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Wings Interna�onal is a major airline opera�ng from India. It is the biggest airline 
operator within the domes�c airline segment and is a well-established player in the 
interna�onal airline segment. Except for a period of few years as outlined below, 
Wings Interna�onal has been opera�ng for the last 3 decades in a segment that 
caters primarily to the business and premium segment travellers. On its 
interna�onal routes and certain long distance, yet busy domes�c routes, the airline 
offers full service on-board. The �cket price includes on board entertainment, 
transfer of baggage between flights, more leg room, op�on to upgrade from 
economy to business class seats, meals, and beverages etc. Baggage allowance is 
liberal with each flyer being allowed 2 checked in baggage and a cabin baggage. A 
tag line in its adver�sing goes “GRAB YOUR BAGS, THEY FLY FREE”. In the domes�c 
segment, the airline operates across major metro ci�es and certain other �er-2 
ci�es. Interna�onal flights operate only from these major metro ci�es.

Indian avia�on industry has been growing exponen�ally in the recent years due to a 
thriving economy. Consequently, there have been many new entrants in the 
domes�c segment, offering low-cost fares to customers. These airlines have been 
offering �ckets at huge discounts, thereby a�rac�ng a sizable chunk of customers 
away from Wings Interna�onal. To counter this and maintain its market share, 

Wings Interna�onal also followed suit. For a period of five years, �ckets on various domes�c routes were offered at 
low compe��ve price. At the same �me, low fares can be offered only if it is profitable to do so. Therefore, certain 
cost management measures were undertaken. Wings Interna�onal converted to a “no-frills” airline on most of the 
domes�c routes. Now a �cket covered only the cost of the seat and 1 checked in baggage and 1 cabin baggage. 
Going further, baggage allowance was reduced to economize on space and fuel requirements. To avail any other 
facility, the flyer wanted had to purchase extra. Another measure taken was to offer last-minute deals of �ckets at a 
heavy discount if the flight is not fully occupied. Vacant seats are “perishable”, therefore instead of le�ng them go 
empty, the flight can be filled at cheaper rates. This yield management measure based on capacity u�liza�on was 
expected to increase market share and subsequently the airline's revenue. Tickets could be booked online using 
the internet rather than through �cket kiosks maintained by the airline at various loca�ons in selected ci�es.

In order to quickly respond to a compe�tor's move, the pricing and marke�ng staff were given sufficient autonomy 
to make this price war work. Therefore, in many situa�ons, decisions could be taken even without the prior 
approval of the top management. Meanwhile adding to the s�ff compe��on, fuel prices have been soaring in the 
last few years. Maintenance of aircra�s, staff compensa�on and other overheads have also been increasing. 
Landing fees in major airports have increased manifold due to conges�on and limited slots on account of mul�ple 
airline operators vying for limited slots.

Given this scenario, a�er 5 years of opera�ons, the management at Wings Interna�onal found that they were not 
able to generate sufficient profits on many of the domes�c routes. A price discount by a compe�tor had to be 
matched with a similar price discount by Wings Interna�onal and vice versa. Offering last minute deals to fill up 
capacity did not generate addi�onal revenue. The volume of last minute flyers was low. It was found that most 
flyers booking at the last minute were anyway “price indifferent”. Had the deals not been offered, the flyer would 
have been willing to pay more money anyway to use the airline. Therefore, neither did these deals generate extra 
customers nor extra revenue.

COMPETITIVE 
ADVANTAGE 

AND CONTROL
 SYSTEM

Case Study 

283
CA,	CFA	(USA),	CPA	(USA)		PRAVEEN	KHATOD	-	Best	Faculty	in	India	for	SFM	&	SCMPE	(COST)

BUDGETARY	CONTROL

Source: ICAI 

Alpha Academy Book 
Volume 4 - Pg 283



Wings Interna�onal has always been perceived to cater the premium segment traveller, therefore par�cipa�ng in 
this price war had been contrary to its image of a premium quality airline. This le� a sec�on of the customers 
confused about the product offering. Therefore, the management of Wings Interna�onal decided to discon�nue 
its discount pricing strategy and exit the "low cost" airline business. The �ckets are now being offered at its usual 
“full service” rates. This strategy is proposed to be followed for both current and prospec�ve projects and 
opera�ons.

The government has been formula�ng policies that are aimed at changing the landscape of the avia�on sector. 
Airports are being built in smaller ci�es and towns that un�l date did not have one. This will improve connec�vity 
within the country. It will increase air traffic as the public now has an alternate means to travel other than road and 
rail transport. Instead of flying between two small airports directly, Wings Interna�onal proposes to develop a 
model where flyers from smaller towns are connected to one of the major metro ci�es which will serve as a main 
hub. For Wings Interna�onal, the cost of opera�ons will be lower as compared to flying point to point between the 
two small airports. For the passengers, be�er connec�vity and more route op�ons will be available. For example, a 
flyer from a smaller city, wan�ng to go to a des�na�on abroad can now reach the nearest hub by flying with Wings. 
From the hub, Wings Interna�onal can fly the passenger further to the desired des�na�on abroad in its 
interna�onal fleet. For the flyer, this is a be�er alterna�ve as compared to reaching the hub by say road transport. 
For Wings Interna�onal, the proposi�on broadens its customer base. To this effect, Wings Interna�onal is already 
scou�ng the market for smaller aircra�s that can be operated more economically on the hub-spoke route. Also, it 
is in talks with for partnership with other airlines, hotels, car rentals in order to offer a�rac�ve holiday packages to 
customers. Since most of the other airlines do not have the scale of opera�ons to achieve the “hub-spoke” model 
or the ability to offer holiday packages, Wings Interna�onal iden�fies this as a unique proposi�on that it can offer 
its customers. This �me the proposed tag line for its adver�sement would be “WINGS TO FLY ANYWHERE, 
ANYTIME”. Also, Wings Interna�onal proposed to increase the turnaround �me of flights for be�er capacity 
u�liza�on.

Ticket booking is s�ll offered over the internet. In the past, customers like this op�on due to the convenience it 
offered. Dedicated customer service lines available 24×7 to resolve issues is proposed.

The management of Wings Interna�onal wants to have a seamless implementa�on of this project. This could be a 
game changer for the company that will help it consolidate its posi�on in the avia�on industry. Therefore, a 
mee�ng has been called to discuss cri�cal repor�ng that needs to be in place that ensures a successful launch.

Required

(i) EVALUATE the strategy adopted by Wings Interna�onal in becoming a “no frills” airline. 

(ii) IDENTIFY the strategy adopted by Wings Interna�onal for the proposed project. 

(iii) The en�re strategy of Wings Interna�onal for the proposed project depends on informa�on available 
about the future outlook in the industry. RECOMMEND guidelines to the management to put in place a 
control repor�ng mechanism that can enable Wings Interna�onal to take preven�ve measures to avoid 
errors in its strategy. 

(iv) In its previous venture, it took 5 years for Wings Interna�onal to decide to exit the “no frills” airline 
opera�ons. To avoid a delay in taking such decisions, RECOMMEND guidelines to the management to put 
in place a control repor�ng mechanism that can enable Wings Interna�onal to correct its errors and 
make changes in its opera�ons in a more �mely manner.
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(i) Wings Interna�onal is a premium segment airline charging “full service” rates for its 
 �cket. However, due to intense compe��on in the domes�c market, it adopted a 
 “low-cost advantage” strategy. Low-cost advantage  o r  c o s t  l e a d e rs h i p  wa s 
 achieved through following measures: 

(a) Becoming a “no-frills” airline, where the �cket included only the seat and 1 
each of cabin and checked in baggage. All other facili�es had to be purchased 
extra. 

(b) Baggage allowance reduced to economize of space within the flight and save on fuel costs. 

(c) Online �cket booking facilitated so that the number of �cket kiosks maintained by the airline were 
reduced.” 

Cost leadership enabled it to offer “low cost” fares to the customers that was generated through (a) giving 
huge discounts on �cket prices and (b) yield management of �cket price based on capacity u�liza�on of the 
flight. Although, due to its long-standing image as a premium airline, the transforma�on to a “no frills” 
airline could have caused confusion about the product offering in the minds of discerning traveller, who 
expect higher service quality. This could have eroded the customer base in this segment. 

This “Low-cost advantage” strategy did not work due to the following reasons: 

(a) Price war from compe�tors reduced the �cket prices to levels that were unviable to Wings 
Interna�onal. 

