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UNIT 1 

COST ACCOUNTING: AN OVERVIEW 

CONTE:NTS 

1.0 Aims and Objec1ivc:,; 

1. 1 Tntroduc1ion 

1.2 Meaning and Concepl ofCost Accounting 

1.2.J Cost 

l.2.2 Costing 

1.3 lmportance of�t ,L\ccounting 

1.4 Nature and Scope of Cosl Ae<:ounting 

1.5 Methods of Costing 

1.6 Techniques of Costing 

l . 7 Funcrioos of Cost Accountin g 

I. & Cost Classi fication 

I .8. 1 General Classification 

1.K.2 Technical Classification 

I .9 Elcmen ts of Cost 

l. 9.1 Material 

1.9.2 Labour 

1 .9.3 Expense� 

1. 9.4 Overhcad 

1.10 Comparison betwecn financial Accounting and Co!'it Accoooting 

1.11 Lim i tations of Cost Accounting 

I. l 2 Lct Us Sum Up

1.1 J Unit End Activi ty 

1.14 Keywords 

1.15 Questions for Discussion 

I. 16 Reference / Suggcsted Rcadings

1.0 AIMS AND OBJECTIVES 

Aflt:r sludying th.is ksson, you should he ablc to: 

• Dcfine cost accounting

• Explain the scope anti functions of cost accounting

• Enumerate thc ohjectives and methods of cost acc()uoting

































1.12 LET US SUM UP 

• Cosl accuuotancy i� the combiuation of bmb tllc applicatinn.� uf rnsl ing and c�l
accounting pri.ncipks. n1<!lhod'-, , .. --chniques !1.l sucnce, art and practicc of co:;t
conlrol acd osccnainm1.--ot of profilabilily. Co�I 1.h.:n,,mrnales the usc nf rcsources
only in terms of monetary t<!nTh.

• Tbe scupe of lbe cost accounti.ng could be classifkd into thr.:1: maj ur segments
1·i= .. cos1 ascerlainmt:at, cost accounting and cost <.Y'IJ1trol.

• The methods of costiag are nc.rmally classified ,nto !Wo major r:-itegori� vi:'..

speci fic ordt-r c1.1sting and optTation costing.

• The various lt>t:bniqucs of costing, notliing bui vital tuols of asct·rtaining costs, art:
uniform costiog, margiMl cosliog. historical cosling, direcl costiug. absorption
ensling and sl,rndard costiug.

• Tht: costs are classificd into various categorit'!> accordiDg lo the purposc and
n;quirc:mt"nls of tbe finn. Some of lbc ntost importanl dassificatiolL� arc according
lo fuoc1ioos. din:d and indirecl i.'ust, according lu variahilily, according to
conlr1)llability, according lo norrnalily, accurding lo time, according lo planning
nnd rnntro!, ac\·ording lo mauagerfa I deci�ions. diffrrenlials, ill\'Temcntal or
d-::cremcat cost and lipportunity cost.

1.13 UNIT END ACTIVITY 

ldenti fy the key slalt"ments pn:pared under financial a.J1d co:;t l\CC:ounting aod prepare 
lbe- proforrna of all thc;: rckvant slah:ments. 

1.14 KEYWORDS 

Operation Costi11i: Tbi), is a suitablc IDl:thotl of cmiri11g for the iodus11ies, whicb 
mauufacture tbi:: standurd or ideotical products. 

Historical C0Yti11g: Il is another tcehnique uf cos1ing through wl1ich the co.\fS of the 
y�ter horizon an:.· 1tsccrtained. 

Ab!wrplinn Cn.,·ting: 11 is unlik.t": the marginal costing tedmiquc, i1.11.:ludt.'S lhe fixed 
co�l of operations along wilh the variahk cost of prod11<.:1ion. 

Indirec.t Material: Cust ofthe tlu�d c.innot be rnnveait·ntly measurt":<l for singk: unit 
ofthe product. 

fntlirect Labour: Salary paid lo tht supc:rvisor. 

Fixe,I Cost: It is tbi: cost, wh.ich does not vary irrl'Sp,;>ctiw levd of an activity or 
production, rt:nt of thc factory, salary to the manager aod so 011. 

Varillble Cost: It is 11te cost. whicb varit:s i.u :iloag wilb tbc levd nf an <1div1ly or 
productiou. 

Predeterminetl Co:11s: These co�b are dc-tcrmineu or ..:..-;tirnalcd in adva11ce lo aoy 
adivity by considering tht: pasl cvents. which are ao1ma!.ly aITci:ting lhc c-osts. 

1.15 QUF.STTONS FOR D[SCUSSTON 

l . Delint> cost and cost accou nti ng.

2. DeGnc din:ct ctlSI.

3. Dl!finc i nclirect cost.

4. Explaia lhe vari,1us rnmponents Clf lhc iudirect rost.





MATERIAL COSTJNG 

CONTENTS 

2.0 A ims and Objcctives 

2. I lntroduction 

2.2 Con�pt of Material 

2.3 CJassific-ation of Materials 

2.4 Purchasing Function 

2.4.1 Purcha.�c Dep,mmen( 

2.4.2 Purchnsc Procedurc 

2 . .5 Storekcepmg 

2.5.1 Objectivcs of Storekeeping 

2.5.2 functlons of Storekceping 

2.5 . .3 Stores Oepartment 

2.5.4 Types af Stores 

2.5.5 Working ofthe Stores 

2. 6 Mt'thod s of Va luing Mat er i al lssu� 

2.6.) first-in-Fir�(-out Method (FlfO) 

UNIT 2 

2.6.2 Last-io-Fir�t-out Method (UFO) 

2.6.J Highc�(-in-Pirs1-uut Melhod (HJFO) 

2.6.4 NcxL-in-First-CJul Mcthod (NlFO) 

�.G.5 Simple Averagc MC'lhod 

2.6.6 Weighted Avt>ra�I!' Price Method 

2. 7 M atcrial Co1Hrol 

2.7. ! Meaning, and Dcfmi1io11 of Ma1erial Coa1rol 

2. 7.2 Objectivcs of Material Cootrol 

2.8 Techniquc� of Material/lnventory Cootrol 

2.8. l ABC Analysis 

2.8.2 lnventory or Stock Le-vels 

2.8.3 Economic Order Quantity (EOQ) 

2.8.4 lnventory Tum,wer Ratio 

2.8.5 Stock Verifica1ion or Stock Ched.iog 

2.9 Lct Lis Sum Up 

2.!0 Unit End Activity 

2.1 I Keywt'.'rds 

2. 12 Questions för Discussion

2. 13 Reference / Suggcsted Rcadings 





























































• lnv.:nlory mrnover rati{l or makrial tumover ralio as a kchnique of material
control is usl!ful Il' avoid unnecess.ary iovcStment on Lhcse matcriat,; wh05c
wnsumption is much I�. It indicatcs lhe !ö.p� w11h wh..ich tb(' raw materials
ba H: b1:i.:n consu�d for pr0tiul·ti1ln. Vcrifi<:.a.tion in th� form of dther c�iunting,
mcn�urcment nf maleriab and supplies hcld in thi: stor� departmenl and ils
compari"on witb the stvres rccords are nccessary for ll1e purprl.'-e of detccliag
disc:r<!paoci t's.

