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PREFACE

The book on “Cost Accounting” is tailor-made to meet the requirements of the new syllabus
of B.Com., Vth Semester of all Universities in Telangana State and lays particular emphasis on the
fundamentals of Cost Accounting, Elements of Cost, and Methods of Costing.

An earnest and sincere attempt is made to present the information in a non-technical, simple
and lucid manner so as to enable the reader to understand the subject with ease.

The book contains sufficiently large number of illustrations for a better grasp in the subject
matter. Wherever necessary, working notes and explanations have been provided. At the end of
each chapter, questions and problems are given for practice.

Suggestions for improvement of the book are solicited.

I express my heartfelt gratitude to my husband Mr. S. Chandra Babu, HR and Legal
Professional, who was a constant source of inspiration, support and encouragement throughout
the completion of the book.

I also thank the publishers for the timely publication and my special thanks to Mr. Anil
Kumar and Mr. Rajkumar for the keen interest taken by them in bringing out this book.

– Prof (Mrs.) Prashanta Athma
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1 INTRODUCTION

The objectives of the study are to:

 Understand the need for cost accounting

 Differentiate cost accounting from financial accounting

 Learn the cost concepts

 Understand the basic rules for classification of costs

 Introduction

 Need for Cost Accounting

 Definition of Cost Accounting

 Features of Cost Accounting

 Objectives of Cost Accounting

 Functions of Cost Accounting

 Nature and Scope of Cost Accounting

 Advantages of Cost Accounting

 Limitations of Cost Accounting

 Critical Evaluation of Limitations

 Essentials of a Good Cost Accounting System

 Cost Accounting vs. Financial Accounting

Structure

Objectives
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 Cost Concepts

 Cost

 Costing

 Cost Accounting

 Cost Accountancy

 Cost Unit

 Cost Centre

 Classification of Cost

 Summary

 Glossary

 Questions

INTRODUCTION

Accounting is the language of business. A business enterprise communicates its information
through the language of accounting. The enterprise presents such information to those who come into
contact with the business in the course of trade.

According to Kohler, “accounting is the recording and reporting of transactions”. This functional
definition emphasizes recording and reporting as the basic functions of accounting.

According to the terminology of American Institute of Certified Public Accountants, Accounting
is “the art of recording, classifying and summarizing in a significant manner and in terms of money,
transactions and events which are, in part at least, of a financial character, and interpreting the results
thereof”. An expanded version of this definition shows that accounting is the collection, compilation
and systematic recording of business transactions in terms of money, the preparation of financial
statements and interpretation of these statements for the benefit of the users of accounting information.

Cost Accounting is one of the branches of accounting, the other branches being the Stewardship
Accounting, Financial Accounting, Management Accounting, Decision Accounting, Responsibility
Accounting, Social Accounting, etc. Each of these branches is for a particular purpose and the prefix
used differentiates one from the other, in the context in which it is used.

NEED FOR COST ACCOUNTING

The following limitations of Financial Accounting have resulted in the development of Cost
Accounting:

1. Provides only historical information: Financial Accounting is mainly historical in nature
and tells about the cost, which has already been incurred. It does not provide day to day cost
information to the Management for making effective plans for the future.

2. No classification of expenses and accounts: In Financial Accounting, there is no such
system by means of which accounts are classified so as to give the data regarding costs,
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departments, processes, products and activities in the manufacturing division. Further,
expenses are not classified as to direct and indirect items, the classification of which is very
much essential for the control of the costs.

3. No data for decision making and comparison: Financial Accounting does not supply
required data for comparison purpose and for taking various financial decisions relating to
the expansion and contraction of activities, replacement of labor by machines, introduction
of new products, fixation of prices under normal or special conditions, make or buy a
component required for the product, etc.

4. Price fixation difficult: As the product wise cost is not supplied by the Financial
Accounting System, it is very difficult for the management to fix the price of the product.

5. Trading results in total: Financial Accounting discloses the net trading result of the
business as a whole. It does not show profit or loss of different products, departments,
processes, jobs etc.

6. No control over labor cost: In Financial Accounting, there is no means of comparing the
time clocked with the time booked, which is essential since the payment to the workers is
based on the number of hours worked. Further, there is no means of judging the efficient
utilization of the labor and as such incentive schemes based on the results cannot be
introduced properly.

7. No safeguard against the material losses: Financial Accounting does not provide any
safeguard against material losses due to wastage, pilferage, deterioration, obsolescence, etc.

8. No controlling techniques: In the light of the information provided by the Financial
Accounting, the techniques of Budgetary Control and Standard Costing, which are very
important for planning, control and cost reduction, cannot be introduced.

9. Lack of scope for performance appraisal: There is no scope for judging the profitability
or otherwise of each line of activity as the Profit and Loss Account discloses the trading
result of the organization as a whole.

Product-wise, process-wise and department-wise cost information is required for effective control
over cost and overall improvement in efficiency. For the purpose of various managerial decision
making, classification of cost into fixed and variable; direct and indirect cost; controllable and non-
controllable cost is a must which is provided under Cost Accounting.

Thus, the above limitations of Financial Accounting have necessitated the need for the
development of Cost Accounting system.

DEFINITION OF COST ACCOUNTING

The Chartered Institute of Management Accountants in England (CIMA) has defined Cost
Accounting as, ‘the process of accounting for cost from the point at which expenditure is incurred or
committed to establishment of its ultimate relationship with cost centres and cost units. In its widest
usage, it embraces the preparations of statistical data, the application of cost control methods and the
ascertainment of the profitability of activities carried or planned’. It is a formal mechanism by means
of which costs of products or services are ascertained and controlled.
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According to Blocker and Weltemer ‘Cost Accounting is to serve management in the execution
of policies and in comparison of actual and estimated results in order that the value of each policy may
be appraised and changed to meet the future conditions’.

FEATURES OF COST ACCOUNTING

The following are the features of Cost Accounting:
(a) It is a process of accounting for determining costs by recording income and expenditure

relating to production of goods and/or rendering of services.
(b) It provides statistical data for making future estimates.
(c) It is concerned with the ascertainment of cost, control of cost and reduction of cost.
(d) It establishes budgets and standards for the costs so that the actual cost can be compared

with the same to find out the deviations and correct the same.
(e) It involves the presentation of the information in a suitable manner to the Management for

decision making.

OBJECTIVES OF COST ACCOUNTING

The main objectives of Cost Accounting are cost ascertainment, cost control and ascertainment of
profitability:

 Cost Ascertainment: For the purpose of ascertaining the cost of a product, process or
operation, it is necessary to record the expenses incidental thereto. Hence, there is a need for
minute subdivision of expenses falling under the primary classification of nominal accounts
as per the financial records and reclassifying them according to the purpose for which they
are incurred.

 Basis for Estimating: In case of jobbing type of industries and contract business, firms
have to submit quotations or estimates for the supply of specific goods or services. In such
cases, Cost Accounting records and supplies reliable and useful information about the cost
of previous job of a similar nature, which facilitates in making an estimation of cost.

