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[1] | INTRODUCTION :

There has been tremendously fast development in the accounting world, in
keeping pace with the unprecedented growth in trade and industry. The role
of accountant has therefore undergone a revolutionary change. The function of
traditional accountant was to record the business transactions in the books of
accounts and to prepare income statement as well as balance sheet at the end
of financial year. The modern business is not satisfied with this task and makes
a heavy demand on the accountant. The Accountant is called upon to aid the
management in planning and taking policy decisions. He is required’to present
his accounting information showing what is the cost of production and what
should be the cost of production. The management cannot take important
decisions arbitrarily, but has to base his decisions on the facts and figures.
Management is interested to know (i) What is the cost of production per unit,
(1)) What should be the proper selling price, (iii) Whether the cost incurred is
proper and reasonable, (iv) Whether it is possible to reduce cost of production
without sacrificing efficency and so on.

Financial Accounting fails to provide answer to any of these questions.
Only Cost Accounting will provide necessary information to answer all these
questions. ;

Cost Accounting has developed out of the limitations of financial accounting.
Cost Accounting tells the management about cost of production per unit of each
product manufactured. This would form the base of fixing the selling price. No
businessman can afford to ‘charge a Pprice having no relation to the cost of
production. Too high a price would drive away the customers to competitors
and too low a price would involve the producer into losses. In either case. he
would find himself out of business.
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[2] | DEFINITION OF COST ACCOUNTING :

Cost Accounting is a s

. (}\ V'\r\_,.‘i‘

ystem of accounting which helps in determining cost
of production of goods or.services with reasonable dccuracy, and also tells us
. LIS (L :

hostt 1S made up. Let us examine some definitions given by learned
S— - ~org~Y A
writers on the subject : /7

(1) W W2 Bigg 1 ‘Cost Accou

nting is the provision of such analysis and
classification of expenditure as will

enable the total cost of any particular unit
of production to be ascertained with reasonable degree of accuracy and at the

same time to disclose exactly how such total cost in constituted'.

(2) Prof. Van Sickle : *Cost Accounting is the science of recording and
Presenting business transactions pertaining to the production of

services, whereby these records become a method of measurement
of control',

goods and
and a means

43 'Halgold J. Wheldon : ‘Costing is the classifying, recording and
appropriate allocation of expenditure for the determination of the cost of products
OT services; and for the presentation of suitably arranged data for ‘h_e pLpasE
of contro] and guidance of the management. It includc.s the asc;rtal\nmc’m lof
the cost of every order, job, contract. process or'scrwcc o-r‘ linll .as ljhl_\/ e
appropriate. It deals with cost of production. selling and dlslllbllll(\.n.

The analysis of the definitions disclose the following features of cost
dCcounting .
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The main object of cost accounting is to ascertain the cost per unj of

goods produced or services rendered.

(2) It aims at providing data to the management in a manner that would
guide them in making decisions. The important policy decisions relating

to fixation of selling price, make or buy decision etc. are based on costing

data.
(3)  The expenses are analysed in a manner that would give details about the

e\pcnses of each department, product etc.
*)  Expenses are recorded in accordance with the predetermined classification
and Im allocated to different departments, processes and products.

(3) It is useful to control the cost of production, in addition to determining

the cost.
(60)  Cost accounts is concerned with the expenses relating to the production
of goods and services.

|[3}{ OBJECTIVES OF COST ACCOUNTING

|l

I [T]

There are a number of objectives with which cost accounts are prepared.
Some of them are as follows :
(1) Thewmain object is to ascertain the cost of E(BdUCIIOH of different products
Or services. In fact, cost accounting was developed to ascertain the cost.
(‘;’J/ It is used to determine cost of each process or operation separately and
to find out which processes or departments are \\orkmo efficiently and
which require some corrective actions.
(3) also discloses the profitability of various products, on the basis of
which the management takes decision whether it is necessary productxbn

e

of a particular product,

\(41—Tt provides data to the manaoement for taking various managerial degisions.
Parucularly, the maromal costing is very useful in taking many important
managerial decisions.

(3) It provides useful information on receipts, issues, wastages, stocks of
various types of raw materials, work-in-progress and finished goods and
thus helps in inventory control, so that wastage is reduced and capital
locked up in inventories is minimised.

(6) The cost accountant organises an effective information system, so that
managers at different levels get proper guidance in controlling costs.

A It helps considerably in reducing wastage by providing wastage reports
of different departments by different elements of cost.

(8)  The cost audit is conducted as a part of cost accoummwpxonramme
which helps in detection and prevention of frauds. misappropriations €tc.

'4-9‘)/(‘0st accounting has a great value in dctcrmmm0 the selling Q;u.e of e each
pmdm.l_ur_;u.x.uc..Om. of the main bases of ¢ determining sellm" price
of a product or service is the cost of production.

”~
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Inorder o properly apprecite the scope ol Cosl {inant jal
interesting o make o comparative study ol cost ;|(('(;lll‘||ll |
accounting. Both are written from the same basic recordse Fnancid st
15 coneerned with recording of transactions in the books of accounts and !)l(-l" / :l
therelrom the financial statements showing the trading results of business '.'“
its state of altairs ac the end of period, Cost Accounts is concerned with keeping
records i such away as o disclose the cost of manufacture of products or ol
rendering a serviee.

) o 5 o . . “ : T >
(1) Product-wise Incomes and lKxpenses @ Financial accounts reveal the
profit or loss of a business as a whole for o particular period. It cannot disclose
the profitorloss of various products, departments or activitics. The cost accounts

make up the deficiency. It will show the profit or loss made on cach product

or department, and will distinguish profitable activities from unprofitable ones.

For example, the financial accounts show the total profit of Rs. 2,00,000.

The business manufactures three products A, B and C. Cost accounts will
reveal the profit or loss made on three individual products. Suppose it shows

that there is a profit of Rs. 3,00,000 on product A, a loss of Rs. 2,00,000 on

B and a profit of Rs. 1,00,000 on product C. If this information is not available,

the management would continue to manufacture all these three items, assuming

that all the three products are earning profit. This is not desirable from the
viewpoint of muximisa@ion of profit.. The cost accounts would suggest that
manufacturing of product B should be discontinued, so that the overall profit
would be Rs. 4,00,000 instead of present figure of Rs. 2,00,000.

(2) Causes of Profit & Loss : The financial accounts do not disclose the
causes of fluctuations in the profit or loss. Such an analysis is provided by cost
accounts only. The areas of wastage are located, the weak links in the chain
are highlighted and corrective steps are taken to set the matter right, leading
to maximum efficiency.

(3) Guide to Fixing Selling Price : Financial accounts are useless as a
guide in fixing selling price, as it shows only total expenses and incomes. No
analysis of expenses or incomes relating to a particular or specific product is
available. On the other hand, the main aim of cost accounts is to provide this
information.

(4) Useful to Service Organisations : It is not true that cost accounts is
useful in man!ufacturing organisations only. It is useful in any organisation
}Vherever money is being spent e.g. it is useful to service industries like banks,
‘NSurance companies etc. in removing unnecessary expenses and wastages and
helps in making each activity profitable.

(5) Guide to Price Reduction : Financial accounts fail to guide the
Ellanz\gement in depression, as to the extent to which price can be reduced.
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The marginal costing aids the management in this resp
lowest level to which prices can be brought down and face
(6) Useful in Managerial Decision-making : The purpose O hnan cial
D = " v . }

involving financial considerations.

The cost accounts would tell the management whether it would be p
to instal a machine to replace manual labour, what would be consequenc
increase in wage rates, with what efficiency men. materials and machin
utilised and so on. : '

(7) Useful in Indentifying Wastage : It is not possible 1o ascertai
losses and wastages in materials, labour and plant facilities with the
Financial Accounting only. The Cost Accounts would help the management in
identifying such wastages and losses.