• S,m1c of the n10re commonly used m.::tbods of pricing material issues arc UFO.
FTFO, �imple avcrage and w�ightc:d avt1:c1ge method.

2.10 UNIT END ACTIVITY 

Setcct a manufocturing Clintero and outlirn: a system of matcrials conuol for it. Give 
spccimi.:n of various fornt$ you will rcqu.irc. 

2.11 KEYWORDS 

lm•e,,tory: Stock of Raw rnaterials. Sto-:k of Work-in-Progress, Stock of Fioisbeu 
Uoods and Stock of Sparcs, but not Stock of Loose tools. 

Carryin� Cost: Cust incuned for c:arrying the 1na1t:rials fwm lhc plact:: of purcbasc to 
plac1.: of prodm.:rion ci.:nlrt:'!)TOU! centrt:. 

Orderi1tg Casl: Cost incurred al thl.' moment of placing tbt:'. order nf g:oods or rn:itcrials 
adminis1ra1ioa costs. n1s1 l)f cornmunicaLion and so 011. 

ABC Analysls: Analysi, of c<erci�ing t]1e coatro) on t.hc in ... cn1ory oa the basis of 
valuc. Always Bett<:r C,,ntrol Analysi!,,: AD Higb c11n1ru\ for high va\u� goods: fl D 
Moderate conlrol fur b�cr value goods and C D Lin le coo1r,1I on thc lt"asl value 
goods. 

2.J 2 QUESTJONS FOR DJSCUSSJON

I. Briefly explain lhe proce<lure lo be followcd by 1he purcha.sc dc:parlmeot for the
µurcbnse ofa material till arranging for payrnent ufthc bill.

2. Oiscuss the importance of good stores keeping in an organisation. Whal itre the
du1ies of a storl'keepcr?

3. (]))fall the niclhods of prk·jng material issuc tbt" FIFO mdilod is thc best aod the
sirnplestO Explaia this stalemcnf.

4. [ndic11te and brieOy explain the twu diifrrenl me!hods usually followcd in pricing
stores uther thao th� Clast-Tn First-OutO'.ncthod.

5. Why is it necessary to fix various level-. for nmtctials?

6. From the following traasactioos. prtpar.-: separa1dy th�· ,ton�s kdger account,
using thi.: F[fO an<l UFO methods of pricing:

January I Opeoiog Balau<.·c I 00 units @. - 5 ead1. 
@ 5 Rcce1ved 500 unit<. (�' · 6 cacb. 
(i) 20 lssucd 300 uJJit:-..

February 5 I ssueJ 200 uaits. 
@ 6 Rt>ceived 60ll units@ 5 ead1. 

March lO 1ssucd 300 units. 
® [2 lssued 250 u1uts. 

5 I 
M .. 1e-rfol Ct>Min� 







LABOUR COSTTNG 

CONTENTS 

:; .0 Aims and ObJectivcs 

3.1 I ntroduction 

3.2 C011ccpt of Labour Cos1 

3,3 Labour Tumover 

UNIT3 

J.J. 1 Causes of Labour Tumover 

3.3.2 Effocrs ofubour TumO\ler 

3 .3.3 Cost of Labour Tumovrr 

3.4 Labour Cost Control 

3.5 

3.6 

3.4 .. \ Deparlmcnl� for Labour Cootrol 

3.4.2 SC•)fle of Control 

Labour Co� Management 

3.5.1 Recruirment 

J.5.2 fimckecpiag 

3.5.3 T1mc Booki11g 

3.5.4 Work Study 

J.5.5 Job Analysis 

3.5.6 Merit Rating 

ldk Time and Ovcrtimc 

3.6. r Jdlc Time 

3.6.2 Ovenime 

3.7 Let Us Sum Up 

3.8 Unit End Activicy 

3.9 Keywords 

3.10 Questions for Discussion 

3. Il Reference / Suggcsted Rcadings

3.0 AJMS AND OBJECTIVES 

Aflcr .studying. lbis lcsson, you should be c1ble to: 

• Undcn;tand lbe labour rurnover

• Discuss the Jabour cost control

• Explaia tJ1e labour cost management



































necessary to rocord the lime �peut on each work order, job or operation as well as 
the particulars ofwork done which is known as time-booking. 

• The motion study aims at finding out thc most sdentific and simple way uf
performing an operation or doing a job. Thus. the techni(.Jue sboulcl take into
considcratinn not only the human elemenl in the job but also materials, plant and
m11chinery, tools and equiptnenl etc., to be u�ecl The concept o( time study was
inlroduce<l by F.W. Taylor. It rcfers to the analysis and dctemrination of lhe timc
necessary tu perform a given ta.sk. It replaces tbe old practicc of u::;ing past
pcrfomiance as a metbod of es1ablishiog the tim-.- followcd for lhe performance of
a task.

• A comprehensive job analysis programme can be used as a foundal..ivn an<l as an
essential ingredient for all lhe functions and areas of personncl managcmt·nt and
induslcial relations. Merit rating refers lo a systemalic analysis of mcrils of
cmployces accorcling to ce.rtai.n cbaracteristics to ascenaio 1.hc worth of each
empk,yee or a suitab!e class of th.em relative to all others.

• Usually, therc is bound to be sorne difference betwceri thc lime bookc<l I<)
di IT erent jobs or work orders and gate time. The differeDce o f this is known as i<lle
t-ime. ldle time is that lime for which Lhe c-mployer pay:;, bul from whicl1 he
obtains no production. Overtime is thc work done beyond tbc normal working
hours in a day or wcek. For overtirne done, the workers arc given double of U1�i.r
wages, The ac1ditional amounl paid on account of overtimc is know11 as ov<.-rlime
premmm.

3.8 UNIT END ACTIVITY 

One of the conunon reasons advanced for non-conducting job an.alysis is th.e 
substantial C(1st !hat can be associated with such au underlaking. Prc·sent a more 
balanccd perspectivc by identifying both lhe variow, bendits of conduc\jng job 
analys� aod the incremental cosls !hat may occur if the process is not iostigated. 
Discuss. 

3.9 KEYWORDS 

Labour Turnover: It may be defint: as tbe engagcment and loSS!;,'S in the lahour force 
as related to the total oumbers employed at the tiegilllling ofthe period. 

Tim�keeping.· It i� conc(..'Ttlcd with ri;:cording of work.crsötime. Th.: rccording of lime 
put in by workers is required not only for attendance and wagc calculation purpose but 
also for thc purpQE;e of cost calculation. 

Time Booking: U me.ans to recmd the time spent on eacb work order, job or opcral.ion 
as well a.� lhe patticulars ofwork done. 

Mt>tion Study: Il is 1t :systematic procedw-e for the a.nalysis ufwork or job witli a view 
to reduciag or elimin.ating unneccssary worlc, arranging thc remaining work in lhc be$( 
order possible and standardizing the usage of proper work methods. 

Job Analysij·: It is a systematic explora.tion. study and rt:cordiog Lhe respon'>ibilities, 
dutics, skills. accountabilities, work. environment and ability r�quircmt--nts of a specific 
job. 

Jdle time: Tdle lime is iliat time for wruch the employer pays, but from wb.ich be 
obtains no p.roduction. 

Normal ldle Time: This represents the time wastagc that cannol be avoided and 
tll.erefore, tbe en:iployer must bcar the la.bour cost of 1ws time. 

