
COST ACCOUNTING



•Cost accounting is a process of recording, 
analyzing and reporting all of a 
company's costs (both variable and fixed) 
related to the production of a product. 

•This is so that a company's management 
can make better financial decisions, 
introduce efficiencies and budget accurately.



The advantages of cost accounting are:

Disclosure of profitable and unprofitable activities

• Since cost accounting minutely calculates the cost, selling price and profitability
of product, segregation of profitable or unprofitable items or activities becomes
easy.

Guidance for future production policies

• On the basis of data provided by costing department about the cost of various
processes and activities as well as profit on it, it helps to plan the future.

Periodical determination of profit and losses

• Cost accounting helps us to determine the periodical profit and loss of a product.



To find out exact cause of decrease or increase in profit

• With the help of cost accounting, any organization can determine the exact
cause of decrease or increase in profit that may be due to higher cost of
product, lower selling price or may be due to unproductive activity or
unused capacity.

Control over material and supplies

• Cost accounting teaches us to account for the cost of material and
supplies according to department, process, units of production, or services
that provide us a control over material and supplies.

Relative efficiency of different workers

• With the help of cost accounting, we may introduce suitable plan for
wages, incentives, and rewards for workers and employees of an
organization.



Reliable comparison

• Cost accounting provides us reliable comparison of products and
services within and outside an organization with the products and
services available in the market. It also helps to achieve the
lowest cost level of product with highest efficiency level of
operations.

Helpful to government

• It helps the government in planning and policy making about
import, export, industry and taxation. It is helpful in assessment of
excise, service tax and income tax, etc. It provides readymade
data to government in price fixing, price control, tariff protection,
etc.



Helpful to consumers

• Reduction of price due to reduction in cost passes to
customer ultimately. Cost accounting builds confidence in
customers about fairness of price.

Classification and subdivision of cost

• Cost accounting helps to classify the cost according to
department, process, product, activity, and service against
financial accounting which give just consolidate net profit
or loss figure of any organization without any classification
or sub-division of cost.



To find out adequate selling price

• In tough marketing conditions or in slump period, the
costing helps to determine selling price of the product at
the optimum level, neither too high nor too low.

Proper investment in inventory

• Shifting of dead stock items or slow moving items into fast
moving items may help company to invest in more proper
and profitable inventory. It also helps us to maintain
inventory at the most optimum level in terms of
investments as well as variety of the stock.



Correct valuation of inventory

• Cost accounting is an accurate and adequate valuation technique
that helps an organization in valuation of inventory in more
reliable and exact way. On the other hand, valuation of inventory
merely depends on physical stock taking and valuation thereof,
which is not a proper and scientific method to follow.

Decision on manufacturing or purchasing from outside

• Costing data helps management to decide whether in-house
production of any product will be profitable, or it is feasible to
purchase the product from outside. In turn, it is helpful for
management to avoid any heavy loss due to wrong decision.



Reliable check on accounting

• Cost accounting is more reliable and accurate system of
accounting. It is helpful to check results of financial accounting
with the help of periodic reconciliation of cost accounts with
financial accounts.

Budgeting

• In cost accounting, various budgets are prepared and these
budgets are very important tools of costing. Budgets show the
cost, revenue, profit, production capacity, and efficiency of plant
and machinery, as well as the efficiency of workers. Since the
budget is planned in scientific and systemic way, it helps to keep
a positive check over misdirecting the activities of an
organization.



Following are the main objectives of cost 
accounting:

• 1. To ascertain the cost per unit of the different products manufactured by 
a business concern;

• 2. To provide a correct analysis of cost both by process or operations and 
by different elements of cost;

• 3. To disclose sources of wastage whether of material, time or expense or in 
the use of machinery, equipment and tools and to prepare such reports 
which may be necessary to control such wastage;

• 4. To provide requisite data and serve as a guide for fixing prices of 
products manufactured or services rendered;

• 5. To ascertain the profitability of each of the products and advise 
management as to how these profits can be maximised;



•6. To exercise effective control Of stocks of raw 
materials, work-in-progress, consumable stores and 
finished goods in order to minimise the capital 
locked up in these stocks;

•7. To reveal sources of economy by installing and 
implementing a system of cost control for materials, 
labour and overheads;

•8. To advise management on future expansion 
policies and proposed capital projects;