 Determination of Selling Price: Based on the information supplied by the costing records,
the price of the product manufactured or services rendered can be determined.

 Basis for Operating Policy: The objective of Cost Accounting is to help the Management
in the formulation of operating policies. Cost Accounting provides useful information for
making various managerial decisions like increase in production, introduction of a new
product, make or buy a component, shut down a plant, selection of a most suitable method
of production etc.

 Cost Control: For the purpose of cost control, it is a prerequisite to set standards of
performance against which the actual costs can be measured. Budgetary Control and
Standard Costing are the two important Cost Accounting techniques, which are used to
control the costs. These techniques involve the comparison of the actual costs with the pre-
determined costs and ascertain the variances, which are reported to the management for the
remedial action.
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FUNCTIONS OF COST ACCOUNTING

Following are main functions of Cost Accounting:
1. Ascertainment of Cost of Product: Cost of production of each job, process, or work order

is ascertained by applying different methods of Cost Accounting viz., Job Costing, Process
Costing, Contract Costing, etc., according to the suitability and needs of the organization.

2. Fixation of Selling Prices: Cost Accounting provides the cost of production for the fixation
of selling prices of the product or process job or operation and also helps in preparing
necessary tenders or quotations.

3. Measurement of Efficiency: Cost Accounting enables to measure the efficiency of each
product, process or department by applying standard cost method. It also helps to compute
profits earned on each of the products and helps to work out the wastage in each process of
manufacture and assist the Management in the control of the same.

4. Cost Control Procedure: Cost Accounting System enables to install and implement cost
control systems like Budgetary Control and Standard Costing for the control of expenditure
on materials, labour and overheads. Standards are set, with which the actual are compared
and the deviation between them are identified and necessary measures to taken to control the
adverse deviations.

5. Cost Reduction: Cost Accounting provides the details of the cost of service or benefit
obtained and assists the Management in maintaining the costs to the lowest point consistent
with the most efficient operating conditions.

6. Reporting to the Management: Cost Accounting helps the Management in formulating
policies and plans directed towards profitable operations by sending the reports to the
Management periodically which may be monthly, quarterly or half yearly.

7. Inventory Control: Helps the Management in control of inventory by fixing up the stock
levels so that there may be minimum locking up of capital in stocks of raw materials, stores,
work-in-process and finished goods.

NATURE AND SCOPE OF COST ACCOUNTING

Cost Accounting is a branch of accounting and has been developed due to the limitations of
Financial Accounting. The Financial Accounting system is mainly concerned with the collection,
recording, classifying, summarizing and interpreting the results and it is directed towards the
preparation of Profit and Loss Account (to ascertain the profit made or loss incurred in the
organization for a particular period) and a Balance Sheet (to know the financial position of the
organization as on a particular date). Such information is definitely useful to various parties like
Shareholders, Creditors, Prospective Investors, Government, Banks, etc. But, to the management, the
information supplied is not sufficient, as only the overall view of financial position of the business
enterprise is provided. In fact, information regarding various functions such as finance, administration,
production and distribution is required for the functioning of the enterprise. Financial Accounting is
unable to provide the information on costs product-wise, process-wise and activity-wise. Such
limitations of Financial Accounting system have led to the emergence of Cost Accounting System.
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By the term ‘scope’, we mean domain or field of activity. The scope of Cost Accounting covers
the ascertainment of cost and the control of the same. Cost Accounting provides the management with
information relating to the various aspects of performance of an enterprise.

In the earlier stages of its evolution, Cost Accounting confined itself to the accumulation of
historical costs and presentation of the same for the sole purpose of cost finding or product costing.
However, with the passage of time, its scope was broadened and provision of information for cost
control and cost reduction assumed importance than products costing.

In the beginning, Cost Accounting has confined itself to only manufacturing organizations. Now,
the techniques of Cost Accounting have gained application in a number of diverse organizations like
Hospitals, Educational Institutions, Transport, Local Authorities, Banks and Insurance Companies.
Thus, besides the enlargement of its scope, the extent of its application has also become wider.

ADVANTAGES OF COST ACCOUNTING

Cost Accounting is immensely useful in all economic activities. Every economic activity makes a
value analysis, wherein, the costs involved in it is compared with the benefits obtained out of it. Here
comes the importance of the Cost Accounting System which involves a study of those concepts, tools
and techniques which help in the ascertainment and analysis of costs. Cost Accounting aids
management in taking various managerial decisions, which are summarized below:

(a) Facilitates cost comparison: Cost Accounting enables the management to make cost
comparison of jobs, products, departments, sales territories etc. both within the firm (intra
firm) and with the outside firm (inter firm).

(b) Helps financial accounting: In ascertaining the correct value of the closing inventory, the
principle of matching cost and revenue under a modern Cost Accounting system is of a great
assistance to the management. A good system of Cost Accounting provides a reliable check
on the accuracy of Financial Accounting through the reconciliation of cost and financial
profits.

(c) Facilitates planning: Cost Accounting enables management to know future costs for
appropriate plans and decision making besides recording and analyzing past costs and
activities for product costing. It also serves as a reliable base for making estimates and
submitting tenders.

(d) Gives detailed cost information: Cost Accounting classifies cost and revenue by every
possible division of the business and supplies the detailed and regular cost information to the
management for ascertaining the cost of a product, process, department, division and unit of
service.

(e) Reveals profitable and unprofitable activities: As costs are ascertained by products, jobs,
processes or departments, the management can distinguish between profitable and
unprofitable activities and take steps to improve the operating efficiency of unprofitable
lines or consider the modification or elimination of such activities.

(f) Preparation of income statement: Since cost records show the correct values of closing
inventories, preparation of interim profit and loss account on a realistic basis is made
possible. Cost Accounting provides various techniques like Perpetual Inventory System,
Always Better Control Analysis, etc., to help the management in inventory control.
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(g) Assists management in control of costs: To ensure that the operations, processes and costs
are under control, a concern will have a number of control systems all of which depend upon
the detailed and timely cost information. Budgetary Control and Standard Costing are the
two important cost accounting techniques which are used to control the costs.

(h) Reveals idle capacity: Cost Accounting helps the management to ascertain the cost of idle
capacity which may arise due to shortage of demand, breakdown of machinery or other
bottlenecks of production and take steps to improve capacity utilization.

(i) Benefits employees: The management is in a position to appraise the performance of
personnel and introduce incentive wage system based on the operational efficiency of every
line of activity disclosed by the Cost Accounting system. A good cost accounting system
secures business stability which means continuous and secured employment to employees.

(j) Benefits creditors: Cost reports provide not just the present trends of the business but also
future prospects of the organization. On the basis of these reports, creditors, debenture
holders, banks and other financial agencies are able to form an idea of the financial
soundness of the organization.

