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PREFACE

Cost Accounting is a high value subject and all Commerce graduates must possess
knowledge of cost accounting concepts and practices. It helps in planning and controlling of
costs of products and services and also in making managerial decisions,which in turn assists
in maximization of profit. This volume is an attempt to provide the students with thorough
understanding of the cost accounting concepts, methods and techniques

We have presented the subject matter in a systematic and intelligible manner with
liberal use of numerical illustrations and diagrams so as to make it interesting and sustain
student’s interest.

The book has been divided into 5 units, fully covering the syllabus of B.Com. 3rd Year,
5th Semester for all the Universities in Telangana state as per the CBCS based on the
conviction that the student can really learn cost accounting by solving problems, the theory
and problems approach had been adopted to fully meet all the examination needs of the
students in one book. Thus, apart from well organised theory, the book has sufficient
number of solved problems, illustrations and unsolved problems with answers and hints,
apart from short answers questions and essay type questions. Also, we had given short
answers and long answers, multiple choice questions and fill in the blanks at the end of each
unit for easy grasp of the subject. This will help students tackle examination questions with
ease. The theory questions and practical problems have been mostly selected from final
examination of B.Com., BBA,and BBM mainly from Osmania, Kakatiya, Telangana
Universities and other leading Indian Universities and also we had taken questions from CA,
CS, ICWA examination, etc. We are sure that this book will prove extremely useful to
students and teachers alike.

We would like to thank M/s. Himalaya Publishing House Pvt. Ltd., Shri Niraj Pandey
(Managing Director), Vijay Pandey (Regional Manager) and Mr. G. Anil Kumar (Assistant
Sales Manager), who is our motivator and mentor, keeping patience, giving his valuable
feedback and suggestions from time to time while preparing this book.

And our wholehearted gratitude to Smt. R. Usha Rani, Chairperson, Sri Sai Sudhir
Group of Institutions; my Principal Dr. Meera Naidu, Sai Sudhir PG College; D.S. Vittal,
Principal, Degree College, and to all our beloved colleagues and family members. And also
we would like to thank Shri K. Raghuveer, Principal, Indian Institute of Management and
Commerce, and Rev. Fr. A. Arogya Reddy, Principal, St. Mary’s Centenary Degree College.



And we would also like to thank Prof. S.V. Satya Narayana, Chairman, Board of
Studies, Dept. of Commerce, Osmania University, and also to Mr. V. Sridhar Reddy,
Poreddy. Anjan Reddy of Noble Degree College, Mr. C.N. Prasad of IIMC, S. Shekar
Reddy, N.C. Sreenivas Acharya, Vice-Principal, Sri Sai Degree College, DSNR, Vadakam,
Srisailam S.P. Degree College, and G. Arun Kumar of Megha Women’s Degree College.

While we have taken every care while preparing this book, some unknowing errors
may have crept in. We shall accept all the criticisms, suggestions and feedback for
betterment of this book. We assure you that the suggestions made by our beloved teachers,
readers and students shall be rectified and incorporated in our subsequent revised editions.

For any problematic rectifications you can contact mail to any of the below authors:

1. sriharikraos@gmail.com

2. drkvmurthy95@gmail.com

3. padmapriya1410@gmail.com

Hyderabad Authors
August 2018
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1
Cost Accounting

Unit

INTRODUCTION
Meaning

The amount of expenditure (actual or notional) incurred on or attributable to a specified article,
product or activity, to ascertain the cost of a specified tiling or activity. Cost can be defined as the
expenditure incurred on or attributable to a given thing. It can also be described as the resources that
have been sacrificed or must be sacrificed to attain a particular objective. In other words, cost is the
amount of resources used for something which must be measured in terms of money.

Definition
Costing is the technique and process of ascertaining costs. Costing may be defined as “the

technique and process of ascertaining cost”.

Costing
According to ICMA (London), “The amount of expenditure, actual or notional, incurred on

or attributable to, a given thing.”

Wheldon says “Costing secures business stability. Costing is the steering wheel which keeps
the organization on steady path of prosperity.”

Cost Accounting
According to H.J. Wheldon, “Cost Accounting is the classifying, recording, and appropriate

allocation of expenditure for the determination of the cost of products or services; the relation of
these costs to sales values and ascertainment of profitability.”
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Cost Accountancy
According to ICMA (London), “The application of costing and cost accounting principles,

methods and techniques to the science and art and practice of cost control and the ascertainment of
profitability as well as presentation of information for the purpose of managerial decision-making.”

The main object of traditional cost accounts is the analysis of financial records, so as to subdivide
expenditure and to allocate it carefully to selected cost centers, and hence to build up a total cost for
the departments, processes or jobs or contracts of the undertaking. The extent to which the analysis of
expenditure should be carried will depend upon the nature of business and degree of accuracy desired.
The other important objective of costing are cost control and cost reduction.

