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Unit 1: The firm as an economic subject
1.1 Essence of a firm

A business, also known as a firm or an enterprise, is an organization involved
in the trade of goods, services, or both to consumers. Businesses are prevalent in
capitalist economies, where most of them are privately owned and provide goods and
services to customers in exchange for other goods, services, or money. Businesses
may also be state-owned. A business owned by multiple individuals may be referred
to as a company.

The etymology of "business™ stems from the idea of being busy, and implies
socially valuable and rewarding work. Business can refer to a particular organization
or, more generally, to an entire market sector, e.g. "the music business". Compound
forms such as agribusiness represent subsets of the word's broader meaning, which
encompasses all activity by suppliers of goods and services.

The main characteristics of business are:

1. Entrepreneur: There must be someone to take initiative for establishing a
business. The person who recognises the need for a product or service is known as
entrepreneur. The entrepreneur is a key figure in the process of economic growth.
The quality of entrepreneurship existing in any region determines the development of
that region. The entrepreneur visualizes a business, combines various factors of
production and puts them into a going concern.

2. Economic Activities: A Business includes only economic activities. All those
activities relating to the production and distribution of goods and services are called
economic activities. These activities are under-taken with economic motive. Business
is carried on with a profit motive. Any activity undertaken without economic
consideration will not be a part business. So, business covers only economic
activities.

3. Exchange of Goods and Services: A business must involve exchange of
goods and services. The goods to be exchanged may either be produced or procured
from other sources. The exchange of goods and services is undertaken with profit
motive. Production or purchasing of goods and services for personal consumption do
not constitute business. The purchase of goods by a retailer constitutes business while
the purchase of goods by a consumer is not business. The purchase of goods should
be to sell them again. The same principle is applicable to services. If a person cooks
his food at home it is not business, but if the same person cook at a restaurant, it is
business, because he exchange his services for money.

4. Profit Motive: The profit motive is an important element of business. Any
activity undertaken without profit motive is not business. A businessman tries to earn
more and more profits out of his business activities. The incentive for earning profits
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keeps a person in business and is also necessary for the continuity of the business.
This does not mean that there will not be losses in business. The object of starting a
business is to earn profit, though there may be losses. The profit motive does not
entitle a businessman to start exploiting the consumers. The responsibility of business
towards society restricts a businessman from earning exorbitant profit. The business
activity will flourish more when the business serves the society.

5. Risk and Uncertainty: The business involves larger element of risk and
uncertainty. In fact a business tries to foresee any future uncertainties and plan his
business activities accordingly. The factors on which business depends are never
certain, so the business opportunities will also be uncertain. These may be shift in
demand, strike by employees, floods, war, fall in prices, fluctuations in money market
etc. If a businessman is able to foresee uncertainties and is able to bear them, then he
will successful, otherwise he may be forced out of business. The risk element in
business keeps a person vigilant and he tries to ward off his risk by executing his
policies properly.

6. Continuity of Transactions: In business, only those transactions are included
which have regularity and continuity. An isolated transaction will not be called
business, even if the person earns from that deal (e.g. a person builds a house for
himself, but later on sells it on profit). So the transactions should have continuity and
regularity, otherwise they will not be a part of business.

7. Creation of Utility: The utility may be form utility, place utility, time utility
etc. When raw materials are converted into finished goods, it creates from utility. The
goods are transported from the places of production to the ultimate consumers; it
creates place utility. In the present industrial world, production is not done only for
the present but it is undertaken for the future also. The process of storing goods when
they are not required and supplying them at a time when they are needed is called
creation of time utility. So the business creates many utilities in goods so that the
consumers may use them according to their preferences and needs.

8. Organization: Every enterprise needs an organization for its successful
working. Various business activities are divided into departments, sections, and jobs.
An organization creates the framework for managerial performance and helps in
coordinating various business activities. A proper organization is helpful in the
smooth running of the business and helps to achieve its objectives.