71 
Lahuur Costmg 







UNIT4 

METHODS OF WAGE PA YMENT 

CONTENTS 

4.0 Aims and Otljectives

4. l lntroduction

4.2 Methods of Remuo�11tion

4.2.1 Time R11te Method 

4.2.2 Piece Ratc Mcthad 

4.2.3 lncentive Plan!i/Schemes 

4.3 Lct Us Sum Up 

4.4 Unit End Activiry 

4.5 Keywords 

4.6 Questions for Discussion 

4. 7 Reference / Suggcsted Rcadings 

4.0 AIMS AND OBJECTIVES 

Afler studying this lesson. you slmuld be ablc to: 

• Uaderstand the concept and types nftime rate melliod ofwage paym�nt

• Discuss the concept and typcs of piecc ratc mcthod of wagc paymcnt

• Explain the concept of difforcnt incoentiw schemes

4.1 INTRODUCTION 

Remuneration to workets is thl' 1nost complcx prohlem in a demorratic country like 
lndia becaus� lhere;: is nu effeclivc siugk melhod ofwagc paymt::nt which is acct::ptable 
botb to tb� t::rnp\oycrs and the worke.rs. Wa.ge:s as a means ofprovidi.ng iocom<:: for the 
workers becorne tbe only snurc� of iucome whicb ddcmrint::s tht::.ir t::conomic survival 
in tl.J.e society, so lhey try lo forc<! lbt: employ�Ts lo follc)w a mdhoJ of wage or 
rcmuneralioa paymcnt. 

R�muncration for labou1 is wagcs as remuneracion for capita! is interest, for land is 
rc::nt and for organisation is profit. Both direct and indirect labour employed in a 
factory or industry will have lo be paid rcmuneration for the services rendered by 
them. The amounl of wages nr mnuneralion payable to each of tne employre; 
dcpends on a number of foclors. Tlle term; ofemploymcnt gcneraUy spccify thc ratc 
or pay scak and other allowances payable lo worltcrs. In lh� modern induslrial 
organisation of mass productioo, a workt::rÖ wag�s are eased upon incentive.. job 
cvaluation, nc.:gofiated labour ,.:ontracts, wagcs pfaos and profil-sharing, etc. 
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C<>'II A��0Unl111g 
Check Your Prn�n·ss 

Fill in the b\anks: 

l. Under _____ .Rate, workcrs are paid minimum w11ges on the basis of
lime rah.:s.

2. Tb� basic purposc of _____ to inlroduce for workers .is to produce
mure Jf) eam hight::r wages.

3. _____ Bonus Scheme is designed lo give encouragement to thc sluw
works lo perform bettcr ilian before.

4. _____ plans ,ue providcd by the undertaking lo make tht.:
condition� of cmployment morc aitro.ctive, and ta promote better health
and atmosphere in thc workers.

5. ____ Schcme combines tiini.: rnks, higb piece rates and bonus.

o. Under Halscy premium schemc Time rate is guarantced and the worker
receivc:s ____ wagcs.

4.3 LET US SUM UP 

• . Remuncrnuoa. lo workers is the mosl comp!ex problem in a democratic country
like [ndia bocause therc is no effective siogle metl10J of wage payment whicb is
acceptabl� both lo L.be cmployers and lhe work:crs. Wages as a means of pruviding 
iucome for thc workers become the only source of income which determines thcir 
economic survival in the socicty, so tbey try to force thc cmployers to follow a. 
m�lhod of wage or remuneration paymenL 

• Therc a.r� 1hree basic methods of wage payment or remuneratioa, i.e. timc rat�
rnethod. piecc rate mt:thod 1md incentive plans or scbemes. The differeot melhods
of remuncration or wage paymcnt cao l>c classified into Time Rate Mdhod, Pic-ce
Rate Method and lncenlive Plans/Schemes.

• Under timc ra1c mcthod of wage payment, thc workcr is paid at an hourly, daily.
weekly and munthly rate. The general foatures of all lhe time rate method is lh.al
thc wurkers do not get anything beyond lheir lime wages. The seco11d imporlll.llt
method of w11ge payment is piece rate method. Under lhis method, the wages art.:
paid ou lhe basis of output of worki..:rs withm1t considering the lime taken io
performing thc work. Thus, the workers are paid an thc basis of quantity of work.
The basic purpose of incentive plans to motivate the workers lo procluce more to
earn bigb�r wages. The main incentive plans a.rc Combination of Time and Piccc
Rales, Premium Bonus Schcmcs Group Bonus Schemes and Other tocentivt:
Plans.

• Bonus schemc for a group of workers workiog togetller may also � inlroduced
wherc it is ncct;ssary to liave a team work, it is difficult to mcasure the output of
individual workers because the output depends upon the combined effort of a team
of workers. and it is required to reward not only the direct workers bul also tlle
iudirect workrn-.

4.4 UNIT END ACTIVITY 

Discuss th� advantages and clisadvantagcs of tbe piece rate method of payment of 
wages. Do you Utink that workers remuoerated by rderence to this method sbould be 
rcquired to maintain time ri..-cords? 









UNIT5 

UNIT COSTING AND COST SHEET 

CONTENTS 

�.0 Aims and Objcctive,; 

5.1 lntrodu�tioo 

5.2 Uoit Costing or Output C:osting 

5.2. l Objcl·tivcs ..:if Uni1 Output Costing 

5.2.2 lmportancc nfLTn,t Cosling 

5.2.3 Limitation!> of Unit Costinl! 

5.2.4 Asccrtainmrnt ol Cosc per Unit in Unit C�ting 

5.3 Cost Accumulatioo Procc.Jure in Unit Cosring 

5.4 C'o:st Sheet 

5.4. l Purpo�es of Cost Sht'Ct 

.5.4.J Elements of C' o...t Shec.t 

5.5 Direct C()SI Classif'ication 

5.6 lndin::cl Cost Classifica1ioo 

5.6.1 Stock C'fRaw Materials 

5.6.2 Stock of Sem1-ftoisJled Goods 

5.6.J Stock of Fini�1cd Goodt-

5. 7 T enda or Qw:auc,11 Sllcct

5.7.l Prrplratioo ofTl!llder Sbec1 

::;. 1.2 Tenders of S1milar Typc Commodity 

5.7.3 Tenderi; för Diffcrent Product 

5.8 Mamifacturing AccC\unt 

5.!U Prep:mttion of Mam,facturing Arcooot 

5.R.2 Manufacturiog ACC\"ll.mt for Manufacrurin� Pro,fil aniJ Loss 

5. 9 Let Us Sum Up

5.10 Unit End Activiry 

5.1 I KcywOTd:s 

5 .11 Question:s for Discussion 
5. I 3 Reference / Suggcsted Rcadings

5.0 AIMS AND OBJECTIVES 

Aflcr studying this l�son. yuu sbc,uld be: able to: 

• UoderstanJ the conccpl of uni1 cosung anti cosc shtct

• J)ist·uss direct co:st dassification :md indin:ct cosl class,ficatioo





















































• Tllt: in<lin�·t cxpl'nse-s are the expenst-'l:i coovt:'.rting the raw mal eri11ls in10
semi-finished goods wh.ich should be relatively consider1:d for tllc tratn"k:nt oflllt:
stod vaJualinn rather lhan on the basis of prime cost.

