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Preface ‘

“To be complicated is simple, but to be simple is complicated.”
These words can better express the purpose of this book. Cost Account-
ing is a technical field and learning of it means familiarising oneself with -
many new terms and concepts. Once one has learned these basic con-
cepts, the rest will quickly fall into place. As the book is intended to
serve as a text for B, Com. students, who are beginners to the subject,

I have given it a quality of simplicity.

I am convinced that the only way students can really absorb cost
accounting is by solving problems. The 7'heory and Problems approach
is designed to clarify the detailed subject-matter. In addition to a good
number of illustrations, each chapter is equipped with a considerable
number of problems. Most of these problems have been selected from
the B. Com examinations.of various universities and thus the variety of
these is extensive. Difficult points in problems have been explained in
working notes and hints. Self examination problems in appendix offer
an alternate set of problems with the object of providing another oppor-
tunity to practise what students have learned. 1n addition to its useful-
ness to students, lecturers will also find this book a suitable basis for
planning their lectures. I shall feel amply rewarded if the book proves
useful to both students and lecturers alike.

It is my pleasant duty to acknowledge the encouragement received
from my colleagues and friends Sh. N. D. Kapoor, D. Pagare and S. K.
Dhawan. My thanks go to my wife whose support has been invaluable
in the preparation of this book. The publishers Sultan Chand & Sons
also deserve a word of thanks for the interest they have shown in this
work of mine,

Lecturers and students are cordially invited to forward comments
and suggestions to the publishers for consideration.

Hans Raj College

:Delhi University, Delhi
14th Nov. 1980 M. N. ARORA
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Introduction

The technique of accounting for costs was not considered seriouslyf
until the beginning of the present century. Starting off as a branch o
fiinancial accounting, cost accountancy may now well be regarded as a
profession in its own right. The-vital importance that cost accounting
has acquired in the modern age is because of the changing pattern of
industry and commerce. Before the machine age, man pursued his craft
individually and cou'd ascertain the cost of his work by simple methods.
It is since the commencement of the Industrial Revolution that a wides-
pread interest in cost accountancy has developed. This development
was prompted by necessity, as vital quantities of diverse products were
produced by complicated and complex mlethods. It was after the First
World War that cost accounting became fully accepted and began to
develop techniques that are accepted as axiomatic today.

In the early stages of its development, cost accounting largely dealt
with factory costs for use in inventory valuation, pricing and profit deter-
mination. These are still important aspects of co:t accounting, but its
scope has been broaded to include administration and distribution costs
and cover areas such as cost control, budgeting and cost determination
for a variety of managerial uses. The central theme of cost accounting,
in a bioad sense, is to provide information largely in the areas of custs,
which will be useful in controlling the operations of a business.

Applicability

Cost accounting is generally considered as being applicable only to
manufacturing operations. This is not so. All types of activities, manu-
facturing and non-manufacturing, in which monetary value is involved
should consider the use of cost accounting concepts and techniques.
Wholesale and retail businesses, banking and insurance companies, air-
ways, railways shipping and road transport companies, hospitals,
universities, schools, colleges, hotals, farming, all may employ cost
accounting in order to operate efficiently. It is a matter of recognition
by the management of the applicability of these concepts and techniques
to their own fields of endeavour.

Cost Accountancy

Cost accountancy is a wide term. Itis used to describe the
principles, conventions, techniques and systems which are employed in a
business to plan and control the utilisation of its resources The Institute
of Cost and Management Accountants, London, defines Cost Accountancy
as ‘‘the application of costing and cost accounting principles, methods
and techmques to the science, art and proctice of cost conlrol aend the as-
certainment of profitability. It includes the presentation of information
derived therefrom for the purpose of managerial decision making,”

~
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Sub-divisions of Cost Accountancy

Cost accountancy is a comprehensive term and includes the
following :

(i) Costing

(71) Cost accounting

(73:) Cost control

(iv) Cost audit.

Costing. It is ‘‘the techniques and processes of ascertaining
costs”’—1.C M.A. It has also been defined as ‘‘the classifying, recording

and appropriate allocation of expenditure for the determination of costs ;
the relation of these costs to sales value and the ascertainment of profi-

tability.”” Wheldon.

In simple words, costing is a systematic procedure for determining :
(a) the cost of manufacturing a product, e.g., furniture, machine,
etc. ; and : ,

(b) the cost of giving a service, e.g., transport service.

