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Chapter 1 

BASIC CONCEPTS   

 

1. Main objectives of introduction of a Cost Accounting System in a manufacturing 

organization : 

(i) Ascertainment  of cost  

 (ii) Determination of selling price  

 (iii) Cost control and cost reduction  

 (iv) Ascertainment of profit of each activity  

 (v) Assisting in managerial decision making 

 

2. Conversion cost: It is the cost incurred to convert raw materials into finished goods. It is the sum of 

direct wages, direct expenses and manufacturing overheads. 

3. Sunk cost: Historical costs or the costs incurred in the past are known as sunk cost. They play no role 

in the current decision making process and are termed as irrelevant costs. For example, in the case of a 

decision relating to the replacement of a machine, the written down value of the existing machine is a 

sunk cost, and therefore, not considered. 

4. Opportunity cost: It refers to the value of sacrifice made or benefit of opportunity foregone in 

accepting an alternative course of action. For example, a firm financing its expansion plan by 

withdrawing money from its bank deposits. In such a case the loss of interest on the bank deposit is the 

opportunity cost for carrying out the expansion plan. 

5. Cost Centre : It is the smallest area of responsibility or segment of activity for which costs are 

accumulated. It can be defined as a location; person or an item of equipment or a group of these for 

which costs are ascertained and used for the purpose of cost control. Cost centres are of two types viz.., 

personal and impersonal.  

 Personal cost centre: It is a cost centre which consists of a person or a group of persons.  

 Impersonal cost centre: It is a cost centre which consists of a location or an item of equipment or a 

group of these.  
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6. Essential of a good cost accounting system: 

 It should be tailor-made, practical, simple and capable of meeting the requirements of a 

business concern.  

 The data used by the system should be accurate, otherwise it may distort the output of system.  

 Cost of installing & operating the system should justify the results.  

 Cost accounting system should have the support of top management of the concern.  

 The system should have the necessary support from all the user’s departments.  

 

7. Pre-production Costs:  These costs forms the part of development cost, incurred in making a trial 

production run, preliminary to formal production. These costs are incurred when a new factory is in the 

process of establishment or a new project is undertaken or a new product line or product is taken up, 

but there is no established or formal production to which such costs may be charged. These costs are 

normally treated as deferred revenue expenditure (except the portion which has been capitalised) and 

charged to the costs of future production.  

8. Factors which are to be considered before installing a system of cost accounting in a 

manufacturing organization: 

(i) The objectives of installing a system of cost accounting should be defined, that is whether the system 

is meant for control of cost or for price fixation  

 (ii) The organization of the company should be studied to understand the authority and responsibilities 

of the managers.  

 (iii) The technical aspects and flow process should be taken into consideration.  

 (iv) The products to be manufactured should be studied.  

 (v) The marketing set up to be looked into for devising suitable control reports.  

 (vi) The possibility of integrating cost accounting system with financial accounting system should be 

examined.  

 (vii) The procedure for collection and verification of reliability of the information should be studied.  

(viii) The degree of details of information required at each level of management should be examined. 

 

 

9.  Difficulties you will expect while installing a costing system in a manufacturing company: 

(i) Lack of top management support: 
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 (ii) Resistance from cost accounting departmental staff 

 (iii) Non cooperation from user departments 

 (iv) Shortage of trained staff 

 

10. Distinguish between controllable & uncontrollable costs?  

Controllable costs are the costs which can be influenced by the action of a specified member of the 

undertaking. Controllable costs incurred in a particular responsibility centre can be influenced by the 

action of the executive heading that responsibility centre.  

 Uncontrollable costs are the costs which cannot be influenced by the action of a specified member of 

an undertaking.  

11. Explicit costs and implicit costs?  

Explicit costs:  These costs are also known as out of pocket costs. They refer to those costs which 

involves immediate payment of cash. Salaries, wages, postage and telegram, interest on loan etc. are 

some examples of explicit costs because they involve immediate cash payment. These payments are 

recorded in the books of account and can be easily measured.  

 Main points of difference:  The following are the main points of difference between explicit and implicit 

costs.  

 (i) Implicit costs do not involve any immediate cash payment. As such they are also known as imputed 

costs or economic costs.  

 (ii) Implicit costs are not recorded in the books of account but yet, they are important for certain types 

of managerial decisions such as equipment replacement and relative profitability of two alternative 

courses of action.  

12. Period and Discretionary costs : 

 There are the costs, which are not assigned to the products but are charged as expenses against the 

revenue of the period in which they are incurred. All non-manufacturing costs such as general and 

administrative expenses, selling and distribution expenses are period costs. Such costs are not tied to a 

clear cause and effect relationship between inputs and outputs. They arise from periodic decisions 

regarding the maximum outlay to be incurred. Examples are – advertising, public relations, training etc. 

 

13. Accounting treatment of spoilage and defectives in cost accounting: 

mailto:Cavikramdheerwas@yahoo.com


Cavikramdheerwas@yahoo.com 
+918955246124 

 Spoilage is the tem used for materials which are badly damaged in manufacturing operations, and it 

cannot rectified economically and hence taken out of the process to be disposed of in some manner 

without further processing.  

 Normal spoilage costs are included in costs either charging it to production order or by charging it to 

production overheads so that it is spread over all products. Any value realized from spoilage is credited 

to production order or production overhead account as the case may be.  

 Cost of abnormal spoilage is charged to costing P/L A/c.  

 Defectives: Signifies those units or portions of production which can be rectified and turned cut as good 

units by application of additional material, labour or other service. Defectives are charged to general 

overheads or department overheads depending upon their traceability. They are charged to good 

production, when second have a normal value and defective rectified into ‘second’ or ‘first’ are normal. 

14. Essential factors for installing a Cost Accounting system: 

(a) Objective : The objective of costing system, for example whether it is being introduced for fixing 

prices or for insisting a system of cost control.  

 (b) Type of Business: The areas of operation of business wherein the managements’ action will be most 

beneficial.   

(c) General organisation: The business, with a view of finding out the manner in which the system of 

cost control could be introduced without altering or extending the organisation appreciably.  

 (d) The Technical Details: Technical aspects of the concern and the attitude and behaviour that will be 

successful in winning sympathetic assistance or support of the supervisory staff and workmen.  

 (e) Change in operations: The manner in which different variable expenses would be affected with 

expansion or cessation of different operations  

 (f) Method of maintenance of cost records: The manner in which Cost and Financial accounts could be 

inter-locked into a single integral accounting system and in which results of separate sets of accounts, 

cost and financial, could be reconciled by means of control accounts.  

 (g) Information: The maximum amount of information that would be sufficient and how the same 

should be secured without too much clerical labour, especially the possibility of collection of data on a 

separate printed form designed for each process; also the possibility of instruction as regards filling up 

of the forms in writing to ensure that these would be faithfully carried out.  

 (h) Accuracy : How the accuracy of the data col ected can be verified? Who should be made responsible 

for making such verification in regard to each operation and the form of certificate that he should give 

to indicate the verification that he has carried out?  
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 (i) Informative and Simple: The manner in which the benefits of introducing Cost Accounting could be 

explained to various persons in the concern, especially those in charge of production department and 

awareness created for the necessity of promptitude, frequency and regularity in collection of costing 

data.  

(j) Support : Support of top management and employees are essential for installing a Cost Accounting 

System in any organisation.  

 

15. Define Imputed and Capitalized Cost? 

Imputed Cost: These costs are notional costs which do not involve any cash outlay. Interest on capital, 

the payment for which is not actually made, is an example of Imputed Cost. These costs are similar to 

opportunity costs.  

 Capitalized Cost: These are costs which are initially recorded as assets and subsequently treated as 

expenses 
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Chapter 2 

DIRECT MATERIAL 

 

Basic Formulas  

1. Maximum Level = Reorder Level + Reordering Quantity – Minimum Consumption during the period 

required to obtain delivery.  

       Or  

  RL + RQ – MnC  

  Or  

  Safety Stock + EOQ  

 

 2. Minimum Level = Reorder Level – (Normal usage per period × Average delivery time)  

 3. Average Stock Level = Minimum Level + ½ Reorder Quantity  

 4. Reorder Level = Maximum Reorder period × Maximum Usage  

  = Normal Usage × (Minimum Stock Period + Average Delivery Time)  

  = Safety Stock+ Lead Time Consumption  

 5. Danger Level = Minimum Consumption × Emergency Delivery Time  

6. EOQ  =  2 × Annual Consumption× Buying cos t per order / Cost of carrying one unit of inventory for 

one year 

7. Treatment of normal and abnormal loss of material arising during storage: 

The difference between the book balance and actual physical stock, which may either be gain or loss, 

should be transferred to Inventory Adjustment Account pending scrutiny to ascertain the reason for the 

difference.  
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 If on scrutiny, the difference arrived at is considered as normal, then such a difference should be 

transferred to overhead control account and if abnormal, it should be debited to costing profit and loss 

account.  

 In the case of normal losses, an alternative method may be used. Under this method the price of the 

material issued to production may be inflated so as to cover the normal loss.  

8. Distinguish between Bincards and Sores Ledger: 

(i) Bin card is maintained by the store keeper, while the stores ledger is maintained by the cost 

accounting department.  

 (ii) Bin card is the stores recording document whereas the stores ledger is an accounting record.  

(iii) Bin card contains information with regard to quantities i.e. their receipt, issue and balance while the 

stores ledger contains both quantitative and value information in respect of their receipts, issue and 

balance.  

 (iv) In the bin card entries are made at the time when transaction takes place. But in the stores ledger 

entries are made only after the transaction has taken place.  

 (v) Inter departmental transfer of materials appear only in stores ledger.  

 (vi) Bin cards record each transaction but stores ledger records the same information in a summarized 

form.  

 

9. Accounting treatment of defectives in cost accounts: 

Defectives refers to those units or portions of production, which do not meet the prescribed 

specifications. Such units can be reworked or re-conditioned by the use of additional material, labour 

and /or processing and brought to the point of either standard or sub-standard units.  

 The possible way of treating defectives in cost accounts are as below:  

1. When defectives are normal and it is not beneficial to identity them job-wise, then the following 

methods may be used.  

 (a) Charged to good products: The cost of rectification of normal defectives is charged to good units. 

This method is used when defectives rectified are normal.  

  (b) Charged to general overheads. If the department responsible for defectives cannot be identified, the 

rework costs are charged to general overheads.  

 (c) Charged to departmental overheads: If the department responsible for defectives can be correctly 

identified, the rectification costs should be charged to that department.  

mailto:Cavikramdheerwas@yahoo.com


Cavikramdheerwas@yahoo.com 
+918955246124 

 2. When normal defectives are easily identifiable with specific job the rework costs are debited to the 

identified job.  

 3. When defectives are abnormal and are due to causes within the control of the organisation, the 

rework cost should be charged to the Costing Profit and Loss Account.  

 

10. ABC analysis as a system of Inventory control: 

It exercises discriminating control over different items of stores classified on the basis of investment 

involved.  

 'A’ category of items consists of only a small %age i.e. approximately 10% of total items handled by 

stores but requires heavy investment, about 70% of inventory value, because of their high prices or 

heavy requirement or both.  

'B’ category of items are relatively less important. They may be approximately 20% of the total items of 

materials handled by stores. The %age of investment required is approximately 20% of total investment 

in inventories.  

 'C' category of items do not require much investment. It may be about 10% of total inventory value but 

they are nearly 70% of the total items handled by store.  

 EOQ, re-order level concepts are usually used in case of 'A' category items.  

 

11. Economic Batch Quantity: 

There are two types of costs involved in Batch Costing(i) set up costs(ii) carrying costs.  

If the batch size is increased, set up cost per unit will come down and the carrying cost will increase. If 

the batch size is reduced, set up cost per unit will increase and the carry cost will come down.  

 Economic Batch quantity will balance both these opponent costs.  

 Please give formula at the end of this answer. 
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Chapter 3 

DIRECT LABOUR 

 

Basic Formulas 

1. Time Rate System: 

 Earnings = Hours worked × Rate per hour  

2. Straight Piece Rate System: 

 Earnings = Number of units × Piece rate per unit  

3. Differential piece Rate System: 

 3.1 F.W. Taylor’s System  

 Efficiency           Payment  

 Less than 100%   83% of the normal piece rate or 80% of piece rate when below standard  

Either 100% or      125% of the normal piece rate or 120% of piece rate                                                      

more than 100%    when at or above standard 

3.2 Merrick Differential Piece Rate System  

 Efficiency             Payment  

 Up to 83%           Ordinary piece rate  

 83% to 100%      110% of ordinary piece rate (10% above the ordinary piece rate)  

Above 100%        120% or 130% of ordinary piece rate (20% to 30% of ordinary piece rate)  
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4. Combination of Time and Piece Rate:  

 4.1 Gantt Task and Bonus System  

 Output                                  Payment  

 Output below standard      Guaranteed time rate  

 Output at standard              120% of time rate  

 Output above standard       120% of piece rate  

4.2 Emerson Efficiency System  

 Efficiency                           Payment  

 Below 66-2/3%                  No bonus, only guaranteed time rate is paid.  

 66-2/3% to 100%               Worker is paid by hourly rate for the time he actually worked plus in increase    

in bonus according to degree of efficiency on the basis of step bonus rates. Bonus rate can be up to 20%.  

 Above 100%                       120% of time wage rate plus additional bonus of 1% for each 1% increase in 

efficiency.  

 

5. Premium Bonus Plan: 

5.1 Halsey Premium Plan  

Earnings = Hours worked × Rate per hour + (50/100× Time saved × Rate per hour) 

5.2 Halsey-Weir Premium Plan  

Earnings = Hours worked × Rate per hour + (30/100 × Time saved ×Rate per hour) 

5.3 Rowan System  

Earnings = Hours worked × Rate per hour + (Time Saved / Time allowed ×Hours worked ×Rate per hour) 

 

6. Labour Turnover Rate:  

6.1. Separation Method = Number of separation during the period/ Average number of workers during      

the same period × 100 

6.2. Replacement Method = Number of workers replace in a period/ Average number of workers during      

the same period × 100 
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6.3. Flux Method = No. of separation + No. of replacements / Average number of workers during the 

same period × 100 

7. Accounting treatment of Idle time and overtime wages:  

Normal idle time is treated as a part of the cost of production. Thus, in the case of direct workers, an 

allowance for normal idle time is built into the labour cost rates. In the case of indirect workers, normal 

idle time is spread over all the products or jobs through the process of absorption of factory overheads.  

Under Cost Accounting, the overtime premium is treated as follows:  

 If overtime is resorted to at the desire of the customer, then the overtime premium may be 

charged to the job directly.  

 If overtime is required to cope with general production programme or for meeting urgent 

orders, the overtime premium should be treated as overhead cost of particular department or 

cost center which works overtime.  

 Overtime worked on account of abnormal conditions should be charged to costing Profit & Loss 

Account.  

 If overtime is worked in a department due to the fault of another department the overtime 

premium should be charged to the latter department.  

 

8. Circumstances in which time rate system of wage payment can be preferred:  

 In the following circumstances the time rate system of wage payment is preferred in a factory.  

 1. Persons whose services cannot be directly or tangibly measured, e.g., general helpers, supervisory 

and clerical staff etc.  

 2. Workers engaged on highly skilled jobs or rendering skilled services, e.g., tool making, inspection and 

testing.  

 3. Where the pace of output is independent of the operator, e.g., automatic chemical plants.  

9. Distinguish between Job Evaluation and Merit Rating:  

  Job evaluation: It can be defined as the process of analysis and assessment of jobs to ascertain reliably 

their relative worth and to provide management with a reasonably sound basis for determining the 

basic internal wage and salary structure for the various job positions.  

 In other words, job evaluation provides a rationale for differential wages and salaries for different 

groups of employees and ensures that these differentials are consistent and equitable.  

 Merit rating: It is a systematic evaluation of the personality and performance of each employee by his 

supervisor or some other qualified person.  

mailto:Cavikramdheerwas@yahoo.com


Cavikramdheerwas@yahoo.com 
+918955246124 

The main points of distinction between job evaluation and merit rating are as follows:  

1. Job evaluation is the assessment of the relative worth of jobs within a company and merit rating is the 

assessment of the relative worth of the man behind a job. In other words, job evaluation rate the jobs 

while merit rating rate employees on these jobs.  

2. Job evaluation and its accomplishment are means to set up a rational wage and salary structure 

whereas merit rating provides scientific basis for determining fair wages for each worker based on his 

ability and performance.  

 3. Job evaluation simplifies wage administration by bringing a uniformity in wage rates. On the other 

hand, merit rating is used to determine fair rate of pay for different workers on the basis of their 

performance.  

10. Time and motions study:   

It is the study of time taken and motions (movements) performed by workers while performing their 

jobs at the place of their work. Time and motion study has played a significant role in controlling and 

reducing labour cost.   

Time Study is concerned with the determination of standard time required by a person of average ability 

to perform a job. Motion study, on the other hand, is concerned with determining the proper method of 

performing a job so that there are no wasteful movements, hiring the worker unnecessarily. However, 

both the studies are conducted simultaneously.  

 Since materials, tools, equipment and general arrangement of work, all have vital bearing on the 

method and time required for its completion. Therefore, their study would be incomplete and would not 

yield its full benefit without a proper consideration of these factors.  

 Time and motion study is important to management because of the following features:  

1. Improved methods, layout, and design of work ensures effective use of men, material and resources.  

2. Unnecessary and wasteful methods are pin-pointed with a view to either improving them or 

eliminating them altogether. This leads to reduction in the work content of an operation, economy in 

human efforts and reduction of fatigue.  

3. Highest possible level of efficiency is achieved in all respect.  

4. Provides information for setting labour standards - a step towards labour cost control and cost 

reduction.  

5. Useful for fixing wage rates and introducing effective incentive scheme.  
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Chapter 4 

NON - INTEGRATED ACCOUNTS 

 

1. Format of Reconciliation Statement 

 

 

 

RECONCILIATION STATEMENT 
(When Profit as per Cost Accounts is taken as a starting point) 

Particulars  

 
 À. Profit as per Cost Accounts …..  

B. Add. Items having the effect of higher profit in financial accounts:  

                 (a) Over-absorption of Factory Overhead/Office & Adm.  

                        Overheads / Selling & Distribution Overheads in   

                        Cost Accounts  

     (b) Over-valuation of Opening Stock of Raw Material /  

            work-in-progress / Finished goods in Cost Accounts  

     (c) Under-valuation of Closing Stock of Raw Material /  

                       Work-in-progress / Finished Goods in Cost Accounts  

      (d) Incomes excluded from Cost Accounts : (e.g.)  

                         Interest & Dividend on Investments  

            Rent received  

 C. Less: Items having the effect of lower profit in financial accounts:  

  (a) Under-absorption of Factory Overhead/Office &  

       Adm. Overheads / Selling & Distribution Overheads  
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       in Cost Accounts  

 

  (b) Under-valuation of Opening Stock of Raw Material /  

                    work-in-progress / Finished goods in Cost Accounts  

  (c) Over-valuation of Closing Stock of Raw Material /  

        Work-in-progress / Finished Goods in Cost Accounts  

  (d) Expenses excluded from Cost Accounts : (e.g.)  

         Bad Debts written off  

                     Preliminary Expenses / Discount on Issue written off  

                     Legal Charges  

  

 D. Profit as per Financial Accounts (A + B – C)  

   

   

Note: In case of ‘Loss’, the amount shall appear as a minus item.  

Note: When profit as per cost account is calculated from profit as per financial accounts, then items 

which are added above will be deducted and vice-versa.  

 

2. Essential pre-requisites of integrated accounting system: 

1. The management’s decision about the extent of integration of the two sets of books. Some concerns 

find it useful to integrate upto the stage of primary cost or factory cost while other prefer full 

integration of the entire accounting records.  

 2. A suitable coding system must be made available so as to serve the accounting purposes of financial 

and cost accounts.  

 3. An agreed routine, with regard to the treatment of provision for accruals, prepaid expenses, other 

adjustment necessary for preparation of interim accounts.  

4. Perfect coordination should exist between the staff responsible for the financial and cost aspects of 

the accounts and an efficient processing of accounting documents should be ensured.  
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3. Main advantages of Integrated Accounting: 

 (i) Since there is one set of accounts, thus there is one figure of profit. Hence the question of 

reconciliation of costing profit and financial profit does not arise.  

 (ii) There is no duplication of recording of entries and efforts to maintain separate set of books.  

 (iii) Costing data are available from books of original entry and hence no delay is caused in obtaining 

information.  

 (iv) The operation of the system is facilitated with the use of mechanized accounting.  

 (v) Centralization of accounting function results in economy.  

4. Reasons for disagreement of profits as per cost and financial accounts:  

 1. Items appearing only in financial accounts: The following items of income and expenditure are 

normally included in financial accounts and not in cost accounts. Their inclusion in cost accounts might 

lead to unwise managerial decisions. These items are:  

(i) Income:  

  (a) Profit on sale of assets  

  (b) Interest received  

  (c) Dividend received  

  (d) Rent receivable  

  (e) Share Transfer fees  

 (ii) Expenditure  

  (a) Loss on sale of assets  

  (b) Uninsured destruction of assets  

  (c) Loss due to scrapping of plan and machinery  

  (d) Preliminary expenses written off  

  (e) Goodwill written off  

  (f) Underwriting commission and debenture discount written off  

  (g) Interest on mortgage and loans  

  (h) Fines and penalties  
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  (iii) Appropriation  

  (a) Dividends  

  (b) Reserves  

  (c) Dividend equalization fund, Sinking, fund etc.  

 2. Items appearing only in cost accounts: There are some items which are included in cost accounts but 

not in financial account.  

  These are:  

  (a) Notional interest on capital;  

  (b) Notional rent on premises owned.  

 3. Under or over-absorption of overhead: In cost accounts overheads are charged to production at pre-

determined rates where in financial accounts actual amount of overhead is charged, the difference gives 

rise under-or over-absorption; causing a difference in profits.  

 4. Different bases of stock valuation:  In financial books, stocks are valued at cost or market price, 

whichever is lower. In cost books, however, stock of materials may be valued on FIFO or LIFO basis and 

work-in-progress may be valued at prime cost or works cost. Differences in store valuation may thus 

cause a difference between the two profits.  

 5. Depreciation: The amount of depreciation charge may be different in the two sets of books either 

because of the different methods of calculating depreciation or the rates adopted. In company accounts, 

for instance, the straight line method may be adopted whereas in financial accounts It may be the 

diminishing balance method.  
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Chapter 5 

JOB AND BATCH COSTING 

 

1. Job Costing:  

 It is a method of costing which is used when the work is undertaken as per the customer’s special 

requirement. When an inquiry is received from the customer, costs expected to be incurred on the job 

are estimated and on the basis of this estimate, a price is quoted to the customer. Actual cost of 

materials, labour and overheads are accumulated and on the completion of job, these actual costs are 

compared with the quoted price and thus the profit or loss on it is determined.  

Job costing is applicable in printing press, hardware, ship-building, heavy machinery, foundry, general 

engineering works, machine tools, interior decoration, repairs and other similar work.  

 

2. Batch Costing:  

It is a variant of job costing. Under batch costing, a lot of similar units which comprises the batch may be 

used as a unit for ascertaining cost. In the case of batch costing separate cost sheets are maintained for 

each batch of products by assigning a batch number.  

 Cost per unit in a batch is ascertained by dividing the total cost of a batch by the number of units 

produced in that batch.  

 

3. Define Product costs. Describe three different purposes for computing product costs.  

Product costs are inventoriable costs. These are the costs, which are assigned to the product.  

 Under marginal costing variable manufacturing costs and under absorption costing, total manufacturing 

costs constitute product costs.  

  Purposes for computing product costs:  

 The three different purposes for computing product costs are as follows:  

 

 

mailto:Cavikramdheerwas@yahoo.com


Cavikramdheerwas@yahoo.com 
+918955246124 

(i)  Preparation of financial statements:  Here focus is on inventoriable costs.  

 (ii) Product pricing:  It is an important purpose for which product costs are used. For this purpose, the 

cost of the areas along with the value chain should be included to make the product available to the 

customer.  

 (iii) Contracting with government agencies:  For this purpose government agencies may not allow the 

contractors to recover research and development and marketing costs under cost plus contracts.  
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Chapter 6 

CONTRACT COSTING 

 

Basic Formulas  

 
 1. When work on contract has not reasonably advanced, no profit is taken into account.  

 In practice, no profit is calculated when work certified is less than 1/4th but less than ½ of the contract 

price.  

 2. When work certified is more than 1/4th but less than ½ of the contract price, following formula is 

used to determine the figures of profit to be credited to profit and loss account:  

            1/3 × Notional profit × Cash received/ Work certified 

3. When work certified is more than ½ of the contract price, but it is still not in the final stage, following 

formula is used to determine the figure of profit to be credited to profit and loss account:  

             2/3 × Notional profit × Cash received/ Work certified 

4. When the contract is almost complete, an estimate total profit is determined by deducting aggregate 

of cost to date and estimated additional expenditure from contract price. A portion of this estimated 

total profit is credited to profit and loss account. The figure to be credited to profit and loss account is 

ascertained by adopting any of the following formulae:  

  4.1 Estimated total profit × Work certified / Contract price 

               4.2 Estimated total profit × Cash Received / Contract price 

  4.3 Estimated total profit × Cost of Work to date/Estimated total cost 

               4.4 Estimated total profit × Cost of Work to date/Estimated total cost × Cash Received /Work       

Certified 
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2. Cost -plus-contracts:  

 These contracts provide for the payment by the contractree of the actual cost of manufacture plus a 

stipulated profit, mutually decided between the two parties.  

 The main features of these contracts are as follows:  

 1. The practice of cost-plus contracts is adopted in the case of those contracts where the probable cost 

of the contracts cannot be ascertained in advance with a reasonable accuracy.  

 2. These contracts are preferred when the cost of material and labour is not steady and the contract 

completion may take number of years.  

3. The different costs to be included in the execution of the contract are mutually agreed, so that no 

dispute may arise in future in this respect. Under such type of contracts, contractee is allowed to check 

or scrutinize the concerned books, documents and accounts.  

 4. Such a contract offers a fair price to the contractee and also a reasonable profit to the contractor.  

 5. The contract price here is ascertained by adding a fixed and mutually pre-decided component of 

profit to the total cost of the work.  

 

3. Escalation Clause:  

This clause is usually provided in the contracts as a safeguard against any likely changes in the price or 

utilization of material and labour. If during the period of execution of a contract, the prices of materials 

or labour rise beyond a certain limit, the contract price will be increased by an agreed amount. Inclusion 

of such a term in a contract deed is known as an 'escalation clause'  

 An escalation clause usually relates to change in price of inputs, it may also be extended to increased 

consumption or utilization of quantities of materials, labour etc. In such a situation the contractor has to 

satisfy the contractee that the increased utilization is not due to his inefficiency.  

 

4. Notional profit in Contract costing:  

 It represents the difference between the value of work certified and cost of work certified.  

 Notional Profit = Value of work certified – (Cost of works to date – Cost of work not yet certified)  
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5. Retention Money in Contract Costing:  

 A contractor does not receive the full payment of the work certified by the surveyor.  

 Contractee retains some amount to be paid after some time, when it is ensured that there is no default 

in the work done by the contractor. If any deficiency or defect is noticed, it is to be rectified by the 

contractor before the release of the retention money. Thus, the retention money provides a safeguard 

against the default risk in the contracts.  

 

6. Advantages of cost plus contract:  

 (i) The contractor is assured of a fixed percentage of profit. There is no risk of incurring any loss on the 

contract.   

 (ii) It is useful specially when the work to be done is not definitely fixed at the time of making the 

estimate.  

 (iii) Contractee can ensure himself about the ‘cost of contract’ as he is empowered to examine the 

books and documents of the contractor to ascertain the veracity of the cost of contract.  

 

7. Industry Method of Costing  

 
  (a) Oil Refinery– Process costing  

  (b) Bicycle manufacturing– Multiple costing  

  (c) Interior decoration– Job costing  

  (d) Airlines– Operating costing  
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Chapter 7 

OPERATING COSTING 

 

1. Cost units:  

 Transport service −  Passenger km., quintal km., or tonne km.  

 Supply service −  Kw hr., Cubic metre, per kg., per litre.  

 Hospital − Patient per day, room per day or per bed, per operation  

 Canteen − Per item, per meal etc.  

 Cinema − Per ticket.  

 Composite units i.e. tonnes kms., quintal kms. etc. may be computed in two ways.  

 

2. Basic Formulas  

 1. Absolute (weighted average) tonnes-kms:  

 Absolute tonnes-kms., are the sum total of tonnes-kms., arrived at by multiplying various distances by 

respective load quantities carried.  

 2. Commercial (simple average) tonnes-kms :  

 Commercial tonnes-kms., are arrived at by multiplying total distance kms., by average load quantity.  

3. Operating Costing. How are composite units computed?  

  Operating Costing: It is method of ascertaining costs of providing or operating a service. This method of 

costing is applied by those undertakings which provide services rather than production of commodities. 

This method of costing is used by transport companies, gas and water works departments, electricity 

supply companies, canteens, hospitals, theatres, schools etc.  

 Composite units may be computed in two ways:  

 (a) Absolute (weighted average) tones kms, quintal kms etc.  

 (b) Commercial (simple average) tones kms, quintal kms etc.  
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 Absolute tonnes-kms are the sum total of tonnes kms arrived at by multiplying various distances by 

respective load quantities carried.  

 Commercial tonnes-kms, are arrived at by multiplying total distance kms, by average load quantity.  
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Chapter 8 

STANDARD COSTING 

 

1. Basic Formulas: 

 1. Material Variance  

 1.1 Material costs variance = (Standard quantity x Standard Price) – (Actual quantity x Actual price)  

 MCV = (SQ × SP) – (AQ × AP)  

 1.2 Material price variance = Actual quantity × (Standard price – Actual price)  

 MPV = AQ × (SP – AP)  

 1.3 Material usage variance = Standard price (Standard quantity – Actual quantity)  

MUV = SP × (SQ –AQ)  

  Check:  

 1.4 Material cost variance = Material usage variance + Material price variance  

MCV = MUV + MPV  

 Classification of Material Usage Variance  

   i) Material mix variance  

  ii) Material yield variance. (Or Material sub-usage variance)  

 1.5 Material mix variance = (Revised standard quantity – Actual quantity) × Standard price  

MMV = (RSQ – AQ) × SP  

 1.6 Material revised usage variance = (Standard quantity – Revised standard quantity) × Standard price 

 MRUV = (SQ – RSQ) × SP  

 1.7 Material yield variance = (Actual yield – Standard yield) × Standard output price  

MYV = (AY – SY) × SOP  
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 Check:  

 Material usage variance = Material mix variance + Material yield variance  

MUV = MMV + MYV  

  Or  

 1.8 Material usage variance = Material mix variance + Material revised usage variance  

MUV = MMV + MRUV  

 

2. Labour Variance  

 2.1 Labour Cost variance = (Std. hours for actual output x Std. rate per hour) – (Actual hours x  

                                       Actual rate per hour)  

 LCV = (SH x SR) – (AH x AR)  

 2.2 Labour rate variance = Actual time (Std. rate – Actual rate)  

LRV = AH x (SR – AR)  

 2.3 Labour efficiency (or time) variance = Std. rate (Std. hours for actual output – Actual hours)  

 LEV= SR x (SH – AH) 

  Check:  

 2.4 Labour cost variance = Labour efficiency variance + Labour rate variance  

LCV  = LEV + LRV  

  Classification of Labour Efficiency Variance  

   (i) Idle time variance  

  (ii) Labour mix variance  

  (iii) Labour yield variance (or Labour revised-efficiency variance)  

 2.5 Idle time variance = Idle hours x Standard rate  

  ITV  = IH x SR  
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 2.6 Labour mix variance = (Revised std. hours – Actual hours) x Standard rate  

LMV  = (RSH – AH) x SR  

 2.7 Labour revised efficiency variance = (Std. hours for actual output–Revised std. hours) x Standard 

rate  

 LREV = (SH – RSH) x SR  

 2.8 Labour yield variance = (Actual yield–Std. yield from actual input) x Std. labour cost per unit of 

output  

  LYV  = (AY – SY) x SLC  

  Check:  

 Labour efficiency variance = Idle time variance+Labour mix variance + Labour yield variance (or lobour 

revised efficiency variance)  

 LEV = ITV + LMV + LYV (or LREV)  

 