Cost Accounting helps the business to ascertain the cost of production/services offered by the
organization and also provides valuable information for taking various decisions and also for cost
control and cost reduction.

Cost accounting is a combination of art and science. It is a science as it has well-defined rules and
regulations, it is an art as application of any science requires art and it is a practice as it has to be
applied on continuous basis and is not a one-time exercise.

If we analyze the above definition, the following points will emerge:

 Cost accounting is basically application of the costing and cost accounting principles.
 This application is with specific purpose and that is for the purpose of cost control,

ascertainment of profitability and also for presentation of information to facilitate decision-
making.

FEATURES OF COST ACCOUNTING
1. It is a process of accounting for costs.
2. It records income and expenditure relating to production of goods and services.
3. It provides statistical data on the basis of which future estimates are prepared and questions

are submitted.
4. It is concerned with cost ascertainment, cost control and cost reduction.
5. It establishes budgets and standards so that actual cost may be compared to find out

deviations or variables.
6. It involves the preparation of right information to the right person at the right time to that it

may be helpful to management for planning, evaluation of performance control and
decision-making.

OBJECTIVES OF COST ACCOUNTING
Cost accounting aims at systematic recording of expenses and analysis of the same so as to

ascertain the cost of each product manufactured or service rendered by an organization. Information
regarding cost of each product or service would enable the management to know where to economize
on costs, how to fix prices, how to maximize profits and so on. Thus, the main objectives of cost
accounting are the following:
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1. To analyse and classify all expenditure with reference to the cost of products and operations.
2. To arrive at the cost of production of every unit, job, operation, process, department or

service and to develop cost standard.
3. To indicate to the management any inefficiencies and the extent of various forms of waste,

whether of materials, time, expenses or in the use of machinery, equipment and tools.
Analysis of the causes of unsatisfactory results may indicate remedial measures.

4. To provide data for periodical profit and loss accounts and balance sheets at such intervals,
e.g., weekly, monthly or quarterly as may be desired by the management during the financial
year, not only for the whole business but also by departments or individual products. Also,
to explain in detail the exact reasons for profit or loss revealed in total in the profit and loss
accounts.

5. To reveal sources of economies in production having regard to methods, types of equipment,
design, output and layout. Daily, weekly, monthly or quarterly information may be
necessary to ensure prompt constructive action.

6. To provide actual figures of costs for comparison with estimates and to serve as a guide for
future estimates or quotations and to assist the management in their price fixing policy.

7. To show, where Standard Costs are prepared, what the cost of production ought to be and
with which the actual costs which are eventually recorded may be compared.

8. To present comparative cost data for different periods and various volume of output and to
provide guidance in the development of business. This is also helpful in budgetary control.

9. To record the relative production results of each unit of plant and machinery in use as
a basis for examining its efficiency. A comparison with the performance of other types of
machines may suggest the necessity for replacement.

10. To provide a perpetual inventory of stores and other materials so that interim Profit & Loss
A/c and Balance Sheet can be prepared without stock taking and checks on stores and
adjustments are made at frequent intervals. Also to provide the basis for production planning
and for avoiding unnecessary wastages or losses of materials and stores.

11. To provide information to enable management to make short-term decisions of various types,
such as quotation of price to special customers or during a slump, make or buy decision,
assigning priorities to various products, etc.

FUNCTIONS OF COST ACCOUNTING
The following are the main functions of a cost accounting:

1. Cost Accounting should determine the true cost of every product, process, contract, service
and operation.

2. It is used to provide the necessary data for fixing the selling price.
3. It has secure economy and efficiency in the production.
4. It should assist the management in the formulation of policies, planning and control of all

functions.
5. It assists the management in the control of raw materials, consumable stores, work-in-

process and finished stock.



4 Cost Accounting

6. It should detect and help to control the idle time of men and machines.
7. It is used to determine the profitable activities and advice the management as to how the

profits could be improved.
8. It should detect and control all leakages, pilferages and defective work.
9. It provides reliable and comparative data for preparation of estimates.

10. It should advise the management on future expansion policies.

SCOPE OF COST ACCOUNTING
To appreciate fully the scope of Cost Accounting, it would be useful to examine the position of

Cost Accounting in the broader field of general accounting and other sciences, i.e., Financial
Accounting , Management Accounting, Engineering and Service Industry.

1. Cost Ascertainment: The main objective of Cost Accounting is to find out the cost of
product/services rendered with reasonable degree of accuracy.

2. Cost Accounting: It is the process of accounting for cost which begins with recording of
expenditure and ends with preparation of statistical data.

3. Cost Control: It is the process of regulating the action so as to keep the element of cost
within the set parameters.

4. Cost Reports: This is the ultimate function of Cost Accounting. These reports are primarily
prepared for use by the management at different levels. Cost reports helps in planning and
control, performance appraisal and managerial decision-making.