(b) Variable prices to fill up flight capacity worked against the airline, since it was found that these flyers, 
due to their immediate need, may have willing paid a higher price for the �cket than what was offered 
as part of the deal. These flyers were “price indifferent” which should have been used to Wings 
Interna�onal's advantage and not against it. 

(c) Costs of opera�ons including fuel prices, aircra� maintenance, staff compensa�on, overheads such as 
landing fees had been rising in the recent years. 

Due to the above reasons, Wings Interna�onal's venture as a low-cost airline became unviable.

(ii) Wings Interna�onal plans to foray into offering its service to flyer from smaller ci�es. This �me it has adopted 
a “differen�a�on advantage” strategy. It is marke�ng in the following ways as being different from its 
compe�tors: 

(a) Offering a “full service” price where high quality facili�es are provided to the traveller. Facili�es offered 
ranging from on flight meals and entertainment, be�er sea�ng op�ons, liberal baggage allowance and 
transfer facility etc. differen�ate Wings' airlines from its “low cost, no frills” compe�tors. 

(b) Ability to offer more connec�vity to flyers as compared to other airlines using its unique “hub-spoke” 
model. “Wings to fly anywhere, any�me” is a catchy line to present this concept to poten�al 
customers. 

SOLUTION
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(c) Ability to offer vaca�on packages due to strategic �e-ups with other airlines and hospitality providers 
like hotels, car rentals etc. 

(d) Product differen�a�on can also be made between the road and rail transport providers. It can be based 
on rela�ve facili�es offered and be�er connec�vity, if not based on rela�ve cost of travel. 

(e) Dedicated customer service lines providing support to customers to resolve issues. 

Superior quality, customer responsiveness and innova�on will enable Wings Interna�onal to consolidate its 
posi�on in the industry in the long run. 

(ii) Management Control Report – Feed-forward Control Report 

 Management control is required to set performance measure to determine if the desired objec�ves of the 
company are being achieved or not. Control is required at every stage before the ac�vity commences, while 
the ac�vity is being performed and a�er the ac�vity has been completed. Accordingly, control reports 
generated could be Feed-forward reports (prior), concurrent reports (during) and feedback reports (a�er). 

 When the management of Wings Interna�onal wants to have a repor�ng system that enables to take 
preven�ve measures, it would need to have a “Feed-forward” control. This control will help measure the 
error before it actually takes places. Preven�ve measure can then be taken to change the opera�onal 
variables to achieve the desired result. Guidelines to implement a “Feed-forward” control are as follows: 

(a) Through planning and analysis is required. In the case of Wings Interna�onal, the proposal should be 
planned and analysed at various levels. The strategy of selec�on of appropriate routes, “full service” 
pricing, strategic partnerships, financing the proposal need to be taken at a higher level of 
management. Decisions rela�ng to flight opera�ons, procurement of supplies like fuel, marke�ng, 
human resource planning etc. can be done by the management in charge of opera�ons. 

(b) Careful discrimina�on must be applied in selec�ng input variables. Planning and analysis should be 
done in an integrated fashion. There should be synergy in the thinking at an opera�onal level and top 
management strategic level.

(a) Feed forward mechanism should be kept dynamic. Wings Interna�onal should keep a close watch on 
the government policies and its implementa�on in the civil avia�on sector. Repor�ng may be done in 
pre-determined intervals say a monthly feedforward repor�ng can be decided upon. Changes to plans 
should be made in a �mely fashion to make them relevant. 

(b) A model control system should be developed. Authority and responsibility for various func�ons need 
to be determined and clearly defined while developing this model. 

(e) Data on input variables should be collected regularly. For example, Changes in fuel prices, which form a 
large share of expenses, have to be tracked con�nuously. If the prices are expected to fluctuate widely, 
hedging op�ons or long term price agreements with suppliers can be considered. 

286
CA,	CFA	(USA),	CPA	(USA)		PRAVEEN	KHATOD	-	Best	Faculty	in	India	for	SFM	&	SCMPE	(COST)

BUDGETARY	CONTROL



(f) Feed-forward control requires ac�on. At the �me of implementa�on, the control model developed 
should be followed in order to establish a systema�c course of opera�ons. 

(ii) Management Control Report – Feedback Control Report 

These are control reports that provide feedback about the opera�ons. It tracks the actual results with the 
budgeted / forecasted results. These reports in themselves do not cause a change in performance. The 
management has to take �mely ac�on to correct the errors and change its opera�ons, if required. 

Guideline to implement this repor�ng system are as follows: 

(a) Feedback report should disclose both accomplishment and responsibility. As discussed in the feed 
forward report, Wings Interna�onal would have already put in place an organiza�onal structure 
defining individual authority and responsibility. Performance should be tracked accordingly, so that 
individual performance can be assessed. 

(b) Feedback reports should be extracted promptly. The management has to decide the interval at which 
these reports need to be generated. The interval should be such, that changes required can be 
assessed and ac�on can be taken in a �mely manner. In the previous instance, Wings Interna�onal had 
given autonomy to the marke�ng and pricing division to take decisions to meet the compe�tor's 
ac�ons. It took five years to determine that the project was unviable. However, a �mely repor�ng 
mechanism such as a feedback report should have been in place to appraise the top management 
about the decisions taken. This informa�on would have enabled the top management to make an 
earlier assessment as to the viability of “no frills” airline. 

(c) Feedback reports should disclose trends and rela�onships. Trends could be customer travelling 
preferences, deals offered by compe�tors or other changes in flight opera�ons. Rela�onships could be 
supplier rela�onships, customer rela�onships, strategic partner rela�onships etc. Informa�on 
generated from all these areas should be collated in order to provide proper feedback to the 
management. 

(d) Feedback reports should disclose varia�ons from standards. These standards could be from financial 
budgets or from non-financial metrics iden�fied as key performance indicators. For example, delay in 
flight opera�ons could be a non-financial metric that can be tracked against an expected standard set 
in the planning stage. The informa�on metric for actual opera�ons should be assessed in the same 
manner with which the standard was set. For example, a flight delay in opera�ons could be a delay in 
arrival beyond 15 mins. This same standard should be used to assess actual performance. 

(e) Feedback reports should be in a standardized format. It should be easily understood and well 
presented to the management. Facts should be stated without ambiguity and in a standard manner.
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Same Ques�on in Alpha Academy Book 
Volume 1 - Pg 139



Ques�on 24

‘Pris�ne Makers' is one of the largest laundry service provider for Suits. The firm has set a price of ₹ 510 for 
cleaning the “suit set”. 'Pris�ne Makers' derived this price as follows: cleaning materials ₹ 35, labour (3 hrs. @ 
₹ 50 per hr.) ₹ 150, variable overheads ₹ 70, fixed overheads (3 hrs. @ ₹ 15 per hr.) ₹ 45 plus mark-up 70% on 
total cost. 'Pris�ne Makers' is known for its quality work and �mely delivery; hence, customers are willing to 
pay this premium price. Firm's employees receive a fixed salary. The “hourly rate” ₹ 50 is arrived by dividing 
the total salary by the total number of hours available. Variable overheads depend on the number of suits 
cleaned whereas fixed overheads rate is derived at by dividing the total cost of all related expenses by the 
number of labour hours available. Fixed overheads generally include office rent and administra�ve salary.

A local hotel approached 'Pris�ne Makers' as the regular cleaners of these suits are on strike, about the 
possibility of cleaning 130 suits in coming week and they need the work done on a rush basis. 'Pris�ne Makers' 
has sufficient quan�ty of required cleaning material in stock for special order. It perceives that it could 
complete 60% of the special order during normal working hours. However, to complete the remaining 40%, 
some employees will have to work over�me. Over�me hours are paid at premium, which could be �me and 
half the normal hourly rate.

Required
(i) ADVISE the price it shall quote for the special order?

(ii) Does special order decision deal with excess supply or excess demand? ANALYSE.

(iii) Whether such special order be accepted on rush basis? COMMENT.

ICAI Case Study Digest

S

L D R

Op�onal

Solu�on:

(i) Firms can face situa�ons where they are confronted with the opportunity of offering for a one- �me special 
order. In this situa�on only the incremental costs of undertaking the order should be taken into 
considera�on. Quote should be made at prices that exceeds incremental costs. Any excess of revenues over 
incremental costs will provide a contribu�on to commi�ed fixed cost which would not otherwise have been 
gained.

 Pris�ne Makers' can use the incremental cost numbers for pricing the 'rush order'. The minimum price that 
firm would charge is ₹ 195 per suit (= ₹ 25,350/130). This price is well below normal price of ₹ 510.

