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PREFACE

The book on “Cost and Management Accounting” lays particular emphasis on the Fundamentals of Cost
Accounting and Management Accounting; ascertainment of costs; decision making under various situations; analysis
of the Financial Statements for a better understanding of the information contained in the Financial Statements; Cost
Control and Cost Reduction.

A sincere and an earnest 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 matter without difficulty.

The book is designed focussing its attention not only on the Syllabus at the Under Graduate and Post Graduate
Level of various Universities but also on general understanding about the Cost and Management Accounting subject.
The book contains sufficiently a large number of illustrations for a better grasp in the subject matter. Wherever
necessary, working notes and explanations have been provided. Question paper problems of different Universities of
different courses including Professional Courses like ICWAI, ICAI and ICS are incorporated in this book and by
practicing them, the students will gain confidence to face the exam paper.

Suggestions for improvement of the work are solicited.

I am indebted to good authors on the subject for giving me the requisite knowledge of the subject. I thank my
colleagues Dr. Sai Rani, Dr. J. Ravi Kumar, Dr. K. Srinivias, Dr. D. Sridevi, Dr. Sandhya Rani, Dr. M. Ravikanth,
Mrs. Nalini, Mrs. Nagamani, Mrs. Uma Devi, Mrs. Shanti, Ms. Santoshi and my students  Mrs. Suchitra, Ms.
Naganika, Mrs. O. Bhavani, Mrs. Sirisha and Ms. Soujanya for their assistance in the work. My special thanks are
to Mrs. Soujanya for her willful cooperation in taking up the typing work.

I also thank the publishers for the timely publication and my special thanks are to Mr. Krishna Poojari, Br.
Manager, Hyderbad Branch and Mr. J. Raj Kumar Yadav for the keen interest taken by them in brining out this book.

Dr. PRASHANTA ATHMA



CONTENTS

Part I : INTRODUCTION
1. Nature and Scope of Cost Accounting and Management Accounting 3-20
2. Cost Classification and Importance of Cost Accounting 21-35
3. Books of Accounts 36-60
4. Reconciliation of Cost and Financial Accounts 61-75

Part II : ELEMENTS OF COST
5. Materials Cost 79-100
6. Pricing of Material Issues 101-117
7. Labor Cost 118-134
8. Methods of Remunerating Labor 135-148
9. Overheads 149-160

10. Re-apportionment and Absorption of Overheads 161-181
Part III : METHODS OF COSTING

11. Output Costing 185-200
12. Job Costing 201-213
13. Contract Costing 214-229
14. Process Costing 230-269
15. Operating Costing 270-293

Part IV :  TECHNIQUES OF COSTING
16. Marginal Costing and Absorption Costing 297-335
17. Differential Costing 336-347
18. Budgetary Control 348-382
19. Standard Costing 383-389
20. Uniform Costing 390-396

Part  V : VARIANCE ANALYSIS
21. Material Variances 399-412
22. Labor Variances 413-426
23. Overhead Variances 427-439
24. Sales Variances and Control Ratios 440-453

Part  VI :  FINANCIAL STATEMENTS ANALYSIS
25. Introduction to Financial Statements Analysis 457-467
26. Comparative Financial Statements Analysis 468-479
27. Comparative Common Size Financial Statements 480-489
28. Trend Analysis 490-495
29. Ratio Analysis 496-524
30. Funds Flow Analysis 525-564
31. Cash Flow Analysis 565-586

Part  VII : COST CONTROL AND COST REDUCTION
32. Activity Based Costing System 589-603
33. Cost Audit 604-618
34. Cost Control and Cost Reduction 619-628
35. Cost Reporting 629-641
36. Responsibility Accounting 642-661



INTRODUCTION

PART – I





8  Cost and Management Accounting

Objectives
The objectives of the study are to:
 Learn the cost concepts
 Understand the need for Cost Accounting
 Understand the need for Management Accounting
 Differentiate Cost Accounting from Financial Accounting and Management Accounting
 Know the steps for installation of Cost Accounting
 Get an insight into the various Cost Accounting Standards

 Introduction
 Nature and Scope of Cost Accounting
 Need for Cost Accounting
 Objectives of Cost Accounting
 Cost Concepts

 Cost
 Costing
 Cost Accounting
 Cost Accountancy
 Cost Unit
 Cost Centre

 Cost Accounting Organisation
 Cost Accounting Vs. Financial Accounting
 Installation of Costing System

 Steps to be taken in installing a Cost Accounting System
 Practical difficulties in the installation of a Cost Accounting System

 Management Accounting
 Need for Management Accounting
 Nature of Management Accounting
 Objectives and Functions of Management Accounting
 Scope of Management Accounting
 Role of Management Accountant
 Management Accounting Vs. Financial Accounting
 Cost Accounting Vs. Management Accounting

NATURE AND SCOPE OF COST ACCOUNTING

AND MANAGEMENT ACCOUNTING

1
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 Cost Accounting Standards
 CAS1 (Final) – Classification of Cost
 CAS2 (Final) – Capacity Determination
 CAS3 (Final) – Overheads
 CAS4 (Final) – Cost of Production for Captive Consumption
 CAS5 (Final) – Average (equalized) Cost of Transportation
 CAS6 (Draft) – Arm’s Length Price
 CAS7 (Draft) – Costing of Joint Products & By-Products

 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 there-of.” 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.

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.

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.

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.
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(2) No classification of expenses and accounts: In Financial Accounting, there is no suchsystem by means of which
accounts are classified so as to give the data regarding costs, 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.

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 sub division 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 pre-requisite 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.

COST CONCEPTS

A beginning to the study of Cost Accounting system covers certain familiar cost concepts. which constitutes its basis.
(1) 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
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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. It may be defined as the value of economic
resources consumed for producing a product or rendering a service.

(2) 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 Costing. It is concerned with ascertainment of costs.

(3) 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.

(4) 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 the purpose of managerial
decision making” (CIMA official terminology). Thus, Cost Accountancy is a very wide and a comprehensive term.

(5) 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  Industry Cost Unit
Bakery kilogram
Engineering job or batch
Steel tonne
Pencil gross, dozen, piece
Hospital patient or bed

(6) 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 center.

COST ACCOUNTING ORGANISATION
In the case of small concerns, the Cost Accountant is the head of the Cost Accounting Department assisted by cost clerks

and in the position of the line manager, he is the subordinate to the Chief Accountant. In the case of large concerns, the
organization will be headed by the Chief Accountant or the Finance Manager or the Director of Finance, who is also a Cost
Accountant reporting to the Managing Director. Thus, the functions are performed by a large number of persons with division
of labor, specialization, decentralization of authority and responsibility.