5. Cost Audit: Cost Audit is the verification of correctness of Cost Accounts and check on the
adherence to the Cost Accounting plan. Its purpose is not only to ensure the arithmetic
accuracy of cost records but also to see the principles and rules have been applied correctly.

ADVANTAGES OF COST ACCOUNTING
1. Helps optimum utilization of men, materials and machines
2. Identifies area as a requiring corrective action
3. Identifies unprofitable area activities, losses and inefficiencies
4. Helps price fixation
5. Facilitates cost control and cost reduction
6. Facilitates use of various cost accounting techniques like variance analysis, value analysis,

etc.
7. Helps management in formulation of policies
8. Helps management in making strategic financial decisions, e.g., the technique of marginal

costing helps the management in making various short-term decisions
9. Helps in formation of cost centres and responsibility centres to exercise control

10. Marginal Cost having a linear relationship with production volume enables in formulation
and solution of “Linear Programming Problems”.

11. Provides a database for reference by government, wage tribunals, trade unions, etc.



5Cost Accounting

LIMITATIONS OF COST ACCOUNTING
1. It is not an exact science and involves inherent element of judgment.
2. Cost varies with purpose. Therefore, cost collected for one purpose will not be suitable for

another purpose.
3. Cost accounting presents the base for taking the best decisions. It does not give an outright

solution.
4. Most of the cost accounting techniques are based on some pre-assumed notions.
5. The apportionment of common costs comes under a lot of criticism.
There are different views held by different experts on the treatment of certain items of cost.

ESSENTIALS OF A GOOD COST ACCOUNTING SYSTEM
For availing of maximum benefits, a good cost accounting system should possess the following

characteristics:

1. Costing system adopted in any organization should be suitable to its nature and size of the
business and its information needs.

2. A costing system should be such that it is economical and the benefits derived from the
same should be more than the cost of operating of the same.

3. Costing system should be simple to operate and understand. Unnecessary complications
should be avoided.

4. Costing system should ensure proper system of accounting for material, labour and
overheads and there should be proper classification made at the time of recording of the
transaction itself.

5. Before designing a costing system, need and objectives of the system should be identified.
6. The costing system should ensure that the final aim of ascertaining of cost, as accurately,

possible should be achieved.

DIFFERENCE BETWEEN COST ACCOUNTING AND
FINANCIAL ACCOUNTING

Both financial accounting and cost accounting are concerned with systematic recording and
presentation of financial data. Financial accounting reveals profits and losses of the business as
a whole during a particular period, while cost accounting shows, by analysis and localisation, the unit
costs and profits and losses of different product lines. The main difference between financial
accounting and cost accounting are summarized below:

1. Financial accounting aims at safeguarding the interests of the business and its proprietors
and others connected with it. This is done by providing suitable information to various
parties such as shareholders or partners, present or prospective creditors, etc. Cost
accounting, on the other hand, renders information for the guidance of the management for
proper planning, operation, control and decision-making.

2. Financial accounts are kept in such a way as to meet the requirements of the Companies Act,
Income Tax Act and other statutes. On the other hand, cost accounts are generally kept
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voluntarily to meet the requirements of the management. But now, the Companies Act has
made it obligatory to keep cost records in some manufacturing industries.

3. Financial accounting emphasizes the measurement of profitability, while cost accounting
aims at ascertainment of costs and accumulates data for this very purpose.

4. Financial accounts disclose the net profit and loss of the business as a whole, whereas cost
accounts disclose profit or loss of each product, job or service. This enables the management
to eliminate less profitable product lines and maximize the profits by concentrating on more
profitable ones.

5. Financial accounting provides operating results and financial position usually gives
information through cost reports to the management as and when desired.

6. Financial accounts deal mainly with actual facts and figures, but cost accounts deal partly
with facts and figures, but cost accounts deal with facts and figures and partly with estimates.

7. In case of financial accounts, stress is on the ascertainment and exhibition of profits earned
or losses incurred in the business. On account of this reason in financial accounts, the
transactions are recorded, classified and analyzed in a subjective manner, i.e., according to
the nature of expenditure. In cost accounts, the emphasis is more on aspects of planning and
control and therefore transactions are recorded in an objective manner.

8. Financial accounts are concerned with external transactions, i.e., transactions between the
business concern on one side and third parties on the other. These transactions form the
basis for payment or receipt of cash, while cost accounts are concerned with internal
transactions which do not form the basis of payment or receipt of cash.

9. The costs are reported in aggregate in financial accounts but costs are broken into unit basis
in cost accounts.

10. Financial accounts do not provide information on the relative efficiencies of various workers,
plants and machinery while cost accounts provide valuable information on the relative
efficiencies of various plant and machinery.

11. In financial accounts, stocks are valued at cost or market price whichever is less, whereas
stocks are valued at cost price in cost accounts.