(k) Benefits society: New and improved methods of production, lower production and
distribution costs and lower prices, better quality products, etc., which are the results of Cost
Accounting System, are of immense benefit to the society as a whole.

(l) Benefits government agencies and others: Cost Accounting provides ready figures to the
Government, Trade Unions, Wage Tribunals and other bodies, for dealing with a variety of
problems regarding price fixation, price control, tariff protection, wage level fixation, etc.

(m) Assists management in decision making: Various managerial decisions like fixation of
selling price, add or drop a product, make or buy a component, expansion or contraction of
activities can be taken better only with the help of detailed cost information provided by the
cost accountant. Cost Accounting assists management in fixing up selling price not only
during normal business conditions but also during depression periods, when prices may have
to be fixed below cost.

LIMITATIONS OF COST ACCOUNTING

In modern times, Cost Accounting has become an indispensable organ of accounting process. In
spite of numerous advantages, there are some objections raised against it. They are as follows:

(a) It is unnecessary: It is argued that Cost Accounting is unnecessary and it is just a
duplication of accounting work. This argument is based on the premise that in olden times, a
good number of firms have proved themselves efficient even without costing techniques.

(b) It is expensive: As Cost Accounting necessitates the maintenance of double set of account
books, etc., it is very expensive to introduce cost system in a firm. Therefore, a small
business concern does not find it economical.

(c) It is monotonous: It is often argued that, it stresses unnecessarily on paper work and routine
checking and therefore, it is monotonous.

(d) It is a failure: It is argued that in spite of the introduction of Cost Accounting System, the
organization could not get the desired results and therefore, the system is a failure.
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(e) Unreliable: It is argued that, the results of Cost Accounting are not reliable as the system is
based on estimates and estimates cannot be reliable.

(f) Lack of uniformity: This is the greatest limitation of Cost Accounting system and therefore,
all Cost Accounting results should be accepted as a reasonable approach to accuracy and not
as a precise measurement as Cost Accounting is not an exact science but an art.

(g) Other limitations: The other limitations are arbitrary allocation of joint costs, arbitrary
division of costs into direct and indirect, arbitrary apportionment of service departments
expenses to other production departments, etc.

In spite of the above limitations of Cost Accounting, if properly used, the benefits of Cost
Accounting definitely outweigh its limitations and can be a useful tool for solving many crucial
managerial problems.

CRITICAL EVALUATION OF LIMITATIONS

When the so-called limitations of Cost Accounting are critically evaluated, one can find that
these are not actually the limitations and the benefits of the Cost Accounting system definitely
outweigh the drawbacks:

 The objection regarding that the Cost Accounting system is unnecessary was true in olden
times. But, today, modern industries are running under highly competitive conditions, which
require them to control the costs and reduce the selling prices as far as possible. To control
the costs, management needs to know detailed cost information for decision-making. This
need of cost ascertainment, cost control and decision making can be served only by Cost
Accounting system.

 The most powerful argument against the introduction of Cost Accounting system is that it
involves considerable amount of expenditure is true but, the expenditure incurred on
introducing and operating the system will be a profitable investment if due care is taken to
devise the Cost Accounting system to suit the size and the need of the organization. The
expenditure incurred in the introduction of the system can be treated as an investment and
the benefits will surely exceed the costs, if due care is taken.

 Though, the introduction of Costing system introduces some additional work and several
forms and the rulings are an integral part of the system, yet, it is not the fault of the system
but only the way in which the system is maintained. The forms and the rulings must be
revised and updated in the light of altered conditions. Only then, the system will work
successfully.

 The failure of a system may be due to several causes like lack of support from the top
management and employees, lack of adequate facilities etc. If desired results could not be
produced, it is not the fault of the system as such but it is the implementation part which is
to be looked into. To make the system successful, its utility should be understood clearly by
the management and the employees and they should work for the results.

 The argument that the Cost Accounting system is not reliable is untenable as estimation of
cost is based on scientific techniques and reasoning and past actual figures are taken as the
base. Therefore, the estimation is quite near to reality. In certain cases, estimation is the only
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way as in case of tenders, fixation of standard costs, etc. Historical Costing and Standard
Costing are the important techniques of costing which are widely used in modern times.

ESSENTIALS OF A GOOD COST ACCOUNTING SYSTEM

Cost Accounting System adopted by any company reflects the same principles and purposes,
although, their application may vary with circumstances out of necessity. The system adopted should
be simple and should suit the nature of the business and the cost involved should not be too high.

The essentials of a good Cost Accounting system are:
1. Simplicity: The Cost Accounting system should be simple, but it will have to be elaborative

if the objective is to have information which will help the management in exercising control
and taking decisions. The system should be easy to operate and the personnel should be
capable of understanding the system.

2. Nature of Business: The method of Cost Accounting system to be adopted should suit the
nature of the business like whether engaged in the production of goods, whether a single
product or multi product concern, jobbing type of business or a process type or an assembly
unit, etc. A Cost Accountant should be acquainted with the technical aspects like the nature
of products, methods and stages of production.

3. Structure of Cost Accounts: The designing of the system should be such that there is a
gradual build up of the cost at each significant stage of production. It should follow the
natural production line and the sequence can be simple, analytical or synthetic.

4. Accuracy of Data: Cost Accounting system should provide required accuracy.
5. Flexibility: Any system without flexibility will be outmoded because of fast changes in

business and industry. Therefore the Cost Accounting system to be adopted should be able
to take up any changes in the system.

6. Introducing the System: The implications of the system should be explained to all,
indicating the benefits that will accrue to each and to the business as a whole, before the
system is put into effect. To avoid confusion and overlapping, the system should be
introduced by stages.

7. Organizing the Cost Office: To the extent possible, the Cost Office should be close to the
factory so that delay in routing out documents or in clearing up discrepancies and doubts is
avoided.

8. Cost Office and Other Departments: The Cost Accounting System should be so designed
that it serves the requirements of the management at all levels.

9. Reconciliation of Cost and Financial Accounts: When Cost and Financial Accounts are
maintained independently, a situation of difference in profits reported by these accounts may
arise. In such a case, there should be a reconciliation of Cost and Financial Accounts. If
possible, the Cost and Financial Accounts should be interlocked into one Integral
Accounting System in order to avoid the reconciliation work.
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COST ACCOUNTING VS. FINANCIAL ACCOUNTING

The main focus of accounting being provision of business or accounting information, the
relationship between Financial Accounting and Cost Accounting appears to be very close. These two
branches of accounting are inter disciplinary, though there are various points of distinction, the main
point being difference in the reporting aspect.

Basis of Difference Cost Accounting Financial Accounting
Purpose of Information
provided

Information is provided to the
management for proper planning,
operation, control and decision-
making. The information provided is
mainly for internal purpose.

Information about the business is
provided in a general way and is
both for internal and external
purpose.

Statutory Requirement Cost Accounting records are
maintained voluntarily.