• Th.: lrcatrnent nf lhe stock of finisbed gClOds shnuld carricd 1Wl-'r in het we..:o lht:
opcning stock and closing stock and adju.sted among them bcfun: tbe finding tlle
COSI or goods sold.

5.10 UNIT END ACTIVITY 

Mr. Vi vek providcc-s lhe following information which is relall'<l to th� prnducl of his 
enlerprisl' for the m1)ntll of D�ccmbcr 1995. 

Raw OJ!iltrials consumed 30.000 

Direct lahour cha,ges I !i,000 
Machinc hours worked 1.l\00
Machinc hoor ralc 10 

A<lministralwc ovcrh.:.iJs 20% on worl..s 1,\lSI 

Sellin!:'. o,.,crneads · 1 per umt

Units produca.l j 26,400 unils 
tJni1s �f<l 25,000 unih · 8 per uoil 

Draft lb..: ,:o-,t state�at and determine thc coot per unit, profit p�r unit sold am.l profit 
<luring th� pi:riod. 

5.11 KEVWORDS 

Cost sh2et: It is a :;talcrnent prep,ucd for the computation of cost of a pruductlservi1.:t:. 
Direct cost: Cost i.m:uncd which can be casily ascertained 1md measured fora pmducl. 
lmJirect cm;/: Co�1 incurrt:d canoot be easily ascertained and mc�sund fora pn.xluct. 
It is thi.: i.:omhinalion of various overlleads. 
Prime cost: It combiaalion of all direct costs viz. direcl materials, dire�l labour and 
Jirc<:t ex p1;nses. 
Factory cosl: It is thi.: t0tal cost incum:d both direct and indirect at thC' work spo1 
duriog the production of an article. 
Cnsl of productinn: Il 1s the combinalion of cosl of mauufaclu.ring aa article 01 a 
product and administratn·e cost. 
Cnst uf snJes: It is tbe t:otire cost of a prvduct. 
SC'lling price or Su/es price: Il is the sunvnalion of cos1 of saks imd profit inar�n. 

5.12 QUESTIONS FOR DISCUSSION 

I. Dcfin� cost unit. Give fiye cxamples of cost unit applicabk to different iudustrit:s.

2. Distinguisll between dir�rl cosl and indirect cosl.

3. Wbat arc the components of total ,.;ost? Draw a fonnat of l'OSt s beet.
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Cost Ac�ount.il,g 

6. 11 Overheau Cost Control

6.12 Lct lJs Surn lJp 

6. \ 3 Unit End Activity 
6. 14 Kcywords
6. I 5 Question.� for Discu.ssion 

6. J 6 Reference / Suggcsted Rcadings

6.0 AIMS AND OBJECTIVES 

After studying Lbis lessoc, you should be able t(l: 

• Uodersw.od lhe coucept of OVlThcad.<;

• Discuss thi:: procedur� for accounting and conlrol of overheads

• Explain lht: al]Ol:alion ao<l apportionment of expcnses

• Learn thc apportionmenl of service departm�ut coslS lo production dcparlment

• Uaderslaml the mea.ning \)[ absorption of overheads

• Discuss tht: dctermim1tion of vvcrbeatl rates

• Dcscribe the different melhod� of absorption of overht'ads

6.l lNTRODUCTION

Ovot:rhcads are tbose co:sts required Lo run a business. but which ca!lllo\ be <lire(:tly 
attributed to aoy spccific bu�ioess activity, pruduct O

J service. Overhcad expcns� arc 
all costs on tbc income statemeot cXco!pt for direct !abour, dircct materials and direct 
cx.peoses. Ovcrhead costs do not dircclly !ead lo \he generation of profits. Overucacl is 
still oecessary, since it provides c:rilica/ suprort for tl1e generation of profil-making 
activities. The cost of any producl is nurmaUy dassificd into two main segments viz

Dircct and lndirect Cost. The cnfirc segmcnt5 of indire1.:t costs are known as 
ovcr.beads, whicb normally includc indirccl makTi�l, indirect labou.r and iodirect 
expense, for thc benefit of mauy cost centrcs. Tllc indirect cosl componcnt is a 
compoaent of cost which cannot be casily or coovc,ticntly identifäd for a particu]ar 
p.roduct is known as overllead. In general, any �pensc wbicli. is iacurrcd over aud
above the prime cost of tbe product is known a:s overbcai.Lc; vi2. Factory ovcrbcadc;,
Administrative overheads, Selliog and Distiibution overheads. Thcsc overbeads are
uothing but indirect expeosr:s at cvery lev�! not ouly for tb..,· mruiu facrure of tbe
products but also for sclling and distribution of pro<lucts in tbe market.

In this lesson, wc will study thc <..:onccpt ()f UV(.Thcads, classification of overbeads, 
procedure for accou nting and cootrol of overhcads. W c wi\1 a lso study thc allocati oo 
and apportionment of expcnses and Bt lne cnd, wc will sll1dy tbc apportionment of 
service depBr1.ment costs ro pro<luction dep1u1mcnts. 

6.2 CONCEPT OF OVERHEAD 

Overhcad has bcen dcfined by th� lnstitutc ofCost .iod Work Acwuntanls, London as, 
Öbc aggregate of indirect material cost, indfrccl wages and iodin:ct expenscsO l3y 
indirect, it means one Qvhich cannol be allocate<l, bul which can be apportioned lo or 
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a.re: Dirccl Labour Meth.od, Primc Cost Method, Labour Hours Mc1hod and 
Macbinc l-lours Method. Thesc method.s are used to recover lhe ovcrheatls Uu-ough 
thc charge from the cost cenlres or cost units. The next important stage is to 
c-ontrol the overheads thrnugh overhrad" con1rol account which could be classifa;d 
into many \'iz Manufacturing overhead cuntrol occount and Administrativt: 
overhead control accouot lo detennine the ovcr aad uudel' absorption of overhcads 
ofthe respective departmcnts. 

• The overhcad classification dept:nds upon the typc and size ofthe busiuess, narurc
of product services of the product and various policjes of lbe managemenl
regarding produc1 or oui-put. Tbe .important bases of classification of ovcrheads are
Nature,. wisc CI.assifi co.tion, Function-wise Classification, Variability-wise C lassi­
fication, Con!rollabiJity-wise Classificatioo and Normal-ity-wise Classification.

• UnJer Il normal wsting approach, actua! overhead cos\s arc never assigned lo
jobs. Overhead is applicd to each individual job using a ptt.-determincd ovt"J'hcad
rate. Ovcrhe11d costs flow ioto Work-in-proccss inventury via 1he predctcrminet.1
ratc. Sincc direct labour hours are used to assiga ovcrbead into production, lhe
time tidct:ts serve as lhe sourcc documents for assigning overh�ad lo individual
jobs and to tbe cuntrol ling work-in-process inventory account.

• Allucation of overhead cost refers to Öhe a\\ottnent of whole items of uvcrhe-dd
costs to cos1 ccntre or cost unit6 Apportionmenl refers to thc distributi1Jn of
ovcrheads aroong different departmcnts or cost ccmre on suitablc bal>is. It inv0lve!s
charging a share oftbe total overhcad cost tu a numbcr of cost C(.:n\res,

• The basis of apportionmenl of fuctory overheads is Floor Arc:a of Departmental
Buildings, Number uf Employi;;es in Eaeh Dt;partmcnt, fl1;,"Tceutage or Proportion
of Buildings and Plants, Departrnental Pro<luction Hcrurs and Tedmical Basis.