•9. To present and interpret data for management 
planning, evaluation of performance and control;



• 10. To help in the preparation of budgets and implementation of 
budgetary control;

• 11. To organise an effective information system so that different 
levels of management may get the required information at the 
right time in right form for carrying out their individual 
responsibilities in an efficient manner;

• 12. To guide management in the formulation and implementation 
of incentive bonus plans based on productivity and cost savings;

• 13. To supply useful data to management for taking various 
financial decisions such as introduction of new products, 
replacement of labour by machine etc.;

• 14. To help in data processing through computers;

• 15. To organise the internal audit system to ensure effective 
working of different departments;



•16. . To organise cost reduction programmes
with the help of different departmental 
managers;

•17. To provide specialised services of cost audit 
in order to prevent the errors and frauds and to 
facilitate prompt and reliable information to 
management; and

•18. To find out costing profit or loss by 
identifying with revenues the costs of those 
products or services by selling which the 
revenues have resulted.



COST, COSTING & COST ACCOUNTING

Cost
• Cost is commonly defined as ‘sacrificed resource’ for a particular thing.

• If we buy a watch for $30, a number of dollars are considered to be the 
cost of that watch. 

• Here, 30 dollars are sacrificed to obtain a watch. It is the simplest example 
but cost can be of anything which is measurable in terms of money. 

• For example, the cost of preparing one pizza which in itself include various 
other costs like the cost of flour, other ingredients, labor, electricity, and 
other overheads. 

• Just the same way, the cost of production of any product or service can be 
determined.



Costing
• ‘Cost’ is a term whereas ‘Costing’ is a process for determining the cost. 

• It may be called a technique for ascertaining the cost of production of any 
product or service in the business organization. 

• The real scope of this term can best be understood in the context of big 
manufacturing concerns who produce hundreds of products and spend a lot of 
money on material, labor, and other overheads. 

Cost Accounting
• This term is of utmost importance for the top management of any business. 

• Cost Accounting is basically the next step to costing. 

• Cost accounting involves analyzing relevant costing data, interpret it and 
present various management problems to management. 

• The scope of cost accounting involves the preparation of various budgets for an 
organization, determining standard costs based on technical estimates, finding 
and comparing with actual costs, ascertaining the reasons of by variance 
analysis etc.

https://efinancemanagement.com/budgeting/variance-analysis






Cost Classification
• Cost classification is the logical process of categorising the different costs 

involved in a business process according to their type, nature, frequency and 
other features to fulfil accounting objectives and facilitate economic analysis. 

• Cost refers to the value sacrificed with the aim of gaining something in return. 

• Every business process involves some cost. It is the basis of profit determination 
for an organisation.

• Knowing about the different expenses facilitate the procedure of cost 
accounting in an organization.

• A particular cost can be allocated under multiple categories. 

• For instance; salary paid to an employee is a labour cost as well as a fixed cost.

• Moreover, the different elements of cost classification are linked to each other in 
one or the other way.

https://theinvestorsbook.com/business.html
https://theinvestorsbook.com/cost-accounting.html


• Basis of Classification

• There are various kinds of cost incurred in the production of goods or 
services, and these costs are categorised systematically.

• Some of the principal basis on which different costs can be allocated are as 
follows:



• Cost Classification by Nature

• The cost can be differentiated by its nature or the purpose for which it has 
occurred.

• It can be treated as an expense under this category and the expenses so 
incurred is divided as follows:



•Material: Material cost is the cost of the raw 
material and its related cost such as procurement 
cost, taxes, insurance, freight inwards, etc.

•Labour: Labour cost is the salary and wages paid to 
the employees, i.e. permanent, temporary or 
contractual employees working in an organisation. 
It also includes PF contribution, bonus, 
commission, incentives, allowances, overtime pay, 
etc.

•Other Expenses: All the other overheads 
excluding material and labour comes under this 
head. Some of these are packaging, promotion, job 
processing charges, etc.

https://theinvestorsbook.com/employees-provident-fund-epf.html


• Cost Classification by Relation to Cost Centre

• Another basis of differentiating the costs is categorising them by their 
allocation in the production process of goods or services.

• The points as mentioned earlier under the cost classification by nature are 
used under this category to further sub-categorise the elements of this 
category. To get a better understanding of it, let us read below:



•Direct Cost: Direct cost is the significant cost 
immediately associated with a production 
process. It can be seen as a prime cost for any 
business. It is sub-divided into direct material 
cost, direct labour cost and other direct 
expenses.