COST ACCOUNTING AND MANAGEMENT ACCOUNTING
Cost accounting is the process of accounting for costs. It embraces the accounting procedures

relating to recording of all income and expenditure and the preparation of periodical statements and
reports with the object of ascertaining and controlling costs. It is, thus, the formal mechanism by
means of which the costs of products or services are ascertained and controlled. On the other hand,
management accounting involves collecting, analyzing, interpreting and presenting all accounting
information, which is useful to the management. It is closely associated with management control,
which comprises planning, executing, measuring and evaluating the performance of an organization.
Thus, management accounting draws heavily on cost data and other information derived from cost
accounting.

Today, cost accounting is generally indistinguishable from the so-called management accounting
or internal accounting because it serves multiple purposes. However, management accounting can be
distinguished from cost accounting in one important respect. Management accounting has a wider
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scope as compared to cost accounting. Cost accounting deals primarily with cost data while
management accounting involves the considerations of both cost and revenue.

Management accounting is an all-inclusive accounting information system, which covers
financial accounting, cost accounting, and all aspects of financial management. But it is not a
substitute for other accounting functions. It involves a continuous process of reporting cost, financial
and other relevant data in an analytical and informative way to management. We should not be very
much concerned with boundaries of cost accounting and management accounting since they are
complementary in nature. In the absence of a suitable system of cost accounting, management
accountant will not be in a position to have detailed cost information and his function is bound to lose
significance. On the other hand, the management accountant cannot effectively use the cost data unless
it has been reported to him in a meaningful and informative form.

COST CONCEPTS
It is necessary to understand certain important terms used in cost accounting.

Cost Center: Cost Center is a production or service, function, activity or item of equipment
whose costs may be attributed to cost units. A cost center is the smallest organizational sub-unit for
which separate cost allocation is attempted. A cost center is nothing but a location, person or item of
equipment for which cost may be ascertained and used for the purpose of cost control. For example,
a production department, stores department and sales department can be cost centers. The main object
of identifying a cost center is to facilitate collection of costs so that further accounting will be easy.
A cost center can be either personal or impersonal. Similarly, it can be a production cost center or
service cost center. A cost center in which a specific process or a continuous sequence of operations is
carried out is known as Process Cost Center.

Profit Center: Profit Center is defined as, “a segment of the business entity by which both
revenues are received and expenses are incurred or controlled”. A profit center is any sub-unit of an
organization to which both revenues and costs are assigned. As explained above, cost center is an
activity to which only costs are assigned but a profit center is one where costs and revenues are
assigned so that profit can be ascertained.

COSTING SYSTEMS
There are different costing systems used in practice. These are described below.

Historical Costing: In this system, costs are ascertained only after they are incurred and that is
why it is called as historical costing system. For example, costs incurred in the month of April 2018
may be ascertained and collected in the month of May. Such type of costing system is extremely
useful for conducting post-mortem examination of costs, i.e., analysis of the costs incurred in the past.
Historical costing system may not be useful from cost control point of view, but it certainly indicates a
trend in the behaviour of costs and is useful for estimation of costs in future.

Absorption Costing: In this type of costing system, costs are absorbed in the product units
irrespective of their nature. In other words, all fixed and variable costs are absorbed in the products.
It is based on the principle that costs should be charged or absorbed to whatever is being cost, whether
it is a cost unit, cost center.
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Marginal Costing: In Marginal Costing, only variable costs are charged to the products and
fixed costs are written off to the Costing Profit & Loss A/c. The principle followed in this case is that
since fixed costs are largely period costs, they should not enter into the production units. Naturally, the
fixed costs will not enter into the inventories and they will be valued at marginal costs only.

Uniform Costing: This is not a distinct method of costing but is the adoption of identical costing
principles and procedures by several units of the same industry or by several undertakings by mutual
agreement. Uniform costing facilitates valid comparisons between organizations and helps in
eliminating inefficiencies.

COST CLASSIFICATION
An important step in computation and analysis of cost is the classification of costs into different

types. Classification helps in better control of the costs and also helps considerably in decision-making.
Classification of costs can be made according to the following basis:

CLASSIFICATION OF COST

By Nature

(a) Fixed cost
(b) Variable cost
(c) Semi-variable cost

(a) Direct cost
(b) Indirect cost

(a) Normal cost
(b) Abnormal cost

(a) Material cost
(b) Labour cost
(c) Expenses

(a) Controllable cost
(b) Uncontrollable cost (a) Sunk cost

(b) Estimated cost

By Behaviour

By Time

By Normality

By Controllability

By Function

By Element

(a) Production cost
(b) Administrative cost
(c) Selling cost
(d) Distribution cost
(e) R&D cost
(f) Pre-production cost
(g) Conversion cost
(h) Prime cost

Classification According to Nature
As per this classification, costs can be classified into Direct and Indirect. Direct costs are the

costs which are identifiable with the product unit or cost center while indirect costs are not identifiable
with the product unit or cost center. Hence, they are to be allocated, apportioned and then absorb in the
production units. All elements of costs like material, labor and expenses can be classified into direct
and indirect. They are mentioned below.
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1. Direct Materials are those materials which can be identified in the product and can be
conveniently measured and directly charged to the product. Following are some of the
examples of direct material:
(i) All material or components specifically purchased produced or requisitioned from

stores.
(ii) Primary packing material (i.e., cartoon, wrapping, cardboard, boxes, etc.)

