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L1 LEARNING OBJECTIVES

After going through this unit, students will be able to

-

¢« understand the meaning, scope and objectives of cost accounting;

s  distinguish between financial and cost accounting;

o discuss fundamental concepts of cost and its elements;

o classify cost and explain the methods of costing. |
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Contond Marssenet 1.2 INTRODUCTION
Accounting
Costing is a branch of accounting. It helps us to classify, record, and allocate
the expenditure for the determination of costs of product. Expenditure involved
NOTES in business has to be ascertained to fix the price of a product produced. The
expenditure is to be understood in terms of material, labour and other direct and
indirect expenses. The major purpose of such classification is to estimate the profit
and to understand its relationship with costs and price. The three elements of a
transaction f.¢., cost, profit and price are necessary components of any business
activity.

The management requires all information as seen in the example for each
product produced. The above estimation is done for the purpose of planning,
cost control and decision-making. The existing system of financial accounting
does not provide the necessary information to do similar estimation. Such
deficiency of financial accounting has given rise to the need of cost accounting.

1.3 CONCEPT OF COST ACCOUNTING

Traditionally, cost accounting is considered as the technique and process of
ascertaining costs of a given thing. In sixties, the definiticn of cost accounting
was modified as ‘the application of costing and cost accounting principles,
methods and techniques to the science, art and practice of cost control and
ascertainment of profitability of goods, or services'. It includes the presentation
of information derive 4 therefrom for the purpose of managerial decision making.
It clearly emphasises the importance of cost accountancy achieved during the
period by using cost concepts in more and more areas and helping management
to arrive at good business decisions.

Today, the scope of cost accounting has enlarged to such an extent that it
now refers to the collection and providing all sorts of information that assists the
executives in fulfilling the organisational goals. Modem cost accounting is being
termed as management accounting, since managers being the primary user of
accounting information are increasingly using the data provided by the accounts,
setting objectives and controlling the operations of the business.

Derivmmions or Cost Accountivg

The word ‘Costing’ refers to the technique and process of ascertaining costs.
There have been certain rules and principles in the field of costing developed
over years by our forefathers. These rules and principles help us to ascertain the
cost of products produced. The term ‘Cost Accounting’ refers to the recording of
all incomes and expenditures and ends with the preparation of periodical -
statements and reports for ascertaining and controlling costs.

Costaccounting is a subset of accounting that develops detailed information
about costs as they relate to units of output and to departments, primarily for
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purposes of providing inventory valuation (product costing) for financial
statements, control, and decision making.

The terminology of cost accountancy published by the Institute of Cost
and Management Accountants, London defines cost accountancy as “the
application of costing and cost accounting principies, methods and techniques to
the science, art and practice of cost control and the ascertainment of profitability.
It includes the presentation of information derived therefrom for the managerial
decision-making.”

On analysis of the above definition, the following features of cost
accountancy become evident :

(a) “Costaccountancy” is used in the broadest sense when compared to “cost
accounting” and “costing”. This is so because cost accountancy is
concerned with the formulation of principles, methods and techniques to
be applied for ascertaining cost and profit.

(b) Having ascertained ‘cost’ and ‘profit’, cost accountancy is concerned with
presentation of information to management. To enable management to
carry out its functions, reports must be promptly made available at the
right time, to the right person and in a proper from.

fc) The information so provided is to serve the purpose of managerial
decisionmaking such as introducing a new line of product, replacemer*
of manual labour by machines, make or buy, decisions, etc.

1.4 NEED AND SCOPE OF COST ACCOUNTING

The need for cost accounting arises owing to the following :
To Overcome the Limitations of Financial Accounts

Financial accounting records in an overall manner the results of the
operations of a business, using conventional double entry book-keeping
techniques. It suffers from the following limitations :

M It provides only past data : Financial accounts provide out of date information
to management. But management is interested in current data but not
past data as it does not serve any purpose to it. Therefore it has been
rightly pointed out that finandial accounts provide only a post-mortem
analysis of past activities.

() 1t reveals only over all result of the busimess @ Financial accounts does not
provide data for each and every product, process, department or operation
separately. Instead it provides the financial information in a summary form
for the entire organisation as a whole.

(ini) It is static in nature : Modern business is dynamic but not static. Financial
accounts does not incorporate the changes that take place within the
business.

Seff-fastrucifossl Material 3
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(i)

(@)

(i)

It fuils to take mto account the impact of price level change : In the modern
inflationary conditions the price level has significant impact over financial
statement. Under financial accounts, assets are shown at the actual or
historical cost. Consequently depreciation is also charged on actual or
historical cost. This under charging of depreciation will distort the profit
figure.

Possibility of manipulation of financial accounts : Very often financial
accounts are manipulated at the whims and fancies of management so as
to project better image in the minds of prospective investors. The chief
forms of manipulating the financial accounts assume the form of over or
undervaluation of inveritory, excessive or inadequate provision for
depreciation, creation of secret reserves, etc.

It fails to exercise control over resources : Financial accounts fail to exercise
control over materials, labour and other expenses incurred in a business
enterprise. As a results, avoidable wastages and losses go unchecked under
this system of accounts.

(o) It fails to provide adequate data for price fixation : Financial accounts fail to

provide adequate cost data on the basis of which selling price is fixed. In
the absence of fixation of prices in advance, it is not possible to supply
quotations to the prospective customers. To that extent the income from
such sales diminish.

(o) It fils to provide adequate data for management in carrying out its furictions:

(ix)

(x)

(xf)

Management of every organisation relies heavily on adequate cost data
for formulating policies and in decision-making process. But financial
accounts fails to provide such useful cost data to. management.

It does not provide a basis for cost comparison ; Financial accounts does not
help in cost comparison over a period of time or between two jobs or two
operations. Thus a basis for judging the efficency of an year with past
year or worthfulness of two different jobs or operations cannot be
appraised.

It does not make use of contrel technigues : Financial accounts fail to make
use of certain important cost control techniques such as budgetary control
and standard costing. Thus financial accounts do not facilitate measuring
the efficiency of the business with the help of control techniques.

It fails to ascertain break-even point : Financial accounting does not help in
ascertaining the break-even point, Le., the sale or output where the revenue
equals the cost. Hence, the point of no-profit-no-loss cannot be made out
under financial accounts. :




To Ensure Optimum Utilisation of Resources Introuduiction
In todays business world, the resources available are very scarce. Hence

every business unit must strive hard to obtain maximum output with the available

input. In order to ensure the optimum utilisation of scarce resources, the value of NOTES

input is measured against the value of output. This implies matching cost per

unit of production against the value of output or selling price. But financial

accounts does not provide the information relating to cost per unit of production.