(8) Useful in Controlling Cost : Financial accounting is concerned with
hisorical reporting i.e. reporting the events which had taken place during the
year. However, in Cost Accounts expenses are pre- determined before they are
actually incurred. This would help in controlling the expenses.

(9) Accounts Format : The business and industries are carried on mostly
by joint stock companies. There are provisions as regards keeping financial
accounts for companies in the Companies Act. While cost accounts are voluntarily
prepared and there is no detailed provisions about it in Companies Act. Now
however, the Indian Companies Act provides for maintaining cost accounts for
cerlain types of companies.

(10) Which Transactions : In financial accounts, the transactions are
outside transactions i.e. they relate to companies on one hand and the outsiders
on the other hand. In cost accounts mostly internal transactions are recorded 4
e.g. what quantity of raw materials was issued, how much wages are paid etc.

In financial accounts, only monetary transactions are recorded. while in

cost accounts even non-monetary transactions are also recorded. e.g. how many

units are produced.
(11) Period : Financial accounts are generally prepared at the end of the

financial year, while in cost accounts various reports and statements are prepared
as and when needed by the management. It has no restriction of annual accounts.

(12) Stock Valuation : In Financial Accounts, stock is valued at cost of
market price, whichever is lower. while in Cost Accounts, stock Is always

valued at cost. .~ .
-

5 ’_'ADVANTAGES OF COSTING : | —1T ,’5"
An efficie LE Sl - . by

n efficient cost accounting system installed
requirement of business has manifold advantages. some of which are cnumer&k‘d
below :

in accordance with the
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Maining Cost : :

with the help of cost accounts. It 15 possible to know
. . e ————— s C s ‘ p .
the exact expenditure on cach element of cos(.
L(2)-Price Fixation

: Since cogt
exact cost of production

accounts provide information relating (0

Cost of prode:ocuon, It facilitates the work of price fixation considerably.
0st oF production is perhaps the mogy important factor affecting the price. _

(3) Preparing Tenders - Tenders have (0 be prepared on the basis of

'r(.lmble lr?formzllllon provided by the costing records. If proper price for tenders
is determined, it redycey the chances of

: ender being rejected or the loss being
‘"CML)’E‘:“JC/W unduly low quotation.
(4

: minating Wastage : Costing records do no
cost 1s, but 1t also shows what the cost should be. It

aterials, labour etc. oceur. so th
taken to remove waslages and reduce cost.

3 a for Comparison : Costing d
comparison purposes. Costing figures of the current month are compared with
those of previous month or year and also with standards laid down for various
expenses. The comparison so made provides management with data on the

basis of which corrective steps can be taken for controlling wastages and
inefficiency:.

mng Unprofitable Activities -
those activities which are
Comparison with standard
helps in this matter
achieved.

\7)L Asceftaining Causes of: Profit or Loss : The financial accounts reveal
the total profit or loss of business, whereas the cost accounts helps in ascertaining
causes of profit or loss. For example, a department may be running into losses
not because of high cost of production. but because the production may be much
below the capacity. This information is revealed only by cost accounts.

(8) Benefis Whole Industry : Uniform costing principles may be a thcd
by all units of the same industry. All units may send their costing d.{t.n to the
céntral office. without disclosing the name of the business unit. The information

S0 available is extremely useful in improving overall efficiency of the whole
industry.

t only tell what the exact
throws light on the areas
at corrective steps can be

ata provide useful information for

A costing system brings to light
not profitable, or which result into wastages.
and with figures of other units in the same industry
and the coveted goal of maximisation of profit can be

(9) Information for Decision-making : Cost accounts furmsh mtf’”f.‘?.“”"
™o the management which would help management in taking important decisions
and formulating operating policies such as : ' ‘
(i) Determination of cost-volume-profit relationship.
(1) Whether to shut down or operate at a loss.
(1) Whether to make or buy from u‘ulsidc suppliers. et .
V) Whether 1o produce by means of manual I;lhnu.r of l, .‘,i-wc ‘lhcm !
continue with old and existing machinery or to repl :

improved and economic one

- S ST/AA
ESGpp Seme-11 Fin A/c. - 14[100]
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[6] | LIMITATIONS OF COST ACCOUNTING :

There are certain limitations of cost accounting. Below are listed some
of the arguments against cost accounting :

(1 H-is unnecessary in the sense that trade and industry have developed
in the past without the aid of cost accounting. The argument shows the ignorance
of the benefits of cost accounting, particularly in the context of the present-day
cut-throat competition. The selling price should neither be too high so as to
drive away customers, nor too low to incur losses. It is here that the cost
accounting helps the management in arriving at the correct selling price.
Secondly, cost accounts are necessary to effect economies, avoid wastages etc.
which help to reduce the cost. Hence cost consciousness must be cultivated by
all industrial enterprises, if they want to survive and prosper in cut throat
competition.

L(2>-Expensive : Another important argument against costing is that it is
expensive. Again this argument does not stand the test of logic. Expenses do
increase when a costing system is introduced. But the benefits available would
far exceed the cost of introducing and operating the system. If the peculiar
problems of business are studied in detail and advice and assistance of technical
staff is obtained. then it would not be expensive, but would prove to be a
profitable investment.

(3> Complicated : A costing system is complicated and not easily
understood by the common man. An average employee does not understand the
cost accounts and hence. the system would not prove to be profitable. However,
it must be said that this difficulty can be easily removed if only proper training
is given to employees before introducing the system and the forms and statements
are designed as simple as possible.

(4) system is of no use to a monopolist, as he does not have to fix
his selling price on the basis of cost of preduction. He is free to charge his
monopolistic price. It is argued against this that a monopolist has also certain
limitations and if he raises his price beyond a particular level, there would be
a tendency to replace his products by substitutes.

(5) The cost arrived at by a cost system is not exact and it includes a
number of estimates e.g., allocations of overheads to cost units is always arbitrary.
Use of standard cost method is based on estimates. Thus costing information
presented is never absolutely true facts.

The above arguments are all untenable and does not necessarily disclose
the inherent weakness of the system. If is the improper use of the system. Cost
accounting is a tool in the hands of management. If it is not properly and
cautiously utilised, the system is not to be blamed. Most of the argumcp“
against the introduction of cost accounting arise out of ignorance of or prejudice
acainst cost accounting. If one studies the benefits of cost accountancy. one
\\70uld be convinced that the system is extremely beneficial if properly used
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_ S
According 10 the elements of which cost is made y
into two - groups (1) Direct Cost

(1) Dircecet Costs
production and which ¢

p. they are classified
and (2) Indircet Cost,

: Those expenses which
an directly, specifically and conveniently be identified
with a particular job, process or unit of product arc known as direct costs.
Direct materials, direct labour and other direct cxpenses can be directly
identified with a unit of cost or with a cost centre and can be directly charged
to its cost e.g. wood used in making wooden’ furniture,
cloth, wages paid to the weaver
called "traceable cost".

are_directly incurred for

yarn used in weaving
cte. are direct expenses. Such cost is also

\

(2) Indirect Costs : Indirect expenses or overheads'
which cannot be charged directly to a cost unit, but which are to be allocated
o a job, process or a unit of product. They are known as common costs.
Such expenses are incurred not for a particular job or a unit but are incurred
for the whole department or whole business unit e.g. factory rent, indirect
materials, indirect wages or other indirect expenses. All indirect expenses
are overheads which are not directly attributable to production but are to
be allocated to the job or process on some reasonable basis.