Par�culars Amount (₹)

Cleaning materials (130 × ₹ 35) 4,550

Labour (130 × 3 × 40% × ₹ 50 × 1.5) 11,700

Variable Overheads (130 Suits × 70) 9,100

Incremental Cost 25,350

Alpha Academy Book 
Volume 1 - Pg 139



 However, in decision making other condi�ons are equally important. For instance, if this is a one-�me deal 
with no prospect of repeat business, then 'Pris�ne Makers' might well charge a premium over the normal 
price. Long-term implica�ons also ma�er. The prospect of “ge�ng a foot in the door” to quote for future 
business would push the price downward. Therefore, 'Pris�ne Makers' can price based on both the shortrun 
benefits from accep�ng the order and the long-run consequences.

(ii) Such special order definitely gives 'Pris�ne Makers' opportunity to earn more profits, however, other aspects 
also need to be analysed. There is excess of cleaning material, if the current special order does not use up 
available stock, the firm could store the cleaning material for later use. It is most likely that 'Pris�ne Makers' 
fixed overhead costs will not change due to the special order which mainly consists of rent and 
administra�ve salaries. If 60% of the special order could be completed during normal working hours, then 
the firm clearly has some excess capacity in terms of labour hours. However, for the remaining 40% of the 
special order, labour will have to work over�me and will be paid 1.5 �mes. This clearly indicates that different 
resources in the 'Pris�ne Makers' have differing capacity levels; a decision may impose constraints on 
par�cular resource. It is necessary to consider the opportunity cost of each resource when compu�ng the 
total cost of a special order.

(iii) There are two sides in this scenario. On the one side, firm can earn more profits by taking the special order.

 On the other side, the order received needs to be delivered urgently. Therefore, accep�ng such rush orders 
may affect the quality of service and also �mely delivery may not be complied with. Hence, the goodwill and 
brand name will be affected which in turn will affect the future profitability. Though immediate monetary 
benefits are seen, long �me consequences also need to be analysed before accep�ng such rush orders. The 
firm manager would need to consider both the short-run benefits from accep�ng the order and the long-run 
consequences on profitability.



Same Ques�on in Alpha Academy Book 
Volume 4 - Pg 278



Study Material, MTP Apr 2019

Real Petroleum Corpora�on manufactures lubricant oils for motor vehicles (two wheelers, 
four wheelers and heavy vehicles). The company offers lubricant oils in various packages 
ranging from a 100 ml pouch to a 200 litres drum. About 70% of lubricant sales comprise are 
made in the form of 900 ml 'cans'. The process of manufacturing and packaging lubricant 

oils are given below:

− Base oil of required grade are imported from middle east. 

− The base oil are blended with addi�ves at the manufacturing plants at specified 
temperatures to produce lubricant oils. 

− The oil is stored for a day to bring the temperature to normal. 

− The plant has an automated bo�ling facility. The operator is required to preset the quan�ty and number 
of 'cans' to be filled in a computerised system. No manual interven�on is required therea�er. 

− The product is filled in 'cans' at the first stage of packaging with 900 ml of product. 

− Caps are fixed on the 'cans' and sealed at the second stage of packaging. .

− The product is weighed at third stage of packaging (a conversion factor is used to cover volume into 
weight) before the 'cans' are packed into a carton.

Any 'can' having lesser quan�ty of oil is removed before the 'cans' are packed into the cartons. The 'cans' which 
are short filled cannot be reused. Once the seal is broken, the 'can' is of no use. There is no process by which the 
oil in short filled 'can' could be reused. Hence the product is wasted.

The company is considering a proposal to add a component in its packaging unit to avoid losses arising out of 
quan�ty issues in packaging. The component will be installed a�er the first stage of packaging. The component 
will measure the volume of product and will forward the 'can' for capping and sealing only if the quan�ty in 
'cans' is correct. In case the 'can' does not have required volume of product, the 'can' will be topped up with 
balance product before the capping and sealing process. The company will be able to achieve 0% wastage due to 
short filling a�er implementa�on of new system.

Required:

Using the context of control systems, IDENTIFY and EXPLAIN the type of control which is exis�ng in the company 
and the type of control which is proposed.
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Solu�on:

What is Control?
Control is a management func�on of establishing benchmarks and comparing actual 
performance against the benchmarks and taking correc�ve ac�ons. Control is 
required at all levels of organisa�on to ensure that the organisa�on achieves its 
intended objec�ve. There are two types of control systems - Feedback Control and 
Feedforward Control.

Feedback Control
Feedback Control is a control ac�vity that takes place a�er a process is complete. It is also known as post ac�on 
control. If any problem is iden�fied a�er a process is complete, a correc�ve ac�on is taken to rec�fy the 
problem. Feedback control provides informa�on only a�er the process is complete and some�mes a significant 
�me is lost to take correc�ve ac�on. Feedback-based systems have the advantage of being simple and easy to 
implement.

Real Petroleum currently has a feedback control mechanism in place. The actual volume of the product is 
measured at the end of the packaging process. The current control process is that any 'can' which is short filled is 
not packed in the carton. This ensures that a lower quan�ty of product is not supplied into the market. The 
current control system, however leads to product losses as iden�fica�on of short-filled 'cans' at the end of 
process is not useful to the produc�on process. In case, there is a huge varia�on in the final packaging, the 
packaging system can be reviewed to ensure that such problems do not acquire in the future.

Feed-forward Control
Feed-forward Control is also referred to as a preven�ve control. The ra�onale behind feed-forward control is to 
foresee poten�al problems and take correc�ve ac�on to ensure that the final output is as expected. Feed-
forward controls are desirable because they allow management to prevent problems rather than having to cure 
them later. Feedforward control are costly to implement as it requires addi�onal investment and resources. 
These are designed to detect devia�on some standard or goal to allow correc�on to be made before a par�cular 
sequence of ac�ons is completed.

The proposed system in Real Petroleum is a Feedforward control. In this case, any short filling is iden�fied in the 
packaging process itself and correc�ve ac�on is taken to ensure that the final packed 'can' has proper quan�ty 
of product. The new process is beneficial to the company as the wastage arising out of the packaging process 
can be avoided. The savings must be compared with the cost required to modify the packaging process before 
finalising on whether the new system should be implemented or not.
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Same Ques�on in Alpha Academy Book 
Volume 3 - Pg 258



Ques�on 8

Pixel Limited is a toy manufacturing company. It sells toys through its own retail outlets. It purchases 
materials needed to manufacture toys from a number of different suppliers. Recently, due to the en�ty of 
few reputed foreign brands in the toy market and par�cularly in the segment in which Pixel Ltd. is doing 
business, it is facing a threat to operate profitably. 

Each toy requires 4 kg. of materials at ₹ 19 per kg. and 5% of all materials supplied by the suppliers are found 
to be substandard. Labour hour requirement for each toy is 0.4 hour at ₹ 120 per hour. 

Market research has determined that the selling price will be ₹ 240 per toy. The company requires a profit 
margin of 15% of the selling price. Expected demand for toy in the coming year will be 50,000 toys. Sales and 
variable overhead per unit for the four quarters of the year will be as follows: 

Q1 Q2 Q3
(Fes�ve season)

Q4
(Fes�ve season)

Sales (units) 7,500 9,000 15,500 18,000

Variable overhead per unit (₹) 22 22 24 25

Total fixed overheads are expected to be ₹ 6,25,000 for each quarter. 

The produc�on manager has decided to produce 12,500 units in each quarter. Inventory holding costs will be 
₹ 18 per unit of average inventory per quarter. Inventory holding costs are not included in above. 

Normal produc�on capacity per quarter is 15,000 toys. The company can produce further up to 6,000 units 
per quarter by resor�ng to over�me working. Over�me wages will be at 150% of normal wage rate. 

Assume zero opening inventory. 

Required 
(a)  

(i) CALCULATE the cost gap that exists between the total cost per toy as per the produc�on plan and 
the target cost per toy.          

(ii) DISCUSS how just-in-�me purchasing and just-in-�me produc�on will remove the cost gap 
calculated in (i) above. Show calcula�ons in support of your answer.    

(b) EXPLAIN, how implementa�on of JIT produc�on method can be a major source of compe��ve 
advantage and success of the company.        
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Solu�on:

(a) (i) Cost gap between Total Cost per toy as per the produc�on plan and the Target Cost per toy
Target Cost per toy

Sr. 
No.

