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BASIC COST 
CONCEPTS 

 
 

What is Costing, Cost Accounting and Cost Accountancy? 

 

1. Costing :– CIMA, England defines costing as “the techniques & processes of ascertaining cost.” 

2. Cost Accounting :– CIMA defines cost accounting as “the process of accounting for cost from the point at which 
expenditure is incurred or committed to the establishment of its ultimate relationship with cost centre & cost units. In its 
widest usage, it embraces the preparation of statistical data, the application of cost control method & the ascertainment of 
the profitability of activities carried out or planned.” 

Shilling Law has defined cost accounting as “the body of concepts, methods & procedures used to measure, analyses, or 
estimate costs, profitability & the performance of individual products, department & other segments of a company's 
operations, for either internal or external use or both, and to report on these questions to the interested parties. 

3. Cost Accountancy :– CIMA has defined cost Accountancy as “the application of costing & cost accounting Principles, 
methods & techniques to the science, art & practice of cost control & the ascertainment of profitability. It includes the 
presentation of information derived there from for the purpose of managerial decision-making.” 

 
 

What are the main objectives of Cost Accounting are as follows : 

 

The main objectives of Cost Accounting are as follows : 

1. Ascertainment of cost 

a. Post costing Method 

Post Costing means analysis of actual information as recorded in financial books. It is accurate and is useful in the 
case of “Cost plus Contracts” where price is to be determined finally on the basis of actual cost 

b. Continuous Costing Method 

Continuous costing aims at collecting information about cost as and when the activity takes place so that as soon as a 
job is completed the cost of completion would be known. This involves careful estimates being prepared of 
overheads. In order to be of any use, costing must be a continuous process. 

2. Determination of selling price 

Gererally the selling price of a product is influenced by market conditions which are beyond the control of any business. 
However, since selling prices cannot be fixed below the costs, it is necessary to rely upon data supplied by Cost 
Accountants. 

3. Cost control and Cost reduction 

Cost control means taking proper action by the persons responsible for carrying out the job, if there is any deviation from 
the goals or targets set by the company. To exercise such control, the following steps should be followed : 

 
 

1 
Question 1. 

Answer : 

Question 2. [CA Inter May 2001, CA PE-II Nov 2002] 

Answer : 

1 
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i. Determine the objective and the desired results. 

ii. Measure the actual performance 

iii. Investigate into the causes of failure to perform according to plan. 

iv. Implement corrective action. 

Cost Reduction, may be defined as the achievement of real and permanent reduction in the unit cost of goods manufactured 
or services rendered, without impairing their suitability for the use intended, or diminution in the quality of the product. It 
involves elimination of wasteful elements from the design of the product and from the techniques carried out in connection 
therewith. It does not include reduction in expenditure arising from reduction in taxation or similar Government action or 
the effect of price agreements. 

Cost control may be a temporary affair and at the cost of quality. Cost reduction implies the retention of the quality and the 
essential characteristics of the products through improved methods and techniques and thus a permanent reduction in unit 
cost is achieved. 

4. Ascertaining the profit of each activity 

The profit of any activity can be ascertained by matching cost with the revenue of that activity. 

5. Assisting management in decision making 

Decision making is the process of selecting a course of action out of two or more alternative courses. For making such a 
choice, it is necessary to make a comparison of the outcomes which may be arrived under different alternatives. To facilitate 
such comparison, information provided by cost accountants is important. 

 

 

A factor manufactures only one product in one quality and size. The owner of the factor states that he has a sound system of 
financial accounting which can provide him with unit cost information and as such he does not need a cost accounting system. 
State your arguments to convince him the need to introduce a cost accounting system. 

 

    Answer :  
 

The management of any business concern expects detailed cost information in respect of its operations, to equip their 
executives with relevant information required for planning, scheduling, controlling and decision making. They require 
information and reports to help them in : 

1. Control of material cost 

Cost of material constitutes a substantial portion of the total cost of a product. Control of material costs may be exercised 
by : 

a. Ensuring uninterrupted supply of material and spares for production. 

b. By avoiding excessive blocking up of funds in stocks of materials and stores. 

c. By the use of techniques like value analysis, economic order quantity etc. 

2. Control of labour cost 

It can be controlled if workers complete their work within the standard time limit. Reduction of labour turnover and idle 
time help in controlling labour cost. 

3. Control of overheads 

Overheads consist of indirect expenses which are incurred in the factory, office and sales department; they are part of 
production and sales cost. Such expenses may be controlled by keeping a strict check over them. 

Question 3. [CA Inter Nov 1996] 
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4. Measuring efficiency 

For measuring efficiency, Cost Accounting department should provide information about standards and actual performance 
of the concerned activity. 

5. Budgeting 

Detailed estimates in terms of quantities and amounts are drawn up before the start of each activity. This is done to ensure a 
course of action, and measure whether the actual performance corresponds with the estimated or budgeted performance. The 
preparation of the budge is the function of Costing Department. 

6. Price determination 

Cost accounts should provide information which enables the management to fix remunerative selling prices for various 
items of products and services in different circumstances. 

7. Curtailment of loss during the off season 

Cost Accounting can also provide information which may enable reduction of overhead, by utilizing idle capacity during the 
off season or by lengthening the season. 

8. Expansion 

Cost Accounts may provide estimates of production of various levels on the basis of which the management may be able to 
formulate its approach to expansion. 

9. Arriving at decisions 

Most of the decisions in a business undertaking involve correct statements of the likely effect on profits. Cost Accounts are 
of vital help in this respect. 

Advantages of a Cost Accounting System : 

1. It helps in identifying unprofitable activities, losses or inefficiencies in any form. 

2. The application of cost reduction techiques, operations research techniques and value analysis technique helps in achieving 
the objective in concern's operations. Continuous efforts are made for finding new and improved methods for reducing 
costs. 

3. It is useful for identifying the exact causes for fluctuations in the revenues of the business. It helps in identifying unprofitable 
products so that these may be eliminated or alternative measures may be taken. 

4. It provides information to the management which is useful in waking financial decisions like make or buy a product, accept 
or reject an offer etc. 

5. The use of Marginal Costing technique helps the executives in taking short term decisions. It is very useful during the period 
of trade depression, as the orders may have to be accepted during this period at a price less than the total cost. 

6. It helps in price fixation. The selling price determined may be useful for preparing estimates of filling tenders. 

7. Cost accounting techniques, like variance analysis, points out the deviations from the predetermined level and thus demands 
suitable action to eliminate such deviations in future. 

8. Cost comparison helps in control. Such a comparison may be made from period to period by employing uniform costing and 
inter-firm comparison methods. Comparison may be made in respect of costs of jobs, processes or cost centres. 

9. A system of costing provides figures for the use of Government, Wage Tribunals and other bodies for dealing with a variety 
of problems like price fixation, price control, tariff protection, wage level fixation, etc. 

10. The cost of idle capacity can be easily worked out. 

11. The marginal cost has linear relationship with production volume and hence in formulating and solving 'Linear 
Programming Problems”, marginal cost is useful. 
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Outline the steps involved in installing a costing system in a manufacturing unit. What are the essentials of an effective 
costing system? 

 

    Answer :  
 

Essential Factors of Installing a Costing System : 

The benefits from any system must exceed the amount to be spent on it. This depends upon many factors including the nature 
of the business and the quality of the management. Before setting up a system of cost accounting the following factors, should 
be considered : 

1. The objective of installing a system of cost accounting should be defined, i.e. whether it is being introduced for fixing 
prices or for cost control. 

2. The system should be designed to highlight important factors to improve efficiency in significant areas of the company. 

3. The general organization i.e. set up of the business should be understood. 

4. The technical aspects of the concern like methods of production, extent of services rendered by the service departments 
etc should be studied. 

5. The products to be manufactured should be studied. 

6. Support of the supervisory staff and workmen should be gathered by studying their attitude and behaviour. 

7. The effect of expansion or cessation of different operations on variable costs should be taken into consideration. 

8. 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, should be designed and awareness for the necessity of promptitude, 
frequency and regularity in collection of costing data must be created. 

9. The possibility of integrating Cost Accounting with Financial Accounting should be examined. 

10. The maximum amount of information that would be sufficient and how the same should be secured without too much 
clerical labour should be studied. 

11. Ensure the accuracy of the data collected and the person responsible for making such verification. The procedure for the 
collection and verification of the reliability of the information so collected should be verified. 

12. The marketing set up is to be looked into for devising suitable control reports. 

Essential features of a good Cost Accounting System : 

1. Simple and easy to operate 

Cost Accounting System should be tailor-made, practical, simple and capable of meeting the requirements of a business 
concern. The system of costing should not sacrifice the utility by introducing meticulous and unnecessary details. 
Standardization of records and control systems is desired. 

2. Accurate data 

The data to be used by the Cost Accounting System should be accurate, otherwise it may distort the output. 

3. Participation of the management 

Necessary cooperation and participation of executives from all departments of the concern is essential. Management 
should have a faith in the Costing System and should also provide a helping hand for its development and success. 

4. Cost Effective 

The Cost of installing and operating the system should justify the results. 

Question 4. [CA Inter Nov 1993, CA Inter May 1996, CA Inter Nov 1999, CA PE-II May 2004] 
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5. Periodical Results 

The results should be prepared periodically so that actual cost can be compared with the estimated costs. This would also 
assist in comparing the results of one period with the results of any other period. The past records must act as a guide for 
the future. 

6. Prompt recording and supply of data 

The system should provide for prompt recording of the relevant figures in analytical form and arrangements should be 
made for prompt supply of such data to the concerned departments. This would assist hem in taking necessary remedial 
measures if any and also assist in decision making. 

7. Elastic in nature 

The system should be capable of adapting itself to altered circumstances. 

8. Easy reconciliation with financial accounts 

The entire system should be set up in such a manner that reconciliation with financial records becomes easy and simple. 

 

 

You have been asked to install a costing system in a manufacturing company. What practical difficulties will you expect and 
how will you propose to overcome the same? 

 

    Answer :  
 

In installation of an effective cost accounting system in any concern there are various technical and practical difficulties. 
Some of the practical difficulties and ways to overcome the same are listed below : 

1. Opposition from the existing staff 

Resistance to any change is a common phenomenon in any oganisation. Due to the installation of the costing system, 
existing accounting staff may feel that they would lose their importance and may resist the system. To overcome this 
problem, positive behavioral approaches like participative and confidence-building measures should be undertaken by 
the cost accountant. He should gain their confidence. 

2. Non co-operation at other levels of the organisation 

Lack of active participation of staff like foremen, supervisors, time-keepers, stores officials etc. These staff may not 
immediately provide basic activity data in various documents and reports. The Cost Accountant should educate the staff 
on the importance of the data to be provided from their department. They should be made to understand that providing 
data is not additional work but only part of their routine work. Attitudinal problems, if any, should be set right first. 

3. Heavy costs 

Like any other system, the Costing system also involves initial installation cost and regular operating cost. A new system 
calls for the use of new forms and documents, which leads to duplication of efforts and frustration among the employees. 
Some of these reports provide unnecessary and redundant data as well. Hence, the system should be implemented only 
when the incremental benefits exceed the costs thereof. Moreover, forms, procedures and documents should be designed 
to effectively capture the required information without much difficulty. Reports should provide timely, adequate and 
reliable information. 

4. Dearth of trained staff 

Handling the costing system is a professional job for which technical and trained staff is required. Their tasks include cost 
ascertainment, analysis and control etc. However, sufficient staff may not be available to operate the system effectively. 
The personnel department should recruit adequate staff possessing the requisite skills. Shortage of staff may be overcome 

Question 5. [CA Inter May 2002] 
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by devising and implementing a good overall personnel policy, good remuneration, healthy work environment, etc. 

5. Absence of top management support 

The top management may not fully support the system. They may view it as an interrupting element in their work. 
They may also say that they have an additional responsibility coming with it. It may be noted that once the top management 
show that they are not too keen on implementing the system, the junior level management will not view it seriously eimer. To 
overcome this problem, before installing the system, the top level management should be made aware of its benefits. Once 
their support and cooperation is obtained, many other problems will be automatically solved. 

 

    Question 6.  

Which reports are prepared by Cost Accounting department? 

 

    Answer :  
 

The following are the various Reports provided by Cost Accounting Department: 

(i) Cost sheet setting out the total cost, analysed into various elements, giving comparative figure of previous period and 
other plants under the same management. 

(ii) Consumption of material statements. 

(iii) Labour utilization statements, details about total number of hours paid for, standard hours for output, idle time and 
causes thereof. 

(iv) Overheads incurred compared with budgets. 

(v) Reconciliation of actual profit earned with estimated or budgeted profit. 

(vi) Total cost of abnormally spoiled work in the factory and abnormal loss and store. 

(vii) Total cost of inventory carried, number of monthly stocks would be sufficient. 

(viii) Labour turnover and cost of recruitment and training of new employee. 

(ix) Expenses incurred on R & D as compared to budgeted amount. 

 
 

    Question 7.  

What are the techniques/types of Costing? 
 

    Answer :  
 

The techniques of costing are :– 

1. Historical costing: It is the system of costing under which costs are determined after they have been incurred. 

2. Continuous Costing: Continuous costing aims at collecting information about cost as and when the activity takes place 
so that as soon as a job is completed the cost of completion would be known. This involves careful estimates being 
prepared of overheads. In order to be of any use, costing must be a continuous process. 

3. Standard costing: Under standard costing, standard costs are prepared and used & then compared with the actual costs to 
determine the extent of variance so that remedial action can be taken. 

4. Absorption costing: Under this costing method, all costs, fixed and variable are charged to products, jobs, process etc. 
are included in total costs. 
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5. Marginal/Variable Costing: Marginal costing method changes only variable costs to products or thus, the cost of 
product or jobs consists of only variable & no fixed costs. The fixed costs are written off against profit in the period in 
which they arise. 

6. Uniform costing: Truly speaking, uniform costing is not a technique of costing, but is an attempt by several undertakings 
and organization to use similar costing principles & /or practices. 

 

 

What are the methods of Costing? 

 

 

The various method of costing can be summarised as under :– 

1. Batch Costing: This costing is based on the concept of contract costing. This method is used to determine the cost of a 
group of identical or similar products. The batch costing of similar products is the unit and not single item within the 
batch. This method can be applied for the production of nuts & bolts, medicines & other items which are manufactured in 
distinct batches. 

2. Job costing: This method is used in those concerns where production is carried out as per specific orders & 
specifications. Each job is separate & distinct from other jobs and products. This method is popular in enterprises 
engaged in house building, ship-building, machinery production & repairs etc. 

3. Contract costing: This method of counting, based on the principle of job counting, is used by house builders & civil 
contractors. The contract becomes the cost unit for which relevant cost are accumulated. 

4. Single or unit costing: This method is used where a single item is produced and the final production is composed of 
homogenous units. The per unit cost is obtained by dividing the total cost by the total number of unit of units 
manufactured. 

5. Process costing: Under this method of costing, the cost of completing each stage of work is ascertained, like cost of 
making pulp & cost of making paper from pulp. This method is used in those industries where manufacturing is done 
continuously like chemicals, oil, gas paper etc. 

6. Multiple costing: This method is used in those industries where the nature of product is complex such as motor cars, 
aeroplanes etc. In such cases costs are accumulated for different component making the final product & then totaled to 
ascertain total cost of product. 

7. Operating costing: Ascertainment of cost of rendering or operating a service is called “service or operating costing”. It is 
used in case of concerns rendering services like transport, cinema, hotels etc. where there is no identifiable tangible cost 
limit. 

 

 

Write short notes on Conversion cost. 

 

 

Conversion Costs include costs incurred in converting the raw material into the finished product. It is the sum of direct wages, 
direct expenses and manufacturing overheads. 

Question 8. 

Answer : 

Question 9. [CA PE-II May 2003] 

Answer : 
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Explain the term 'Pre – production cost'. 

 

These costs form part of development cost, incurred in making a trial production, preliminary to formal or commercial 
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 a new product is taken up, but there is no established or formal production to which such costs may be 
charged. These costs are usually treated as deferred revenue expenditure (except the portion which has been capitalized) and 
charged to the costs of the future products. 

