Strategic Cost Management
Jun 2026 Examination


Q1. A diversified electronics manufacturer produces both high-volume smartphones and low-volume specialty devices. Using traditional costing, the company found that many overhead costs were being assigned uniformly, resulting in misleading information about the profitability of each product line. After complaints from the product management team that specialty devices appeared unprofitable, the finance director wants to implement Activity-Based Costing (ABC) to analyze where overhead costs are truly incurred. By identifying cost pools and drivers, the company hopes to make informed decisions regarding pricing and product mix to enhance competitiveness. Applying the ABC framework, how should the company restructure its cost allocation process to obtain a more accurate understanding of product-level profitability? Discuss the steps involved in implementing ABC and recommend actions for product mix and pricing decisions based on these new cost insights. (10 Marks)
Ans 1.
Introduction
Traditional costing allocates overhead costs based on broad volume-based drivers such as labour hours or machine hours. This approach works reasonably well when products are similar in nature and production processes are uniform. However, when a company produces both high-volume standardized products and low-volume complex products, traditional costing systematically distorts profitability by over-costing high-volume products and under-costing low-volume products. For this electronics manufacturer, smartphones and specialty devices differ fundamentally in production complexity, setup requirements, and engineering support needs. Activity-Based Costing resolves this distortion by tracing overhead costs to the specific 
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Q2 (A). A leading infrastructure firm is considering a major investment in new plant machinery and wants to ensure a thorough understanding of all costs over the asset's lifecycle. The management team is concerned about not only the initial and operating expenses but also the long-term risk, maintenance, residual, financing, inflationary, and external environmental costs. With the increasing emphasis on sustainable practices and financial prudence, the CEO asks the finance team to develop a detailed Life Cycle Costing (LCC) analysis. Critically evaluate the importance of identifying and integrating each major cost component in the Life Cycle Costing (LCC) analysis for the firm's investment decision. Justify how a comprehensive approach to LCC can help the company balance profitability, risk, and sustainability across the asset's lifespan. (5 Marks)
Ans 2(A).
Introduction
Life Cycle Costing is a capital investment evaluation technique that captures all costs associated with an asset from acquisition through operation to disposal. Traditional investment appraisal focuses primarily on purchase price and immediate operating costs, which systematically underestimates the true total cost of ownership. For a major infrastructure firm investing in plant machinery, overlooking maintenance trajectories, environmental compliance costs, or inflation-adjusted operating expenses can turn a seemingly profitable investment into a financial burden 


Q2 (B). A company is considering two alternative production processes for manufacturing its product. Process X incurs annual fixed costs of Rs.8,00,000 and has a variable cost per unit of Rs.180, while Process Y requires an investment that increases the annual fixed costs to Rs.12,00,000 but lowers the variable cost per unit to Rs.140. The selling price per unit remains constant at Rs.280 for both processes. If market analysis predicts that actual demand may fluctuate between 15,000 and 30,000 units per year, calculate the break-even quantity for each process, then determine over what exact range of sales volumes Process Y becomes more profitable than Process X (ignore taxes and assume all units produced are sold). Clearly justify your reasoning numerically at all key decision points. (5 Marks)
Ans 2(B).
Introduction
Break-even analysis is a critical tool in strategic cost management for comparing alternative production processes. When a company considers investing in automation or upgraded processes that increase fixed costs while reducing variable costs, the break-even point and the indifference point help management decide the volume range over which the new process becomes financially superior. This analysis directly supports the capital investment decision and 