3. Ratio Analyses  

 4.1. Efficiency Ratio = Output expressed in terms of standard hours/Actual hours worked for producing 

that output × 100  

 4.2. Activity Ratio = Actual output in standard hours/ Budgeted output in Standard hours × 100  

  Activity Ratio = Capacity Ratio × Efficiency Ratio  

 4.3. Calendar Ratio = Actual number of working days in a period/Number of working days in related 

budget period × 100  

 4.4 Actual Capacity Usage Ratio = Actual hours worked/Maximum possible hours in a period × 100  

4.5. Actual Usage of Budgeted Capacity Ratio = Actual Working Hours / Budgeted hours × 100  

 4.6. Standard Capacity Usage Ratio = Budgeted hours/ Maximum possible No of working hours in 

budget period × 100  
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Chapter 9 

MARGINAL COSTING 

 

Basic Concepts  

 1. Absorption Costing: A method of costing by which all direct cost and applicable overheads are 

charged to products or cost centers for finding out the total cost of production. Absorbed cost includes 

production cost as well as administrative and other cost. 

2. Break Even Point: This is the level of activity there is neither a profit nor a loss. 

3. Differential Costing: It is a technique used in the preparation of adhoc information in which only cost 

and income differences in between alternative courses of action are taken into consideration.  

4. Marginal contribution: This is the difference between selling price and variable cost of production. 

5. Marginal Cost: This is the variable cost of one unit of product or a service.  

 6.Marginal Costing: It is a principle whereby variable cost are charged to cost units and fixed cost 

attributable to the relevant period is written off in full against contribution for that period. 

7. Margin of Safety: This is the difference between the expected level of sales and the break even sales . 

 

Basic Formulas  

 1. *S – V = F + P By multiplying and dividing L.H.S. by S  

 2. S(S − V)/S = F + P   

 3. S × P/V Ratio = F + P or Contribution     

 4. **BES × P/V Ratio = Fixed Cost (At BEP Profit is Zero)  

 5.  BES = Fixed Cost ÷ P/v Ratio 

 6. P/V Ratio = Fixed Cost/ BES 

 7. S × P/V Ratio = Contribution  

 8. P/V Ratio = Contribution / Sales 
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9.  (BES + MS) × P/V Ratio = contribution (Total sales = BES + MS)  

10. (BES × P/V Ratio) + (MS × P/V Ratio) = F + P  

 11. ***M.S. × P/V Ratio = P  

12. P/V Ratio = Change in Profit / Change in Sales 

13. P/V Ratio = Change in Contribution / Change in Sales 

 14. Profitability = Contribution / Key Factor 

 15. Margin of Safety = Total sales – BES.  

 16. BES = Total sales – MS  

17. Margin of safety ratio =  Total Sales – BES / Total Sales 

     

  * S = Sales, V= Variable Cost, F= Fixed Cost, P= Profit  

 ** BES = Break Even Sales, P/V Ratio = Profit Volume Ratio  

 ***M.S = Margin of Safety  
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Cash break-even chart: 

In cash break-even chart, only cash fixed costs are considered. Non-cash items like depreciation etc. are 

excluded from the fixed cost for computation of break-even point. It depicts the level of output or sales 

at which the sales revenue will equal to total cash outflow. It is computed as under: 

 

Cash BEP ( in Units ) = Cash Fixed Cost / Cost Per Unit 
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Chapter 10 

BUDGETS AND BUDGETARY CONTROL 

 

1. Flexible Budget:  

A flexible budget is defined as “a budget which, by recognizing the difference between fixed, semi-

variable and variable cost is designed to change in relation to the level of activity attained”. A fixed 

budget, on the other hand is a budget which is designed to remain unchanged irrespective of the level of 

activity actually attained. In a fixed budgetary control, budgets are prepared for one level of activity 

whereas in a flexibility budgetary control system, a series of budgets are prepared one for the each of a 

number of alternative production levels or volumes. Flexible budgets represent the amount of expense 

that is reasonably necessary to achieve each level of output specified. In other words, the allowances 

given under flexibility budgetary control system serve as standards of what costs should be at each level 

of output. 

 

2. Components of budgetary control system:  

 The policy of a business for a defined period is represented by the master budget the details of which 

are given in a number of individual budgets called functional budgets. The functional budgets are 

broadly grouped under the following heads:  

 (a) Physical Budgets – Sales Qty, Product Qty., Inventory, Manpower budget.  

 (b) Cost Budgets – Manufacturing Cost, Administration Cost, sales & distribution cost, R & D Cost.  

 (c) Profit Budget 

 

3. Functional budgets prepared by a business:   

• Sales Budget  

 • Production Budget  

 • Plant Utilisation Budget  

 • Direct Material Usage Budget  

 • Direct Material Purchase Budget  
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 • Direct Labour (Personnel) Budget  

 • Factory Overhead Budget  

 • Production Cost Budget  

 

4. Essentials of budget:  

 • It is prepared in advance and is based on a future plan of actions  

 • It relates to a future period and is based on objectives to be attained.  

 • It is a statement expressed in monetary and/or physical units prepared for the 

 

 

 

 

 

 

Wish you All the best Friends!!!! 
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