•Indirect Cost: Indirect cost is the cost which 
cannot be directly allocated to a particular 
process of production. It is a secondary cost 
and is majorly seen as of three types – indirect 
material cost, indirect labour cost and other 
indirect expenses.



• Cost Classification by Functions

• The cost can also be classified by the business functions for which the 
resources have been used.

• There are five significant functions of a business which involves some 
expense and are essential to the organisation in their way. The cost 
involved in such business operations are explained below:



• Production: Production cost comprises of all the direct and indirect costs 
incurred in the production of goods and services.

• Administration: The costs involved in the management activities of an 
organisation like electricity, stationery, telephone expenses, rent etc. These 
are also known as administrative overheads.

• Selling: The indirect costs incurred on the sales function of the goods and 
services like an advertisement, promotion, research, customer service, etc. 
are clubbed under selling cost.

• Distribution: Distribution cost refers to the cost incurred for making the 
goods or services available to the customers. These are warehousing, 
delivery service, transportation, etc.

• Research and Development: Reseach is essential to develop a new 
product or modify an existing one. The cost incurred on the research team, 
research implementation, findings, etc. comes under this category.



• Cost Classification by Behaviour

• The cost involved in any business process can be differentiated on the 
grounds of its volatility concerning the fluctuation in business activity in 
the short run.

https://theinvestorsbook.com/business-activities.html


• Fixed Cost: The cost which is hardly affected by the 
temporary change taking place in business activity is 
known as a fixed cost. It includes rent, depreciation, lease, 
salary, etc.

• Variable Cost: The cost which changes proportionately 
with the change in production quantity or other business 
activity is termed under variable cost. Raw material, 
packaging, sales commissions, wages, etc. are variable 
costs.

• Semi-Variable Cost: The cost which is moderately 
influenced by the change in business activity is called 
semi-variable cost. It includes power consumption, 
maintenance cost, management cost, supervision cost, etc.

https://theinvestorsbook.com/depreciation-methods.html


• Cost Classification by Management Decision Making

• Cost is not just a price paid to generate some value, but it is also used as a 
tool by the management for decision making.

• Managerial decisions are framed depending upon the following types of 
cost involved in carrying out of business:



• Marginal Cost: Marginal cost is the cost of producing an additional unit 
and its impact on the total cost of production.

• Differential Cost: When there is an increment or decrement in the cost 
of bulk production, the change in the cost of a single unit is also 
determined which is known as differential cost.

• Opportunity Cost: The value of one or more products given up to 
acquire the desired product or service is known as opportunity cost. For 
instance; while choosing green tea, a person has to give up the value he 
must have derived from coffee or regular tea.

• Replacement Cost: When machinery or any other asset becomes 
obsolete or involve high maintenance cost, and simultaneously a better 
asset is available in the market which can replace it, then the cost involved 
in such substitution is known as replacement cost. For example; a 
transportation company needs to replace its trucks from time to time to 
avoid excessive repairing expenses.

https://theinvestorsbook.com/opportunity-cost.html


• Sunk Cost: The cost which has been born by the organisation in the past 
and cannot be recovered at any stage of the business process is termed as a 
sunk cost. Freight inwards paid at the time of buying machinery has to be 
written off at the time of selling it.

• Normal Cost: The routine cost associated with the manufacturing of 
goods or services under usual circumstances is called a normal cost. It 
includes all direct expenses such as salary, material, rent, etc.

• Abnormal Cost: The cost that arises suddenly and unknowingly under 
unfavourable situations is known as abnormal cost. For instance; workers 
go on strike, theft or robbery, fire in the premises, etc.

• Avoidable Cost: Such costs are under the control of management and 
can be prevented as per the organisational need. For example; an 
enterprise upgrades its technology by installing self-operative machines to 
avoid the labour charges it pays.

• Unavoidable Cost: The cost which is pre-determined and inevitable is 
called an unavoidable cost.



Cost Classification by Production Process
• This basis of cost classification is significantly applicable in the 

manufacturing industries or factories where goods are produced.

• All production or manufacturing activities involve different types of costs. 
According to the nature of the production process, these costs can be 
classified as below:



• Batch Cost: The cost incurred while producing a whole lot 
comprising of identical products (batch) is known as batch cost. 
Each batch differs from the other, and the units lying under a 
batch are identified by their batch number. Pharmaceuticals, 
automobiles, electronic products are some of the examples.

