkage of Business strategy with day-to-day operation. 

 The Performance measurement tool  

 Success of Proposal is linked with external (Market), Internal efficiency  

 The marketing success of Proposal is associated with achievement of customer 

satisfaction (out time, quality, delivery) 

 The Financial success of the Proposal is linked to the achievement of High 

Productivity (Low wastage, Low Cycle Time) 

 All these support with Quantity data. 

 

The attractiveness of this framework is that it integrates the business’ strategic objective with 

operational performance dimensions, consider the internal efficiency   vis-à-vis external effectiveness. 

Performance pyramid contains the hierarchy of financial and non-financial performance measures 

divided in following four levels– 
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L- 1 Through corporate vision, organisation defines how the long-term success & competitive advantage will be 
attained. 

L-2 In order to achieve corporate vision, the initial focus is on the attainment of CSFs related to market and 
finance at SBU or division level. 

L-3 Market and financial strategies become a guiding force to achieve a strategic objective, which includes 
Customer Satisfaction, Increased Flexibility and High Productivity. 

L- 4 Operational performance dimensions such as Quality, Delivery, Cycle Time and Waste etc. will be used as 
status check to strategic objective designated at level 3. 

Caution – Performance prism concentrate only two categories of stakeholders, i.e. shareholder & 

customer. 

In the above pictorial presentation: 

 ‘Objectives’ are shown from top to bottom. 

 ‘Measures’ are from bottom to the top. 

 At the top is the organization’s corporate vision through which long term success and 

competitive advantages are described. 

 The ‘business level’ focuses on achievements of organization’s CSF in terms of market and 

Financial measures. 

 The marketing and financial success of a proposal is the initial focus for the achievement of 

corporate vision. 

 The above business is linked to achieving customers satisfaction, increase in flexibility and high 

productivity. 

 The above driving forces can be monitored using the operating forces of the organization. 

 The left-hand side of the pyramid contains external forces which are ‘non-financial’. 

 On the other hand, the right-hand side of the pyramid contains internal efficiency which are 

predominantly ‘financial’ in nature. 

Q.15 Explain about the Building Block Model? 

Ans.  Fitzgerald and Moon proposed a Building Block Model which suggests the solution of 

performance measurement problems in service industries. But it can be applied to other 

manufacturing and retail businesses to evaluate business performance. Variants of the Building block 

model are currently used in Australia in the regulation of electricity transmission and distribution, gas 

transmission and distribution, railways, postal services, urban water and sewerage services, irrigation 

infrastructure and port access. 
DIMENSIONS: -  

Dimensions are the goals for the business, i.e. the CSFs  and  suitable measures  must be developed 

to measure each performance dimension. They are further divided into two sub-categories. 

* Goals which the Company wants to achieve. 

* To get two success (Result), we should do the following four activities. 

* We should set the standards (Benchmark, Targets) for Dimensions. If staff meet (beat) the 

standards, they will get reward. 

Determinants-These are performance areas which influence the results. These are. 

 Quality- It is the ability to deliver goods and service with consistency.  Quality should be 

judged from eyes of the customers. Quality is the level of benefits customers expects from   the 

product. Quality should be enough for a product price paid. 

 Flexibility- It is the responsiveness to change in the factor influencing the business 

performance. Ex, ability to cope with sudden increase in sales demand. 

 

http://kfknowledgebank.kaplan.co.uk/KFKB/Wiki%20Pages/Critical%20success%20factors%20and%20core%20competences.aspx
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 Innovation- Ability of the business to devise new products and new ways of doing things. Like 
packaging of products with environment friendly (recyclable) material. 

 Resource Utilization- It is the ability to use resources to achieve business objectives. 

Business assets should be used for the proper purpose and in most efficient way. Ex, using 

delivery vans to its maximum capacity only by carrying authorized goods. 

Results- It reflects the success or failure of determinants identified above. 

 Financial Performance- Financial performance gives an indication of overall business at a 

glance in monetary terms. These can be used to identify areas of strengths and weaknesses. It 
may also highlight other areas previous identified which may be critical  to  business success. 

 Competitive Performance- How they stand in comparison to its   competitors? How   are 

the different from their competitors? Ex, offering of products of higher quality than 

competitors and products having distinct features than rival products. 

Determinants (Activity): - If targets are given, actuals should be compared with target to measure 

the performance. 

If we manage the determinants in high effective manner, then only positive results can be achieved. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  Concept (C.S.F.) Example (measures) K.P.I. 

Flexibility 

(Should be high) 

हमारा स्टाफ हर काम कर 

सके, टाइम भी कम लगे 

 

* Responsiveness to change 

demand.  

* Cater capable /skills to 

handle immediately change in 

demand/Sales. (Sufficient 

finance availability.) 

* Different range of services 

to meet different segment of 

customer 

* Staff can do each work/ 

For Courier Company 

*Delay/ Early response to complaint 

*High % of order scheduled to customer 

request 

For Restaurant 

*Seasonal dish can be prepared by Chef 

easily without any extra training, Cater 

seasonal demand. 

For Cloth: - 

* Fast Changing taste in fashion design: 

Standard

s 

Fitzgerald & Moon: Building Block 
Model 

Dimension 

(Goals)  
Rewar

Motivation 
Equalty 

Clear 
Achievabl

e 

Determinent

s 

(Activity) 

Controllabilit

y Results Ownershi

p 

Flexibilit
Finacial 

Peformance 

F.I.R.Q. Competitive 
Performance 

Innovation 

Resource  
Utilization 

Quality 
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multiple operation/ change 

easily. (Time Consumption: 

Low) 

* Delivery of Services, 

manner/timing of Delivery. 

(For Professional Firm, etc.) 

applied/by our designer. 

For School/college/ educational 

institute: - Availability & utilization 

appointment of lecturer. 

* Offer: - online lecture support/ hire 

free launce lecturar for long distance 

learning student. Weekend courses 

For Beauty parlor: -  

Time taken by staff for cutting different 

style of hairs. 

For Professional Firm etc. 

Number of returns submitted on time 

to total returns, actual number of visits 

to number of visits planned for specific 

assignment, number of technical areas 

like accounting, auditing, taxation 

handled by each team member. 

   

Innovation 

(Should be on Regular 

basis, instead of one 

time) 

(नयापन) 

*Innovative efforts, new 

design, new variant/Services 

experiment on Regular basis 

instead of one time. 

*Packing should be in such a 

way: - Recycle. 

*Convert cash payment 

system to On line / Paytm 

etc. 

*Introduction of smart 

phone Application. 

 

 

 

For Professional Firm etc. 

Use of IT tools can improve 

the utility for client.  

For School Colleges, 

Bring more online courses/ 

Distance course/ Virtual 

classes. 

For Courier Company 

* % of customer using smart phone 

application. 

For Hospital: -  

*Advance/Robbot technique in 

operations 

For Restaurant: - 

*Add new dishes every month in menu. 

For Clothes Company: - 

*Add new fashion design. 

For Beauty Parlor: - 

* Revenue generated from new service 

pack. 

 

For Professional Firm: - 

Offering new range and category of 

services in previous year. 

 

 

For School/college: - 

*New course format / Add new courses 

as compare to existing one. 

 

   

Resource utilization 

(should be optimum) 

(कोई कममचारी खाली 

नहीं बैठे) 

*Optimum utilization of 

resource, like labour/ driver/ 

Machine/ Vehicles i.e., 

productivity/ Efficiency 

*Revenue per staff/Labour 

For Courier Company 

*Average time per delivery  

For Restaurant: -High table occupancy 

Rate (Co-ordination between order 

taking staff) (Waiting time, lowest as 
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 *Van: - Capacity: 100 

 Transport: 80 

(Not advisable) 

* Production schedule match 

with demand schedule  

*Teacher: Student-Ratio 

 

 

 

 

 

 

 

 

possible) *Production = demand (No 

spare capacity) idle time of labour. 

* Use of Free Lance lecturer (How) 

* Level of staff non-chargeable staff time. 

* Revamping (सुधार) the order, delivery 

payment system would improve. 

For Beauty parlor: - 

*Revenue per staff 

For Professional Firm: - 
𝑇𝑜𝑡𝑎𝑙 ℎ𝑜𝑢𝑟𝑠 𝑝𝑎𝑖𝑑 

𝑇𝑜𝑡𝑎𝑙 ℎ𝑜𝑢𝑟𝑠 𝑎𝑣𝑎𝑖𝑙𝑎𝑏𝑙𝑒
  

(preferable 100% or High) 

( It indicates utilization Ratio) 

(For Peak, off Period) 

For College:- 

𝑇𝑒𝑎𝑐ℎ𝑖𝑛𝑔 𝑑𝑎𝑦𝑠 𝑎𝑐𝑡𝑢𝑎𝑙𝑙𝑦 𝑠𝑒𝑟𝑣𝑒𝑑

𝑇𝑒𝑎𝑐ℎ𝑖𝑛𝑔 𝑑𝑎𝑦𝑠 𝑎𝑣𝑎𝑖𝑙𝑎𝑏𝑙𝑒
 

 (preferable high) 

   

Quality: - 

(बढ़िया, अच्छा) 

*(Should be standard 

high) 

*Should be enough for 

a Product price paid) 

*should be measured 

from eye of customer 

(Feedback from 

customer). 

 

For All :- 

* Customer care/Rating 

* No. of repeat customer. 

 

 

 * Propotion of no. of 

Error/defect to total no. of 

compliance submitted. 

* No. of customers 

complaint. 

*Internal Quality check, 

Quality control for all unit 

(branches) 

*Quality standards are met 

(be ensure).  

*Prompt response to 

customer claim 

*Compensation to customer. 

For School College: - 

*Help line use (Doubts 

/Problems) =? 

 

 

 

 

 

 

For Professional Firm: - 

 

 

It should be high. 

 

 

 

It should be Low 

 

 

For Courier Company 

*Courier delivery services (Timely)  

* high % on time delivery. 

*Misdirected couriers redelivered at no 

extra cost. 

*Lost item/damage item 

For Hotel: - 

*Good Taste (Hot food), healthy. 

*Better presentation, Hygienic Food. 

For School/College 

*Pass Ratio in exams should be high. 

*Low no. of complaints/ Doubt. 

* No. of students getting job out of total 

students passing. 

For Hospital: -  

*Recovery of Patient should be 

excellent. 

For Professional Firm: - 

Customer Rating & Proportion of no. of 
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Consultancy services 

segment should be high 

characterstics and analytical 

skills. 

*Noncompliance may 

require immediate attention 

of management. 

error/defects to no. of compliances 

submitted. 

 Results: - 

Competitiveness: -  

(दसूरे से बेहतर) 

 

*Differentiate Product / 

Service  

*Open more franchisee  

*Sales growth/Growth in 

customer. 

*Relative Market share and 

Position. (market share i.e., 

conversion rate of customer) 

Conversion Ratio 

*Measures of the Customer 

Base. 

For Restaurant 

*Healthy food choice in menu. 

* Provide competitive Edge. 

For All: - 

Revenue of company should be 

compared with industry revenue  

(to calculate Market share) 

*Success rate in converting enquiries 

into revenue, retention rate of clients. 

For School/College: -  

No. of students converting in to 

admission out of total enquaries. 

   

Financial 

Performance: - 

(लाभ कमाना) 

 

*Gross Profit Ratio 

*Net Profit Ratio 

*Operating Margin Ratio. 

*Profitability 

*Liquidity 

*Capital Structure 

*Market Ratios 

Fees level, lecture cost, study material 

cost. 

Change/increase in revenue over past 

year. 

Standards- These are the measures used, i.e. the KPIs, should have the following characteristics: 

Equity- Performance measures should be equally challenging for all parts of the business.  

Relaxation given to one part of the business leads to perception of unfair treatment which hinders 

productivity. 

Ownership- Performance measure should be acceptable to everyone. Employees should be got 

involved in the identification of measures rather than being imposed on them. Ownership means 

here is responsibility for the results. 

Achievable- Performance measure should be realistic. Ex-using actual results for the competitors 

to set as target. Employee will not be motivated to achieve targets if consider them impossible. 

Rewards- To ensure that employees are motivated to meet standards, the standards need to be 

clear and linked to controllable factors. Reward schemes should possess the following 

characteristics: 

Motivation- Rewards scheme should be set in manner which motivates employees to achieve the 

business goals. If sales growth is desired than bonus can be linked to performance measures, like 

increase in number of units sold than previous year. 

Clear- Rewards scheme should be clearly communicated to employees in advance. What kind of 

performance will be rewarded and how their performance will be measured? 

Controllability- Employees should only be rewarded or penalized of the result over which they 

some control or influence. 
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Q.16 Explain about the “Performance Prism”? 

Ans. Performance Prism  

  Perform Prism creators Andy Neely and Chris Adams mentioned that the better-known 

Balanced Scorecard framework only focuses on two sets of stakeholders: shareholders 

and customers.  

  The Performance Prism is an approach to performance management which aims to 

effectively meet the needs and requirements of all stakeholders.  