Par�culars ₹ per 
unit

For Annual Sales 
of 50,000 units

1 Selling Price per toy 240 1,20,00,000

2 Required Profit Margin 
(15% of selling price =15% × ₹ 240 per unit)

36 18,00,000

3 Target Cost per annum (Step 1 - 2) 1,02,00,000

4 Target Cost per toy (Step 3 / 50,000 units) 204.00

  Therefore, Target Cost is ₹ 204 per toy. 

 Total Cost as per produc�on plan
  Pixel Ltd. has an annual produc�on requirement of 50,000 toys, which is also its annual sales. 

Given that opening inventory for the first quarter is nil. The produc�on manager wants to 
produce 12,500 units per quarter irrespec�ve of the sales demand for the quarter. This implies 
that during some quarters, there might be unsold inventory, for which inventory holding cost has 
to be borne. This type of produc�on is called “produce to stock”.

Produc�on Schedule and Inventory Holding Cost for the year

Sr. 
No.

Par�culars Q1 Q2 Q3 Q4 Total for 
the year

1 Opening Stock 
(units)

_ 5,000 8,500 5,500

2 Produc�on (units) 12,500 12,500 12,500 12,500 50,000

3 Sales (units) 7,500 9,000 15,500 18,000 50,000

4 Closing Stock (units) 
(Step 1 + 2 – 3)

5,000 8,500 5,500 _

5 Average Inventory = 
(Step 1+ Step 4)/ 2

2,500 6,750 7,000 2,750

6 Inventory Holding 
Cost (Average 
Inventory × ₹ 18 per 
unit of Average 
Inventory)

₹ 45,000 ₹ 1,21,500 ₹ 1,26,000 ₹ 49,500 ₹ 3,42,000

259

CA,	CFA	(USA),	CPA	(USA)		PRAVEEN	KHATOD	-	Best	Faculty	in	India	for	SFM	&	SCMPE	(COST)

LEAN	SYSTEM	&	INNOVATION



Total Cost of Produc�on per toy as per produc�on plan

Sr. 
No.

Par�culars Q1 Q2 Q3 Q4 Total for 
50,000 units

1 Direct Material Cost per 
unit (Note 1)

₹ 80 ₹ 80 ₹ 80 ₹ 80 ₹ 40,00,000

2 Direct Labour Cost per 
unit (Note 2)

₹ 48 ₹ 48 ₹ 48 ₹ 48 ₹ 24,00,000

3 Variable Overhead Cost 
per unit

₹ 22 ₹ 22 ₹ 24 ₹ 25 ₹ 11,62,500

4 Total Variable Cost per 
unit for the quarter 
(other than inventory 
holding cost) [Steps 1+ 
2+3]

₹ 150 ₹ 150 ₹ 152 ₹ 153

5 Produc�on (units) for 
the quarter (refer 
produc�on schedule 
above)

12,500 12,500 12,500 12,500 50,000

6 Total Variable Cost for 
the quarter (other than 
inventory holding cost) 
[Step 4 × Step 5]

₹ 18,75,000 ₹ 18,75,000 ₹ 19,00,000 ₹ 19,12,500 ₹ 75,62,500

7 Inventory Holding Cost 
for the quarter (refer to 
the produc�on schedule 
above)

₹ 45,000 ₹ 1,21,500 ₹ 1,26,000 ₹ 49,500 ₹ 3,42,000

8 Fixed Overheads ₹ 6,25,000 ₹ 6,25,000 ₹ 6,25,000 ₹ 6,25,000 ₹ 25,00,000

9 Total Cost [Step 6 + Step 
7+Step 8]

₹ 25,45,000 ₹ 26,21,500 ₹ 26,51,000 ₹ 25,87,000 ₹ 1,04,04,500

10 Total Cost per toy as per 
produc�on schedule 
(Step 9 / 50,000 units)

₹ 208.09
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  Note 1 

  Each toy requires 4kg of material, 5% of all materials is substandard. Therefore, procurement 
should factor this substandard quality. 

  Material required per unit = 4 kg / 95% = 4.21 kg 

  Material Cost per toy produced = 4.21 kg × ₹ 19 per kg = ₹ 80 per unit 

  Note 2 
  Each toy requires 0.40 hours. Rate per hour is ₹ 120 per hour. 

  Therefore, Cost per toy = 0.40 × ₹ 120 = ₹ 48 per unit 

  Cost Gap
  = Total Cost per toy as per produc�on schedule – Target Cost per toy 
  = ₹ 208.09 - ₹ 204.00 per toy
  = ₹ 4.09 per toy 

  JIT System
 (ii) Just in Time Purchasing and Just in Time Produc�on is aimed at elimina�ng inventory holding of 

raw material and finished goods respec�vely. Components are purchased only when there is a 
requirement in the produc�on process. Similarly, finished goods are produced only when there is 
a demand for them. This type of produc�on is called “produce to order”. Hence, there is neither 
any opening inventory nor any closing inventory, thereby no inventory holding cost.

  In the given problem, this savings is off-set by the extra payment to be made to labor for over�me. 
Produc�on capacity is 15,000 toys per quarter. This can be increased by 6,000 toys per quarter by 
incurring addi�onal over�me cost. 

Sr. 
No.

Par�culars Q1 Q2 Q3 Q4 Total for 
the year

1 Opening Stock (units) - - - -

2 Produc�on (units) 7,500 9,000 15,500 18,000 50,000

3 Sales (units) 7,500 9,000 15,500 18,000 50,000

4 Closing (units) - - - -

5 Inventory Holding Cost - - - -

6 Produc�on Beyond Capacity of 
15,000 Toys per quarter (units)

- - 500 3,000
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Total Cost of Produc�on under JIT System

Sr. 
No

Par�culars Q1 Q2 Q3 Q4 Total for 
50,000 units

1 Direct Material Cost per unit 
(Note 1)

₹ 76 ₹ 76 ₹ 76 ₹ 76 38,00,000

2 Direct Labour Cost per unit ₹ 48 ₹ 48 ₹ 48 ₹ 48 24,00,000

3 Variable Overhead Cost per 
unit

₹ 22 ₹ 22 ₹ 24 ₹ 25 11,85,000

4 Total Variable Cost per unit 
(Steps 1+2+3)

₹ 146 ₹ 146 ₹ 148 ₹ 149

5 Produc�on (units) for the 
quarter (Refer JIT 
produc�on schedule above)

7,500 9,000 15,500 18,000 50,000

6 Total Variable Cost for the 
quarter (Step 4 × Step 5)

₹ 10,95,000 ₹ 13,14,000 ₹ 22,94,000 ₹ 26,82,000 ₹ 73,85,000

7 Produc�on (units) for the 
quarter in excess of capacity 
(Refer JIT produc�on 
schedule above)

--- --- 500 3,000 3,500

8 Over�me Labour Cost for 
produc�on in excess of 
capacity (Note 2) [Step 7 × 
0.40 × 50% ×₹ 120 per hour]

₹ 0 ₹ 0 ₹ 12,000 ₹ 72,000 ₹ 84,000

9 Fixed Overheads ₹ 6,25,000 ₹ 6,25,000 ₹ 6,25,000 ₹ 6,25,000 ₹ 25,00,000

10 Total Cost for produc�on 
under the JIT System (Step 6 
+ Step 8+ Step 9)

₹ 17,20,000 ₹ 19,39,000 ₹ 29,31,000 ₹ 33,79,000 ₹ 99,69,000

11 Total Cost per toy as per 
produc�on schedule (Step 
10 / 50,000 units)

₹ 199.38
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  Note 1 
  Carefully selected suppliers of delivering high quality materials in a �mely manner directly at the 

shop floor, reducing the material receipt �me and loss due to sub-standard material. 

  Note 2 
  Over�me wages are 150% of normal wage rate. Therefore, for every toy produced over the 

quarterly produc�on capacity of 15,000 toys, 50% extra wage over and above the hourly rate has 
to be paid as over�me wages. Each toy needs 0.40 hours for produc�on. Therefore, over�me cost 
for excess produc�on = excess produc�on units × 0.40× 50% ×₹ 120 per hour. 

  Cost Gap
  The cost of produc�on per toy under the JIT system is ₹ 199.38 per toy as compared to the target 

cost of ₹ 204 per toy and save ₹ 4.62 per toy. 

  The savings primarily comes from elimina�ng the inventory holding cost of ₹ 3,42,000 per annum 
and sub- standard material cost of ₹ 2,00,000 per annum under the previous produc�on system. 
This is slightly offset by the addi�onal cost of ₹ 84,000 per annum that has to be paid towards 
over�me labor charges and ₹ 22,500 towards addi�onal variable overheads. 