 
 

Explain 'Controllable costs' and 'Uncontrollable costs'. 

 
 

Controllable Costs : These costs are influenced by managerial action and are within their control. Controllability depends 
upon the level of management, the time period (short term or long term), location of the unit, etc. Controllable costs incurred in 
a particular responsibility centre can be influenced by the action of the executive heading that responsibility centre. 

Uncontrollable Costs : These costs are not influenced by managerial action and are not within their control. 

The distinction between controllable and uncontrollable costs is not very sharp and is sometimes left to individual judgement. 
Infact no cost is controllable, it is only in relation to a particular individual that we may specify a particular cost to be either 
controllable or uncontrollable. 

 

 

Discuss the classification based on variability. 

 

Classification on the basis of variability 

a. Fixed Costs 

These are also known as period costs or capacity costs and remain fixed irrespective of the volume of output for a 
given period of time. They remain constant in total amount at all levels of activity. It follows that fixed cost per unit 
decreases with increase in production and vice versa. E.g. – factory rent, insurance of machine, manager's salary, etc. 

b. Variable Costs 

These are also known as product costs or inventoriable costs and vary with change in activity level. It may be noted 
that, unlike fixed costs, variable cost per unit remains the same at all levels of activity. E.g. – power, direct raw 
material, direct wages, fuel, etc. 

c. Semi-variable Costs 

These are partly fixed and partly variable. These are also known as step costs or slab costs. E.g. – telephone expenses 
which involve a fixed rental plus variable charge according to calls, repairs and maintenance, electricity charges, etc. 

Question 10. [CA Inter Nov 2000] 

Answer : 

Question 11. [CA Inter May 1997, CA Inter May 2001, CA Inter Nov 2001, CA PE-II May 2003] 

Answer : 

Question 12. [CA PE-II Nov 2004] 

Answer : 
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Write short notes on 'Sunk cost'. 

 

Historical costs incurred in the past are known as sunk costs. They play no role in decision making in the current period and are 
not affected by change in volume of activity. 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. 

 

 

Write short notes on 'Opportunity cost'. 

 

It refers to the value of sacrifice made or benefit of opportunity foregone in accepting an alternative course of action. E.g. – 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. 

 
 

Explain the term “Explicit costs' and Implicit costs. 

 

Explicit Costs 

These costs involve immediate cash payment. Since these costs are actually incurred and are recorded in the books of 
accounts, they are easy to measure. E.g. – salaries, wages, advertisement etc. 

Implicit Costs 

These costs do not involve immediate cash outflow and are otherwise known as economic or notional or imputed costs. They 
are not recorded in the books of accounts and since they are not actually incurred, they cannot be easily estimated. E.g. – 
Interest on own capital, salary of proprietor, rent of own premises used or office purposes etc. 

 

 

Write short notes on 'Cost Centre'. 

 

Cost Centre is the smallest segment of activity or area for which costs are accumulated. It is defined as a location, person or an 
item of equipment for which cost may be ascertained and used for the purpose of Cost Control. 

In all organisation, there are to types of cost centres: 

a. Personal cost centre consists of a person or group of persons. 

b. Impersonal cost centre consists of a location or item of equipment (or group of these). 

Question 13. [CA Inter Nov 2000, CA PE-II May 2003, CA PE-II May 2005] 

Answer : 

Question 14 . [CA PE-II May 2003] 

Answer : 

Question 15 . [CA Inter May 2001, CA PE II May 2005] 

Answer : 

Question 16 . [CA Inter May 1995, CA Inter May 1997] 

Answer : 



BASIC COST CONCEPTS 

2 

 

 

 
 

In a manufacturing concern the two types of cost centre are : 

a. Production Cost Centre : It is a cost centre where raw material is handled for conversion into finished product. Here 
both direct and indirect expenses are incurred. Machine shops, welding shops and assembly shops are examples of 
production cost centres. 

b. Service Cost Centre : It is a cost centre which serves as an ancillary unit to a production cost centre. Power house, gas 
production shop, material service centres, plant maintenance centres are examples of service cost centres. 

On the basis of activity, cost centres can be classified in the following manner. 

a. Operation Cost Centre : It is a cost centre where all machines are performing the same activity or operation, irrespective 
of their location. This helps in ascertaining the costs related to a particular operation. 

b. Process Cost Centre : It is a cost centre where costs are ascertained for a continuous series of operations being carried out 
at the same place. 

 

 

Explain the terms 'Cost object' with three examples. 

 

'Cost object' is defined by Charles T. Horngren as any activity for which a separate measurement of cost is desired. It may be an 
activity, or operation in which resources like material, labour etc are consumed. Examples of cost object include a project, 
customer, product, service, activity, brand, department, program etc. The same cost may pertain to more than one cost object. 

E.g. – Labour cost may be attributable to a product as well as to a production department. 
 

 

Write short notes on 'Chargeable expenses'. 

 

All expenses, other than direct materials and direct labour cost which are specifically and solely incurred on production, 
process, job or saleable service are treatment as chargeable or direct expenses. These are allocated or charged completely to 
cost centres or cost units. E.g. – Cost of making a special design, mould, pattern or drawing, royalty, rental of a machine or 
plant hired for a specific job, experimental cost incurred before undertaking a job etc. In cost accounting, these are treated as 
part of prime cost. 

 

 

Discuss the treatment in cost accounts of the cost of small tools of short effective life. 

 

Small tools are mechanical appliances used for various operations on a work place, especially in engineering industries. Such 
tools include drill bits, chisels, screw cutter, files etc. 

Their treatment in cost accounts are discussed below : 

Question 17. [CA Inter May 2000] 

Answer : 

Question 18. [CA Inter Nov 1994, CA PE-II Nov 2002] 

Answer : 

Question 19. [CA Inter May 2002] 

Answer : 
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1. Small tools purchased may be capitalized and depreciated over life, if their life is ascertainable. Revaluation method of 
depreciation may be used in respect of very small tools of short effective life. Depreciation of small tools may be charged 
to 

- Factory overheads 

- Overheads of the department using the small tool. 

2. Cost of small tools should be charged fully to the departments to which they have been issued, if their life is not 
ascertainable. 

 
 

Indicate whether the following statements are true or false. 

a. All costs are controllable. 

b. Conversion cost is equal to direct wages plus factory overhead. 

c. Variable cost per unit varies with increase or decrease in the volume of output. 

d. Depreciation is an out of pocket cost. 

e. An item of cost that is direct for one business may be indirect for another. 

f. Fixed cost per unit remains fixed. 
 

    Answer :  
 

a. False ; b. True ; c. False ; d. False ; e. True ; f. False 

 

 

 

1. Total fixed cost 

2. Total variable cost 

3. Unit Variable cost 

4. Unit fixed cost 

5. Standard cost 

6. Period cost 

7. Actual cost 

8. Labour and overhead 

9. Incremental cost 

10. Budgeted cost 

1. What cost should be 

2. Incurred cost 

3. Increases in proportion to output 

4. Cost of conversion 

5. What costs are expected to be 

6. Decreases with rise in output 

7. Remains constant in total 

8. Remains constant per unit 

9. Cost not assigned to products 

10. Added value of a new product 

 

    Answer :  
 

1-7 ; 2-3 ; 3-8 ; 4-6 ; 5-1 ; 6-9 ; 7-2 ; 8-4 ; 9-10 ; 10-5 

 
 

Specify the method of costing and cost units applicable to the following industries : 

a. Toy making 

Question 20. [CA Inter May 1993] 

Question 21. [CA Inter May 1993] 

Question 22. [CA Inter Nov 1998, CA Inter Nov 1999, CA Inter May 2002] 
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b. Cement 

c. Radio 

d. Bicycle 

e. Ship building 

f. Hospital 

g. City Bus transport 

h. Hotels providing lodging facilities 

 

    Answer :  

 

Method of Costing Unit of Cost 

a. Batch Per batch 

b. Unit Per tonne or per bag 

c. Multiple Per radio or per batch 

d. Multiple Per bicycle 

e. Contract Per ship 

f. Operating Per bed per day or per patient per day 

g. Operating Per passenger per km 

h. Operating Per room per day 

 
 

Give three examples of cost drivers of following business functions in the value chain : 

a. Research and development 

b. Design of products, services and processes 

c. Marketing 

d. Distribution 

e. Customer service 
 

    Answer :  
 

Meaning: A cost driver is any factor whose change cuases a change in the total cost of a related cost object. In other words, a 
change in the level of cost driver will cause a change in the level of the total costs of a related cost object. 

Cost drivers in the important business functions in the value chain. 

The cost driver for business functions viz., Research & Development; Design of products, services and processes; Marketing; 
Distribution and Customer service are as below: 

a. Number of research projects, Personnel hours on a project, Technical complexities of projects 

b. Number of products in design, Number of parts per product, Number of engineering hours 

c. Number of advertisement runs, Number of sales personnel, Sales revenue 

d. Number of items distributed, Number of customers, Weight of items distributed 

e. Number of service calls, Number of products serviced, Hours spent in servicing of products. 

Question 3. [CA Inter May 2000] 
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    Question 24.  

What is the difference between Financial Accounting and Cost Accounting? 

 

    Answer :  

The main differences between these two are as follows : 

 
S. 

No. 
Basis Financial Accounting Cost Accounting 

1. Purpose It tells general information like 
Profit & loss & financial position 
of the business to owners & 
outsiders. 

It provides information to 
management  for  proper  
planning, operation, control & 
decision making. 

2. Form of Accounts These accounts are kept in such a 
manner so an to meet the 
requirements of Companies Act & 
Income tax Act. 

These accounts are generally 
kept voluntarily to meet the 
management's requirement. 

3. Control It lays emphasis on the recording 
aspect without attaching any 
importance to control, 

It provides a detailed system of 
control for materials labour & 
O/H costs. 

4. Periodicity of 

Recording 

Usually at the end of the year. It is optional so as & when 
desired by the management. 

5. Reporting of costs The costs are reported in aggregate 
in financial accounts. 

The costs are broken down on a 
unit basis in cost accounts. 

6. Information Only monetary transaction are 
recorded. 

Both monetary & non- 
monetary transaction are 
recorded. 

7. Figures Financial accounts deals with 
mainly actual facts & figures. 

Cost accounts deal partly with 
facts & figures & partly with 
estimates. 

8. Stock Valuation Stocks are valued at cost or Market 
Price which ever is less, 

Stocks are valued at cost. 

 

 

Distinguish between 'Cost control' and 'Cost reduction'. 

 

    Answer :  

Differences between Cost Control and Cost Reduction 

Question 25. [CA Inter May 1994, Ca Inter Nov 2001, CA PE-II May 2003, 
CA PE-II May 2004, CA PE-II Nov 2004] 
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Cost Control Cost Reduction 

1. Cost control is operated through setting 
standards of targets and comparing actual 
performance therewith. 

 

 

 
 

2. Its objective is to identify deviations from 
standards or norms and taking corrective 
action in order to ensure that future 
performance conforms to standards or 
norms. 

 

3. Cost control lacks the dynamic approach 
which planned cost reduction demands. 

 
 

4. Budgetary control and standard costing are 
essential tools and techniques of cost 
control. 

 

 

 

 

5. Cost control is usually at the cost of quality 
 

6. Cost control may be a temporary affair. 

1. Cost reduction is a continuous process of 
critical cost examination, analysis and 
challenge of standards. Each aspect of the 
business viz. products, process, procedures, 
methods, organization, personnel, etc. is 
critically examined and reviewed. 

 

2. Its objective is to improve the efficiency and 
effectiveness and to reduce the costs. Even in 
an organization where efficient cost control is 
in operation, there is always room for cost 
reduction. 

 

3. In cost reduction plan, standards which are the 
basis of control are constantly challenged for 
improvement. 

 

4. There are several distinct tools and techniques 
of cost reduction such as value engineering 
works study, variety reduction quality 
measurement and research, operations 
research, market research, job evaluation, 
merit awards, incentives, improvement in 
design, mechanization automation, etc. 

 

5. Quality of the product is not lost or reduced. 
 

6. Cost Reduction brings about a permanent 
change in unit cost. 

 
 

Distinguish between 'Cost centre' and 'Profit centre'. 

 

    Answer :  
 

Cost Centre Profit Centre 

1. Cost centre is the smallest segment of activity 
or the are of responsibility for which costs are 
accumulated. 

1. 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. 

2. Cost centres are created for accounting 
convenience of costs and their control. 

2. Profit centres are created because of 
decentralization of operations. 

3. Cost centre does not have any target cost but 
efforts are made to minimize costs. 

3. Each profit centre has a profit target and 
enjoys authority to adopt such policies as 
are necessary to achieve its targets. 

Question 26. [CA Inter Nov 1992, CA Inter Nov 2002] 
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Distinguish between 'Cost allocation' and Cost absorption'. 

 

    Answer :  
 
 

Cost Allocation Cost Absorption 

1. It is the process of allocating costs to the 
various cost centres of an organization on the 
basis of actual occurrence. 

1. It is the process of absorbing all overhead 
costs allocated or apportioned to a cost 
centre by the units produced in that centre. 
E.g. - Overhead costs of a machine shop 
may be absorbed by using a rate per 
machine hour. 

2. It precedes cost absorption. 2. It can take place only after cost allocation. 

3. All costs are allocated to the cost centres. 3. Only overhead costs are absorbed. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Question 27. [CA Inter Nov 2001] 
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What are the objects of Inventory Management? 

 

The main objective of Inventory Management are operational and financial. The operational objectives mean that the 
materials and spares should be available in sufficient quantity so that work is not disrupted for want of inventory. The financial 
objective means that investments in inventories should not remain idle and minimum working capital should be locked in it. 
The following are the objectives of inventory management: 

(1) To ensure continuous supply of materials, spares and finished goods so that production should not suffer at any time and 
the customers demand should also be met. 

(2) To avoid both over-stocking and under-stocking of inventory. 

(3) To maintain investments in inventories at the optimum level as required by the operational and sales activities. 

(4) To keep material cost under control so that they contribute in reducing cost of production and overall costs. 

(5) To eliminate duplication in ordering or replenishing stocks. This is possible with the help of centralizing purchases. 

(6) To minimize losses through deterioration, pilferage, wastages and damages. 

(7) To design proper organization for inventory management. A clear cut accountability should be fixed at various levels of 
the organization. 

(8) To ensure perpetual inventory control so that materials shown in stock ledgers should be fixed actually lying in the stores. 

(9) To ensure right quality goods at reasonable prices. Suitable quality standards will ensure proper quality of stocks. The 
price – analysis, the cost-analysis and value-analysis will ensure payment of proper prices. 

(10) To facilitate furnishing of data for short-term and long-term planning and control of inventory. 

 

 

What are the requirements of Inventory Management System? 

 

 

The requirements of Inventory Management System are :– 

1. Co-ordination: Proper co-ordination of all departments involved viz. finance, purchasing, receiving inspection, storage, 
accounting & payment etc. 

2. Purchase Procedures: Determining purchase procedure to see that purchases are made, after making suitable enquiries 
and at the most favourable terms to the firm. 

3. Documentation: Use of standard forms for various procedures like placing the order, nothing receipt of goods, 
authorizing issue of materials etc. 

4. Budgeting: Preparation of budgets concerning materials suppliers & equipment to ensure economy in purchasing & use 
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Question 1. 

Answer : 

Question 2. [CA Inter May 2001, CA PE-II Nov 2002] 

Answer : 
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of materials. 

5. Internal Check: Operation of a system of internal check so that all transaction involving, materials, supplies & 
equipment purchases are properly approved & automatically checked. 

6. Storage Precautions: Storage of all materials & supplies in a well-designated location with proper safeguards. 

7. Stock Verification Procedures: Operation of a system of perpetual inventory together with continuous stock checking 
so that it is possible to determine at any time the amount & value of each kind o material in stock. 

8. Stores Issue Procedures: Operation of a system of stores control & issue so that there will be delivery of materials upon 
requisition to deptts. In the right amount & at any time they are needed. 

9. Accounting Procedures: Development of a system of controlling accounts & subsidiary records, which exhibit 
summary a detailed material costs at the stage of material receipt & consumption. 

