Solution 1 – Absorption costing Profit statement

(Figures in ‘000s)

	Particulars
	A
	B
	C

	Sales Production (units)
	50
	40
	30

	
	
	
	

	Sales Value   
	2250
	3800
	2190

	Prime Cost
	1600
	3360
	1950

	Overheads – Machine Dept.
	120
	240
	144

	                  - Assembly Dept
	288.75
	99
	49.50

	Total Cost
	2008.75
	3699
	2143.50

	Profit 
	241.25
	101
	46.50

	
	
	
	


Activity Based Costing Profit Statement



(Fig. In ‘000s)

	Particulars
	A
	B
	C

	Sales Production (units)
	50
	40
	30

	
	
	
	

	Sales Value   
	2250
	3800
	2190

	Prime Cost
	1600
	3360
	1950

	Overheads: Machining services
	85
	170
	102

	Assembly services
	210
	72
	36

	Setups
	6
	10
	10

	Order Processing
	39
	39
	78

	Purchasing
	22.5
	30
	31.5

	Total Costs
	1962.50
	3681
	2207.50

	Profit / (Loss)
	287.50
	119
	17.50


Overhead allocation as per ABC

	Overheads
	Cost driver 
	Cost driver ratio
	Total Overheads

     Rs.
	Cost per cost driver -  Rs. 

	Machining services
	Machine hours
	420000
	357000
	0.85

	Assembly services
	Direct Labour hours
	30000
	318000
	0.60

	Setups
	Setups
	520
	26000
	50

	Order Processing
	Customers orders
	32000
	156000
	4.875

	Purchasing
	Suppliers Orders
	11200
	84000
	7.50


More realistic product costs are provided especially in Advanced Manufacturing Technology (AMT) factories where support overheads are a significant proportion of total costs. More overheads can be traced to the product. In modern factories there are a growing number of non-factory floor activities. ABC is concerned with all activities so takes product costing beyond the traditional factory floor basis. ABC recognizes that it is activities which cause cost, not products and it is products which consume activities. ABC focuses attention on the real nature of cost behaviour and helps in reducing costs and identifying activities which do not add value to the product. ABC  recognizes the complexity and diversity of modern production by the use of multiple cost drivers, many of which are transaction based rather than based solely on production volume. 

Solution 2

Working note 1:

	Particulars
	X
	Y
	Z
	Total

	Total sales value
	21,00,000
	15,00,000
	5,00,000
	

	Selling price per unit
	700
	750
	500
	

	Sales volume
	3000
	2000
	1000
	6000

	Labour hrs per unit
	1
	2
	1
	

	Total labour hrs
	3000
	4000
	1000
	8000

	Total overheads
	
	
	
	20,00,000

	Overhead rate
	
	
	
	250 per hour


Profitability under traditional costing

	Particulars
	X
	Y
	Z
	Total

	Selling price per unit
	700
	750
	500
	

	Material per unit
	250
	200
	100
	

	Labour cost per unit
	100
	150
	50
	

	Overhead per unit 
	250
	500
	250
	

	Profit
	100
	(100)
	100
	200


Decision: to drop product Y.

3. Activity based




Figures in 000’s

	Overhead
	Cost driver
	X
	Y
	Z
	Total

	Setup costs
	Number of setups(15:10:25)
	15
	10
	25
	50

	Machine repairs and maintenance
	Machine hrs

Volume 3:2:1

Mach hrs 1:1:2

(3:2:2)
	330
	220
	220
	770

	Material handling and receiving costs
	No.of receipt of materials(10:15:225)
	20
	30
	450
	500

	Packing
	No.of deliveries(10:8:22)
	75
	60
	165
	300

	Production order cost
	No of production orders(10:9:19)
	100
	90
	190
	380

	Total
	
	540
	410
	1050
	

	Units
	
	3
	2
	1
	

	Overhead per unit
	
	180
	205
	1050
	


Profitability under ABC
	Particulars
	X
	Y
	Z
	Total

	Selling price per unit
	700
	750
	500
	

	Material per unit
	250
	200
	100
	

	Labour cost per unit
	100
	150
	50
	

	Overhead per unit 
	180
	205
	1050
	

	Profit
	170
	195
	(700)
	(335)


Decision: To drop product Z.
The traditional product costing system assumes that products consume resources in relation to volume  measures such as direct labour,materials or machine hours. The activity based system recognizes that some overheads are unrelated to production volume. For example activity based system assigns the following percentage of costs to product Z
Set up costs: 25 out of 50setups(50%);     Machine costs:2 out of 7 hours(29%)

Material costs: 225 out of 250(90%);        Packing costs: 22 out of 40(55%)

Production order cost: 19 out of 38(50%)

In contrast the current costing system assigns the cost of above activities according to production volume measured in machine hours.