• Th1..-re a.rc sewral mclhod.,;; in use for detcrmining ovcrhead ratcs. Fixing of
overhead rales -is necessary for absorption of ovcrbeads lo cost unils Oll a logical
and equitable basis. The total ovcrhcads divided by the qu.antily or tbe valuc of t!t..:
hase sclt:cted detcr-mines the overbead rate. The fo!lowing an; the ovt:rh�ad rales
i.e. Actual overhcad rate, Predetermined overhead rate aod Slandard rate.

• The diffen:nl rnethods of overb.ead absorption are: Dlrect Material Cost Mcthod,
Direct Wage Method, Dircct Labour Hour Method, Prime Cost Method, Machinc
Hour Rak Method and Produclion Unit Metbod.

6.J3 UNIT END ACTIVITY

Critically examinc bow the uvcr!under absorption of ov1..>rheads is being <letermincd? 

6.14 KEYWORDS 

Overliead: Tbc composilion ofindirect cost componcals oftlie prnduct or service. 

Allocation: Cbarging lhe overhead without divi�ion but wholly to the respcctive 
functional departments. 

Productio11 Owrhead: The production overht:ad is the indirect CD1!l which includes 
indi.rect material. inuirect labour and indirec1 factory cxpcnses. 

Office and Administration Overlreads: Il is tbe indkect cx.penditure incurred in 
formulating the policy, directing the organisation and coalrolling thc op1.,'ralions of an 
u11dcrtaking which is not related directly to rl.--searcl1 and devdopm.cnt or production 
and selling aclivilics. 











CONTRACT COSTING 

CONTE.NTS 

7 .0 Airn� and Objcctivcs 

7. l [ntroducti011

7.2 Concept of Contract Costing

UNIT7 

7.2. J Meaning ofContract Costing 
7 .2.2 1-'eatures ofContracl Costiog 
7.2.3 Distinction betweca Contract Costing anti Job Costing 

7.3 Con1ract Cosling Procedure 

7.4 Contract Ledgcr 
7.5 Prepara!ion ofContract Account 
7.6 lmponant Points in Contract Costing 
7.7 Let Us Sum Up 
7.8 Unit End Activity 

7.9 Keywords 

7.10 Ques1ions for Discussion 

7.11 Reference / Suggcsted Rcadings 

7 .0 AThlS AND OBJECTIVES 

Ath,,- :-tudying this ksson, you shuuld be able to: 

• Undnst!lJld lhe meaniog and featur(:S of contract costing

• Distinguisli between contracl and job costing

• Describc tlu: contract costing procedure

• Un<lerstom.l the contract ledger

• Preparatioa of contract account
• ExpJain tbt! irnportanl points in contract costing

7.1 INTRODUCTION 

In priudp Je, comract custing is similar to j ob costing as jt föllows t hc pri m:ip les of .i ob 
costing. Conlract costing is, thcrefore, a type of job costing aud the cntire conlracL 
inskad uf job, constitutes cost unit. This method of costing which is also kt10wp as 
T crminal Costing is 11.pplied in industrit:S eogaged in the constructiou of buildings, 
road", dams, bridges, banks, parks, etc. In thb mcthod. a separate numbcr is allonecl 
for evcry contract and aJl rclatcd costs are accumulaled for each contract. The person 
who undertakes tl1e work to complete is lmown as GlonitactorÖan<l thc person who

gels tbt: work done through contractor is known as QontracteeÖ 





































JOB COSTING 

CONTENTS 

8.0 Aims and Objective� 

8.1 In troduction 

K.2 Mi:anin� and l)dinitioris of Job Costing

8.2. I fraturcs of Job Costing 

8.2.2 ObjCC'livrs of Job Costing 

8.2.3 Advant.1ge.� of Job Costing 

8.�.4 Ol!.advantages of Job Cosli rig

R.3 Proc�ure of Job Costing

8.4 Preparation of Job Cosl Shect 

lU Let Us Snm Up 

8.6 Unit EnJ Acli"it\i 

8. 7 Keyword:>

8.R Qucs1ions for Discu�sion

S <J Reference / Suggcsted Rcadings 

8.0 AJMS AND OBJECTJVES 

UNIT 8 

Afler studying this l�son. you should be abJe to: 

• Understand the m�aning and foatures ofjob e&.>ling

• Explain tbc ohj1:ctiws, ad\·ant.ag� and disadvantagL"1> of joh costing

• Describc Lhc procedure nf job costing

• Preparation of job cost sbeet

8.1 INTRODUCTION 

Job costing is a metbod of rnsting applied in industries wlicre producliun is mt."asured 
in terms of com.ple1cd jobs. Industri� wbere job co,;li.ng is gc:ncrally applied att." 
printing press. ship buikling. n:pair worksht)ps, foundry, automobih: garage and othcr 
smular manufacturin,g units wbich maoufacture 10 cu�tomerG specific rcquir�:menb. 
Under batch costing,. tlu· t.:o<.t of a bakh or group of prudut·\s is a!>ci:rtained. The unit 
of cust is a batch or grC1up of idl!ntit·al prod11tL'\. i.nstead of a si ngle _job, order or 
conltact. Th1: method i:- applicable lo g.:neral engiuecriug induslrics whicll produce 
compon�nts io c111JYl"ni�ol ecunomkal batchcs f,_,r sub�el.juent o:;sembly or 
manufäclure on mass scale. comparatively small item� of products. E.tcept for thc 
difl'"t.:rence that in batch costing, a balcb instead of a job 1.:onstitutes the cost uoit for 





















Check Your ProJ!ress 

Fill in th� blaoks: 

l. ____ hdps the management to k.now about the profitahility of tbc
jobs.

2. Under job cosiing each job is treatcd as a
-----

3. The cost acc{luntanl e5timaies the cost ofjob afkr considering lhe various
elements of rnst and thc spccification of

-----

4. ___ are classitkd in!o direcl and indirect on the basis of lrac�bility of
materials to tht' jL1b.

8.5 LET US SUM UP 

• Job custing is usually adop1cd by thc couccrns where a specific job is dom.: for a
stipulatcu price. ClMA tcrminology define� job costing as Öt form of speci.fic
order cosling wbich applics wherc work is undertaken to custornerG special
requirement. A:c. distinct from contract costing. each job is a comparatively shorl
durationÖ l1 imp!il-s tbat under job costing, production is always against the
customcr<s :speci1.1I rcquirt'ment.

• Job costing is useful in quotiog cost plus conlract; it facilitales identification and
control of spoilag.:.s and defectives, estimalion of cost of similar jobs. lt belps the
management to kaow abool the profitability o( tbe jobs aad is belpful to ascertain
the cos1 as wdl us ll1e profil or loss for each job separately. The data of the job
costiog are (111ite helpful for tbe future plam1ing, and hc1ps in making detailed
11nalysis of cosl of materials, labour, direct cxpenses and ow;rbeads. Job costing
cannot be efficiently operated without llighly developed productioD control
system. The job costing metbnd requires iotricate fäctory organisation system.

• A job cos{ sb.eet facilitales 1he determination of profit 01 loss on every job.
Estimated costs are also recorded on thi;; job cost shcet which faci\itat<:S
comparison of actual costs with the cstimaled cost aod variation in the �ost is
known.