‘Hence the need for cost accounting was felt necessary.

To Achieve Overall Efficiency of Business

Every businessman will make constant effort to improve his business. In
order to formulate suitable policy and sound decision, he has to know answers to
certain questions such as (@) What is the maximum profit which a business can
make? (b) Is the profit earned by it is more or less compared to the earlier years?
(c) Which product line is making more profit? (d) Has too much capital is blocked
in raw materials? (¢) Whether the cost of production has gone up compared to
earlier years? (f) Should the selling price requires revision? Cost accounting serves
as an useful tool in the hands of management in this direction. By analysing the
cost of production of every unit, it helps management to know the answers to
the above questions.

Scorg oF Cost ACCOUNTANCY

The scope of any subject refers to the various areas of study included in
that subject. As regards the scope of cost accountancy is concerned, it has vast
scope. The following topics fall under the purview of cost accountancy : (1)
Costing, (2) Cost Accounting, (3) Cost Control Techniques, (4) Budgeting and (5)
Cost Audit.

1. Costing

The terminology of ICMA, London, defines costing as “the technique and
process of ascertaining the cost.”

The above definition is very significant in as much as it carries the main
theme of cost accountancy. This definition emphasises two important aspects,
viz.

(a) The technique and process of costing : The technique of costing involves
two distinct steps, namely, (i) collection and classification of costs according
to various elements and (if) allocation and apportionment of the expenses
which cannot be directly charged to production. As a process, costing is
concerned with the routine ascertainment of cost with a formal procedure,

(b) Ascertainment of cost : It involves three steps, viz., (i) collection and analysis
of expenses, (ii) measurement of production at different stages and (iif)
linking up of production with the expenses. To achieve the first step, costing
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has developed different systems such as Historical, Estimated and Standard
Cost. For achieving the second step, costing has developed different
methods such as single or output costing. Job costing, contract costing,
etc. Finally, for achieving the last step costing has developed important
techniques such as Absorption Costing, Marginal Costing and Standard
Costing. .

The three terms indicated as ‘systems’, "‘methods’, ‘techniques’ are
independent factors but co-exist together. Ascertainment of cost of
production is based on all these three terms. For example, continuous
type of industries may use process costing as a method, using actual cost
as a system, under Standard Costing Technique.

2. Cost Accounting A

Kohler in his dictionary for Accountants defines cost accounting as “that
branch of accounting dealing with the classification, recording, allocation,
summarisation and reporting of current and prospective costs.”

Mr. Wheldon defines cost accounting as “the classifying, recording and
appropriate allocation of expenditure for the determination of the costs of products
or services, the relation of these costs to sales values, and the ascertainment of
profitability.”

The above definitions reveal the following aspects of cost accounting

(w) Cost classification : This refers to grouping of like items of cost into a
common group.

(b) Cost recording : This refers to posting of cost transactions into the various
ledger maintained under cost accounting system.

(c) Cost allocation : This refers to allotment of costs to various products or
departments.

(d) Cost determination or cost finding : This refers to the determination of the
cost of goods or services by informal procedure, L.e., procedures that do
not carry on the regular process of cost accounting on a continuous basis,

(¢) Cost reporting : This refers to furnishing of cost data on a regular basis so
as to meet the requirements of management,

15 NATURE OF COST ACCOUNTING

The nature of cost accounting can be brought out under the following
headings :

1. Cost accounting is a branch of knowledge : Though considered as a
branch of financial accounts, cost accounting is one of the impartant
branch of knowledge, i.2,, a discipline by itself, It is an organised body of
knowledge consisting of its own principles, concepts and conventions,
These principles and rules of course vary from industry to industry.



2. Cost accounting is a science : Cost accounting is a science as it is a body Ineroduction
of systematic knowledge relating to not only cost accounting but relating
to a wide variety of subjects such as law, office practice and procedure,
data processing, production and material control, etc. It is necessary for a | NOTES
cost accountant to have intimate knowledge of all these field of study in
order to carry on his day-to-day activities, But it is to be admitted that it is
not a perfect science as in the case of natural science.

3. Costaccounting is an art : Cost accounting is an art in the sense it requires
the ability and skill on the part of cost accountant in applying the principles,
methods and techniques of cost accountancy to various management
problems. These problems include the ascertainment of cost, control of
costs, ascertainment of profitability, etc.

4. Cost accounting is a profession : In recent years cost accounting has
become one of the important professions which has become mare
challenging. This view is evident from two facts. First, the setting up of
various professional bodies such as National Association of Accountants
(NAA) in USA. The Institute of Cost and Management Accountants in
UK, the Institute of Cost and Works Accountants in India and such other
professional bodies both in developed and developing countries have
increased the growing awareness of costing profession among the people.
Secondly, a large number of students have enrolled in these institutes to
obtain costing degrees and memberships for eaming their livelihood.

1.6 EVOLUTION OF COST ACCOUNTING

Accounting is a very old profession. Financial accounting is in use with the
dawn of civilisation. As soon as counting and arithmetic started, and the use of
money replaced the barter system, the financial accounting emerged in some
form or other. However, cost accounting is traceable to the earlier part of the
seventeenth century. The earliest reference of cost accounting can be found in
Robert Loder’s farm accounts 1610-20. However, the industrial revolution in the
18th century brought about extensive mechanisation of production system
resulting in large scale production. Some sporadic efforts were made in UK. and
U.S.A. to install factory cost systems as far back as 1805. But the concept of
prime cost was used around 1875 by some industrialists. Between 1885 and 1901,
- @ number of publications from London and New York explained the cost of
manufacture, the distribution of establishment charges, the commercial
organisation of the factories, factory accounts - their principles and practices,
and finally a complete text book on Cost Accounting Theory and Practice was
published by J.L. Nicholson from New York in 1913,

The cost accounting concepts advanced further with the beginning of the
First World War. The “cost plus’ concept was introduced during the war time in
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Cont T‘ Management  order to avoid delay in executing urgent supplies. The contracts were entered on -
the basis that the supplier would be reimbursed the cost ‘plus’ a fixed percentage
to cover administration and other overhead expenses and profit. Immediately,

NOTES two things happened. One, a demand for qualified persons to calculate cost and
two, deliberation of cost concepts for identifying the items or elements that enter
the cost.