The Cost Accounting Organization varies from concern to concern depending upon the size of the concern. However,
the outlook of Cost Accounting Organization will be more or less similar in case of all the concerns.

The Cost Accounting Organization consists of those persons whose main function is Cost Accounting and Cost Reporting.
They are responsible for recording incomes and expenses, preparing statistical  data and presenting the same to the management.
There should be a perfect understanding and cooperation between the Cost Accounting Department and the other Departments
in the concern, as the Cost Accounting Department has to depend upon the other departments, which originate the basic
documents.

Cost Accountant: In any manufacturing organization, Cost Accountant is the head of the Cost Accounting Department.
In the case of a newly formed undertaking, his role is very important as it is he who comes into the picture for the very purpose
of establishing the Cost Accounting Department, designing a suitable system of Cost Accounting, installing it and working the
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system successfully for achieving the objectives for which it was installed. The Cost Accountant performs certain other functions
also like cost ascertainment, cost comparison, cost control, cost reduction and reporting of cost information for managerial
decision-making. Thus, as the head of the Cost Accounting Department, he performs a wide variety of functions.

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.

(1) Financial Accounting provides information about the business in a general way and is both for internal and
external purpose. Whereas, Cost Accounting provides information to the management for proper planning,
operation, control and decision-making. The information provided is mainly for internal purpose.

(2) 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. Cost Accounting records are maintained voluntarily.

(3) Financial Accounts are prepared at the end of the year, whereas, Cost Accounts are prepared  as and when
required by the management.

(4) Financial Accounting classifies, records and analyses the transactions in a subjective manner according to the
value of the expenses. Cost Accounting records expenditure in an objective manner according to the purpose for
which the costs are incurred.

(5) Only monetary information is taken in Financial Accounting, whereas, Cost Accounting deals with both monetary
and non-monetary information.

(6) In Financial Accounting, emphasis is only on recording aspect without attaching any importance to the control
aspect. Cost Accounting has a detailed system of control over all the elements of cost viz., materials, labor and
other expenses.

(7) In Financial Accounting, costs are reported in aggregates whereas in Cost Accounting, the costs are broken down
on a unit basis.

(8) Actual facts and figures are dealt with in Financial Accounting. Cost Accounting deals partly with facts and
figures and partly with estimates.

(9) Valuable information on the relative efficiencies of various workers, plant and machinery is not provided in
Financial Accounting system. The same is made available to the management in the case of Cost Accounting
System.

(10) There are well-defined rules and regulations, principles and codes in the preparation of Financial Accounts
whereas no such thing exists in Cost Accounting System.

INSTALLATION OF COSTING 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 preliminary considerations governing the installation of a Cost Accounting System are:
(1) Simplicity: The system should be simple, easy to operate and the personnel should be capable of understanding

the system.
(2) Nature of business: 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., also
influences the method of Cost Accounting System to be adopted.

(3) Accuracy of data: Before installing the Cost Accounting System, it is also necessary to find out the degree of
accuracy required.

(4) Nature of organisation: The existing types of authority relationship, the number of layers and the extent of
authority and responsibility in the organization should also be studied as the Cost Accounting System adopted
should suit the organization.

(5) Technical aspects: A Cost Accountant should be acquainted with the technical aspects like the nature of products,
methods and stages of production.

(6) 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.

(7) Reconciliation of Cost and Financial Accounts: When Cost and Financial Accounts are maintained independently,
there may arise a situation of difference in profits reported by these Accounts. In such a case, there should be a
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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.

Steps to be taken in installing a Cost Accounting System
The following are the steps to be taken into consideration before installation of Cost Accounting System.
(1) 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 in stages.

(2) Study of organisation: To adopt a suitable Cost Accounting System, certain aspects like, the nature of the
business and the operations carried on, extent of responsibility and authority attached to the various functionaries,
the layout of the factory, etc., are to be studied thoroughly.

(3) Clear-cut objectives: 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.

(4) 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.

(5) Organising 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.

(6) Cost office and other departments: The Cost Accounting System should be so designed, that, it serves the
requirements of the management, at all levels.

Practical difficulties in the installation of a Cost Accounting System
There are certain practical difficulties in the installation of a Cost Accounting System, which are listed below.
(1) Lack of support: The Cost Accounting System creates a sort of fear in the minds of the people as they treat this

system as a device to check their activities and without the consultation and support of departmental heads, the
system adopted cannot be a fruitful one.

(2) Non cooperation: Like any other system, Cost Accounting System newly adopted involves additional paper work
which is resented by the foremen, supervisors and other staff and without their cooperation the system cannot work
smoothly and efficiently.

(3) Shortage of trained staff: The team of Costing Department should consist of well-trained Cost Accountants and
when this system is newly introduced, there may arise shortage of Cost Accountants to handle the work of cost
analysis, cost control and cost reduction.

(4) Heavy operating cost: The cost involved in the installation of the system will be very high if the system is not
designed on the basis of the requirements of the concern.

 MANAGEMENT ACCOUNTING

The advancements of Science and Technology have changed the accounting from a mere device of recording to a
powerful tool of forecasting, budgeting and budgetary control. Thus, Financial Accounting, besides reporting on business
performance, has been supplemented with financial and cost control, budgeting and budgetary control. Precisely, it has led to
the emergence of Management Accounting.

The term Management Accounting was first coined and used by the British Team of Accountants that visited the United
States in 1950, under the auspices of Anglo American Productivity Council. Since then, it has grown into a full pledged subject
and in the recent years, it is looked upon as a subject distinct from Accounting. It is considered as an effective tool in the hands
of the management as against the traditional package of accounts.

According to the Institute of Chartered Accountants of England and Wales (ICMA), Management Accounting is “any
form of accounting which enables a business to be conducted more efficiently.”

Shillinglaw has stated that “accounting which serves management by providing information as to the cost or profit
associated with some portion of firm’s total operations, is called Management Accounting”.

The Management Accounting Team of Anglo American Council on Productivity in its report stated as “Management
Accounting is the presentation of accounting information in such a way as to assist management in the creation of policy and
the day to day operation of an undertaking. The technique of accounting is of extreme importance as it works in the most nearly
universal medium available for the expression of facts so that facts of great diversity can be presented in the same picture. It
is not the presentation of these pictures that is the function of management but the use of them.”