Solution 3:

Product Costing is captured more accurately when ABC ( Activity Based Costing) technique is used because ABC facilitates proper allocation of relevant overheads based on activities undertaken unlike Traditional costing system which uses some common base of absorption. By a system of Cost drivers, the cost are more directly attributable than by way of absorption by an arbitrary basis.













Decision

Production Cost 40000+20000+15000 = 75000

Inspection and lease cost = 2000+3000 = 5000
Total Cost


             80000


Cost of Purchase
   
       Rs .82,000


Better to Produce

Production Cost = 

Rs.80,000

Purchase Cost = 

Rs.82,000 

Less: Savings on Tools

Rs.  4,000

Net Purchase Cost
Rs. 78,000


Better to Purchase
 (c ) Sales = 6,200 units

    
Material Handling per batch(for 10,000 units) = 2000/10 = 200 per batch

       
Material Handling for 8 Batches = 8 X 200 = Rs.1600

        
Production cost = 6,200 x 7.5 = Rs.46,500/-  

Machine Lease = Rs.3000

Total Cost of Production of 6,200 units = Rs.51,100

Purchase Cost = 6200 * 8.20 = Rs.50,840


Better to produce
7Note: Allocated fixed Overheads and Contribution on Mud guard are irrelevant as they are common to both the alternatives.

SOLUTION 4:

Allocation of Overheads:

	Overheads
	Cost driver ratio
	Total (Rs.)
	Small Job(Rs.)
	Large Job(Rs.)

	Set- Ups
	15*3 : 100*10  =  9:200
	1,04,500
	4,500
	1,00,000

	Engineering
	15*2 : 100*6    =  1:20
	75,600
	3,600
	72,000

	NC Programming
	15*1 : 100*8    =  3:160
	65,200
	1,200
	64,000

	Machining
	15*2000 : 100*200 =3:2
	50,000
	30,000
	20,000

	Rework
	15*20 : 100*10   =3:10
	50,700
	11,700
	39,000

	Inspection
	15*2 : 100*2  =   3:20
	11,500
	1,500
	10,000

	
	Total
	3,57,500
	52,500
	3,05,000

	
	Machine Hours
	   50,000
	
	

	
	Machine Hour Rate
	7.15
	
	

	No: of parts
	
	
	15000
	10000

	Cost per part
	
	
	3.50
	30.5


Quarterly Income Statement:

	
	Conventional
	
	
	Activity Based
	

	Particulars

(Per Part)
	Small Job(Rs.)
	Larger Job(Rs.)
	Total

(Rs.)
	
	Small Job(Rs.)
	Larger Job(Rs.)
	Total

(Rs.)

	No. of  parts
	15000
	10000
	
	
	15000
	10000
	

	Sales
	3,75,000
	3,00,000
	6,75,000
	
	3,75,000
	3,00,000
	6,75,000

	Prime Cost
	1,05,000
	80,000
	1,85,000
	
	1,05,000
	80,000
	1,85,000

	Overheads
	2,14,500
	1,43,000
	3,57,500
	
	52,500
	3,05,000
	3,57,500

	Sales Support
	6,000
	40,000
	46,000
	
	6,000
	40,000
	46,000

	Net Income
	49,500
	37,000
	86,500
	
	2,11,500
	(1,25,000)
	86,500


Computation of Selling Price:

	
	Conventional
	
	Activity Based

	Particulars

(Per Part)
	Small Job(Rs.)
	Larger Job(Rs.)
	
	Small Job(Rs.)
	Larger Job(Rs.)

