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CHAPTER-1

BASIC COST CONCEPTS
Distinguish various terms “Cost”, “Value” and “Price”
Cost:
· Expenditure incurred in producing a product or in rendering a service.
· Expressed from the producer or manufacturer’s viewpoint (not that of consumer/ end user).
Comparison between cost, price and value:
	Particulars
	Cost
	Price
	Value

	Meaning
	Expenditure incurred in producing a product or in rendering a service
	Amount paid by consumer in exchange for a product/ service
	Relative worth of a commodity to an individual at a particular point of time. (economics term)

	Viewpoint
	Producer’s viewpoint
	Consumer’s viewpoint
	User’s viewpoint

	Differentiation
	Cost is objectively determined/ ascertained on the basis of uniform principles
	Different prices may be charged from different customers or at different times.
	Economic value of same product may be different for different persons.


Difference between terms “Cost Accounting”, “Costing” and Cost Accountancy”

Cost Accounting:

· Process of accounting for costs. 
· It starts with recording of all income and expenditure and ends with the preparation of periodical statements and reports for ascertaining and controlling costs.
Costing:-




Costing is “the technique and process of ascertaining costs”.
Note: Cost accounting is different from costing as the cost accounting provides only the basis and information for ascertainment of cost. Once the information is available, the costing can be carried out arithmetically using different techniques.

Cost Accountancy:

“Application of costing and cost accounting principles, methods and techniques to the science, art and practice of cost control and the ascertainment of profitability.” It includes the presentation of information derived there from for the purpose of managerial decision making.
Cost Accountancy = Costing + Cost Accounting
Define the term Cost Accounting?






(Revision Test Paper)

Cost unit:-









(N-1991)

· Unit of production, service or time in relation to which costs may be ascertained or expressed. 
· For e.g. per kilo, gallon, kilometer, per room, per passenger etc.






METHODS OF COSTING








(Nov-99)
Job 

Batch 

Contract
Unit 

Process

Operating
Multiple

Costing
Costing
Costing
Costing
Costing
Costing
Costing

	Method of costing
	Nature
	Cost Ascertainment
	Examples/ Suitability

	Job Costing
	Where work is undertaken on receiving a customer’s order/ assignments
	For each job/ order/assignment.
	Interior Decoration, Motor workshop

	Batch Costing
	Extension of job costing; where output under a work order consists of similar units & it is not feasible to ascertain cost per unit.
	For each batch/ lot of units produced.
	Printing press, Pharmaceuticals

	Contract Costing
	A larger job is called a contract- where execution of work is distributed over 2 or more FY.
	For each contract
	bridge construction, Ship building, Civil construction

	Single/ Unit/ Output Costing
	Where the product is produced in a single process.
	For each unit of a product
	Bricks, Coal

	Process Costing
	When one product is produced from a series of processes.
	For each process of production
	Oil refining, Paper industry, Sugar

	Operating Costing
	Here, cost of rendering or operating a service is calculated
	For each type of service
	Hotels, Cinema, Transport

	Multiple Costing
	Combination of any of the above methods
	
	Bicycle/ Automobile assembly, TV, computers etc.


Thus, Job, Batch and Contract costing are in relation with specific work order/ contract.
Examples of cost units and methods of costing in various industries:-










May 88, Nov-97, Nov.-98
	Industry
	Cost Unit
	Method of costing

	Bricks
	Per 1000 bricks
	Single or output costing

	Coal
	Per Tonne
	Single or output costing

	Road Construction
	Per Km or mile
	Job costing

	Advertising
	Per Job
	Job costing

	Interior decoration
	Per Job
	Job Costing

	Readymade garments
	Number
	Batch Costing

	Toys
	Each batch
	Batch Costing

	Tyres & tubes
	Each batch
	Batch Costing

	Pharmaceuticals
	Each strip/ Box
	Batch Costing

	Bus Service
	Per passenger kilometer
	Operating Costing

	Education
	Per student hour
	Operating Costing

	Electricity
	Per Kilowatt hour
	Operating Costing

	Goods Transport
	Per ton kilometer
	Operating Costing

	Hospital/ Nursing home
	Per patient day or per bed per day
	Operating Costing

	Hotel
	Per guest per day or per room
	Operating Costing

	Bridge construction
	Per contract
	Contract Costing

	Ship building
	Per ship
	Contract Costing

	Cement
	Per ton or per bag
	Process Costing

	Petrochemicals/ oil refining
	Per Gallon
	Process Costing

	Steel
	Per tonne
	Process Costing

	Textiles
	Per meter
	Process Costing

	Sugar
	Per tonne
	Process Costing

	Paper
	Per kg./ tonne/ Ream
	Process Costing

	Fertilizer
	Per tonne
	Process Costing

	Automobiles
	Per unit or per batch
	Multiple costing

	Furniture
	Per unit or per batch
	Multiple Costing

	Bicycle manufacturing
	Per unit or per batch
	Multiple Costing


Objectives of Cost Accounting:






(May 2001)
· Ascertainment of cost: - For cost ascertainment, different techniques and systems of costing are used in different industries.
· Cost control and cost reduction: - aims at improving efficiency by controlling and reducing cost.
· Determination of selling price: - Selling price can not be fixed unless the cost of the product or service is not known.

· Assisting management in decision making: Business decisions are taken after analyzing cost and benefits of each option. Thus, the cost accounting fulfils input required for such decisions by providing cost reports.

Importance and advantages of Cost Accounting:-




(November 2002)
· Helps in price fixation;
· Costing helps in periods of recession and trade competition by eliminating wastage and increasing efficiency;

· Costing records provides a reliable information on the basis of which tenders and estimates may be prepared;


· Costing helps in identifying the profitable and non profitable activities. Profits can be maximized by concentrating on profitable activity and reducing non profitable activities;
· Helps in eliminating wastage of  labour time, material and expense  using techniques like Variance Analysis, Labour cost analysis;
· Costing records for different  periods may be compared on the basis of which future line of action of the company may be decided;
· Helps in inventory control using the techniques like EOQ, ROL etc. (Discussed in “Material costing”);
· Assist in increasing productivity of material and labour by identifying the various areas where effective results are not achieved using technique like Budgetary control;
A Factory manufactures only one product in one quality and size. Its owner states that he has a sound system of financial accounting which can provide him with unit cost information and as such he does not need a cost accounting system. State your arguments to convince him the need to introduce a cost accounting system?








(November 2006)

Differentiation between Financial Accounting and Cost Accounting:-
	Basis
	Financial Accounting
	Cost Accounting

	Purpose
	To prepare P&L A/c and Balance Sheet for presentation to management and external users
	To provide detailed cost information to management i.e. internal user

	Statutory Requirement
	This is mandatory under Companies Act and Income Tax Act.
	It is voluntary. However, it is compulsory for specified industries to maintain cost records.

	Focus
	It lays emphasis on recording of transactions.
	Focus is to control cost.

	Time Period
	Financial statements are prepared on an annual basis.
	Cost reports are regularly on a continuous basis at short intervals.

	Cost and profit analysis
	It shows overall costs/ expenditure and profits for the period.
	Costs are analyzed product-wise, department-wise, activity-wise etc.

	Degree of accuracy
	Financial accounting provides information to external users so greater accuracy is required.
	Cost Accounting provides information to insiders i.e. management so lesser accuracy may also fulfill the purpose.


Essential features of a good cost accounting system: -


(N.93, M.96, M.04, N.05)
· Simple and easy to operate: It should be tailor made, simple and capable of meeting the needs of the business concern.
· Accuracy of data: - The data used by the system should be accurate otherwise it may affect the output of the costing system.
· Relevant: - The costing system should report only relevant data to the management and do not communicate the unnecessary details.
· Support of top management and co-operation of executives:- The top management should have a faith in the costing system. Necessary co-operation of executives from various departments is also needed for developing good costing system.
· Cost effective:- The cost of installing and operating the costing system should not exceed its benefits;
· There should be a harmonious relationship between financial accounting and costing system. Duplication of transactions should be avoided. For this, integrated accounting system may be established.
Pre-requisites for installation of a cost accounting system:- 
Before setting up a costing system, following factors should be studied:-
1. Objectives of the costing system should be identified for e.g. whether it is introduced for fixing prices or for cost control;
2. The significant areas where the cost accounting system would be beneficial, should be identified and special consideration be given to such areas;
3. The general organization set up of the business should be properly analyzed to find out the manner in which cost control system could be introduced.
4. Cost benefit analysis of the cost accounting system should be made.
5. Necessary arrangements should be made for the flow of information/ data for the costing system so that it can generate timely reports for the management. Various forms should be designed for collection of data for costing system.
6. Costing system should be developed in consultation of the staff and should be introduced only after meeting their objections. Co-operation of the staff is essential for successful operation of the system.
7. Technical aspects like methods and techniques of production used, plant layout, nature of material used, standards of production efficiency etc. should be analyzed.
What are the areas of preliminary enquiry before a cost accounting system in installed?