9. Financing: Business enterprises cannot move a step without finance. The
finances are required for providing fixed and working capital. The availability of
other factors of production also depends upon the availability of finances. After
estimating its financial requirements, the businessman tries to find out the sources
from which these requirements will be met. A proper capital structure is needed for
the success of the business.

10. Consumer Satisfaction: The goods are produced for the consumers. If the
consumer is satisfied, then he will purchase the same thing again, otherwise he will
look for an alternative commodity. The business should try to satisfy the consumer to
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maintain the demand for his products. The existence and expansion of business
depends upon the liking of the consumers for the products of that business. The
businessman should try to produce goods according to the lickings and tastes of
consumers. The commodities should be made available when they are needed.
Business and consumers exist for each other.

11. Satisfying Social Need: The business should also aim at serving the society.
The business is a socio-economic institution. It must look to the public good. A great
emphasis is laid, now-a-days, on the social aspect of business and social obligations
of business. It is not only the public which needs business but business also needs
public support. So business must serve public purpose.

Economic objectives of firms:

1. Profit maximization.

An assumption in classical economics is firms seek to maximise profits. Higher
profit means:

o Higher dividends for shareholders.

o More profit can be used to finance research and development.

o Higher profit makes the firm less vulnerable to takeover.

o Higher profit enables higher salaries for workers

However, in the real world, firms may pursue other economic objectives apart
from profit maximisation.

2. Profit Satisficing

In many firms there is separation of ownership and control. Those who own the
company (shareholders) often do not get involved in the day to day running of the
company.

This is a problem because although the owners may want to maximise profits,
the managers have much less incentive to maxise profits because they do not get the
same rewards, (share dividends)

Therefore managers may create a minimum level of profit to keep the
shareholders happy, but then maximise other objectives, such as enjoying work,
getting on with other workers. (e.g. not sacking them) This is the problem of
separation between owners and managers.

This ‘principal agent’ problem can be overcome, to some extent, by giving
mangers share options and performance related pay although in some industries it is
difficult to measure performance.

3. Sales Maximisation.

Firms often seek to increase their market share — even if it means less profit.
This could occur for various reasons:

o Increased market share increases monopoly power and may enable the
firm to put up prices and make more profit in the long run.



o Managers prefer to work for bigger companies as it leads to greater
prestige and higher salaries.

o Increasing market share may force rivals out of business. E.g.
supermarkets have lead to the demise of many local shops. Some firms may actually
engage in predatory pricing which involves making a loss to force a rival out of
business.

4, Growth Maximisation.

This is similar to sales maximisation and may involve mergers and takeovers.
With this objective, the firm may be willing to make lower levels of profit in order to
increase in size and gain more market share.

5. Long Run Profit Maximisation.

In some cases, firms may sacrifice profits in the short term to increase profits
in the long run. For example, by investing heavily in new capacity, firms may make a
loss in the short run, but enable higher profits in the future.

Non-economic objectives of a firm:

1.  Welfare of employees

The provision of employee welfare is an important objective; this relates to
Issues such as wages & salaries; comfortable and safe working conditions, training
and development; pensions etc. The value of many businesses is critically-dependent
on attracting and retaining high quality employees — which makes managing the
welfare of such people even more important.

2. Serving customers

As all marketers understand, a critical activity of business is to understand and
meet the needs and wants of customers. In the long-term, this objective is the
foundation for a financially successful business. Non-financial objectives under this
heading would include meeting defined delivery standards, product quality, reliability
and after-sales service levels.

3.  Welfare of management

Management can, and do set objectives which are essentially about their own
welfare. These include objectives in relation to pay and conditions.

4. Relationships with Suppliers

Responsibilities to suppliers are expressed mainly in terms of trading
relationships. Large businesses often have considerable buying power over their
suppliers — which should be used with care. Supplier objectives would include those
relating to the timing of payment and other terms of trade.