10. Reporting & MIS Procedures: Regular reports of materials purchased, issue from stock, inventory balance, obsolete 
stock, goods returned to vendors & spoiled or defective units. 

2. Determination of selling price 

Gererally the selling price of a product is influenced by market conditions which are beyond the control of any business. 
However, since selling prices cannot be fixed below the costs, it is necessary to rely upon data supplied by Cost 
Accountants. 

3. Cost control and Cost reduction 

Cost control means taking proper action by the persons responsible for carrying out the job, if there is any deviation from 
the goals or targets set by the company. To exercise such control, the following steps should be followed : 

 

 

What is a purchase requisition? Give a specimen form of a purchase requisition? 

 

    Answer :  
 

A purchase requisition must be in a prescribed form and signed by the appropriate authority. Three copies should be made – 
original is sent to the purchase department, the duplicate is sent to the production control department and the triplicate is 
retained by the department requesting for the materials. 

The format of purchase requisition is given below – 
 

XYZ Ltd. 

PURCHASE REQUISITION 
SI. No. Date : 

Material 

code 
Description Size Quantity Job/Department 

Delivery Purchase Order 

Date Place No. Rate Supplier 

          

Authorized Signatory 

 

Write short notes on 'Bill of Material'. 

Question 3. [CA Inter Nov 1998] 

Question 4. [CA Inter May 1998] 
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    Answer :  

The stores department places the materials requisition when the stock of materials when the stock of materials reaches the 
ordering level specified in the bin card. Alternatively, material requisitions can be made on the basis of bill of materials 
prepared by the engineering of the planning or the production control department. 

In most of the manufacturing concerns, a list of materials required for a particular work or job order is prepared. It has code, 
description and quantity of materials and other stores item required. It helps in submission of tenders and quotations and acts 
as advance intimation to stores and purchase department about the requirements of materials. It reduces the burden of 
maintaining a number of material requisition slips. 

Generally four copies of it are prepared, one or each of the following departments – Stores department, Production 
department, Cost Accounts department, Production planning department. 

The format of bill of materials is given below : 
 

 

 
Job No. : 

Job Starting Date : 

Job Finishing Date : 

XYZ Ltd. 

BILL OF MATERIALS 

 

 
SI. No . : 

Date : 

 
SI. No. 

Material 

Code No. 

 
Description 

Size / 

Units 

 
Qty. 

Issue Particulars 

Date Qty. Rate 

Rs. 

Amount 

Rs. 

         

Production Planning Dept. Purchase Dept. Stores Dept. Costing Dept. Production Control Dept. 

 

Draw specimen draft of a 'Purchase Order'. 
 

    Answer :  

The purchase department prepares a purchases order and places the order with the supplier. The number of copies of 
purchase orders depends upon the type and nature of organization. Usually, three to five copies are prepared - one each is sent 
to the supplier, material receiving / inspection department, accounting department initiating purchase requisition and the 
purchase department. 

Aspecimen form of a purchase order is given below - 
 

XYZ Ltd. SI. No. : 

PURCHASE ORDER Date : 

To Purchase Order No. : 

Supplier Quotation : 

No. and Date : 
Please supply the following items on the terms and conditions mentioned below : 

SI. No. Description Material code Size Qty. 
Price 

Rs. 

Amount 

Rs. 

Delivery 

Date 

        

Terms of delivery : 
Terms of payment : 

Special conditions : 

For XYZ Ltd. 
Purchase Manager 

Question 5. [CA Inter May 1997] 
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Write shore notes on ABC Analysis. 

 

    Answer :  
 

This system is used to identify various items of inventory for the purpose of their control. It assumes that a firm should not 
exercise the same degree of control on all items of inventory. It should keep more vigorous control on costlier items, while 
items which are less expensive should be given less control. 

The various items of inventory are categorized into 3 classes – A, B and C. Category 'A' items involve largest investment. 
Hence control should be rigorous. Category 'C' items involve relatively small investment although the number of items is very 
large. Hence, this category requires least attention and control. Category 'B' items stand midway. They deserve lesser attention 
than 'A' but more than 'C'. The typical breakdown of inventory items is given below : 

 

Group Number of items (%) Inventory value (%) 

A 15 70 

B 30 20 

C 55 10 

 

Advantages : 

1. Saves time of the management since attention needs to be paid only on selected items. 

2. Routine work related with purchases can be delegated to subordinate staff. 

3. The system if coupled with EOQ minimizes cost of placing orders, receiving goods and maintaining stocks. 

4. The system ensures minimum investment in stocks without any danger of interruption in production. 

 

 

“To be able to calculate a basic EOQ certain assumptions are necessary”. List down these assumptions. 

 

    Answer :  
 

The major weaknesses of the EOQ model are associated with several of its assumptions, in spite of which the model tends to 
yield quite good results. Where its assumptions have been dramatically violated, the EOQ model can generally be easily 
modified to accommodate the situation. The model's assumptions are as follows: 

i. Constant or uniform demand 

Although the EOQ model assumes constant demand, demand may vary from day to day. If demand is stochastic-that is, 
not known in advance – the model must be modified through the inclusion of a safety stock. 

ii. Constant unit prices 

The EOQ formula derived is based on the assumption that the purchase price Rs. P per unit of material will remain 
unalitered irrespective of the order size. Quite often, bulk purchase discounts or quantity discounts are offered by 
suppliers to induce customers for buying in larger quantities. The inclusion of variable prices resulting from quantity 
discounts can be handled quite easily through a modification of the original EOQ model, redefining total costs and 
solving for the optimum order quantity. 

Question 6. [CA Inter Nov 1993, CA Inter May 1996, CA Inter May 2000, CA PE-II Nov 2004] 

Question 7. [CA Inter Nov 1995] 
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iii. Constant carrying costs 

Unit carrying costs may vary substantially as the size of the inventory rises, perhaps decreasing because of economies of 
scale or storage efficiency or increasing as storage space runs out and new warehouses have to be rented, This situation 
can be handled through a modification in the original model similar to the one used for variable unit price. 

iv. Constant ordering costs 

While this assumption is generally valid, its violation can be accommodated by modifying the original EOQ model in 
manner similar to the one used for variable unit price. 

v. Instantaneous delivery 

If delivery is not instantaneous, which is generally the case, the original EOQ model must be modified through the 
inclusion of a safety stock. 

vi. Independent orders 

If multiple orders result in cost savings by reducing paperwork and transportation cost, the original EOQ model must be 
further modified. While this modification is somewhat complicated, special EOQ models have been developed to deal 
with it. These assumptions have been pointed out to illustrate the limitations of the basic EOQ model and the ways in 
which it can easily be modified to compensate for them. Moreover, an understanding of the limitation and assumptions of 
the EOQ model will provide the Finance Manager with a strong base for making inventory decisions. 

 
 

Write short notes on : 

(i) Re-order level 

(ii) Maximum stock level 

(iii) Minimum stock level. 

(iv) Danger level 

(v) Average stock level 
 

    Answer :  
 

i. Re-order level 

It is that level of inventory when an order needs to be placed. This is also known as the re - order point and lies between 
the maximum and minimum levels. It is calculated using the following formulae : 

Minimum level + Consumption during the time required for delivery 

Or, 

Maximum lead / delivery time × Maximum usage / consumption 

Or, 

Safety stock + Lead time consumption 

ii. Maximum stock level 

It is that level of inventory beyond which the stock should not be allowed to rise. This ensures that excess capital is not 
blocked up unnecessarily. However incase of material which is imported, the maximum level should be set high because 
of the high delivery time. It is calculated using the following formula : 

Reorder Level + Reorder Quantity – Minimum Consumption in Minimum Lead Time 

Or, 

Safety Stock / Minimum Level + Economic Order Quantity 

Question 8. [CA PE II NOV 2003] 
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iii. Minimum Stock level 

It is that level of inventory below which the stock should not be allowed to fall. If the stock falls below this level, the 
chances of stock out are increased. Sometimes this is also referred to as the safety stock level or the buffer stock level. At 
this level, the material which is ordered at the re-order level is received. It is calculated using the following formula : 

Re-order Level – Average (or normal) Consumption during Average lead time 

The main considerations or information required for fixing this minimum inventory level are the average rate of 
consumption and the average delivery period. Information regarding the maximum and minimum level of each item is 
also required to compute the re-order level. 

iv. Danger Level 

It is the level beyond which materials should not fall in any case. If danger level arises then immediate steps should be 
taken to replenish the stocks even if more cost is incurred in arranging the materials. If materials are not arranged 
immediately there is a possibility of stoppage of work. Danger level is determined with the following concept: 

Danger Level = (Average Consumption × Emergency Re-order period) 

v. Average Stock Level 

The average stock level is calculated as such: 

Average Stock Level = (Maximum Stock Level + Minimum Stock Level) / 2 

Or (Minimum Stock Level + ½ of Re-order quantity) 

 
 

What is material handling cost? How will you deal it in cost accounts? 

 

It refers to the expenses incurred in receiving, storing, issuing and handling materials. To deal with this cost in cost accounts 
there are two prevalent approaches as under : 

The first approach suggests the inclusion of these costs as part of the cost of materials by establishing a separate material 
handling rate eg. At the rate of percentage of the cost of materials issued or by using a separate material handling rate which 
may be established on the basis of weight of materials issued. 

Under the second approach, these costs may be included along with those of manufacturing overhead and be charged over the 
products on the basis of direct labour or machine hours. 

 
 

What is Just Time (JIT) purchase? What are the advantages of such purchases? 

 

Having huge stock levels entails high inventory carrying cost. Hence, as a measure of cost reduction, companies try to create a 
close relationship with their suppliers so that stocks can be procured very quickly as and when required. As a result, the stock 
holding is minimized. To achieve this, the company should try and reduce the number of suppliers and select those who are 
comparatively closer to the factory. 

Advantages : 

a. It reduces clerical costs of recording stores issues. 

b. It results in huge savings in material handling and storage costs. 

Question 9. [CA Inter May 1999] 

Answer : 
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c. It reduces the changes of obsolescence and deterioration of materials. 

d. It minimizes the cost of stock verification. 

 

How is slow moving and non-moving item of stores detected and what steps are necessary to reduce such stocks? 

 

Slow-moving items are those which are consumed in probably two or more years. They must be carefully analyzed before 
placing any further orders. Possibility of any alternative use of these materials (e.g. – substitution of regularly used materials 
or re-use etc) should be examined. Dead stock items are those which are useless and alternative use for such material should be 
identified. If alternative use is not found, they should be discarded and not unnecessarily stocked. 

The Inventory turnover ratio provides a useful guidance for measuring inventory performance. High turnover ratio indicates 
that the material is fast moving and low turnover ratio indicates over-investment of working capital in inventories. This helps 
in identification of slow moving items and reduce amount of capital blocked up. High turnover is more desirable since it 
increases the profitability of a concern. It indicates, the movement of average stock holding in relation to its consumption 
during a particular period. It is calculated by using the following formula - 

Inventory turnover ratio = Cost of materials consumed during the period 

Cost of average stock held during the period 

It is important to recognize the slow and non-moving items to avoid blocking up of capital / funds of the company. Some 
indicators are – Low material turnover ratio; High material stockholding period; Stock levels are always above the re-order 
level or close to the maximum level etc. 

 

How is normal and abnormal loss of material arising during storage treated in Cost Accounts? 
 

Loss is that portion of raw materials which is lost during production and has no recoverable value. It may happen due to 
evaporation, chemical reaction, shrinkage, etc. Such loss or wastage can be visible (remnants of raw material) or invisible 
(disappearance through smoke). Waste may be normal or abnormal. 

Accounting of Wastes 

i. Normal wastage is inevitable in production and thus regarded as part of the production cost. The good units in the process 
absorb this normal waster of material and hence the cost of finished output per unit increases. 

ii. Abnormal wastage on the other hand, is an accidental loss and not part of routine production activity. The cost of 
abnormal loss is separated from the cost sheet and should not be absorbed by the finished output. Thus the cost of the 
good units remains unaffected by this abnormal loss. The loss is eventually transferred to the Costing Profit and Loss 
Account. 

 

Discuss the accounting treatment of the following in cost accounts: Scrap, Spoilage and defectives. 

 

A. Scrap: It is the residual material having some recoverable value. The recoverable value is usually low if it is not further 

Question 11. [CA Inter Nov 2001] 

Answer : 

Question 12. [CA Inter May 2001] 

Answer : 

Question 13. [CA Inter May 2000, CA PE II May 2003, CA PE II Nov 2003, CA PE II May 2005] 

Answer : 
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processed. 

Accounting of Scrap:- 

(1) Normal Scrap: 

(a) If the realizable value is negligible, it may be excluded from cost. Cost of scrap is bear by good output. 

(b) If any realizable value of scrap, it is treated as other income. 

(2) Abnormal Scrap: 

Aseparate scrap A/c is open & it is debited with full cost of materials & credited to job or process A/c. It there is any scrape 
sale then it is credited to this A/c. The balance of this scrape A/c (which will be wether profit or loss) should be transferred 
to costing profit & loss A/c. 

Control of Scrap: 

(1) Material specification should be made at the stage of product planning & development. 

(2) By selection of suitable material 

(3) By selecting right type of equipments 

(4) By selecting right type of labour with adequate experience & training. 

(5) Standard allowance for scrap should be fixed. 

(6) Actual scrap should be determined properly & reporting should be made to the management for proper & timely control. 

(7) Responsible department should be indicated. 

B. Spoilage : 

They are those materials which are badly damaged during manufacturing process. Since, they cannot be rectified 
economically, they to be separated from the process and disposed off without further processing. Spoilage may be normal (if 
within acceptable limits) or abnormal (if it exceeds the standard limits). 

Accounting of Spoilage 

1. Normal spoilage costs are included in the cost sheet as part of the specific production order or production overhead in 
general. 

2. Abnormal loss is charged to the Costing Profit and Loss Account. If the spoilage is due to strict specification of the client, 
its cost is absorbed by the production order while the disposal cost is charged to production overhead. 

Control of Spoilage 

1. Pre-determined standards should be fixed. 

2. Asystematic procedure of reporting should be established and immediate corrective actions should be taken. 

3. Responsibility should be delegated to all production department heads. 

C. Defectives 

These are also damaged materials. However, unlike spoilage, they can be economically reftified by application of additional 
materials, labour or other service. Defectives can arise due to sub-standard materials, bad supervision and planning, 
inadequate inspection, careless application etc. 

Accounting of Defectives 

1. Defective identifiable with a particular job should be charged to that job. 

Normal Defectives 
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2. These are charged to good products. 

3. The rectification costs are charged to general overheads, if no department can be identified for causing such defectives. 

4. If the department responsible for such defective is identifiable then rectification cost should be charged to that 
department only. 

Abnormal Defectives 

5. These should be charged to Costing Profit and Loss Account. 

Control of Defectives 

i. Standard allowance for defectives should be fixed and actual defective should be compared. 

ii. Periodical defectives report should be prepared by the departments responsible for the defectives. 

Note : The main difference between spoilage and defective is that spoilage cannot be rectified. However defectives can 
be rectified and reconditioned either into the original product or as seconds. 

 
 

 

Distinguish between: Bill of Material and Material Requisition Note. 

 

    Answer :  
 

Differences between Bill of Material and Material Requisition Note 
 

Bill of Material Material Requisition Note 

1. It is a list of materials required for a particular 
job or order. 

 
 

2. It serves as advance intimation to the stores 
department about the requirement of 
materials. 

 

3. It acts as an authorization for the issue of all 
materials mentioned in the bill of material. 

 

4. It is prepared by the engineering or planning 
or the production control department. 

1. It is a formal request for the supply of 
specified materials to the production 
department for a specific job or order. 

 

2. It is a request to the production department. 

 

 
 

3. It authorizes the issuing department to draw 
the requisitioned materials from the stores. 

 

4. It is signed by the foreman of the concerned 
department. 

 
 

 

Distinguish between Bin Card and Stores Ledger. 