	Prime Cost 
	7.00
	8.00
	
	7.00
	8.00

	Overheads 
	14.30
	14.30
	
	3.50
	30.50

	Total Man.Cost  
	21.30
	22.30
	
	10.50
	38.50

	Mark-up (20%)
	4.26
	4.46
	
	2.10
	7.70

	Selling Price
	25.56
	26.76
	
	12.60
	46.20


SOLUTION 5:

Activity- Costing provides greater traceability or costs than does conventional costing. JIT usually produces greater efficiency as well as enhancing the traceability of costs. As a result, make or buy decisions will be more accurate. 











(Rs. in 000s)

	Particulars
	Conventional
Analysis
	Activity

Analysis
	JIT activity

Analysis

	A: Cost of Making
	
	
	

	Direct Material
	2000
	2000
	2000

	Direct Labour
	1000
	1000
	2000

	Variable Overheads
	800
	
	

	Power and Maintenance
	
	400
	300

	Material Handling
	
	20
	10

	Engineering
	
	40
	35

	Set Ups
	
	25
	

	Supervision
	50
	50
	

	Purchase Cost
	0
	0
	0

	Total
	3850
	3535
	4345

	B: Cost of Buying 

( Rs.37 X 1,00,000 Units)
	3700
	3700
	3700

	Decision
	Buy
	Make
	Buy


Note: Receiving Costs were assumed to be continue at approximately the same level for each alternative.

Solution 6: 
1.X = F/(P-V)  = Rs.18,000/(Rs.26- 22) @   = Rs.18,000/4   = 4,500 units

@ Unit variable cost = Rs.18 + Variable overhead/unit

          

  = Rs.18 + Rs.1,20,000/30,000.

Additional profit = Rs.4 * (20,000 – 4,500)   = Rs.62,000

2. I. Unit based variable costs:
  Material handling        Rs.18,000

  Power                                22,000

  Machine costs                    80,000

      Total                       Rs.120,000  

Machine hours                     20,000 #

Pool rate                                 Rs.6

# since all the three activities have the same consumption ratio, kilowatt hours or material moves could also be used as cost drivers.

Unit based variable costs per unit:

Overhead: Rs.6 * 10,000/20,000   = Rs. 3
Prime costs                 

  = Rs.18
     Total


     Rs.21
 II. Non- unit based variable costs (assumes costs vary strictly with each cost driver with no fixed components: in reality fixed components could exist for each activity and decomposition methods would need to be used to separate out the fixed and variable components):

Product sustaining costs:  Engineering(X2) : Rs.100,000/5,000 = Rs.20/hr

Batch level costs: Inspection (X3) : Rs.40,000/2,100 = Rs.19/ inspection hr (rounded to nearest rupee);     Setups(X4): Rs.60,000/60 = Rs.1,000 per setup

III. CVP analysis (X1 = units sold)
   Rs.26X1 = Rs.18,000+Rs.21X1+Rs20X2 + Rs.19X3+Rs.1,000X4

           X1 = (Rs.18,000+20X2+19X3+1000X4)/Rs.5

           X1 = (18,000+20,000+26,600+40,000)/5

           X1 = 104,600/5 =    X1 = 20,920 units

The above analysis assumes that the expected engineering hours, inspection hours, and setups are realized. If the levels of these three activities vary then the break even point will vary. The analysis assumes that depreciation is a  fixed cost. In an activity based system, this cost may be converted into a variable cost by using the units of product method. If this were done assuming the Rs.18,000 represents SLM of depreciation with no salvage value and that the annual expected production of 20,000 units is achieved, then the variable cost per unit would increase by Rs0.90(18,000/20,000). In the above analysis, this change decreases the numerator by Rs.18,000 and the denominator by Rs.0.90.

Thus, X1 = Rs.86,600/Rs.4.1      = 21,122 units

3. The CVP analysis in requirement 2 is more accurate because it recognizes that adding a product will increase the cost of support activities like inspection engineering and setups. In the conventional analysis these costs are often ignored because they are viewed as fixed. Activity costing also identifies cost behaviour more carefully than conventional costing. This provides a better analysis. For example for Salem electronics the break even point appears to be much higher than the original analysis indicated. The difference is significant enough that the decision is clearly opposite of what was signaled by conventional analysis.
Solution 7: 

	Particulars
	Machine X (Rs.)
	Machine Y (Rs.)