According to J. Batty, “Management Accounting is the term used to describe the accounting methods, systems and
techniques which, coupled with special knowledge and ability, assist the management in its task of maximizing profit or
minimizing losses.”
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From the above definitions, we can draw the following salient features of Management Accounting:
 Management Accounting is concerned with the accounting information which is useful to the management in

maximizing profits or minimizing losses.
 It is concerned with the improvement of the efficiency of the various phases of management.

NEED FOR MANAGEMENT ACCOUNTING

A question arises as to what is the need for Management Accounting when Financial Accounting is serving the needs
of external users and Cost Accounting is servicing the needs of internal users. Here, what is needed is an integration of both
financial and costing information and presentation of the relevant and required information, both quantitative and qualitative,
in a suitable manner to the management for the purpose of assisting it to take a number of appropriate managerial decisions.

Management Accounting helps the managerial personnel to perform all the important managerial functions effectively
viz., planning, organizing, directing, controlling, co-ordinating, motivating and communicating by providing relevant information
timely.

Management Accounting helps in planning by providing various reports which estimate the effects of alternative actions
on an enterprise’s ability to achieve the desired goals. It provides the necessary information which helps the management to
regulate and adjust operations and activities in the light of the changing conditions. By providing performance and control
reports highlighting the variances, Management Accounting enables the management to follow the principle of ‘management
by exception’.

NATURE OF MANAGEMENT ACCOUNTING

Management Accounting is both a science as well as an art. It is concerned with the collection, analysis and communication
of accounting information. It is concerned with facts and figures and depends on objectivity and quantification of problems.
Science is a systematized body of knowledge where well defined principles are followed. It is a science as, a well defined set
of principles are followed. It emphasizes on cause and effect relationship. It is an art as human skills and experience are utilized
in taking various managerial decisions.

Management Accounting, with an emphasis on future, deals with data based on projections and estimations for evaluation
of various alternative courses of actions. It emphasizes on the classification of costs into fixed and variable and uses the
techniques of Break Even Analysis and Marginal Costing for decision-making.

OBJECTIVES AND FUNCTIONS OF MANAGEMENT ACCOUNTING

The main objective or the basic function of Management Accounting is to assist the management in taking various
decisions by providing relevant and complete information as and when required. The major functions (objectives) of Management
Accounting may be discussed as under.

(1) Provides Relevant Data: Management Accounting collects the most pertinent facts and figures from different
sources and presents the same, as and when required, to the internal users in a suitable form and assists them in decision-making.

(2) Validation of Data: The effectiveness of managerial functions depends upon the accuracy and adequacy of various
financial data. But some times, apart from the past and present facts, the management may also be interested in prospective
events or future data. Therefore, the data contained in the Financial and Cost Accounts are modified in case of Management
Accounting and then presented to the management as and when required.

(3) Analysis and Interpretation: Management Accounting, with the help of tools of financial analysis, analyses the data
contained in the financial reports to get a better insight into the solvency, liquidity and profitability of the organization and
presents to the management, the analyzed results with necessary interpretation.

(4) Facilitates Overall Control: With the help of techniques of cost control like standard costing, budgetary control and
responsibility accounting, Management Accounting  identifies the areas where the control is required by the management. The
actual performance is compared with the standards or budgets set and remedial measures are taken by the management wherever
there are adverse variances. Responsibilities are fixed to the personnel concerned for the poor performance.

(5) Provides Qualitative Information: Both, Financial and Cost Accounting, provide only quantitative data and no
qualitative data are provided. But, for decision making, management requires qualitative information also. Management Accounting
provides a comprehensive report consisting of quantitative data and qualitative data.

(6) Assists in Planning: Management has to formulate various policies, both short term and long term. For future
planning, necessary reports, facts and figures are furnished by the Management Accounting. It helps in quantifying the various
alternatives in terms of cost, price, income or profit and facilitates comparison to select the best alternative.
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SCOPE OF MANAGEMENT ACCOUNTING
To serve the various needs of the management, techniques of various disciplines are made used by the Management

Accounting. All the tools and techniques which help the Management Accountant in the discharge of his duties fall under the
scope of Management Accounting.

Management Accounting gathers maximum data from Financial Accounting. With the help of the financial analysis tools
like ratio analysis, comparative financial statements, common size statements, trend analysis, statement of changes in financial
analysis, the financial data are analyzed and presented to the management reflecting the financial results and financial position
in a suitable manner for decision making. Therefore, Financial Accounting falls within the scope of Management Accounting.

Cost Accounting is another major field from where cost data are collected and with the help of tools like standard costing,
budgetary control, marginal costing, absorption costing, inter firm comparison, data are presented to the management for
decision-making. Hence, Cost Accounting also falls within the scope of Management Accounting.

Management Accountants present the reports more accurately and usefully by using various statistical and quantitative
tools like probability, sampling techniques, linear programming and help the management to take decisions in the midst of
numerous and complex problems. Hence, statistical and quantitative techniques also are included in Management Accounting.

Facts and figures are collected, analyzed and presented in the form of various reports to the management which form
the basis for decision-making. These reports reflect, both the positive and negative aspects relating to the organization. These
internal reports also form the subject matter of Management Accounting.

ROLE OF MANAGEMENT ACCOUNTANT

Management Accounting represents the blending of the two professions - ‘Management’ and ‘Accounting’. Accounting
control and management efficiency - the two important elements for the success of a business concern are completely merged
in Management Accounting.

By making a clear shift in the emphasis from mere recording of transactions to their analysis and interpretation,
Management Accounting assists the management in achieving better results. It is concerned with the tools and techniques of
formulation of budgets and pre-setting of standards as well as evaluation of deviation in actual performance from the standard
and also implementation of prompt remedial measures.

Management Accountant helps the managers by providing assistance in the design of an accounting information system;
collection of data; maintenance of accounting records; preparation of financial statements, budgets, performance reports and
control reports; interpretation of accounting data and reporting of variances.

The role and responsibility of a Management Accountant is one of support.  He should ensure that the information system
meets the varying needs of the different levels of management.

MANAGEMENT ACCOUNTING VS. FINANCIAL ACCOUNTING

There are certain points of difference between the Management Accounting and Financial Accounting, despite the close
inter relationship that exists between the two. The differences are discussed below:

(1) Focus: The focus of Financial Accounting is on the enterprise as a whole covering all the aspects of the business
operation while the focus of Management Accounting is on the internal details of any particular aspect of business
operation.