  This is in contrast with the performance pyramid which tends to concentrate on 

customers and shareholders and is also in contrast with value-based management, which 

prioritizes the needs of shareholders. 

 It takes stakeholder requirements as the start point for the development of 

performance measures rather than the strategy of the organisation. 

 It recognises the need to work with stakeholders to ensure that their needs are met. 

There are five ‘facets’ to the Performance Prism which lead to key questions for strategy formulation 

and measurement design: 

Stakeholders Satisfaction: The organization needs to focus on who are the stakeholders? What 

are the needs and wants of the stakeholders? 

Strategies: What are the strategies required by the organization to fulfill the wants and needs of 

the stakeholders? 

Processes: What are the necessary processes required for satisfying the above strategies? 

Capabilities: What capabilities does the organization needs for operating and enhancing the 

process? 

Stakeholders Contributions: It further takes into account what contribution does the 

management needs from its stakeholders? 

The Performance Prism allows organisations to develop strategies, business processes and measures 

geared to the specific needs of all important stakeholder groups. By taking a broad stakeholder 

perspective that includes regulators and business communities, the PP enables an organisation to 

more directly address the risks and opportunities in its business environment. Using the PP to 

develop measures for each relevant stakeholder facilitates the communication and implementation 

of strategy. 

  
Q.17 Explain about “TRIPLE BOTTOM LINE (TBL)”? 

Ans.   Triple Bottom Line (TBL) 

  To measure performance of business decision in economic terms we consider only one 

bottom line i.e. profit, but to consider sustainability of business decision there are three 

bottom lines i.e. People, Planet and Profit (also known as dimensions of TBL). 
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  TBL truly extends the scope of traditional accountancy, to transform it into modern 

day sustainability reporting (which is beyond financial reporting because it considers 

social and environmental performance too).  

  Some organisations even have separate business sustainability reporting system and 

they apply the standard of sustainability reporting pronounced by Global Reporting 

Initiative, Which is the independent, international organization that helps businesses 

and other organizations take responsibility for their impacts, by providing them with 

the global common framework (standards) to report those impacts. 

Dimension (sets) of TBL 

Planet, the environmental bottom line measures the impact on resources, such as air, water, ground 

and emissions to determine  the environment impact and ecological footprints. 

People, the social equity bottom line relates to corporate governance, motivation, incentives, health 

and safety, human capital development, human rights and ethical behaviour. 

Profit, the economic bottom line refers to measures maintaining or improving the company’s 

success in term of adding value to shareholders. 

 

 

 

 

 

 

 

A sustainable decision is one which acceptable from the aspect of each bottom line as shown in the 

table below- 
  

Planet People Profit Performance of Sub-set 

Acceptable Acceptable Not acceptable Bearable 

Not acceptable Acceptable Acceptable Equitable 

Acceptable Not acceptable Acceptable Viable 

Acceptable Acceptable Acceptable Sustainable 

TBL believes in a stakeholder approach rather shareholder approach. TBL implies that businesses 

must consider the full cost, hence become a substitute to full cost accounting with even wider 

perspective. 

TBL can be used to encourage each division and manager within the organisation to act in a 

responsible manner from holistic perspective. 
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Q.18 Explain about “BENCHMARKING SCHEMES”? 

Ans.  BENCHMARKING SCHEMES 

 “Benchmarking is systematic and continuous performance improvement technique, 

wherein it important to identify and adopt the best practices in the application; either 

inside or outside the organisation; but on a constant basis.” 

 In simple words, Benchmarking means “comparing with best & taking improvements”. 

This benchmarking technique of continuous improvement was developed by Japan since 

Japan aims at achieving best of best. 

 Benchmarking involves comparison of firm’s product, service & business-activities with 

best performing organization in industry. Any firm which is providing world class service 

or practice is considered as ideal & comparison is done with it for improvements. 

Q.19 “Mention the Types of BENCHMARKING “? 

Ans.  Types of Benchmarking 

 Since each organisation is unique in its own way hence not looking for the same type of 

improvement, if their prospect of using a benchmarking tool is unique then way and 

form will also be unique.  

 This makes benchmarking versatile. Some organisations benchmark the process, but few 

other benchmark strategies.  

 Some benchmark from rivals, whereas few others from non- competitive but functional 

leaders. Some are doing it internally (among divisions), but few others prefer the 

external organisation to benchmark.  

 Each type of benchmarking has its own benefits and shortcomings and therefore best-

fit type needs to be identified. The major types of benchmarking and classification 

thereof are as follows– 

 

 

1. Process Benchmarking 

  It involves the comparison of an organisation critical business processes and operations 

against best practice organisation that performs similar work or deliver similar services.  

  For example, how do best-practice organisations process customers’ orders? By comparing 

with and understanding how top or better performers complete a process, you can find 

ways to make your own processes more efficient, optimal, faster, and more effective. 

2. Functional Benchmarking 

  This type of benchmarking is used when organisations look to benchmark with partners 

drawn from different business sectors or areas of activity to find ways of improving similar 

functions or work processes.  

  This sort of benchmarking can lead to innovation and dramatic improvements. 

 

 

 

I- Based upon content and scope of benchmarking 

Process 
Benchmarking 

Functional 
Benchmarking 

Performance 
Benchmarking 

Strategic 
Benchmarking 

Product 
Benchmarking 
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3. Performance Benchmarking 

  Performance Benchmarking involves collecting information on how well you’re doing in 

terms of outcomes (performance measures) and comparing these outcomes internally or 

externally.  

  This can also refer to functional performance benchmarking, such as benchmarking the 

performance of the HR or the marketing functions. 

4. Strategic Benchmarking 

  Strategic benchmarking involves a systematic process through which a company seeks to 

improve their overall performance by examining the long-term strategies against the best-

practice companies.  

  It involves comparing high-level aspects such as developing new products and services, core 

competencies and innovation strategies, etc. 

5. Product Benchmarking 

  Product benchmarking is more or less reverse engineering.  

  In this organization buys its rival’s products and dismantle these to find out about 

component used in product, features, and performances; in comparison to its own product. 

 

6. Competitive Benchmarking 

  It involves the comparison of competitors’ products, processes, and business results with 

their own. Benchmarking partners are drawn from the same sector. The purpose is to gain 

superiority over other.  

  However, to protect confidentiality it is common for the companies to undertake this type 

of benchmarking through trade associations or third parties. 

7. Collaborative Benchmarking 

Collaborative Benchmarking is the comparison with benchmarking partner with intent of developing 

a learning atmosphere and sharing of knowledge.   

 

 

 

Global Benchmarking 

  It is a benchmarking through which distinction in cross border culture, business processes, 

and trade practices are bridged to improve.  

Collaborative Competitive 

II- Based upon role of benchmarking 

partner 

Global Benchmarking 

Organisation's business boundry 
Geographical boundry (location of 

benchmarking partner) 

III- Based upon boundry 

Inter Industry 

Inter Group 

External Benchmarking Internal Benchmarking 
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  The concept of the global village and the advancement of information technology enhance 

the importance and use of this type of benchmarking. 

8. Internal Benchmarking 

  It involves seeking benchmarking partners from within the same organisation.  

  The main advantages of internal benchmarking are that access to sensitive data and 

information is easier; standardised data is often readily available; usually, less time and 

resources are needed.  

  There may be fewer barriers to implementation as practices may be relatively easy to 

transfer across the same organisation.  

  However, real innovation may be lacking and the best in class performance is more likely 

to be found through external benchmarking. 

9. External Benchmarking 

  It involves seeking the help from outside organisations that are known to be best in class.  

  External benchmarking provides opportunities for learning from those who are at the 

leading edge, although it must be remembered that not every best practice solution can be 

t ransferred to others.   

  In addition, this type of benchmarking may take up more time and resources to ensure the 

comparability of data and information, the credibility of the findings, and the development 

of sound recommendations.  

  The external benchmarking can be categorised into– 

a) Intra-Group Benchmarking:  

 In intra-group benchmarking the groups of companies in the same industry agree 

that similar units within the cooperating companies will pool data on their process.  

 The processes are benchmarked against each other at or operational level. 

‘Improvement task forces’ are established to identify and transfer best practices to 

all members of the group. 

b) Inter-Industry Benchmarking:  

 In inter-industry benchmarking a non-competing business with a similar process is 

identified and asked to participate in a benchmarking exercise. For example, a 

publisher of schoolbook may approach a publisher of university-level books to 

establish a benchmarking relationship.  

 Although the two publishers are not in direct competition there are obviously many 

similarities in their business with respect to sources of supply, distribution channels. 

Each will be able to benefit from the experience of others and establish ‘best 

practices’ in their common business processes. 

Q.20 Explain “BENCHMARKING Process”? 

Ans. In simple words, Benchmarking means “comparing with best & taking improvements”. This 

benchmarking technique of continuous improvement was developed by Japan since Japan aims at 

achieving best of best. 

Benchmarking involves comparison of firm’s product, service & business-activities with best 

performing organization in industry. Any firm which is providing world class service or practice is 

considered as ideal & comparison is done with it for improvements. 

There are many types of benchmarking 
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Step 1:- Make Plans and decide following things 

— What are the goals of benchmarking e.g. reduction in cost, increase in sales,  

— reduction in non-value adding activities etc. 

— Identification of best of best company 

— Make an improvement team consisting of peoples having knowledge about internal operations 

& will be more effected after changes made due to benchmarking 

— Define benchmarking measurement parameters to decide major improvements areas. 

Step 2:- Collect Date and Information 

— Decide questions to be asked in benchmarking 

— Collect data using mail surveys, company visits, telephones etc. 

Step 3:- Analyze the findings 

— Produce charts and graphs for analysis. 

— Identify gap in performance between own organization and best organization 

— Communicate the findings 

Step 4:- Formulate and Implement recommendations 

— Make recommendations as to processes needs to be changed 

— Make action plan for implantation 

— Implement action plan 

— Monitor performance 

— Reward & Communicate success 

— Inform stakeholders about progress 

Step 5:- Monitoring and Reviewing 

— Evaluate improvements taken and results obtained thereafter 

— Write the lessons learnt so can be used in future 

— Keep on reviewing for continuous improvement 

 

Q.21 What are the “Pre-requisites for Successful Benchmarking”? 

Ans. Irrespective of the type and scope of benchmarking, it will be important to ensure that 

there shall be; 

 Commitment from management with the requisite support; 

 Objective of benchmarking should be clearly defined (Clarity in objectives) 

 Sufficient resources e.g. men, money & time must be available to complete 

benchmarking project within scheduled time (Appropriate resources) 



  

 
8.24 

CHAPTER 8 Performance Measurement and Evaluation 

 Benchmarking team should have right skills & competencies (skillful team) 

 Benchmarking team should have clear picture of present organization performance 

before approaching to others for comparison (Own Evaluation) 

Q.22 What are the “Caution Factors about Benchmarking”? 

Ans. Caution Factors about Benchmarking 

 Benchmarking is a time-consuming exercise. It has a significant requirement for staff 

time and company resources. 

 Benchmarking implementation requires the direct involvement of the senior manager, 

which makes the entire exercise costly as well. 

 Benchmarking required certain skills-set and competencies in organisation and 

especially in members of the designated team responsible for benchmarking, hence 

training is highly required for these staff/employees which causes both time and money 

resources. 

 Reliability of data fetched through contract partners are always in question unless the 

source is international/nation benchmarking clearing-house or it is a case of internal 

benchmarking. 

 As mentioned earlier every change cause resistance from some set of stakeholder 

(degree and sort maybe different). Benchmarking is also not an exception. It is likely 

that there is resistance from employees. 

 While adapting best practice, benchmarking allows for tailor-made according to the 

company’s needs and culture. This simply causes benchmarking to fail, because in this 

way what is adapted may not be best practice or best in class. 

 Companies may waste time in benchmarking non-critical functions. 

 

Q.23 Explain the principle of “Benchmarking Codes if Conduct”? 

Ans. Following are the principles which should be followed for best benchmarking.  

1. Principle of confidentially: Confidential should be maintained among benchmarking 

partners. Information & findings should not communicated outside and names of parties 

under benchmarking should also not be communicated outside. 

2. Principle of exchange: Parties of benchmarking arrangement should be loyal in 

exchanging information about processes, operations & activities. 

3. Principle of legality: It should not lead to illegal activities e.g. doing price fixation, 

agreeing to share bid prices, agree to bride someone is illegal activities hence 

benchmarking should maintain principal of legality. 

4. Principle of Use: Gathered information should be used only for improvement 

purpose among benchmarking partners. 

5. Principle of preparation: Benchmarking process should be clearly defined. It should 

clearly lay down all activities with their sequence to perform so that objectives of 

benchmarking can be obtained. 

6. Principle third part contract: Third party means a person who was not in 

benchmarking team but he may have access to findings of benchmarking committee. 

Legal contract among benchmarking partners should clearly define whether or not 

access to third party will be available. 

7. Principle of first party contract: There should be a legal contract among 

benchmarking partners which clearly definers rights & responsibilities of each party to 

it. 
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Q.24 Explain about the Performance Measurement in the Not for Profit Sector & 

Key Characterstics 

Ans. It is important to understand the nature of not-for-profit organisation in order to appreciate 

the dynamics of performance evaluation in such organisations. 