 

    Answer :  
 

Difference between Bin Card and Stores Ledger 

Question 14. [CA Inter May 1992] 

Question 15. [CA Inter May 1994, CA Inter May 1999, CA Inter May 2000, CA Inter May 2002, 
CA PE-II May 2003, CA PE-II Nov 2004] 
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Bin Card Stores Ledger 

1. It is maintained by the store keeper 
 

2. Entries are first made in this record. 

 
 

3. It discloses the units of closing stock. 

 
 

4. It records only the physical movement of 
stock. 

 

5. The store keeper is held responsible for any 
discrepancy in stock. 

 
 

6. An entry is made for each and every 
transaction, i.e. transactions are recorded 
perpetually. 

 
 

7. It is kept at the place close to the materials. 

1. It is maintained by the Cost department. 

 

2. Entries are made after being recorded in the 
Bin Card. 

 

3. It discloses the units as well as the value of 
closing stock. 

 

4. It records the physical movement as well as 
the rates of relevant stock items. 

 

5. The cost accountant merely records the 
receipts and issues. He cannot be held 
responsible for any discrepancy. 

 

6. Entries may be made for a number of 
transactions in a particular period together, 
i.e. transactions may be recorded 
periodically 

 

7. It is kept in the cost department. It need not 
be at the same place where the materials are 
stored. 

 

Distinguish between: Perpetual Inventory Systems and Continuous Stock Taking. 

 

    Answer :  
 

Differences between Perpetual Inventory System and Continuous Stock Taking 
 

Perpetual Inventory System Continuous Stock Taking 

1. A continuous record of receipts and issues of 
materials is maintained by the stores 
department. 

 

2. It facilitates planning of production and 
ensures that production is not interrupted for 
want of materials and stores. 

 

3. It clearly shows the receipts, issues and 
balance of all items in stock at all times. 

 

4. It is supported by continuous stock checking. 

 
 

5. Its success depends upon the maintenance 
and writing of stores ledger and bin cards or 
stock control cards. 

1. A physical verification of stores items is 
conducted continuously around the year. 

 
 

2. It works as a moral check on staff and acts as 
a deterrent to dishonesty. 

 
 

3. It reveals any discrepancy, irregularities or 
shortages of stock. 

 

4. It is complementary to the perpetual 
inventory system. 

 

5. It ensures the veracity of the figures shown 
by the stores ledger and bin cards or stock 
control cards. 

Question 16. [CA Inter May 1992, CA Inter Nov 1996, CA Inter May 2001] 
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Distinguish between Re-order Level and Re-order Quantity. 

 

    Answer :  
 

Differences between Re-order Level and Re-order Quantity 

 

Re-order Level Re-order Quantity 

1. It is that level of inventory an order needs to 
be placed. 

 

2. This is also known as re-order point and lies 
between the maximum and minimum levels. 

 

3. The formula for calculating the re order level 
are : 

 

 

 
a. Minimum level + Consumption during the 

time required for delivery Or, 
 

b. Maximum lead / delivery time × Maximum 
usage / consumption Or, 

c. Safety stock + Lead time consumption 

1. It is that quantity of materials which should 
be ordered every time an order is placed. 

 

2. It is also known as Economic Order 
Quantity (EOQ). 

 

3. The formula for calculating the re order 
quantity is : 

EOQ = 2AB 
C 

 

 

 

 

 

 

 

 
 

Question 17. [CA PE II May 2003] 
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What do you understand by labour turnover? How is it measured? 

 

Labour turnover is the movement of workers in and out of the organization. It denotes a percentage change in the labour force 
during a specified period measured against a suitable Index. The standard or usual labour turnover in the industry or the labour 
turnover rate for a past period may be taken as the index or norm against which actual turnover rate is compared. 

A high turnover means that labour is not stable and there are frequent changes in the labour force. It indicates an unhealthy 
working atmosphere may be due to poor management policies, or poor supervision etc. on the other hand, low turnover can 
also be a danger signal in some extreme case. Generally organizations would prefer to kept the turnover on the lower side. 

The methods of calculating labour turnover are given below: 

1. Labour turnover according to Separation method 

= No. of employees left during a period × 100 

Average no. of employees during a period 

2. Labour turnover according to Replacement method 

= No. of employees replaced during a period × 100 

Average no. of employees during a period 

3. Labour turnover according to Flux method 

= No. of additions and separations during a period × 100 

Average no. of employees during a period 

Average of employees during a period 

= No. of employees at the beginning + No. of employees at the end 

2 

 

Discuss the two types of cost associated with labour turnover. 

 

Any change in labour usually involves a financial loss. The two types of costs which are associated with labour turnover are : 

a. Preventive Costs : 

These costs are incurred to deep the labour turnover low. It aims at keeping the workers satisfied enough as to not leave the 
factory. Higher the costs, lower is the labour turnover. 

These include - 

i. Cost of providing good working conditions. 

ii. Cost of providing medical, housing and recreational facilities to the workers. 

iii. Cost of providing better pay scale, bonus, perquisites and retirement facilities. 

iv. Cost of providing welfare facilities. 

3 
Question 1. [CA Inter Nov 1994, CA Inter May 1996, CA PE-II May 2003, CA PE-II Nov 2004] 
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v. Cost of maintaining a good relationship between the management and the worker. 

b. Replacement Costs : 

These costs are incurred due to labour turnover. If a worker is replaced, additional expenses will have to be incurred on the new 
workers. High labour turnover means high replacement cost. 

These include - 

i. Cost of recruiting and training new workers. 

ii. Loss of production due to interruption in the flow and inefficiency of new workers. 

iii. Wastage due to excess spoilage of materials and mishandling of machines by new workers. 

iv. Loss goodwill or disadvantageous labour contracts. 

v. Cost of accidents due to inexperience of the new workers. 

 

What is the impact of 'Labour Turnover' on a manufacturing organisation's working ? 
 

High labour turnover increases the cost of production in the following ways : 

i. Even and continuous flow of production is disturbed. 

ii. Efficiency of new workers is low; productivity of new but experienced workers is low in the beginning. 

iii. There is increased cost of training and induction. 

iv. New workers cause increased breakage of tools, wastage of materials, etc. 

v. New workers being inexperienced are more prone to accidents. 

 

What are the remedial steps to minimise Labour Turnover? 
 

The following remedial steps are useful in minimizing labour turnover. 

1. Exist Interview : An interview may be arranged with each outgoing employees, to ascertain the reasons of his leaving the 
organization. 

2. Job analysis and evaluation : Before recruiting workers, job analysis and evaluation may be carried out to ascertain the 
requirement of each job. 

3. Scientific system of recruitment, selection, placement and promotion: The organization should adopt the use of 
scientific system of recruitment, selection, placement and promotion of an employee within the organization. 

4. Enlightened attitude of management : The management should introduce the following steps for creating a healthy 
working atmosphere. 

(i) Service rules should be framed, discussed and approved among management and workers, before their 
implementation. 

(ii) Provide facilities for education and training of workers. 

(iii) Introduce a procedure for settling workers grievances. 

5. Use of committee: Issues like control over workers, handling their grievances etc. may be dealt by a committee, 
comprising of members from management and workers. 

Question 3. [CA Inter Nov 1998] 

Answer : 

Question 4. 
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Discuss the objectives of time keeping and time booking. 
 

Time Keeping : Time Keeping implies recording of total time spent by the workers in a factory. In other words, it involves 
calculation of attendance time. 

Its objectives are : 

1. To facilitate overhead distribution 

2. To prepare payroll 

3. To ascertain the idle time 

4. To calculate the overtime 

5. To ascertain and control labour cost 

6. To maintain discipline 

Time Booking : It is a system of recording time spent by worker on different jobs. The necessary data is maintained through 
the time (job) card. The job card may be prepared either worker-wise or job-wise. 

The objectives are : 

1. To ascertain the cost of labour of each job or order 

2. To ascertain the idle time 

3. To provide control over worker 

4. To provide a basis for apportionment of overhead 

5. To ascertain the time spent by a worker on a job 

 

What do you meant by time and motions study ? Why is it so important to management ? 
 

This technique of cost reduction helps in reducing the labour costs with the helps of determination of the standard time 
required and the actual time spent on the job. It lays down norms for efficiency and performance evaluation. Its main objective 
is to reduce labour cost by avoiding unnecessary wasterful movement of labour. 

Time and motion study involves the classification of labour movement into “necessary” and “wasteful”. This is done through 
observation of workers and recording of time taken by them to perform the work. The average time required for the job is 
calculated with the help of efficiency (or rating) factor. Astandard time is determined which includes a margin for idle time. 

 

What is overtime premium? Explain the treatment of overtime premium in cost accounting. Suggest steps for controlling 
overtime. 

 

Work done by a worker beyond his normal working hours is known as overtime. Payment made to the worker for working 
overtime is known as overtime premium. Normal working hours may be as specified in the Factories Act, 1948 or work 
agreement with the union, The overtime is paid at a higher rate than the normal rate - usually double - one for normal wages 

Question 5. [CA Inter May 1994] 

Answer : 

Question 6. [CA Inter May 1999] 

Answer : 

Question 7. [CA Inter Nov 1995, CA PE-II may 2003, CA PE-II Nov 2004] 
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during extra time and the other for additional wages for overtime. 

Treatment of Overtime : 

1. Overtime hours at normal rate are treated as labour cost and chared to production accordingly but premium paid during 
the overtime is recovered as production overhead through overhead recovery rate. 

2. If overtime is for a specific job to meet the deadlines or to carry out specific rush orders for which extra revenue is 
received, then the entire labour cost should be charged to that job. 

3. If overtime wages are paid due to carelessness or negligence of a worker of a particular department, then the entire 
overtime cost is charged to that department. 

4. If overtime premium is paid due to abnormal causes such as floods, earthquakes, etc., it should be charged to Costing 
Profit and Loss A/c. 

Steps for controlling Overtime : 

1. Maintenance of watch on the output during normal hours to ensure that overtime is not unnecessary. 

2. Preparation of statement concerning overtime work along with justifications. 

3. Obtaining prior sanction of the competent authority. 

4. Periodical reports on overtime wages should be sent to top management. 

5. An upper limit for doing overtime should be fixed for each category of worker. 

6. Careful production planning and scheduling. 

7. If overtime is consistently due to shortage of labour, then more workers should be recruited. 

8. If overtime is consistently due to limiting machine hours available, then more machines should be purchased. 

 
 

You have been asked to install a costing system in a manufacturing company. What practical difficulties will you expect and 
how will you propose to overcome the same? 

 

1. Overtime increases fatigue. As a result, it causes lower efficiency levels, lower productivity and higher production costs. 

2. It increases the rate of deprecation of plant and machinery. 

3. The workers will start having a “go-slow” attitude during normal hours, so that they are called upon for the overtime 
hours, which in turn would increase their earnings. 

4. Regular overtime working may interrupt the maintenance work of the plant and machinery. 

5. Continuous working may lead to health hazards to the workers. 

 
 

Explain the meaning of and the reason for “Idle time” and discuss its treatment in cost accounts. 
 

 

Idle time represents the time for which wages are paid but during which no output is obtained. In other words, idle time is the 
difference between the time for which the workers are paid and the time they actually spent in the production process. Idle 
time may be normal or abnormal. 

Question 8. [CA Inter Nov 2001] 

Answer : 

Question 9. [CA Inter May 1994, CA Inter May 2000, CA PE-II May 2003] 
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Normal Idle time 

It is inherent in every situation and cannot be eliminated or reduced. It occurs due to unavoidable causes. For example – 

a. Time lost between factory gate and place of work 

b. break or interval between one job and another 

c. Time for tool setting up of machine, etc. 

Wages paid for idle time are treated as production overhead and absorbed into the cost of the product. This is done by using an 
absorption rate. The cost of normal idle time is charged to cost of production by inflating the labour rate. 

Abnormal Idle time 

It may occur due to avoidable causes. For example 

a. Break down of machinery 

b. Non-availability of raw materials. 

c. Negligence on the part of supervisors strikes or lockouts etc. 

d. Power failures 

e. Floods, earthquakes etc. 

Abnormal idle time is not treated as part of cost excluded from cost accounts and it is straight away debited to Costing Profit 
and Loss Account. 

 
 

Distinguish between Casual Worker and Outworker. 
 

A casual worker is a worker who is appointed for a short duration, to carry on normal business activities, on temporary basis, 
and paid on daily or weekly basis. 

His name is not entered on the rolls of personnel. A casual – worker does not enjoy the facilities available to a regular worker. 
He is also known as daily wager or badli workers. 

An outworker is a worker who does not work in the factory, and works at home or at a site of factory. He is paid on the basis of 
output or jobs completed. He is supplied with raw materials and tools necessary for carrying out the job. 

 
 

State the circumstances in which time rate system of payment can be preferred in a factory. 
 

Time rate system is the oldest system of wage payment. It is also known as time work day wark, day wages and day rate 
system. This method is commonly used in industries where the services of the workers cannot be measured (e.g. supervisors, 
clerical staff etc.) and where workers are engaged on highly skilled jobs or services. 

Merits : 

i. Simple to operate and calculate wages. 

ii. Quality is maintained. 

Question 10. [CA Inter May 1997, CA Inter May 2002] 
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Demerits : 

i. No distinction between slow and efficient worker. 

ii. No monetary incentive to increase productivity. 

iii. Submission of quotations becomes difficult as cost is fluctuating. 

 
 

Distinguish between Direct and Indirect labour costs. 

 

    Answer :  
 

Differences between direct and indirect labour cost 
 

Direct Labour Costs Indirect Labour Costs 

1. It is the labour cost that is specifically 
incurred or can be readily identifiable with a 
specific job, work, product, contract or order. 

 

2. It is included in the prime cost. 

1. It is not directly associated with the product 
and they are not directly involved with the 
conversion process. 

 

2. It is treated as part of factor overhead and 
included in the cost of production. 

 

 
    Question 13. [CA Inter Nov 1994, CA Inter Nov 1996, CA Inter Nov 1999, CA Inter Nov 2001]  

 

Distinguish between Job Evaluation and Merit Rating. 
 

    Answer :  
 

Difference between Job evaluation and Merit Rating 

 

Job Evaluation Merit Rating 

1. It is a method of ranking jobs. 

2. It ascertains the relative worth of jobs. 

3. Useful in bringing uniformity in wage rates. 

1. It is method of ranking employees. 

2. It ascertains relative worth of employees. 

3. Useful in determination of fair wages on 

the basis of performance of the workers. 

 

 

 

 

 
 

Question 12. [CA Inter Nov 2001] 



 

 

 

OVERHEADS 
 
 
 

Distinguish between Allocation and Apportionment of overheads. 

 

    Answer :  
 

Differences between Allocation and apportionment of overheads 
 

Allocation of overheads Apportionment of overheads 

1. The process of assigning manufacturing 
costs to various cost centres is referred to as 
cost allocation. 

 

2. No base is used for assigning costs. 

1. This process of distributing common costs 
on a proportionate basis is known as cost 
apportionment 

 

2. Logical and appropriates base has to be 
used for cost apportionment. 

 
 

Write a note on 'classification', 'allocation' and 'absorption' of overheads. How does it help in controlling overheads ? 

 

    Answer :  

Though overheads are not directly related to any product, they should however be included in the total cost of the product for 
the purpose of the cost sheet. Generally production overheads constitute a major portion of the total overheads. Hence it is 
important to properly absorb these overheads over the cost of production. For this purpose, the following steps are taken : 

1. Estimation and collection of overheads. 

2. Allocation and apportionment of overheads 

3. Re-apportionment of overheads 

4. Absorption of overheads 

5. Treatment of under or over absorption 

For efficient accounting and control, overheads are classified on the basis of : (i) element; (ii) function; (iii) behaviour or 
nature; (iv) control. 

Classification on the basis of element : (i) indirect material; (ii) indirect labour; (iii) indirect expenses 

Classification on the basis of function : (i) Production overhead; (ii) Office and Administration overhead; (iii) Selling 
overhead; (iv) Distribution overhead; (v) Research and Development overhead. 

Classification on the basis of behaviour or nature : (i) Fixed Overhead; (ii) Variable Overhead; (iii) Semi-variable 
overhead. 

Classification on the basis of control : (i) Controllable costs; (ii) Uncontrollable costs. 