(iii) Purchased or partly produced components.
2. Indirect Materials are those materials which cannot be classified as direct materials.

Examples are consumables like cotton waste, lubricants, brooms, rags, cleaning materials,
materials for repairs and maintenance of fixed assets, high speed diesel used in power
generators, etc.

3. Direct Labour is all labour expended in altering the construction, composition,
confirmation or condition of the product. Thus, direct wages means the wages of labour
which can be conveniently identified or attributed wholly to a particular job, product or
process or expended in converting raw materials into finished goods. Thus, payment made
to groups of labourers engaged in actual production, or carrying out of an operation or
process, or supervision, maintenance, tools setting, transportation of materials, inspection,
analysis, etc. is direct labour.
Direct labour is also described as process labour, productive labour, operating labour,
manufacturing labour, direct wages, etc.

4. Indirect Labour: Labour employed for the purpose of carrying out tasks incidental to
goods or services provided is indirect labour. Such labour does not alter the construction,
composition or condition of the product. It cannot be practically traced to specific units of
output wages of storekeepers, foreman, timekeepers, directors, fees, salaries of salesmen, etc.
are all examples of indirect labour costs.
Indirect labour may relate to the factory the office or the selling and distribution division.

5. Direct Expenses: These are expenses directly identified to a particular cost centre. Hence,
expenses incurred for a particular product, job, department, etc. are direct expenses.
Examples of direct expense are royalty, excise duty, hire charges of a specific plant and
equipment, cost of any experimental work carried out especially for a particular job,
travelling expenses incurred in connection with a particular contract or job, etc. Direct
expenses are sometimes also described as “chargeable expenses”.

6. Indirect Expenses: These are expenses which cannot be directly, conveniently and wholly
allocated to cost centers or cost units.

7. Overheads: It is to be noted that the term overheads has a wider meaning than the term
indirect expenses. Overheads include the cost of indirect material and indirect labour besides
indirect expenses.
Indirect expenses may be classified under the following three categories:

8. Manufacturing (Works, Factory or Production) Expenses: Such indirect expenses which
are incurred in the factory and concerned with the running of the factory or plant are known
as manufacturing expenses.
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9. Office and Administrative Expenses: These expenses are not related to factory but they
pertain to the management and administration of business. Such expenses are incurred on
the direction and control of an undertaking. Examples are office rent, lighting and heating,
postage and telegrams, telephones and other charges; depreciation of office building,
furniture and equipment, bank charges, legal charges, audit fee, etc.

10. Selling and Distribution Expenses: Expenses incurred for marketing of a commodity, for
securing orders for the articles, dispatching goods sold, and for making efforts to find and
retain customers are called selling and distribution expenses. Examples are:
 Advertisement expenses, cost of preparing tenders, travelling expenses, bad debts,

collection charges, etc.
 Warehouse charges, packing and loading charges, carriage outwards, etc.

Classification According to Behaviour
Costs can also be classified according to their behaviour. This classification is explained below.

Fixed Costs: Out of the total costs, some costs remain fixed irrespective of changes in the
production volume. These costs are called as fixed costs. The feature of these costs is that the total
costs remain same while per unit fixed cost is always variable. Examples of these costs are salaries,
insurance, rent, etc.

Variable Costs: These costs are variable in nature, i.e., they change according to the volume of
production. Their variability is in the same proportion to the production. Examples of variable costs
are direct materials, direct labour, etc.

Semi-variable Costs: Certain costs are partly fixed and partly variable. In other words, they
contain the features of both types of costs. These costs are neither totally fixed nor totally variable.
Maintenance costs, supervisory costs, etc. are examples of semi-variable costs. These costs are also
called as ‘stepped costs’.

Classification According to Elements
Costs can be classified according to the elements. There are three elements of costing, viz.,

material, labour and expenses. Total cost of production/services can be divided into three elements to
find out the contribution of each element in the total costs. These can be further analyzed as follows:

Material Cost
Material cost is the cost of materials used to manufacture a product or provide a service.

Excluded from the material cost is all indirect materials, such as cleaning supplies used in the
production process.

Follow these steps to determine the amount of material cost to assign to a unit of production
(such as a completed finished goods item):

1. Ascertain the standard quantity of the material used to manufacture one unit.
2. Add the standard amount of scrap associated with manufacturing one unit.
3. Determine the standard amount of scrap associated with setting up the production run, and

apportion it to the individual unit.
4. If any scrap is then sold, apportion the revenue back to the individual unit.
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For many materials, the cost of scrap and the revenue from the resale of scrap are so small that it
is not worthwhile to apportion it to the material cost. If the material cost has been established as a
standard, then you can subsequently calculate the material yield variance to see if actual materials
usage was as expected, or you can calculate the purchase price variance to see if the purchase price of
the material was as expected. These variances are useful for investigating problems in the production
and purchasing areas of a business.