Key Characteristics 

 These are established for purpose of charitable, welfare, social, environmental, and mutual 
co-operations and perform non-economic activities largely as a principle operation. 

 These organisations also required the amount of funds to arrange a set of resources necessary 

for the attainment of the above-stated purposes. Hence, they maintain the corpus, funded 

with contributions from either members or external contributors (depending upon purpose 

and form of not for profit organisation). 

 Since getting funds from members and/or contributors rather than shareholders, hence wealth 

creation for shareholders is not among the objectives. It is important here to note fiduciary (of 

trust) relation towards contributors (to ensure application of fund for stated purpose) is still 

exist. 

 Since the purpose of existence and operation is not to earn the profit, hence not expected/ 

allowed to distribute the surplus among the stakeholders (as like distribution of the dividend 

among shareholders). The surplus will become part of the corpus.                        

Q.25 What is Performance Measurement?  

Ans. Performance Measurement 

 Despite the fact that the not-for-profit organisation need not to earn a profit, but it 

doesn’t free them from fiduciary responsibility towards the contributor of funds. They 

are responsible to provide reasonable assurance to the contributor of fund that the 

fund is applied for the advancement of the stated purpose, and up to which scale such 

purpose is attained. 

 So, in order to establish a measurable link between resources spent and purpose 

attained the performance of not-for-profit organisation (and the decision taken thereat) 

need to be measured.  The next question which comes to mind is that ‘what 

performance measures need to be used? 

Q.26 What kind of Performance Measures not-for-profit organization needs to 

employ?  

Ans. It is equally important to include both financial and non-financial measures. 

  These organisations also requinto red the necessary amount   of   fund to   arrange 

required resources to attain stated purposes.  
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  Hence, they maintained corpus, to which either members or external contributors 

(depending upon purpose and form of not-for-profit organisation). 

  Despite being not-for-profit organisations, in order to ensure that the funds are 

deployed to attain the intended objectives; the financial measures are equally important 

as non-financial measures to measure their performance.                                      

Q.27 What are the Challenges for Measuring Performance and Way-out?  

Ans. Challenges for Measuring Performance and Way-Out 

BBMM 

 
The performance measurement in not-for-profit organisations is subject to certain challenges.  The 

key challenges are– 

Difficult to quantify the cost and benefits 
  It is difficult to quantify the benefit derived from the activities of these organisations in the 

scale of money, especially due to the nature and timing of benefits.  

  Nature of benefit can be behavioral, which can only measure in term of utility or satisfaction 

initially; then can be quantified after a lot of efforts.  

  For example, if a not-for-profit organisation is formed for providing free education to poor 

students, then the benefits derived by the students cannot be easily quantified and benefits 

are futuristic too (that too for a longer period till the life of such pupil).  

  There is also a time gap between the cost incurred and benefit accrued, which makes trade-

off difficult and complex. 

  Similarly, all the costs can’t be measured in monetary terms. Additional and auxiliary costs 

in form of externalities can be there, which is difficult to quantify due to involved 

complexities.   

  For example, if some affordable housing scheme is approved, the cost will not only be 

limited to construction; it also involves provisioning of road, causing pollution in that area 

(due to vehicle running on such roads by potential residents), and social aspects due to 

parking issues.  

  This is merely one aspect; hence auxiliary costs are not easy to quantify. 

  Way-out → Despite it is difficult still, an attempt shall be made to trade-off costs and 

benefits based upon opportunity value and cost. Relative value can be used to assign value to 

cost incurred and benefits earned. 

Note- Mind it, the reliability of such values may not be there, due to variation in time and level of 

relative transactions. Hence, it is difficult to evaluate the performance of not-for-profit 

organisations; just using financial measures. 

 

 

 

 

benefits cannot be quantified benefits may accure over a longer term

measurement of utilisation of funds 
&expenditure

multiple objectives

key challenges
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Performance and Commitment of State (or Governments of State) 
  Not-for-profit organisation are largely engaged in functions which are of high public 

importance and value, such as food security, education, and health. But same are primary 

responsibility of the state (or governments of state) hence some of the state’s bodies are 

also working in a not-for-profit set-up which usually has a deficit budget.  

  State which normally has access to large available fund and workforce, if performing well 

through its own bodies and agency; then mere a little bit left to do for other not-for-profit 

organisations which are NGOs. Secondly state itself is the funding source of both categories 

of not-for-profit organisations (full for their own bodies and to some extent for NGOs 

through its welfare schemes).  

  Hence after considering both these factors it can be concluded that performance of not-for-

profit organisations largely depends upon performance and the commitment of state. 

  Since its external factor beyond control hence no specific way-out apart from predicting or 

forecasting with acute accuracy as much as possible. 

Multiple Objectives 
  A single not-for profit organisation may have diverse stakeholders to deal with, and each 

section of society or group of stakeholders has its own need.  

  This will cause multiple objectives to be achieved by such not-for-profit organisation and 

there may be exiting or potential conflict among them. 

  Way-out → Prioritisation among these objectives 

 Note- Mind it, prioritisation shall be based upon importance (utility) and urgency (time). 

Measuring the Utility of Funds 
  Not-for-profit organisations don’t earn to spend, they just budget to spend.  

  In some cases, it may possibly spend more than required because they have the availability 

of fund for disposal or in process of implementing some welfare scheme pronounced by the 

government, but in some other situations they may even not able to fulfill the targets 

(objectives) due scarcity of fund; hence the utility of fund for the not-for-profit organisation 

is not same always.  

  Spending excessively without purpose may not create utility.  

  Hence not-for-profit organisation finds it difficult to measure the utility of funds expended. 

  Way-out → Value for Money framework shall be used to measure the utility of funds 

spent. 

Q.28 Explain about Value for Money (VFM) Framework? 

Ans.  Value for Money Framework 

  A framework which can be used for measurement of performance in not-for-profit 

sector is the Value for Money framework.  

  Not-for-profit organisations are expected to provide value for money which is 

demonstrated by: 

 

effectiveness 

efficiency

economy
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 Effectiveness: Whether the organisation has achieved its desired mission and objectives? 

 Efficiency: Whether the resources and funds available to the organisation has been utilized 

efficiently i.e., maximum output has been obtained with minimum input? 

 Economy: Whether the desired output has been obtained using the lowest cost? It must be 

noted that use of lowest cost approach should not compromise quality. 

Q.29 Can you identify any two financial objectives of not-for-profit organization? 

Ans. Two financial objectives of not-for profit organization  

  These organisations also required the necessary amount of fund, hence required to 

consider and maximise the net cash income (flow). 

  Budget is an important tool to quantify and it is equally important to keep spending 

within budget. 

Q.30 Explain about “Performance Measurement Process”? 

Ans. Performance Measurement Process 

Step 1: Identify mission and objectives of NGO. It identifies problem to be solved. 

Step 2: All objective are mapped with perspective of adapted balance scorecard i.e. 

customer perspective, financial perspective, internal process perspective and learning & 

growth perspective. 

Step 3: KPIs are identified for each perspective 

For example  

a) Number of students to teacher ratio should be maximum 25 for a NGO which is 

formed to provide free education to poor students. 

b) Number of Patient Treated by Doctor in Hospital 

Step 4: Actual outcome is measured & compared with standard KPIs 

Step 5: If desired outcome is not achieved then certain measures are taken to improve 

performance and monitor them. 
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CHAPTER 9 

Divisional Transfer Pricing 
Q.1 Explain “TRANSFER PRICING”? 

Ans. Transfer Pricing 

  Transfer pricing is the fixing of the price for goods and services transferred between two 

department within an firm. For example, if a subsidiary company sells goods to a parent 

company, the cost of those goods paid by the parent to the subsidiary is the transfer price. 

  Purchase and seller of Goods & Services may be two departments within an organization. 

While deciding the transfer price, each manager of division ensures “Goal Congruence”.   

  “Goal Congruence” means department has to achieve its objective in align with objectives 

of organization. 

  If a company has many department & each department produces and sells its own product 

in market and earn profit. In case, any internal department use a component as raw material 
in manufacturing its product and this component is produced and sold by any of other 

department.  

  Then there is an option to purchase that component from outside market or from other 

internal department. In case component is purchased internally then price paid by one 

department to other department is known as transfer price. 

  The department which is transferring the goods internally, is called transfer department and 

the department receiving the goods, is called transfere department. 

  Transfer price is revenue for division supplying the goods/services and it is cost for division 

receiving the goods/services. 

 

 

 

 

 

 

 

 

 

 

 

                          
Q.2 What are the “Utility of Transfer Pricing”? 

Ans. Utility of Transfer Pricing 

Following are the benefits of transfer pricing:- 

1. Helps in engaging employee & increasing his compensation: Normally managers are 

given increase in salary packages based on performance of divisions they are responsible for. 

Manager of transferor division tries to charge a “Fair Transfer Price” for its internal supply so 

that its department makes money & receiving department minimizes its cost. 

2. Helps in Performance Evaluation: Manager of each department tries to maximize profit of 

its division & thereby it improves overall profitability of company hence transfer pricing helps in 

performance evaluation of each division. 

Overview of Tr nsfer Pr ic ing System 
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3. Helps in reducing tax burden: If a company has many departments established among 

different countries then supply department pays tax in its country for internal transfer also & 

thereby tax burden of head office gets distributed & even reduced due to different taxation 

policy of each country. 

4. Promote Resource Allocation: Opportunity to transfer goods internally motivates a 

department to use its resources in best optimum manner. Since each manage whishes to increase 

its performance & profitability to justify its desired promotion & hike in salary package. 

Q.3 Explain “Transfer Pricing Methods”? 

Ans. TRANSFER PRICING METHODS 

1. Market Based Transfer Price 

  Transfer price is based on market price of goods or services similar to the ones transferred 

internally within divisions.  

  The transfer can be recorded at the external market price, adjusted for any costs that can be 

saved by internal transfer e.g. selling and distribution expenses, packaging cost. 

Advantages 

 Since demand and supply determine market price, it is likely to be unbiased. 

 Market prices are less ambiguous compared to cost-based pricing. They cannot be manipulated. 

 Since the pricing is competitive, divisional performance can be linked more objectively to i ts 

contribution to the company’s overall profits. 

Disadvantages 

 Market price may not be completely unbiased, if a competitive environment does not exist. 

Examples could be a distress sale market or manipulative pricing strategies (like price 

discrimination) that could distort the market price. 

 May not be suitable when market prices can fluctuate widely or quickly. 

 Goods that are transferred may be at an intermediate stage in the production process. At times 

market price may not be available for such intermediate goods. 

2. Shared Profit Relative to Cost Based Transfer Price 
  Shared profit relative to cost method is an alternaive to market price method. 
  Cost incurred by each division indicates the value it has added to the product cost, that is finally 

used to arrive at the selling price of the final product.  

  The primary advantage of this method is that it allocates profit based on the proportion of value 

addition to the product in terms of cost. 

 

3. Cost Based Transfer Price 
  Cost based pricing models are based on the internal cost records of the company.  

  They may be used when the management wants to benchmark performance with the cost 

targets set within the company or may be an alternative when market prices for the goods 

Transfer 
Pricing Methods 

Market Based Cost Based Negotiation 
Based 

Marginal Cost 
Based 

Standard Cost Full Cost Based Cost Plus 
Markup Based 
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cannot be determined due to lack of comparable market.  

  Cost based transfer price may consider variable cost, standard cost, full cost and full cost plus 

mark-up. Therefore, the basis for cost price may be subjective and has to adapted based on its 

suitability to the entity. 

Advantages 

 Performance can be benchmarked to internal cost targets (budgets). 

 Information is more easily available as compared to market price. While evaluating performance, 

cost components can be broken down further for internal analysis. Hence, the basis for transfer 

pricing is more clearly defined as compared to market price, which may be subject to the 

vagaries of demand and supply. 

Disadvantages 

 The cost basis on which transfer pricing is used can be subjective since there can be multiple 

ways of interpreting costs. Variable cost, standard cost, full cost are some of those methods. 

Managers may not always agree on the basis to be followed, since each will try to use the one 

most beneficial to their division. 

 Since cost is passed on to another division, there may be instances when managers of the 

supplying division may find little incentive to lower the cost of production by adopting cost 

efficient methods. 

4. Marginal Cost Based Transfer Price 
Transfer price is recorded marginal cost required to produce one additional unit. 

Advantage 

 Useful when the supplying division has excess capacity. The method ensures that the supplying 

division recoups the cost of internal transfer, while the purchasing division enjoys the benefit 

of a lower price compared to the market. 

Disadvantage 

 No fixed cost or mark-up is allowed to be charged to the purchasing division. Each unit of 

internal sale will hence result in a loss at approximately fixed cost per unit. 

5. Standard Cost Based Transfer Price 
  Transfer price is recorded at a predetermined cost, which is based on budgets and certain 

assumptions regarding factors of productions like capacity utilization, labor hours etc.  