Cokt Accounting. Cost accounting is the process of accounting for
costs. It begins with the recording of income and expenditure and ends
with the preparation of periodical statements,

Costing should not be confused with cost accounting. Costing
signifies the tecniques and processes of ascertaining costs, whereas cost
accounting denotes the formal system of accounting for costs. - However,
these two terms are uséd interchangeably. ’

Cost control  Previously, costing was employed solely for the pur-
pose of ascertaining cests.  But now it is the primary function ot costing
to furnish such information to managementso as to enable it to control
the costs  Cost control is exercised through a variety of techniques, such
as standard costing, budgetary control, inventory control, etc.

Cos' Audit. Cost audit is ‘‘the verification of cost accounts and a
check on the adhirence to the cost accounting plan’’. The main functions
of cost audit are :

(a) To verify that cost accounts have been properly maintained

and compiled.
(b) To see that costing plan laid down is carried out.

(¢) To detect errors and prevent frauds.

FINANCIAL ACCOUNTING AND COST ACCOUNTING

Financial or. General Accounting is a systematic way of r¢cording
the financial transactions and events of business. Its purpose is the
preparation of Profit and Loss Account and Balance Sheet. The profit
or loss for the period is considered to be the most significant figure in the
accounting reports.

Cost accounting may be regarded as that branch of accounting func-
tion which provides detailed cost information to management for various
purposes. It grew out of the needs of management to know in detail
the costs involved in producing goods and services.
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Both financial accounting and cost accounting are concerned with
systematic recording and presentation of financial data. The two systems
rest on the same principles concerning debits and credits and have the
same sources of recording the transactions. . But there are important
differences between the two. These are :

1. Purpose. The main purpose of financial accounting is the pre-
paration of Profit and Loss Account and Balance Sheet. These two
statements are usually prepared annually for reporting to parties external
to business, e.g. shareholders, bankers, creditors, Government agancies
like Income Tax and Excise authorities etc, ‘

Cost accounting, on the other hand, is directed towards providing
detailed cost information to management for the purpose of cost control,
planning and decision making.

2. Periodscity of Reporting. Financial accounting reports (i.e.,
Profit and Loss A/c and Balance sheet) are prepared periodically, i.e.,
at the end of the accounting year.

Cost accounting aims at continuous reproting of costs and related
information at short intervals. Cost reporting may be daily, weekly,
fortnightly, monthly etc.

3. Statutory Requirments. Financial accounts have to be prepared
according to the requirements of Compaines Act and Income Tax Act.

Maintence of cost accounts is purely voluntary. However, the
Companies Act was amended in 1965 making it obligatory for some
companies engaged in production, manufacturing and mining activities
to reaintain proper cost records. - '

4. Analysis of Cost and Profit. The cost figures are, no doubt,
available in financial accounts, butonly in totals. Financial accounts
donot reveal the figures of cost and profit for individual products,
departments, processes, etc.

Cost accounts- on the other hand disclose detailed cost and profit
information for each section of the business s ¢., product line, department,
process etc. This enables the management to eliminate less profitable
product lines and maximising the profits by concentrating on more
profitable ones.

5. Control Aspect. Financial accounting lays move emphasis on
recording of transactions and does not provide for adequate control over
costs.

Cost accounting provides for detailed systemsof control over all
elements of cost.

6. Actual and Estimated costs. In financial accounting, only actual
costs incurred are recorded. '

In cost accouunts, not only actual costs are ascertained, but costs
are also determined in advance of production.

Limitations of Financial Accounting

Financial accounting is so limited and inadequate in regard to the
inf ormation which it can provide to management that businessmen have
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been eager to adopt supplementary accounting methods like cost account=
ing. The following limitations of financial accounting have led to the
emergence of cost accounting :

1. Financial accounting provides information about the business
as a whole. It does not give data regarding costs department-wise,
process-wise or product-wise.

2. Financial accounting is historical as it gives only actual cost
data at the end of the accounting period. There is no system of comput-
ing the pre-determined costs. Thus, cost are not available for price
quotations.

3. It does not provide for proper control of materials, labour and
overheads.

4. In financial accounting there are no norms and standards to
appraise the efficiency in the use of material, labour and overhead costs.

5. Infinancial accounting, expenses are not classified into direct
and indirect, fixed and variable and controllable and uncontrallable.

6. Financial accounting does not fully analyse the losses due to
idle plant capacity, inefficient labour, sub-standard materials, idle time
etc.