Financial Accounting is compulsory
and the books are maintained in
such a way so as to meet the
requirements of Companies Act and
Income Tax Act.

Period of Reporting Cost Accounts are prepared as and
when required by the management.

Financial Accounts are prepared at
the end of the year.

Subjectivity Cost Accounting records expenditure
in an objective manner according to
the purpose for which the costs are
incurred.

Financial Accounting classifies
records and analyses the
transactions in a subjective manner
according to the value of the
expenses.

Nature of Information Cost Accounting deals with both
monetary and non-monetary
information.

Only monetary information is taken
in Financial Accounting.

Emphasis Cost Accounting has a detailed system
of control over all the elements of cost
viz., materials, labor and other
expenses.

In Financial Accounting, emphasis
is only on recording aspect without
attaching any importance to the
control aspect.

Reporting of Costs in Cost Accounting, the costs are
broken down on a unit basis.

In Financial Accounting, costs are
reported in aggregates.

Estimates Cost Accounting deals partly with
facts and figures and partly with
estimates.

Actual facts and figures are dealt
with in Financial Accounting.
Estimates are not accounted for.

Valuable Information Valuable information on the relative
efficiencies of various workers, plant
and machinery are made available to
the management.

Valuable information on the relative
efficiencies of various workers,
plant and machinery are not
provided in Financial Accounting
system.

Rules and Regulations No such rules and regulations exist in
Cost Accounting system.

There are well defined rules and
regulations, principles and codes in
the preparation of Financial Accounts.
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COST CONCEPTS

A beginning to the study of Cost Accounting system covers certain familiar cost concepts, which
constitutes its basis. The following concepts are fundamental for a better understanding of the subject.

Cost
It is the sacrifice made for securing the benefit under consideration. It may be defined as the

benefit given up to acquire goods and services. The benefits given up in terms of money may be called
as ‘cost’. The official terminology of Management Accounting published by Chartered Institute of
Management Accountants (CIMA), London 1991 defines the term ‘cost’ as “the amount of
expenditure (actual or notional) incurred on or attributable to a specified thing or activity.” This
definition refers to the past costs, whether actual or notional, which every business concern, whether
engaged in the production of goods or the provision of services has to incur. The cost is considered as
actual if an outlay is involved otherwise it is notional. Cost may be defined as the value of economic
resources consumed for producing a product or rendering a service.

Costing
It is the technique and process of ascertaining the cost of activities, products, processes or

services. This technique consists of a body of principles and rules, which govern the process of
ascertaining the costs. ‘Cost finding’ is called as Costing. It is concerned with the ascertainment of
costs.

Costing has been defined by the Institute as, ‘the technique and process of ascertaining cost’.
Wheldon defines costing as “Costing is the classifying, recording, and appropriate allocation of
expenditure for the determination of the costs of products or services; and for the presentation of
suitably arranged data for the purposes of control and guidance of the management. It includes the
ascertainment of the cost of every order, job, contract, process, service or unit as may be appropriate.
It deals with the cost of production, selling and distribution.”

Thus, Costing means such an analysis of information as to enable the management to know the
cost of producing and selling, i.e., the total cost of various products and services and also to know how
the total cost is constituted.

Cost Accounting
The CIMA official terminology defines Cost Accounting as “the establishment of budgets,

standard costs and actual costs of operations, processes, activities or products and the analysis of
variance, profitability or the social use of funds.” Cost Accounting is classifying, recording and
appropriate allocation of expenditure for the determination of the costs of products or services and for
the presentation of the information suitably arranged for control and guidance of the management.
Accounting for costs is Cost Accounting.

Cost Accountancy
As an organized body of knowledge, the term Cost Accountancy may be defined as “the

application of costing and cost accounting principles, methods and techniques to the science, art and
practice of cost control and ascertainment of profitability. It includes presentation of information for
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the purpose of managerial decision making” (CIMA official terminology). Thus, Cost Accountancy is
a very wide and a comprehensive term.

Cost Accountancy is science because it is the systematized body of knowledge which a Cost
Accountant should possess so that he can discharge his responsibility and functions properly.

It is also an art because a Cost Accountant should apply his knowledge with proper ability and
skills to the various problems like ascertainment of costs, control of costs, ascertainment of
profitability, replacement of plants and technology, apply marginal costing, etc.

Cost Accountancy is also a practice as a Cost Accountant should continuously put in efforts in
presentation of information for the purpose of managerial decision making.

Cost Unit
The ascertainment of cost necessitates the determination of a unit in terms of which costs can be

ascertained and expressed. The terminology defines a cost unit as “a unit of product, service or time in
relation to which costs are ascertained.”

According to the above definition, the choice of a cost unit depends on what is being produced,
whether goods or services and what is relevant for the purpose of cost ascertainment. It is the basis for
the measurement of costs and making comparison between one period and another, or between actual
cost and some pre-determined cost.

Examples of Cost Unit
Product/Service Cost Unit

Bakery Kilogram
Engineering Job or batch
Steel Tonne
Pencil Gross, dozen, piece
Hospital Patient or bed

Cost Centre
For the purpose of administrative convenience, every large-scale business is divided into a

number of Departments such as Production, Administration, Marketing and Finance, which represent
the basic functions of any business organization. These Departments are further divided into smaller
Sections known as Cost Centres for the purpose of accumulating costs and charging the same to cost
units. Cost Centre may be defined as a person, place or item of equipment for which costs are
ascertained.

For example, the production activities of an Oil Industry may be divided into distinct parts such
as Crushing, Refining and Finishing. Each of these production lines forms one Cost Centre.
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CLASSIFICATION OF COST

icmai.in/upload/CASB/icwaicas1.pdf

The Cost Accounting Standard-I deals with the principle of classifying costs in the cost
statements. The standard on classification of costs deals with the basis of classification of costs and the
practice to be adopted for classification of cost elements in regard to its nature and management
objective. The statement aims at providing better understanding on classification of cost for
preparation of various cost statements required for statutory obligations or cost control measures.

The objective of this Standard is to prescribe the classification of costs for ascertainment of cost
of a product or service and preparation of cost statements on a consistent and uniform basis with a
view to effect the comparability of the same of an enterprise with that of previous periods and of other
enterprises. The classification and its disclosure are aimed at providing better transparency in the cost
statement. The standard is also for better adoption of Uniform Costing and Inter Firm Comparison.

To achieve the managerial objectives, there should be a proper ascertainment, classification and
grouping of the costs. Different cost objectives result in different approaches to cost classification and
cost accumulation. The process of grouping costs according to their common characteristics may be
termed as Cost Classification.

Basic Rules for Classification of Costs
Classification of cost is the arrangement of items of costs in logical groups having regard to their

nature (subjective classification) or purpose (objective classification). Items should be classified by
one characteristic for a specific purpose without ambiguity. Scheme of classification should be such
that every item of cost can be classified.