The profession of cost accountancy got a real boost-up. More and mose
people got interested in the profession. In 1919, the Institute of Cost and Works
Accountants was established in UK., which is now known as the Chartered
Institute of Management Accountants (CIMA) at London. Simultaneously, in
US.A. the National Association of Cost Accountants, which is now known as the
National Association of Accountants, was also established at New York. Under
the leadership of these two institutes, the profession and the concepts of cost
accounting developed significantly. Before the Second World War, the mechanism
of standard cost accounting, budgetary control, flexible budgeting and direct
costing became known in the US.A. and UK.

In India, prior to independence, there were a few cost Accountants, and
they were qualified mainly from LCM.A. (now CIMA) London. During the
Second World War, the need for developing the profession in the country was
felt, and the leadership of forming an Indian Institute was taken by some members
of Defence Services employed at Kolkata. Costing profession was in an embryonic
stage at that time. However, with the enactment of the Cost and Works Accountants
of India Act, 1959, the Institute of Cost and Works Accountants of India was |
established at Kolkata. ]

The Institute has grown in stature, having Fellow, Associate and Student
Members. The Institute controls its function through its Head Office at Kolkata
and four Regional Offices at Mumbai, Kolkata, Delhi and Chennai. Each of the
Regional Offices has several chapter Offices to look after the interest of the local
members and the profession.

The profession assumed further importance in 1968, when the Government
of India introduced selective Cost Audit under Section 233-B of the Companies
Act, 1956 and framed Cost Accounting Record Rules, 1968 for this purpose.
Although Cost Audit is not compulsory, but selective for a few nominated
industries yet the profession was greatly benefited, and more persons are now
interested to join the profession. Today, the extensive use ‘of cost accounting
techniques has led to new concept of information technology, operational control
and performance measurement. The concepts of Activity Based Costing (ABC),
strategic control systems, flexible production system etc. are key words for modem
cost management. '
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1.7 FINANCIAL ACCOUNTING AND COST bnction
ACCOUNTING

In financial accounts, the monetary transactions of the business are recorded,
classified and analysed in an orderly manner, so as to prepare periodic results in
the form of profit and loss account or income statement and balance sheet,
indicating the financial position of the business at the end of that period. The
financial accounting is guided by various rules and regulations, some of which
are mandatory. The system cannot normally deviate from the accepted accounting
practices. ’

The object of financial accounting is to provide information mainly to
outsiders such as shareholders, investors, government authorities, financial
institutions, etc. The analysis and interpretation of financial data contained in the
income statement and the balance sheet enable persons interested in the business
to make meaningful judgement about the profitability, liquidity and solvency of
the enterprise. Besides, income-tax, central excise, banks and insurance companies
rely on the data contained in the financial statements.Cost accounting, on the
other hand, deals with the ascertainment of the cost of product or service. Itis a
tool of management that provides detailed records and reports on the costs and
expenses associated with the operations, mainly for internal control and decision
making. Cost accounting basically relates to the utilisation of resources, such as
material, labour, machines, etc. and provides information like products cost,
process cost, service or utility cost, inventory value, etc. so as to enable management
taking important decisions like fixing price, choosing products, preparing
quotations, releasing or withholding inventory, etc.

Cost accounting is very closely-related to financial accounting. Some
authorities on the subject consider cost accounting to be the branch of financial
accounting, But it may be said that cost accounts is complementary to financial
accounts, i.c., a subject which is necessary to make financial accounts whole or
complete. Financial accounts and cost accounts are both similar in certain respects. -
But in some other respects they differ from one another.

These points of similarities and dissimilarities and enumerated below :
Points of Similarities

(1) The fundamental principles of double entry is applicable in both the
systems of accounts.

(b) The invoices and vouchers constitute the common basis for recording
transactions under both the systems of accounts.

(¢) The results of business are revealed by both the systems of accounts.

(d) The causes for losses and wastages of a business are provided by both
these systems of accounts, |

(¢) Thedetermination of future business policy is guided by both these system
of accounts.

Self-tuntructiomal Material #




Cont and Management (f) A basis for comparison of expenses is being provided by both the

Vevmparriimg
accounting systems.
(g) Accuracy of accounts is maintained under both the systems by means of
NOTES exercising check over errors and commissions which might creep in either

of accounts,

The objective of cost accounting is to provideé information to internal
managers for better planning and control of operations and taking timely decisions.
In the early stages, cost accounting was considered as an extension of financial
accounting, Cost records were maintained separately. Cost information and data
were collected from financial books, since all monetary transactions are entered
in the financial accounts only. After developing product cost or $ervice cost and
valuation of inventory, the costing profit and loss account is prepared, The profit
and loss figures so derived by the two sets of books i, financial accounts and
cost accounts, would have to be reconciled, since some of the income and
expenditure recorded in financial books do not enter into product cost, while
some of the expenses are included in cost accounts on notional basis i.e., without
having incurred actual expense. However, a system of integrated account has
been developed subsequently, wherein cost and financial accounts are integrated
avoiding maintining two sets of books. The basic difference between financial
and cost accounting may be summarised as follows:

Financial Accounting Cost Accounting
1. Accounting of monetary transactions of | 1. Accounting of product cost or
the business. service cost.
. Consists of recording, classification and |2. Consists of developing product
leyﬁis of financial transactions. service cost with elementwise mstmi
breakdown.
. Leads to preparation of income 3. Leads to development of prod
tatement and balance sheet at periodic | or service cost, indicating profitabili
nterval. . : of each product or service as and
when required.
t:lnm at external reporting to the 4. Aims at internal reporting both
reholders, investors, Government routing as well as special reporting ta
puthorities and other outside parties. managers for internal control

== 3 and decision making.
p: The accounting systems are mandatory |5. The system is much less structured -
and structured as per legal and other and is not mandatory, except those

requirements. covered by cost audit
required u/s 233-B of the Companies
Act, 1956

b. Subject to verification by 6. Cost audit is not compulsory but

external auditor. selective to some specific industries)|
products.

19 Self-lnstructionad Meterial




1.8 MANAGEMENT ACCOUNTING i

Management accounting is not a specific system of accounts, but could be
any form of accounting which enables a business to be conducted more effectively
and efficiently. Management accounting in the words of Robert 5. Kaplan, is a NOTES
system that collects, classifies, summaries, analyses and reports information that
- will assist managers in their decision making and control activities. Unlike financial
accounting, where the primary emphasis is on reporting outsiders, management
accounting focuses on internal planning and control activities. Therefore
management accounting requires the collection, analysis and interpretation not
only financial or cost data, but also other data such as sales, price, product demands
and measures of physical quantities and capacities. In the process, the system
utilises all techniques of financial and cost accounting including marginal or direct
costing, standard costing, budgetary control, etc. Management accounting
therefore appears as the extension of the horizon of cost accounting towards newer
areas of management.

Management accounting is largely concerned with providing economic
information to managers for achieving organisational goals. The information flow
system is, therefore, extremely important while designing the system. Managers
at each level must have a clear understanding about the objectives and goals
assigned and receiving flow of relevant information. It is important to note that
overabundance of irrelevant information is as bad as lack of relevant information.

1.9 DIFFERENCES BETWEEN COST AND
MANAGEMENT ACCOUNTING

The American Accounting Association 1958, committee on management
accounting defines management accounting as “the application of appropriate
techniques and concepts in processing the historical and projected economic data
of an entity to assist management in establishing a plan for reasonable economic
objectives and in the making of rational decisions with a view towards achieving
these objectives.” It includes the methods and concepls necessary for effective
planning for choosing amang alternative business actions, and for control through
the evaluation and interpretation of performance. Its study involves consideration
of ways in which accounting information may be accumulated, synthesised,
analysed and presented in relation to specific problems, decisions and day-to-
day tasks of business management.

The terminology published by ICMA, London, defines management
accounting as “the application of professional knowledge and skill in the
preparation and presentation of accounting information in suck a way as to assist
management in the formulation of policies and in the planning and control of
the operation of the undertaking.”
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If we examine the above two definitions of management accounting it

s appears that both the systems of accounts serve the same purpose. However,
they differ from one another in respect of the following :
NUTES oints of Cost Accounting Management Aunuuﬁud
ifferences

I Growth of | The history of cost accounting This system of accounting

Accounting | dates back to fourteenth evolved in the middle of
century. 20th century, Hence it is ol

recent origin where
compared to cost
accounting.

2. Object The main objects of cost The main objective of
accounts is to ascertain and management accounting ig
control cost. to provide useful

information to
management for decision-
making.

3. Basis of It is based on both present It is concerned purely with

recording and future transactions the transactions relating to
for cost ascertainment. future. -

H. Scope Cost accounts has narrow scope| It has a wide scope in as
as it covers matters relating much as it covers the areas|
to ascertainment and contral of financdial accounts, cost
of cosl. accounts, taxation, etc.

5. Utility Cost accounts serves the needs Management accounting
of both internal management serves the needs of only
and external parties, internal management.

b. Types of It deals only with monetary It deals with both monetary,

transactions | transactions. i, it covers and non monetary

dealt with only quantitative aspect. transactions, i¢., both

quantitative and qualitative
aspects,

7. Observation| Cost accounts follow a definite It does not follow a definite

of principles | principle for ascertaining cost principle and format.

and format and a format for recording. Instead, the data to be

presented depends up on
the need of the
management.
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110 FUNCTIONS OF COST ACCOUNTANT bt
The functions of cost accountant may be enumerated under the following;

Traditional Functions

The traditional functions comprise of the routine functions of cost
accountant. Such functions are as follows :

(7) To establish various cost centres in the organisation.

(k) To ascertain the cost of every product, job or process both in terms of total
and per unit of product.

(¢) Todesign suitable system for defining responsibilities and controlling cost.

(d) To provide necessary data to enable management in fixing the price,

(¢) To prepare reports on wastages of material, loss of labour time, idle capacity
of machines so as to improve profitability of business.

NOTES

(f) To implement cost contral techniques such as budgetary control and
standard costing.

(g) To prepare cost schedules to assist management in making decisions and
in formulating policies.

(h) To design suitable forms for organising an effective system of reporting
which ensures provision of adequate cost data to all levels of management.

(i) To assist management in the valuation of closing stock of raw materials
and work-in-progress so that too much of capital is not locked up in
unnecessary inventories.

() To prepare periodical cost statements and profit and loss account.

Modern Functions
In recent times the functions of a cost accountant are not only confined to
ascertain and control cost but extend far beyond these functions. This is on account
of the additional responsibilities arising from the various branches of accounting,
works organisation, office management and administration, methods of statistical
analysis, systems analysis, O and M studies, modern principles of management,
use of computers, etc. These modern functions are as follows :
(f) Supervising the functions of mechanised accounting,
(i) Organisation of internal audit in the field of accounting,
(fif) To work in close co-ordination with various departmental managers so as
to implement cost reduction programmes and methods of improvement.
(i) To undertake cost audit programmes as per the directives issued by the
government and the provisions of the Indian Companies Act of 1956,

As regards the role of cost accountant in an industry, in has been beautifully
summarised by Mr. Wilmot in his article on “the cost accountant’s place in
management”. According to him, the role of cost accountant is “that of a historian,
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Costand Management  news agent, and prophet”. As historian he must be meticulously accurate, i.c.,

i while supplying cost information to management he has to furnish in greater

detail with carefulness and exactness, As news agent, he must be up-do-date,

NOTES selective and provide full cost information to the needy person. As a prophet he
must combine knowledge and experience with foresight and courage.

1.11 REQUISITES OR ESSENTIALS OF COST
ACCOUNTING SYSTEM
The following are the essentials of an ideal cost accounting system :

1. Accuracy : The system of cost accounting must provide for accuracy in
terms of both cost ascertainment and presentation, Otherwise it will prove
to be misleading.

Simplicity : Cost accounting system involves detailed analysis of cost. To

-avoid complications in the procedure of cost ascertainment an elaborate

system of costing should be avoided and every care must be taken to
keep it as simple as possible.

3.  Elasticity : The cost accounting system should be capable of adopting
itself to the changing situations of business. It must be capable of expansion
or contraction depending upon the needs of the business.

4. Economy : The costs of operating costing system must be less. It must

result in increased benefit when compared to the expenditure incurred in

installing it.

Comparability : The records to be maintained must facilitate comparison

over a period of time. The past records must serve as a basis to guide the

future,

Promptness : An ideal costing system is one which provides cost data in

an analytical form to the management. So all the departments of a factory

must analyse and record the relevant items of cost promptly in order to
furnish cost information on a regular basis to various levels of

management. This helps in checking up the progress of the business on a

regular basis,

Periodical preparation of accounts : With a view to facilitate the

comparison of results frequently, it is desirable to prepare accounts

periodically. Constant comparison of actual result with standard result
enables to spot out areas of inefficiency. This can be set right by taking
remedial measures,

8. Reconciliation with financial accounts : The system of cost accounts
must be capable of reconciling with financial accounts so as to check
accuracy of both the system of accounts.