	Gross contribution per hour
	50
	50

	Operating costs
	15
	20

	Net contribution per hour
	35
	30

	Hours available
	1500
	2000

	Total contribution per annum
	62500
	60000

	Costs – Maintenance Service
	12000
	8000

	Break down
	6000
	3000

	Net Profit
	34500
	49000

	Capital costs
	100000
	160000

	Net salvage value
	10000
	25000

	Present value of Net Profit, capital costs, net salvage value
	34500*3.791+10000*0.621-100000 = 37000
	49000*3.791+25000

*0.621-160000 = 41284


Machine Y would be preferred because, although having a greater capital cost, it is available for more hours per year for production, it has lower servicing costs and a greater resale value. Over the whole life cycle it is more cost effective.

SOLUTION 8:
Whether circuit 12B is the culprit or not depends on its development and selling costs. If they are much lower then circuit 12A’s, then 12A could be the source of the problem. The accounting system should trace the development and selling costs to each product, if at all possible. In this way, a clearer picture of the total life-cycle cost of each product is obtained. 

Two-year profitability analysis:

	
	Circuit 12A (Rs)
	Circuit 12B (Rs)

	Sales
	20,00,000
	20,00,000

	Cost of goods sold
	(10,00,000)
	(14,00,000)

	Gross Profit
	10,00,000
	6,00,000

	Traceable expenses
	
	

	     R & D 
	(8,00,000)
	(2,00,000)

	     Selling 
	(1,60,000)
	(40,000)

	Profit before taxes
	40,000
	3,60,000

	Return on Sales 
	2%
	18%


By tracing the life-cycle costs to each product, management obtains a much different picture of the relative profitability of each product. Circuit 12A is the source of the problem. In the future, it may be wise to project all the life-cycle costs for a product before its development and production. It also reveals the importance of managerial product costing. From a managerial perspective product costs are more comprehensive than the conventional definition. 

Whole-life cost is life-cycle cost plus post-purchase costs that customers incur. Customers are interested in the total costs of ownership – both the acquisition cost and the costs that are incurred to operate and maintain the product. The objective of whole-life costing is to find ways to reduce the cost of ownership. Reducing post-purchase costs – relative to its competitors – can provide a firm with a significant competitive advantage. The whole idea of life-cycle management – including post-purchase costs – is to find ways to provide the firm with a long-term competitive advantage. The value-chain is the set of activities required to design, develop, produce, market and service a product. Thus, life-cycle cost management  is equivalent to managing value-chain activities.

Solution 9

Prevention costs: quality training 

Appraisal costs: product inspection and materials inspection

Internal failure costs: scrap and rework

External failure costs: Warranty

Preceding year – Total Quality costs: Rs.20,00,000; percentage of sales : 20 percent (Rs.20,00,000/1,00,00,000). Current year- Total quality costs: Rs.15,45,000; percentage of sales : 15.45 percent (Rs.15,45,000/Rs.1,00,00,000). Profit has increased by Rs.4,55,000. If quality costs drop to 2.5 percent of sales, another Rs.12,95,000 of profit improvement is possible (Rs.15,45,000-Rs.2,50,000).

Solution 10:
1.

                         Quality costs                 Percentage of sales
Prevention costs
      

  Quality training
      
$.80,000  


0.8%

Appraisal costs:

  Product inspection           
150,000

  Test equipment               
120,000

 



270,000

             

2.7%

Internal failure costs:

  Scrap                            

450,000

  Rework                         
360,000





810,000                        

8.1%
External failure costs:

  Repair                         
            .210,000

  Order cancellation             
250,000

  Customer complaints         
100,000

  Sales allowance                 
130,000

                                    
           . 690,000

       

6.9%

Total quality costs                    1,850,000                    

18.5%
The president should be concerned as the quality cost ratio is 18.5% and the quality costs are larger than the income. Although the ratio is lower than the 20-30% range many companies apparently have, there is still ample opportunity for improvement. In fact if quality is improved to the point where quality costs are 2.5%of sales, total quality costs would be $.250,000. Thus improving quality offers a profit improvement potential of $.1,600,000($1,850,000 – $.250,000).