The cost is divided into direct cost and indirect cost, because it would
help in preparing proper cost accounts, costs can be'controlled and can be
helpful to management in their decision-making function. In the modern age
of fast technological development like large scale use of computer,-usg f)f
robots etc. the proportion of direct cost is decrcasmg. anq tlTat of indirect
cost 1s increasing fast. Hence the question of allocating indirect expenses
requires serious thinking.

(A) Direct Expenses : . .

Direct expenses are those which can be C()n\'en!cgtly charged d?rcct
0 specific cost units. Direct expénses may be sub-divided as (1) Direct
material (2) Direct labour and (3) Other direct expenses.

are those expenses
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(1) Direct Material @ It is the material of which the article 1s made
and which can be charged directly to specific cost unit.

"Direct material is all material that becomes a partof the product, the costs
as part of prime cost. In other words, it 1s material

of which are directly charged
arged directly to the cost of product.”= Wheldon

which can be measured and ch

The timber used in making wooden furniture, the leather used in
making shoes, cotton yarn used in manufacturing cotton cloth are examples
of direct materials. But sometimes, materials of small value
indirect material because it would be inconvenient and also expensive o
analyse the cost of such materials and allocate it 10 each unit
¢.g. Thread required 10 manufacture shoes. It will be ridiculous to find out
cost per unit of thread required for preparing shoes.

are treated as

of product.

(2) Direct Labour : It is that labour which is used for the manufacture

of specific article, process, job or contract, which works on the
properly and which may be measured and charged on particular units. "Direct

Labour is all labour expended in altering the construction, composition.
— Wheldon

product

conformation or condition of the product.”
wages paid 10 shoe-maker

Wages paid to carpenter making furnitur
the cloth are the examples

making shoes or wages paid to weaver weaving
of direct labour.

(3) Direct Expenses : "It includes any expenditure other than direct
material or direct labour incurred on a specific cost unit.” - Wheldon

It includes (i) hire of special tools or equipment+ for a particular order
or product, (i1) cost of special design or moulds, (iii) experimental cost of any
particular order etc. In construction of building, roads ctc. cost of special plant
and tools. cost of preparing plan or design or maps are other direct expenses
which can be charged directly to the cost of the building, roads etc.

(B) Indirect Expenses or Overhead :

"Overhead is the term generally applied to those charges which cannot
be traced directly to a particular unit of output." — Blocker & Weltmor

Indirect expenses Or overhead expenses are those which cannot be
charged direcily to a cost unit, e.g. factory rent is an indirect expenditure
as it is not incurred for a particular product or job but it relates to all products
manufactured or jobs executed in a factory.

The following expenses are usually considered as overhead charges :

(a) Indirect material : It consists of material which does not form
part the of product but it is used for the purpose ancillary to production.
(i) It is the material required for the operating and maintaining plant and
equipments known as consumable stores such as cotton waste, oil and grease.
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belts etc. (i1) It consists of stores ysed by serv
canteen etc. (i) Material which due to their
as direct material, e.p.

ice departments like powerhouse,

cost being small, not considered
thread used in stiching shoes.
(b) Indirect labour -

are not directly engaged
supervisor, foremen,

Wages and salaries paid to various persons who
In production e.g. Salary of works manager,
store-keeper, sweeper and gate-keeper of the factory,
and salaries and wages 19 various persons engaged in service departments.

(¢) (‘)(llcr indirect ¢ It includes power or fuel such as coal,
gas, cl(:clncny, water ete.. maintenance. repairs, renewals and depreciation

of pl.’llﬂ and m::chinury. various f;l(,‘(()ry expenses such as fac[ory rent, rates,
insurance, lighting, heating eic.

xpenses

Indirect or overhead expenses may be cl

assified into three groups, viz.
(1) I"nclnxy or W

orks Overhead

(2) Office o Administrative Overhead

Overheads are broadly classified intothree groups on the basis of functions :

—H7 Factory Overheads (or Works Overhead or Production Overhead)
(/’.’L Administration Overheads. (or Office Overheads)

L3> Selling and Distribution Overheads.

(4) Rescarch and Development Overheads.

The third category is further sub-divided into two parts viz. Selling
Overheads and Distribution Overheads.
(1) Factory or Works Overhead :

The indirect expenses that arise in connection with manufacturing
operations within the four walls of the factory are called factory overheads. The
factory overheads are included to find out cost of goods produced because such
expenditure will have to be incurred irrespective df whether goods produced
are finished or not. e.g. factory rent, rates, lighting etc. which have to be paid.

The following are some of the expenses which are included under the
head factory overheads :

(1) Factory rent and rates (2) Factory lighting and hcating (3) Factory
canteen and welfare expenses (4) Store keeping and time kf:epmg expenses
(5) Sularies of works manager, supervisor etc. (6) Depreciation of plant and
Machinery (7) Repairs to plant and machinery (8) .Powe.r or fuel i.e. C(ﬁ)li
£3s, electricity, water etc. (9) Consumable stores like o'nl,. grease elc. k(
Insurance of factory building, plant etc. (11) Cost of training new workers.
112) Cost of normal wastage of material and labour.
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(2) Administration o OiMice Overheads

Indirect expenses Which anse i conpection with management and
administration of an enterpnse are kpown as administration  overhead
According to the definition given by | nglish Institute, “Administration cost s
the cost of formulating the policy, directing the orgamisation and controlling
the operations of an undertaking, which 1s not related directly o production,
selling, distribution, research or dey clopment activity  of function.” The

following 1ems of expenses fall the category of administration overhead :

(1) Salaries of office staft (2) Office rent and rates (3) Depreciation
of office building (4) Office lhighung and heating (3) Insurance of office
building and equipments (0) l‘c‘lcrhouc & Postage (7) Printing and Statwonen
(8) Audit fees (9) Legal charges (10) Director's fees.

(3) Selling and Distribution Overheads :

Selling and distnbution expenses  are, incurred in connection  with
selling function, which includes the delivery of goads to the customers. In
small organisations, where selling overhead forms a small portion of totl
expenses, they are included n administration overheads. However, in most
of the organisations, they are quite large and must be separately dealt with.
It may be interesting to distinguish between selling overhead and distnibunion
overhead. The former is concerned with creating demand and secunng orders
whereas the latter is concerned with dispatching goods to the customers.

The usual items included in selling overheads are as follows

(1) Advertising etc. (2) Catalogue. price lists ete. (3) Sales office expenses
_ Rent. rates. insurance, lighting cte. (4) Salares. commission and travelling
expenses of salesmen and agents. (5) Show-room expenses (6) Bad debts (7) Legal
harges in connection with recovery of bad debts (8) Cash discount allowed.

;

The following expenses which are incurred from warchouse 1t
destination of the consumers are considered as distribution overhead and such
distribution expenses are as follows :

(1) Rent, rates and insurance of warehouse (2) Packing charges (3)
Cost of up keep and maintenance of delivery van (4) Wages of warchouse
keeper. packers and delivery staff etc. (5) Carriiige and freight outward.

. . . ) »}f‘f t\ € ¥
C. Behaviourwise Classfication : | M= .

3
-

On the basis of variability, the ovc“\cads fall into two main groups :

(i) Fixed Overheads

(i1) Variable Overheads. .

They behave in a particular way with regard to level of production.
Hence. this classification is known as behaviourwise classification.

A third group may also be mentioned comprising overheads which
are partly variable. They are known as semi-variable overheads.
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(1) Fixed Overheags - These are expenses which are not affected by
level of output, at least i the short run. They are known as fixed overheads.