9. Uniformity : The various forms and documents used under costing system
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10.

must be uniform in size and quality of paper, Printed forms muyst be used
to avoid delay in the preparation of reports, This also reduces the burden
of clerical staff. Forms of different colours can be used to distinguish
different documents. '

Equity : The basis of apportioning indirect expenses o products,
departments or jobs must be fair and equitable.

112 ADVANTAGES AND LIMITATIONS OF COST
ACCOUNTING

A good costing system serves the needs of a large sections of people. The

advantages of cost accounting are discussed below.

Advantages of Cost Accounting to Management

1.

r 3

Fixation of responsibility : Whenever a cost centre is established, it implies
establishing a kind of relationship between superior and subordinates.
Thus responsibilities are fixed on every individual who is concerned with
incurrence of cost.

Measures economic performance : By applying cost tontrol techniques
such as budgetary control and standard costing it helps in assisting the
performance of business,

Fixation of price : By providing cost data it helps management to fix the
selling price in advance. Hence, quotations can be supplied to prospective
customers to secure orders.

Aids in decision-making : It helps management in making suitable
decisions such as make or buy, replace manual labour by machines, shut
down or continue operations based on cost reports,

Helps in the preparation of interim final accounts : By the process of
continuous stock taking it enables to know the value of closing stock of
materials at any time. This facilitates preparation of final accounts wherever
desired.

Helps in minimising wastages and losses : Cost accounting system
enables to locate the lapses relating to materials, idle time and under
utilisation of plant and machinery.

Facilitates comparison : It facilitates cost comparison in respect of jobs,
process, departments and also between two periods. This reveals the
efficiency or otherwise of each job process or department.

Assists in increasing profitability : Costing reports provide information
about profitable or unprofitable areas of operation. The management can
discontinue that product line or that department which are responsible
for incurring losses. Thereby only profitable line of activities alone are
retained.
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f“":‘:ﬂ*}::"ﬂﬁ"’"' 9. Reconciliation with financial accounts : A well maintained cost
accounting system facilitates reconciliation with financial accounts to check
the arithmetical accuracy of both the systems. !

NOTES 10. It guides future production policy : Cost data help management in
determining future production policy. Any expansion or contraction of
production for the future is based on past cost data.

Advantages to Employees
1. Cost accounting system enables employees to eamn better wages through
overtime wages and incentive systems of wage payment.
2. By providing better facilities it ensures job security to employees,
3. Employees benefit by merit rating techniques which is conducted by
scientific process.
Aduvantages to Creditors
1. It increases the confidence of creditors in the capital employed in the
business,
2. The frequent preparation of reports and statements help in knowing
solvency position of the business.
Advantages to the Government
1. It helps government in formulating policies regarding export, import,
taxation, price control measures, wage fixation, etc.
It helps in assessing excise duty, sales tax and income tax of the business.
Costing information helps in preparing national plans.
Advantages to Society
I Cost reduction and cost control programmes go to minimise cost of
production of goods and services. A portion of the reduced cost of
production is shared by customers by paying less price for goods and
services,
It offers employment opportunities in the cost accounting department in
the capacity of cost accountants and cost clerks.

=

e

=

Liviriations oF Cost ACCOUNTING

1. It is expensive : The system of cost accounting involves additional
expenditure to be incurred in installing and maintaining it. However,
before installing it, care must be taken to ensure that the benefits derived
is more than the investment made on this system of accounting.

2. The system is more complex : As the cost accounting system involve
number of steps in ascertaining cost such as collection and classification
of expenses, allocation and apportionment of expenses, it is considered to
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be complicated system of accounts. Moreover the system makes use of nirodustiow
several documents and forms in preparing the reports. This will tend to j
delay in the preparation of accounts,

3. Inapplicability of same costing method and technique : All business NOTES
enterprises cannot make use of a single method and technigue of costing.
It all depends upon the nature of business and type of product
manufactured by it. If a wrong technique and method is used, it misleads
the results of business.

4. Not suitable for small scale units : A cost accounting system is applicable
only to a large-sized business but not to a small-sized one. Hence, there is
limitation to its application to all types of business,

5. Lack of accuracy : The accuracy of cost accounts get distorted owing te
the use of notional cost such as standard cost, estimated cost, etc.

6. It lacks social accounting : Cost accounting fails to take into account the
social obligation of the business. In other words, social accounting is outside
the purview of cost accounts.

113 COST CONCEPT AND COST OBJECT

The dictionary meaning of cost is “a loss or sacrifice”, or “an amount paid
or required in payment for a purchase or for the production or upkeep of
something, often measured in terms of effort or time expended”. CIMA Termunology
defines cost as ‘resources sacrificed or forgone to achieve a specific objective’.
Cost is generally measured in monetary terms.

Cost is the amount of expenditure (actual or notional) incurred on or
attributable to, a specified thing or activity. Thus, material cost of a product will

- mean the expenses incurred in procuring, storing and using materials in the
product. Similarly, labour cost will represent that part of payment made to the
workmen for time spent on the product during its manufacture.

Again, the term "cost’ can hardly be meaningful without using a suffix or a
prefix. The cost is always ascertained with reference to some object, such as,
material, labour, direct, indirect, fixed, variable, job, process, etc. Thus, each suffix
or prefix implies certain attribute which will explain its nature and limitations.

Cost object is defined by Charles T. Homgren as ‘any activity for which a
separate measurement of cost is desired’. It may be an activity, or operation in
which resources, like materials, labour, etc. are consumed. The cost object may
be a product or service, a project or a department, or even a program like
eradication of illiteracy. Again, the same cost may pertain to more than one cost
objects simultaneously. For example, material cost may be a part of product cost
as well as production department cost.
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Accounring

The techniques and process of ascertaining cost involve three steps, viz.
(i} Collection of expenditure or cost data,
(ii) Classification of expenditure as per cost elements. function, etc. and
(1) Allocation and apportionment of expenditure to the cost centres and cost
units.

The system accumulates and classifies expenditure according to the
elements of costs, and then; the accumulated expenditure is allocated and
apportioned to cost objects i.e, cost centres and cost units. We should, therefore,
know what are cost elements, cost centres and cost units.