8.6 UNIT END ACTIVITY 

The following information was ohtaine<l from the books of Kartik Company in rc.specl 
of Job No. 222: 

Materials · 10,000

Wagt:s: 

Dcpt. X: 

Dept. Y·. 

D�pt. Z: 

81 hours (a..' - 4 _per hour 

54 hours @ - 3 per hour 

27 hours @ · 3 per hour 

!�5
Joh Cosung 
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9.0 AlMS AND OBJECT1VES 

Aller studying this lcsson, you should he abk to: 

• Understan<l tlH: me.aning of operating costing, its fcatures and obj�frv�

• Discuss classification of services under operating costing

• Dcsc.ibe thc �elcction of cost u□der opernting costing

• Explaio the pre_p11ralion of co$t sbcel under opcraLing costing

• Understao<l tht: concept of uansport costing
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(;ostMuotwing 

• The servic1; CQSI in operating cost should be finJ out to understand whether an
organbation or cost ccnlrc rcndcr services lo otlters or sell tltc services to thc
general public.

• The main (.)bjectlve of operating costing is to compute the wst of the services
ofTcred by 1be- organisation. For doing lhis, it is necessary to decide the unit of
cost in SlJCh. C8S(,.,�.

• Cost h, expn-ssl;'.d in terms of thc uoit of service rendered. Though, operating cosl
is relaling lo lJUits 1Jf costing thc cost unit is not as langible as ajob or a conl.ract.

• A proper calcnlaiion of tota.I cost wiil is very important so as to correctly ascerlllin
1h.e cost per unil of transport service providcd. The cost unit fo1 passenger
transport is passenger kilomctr,· aud for good� transport. is lonnc kilometr�.

• Costiug in a transport industry consists of d1..-'termining lhe operating cost of cach
vebick and applying lhis cost to find oul the cost per unit of servkc rendcred by a
vehicte.

9.8 UNIT END ACTIVITY 

Manar louging home is bcing run at a small hill station witb 50 singk rooms. The 
home offers concessional ratcs during six off-season months in a year. During this 
P'-'Ttod, half of tbe full ro(lm nml i� cbargcd. The maoagemt.>ntG profit margin is 
targete<l at 20% of tbe room rt·nl. 

The followtng are 1he cost 1..·slinmtes and oth.cr <lelail:s for ihe year ending on 3 lst 
Marcb 2016. [Assumc a month to be of 30 c.lays J. 

(i) Occupanry <luring- thc sc:a:c.on b 80% while in the off- season it is 40% only.

(ii) Ex pcns e-:

(a) Staffsalary [Exduding roorn aHcnclantsJ · 2.75,000

(b) Rcpairs to huildi11g · l,30j00

(c) Laundry and Jincn · 40,000

(d) ln!"-riur and tapestry · 87,500

(e) Sundry cxpcus.':s · 95,-400

(iii)Annual deprcciation is lo be provilkd for buildings @ 5% and on furniture and
equipment@ 15% on straigb1-linc basis.

�iv) Room atten<laots are paid 5 per roum a <lay on the basis of occupancy of thc 
rooms in a moutlt. 

(v) Monthly lighting dtargi:s an: ! 20 per romn, cxcept in four montbs in winter
wben it is · 30 per rnoin and tltis cost is on lhe basis of full occupallcy for a.
montb.

( vi) Total investment in thc borne i:- · I 00 lakhs of wh.ich · 80 lakhs rdate I o b ui!Jings
and balancc for fumiture- nnd equipmenl.

You are rcquirc:d 10 work out lhe room rent chargcable per day botll during the season 
aud ilie off-season mon?hs on llil' basis of the fon:goiug information. 

9.9 KEYWORDS 

Operating costing: TI1e mc:thod uf costiog uscd in �ervice rcndering undertakings is 
koown as operating costing. 

I1rtemal service: Jt rcfers lo reudering service to lhe production departmcnts within ao 
organisation. 
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10.0 AIMS AND OBJECTIVES 

After studying this lesson, you should be able to: 

• Understan.d tht: meaning of process costing

• Describe accounting procedure of ctlsting

• Explain normal was1.agc, abnorma) loss and g:ain

• Explain oil refint·ry process and jojnt products and Ry-producls



























































2.36 
C:,..i Accouming 

• The basic principles of proc�s costing arc that !hc cost of material, wclges and
overbeads expenscs is collected for each process or operaLioil in a period.
Adequatc records in respect of output and scrap of each proce.'<s or operation
duriag the period are k�pt, the cost per unit of cach process is obtaiued by dlviding
the total cost incurred du ringa period by the number of units produced du ring (hat
period after taking into cousideralion lhe losses and amount reali.Le<l from sale of
scrap and thc finishcd producl of oae process is trnasferrcd as a raw material to
lhc next process.

• If thc products are produced by different process�, cost of previous process is
lransferred to the next process. so that local and unit cost of products are
accumulate<l. In shorl, rnst of products will comprise all costs incu1Ted in alt Lhc
proccsse.� up lo finished stage. Thece is no deparlure from thc principk� regarding
dircct and indirecl expenditmes.

• Normal loss i.s the arnou.nt of loss whicb is unavoidahll! because of the nalurc of
raw makrials or !he produclion technique and i-; inhcrent in. thc normal course of
production e.g., lo.ss of weight becaose of cvaporation or mclting, ett:. Such
wastage may also take pw.cc whik stamping product components out of a big
m�tal sbeet. Any wastage exceeding the normal pcrcentage is termed abnorma!
loss or wastr:1ge. Sucb loss or wastage is not a part of production. It is crcdited out
of the coucerned process account as a loss to the costing profit and loss account.

• Costing [ur joint products implies the assignment of a portion of thc joint cusl to
each of the joint products. Unless lhe joint costs are propcrly and rcasonably
apportioned lo differcnt joint products produccd.. the cost of joint products will
vary considernbly and lhis will affect valuation of invcntory, pricing of produi.:ls
and profit or loss on sak of different products. By-products are rdativeiy
considered les.<; importanl. For example, molasscs obtaincd from production of
sugar or ash availahle wheo boilcrs are run would be by-products. 

10.9 UNIT END ACTIVITY 

Give illustration and ex.plain process costing in detail. 

10.10 KEYWORDS 

Co.fting P&L Ale: ll is an accouot normally records the loss or gam out uf the 
manufacturing process. 
Puhlic Utility Service: A business that furnishes an evcryday nccessity to llie pub lie i.!t 
!arge.
Mrmufacturing lndustry: It is a branch of manuf.acture and tradc: based OJ'l the 
fabrication. proce.•;.siug or preparation of products from raw materfals and 
commodities. 
Scarp: One that is 1eft ovcr after the greater part has been used. 
Process Costing: It rcfers to costmg of operntion(s) or process(c:5) involved in 
convcrting raw materials into fiI1ished gouds or products. Its main objective is to 
provide all average cost of prouuct. 
Normal Loss/Wusrage: This is the amount ofloss whicb is unavoidabk because of thc 
IJllture of raw materia Is or thc production tecb.nique and is inhercnt in the normal 
oourse of production. 
Abnorma/ Gai11: If the quanmm of wasta.ge is less titan the predctermined percentage 
of normal wastage, the diffcrence is called as abnormal gai n or effectives. 
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11.0 AIMS AND OBJECTIVES 

Af1cr studying this lcs�on, you sl10ulcl be ablc to: 