  Any variance between the cost absorbed using standard cost and the actuals, is either absorbed 

by the supplying unit or in some cases could be passed to the purchasing unit as well. 

Advantage 

 Performance evaluation can be done against budgeted cost targets. Facilitates better 

understanding of costs through variances. This enables the manager to take measures to improve 

performance. 

Disadvantage 

 Profit performance measurement is centralized and cannot be measured for individual divisions. 

6. Full Cost Based Transfer Price 
Transfer price is based on full product cost. It includes cost of production plus a share of other costs of 

the value chain like selling and distribution, general administrative expense, research and development 

etc. 

Advantage 

 Full cost of goods transferred is recovered hence the supplying division will not show a loss. 

Disadvantage 

 Since mark-up cannot be charged on internal transfers, the supplying division does not record 

any profit on these sales. This is a disincentive for the supplying division. 
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7. Cost plus a Mark-up Based Transfer Price 
Transfer price is based on full product cost plus a mark-up. Mark-up could be a percentage of cost or 

of capital employed. 

Advantage 

 Since the supplying division makes a profit, this method address the disincentive problem 

discussed above in the full cost method. 

Disadvantage 

 Since the transfer price under this method could closely approximates its market price, the 

purchasing division may bear a share of the selling expenses although none was incurred for 

such internal sales. Again, this could distort the performance of purchasing division. Therefore, 

it is essential to adjust the transfer price for such cost savings. 

8. Negotiation Based Transfer Price 
This is a go-between between market and cost methods. Managers of the purchasing and supplying 

divisions independently negotiate and arrive at a mutually agreeable transfer price. 

Advantage 

 Managers are given autonomy to decide whether to purchase (or sell) from its sister unit or 

source then from (or to) external market. 

Disadvantage 

 This method requires sufficient external information to be available regarding the external 

market price, terms of trade etc. Internal cost information must also be shared in order to 

negotiate a reasonable price.                           

Q.4 What are the “Proposals for Resolving Transfer Pricing Conflict”? 

Ans. PROPOSALS FOR RESOLVING TRANSFER PRICING CONFLICT 
Conflict of interest between interests of individual divisions and the company can also be addressed by 

following the following systems for transfer pricing: 

Dual Rate Transfer Pricing System 

(i) The supplying division records transfer price by including a normal profit margin thereby showing 

reasonable revenue.  

(ii) The purchasing division records transfer price at marginal cost thereby recording purchases at 

minimum cost.   

(iii) This allows for better evalua tion of each division’s performance. It also improves co-operation 

between divisions, promoting goal congruence and reduction of sub-optimization of resources. 

Drawbacks of Dual Pricing include: 

(i) It can complicate the records, thereby may result in errors in the company’s overall records. 

(ii) Profits shown by the divisions are artificial and need to be used only for internal evaluations. 

Two Part Transfer Pricing System 
This pricing system is again aimed at resolving problems related to distortions caused by the full cost 

based transfer price. 

Here, transfer price = marginal cost of production + a lump-sum charge (two part to pricing). 

While marginal cost ensures recovery of additional cost of production related to the goods transferred, 

lump-sum charge enables the recovery of some portion of the fixed cost of the supplying division. 

Therefore, while the supplying division can show better profitability, the purchasing division can 

purchase the goods a lower rate compared to the market price. 

Q.5 Explain about the “International Transfer Pricing”? 

Ans. International Transfer Pricing 

When purchase division and supply division operates in different country then price at which 

goods/services are transferred from supply to purchase division, is termed as “International TP”. 

Benefits of International transferred are as follows: 
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1. If supplying department is in high tax-rate country then it can reduce its tax burden by charging 

lower TP. Although Income Tax Dept. will check whether TP is fair price/ “arms-length price” 

however what is “arms-length” is a subjective question. Indian Income Tax has also laid down 

provisions to avoid tax with introduction of Sec. 92 A to Sec.92 F in Act. 

2. If supply department has easy access to low-cost labour then it can transfer its benefit to purchase 

dept. situated in other country. 

3. In case purchase dept. has limited availability of raw material in its country then it can buy these 

components from supply dept. thereby it gets a reliable source for procurement of raw material. 

Q.6 Explain about the ““Goal Congruence”? 

Ans. Goal Congruence  

  “Goal Congruence” is considered to be achieved when each department (supply/receiving 

dept.) aligns its objective with vision, mission & objectives of organization.  

  For example, suppose supply department is quoting TP of Rs.12 per unit. Purchase 

Department knows that supply department is earning Rs.2 per unit in its TP. Supply Dept. 

has spare capacity to produce for purchase dept. 

—  Purchase department can buy  that component from market at Rs.11 per unit. 

— In case purchase department buys internally then its profit shall reduce by Rs.1 per 

unit since TP is higher by Rs.1 as compared to Market Price. 

—  Purchase department knows that it can earn Rs.2 per unit if it purchase from market 

& then sell in market after doing some modification. 

Decision of Purchase Department 

1. If it ignores “Goal Congruence”:- Purchase dept. will think only about its profit. It shall 

not consider benefit of Company as a whole. Hence purchase dept. would love to buy 
from market at a price of Rs.11 per unit. 

2. If it focuses “Goal Congruence”:- Purchase dept. will think only about its profit as well as 

consider benefit of company s a whole. Purchasing internally will although reduce its profit 

but it will help company 2 ways. 

(i) It will avoid “Sub-optimal utilization of resources” & will ensure utilization of spare 

capacity of supply dept. 

(ii) It will increase overall profit of company since company profit is sum of profit of 

both departments (supply/Receiving Department) 

In order to promote “Goal Congruence” a range of TP is decided i.e. minimum transfer price 

and maximum transfer price. 

1. Minimum TP:- It is determined by supply dept. 

Minimum TP = Marginal cost of production + Any additional incidental cost incurred by 

supply dept. e.g. storage cost etc. + Opportunity Cost 

Opportunity Cost means benefit forgone if decision to supply internally is taken in spite of 

selling outside. 

2. Maximum TP:- It is determine5d by purchase dept. 

Maximum TP is lower of 

— Market purchase price of component (External Buy-in-Price) OR 

— Net Marginal Revenue 

Net Marginal Revenue 

= The price at which purchase department sells its FG in market (Selling price of Purchase Dept.) 

– Cost incurred by purchase Dept. after purchase of component 
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CHAPTER 10 

Strategic Analysis of Operating Incom 
Q.1 Explain “Profitability Analysis”? 

Ans. PROFITABILITY ANALYSIS 
1. Evaluation of overall profitability of a firm including profitability of its product as well as 

profitability of its customer. 

2. Strategies required to be implemented to ensure that actual profitability performance is as 

desired profitability performance. 

We can say that a firm has to adopt many strategies by which it ensures its desired profitability. 

Porter suggested “Generic Strategy” for achieving profitability standards. According to Generic 

Strategy, there are only 2 ways in which a firm can maximize its profit. A firm can choose any 

method to increase profit. 

1. If a firm can produce a product at a cost lower than its competitor then it can meet desired 

profitability standards i.e. it can earn desired profit. This strategy is called “Cost Leadership 

Strategy”. 

2. If a firm can add some special features in its product which make it different in eyes of 

customer & customer feels that he is getting more value from this product as compared to 

value from product of competitor.  

This strategy is called “Differentiation Strategy”. 

Under this chapter, we will learn the ways to analyze profit as completely different from traditional 

way & thereby we will identify “Critical Success Factors” & help management in taking decision. 

Q.2 What are the “Strategic Profitability Analysis”? 

Ans. STRATEGIC PROFITABILITY ANALYSIS 

  Operating Profit of a firm is affected by various components which are responsible for 

changes in the revenue and costs.  

  A change in the profit may be due to revenue or costs or both the factors.  

  For analyzing operating income, we spread our analysis into three main areas or 

components which are  

(a) Growth Component  

(b) Price Recovery Component and  

(c) Productivity Component.  

Analysis will cover both revenue and cost effect, wherever applicable, on these 

components separately. 
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Revenue Effect 
Revenue effect of growth can be measured with the help of the following formula: 

 

 

 

 
The revenue effect of growth measures the increase/ decrease in revenue solely due to change in number 

of units sold. 

Cost Effect 
Cost effect of growth measures the effect of variable cost and fixed cost separately. 

 

 

 

 

 

 

 

 

 

 

Price Recovery Component of change in operating income measures the changes in the revenue and 

costs solely due to changes in prices. 

Revenue Effect 
Revenue effect of price recovery can be measured with the help of the following formula: 

 

 

 

 

The revenue effect of price recovery measures the increase/ decrease in revenue solely due to change 

in selling prices. 

Cost Effect 
Cost effect of price recovery measures the effect of variable cost and fixed cost separately. 

 

 

 

 

 

 

 

Cost effect of Growth for variable costs 

 Unit of Input Requried to Produce                     Actual unit of input used to          X     Input price in Last 

  Current year Output in Last year             -   Produced Last year’s output                       year 

Cost Effect of Growth for Fixed Costs 

   Input Price in              Input price in               Units of Input required to produce 

    Current year       -         Last year            X   current year’s Output in Last year 

 

Cost Effect of Price Recovery for Fixed Costs 

=     Price per unit of Capacity             Price per unti of capacity           Actual units of capacity in Last year 

        In current year                                   in Last year                     X    if Adequate to produce current year’s 

                                                                                                               Output in Last year 

 

Cost Effect of Growth for Fixed Costs 

        Actual Units of Capacity                     Actual Units of  

      in Last year if Adequate to            -     capacity in Last      X  Price per unit of Capacity in Last year                     

         Produce Current year’s                          year 

         Production in Last year 

Revenue Effect of Price Recovery 

=     Selling Price in          -     Selling Price in              X         Actual untis of Output 

         Current year                        Last year                             Sold in Current year 

Revenue Effect of 

=        Actual unit of output        -         Acutal units of output         X Selling Price in Last year 

         Sold in Current year                    Sold in Last year 
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Productivity Component measures the change in the operating income due to changes in the 

product mix and/ or yield of inputs as compared with the last year. This component uses current 

year’s prices of input to measure the changes in costs only. 

 

 

 

 

 

Reconciliation of Operating Profit 

 

 

Particulars Costs Revenue 

Operating Profit in Last Year xxx 

Add/(Less): Revenue and Cost Effect of Growth Component (+) F (-) A (+) F (-) A 

Add/(Less): Revenue and Cost Effect of Price Recovery Component (+) F (-) A (+) F (-) A 

Add/ (Less): Cost Effect of Productivity Component (+) F (-) A - 

Total xxx xxx 

Operating Profit in Current Year (Revenue – Costs) xxx 

F = Favorable, A = Adverse  

 Q.3 What is the Meaning of “Profitability Analysis through Activity Based Costing”? 

Ans. Profitability Analysis through Activity Based Costing 

  Activity Based Costing method suggests to apportion cost to products on the basis of cost 

drivers.  

  If a product consume high activity, than that product will share higher amount of overhead 

of that activity and vise & versa instead of single recovery rate. 

  For example, if company is producing 4 types of product then rent of warehouse should not 

be apportioned on the basis of equal among all products. Rather it should be apportioned 

among products based on average inventory of each product or average space occupied by 

each product. 

  This technique helps to evaluate cost very effectively, efficiently and thereby helps in taking 

right management decisions.  

  This techniques is applied in manufacturing organization but this is very useful in service 

sector also. Since in service sector, direct cost is normally low but indirect cost e.g. rent of 

office will be more. 

  So use of activity based costing technique in cost apportionment and then calculating 

profitability helps management in taking better decision. 

  There are many ways in which this ABC technique can be used in profitability analysis. 

  This technique is utilized while doing “Direct Product Profitability Analysis” and “Customer 

Profitability Analysis”. 

 

Cost Effect of Productivity for Variable Cost 

        Actual Units of Input                         Units of Input Requried    

=      Used to Produce Current         -    to Produce Current year’s          X   Input Price in Current year 

         Year’s output                                 Output in Last year   

 

Cost Effect pf Productivity for Fixed Costs 

                                                        Actual Units of capacity in 

=     Actual Units of Capacity    -       Last year if Adequate to              X   Price per unit of Capacity in current year 

        In current year                         Produce Current year’s 

                                                         Production in Last year 
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Q.4 What is the Meaning of “Direct Product Profitability”? 

Ans. Direct Product Profitability (DPP) 

  It aims at calculating profitability of each product charging all cost to product based on its 

cost drivers.  

  It helps in knowing true profitability of product so that management would be able. 

1. To identify least profitable product & even loss-making product so that management 

can take appropriate decision e.g. keep on producing or stop producing, “What to 

do analysis” to make it profitable. 

2. To identify the most profitable product & focus more on it e.g. addition of new 

features to product, adopting a different marketing style etc.  

For profit making organization, profit is “Key performance indicator” which helps organization 

in achieving organization objectives. 

  This DPP analysis technique suggest to “apportion cost based on cost drivers” and thereby 

helping to calculate actual profitability of product.  

  For example In traditional costing management technique, Warehouse storage cost is 

apportioned among products based on either machine hours or labours etc. but in 

Strategic cost management technique, Warehouse storage cost is apportioned among 

products based on space occupied by each product & time spent by each product in 

warehouse. 