Labour Expenses
While all companies pay for labour (in the form of the wages they pay to people who work for

them), labour expenses refer technically to the human costs of manufacturing. Any labour costs
associated directly with the manufacturing process—such as receiving and warehousing raw materials,
processing and assembly—are considered labour expenses on a manufacturer’s income statement.

Labour expenses are one of three types of expenses that make up a manufacturer’s cost of goods
sold (COGS). The other two are materials and amortization. Wages and other labour costs associated
with shipping, distribution, sales and marketing are not included in the cost of goods sold. Because
labour costs change as production volumes rise and fall, labour is categorized as a variable cost.
Company managers and owners closely monitor direct labour costs to ensure they stay competitive.

ELEMENTS OF COST

ELEMENTS OF COST

LABOURMATERIAL EXPENSE

DIRECT INDIRECT

Factory

Office

Selling and
Distribution

Classification According to Functions
Costs can also be classified according to the functions/activities. This classification can be done

as mentioned below.

Production Costs: All costs incurred for production of goods are known as production costs.
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Administrative Costs: Costs incurred for administration are known as administrative costs.
Examples of these costs are office salaries, printing and stationery, office telephone, office rent, office
insurance, etc.

Selling and Distribution Costs: All costs incurred for procuring an order are called as selling
costs while all costs incurred for execution of order are distribution costs. Market research expenses,
advertising, sales staff salary, sales promotion expenses, etc. are some of the examples of selling costs.
Transportation expenses incurred on sales, warehouse rent, etc. are examples of distribution costs.

Research and Development Costs: In the modern days, research and development has become
one of the important functions of a business organization. Expenditure incurred for this function can
be classified as Research and Development Costs.

Classification According to Controllability
1. Controllable Costs
2. Uncontrollable Costs
In cost accounting, cost control and cost reduction are extremely important. In fact, in the

competitive environment, cost control and reduction are the keywords. Hence, it is essential to identify
the controllable and uncontrollable costs. Controllable costs are those which can be controlled or
influenced by a conscious management action. For example, costs like telephone, printing, stationery,
etc. can be controlled while costs like salaries, etc. cannot be controlled at least in the short run.
Generally, direct costs are controllable while uncontrollable costs are beyond the control of an
individual in a given period of time.

Classification According to Normality
Normal Costs: Those costs which a firm incurs while producing or acquiring a good or service

like raw materials, labour, rent, etc.

Abnormal Costs: It is an unusual or a typical cost whose occurrence is usually not regular and is
unexpected. This cost arises due to some abnormal situation of production. Abnormal cost arises due
to idle time, may be due to some unexpected heavy breakdown of machinery. They are not taken into
consideration while computing cost of production or for decision-making.

Classification According to Time
Costs can also be classified according to time. This classification is explained below.

Historical Costs: These are the costs which are incurred in the past, i.e., in the past year, past
month or even in the last week or yesterday. The historical costs are ascertained after the period is
over. In other words, it becomes a post-mortem analysis of what has happened in the past. Though
historical costs have limited importance, still they can be used for estimating the trends of the future,
i.e., they can be effectively used for predicting the future costs.

Predetermined Costs: These costs relating to the product are computed in advance of production,
on the basis of a specification of all the factors affecting cost and cost data. Pre-determined costs may
be either standard or estimated. Standard Cost is a predetermined calculation of how much cost should
be under specific working conditions. It is based on technical studies regarding material, labour and
expenses. The main purpose of standard cost is to have some kind of benchmark for comparing the
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actual performance with standards. On the other hand, estimated costs are predetermined costs based
on past performance and adjusted to the anticipated changes. It can be used in any business situation or
decision-making which does not require accurate cost.

CLASSIFICATION OF COSTS FOR MANAGEMENT
DECISION-MAKING

One of the important functions of cost accounting is to present information to the management
for the purpose of decision-making. For decision-making, certain types of costs are relevant.
Classification of costs based on the criteria of decision-making can be done in the following manner:

Marginal Cost: Marginal cost is the change in the aggregate costs due to change in the volume
of output by one unit. Marginal cost is also termed as variable cost and hence per unit marginal cost is
always same, i.e., per unit marginal cost is always fixed. Marginal cost can be effectively used for
decision-making in various areas.

Differential Costs: Differential costs are also known as incremental cost. This cost is the
difference in total cost that will arise from the selection of one alternative to the other. In other words,
it is an added cost of a change in the level of activity. This type of analysis is useful for taking various
decisions like change in the level of activity, adding or dropping a product, change in product mix,
make or buy decisions, accepting an export offer and so on.