They do not change even When there are variations in volume of production.
FFor example, Manager's gg|

increase even when the pro

ary, rent, insurance premium etc. would not
duction increases. It must be noted that fixed
overheads do not remain fixed for ever. If there is a substantial expansion,
the ﬁxcd.cxpenses will definitely increase. These expenses are also termed
as unavoidable expenses. Total fixed expenses are not affected by volume

of output b_ut Per unit fixed expenses 20 on changing with change in volume
of production

Some items of fixed overheads are as follows
(I) Rent and rates of factory
and office
(2) Manager's salary
(3) Insurance premium
(4) Audit fees
B (5) Bank charges
If volume of production incre

(6) Canteen expenses

(7) Interest on capital

(8) Legal charges

(9) Office expenses

(10) Salaries, pension charges etc.

o ducts ases, the per unit fixed costs will go down.
production volume decreases, per unit fixed costs will Increase.

(2) Variable Overheads - There are certain expenses which vary
' dircctl'y Wilh.lhc volume of output. They are known as variable overheads.
T'here is a constant ratio between the volume of output and a change

in the variable costs. When production volume is doubled. such costs are
also doubled and when production is reduced to half, such costs are also
reduced to half. Thus variable costs can be changed, by changing the
~ volume of output. It must be remembered that per unit variable cost does

not change, only the total variable costs change. This can be made clear
from the following table :

~ | Units of |Variable Cost | Total Vari- | Total Fised | Per Unit
Production per unit able Cost Cost Fixed Cost
(Rs.) (Rs.) (Rs.) (Rs.)
l 8 8 45 48
2 8 16 48 24
3 8 24 48 16
4 8 32 48 12
5 8 40 48 9.60

(3) Semi-Variable Overheads : Expenses which change wixh. the
volume of output but not in direct proportion to il. are scrr?i-varlat.)lc
Overheads. Thus these expenses are partly fixed and partly var_:ablc, For
example. telephone expenses are fixed upto a certain number of calls but
they would increase in proportion to the number of calls made. after the
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fixed limit is exceeded. Similarly depreciation charge is semi-variable because
that part of it is fixed which is due to passage of time, but a part of it
increases with the increase in the number of shifts.

D. Classification According to Time :

On the basis of time, costs are divided into two categories
(1) Historical Costs (2) Pre-determined Costs.

(1) Historical Costs : The costs which are determined after they &
incurred are called historical costs. Such costs can be determined only after
production is completed. They are of no use for control purposes. Their
characteristics are (1) They are based on recorded facts (2) They can be
verified, as they are based on evidence (3) They are objective, because they
are based on facts.

(2) Pre-determined Costs : The costs which are estimated and fixed
before the production starts are called predetermined costs. Generally they
are based on past experience. If they are fixed scientifically, they are known
as standard costs. When such costs are compared with actual costs, 'variances’
arise, which show the difference between the two and corrective measures
can be taken to control variances and responsibility for variances can be fixed.

The historical costs and standard costs may be used simultancously.
Standard costs are useful for control purposes, as by comparing actual costs
with standard costs, the variances are determined. The management is able
to know the causes of difference and can take corrective measures to control
such differences in future.

iE. Classification According to Period or Product :| ~ " :

The costs are classified as (1) Product Costs and (2) Period Costs.

(1) Product Costs : They are those costs which are identified with
the product and included in inventory values. In other words the production
cost or cost of manufacturing or factory cost is product cost. Such cost consists
of cost of direct materials, cost of direct labour, direct expenses and factory
overheads. Until the goods are sold, such costs are included in the value
of closing inventory and when they are sold, they are transferred to cost
of goods sold account.

(2) Period Costs : These are the costs incurred on the basis of time and
are not identified with product or job. They are deducted as expense of the period
during which they are incurred. They are not included in inventory and are
not carried forward. Such costs are necessary to generate revenue but are not
directly connected with production. Both period cost in product cost affect the
amount of net profit and so it is important to distinguish properly between them
so as to determine net profit correctly . Generally it is believed that expenses
upto production costs are considered as pr. .uct costs and administrative and
selling expenses are treated as period costs.
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vare classified as costs uscful for decision making.
(1) Marping) COs1

5 (2) Relevant costs (3) Differential costs (4) Sunk
cost and (5) Opportunity cog.

() Marging| Cost : M

COsts and does

A0t

arginal cost is that which includes only variable
C ot include fixed costs. "At any given level of output, when
ol product gy, difference in the total cost is

boadded or deducted. the
margmal cost”, 1 iy based on the distinction of fixed costs and variable costs.
Yy on variable cost,

Marpinal cos

15 based onl
lenst

meshort run, Hence,
varable costs,

Fixed costs do not change at

the management takes decisions on the basis of

(2) Relevant Costs Relevant Cost i
A decivion. While taking decie
or- fou alternatives,
consideration which

5 any cost which is affected by
sclecting an alternative from three
Cosls  which must be taken into
There are certain costs which are
Into consideration while sele
levant costs, c.p.
then staff salaries, wages

0N aboy
there  are certamn
are relevant costs.
not nee CS5ary to be taken cling an alternative
and they are called rre f 2 company closes down a branch.
» clectricity, telephone charges etc. are stopped and
are not 1o be paid. So they are relevan costs for taking a decision to close
down a branch. But if 4 building has been taken on lease for the branch
as been paid in advance, then lease rent 1s irrelevant cost
for taking a decision, because closing down or not closing
has no effect on the amount of lease rent.

Cost is a cost but for which the decision w
are those expected future costs w
different alternativ

a decisjon. P
R erential Cost : The conce

important role in decision-making. "It is a technique used in the preparation
of data in which only cost and income difference between alternative courses
of action are taken into consideration.” When costs increase due (o a particular
decision, it is called 'Incremental Cost'. When the costs decrease due to a
decision, it is called ‘Decremental Cost'. But however, it is used in decisions
relating to expansion or development, due to which the costs increase. Hence,
the terms differential costs and incremental costs are used inter changc.ably.
As Banerjee has put it "The increase or decn_aase in total costs at a Pz;mculér
level of activity with respect to another is knou_m as differentia C|OS |
Differential costs are, therefore, obtained by subtracting the costs at one leve
f igher level.” :

:0 112412%& l..Cl(%:t':: The costs which have been incurred in the past and

and lease rent h

down the branch
It is already paid. Thus relevant
ould be different. Relevant costs
hich are essential, but are different for

pt of differential cost plays an
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which is irrecoverable in a given situation is a sunk cost or historical cost
Such costs include the future payments which are compulsorily to be made
Such costs are irrelevant for decision-making. It is alrcady incurred :nd
cannot be obtained back. For example, when a proposal for replacement of
a machine is considered, the capital loss or depreciated book value of the
machine is a sunk cost and is not to be taken into consideration, such costs
have already been incurred in the past and has no relevance to the present
decision. »

\\.(5) Opportunity Costs : Opportunity cost is a very useful concept in
managerial decision-making. When a manager is considering two alternatives
and selects one, he has thus foregone the income from the second altefnative.
Thus the income foregone from second alternative is the opportunity cost
of the first alternative, which is selected.

Suppose the company is producing at present 1,00,000 units of A. But
it has a surplus production capacity. It has two alternatives before it. It can
increase the production of A by 50,000 units or produce 20,000 units of another
item B. it decides to increase production of A, its net income from it will be
Rs. 1,00.000 and if he decides to produce 20.000 units of B, its nej income
will be Rs. 70.000. Thus it decides to select the first alternative to increase the
production of A. Now the income of B Rs. 70,000 which is foregone is the
opportunity cost of production of additional 50,000 units of A. When the
manager calculates the cost of additional 50.000 units of A, he has to consider
this opportunity cost of Rs. 70,000. 4

SR

(81| COST CONCEPTS :| &'~ \ eene

-

Some of the terms used in cost accounting have a particular meaning and
they are used in that sense. Some of such concepts are as follows :

(1) Cost : In ordinary meaning, we mean by cost, the total amount of
expenditure incurred in producing goods or services. ‘Teachnically it is the
amount of resources given up in exchange for some goods or services. In fact
it is the sacrifice given to get something. When the value of these resources
are expressed in monetary terms, it is called “Cost.” The Institute of Certified
Management Accountants has defined Cost as “the amount of expenditure
(actual or notional) incurred on, or attributed to, a specified thing or activity.”