(2) Nature: The nature of Financial Accounting being historical, it serves a limited purpose of throwing light on the
events and results of the past. Whereas, Management Accounting is mainly concerned with the future plans and
policies and relies on the past records for the formulation of future plans.

(3) Compulsion: It is obligatory on the part of every business organization to adopt the Financial Accounting whereas
the adoption of the system of Management Accounting is optional.

(4) Characteristics: Financial Accounting lays emphasis on the objectivity, validity, absoluteness while Management
Accounting lays emphasis on those characteristics like, flexibility, approximation, comparability, etc., which increase
the value of information used for a variety of purposes.

(5) Legal Formalities: The Companies Act provisions govern the preparation and presentation of annual final accounts
of the companies. There is no statutory regulation fixing the norms and standards for preparation of accounting
statements in case of Management Accounting as a business concern is free to install the system of Management
Accounting.

COST ACCOUNTING VS. MANAGEMENT ACCOUNTING

Cost Accounting and Management Accounting, though, both are internal to the organization and have the same objective
of assisting the management in the performance of managerial functions, still differ in certain aspects as given below:
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(1) Data derivation: While Cost Accounting data are derived from only Financial Accounts, Management Accounting
data are derived from both cost accounts as well as financial accounts. Thus, the scope of Cost Accounting is
narrow while that of Management Accounting is broad.

(2) Information provided: Cost Accounting provides only cost information for managerial uses whereas Management
Accounting provides both cost and  financial information.

(3) Emphasis: The main emphasis in Cost Accounting is cost ascertainment and cost control while in Management
Accounting, the emphasis is on decision-making.

(4) Installation of the system: Cost Accounting is independent and can be installed without Management Accounting
System whereas Management Accounting presupposes the existence of a proper Cost Accounting System.

(5) Purpose: The main purpose of Cost Accounting is to assist the management by reporting current and prospective
costs of products, jobs, services, processes, departments etc. It does not provide information for the evaluation of
management performance. In case of Management Accounting, the purpose is to provide all accounting information
that would assist the management in functioning effectively. It also provides information for the evaluation of
management performance.

(6) Techniques employed: In Cost Accounting, techniques like Marginal Costing, Budgetary Control, Standard Costing,
etc., are employed. In Management Accounting, in addition to the techniques of Cost Accounting, other techniques
like Ratio Analysis, Financial Statement Analysis, Funds Flow and Cash Flow Analysis etc., are used.

(7) Planning: Cost Accounting is concerned mainly with short term planning whereas Management Accounting is
equally concerned with short term as well as long term planning.

COST ACCOUNTING STANDARDS

Due to open competition for globalization, the cost management has gained special importance in the business activities.
Cost Accounting Standard Board (CASB) set up by the Council of the Institute of Cost and Works Accountants of India will
frame the standards on important issues/topics relating to Cost and Management Accounting. It will have a Chairman and other
members appointed and nominated by the Council of the Institute.

The CASB will prepare a report of its work each year and sends it to the Council. The work of CASB is to develop
Cost Accounting Standard with the following objectives:

 To equip the profession with better guidelines on standard cost accounting practices
 To assist the Cost Accountants in the preparation of  uniform cost statements
 To provide guidelines to Cost Accountants to make standard approach towards maintenance of cost.

According to Accounding Record Rules and undertaking Cost Audit under section 209 (1) (d) and section 233B of
Companies Law respectively and various other Acts like Income Tax Act,  Central Excise Act, Customs Act, Sales Tax Act,
etc.

 To assist the management to follow the standard cost accounting practices in the matter of compliance of statutory
obligations.

 To help Indian industry and the Government towards a better cost management.

The ‘standards’ issued by CASB will be recommendatory in nature and   every member of the institute is expected to
honor the same. Cost Auditors will adopt and encourage the adoption of the standards, wherever applicable, in maintenance of
Cost Accounting Record Rules under section 209(1) (d) and report the deviations, if any, in the Cost Audit Reports under
section 233B. The Institute will take up the standards with National Accounting Standard Board to enforce them and to include
in Companies Act, 1956. As long as the standards are not enforced by National Accounting Standard Board or by Companies
Act, the CASB does not possess the legal authority to impose its views as statutory regulations but it is only by persuasion,
the standard can be followed as normal practice by the members of the profession.

Cost Accounting Standards at a glance are given below.
Cost Accounting Standards

CAS No Title Objective Useful for

CAS 1(Final) Classification of Cost For preparation of Assessment of excise duty and
Cost Statements other taxes, anti-dumping measures,

transfer pricing, etc.

CAS 2 (Final) Capacity Determination For determination of capacity Proper allocation, apportionment and
 absorption of cost.
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CAS No Title Objective Useful for

CAS 3 (Final) Overheads For Collection, Allocation, Determining Cost of products, services or
Apportionment and  Absorption activities
of overheads 

CAS 4 (Final) Cost of Production To determine the assessable value Determining Cost of products,  services or
for Captive Consumption of excisable goods used activities

for captive consumption

CAS 5 (Final) Average (equalized) To determine averaged/equalized Calculating the amount of
Cost of Transportation transportation cost deduction from assessable value

of excisable goods, freight
subsidy, Insurance claim  valuation, etc.

CAS 6 (Draft) Arm’s Length Price For computation of Arm’s Determining Arms Length Price,
Length Price for transactions between related parties

CAS 7 (Draft) Costing of Joint For Apportionment of Joint costs Inventory valuation, Cost of Goods Sold
Products and By-Products to individual products computations,Cost reimbursements under

Cost Plus contracts, Transfer Pricing
and Insurance settlement computations
for Joint products and by-products

Source: http://myicwai.com/docs/icwaicas1.doc
Cost Accounting Standard (CAS 1) (Final):  Classification of Cost will be dealt in Lesson 3.
Cost Accounting Standard (CAS 2): Capacity Determination
(http://myicwai.com/docs/icwaicas2.doc)
Cost Accounting Standard issued by the Council of the Institute of Cost and Works Accountants of India on “Capacity

Determination” deals with the determination of capacity of a unit.
A better utilization of capacity means better utilization of resources. Utilization of capacity is an important consideration

for cost determination and cost reduction.  Cost Accounting Records Rules under section 209(1) (d) of Companies Act, 1956
and Cost Audit Report Rules, 2001 under section 233B of the said Act specify that comparative statement of installed capacity
and actual capacity utilization is to be recorded and furnished in order to assess the operating level.