Basis of Classification
 Relation to Object – Traceability
 Functions/Activities
 Behavior
 Management Decision Making
 Production Process
 Time Period
Classification of cost is the process of grouping the components of cost under a common

designation on the basis of similarities of nature, attributes or relations. It is the process of
identification of each item and the systematic placement of like items together according to their
common features. Items grouped together under common heads may be further classified according to
their fundamental differences. The same costs may appear in several different classifications
depending on the purpose of classification.

Presentation and Disclosure
The classification of cost item should be done on the ‘basis of classification’ chosen with pre-

determined objective. The classification of cost item should be followed consistently from period to
period and preparation of cost statements should be made with reference to a period of time. A change
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in classification should be made only if it is required by law or for compliance with a Cost Accounting
Standard or the change would reset in a more appropriate preparation or presentation of cost
statements of an enterprise. Any change in the classification of cost which has a material effect on the
cost of the product should be disclosed in the cost statements. Where the effect of such change is not
ascertainable wholly or partly, the fact should be indicated in the cost statement.

Costs are generally classified into the following categories:

Traditional Classification of Cost
Costs should be gathered together in their natural groupings such as material, labor and other

expenses. Items of costs differ on the basis of their nature. The elements of cost can be classified into
the following three categories viz., Material, Labor and Expenses.

Material Cost is the cost of material of any nature used for the purpose of production of a product
or a service. Material cost includes cost of procurement, freight inwards, taxes and duties, insurance,
etc., directly attributable to the acquisition. Trade discounts, rebates, duty drawbacks, refunds are
deducted in determining the costs of material.

Labor Cost means the payment made to the employees, permanent or temporary, for their
services. Labor cost includes salaries and wages paid to permanent employees, temporary employees
and also to employees of the contractor. Here, salaries and wages include all fringe benefits like
Provident Fund Contribution, Gratuity, ESSI, Overtime, Incentives, Bonus, Ex-gratia, Leave Encashment,
Wages for Holidays and Idle Time etc.

Expenses are other than material cost or labor cost which are involved in an activity. Expenditure
on account of utilities, payment for bought out services, job processing charges, etc., can be termed as
expenses.

These three elements of Cost are further classified into direct and indirect. Direct cost has three
components – direct material cost, direct labor cost and direct expenses and indirect cost has three
components – indirect material, indirect labor cost and indirect expenses. Sum of all direct costs is
called Prime Cost and sum of all indirect costs is called as Overheads.

Direct Material
Raw materials consumed for production of a product or service which are identifiable in the

product or service form the Direct Material Cost. It includes the cost of procurement, freight inwards,
taxes and duties, insurance, etc., directly attributable to the acquisition. Trade discounts, rebates, duty
drawbacks, refunds are deducted in determining the costs of direct material. It refers to the cost of
material, which forms a major part of the finished product. The other names for this direct material are
‘process material’, ‘prime cost material’ ‘production material’, ‘stores material’ etc. It comprises all
materials specially purchased for a particular job, order, process or product; all material (including
primary material) acquired and subsequently requisitioned from the store; components or parts
purchased or produced; material passing from one process to another and primary packing materials
like wrappings, boxes etc.

Direct Labor
It is the labor of those workers who are engaged in the production process. It is expended directly

upon the materials. The other names for the direct labor are process labor, production labor, operating
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labor etc. Direct Labor Cost is the cost of wages of those workers who are readily identified or linked
with a Cost Centre or Cost Object. Here, the wages of the workers include all fringe benefits like
Provident Fund Contribution, Gratuity, ESIS, Overtime, Incentives, Bonus, Ex-gratia, Leave Encashment,
Wages for Holidays and Idle Time etc. Examples of direct labor are machine operators and assemblers.

Direct Expenses
This item includes any expenditure other than direct material and direct labor, which is incurred

on a specific cost unit and which can be identified or linked with the Cost Centre or Cost Object. It is
incurred for a product or job. This item is also known as chargeable expense. Examples of direct
expenses are expenses for special moulds required in a particular Cost Centre; hiring charges for tools
and equipment for a Cost Centre; royalties in connection to a product; job processing charges; fee paid
to architects, surveyors and other consultants; cost of special moulds, designs and patterns; cost of
patents and royalties; license fees etc.

Indirect Material
It is the cost of material which cannot be directly allocable to a particular Cost Centre or Cost

Object. Materials which are of small value and cannot be identified in or allocated to a product/service
are classified as indirect materials. Examples: Consumable spares and parts; lubricants; nuts; bolts;
cotton waste, etc.

Indirect Labor
It is that labor which cannot be easily identified with the product or service. Indirect labor cost is

the wages of the employees which are not directly allocable to a particular Cost Centre. Examples of
indirect labor are salaries of staff in the Administration and Accounts Department and salaries of
security staff, foreman, shop clerks, cleaners, supervisors, material handlers etc.

Indirect Expenses
ICMA defines indirect expenses as “expenses which cannot be allocated but which can be

apportioned to or absorbed by Cost Centres or Cost Units. It covers all the expenditure incurred by the
manufacturing enterprise from the time production has started to its completion and transfer to
finished goods store”. Indirect expenses are the expenses other than of the nature of material or labor
and cannot be directly allocable to a particular Cost Centre. Examples: Insurance, taxes and duties.

Behavioral Classification of Cost
Costs are classified based on behavior as fixed cost, variable cost and semi-variable cost

depending upon the response to the changes in the activity levels.

Fixed Cost
ICMA (U.K.) defines fixed cost as “a cost which tends to be unaffected by the variations in the

volume of output. Fixed cost depends mainly on the effluxion of time and do not vary directly with
volume or rate of output”. It is a cost which do not change in total, for a given time period, in spite of
change in the level of output. These are also known as standby cost, capacity cost or period cost.
While the total fixed cost remains the same, per unit fixed cost decreases with the increase in the
output and increases with the decrease in the output.
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Examples: Rent, salaries to the clerks, depreciation on office facilities, advertising etc. These
costs can also be further classified into:

(i) Committed Cost: Which are primarily incurred to maintain the company’s facilities and
physical existence and over which management has little or no discretion. Examples: Plant
and equipment depreciation, taxes, insurance premium, etc.

(ii) Managed Costs: Relate to current operations, which must continue to be paid to ensure the
continued operating existence of the company. Example: Management salaries.

(iii) Discretionary Costs: Which are not related to current operations or activities and are
subject to management decisions and control. Examples: Research and development cost,
marketing programmes, new system development cost, etc.

(iv) Step Cost: Which is constant for a given level of output and then increases in a fixed
amount at a higher output level. Example: Supervisor salary. If the number of workers who
are to be supervised is increased, another supervisor will be appointed thereby increasing the
cost of supervision.