2. Prevention: $.80,000/Rs.1,850,000 = 4.3%




    Appraisal  : $.270,000/Rs.1,850,000 = 14.6%

    Internal failure: $.810,000/Rs.1,850,000 = 43.8%

    External failure: $.690,000/Rs.1,850,000 = 37.3%

Over 81% of the total quality costs are spent on external failure costs. These costs are non-value added costs and should eventually be eliminated. Prevention and appraisal activities should be given much more emphasis. If anything experiences of real world companies indicate that the control costs should be 81% and the failure costs 19%. The distribution of quality costs needs to be reversed:

3. The fundamental principle that needs to be understood and emphasized is that the quality is essentially free. Quality costs exist because poor quality exists or may exist. The key therefore, to reducing quality costs is  improving quality. Activity management can play an important role in this effort. For Wayne company activity selection and activity reduction are vital elements. More attention needs to be paid to control activities especially prevention. More than quality training is needed. Other prevention activities like quality engineering quality planning, design verification, and statistical process controls could bring significant benefits. Initially more may be spent as these activities are introduced in order to reduce the internal and external failure activities.
4. Total COQ = 0.025*$10,000,000 = $250,000

   Control costs = 0.80*$250,000 = $200,000

   Failure costs = 0.20*$250,000 =$50,000

Profit improvement = $1,600,000($1,850,000-250,000)

Solution  11:

Leigh Company:
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By spending more fixed cost on appraisal & prevention activities the effect was noticed in the reduction of variable quality costs i.e. failure costs. This lowering of variable costs reduce the BEP. 

Quality cost can be reduced dramatically as quality improves. Reducing costs to 2.5 % of sales with 80% of total quality costs has been the experience of some companies. This enhances the profitability. 

By reducing quality costs, prices could be reduced in response to competitive forces and still maintain profitability. Strategic Cost Analysis is an effort to use cost information to help companies gain a sustainable competitive advantage. Quality costing certainly offers this potential use since managing quality is critical in today’s competitive environment. 

Solution 12:

STRATEGIC ANALYSIS OF OPERATING INCOME

Figures In 000’s

	Particulars 
	1999
	2000 Volume @ 1999 Prices & Cost
	2000 Volume 

@ 2000 Expected 

Prices & Cost
	2000 Actuals

	Sales volume (units)
	1000
	1150
	1150
	1150

	
	Rs.
	Rs.
	Rs.
	Rs.

	Sales
	27000
	31050
	28750
	28750

	Materials 
	4200
	4830
	5175
	4350

	Labour
	11250
	11250
	11625
	10850

	Selling cost
	4800
	4800
	4800
	4400

	R&D cost
	4000
	4000
	4000
	3900

	Total cost
	24250
	24880
	25600
	23500

	Profit 
	2750
	              16170
	3150
	5250


Reconciliation

1.  Increase in contribution 




3420

     (due to  market size 66 2/3% - 2280 F

     
     market share 33 1/3% - 1140 F)

2.  Material usage 





  825

3.  Labour 






  775

4.  Selling cost






  400

5.  R&D cost






  100

5520

Less : 

6.  Selling price decrease




2300

7.  Material price increase




  345

8.  Labour cost increase




  375

3020










2500

Solution 13

STRATEGIC ANALYSIS OF OPERATING INCOME

Figures In 000’s

Profitability statement

	Particulars
	
	

	Sales
	4000
	4620

	Costs: material
	1200
	1353

	Labour
	1000
	1100

	Selling cost
	720
	725

	Operating income
	1080
	1442


*1080-1442 = 362 favorable

	Particulars 
	2002
	2003 Volume @ 2002 Prices & Cost
	2003 Volume 

@ 2003 Expected 

Prices & Cost
	2003 Actuals

	Sales volume (units)
	
	
	
	

	
	Rs.
	Rs.
	Rs.
	Rs.

	Sales
	4000
	4200
	4620
	4620

	Materials 
	1200
	1260
	1386
	1353

	Labour
	1000
	1000
	1100
	1100

	Selling cost
	720
	720
	750
	725

	Total cost
	2920
	2980
	3236
	3178

	Profit 
	1080
	1220
	1384
	1442


Reconciliation



 Rs. In (000’s)
1.Increase in contribution( Market size):   84
   Add: Price differences                       : 220

           Cost differences                       :   58
                                                           362
Solution 14:






Customers

	Particulars
	A
	B
	C
	D

	Customer revenues
	
	
	
	

	  Annual fee
	50
	0
	50
	0

	  Merchant payments(a)
	1600
	520
	680
	160

	Interest spread(b)
	540
	0
	180
	9

	Total
	2190
	520
	910
	169

	Customer costs
	
	
	