(RTP, N-93, M-96, N-99)

Difficulties in installing cost accounting system:-
· Lack of support from top management because they are not fully convinced about the benefits of the costing such system.
· Resistance from production staff because they fear of additional controls.
· Resistance from accounting staff as they believe that their work would increase.
· Shortage of trained and well qualified staff.
· High cost of installing the system: - Use of new forms and documents as well as duplication of transaction recording in financial accounting system as well as cost accounting system.
You have been asked to install a costing system in a manufacturing business. What practical difficulties, apart from technical costing problems, would you expect to meet? 
Cost Object:-

· Anything for which a separate measurement of costs is desired.

· For e.g. a product, service, project, customer, activity etc.

RESPONSIBILITY CENTRE
A business organization is usually divided into a number of responsibility centres and each such centre is headed by an executive.
Activity centre of an organization which is under the supervision of a manager who has the responsibility for the activities and performance of that unit of the organization.



(N-92, N-97)





Responsibility Centre


Cost Centre









Profit Centre



(Cost reduction & control)





(Actual profit compared to budgeted)













Cost Centre:-
· A location- for e.g. Mumbai Workshop, Delhi Factory etc.
· A person- For e.g. Production manager, Sales Manager etc.
· An item of equipment- For e.g. Process I, II, Machinery P etc.
For which costs may be ascertained and used for cost control.





Classification of cost centre
Based on Type







Based on Role

Personal Cost Centre







Production Cost Centre


Impersonal Cost Centre






Service Cost Centre

Based on Type

Personal Cost Centre






Impersonal Cost Centre

Consists of  person or  group of persons.


Consists of location or equipment.






Based on Role

Production Cost Centre





Service Cost Centre

Cost centre where raw material




Those cost centres which serves

is processed & converted into F.G.




as an ancillary unit & renders service










to production cost centre.










For e.g. delivery van etc.
What is a cost centre? Discuss the various types of cost centres?

(N-91, M-95, M-97, N-02)
Profit Centre:-









(M-2006)
An activity centre whose performance is measured in terms of net income earned. The main objective is to maximize the centre’ profit. A profit centre may have a number of cost centres.
Investment Centre:-

Those centres which are responsible for earning adequate return.
Distinction between cost unit and cost centre
Each sub unit of an organization is known as a cost centre, if cost can be ascertained for it. In order to recover the cost incurred by a cost centre, it is necessary to express it as the cost of output. The unit of output in relation to which cost incurred by a cost centre is expressed is called cost unit.
Cost control Vs. Cost Reduction




(M-94, Nov.-01, May 2000, Nov. 2006)
	Cost Reduction
	Cost Control

	It means “the achievement of real and permanent reduction in per unit cost without impairing their suitability for the intended use”, using techniques like simplification, standardization, work study etc. 
	It means “keeping the actual costs incurred within the pre determined cost targets.”

	It is a corrective function. 
	It is a preventive function as it aims to prevent costs to exceed the predetermined targets.

	It does  not require to assume predetermined standards.
	It requires existence of pre determined standards.


COST CLASSIFICATION
On the basis of relationship
Direct Costs
(chargeable exp.)







Indirect Costs
Costs directly related/ identified with,





Costs not directly related/
 a particular cost unit or cost centre like





identified with a particular
department, process etc.






cost unit or cost centre.

For e.g.









It is general cost incurred for

 1. Raw material used in finished product, 




benefit of a no. of cost units
 2.  Wages paid for a construction contract




or centres.










For e.g.











1. Factory rent incurred over










various departments.











2. Salary of supervisor looking










after a no. of construction works











3. Depreciation 
Note: All indirect costs are collectively called as overheads (or Oncost).




On the basis of variability or behaviour (May 85, Nov. 2004)

	Fixed Costs (Period costs)
	            Variable Costs
	        Semi-variable Costs
(Step costs)

	 
	
	

	►Costs which remains constant at various levels of prod.
	►Costs which change in proportion to the volume of prod.
	► Costs which remains fixed up to a particular level of prod. but becomes variable thereafter

	► If volume of prod. increases, fixed cost per unit decreases 
	► But, variable cost per unit of production remains constant.
	► Examples: Repairs and maintenance.