Opportunity Costs: It is the value of benefit sacrificed in favour of an alternative course of
action. It is the maximum amount that could be obtained at any given point of time if a resource was
sold or put to the most valuable alternative use that would be practicable. Opportunity cost of goods or
services is measured in terms of revenue which could have been earned by employing that goods or
services in some other alternative uses.

Relevant Cost: The relevant cost is a cost which is relevant in various decisions of management.
Decision-making involves consideration of several alternative courses of action. In this process,
whatever costs are relevant are to be taken into consideration.

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.

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. Examples of these costs are costs of sheltering the
plant and machinery and construction of sheds for storing exposed property. Computation of shutdown
costs is extremely important for taking a decision of continuing or shutting down operations.

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. Capacity costs include the costs of plant, machinery and building for production,
warehouses and vehicles for distribution and key personnel for administration. These costs are in the
nature of long-term costs and are incurred as a result of planning decisions.

Urgent Costs: These costs are those which must be incurred in order to continue operations of
the firm. For example, cost of material and labour must be incurred if production is to take place.
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COST CONTROL
Cost Control is defined as the regulation by executive action of the costs of operating an

undertaking, particularly where such action is guided by Cost Accounting.

Cost control involves the following steps and covers the various facets of the management:

Planning: First step in cost control is establishing plans/targets. The plan/target may be in the
form of budgets, standards, estimates and even past actual may be expressed in physical as well as
monetary terms. This serves as a yardstick by which the planned objective can be assessed.

Communication: The plan and the policy laid down by the management are made known to all
those responsible for carrying them out. Communication is established in two directions; directives are
issued by higher level of management to the lower level for compliance and the lower level executives
report performances to the higher level.

Motivation: The plan is given effect to and performances starts. The performance is evaluated,
costs are ascertained and information about results achieved are collected and reported. The fact that
costs are being complied for measuring performances acts as a motivating force and makes individuals
endeavour to better their performances.

Appraisal and Reporting: The actual performance is compared with the predetermined plan and
variances, i.e., deviations from the plan are analyzed as to their causes. The variances are reported to
the proper level of management.

Decision-making: The variances are reviewed and decisions taken. Corrective actions and
remedial measures or revision of the target, as required, are taken.

ADVANTAGES OF COST CONTROL
The advantages of cost control are mainly as follows:

(i) Achieving the expected return on capital employed by maximizing or optimizing profit
(ii) Increase in productivity of the available resources

(iii) Reasonable price of the customers
(iv) Continued employment and job opportunity for the workers
(v) Economic use of limited resources of production

(vi) Increased creditworthiness
(vii) Prosperity and economic stability of the industry

(viii) Cost reduction

COSTING METHODS AND TECHNIQUES
Introduction: It is necessary to understand the difference between the costing methods and

techniques. Costing methods are those which help a firm to compute the cost of production or services
offered by it. On the other hand, costing techniques are those which help a firm to present the data in
a particular manner so as to facilitate the decision-making as well as cost control and cost reduction.
Costing methods and techniques are explained below.
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Methods of Costing
The following are the methods of costing.

Job Costing: This costing method is used in firms which work on the basis of job work. There
are some manufacturing units which undertake job work and are called as job order units. The main
feature of these organizations is that they produce according to the requirements and specifications of
the consumers. Each job may be different from the other one. Production is only on specific order and
there is no pre-demand production. Because of this situation, it is necessary to compute the cost of
each job and hence job costing system is used. In this system, each job is treated separately and a job
cost sheet is prepared to find out the cost of the job. The job cost sheet helps to compute the cost of the
job in a phased manner and finally arrives the total cost of production.

Batch Costing: This method of costing is used in those firms where production is made on
continuous basis. Each unit coming out is uniform in all respects and production is made prior to the
demand, i.e., in anticipation of demand. One batch of production consists of the units produced from
the time machinery is set to the time when it will be shut down for maintenance. The total cost
incurred during this period will be divided by the number of units produced and unit cost will be
worked out. Firms producing consumer goods like television, air-conditioners, washing machines, etc.
use batch costing.

Process Costing: Some of the products like sugar, chemicals, etc. involve continuous production
process and hence process costing method is used to work out the cost of production. The meaning of
continuous process is that the input introduced in the process I travels through continuous process
before finished product is produced. The output of process I becomes input of process II and the
output of process II becomes input of the process III. If there is no additional process, the output of
process III will be the finished product. In process costing, cost per process is worked out and per unit
cost is worked out by dividing the total cost by the number of units.

Operating Costing: This type of costing method is used in service sector to work out the cost of
services offered to the consumers. For example, operating costing method is used in hospitals, power
generating units, transportation sector, etc. A cost sheet is prepared to compute the total cost and it is
divided by cost units for working out the per unit cost.

Contract Costing: This method of costing is used in construction industry to work out the cost of
contract undertaken. For example, cost of constructing a bridge, commercial complex, residential
complex, highways, etc. is worked out by use of this method of costing. Contract costing is actually
similar to job costing, the only difference being that in contract costing, one construction job may take
several months or even years before they are complete while in job costing, each job may be of a short
duration.