  Traditional Gross profit % was used as indicator of profitability of product and net profit 

was calculated in total but under DPP, net profit is calculated product-wise. 

Under DPP, all cost are divided into 2 category:- 

1. Direct Cost:- These cost can be easily traceable for each product hence should hence 

should be deducted directly from selling price to arrive at gross profit e.g. purchase cost.  

2. Indirect Cost:- Indirect costs, for DPP may be analysed into basic cost catetgories as 

follows:  

(i) Overhead Cost: This is incurred through an-activity that is not directly linked to a 

particular product. 

(ii) Volume Related Cost: The cost is incurred in relation to the space occupied by 

products. This includes storage and transport costs. 

(iii) Product Batch Cost: This cost is often a time-based cost. If product items (that is a 

number of identical products which are handled together as a batch) are stocked on 

shelves a labour time cost is incurred.  

(iv) Inventory Financing Costs: This is the cost of typing up money in stock and is the 

cost of the product multiplied by interest rate per day or per week. 

Direct Product Profitability Statement 

Particulars Product “A” Product “B” 

Sales                   (b) XXX XXX 

Less Direct Cost  (XXX) (XXX) 

Gross Margin/ Gross Profit XXX XXX 

Less Indirect Costs (XXX) (XXX) 

Direct Product Profit  (a) XXX XXX 

Profitability      (a/b)     X   X 
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Q.5 What are the Benefits of Direct Product Profitability? 

Ans. Benefits of Direct Product Profitability 

 It helps in better cost analysis which leads to better profitability analysis. 

 Dropping a loss making product & focusing more on true profitable product makes the 

“Correct Products’ Portfolio”. 

 Calculating better cost helps in better pricing decision. 

 If warehouse cost of a particular product is higher then it highlights the product which 

needs better space management in warehouse.                                      

Q.6 Explain “Customer Profitability Analysis”? 

Ans. Customer Profitability Analysis 

  Sometimes cost is dependent upon customer e.g. in case of banks. If a person request for 

cheque book then it is an activity which will increase cost of organization.  

  In such cases it is better to analyze profitability of different types of group of customer. 

Organization offers many activities to customer but all customers do not consume all 

activities. It means activities consumed by different customer are different. 

  In many organisations it is just as important to cost customers as it is to cost products. 

Different customers or groups of customers differ in their profitability. 

  This is a relatively new technique that ABC makes possible because it creates cost pools 

for activities. 

  Customers use some activities but not all, and different groups of customers have 

different ‘activity profiles’. 

For example, a bank offers following activities to customer 

  Service organisations, such as a bank or a hotel, in particular need to cost customers. A 

bank’s activities for a customer will include the following types of activities. 

 Withdrawal of cash 

 Unauthorised overdraft 

 Request for a statement 

 Stopping a cheque 

 Returning a cheque because of insufficient funds 

  Different customers of bank use these facilities differently. Some customer may not ask 

for had copies of bank statement while some may ask.  

  Hence in such kind of business, it is better to analyze group of customer and stop doing 

business with customers who are non-profitable or least profitable. 

A banking company classify its credit card customer in 4 categories 

1. Most profitable 

2. Profitable 

3. Low profitable but desirable 

4. non-profitable & not desired 

  If a customer making several calls on customer care number & asking many stupid questions 

& wasting time of executive thereby incurring cost to company. 

   This type of customer are not desired by banking companies hence they stop providing them 

service. 

Q.7 What are the Benefits of Customer Profitability Analysis? 

Ans. Benefits of Customer Profitability Analysis 

 It helps the supplier to identify which customers are eroding overall profitability and 

which customers are contributing to it. 

 It can help to provide a basis for constructive dialogue between buyer and seller to 

improve margins.                                        
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Q.8 Explain about the Activity Based Cost Management (ABM)? 

Ans. ACTIVITY BASED COST MANAGEMENT (ABM) 

  The term Activity based management (ABM) is used to describe the Cost Management 

application of ABC.  

  The use of ABC as a costing tool to manage costs at activity level is known as Activity Based 

Cost Management (ABM).  

  It determines what drives the activities of the organisation and how these activities can be 

improved to increase the profitability. 

  Use of ABC (Activity Based Costing) not only helps in increased accuracy in product costing 

rather it provides greater benefits by removing activities whose cost is greater than its value 

addition capability.  

  ABM simply means application of ABC in cost management. Cost management means cost 

control & reduction. 

  There is a simple rule i.e. products consume activities and activities consume resources e.g. 

producing product needs set-up of machine and set-up will need resources e.g. labour time 

etc. ABC follows this rule. Hence ABM focus on 

1. The cost of those activities 

2. The activities that go into making the goods or providing the services 

  To reduce a product’s cost, managers will likely have to change the activities the product 

consumes. 

Q.9 Explain “Designing and Implementing ABM (Activity-Based Management Model)”? 

Ans. Designing and Implementing ABM 

Under ABM model 3 types of analysis are done 

1. Cost-Driver Analysis  

2. Activity Analaysis 

3. Performance Analysis 

1. Cost Driver Analysis 

  Identification and analysis of cost drivers is a necessary first step toward improving the 

cost-effectiveness of activities and cost management through ABM. 

  A cost driver is any factor that causes a change in the cost of an activity. 

  For example, the quality of parts received by an activity, for example the percentage which 

are defective is a determining factor in the work required by that activity, because the quality 

of parts received affects the resources required to perform the activity, e.g., number of setup 

is a cost driver for set up cost. 

  An activity may have multiple cost drivers associated with it. 

2. Activity Analysis 

  Activity Analysis:- Under this, an organization identifies the activities of an organization and 

activity cost pools.  

  For example, machine set-up is an activity and machine set-up cost will be its activity cost 

pool, purchasing material is another activity & cost of purchasing activities is its activity cost 

pool.  

CAM-1 defines ABM as: “A discipline that focuses on the management of activities as the route 

to improving the value received by the customer and the profit achieved by providing this value. 

This discipline includes  

  cost driver analysis,  

  activity analysis,  

  performance measurement 

Activity-Based Management draws on Activity-Based Costing as its major source of information.” 
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  All activities are analyzed into value added (VA) activities and non-valuable added (NVA) 

activities. 

(a) Value added Analysis:- Activities which are essential for completion of process and 

which add value to product/services. Following parameters are used to identify 

whether an activity is VA activity. 

Parameter Point Decision 

Is activity necessary? If yes, it is VA 

Is the activity efficiently performed? It is VA if it is useful to meet budget, target or 

external benchmark. 

Is an activity sometimes VA and 

sometimes NVA 

It is NVA if it is movement of raw material from 

store to factory. It is VA if it is needed transfer 

of WIP units within production process. 

For example, Polishing by a furniture manufacturer is a value-added activity. 

(b) Non-value added activities:-  

  Activities which are performed during process but which do not add any value to 

product/service.  

  These activities create cost but does not add any value in end-product. NVA activity do 

not improve quality of product/services.  

  For example, moving material, production set-up is NVA. Management desires to 

eliminate these activities or at least minimize to maximum extent. 

Different type 

of Time 

Nature VA/ 

NVA 

Processing Time Time during which a product is undergoing conversion 

activity. 

VA 

Inspection Time Time spent in confirming that the product is of the required 

quality. 

NVA 

Waiting Time Time spent by Raw Material or WIP in waiting for the next 

Operation. 

NVA 

Move Time Time spent in moving Raw Materials, WIP or Finished Goods 

between Operations. 

NVA 

Storage Time Time during which materials, WIP, or Finished Goods are held 

in Stock before further processing or shipment. 

NVA 

3. Performance Analysis 

  Organizations perform hundreds of activities out of which significant activities must be 

identified for the purpose of performance analysis. 

  This analysis focuses managers’ attention on those activities that have the most potential for 

performance improvement. This analysis is carried out from either of the two aspects below- 

Analysis based on expected cost. 

 The activity rates identified by the ABC system provide prima facie insight into which 

activities costs more than benchmarks set by comparing the actual activity rates to 

perform key activities and the industry activity rates. 

Analysis based on time spent: However, sometimes knowing and comparing the activity rates 

by itself is insufficient to measure activity performance.  

 Activity measures of quality, cycle time, productivity and customer service may also be 

required to judge activity performance. 

 For example, comparing the actual processing time of a product with the processing time 

of similar products of other firms in industry can indicate if any scope exists to improve 

such activity on our end. 
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Area Measures 

Quality of Purchased Component Zero Defects 

Quality of Output % yield 

Customer Awareness Orders; Number of complaints 

 

Q.10 Explain about the “Business Application of ABM”? 

Ans. Business Application of ABM  

  The Goal of the ABCM is to make customer needs to be satisfied while making fewer 

demands for resources.  

  Current research suggests that customers have perceived needs in four areas, all of which 

must be satisfied simultaneously. 

  The Customers require-lower costs, higher quality, faster response time & greater 

innovation. To satisfy these needs ABM currently being used for a variety of business 

applications. Such as: 

Cost Reduction 

ABM helps the organization to identify costs against activities and to find opportunities to streamline or 

reduce the costs or eliminate the entire activity, especially if there is no value added. It is particularly useful 

in identifying and quantifying process waste and providing vehicle for continuous process improvement 

through continuous cost reduction.                                    
Activity Based Budgeting (ABB) 

  ABB analyse the resource input or cost for each activity. 

  It provides a framework for estimating the amount of resources required in accordance with 

the budgeted level of activity. 

  Actual results can be compared with budgeted results to highlighted both in financial and 

non-financial terms those activities with major discrepancies from budget for potential 

reduction in supply of resources. 

  It is a planning and control system which seeks to support the objectives of continuous 
improvement. 

Business Applications of ABM 

Cost Reduction 

Activity Based Budgeting 

Business Process Re-engineering 

Benchmarking 

Performance Measurement 
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  It means planning and controlling the expected activities of the organization to derive a cost-

effective budget that meet forecast workload and agreed strategic goals. 

  The three key elements of activity based budgeting are as follows: 

 Type of work to be done 

 Quantity of work to be done 

 Cost of work to be done 

1. Business Process Re-engineering 
  Business Process Re-engineering involves examining business processes and making sunstantial 

changes to how organization currently operates.  

  ABM is a powerful tool for measuring business performance, determining the cost of business 

output, and is used as a means of identifying opportunities to improve process efficiency and 

effectiveness.  

  A business process consists of linked set of activities. 

  For example, purchasing of materials might be considered as business process consist of 

activities such as receiving a purchase request, identifying supplies, preparing purchase orders, 

mailing purchases orders, and performing follow up.  

  One way the process might be reengineered by sending the production schedule direct to the 

suppliers and to enter into a contractual agreement to deliver materials according to the 

production schedule.  

  The end result might be permanent reduction or elimination of some activities like raising a 

requisition every time if there is a need for materials, identifying potential suppliers each time, 

waiting for their bid which may result in a delay of the production process and thereby hamper 

the organisation’s goals. 

2. Benchmarking 
Benchmarking is a process of comparing of ABC derived activity costs of one segment of company 

with those of other segments. It requires uniformity in the definition of activities and measurement 

of their costs. 

3. Performance Measurement 
  Organizations perform hundreds of activities out of which significant activities must be 

identified for the purpose of performance analysis. 
  This analysis focuses managers’ attention on those activities that have the most potential for 

performance improvement. This analysis is carried out from either of the two aspects below- 

Analysis based on expected cost. 

 The activity rates identified by the ABC system provide prima facie insight into which 

activities costs more than benchmarks set by comparing the actual activity rates to 

perform key activities and the industry activity rates. 

Analysis based on time spent: However, sometimes knowing and comparing the activity rates 

by itself is insufficient to measure activity performance.  

 Activity measures of quality, cycle time, productivity and customer service may also be 

required to judge activity performance. 

 For example, comparing the actual processing time of a product with the processing time 

of similar products of other firms in industry can indicate if any scope exists to improve 

such activity on our end. 

Area Measures 

Quality of Purchased Component Zero Defects 

Quality of Output % yield 

Customer Awareness Orders; Number of complaints 
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Q.11 Explain “Implementing ABM”? 

Ans. Implementing ABM 

 

 

 

 

 

 

 

 

 

 

 

 

                    

Q.12 Explain "Benefits of Activity Based Cost Management”? 

Ans. Benefits of Activity Based Cost Management 

 Provision of excellent basis and focus for cost reduction. 

 Provides operational management with a clear view of HOW to implement an Activity 

Based Budget? 

 Provision of clear understanding of the underlying causes of business processing costs. 

 Provision of excellent basis for effectiveness of management decision making. 

 Identification of key process waste elements, permit management prioritization and avoid 

sun-optimal utilization of resources. 

Q.13 Explain "Difference between ABC and ABM”? 

Ans. Difference between ABC and ABM 

ABC ABM 

  The ABC refers to the technique for 

determining the cost of activities and the 

output that those activities produce.  

  It refers to the management philosophy that 

focuses on the planning, execution, and 

measurement of activities as the key to 

competitive advantage. 