Fixed costs can be reclassified as:-
· Committed Fixed costs:- (Unavoidable Fixed Costs)
· Costs which can not be avoided even if production is suspended in the short run. For e.g. Salary of M.D., Plant depreciation etc.
· Discretionary Fixed costs:- (Avoidable Fixed Costs)

· Costs which may be avoided in the short run by management decisions. For e.g. Research & development costs.

On the basis of payments/ outflows (May 01, May 05)
Explicit Costs








Implicit Costs
(Out of pocket costs)






(Economic/ Notional/ Imputed Costs)
►Costs involving immediate payment of cash
►Costs which do not involve immediate 








    payment of cash.
► Recorded in the books of accounts



► Not recorded in the books of accounts

► Ex:- Salary, Wages, Advertisement



► Ex:- Interest on own capital, Salary to owner
Classification into Product costs, Period costs and Pre-production costs:- (Nov. 97, May 06)
· Product costs:-
· These are the costs which are included in the cost of the product and are included in inventory valuation. For e.g. Direct material, Direct Wages, Plant depreciation, Supervisor’s salary etc.
· Also known as “Inventoriable Costs”. 

· Period costs:-
· Costs which can  not be assigned to  the cost of product but charged as expenses in the P&L A/c. These costs are incurred over the period for e.g. financial year
· For e.g. Rent, Managers’ salary, General administration exp., Salesman salary, Dep. Of office assets etc.
· Pre production costs:-
· Such costs are incurred in the process of establishment of a new project or a new product taken up.
· These are part of development costs. For e.g. Trial Run exp., Product Market Survey Cost etc.
· Normally treated as deferred revenue exp. and charged to the future cost of production.
According to Normality

	    Normal cost
	              Abnormal cost

	
	

	►Costs which are expected to be incurred under normal and routine operating conditions
	►Costs which are not incurred under normal operating conditions

	
	► For e.g. Fines and penalties etc.


According to controllability: -   (May 97, Nov 01, May 03, Nov 04, Nov 06, May 01)
· Controllable costs






· Uncontrollable costs
Controllable costs are those which can be regulated by the action of a specified member of an undertaking. A business organization is usually divided into a number of responsibility centres and each such centre is headed by an executive. 

Controllable costs incurred in a particular responsibility centre can be influenced by the action of the head of that responsibility centre. Direct costs comprising direct labour, direct materials, direct expenses and some of the overhead are generally controllable by the shop level management.

Non-controllable costs are those which cannot be influenced by the action of a specified member of an undertaking. For example, expenditure incurred by the generator room is controllable by the Generator room manager but the share of the Generator expense which is apportioned to the machine workshop cannot be controlled by the machine workshop manager. 

Note:

1. A supervisor may be unable to control the amount of managerial remuneration allocated to his department but for the top management this would be a controllable cost.

2. Depreciation would be a non-controllable cost in the short-term but controllable in the long terms.

  Classification according to elements

	        Material
	Labour
	Expenses

	►Cost of physical inputs used for production
	►Cost incurred in relation to workers & employees of enterprise
	►Operating & running costs other than  material and labour

	► E.g. Raw material, consumable stores
	► Staff salary, wages, Training exp.
	► Factory rent, Office maintenance etc.


Classification according to relevance to decision making:-





Relevant Costs




Irrelevant Costs

Relevant costs: - Costs which are relevant and useful for decision making purposes.

(Nov. 2007)
· Marginal Cost: - M.C. = Prime cost + Variable Overheads. Marginal cost represents the cost which will be incurred in future for each additional unit of production. Here, Fixed overheads are assumed to be constant at all levels of production.
· Differential Cost: - It is the change in costs due to change in various factors like level of activity or pattern or method of production. It includes both variable and fixed costs.
Such cost may be incremental or decremental.
· Opportunity Cost: - It is the cost of next best alternative which is to be foregone. Opportunity cost is not recorded in the books of accounts but used for decision making if more than one alternative are available.