The standard prescribes the method of determination of capacity that has to be applied uniformly and consistently. It
helps the management to identify the bottlenecks, imbalances and idle capacity for effective use of various resources. It helps
in proper allocation, apportionment and absorption of cost.

The standard is applicable for an undertaking, whether existing or new, where there is expansion of more than 5% of
the existing capacity due to the introduction of new machines or productive resources. Similarly, the standard is also applicable
where there is more than 5% reduction of the existing capacity due to the disposal or withdrawal or impairment of old machines
or productive resources.

Certain Important Definitions
‘Licensed Capacity’ is the production capacity of the plant for which license has been issued by an appropriate authority.
‘Installed Capacity’ is the maximum productive capacity according to the manufacturers’ specification of machines /

equipment.  Installed capacity of the unit/plant is determined after taking into account imbalances in different machines/
equipment in the various departments/production cost centres in the unit/plant and number of working shifts.

It is determined based on the Manufacturers’ Technical specifications; Capacities of individual or interrelated production
centres; Operational constraints/capacity of critical machines; Number of shifts and any other factor.

In case, manufacturers’ technical specifications are not available, the estimates by technical experts on capacity under
ideal conditions may be considered for determination of installed capacity.

In case, a product passes through different production processes and each process is having a different capacity, then,
the process which brings effective or ultimate production shall be considered for deciding installed capacity.

‘Practical or Achievable Capacity’ is the maximum productive capacity of a plant as reduced by the predictable and
unavoidable factors of interruption pertaining to internal causes.

Thus, practical capacity is the installed capacity minus the inevitable interruptions due to time lost for preventive
maintenance, repairs, set ups, normal delays, weekly off-days and holidays etc.  Practical capacity does not consider the external
factors causing reduction in production e.g., lack of orders.
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Practical capacity or achievable capacity should be determined after adjustment of the following with the installed
capacity.

 Available  production hours taking into consideration  holidays, normal shut down days and normal idle time
 Normal time loss in batch change over, break downs of machines, repairs, etc.
 Loss in efficiency due to ageing of the machines/equipment
 Number of shifts and any other factor
‘Normal Capacity’ is the production achieved or achievable on an average over a period or season under normal

circumstances taking into account the loss of capacity resulting from planned maintenance.
Normal capacity is the practical capacity minus the loss of productive capacity due to external factors. Normal capacity

is determined based on the productive capacity achieved over a period of time, say average  of three normal  years out of
preceding five years or expected to be achieved over a period of time, say next three to five years.

This capacity is determined after adjustment of external factors with practical capacity.
Normal capacity of a production process involved in the production of a product or the productive capacity of the plant as

a whole should be taken into account to arrive at normal capacity for a product or plant, as the case may be.
The periods influenced by abnormalities should be excluded for this purpose.
In case, the same products with different specifications and of different ranges in terms of size, type, variety etc. are

manufactured, then there is a need to determine equivalence among them in order to determine the capacity. In case, some
intermediate products/components etc are also produced, they should be taken into consideration for determining equivalent
capacity. In case, some machines are leased out/let out or some machines are taken on lease, resulting in decrease/increase in
capacity should also be considered.

‘Actual Capacity Utilization’ is the volume of production achieved in relation to installed capacity.
‘Idle Capacity’ is the difference between installed capacity and the actual capacity utilization when actual capacity

utilization is less than installed capacity.
‘Excess Capacity Utilization’ is the difference between installed capacity and the actual capacity utilization when actual

capacity utilization is more than installed capacity.
‘Abnormal idle capacity’ is the difference between practical capacity and normal capacity or actual capacity utilization

whichever is higher.

Disclosure
The details of basis for arriving at the capacity, variables used and assumptions made should be disclosed. Any change

in the installed capacity due to modifications in the machines/equipment or addition of balancing equipment or disposal or
impairment of some machines/equipment should be disclosed.

The licensed capacity and installed capacity should be disclosed in absolute term of production whereas practical
capacity, normal capacity and actual capacity utilization should be disclosed in absolute term as well as in percentage of installed
capacity.

In case some machines are taken on lease or some machines are leased out, their impact in terms of increase/ decrease
in capacity should be disclosed separately.

In case of low capacity utilization as compared to the installed capacity, reasons for the same should be disclosed.
Comments on the shortfall in production should also specify the factors which are controllable and uncontrollable in short term
or in long term.

In case of excess capacity utilization, the same should be disclosed separately in absolute terms and in terms of
percentage with reasons.
Exhibit 1

Illustration
Manufacturers’ Specifications – capacity per hour = 500 units
No of shifts (each shift 8 hours) = 3 shifts
Holidays in a year:
Sundays = 52 days
Other holidays = 13 days



Nature and Scope of Cost Accounting and Management Accounting  19

Annual maintenance is done within these 13 hoildays
Preventive Weekly Maintenance for the machine is on Sunday.
Normal idle capacity for batch change over, Lunch, personal need, etc = 1 hr per shift
Production based on sales expectancy in past 5 years = 30.1, 26.9, 29.7, 24.4 and 30.2 lakh units
Actual Production for the year = 30.1
Calculation of different Capacities
Installed Capacity for the machine  = 365 * 8 *3 * 500 = 43.8 lakh units
Practical Capacity = (365 – 52 – 13) * ( 8 – 1)  * 3 * 500 = 31.5 lakh units
Out of the past five years, normal capacity is average of 3 normal years.
Normal Capacity = (30.1 + 29.7 + 30.2) /3 = 30.0 lakh units
Actual Capacity Utilization   = 30.1 lakh units = 68.7%
Idle Capacity   = 43.8 – 30.1 = 13.7 lakh unit = 31.3%
Abnormal idle capacity = 31.5 – 30.1 = 1.4 lakh units

Source: http://myicwai.com/docs/icwaicas2.doc
Cost Accounting Standard (CAS 3) (Final):  Overheads will be dealt in Lesson 10.
Cost Accounting Standard 4 (CAS 4): Cost Of Production for Captive Consumption
(http://myicwai.com/docs/icwaicas4.doc)
The standard deals with determination of cost of production for captive consumption. The Cost Accounting principle for

determination of cost of production is well established.  Similarly, rules for levy of excise duty on goods used for captive
consumption are also well defined. Captive Consumption means the consumption of goods manufactured by one division and
consumed by another division(s) of  the same organization or related undertaking for manufacturing another product(s). Liability
of excise duty arises as soon as the goods covered under excise duty are manufactured but excise duty is collected at the time
of removal or clearance from the place of manufacture even if such removal does not amount to sale.  Assessable value of goods
used for captive consumption is based on cost of production. According to the Central Excise Valuation (Determination of Price
of Excisable Goods) Rules 2000, the assessable value of goods used for captive consumption is 110 per cent of cost of
production of such goods, and as may be prescribed by the Government from time to time.