  However, by switching to the JIT system, Pixel Ltd. could reduce its produc�on cost below the 
target cost per toy.

  Note: This ques�on can also be solved by assuming “con�nued material wastage” due to 
             sub-standard material from suppliers.

(b) JIT system aims at: 
§ Mee�ng customer demand in a �mely manner. 

§ Providing high quality products and 

§ Providing products at the lowest possible price. 

 The main features of the JIT produc�on system are: 

 Refer Chapter Theory - Main Features of  JIT Produc�on System 
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Same Ques�on in Alpha Academy Book 
Volume 5 - Pg 133



Shak� Automobiles Limited (SAL) is a leading ba�ery-based e-rickshaw manufacturing 
firm, under brand 'Shah Swaari' in three models – Super, Star,  and  Speed.  SAL  started  this 
business around 5 years back when it was only manufacturer of such e-rickshaw. SAL 
manufactures all assembly components themselves, irrespec�ve of fact that these 
components can be acquired from market at a cheaper rate. Major component of total 
costs in manufacturing of such e-rickshaw is variable in nature. Company was performing 
well, earning reasonable and enjoyed large market share up-�ll two year ago majorly due 
to first mover advantage. But due to increasing compe��on as new entrant coming into 
market and rough macro-economic condi�ons, market share starts shrinking;  resultantly  
profit  starts declining.  If no major steps taken, then company may run into red in year to 
come.

Mr. Pillai, CEO a�ended some workshop last week, where he learned about the  lean management and techniques 
of cost management. He asked Mr. Reddy, Chief Management Accountant to report on underlying reasons behind 
current performance with available set of possible solu�on. Mr. Reddy immediately convened a mee�ng of top 
ranked officers, which is chaired by CEO, at mee�ng.

Mr. Swami, VP Marke�ng men�oned that it is difficult to maintain same level of sales in upcoming years because 
price of Shah Swaari is much higher than price offered by all the compe�tors in market. Quality and features of 
other are also similar.

Mr. Du�a, Customer Rela�on Officer also supported Mr. Swami and said that the popularity of their product is 
declining, he quoted that he receives lot of complaints from buyers in e-mailsand tele-calls due to manufacturing 
defects, which arise in product within a month period of purchase and frequency of such calls and emails have 
increased in recent years. He also men�oned that in some cases, customer reported that assembled part did not 
belong to model they purchased, and some customers say, assembly is not as per specifica�on provided.

Mr. Sodhi, Head Workshop & Repairs agrees that the  repair issues in case of recently sold vehicle have been 
increased.

Mr. Murthy, VP Produc�on & Opera�ons who recently joined the SAL replied, firstly large percentage of worker are 
unskilled; secondly due to large amount and categories of  raw materials, dumped by store at produc�on floor; 
that's  too  well  prior  to  need.  These  two reasons cause worker fails to differen�ate among parts which  appear  
similar.  He  also men�oned en�re business process, especially produc�on process is quite old  and contains 
certain ac�vi�es which are purely unnecessary,  he also  highlight  importance  of  industry  4.0 and give stress on 
business  re-engineering  through  ar�ficial  intelligence,  machine  learning, etc.

Mr. Naidu, VP Purchases immediately  responded  about  economics  of  discount  involved behind purchase of 
large quan�ty and also men�oned buying too less may lead to stock-out situa�on.

Required
You were also presented at  mee�ng  as deputy to Mr.  Reddy. Post mee�ng  you came  back to your desk and start 
working. Mr. Reddy called to you to his cabin, on reach to his cabin; he asked you to prepare dra� of report 
(ADVISE) seek by  CEO; and meet him with copy of dra� a�er half an hour from now. 

Case Scenario

Source: 
ICAI 
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Report
Addressed to:
Office of CEO,
Shak� Automobiles Limited (SAL). D
ated – 19th Jan 2021

Report on underlying reasons behind current performance and Lean Management, 
Cost Management tools

(i) First reason behind weak financial performance is highlighted by Mr. Swami i.e., Price of SAL's Product Shah 
Swaari is much higher than price offered by all the compe�tors in market. Quality and features of other 
products are also similar.

 Target Cos�ng as cost management technique can be applied. Since market condi�on are s�ff and 
bargaining power of customers is high due to mul�ple compe�tors, and these compe�tors are selling the 
product at price  lesser  then price offered by SAL. Hence, price offered by such vendors should be considered 
as 'Target Price' and a�er reducing 'Target Profit' from same 'Target Cost' can be iden�fied. Produc�on, 
opera�ons facili�es along with product need to be reengineered to achieve such 'Target Cost'.

(ii) Second reason is that SAL manufactures all assembly components themselves, irrespec�ve of fact that  
these  components can be acquired  from market  at a  cheaper rate.

 Relevant cost of both, 'Make or Buy' needs to be compared. As men�oned, that major component of total 
costs in manufacturing of such e-rickshaw is variable in nature, hence, such major component of costs can be 
controlled if SAL  buy  the  all  the components instead of Making them.

 Only those products need to be made in house whose variable cost of manufacturing is less then market 
price and vice versa.

(iii) Third and major reason is popularity of their product is declining, this is evident from declining in market 
share and lot of complaints from buyers in e-mails and tele-calls for manufacturing defects.

 Since these defects arise in product within month period of purchase. Hence, product needs to be looked at. 
Further, some of cases customer reported that  assembled part is not belonging to model they purchased 
and some customers say assembly is not as per specifica�on provided. Hence, quality is needed to be 
ensured in the product delivered.

 One of way to look at 'Quality' is conformance to need of customer, to ensure same Total Produc�vity 
Management/ Total Quality Management supported by Six Sigma need to be applied as part of Lean System 
Management.

 Total Quality Management is management of en�re process, including planning process, to meet 
customer's requirements. PRAISE analysis can be used in order  to achieve improve quality.

LEAN	SYSTEM	&	INNOVATION
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 Using DMAIC (Define, Measure, Analyse, Improve and Control) methodology  of  Six Sigma, exis�ng business 
process can be improved to ensure customer  sa�sfac�on, reducing cycle �me and reduc�on in waste also.

(iv) Fourth reason being large percentage of worker are unskilled. Each worker should be provided with requisite 
training. Through Kaizen, workers should be involved into improvement of exis�ng process so that they 
become able to address small problems or improve a process.

(v) Fi�h and second major reason is large amount and categories of raw materials, dumped by store at 
produc�on floor; that's too well prior to need. This reason may be root cause of one of complaint by 
customer that assembled part does not belong to  model  they purchased.

 
 JIT can be implemented as part of lean system. JIT is pull system of produc�on, with single piece flow a�er 

considering takt �me. In JIT, produc�on facility needs to be integrated with vendor system for signal  
(Kanban)  based  automa�c  supply  which depends upon demand-based consump�on. Under JIT system of 
inventory storage cost is at lowest level due to direct issue of material to produc�on department as and 
when required and resultantly less/no material lying over in store or produc�on floor.

 Note - Takt �me is the maximum �me to meet the demands of the customer, this will help to decide the 
speed of/at manufacturing facility. Heijunka can be applied  in order to reduce varia�on between takt �mes 
over the produc�on.

 Cost benefit analysis of 'reduc�on in storage cost along with opportunity cost saved' and 'increase in 
ordering cost, purchase cost along with stock-out cost' need to be made.

(vi) Sixth reason for low performance is old established businesses processes, especially produc�on processes 
and contains certain ac�vi�es which are purely unnecessary.

 
 Value Analysis needs to be applied in order to ensure maximum value to customer by elimina�ng ac�vi�es 

which are not value genera�ng, this will control cost also, that too strategically.
 
 Process Innova�on and Business Process Re-engineering can also be applied. Re- engineering is rethinking 

and radical design of business process in order to achieve improvement. It will help the SAL to keep them at 
par with changing technology by synchroniza�on along with redesign, retool the business process.

Further details can be tabled on requisi�on basis.