7. Financial accounting fails o supply useful data to management
for taking various decisions like replacement of labour by machines,
introduction of new products, selection of the most profitable product
mix, etc.

8. Financial accounting also fails to give adequate information
for reports 10 outside agencies, like banks, credit agencies, trade associa-
tions, etc.

CONCEPT OF ‘COST?

Cost is “‘the amount of expenditure (actual or notional) incurred
on or attributable to a given thing.”” I.CM.A. London. Cost has
also been defined as ‘‘the value of economic resources used.” It can be
mathematically stated as :

Cost="Usage X Price

When the term ‘Cost’ is used specifically, it should be qdalified with
reference to the object costed by such descriptions as direct cost, fixed
cost, prime cost, marginal cost, etc.

COST UNIT

It is defined as ‘“‘the unit of quantity of product, service or. time in
relation to which cost may be ascertained or expressed.” Cost units are
the ‘things’ that the enterprise is set up to provide. For example, in a
sugar mill the cost per tonne of sugar may be ascertained, in a cable
factory, the cost of cable per metre may be ascertained, in paper mill the
cost per ream may be ascertained, and so on. The cost units may be

(i) Units of production. Tonnes of materials, pairs of shoes,
gallons of liquids, jobs, contracts, etc.

(72) Units of service. Cinema seats, passenger miles, tonne-kilo-
metres, kilowatt hours, consulting hours, etc.
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A few more examples of cost units are given below :

Industry Normal Cost Unit
Steel ' Tonne
Cement Tonne
Timber Cubic foot
Lables Metre
Power Kilowatt hour
Mines Tonne
Automobile Number
Brick manufacturing 1000 bricks \
Transport Passenger-kilometre
‘ or tonne-kilometre
Chemicals Tonne, kilogram, litre or
gallon

COST CENTRE

It is defined as ““a location, person, or item of equipment (or group
of these) for which costs may be ascertained and used for the purpose of
cost control” I.C.M.A. Thus, a cost centre refers to individual parts of
the business to which costs can be charged. It may be a location (a
department, sales area, etc.), an item of equipment (a delivery van, lathe
machine, etc.) or a person (a machine operator, salesman, etc) A cost
centre is charged with all the costs that relate to it, e.g. if cost centre is a
machine it will be charged with the costs of depreciation, maintenance,
power, light, heat and its share of rent, rates etc. The purpose of
aseertaining the cost of a cost centre is cost control. The manager in
charge of a cost centre is held responsible for the control of costs of that
centre.

The principle of costing by cost centres may be applied to almost
any form of industry. The number of cost centres and the size of each
vary from one undertaking to another. It is dependent upon the
expenditure involved and the requirements of the management for the
purpose of cost control. A large number of cost centres tend to be
expensive but having too few cost centres defeat the very purpose of
control,

The cost units and cost centres should be those most natural to
the business and which are readily understood and accepted by all
concerned.

OBJECTS OF COSTING
The main objects of costing may now may be summerised :

l.  Ascertainment of costs. The first object of costing is to arrive
at the cost of production of every unit, job, process or department, by
close analysis of all expenditure.

2. Control of costs. Costing systems are installed in order to
control the costs This may be achieved with the help of certain tech-
ques likes standard costing and budgetary control.
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3. Guide to price fixing. Prices may have to be quoted in advance
of production  Costing helps to serve as a guide to price fixing. Italso
provides imformation to decide the extent to which prices can be reduced
to meet the challenge arising out of competition.

4. Guide to business policy. Costing assists management in
conducting its business with utmost efficiency. Cost data provides
guidelines for various policy decision like (a) introduction or discontinu-
ance of a product, (d) utilisation of idle plant capacity, (¢) make or buy,
(@) selling goods in foreign market below total cost, etc.

ADVANTAGES OF COSTING

Costing has manifold advantages, a summary of which is given
below :

. A costing system reveals profitable and unprofitable activities
so that steps may be taken to reduce or eliminate wastages .and
inefficiencies occuring in any form such as idle time, spoilage of materials,
etc.

2. Costing helps to maintain a systematic record of analysed and
classified costs so that cost information and data are available as and
when required.

. 3. Costing helps to locate the exact cause of increase or decrease
in the profit or loss of business. It can be known whether the increase in
profits is because of the lower material prices or efficiency of management.

4. Costing provides such information as enables the management
to formulate production and pricing policies and preparing estimates of
contracts and jobs. '

) 5. It helps in the introduction of a cost reduction programme and
finding out new and improved methods to reduce costs.

_ 6. Costing helps in controlling costs with the help of standard
costing and budgetary control techniques. :

7. Perpetual inventory system, which is an integral -part of costing
system helps the management in the preparation of interim Profit & Loss
A/c and Balance Sheet.

8. A cost system produces ready figures for use by government,
trade unions, wage tribunals etc. for application to problems like price
fixing, price control, wage level fixation, scttlement of labour dis-
putes etc.

9. Suitably analysed cost information helps management in
taking vital business decisions, such as (a) whether to sell below total
cost, (b) whether to make or buy a particular component part, (¢) in-
crease or decrease in the proportion of sales of various products,
(d) purchase of a new plant or continue with the old plant.

. 10. Costing provides a reliable check on the accuracy of financial
accounts with the help of reconciliation of the two at the end of the
year. / .
11. Costing is also of immence benefit to working class. Workers
are benefitted by the introduction of incentive plans, increased bonus etc.
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12. An efficient costing system is bound to lower the ‘cost of
R Production, the benefit of which is also passed on to the public at large
in the form of lower prices of products or services.

INSTALLATION OF A COSTING SYSTEM

There cannot be a readymade costing system suitable for every.
undertaking. In order to meet the special needs of a business, a costing
system has to be specially designed to give the blend of cfficiency and
economy. The installation of a costing system requires a thorough study
and understanding of all the aspects involved, as otherwise the system
may be a misfit and the enterprise will not be able to derive full advant-
age from it.

To start with, it is important to weigh the cost of the system
against its value. The benefits from such a system must exceed the
amount spent'on it. The management must feel the need of the costing
system, and should be able to make full use of the information available
from the system in the operation of business. In simple words the
system should be justified on the basis of its value to management.

The construction of a costing system requires the following steps to
be taken :

1. Technical aspects of the business should be studied. It involves
the study of the nature, methods and stages of production the number of
varieties and quantity of each product.

2. Organisation structure of the business should be studied.
3. The size and layout of the factory should be studied.
4. Methods of wage payment should be studied.

5. The cost information desired and required by all levels of
management should be considered.

6. The methods of purchase, receipts, storage and issue of
materials should be studied.

7. Forms and records of original entry should be so designed as to

involve minimum clerical labour and expenditure.
" 8. The system should be effective in cost control and cost reduction.

9. Costing system should be simple and easy to operate. Unneces-
sary details should be avoided.

10. The installation and operation of the costing system should be
economical,

A satisfactory system results from a meeting of minds between the
cost accountant and the management.

METHODS OF COSTING

The methods or types of costing refers to the techniques and pro-
cesses employed in the ascertainment of costs. There are different methods
of costing for different industries. The method of costing to be used in a
particular concern depends upon the type of manufacturing and nature
of mdustry Basically, there are two methods of costing.

1.. Job costing
2. Process costing
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All other methods are variations of either job costing or process
costing. The various methods of costing are given below :

1. Job Costing (or Job-order costing)

- In this method costs are collected and accumulated for each job or
work order separately. This is because in each job work is done accord-
ing to customer’_s specifications. Each job has a separate identity and
makes a cost unit. The industries where this method of costing is used
are :

(r) Repair shops
(it) Printing press
(#93) Painting and decorating
(iv) Production of made to order articles, etc.
(For details, see chapter 8 on Job and Contract costing)

2. Centract Costing

This mothod 1s based on the principles of job costing. If a job is
big, it is known as a contract. Contract is a big job and job isa small
contract. Each contract is taken as a separate cost unit for the
putpose of cost ascertainment. Contract costing is most suited to :

(#) Construction work
(1) Ship building
(#3¢) Architects
(sv) Constructional engineers, etc.
(For details, refer to chapter 8 on Job and Contract Costing)

3. Batch Costing’

Like contract costing, it is also a variation of job costing. In this
method, orders for identical products are arranged in convenient groups
.or batches. Each batch is treated as a cost unit and costs are accumula-
ted for each batch separately. It is used in the production of :

(1) Ready-made garments
(42) Toys
(¢41) Shoes
(fv) Bicycle parts
(v) Biscuits and confectionary.
4, Process Costing

In this method costs are separately collected and accumuiated for
each process or department. In order to arrive at the cost per unit, the
total cost of the process or department is divided by the quantity of pro-
duction. This method is used in mass production industries manufacturing
standardised products in continuous process of manufacturing. In such
industries finished product of one process becomes raw material for the
mext process. Examples of such industries are

(¢) Taxtile mills. ,

(#7) Chemical works.
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(#12) Sugar mills.
(iv) Paper mills.
(v) Soap manufacturing.