The definition of “Cost” given by the American Accounting Association
supports this viewpoint. They define cost as “the foregoing, in monetary terms,
incurred or potentially to be incurred in the realisation of the objective of
management, which may be manufacturing of a product or rendering of a
service.”

Cost is a general term and to know exactly what type of cost it is, it is
necessary to qualify it by some adjective e.g. Factory Cost, Cost of Sales, Total
Cost ete. Secondly, it must always be used in the context of the purpose for



Elements of Costing 219
.. 1 the cost is 10 be determined for valuing work-
‘ e actory Cost must be ascertained. If it is o be used for
.V“h”";" linished poods, the total cost must be found out. Thirdly, even if cost
> m'l‘x: “'\.C(I lor the same purpose, it gets changed in different circumstances.
& 1 selling price is (o be determined for production level of 5,000 units and
il the I""”dllCliml level g changed 10 10,000 units and selling price is to be
determined, there would be different cost.
~ (2) Cost Unit : The former Institute of Cost and Works Accountants of
h“gl_"“d (”“_W CIMA) had defined ‘Cost Unit’ as a unit of quantity of product,
.\Cerﬁ(-‘C or time, in relation to which costs may be ascertained or expressed.
o Fhu.\' cost unit 15 a device by which total cost is broken into smaller sub-
divisions. It is a base in terms of which costs are determined. [For example, a
metre of cloth, tonne of coal etc. are cost units. The selection of cost unit

depends upon the types of business. In service units, the cost units are generally
composite umits ¢.. passenger-kilomere,

Lei(3)Y Cost Centre : For ascert
iIs divided into different units

which 1018 (0 be used.
in-progress, then ¢

aining cost of production, the business enterprise

and cost is determined with reference to each
such unit. Each of such units or sub-divisions iIs known as Cost Centre.

The English Institute has given the following definition of cost centre. It
v Tlocation, person or item of equipment (or group of these) in or connected
with an undertaking, in relation to which costs may be ascertained and used
for the purpose of cost control.”

Suppose, a business unit is divided into three departments and cost of each
department is separately ascertained, then each department is the cost centre.
[tis a location with reference to which cost is determined. Similarly, costs may
be ascertained, say, with regard to a group of operators. Here, a group of
workers is a cost centre. ‘

(4) Expense : Costs are of two types. Expired cost is knovu./n as an expense.
Expenses are costs which are applied against revenue of a particular accounting
period. e.g. salaries, rent which are paid or become payablf: are expenses anc;
so they are called “Expired Costs.” They are matched against the revenue o

T o which they relate. . |
" [z;;ml(ljo;s : Loss is )clzost lost. It is a .sacriﬁcc against which t:\hert-z \::h?:
corresponding return. While cost is a sacrlﬁf:c made to get some othet el s
‘ i ting language, if the expenses of a
e.g. Loss of property due to fire. In accounting lang ; e
particular accounting period exceed the revenue car{nlc? ,dl : o ¢than 8 o
Similarly if some fixed asset is sold and the value realised is les:
" her hedifference i lfca“fd " afalz‘)tscjr. that affects cost. If there is any
-~ N(6)-€65t Driver : Cost driver is any ¢ e
chzlh(gc in cost driver, the total cost is ‘also ‘(‘:hz.xtTgTd.;.eg.nLlllrl‘:‘:b:;lilf gusmmcr&
units produced is a cost driver of total cost. Slm,”'dr y- e BT sel.ups
the number of advertisements. the number of salesmen.

dre

re all cost drivers.
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(7) Conversion Cost : Conversion cost is the total of all cost incurred on
labour, direct expenses and factory overheads for converting raw malcndl;,f into
ini i > 51 3 2 ‘ting cost ol ra
finished goods. In other words, we get conversion cosF by duductmc st of raw
materials purchased from the Factory Cost. Conversion cost does not include

cost of raw materials, because they arc purchased from OlJlS.ldC. |

(8) Contribution : The excess of selling price over variable or marginal
cost is called “Centribution.” e.g. if the selling price of a unit 15 Rs. 100 and
if the variable cost incurred for producing 1t 15 Rs. 60, then the contribution
is Rs.40. In terms of percentage on sales, contribution 1s 40% (Rs. 40 on
selling price of Rs. 100.)

i[9 TMETHODS OF COSTING :

Several methods of costing are in use (O suit the requirements of various
business conditions. Of course, the basic principles underlying all these methods
are the same. However, various methods of ascertaining cost per unit is selected
according to the manufacturing operation or service rendered. The methods are
as follows :

[14D) Uil Costing (Output or Single Costing) : The method of unit costing
is applicable in a manufacturing unit, (i) where manufacturing is continuous
and (ii) only a single product or w_g____,reroducts of similar type are
manufactured. (iii) all the units of the product are similar and (iv) the product
can be measured in definite units. It is a system of costing in which the cost
per unit of output is determined, showing each element of cost which constitute
the total cost. A Cost sheet is prepared for a particular period (say a month)
showing various elements of cost and the total cost which is divided by the
number of units produced and it gives cost per unit. The method is generally
used in collieries, brick-making, paper mills, dairies, cement industry etc.

Cost per unit = Total Cost + Total No. of units

e.¢. in a factory 1,000 bicycles were manufactured during June, 2007 and

expenses incurred were as follows : Material Rs. 3,00,000, wages Rs. 4,00,000

and overhead Rs. 2,00,000. The cost per unit of bicycle can be determined as
follows :

Cost Sheet (Production : 1,000 units)

Particulars Total Rs. | Per unit Rs.

Material 3,00,000 300
Wages 4,00,000 400
Prime Cost 7,00,000 700

+ Overheads 2,00,000 200
" Total Cost 9,00,000 900

[NPAFBACDU24|
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«(2)-Job Costing : Job is a special work undertaken at the instance of a
customer or for stock purpose. For example, printing of 5,000 copies of a book
L h‘“"h‘”.f of a publisher, is a Job for a printing press. The method of Job
Costing 1s used in 'mlusuicL\_v_hpu:f('I'iéﬂ_;\_vmzk_;i:p__!ls),f*‘_),lﬂw!‘.C,P%iﬂ@.,\’f' nature but
ving orders from customers. The method of costing used
_ a job or a specific order is known as Job Costing. In such
industries, production is not only against customer's order but even against a
stochk order, i.e. producing for keeping stock, (o be supplicd when demanded.
A distinct job number is given to ecach job, and a separate account opened for
each job to which all expenses incurred on the Job are debited. The method
18 used in printing industry, garages, foundries etc.

€.g In a printing prees, a job of printing 5,000 titles of a book was accepted.
The expenses incurred on the job were : P;

aper Rs. 10,000; Printing Rs. 15,000:
Other expenses Rs. 5,000. If a profit of 25% is charges on the job, then a job

undertaken on rece

to ascertain cosr ol

cost statement will be prepared as follows - Rs.
Paper Cost 10,000
Printing 15,000
Other Expenses 5.000
. 30,000
+ Profit 25% 7,500
Price quoted 37,500

!; (%}Eoﬁtr‘é&t or Terminal Costing : Another variant of Job Costing is
known as Contract Costing, where building or construction contracts are carried
~out. A contract is ofily a big job. For example, the method of costing used to
. ISTEITITCost of mmﬁ‘ﬁg?rbuilding, a ship, a bridge or a spectalised big
- machine is Contract Costing. All activities of the enterprise are directed towards
one or few contracts; hence, it is comparatively simple to compile the cost of
such contracts.
| ¢.g. a company undertook a contract to construct a building. The work
started on 1-4-2006 and contract was completed on 31-3-2007. The expenses
on contract were as follows : Material Rs. 15,00,000; wages Rs. 30_-00'000‘
depreciation on machinery Rs. 1,00,000; Rent of machie Rs. 20,000; Other
expenses Rs. 5,00,000; Contract Rs. 60,00,000. o ‘
Under this method contract account for each contract is separately opened
and s0 the Contract A/c will be prepared as follws :
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Contract A/c (From 1-4-'06 to 31-3-'07)

Rs. Rs.
To Material 15.00,000|| By Contractee's Alc 60,00,000
" Wages 30,00,000 — Contract price
" Depreciation om machine 1,00.000
Rent of Machine 20,000
Other Expenses 5,00,000
P & L A/c — Profit (d. 8,80,000
60,00,000 60,00,000

If the contract is expected to last for a long time, then the full contract
price is not credited to contract account. But the value of the work done is
credited. Similarly, the whole of the profit on incomplete contract iS not
transferred to P & 1. A/c, but some profit is reserved for future contingencies.

(4) Batch Costing : A variation of job costing is known as batch costing
where unit of cost is a batch. It is employed where orders or jobs are arranged
in batches convenient for production, e.g. Pharmaceutical company manufactures
number of drugs may produce say 10,000 tablets of a particular drug at one
time and then it may take up manufacture of another type of drug. When the
supply of that type of tablets is exhausted, another lot of tablets will be made.
Thus the production is made in batches convenient for production and cost of
each batch is, ascertained separately.

'(5) Process Costing : In industries were production can be divided into
distinct stages or processes, it is desirable to ascertain the cost of production
at each stage. The method of costing used for the purpose is Process Costing.
For example, production of cloth can be divided into three distinct stages like
spinning, weaving and finishing. A separate account is opened for each process
and expenses relating to that process are charged to that process. In such
industries, generally, there is a wastage or shortage during production or some
by-product is obtained during manufacturing. The method is used in chemical
works, petroleum, sugar, cotton textile industries, soap making, oil refineries,
paint manufacturing etc.

e.g. in a textile mill, the expenses incurred is a spinning process during
June, 2007 were as follows : Material Rs. 10,000. Wages 25,000, Overheads
Rs. 10,000. Normal wastage is 10% on 1,000 kg of cotton introduced. The

Process Account will be prepared as follows and the cost of yarn kilogram
of yarn will be found out.
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B Spinning Process Alc Cr
Particulars Quantity Rs. - Juantity | Rs.
(kps) Particulars Quantity | Rs
 (kps.) S (kes)) |
To Material ) B N | R o B '—
» b 1,000 [ 10,000 By Normal wastage 100 | -
. ngl'l]cadg 25,000( " ‘Transfer to f
i),()”() Weaving Process 000 | 45,000
1.000_| 45.000 1,000 | 45.000

Rs. 45,000
Cost of 1 kg. yarn = T
l\D" ydfn - ()00 kgs. = I{S. 5()

Now this 900 kgs. of i
S gs. of yarn will be transf
ransferred to next weaving :
A oF R yarn . aving process at
e cost of Rs. 45,000. This will be the raw material of the weaving process.

Ls(6) Operation Costing : It is )

i manuf:cture i sting ; It is only a refinement of Process Costing, used
S ine 4 ¢ mechanical products. There are distinct operations in
o omponent part of say, a ce 2

. y, a car. Cost of each “operation’ i

ascertained ins >

- ‘ d 'Pbtei?d of cost of each process. The total of costs of different
operations will give the cost of that component.

/, - . .
\Q‘Q)A;Opgratmg Costing : Where goods are not manufactured, but services
are render aini i i
red, thc? method of ascertaining cost per unit of service rendered is
known as Operating Costing. In power house, transport companies, water works,
hospitals, etc. operating costing is used to ascertain cost of providing a unit

of service. The cost unit is generally a composite one like kilowatt-hour in

electricity companies, tonne-km and passenger-km in transport undertaking

glc.
e.g A bus transport company runs bus service accomodating 50 passengers

s five round trips between w0 cities. The distance between

in a bus. It make
for 25 days in a month and carries full

two cities is 20 kilometres. Bus runs

load of passengers both ways.
. Diesel Rs. 1,500, Oil

June, 2007 were as follows
2,000, Conductor's salary Rs. 1,800; Depreciation

s. 1,000.

er—kilometre will be ca
¢ = 50 x 25 days %

The expenses during
Rs. 200, Driver's salary Rs.
Rs. 1,000; Tyre expenses R

The cost of one passeng

Total Passenger-kilometre
2,50,000 pass.—kms.

Iculated as follows :
20 kms x 2 X 5 trips

-—
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Cost
Rs.
Diesel 1,500
ol o . ‘ _ 7,500
Driver's salary 2,000 Cost per pass.-km =350.000
Conductor's salary 1,800 )
Depreciation 1,000 = 3 paise
Tyre expenses 1,000

. Total Cost 7,500

In industries where the final product

(8) Multiple or Composite Costing : ' ‘
is used,

consists of assembly of number of spare- parts, the multiple cof?'tin:._z '
It is actually a combination of various systems of costing used in rclulnon 10
different components of the product, i.e. two or more methods of costing are
used in the same business unit. For example, job costing may be used for one
part, process costing may be used for another part and 50 on. In final assembly,
unit costing is used. The method is used in manufacture of motor cars, radios,

cycles, typerwriters, sewing machines etc.

[10] | COSTING TECHNIQUES :

There are certain other Costine Techniques used for guidance of management
in decision making or controlling cost etc. These techniques can be used
alongwith any of the above costing methods. Some of these techniques are as
under :

(A) Uniform Costing : Where several undertakings of the same industry
use the same costing principles and practices, they are said to employ uniform
costing. A chamber of commerce or a trade association may lay down costing
practices to be followed by all its members. The members supply their costing
data to the Association without disclosing their identity. Such data proves
extremely useful for inter-firm comparison, for making representations before
government etc.

(B) Historical Costing : Where costs are ascertained after they are alrcady
incurred, the method used is termed as "Historical Costing.' It is so named
because the costs which have already been incurred are determined. For example,
cost of production per unit produced in January is ascertained in February
under historical costing.

(C) Standard Costing : This is not a distinct method of costing but a
technique used for controlling costs. Cost is pre-determined for each element
of cost and then actual costs are compared with these standards costs, The
difference, if any, is ascertained and the reasons therefore are determined, so
that management can take corrective action. The cost for each element of cost
is pre-determined on the basis of previous records and scientific forecasts,

e.g. A company decided in December, 2006 that its cost for various elements
per unit must be as follows. (Standard cost must be as follows) : Materials
Rs. 26, Wages Rs. 40 and other expenses Rs. 22, The cost accountant will
prepare his report for January, 2007 as follows :
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Cost S!l(‘l‘( for January 2007

Particulars Acutal Standard Variances
Expenses (Rs.) Cost (Rs.) | (Difference) (Rs.—)
Materials 2% 5 |
Wages 40 3= 5
Other Expenses 22 20 2
Total E 30 8

The above statement shows that the standard cost or pre-determined cost
per unit must be Rs. 80. But the actual cost has increased to Rs. 88. It means
that the total cost has increased by Ry, § per unit. because the material cost
has increased by Re. | labour cost by Rs. 5 and other expenses by Rs. 2. The
COst accountant has to analyse the causes of this difference and suggest the
corrective steps so that such increase does not oceur in future,

Thus standard costing is a very useful system in controlling the cost.