Closure of Report

Mr. Reddy,

Chief Management Accountant

(For Management Accoun�ng Division) 

Shak� Automobiles Limited
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Same Ques�on in Alpha Academy Book 
Volume 4 - Pg 307



The Board of Directors mee�ng of Kyoto Motors Ltd., a car manufacturing company is to be scheduled to be 
held in another ten days. One of the items, as per agenda, to be discussed in the mee�ng is the present 
budge�ng system of the company. Your organisa�on is at present, using budgets for control which are 
prepared mostly on tradi�onal basis. The CEO of your company wants to propose to the Board to use Beyond 
Budge�ng instead of tradi�onal budge�ng in the company on experimental basis. Therefore, you, the 
Management Accountant has been asked by your CEO to explore the possibili�es of introducing Beyond 
Budge�ng (BB) system in the company.

Required: 

Specifically, you are required to PREPARE notes to your CEO to be used for his presenta�on at the mee�ng on: 
(i) the major limita�ons of tradi�onal budgets. 

(ii) the advantages available in Beyond Budge�ng. 

(iii) the nature of Beyond Budge�ng. 

(iv) the benefits that can be enjoyed from Beyond Budge�ng. 

(v) the suitability of Beyond Budge�ng to the company.

Solu�on:

(i) Limita�ons of Tradi�onal Budgets 
 Refer Theory in Chapter

(ii) Advantages of Beyond Budge�ng (BB) 
 Refer Theory in Chapter

(iii) Nature of 'Beyond Budge�ng' 
 Refer Theory in Chapter

(iv) Benefits of the 'Beyond Budge�ng' Model 
 Refer Theory in Chapter

(v) Suitability of Beyond Budge�ng to the Company 
 Since Kyoto Motors Ltd. is a car manufacturing company and presently adop�ng Tradi�onal Cos�ng 

system. Moreover, Automobile industry goes through rapid changes in its business environment. So, 
the company can definitely use Beyond Budge�ng to improve the control system and beat the 
compe��on. Beyond Budge�ng lies an agile, holis�c approach based on self-organisa�on. This will 
also help the managers to work in close coordina�on with each other with mo�va�on which in turn will 
beat the compe��on.
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SKIMMING PRICING STRATEGY

It is a policy of high prices during the early period of a product's existence. This can be synchronized with high 
promo�onal expenditure and in the later years the prices can be gradually reduced. 

The reasons for following such a policy are:

ü Inelas�c Demand: The demand is likely to be inelas�c in the earlier stages �ll the product is established 
in the market.

ü High Profit at Ini�al Stage: The charge of high price in the ini�al periods serves to skim the cream of the 
market that is rela�vely insensi�ve to price. The gradual reduc�on in price in the later year will tend to 
increase the sales. 

ü Demand Not Known: This method is preferred in the beginning because in the ini�al periods when the 
demand for the product is not known the price covers the ini�al cost of produc�on. 

ü High Ini�al Outlay: High ini�al capital outlays, needed for manufacture, results in high cost of 
produc�on. Added to this, the manufacturer has to incur huge promo�onal ac�vi�es resul�ng in 
increased costs. High ini�al prices will be able to finance the cost of produc�on par�cularly when 
uncertain�es block the usual sources of capital.

Alpha Academy Book 
Volume 2 - Pg 11
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Same Ques�on in Alpha Academy Book 
Volume 2 - Pg 148



A manufacturer has two divisions, Division A and Division B. Division B produces components that are used by 
both Division A as well as external customers. Division A gets its en�re requirement for the component from 
Division B.

The annual produc�on capacity of Division B is 100,000 units. The division operates at full capacity, with no 
inventory at the beginning and end of the year. It sells its components to external customers at ₹ 4,000 per 
unit. Variable cost of produc�on for the component is ₹ 2,750. Internally, it transfers its components to 
Division A factoring any opportunity cost in the form of lost sales. Total sales of Division B were ₹ 36 crores, of 
which sales to external customers was ₹ 20 crores. 

As per company policy, demand from Division A has priority over external customers. This year, there was an 
addi�onal demand from external customers for 18,000 components. However, since Division B operated at 
full capacity, this demand was not catered to. 

Required 
(i) ANALYZE the Sales in terms of ₹ and units made by Division B to both external and internal customers. 
(ii) RECOMMEND the transfer pricing range that would promote goal congruence between Divisions A and 

B. 
(iii) DISCUSS the effect of changes in external demand on the transfer price for the company, assuming the 

current policy con�nues.

Ques�on 41 CA Final RTP Nov 2019, Study Material
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Solu�on:

(i) Sales Analysis of Division B 
 Total annual capacity and actual produc�on of Division B is 100,000 units of components. Zero inventory 

implies that sales for the year was also 100,000 units of components. Sales to external customers was ₹ 
20 crores, at ₹ 4,000 per unit. Therefore, units sold to external customers would be 50,000 units this 
year (₹ 20 crores sales / ₹ 4,000 per unit sale price). 

 Therefore, internal sales can be derived to be 50,000 units for the year (annual sales 100,000 units less 
external sales 50,000 units). For the year, value of sales made to Division A is ₹ 16 crore (Division B's total 
sales of ₹ 36 crore less external sales of ₹ 20 crores). 

 Had there been no extra demand, opportunity cost for Division B would have been Nil. Therefore, 
transfer price would only be the variable cost of ₹ 2,750 per unit of component, However, given in the 
problem, that there was excess demand for 18,000 units of components from external customers, that 
could not be met since Division B had to give priority to internal demand. Had these sales been made 
Division B would have earned ₹ 1,250 per unit contribu�on (Sale price ₹ 4,000 per unit less variable cost 
₹ 2,750 per unit). This lost contribu�on of ₹ 1,250 per unit is the opportunity cost per unit for Division B. 
Due to company's policy of giving priority to internal demand, Division B lost a profit of ₹ 2.25 crore 
during the year. (18,000 units x contribu�on of ₹ 1,250 per unit). 

 Therefore, internal sales comprises of two parts: 

 32,000 units of components transferred at variable cost of ₹ 2,750. This amounts to ₹ 8.8 crores. 

 18,000 units of components transferred factoring any opportunity cost = variable cost + contribu�on 
per unit = external sale price = ₹ 4,000 per unit. This amounts to ₹ 7.2 crores. 

 Therefore, internal sales = ₹ 8.8 crores + ₹ 7.2 crores = ₹ 16 crores.

 Summarizing 

 External sales are 50,000 units amoun�ng to ₹ 20 crores annual sales value. 

 Internal sales are 50,000 units amoun�ng to ₹ 16 crores annual sales value. 

 Transfer price for 32,000 units is at variable cost of ₹ 2,750 per unit while for 18,000 units is at external 
sales price of ₹ 4,000 per unit. 
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(ii) Transfer Price Range for Divisions A and B 
 Division A procures its en�re demand of 50,000 units from Division B. Out of this, 18,000 units at market 

price of ₹ 4,000 per unit while 32,000 units are procured at a lower rate of ₹ 2,750 per unit. Had Division 
A procured 32,000 units from the market, the addi�onal cost of procurement would be ₹ 4 crores 
{(External price of ₹ 4,000 per unit less internal transfer price at variable cost of ₹ 2,750 per unit) x 
32,000 units}. Only Division A currently enjoys this benefit of lower procurement cost. Financials of 
Division B show no profit from such internal transfers. This may skew the performance assessment of 
the divisions, if it is based primarily on financial metrics of each division. In order to promote goal 
congruence, some por�on of this benefit can be shared with Division B. 

 Division B will at the minimum want to recover its variable cost of ₹ 2,750 per unit, while Division A will 
be ready to pay only up to external market price of ₹ 4,000 per unit. Therefore, transfer price range can 
be set between ₹ 2,750 - ₹ 4,000 per unit. Division A enjoys lower procurement rate while Division B 
financial reflect some benefit of transferring components internally to Division A. 

(iii) Impact of External Demand on Transfer Price 
 As per the company's transfer pricing policy, Division B gives priority to demand from Division A. The 

division has a produc�on capacity of 100,000 units annually. If there is no external market for Division 
B's components, then transfer price for the en�re internal transfer would be the variable cost of ₹ 2,750 
per unit plus por�on of the fixed cost (if any). This is the minimum cost that Division B would like to 
recover from Division A. 

 When there is an external market, transfer price would depend on whether Division B had to incur any 
opportunity in the form of lost sales. When total demand (internal and external) is within produc�on 
capacity of 100,000 units, the en�re demand can be met. There would be no lost sales for Division B, no 
opportunity cost. Therefore, transfer price for the en�re internal transfer would be the variable cost of ₹ 
2,750 per unit. This is the minimum cost that Division B would like to recover from Division A. 