  It is the logical distribution of overhead i.e. 

overhead should be distributed on the 

consumption of resources consumed by 

goods and services.  

  The ABM is a much broader concept. Which 

focuses on “activity performance” & thereby 

helps in gaining “competitive advantage”. 

  The aim of ABC is to generate improved 

cost data for use in managing a company’s 

activities. 

  ABM simply means application of ABC in 

Cost Management. Cost management means 

to reduce/control the cost. 

                               

 

Decide what are the 

organisation's most important 

issues and what types of 

information would be required 

to address those issues 

Top Management support 
is cited to identify critical 
information needs. 

Incorporate ABC 
methods into 
organization’s financial 
reporting process. 

 

Implementation team should be 

represented by the people who 

will be actual users of the ABM 

information 

The existing information 

system should easily support 

input requirements. 

If integrating ABC into the main 

cost reporting system is not   

feasible, consider developing a 

seprate ABC system 

Implement ABM at a 
high level in order to 
get concepts across. 
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Q.14 Explain “Activity Based Budgeting”? 

Ans. Activity Based Budgeting (ABB) 

  Activity Based Budgeting is a process of planning and controlling the expected activities for 

the organization to derive a cost-effective budget that meets forecast workload and agreed 

strategic goals.  

  An activity based budget is a quantitative expression of the expected activities of the firm, 

reflecting management’s forecast of workload and financial and non-financial requirements 

to met agreed strategic goals and planned changes to improve performance. 

Thus, the key element of ABB are: 

 Type of work/activity to be preformed: 

 Quantity of work/activity to be preformed; and 

 Cost of work/activity to be performed. 

  ABB focuses on the activity/business processes.  

  Resources required are determined on the expected activities and workload.  

  The objective is to bring in efficiency into the system. So, in the process of budget 

preparation, many key questions need to be addresses and properly answered. 

  ABB is a technique for enhancing the accuracy of financial forecasts and increasing 

management understanding.  

  When automated, ABB can rapidly and accurately produce financial plans and models based 

on varying levels of volume assumptions.  

  Also ABB eliminates much of the needless rework created by traditional budgeting 

techniques. 

      Activity Based Costing (ABC)         Activity-Based Budgeting (ABB)’ 
 

 

 

 

 

 

 

 

  ABB analyzes the products or services to be produced, what activities are required to 

produce those products or service, and finally what resources need to be budgeted to 

perform those activities. Simply Said, ABB is the reversing of the ABC process to produce 

financial plans and bedgets. 

  Traditional functional-based budgeting is concerned with budgeting the costs of resources 

associated with organizational units, such as departments and plants. Firms that have 

implemented an activity-based costing system may also wish to install an activity –based 

budgeting system. 

  A budgetary system at the activity level can be a useful approach to support continuous 

improvement and process management. Furthermore, because activities are what consume 

resources and, thus are the causes of costs, activity-based budgeting may prove to be a 

much more powerful planning and control tool than the traditional, functional-based 

budgeting approach. 

 An activity-based budgeting approach can be used to emphasize cost reduction through 

the elimination of wasteful activities and improving the efficiency of necessary activities. 

Resources 

Activities 

Resources 

Activities 

Cost objects; Products & 

services produced & 

Customers served 

Forecast of Products & 

Services to be produced, & 

Customers served 

1
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Budgetory Control 
Q.1 What is “Budgetary Control”? 

Ans. Budgetary Control 
  It is “Systematic control of an organization's operations through establishment of standards 

and targets regarding income and expenditure, and a continuous monitoring and 

adjustment of performance against them.” 

  Brown and Howard define Budgetary Control is "a system of controlling costs which 

includes the preparation of budgets, coordinating the departments and establishing 

responsibilities, comparing actual performance with the budgeted and acting upon results 

to achieve maximum profitability.” 

  Budget is an estimation of revenues and expenses over a specified future period of time 

which needs to be compiled and re-evaluated on a periodic basis based on the needs 

of the organization. 

  Budgetary Control is the process by which budgets are prepared for the future period 

and are compared with the actual performance for finding out variances, if any.   

  In other words, Budgetary Control is a process with the help of which, managers set 

financial and performance goals, compare the actual results with the budgets, and adjust 

performance, as it is needed. 

Atrill and McLaney identify a number of characteristics that are common to businesses with effective 

budgetary control: 
 A serious attitude to the system is 

required 
  

 

 Clear demarcation between areas of 
managerial responsibility  

 

 Reasonable budget targets 

 

 

 Established data collection, analysis 
and reporting techniques  

Prerequisites of Effective Budgetary 
Control 

 

 

 

 Reports aimed at individual 
managers, rather than general  

 

 

 
 

Fairly short reporting periods, typically 
a month  

 

 Timely variance reports 

 

 

 Action being taken to get operations back 
under control if they are shown to be out of 

control 
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Q.2 What is “Feedback and Feed-Forward Control”? 

Ans. Feedback and Feed-Forward Control 

  Feedback and Feed-forward are two types of control schemes for systems that react 

automatically to changing environmental dynamics.  

  Each utilizes sensors to measure important factors and a set of rules to react to changes 

in those factors.  

  Feedback and Feedforward Controls may coexist in the same system, but the two designs 

function in very different ways. 

(Source: Management Accounting by Terry Lucey, Terence Lucey) 

 
Feedback Control 

  Feedback as the name suggests is a reaction after an action has taken place. So, there has to be 

an error if we want to take corrective actions. 

  It identifies an error that has already taken place, by comparing the  actual historical results 

with  the budgeted results, therefore it works as a detective tool. 

  Once an error (undesirable result) is detected, this control mechanism response a part of 

output to the system/process to obtain the desired output.  

  At this stage, this mechanism drives to correct the error and is therefore referred to as 

corrective tool. Corrective actions are necessary in order to ensure that future results match 

up to the budgeted figures. 

Note- While feedback works as a detective and subsequent corrective tool, feed-forward works as a 

preventive tool. 
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The following chart manifests that only identifying deviations by measuring actual results and comparing 

them with budgeted is not enough, the feedback system goes on to implement a more realistic 

approach by taking corrective actions at the right time to achieve desired results. 

Q.3 What is “Control Reports”? 

Ans. Control Reports 

Control reports are feedback devices, but they are only part of the feedback system. A control report 

does not by itself cause a change in performance. A change results only when managers take actions 

that lead to change. Norton Bedford suggested the following five guidelines for feedback management 

control reports: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
Q.4 What are the “types of Feed Back”? 

Ans. Types of Feed Back 

 

 

 

 

Primary Could be reported to line management in the form of control reports, 

comparing actual and budgeted results. 

If the variances are small or can be corrected easily then the information may 

not be feedback to anyone higher in the organisation. 

Secondary
 

Where feedback is sent to a higher level in an organisation and can lead to a 
plan being reviewed and possibly changed. 

According to the CIMA’s Official Terminology, It is defined as: ‘Measurement of differences between planned 

outputs and actual outputs achieved, and the modification of  subsequent action and/or plans to achieve 

future required results. Feedback control is an integral part of budgetary control and standard costing 

systems.’ 

Feed back Management  

Control Report 

Feedback report should disclose 

both accomplishment and 

responsibility 

Feedbackreports should be 

extracted promptly 

Feed back reports should disclose 

trands and relationship 

Feedback reports should disclose 

variations from standards 

Feedback reports should be in 

standardized format 
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For example, the revision of a budget after large variances were discovered due 

to price changes over time. 

Negative Feedback taken to reverse a deviation from standard. 

This could be by amending the inputs or process so that the system reverts to 

a steady state. 

For example, a machine may need to be reset over time to its original settings. 

Positive Taken to reinforce a deviation from standard. 

The inputs or process would not be altered. 

Q.5 What are the Main Features of Feedback and Feed Forward Control? 

Ans. Main Feature of Feedback and Feed Forward Control 

Definition/ 

concept 
Feedback control  Feed forward control 

 Control once damage occurred 

Reaction after an action has been taken place,  

* there has to  be an error, if we want to take 

corrective action, 

* post control action 

It occur when process has been completed i.e 

if problem identified take corrective action. 

Difference between planned (budget) outputs 

that has been approved & actual outputs 

(Historical) if it is significant difference, it is 

investigated the manager responsible take 

suitable control action, to avoid further 

mistake has happened,  

* already wait for the error take place,  

* let them mistake happen 

Some time significant time lost to take 

corrective action. 

Easy to implement ( if we want to take 

corrective, there has to be an error) 

Defect occurred, then rectified 

Eg. Hotel:- Feed back form is given to every 

customer after providing all services. How 

was:- 

1:- Food Quality  

2:- Behaviour of staff 

3:- Waiting time 

4:- Received as per order 

If any point of feed back is negative, It should 

be improved for next lot. 
Coaching:- after completing a session:- feed 

back form is given to every student 

 Books/ notes received on time 

 Content quality 

 Lecture quality  

 Staff support system 

 Problem/doubt solving system 

We may be able to measure the 

amount of error before it has actually 

taken place. Kind of guess work 

It is forecasting for comparison 
(Difference) between original budget 

& revised budget (Currently expected 

in the light of latest information) 

If there is a difference, it is 

investigated & corrected. 

Original                   Revised 

 

 

Budget 

Budget (Current expected Diff. 

forecast 

To avoid such difference we should 

take some action (implement), so that 

difference would not occur. i.e. Fore 

cast the potential problem take 

corrective action, so as to achieve 

final expected output. 

Preventive control/proactive action. 

Desirable as it enables the 

management to prevent the problem 

before it occur instead of having to 

cure them. Later defect occur them 

rectified better not to allow to occur 

defective 

To identify the problem in advance. 
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Situation:- I Feed back Control Feed Forward Control  

Manager: responsible 

for cash budget. 

Cash budget at 

beginning of year i.e.  

Beginning  of June:-    

Cash balance ₹ 400,000 

Lakh Machine to be 

purchase:-               

3,20,000 in June 

Two month earlier, 

April, it was observed 

that cash budget was 

optimistic due to delay 

collection of debt 

expected cash balance 

will be 2,20,000 at start 

of June. 

Actual cash 2,20000 

compare with  Machine 

cost3,20,000 & Cash 

short fall are  the process 

of  Feed back control 

Analysis the causes of 

short fall. 

Identify the Reason of 

delay collection for 

Debtors 

1:- Replacing Debt 

collection team  

           OR   

Reducing performance 

related pay  

           OR  

appoint a factor (agent) 

TO identify the problem in 

advance 

Manager should take steps 

to eliminate the problem 

before it occur. 

A:- Delay the purchase of 

Machine for 1 or 2 month  

        OR 

B:- Negotiate with supplier 

to consider in instalment 

C:- arrange for Bank O/D. 

 

II:- Details Feed back control Feed forward 

control 

X (Manufacture) Y X X 

Delhi Mumbai 

(Supplier of Raw 

material) 

Due to Industrial dispute, 

price of material may 

increase in near future, 

shortage of raw material 

may take place. 

Would not react until 

inventory had actually fallen 

If ignore Feed forward 

control will contribute to 

down fall of a company 

To avoid stock 

out “X” may 

purchase higher 

quantity 

(Possibility: - 

Existing price may 

not increase but 

for preventive 

action “X” would 

like to purchase 

excess quantity 
 

 

III:- Budgeted Actual Current 

forecast 

revised 

budget 

Feed back control Feed forward 

control 

P1 35000 40000 40,000 P3:- 2000 low. 

Take corrective action, 

replacing some of sales 

team of P3 or reducing 

performance related pay 

for that period. 

Manager can react to 

this by taking 

corrective action 

before the period. 

1:- Improving market 

of P3 

P2 20000 24000 23000 

P3 25000 23000 22000 
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           OR 

2:- Motivating the 

sales staff to sell 

more of P3 before 

end of the year. 

IV:-  Cold drink filling Process Feed back control Feed forward 

control 

Process:-  Liquid formation 

 

Filled in empty bottle (300ML) 

 

Sealed & Cap. 

 

Check (conversion factor)/Error 

detection system 

300  ML        Yes or No 

 

If yes – Packed in carton 

If no – Removed: Waste 

To avoid lower qty product is not 

supplied to market 

Checking Process is done 

on later stage:- In case of 

Huge variation, Packaging 

system can be reviewed 

to ensure that such 

problem do not occur in 

future. 

Checking Process 

should be 

implemented before 

sealing process i.e. if 

found shortage then 

filled the short liquid 

&v then sealed & 

them packed in carton 

to avoid 

shortage/losses.  

V:-  Details Feed back control Feed Forward 

control 

Firm Would like to pay Bank loan.Taken 

laready 2 year back , to have 

positive cash reserve 2 Lakh at end 

of year. 

Compare actual expenses 

with budget & analyse the 

reason of such difference 

& take appropriate action 

to avoid such situation in 

next period & Reminder 

sent to client for 

collection of amount. 

Cash budget should 

be prepared for each 

month to aware cash 

Inflow/Outflow at 

regular interval so 

that remedial action 

can be taken during 

the period. To avoid 

further cash shortage 

i.e. 

A:- Reminder should 

be sent to client 

during the period. 