When a company produces more than one product, it is important that the factory overhead costs are allocated to various 
production departments or cost centres. This process of assigning manufacturing costs to various cost centres is referred to as 
cost allocation. Common costs, which are not separately identifiable, have to be assigned to the departments on some 
meaningful basis. This process of distributing common costs on a proportionate basis is known as cost apportionment. 
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Discuss the step method and reciprocal service method of secondary distribution of overheads. 
 

A. Step Method : 

This method recognizes the service rendered by one service department to another service department and these inter 
departmental services are not ignored. This method is more appropriate than the Direct method. 

The cost of that service department which renders service to the maximum number of other service departments is 
apportioned first, and then this process of re-distribution is repeated for other service departments rendering service to others 
in descending order. This is done till the costs of all the service departments have been apportioned to the production 
departments. 

B. Reciprocal Service Method : 

i. Repeated Distribution Method 

This is one of the methods of dealing with Reciprocal Services between the service department (inter-departmental 
services between the service departments). 

The costs of any service department (say SD1) are first distributed to the production and other service departments (say 
SD2) on agreed percentages (or in the proportion of service rendered to them). This nullifies the cost of SD1 and the cost 
of SD2 increases. Now, the total cost of SD2 is distributed in the same manner on agreed percentages. Hence, now the cost 
of SD2 becomes zero, but that of SD1 increases by its share of cost of SD2. This process is repeated till the figures of 
service departments are reduced to a very small and negligible value. 

ii. Algebraic or Simultaneous Equation Method : 

This method is also used incase of Reciprocal services between the service departments. Under this method of 
redistribution, the total cost of the service departments is calculated with the help of simultaneous equations. Then these 
total costs are distributed to the production and other service departments on the basis of the given percentages. 
Irrespective whether the company uses this method or the repeated redistribution method discussed above, the answer 
remain the same. 

iii. Trial and Error Method : 

This is another variant of Reciprocal Services method. The cost of one service department is apportioned to the other. The 
cost of the other service department (including its share from the first service department) is again apportioned to the first 
service department. This process is to be repeated, till the amount becomes negligible. 

 
 

Discuss in brief three main methods of allocating support departments costs to operating departments. Out of these three, 
which method is conceptually preferable ? 

 

 

A service department is a department, which provides service to production departments and / or other service departments. 
Since the output of such service departments is not sold to outside customers, their costs must be borne by the production 
departments who receive their services. This is known as secondary distribution. The re-apportionment of service department 
costs over the production departments is done in the Secondary Distribution Table. 

The following methods are used to apportion total costs of service departments to production departments : 

Question 3. [CA PE II Nov 2004] 

Answer : 

Question 4 . [CA Inter Nov 1999] 

Answer : 
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1. Direct method 

2. Step Ladder method 

3. Repeated distribution method 

4. Algebraic or Simultaneous equation method } Reciprocal Service-Method 

5. Trial and Error Method 

1. Direct method 

In this method, we ignore the services provided by the service departments to each other. i.e. the costs of the service 
departments are apportioned to only those production departments which are taking its service. The method is used when 
there is no possibility of rendering services on a reciprocal basis among the service departments. 

2. Step Ladder method 

Discussed in Question no. 3 

3. Reciprocal Service methods 

Discussed in Question no. 3 

 

 

What is the concept of capacity for the determination of POHEs absorbption Rate? 
 

    Answer :  
 

As O/H absorption rate are directly influenced by the capacity level, it is necessary to understand clearly the different types of 
capacity level. These capacity level concepts are helpful to the management in selecting & appropriating output level for 
calculating the absorption rate. 

1. Maximum Capacity: Also known as “Theoretical” or “ideal” or “installed” capacity. It is the capacity which is indicated 
or established by its manufacturers. 

It can e achieved only if there is no loss of operation time but in reality some loss of productive time is bound to occur & 
therefore, this capacity can never be achieved in practical sense. So, it is called “Theoretical capacity “or” Ideal capacity”. 
For costing purpose it cannot be used. 

2. Practical Capacity: Also known as “Operating capacity” or “net capacity” or “available capacity” & Practical capacity 
= Max. capacity – Inevitable internal interruptions. 

Internal interruptions may arise due to internal unavoidable factors. 

This method cannot be used as suitable base because it does not consider the external factors & their impact on the loss of 
production capacity. 

3. Normal Capacity: It is a long term concept. It is the capacity expected to be utilized over a long period on sale 
expectancy. So it covers both seasonal & cyclic variations. 

Normal capacity is also known as “average capacity” & it also forms the basis of preparing budgets. So it is called 
“Budget or Planned capacity”. 

If the external factors such as lack of demand customer's taste, Govt. influences are non-operative, then it may be equal to 
practical capacity. 

4. Capacity based on sales expectancy: It is very difficult to sell all the outputs that they are capable to manufacture (Max. 
capacity) & there is no meaning to procedure more than the expected sale, therefore, the demand for the product or the 

Question 5. [CA Inter May 1997] 
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expected sale of the product regulates the production activities. It means it is the capacity based on the expected sales & 
expected sales is influenced by internal & external factors both. 

5. Actual Capacity: It is the capacity actually achieved during a period. It is normally some where between practical 
capacity & capacity based on sales expectancy & it can be ascertained only after the period is over. 

6. Idle capacity: It represents the difference between practical capacity & the capacity based on long term sales expectancy. 

If the actual capacity is different from the capacity based on sales expectancy, then the idle capacity is the difference 
between the practical capacity & the actual capacity. 

Idle capacity represents a part of practical capacity which has no been utilized due to regular interruptions & which may 
not be avoided. 

Idle capacity cost can be determined as 

Idle capacity cost = Total O/Hs Related to Plant × Idle capacity 

Normal capacity 

 
 

Explain, how under-absorption and over-absorption of overheads are treated in Cost Accounts. 

 

    Answer :  
 

The under or over absorbed overheads may be treated in any one of the following manners : 

1. Write off the entire under or over absorbed overhead to the Costing P& LAccount. 

2. Carry forward the under or over absorbed overhead to the next accounting period. 

3. Use of supplementary rates. 

Over or under recovery of overheads due to abnormal reasons should be transferred to the Costing Profit and Loss Account. 
Let us discuss each method in details : 

1. Write off the entire under or over absorbed overhead to Costing P& LAccount. 

The under absorbed and over absorbed overheads are first collected in the overhead adjustment account maintained in the 
cost ledger. The balance of this account is then transferred to the Costing Profit and Loss Account. However, the profit of 
the current year gets heavily affected. Hence, this method is most suitable when the amount is not too significant in 
relation to the total overheads. 

2. Carry forward the under or over absorbed overhead to the next accounting period. 

In this method, the under or over absorbed overheads is transferred to a suspense or a reserve account. This is then carried 
forward to the next accounting period as deferred charges / credit and is slowly written off over a number of years. This 
method is however not too suitable since it is not in tune with the principle of going concern of accounts, which assumes 
that the business will continue for at least one year in future and not many years, as is required in this method, to write off 
the reserve. 

3. Use of supplementary rates. 

This is perhaps the most ideal way to treat the under or over absorbed overheads. The supplementary rate is calculated 
either as rate per hour or as a percentage of overheads already absorbed. This rate is then applied to the cost of sales, 
closing stock of finished goods and the closing stock of work-in-progress. The method is used when the amount is large. 
Under this method, the adjustment is made in the current year and the next year. Hence, neither the profit of no one 
particular year is heavily affected nor does it clash with the going concern principle. 

Question 6. [CA Inter May 1994, Nov 1998, CA PE II May 2004] 
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Why is the use of an overhead absorption rate based on direct labour hours generally preferable to a direct wages percentage 
rate for a labour intensive operation ? 

 

Direct Wages Percentage Rate Method : 

Under this method, the overhead rate is calculated by dividing the overhead the Direct Wages. The method is simple and is 
most useful in industries where production is uniform and labour oriented with workers working at more or less the same 
hourly rate. It is not prone to fluctuations and machine production and thi might create anomaly. The experience, efficiency 
and skill of workers are also ignored. The formula is given below : 

Absorption rate = Factory Overheads × 100 

Direct Wage Cost 

Direct Labour Hour Rate Method : 

Under this method, the recovery rate is calculated by dividing the overhead cost by the number of labour hours worked in the 
cost centre. The method is one of the best methods for computing recovery rates because it considers the time factor. The 
method is used in industries where manual labour is pre dominant but not where operations are mechanized. The formula is 
given below : 

Absorption rate =      Factory Overheads 

Total Labour Hours worked 

 

What is blanket overhead rate? In which situations, blanket rate is to be used any why? 
 

After re-apportionment of costs, we get the total overheads for the production departments. This has now got to be charged to 
the respective jobs or processes. This process of charging overheads to cost units is known as absorption or recovery of 
overheads. For this purpose, a suitable base like production units, labour hours or machine hours etc. has to be selected and the 
overhead is divided using this base to derive the recovery rate or the absorption rate. This rate may be single or blanket rate to 
the entire factory or multiple or separate rates for each production or cost centres. 

Blanket overhead rate is one single overhead absorption rate for the whole factory. It is computed by using the following 
formula : 

Blanket Overhead Rate = Overhead costs of the whole factory 

The appropriate selected base 

Blanket Rate may be applied in small firms or where only a single product is manufactured or more the product are identical 
and pass trough all the cost centre uniformly. 

 

Explain 'Single and Multiple Overhead Rates'. 

 

Single Rate : Refer to Question no. 7 

Question 7. [CA Inter Nov 1995] 

Answer : 

Question 8. [CA Inter May 1999] 

Answer : 

Question 9. [CA Inter Nov 2000, CA PE II May 2005] 
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Multiple Rate : 

Multiple Rate may be applied in firms where disproportionate costs are incurred n different cost centres producing different 
products through widely different processes. It also helps in evaluating performances of individual cost centres. 

Multiple Overhead Rate = Overhead costs allocated or apportioned to each department 

The appropriate selected base 

The various methods of absorption are : 

i. Production Unit Method 

ii. Percentage on Direct Materials Method 

iii. Percentage on Direct Wages Method 

iv. Percentage on Prime Cost Method 

v. Labour Hour Rate Method 

vi. Machine Hour Rate Method 

Selection of the appropriate method is a very important decision, The method should be capable of being conveniently used 
and should ensure that there is not significant under or over recovery of overheads. 

 

Define administration overheads and state briefly the treatment of such overheads in Cost Accounts. 

 

Administration overheads have already been discussed in the beginning of the chapter. These are also collected in the same 
manner as factory overheads. The three methods of accounting for these overheads are given below : 

1. Apportion them between Production and Sales Departments : The method is based on the assumption that since the 
administrative overheads are incurred for the benefit of the production as well as the sales department, its cost should also 
be proportionately borne by the two departments. Thus the separate nature of administrative overheads is lost. The 
method is unsuitable because appropriate basis for apportionment is not easily available and too much of clerical work is 
involved. The benefit of these administrative overheads may be derived by other departments but costs are not shared by 
them. 

2. Charging them to the Costing Profit and Loss Account : To overcome the disadvantages of the method discussed 
above, sometimes, the administration overhead is charged entirely to the Costing. Profit and Loss Account as a period 
cost. However this would result in understatement of the cost of production. 

3. Treating them as a separate addition to the Cost of Production or the Cost of Sales : Under this method, the 
administration overheads are separately recognised in the statement of cost related to the product. However, the problem 
which arises is the selection of an appropriate base for recovery or absorption. The following base are normally used for 
determining the rate of application of these overheads – Factory Cost, Gross Profit, Net Sales Value, Conversion Cost, 
Number of units sold or manufactured. 

 

Define Selling and Distribution Expenses. Discuss the accounting for selling and distribution expenses. 

 

Selling overheads are incurred for promoting the product or securing and executing orders. E.g. salary and commission of 

Question 10. [CA Inter Nov 1996] 
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Question 11. [CA Inter Nov 1999] 

Answer : 
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salesmen, advertisement and publicity, rent of the showroom, bad debts etc. 

Distribution overheads are incurred in relation to the delivery and dispatch of the products from the factory to the warehouse 

and from the warehouse to the customers. E.g. carriage and freight, repairs and depreciation of the delivery van, expenses of 

the warehouse, insurance of finished goods etc. 

Though selling and distribution are distinctly different, they are often grouped together. The importance of these costs is ever 

increasing with the growing trend of marketing. Hence it is all the more imperative to properly account and control these costs. 

The accounting of selling and distribution overheads begins with the collection and accumulation of the expenses under 

standing order numbers. The expenses are then allocated and apportioned to various functions like advertising, transport, 

storing or warehousing etc. and also on the basis of the territories such as north, east, south west etc. these expenses are 

ultimately absorbed by the products. The basis for absorption are Sales value of goods, Cost of goods sold, Gross profit on 

sales and number of units sold. The best method for absorption is the number of units sold. 

These overheads may be classified as variable, semi-variable or fixed. Fixed expenses are those which are incurred 

irrespective of the number of units sold. E.g. showroom expenses, warehouse rent etc. However the variable expenses are 

incurred when the units are sold. E.g. commission to salesman on the sales generated by him, carriage and freight etc. 

 

 

Discuss the problems of controlling the selling and distribution overheads. 

 

    Answer :  
 

The task of controlling the selling and distribution overheads becomes very difficult due to the following reasons : 

i. These costs are largely dependent on external factors such as market location, prevailing terms of sales, market 

competition, customer's behaviour and preferences etc. 

ii. It is difficult to match the cost with the results. For example, to determine the amount of sales generated due to 

advertisement or due to price or quality is impossible. 

Any control on such costs may have adverse results such as loss of customers, or fall in demand etc. Remember the popular 

saying 'Out of sight, out of mind'. 

However, efforts should be taken to control these costs in the following ways : 

1. Use of budgets 

The actual performances are compared with the flexible budgeted figures prepared at different level of sales. Any 

variance arising thereon is properly analyzed and measures are taken to control them. 

2. Standard Costing 

In this the actual performances are compared with the standards set for respective salesmen, territories, products etc. Any 

adverse variances are then analyzed and corrective measures are taken. These standards help in measuring the 

performance of the company. 

3. Comparison with pas accomplished results 

The actual expenses are compared with the past performances of the company. Alternatively, if there is a significant 

change in the volume of sales over the two periods, then these expenses may be expressed as a percentage of sales and 

then comparisons may be made. 

Question 12. [CA Inter May 2002] 
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What is 'Idle Capacity'? How should this be treated in cost accounts? 

 

This part of the capacity cannot be effectively utilized in production. It may arise due to shortage of skilled labour, raw 
material, power, fuel, or due to lack in market demand. 

Idle Capacity = Practical (sometimes Normal) Capacity – Actual Capacity 

The costs associated with this are depreciation, rent rates, taxes, insurance premium, supervisor's salary, etc. These costs are 
generally fixed in nature and they remain unabsorbed due to under-utilization of plant capacity. The idle capacity costs are 
calculated on a proportionate basis. 

Idle Capacity Costs = Total overheads of the plant × Idle capacity 

Normal capacity 

If the idle capacity costs are due to seasonal factors or due to normal (or unavoidable) loss of time, then they are absorbed into 
the cost of production. They are treated as regular costs by using supplementary rates or inflating the overhead absorption 
rates. However, if they are due to abnormal loss of time (e.g. trade depression, natural calamity, improper planning, 
mismanagement), then they are charged to Costing Profit and Loss Account as period costs. 

 
 

How would you treat Employee welfare cost in cost accounts ? 
 

Expenses incurred on welfare activities are treated as general overheads and are apportioned to the various departments on the 
basis of the number of employees engaged. 

 

 

How would you treat Depreciation in cost accounts ? 
 

Depreciation is the decrease in the value of the asset due to use, wear and tear and lapse of time. Depreciation is an important 
element of cost and should be included in cost for ascertainment of the true cost of production. There are various methods of 
computing depreciation and these methods may vary from firm to firm. 

 

 

How would you treat Research and Development Cost in cost accounts ? 
 