 When there is an external market, such that total demand (internal and external) is more than 
produc�on capacity of 100,000 units, due to priority given to internal transfer, some por�on of the 
external demand might not be met. This would be lost sales for Division B, opportunity cost would be 
the contribu�on lost from such sales at ₹ 1,250 per unit. This opportunity cost would be passed onto 
Division A. As explained in part (ii) above, transfer price range will be from ₹ 2,750 - ₹ 4,000 per unit. 
More lost sales for Division B would keep the average transfer price higher towards ₹ 4,000 per unit. 
Lesser lost sales for Division B would keep the average transfer price towards the lower bound of ₹ 2,750 
per unit. Therefore, the propor�on of external demand that could not be catered to, would determine 
the average transfer price. Higher the demand from external customers would drive up the average 
transfer price within the company.

DIVISIONAL	TRANSFER	PRICING
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Ques�on 1  

The Soup Ltd. offers a range of beauty parlor services like hair care, body care, manicures/ pedicures, 
skincare, etc. It has 150 Centre/s across the country. The business of beauty parlor is extremely compe��ve 
in all region. Each centre operates autonomously and managers are able to offer customize services. 

Soup's mission statement is “to inspire and enhance beauty by using knowledge and experience”. To 
establish long term rela�onship of trust and commitment with clients, Soup wants to provide their client 
highest level of sa�sfac�on with emphasis on; 
- Service Customiza�on 

- Professionalism, Work, and Clinical Responsibility 

- Client's Feedback

Company has developed a website where it creates blogs, post high-quality content related to beauty �ps. 
Website is also connected to social media to reach customers. If a customer searches Soup's services on 
search engine, it automa�cally redirects to the place of nearest service center. Soup's all services are 
presently booked through online channel. 

Results for one of the center, “Roop”, are given below. The column headed “Centre” shows the average 
figures for all Centre/s:

Par�culars Roop Oct’20 Centre Oct’20

Revenue (₹) 91,26,000 1,08,66,900

Gross profit (₹) 48,50,400 51,37,740

Number of senior Beau�cians 90 110

Number of senior Beau�cians 60 55

Number of website hits 15,010 19,260

Total number of services booked online and completed 9,915 12,270

Number of services taken from repeat customers 1,510 1,605

Total �me spent comple�ng jobs (hours) 24,120 25,880

Number of new service packages 3 2

Customer percentage in terms of feedback forms showing score of 9 
or 10

86% 77%
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Notes 
(1) Beau�cians are categorized as 'senior' if they have been qualified for more than three years. 
(2) Junior' Beau�cians includes both trainee beau�cians and beau�cians who have been qualified for less 

than three years. 
(3) The Roop launched three new service packs during the year: 
 – free coupon of worth ₹ 600 for services over and above ₹ 1,200. 

 –  a head massage cos�ng only ₹ 240, instead of the usual ₹ 480, for 10 days advanced bookings.

 – a haircut ₹ 120 will be charge, which usually costs ₹ 360, for all customers booking hair spa. 

 These three new service packs produced revenues of ₹ 7,92,000; ₹ 6,96,000 and ₹ 6,48,000 
respec�vely. Two comparable new service packs developed by other centre/s produced revenues of 
₹ 5,28,000 and ₹ 5,04,000. 

(4) Customers to rate the par�cular centre from 1 to 10 in an online feedback form with 10 being the best.

 The Chief Execu�ve Officer (CEO) of Soup has recently a�ended a webinar and heard about Building 
Block Model of Performance Management. The CEO is interested to know how the dimensions block 
could be applied at Soup Ltd. 

 Required 
 (i) ANALYZE Roop's performance rela�ve to the other Centre/s. 

 (ii) EXPLAIN how the Standards and Rewards blocks support the Dimensions block in case of Building 
Block Model.     

Solu�on:
(i) Analysis 
 Compe��veness

Roop Centre/s Average

Website hits converted into orders (in 
percentage)

66.06%
(9,915/15,010) × 100

63.71%
(12,270/ 19,260) × 100

 This ra�o shows whether Roop's services are a�rac�ve compared to its compe�tors, which is essen�al 
if it is going to persist in such a compe��ve market. 

 It has performed considerably be�er than Centre/s average, having converted 66.06% of website hits 
into jobs, compared to the 63.71% converted by other Centre/s. This is a good outcome. 

 Financial Performance

Roop Centre/s Average

Gross profit 
ra�o 

53.15%
(48,50,400/ 91,26,000) × 100

47.28%
(51,37,740/ 1,08,66,900) × 100
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 Gross profit ra�o is the measure for financial performance. It indicates the percentage of revenue 
which exceeds the cost of goods sold. 

 Roop's gross profit ra�o is 5.87% higher than the average, which is a good result. This could be because 
of new service pack sales. It is also likely to be because of ra�o of senior beau�cians to junior 
beau�cians (1.5), which is lower than the average (2) and junior beau�cians will invariably be paid less 
than senior ones.

 Quality of Service

Roop Centre/s Average

Jobs from repeat customers (in percentage) 15.23%
(1,510/ 9,915) × 100

13.08%
(1,605/ 12,270) × 100

 Quality is a key aspect of Roop's service to customers and if it is poor, customers will not return. 

 Again, Roop has surpassed the other Centre/s on average by 2.15 percentage points. Though, it has a 
lower ra�o of senior beau�cians to junior beau�cians (1.5) than other Centre/s (2), it might be possible 
that Roop has a por�olio of enthusias�c staff. So, the quality of work is probably be�er, thus the higher 
level of repeat customers. 

 Flexibility

Roop Centre/s Average

Time taken per job (hrs.) 2.43
(24,120/ 9,915)

2.11
(25,880/ 12,270)

 The comparison shows that Roop takes longer �me to complete a job than the other Centre/s average, 
which is not really good, and is probably because of they have slightly less experienced staff on the 
whole, but it could also be that they do a more comprehensive job than other Centre/s. Given the fact 
that they have a higher % of return customers than the other Centre/s and they are also graded 9 or 10 
by most of the customers (86%). Therefore, this cannot be viewed as too adversely. 

 Resource U�liza�on

Roop Centre/s Average

Revenue per beau�cian (₹) 60,840
(91,26,000/ 150)

65,860
(1,08,66,900/ 165)
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 The crucial resource in a service company is its staff and so these indicators measure how this resource 
is being u�lized. 

 Roop's u�lisa�on of its staff is lower than that of the other Centre/s by ₹ 5,020 per beau�cian. This 
clearly links in with the point that the average �me to complete a job is longer at Roop than other 
Centre/s. However, given that Roop uses a slightly less experienced staff than other Centre/s and the 
fact that its gross margin is higher than the average, this should not also be viewed too adversely.

 Innova�on

Roop Centre/s Average

Revenue generated from new 
service packs (in percentage) 

23.4% {(7,92,000 + 6,96,000 
+6,48,000)/ 91,26,000} ×100

9.5% {(5,28,000 + 5,04,000)/ 
1,08,66,900} × 100

 Roop is offering a wide variety of service packs to its customers. The ra�o of 23.4% indicates that Roop 
has really outperformed other Centre/s on this front, genera�ng a far larger part of its revenue by the 
introduc�on of new service packs, which must have a�racted customers. This is a really good 
performance. 

(ii) The standards block fixes the target for the performance indicators chosen for each of the dimensions. 
The targets must meet three criteria – they must be achievable, fair and encourage employees to take 
ownership. The performance of the organiza�on could suffer if the targets set do not meet these 
criteria. 

 The rewards block makes sure that employees are mo�vated to a�ain the standards. It also examines 
the proper�es of good reward schemes which are that they should be clear, mo�va�ng and based on 
controllable factors.

 If standards and rewards are set appropriately, the staff will be engaged and mo�vated and it is then 
more likely that the goals, i.e. dimensions, of the organisa�on will be achieved.
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During September 2020, Sandy offers bundling and item packing facili�es (for standard size 24"× 12"×10") to 
give best facility to sa�sfy its industrial customers' need at the Great Ocean Warehouse. Sandy plans to pack 
93,750 items at the rate of ₹ 4.50 per item. Sandy es�mates that variable cost (all resources) will be equal to ₹ 
1.50 per item packed and that fixed costs (rent, electricity, and maintenance charges) will be equal to ₹ 58,000 
p.m. In September 2020, Sandy packed 1,12,500 items and received ₹ 5,06,250 as total revenue. However, 
Sandy paid ₹ 1,80,000 on resources (including urgent purchase of tape at retail price). In addi�on, Sandy paid 
₹ 70,000 to the warehouse administra�on for rent, electricity, and maintenance charges. (This past 
September was unusually hot, and Sandy is charged a percentage of the warehouse's actual electricity bill.)
 