• Process Cost: The cost incurred on performing different 
operations in a streamlined production process is termed as a 
process cost. By dividing the total cost of a process with the 
number of units produced, we can derive the process cost of a 
single unit or product.

• Operation Cost: The cost involved in a particular business 
function contributing to the production process is known as 
operation cost. It helps in regulating the mechanism of business 
activities by monitoring the cost incurred on each business 
operation.



•Operating Cost: Operating cost refers to the day 
to day expenses incurred by an organisation to 
ensure uninterrupted functioning of the business is 
known as an operating cost.

•Contract Cost: The cost of entering into a contract 
with a buyer or seller by mutually agreeing to the 
terms and conditions so mentioned is called a 
contract cost. 

•Joint Cost: The combined cost involved in the 
production of two or more useful products 
simultaneously is known as the joint cost. For 
example; the cost of processing milk to get cottage 
cheese and buttermilk.

https://theinvestorsbook.com/joint-cost.html


Cost Classification by Time

• The nature, importance and liability of a cost vary as per the time it takes 
place or has been assessed.

• A cost which is a priority today, may not be that important tomorrow or a 
cost which has been overlooked today, may be considered as a relevant cost 
tomorrow.

• Thus, depending upon the period a cost has occurred or assessed, it can be 
categorised under the following heads:



• Historical Cost: Any actual cost ascertained and evaluated after it has 
been incurred, is termed a historical cost. 

• It can be committed either on the production of goods and services or asset 
acquisition.

• Pre-determined Cost: The cost which can be identified and calculated 
before the production of goods and services based on the cost factors and 
data is called a pre-determined cost. 

• It can be either a standard cost or an estimated cost.

• Standard Cost: An actual cost which is pre-determined as per certain 
norms and guidelines to provide as a base for cost control, is termed as a 
standard cost.

• Estimated Cost: The cost of business operation presumed on the 
grounds of experience is known as an estimated cost. 

• It is merely based on assumptions and therefore considered to be less 
accurate to determine the actual cost.



MARGINAL 
COSTING



MEANING
• Marginal Costing is a costing technique wherein the 
marginal cost, i.e. variable cost is charged to units of cost, 
while the fixed cost for the period is completely written off 
against the contribution.

• The term marginal cost implies the additional cost 
involved in producing an extra unit of output, which 
can be reckoned by total variable cost assigned to one 
unit. It can be calculated as:

• Marginal Cost = Direct Material + Direct Labor + Direct 
Expenses + Variable Overheads



• Marginal costing is “The ascertainment, by differentiating 
between fixed cost and variable cost, of marginal cost 
and of the effect on profit of changes in volume or type 
of output”.

• Under this technique all costs are classified into fixed costs and variable 
costs.

• Only variable costs are considered product costs and are allocated to 
products manufactured. 

• These costs include direct materials, direct labour, direct expenses and 
variable overhead. 

• Fixed costs are not considered for computing the cost of products or 
valuation of inventory.

• Fixed costs are mostly concerned with the period, hence they are 
called period costs and are written-off in the Costing Profit and Loss 
Account of the period in which they are incurred.



Characteristics of Marginal Costing

•Classification into Fixed and Variable Cost: 
Costs are bifurcated, on the basis of variability into 
fixed cost and variable costs. In the same way, semi 
variable cost is separated.

•Valuation of Stock: While valuing the finished 
goods and work in progress, only variable cost are 
taken into account. However, the variable selling 
and distribution overheads are not included in the 
valuation of inventory.



• (i) This technique is used to ascertain the marginal cost and to know 
the impact of variable costs on the volume of output.

• (ii) All costs are classified on the basis of variability into fixed cost and 
variable cost. Semi-variable costs are segregated into fixed and variable 
costs.

• (iii) Marginal (i.e., variable) costs are treated as the cost of the product 
or service. Fixed costs are charged to Costing Profit and Loss Account of 
the period in which they are incurred.

• (iv) Stock of finished goods and work-in-progress are valued on the 
basis of marginal costs.



• (v) Selling price is based on marginal cost plus contribution.

• (vi) Profit is calculated in the usual manner. When marginal cost 
is deducted from sales it gives rise to contribution. When fixed 
cost is deducted from contribution it results in profit.