 

Research Expenses : 

Expenses relating to original investigations of new methods or techniques are known as research expenses. It is the expense 

Question 14. [CA Inter May 1997, CA Inter Nov 2001] 

Answer : 

Question 14. [CA Inter May 1996] 

Answer : 

Question 15. [CA Inter May 1996] 
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incurred for searching new or improved products, new techniques or methods, application of raw material etc. 

Research may be of the following two types – 

a. Basic Research – It is a research which is general in nature as part of the routine process of the company and is not 
directed towards any specific aim. If this is continuous then it is charged to the revenue as an expense of that period or as a 
separate functional overhead. However if it one time in nature and not continuous, then it should be charged over a 
number of years (like deferred revenue expenditure if the amount is significantly huge). 

b. Applied Research – It is a research which is carried on for a specific purpose or objective. It is further classified into 2 
parts for the costing purpose. 

(i) If it is incurred for the improvement of the existing produced and methods of production it should be treated as POH 
and absorbed accordingly. 

(ii) If it is incurred for innovating new products or methods then such cost is absorbed on the basis of amortization. 

If whole of such expenditure is so huge, then it should be absorbed in subsequent years in which some benefit is 
received by the producer. 

If applied research work becomes a failure, then such research expenditure is charged against profit in costing P & L 
A/c. 

If size of such amount is heavy, then such amount is speared over in subsequent year also. 

c. Development expenses : 

This expense begins with the implementation of the decision to produce a new or improved product or to employ a new or 
improved method / technique and ends with the commencement of production of the product or implementation of that 
method. It is treated in the same manner as applied research expenses. 

 

 

How do you deal with fringe benefits in Cost Accounts ? 

 

 

Fringe benefits are additional payments or facilities provided to the workers over and above their regular wages or salary. 
These include house rent allowance, free medical facility, overtime allowance, leave salary, pension, gratuity etc. Fringe 
benefits encourage the workers and their loyalty towards the company also increases. Expenditure incurred for factory 
workers it treated as factory overhead and should be apportioned to all the departments on the basis of the number of workers 
(or in the ratio of direct wages). Expenses related to office or selling and distribution workers should be treated as office 
overhead and selling and distribution overhead respectively. 

 

 

What is notional rent of a factory building? Give one reason why it may be included in cost accounts. 

 

 

It is a reasonable charge raised in cost accounts for the use of owned premises. One reason for the use of such a nominal charge 
is to enable comparison between the cost of items made in factories which are owned and in rented factories. However, the 
cost of owned factory, the same is accounted for by means of depreciation. The owner also needs to evaluate the opportunity 
cost of using his own factory for production purposes. 

Question 17. [CA Inter Nov 1998, CA Inter Nov 1999] 

Answer : 

Question 18. [CA Inter Nov 1995] 

Answer : 
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Enumerate the arguments for the inclusion of interest on capital in cost accounts. 

 

    Answer :  

 

Arguments in favour of including interest on capital and financial charges in Cost Accounts : 

a. Interest is the cost of capital and should be included. Avery popular example in this regard is that of a timber merchant. If 

he buys standing timber trees and seasons the timber himself, his initial cost is low but his capital is blocked for a long 

duration. Thus he loses the opportunity of investing his capital elsewhere where he could have earned some interest. On 

the other hand, if he buys timber which is already seasoned he has to pay a larger price but his capital is not blocked. Thus 

he saves on the interest cost. Therefore, for comparison of costs, the interest cost on capital must be considered. 

b. Just like wages are a reward for labour and are included in the cost of production, similarly interest is the cost of 

capital and should also be included in cost. 

c. Inclusion of interest is important for decision making also. For example the cost of labour may be higher as compared to 

the running and maintaining cost of a machine, However if the interest on capital involved in acquiring the machine is 

considered, then the cost of the machine may be higher than labour. Thus interest has to be considered when making 

decisions like replacement of labour with expensive machinery. 

d. Inclusion of interest is essential to compare profits on different jobs requiring different time periods for completion. For 

example, Job A, requiring a capital of Rs. 20,000 may be completed in three months, yielding a profit of Rs 4,000. 

Another Job B requiring a capital of Rs 20,000 may be completed in one year yielding a profit of Rs 5,000. It seems that 

Job B is more profitable. However if interest is charged @ 10% then the profit from Job A is reduced to Rs 3,500 and that 

of Job B becomes Rs 3,000. This reverses the entire scenario. 

e. Interest must be taken into account while submitting tenders for cost plus contracts etc. 

f. In inventory control, interest must be considered (as carrying cost of inventory) when large stocks are kept. The 

advantage of one time heavy purchase may be offset by the interest charges thereon. 

Arguments against inclusion of interest on capital and financial charges in Cost Accounts : 

a. Interest should not be included as it is a financial matter and its inclusion will inflate the cost of production. 

b. Inclusion of interest will make comparison between two firms difficult because of the different financial policies and 

finance patterns adopted by them. A firm operating with proprietor's capital or equity capital will not have any interest 

liability; but a firm working with borrowed capital or debenture has to pay interest. This then distorts comparison. 

c. Determination of a proper rate of interest is also difficult as it depends on a variety of factors like risk, maturity period, 

bank rate etc. 

d. Difficulty arises in the calculation of capital on which interest is to be computed. Fixed capital employed is possible to 

ascertain but calculation of working capital required in the various departments becomes a very tedious task. 

e. Where a concern manufactures a variety of products, then apportioning the share of interest on capital to each product is 

next to impossible. 

On the basis of the above arguments, and realizing the practical difficulty in inclusion of interest, it is general practice of not 

including interest in cost accounts. The consensus is in favour of exclusion of interest from cost accounts. 
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How do you deal with Bad debts in cost accounts : 
 

 

Once again there are two opposite schools of thought in this regard. Some experts believe that bad debts are financial losses 
and should not be included in cost accounts; while other believe that bad debts arise in normal course of trading and should be 
included as part of selling and distribution overhead. Bad debts which are within normal limits should be this included, and 
those which are extraordinary in nature should be excluded. However what is normal or extra ordinary varies from firm to 
firm. 

 
 

Explain Training Costs. 
 

 

Training is an essential activity in any industrial concern. It includes costs incurred in maintaining a training department, loss 
arising from initial lower production, extra wastage of materials etc. If these are incurred for factory staff then it is treated as 
factory overhead and included in production cost. Likewise, if they are incurred for office, sales or distribution staff, they are 
treated as administration overhead or selling or distribution overhead respectively. 

The wages which are paid to a trainee during his practical training (when he is engaged in production) should be analyzed and 
the portion which would have been paid to a regular worker considering the actual output or work done should be treated as 
direct wages. The remaining wages should be treated as overheads. 

If the training costs are abnormally high due to high labour turnover rate, the the extra cost incurred over and above the normal 
labour turnover rate should be excluded from cost and charged to the Costing Profit & Loss A/c. 

 

 

Discuss the treatment in cost accounts of the cost of small tools of short effective life. 
 

 

Small tools like hammer, jigs, dies, moulds etc have a very short effective life. They are quasi-fixed assets. If the life of these 
assets is one year or less, then they are treated as an expense of the period and included as production overhead. 

If the life is more than a year, their costs are amortized over the life of the asset. Another alternative treatment is to debit the 
cost of the tools to the Loose Tools Account and revalue the tools at the end of the financial year. The difference, if any, is 
treated as an expense of the year and included in production overheads as loose tools written off. 

 

 

 

 

 

Answer : 

Question 21. [CA Inter Nov 2000] 

Answer : 

Question 22. [CA Inter May 2002] 

Answer : 



 

 

 

COST CONTROL ACCOUNTS, RECONCILIATION OF 
FINANCIAL ACCOUNTS AND COST ACCOUNTS 

 

 

Write short notes on 'Cost Ledger Control Account'. 

 

Main features of Cost Ledger Control Account : 

i. This is one of the principal accounts prepared under non-integrated accounting system. 

ii. It is also known as General Ledger Adjustment Account. 

iii. This account is made to complete double entry. 

iv. All expenses are credited to this account. 

v. Sales are debited to this account. 

vi. Net profit or loss is transferred to this account. 

vii. The balance in this account represents the net total of all the balances of the impersonal account. 

 
 

Explain the advantages and limitations of cost ledger. 

 

 

A. Advantages of Cost Ledger : 

i. Detailed cost information in subsidiary records is summarized. 

ii. Helps in preparation of accounts for each cost centre, ascertainment of their cost and effective control. 

iii. Provides information for planning control and decision making. 

iv. It helps in maintaining the confidentiality of cost data. 

v. Existence of various control accounts serves a system of internal check. 

vi. Helps in quicker preparation of Costing Profit & Loss A/c. 

vii. Helps in quickly ascertaining the values of closing stock and WIP. 

viii. Provides proper control over materials, labour and overheads. 

ix. Helps in setting standards for measuring and improving efficiency. 

B. Limitations of Cost Leger : 

i. Two sets of accounts are maintained thereby requiring a profit reconciliation statement. 

ii. Leads to duplication of efforts, also consuming substantial time, energy and money. 

iii. Delay in getting information from accounting records for financial and costing purposes. 

iv. Centralization of accounts and information is not possible. 

v. The system is tedious and cumbersome. 

vi. It does not provide adequate information. 
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Question 2. 

Answer : 
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Write short notes on 'Integrated Accounts'. What are the advantages of 'Integrated Accounts'. 
 

Integrated accounting system is that system of accounting in which Cost and Financial Accounts are kept in the same set of 
books. On one hand it provides useful information for the ascertainment of the cost of each product, job, process or operation. 
On the other hand it provides information for preparing the Profit and Loss A/c and the Balance Sheet. All the accounting 
entries are similar to that of integrated accounts except the fact that the General Ledger Adjustment A/c is not opened. Thus the 
expenses and sales are categorized into cash or credit and accordingly Cash (Bank) A/c, Creditor's A/c and Debtor's A/c are 
opened. 

Advantages of Integrated Accounting System 

1. Since only one set of books is maintained there is only one profit figure. Thus the question of reconciling costing and 
financial profits does not arise. 

2. Due to maintenance of one set of books, a lot of time and efforts are saved. 

3. It is more economical as it is based on the concept of 'Centralisation of Accounting function'. 

4. No delay is caused in obtaining information as it is provided from the books of original entry. 

5. Since financial books are strictly checked for accuracy, the costing accounts will aso undergo similar checks because of 
the integrated accounting system. 

6. Use of mechanized accounting has further facilitated the operation of the system. 

 
 

State the essential pre-requisites of 'Integrated Accounting System'. 
 

Essential pre-requisites of Integrated Accounting System : 

1. Extent of Integration : It is essential to decide upon the extent of integration of the two sets of books. Some concerns 
prefer to integrate upto the stage of prime cost or the factory cost; while others prefer to integrate the entire accounting 
records. 

2. Suitable coding system : A suitable coding system must be set so as to serve the accounting purposes of financial and 
cost accounts. 

3. Agreed accounting procedure : There should be an agreed routine or pattern in respect of treatment of provision for 
accruals, prepare expenses, and other adjustments necessary for preparing interim accounts. 

4. Coordination : Since both the departments are maintaining the same set of books, there should be perfect coordination 
between the staff of the accounting and the cost department. Efficient processing of the accounting documents must be 
ensured. 

 

Why is it necessary to reconcile the Profits between Cost Accounts and Financial Accounts? What are the reasons for 
disagreement of Profits as per financial accounts and Cost accounts? Discuss. 

Question 3. [CA Inter May 1995, CA Inter Nov 1997, CA Inter May 1998, 
CA Inter May 1999,CA Inter May 2002] 

Answer : 

Question 4. [CA Inter Nov 1996, CA Inter Nov 2001] 

Answer : 

Question 5. [CA Inter Nov 1999, CA Inter May 2000, CA PE II Nov 2002, CA PE II May 2004] 
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    Answer :  
 

Need for reconciliation : 

When cost and financial accounts are kept separately, profit shown by one set of books may not agree with the of the other set. 
Hence, it is imperative that these two figure of profits be reconciled. If this reconciliation is not done, cost accounts would be 
unreliable. It may further be noted that reconciliation is possible only if both the sets contain sufficient details so as to enable 
the detection of causes of differences. 

Reasons for disagreement of Profits as per financial accounts and Cost accounts : 

1. There are certain items which appear in financial books only and are not recorded in cost accounting books. E.g. 

a. Appropriation of profits 

i. Income tax and Super tax 

ii. Transfer to General Reserve or any other fund of accumulated profits like dividend equalization reserve. 

iii. Dividends paid 

iv. Additional provision for depreciation of buildings, plants, etc, Additional provisions for bad debts. 

v. Amounts written off on goodwill, preliminary expenses, underwriting commission, debenture discount, etc. 

vi. Appropriation to sinking funds. 

vii. Capital expenditure specifically charged to revenue. 

b. Matters of pure finance 

i. Interest received on bank deposits 

ii. Interest, dividends etc. received on investments 

iii. Rents receivable 

iv. Profit or Loss on sale of investments or fixed assets 

v. Expenses on stamp duty 

vi. Interest on bank loan 

vii. Transfer fee received 

viii. Expenses of the company's share transfer office 

ix. Damages and penalties payable at law 

x. Loss on scrapping of machine 

2. There may be some items which appear in cost accounts only and do not find a place in the financial books. E.g. 

a. Notional rent on own premises used for production 

b. Notional interest on capital employed in business 

c. Notional salary to the owner 

3. In cost accounts, overheads are generally absorbed on the basis of a pre-determined overhead rate, whereas in financial 
accounts actual expenditure on overheads is recorded, this will also cause a difference between the figures of profit 
shown under financial and cost accounts. 

4. Different methods of valuation of closing stock adopted in cost and financial accounts will also cause a difference in the 
results shown by the two set of books. In financial accounts the method generally followed is cost or net realizable value, 
whichever is less whereas in cost accounts different methods of pricing of material issues such as LIFO, FIFO, average 
etc are used. 
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5. Use of different methods of depreciation is also responsible for the variation of profit shown by two sets of books. In 
financial accounts, depreciation may be charged according to written down value method whereas in cost accounts it may 
be charged on the basis of the life of the machine. 

6. Abnormal items not included in cost accounts also cause a difference in profit. If such items of expenses are included, cost 
ascertained will not be correct. 

 
 

“Reconciliation of cost and financial accounts in the modem computer age is redundant”. Comment. 
 

    Answer :  
 

In the modern computer age, the use of computer knowledge and accounting softwares has helped the field of Financial and 
Cost Accounting in a big way. Infact, computers work at a very high speed and are capable of producing voluminous data for 
generating the desired output. Output thus produced is very accurate and precise. Computers can work for hours without 
getting tired. They can bring out different statements accurately in a presentable form. 

When cost and financial accounts are kept separately, profit shown by one set of books may not agree with that of the other set. 
Hence, it is imperative that these two figures of profits be reconciled. If this reconciliation is not done, cost accounts would be 
unreliable. It may further be noted that reconciliation is possible only if both the sets contain sufficient details so as to enable 
the detection of causes of differences. 

Reasons for difference in Profit shown by Cost and Financial Accounts : 

1. There are certain items which appear in financial books only and are not recorded in cost accounting books .E.g. 

a. Appropriation of profits 

i. Income tax and Super tan 

ii. Dividends paid 

b. Matters of pure finance 

i. Interest received on bank deposits 

ii. Interest on bank loan 

2. There may be some items which appear in cost accounts only and do not find a place in the financial books, E.g. 

a. Notional rent on own premises used for production 

b. Notional interest on capital employed in business 

3. In cost accounts, overheads are generally absorbed on overhead rate, whereas in financial accounts actual expenditure on 
overheads is recorded, this will also cause a difference between the profits. 

4. Different methods of valuation of closing stock adopted in cost and financial accounts will also cause a difference in the 
results shown by the two sets of books. 

5. use of different methods of depreciation is also responsible for the variation of profit shown by two sets of books. 

6. Abnormal items not included in cost accounts also cause a difference in profit. If such items of expenses are included, cost 
ascertained will not be correct. 

Under the situation of differential profit shown by the books of accounts, it is necessary to reconcile them. Such reconciliation 
prove arithmetical accuracy of data. Hence, the reconciliation of cost and financial accounts is essential and not redundant 
even in the modern age of computers. 