Variable Costs
These costs are those that vary in total amount directly and proportionately with the output. It

changes in direct proportion to the level of activity. The ratio between the change in the cost and the
change in the level of output is always constant. Direct costs are the costs, which are generally
variable costs. Example: Cost of raw material. Variable cost has two parts:

(i) Variable Direct Cost
(ii) Variable Indirect Costs. Variable indirect costs are termed as variable overhead. Examples

of variable cost are materials consumed, direct labor, sales commission, utilities, freight,
packing, etc.

Mixed Costs
These costs are made up of fixed and variable elements. These costs can be called as semi

variable costs or semi fixed costs. They remain constant up to a particular level of output because of
the presence of fixed component and thereafter, vary with the volume of output because of the
presence of variable component. They are partly affected by fluctuation in the level of activity.
Examples of semi-variable cost are factory supervision, maintenance, power, electricity bill, telephone
bill, water bill, salesmen salary and commission etc.

Note: The characteristics of fixed costs are: (1) fixed amount within an output range (2) fixed cost per unit
decreases with increased output. The characteristics of variable cost are: (1) the variable cost varies
directly with volume of activities or production (2) variable cost remains constant per unit within a
range of activity.

Degree of Traceability to the Product
On the basis of traceability or identifiability of the costs with the product manufactured, costs can

be classified into direct cost and indirect cost.

Direct Cost
These costs are easily traceable or identifiable with a product. Examples: Direct materials, direct

labor and direct expenses.
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Indirect Cost
These costs cannot be identified with or traced to a single product because they are common to

several products. Indirect expenses are considered as overheads. Examples: Indirect material, indirect
labor and indirect expenses.

Degree of Association with the Product
As per the degree of association of costs with the product produced, costs are classified into

product cost and period cost.

Product Cost
These costs are included in the cost of manufacturing a product and are identifiable with the

product. It comprises direct material, direct labor, direct expenses and manufacturing overhead. It is
considered as a full factory cost.

Period Cost
These costs are not included in the stock valuation and are treated as expenses during the period

in which they are incurred.

Functional Classification of Costs
Costs should be classified according to the major functions for which the elements are used into

the following four major functions:
(a) Administration
(b) Production
(c) Selling and Distribution and
(d) Research and Development Expenditure
Here, the costs are associated with the functions in the business.

Manufacturing/Production/Works/Factory Overhead
Production Cost is the cost of all items involved in the production of a product or service. It

includes all direct costs and indirect costs related to the production. Production overhead is the indirect
costs involved in the production process. Production overhead is also termed as factory overhead or
manufacturing overhead. It is the indirect expense of operating the manufacturing divisions of a
concern and includes all expenditure incurred by the undertaking from the receipt of the order till the
completion of the product and packed in primary packing. Examples: Depreciation and insurance on
fixed assets; repairs and maintenance of fixed assets; electricity charges; salaries for staff for
production planning, technical supervision, factory administration, etc; normal idle time cost; expenses
for stores management; security expenses in the factory; labor welfare expenses; dispensary and
canteen expenses; depreciation of plant and machineries; repair and maintenance of factory building
and plant and machineries; insurance; quality control, etc.

Administration Overhead
All the indirect expenses incurred in formulating the policy, directing the organization,

controlling and managing the operations of an undertaking are considered as administration overhead.
Administration costs are expenses incurred for general management of an organization. These are in
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the nature of indirect costs and are also termed as administrative overhead. Examples of items to be
included in administrative overhead are salaries of administrative and accounts staff; general office
expenses like rent, lighting, rates and taxes, telephone, stationery, postage, etc,. bank charges; audit
fees; legal expenses; depreciation and repairs and maintenance of office building, etc.

Selling Overhead
The costs of seeking to create and stimulate demand for the products manufactured and of

securing orders are considered as selling overheads. Selling costs are indirect costs related to selling of
products or services and include all indirect cost in sales management for the organization. Selling
Costs include all costs relating to regular sales and sales promotion activities. Examples of expenses
which are included in selling cost are salaries, commission and traveling expenses for sales personnel;
advertisement cost; legal expenses for debt realization; market research cost; royalty on sales show
room expenses; samples and free gifts; bad debts; after sales service cost, etc.

Distribution Overhead
The cost incurred from the time of making the packed product available for dispatch, till the time

of making the reconditioned return empty package, if any, available for reuse. Distribution Costs are
the cost incurred in handling a product from the time it is completed in the works until it reaches the
ultimate consumer. Distribution costs are the costs incurred for distribution of product to customers.
Examples of distribution costs are cost of warehousing saleable products; cost of delivering the
products to customers; expenses on special packing for bulk transport, etc.

Research and Development Costs
These are the costs which are incurred for undertaking research to improve quality of a present

product or improve process of manufacture, develop a new product, market research, etc. and
commercialization thereof. Research Cost comprises the cost of development of new product and
manufacturing process; improvement of existing products, process and equipment; finding new uses
for known products; solving technical problem arising in manufacture and application of products etc.
Development cost includes the cost incurred for commercialization/implementation of research
findings.

Note:
1. Primary packaging cost is included in production cost whereas secondary packaging cost is

distribution cost.
2. In exceptional cases, for example, in case of heavy industries equipment supply, installation cost

at delivery site for heavy equipments which involves assembling of parts, testing etc. are
included in production cost but not distribution cost. For example: Installation cost of a gas
turbine at plant site is included in the cost of production of gas turbine.

Classification by Time
A cost item is related to a specific period of time and costs can be classified according to the

system of assessment and specific purpose.

Historical Costs are the actual costs of acquiring assets or producing goods or services. They are
‘postmortem’ costs which are ascertained after they have been incurred and they represent the cost of
actual operational performance. Historical costing system follows a system of accounting to which all
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values (in revenue and capital accounts) are based on costs actually incurred or as relevant from time
to time.

Predetermined Costs for a product are computed in advance of production, on the basis of a
specification of all the factors affecting cost and cost data. Predetermined costs may be either standard
or estimated.

Standard Costs: A predetermined norm is applied as a scale of reference for assessing actual
cost, whether these are more or less. The standard cost serves as a basis of cost control and as a
measure of productive efficiency when ultimately posed with an actual cost. It provides management
with a medium by which the effectiveness of current results is measured and responsibility of
deviation placed. Standard costs are used to compare the actual costs with the standard cost with a
view to determine the variances, if any, and analyze the causes for variances and take proper measure
to control them.

Estimated Costs of a product are prepared in advance prior to the performance of operations or
even before the acceptance of sale orders. Estimated cost is found with specific reference to product in
question and activity level of the plant. It has no link with actual and hence, it is assumed to be less
accurate than the standard cost.

Relationship with Accounting Period
(a) Capital Cost: This cost is classified as an asset. It is a cost, which provides benefit to the

future period. When the asset is used up or written off, this expenditure will flow into the
cost stream as an expense.

(b) Revenue Cost: This cost is assumed to benefit only the current period and is classified as an
expense.

Costs for Decision Making and Planning
Opportunity Cost: It is the cost of the best alternative foregone for taking up the present

alternative under consideration. These costs are measured by the profit that would have been earned
had the resources been used for other purpose. These costs are useful for evaluating the alternatives
and the usage of scarce resources. Opportunity Cost is always measured in terms of revenue lost.
Opportunity Cost is the value of the alternatives foregone by adopting a particular strategy or
employing resources in specific manner. It is the return expected from an investment other than the
present one. The Opportunity Cost is considered for selection of a project or justification of investment
or studying viability of an investment option.

Sunk Cost: It is the cost which has already been incurred. It is a past cost or commuted cost.
Once they have been incurred, they cannot be changed or avoided by any decision that is made in the
future. It has nothing to do with decision making and is also known as Historical Cost. Sunk Costs are
those that have been incurred for a project and which will not be recovered if the project is terminated.
While considering the replacement of a plant, the depreciated book value of the old asset is irrelevant
as the amount is a sunk cost which is to be written off at the time of replacement.

Relevant Cost: It is the cost, which differs between alternatives. It is a future cost, which is
affected and changed by a decision. If a cost increases, decreases, appears or disappears as different
alternatives are compared, it is a Relevant Cost. These costs are relevant for a specific purpose or
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situation. In the context of decision making relating to a specific issue, only those costs which are
relevant are considered. A particular cost item may be relevant in a decision making and may be
irrelevant in some other decision making situation. For example, present depreciated cost of Machine
is relevant in case of decision of its sale but it is irrelevant in case of decision of its replacement.

Differential Cost: It is the difference in the total cost between any two alternatives. It is equal to
the additional variable cost incurred in respect of the additional output plus increase in the fixed cost,
if any.

Differential Cost is the change in cost due to a change in the activity from one level to another.
Differential Cost is found by using the principle which highlights the points of differences in costs by
adoption of different alternatives. This technique is used in export pricing, new products and pricing
goods sought to be promoted in new markets, either within the country or outside. The algebraic
difference between the relevant costs at two levels of activities is the differential cost. When the level
of activity is increased, the increase in cost is known as Incremental Cost and when the level of
activity is decreased, the decrease in cost is known as Decremental Cost.

Replacement Cost is the cost of an asset in the current market for the purpose of replacement.
This cost is generally used for determining the optimum time for replacement of an equipment or
machine in consideration of maintenance cost of the existing one and its productive capacity.

Marginal Cost is the aggregate of variable costs, i.e., prime cost plus variable overhead.
Marginal cost per unit is the change in the amount at any given volume of output by which the
aggregate cost changes if the volume of output is increased or decreased by one unit.

Marginal Cost is used in Marginal Costing System. For determining marginal cost, semi-variable
costs, if any, are segregated into fixed and variable cost. Then, variable costs plus the variable part of
semi-variable costs is the total marginal cost for the volume of production in consideration.

Normal Cost is a cost that is normally incurred at a given level of output in the conditions in
which that level of output is achieved. Normal Cost includes those items of cost which occur in the
normal situation of production process or in the normal environment of the business. The normal idle
time is to be included in the ascertainment of normal cost.

Abnormal Cost is an unusual or a typical cost whose occurrence is usually irregular and
unexpected and which is due to some abnormal situation of the production. Abnormal cost arises due
to idle time for some heavy breakdown or abnormal process loss. These are not considered in the cost
of production for decision making and charged to profit and loss account.

Avoidable Costs are those costs which under given conditions of performance efficiency should
not have been incurred. Avoidable Costs are logically associated with some activity or situation and
are ascertained by the difference of actual cost with the happening of the situation and the normal cost.
When spoilage occurs in the manufacture in excess of normal limit, the resulting cost of spoilage is
avoidable cost. Cost variances which are controllable may be termed as avoidable cost.

Unavoidable Costs are inescapable costs which are essentially to be incurred, within the limits
or norms provided for. It is the cost that must be incurred under programmes of business restriction. It
is fixed in nature and inescapable.

Imputed Cost: It refers to those costs, which would have been incurred in the absence of a self-
owned factor of production. These costs though not incurred in a transaction, but are relevant to the
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decision, as they pertain to a particular situation. Imputed Cost does not involve any cash outlay.
Examples: Interest on the internally generated funds, rental value of a company owned property,
salaries of the owners of a proprietorship firm, etc.

Out of Pocket Cost: It signifies the cash associated with an activity. Non-cash cost like
depreciation are not included in this type of cost. Example: Purchase of raw materials, payment of
salaries.

Shutdown Costs: These costs have to be incurred under all situations in the case of temporary
cessation of activities of a product or closing down of a department or a division. These costs are
always fixed costs.

Costs for Control
(i) Controllable Cost: The ICMA (U.K.) defines it as “a cost which can be influenced by the

action of a specified member of an undertaking”. It is the cost over which a manager has a
direct and complete decision authority. It can be controlled by a manager at a given
organizational level.

(ii) Uncontrollable Cost: The ICMA (U.K.) defines it as “a cost which cannot be influenced by
the action of a specified member of an undertaking”.

Other Costs
1. Joint Cost: In processing of single raw material or production resources, a situation may

arise, where more than one type of finished product may emerge. In such a case, the costs
incurred for the production of all these products is considered as Joint Costs. These costs
relate to two or more products produced from a common production process. These products
are not identifiable as individual types of products, until a certain stage of production known
as the split off point. These costs are apportioned to different products only by means of
some suitable bases of apportionment.

2. Common Costs: The costs which are incurred for more than one product, job, territory or
any other specific costing object and are not easily identifiable with individual products are
called as Common Costs and are generally apportioned. They are common to the costing
units like products, processes, functions, responsibilities, customers, sales territories, period
of time etc.

SUMMARY

Cost accounting is one of the branches of accounting, the other branches being the Stewardship
Accounting, Financial Accounting, Management Accounting, Decision Accounting, Responsibility
Accounting, Social Accounting, etc. The limitations of Financial Accounting, has necessitated the
need for the development of Cost Accounting System. The main objectives of Cost Accounting are
cost ascertainment, cost control and ascertainment of profitability.

Cost Accountancy is the application of costing and cost accounting principles, methods and
techniques to the science, art and practice of cost control and ascertainment of profitability. It includes
the presentation of information to the management for the purpose of managerial decision making.
Thus, Cost Accountancy is a very wide and a comprehensive term.
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The main focus of accounting being provision of business or accounting information, the
relationship between Financial Accounting and Cost Accounting appears to be very close. These two
branches of accounting are interdisciplinary, though there are various points of distinction, the main
point being difference in the reporting aspect.

To achieve the managerial objectives, there should be a proper ascertainment, classification and
grouping of the costs. The process of grouping costs according to their common characteristics may be
termed as Cost Classification.

The elements of cost are classified into Material, Labor and Expenses. Costs are classified based
on behavior as fixed cost, variable cost and semi-variable cost depending upon the response to the
changes in the activity levels. According to the degree of traceability to the product, classification is
into direct cost and indirect cost. As per the degree of association with the product, they can be
classified into product cost and period cost.