• (vii) Break-even analysis and cost-volume profit analysis are 
integral parts of this technique.

• (viii) The relative profitability of products or departments is 
based on the contribution made available by each department 
or product.



ADVANTAGES
• (i) The technique is simple to understand and easy to operate because 

it avoids the complexities of apportionment of fixed costs which, is 
really, arbitrary.

• (ii) It also avoids the carry forward of a portion of the current period’s 
fixed overhead to the subsequent period. 

• (iii) The technique provides useful data for managerial decision-
making.

• (iv) There is no problem of over or under-absorption of overheads.



• (v) The impact of profit on sales fluctuations are clearly shown 
under marginal costing.

• (vi) The technique can be used along with other techniques 
such as budgetary control and standard costing.

• (vii) It establishes a clear relationship between cost, sales and 
volume of output and breakeven analysis.

• (viii) It shows the relative contributions to profit which are 
made by each of a number of products, and shows where the 
sales effort should be concentrated.



LIMITATIONS
• Segregation of costs into fixed and variable elements involves 

considerable technical difficulty.

• The linear relationship between output and variable costs may not be 
true at different levels of activity. In reality, neither the fixed costs 
remain constant nor do the variable costs vary in proportion to the 
level of activity.

• This technique cannot be applied in the case of contract costing where 
the value of work-in-progress will always be high.



• The elimination of fixed costs renders cost comparison of jobs 
difficult.

• The distinction between fixed and variable costs holds good 
only in the short run. In the long run, however, all costs are 
variable.

• With the increased use of automatic machinery, the proportion 
of fixed costs increases. A system which ignores fixed costs is, 
therefore, less effective.



RECONCILATION BETWEEN COST AND 
FINANCIAL RECORDS

• Reconciliation of Cost and Financial Accounts is process to find all the reasons behind 
disagreement in profit which is calculated as per cost accounts and as per financial 
accounts. 

• There are lots of items which are shown in the profit and loss account only when we 
make it as per financial accounting rules. 

• There are lots of items which are shown in costing profit and loss account only when we 
calculate profit as per cost accounting.

• Suppose, we have taken the profit or loss as per financial accounts, we adjust it as per 
cost accounts. 

• In the end of adjustments, we see same profit as per cost accounts. 

• If we have taken profit as per cost account, we have to adjust items as per financial 
accounts. 

• For this purpose, we make reconciliation Statement.



Need for Reconciliation:
• In those concerns where there are no separate cost and 
financial accounts, the problem of reconciliation does 
not arise. 

•But where cost and financial accounts are maintained 
independent of each other, it is imperative that 
periodically two accounts are reconciled.

•Though both sets of books are concerned with the same 
basic transactions but the figure of profit disclosed by 
the former does not agree with that disclosed by the 
latter.



• Thus, reconciliation between the results of the two sets of books is 
necessary due to the following reasons:

• 1. To find out the reasons for the difference in the profit or loss in cost and 
financial accounts and to indicate the position clearly and to be sure that no 
mistakes pertaining to accounts have been committed.

• 2. To ensure the mathematical accuracy and reliability of cost accounts in 
order to have cost ascertainment, cost control and to have a check on the 
financial accounts.

• 3. To contribute to the standardisation of policies regarding stock valuation, 
depreciation and overheads.

• 4. To facilitate coordination and promote better cooperation between the 
activities of financial and cost sections of the accounting department.

• 5. To place management in better position to acquaint itself with the 
reasons for the variation in profits paving the way to more effective internal 
control.



•IT STATES THE REASONS FOR DIFFFERENCE.

•A RECONCILATION STATEMENT CHECKS THE 
ARITHMETICAL ACCURACY OF BOTH THE SETS 
OF BOOKS.

•A RECONCILATION STATEMENT HELPS IN 
DETECTING ERRORS IN ONE OR BOTH THE SET 
OF BOOKS.

•HELPS IN DETECTING FRAUDS.



Disagreement between Costing and 
Financial Profit (6 Causes)

•Items Shown Only in Financial Accounts: ...

•Items Shown Only in Cost Accounts: ...

•Over or Under-absorption of Overheads: ...

•Different Bases of Stock Valuation: ...

•Different Methods of Charging Depreciation: ...

•Abnormal Gains and Losses:


