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CORE COURSE – IX 

COST ACCOUNTING(16CCBB9) 

OBJECTIVES: 

To enable students 

 understand the basic concepts of cost accounting, 

 gain knowledge on principles and procedures of cost accounting and 

 apply the costing techniques in different practical situations. 

 

UNIT - I 

Meaning and Scope of Cost Accounting – Concept and Classification of Cost – Elements and 

Methods of Cost –Relationship of Cost Accounting and Financial Accounting –Preparation of Cost 

Sheet. 

Introduction 

Every business has a mission and specific goals. Without proper budgeting, meeting those 

objectives would be impossible. As a business owner, you want to increase your return on investment, 

so that you can accomplish your short- and long-term goals, and also so you can expand your reach. 

That's where cost accounting can help. Cost accounting is a specialized branch of accounting that deals 

with the classification, recording, assessing, classifying and allocating costs associated with a 

company's operationCost Accounting is a process or mechanism by means of which costs of products 

and services are ascertained with a reasonable degree of accuracy. In a broader view, cost accounting is 

concerned with the field of responsibility for advising the management in both historical and future costs 

and, thereby, helping managerial planning, control and decision making. It provides the management 

with a variety of information to plan, control and make decisions. 

Definition 
I.C.M.A., has defined cost accountancy as follows: “The 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”. 

Objectives of Cost Accounting 

 
1. Ascertaining cost: Primary objective of cost accounting is to find out cost of a product, process or 

service. 

2. Determining Selling Price: Business enterprises are to run on a profit. Therefore it is necessary that the 

revenue should be greater than the costs incurred in producing goods and services from which the 

revenue is to be derived.. 

3. Measuring and Increasing Efficiency: Cost accounting involves a study of the various operations used in 

manufacturing a product or providing a service.  

4. Cost Control and Cost Reduction: Cost accounting helps in cost control through application of various 

techniques such as budgetary control, standard costing etc. 

5. Determining Profits: Main objective of Cost accounting is to determine the profits of each and every 

activity.  

6. Providing Basis for Managerial Decision Making:  

These policies may relate to various matters such as determination of cost volume and profit 

relationship, shutting down or operating at a loss, making or buying from outside supplies, continuing 

with the existing plant and machinery or replacing them by improved and economical means. 

 



Concept of cost 

 (1) Cost: 

It is the amount of resources given up in exchange for some goods or services. The resources 

given up are expressed in monetary terms. Cost is defined as “the amount of expenditure (actual or 

notional) incurred on or attributable to a given thing or to ascertain the cost of a given thing”.  

2) Expense: 

Expenses are costs which have been applied against revenue of particular accounting period in 

accordance with the principle of matching cost to revenue e.g., cost of goods- sold, office salaries of the 

period in which they are incurred. 

(3) Loss: 

It represents diminution in ownership equity other than from withdrawal of capital for which no 

compensating value has been received e.g., destruction of property by fire.  

4) Cost Centre: 

A cost centre is the smallest segment of activity or area or responsibility for which costs are 

accumulated. Typically cost centre are departments but in some instances, a department may contain 

several cost centre. These cost centre are the departments or sub- departments of an organisation with 

reference to which cost is collected for cost ascertainment and cost control. 

5) Profit Centre: 

A profit centre is that segment of activity of a business which is responsible for both revenue and 

expenses and discloses the profit of a particular segment of activity. Profit centres are created to delegate 

responsibility to individuals and measure their performance. Profit centre is different from cost centre. 

Scope of Cost Accounting 

 Cost Analysis: Cost accounting determines the deviation of the actual cost as compared to the 

planned expense, along with the reason for such variation. 

 Cost Audit: To verify the cost sheets and ensure the efficient application of cost accounting 

principles in the industries, cost audits are done. 

 Cost Report: Cost reports are prepared from the data acquired through cost accounting to be 

analyzed by the management for strategic decision making. 

 Cost Ascertainment: To determine the price of a product or service, it is essential to know the 

total cost involved in generating that product or service. 

 Cost Book Keeping: Similar to financial accounting; journal entries, ledger, balance sheet and 

profit and loss account is prepared in cost accounting too. Here, the different cost incurred is 

debited, and income from the product or service is credited. 

 Cost System: It provides for time to time monitoring and evaluation of the cost incurred in the 

production of goods and services to generate cost reports for the management. 

 Cost Comparison: It examines the other alternative product line or activities and the cost involved 

in it, to seek a better opportunity for generating high revenue. 

 Cost Contol: Sometimes, the actual cost of a product or service becomes higher than its standard 

cost. To eliminate the difference and control the actual cost, cost accounting is required. 

 Cost Computation: When the company is engaged in the production of bulk units of a particular 

product or commodity, the actual per-unit cost is derived through cost accounting. 

https://theinvestorsbook.com/cost-sheet.html
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 Cost Reduction: It acts as a tool in the hands of management to find out if there is any scope of 

reducing the standard cost involved in the production of goods and services. Its purpose is to obtain 

additional gain. 

                                              

Elements of Cost 

 

 
 

Elements of Cost in Cost Accounting 
cost are divided into two categories such as Direct Material and Indirect Material, Direct 

Labour and Indirect Labour, Direct Expenses and Indirect Expenses. All direct material, direct labour 

and direct expenses are added to get prime cost. Likewise all indirect material, indirect labour and 

indirect expenses are added to get overhead. Again, overhead is divided into four categories. They are 

factory overhead, administration overhead, selling overhead and distribution overhead. 

1. Direct Material: It refers to material out of which a product is to be produced or manufactured. The 

cost of direct material is varying according to the level of output. For example: Milk is the direct 

material of butter. 

2. Indirect Material: It refers to material required to produce a product but not directly and does not 

form a part of a finished product. For example: Nails are used in furniture. The cost of indirect material 

is not varying in direct proportion of product. 

3. Prime Cost: Prime cost is also named as “Direct Cost”, “Flat Cost”, “Basic Cost” or “First 

Cost”. It is the summation of all direct costs relating to production, i.e. direct material,  

direct labour and direct expenses. 

4. Factory Cost: Factory cost is also named as “Work Cost”, “Manufacturing Cost” or 

“Production Cost”. It is the summation of prime cost and factory overheads that includes 

indirect material, indirect labour and indirect expenses of factory. Factory cost includes all 

the direct cost relating to product and the indirect cost relating to factory. 

5. Office Cost: Office Cost is also named as “Cost of Production” or “Administration Cost”. 

Office cost is the summation of factory or work cost and office & administrative overheads. 

Any cost related to sales and distribution is not the part of office and administrative cost as 

they form a separate category. This total cost of production is adjusted with the opening 

and closing stock of finished goods to get the cost of goods sold. 

6. Cost of Sales: It is also named as “Total Cost”. It is derived by adding selling and distribution 

overheads to the cost of goods sold. 
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Various methods of costing 

 1.Job Costing: 

In job costing direct costs are traced for specific jobs or orders. Each of the jobs involves different 

operations. Basic object of costing is to ascertain the cost of each job separately and any profit or loss 

thereon.Eg:Printers, machine tool manufacturer and general engineering workshop 

 2 .Contract Costing: 

It is applied in concerns involved in big and spread over long period of time.Eg-construction work, like 

laying of roads, bridges and buildings, etc. It is also known as terminal costing. 

 3. Batch Costing: 

Batch represent number of small order passed through the factory in batch.Cost per unit is 

ascertained by dividing the total cost of the batch by number of units of the batch.Eg-Biscut 

manufactures, Garments, spare parts manufactures 

 4. Process Costing: 

This method of cost ascertainment is used where the input is processed through several 

distinct processes to be converted into a finished product Eg-Sugar, textile chemical industry 

 5 .Operating Costing: 

This method is applicable to service industries where no product is produced but some 

service is rendered.  Eg-- Transport, Lodging, Houses, Cinema theatres, Hospitals, etc. 

 6. Operation Costing: 

This method is applicable where there is mass production and several processes are involved with 

different operations to be carried out to complete the process of production. It is similar to process costing but 

cost details are maintained for every minute operation and costs are more accurate.Eg-Transport power 

supply,hospital hotels and cinema 

7. Unit or Output Costing: 

This method is applicable where output is uniform in all respects and production is continuous. Eg- mines 

auarries, oil, cement works, brick works 

 8 .Multiple Costing: 

It is the application of combination of two or more methods to ascertain the cost of the work done. It is 

applied in industries where different parts are produced separately and assembled into a final product. 

Eg- manufacturing cycles automobiles, radios, typewriters 
 

9.Farm costing; 
It helps to calculate total cost and per unit of cost of various activities under farming, Eg-Agriculture, 

horticulture poultry farming diary etc 

 

 

 



How is cost accounting different from financial accounting? 

Factors Financial Accounting Cost Accounting 

 

Meaning 

 Cost Accounting facilitates 

determination, tracking and controlling 
of various costs incurred in the 

business.  

Financial Accounting records financial 

information of the business to reflect the 
profitability and the correct financial 

position of the company at a particular 

date. 

Objective Reducing and controlling costs.  Keeping complete record of the financial 
transactions, measuring profit position 

and financial position 

Information 

recorded 

All information relating to material, 

labour and overhead, which are used in 

the production process 

All transactions which can be measured 

in monetary terms. 

Type of cost 

recorded 

Both historical and predetermined cost 

Historical cost only. 

Historical cost only. 

Mode of 

Presentation 

No statutory forms and voluntary 

presentation  

Prepared according to accounting 
concepts and conventions, standards and 

in compliance with various acts and 

statutes 

Time period of 

Reporting 

No fixed time period. Reports prepared 

as and when required.  

Financial statements are prepared at the 
end of the accounting period, which is 

normally 1 year. 

Users Internal 

stakeholders 
like management of the organization.  

All stakeholders including, both, internal 

and external parties like customers, 

creditors, government, shareholders, etc. 

Valuation of Stock  At Cost  
At Cost or Net Realizable Value, 

whichever is less. 

     Mandatory No, except for manufacturing firms it is 

mandatory. 

Yes for all firms 

Forecasting 

 Forecasting is possible through 

budgeting techniques.  

Forecasting is not at all possible. 

 

Classification of Cost 

On the basis of Time  

• Historical cost refers to the original cost at the time of a transaction. The ascertainment of such cost can be done 

after it has been incurred. It is objective in nature and can be verified after actual operations take place. 



 • Pre-determined cost is the cost computed even before commencement of an operation or activity. It is 

ascertained either from past data or as per organizational standards. 

 On the basis of nature of elements.  

• Material  

• Labour 

 • Overheads  

On the basis of degree of traceability to product  

• Direct cost also known as traceable cost, can be directly attributable or traceable to the production of a 

specific product or service or activity. 

 • Indirect cost also known as common cost, is generally common to several products, thus is either 

difficult to trace to a certain specific product, service or activity or the process of doing so is uneconomical.  

Direct cost can be directly allocated to the cost unit or cost centre while the indirect cost needs to be 

apportioned to different products.  

 

 

On the basis of association with product  

• Product costs are costs which become part of the cost of the product rather than expenses of the period 

in which they are incurred. They are included in inventory values. They are treated as assets in financial 

statements until the goods they are assigned to are sold. They become an expense at that time. • Period costs are 

costs which are not associated with production. They are treated as an expense of the period in which they are 
incurred. Such costs include general administrative costs, salesmen salaries and commission etc. They are charged 

against the revenue of the relevant period. 

On the basis of changes in activity or volume 

 • Fixed cost remains static or constant irrespective of changes in output. The fixed costs have 

relationship with time. 

 • Variable cost changes in direct proportion of change in volume of output. Theoretically speaking, 

variable cost remains constant per unit of output and fixed cost remains constant in total or per unit of time. In the 
long run, these concepts do not hold true. A comprehensive definition of variable cost should include those costs 

which tend to vary with output or those which have a major relation with output and that of fixed cost should 

include those costs which tend to be constant at different volumes of output or which have no significant relation 

with output.  

• Semi-variable costs neither change proportionately nor remain static. Eg. repairs. 

 • Step costs are costs that remain fixed over a range of activity and then jump to a new level as activity 

changes.  



On the basis of function: A company performs a number of functions and needs to ascertain the cost of 

each of these functions. A brief explanation of each of the functional costs is as follows: The definitions of the 

various functional costs as given by Chartered Institute of Management Accountants (CIMA), London are as 

follows :  

(i) Manufacturing/Production cost. The cost of operating the manufacturing division of a company is 

production cost. It includes costs beginning with supplying materials, labour and services and ends with the 

primary packing of the product. Thus, it includes the cost of direct material, direct labour, direct expenses and 

factory overheads.  

(ii) Administration cost. The cost of formulating the policy, directing the organization and controlling 

the operations, which is not related directly to a production, selling, distribution, research or development activity 

or function are administration costs. 

 (iii) Selling cost. The cost of seeking to create and stimulate demand (sometimes termed as 

marketing)and of securing orders.  

(iv) Distribution cost. The expenditure incurred from making the packed product available for dispatch to 
making the reconditioned returned empty packages, if any, available for-use. Expenditure incurred in moving 

articles to and from prospective customers as in the case of goods on sale or return basis is also included in 

distribution cost. 

 (v) Research cost. The cost of searching for new or improved products, new application of materials, or 

new or improved methods.  

(vi) Development cost. The cost of implementation of the decision to produce a new or improved product 

or to employ a new or improved method till the commencement of formal production of that product or by the 

method is development cost.  

(vii) Pre-production cost. That part of development cost incurred in making a trial production run 

preliminary to formal production is pre-production cost. It is treated as deferred revenue expenditure and charged 

to future cost of production.  

On the basis of relationship with accounting period  

• Capital expenditure is an expense of a non-recurring nature, where the benefit continues over a long period. It 

generally results in acquisition of permanent assets.  

• Revenue expense is of recurring nature, benefits only the current period and is thus, treated as an expense 

matched with revenues of the current accounting period. On the basis of controllability 

 • Controllable costs are costs which can be influenced by the budget holder. 

 • Non-controllable costs are costs which are not subject to control at any level of managerial supervision. 

Analytical and decision making costs 

 • Opportunity cost represents the cost of an alternative given up when a decision is made, i.e. the next best 
alternative. It is not recorded in books and is used for decision making and comparing alternatives. • Sunk costs 

are historical or past costs and cannot be changed by any decision that will be made in the future. They are 

irrelevant for decision making.  

• Differential cost is the difference in total costs between two alternatives. If the cost of alternative results in 

increased cost, it is incremental cost and if it is decreased cost, it is decremented cost. 



 • Imputed or hypothetical costs are costs which do not involve cash outlay. They are not included in cost 

accounts but are important for taking into consideration while making management decisions. 

 • Out-of-pocket costs mean the present or future cash expenditure regarding a certain decision which will vary 
depending upon the nature of decision made. They involve payment to outsiders and are more relevant for price 

fixation during recession or when make or buy decision has to be made.  

On the basis of Avoidability 

 • Avoidable costs are those costs which will be eliminated, if a segment of the business (e.g. a product or 

department) with which they are directly related, is discontinued.  

• Unavoidable costs are those which will not be eliminated with the segments. Such costs are merely reallocated 

if the segment is discontinued. Others 

 • Conversion cost is the cost incurred by the company in transforming direct materials into the finished products 
is known as the conversion cost. It excludes direct material cost and is usually taken as the aggregate of the cost 

of direct labour, direct expenses and factory overheads.  

• Normal cost is the cost which is normally incurred at a given level of output in the conditions in which that 

level of output is achieved. 

 • Total cost is the sum total of all costs associated with the product or service, unit or centre.  

 

 

 

 

 

 

 

 

                                              

 

 

 

 

 

 



 Format of Cost Sheet 

 

 

 

 

 



 

 

 

 

Illustration 1: 
 Ashwani Industries is into assembling of chairs and has certain expenditures that are 

mentioned below. You are required to determine the prime cost. 

 

Particulars Amount (Rs.) 
Cost of chair frames 1,20,000 

Cost of cushions 75,000 
Cost of nuts and bolts 20,000 

Wages paid for the assembling of chairs 30,000 

 

Solution: 
Cost of all Direct Material = Cost of chair frames + Cost of cushions + Cost ofnuts and bolts 

= 1,20,000 + 75,000 + 20,000 
= Rs. 2,15,000 

Cost of Direct Labour = Wages paid for the assembling of chairs 

= Rs. 30,000 
Prime Cost = Direct Material + Direct Labour 

= 2,15,000 + 30,000 

= Rs. 2,45,000 

 

 

Illustration 2:  
Following are the cost details of Vimhans Industries. You are required to calculate the 

factory cost. 

Particulars Amount (Rs.) 
Direct material 2,30,000 

Labour cost for manufacturing products 1,25,000 
Direct expenses 65,000 

Rent for factory 1,00,000 

General consumables 40,000 
Salary of factory manager 32,000 

Solution: 
Prime Cost = Direct material + Labour cost for manufacturing products + Direct expenses 
= 2,30,000 + 1,25,000 + 65,000 

= Rs. 4,20,000 

Factory Overheads = Rent for factory + General consumables + Salary of factory manager 
= 1,00,000 + 40,000 + 32,000 

= 1,72,000 Rs. 

Factory Cost = Prime Cost + Factory Overheads 

= 4,20,000 + 1,72,000 
= Rs. 5,92,000 

 

 

 

 

 

 



 

 

Illustration 3:  
Calculate the office cost from the following cost data: 

Particulars Amount (Rs.) 
Direct material 12,000 

Direct labour 5,000 
Direct expenses 2,000 

Power and fuel 3,500 

Office stationery 1,100 
Office telephone charges 200 

Solution: 
Prime Cost = Direct material + Direct labour + Direct expenses 
= 12,000 + 5,000 + 2,000 

= Rs. 19,000 

Factory Cost = Prime Cost + Power and fuel 
= 19,000 + 3,500 

= Rs. 22,500 

Office Cost = Factory Cost + Office stationery + Office telephone charges 

= 22,500 + 1,100 + 200 
= Rs. 23,800 

 

Value of raw material consumed = Opening stock of raw material + Purchase of raw material –  
                                                       Closing stock of raw material 

= 55,000 + 80,000 – 15,000 

= Rs. 1,20,000 

 

Illustration 4:  
Show the treatment of Work-in-Progress in the cost sheet from the available given 

information: 

Particulars Amount (Rs.) 
Prime cost 23,50,000 

Factory overheads 8,53,000 

Opening WIP 2,10,000 
Closing WIP 1,60,000 

Solution: 
Gross Work Cost = Prime cost + Factory overheads 

= 23,50,000 + 8,53,000 

= Rs. 32,03,000 

Work or Factory Cost = Gross Work Cost + Opening WIP – Closing WIP 
= 32,03,000 + 2,10,000 – 1,60,000 

= Rs. 32,53,000 

 
 
 
 
 
 
 
 
 



Illustration 5: 
The accounts of Basudev Manufactures Ltd. for the year ended 31st December 1988 show the following: 

 

 
Find out: 

(a) Material Consumed 

(b) Prime Cost 
(c) Works Cost 

(d) Cost of Production 

(e) Total Cost and 
(f) Sales. 

Solution: 
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Illustration 6: 
Prepare a Cost Sheet for the year ended 31.3.86 from the following figures extracted from the books of 

Best Engineering Co. 

Opening Stock: 

(i) Raw Material 40,350, 

(ii) Work-in-Progress 15,000 and 

(iii) Finished Stock 35,590. 

Cost incurred during the period: 

Materials purchased 2,50,000, Wages paid 2,00,000, Carriage inward 2,000, Consumable Stores 10,000, 

Wages of Storekeeper 7,000, Depreciation of Plant & Machinery 10,000, Materials destroyed by Fire 5,000, 

Repairs & Renewals 5,010, Office Manager’s Salary 10,000, Salary to Office Staff 20,500, Printing & Stationary 

10,000, Power 10,500, Lighting for Office Building 2,000, Carriage outward 3,000, Freight 5,000, Entertainment 

2,500, Warehousing charges 1,500, Legal charges 2,000, Expenses for participating in Industrial exhibition-6,000. 

Closing Stock: 

(i) Raw material 35,000, 

(ii) Work-in-Progress 14,500, and 

(iii) Finished Stock 40,030. Profit 25% on cost. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Solution: 

 
Best Engineering Co. 

Cost Sheet: 
for the year ended 31.3.86 
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