 

 

Question 6. [CA Inter May 1998] 



 

 

 

JOB AND BATCH 
COSTING 

 
 

Discuss the concept of Economic Batch Quantity (EBQ). 
 

The most important question in Batch Costing is “What should be the optimum number of units in a batch ?” The ideal number 
of units to be produced in one batch is known as Economic Batch Quantity (EBQ). It has quite a lot of similarity with the 
DEQ model of materials. 

EBQ involves the consideration of two elements of costs – Set up costs (or preparation costs) and Carrying costs (or storage 
costs). These costs are inversely related. If the number of units in a batch increases, the carrying cost increases but the set up 
cost decreases. However the situation is reversed when the number of units in a batch are reduced. EBQ is that optimum batch 
size at which both these costs are equal are the total costs of the company are minimized. Any deviation from EBQ will 
increase costs. Economic Batch Quantity is calculated by using the following formula : 

EBQ = 2AB 

C 

A = Annual demand for the product 

B = Set up cost per batch 

C = Carrying cost per unit of production 

Sometimes, carrying cost may be given as a percentage or an annual rate of interest might be given, then the carrying cost per 
unit per annum will be that rate multiplied by the cost of production per unit. 

 
 

Describe Job Costing and Batch Costing giving examples of industries where these are used. 

 

Job Costing : 

Job costing is that variant of specific order costing which is applicable in organizations where work is performed as per 
customer specifications and requirements. Each job or order is different from each other having no similarity and might 
require special treatment. The cost of each job or order is ascertained separately. Unlike contract costing, where work is 
performed at the site, here, the job is generally performed within the factory premises and delivered to the customer on 
completion. 

It is suitable for ship building, printing, and decoration and advertising industries. It is also used in engineering industry, repair 
shops, foundries, furniture industry, repair shops etc. 

Batch Costing : 

This method of costing is quite similar to Job Costing. Under Job costing, costs are identified for a single cost unit or job, 
whereas under Batch costing, the costs are ascertained for a batch or lot of similar units. In this method of costing, similar units 
are manufactured in batches either for the purpose of sale or for internal use. 

Separate cost sheets are maintained for each batch and these are properly numbered. Once the batch is completed, the cost per 
single unit of output is computed by dividing the total cost of the batch by the number of units in the batch. 

Batch Costing is used in industries manufacturing electronic parts of television or radio sets, pharmaceutical or drugs, ready 
made garments, shoe making industries etc. 
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Distinguish between Job Costing and Batch Costing. 
 

    Answer :  
 

Difference between Job Costing and Batch Costing 

 
 

Job Costing Batch Costing 

1. Cost of each job or order is identified 
separately. 

1. Costs are ascertained for a batch of similar 
units. 

2. Caters to individual client specific 
requirements. 

2. Used when the customer requires to be 
supplied in uniform quantities. 

3. It is used when every order is unique and each 
job retains its identity. 

3. It is used when physical characteristics are 
required uniformly over a number of units. 

4. The cost of each job is determined with the 
help of job cost sheet. 

4. The cost per single unit of output is 
computed by dividing the total cost of the 
batch by the number of units in the batch. 

5. It is suitable for ship building, printing, 
decoration,  advertising industr ies,  
engineering industry, repair shops, 
foundries, furniture industry, repair shops 
etc. 

5. It is used in industries manufacturing 
electronic parts of television or radio sets, 
pharmaceutical or drugs, ready made 
garments, shoe making industries etc. 

6. Job Cost sheets are prepared. 6. Economic Batch Quantity is calculated. 
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CONTRACT COSTING 
 
 
 

Explain briefly the distinguishing features of contract costing. 
 

Features of Contract Costing : 

i. Contract caters to individual client specifications. 

ii. Contract is of long duration, generally extending for more than one accounting year. 

iii. There are two parties to a contract – Contractor and Contractee (client). 

iv. Contract is generally not carried out at the contractor's premises. It is done on the site. 

v. Majority of the expenses incurred by the contractor are directly related to the contract. 

vi. Aseparate account is maintained by the contractor for each contract. 

vii. Acontractor generally takes few contracts at a time. 

viii. Each contract is treated as a single cost unit and costs related to it are identified. 

ix. Contracts are of two types – Fixed Price Contract (with or without escalation clause) or Cost Plus Contract. 

x. The accounts generally maintained by the contractor are the Contract Account, Work-in-progress Account, Contractee 
Account and the Balance Sheet. 

 

 

Write notes on Cost-plus contracts. 

 

Cost plus contracts are the contracts in which the contractor is reimbursed not only the costs incurred by him in executing the 
contract, but is also, remunerated a stipulated profit for rendering his services. This stipulated profit may either be fixed 
amount decided in advance or determined subsequently with reference to a percentage of cost to be incurred by him. Such 
types of contracts are entered into when it is not possible to estimate the Contract Cost with reasonable accuracy due to 
unstable condition of material, labour services, etc. 

Cost plus contracts are useful for both the contractor and contractee. The former is assured of recovering all his costs and the 
latter is satisfied with the quality of work since the contractor does not need to economize, especially in terms of the costs 
incurred. 

Advantages 

i. The Contractor is assured of a fixed percentage of profit and has no risk of incurring any loss on the contract. 

ii. It is useful when the work to be done is not definitely fixed at the time of entering into the contract and making an 
estimate. 

iii. Contractee has the right to examine the books of the contractor to ascertain the correctness of the cost of the contract. 

iv. He is assured of the quality of the work. 
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Distinguish between job consting and contract costing. 

Differences between Job Costing and Contract Costing 

Answer : 

  
 

Disadvantages 

i. The contractor is under no pressure to curtail the costs and thus economy is not maintained. 

ii. There is a lot of unnecessary wastage. 

iii. The duration of the cost plus contracts tends to be longer than the fixed price ones. 

 
 

Write short notes on : 'Escalation Clause'. 
 

In some cases, the contract agreement might contain a special clause to further safeguard the interest of the contractor. The 
clause might provide that, if during the period of execution of a contract, the prices of materials, or labour etc., rise beyond a 
certain limit, the contract price will be increased by an agreed amount. This way, the burden of unexpected increase in costs 
will not solely lie with the contractor. He gets a reimbursement from the contractee. The amount so received is added to the 
Work-in-progress A/c. This clause is known as an escalation clause. Its terms and conditions vary from contract to contract. 

 
 

 

 

 
 

 

 

Job Costing Contract Costing 

1. It is primarily used in industries where 
individual client's needs are catered. 

 

2. It involves the preparation of job cost sheet. 

 
 

3. The duration of the job is usually less than 1 
year. 

 

4. Profit is determined through the job cost 
sheet. 

1. It is primarily used in construction contracts. 

 
 

2. It involves the preparation of Contract A/c, 
WIPA/c, Contractee A/c, etc. 

 

3. The duration of the contract is usually more 
than 1 year. 

 

4. Notional profit is determined through the 
Contract A/c. However, profit is recognized 
on percentage basis with the help of formula. 
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OPERATING 
COSTING 

 
 

“The more kilometers you travel with your own vehicle, the cheaper it becomes”. Comment briefly on this statement. 

 

If a person travels in his own car, the cost per dilometer will decline when he-travels more kilometers. This is because the 
majority of the costs for running and maintaining are of fixed nature and the component of fixed cost per kilometer decreases 
with an increase in kilometer travel. The above can be clearly understood with the following illustration : 

Fixed cost = Rs 20,000 ; Variable cost = Rs 10 pe kilometer 

Case 1 : Distance traveled = 500 kilometers. 

Total cost of 500 kilometers = Rs 20,000 + (Rs 10 × 500) = Rs 25,000 

Cost per kilometer = 25,000/500 = Rs 50 per kilometer 

Case 2 : Distance traveled = 1,000 kilometers. 

Total cost of 1,000 kilometers = Rs 20,000 + (Rs 10 × 1,000) = Rs 30,000 

Cost per kilometer = 30,000/1000 = Rs 30 per kilometer 

Hence, the above statement is true. 

 
 

Write short notes on 'Operation Costing'. 

 

Operation costing method is similar to process costing and is especially used in those concerns where processes are not 
continuous or where the input output tracing is possible. The cost of each operation is determined and the operation cost per 
unit is computed by dividing the total operation cost with the number of output units. 
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PROCESS COSTING 
 
 
 

Distinguish between Job Costing and Process Costing. 

 

    Answer :  
 

Difference between Job Costing and Process Costing 
 

Job Costing Process Costing 

1. The work or job is executed as per individual 
customer's requirements. 

 

2. The product or output is as per the client's 
specifications. Every job is distinguishable 
from the other. 

 

3. Costs are identified for each individual job. 

 

 
 

4. The total cost for each job is identified and no 
average method is used. 

 

 
 

5. A job is usually a single unit. If the job 
comprises of many parts, then the cost is 
ascertained only when all the parts are 
complete. 

 

6. It does not involve transfer of costs from one 
job to another. 

 
 

7. Cost of the job is ascertained when the job is 
completed. Completion of a period is not the 
criteria for ascertainment of cost. 

 

8. There is no question of valuation of work-in- 
progress. 

 

 
 

9. Cost control becomes difficult since each job 
is different from the other. 

 

10. For computation of costs, a job cost sheet or a 
statement of cost is prepared. 

1. It is applicable to production comprising of 
a series of successive processes. 

 

2. It involves mass production of standardized 
units which are homogeneous in nature. 

 
 

3. Costs are identified for each unit by dividing 
the total costs by the number of units 
product. 

 
4. Cost is first ascertained for each process and 

then divided by the number of units 
produced to compute the average cost per 
unit. 

 

5. A number of units are produced in a process 
which is a continuous cycle. Hence for 
valuation purposes, completion of all the 
units is not necessary. 

 

6. It involves a series of continuous processes. 
Hence the cost of one process is transferred 
to the other along with the output. 

 

7. The costs are completed at the end of the 
accounting period and not necessarily when 
the process is complete. 

 

8. Production may remain incomplete at 
various stages. Thus valuation of work-in- 
progress and finished goods becomes 
equally important. 

 

9. Control over costs and production is easier 
since the production is a standardized one. 

 

10. For computation of costs, process accounts 
are opened for each different process. 
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Explain normal wastage, abnormal wastage and abnormal gain and state, how they should be dealt with Process Cost 
Accounts. 

 

1. Normal Loss 

Normal loss is a loss which is inevitable in production. This loss can be estimated in advance and cannot be avoided. Thus 
its cost should be absorbed by the final output. Cost of the units representing normal loss is borne by the good units 
produced. If normal loss has any scrap value, such value is credited to the process account. 

Sometimes, actual loss may be less than the anticipated normal loss. In that event, abnormal gain arises. If there is 
abnormal gain then normal loss account has to be adjusted accordingly. 

Sometimes, actual loss may be more than the anticipated normal loss, The extra units which are lost are treated as 
abnormal loss. 

2. Abnormal Loss 

Abnormal loss is an accidental loss and cannot be predicted in advance. It is not repetitive and hence can be controlled by 
the management. Cost of the process is apportioned between the units lost abnormally and the good units in the ratio of 
such units. The cost of abnormal loss units is credited to process account and debited to the abnormal loss account. Thus 
the good units do not bear the abnormal loss. If there is any scrap value of the abnormal units lost, such value is credited to 
abnormal loss account and the balance in that account is written off to Costing Profit & Loss account. 

3. Abnormal Gain 

Any unusual extraordinary savings in normal loss is treated as an abnormal gain. Just like abnormal loss, abnormal gain is 
also not allowed to affect the process cost. Abnormal gain is calculated at the same rate as good units. This is debited to 
process account and credited to the abnormal gain account. At the same time, normal loss account is adjusted with the 
amount of scrap sales already recognised on the unit representing abnormal gain. The balance of abnormal gain, after 
adjusting with the normal loss account, is transferred to costing profit & loss a/c. 

Example : 

Say 1,000 units are used as input in a process and the anticipated loss is 10% of the input. Therefore, the Normal loss is 
100 units and the output should be (1,000 – 100) = 900 units. If the actual output is 860 units, then the extra loss of (900 – 
860) = 40 units is treated as an abnormal loss. On the other hand, if the actual output of the process was 930 units, then the 
savings of (930 – 900) units is treated as an abnormal gain. 

 
 

“The value of scrap generated in a process should be credited to the process account”. Do you agree with this statement? Give 
reasons. 

 

 

Normal loss is a loss which is inevitable in production. This loss can be estimated in advance and cannot be avoided. Thus its 
cost should be absorbed by the final output. Cost of the units representing normal loss is borne by the good units produced. 
Since its cost is borne by the good units, hence any scrap sales should arising from such normal loss should be credited to the 
Process A/c. 

On the other hand, abnormal loss is an accidental loss and cannot be predicted in advance. It is not repetitive and hence can be 
controlled by the management. Since the good units do not bear the abnormal loss, therefore any scrap value of the abnormal 
units lost is credited to Abnormal Loss A/c. 

Answer : 

Question 3. [CA Inter Nov 1995] 

Answer : 
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Explain : 'Equivalent unit'. 

 

    Answer :  
 

Equivalent production represents the production of a process in terms of completed units. i.e. it means converting the 
incomplete units into its equivalent units (notionally completed units E.g. 100 units 60% complete means 60 units 100% 
complete. This method is used when costs are being apportioned between WIP and the completed units. In each process an 
estimate is made of the percentage completion of WIPand equivalent production of WIPis found by the following formula : 

Equivalent units of WIP=Actual number of units in WIP× Percentage of work completed. 

E.g. Closing WIPconsists of 2,000 units which are 25% complete. 
Hence, equivalent production = 2,000 units × 25% = 500 units. 
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How would you account for by-product in cost accounting : 

i. When they are of small total value 

ii. When they are of considerable total value 

iii. When they require further processing 
 

    Answer :  
 

i. When the by products are of small total value : 

a. Miscellaneous Income or Other Income Method 

This method is adopted when the sales value of the by-products is very small as compared to the sales value of the 
main product and is sold off without further processing. Here the sales value of the by-product is credited to the 
Costing P & L A/c as miscellaneous income. The entire joint costs (or common processing costs) are apportioned 
among the main products and nothing is apportioned to the by-product. 

b. Total cost less sales value of by-product 

The sales value of the by-products is deducted from the total common costs of the main products. The common costs, 
so reduced, will then be apportioned among the main products. If the by-required to be incurred, then these costs will 
have to be first subtracted from the sales value of the by-products. The balance amount, if any is to be deducted from 
the common costs. 

The major disadvantage of this method is that any change in the market value of the by-product will cause a change in 
the value of the main products. 

ii. When the by products are of Considerable total value : 

Joint cost method 

This method is adopted when the sales value of the by-product is significant. The common costs are apportioned among 
the main products and the by-products on a suitable basis. The methods adopted are similar to those of joint products. The 
stock of the by-products is valued at cost or net realizable value, whichever is lower. 

iii. When the by products require further processing : 

Reverse cost method 

This method is a slight variation of the previous method. In this method, some profit is recognized on the sale of the by- 
products. From the sales value of the by-products, besides deducting the further processing costs and the selling and 
distribution costs, some percentage of profit on sale of the by-products is also subtracted. The balance amount is then 
deducted from the common costs. 

 

 

 

 

 

 

Question 1. [CA Inter May 1997] 
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What is a Budget ? 
 

The Chartered Institute of Management Accountants (CIMA) England defines budget as “A Financial and / or quantitative 
statement prepared and approved prior to a defined period of time, of the policy to be pursued during that period for the 
purpose of attaining a given objective”. 

 
 

What are the objectives for preparing a Budget ? 

 

Objectives for preparing budget 

1. Budget is an effective tool of planning and control. 

2. It helps in coordinating between various activities of organization. 

3. Budget is useful in allocating scarce economic resources. 

4. It is helpful in identifying areas of in efficiency. 

 

 

What is Budgetary control ? 

 

CIMALondon defines budgetary control as “The establishment of the budgets relating to the responsibilities of executives to 
the requirement of the policy and the continuous comparison on the actual with budgeted results either to secure by individual 
action the objective of that policy or to provide a base for its revision.” 

 
 

What are the objectives of budgetary Control ? 