NOTES

ELesmenTs oF Cosr

For the purpose of identification, accounting and control, breakup of cost
into its elements is essential. Elements are related to the process of manufacture
i.e., the conversion of raw materialsinto finished products. Costs are normally
broken down into three basic elements, namely, material, labour and expense.
Material cost includes all materials consumed in the process of manufacture up
to the primary packing. Labour cost includes all remuneration paid to the staff
and workmen for conversion of raw materials into finished products. Expenses
consist of the cost of utilities and services used for the conversion process including
notional cost for the use of owned assets,

Each of the cost elements can be further divided into direct and indirect
cost. Direct costs are those which can be identified with or related to the product
or services, so much so that an increase or decrease of an unit of product or
service will affect the cost proportionately. Indirect cost, on the other hand, cannot
be identified or traced to a given cost object in economical way and are related to
the expenses incurred for maintaining facilities for such production or services.
Thus, the elements of cost may be summarised as follows - (a) Direct materials
antl indirect materials, () Direct wages and indirect wages, (c) Direct expense
and indirect expense.

The aggregate of direct materials cost, direct wages and direct expense is
called Prime cost, while indirect materials cost, indirect wages and indirect
expenses are collectively called overhead cost.

Overheads are classified into production overheads i.e., indirect costs relating
to manufacturing activities, administration overheads i.c., costs relating to
formulating the policy, directing the organisation and controlling operations and
selling and distribution overheads i.e., indirect costs relating to the activity of
creating and stimulating demand and securing orders as well as operations relating
to distribution of goods from factory warehouse to customers. Factory cost, cost
of production and cost of sales are arrived at by adding respective overheads to
prime cost, factory cost and cost of production as indicated in the chart below :
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Rs Inrroducrion

Direct materials cost X
Direct wages X
Direct expenses X NOTES
Prime Cost
Factory overhead x

actory Cost x
Administration overhead X
Cost of Production X
Selling and distribution overhead x 3
Cost of Sales X

Arrocarep anp ApportionNed Cost

Cuost allocation is the allotment of the whole items of costs Lo cost centres or
cost units. Cost apportionment refers to the allotment of proportions of item of
cost to cost centres or cost units. A cost which is allocated to a cost centre is a
direct cost of that cost centre, whereas the cost which is apportioned to different
cost centres on suitable basis is an indirect cost of that cost centre. Thus, direct
costs are allocated, since they can be directly identified with a cost centre or cost
unit, and indirect costs are apportioned expenditure. The concept of direct and
indirect cost is very important for costing purposes,

Cost CENTRE

Cost centre is defined as a location, person or item of equipment (or group
of them) in respect of which costs may be ascertained and related to cost units for
the purposes of cost control. It is the smallest segment of activity or area of
responsibility for which costs are accumulated, Thus cast centres can be of two
kinds, piz.

(a) Impersonal cost centre consisting of a location or item of equipment (or
group of these) such as machine shop, and

(k) Personal cost centre consisting of a person or a group of persons such as
factory manager, sales manager, etc.

Cost centres are also classified in manufacturing concerns into production
and service cost centres. Production cost centres relate to those centres where
production or manufacturing activities take place. Service cost centres are those,
which are ancillary and render services to the production cost centres, so that
manufacturing activities can take place. In a biscuit manufacturing company,
making, baking and packing are production cost centres while personnel,
purchase, stores, canteen, accounts are service cost centres,
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The main purpose of cost centre is two fold :

(i) Recovery of cost: Costs are collected, classified and accumulated in respect
of a location, person or an item of equipment and then the costs are
distributed over the products for recovery of incurred cost, and

(i) Cost contral: Cost centres assist in making a person responsible for the
control of expenditure incurred by the cost centre. Manager of each cost
centre shall control costs incurred in his area of responsibility.

The size of the cost centre depends on the activity and operation, and
feasibility of cost control. Sub-cost centres are created if the size of the cost centres
become too big from control point of view.

Cost Untr

While cost centres assist in ascertaining costs by location, person, equipment,
operation or process, cost unit is a unit of product, service or a combination of
them in relation to which costs are ascertained or expressed.

The selection of suitable cost unit depends upon several factors, such as,
nature of business, process of information, requirements of costing system, etc.
but usually relates to the natural unit of the product or service, For example, in
steel and cement industry, the cost unit is ‘tonne’, while in transportation services,
the unit may be passenger-kilometre or tonne-km, etc. It may be noted that
while the former is a single cost unit, the latter is a composite unit, i.e, a
combination of two units. A few examples of cost units are given below : .

Industry or product Cost unit

Automobile Number

Biscuit Kilogram

Bread Thousand loaves

Breweries Barrel

Bricks Thousand bricks

Cigarettes Thousand cigarettes

Chemical Litre, gallon, kilogram

Coal, cement Tonne

Cotton textile K.G. of yamn or metre of cloth

Cas Cubic foot or cubic metre

Hospital Patient day

Hotel Guest-day, guest room, etc,

Power and electricity Kilowatt-hour

Bteol Tonne

Transport Passenger kilometre, Tonne-
kilometre
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115 COST CLASSIFICATION ] Briroshictlen

Cost classification refers to the process of grouping costs according to their
common characteristics, such as nature of expense, function, variability,
controllability and normality. Cost classification can be done on the basis of time,
their relation with the product and accounting period. Cost classification is also
made for planning and control and decision making. Thus, classification is essential
for identifying costs with cost centres or cost units for the purpose of determination
and control of cost :

(a) By nature of expenses: Costs can be classified into material, labour and
expenses as explained earlier.

(b) By function: Costs are classified, as explained earlier, into production or
manufacturing cost, administration cost, selling and distribution cost,
resgarch and development cost.

e Production cost begins with the process of supplying material labour and
services and ends with primary packing of the finished product.

* Administration cost is the aggregate of the costs of formulating the policy,
directing the organisation and controlling the operations of an undertaking,
which is not related directly to production, selling, distribution, research
and development activity or function.

* Selling cost refers to the expenditure incurred in promoting sales and
retaining customers.

* Distribution cost begins with the process of making the packed product
available for despatch and ends with making the reconditioned returned
empty package available for reuse.

» Research and development cost relates to the costs of researching for new
or improved products, new application of materials, or new or improved
methods, processes, system or services, and also the cost of implementation
of the decision including the commencement of commercial production
of that product or by that process or methad,

* Pre-production cost refers to the part of development cost incurred in
making trial production run preliminary to formal production, either in a
new or a running factory. In a running factory, this cost often represents
research and development cost also. Pre-production costs are normally
considered as deferred revenue expenditure and are charged to the cost
of future production.