Techniques of Costing
As mentioned above, costing methods are for computation of the total cost of production/services

offered by a firm. On the other hand, costing technique help to present the data in a particular format
so that decision-making becomes easy. Costing techniques also help for controlling and reducing the
costs. The following are the techniques of costing.

Marginal Costing: This technique is based on the assumption that the total cost of production
can be divided into fixed and variable. Fixed costs remain same irrespective of the changes in the
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volume of production while the variable costs vary with the level of production, i.e., they will increase
if the production increases and decrease if the production decreases. Variable cost per unit always
remains the same. In this technique, only variable costs are taken into account while calculating
production cost. Fixed costs are not absorbed in the production units.

Standard Costing: Standard costs are predetermined costs relating to material, labour and
overheads. Though they are predetermined, they are worked out on scientific basis by conducting
technical analysis. They are computed for all elements of costs such as material, labour and overheads.
The main objective of fixation of standard cost is to have benchmark against which the actual
performance can be compared. This means that the actual costs are compared with the standards. The
difference is called as ‘variance’.

Budgets and Budgetary Control: Budget is defined as, ‘a quantitative and/or a monetary
statement prepared to prior to a defined period of time for the policies during that period for the
purpose of achieving a given objective.’ Budgetary control involves preparation of budgets and
continuous comparison of actual with budgets so that necessary corrective action can be taken. For
example, when a production budget is prepared, the production targets are laid down in the same for
a particular period. After the period is over, the actual production is compared with the budget and the
deviation is found out so that necessary corrective action can be taken.

Budget and Budgetary Control are one of the important techniques of costing used for cost
control and also for performance evaluation. The success of the technique depends upon several
factors such as support from top management, involvement of employees and coordination within the
organization.

REVIEW QUESTIONS
Conceptual Type

1. What is meant by cost?
2. Define costing.
3. What is meant by cost accounting?
4. What is meant by cost accountancy?
5. What are the objectives of cost accounting?
6. What are the elements of cost?
7. What are the concepts of cost accounting?
8. What is cost centre?
9. Define historical costing.

Analytical Type
1. Define cost, costing, costing accounting and cost accountancy.
2. What is cost accountancy? What is its scope?
3. Define various components of total cost.
4. Briefly explain the objectives of cost accounting.
5. What are the good requisites of a good costing system?
6. Briefly explain different ways of classifying cost.
7. Enumerate the main objectives of Cost Accounting.
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Objective Type

Fill in the Blanks
1. To ascertain the cost of a given things is __________.
2. On the basis of behaviour of cost, overheads are classified into __________ and __________.
3. The main function of cost accounting is __________ reporting.
4. The aggregate of indirect material costs, indirect labour costs and indirect expenses is known as

__________.
5. In cement industry, cost unit is __________.
6. __________ costs are partly fixed and partly variable in relation to output.

Answers:
1. Costing, 2. Fixed and Variable, 3. Internal, 4. Overhead, 5. Tonne, 6. Semi-fixed

Multiple Choice Questions
1. The main purpose of cost accounting is to __________.

(a) Maximize profits
(b) Help in inventory
(c) Provide information to management for decision-making
(d) Aid in the fixation of selling price

2. One of the most important tools in cost planning is __________.
(a) Direct cost (b) Cost sheet
(c) Budget (d) Marginal costing

3. Toy manufacturing company should use __________.
(a) Unit costing (b) Batch costing
(c) Job costing (d) Multiple costing

4. An example of direct expense is __________.
(a) Direct material cost (b) Direct labour cost
(c) Both (a) and (b) (d) Excise duty

5. Coal used in a factory is an example of __________.
(a) Direct material (b) Direct expense
(c) Indirect material (d) Indirect expense

Answers:
1. (c), 2. (b), 3. (c), 4. (d), 5. (b).

Complete the Following Sentences
1. Cost means _______________________________________.
2. Expense means ____________________________________.
3. Costing is a technique of _____________________________.
4. The main object of costing is to ________________________.
5. Historical cost means ________________________________.
6. Semi-fixed cost is ___________________________________.
7. Cost Centre is defined as _____________________________.
8. Sunk cost means ____________________________________.
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9. Opportunity cost is the _______________________________.
10. Multiple costing means ______________________________.

Answers:
1. value of economic resources used
2. expired costs which are deductible from revenue
3. ascertaining costs
4. ascertain the cost of each unit produced
5. the ascertainment of cost after it has been incurred
6. partly fixed and partly variable
7. a location, person or item of equipment for which costs may be ascertained and used for the purpose

of cost control
8. that cost which has already been incurred and thus is not relevant to decision-making purpose
9. advantage forgone as a result of rejection of alternative use of resources

10. use of more than one method of cost ascertainment in respect of the same product
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