(D) Marginal Costing : Mareinal cost is the variable cost (excluding fixed
overheads) which arise only when production continues. It includes costs of
ditect materials, direct wages, direct expenses and other
expenses. The technique of costing w
In terms of only v

variable overhead
hich is concerned with cost determination
ariable items of expenses is termed as Marginal Costing. It
means ascertainment of marginal cost and of effects on profit of changes in
volume and type of output by differentiating between fixed cost and variable
cost. The fixed overheads are excluded from total cost, on the ground tha
level of output goes on varying
misleading resulis.

t when
. the inclusion of fixed overheads would gjve

It is an important method for providing information to
management for decision making. e.o. The production of 1,000 units and its.
expenses of a factory for the month of June, 2007 are as follows :

Materials Rs. 18.000
Wages Rs. 22,000
Overheads
Variable Rs. 15.000
Fixed Rs. 10.000

The cost per unit will be determined as follows under

marginal costing,
Cost Sheet

Rs.
Material 18.000
Waoeesg 22.000
Variable Overheads 15.000
Marginal Cost 155,000
55. (00 B
Marginal Cost per unit = Lo T Rs. 55

E.SG R Seme-II Fin A/c. - 15 [100] SC/AA

e
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TABLE SHOWING METHODS OF COSTING & INDUSTRIES

’i TO WHICH APPLICABLE

~ Method of Costing

. . nﬁ\
Name of Industries to which
suitable or applicable

I, Unit, Output or Single Costing

.DO\IO.LI\-L‘-'_»)!\)-—

N>

Mines and quarries
Brick works
Dairies

Poultry

Flour. mills
Breweries

Paper mills
Cement industries
Steel plants

Job Costing

w1 —

B

Printing press

Garage and repair shops
Painting and Decorating
Production of made to order
articles

s

Contract Costing

[
.

(S IR (O

Construction of building, road,
bridge etc.

Ship-building industry
Manufacture of large and
complicated machines

4.

Batch Costing

19—

Pharmaceutical Industry
Hardware making (like bolts,
nuts, screw etc.)

Bicycle parts

5. Process Costing

Chemical works

Oil- refineries
Paints manufacturing
Textile industry
Soap works
Confectionery

Sugar mills

. Operating Costing

N = W9 -

~N

Railway

~Road Transport

Electricity companies
Water supply companies
Gas supply companies
Hospitals

Hotels
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' 7. Multiple or Composite Costing Automobile industry

Bicycle making industry
Radio & Television making
. industry

'.»JIJ:—

BaN

Sewing machine making industry
Typewriter making industry.

&

Explain giving reasons, which me
following industries :

(1) Steel works (2) Chemical industry (3) P
(4) Ship-building industry (3) Coal-mining (0) Biscuit making industry (7)
Construction of building (8) Flour mills (9) Radio-makine industry (10)
Pharmaceutical industry (11) Auto-re

pairing garage (12) Hotel industry.
‘ Solution :

(1) Steel works : Unit or Output Costing is suitable because in steel works
various size or grades of steel rods. frames. pipes cte. are manufactured from
iron, 1n large quantities, which are

thod of costing would you cmploy for the

assenger-transport Service

identical and production is continuous one.
The cost of products manufactured are ascertained ~ize or erade wise and the
cost per unit is determined by dividing the total cost of cach grade by the
number of articles of that erade.

' (2) Chemical industry : Generally Process Costing method is employed
in chemical industry. In chemical industry article has o undergo two or more
processes before it reaches final stage of finished eoods. Morcover wastage
occurs and by-product arises at various stages of production. Thus management
is interested to know cost per unit at cach stage of production for which process
costing method is suitable.

(3) Passenger-transport service : In case of those industries which do not
manufacture goods but render services. operating or servi. ¢ costing method is
used with advantage. Passenger bus companies carry passenyers from one place
to another. In lr;mshnn costing, composite unit passenger-Kilometre or passenger
mile- is used by which cost of transporting one passenger over a ' stance of
one kilometre or mile is ascertained. The object is ascertainment oi cost per
unit of operating vehicle and to fix rate for carrying passenger.

(4) Ship-building industries : I small and identical ships are made, then
unit costing may be used; but where large ships are made in shipyard .. the cost
unit is one ship and cost unit is a contract which may continue for o\ver more
than a year, then contract costing method is employed.

(5) Coal mining : In this industry, output or unit costing method is used.
In coal mining, coal is taken out from a mine and cost of extracting vne tonne
of coal is ascertained by dividing total cost by the number of units (tonnes of
coal extracted) during a particular period. In such industry. mining is contimuous
one and indentical minerals are eatracted. ‘ o

(6) Biscuit-making : In biscuit making industry. different types of bmcuns
are prepared, which is usually done in certain lots and as such batch costing
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method is suitable. Cost of each batch is

unit of each type of biscuit is

(7) Construction of building :
costing method is used, bec
done at site of construction
to physical separateness of work to be

ause the wor

ascertained and on that basis cost per

ascertained.
In construction of building, usually contract

k of construction of building is to be

and such work continue for more than a year. Due

carried out and that most of the expenses

are of direct nature, it is comparatively easy (0 find out cost of each building
by opening a scparate account for each contract.

(8) Flour mill : In this industry, unit or output costing method is used

because the unit of cost is fixed and uniform or identical products are turned
out and production is continuous one.

(9) Radio : In case of radio manufacturing, multiple or composite costing

is used because for manufacture of radio, various components are assembled
and final product is available. For man

various methods of costing like batcl

ufacture of a variety of components

1 or job costing may be used and for

assembling and finding out total cost of each radio, unit costing method may
be used. Thu~ morc 1an one method of costing have been applied. the method
in such a case is known as Multiple Costing.

(10) Pharmaceutical industry : In this industry, batch costing method 1s

used because medicines like different drugs, injections etc. are manufactured
in batches, and cost of each batch is ascertained.
(11) Auto-repairing garage : In this case job costing is used. In garage
different motor cars come for repairs and each such car is given a job number
and cost of repair of each car is ascertained by dcbiting the direct expenses
incurred for a job plus the proportionate overhead charges allocable to that job.
(12) Hotel industry : It renders services, so operating costing is used. In
this case unit of cost ascertainment is either a bed (o1 a room) or a visitor.

h

(11}

ELEMENTS OF COST :

| v

Those expenses which are included in the totul cost of the product

manufactured are called Elements of Cost. There are two such elements :

Direct expenses may be sub-divided as (1) Direct materials—2) Direct

labour and (3) Direct expenses. Indirect expenses may be classified into three
parts. viz (W)Factory Overheads (2) Office or Administrative Overheads (3)
Selling and Disuibution Overhead.

Elements of Cost

l l
Direct Costs Indirect Costs
‘ I |
Dirccl' Direct Other Factory Admini- Selling
MulcrmlJ [Labour Direct Overheads strative. and
Expenses Overheads Distribution
Overheads |

—_—
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(A) Direct Expenses .

D"II'CC‘ expenses are Fll()sc Which can be conveniently charged directly “J’
specilic cost un|l|:\. & limber ugeq making wooden furniture, wages paic
(o a carpenter who makeg wooden furniture yre examples of direct cosl.
(B) Indirect Expenses -
Indirect expenses are thoge expens . rectly 10
: enses ‘h ¢ > chareed direct
ost unit €.g. factory reng & Penses which cannot be (,.h irged Y ;
a cost o i . IS an indirect cxpenditure as it is not incurred for
a p;u'llLUIt.“ product or job buy j relates 1o gl products manufactured or jobs
executed 1n a factory.

@)IRECT EXPENSES

‘(1) Direct Matel'la!s It is the material of which article is made and
which can be charged directly to g specific cost unit.

“Direct material is al] materials that becomes 2 part of the product, the costs
of which are c_iirectly charged as part of prime cost. In other words. it is the
material which can be measured and charged directly to the cost of a product.”