(For details, see chapter 9 on Process Costing)
5. Operation Costing

This is a refinement and more detailed apphca.tlon of process cost-
mg A process may consist of a number operations and operaticn
costing involves costing by every operation instead of a process.
6. Single Output or Unit Costing

This method is used when production is uniform and consists of only
a single product or two or three types of similar products or different
grades of the same product. This method is applied in the following
types of industries :

(t) Mines J 3
(42) Oil drilling
(#73) Steel works

(#v) Brick works.
(For details see chapter 6 on Cost Sheet)

\

7. Operating Costing

Operating costs refers to the cost of providing a service. So operat-
ing costing method of cost ascertainment is applicable to undertakings that
render services instead of manufacturing tangible products. Such un-er-
takings are : t;ansport companies (road transport, railways, airways,
shipping companies) electricity companies, cinemas, schools, hospitals, gas
and steam generating concerns etc. As the activities of such undertakings
are of diverse nature, the cost svstem used is obviously different from that
-of manufacturing concerns. The main difference arise in

(a) the adoption of a suitable cost unit which is related to the
service rendered, and

(b) the manner of collection and allocation of costs to costs units.

A few examples of cost units in different undertakings are given
ibelow.

Undertaking Cost unit
(¢) Transport company Passenger-kilometer or Tonne-
kilometre

(4¢) School or College a student
(¢2:) Cinamas a seat per show
(iv) Hospitals ' a bed per day

{v) Wate: Supply Co. a gallon
(vi) Electricity Co. kilowatt-hours

-8. Multiple or Composite Costing
It is an application of more than one method of costing in respect
-of the same product. This method is used in industries in whlcha
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number of components are separately manufactured and assembled to
produce a single unit of preduct. For example, manufacture of ' different
types of components may require different production methods and hence
different methods of costing may have to be applied. Assembly of these
components into one finished unit may require still another method of

costing. Multiple costirg is applicable to manufacturing and assembly
concerns like :

(4) Television, radio manufacturing
(#7) Scooter and other motor vehicles
(143) Refrigerator manufacture
(iv) Electric motors

(v) Locomotive works etc.

EXAMINATION QUESTIONS
1. What is costing ? What are its objects ? State its merits.
/ (B. Com.(Pass) Delhi 1976y

2. (a) What is cost accounting ? Diffirentiate between cost accounting and
financial accounting.

(b) What are the advantages of installing costing sytem in an organisation 7
(B. Com. (Pass) Delhi 1980)

i 3. “Money spent on installing a costing system is not an expense but an
mmvestment™ Give your views. (8. Com. Rajasthan)

4. “A good costing system is an invaluable aid to the management.”
Enumerate the chief points in support of this statement. (B. Bom. Poona)

5. Explain the terms ‘costing’, ‘cost accounting’ and ‘cost accountancy’. What
are the functions of.cost accounting ? (B. Com. Andhray

6. The directors of a manufacturing company are considering a proposal for
the installation of a costing system. With a view to assist them in taking a decision,
you are required to prepare a statement showing the advantages and objects of a
costing system. (B. Com. Delhi)

7. ‘A cost keeping system”, Says a writer, ‘“‘that simply records cost fo’r
the purpose of fixing seiling price accomplishes only a small part of its mission.’.

What other functions does costing perform ? (B. Com. Punjab)
8. Describe briefly the various methods of costing and state the particular
industries to which they are applicable. (B. Com, Agra, Meerut, Andhra).

9. “Costing systems are classified according to the nature of operations” Set
out the classification with a brief description of fhe operations covered by each
heading. . (B. Com. Delhiy

10. Which method of costing would you adopt for tbe following and Why ?

(a) Hosiery Mill

(b) Paper Mill

(¢) Oil Refining

(d) Furniture manufacture .

(e) Road Transport Company. (B. Com. Andhra 1977)

11. Describe briefly the various methods of costing. State giving reasons
which method of costing would you recommend for use in the following

(i) Chemical works
(ii) Road Transport Company