5. Responsibilities to Society

Businesses increasingly aware of their overall responsibility to society at large.
The term that is often used is Corporate Social Responsibility. This includes a
business complying with relevant laws and regulations (e.g. health and safety),
minimising harmful externalities (such as pollution).
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1.2 The market environment of the company.

The environment is a marketing term and refers to factors and forces that affect
a firm’s ability to build and maintain successful relationships with customers. Three
levels of the environment are:

o Micro (internal) environment - small forces within the company that
affect its ability to serve its customers.

o Meso environment — the industry in which a company operates and the
industry’s market(s).

o Macro (national) environment - larger societal forces that affect the
microenvironment.

1. Micro Environment (near environment)

The micro environment refers to the business itself and to all the challenges
that come from inside the business. Businesses can therefore take control over all the
challenges and influences in the micro environment. Sometimes, the micro
environment is also known as the internal environment. The micro environment
refers to the forces that are close to the company and affect its ability to serve its
customers. It includes the company itself, its suppliers, marketing intermediaries,
customer markets and public.

The company aspect of micro-environment refers to the internal environment
of the company. This includes all departments, such as management, finance,
research and development, purchasing, operations and accounting. Each of these
departments has an impact on marketing decisions. For example, research and
development have input as to the features a product can perform and accounting
approves the financial side of marketing plans and budget in customer dissatisfaction.
Marketing managers must watch supply availability and other trends dealing with
suppliers to ensure that product will be delivered to customers in the time frame
required in order to maintain a strong customer relationship.

2. Meso-Environment

Marketing intermediaries refers to resellers, physical distribution firms,
marketing services agencies, and financial intermediaries. These are the people that
help the company promote, sell, and distribute its products to final buyers. Resellers
are those that hold and sell the company’s product. They match the distribution to the
customers and include places such as Wal-Mart, Target, and Best Buy. Physical
distribution firms are places such as warehouses that store and transport the
company’s product from its origin to its destination. Marketing services agencies are
companies that offer services such as conducting marketing research, advertising, and
consulting. Financial intermediaries are institutions such as banks, credit companies
and insurance companies.



Another aspect of micro-environment is the customers. There are different
types of customer markets including consumer markets, business markets,
government markets, international markets, and reseller markets. The consumer
market is made up of individuals who buy goods and services for their own personal
use or use in their household. Business markets include those that buy goods and
services for use in producing their own products to sell. This is different from the
reseller market which includes businesses that purchase goods to resell as is for a
profit. These are the same companies mentioned as market intermediaries. The
government market consists of government agencies that buy goods to produce public
services or transfer goods to others who need them. International markets include
buyers in other countries and includes customers from the previous categories.
Competitors are also a factor in the micro-environment and include companies with
similar offerings for goods and services. To remain competitive a company must
consider who their biggest competitors are while considering its own size and
position in the industry. The company should develop a strategic advantage over their
competitors.

3. Macro-Environment (external environment)

The macro-environment refers to all forces that are part of the larger society
and affect the micro-environment. It includes concepts such as demography,
economy, natural forces, technology, politics, and culture.

Demography refers to studying human populations in terms of size, density,
location, age, gender, race, and occupation. This is a very important factor to study
for marketers and helps to divide the population into market segments and target
markets.

Another aspect of the macro-environment is the economic environment. This
refers to the purchasing power of potential customers and the ways in which people
spend their money. Within this area are two different economies, subsistence and
industrialized. Subsistence economies are based more in agriculture and consume
their own industrial output. Industrial economies have markets that are diverse and
carry many different types of goods. Each is important to the marketer because each
has a highly different spending pattern as well as different distribution of wealth.

The natural environment includes the natural resources that a company uses as
inputs that affects their activities. The concern in this area is the increased pollution,
shortages of raw materials and increased governmental intervention,

The technological environment is perhaps one of the fastest changing factors in
the macro-environment. This includes all developments from antibiotics and surgery
to nuclear missiles and chemical weapons to automobiles and credit cards. As these
markets develop it can create new markets and new uses for products. It also requires
a company to stay ahead of others and update their own technology as it becomes
outdated.

The political environment includes all laws, government agencies, and groups
that influence or limit other organizations and individuals within a society.
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The final aspect of the macro-environment is the cultural environment, which
consists of institutions and basic values and beliefs of a group of people. The values
can also be further categorized into core beliefs, which passed on from generation to
generation and very difficult to change, and secondary beliefs, which tend to be easier
to influence.

1.3 Basic forms of business ownership

Forms of business ownership vary by jurisdiction, but several common forms
exist:

1. Sole proprietorship:

A sole proprietorship is owned by one person and operates for their benefit.
The owner may operate the business alone or with other people. A sole proprietor has
unlimited liability for all obligations incurred by the business, whether from
operating costs or judgements against the business. All assets of the business belong
to a sole proprietor, including, for example, computer infrastructure, any inventory,
manufacturing equipment and/or retail fixtures, as well as any real property owned by
the business.

2. Partnership:

A partnership is a business owned by two or more people. In most forms of
partnerships, each partner has unlimited liability for the debts incurred by the
business. The three most prevalent types of for-profit partnerships are general
partnerships, limited partnerships, and limited liability partnerships.

3. Corporation:

The owners of a corporation have limited liability and the business has a
separate legal personality from its owners. Corporations can be either government-
owned or owned by individuals. They can organize either for profit or as not-for-
profit organizations. A non-government for-profit corporation is owned by its
shareholders, who elect a board of directors to direct the corporation and hire its
managerial staff. A privately owned, for-profit corporation can be either privately
held by a small group of individuals, or publicly held, with publicly traded shares
listed on a stock exchange.

4, Cooperative:

Often referred to as a "co-op", a cooperative is a limited liability business that
can organize for-profit or not-for-profit. A cooperative differs from a corporation in
that it has members, not shareholders, and they share decision-making authority.
Cooperatives are typically classified as either consumer cooperatives or worker
cooperatives. Cooperatives are fundamental to the ideology of economic democracy.
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Unit 2: Resources of the company and the efficiency of their use
2.1 Factors of production.

Factors of production or resources are the inputs to the production process.
Finished goods are the output. Input is the starting point and output is the end point of
production process. There are three basic resources or factors of production: land,
labour, capital. Some modern economists also consider entrepreneurship or time a
factor of production. These factors are also frequently labeled "producer goods™ in
order to distinguish them from the goods or services purchased by consumers, which
are frequently labeled "consumer goods." All three of these are required in
combination at a time to produce a commodity. In economics, production means
creation or an addition of utility.

Factors of production may also refer specifically to the primary factors, which
are stocks including land, labor (the ability to work), and capital goods applied to
production. Materials and energy are considered as secondary factors in classical
economics because they are obtained from land, labour and capital. The primary
factors facilitate production but neither become part of the product (as with raw
materials) nor become significantly transformed by the production process (as with
fuel used to power machinery). Land includes not only the site of production but
natural resources above or below the soil.

The classical economics of Adam Smith, David Ricardo, and their followers
focuses on physical resources in defining its factors of production, and discusses the
distribution of cost and value among these factors. Adam Smith and David Ricardo
referred to the "component parts of price" as the costs of using:

o Land or natural resource — naturally-occurring goods like water, air,
soil, minerals, flora and fauna that are used in the creation of products. The payment
for use and the received income of a land owner is rent.

o Labor — human effort used in production which also includes technical
and marketing expertise. The payment for someone else's labor and all income
received from ones own labor is wages. Labor can also be classified as the physical
and mental contribution of an employee to the production of the good(s).

o The capital stock — human-made goods which are used in the
production of other goods. These include machinery, tools, and buildings.

The classical economists also employed the word “capital” in reference to
money. Money, however, was not considered to be a factor of production in the sense
of capital stock since it is not used to directly produce any good.

Marx considered the "elementary factors of the labor-process” or “productive
forces" to be:
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. Labor

o The subject of labor (objects transformed by labor)

o The instruments of labor (or means of labor).

The "subject of labor" refers to natural resources and raw materials, including
land. The "instruments of labor" are tools, in the broadest sense. They include factory
buildings, infrastructure, and other human-made objects that facilitate labor's
production of goods and services.

2.2 Production function.

A production function relates physical output of a production process to
physical inputs or factors of production. The production function is one of the key
concepts of mainstream neoclassical theories, used to define marginal product and to
distinguish allocative efficiency, the defining focus of economics. The primary
purpose of the production function is to address allocative efficiency in the use of
factor inputs in production and the resulting distribution of income to those factors,
while abstracting away from the technological problems of achieving technical
efficiency, as an engineer or professional manager might understand it.

A production function can be expressed in a functional form as the right side of

Q= (X, X,, X500, X,)

where Q — is the quantity of output and X1, X2, X3, ..., Xn — are the quantities
of factor inputs (such as capital, labour, land or raw materials).

If Q is not a matrix, then this form does not encompass joint production, which

Is a production process that has multiple co-products. On the other hand, if f maps

from R"then it is a joint production function expressing the determination of k
different types of output based on the joint usage of the specified quantities of the n
inputs.

One formulation, unlikely to be relevant in practice, is as a linear function:

Q=a+bX, +cX, +dX; +...
Where a,b,c,d are parameters that are determined empirically.
Another is as a Cobb-Douglas production function:
Q=aX/ X:...

In its most standard form for production of a single good with two factors, the

function is
Q=al’K”

where: Q = total production (the real value of all goods produced in a year)

L = labor input (the total number of person-hours worked in a year)

K = capital input (the real value of all machinery, equipment, and buildings)

A = total factor productivity
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a and p are the output elasticities of capital and labor, respectively. These
values are constants determined by available technology.

Output elasticity measures the responsiveness of output to a change in levels of
either labor or capital used in production, ceteris paribus. For example if a« = 0.45, a
1% increase in capital usage would lead to approximately a 0.45% increase in output.

The Leontief production function applies to situations in which inputs must be
used in fixed proportions; starting from those proportions, if usage of one input is
increased without another being increased, output will not change. This production
function is given by

Q=min(aX,,bX,,..))

Other forms include the constant elasticity of substitution production function
(CES), which is a generalized form of the Cobb-Douglas function, and the quadratic
production function.

2.3 Noncurrent Assets

Assets are resources a company owns. They consist of both current and
noncurrent resources. Current assets are ones the company expects to convert to cash
or use in the business within one year of the balance sheet date. Noncurrent (Long-
term assets) assets are ones the company reckons it will hold for at least one year.
Typical examples of long-term assets are investments and property, plant, and
equipment currently in use by the company in day-to-day operations.

Long-term assets includes:

o Fixed assets

o Intangible assets

. Long-term investments

Fixed assets. This category is the company’s property, plant, and equipment.
The account includes long-lived assets, such as a car, land, buildings, office
equipment, and computers. Fixed assets, also known as "tangible assets" or property,
plant, and equipment (PP&E), is a term used in accounting for assets and property
that cannot easily be converted into cash. This can be compared with current assets
such as cash or bank accounts, which are described as liquid assets. In most cases,
only tangible assets are referred to as fixed. IAS 16 (International Accounting
Standard) defines Fixed Assets as assets whose future economic benefit is probable to
flow into the entity, whose cost can be measured reliably.

Any business or income producing activity using tangible assets may incur
costs related to those assets. If an asset is expected to produce a benefit in future
periods, some of these costs must be deferred rather than treated as a current expense.
The business then records depreciation expense in its financial reporting as the
current period's allocation of such costs. This is usually done in a rational and
systematic manner. Generally this involves four criteria:
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o cost of the asset,

o expected salvage value, also known as residual value of the assets,

. estimated useful life of the asset, and

o a method of apportioning the cost over such life (methods of
depreciation).

There are several methods for calculating depreciation, generally based on
either the passage of time or the level of activity (or use) of the asset.

o Straight-line depreciation
Declining Balance Method
Annuity depreciation
Sum-of-years-digits method
Units-of-production depreciation method
Units of time depreciation
Group depreciation method

o Composite depreciation method

The main indicattor of how well the business is using its fixed assets to
generate sales is Fixed-asset turnover - the ratio of sales (on the profit and loss

account) to the value of fixed assets (on the balance sheet).
Net Sales

Averagenet fixed assets
Generally speaking, the higher the ratio, the better, because a high ratio
indicates the business has less money tied up in fixed assets for each unit of currency
of sales revenue. A declining ratio may indicate that the business is over-invested in
plant, equipment, or other fixed assets.

Fixed Asset Turnover=

Intangible assets. These assets lack a physical presence (you can’t touch or
feel them). Corporate intellectual property (items such as patents, trademarks,
copyrights, business methodologies), goodwill and brand recognition are all common
intangible assets in today's marketplace. An intangible asset can be classified as either
indefinite or definite depending on the specifics of that asset. A company brand name
Is considered to be an indefinite asset, as it stays with the company as long as the
company continues operations. However, if a company enters a legal agreement to
operate under another company's patent, with no plans of extending the agreement, it
would have a limited life and would be classified as a definite asset.

2.4 Current assets
Current Assets - a balance sheet account that represents the value of all assets
that are reasonably expected to be converted into cash within one year in the normal

course of business. Current assets include cash, accounts receivable, inventory,
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marketable securities, prepaid expenses and other liquid assets that can be readily
converted to cash.

o Cash: Cash includes accounts such as the company’s operating checking
account, which the business uses to receive customer payments and pay business
expenses, or an imprest account, which keeps a fixed amount of cash in it (such as
petty cash).

o Accounts receivable: This account shows all money customers owe to a
business for a completed sales transaction. For example, Business A sells
merchandise to Business B with the agreement that B pay for the merchandise within
30 business days.

o Inventory: Goods available for sale reflect on a merchandiser’s balance
sheet in this account. A merchandiser is a retail business, like your neighborhood
grocery store, that sells to the general public. For a manufacturing company, a
business that makes the items merchandisers sell, this category also includes the raw
materials used to make items.

o Prepaid expenses: Prepaids are any expense the business pays for in
advance, such as rent, insurance, office supplies, postage, travel expense, or advances
to employees. They also list as current assets, as long as the company envisions
receiving the benefit of the prepaid items within 12 months of the balance sheet date.

The main indicattor of how well the business is using its fixed assets to
generate sales is Current Asset Turnover Ratio - The amount of sales or revenues
generated per dollar of current assets.

Salesor revenue
Currentassets

Generally speaking, the higher the ratio, the better it is, since it implies the
company is generating more revenues per dollar of current assets. But since this ratio
varies widely from one industry to the next, comparisons are only meaningful when
they are made for different companies in the same sector.

Current Asset Turnover=

2.5 Human Resources

Human resources is the set of individuals who make up the workforce of an
organization, business sector, or economy. "Human capital” is sometimes used
synonymously with human resources, although human capital typically refers to a
more narrow view (i.e., the knowledge the individuals embody and can contribute to
an organization). Likewise, other terms sometimes used include "manpower",
"talent”, "labour"”, or simply "people”. The professional discipline and business
function that oversees an organization's human resources is called human resource
management (HRM)

The scope of HRM refers to the follow activities:
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Human resources planning

Human resource planning or HRP refers to a process by which the company to
identify the number of jobs vacant, whether the company has excess staff or shortage
of staff and to deal with this excess or shortage.

Job analysis design

Another important area of HRM is job analysis. Job analysis gives a detailed
explanation about each and every job in the company. Based on this job analysis the
company prepares advertisements.

Recruitment and selection

Based on information collected from job analysis the company prepares
advertisements and publishes them in the news papers. This is recruitment. A number
of applications are received after the advertisement is published, interviews are
conducted and the right employee is selected thus recruitment and selection are yet
another important area of HRM.

Orientation and induction

Once the employees have been selected an induction or orientation program is
conducted. This is another important area of HRM. The employees are informed
about the background of the company, explain about the organizational culture and
values and work ethics and introduce to the other employees.

Training and development

Every employee goes under training program which helps him to put up a
better performance on the job. Training program is also conducted for existing staff
that have a lot of experience. This is called refresher training. Training and
development is one area were the company spends a huge amount.

Performance appraisal

Once the employee has put in around 1 year of service, performance appraisal
Is conducted that is the HR department checks the performance of the employee.
Based on these appraisal future promotions, incentives, increments in salary are
decided.

Compensation planning and remuneration

There are various rules regarding compensation and other benefits. It is the job
of the HR department to look into remuneration and compensation planning.

Motivation, welfare, health and safety

Motivation becomes important to sustain the number of employees in the
company. It is the job of the HR department to look into the different methods of
motivation. Apart from this certain health and safety regulations have to be followed
for the benefits of the employees. This is also handled by the HR department.

Industrial relations

Another important area of HRM is maintaining co-ordinal relations with the
union members. This will help the organization to prevent strikes lockouts and ensure
smooth working in the company.
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2.6 Compensation and benefits

Compensation and benefits (abbreviated “C&B”) is a sub-discipline of human
resources, focused on employee compensation and benefits policy-making.

It is also known in the UK as “total reward” and as “remuneration” in Australia
and New Zealand.

The basic components of employee compensation and benefits:

1. Guaranteed pay — a fixed monetary (cash) reward paid by an employer to an
employee. The most common form of guaranteed pay is base salary.

2. Variable pay — a non-fixed monetary (cash) reward paid by an employer to
an employee that is contingent on discretion, performance, or results achieved. The
most common forms of variable pay are bonuses and incentives.

3. Benefits — programs an employer uses to supplement employees’
compensation, such as paid time off, medical insurance, company car, and more.

4. Equity-based compensation — stock or pseudo stock programs an employer
uses to provide actual or perceived ownership in the company which ties an
employee's compensation to the long-term success of the company. The most
common examples are stock options.

Wage Payment Systems are the different methods adopted by organizations
by which they remunerate labour. There exist several systems of employee wage
payment and incentives, which can be classified under the following names:

Time Rate Systems: Under this systems, the worker is paid by the hour, day,
week, or month.

o High Wage plan: Under this plan a worker is paid a wage rate which is
substantially higher than the rate prevailing in the area or in the industry. In return, he
is expected to maintain a very high level of performance, both quantitative and
qualitative.

o Measured day work : According to this method the hourly rate of the
time worker consists of two parts, namely, fixed and variable. The fixed element is
based on the nature of the job i.e. the rate for this part is fixed on the basis of job
requirements. The variable portion varies for each worker depending upon his merit
rating and the cost-of-living index.

o Differential time rate: According to this method, different hourly rates
are fixed for different levels of efficiency.

Payment on Result

o Straight piecework system : The wages of the worker depend upon his
output and rate of each unit of output; it is in fact independent of the time taken by
him.
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o Differential piece work system: This system provide for higher rewards
to more efficient workers. For different levels of output below and above the
standard, different piece rates are applicable.

Combination of Time and Piece Work

o Gantt task and bonus system: the system consists of paying a worker on
time basis if he does not attain the standard and on piece basis (high rate) if he does.

. Emerson’s efficiency system: Under this system minimum time wages
are guaranteed, but beyond a certain efficiency level, bonus in addition to minimum
day wages is given.
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Unit 3: Costs of production and sales
3.1 Costs and their classification

In production, research, retail, and accounting, a cost is the value of money that
has been used up to produce something, and hence is not available for use anymore.
In business, the cost may be one of acquisition, in which case the amount of money
expended to acquire it is counted as cost. In this case, money is the input that is gone
in order to acquire the thing. This acquisition cost may be the sum of the cost of
production as incurred by the original producer, and further costs of transaction as
incurred by the acquirer over and above the price paid to the producer. Usually, the
price also includes a mark-up for profit over the cost of production.

Classification of cost means, the grouping of costs according to their common
characteristics. The important ways of classification of costs are:

1. By Element: There are three elements of costing.

o Raw materials (Direct material/Indirect material)

o Labor (Direct labor/Indirect labor)

o Expenses/overhead (Production or works overheads; Administration
overheads; Selling overheads; Distribution overheads; Maintenance & Repair;
Supplies; Utilities; Other Variable Expenses; Salaries; Occupancy (Rent);
Depreciation; Other Fixed Expenses)

2. By Nature or Traceability:

o Direct Costs

. Indirect Costs.

Direct Costs are Directly attributable/traceable to Cost Object. Direct costs are
assigned to Cost Object. Indirect Costs are not directly attributable/traceable to Cost
Object. Indirect costs are allocated or apportioned to cost objects.

By Functions:
production,
administration,

selling and distribution,
R&D.

By Behavior:

fixed,

variable,

. semi-variable.

Costs are classified according to their behavior in relation to change in relation
to production volume within given period of time. Fixed Costs remain fixed
irrespective of changes in the production volume in given period of time. Variable
costs change according to volume of production. Semi-variable Costs costs are partly
fixed and partly variable.

..:b....po
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5. By control ability:

o controllable,

o uncontrollable costs.

Controllable costs are those which can be controlled or influenced by a
conscious management action. Uncontrollable costs cannot be controlled or
influenced by a conscious management action.

6. By normality:

o normal costs

o abnormal costs.

Normal costs arise during routine day-to-day business operations. Abnormal
costs arise because of any abnormal activity or event not part of routine business
operations. E.g. costs arising of floods, riots, accidents etc.

7. By Time:

o Historical Costs

o Predetermined costs.

Historical costs are costs incurred in the past. Predetermined costs are
computed in advance on basis of factors affecting cost elements. Example: Standard
Costs.

8. By Decision making Costs: These costs are used for managerial decision
making.

o Marginal Costs: Marginal cost is the change in the aggregate costs due to
change in the volume of output by one unit.

o Differential Costs: This cost is the difference in total cost that will arise
from the selection of one alternative to the other.

o Opportunity Costs: It is the value of benefit sacrificed in favor of an
alternative course of action.

o Relevant Cost: The relevant cost is a cost which is relevant in various
decisions of management.

o Replacement Cost: This cost is the cost at which existing items of
material or fixed assets can be replaced. Thus this is the cost of replacing existing
assets at present or at a future date.

o Shutdown Cost:These costs are the costs which are incurred if the
operations are shut down and they will disappear if the operations are continued.

o Capacity Cost: These costs are normally fixed costs. The cost incurred
by a company for providing production, administration and selling and distribution
capabilities in order to perform various functions.

o Other Costs
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3.2 Cost accounting

Cost accounting is a process of collecting, analyzing, summarizing and
evaluating various alternative courses of action. Its goal is to advise the management
on the most appropriate course of action based on the cost efficiency and capability.
Cost accounting provides the detailed cost information that management needs to
control current operations and plan for the future. Cost accounting information is
commonly used in financial accounting information, but its primary function is for
use by managers to facilitate making decisions.

Unlike the accounting systems that help in the preparation of financial reports
periodically, the cost accounting systems and reports are not subject to rules and
standards like the Generally Accepted Accounting Principles. As a result, there is
wide variety in the cost accounting systems of the different companies and sometimes
even in different parts of the same company or organization.

Types of cost accounting

1.  Standard cost accounting

The company's fixed costs allocated over a given pe