(May 2003)
· Out of pocket costs:- 
· Costs which involve cash outflow in current period or the near future for the decision as opposed to costs which do not involve cash outlay like depreciation.
· It is a short run concept and useful for decisions relating to fixation of selling price in recession, make or buy etc.
For e.g. X Ltd. has in its stock goods of Rs. 50,000, which is dead stock. It gets an order where it will be able to use the dead stock and labour incurred will be Rs. 5,000. Thus, out of pocket costs are Rs. 5,000 so the order can be accepted for any price above Rs. 5,000. Rs. 50,000 is sunk cost which is discussed below.
· Replacement costs:-
      
It is the cost of replacement of an asset at current market price.
Irrelevant Costs: Costs which are not relevant or useful for decision making.
· Sunk cost: 
· Costs which have already been incurred in past and are not changed by any decision that will be made in future.
· For e.g while considering the replacement of a plant, the depreciated book value of old plant is irrelevant. Another example is development costs already incurred.
· Committed cost: Cost which has been already committed by the management is not relevant for decision making.
· Absorbed fixed cost: Fixed costs do not change. Although such costs are absorbed in cost of production but they are not relevant for decision making.

Elements of cost

	
	
	
	
	Element of cost
	
	
	

	
	
	
	
	
	
	
	

	Material Cost
	
	
	
	Labour Cost
	
	Other Expenses

	
	
	
	
	
	
	
	

	Direct Material
	Indirect Material
	
	Direct Labour
	
	Indirect Labour
	Direct Exp.
	Indirect Exp.

	
	
	
	
	
	
	
	

	
	Overheads
	
	
	
	
	
	

	
	
	
	Production O.H.
	
	
	
	

	
	
	
	
	Indirect Material
	
	
	

	
	
	
	
	Indirect Labour
	
	Relates to factory
	

	
	
	
	
	Indirect Exp.
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	Adm.O.H.
	
	
	
	

	
	
	
	
	Indirect Material
	
	
	

	
	
	
	
	Indirect Labour
	
	Relates to Office
	

	
	
	
	
	Indirect Exp.
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	Sell. O.H.
	
	
	
	

	
	
	
	
	Indirect Material
	
	
	

	
	
	
	
	Indirect Labour
	
	Relates to marketing/ sales dept.
	

	
	
	
	
	Indirect Exp.
	
	
	

	
	
	
	
	
	
	
	

	
	
	
	Distrn.O.H


	
	
	
	

	
	
	
	
	Indirect Material
	
	
	

	
	
	
	
	Indirect Labour
	
	Relates to Distribution
	

	
	
	
	
	Indirect Exp.
	
	
	


 Other Terms:-

Shut down cost: Costs which continue to be incurred even when a plant is temporarily shut down. For e.g. rent, depreciation etc. 

Post Costing: Post costing means analysis of actual information as recorded in the financial books. It is useful in case of “cost plus contracts” where price is determined finally on the basis of actual cost.
Continuous costing: aims at collecting information about cost as and when the activity takes place. This ensures the cost of a job know, as soon as the job is completed. 
Question: Give 3 examples of cost drivers of following business functions:-

i. Research & Development

ii. Design of product, services & process

iii. Marketing

iv. Distribution

v. Customer service

Sol:

	Research & Dev.
	Design of product
	Marketing
	Distribution
	Customer Service

	No. of research
	No. of product design
	No. of advertisement
	No. of customers
	No. of services provided

	Personnel hours on project
	No. of part of product
	Sales Revenue
	Weight of product
	No. of calls attended

	Technical complexity of project
	No. of hours worked on product
	No. of sales personnel
	No. of products distributed
	Hours spend on servicing the product


Questions covered in the examinations:-

1. Enumerate the main objectives of introduction of a cost accounting system in a manufacturing company. 









(Nov-02, May-02)

2. You have been asked to install a costing system in a manufacturing company. What practical difficulties will you expect?






(Nov-88, Nov-93, May-02, Nov-99)
3. Discuss the essentials of a good costing system? 


(May 2004, Nov. 2005, Nov. 1993)
4. Define cost object and give 3 examples?



(May 2000)
5. What is a cost centre? Discuss the various types of cost centres?
(N-91, M-95, M-97, N-02)

6. Distinguish between cost unit and cost centre?


(Nov.-1991)

7. Distinguish between cost control and cost reduction?

(May 94, Nov. 01, May 2000, Nov.06)
8. Distinguish between Variable cost and direct costs?


(May 1990)

9. Distinguish between explicit cost and implicit cost?


(May 2007)
10. Distinguish between Job costing and contract costing?

(May 2005, 2006)
11. What is meant by chargeable expenses?



(Nov. 2002)
12. Classify cost according to variability and controllability?

(Nov. 2004)
13. Distinguish between controllable cost and uncontrollable cost?
(May 03, Nov. 2006, Nov. 2001, May 01)
14. Write short note on: Pre production cost, Sunk cost, conversion cost, opportunity cost (May 2003)

