B:- Control expense 

for next period. 

To avoid cash 

shortage at year end. 

Actual Travelling expenses/Other 

expenses were much higher 

than budgeted cost, fees, 

Receivable were pending:- 

dissorting the cash budget. 

 

Q.6 What are the “Limitations of Feedback and Feed Forward Control”? 

Ans. Limitations of Feedback and Feed Forward Control 
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Limitations 
Feedback control system does have some operational limitations.  

  First, it depends heavily on success of the error detection system.  

  Second, there may be a time lag between the error detection, error confirmation, and error 

revision during which actual results may change again. 

Feed-forward Control 
  In certain cases, we may be able to measure the amount of error before it has actually taken + 

place.  

  We may thus be able to place a control mechanism before the error takes place. Feed- forward 

Control is one such Controlling system. 

According to the CIMA’s Official Terminology, It is defined as the ‘forecasting of differences between 

actual and planned outcomes and the implementation of actions before the event, to avoid such 

differences.’ 

A feed-forward control system operates by comparing budgeted results against a forecast. Control action 

is triggered by differences between budgeted and forecasted results. 

Example 1:-  

Information on Industrial Dispute in a state which was a major supplier  of  an  important  raw  material 

would cause smart buyers to buy before prices went up and their own inventory were exhausted (in 

contrast a pure feedback system would not react until inventory had actually fallen). 

Any manager who ignores feed-forward control will contribute to the downfall of a company. 

Implementation of Feed-forward Control 

Example 2:-  

Smart move Inc. made a smart move in anticipating its sales demand of 1000 units of ready- made cloth 

item for the next year 2020 based on its current year sales and market research that took account for 

changing customer preferences. However, in the third month of year 2020, COVID news came like bolt 

from the blue and things changed drastically. The management team therefore changed its anticipation 

and forecasted that it could only sell 400 units in the year running due to falling purchasing power of 

customers. Thus, with use of feedforward control, the firm could proactively identify the issue before it 

happened and could know that the estimated demand would not be met. 

Note- Any manager who ignores feed-forward control will contribute to the downfall of a company.    

Q.7 What are the Implementation of Feed Forward Control? 

Ans. Implementation of Feed-forward Control 
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Guidelines to be followed before implementation of Feed-forward Control 

 
Limitations 

Akira Ishiwkawa observed the following limitations of the feed-forward control system: 

 The feed-forward process is an evaluation process and is concerned with the estimates of 

uncertain future. This problem of uncertainty is likely to limit application of the concept. 

 Study of future is not well developed; neither are the tools that have potential for overcoming 

the problem of uncertainty. 

Q.8 Explain about the Beyond Budgeting and Limitations of Traditional Budgets? 

Ans. Beyond Budgeting (BB), Limitations of Traditional Budgets 

 Time-consuming and costly to put together 

 Constrain responsiveness and flexibility 

 Often a barrier to change 

 Rarely strategically focused and are often contradictory 

 Add little value, especially given the time required to prepare 

 Concentrate on cost reduction and not on value creation 

 Developed and updated too infrequently, usually annually 

 Are based on unsupported assumptions and guesswork 

 Reinforce departmental barriers rather than encourage knowledge sharing  

 Make people feel undervalued. 

BB identifies its two main advantages. 

 It is a more adaptive process than traditional budgeting. 

 It is a decentralised process, unlike traditional budgeting where leaders plan and control 

organisations centrally. 

According to CIMA’s Official Terminology- ‘An idea that companies need to move beyond 

budgeting because of the inherent flaws in budgeting especially when used to set contracts. It is 

Implementation of Feed-forward 

control 

Through planning and analysis are 

required 

Careful discrimination must be applied 

in selecting input variables 

The Feed-forward system must be 

kept dynamic 

A model of control system should be 

developed 

Data or input Variables must be 

regularly collected 

Data on input variables must be 

regularly assessed 

Feed forward control requires action. 
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argued that a range of techniques, such as rolling forecasts and market related targets, can take the 

place of traditional budgeting. ’ 

Q.9 What are the “Characterstics of Beyond Budgeting “? 

Ans. Characteristics of Beyond Budgeting 

 

 

 

 

 

 

 

 

 

Suitability 

 

 

 

 

 

 

 

 

 

Beyond Budgeting – Principles for Adaptive Performance Management 

The beyond budgeting system is built upon 12 foundational principles, 6 of which relate 

to leadership and other 6 relate to management processes. 

 

 

 

Beyond Budgeting 

The rolling budgets may incorporate 

KPIs. 

Benchmarking can be incorporated in 

budgets. 

Here the focus of the manager shifts 

to improving future results. 

More timely allocation of resources. 

Encourage a culture of innovation. 

Allow operational managers to react 

to the environment. 

Suitability of 

Beyond 

Budgeting 

Industries where there 

is rapid change in the 

business environment. 

Industries using 

management methods 

such as TQM. 

Flexible targets will be 

responsive to change. 

Continuous 

improvement will be 

the key. 

Budget may be hard to 

achieve in such 

circumstances. 

Industries undergoing 

radical change, e.g. 

using BPR. 
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Leadership Principles 

 

 

 

 

 

 

 

 

 

 

 

 

 

Management Processes 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Q10 What are the “Benefits of Beyond Budgeting Model”? 

Ans. Benefits of the 'Beyond Budgeting' Model 

 Beyond budgeting helps managers to work in coordination to beat the 

competition. Internal rivalry between managers is reduced as target shifts to 

competitors. 
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 Helps in motivating individuals by defining clear responsibilities and challenges. 

 It eliminates some behavioral issues by making rewards team-based. 

 Proper delegation of authority to operational managers who are close to the 

concerned action and can react quickly. 

 Operational managers do not restrict themselves to budget limits and focus on 

achieving key ratios. 

 It establishes customer-orientated teams. 

 It creates information systems which provide fast and open information 

throughout the organization. 

Beyond Budgeting – Principles for Adaptive Performance Management 

 

Goals Set aspirational goals aimed at continuous improvement, not fixed annual targets. 

Rewards Reward shared success based on relative performance, not on meeting Fixed annual 

targets. 

Planning Make planning a continuous and inclusive process, not an annual event. 

Controls Base controls on relative key performance indicators (KPIs) and performance trends, 

not variances against a plan. 

Resources Make resources available as needed, not through annual budget allocations. 

Co-

ordination 

Co-ordinate cross-company interactions dynamically, not through annual planning 

cycles. 

 

 

 

 

 

Process 
Principles

Goals

Rewards

Planning

Controls

Resources

Coordination
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Leadership Principles 

 

Customer Focus everyone on improving customer outcomes, not on meeting internal 

targets. 

Accountability Create a network of teams accountable for results, not centralized hierarchies. 

Performance Champion success as winning in the marketplace, not on meeting internal 

targets. 

Freedom to Act Give teams the freedom and capability to act, don’t merely require adherence 

to plan. 

Governance Base governance on clear values and boundaries, not detailed rules and 

budgets. 

Information Promote open and shared information, don’t restrict it to those who ‘need to 

know’. 

Implementation of Beyond Budgeting 

There are nine steps that Hope and Fraser consider to be essential to 

implementing the Beyond Budgeting approach. 

 
 

 

 

 

 

 

 

 

 

 

Define the Case for 

change and provide 

an outline vision 

Be prepared to 

convince the board 

Get started 

Design and implement 

processes Consolidate the gains 

Evaluate the benefits 

Train and educate 

people 

Change behavior – 

new processes, not 

management orders 

Rethinking the role of 

finance 
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Traditional vs Beyond Budgeting Model 

Conclusion on Budgeting 

It has been proposed that budgeting is alive and well, though practice is evolving with new tools and 

techniques. The conclusion are as follows: 

 Budgeting is evolving, rather than becoming obsolete- it depends on trust and transparency. 

 Shift from the top-down, centralised process to a more participative, bottom-up exercise in many 

firms. 

 It highlights the level of improvement that can be achieved even with relatively simple 

modifications and a great deal of trust. 

 Budgeting has changed, the change has been neither dramatic nor radical. Instead, incremental 

improvements, with traditional budgets being supplemented by new tools and techniques. 

 Forecasting in fact is more important. 
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Standard Costing 
Q.1 What does Controllable/ Uncontrollable variances mean? 

Ans. Controllable/Uncontrollable variances 

 Controllable Variances are those variances which arises due to inefficiency of a cost centre 

/department. 

 Uncontrollable Variances are those variances which arises due to factors beyond the control 

of the management or concerned department of the organization. 

Q.2 Explain about Variance Analysis in Activity Based Costing? 

Ans. Variance Analysis in Activity Based Costing 

  Variance analysis can be applied to activity costs (such as setup costs, product testing, quality 

testing etc.) to gain understanding into why actual activity costs vary from activity costs in 

the static budget or in the flexible budget.  

  Interpreting cost variances for different activities requires understanding whether the costs 

are output unit-level, batch level, product sustaining, or facility sustaining costs. 

  We use the similar track to variance analysis for activity-based costing as for traditional 

costing. The price variance is the difference between standard price and actual price for the 

actual quantity   of input used for each cost driver.  

  The efficiency variance measures the difference between the actual amount of cost driver 

units used, and the standard allowed to make the output.  

  We multiply the difference in quantities by the standard price per cost driver to get the 

rupee value of the variance. 

  ABC approach is based on the assumption that the overheads are basically variable (but 

variable with the delivery numbers and not the units output).  

  The efficiency variance reports the cost impact of undertaking more or less activities than 

standard, and the expenditure variance reports cost impact of paying more or less than 

standard for the actual activities undertaken. 

Q.3 Explain about Learning Curve impact on Varainces? 

Ans. Learning Curve- Impact on Variances 

  Learning curve is a geometrical progression, which reveals that there is steadily decreasing 

cost for the accomplishment of a given repetitive operation, as the identical operation is 

increasingly repeated.  

  The amount of decrease will be less and less with each successive unit produced. As more 

units are produced, people involved in production become more efficient than before.  

  Each additional unit takes less time to produce. The amount of improvement or experience 

gained is reflected in a decrease in man-hours or cost. Where learning takes place with a 

regular pattern it is important to take account of reduction in a labour hours and cost per 

unit`.   

  Automated manufacturing is unlikely to have much variation or to display a regular learning 

curve. In less - automated processes, however, where learning curves do occur, it is 

important to take the resulting decline in labour hours and costs into account in setting 

standards, determining prices, planning production, or setting up work schedules.  

  With the help of the learning curve theory the standard time of any batch or unit can be 

computed then compare the actual data with the standard and compute the variances. 
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Q.4 Explain about Relevant Cost Approach to Varaince Analysis? 

Ans. Relevant Cost Approach to Variance Analysis 
  Traditional approach to variance analysis is to compute variances based on total actual cost 

for production inputs and total standard cost applied to the production output.  

  This is ambiguous, when inputs are limited.  

  Failure to use limited inputs properly leads not only to increased acquisition cost but also 

to a lost contribution.  

  Therefore, it is necessary to consider the lost contribution in variance analysis. When this 

approach is used, price or expenditure variances are not affected. 

Q.5 Explain about “Variance Analysis and Throughput Accounting”? 

Ans. Variance Analysis and Throughput Accounting 

  Variance analysis has no emphasis on the constrained resources. Instead, it is based on the 

efficiency and cost of operation of each part of the manufacturing system, rather than the 

ability of the entire system to generate profit.  

  Thus, a firm may find that it attains excellent efficiency and price variances by having long 

manufacturing rounds and buying in large quantities. A system based on constraint 

management will likely to show very odd results under a variance reporting system.  

  For example, when a terminal upstream from the constrained resource runs out of work, 

a manager functioning under throughput accounting system will shut it down in order to 

avoid the formation of an unnecessary level of work-in-process inventory.  

  However, this will result into a negative labor efficiency variance, since the terminal’s staff 

is not actively producing anything. Throughput accounting does use variance analysis, but 

not the ones used by a traditional system.  

  Instead, its main emphasis is on tracking variations in the size of the inventory buffer placed 

before the constrained resource, to confirm that the constraint is never halted due to an 

inventory shortage. 

Q.6 Explain about “Variance Analysis in Advanced Manufacturing Environment/ High-

Technology Firms”? 

Ans. Variance Analysis in Advanced Manufacturing Environment/ High-Technology Firms  

  The variance analysis generally applies to all types of  organizations; however,  high-

technology firms like Audio Technology, Automotive, Computer Engineering, Electrical and 

Electronic Engineering, Information Technology, Medical devices, Nanotechnology, 

Semiconductors, Telecommunication apply the model somewhat differently.  
  Now much of electronic industry is highly automated. A large part of manufacturing process 

is computerized.  
  In the high-technology environment that is emerging, many costs that once were largely 

variable have become fixed, most becoming committed fixed cost. Some high technology 

manufacturing organizations have found that the two largest variable costs involve materials 

and power to operate machines.  
  In these companies, the emphasis of variance analysis is placed on direct materials and 

variable manufacturing overhead. 