• Understand the nccd for rcconciliation

• State thc reasons for difierenccs in profils

• Describe lhe mctbod or (lf(1ct.'-<lure of reconciliation

• Make rccoociliation between lwo profils

11.1 INTRODUCTION 

Whcn cost accounts and financial accounts are separntely mainta.ined in two differcnt 
sets of books, two profit and loss accounts will be prcparcd D one for costing books 
and second for financial books. The proftt or losses shown by the cost accounts rnay 
not agree with the profit or loss showo by financial accounts or boob:s. Therefore, it 
bccom,,,.-s oecessary lhat profit or )I)�� :;bowo by Lhe two sets of accouols is rnc:onciled. 
Accordiog to Wheldon, .. No system is comp/ele unless il is fi11ked up with 1/zefinancial 
accoimling, that results �·hmn1 by borh cost and financ:.iul accouming may be 
reconciled. " In lhe words of Eric L. K.obkr, "Reconciliation is 1he determination <!f 
the items necessal'y to bring the balanccs af two or more reJa1ed accounls ar 
statements, inlo agreement. " It j1, importB.JJt to note that thc questioo of rcconciliation 
of cost and financial accounts arises only under non-integral system However, under 
Lhe integral accounts, since cost acc1)uots and fmancial accounts are integrated into 
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Co'll A(wumin� 
Check Your Progress 

Fill in the blanks: 

J. Discount on clcbcntures and bonds is an exa mple of _____ _

2. National depreciation on assets fully deprcciated io the boo.ks is sl1own in
accounls. 

3. Valualion of stock in financial accounts is invari11.bly based on the
_____ pnce.

4. I f ovcrht:ad t·xpenses in .:ost accounts are more lha.o the actual, it is callcd

5. _____ account is prcsented in debit and credit form but il is not a
pan of double cntry system of book-keeping.

6. In cost ac.;oun1s, lhc ____ may be dcprooiated on thi: sln1.ight line
melhod.

11.5 LET US SUM UP 

• When cos1 accounls and financial 11.ccounts are separately mainlained in two
diffcreut �els 11f oooks. 1wo profit aud loss accounts wi\1 be preparcd E} one for
costiog books and second for financial books. The profit or loss sbown by !he cost
accou11ts may not agre.: wilh thc rrofil or loss shown hy financial accounts or
books. Th<.'Tefore, il becom�s neccssary that profil or loss showu by the 1wo sets of
account'> is rernncilcd.

• Ai.;cording to Wheldon, "No sys1em i.5 compiete unless it is linked ur with the
/inanc:ial uccounting. that results shown by both cost and financiai accounting
may be reconciled. .. The 11ecd fot rcconciliation arise<. owing to seek rea.sons for
tltc: diffcrencc in the profit or loss jn cost and finaucial accounts.

• Tbere are a numbu of items wh.ich are i11cluded in financ:ial accounts but they find
no place in cosi accounts, Wwle rccoaciliog any itCTI1S under lbis catcgory must be
l·ons1dered. Overhcads absorbed in cost accouats on tJ1e basis of estimation like
pcrcentagc 011 dircd IM1erials. perceo.tag:e on direct wages, etc. may be morc or
less than the actual ainounl incucrcd. Jf overhcads arc not fully ;ibsorbcd. i.e. the
amount in cost accounts is less than th� actual amount. !lie shortfall is called
und�r-absorpl ion.

• Abnorma[ losses and abnorma! gains .ire completely kept separatc from cost
accounts or tbey are transferrcd to costing profit and loss account. Work-.in­
progress is valued ciiher at the slage of prime cost, works cost or cost of
production. Jn cost accounls, tb.e basis followed rnay be quite d.ifferent tl1an thnt
fol\owed in financial accounts. This differencc in the method of valning work-in�
progress gives risc to preparation ofr.:conciliation s\nfemenl.

• Th.e procedure of memorandum rocoadliation account preparation is simifar to
that of reconci!iat.ion statement. thc only d.ifferenci.: is that items sbown under 0-6
column are shuwn on tbe credit sidc au<l ilenlS shown under al) columo are
sbowa on the debit side of titt: memmandum rc.-conciliatio-n account.

11.6 UNIT END ACTlVlTY 

Critically exa mine what valuo! uo you attach lo the reconciliation of cost accounts and 
financial accounts? Expla.in lhc main reason.s for thc differenc� ia the net profits 
shown l>y thc two sets of accou nts, 
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12.0 AIMS AND OBJECTIVES 

Att.er studyiog this lesson, you shuuld be able to: 

• Delinc marginal cost and marg;in1d costing

• UJ1der:stand tb.c meaning of-..arian<.:e analysis
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('n� Accuunting 12.14 LET US SUM UP 

• Marginal costing is onc of the special lechniqucs of costing used for analysis and
intcrpreting cost data for the purpose of assessing the profifability of tbe products,
dcpartmcnts and cost ccntres. Ecooomists dc:finc marginal cost as Lht! additional
cost tif producing one additional unit of product. This shall inclucte an element of
f'ixcd n,s1 also.

• Margioal cost is the amount by which total cost chaoges when th�re isa change in
oulpul by onc unit. In marginal costiog. only variabk costs are charged to cosl
units. Variable rnst is one which tends ro vary directly with the volume of outpul.

• lu rruugina l cosr-ing, a differentialion i.-, made between the fixcd cosls elements
and the variable costs elements. No ol11cl' caregory of costs is taken iDto
considerali()O. Somctimcs a decision bas ILi be madc whether lo nianufactun: a
compontmt or a product or lo buy il readymade from tbe ma.rket Tbe decisiDn lo
purchase it wou]d be having taken if lhe pricc paid recovers some of lht: föccd
cxpenses.

• Under marginal costing, sel ling price is fixcd on lhe basis of contribution. [n case
of cosl plus contract, it is very <lifficult to fix price. Cost-volume-profit aoalysis is
a part or marginal costing. The cost-volume-profil analysis is the analy�is of three
variables, \iiZ .• cost, volume and profit.

• In i.:ost-volurne-profil analysis, an atlempt is made lo m1:asurc variations of
v11rious costs aud profit wi1l1 thc volume. T�e dement of cost can be writko in the
form of an equation. Thl� equa1ion is lmown us Gnarginal cost equationÖ The
importan1 t:"krucnt of tbc IT111Tgioal cost equation is Lhe <aontributi.onÖfactor which
is resu!ted from the salcs value afler ,kduction of variable costs.

• Tht: profit-volume ratio, popularly knr,wn as thc PN ratio, expresses thc rdation
of coatribution to sales. The marginal costing tcchnique hdps lbc managemt':nt iu
tak.ing dccisions regarding changing th� ratio of pro<luct mix wllich givs:�
maximum cootribution or in dropping unprofitable producl Jine.

• Marginal costing technique shows the eontributioo of each product to fi.x.ed cost
,m<l profit. Marginal costing tcchaiqu<:: can ascertain bow many units have to be
sold lo maintain the same levcI of profil�. Marginal costing helps the manageroi:111
io mcasuring lhe performance efficiencies of a departm�t or a product line or
sa les Ji vision.

12.15 UNIT END ACTIVITY 

Critically examin,.; how marginal costing is a usdu] tool to management? 

12.16 KEYWORDS 

Marginal C()sf: The amounl of any given volume of output by which aggregate 
variable cosls are changed if lhc volume of output is im.,-cased by onc unit. 