The purpose of this standard is to bring uniformity in the principles and methods used for determining the cost of
production of excisable goods used for captive consumption.  The cost statement prepared based on standard will be used for
determination of assessable value of excisable goods used for captive consumption. The standard and its disclosure requirement
will provide better transparency in the valuation of excisable goods used for captive consumption.

Cost of Production: It shall consist of Material Consumed, Direct Wages and Salaries, Direct Expenses, Works Overheads,
Quality Control cost, Research and Development Cost, Packing cost, Administrative Overheads relating to production. To arrive
at cost of production of goods dispatched for captive consumption, adjustment for Stock of work-in-Process, finished goods,
recoveries for sales of scrap, wastage, etc. shall be made.

Captive Consumption: It means the consumption of goods manufactured by one division or unit and consumed by
another division or unit of the same organization or related undertaking for manufacturing another product(s).

Material Consumed: It shall include materials directly identified for production of goods such as indigenous materials;
imported material; bought out items; self manufactured items; process materials and other items.

Cost of material consumed shall consist of cost of material, duties and taxes, freight inwards, insurance, and other
expenditure directly attributable to procurement. Trade discount, rebates and other similar items will be deducted for determining
the cost of materials. Cenvat credit, credit for countervailing customs duty, Sales Tax set off, VAT, duty drawback and other
similar duties subsequently recovered/recoverable by the enterprise shall also be deducted.

Direct wages and salaries shall include house rent allowance, overtime and incentive payments made to employees
directly engaged in the manufacturing activities. Direct wages and salaries include fringe benefits such as Contribution to
provident fund and ESIS; Bonus/ex-gratia payment to employees; Provision for retirement benefits such as gratuity and
superannuation; Medical benefits; Subsidised food; Leave with pay and holiday payment; Leave encashment; Other allowances
such as children’s education allowance, conveyance allowance which are payable to employees in the normal course of business,
etc.

Direct expenses are the expenses other than direct material cost and direct employees’ costs which can be identified with
the product. Direct expenses  include Cost of  utilities such as fuel, power, water,  steam etc; Royalty based on production;
Technical  Assistance/know–how fees; Amortized cost of moulds, patterns, patents, etc, Job.  charges; Hire charges for tools
and equipment; Charges for a particular product designing, etc.
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Works overheads are the indirect costs incurred in the production process. Works overheads include Consumable stores
and spares; Depreciation of  plant  and machinery,  factory building,  etc; Lease rent of production assets; Repair and
maintenance of plant  and machinery, factory building, etc; Indirect employees cost connected with production activities;
Drawing and Designing department cost; Insurance of plant  and machinery, factory building, stock of raw material and WIP,
etc; Amortized cost of  jigs, fixtures, tooling, etc; Service department cost such as Tool Room,  Engineering and Maintenance,
Pollution Control, etc.

Quality Control Cost: It is the expenses incurred relating to quality control activities for adhering to quality standard.
These expenses shall include salaries and wages relating to employees engaged in quality control activity and other related
expenses.

Research and Development Cost:  The cost incurred for the development and improvement of the process or the
existing product shall be included in the cost of production.

Administrative Overheads: It needs to be analyzed in relation to production activities and other activities. Administrative
overheads in relation to production activities shall be included in the cost of production. Administrative overheads in relation
to activities other than manufacturing activities, e.g., marketing, projects management, corporate office expenses, etc., shall be
excluded from the cost of production.

Packing Cost: If product is transferred/dispatched duly packed for captive consumption, cost of such packing shall be
included.  Packing cost includes both cost of primary and secondary packing required for transfer/dispatch of the goods used
for captive consumption.

Absorption of Overheads: Overheads shall be analysed into variable overheads and fixed overheads. Variable Overheads
are the items which change with the change in the volume of production, such as cost of utilities etc. Fixed Overheads are the
items whose value does not change with the change in volume of production such as salaries, rent, etc.  The variable production
overheads shall be absorbed in production cost based on actual capacity utilisation. The fixed production overheads and other
similar item of fixed costs such as quality control cost, research and development costs, and administrative overheads relating
to manufacturing shall be absorbed in the production cost on the basis of the normal capacity or actual capacity utilization of
the plant, whichever is higher.

Valuation of Stock of Work-in-progress and Finished Goods: Stock of work-in-progress shall be valued at cost on
the basis of stages of completion as per the cost accounting principles. Similarly, stock of finished goods shall be valued at cost.
Opening and closing stock of work-in-progress shall be adjusted for calculation of cost of goods produced and similarly opening
and closing stock of finished goods shall be adjusted for calculation of goods despatched. In case the cost of a shorter period
is to be determined, where the figures of opening and closing stock are not readily available, the adjustment of figures of
opening and closing stock may be ignored.

Treatment of Joint Products and By-Products: A production process may result in more than one product being
produced simultaneously. In case, joint products are produced, joint costs are allocated between the products on a rational and
consistent basis. In case, by-products are produced, the net realisable value of by-products is credited to the cost of production
of the main product.

For allocation of joint cost to joint products, the sales values of products at the split off point i.e. when the products
become separately identifiable may become the basis.  Some other basis may also be adopted.  For example, in the case of
petroleum products, each product is assigned certain value based on its certain properties, may be calorific value and  these
values become the basis of apportionment of joint cost among petroleum products.

Treatment of Scrap and Waste: The production process may generate scrap or waste. Realized or realizable value of
scrap or waste shall be credited to the cost of production. In case, scrap or waste does not have ready market and it is used
for reprocessing, the scrap or waste value is taken at a rate of input cost depending upon the stage at which such scrap or waste
is recycled. The expenses incurred for making the scrap suitable for reprocessing shall be deducted from value of scrap or waste.
Illustration

A production process has three stages.
Stage Input material cost Processing cost Total

(Rs/MT) (Rs/MT) (Rs/MT)

1 2000  500 2500
2 2500 1000 3500
3 3500 1000 4500

If during the production process at stage 3, the scrap is produced  and the same is recycled at stage 2 after making an
expenditure of  Rs. 200 per MT to make it suitable for re-processing at stage 2, then scrap will be valued @ Rs. (2500 – 200)
i.e. Rs. 2300. If no expenditure is involved to make scrap re-usable, the scrap value will be @ Rs. 2500. The scrap value for
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the scrap produced during a period calculated at the rate as explained above may be deducted to find out the cost of production
for the period.