  Much of the manufacturing labour consists of highly skilled experts/ operators/ programmers 

which are largely committed costs. Firms don’t want to take risk losing such highly trained 

personnel even during an economic downturn.  

  The result is less direct labour and more overhead. For these firms labour variances may no 

longer be meaningful because direct labour is a committed cost, not a cost expected to vary 

with output. 

 

https://en.wikipedia.org/wiki/Audio_Technology
https://en.wikipedia.org/wiki/Automotive_industry
https://en.wikipedia.org/wiki/Computer_Engineering
https://en.wikipedia.org/wiki/Electrical_and_Electronic_Engineering
https://en.wikipedia.org/wiki/Electrical_and_Electronic_Engineering
https://en.wikipedia.org/wiki/Electrical_and_Electronic_Engineering
https://en.wikipedia.org/wiki/Information_Technology
https://en.wikipedia.org/wiki/Medical_devices
https://en.wikipedia.org/wiki/Nanotechnology
https://en.wikipedia.org/wiki/Semiconductors
https://en.wikipedia.org/wiki/Telecommunications
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There are following problems which are faced while doing variance analysis in such highly 

technologically oriented firms. 

1. There is huge possibility that standard cost becomes outdated easily due to change in 

required technology. 

2. These organization continuously emphasis on continuous improvement which reduced the 

relevance of standard cost.  

3. Direct labour cost variance and fixed overhead cost variance is useless. 

Q.7 Explain about the “Standard Costing in Service Sector”? 

Ans. Standard Costing in Service Sector 

  Standard Costing can be equally applicable for various types of industries for example 

accountants, solicitors, dentists, hairdressers, transport companies and hotels.  

  Service industries comprise a wide range of different businesses that differ in size and types 

of service provided. Standard costing and variance analysis is more tough to apply to service 

sector organizations as major portion of their cost is comprised of overhead expenses 

rather than production expenses.  

  While traditional variance analysis of overheads does not deliver very useful information 

for overheads control purposes, application of activity based costing can provide an effective 

basis for variance analysis of overheads in service sector organizations although this may 

need significant time and effort in the implementation of a MIS. 

Q.8 Explain about the “Standard Costing in Public Sector”? 

Ans. Standard Costing in Public Sector 
  In order to cost control in public sector (e.g. street cleaning refuse disposal and so on), 

regular variance analysis is required. Actual unit costs should be calculated on a monthly 

basis and compared with estimated unit cost. To achieve this comparison, information needs 

to be   maintained about the unit of service adopted.  

  For example, statistics would be maintained on the number of visits made and the number 

of hours worked.  

  In this example, time recording may be beneficial in providing the detailed information 

necessary for variance analysis.  

  Actual monthly costs should be taken from the organisation’s financial management system 

and each month financial reports should be produced which offer an accurate image of 

budgeted vs actual expenditure.  

  These reports are must for budgetary control.  

  Actual expenditure reported on financial systems may require some modification to take 

account of: 

 Trade Payables (services used but bills unpaid) 

 Accruals (services used but bills yet to be received) 

 Timing Differences (some costs are not incurred evenly over the year)                                     

Q.9 Explain about Standard Marginal Costing? 

Ans. STANDARD MARGINAL COSTING 
  Standards and Variances can be calculated on the basis of marginal costing. A standard 

marginal costing system incorporates only costs which are variable to the product.  

  Accordingly, the absorption of fixed costs, and the variances derived therefrom, do not 

feature in a standard marginal costing system.  

  When Marginal Costing is in use there is no Overhead Volume Variance, because Marginal 

Costing does not absorb Fixed Overhead.   
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  Fixed Overhead Expenditure Variance is the only variance for Fixed Overhead in a Marginal 

Costing system.  

  It is calculated as in an Absorption Costing system. 

Q.10 Explain about “Need of Investigation of Varainces? 

Ans. NEED OF INVESTIGATION OF VARIANCES  
  Interpretation of variances may suggest possible causes of variances but investigation helps 

in finding out real cause so that reasonable required steps can be taken out. For example, 

interpretation of an adverse direct cost variance may indicate following possible causes of 

this 

  Whether Purchase manager has willfully purchased at high price & got some commission 

from seller? 

  Whether Purchase manager has purchased at high price due to his ignorance of prevailing 

market price? 

  Whether Production manager changed the standard material mix ratio? 

  Whether price of material really got increased at the time of purchase? 

  There may be many reasons of adverse variance but finding the right one will help 

management in taking required steps.  

  Sometimes it may not be beneficial to investigate variances since cost of investigation 

exceeds its probable but if company decides “not to investigate” then also managers may 

feel demotivated to aim for favourable variances & hence may not comply with 

predetermined standards. 

Q.11 What are the factors to be considered when Investigating Variance. 

Ans. Investigation of Variances between expectations set and actual performance, is based on many 

factors including – 

1.  Type of Variance: Some Entities may prefer to investigate only Adverse Variance and do 

not pay much attention to Favourable Variances. 

2.  Size: Some Entities may Investigate Variance only if they are beyond a particular amount, 

or the deviation exceeds a certain percentage of the Standard. This is because, a Standard 

is considered as an average of the estimates and and so, minor variations seen from the 

Standard need not be investigated further. 

3.  Pattern in Variance: Variances are monitored over a period of time and if the Variance 

is found to be worsening over time, such Variance may be investigated. 

4.  Budgeting: If company feels that standard setting process is not realistic i.e. setting 

standards simply considering past cost without considering future expected change then 

company must re-evaluate standards before starting investigation. 

5.  Cost: Costs associated with the undertaking of the investigation should be lower than the 

Benefits associated with the investigation of Variances. Variance Investigation requires 

resources and thus a Cost Benefit Analysis should be considered before undertaking 

investigation. 
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Q.12 What are the “Methods of Investigation of Variance”? 

Ans. Methods of Investigatino of Variances 

 

Q.13 Explain Concept of “Possible Interdependence between Variances”? 

Ans. It is a term used to express the way in which the cause of one variance may be wholly or partially 

explained by the cause of another variance.  

For control purposes, it might therefore be essential to look at several variances together and 

not in isolation. 
Some examples of interdependence between variances are listed below: 

 Use of cheaper material which is of poorer quality, the material price variance will be 

favourable, but this can cause more wastage of materials leading to adverse usage variance. 

 Using more skilled labour to do the work will result in an adverse labour rate variance, but 

productivity might be higher as a result due to experienced labour. 

 Changing the composition of a team might result in a cheaper labour mix (favourable mix 

variance) but lower productivity (adverse yield variance). 

 Workers trying to improve productivity (favourable efficiency variance) in order to get 

bonus (adverse rate variance) might use materials wastefully in order to save time (adverse 

materials usage). 

 Cutting sale prices (adverse sales price variance) might result in higher sales demand from 

customers (favourable sales volume variance). 

 Similarly, favourable sales price variance may result in adverse sales volume variance.                                        

Q.14 Explain about Interpretation of Variances? 

Ans. INTERPRETATION OF VARIANCES 
There can be a number of potential causes leading to variances in the operational costs 

Material Price Variance 

Favourable Adverse 

 High Order size can result in variance.  Might be caused due to the use of a 

different supplier. 

  Any form of unexpected increase in buying 

costs such as higher delivery charges. 
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 Efficiency associated with the buying 

procedure adopted. 

 Lack of appropriate inventory control can 

result in emergency purchase of material 

resulting in adverse variance. 

 Low Quality Material, Cheeper material 

used cost more wastage 

 Use of Premium Quality material which 

caused less wastage, as a result more out 

put produced sold. 

  Not following appropriate purchase 
procedure, i.e., inefficiency associated with 

the buying procedure adopted. 

Material Usage Variance 

Favourable Adverse 

 Implementation of better quality control.  Purchase of inferior quality material. 

 Increased efficiency in production can help in 

bringing down wastage rate. 
 Changes made in the matrix mix. 

 Changes made in the material mix.  Careless way of handling material by 

production department. 

 Change in method of production/design.  Change in method of 

production/design. 

 Hiring high skilled labour  Pilferage of material from the 

production department. 

 Usage of high quality material  Poor inspection. 

  Hiring less skilled labour than standards. 

  Achieving Low Learning Rate during the 

period than anticipated in standards. 

  Poor material handling high rate of 

rejection. 

Labour Rate Variance 

Favourable Adverse 

 Change in the composition of the 

workforce can impact direct labour costs. 

 Unexpected increase in the pay rate of 

labour. 

 Effectiveness appointment   Payment of bonus added to the direct 

labour costs. 

 Unexpenend Lab appoint  Change in the composition of the 

workforce can impact direct labour costs. 

 Average rate of lab reduced in market 

(supply of Lab increase than demand) 

 Due to increase in Demand of Labour 
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  Increase in overall wages rate in market 

  Due to inaccurate planning 

Labour Efficiency Variance 

Favourable Adverse 

 Improvement in work or productivity 

efficiency. 

 Workforce mix can have an impact upon 

labour efficiency levels. 

 Workforce mix can have an impact upon 

labour efficiency levels. 
 Poor supervision of the workforce. 

 Learning curve effect upon the labour 

efficiency levels. 

 Learning curve effect upon the labour 

efficiency levels. 

 Introduction of new machinery resulting 

of new machinery resulting in 

improvement of labour productivity 

levels. 

 Resource shortages causing an unexpected 

delay and lowering of labour efficiency 

levels Received Material delay. 

 Achieving high learning curve  Using inferior quality of material 

 Using high quality material low required 

rate 

 Hiring low skilled labour. 

 Labour trying to improve productivity in 

order to get bonus. 

 

Overhead Variances 

 Fixed Overhead Expenditure Variance (adverse) are caused by spending in excess of the 

budget. 

 Fixed Overhead Volume Variance is caused by changes in production volume. 

 Variable Overhead Expenditure Variance are often caused by changes in machine running 

costs. 

 Variable Overhead Efficiency Variance- causes are similar to those for a direct labour 

efficiency variance. 

Sales Price Variance 

 Higher discounts given to customers in order to encourage bulk purchases. 

 The effect of low price offers during a marketing campaign. 

 Poor performance by sales personnel. 

 Market conditions or economic conditions forcing changes in prices across the industry. 

Sales Volume Variance 

 Successful or unsuccessful direct selling efforts. 

 Successful or unsuccessful marketing efforts (for example, the effects of an advertising 

campaign). 
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 Unexpected changes in customer preferences and buying patterns. 

 Failure to satisfy demand due to production difficulties. 

 Higher demand due to a cut in selling prices, or lower demand due to an increase in sales 

prices. 

Variance of Efficiency Variance  

 Use of Poor Quality material (Inferior Quality) 

 Careless handling of material by production workers  

 Change in method of production/procut specification 

 Way of checking quality of product                                          

Q.15 Explain Concept of “Reporting of Variances”? 

Ans. REPORTING OF VARIANCES 

  Computation of variances and their just reporting is not the final step towards the control 

of various elements of cost.  

  It in fact demands an analysis of variances from the side of the executives, to ascertain the 

correct reasons for their occurrence.  

  After knowing the exact reasons, it becomes their responsibility to take necessary steps so 

as to stop the re-occurrence of adverse variances in future.  

  To enhance the utility of such a reporting system it is necessary that such a system of 

reporting should not only be prompt but should also facilitate the concerned managerial 

level to take necessary steps.  

  Variance reports should be prepared after keeping in view its ultimate use and its 

periodicity.  

  Such reports should highlight the essential cost deviations and possibilities for their 

improvements.  

  In fact the variance reports should give due regard to the following points:- 

(i) The concerned executives should be informed about what the cost performance 

should have been. 

(ii) How close the actual cost performance is with reference to standard cost 

performance. 

(iii) The analysis and causes of variances. 

(iv) Reporting should be based on the principle of management by exception. 

(v) The magnitude of variances should also be stated.    

Q.16 Explain Concept of “Behavioural Issues”? 

Ans. BEHAVIOURAL VARIANCES 

1.  Creating variance reports and taking action on adverse variances does have impact on 

behaves of employees.  

2.  If an organization is too strict about adverse variance then employees of that organization 

may attempt for “budget slacks”. 

3.  Budget slack means deliberately under- estimation of budgeted revenue or over-estimation 

of budgeted expenditure.  

4.  Sometime employees may also treat standards as biased. So on organization must ensure 

participation of employees during budget setting so that they do not consider standard as 

biased. 
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5.  Organization should have a long-term view over variances as against short-term view e.g. 

buying “High Quality” material at high prices may lead to adverse material price variance in 

short-run but it may have huge favourable direct material usage variance in long run. 

Q.17 Explain about Standard Costing in Contemporary Business Environment? 

Ans. STANDARD COSTING IN CONTEMPORARY BUSINESS ENVIRONMENT 

 

Products in these 
environments tend not 

to be standardised 

Variance reports 
may arrive too late 
to solve problems 

Standard costs 
become outdated 

quickly 

Variance analysis 
may not give 
enough detail 

Modern 

Production 

Environment 
Production is highly 

automated 

The emphasis is on 
continuous 

improvement so pre-
set standards become 

less useful 

Modern 
environments often 
use ideal standards 
rather than current 

standards 
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