	

	  Annual maintenance costs
	108
	108
	108
	108

	  Bad debt provision©
	400
	130
	170
	40

	  Transaction costs(d)
	400
	260
	136
	100

	  Customer inquiries(e)
	30
	60
	40
	10

	 Card replacements(f)
	0
	240
	120
	0

	Total
	938
	798
	574
	258

	Customer operating income
	1,252
	278
	336
	89


(a) 2% * 80,000;26,000;34,000;8,000
(b) 9% * 6,000;0;2,000;100
© 0.5% * 80,000;26,000;34,000;8,000

(d) 0.50 * 800;520;272;200

(e) 5 * 6,12,8,2

(f) 120 * 0;2;1;0

Note: The above analysis uses the average 0.5% baddebt provision. Bay bank may want to adjust individual customer profitability reports at a subsequent date to reflect actual bad debt experience.
2.

	Particulars
	Profitable customers
	Unprofitable customers

	Revenues
	
	

	  Fees
	Pays fee
	Fee waived

	  Merchant payments
	High billings and high billings per transaction
	low billings and low billings per transaction

	Interest spread
	High outstanding balance
	Pays on time and no outstanding balance

	Costs
	
	

	  Baddebt provision
	Pays account
	Defaults on account

	  Transaction costs
	Low number of transactions and high billings per transaction
	High number of transactions and low billings per transaction

	  Customer inquiries
	Zero or few inquiries
	Many inquiries

	  Card replacement
	No replacements
	Multiple replacements


3. The pros of charging for individual services include:
(a) Additional source of revenues. If Bay bank is able to charge more than the cost of each service, it may prefer that customers be profilic users of its services.

(b) If bay bank is not able to charge the full cost for each services, the charge may reduce customer usage. For example customer B may take fewer enquiries about his or her balance.
The cons of charging for individual services include:

(a) may cause customers to drop card or decrease its usage vis-à-vis competitions with zero or minimal charges.

(b) may attract much negative publicity from consumer groups who target companies such as banks and credit card companies.

4. Factors to consider include:

(a) The growth potential of individual customers. Some low volume credut customers such as students may be high volume users in the medium run.
(b) The costs saved by discontinuing low volume credit card customers.Many costs may be relatively fixed and may not be eliminated by dropping customers.

© The publicity bay bank attracts from discontinuing these customers. There is the potential for much negative publicity from such decisions.

(d) Alternatives available to discontinuance e.g. adopt individual service charges.

5. The pros for providing the service at Lucky roller include:

(a) Potential increased profitability due to higher usage by freedom card holders at Lucky roller.

(b) Potential increased attraction to current and future freedom card holders as a general rule, the more services available, the more attractive the card.

Possible cons include:  (a) Potential baddebts. While money advances in general may have been profitable in 19_7, it is possible that some specific money advance outlets may be unprofitable. Verdolini should examine this issue in more detail to determine if bay bank has made money advances at other gambling venues.

(b) Potential negative publicity from media stories arguing that the bay bank is helping gamblers to lose money. These stories often focus on individuals with gambling addictions.

© Ethical position of the bay bank as regards gambling. Providing a money advance service at the casino may conflict with the ethical beliefs of senior management or the board of directors. 

Solution 15

1. Activity management is a system wide integrated approach that focuses management’s attention on activities, it involves two dimensions a cost view dimension and a process a view dimension. A key element in activity management is identifying activities assessing their value and retaining only value adding activities. The consultant identified the activities but did not formally classify the activities as value adding or non value adding. Nor did the consultant offer any suggestions about how to increase efficiency at least not formally. The consultant apparently had tentatively identified savings possible by eliminating non value adding activities. Management must still decide how to reduce eliminate share select activities in order to achieve cost reductions.

2. Set up 

  125,000

    Material handling         180,000

    Inspection

   120,000

    Customer complaints    100,000

    Warranties                     170,000

    Storing                             80,000

    Expediting                       75,000

       Total                            852,000

Units produced and sold    120,000@

Potential unit cost reduction  7.10           @ 1,920,000/16

The consultant’s estimates of cost reduction were on target. Cost can be reduced at least by 7 further reductions may be possible if improvements in value added activities are possible.

3. Target cost to maintain sales = 14-4 = 10

    Target cost to expand sales = 12-4 = 8

Current cost = 16

Cost reduction to maintain: 16-10 = 6

Cost reduction to expand : 16-8= 8

4. Total potential reduction:
       

852,000

       

150,000
                        1,002,000

Units                  120,000

Unit savings          8.35

Cost reduction to maintain current sales is certainly possible. Further if all the non value added costs are eliminated then the cost reduction needed to increase market share is also possible. Activity selection is the form of activity management used here.

5. Current:

Sales             2,160,000(18*120,000 units)

Costs           (1,920,000)

Income       Rs.240,000

Rs.14 price:

Sales          Rs.1,680,000(14*120,000)

Costs                 (918,000)(7.65*120,000)

Income               762,000

Rs12 price

Sales             2,160,000

Costs           (1,377,000)


      Rs.783,000

Short term profit maximization indicates that the Rs.12 price should be chosen. The company can establish itself as a market leader. Further assuming a constant total market volume expanding market share may drive some competitors out of business and further strengthen May’s long term competitive ability. Given the long term potential, choosing the Rs.12 price is a good pricing strategy.
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				Rs. in Lakhs

				1990		1991		1995		1995		1995

		Sales (Rs.)		500.00		500.00		500.00		300.00		300.00

		Variable Cost Ratio (%)		80		70		48		80		48

		Variable Cost		400.00		350.00		242.00		240.00		145.20

		Contribution		100.00		150.00		258.00		60.00		154.80

		P V Ratio (%)		20		30		52		20		52

		Total Fixed Cost		120.00		150.00		88.00		120.00		88.00

		Profit / (Loss)		(20.00)		0.00		170.00		(60.00)		66.80

		Break Even Sales		600.00		500.00		170.54		600.00		170.54





u. ins

		

				(Rs. in 000's)

								Budget								Actual

		Sales						16872		(100%)						17061		(100%)

		Cost of goods sold						9668		(58%)						9865		(58%)

		Gross margin						7204		(42%)						7196		(42%)

		Less : Other expenses

		Marketing		1856		(11%)						1440		(8%)

		R&D		1480		(9%)						932		(6%)

		Administration		1340		(8%)		4676		(28%)		1674		(10%)		4046		(24%)

		Profit before tax						2528		(14%)						3150		(18%)

																						EXHIBIT 7 - 4

																						Variance Calculations Using Shank and Churchill's Management-Oriented Framework

																						Key Causal Factors :

																						Total market		Expected		Actual		Actual		Actual		Actual		Actual

																						Market share		Expected		Expected		Actual		Actual		Actual		Actual

																						Sales mix		Expected		Expected		Expected		Actual		Actual		Actual

																						Selling price		Expected		Expected		Expected		Expected		Actual		Actual

																						Costs		Expected		Expected		Expected		Expected		Expected		Actual

																						Profit Calculation (Rs) :

																						Sales		16872		15836		18034		16862		17060		17060

																						Variable costs		5796		5440		6195		5944		5944		6334

																						Contribution		11076		10396		11839		10918		11116		10726

																						Fixed costs		8548		8548		8548		8548		8548		7576

																						Profit		2528		1848		3291		2370		2568		3150

																						Variance Analysis :

																						Level 1		Overall Variance = 622 F

																						Level 2		Sales vol.& mix = 158 U						Sales prices & costs = 780 F

																						Level 3		Sales vol.                        = 763 F				Sales mix                                       = 921 U				S.P.                   = 198 F		Costs     = 582 F

																						Level 4		Mkt.size                  = 680 U		Mkt. Sh.                         = 1443 F

																																										Rs.

																																								Overall market decline		680 U

																																								Share of market increase		1443 F

																																								Sales mix change		921 U

																																								Sales prices improved		198 F

																																								EM Rs. 1418 U

																																								EI   Rs. 1616 F

																																								Manufacturing cost control		48 U

																																								Variable costs Rs. 390 U

																																								Fixed costs Rs. 342 F

																																								Other

																																								R&D		548 F

																																								Administration		334 U

																																								Marketing		416 F

																																										622 F



EM
1418 U

EI         1616 F

Variable costs of mfg. EM 142 U
EI 248 U

Fixed costs 
*Mfg. 342 F
*Mktg.416 F
*Admn. 334 U
*R&D 548 F
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