Miscellaneous Income: Miscellaneous income relating to production shall be adjusted in the calculation of cost of
production, for example, income from sale of empty containers used for despatch of the captively consumed goods produced
under reference is the miscellaneous income.

Inputs received free of cost: In case, any input material, whether of direct or indirect nature, including packing material
is supplied free of cost by the user of the captive product, the landed cost of such material shall be included in the cost of
production.

Moulds, Tools, Dies and Patterns, etc., received free of cost: The amortization cost of such items shall be included
in the cost of production.

Interest and financial charges: Interest and financial charges being a financial charge shall not be considered to be a
part of cost of production.

Abnormal and non-recurring cost: Abnormal and non-recurring cost arise due to unusual or unexpected occurrence
of events, such as heavy break down of plants, accident, market condition restricting sales below normal level, abnormal idle
capacity, abnormal process loss, abnormal scrap and wastage, payments like VRS, retrenchment compensation, lay-off wages,
etc. The abnormal cost shall not form the part of cost of production.

Cost Sheet: The cost sheet should be prepared in the format as par Appendix – 1 or as near thereto as possible. The
manufacturer will be required to maintain cost records and other books of account in a manner, which would facilitate
preparation and verification of the cost of production. For manufacturers covered under the ambit of Section 209(1) (d) of the
Companies Act, 1956, i.e., where Cost Accounting Records are statutorily required to be maintained, the Cost Accountant
certifying the cost of production for captive consumption shall verify the correctness of the cost from these records. However,
for manufacturers not covered under Section 209(1) (d) of the Companies Act, 1956, it is desirable that they also maintain cost
accounting records in line with the records so prescribed as to facilitate determination and certification of cost of production.

Disclosure: If there is any change in cost accounting principles and practices during the concerned period which may
materially affect the cost of production in terms of comparability with previous periods, the same should be disclosed.

If opening stock and closing stock of work -in-progress and finished goods are not readily available for certification
purpose, the same should be disclosed.

Appendix – 1
Name of the Manufacturer :
Address of the Manufacturer :
Registration No. of the Manufacturer :
Description of product captively consumed :
Excise Tariff Heading :
Statement of Cost of production of ________ manufactured / to be manufactured during the period ________

Quantity

Q1 Quantity produced (Unit of Measure)
Q2 Quantity Dispatched (Units of Measure)

Particulars Total Cost Cost/Unit
 (Rs.) (Rs.)

1. Material consumed
2. Direct Wages and Salaries
3. Direct Expenses
4. Works Overheads
5. Quantity Control Cost
6. Research and Development Cost
7. Administrative Overheads (relating to production activity)
8. Total (1 to 7)
9. Add: Opening stock of work-in-progress
10. Less: Closing stock of work-in-progress
11. Total (8 + 9 – 10)
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Particulars Total Cost Cost/Unit
 (Rs.) (Rs.)

12. Less: Credit for Recoveries/Scrap/By-Products/miscellaneous income
13. Packing cost
14. Cost of production (11 – 12 + 13)
15. Add: Inputs received free of cost
16. Add: Amortized cost of Moulds, Tools, Dies & Patterns etc, received free of cost
17. Cost of production for goods produced for captive consumption (14 + 15 + 16)
18. Add: Opening stock of finished goods
19. Less: Closing stock of finished goods
20. Cost of production for goods dispatched  (17 + 18 – 19)

Seal and Signature of Company’s Authorized Representative
I/We have verified above data on test check basis with reference to the books of account, cost accounting records and

other records. Based on the information and explanations given to me/us and on the basis of generally accepted cost accounting
principles and practices followed by the industry, I/we certify that the above cost data reflect true and fair view of the cost of
production.

Date: Seal & Signature of Cost Accountant
Place: Membership No.
Cost Accounting Standard 5 (CAS 5): Determination of Average (Equalized) Cost of Transportation

(http://myicwai.com/docs/icwaicas2.doc)
This standard deals with the determination of average transportation cost of a product.
The cost accounting principles for tracing/identifying an element of cost, its allocation/apportionment to a product or

service are well established. Transportation cost is an important element of cost for procurement of materials for production and
for distribution of product for sale. Therefore, Cost Accounting Records should present transportation cost separately from the
other cost of inward materials or cost of sales of finished goods. The Finance Act 2003 also specifies the certification requirement
of transportation cost for claiming deduction while arriving at the assessable value of excisable goods cleared for home
consumption/export. There is a need to standardize the record keeping of expenses relating to transportation and computation
of transportation cost.

The objectives of the standard are to bring uniformity in the application of principles and methods used in the determination
of averaged/equalized transportation cost; to prescribe the system to be followed for maintenance of records for collection of
cost of transportation, its allocation/apportionment to cost centres, locations or products and to provide transparency in the
determination of cost of transportation.

This standard should be applied for calculation of cost of transportation required under any statute or regulations or for
any other purpose.  For example, this standard can be used for determination of average transportation cost for claiming the
deduction for arriving at the assessable value of excisable goods;  Insurance claim valuation; Working out claim for freight
subsidy under Fertilizer Industry Coordination Committee; Administered price mechanism of freight cost element; Determination
of inward freight costs included or to be included in the cost of purchases attributable to the acquisition; Computation of freight
included in the value of  inventory for accounting on inventory or valuation of stock hypothecated with Banks/Financial
Institution, etc.

Definitions
The following terms are used in this standard with the meaning specified:
Cost of Transportation comprises of the cost of freight, cartage, transit insurance and cost of operating fleet and other

incidental charges whether incurred internally or paid to an outside agency for transportation of goods but does not include
detention and demurrage charges.

Cost of transportation is classified as inward transportation cost and outward transportation Cost. Inward Transportation
cost is the transportation expenses incurred in connection with materials /goods received at factory or place of use or sale/
removal.  Outward Transportation cost is the transportation expenses incurred in connection with the sale or delivery of
materials or goods from factory or depot or any other place from where goods are sold/removed.

Freight is the charges paid or payable to an outside agency for transporting materials/ goods from one place to another
place.