Required 
PREPARE a budget reconcilia�on report along with suitable analysis.

Ques�on 7 ICAI Case Study Digest

S

Solu�on:

Working
The following table shows Sandy's budget profit and actual profit for the month of September 2020:

Par�culars Budgeted Profit Actual Profit

Items packed 93,750 1,12,500

Revenue (₹) 4,21,875 5,06,250

Less: Variable Costs 1,40,625 1,80,000

Contribu�on Margin (₹) 2,81,250 3,26,250

Less: Fixed Costs 58,000 70,000

Profit (₹) 2,23,250 2,56,250

Alpha Academy Book 
Volume 2 - Pg 254



Analysis 
Sandy's standard selling (packing) price is ₹ 4.50 per item and her standard variable cost is ₹ 1.50 per item. 
Therefore, Sandy's budgeted revenue = 93,750 × ₹ 4.50 = ₹ 4,21,875 and her budgeted variable costs = 93,750 × ₹ 
1.50 = ₹ 1,40,625. From the table, we can iden�fy that Sandy's actual profit for September 2020 was ₹ 33,000 
higher than his budgeted profit (₹ 2,56,250 - ₹ 2,23,250) i.e., Sandy's total profit variance is ₹ 33,000 (F).

Sandy's sales contribu�on volume variance equals to the difference between his standard contribu�on and 
budgeted contribu�on. Each item is budgeted to contribute ₹ 3.00 toward profit; since Sandy packed 18,750 more 
items than budgeted, the increase in volume should have contributed ₹ 56,250 = 18,750 × ₹ 3.00 to actual profit. 
Therefore, Sandy's sales contribu�on volume variance is ₹ 56,250 (F).

Sandy's overall variable cost variance equals to the difference between her standard variable costs and her actual 
variable costs, or ₹ 1,68,750 - ₹ 1,80,000 = ₹ 11,250 (A). But there is not adequate data to segregate Sandy's 
variable cost variance into price and quan�ty elements. To compute these variances, we would require the 
amount of resources Sandy budgets to use per item packed and the actual & budgeted price of each resource (i.e., 
an adverse variable cost variance can arise as Sandy used more resources per item packed and/or She paid more 
than budgeted for the resources used). While the issue appears to suggest that Sandy's adverse variable cost 
variance arose due to spending more on tape than planned, it is not sure that the en�re ₹ 11,250 variance is 
a�ributable to this. In fact, it is likely that the tape price variance was greater than ₹ 11,250 (A) and that Sandy had 
favorable resource quan�ty variance to offset this.

Sandy's fixed cost expenditure variance equals the difference between budgeted and actual fixed costs, or ₹ 
58,000 - ₹ 70,000 = ₹ 12,000 (A).

We can now prepare the following budget reconcilia�on report

Item Amount (₹)

Budgeted Profit 2,23,250

Sales Volume Variance 56,250 (F)

Variable Cost Variance 11,250 (A)

Fixed Cost Expenditure Variance 12,000 (A)

Actual Profit 2,56,250
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S

Aqua�c Feed (AF) is the leading manufacturer of fish and other sea animal feed. AF has made its credit 
pioneering effort and service for over one decade in development of culture, processing and exports with its 
state-of-art fish feed and processing plants. Hallmark of AF is constant upgrada�on of aquaculture technology 
bringing latest developments in the field to the doorstep of the Indian aquaculture farmer. It stands as a 
leading provider of high quality feed, best technical support to the farmer and caters to the quality standards 
of global customers.

One of its fish feed product is “B” which is produced by mixing and hea�ng three ingredients: B1, B2 and B3. It 
uses a standard cos�ng system to monitor its costs.

The standard material cost for 100 Kg. of “B” is as follows:

Notes
§ B1, B2 and B3 are agricultural products. Their quality and price change significantly every year. Standard 

prices are determined at the average market price over the last three years. AF has a purchasing manager 
responsible for purchasing and pricing.

§ The standard mix is decided by the Managing Partner having 15 years' rich experience in aquaculture field. 
The last �me this was done at �me of launching the “B” that was six years back. The standard mix has not 
been changed since.

§ Mixing and hea�ng process are subject to some evapora�on loss.

In current month 4,605 Kg. of “B” was produced, using the following ingredients:

At every month end, the produc�on manager receives a statement from the Managing Partner. This 
statement contains material price and usage variances for the month and no other feedback on the efficiency 
of the processes is provided.

Required
EVALUATE the performance measurement system in AF.

Ques�on 13 Study Material

Ingredients Standard Qty.  (Kg) Cost per Kg. (₹) Cost per 100 Kg. of "B" (₹)

B1 42 3 126

B1 62 6 372

B3 21 2 42

125 540

Ingredients Actual Qty. (Kg) Cost per Kg. (₹) Total Cost of "B" (₹)

B1 2,202 2.8 6,165.60

B2 2,502 7 17,514

B3 921 2 1,842

5,625 25,521.60

ADVANCED	VARIANCES
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Q.13. Aqua�c Feed (AF) is the leading manufacturer….

Solu�on:

The statement reported, ₹2,062 Adverse material price variance. The responsibility for controlling the materials 
price variance is usually the purchasing manager's. Undoubtedly, in current scenario, the price of materials is 
largely beyond his or her control; however, the price variance can be influenced by such factors as quality, quan�ty 
discounts, distance of supplier's loca�on, and so on. These factors are o�en under the control of the purchase 
manager. The produc�on manager is responsible for material usage and cannot be held responsible for the 
material price variance.

Since total usage variance reported, ₹1,406 favourable, produc�on manager could assume good performance. 
However, if usage variance is considered in more detail, through the mix and yield calcula�ons, it can be observed 
that variance was driven by a change in the mix and by using a mix of ingredients which was different from 
standard, it has resulted in a saving of ₹840; Similarly, it has led to a favourable yield. It is worthwhile to note that 
changing the mix could impact the product quality and sales as well, however, no informa�on has been given 
about this.

Prices and quality of three agriculture ingredients are changing significantly every year. Using ex-ante prices and 
usage standards can implicit an outdated view of variances. Failing to separate variances caused by uncontrollable 
factors and planning errors from variances caused by controllable factors can be demoralizing for the managers.

In addi�on, managers are not involved in se�ng the standard mix and the same has not been changed for six years 
despite con�nuous changes in the quality and prices of the ingredients. This can also mislead the managers i.e. to 
carryout control ac�vi�es which are based on the outdated standards.

Furthermore, a true image is missing in rela�on to managers' performance as statement does not include any 
feedback or comments on the variances. Even no follow up is being taken on the same.

Overall, it appears that AF is not having comprehensive performance measurement system and this could 
adversely impact the firm in long run.

Workings 
Price Variance 

Input Actual Qty. 
(Kg)

Std. Cost 
(₹)

Actual Cost 
(₹)

Std. Cost 
(₹)

Variance (₹)

B₁ 2,202 3 2.8 0.20 440 (F)

B₂ 2,502 6 7 1 (A) 2,502 (A)

B₃ 921 2 2 - -

5,625 2,062 (A)

ADVANCED	VARIANCES
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Usage Variance 

Input Standard Qty. 
(Kg)

Actual Qty. 
(Kg)

Difference 
(Kg)

Std. Cost 
(₹)

Variance (₹)

B₁ 1,934 2,202 268 (A) 3 804 (A)

B₂ 2,855 2,502 353 (F) 6 2,118 (F)

B₃ 967 921 46 (F) 2 92 (F)

5,756 5,625 131 (F) 1,406 (F)

Mix Variance 

Input Rev. Actual 
Qty. (Kg)

Actual Qty. 
(Kg)

Difference 
(Kg)

Std. Cost 
(₹)

Variance (₹)

B₁ 1,890 2,202 312 (A) 3 936 (A)

B₂ 2,790 2,502 288 (F) 6 1,728 (F)

B₃ 945 921 24 (F) 2 48 (F)

5,625 NIL 840 (F)

Yield Variance 

Input Standard Qty. 
(Kg)

Rev. Actual 
Qty. (Kg)

Difference 
(Kg)

Std. Cost 
(₹)

Variance (₹)

B₁ 1,934 1,890 44 (F) 3 132 (F)

B₂ 2,855 2,790 65 (F) 6 390 (F)

B₃ 967 945 22 (F) 2 44 (F)

5,756 5,625 131 (F) 566 (F)
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