 

Objectives of budgetary control are 

1. Planning Planning is deciding in advance the future course of action budgeting is also performed same task. It will force 
management at all levels to plan the activities and policies for future period. 

2. Defining responsibilities The main purpose of budgeting is defining the responsibilities of each functional executive so 

Question 1. 

Answer : 

Question 2. 

Answer : 

Question 3. 

Answer : 

Question 4. 

Answer : 
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that there may be no conflict among the executives. 

3. Co-ordination Budgetary control helps in coordinating various activities of the firm like planning policies directing 
scheduling, processing etc. so that the common objective of firm may by achieved successfully. 

4. Performance evaluation Budget can provide the basis for comparison between actual performance with budgeted. It is 
helpful in controlling the deviation and take corrective action. 

5. Cost Control Budget is a powerful tool for controlling the expenditures. 

 

    Question 5.  

What are Advantages of Budgetary Control ? 
 

    Answer :  

Advantages of budgetary control are : 

1. It establish the objective of the organization and enable management to conduct business in the most efficient manner. 

2. Budget is helpful in allocating scarce resources in most optimal way. 

3. Budget identified the areas of inefficiencies within the organization. 

4. Budget is the most important tool of controlling because it provides a yardstick, against which the performance of 
organization can be evaluated. 

5. It is a basis for management by exception by comparing actual and budgeted results. 

6. It ensures effective utilization of men, machine, material and money. 

 

    Question 6.  

What are the Limitation of Budgetary Control ? 
 

    Answer :  

Limitation of budgetary control are : 

1. Budgetary control is not suitable in rapidly changing condition because it requires frequent revision. Which is very costly 
and time taking process for organization. 

2. Sometimes Budget can serve as constraints on managerial effectiveness because every executive tries only to achieve 
budgeted target 

3. The budgetary control system is expensive for small organization. 

4. For application of budgetary control system proper organization structure should be followed which is not possible in 
all the firm. 

 

    Question 7.  

What are the Preliminaries of Adoption of Budgetary Control System ? 
 

    Answer :  

1. Organisation chart:- The firm must have organization chart for clear identification of authority and responsibility of 
each executive. 
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2. Definition of objective:- The objectives goals and plans should be clearly defined. The aim and scope of budgetary 
control should also be laid down for successful implementation of system. 

3. Proper system of accounting:- There must be proper system of accounting for recording all the transaction regarding 
sales. Purchase, production, expenses and income etc. 

4. Identification of key factor:- A key factor represents a resource whose availability is less than its requirement such as 
lack, of demand, non availability of material, shortage skilled labour etc. for proper budgeting the key factor must be 
identified. 

5. Budget committee:- Budget committee should be set up for efficient execution of plan. It should consist of one executive 
from all the department. The committee must be headed by top executive known as Budget controller or Budget officer. 

6. Budget Manual:- It is a written document which shows the budgeting organization and procedure and defines the 
responsibilities of each executive. 

 

 

What is Zero Base Budgeting ? 
 

    Answer :  
 

PeterAPyher defines zero base budgeting as follows : 

“Aplanning and budgeting process which requires each manager to justify his entire budget request in detail from scratch and 
shifts the burden of proof to each manager to justify why he should spend any money at all. The approach requires that all 
activities be analysed in 'decision packages' which are evaluated by systematic analysis and ranked in order of importance.” 

In zero base budgeting all the activities of firm are evaluated from the base. Each functional budget starts with the assumption 
that the functions does not exist and budgets are developed on the basis of likely activities for future period. 

In this system various activities of the organization are identified and evaluated in terms of benefit obtained from them. 

Preliminaries for implementation of ZBB 

1. There must have budgeting system in the origin. 

2. The functions of department should be divided into various activities. 

3. Each activity of organization is consider as decision package. 

4. Activities are evaluated from the scratch. 

5. The objectives and performance standard of each activity should be clearly defined. 

6. Decision packages are evaluated and ranked by cost benefit analysis. 

7. All the activities must be evaluated in terms of benefit achieved by them. 

8. Resources are allocated according to the availability and ranking of the packages. 

Advantages of ZBB 

1. ZBB process identifies inefficient operation and considers every time alternative ways of performing the same task. 

2. It is used in identification of wastage and obsolescent items of expenditure. 

3. ZBB is very much useful for the staff and support areas of an organization such as research & development, quality 
control, pollution control, legal and technical staff etc. 

Question 8. [CA Inter May 1995, Nov 2000, May 2002] 
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4. The score resources will be allocated more efficiently according to the priority of programme. 

5. It provides an opportunity to the management to allocate resources for various activities only after having a thorough 
cost-benefit analysis. 

6. Departmental budgets are closely linked with corporate objectives. 

7. It ensures that the various functions undertaken by the organization are critical for the achievement of its objectives and 
are being performed in the best way. 

8. The technique can also be used for the introduction of the system of management by objective (MBO). 

Limitation of ZBB 

1. It requires skilled and trained managerial staff. 

2. It is time consuming as well as costly. 

3. It faces various operational problems during the implementation of such technique. 

4. Requires full support of top management. 

 

 

 

 

 

 

 

 

 

 

 
 

 

 

 

 

 



 

 

STANDARD 
COSTING 

 
 

Explain the term standard costing. 

 

Standard costing: Standard costing is a technique which establishes predetermined estimates of the costs of products and 
services known as standard costs and then compares these predetermined costs with actual costs as they are incurred. The 
difference between the standard cost and actual cost is known as a variance. 

Variances alongwith their causes and points of incidence are analysed and the promptly reported to the managers, so that 
management is immediately informed of the sphere of operations in which remedial action is necessary. 

Standard costing thus involves the following: 

(i) The setting of standards. 

(ii) Ascertaining actual results. 

(iii) Comparing standards and actual costs to determine the variances. 

(iv) Investigating the variances and taking appropriate action where necessary. 

(v) Disposition of variances by writing off from profit and loss account. 

Standard costing in practice is a detailed process and requires considerable development work before it is a useful tool. For 
standard costing to be successful requires reasonable stability and the existence of repetitive work. These conditions can be 
found across many sectors of the economy. For example in Manufacturing, in Service Industries such as transport, computing 
and banking, and so on. Its major application in practice is in manufacturing and repetitive assembly work. Use of standard 
costing is however not confined to industries having homogeneous products only. This technique has established the 
advantages of its use in industries producing large range of products, e.g., engineering, textile, automobiles. 

 
 

What are the objectives of standard costing ? 

 

Objects of standard Costing: 

1. To discover the exact cause of deviation of actual costs from standard costs. This enables the management to remove 
causes of inefficiency or change the standard if necessary. 

2. To ascertain exact degree of efficiency of various operations through comparison of actual and standard costs. 

3. Management is provided with information on those aspects of the business which are not proceeding as planned, so that 
corrective action can be taken promptly. 

4. Management can safety delegate responsibility to the subordinates, since all concerned are told what they have to achieve 
and by what they will be judged. In this way control itself becomes effective. 

5. To disclose the effects of fluctuation in output, sales or profits. 
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6. Adynamic forward looking mentality is encouraged at all level of management. 

 

 

    Question 3.  

What are the advantages and limitations of Standard Costing ? 
 

    Answer :  

 
Advantages of Standard Costing: Installation of standard costing system is useful for an organization in many ways 
discussed below: 

1. Effective Cost Control: Technique of Standard Costing provides effective cost control as standard cost is yardstick 
against which actual cost can be compared and action taken for variances. This facilitates cost control. Standard Costing 
is an important tool for achieving control on cost by impressing upon the employees that the costs incurred on production 
should not exceed the predetermined standards. 

2. Preparation of Budgets: Standard costing offers reliable data for preparation of budgets. In fact standard costing and 
budgeting are complementary. 

3. Motivation: When standards the realistic and attaintable, they can stimulate individuals to perform more effectively.  
Standards provide incentive and motivation to work. It motivates workers to strive for accomplishment of defined 
targets. This increases efficiency and productivity in all aspects. 

4. Minimises Wastage: Use of standard costing leads to effective control on men, material and machines through optimum 
utilization of men, materials and machine-hours. It provides a check on numerous expenses of production, services, 
supervision and management, waste of time and materials can easily be detected. 

5. Fixation of Price: Standard Costs are useful for cost estimates and price quotations. Standard cost plus a profit margin is 
a far superior basis for price fixation than actual costs. 

6. Inventory Valuation: Value of Stocks on standard cost can be easily ascertained by multiplying the quantity of stock in 
hand by the standard price. 

7. Projection of Profits: System of standard costing facilitates projections regarding costs for various types of productions. 

The techniques developed for controlling costs also contribute to better management of revenues and making reliable 

projection regarding profits. 

Limitation of Standard Costing: Standard costing is a useful technique for planning, control and decision-making, but it 
should be used giving regard to following limitations: 

1. Difficulty in Setting Standards: Establishment of standards is a difficult task requiring a log of technical skill, 
imagination, experience and careful investigation into all aspects of costs. If all these factors are not in harmony, desired 
results will not be achieved. 

2. Anticipated Conditions May not Appear: Standards are set in the light of conditions likely to prevail during the budget 
period. The actual conditions may be different from those anticipated rendering the standards obsolete. 

3. Requirement of revisions: Standards should correspond to current conditions for best results. Current conditions 
change very rapidly. Revision of standard is a costly exercise nd leads to a lot of associated problems. For this reason 
revision of standards may get ignored. This delay may be disastrous for effectiveness of the system, since old standards 
do even more harm. 

4. Frequent Revisions: In a situation where the technology, prices, duties and responsibilities of employees are fast 
changing, the standards require frequent revisions. 

5. Dispute Regarding Bases for Standards: There may be difference of opinion whether the standards should be built 
around ideal conditions or realistic conditions. Too tough standards may be demoralizing and too lenient standards may 
fail to infuse efficiency. 
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6. Determination of Controllability Difficult: Variance analysis is useful, whereas deviations are linked with 
responsibilities. Cost control variance analysis requires that causes for variances should be ascertained and segregated 
into controllable and non-controllable causes. Such segregation is not always easy. As a result fixation of responsibility 
also becomes difficult. 

7. Expensive for Small Firms: Installation of system of standard costing may be too costly for small firms, though 
affordable for large organizations. 

 
 
Question 4  

Describe three distinct groups of variances that arise in standard costing. 

Answer 

The three distinct groups of variances that arise in standard costing are: 

a. Variances of efficiency. These are the variance, which arise due to efficiency or inefficiency in use of material, labour 

etc. 

b. Variances of prices and rates: These are the variances, which arise due to changes in procurement price and standard 

price. 

c. Variances due to volume: These represent the effect of difference between actual activity and standard level of 

activity. 

 

 

Question 5  

“Calculation of variances in standard costing is not an end in itself, but a means to an end.” Discuss. 

Answer 

The crux of standard costing lies in variance analysis. Standard costing is the technique whereby standard costs are 

predetermined and subsequently compared with the recorded actual costs. It is a technique of cost ascertainment and cost 

control. It establishes predetermined estimates of the cost of products and services based on management’s standards of efficient 

operation. It thus lays emphasis on “what the cost should be”. These should be costs are when compared with the actual costs. 

The difference between standard cost and actual cost of actual output is defined as the variance. 

The variance in other words in the difference between the actual performance and the standard performance. The calculations of 

variances are simple. A variance may be favourable or unfavourable. If the actual cost is less than the standard cost, the variance 

is favourarable but if the actual cost is more than the standard cost, the variance will be unfavourable. They are easily 

expressible and do not provide detailed analysis to enable management of exercise control over them. It is not enough to know 
the figures of these variances from month to month. We in fact are required to trace their origin and causes of occurrence for 

taking necessary remedial steps to reduce / eliminate them. 

A detailed probe into the variance particularly the controllable variances helps the management to ascertain: 

a) the amount of variance 

b) the factors or causes of their occurrence 

c) the responsibility to be laid on executives and departments and 

d) corrective actions which should be taken to obviate or reduce the variances 

Mere calculation and analysis of variances is of no use. The success of variance analysis depends upon how quickly and 

effectively the corrective actions can be taken on the analysed variances. In fact variance gives information. The manager needs 

to act on the information provided for taking corrective action. Information is the means and action taken on it is the end. In 

other words, the calculation of variances in standard costing is not an end in itself, but a means to an end.   
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                                               MARGINAL COSTING 

 
 

 

Write short notes on Angle of Incidence. 

 

This angle is formed by the intersection of sales line and total cost line at the break- even point. This angle shows the rate at 

which profits are being earned once the break-even point has been reached. The wider the angle the greater is the rate of earning 

profits. A large angle of incidence with a high margin of safety indicates extremely favourable position. 

 

Question 2  

Discuss basic assumptions of Cost Volume Profit analysis. 

Answer 

Assumptions of CVP Analysis: 

(a) Changes in the levels of revenues and costs arise only because of changes in the number of products (or service) units 

produced and sold. 

(b) Total cost can be separated into two components: Fixed and variable 

(c) Graphically, the behaviour of total revenues and total cost are linear in relation to output level within a relevant range. 

(d) Selling price, variable cost per unit and total fixed costs are known and constant. 

(e) All revenues and costs can be added, substracted and compared without taking into account the time value of money. 

 

Question 3  

Elaborate the practical application of Marginal Costing. 

Answer: 

Practical applications of Marginal costing: 

a. Pricing Policy:  

Since marginal cost per unit is constant from period to period, firm decisions on pricing policy can be taken particularly in 

short term. 

b. Decision Making:  

Marginal costing helps the management in taking a number of business decisions like make or buy, discontinuance of a 

particular product, replacement of machines, etc. 

c. Ascertaining Realistic Profit:  

Under the marginal costing technique, the stock of finished goods and work-in-progress are carried on marginal cost basis 

and the fixed expenses are written off to profit and loss account as period cost. This shows the true profit of the period. 

d. Determination of production level:  

Marginal costing helps in the preparation of break-even analysis which shows the effect of increasing or decreasing 

production activity on the profitability of the company. 
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    Question 4  

What are the Differences between Absorption Costing and Marginal Costing ? 
 

S. 
No. Basis Absorption Marginal Costing 

1. C a l c u l a t i o n o f 
Manufacture Overhead 
rates 

In this absorption rate 
include both fixed and 
variable manufacturing 
Overheads 

Marginal costing rates includes 
only variable manufacturing 
overhead 

2. Valuation of Inventory In Absorption Costing 
valuation is on Product 
cost i.e. Prime cost + 
applied fixed and variable 
manufacturing overheads. 

Marginal costing it will be at 
Prime cost + applied variable 
manufacturing overhead. 

3. Classification of Overhead In Absorption costing the 
o v e r h e a d m a y b e 
classified as factory,  
administrative, selling and 
distribution. 

In marginal costing, Overheads 
are classified as variable and 
fixed. 

4. Operating Profit Under absorption Costing 
Gross Profit = Not Sales – 
Manufacturing costs = 
Prime cost + Fixed and 
variable manufacturing 
overhead. 

In Marginal costing, Marginal 
income or contribution = net 
sales - variable manufacturing 
cost of goods sold - variable 
administrative, selling and 
distribution overhead. 

5. Net operating profit Under absorption costing, 
net   operating   profit   = 
G r o s s p r o f i t - 
administrative selling and 
distribution    overheads ( 
Fixed and variable 
combined). 

Under Marginal costing Net 
Operating Profit = Marginal 
income or contribution Fixed 
manufacturing overhead – fixed 
administrative overhead – fixed 
selling and distribution 
overhead. 

6. Effect of stock valuation The difference in the 
magnitude of opening and 
closing stock affect the 
unit cost of production due 
to the impact of the related 
foxed cost. 

T h e d i f f e r e n c e i n t h e 
magnitude of opening and 
closing stock does not affect the 
unit cost of production. 

7. Decision Making It distorts decision making It aids decision making. 

8. Profitability Fixed cost are charged to 
the cost of production. 
Each  product  bear s 
reasonable share of fixed c 
o s t s a n d t h u s t h e 
profitability of a product is i 
n f l u e n c e d b y a n 
apportionment of fixed 
asset. 

Fixed costs are regarded as 
period costs. The profitability 
of different products are judged 
by their P/V ratio. 
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