(c) By variability: Costs are classified into fixed, variable and semi-fixed/semi
variable costs according to their tendency to vary with the volume of
output. '

* Fixed costs tend to remain unaffected by the variation or change in the
volume of output, such as supervisory salary, rent, taxes, etc.
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* Variable costs tend to vary directly with volume of output, such as direct

(d)

(n

g

material, direct labour and direct expense.

Semi-fixed/semi-variable cost is partly fixed and partly variable, such as
telephone expense, electricity charges, ete. :

By controllability: Costs can be classified under controllable cost and
uncontrollable cost.

Controllable cost can be influenced by the action of a specified member
of an undertaking.

Uncontrollable cost cannot be influenced by the action of a specified
member of an undertaking.

By normality : Costs can be divided into normal cost and abnormal cost.
Normal cost refers to the cost,-at a given level of output in the conditions
in which that level of output is normally attained.

Abnormal cost is a cost which is not normally incurred at a given level of
output in the conditions in which that level of output is normally attained.
On the basis of time : Costs, may be classified into historical or actual cost
and predetermined or future cost.

Historical cost relates to the usual method of determining actual cost of
operation based on actual expenses incurred during the period. Such
evaluation of costs takes longer time, till the accounts are closed and
finalised, and figures are ready for use in cost calculations.
Predetermined cost as the name signifies is prepared in advance before
the actual operation starts on the basis of specifications and historical cost
data of the earlier period and all factors affecting cost. Predetermined cost
is the cost determined in advance ahd may be either estimated or standard.
Estimated cost is prepared before accepting an order for submitting price
quotation. It is also used for comparing actual performance.

Standard cost is scientifically predetermined cost of a product or service
applicable during a specific period of immediate future under current or
anticipated operating conditions. The method consists of setting standards
for each elements of cost, comparing actual cost incurred with the standard
cost, evaluating the variance from standard cost and finding reasons for
such variance, so that remedial steps can be taken pmmptl‘y to check
inefficient performances.

In relation to the product : Costs may be classified into direct and indirect
costs,

Direct costs are those which are incurred for a particular cost unit and can
be conveniently linked with that cost unit. Direct costs are termed as
product cost,



* Indirect costs are those which are incurred for a number of cost units and Introsdu tion
also include costs which though incurred for a particular cost unit are not
linked with the cost unit. Since such costs are incurred over a period and
the benefit is mostly derived within the same period, they are called period | - NOTES
costs.

(h) Cost analysis for decision making: Here costs are classified under relevant
costs (¢.g¢., marginal cost, additional fixed cost, incremental cost,
opportunity cost) and irrelevant costs (e.g.. sunk cost, committed costs,
etc.)

116 METHODS OF COSTING

Various methods of ascertaining costs are available to suit the business need.
But the basic principles are the same in every method. The choice of a particular
method of costing depends on the nature of business of the concern.

There are two basic methods of costing viz. - (a) Specific order or job costing
(k) Continuous operation or process costing,

All other methods are either variation of job or process costing or are just
techniques used for particular purpose under specific conditions. Brief description
of each of the methods are as follows

Jos Costine

Job costing is the basic costing method applicable to those industries where
the work consist of separate contracts, jobs, or batches, each of which is authorised
by a specific order or contract.

The most important feature is that each job or order can be identified at
each stage of production and therefore, costs which can be directly identified
with a job or order is charged to that job or order. A share of indirect expenses is
also charged to the same. Variation of job costing are contracts costing and batch
costing,

¢ Contract costing is the form of specific order costing, generally applicable
where work is undertaken to customer’s special requirements and each
order is of long duration, such as building construction, ship building,
structurals for bridge, civil construction, etc. The work is usually done
outside the factory.

*  Bafch costing is that form of specific order costing which applies where
similar articles are manufactured in batches either for sale or for yse within
the undertaking. Costs are collected according to batch order number
and total costs are divided by total numbers in a batch to arrive at unit
cost of each job. The method is applicable in aircraft, toy making, printing
industries, etc.
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Costand Management  OPERATION COSTING ~ PROCESS AND SERVICES
" Process costing method is applicable where goods or services result from a
sequence of continuous or repetitive operations or processes and products are
NOTES identical and cannot be segregated. Costs are charged to processes and averaged
over the units produced during the period.

Examples are food processing, chemical, dairies, paints, flour, biscuit
making, etc. Variations of process costing are found in single or output costing,
operation costing, departmental costing as explained below :

*  Single or output costing is used when the production is uniform and
identical and a single article is produced. The total production cost is
divided by the number of units produced to get unit or output cost.
Examples are mining, breweries, brick making, etc.

*  Operation costing refers to the methods where each operation in each
stage of production or process is separately costed. Thereafter, the cost of
finished unit is determined. This is suitable to industries dealing with mass
production of repetitive nature — for example, motor cars, cycles, toys,
elc.

¢ Departmental costing refers to the method of ascertaining the cost of
operating a department or cost centre. Total cost of each department is
ascertained and divided by total units produced in that department to
arrive at unit cost. '

If one product passes through a number of departments for completion,
cost of each department will be picked up and the total unit cost will be
the aggregate of unit cost of the departments through which the product
passes. i

SERVICE OR OPERATING COSTING

Operating costing is applicable to service organisation that do not make or
sell tangible goods but render services. Examples are transportation companies,
hotels, hospitals, schools, electric and gas generation and distribution, etc. Cost
of providing and operating a service is ascertained and unit cost is found out by
dividing total cost of units of services rendered. Composite units, such as tonne-
mile, passenger-kilometre, KWH, etc. are generally used.

Composite or multiple costing: The manufacture of certain products involve
a lot of complexities and therefore, any one of the basic methods of job or process
. costing cannot be used for collecting and presenting product cost. In fact,
industries making complex products such as cycles, automobiles, aeroplanes,
radios, etc. use combination of various costing methods and the methods are
known as composite or multiple costing.
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1.17 TECHNIQUES OF COSTING b

In each of the costing methods, various techniques may be used to ascertain
cost, depending on the management requirement. These techniques may be
grouped as follows :

A. Absorption costing : It refers to the ascertainment of costs after they
have been actually incurred. As per this system, fixed as well as variable
costs are allotted to cost units and total overheads are abserbed by actual
activity level. Absorption costing is termed as total costing, since total costs
are ultimately allotted to cost units. It is also lermed as historical or
traditional costing. However, since costs are ascertained after they have
been incurred, and substantial Hime-gap exists between occurrence of
expenditure and reporting off cost information, it does not help to exercise
cost control.