The timber used in making wooden furniture. the leather used in making

shoes, cotton yarn used in manufacturing cotton cloth are examples of direct
materials.

Moreover cert

ain expenses are also included in direct materials say, import
duty, dock charges etc. which are added in original invoice.

(2) Direct Labour : It is that labour
of specific article, process, job or contr
charged to a particular unit.

Wages paid to carpenter preparing furniture, wages paid o shoe-maker
making shoes or wages paid to weaver weaving the cloth are the ex
direct labour.

(3) Direct expenses : “It includes any expenditure other than direct material
or direct labour incurred on a specific cost unit.”

In includes (i) hire of special tools or equipments for a particular ord}rr or
Product, (ii) cost of special design or moulds. (iii) expenmcmu.l COst of any
particular order etc. In construction of building, road etc. cost n't special plant
and tools, cost of preparing plan or design or maps are lh? dn‘ccl’ expenses
Which can be charged directly to the cost of the building, road etc.

(B) INDIRECT EXPENSES OR OVERHEADS :

(1) Indirect materials : 1t is the expense on material used f““ fnr‘a SPC“.:”_'C
unit but for the whole production. It consists ()f material whnc‘h d()c§)l]](:l'q(): 1:2
PATL of product but is used for the purpose ancillary to Pfgd“u'}’“- (‘“S klr;own
Materja] required for operating and mumlmmng plant a.n --eq?,l?;:lc‘ew e
%S consumable stores such as cotton waste. oil y - gl’(f(‘l-\ﬁ' u:e .mnte.cn etc
“OMsists of storcs used by service GepATDT hl\c‘ l.):mb; -:u)n}d;:rc‘d as direct
(1ii) Materials which due to their cost being small. are not cons s
Material, e.o. thread used in stitching shoes.

which is used for the manufacture
act, and which may be measured and

amples of
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(2) Indirect lulvuur : \\ ages .m(l \\l.mu. i ud o various persons who are
not directly engaged in production e.g. Salary of works manager, supervisor,
foreman, store-Keeper, sweeper and gate-keeper of the factory, and salaries ang
wages paid to vartous persons engaged in service departments.

(3) Other expenses : They are all expenses other than indirect material and
indirect wages which are incurred for the benefit of production as a whole.
They include power or fuel such as coal, gas. electricity, water etc. maintenance,
repairs, renewals and depreciation of plant and machinery, various factory
expenses such as factory rent, rates, insurance, lighting, heating etc.

(1) Factory or Works Overheads : They include all indirect expenses
incurred within four walls of the factory and which are connected with the
manufacture of a product. It includes all indirect expenses incurred from the
receipt of the order until its completion i.e. when it is ready for despatch. The
cost of indirect materials is included in factory overheads e.g. Cotton waste,
o1l for running machinery, belts ete. Similarly indirect wages paid to those who
indirectly help production, are also included in Factory overheads.

(2) Officer or Administration Overheads : These are the expenses incurred
outside the factory in the administration and management of the undertaking.
They include office rent, rates, insurance, hﬂhlmg, salaries to clerical and

administrative staff. printing and stationery, postage and telegram, legal charges,
;mdit fees. depreciation of office building and furniture etc.

(3) Selling and Distribution Overheads : Selling overheads are those
meurred for soliciting and sccuring orders and on ciforts 1o find and retain
customers. They nclude various expenses for creating, maintaining and
mcreasing demand for the goods produced. e.g. Sales office salaries, rent, rates.
insurance, lighting ete. Salaries of salesman. tmullmu and conveyance charges,
advertisement expenses, show-room expenses. commission on sales, discount
allowed, bad debts. after-sale service expenses eic.

Distribution overheads comprise all expenditure from the time the product
is compieted unul it reaches its destination. It includes all warehouse expenses
such as warchouse rent, rates, insurance. taxes, lighting etc., packing charges.
arriaee outward, upkeep and maintenance of delivery van etc.

The costs made up of different types of expenses are known by different
heads as follows :

Dircct Materials + Direct Labour + Dircct Expenses = Prime Cost

Prime Cost + Fuctory Overhcads = Factory Cost
o Warks Cost
Factory Cost + Administrative Overheads = Oftice Cost or

Cost of Production
Cost of Production + Selling and Distribution Overheads = Cost of Sales or
Total Cost
Cost of Sales 4 Profit (or loss) = Sc”]ng I'rice or
Sales.
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Opening Stock of Raw Materialg
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_ Closing Stock of Raw Materials
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Raw Materials
Consumed

Direct Direct
+| 2
Labour || Expenses

L

m stock of W()fk'in-pmgregg

_ Closing stock of work-in-progress

S
+ Factory Overheads

——— 3| Prime Cost

|

= e -
+ Administrative Overheads

» | Factory Cost or
Works Cost

e

A\ 4

Cost of Production

+ Opening stock of finished goods
— Closing stock of finished goods

Y

+ Profit

¥

( Distribution

+ Selling and

Overheads

Cost of Sales

Illustration 2 :

—3— <
\

Sales

— Loss

State which of the following are direct materials and which arc indirect

materials :

(1) Cotton waste for cleaning
(3) Wood used in making furn
(5) Paper used in printing books

(2) Cotton yarn used in making cloth

iture (4) Adhesive used in making shoes

(6) Sugarcane used in making sugar

(7) Oil used in running machinery

Solution :

Direct Materials

Illustration 3 :

Classify the following into direct labour

(1) Director's fees (2) Supervisor's salary
wages (4) Wages paid to Carpenter preparing furnitt
worker (7) Sweeper's salary.

Solution :

Bireet Labour & (3 (1)
Indirect Labour :

(1) (2) (5). (0).]

. (2), (3). (5), (6); Indirect Materials : (D, @), (1)

and indirect labour :
(3) Wages Paid to worker as 4
re (5) Wages of maintenance
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Illustration 4 J

hich is used in respect of

State 'Cost Unit’ (Unit of cost-asce
the following industries :
Paper mill, Brick wor
industry, Mining industry,

rtainment) W

ailway transportation, Textile

ks, Chemical industry, R
cries. Flour mill, Electricity

Cement industry, Brew

Supply industry. Hotel. .
Solution : » pﬂf"&
Industry Unit cost

1. Paper mill Per kg. of paper

2. Brick works Per thousand bricks

3. Chemical industry Per litre or kg. or gallon etc.

4. Railway transport Passenger km. (or mile); Tonne km. (or mile)
5. Textile industry Per metre of cloth or per bale of cloth

6. Mining industry Per tonne of mincral

7. Cement industry Per tonne of cement or per bag of cement
8. Breweries Per barrel of wine or beer or per litre of wine
9. Flour mill Per kg. of flour or per quintal of flour

10. Electricity industry Per kilo-watt hour (KWI)

1. Hotel Per bed or per room.

|38
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EXERCISE:

What is meant by Cost Accounting ? Explain in what esscntial respects
does cost accounting differ from financial accounting ?

Discuss the advantages and limitations of Cost Accounting.
‘ | [Guj. Uni., S.Y., May ,1980]
A system of cost accounting s expensive and hence unnecessary.’
e [Saw. Uni., TY., 1969]
escribe dl“t..lu]l methods of costing and state the industries to which
they are applicable.
Write Definition

(1) Unit Cost (4) Multiple Cost
(2) Contract Cost (5) Operating Cost

(3) Process Cost
Write short notes on :

(1) Advantages of Cost Accountin S ] ]

g £ e outh Guy. v 2
(3) Standard Costing b e
(2) Limitations of Cost Accounting (G.U., FY.,, 2000)

(4) Marginal Cost
S‘mtc the proper cost units for the following industries :
Transport. Paper Mill, Cement. Hotel, Chemical.
[Guj. Uni., IY.. April, 1997]