Costs are classified according to the major functions, for which the elements are used, into
production, administration, selling and distribution and research and development expenditure. A cost
item is related to a specific period of time and cost can be classified according to the system of
assessment and specific purpose into historical costs, pre-determined costs, standard costs and
estimated costs. As per the relationship with accounting period, they may be classified into Capital
Cost and Revenue Cost.

There are certain special costs for decision making and planning like opportunity cost, sunk cost,
relevant cost, differential cost, replacement cost, marginal cost, normal cost, abnormal cost, avoidable
costs, unavoidable costs, imputed cost, and out-of-pocket cost and shutdown costs. As per the cost
which can be controlled or not, the classification is into controllable cost and uncontrollable cost. The
other costs are joint costs and common costs.

GLOSSARY

 Cost: Is the sacrifice made for securing the benefit under consideration. It may be defined as
the benefit given up to acquire goods and services. The amount of expenditure (actual or
notional) incurred on or attributable to a specified thing or activity is cost.

 Costing: Is the technique and process of ascertaining the cost of activities, products,
processes or services. This technique consists of a body of principles and rules, which
govern the process of ascertaining the costs. Cost finding is Costing.

 Cost Accounting: Is classifying, recording and appropriate allocation of expenditure for the
determination of the costs of products or services and for the presentation of the information
suitably arranged for control and guidance of the management. Accounting for costs is Cost
Accounting.

 Cost Accountancy: “The application of costing and cost accounting principles, methods
and techniques to the science, art and practice of cost control and ascertainment of
profitability. It includes presentation of information for the purpose of managerial decision
making”.

 Cost Unit: “A unit of product, service or time in relation to which costs are ascertained.”
 Cost Centre: A person, place or item of equipment for which costs are ascertained.
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 Fixed Cost: A cost which tends to be unaffected by the variations in the volume of output.
Fixed cost depends mainly on the effluxion of time and do not vary directly with volume or
rate of output.

 Variable Costs: Are those that vary in total amount directly and proportionately with the
output. It changes in direct proportion to the level of activity. The ratio between the change
in the cost and the change in the level of output is always constant.

 Direct Cost: Are easily traceable or identifiable with a product. Examples: Direct materials,
direct labor and direct expenses.

 Indirect Cost: Cannot be identified with or traced to a single product because they are
common to several products.

 Selling Overhead: Are the costs of seeking to create and stimulate demand for the products
manufactured and of securing orders.

 Distribution Overhead: Are the cost incurred in handling a product from the time it is
completed in the works until it reaches the ultimate consumer.

 Research and Development Costs: Are the costs for undertaking research to improve
quality of a present product or improve process of manufacture, develop a new product,
market research, etc. and commercialization thereof.

 Historical Costs: Are the actual costs of acquiring assets or producing goods or services.
They are ‘postmortem’ costs ascertained after they have been incurred and they represent
the cost of actual operational performance.

 Predetermined Costs: For a product are computed in advance of production, on the basis of
a specification of all the factors affecting cost and cost data. Predetermined costs may be
either standard or estimated.

 Opportunity Cost: Is the cost of the best alternative foregone for taking up the present
alternative under consideration.

 Sunk Cost: Are those that have been incurred for a project and which will not be recovered
if the project is terminated.

 Relevant Cost: Are the costs relevant for a specific purpose or situation. For example,
present depreciated cost of machine is relevant in case of decision of its sale but it is
irrelevant in case of decision of its replacement.

 Differential Cost: Is the difference in the total cost between any two alternatives. It is equal
to the additional variable cost incurred in respect of the additional output plus increase in the
fixed cost, if any.

 Replacement Cost: Is the cost of an asset in the current market for the purpose of
replacement. It is generally used for determining the optimum time of replacement of an
equipment or machine in consideration of maintenance cost of the existing one and its
productive capacity.

 Marginal Cost: Is the aggregate of variable costs, i.e., prime cost plus variable overhead.
Marginal cost per unit is the change in the amount at any given volume of output by which
the aggregate cost changes if the volume of output is increased or decreased by one unit.

 Normal Cost: Is a cost that is normally incurred at a given level of output in the conditions
in which that level of output is achieved.
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 Abnormal Cost: Is an unusual or a typical cost whose occurrence is usually irregular and
unexpected and due to some abnormal situation of the production. Abnormal cost arises due
to idle time for some heavy break down or abnormal process loss. They are not considered
in the cost of production for decision making and charged to profit and loss account.

 Avoidable Costs: Are the costs which under given conditions of performance efficiency
should not have been incurred. Avoidable costs are logically associated with some activity
or situation and are ascertained by the difference of actual cost with the happening of the
situation and the normal cost.

 Unavoidable Costs: Are inescapable costs which are essentially to be incurred, within the
limits or norms provided for. It is the cost that must be incurred under programmes of
business restriction. It is fixed in nature and inescapable.

 Imputed Cost: Refers to those costs, which would have been incurred in the absence of a
self-owned factor of production. These costs though not incurred in a transaction, but are
relevant to the decision, as they pertain to a particular situation. Imputed cost does not
involve any cash outlay.

 Shutdown Costs: Have to be incurred under all situations in the case of temporary cessation
of activities of a product or closing down of a department or a division. These costs are
always fixed costs.

 Controllable Cost: Is a cost which can be influenced by the action of a specified member of
an undertaking. It is the cost over which a manager has a direct and complete decision
authority. It can be controlled by a manager at a given organizational level.

 Uncontrollable Cost: Is a cost which cannot be influenced by the action of a specified
member of an undertaking.

 Joint Cost: Relate to two or more products produced from a common production process.
These products are not identifiable as individual types of products, until a certain stage of
production known as the split off point. These costs are apportioned to different products
only by means of some suitable bases of apportionment.

 Common Costs: Are incurred for more than one product, job, territory or any other specific
costing object and are not easily identifiable with individual products are called as common
costs and are generally apportioned.

 Cost Sheet: A statement showing the various elements of cost like cost of materials
consumed, prime cost, works cost, cost of production and cost of sales. Strictly speaking, it
does not include sale proceeds and profits earned. If they are also included, it becomes a
“Statement of Profit”.

QUESTIONS

1. Give any four limitations of Financial Accounting.
2. What are the objectives of Cost Accounting?
3. Define Cost Accountancy.
4. Mention any three points of dissimilarities between Cost Accounting and Financial Accounting.
5. What do you mean by Cost Centre and Cost Unit?
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6. Explain the terms Cost, Costing, Cost Accounting and Cost Accountancy.
7. What are Behavioral Costs? List them.
8. What do you understand by the term Opportunity Cost?
9. How do you classify the costs?

10. Explain the various methods of classification of costs.
11. Explain the following terms:

(a) Sunk Cost
(b) Shutdown Cost
(c) Incremental Costs
(d) Out of Pocket Cost
(e) Imputed Cost
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