Marginal Costing: Marginal costing is not a sptx:ia1 method of costi.ng but is en 
application uf the existing mcthods in sueh a way that costs arc presented in R 
pa.rticular form by segregating fv:cd and variable cosls. 

Contributfon Morgin: Coutributioo margin of a product is lhe difference bt>twccn lhe 
sclling price and its variable cost. I( is obtained by subtracting marginal co�t from 
�al� revenue of a given activity. The diffcrmce betwccn !\ales revcnue and variable 
cost is calk<l contribution siuce it contributes towards .fixcd cxpenses and profit of l11t:" 
entire bu�iuess. 
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13.0 A lMS AND OBJECTlVES 

A:fter studying this lt:Sson, you should be ablc lo: 

• Define break-even analysif\

• Discuss th� various mcthods of calculating brcak-even anatysis

• Highlight the advantagcs and drawbacks of break-cvcn analysis

• Describe break-övcn models and planning for profit

• Undcrstand lhe concept of margin o{ safely

• Compare and contrast marginal/di.r<!CI costing and absorption costing































Cht-d: Yonr Pro n•s.-

Fill in tbe blanks: 

___ indicates at what levels of cost and revenue are in l. A 
equilibrium. 

2. The ____ indicate.s Total Fixed Costs (TFC) tthe vertical int1.'Tccpt)
anda conslanl average variable cost (thc slope of the TC cu.rve).

3. ____ is also equal to total net profit plus total fixed costs.

4. ____ is equal to tbe selling price (P) per u1t.it timcs thc quantity of
output or sales (Q).

5. The break-even point represcnts lhe volume of sales at which revenu�
equals cxpcnses at which profit is

-----

6. TI1e v11.lue of closing stock will be _____ in ab:;urplion costing than
in marginal costing.

13.9 LET US SUM UP 

• Brcak-cwn analysis examines the relationship b(,1.wc1-"fl thi: total r�veoue, tolal

,osts and total profits ofthe finn at various lev�h of outpul. Break-�ven analysis
is ge.neralised approach for dcaling with a wide v,uicty of qu�ioos associated
with profit planning and forecasting.

• The diiTerence belween Price and Average Variable Cost (P-A VC) is defiued as
'profit contribution'. That is, revenue on the sale of a unit of nutpul aft.cr variable
costs arc covercd repr�enls a con!.ribulion toward profit.

• A hreak evcn cbart may be defined as an analysis in graphic form of lhe
relatiooship of production and sa les lo profil.

• Rreak-eveo analysis can also be perforrned algebrnically, as follows. Total
revenuc is t:qual lo the selling price (P) per unit times the quantity of output or
sales (Q).

• Tbc brcak-evcn volume is arrived at by dividing fixed costs (costs that tio not vary
witl.J output) by the contribution margin per unit, i.e. selling pricc mious variable
costs (costs tltat vary directly with output).

• Margin of safcty is the ex.cess volume of sales ov(:r tht: break-even sales. It is
wghlight�d in the form of absolute sales or in percenlag:t:.

13.10 UNIT END ACTIVITY 

S V Ltd., a mulli-pmducl compaoy, furnish<.-s you the following dala relating to tbe 
ye.:r 1979: 

Particulan First half of the year Sccond half ofthe year 

S11ks . 45,000 . 50,000 

Total co.sl . 40,000 · 43,000

Assuming tha( tbere is no change in prices and variablc costs that tl.Je fixl.!d �X pt:nses 
are incu1Tcd equally in lhc two half year periods thcofor the year I 979. 
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• The c:xistencc of co�l audit has a greal moral influenre 1m tbe t:mployct'S. as a
r.;.�uh of whi�·h thc- efficiency i� incn:ased.

• Cost audit reporls raisc;euhancc the status of cost nccounta.111. Being exlernal. it
hd11s in improving rnst mclhods and 1,;,1n slllvc spc:cific problems wh1l·b ultimately
raii-;c thc status of cos1 departmenl.

• Tb.c Cosl Auditor has to be appointed by tht' board of direclors under sectioo 233
B uf lbe C ompanics acl subjcct to prior approval uf the Company Law Board.

• Appoinlment of rost audilor is made on the reccipt of no order from Central
Govemmt:nl wi1bm a spcci fied p{."TJod. The person to be appoi nt�J as C<Jst auditor
must l1old a certificatc of practict: from th� In�litutc of Cosl aud Wor.ks
Ac..:ountanls o f I nuia.

• A co.�1 auditor ha� llw same rights in rl"lation toan audit conducted by him under
s.::ction 23 3-U as aa audi(or of a c0mpany under s<.-ction 227( t ).

• The respoa.sibili1ics and duties of a cosl auditor have oot been dearly given jn the
Companie.!i Art. Tb.,· cost auditor is ctlso n;quired lo pt:rfurrn 1b.e duties as are
cxpeded from audi!ors in general.

• TI-ie cost audit was recommended lo Indi,rn induslrics by Vivi110 Bose Eaquiry
Comm.is�iun. Tht: cost audit is n.xessary for L,Ptimum and propr.'1' u1ifä,alil1n of
resources by Iudian indu!>trks. S.xtion 223-U of thc Companies A1,;t providcs for
ordt'ring of wst audit by Cenlral Go\'eromt:nt.

• The cosl auditor �hould have a cost audit prog:ramme which should be sp«'ific to
the uoit cum:ern(;d. A suitablc programme for cos1 11udt1 should be drawn oul in
detail, s�ifying ead1 itern of audit work 10 be carried out. The areas wbich a cost
audit prngramme �hou!d include ar,.; inveotory of slOrt:ll and wnrk-in-progre�s,
lalmtrr. overhcads. selling, distribution and administrative expen.ses. capital
e:�peo<liture and utilisation of capacity, plant and �quipmenl.

14.14 UNIT END ACTIVITY 

Enun'l'.;ralc hnw co�r audit hrings oul the Wl'aknesscs in tlic cosl acn)unting sys,cm. 

14.15 KEVWORDS 

Comimwus lntn,wl Audi/: It continucs for the y�r rouud with tbe ct)st accounls. 
This audit helps lll tra..::ing lhe faults and errors and prnvides ready liml.' to conect 
tbc-1n 

Cosf Audi/: 1t i� tbe \crification of cost accounts aud a check on the adhen:ncc to the 
co�t accouotiug plan. 

Efficienq Audit: It is the test o[ the cfficitmcy of tirganisation. Tlus i� lhc valualion 
of the exe1.·utcd 11ction so that it is coacludcd 1ha1 tlie eff�ctiw efficient 
i mp lc:mcnta tion of tbe pn:dek"f m.ined plan has beeo carric<l on. 

11'ternal Cr1sl Audit: It rneans the audit noder which tbe 11udito� arc appoiuted to hdp 
the mana,gerial decisiou� of e.nt�rise tak.en by the top managcmt:nt. 

Periodic !Jtterna/ Audit: ll is done afi1."T a definitt: pi::rio<l of time, �fa:rein the 
at;cmmts of lha t period 11r�· cl.m;ked and c..·-rn min cd. 

Prnprlt>ty Audit: This autlit of such actions and pians of maoagcll1(;;nt which have a 
bearin.g oo 1he fim1.occ and expcnses of the company ur et1terprbc. 
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