Cartage is the expenses incurred for movement of goods covering short distance for further transportation for delivery
to customer or storage.
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Transit insurance cost is the amount of premium to be paid to cover the risk of loss/damage to the goods in transit.
Depot is the bounded premises/place managed internally or by an agent, including consignment agent and

C&F agent, franchisee for storing of materials/goods for further dispatch including the premises of Consignment Agent and
C&F Agent for the purpose. Depot includes warehouses, go-downs, storage yards, stockyards, etc.

Equalized transportation cost means average transportation cost incurred during a specified period.
Equalized freight means average freight.

Maintenance of Records for Ascertaining Transportation Cost
Proper records shall be maintained for recording the actual cost of transportation showing each element of cost such as

freight, cartage, transit insurance and others after adjustment for recovery of transportation cost.  Abnormal costs relating to
transportation, if any, are to be identified and recorded for exclusion of computation of average transportation cost.

In case of a manufacturer having his own transport fleet, proper records shall be maintained to determine the actual
operating cost of vehicles showing details of various elements of cost, such as salaries and wages of driver, cleaners and others,
cost of fuel, lubricant grease, amortized cost of tyres and battery, repairs and maintenance, depreciation of the vehicles, distance
covered and trips made, goods hauled and transported to the depot.

In case of hired transport charges incurred for dispatch of goods, complete details shall be recorded as to date of dispatch,
type of transport used, description of the goods, destination of buyer, name of consignee, challan number,  quantity of goods
in terms of weight or volume, distance involved, amount paid, etc.

Records shall be maintained separately for inward and outward transportation cost specifying the details, particulars of
goods dispatched, name of supplier/recipient, amount of freight, etc.

Separate records shall be maintained for identification of transportation cost towards inward movement of material
(procurement) and transportation cost of outward movement of goods removed/sold for both home consumption and export.

Records for transportation cost from factory to depot and thereafter shall be maintained separately.
Records for transportation cost for carrying any material/product to job-workers place and back should be maintained

separately so as to include the same in the transaction value of the product.
Records for transportation cost for goods involved exclusively for trading activities shall be maintained separately and

the same will not be included for claiming any deduction for calculating assessable value of excisable goods cleared for home
consumption.

Records of transportation cost directly allocable to a particular category of products should be maintained separately so
that allocation in appendix – 3 can be made.

For common transportation cost, both, for own fleet or hired ones, proper records for basis of apportionment should be
maintained.

Records for transportation cost for exempted goods, excisable goods cleared for export shall be maintained separately.
Separate records of cost for mode of transportation other than road like ship, air, etc., are to be maintained in appendix

– 2 which will be included in the total cost of transportation.

Treatment of Cost
Inward transportation costs shall form the part of the cost of procurement of materials which are to be identified for

proper allocation/apportionment to the materials/products. Outward transportation cost shall form the part of the cost of sale and
shall be allocated/apportioned to the materials and goods on a suitable basis. Outward transportation cost of a product from
factory to depot or any location of sale shall be included in the cost of sale of the goods available for sale.

The following basis may be used, in order of priority, for apportionment of outward transportation cost depending upon
the nature of the products, unit of measurement followed and type of transport used:

 Weight
 Volume of goods
 Tonne-Km
 Unit/Equivalent unit
 Value of goods
 Percentage of usage of space

Once a basis of apportionment is adopted, the same should be followed consistently.
For determining the transportation cost per unit, distance shall be factored in, to arrive at weighted average cost.

Abnormal and non recurring cost shall not be a part of transportation cost. Penalty, detention charges, demurrage and cost
related to abnormal break down will not be included in transportation cost.
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Cost Sheet
The cost sheets shall be prepared and presented in a form as per Appendices 1, 2 and 3 or as near thereto.  Appendix

1 and Appendix 2 show the details of information to be maintained for compilation of transport cost for own fleet and hired
transportation charges respectively.  Appendix 1 is applicable where the organization is having its own fleet.

The directly allocable cost of own fleet (outward)   shall be identified against different categories of products as per
Appendix 3 and same shall be indicated there. Similarly, total common cost of own fleet (outward) shall be apportioned to
different categories of products as per Appendix 3 and the basis should be specified. The basis of apportionment may be adopted
depending on the nature of product. Similar approach shall also be applied for hired outward transport charges.

More columns may be required to be shown in Appendix 3 specifying different types of transactions.
For example:  Sale on specific rate basis,  sale of waste, scrap, return from customer,  goods sent for job work,  goods received
after job work, etc.

Unit of Measurement (UM) may vary depending upon the nature of the product. For example, Number, MT, Meter, Litre,
etc.

Proper records shall be maintained to show separately the Transportation Cost relating to sending of jobs to job contractors/
convertors and receipt back of processed jobs/converted materials.

An enterprise shall be required to maintain cost records and other books of account in a manner which would facilitate
preparation and verification of cost of transportation and other related charges and it’s apportioning to various products.

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.

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.

Management Accounting is concerned with the accounting information which is useful to the management in maximizing
profits or minimizing losses. It is concerned with the improvement of the efficiency of the various phases of management.
Management Accounting helps the managerial personnel to perform all the important managerial functions effectively viz.,
planning, organizing, directing, controlling, coordinating, motivating and communicating by providing relevant information
timely.

The main objective or the basic function of Management Accounting is to assist the management in taking various
decisions by providing relevant and complete information as and when required. All the tools and techniques which help the
Management Accountant in the discharge of his duties fall under the scope of Management Accounting.

The CASB develops Cost Accounting Standard to equip the profession with better guidelines on standard cost accounting
practices; to assist the Cost Accountants in preparation of  uniform cost statements and to provide guidelines to Cost Accountants
to make standard approach towards maintenance of Cost. So far, five standards have been issued and two are drafts.
Glossary

 Management Accounting: According to the Institute of Chartered Accountants of England and Wales (ICMA)
Management Accounting is “any form of accounting which enables a business to be conducted more efficiently”.

 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: 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
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cost control and ascertainment of profitability. It includes presentation of information for the purpose of managerial
decision making” (CIMA official terminology).

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

 Cost Centre: Cost Centre may be defined as a person, place or item of equipment for which costs are ascertained.

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 Financial Accounting and Cost Accounting.
(5) What is a Cost Centre and Cost Unit?
(6) What are the steps to be taken to install a Cost Accounting System?
(7) Define Management Accounting. Explain the need for Management Accounting.
(8) Discuss the scope of Management Accounting.
(9) Bring out any three differences between Management Accounting and Financial Accounting.

(10) Explain the terms ‘Cost Accounting’ and ‘Management Accounting’. How do they both differ?
  