B. Marginal costing : It refers to a principle whereby variable costs are
charged to cost units and the fixed costs attributable to the relevant period
is written off in full against the contribution for that period. Contribution
is the difference between sales and variable or marginal cost of sales.
Marginal costing is also known as direct or variable costing. It is a valuable
aid to management in taking important policy decisions, such as product
pricing, choosing product mix, decision to make or to buy, elc.

C. Standard costing: It refers to the technique which uses standards for
costs and revenues for the purpose of control through variance analysis.
Standards are established for each cost element on a scientific basis for
immediate future period, and actuals are compared against the standard. |
Variances from standards are analysed, reasons established and corrective
action taken to stop recurrence of inefficient operation. Thus, standard
costing is extremely helpful for cost control. Standard costing is normally
used along with budgetary control, which refers to the establishment of
budgets relating to responsibilities of executive to the requirements of a
policy and the continuous comparison of actual with budgeted results,
either to secure by individual action the objective of that policy or to
provide a basis for its revision.

Absorption costing system and marginal or direct costing system can be
used in conjunction with standard costing system.

D. Differential costing: It is defined as a technique used in the preparation
of adhoc information in which only costs and income differences between
alternative courses of action are taken into consideration. It considers only |
the additional costs and additional revenues arising out of the decision |
regarding addition of a project. Similarly, incremental costing technigue |
considers incremental costs and incremental revenue arising out of a
decision to change the level of nature of activity.
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Uniform costing: It refers to the use by several undertakings of the same
vosting system i.c., the same basic methods, principles and techniques.
This is not a distinct method of costing, The system is applied by a number
of units of the same undertaking or several undertakings within the same
industry with a view to promote operating efficiency by comparing inter-
unit or interfirm performance data. Trade associations and multinational
companies often use this system.

1.18 SPECIFIC COST SYSTEMS
Having discussed the basic methods and techniques of cost, let us look into
the other specific types of cost systems developed on the principle of different
cost for different purposes. As the word “cost” can rarely stand alone, every prefix
or sutfix changes its connotation. Some of the frequently used terms not explained
earlier are briefly mentioned as follows :
A.

Opportunity cost : It is the value of a benefit sacrificed in favour of an
alternative course of action, It is the measurable advantage foregone as a
result of the rejection of best alternative uses of resources, whether of
maferials, labour or facilities. This cost does not involve any cash outlay
and is computed only for the purpose of comparison in the context of
managerial decisions. The concept recognises that resources are scarce
and have alternative uses.

Imputed or Notional cost : It is a hypothetical cost taken into account in
a particular situation to represent a benefit enjoyed by an entity in respect
of which no actual expense_is incurred. For example, interest on own
capital, rent on own premises, etc. are not included in financial accounts,
but tor determining comparative cost may be included in costs.

Out of Pocket cost : It is just the opposite of imputed cost. This is that
portion of cost which represents actual cash outlay. Out-of-pocket cost is
very much relevant in price fixation during trade depression or when a
make or buy decision is to be made.

Sunk cost : It represents historical costs, incurred in the past and is
irrevocable in a given situation. Hence, a sunk cost is not relevant to current
decision making. Generally the book value of an asset is treated as sunk
cost, while congidering the replacement of the asset.

Relevant cost : Costs that are affected by decisions are relevant costs.
These are expected future costs, that will differ between alternatives. Future
variable costs generally become relevant for decision making, while fived
costs may be irrelevant, if they do not change in total. In the same way if
an item of future cost remains same for two or more alternatives, it
becomes irrelevant for the decision making,



Replacement cost ; It is the current market cost of replacing an asset or a
material.

Policy cost : Costs incurred as a result of particular policy decision are
policy costs. For example, ownership of assets will create a charge for
depreciation. Hiring a new office will create a charge for rent. Such
depreciation and rent will be policy costs. Policy costs are fixed or period
costs,

Discretionary cost : Discretionary costs are those which arise from yearly
budget appropriation and reflect management policy, having no direct
input output relationship between their costs and activity volume. Example
are training expenses, advertisement, Employee welfare expense. This is
also termed as managed or programmed cost.

Engineered cost : It refers to any cost that has an explicit and specified
physical relationship with the selected measure of activity. Such a
relationship is established either through engineering analysis or analysis
of past data. Examples are direct material, direct labour.

Avoidable cost : Costs that are specifically incurred of an activity or sector
of a business and can be identified with the activity and such costs would
be avoided, if the activity or the sector of the business does not exist are
avoidable costs, For example, the cost of a machine hired specially to make
a particular product will be avoided by discontinuing production of that
product, and therefore, is an avoidable cost.

Unavoidable cost : Common costs apportioned to a particular activity or
a segment of a business are usually unavoidable cost, because total
common costs cannot be avoided or even reduced even if that activity or
sector does not exist. For example, rent of factory premises apportioned
to various activities is unavoidable cost for a particular activity, say machine
shop, because a decision to discontinue the machine shop will not help
reducing rent of the factory.

Common cost : These are costs which are incurred collectively for a number
of cost centres and are required to be suitably apportioned for determining
the cost of individual cost centres. For example, rent of the factory premises
may be apportioned over production and service cost centres on the basis
of area.

Traceable cost : This is cost which is easily identifiable with a department
process or product. This is just the opposite of common cost.

Joint cost : Joint cost is the cost incurred up to the split off point between
individual joint products arising out of a production process. When joiat
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Cosr “:W products and/ or by products are processed from the same material and
' common conversion costs are incurred for these products, the main
problem is to apportion joint costs incurred up to the split off point to

NOTES joint products.

0. Step cost : Step costs are those costs which increase in steps. These costs
remain constant over small ranges of output but the cost increases by
discrete amounts as activity moves from one range to the next. For example,
supervisory expenses, light and heating, etc. will increase when a second
shift is started to cope up with additional orders.

119 COST DEPARTMENT AND ITS RELATIONSHIP
WITH OTHER DEPARTMENTS

In the organisation chart, the cost department occupies a very important
position. The cost department is responsible :
(a) for keeping records connected with material, labour and expenses,
(b) for analysing all costs of manufacturing, marketing and administration,
and

f¢e) for issuing control reports and data for decision making to the executives,
department heads, section heads and foremen. When management is
provided with useful reports, they assist in controlling and improving
cést and operations, Such information data are, again, used for making

new decisions. e
The effectiveness of the control of cost depends upon proper communication
through control reports from the cost accountant to the various levels of operating
management. Accounting and control reports are directed to these levels of
management, L&, top management, middle management and lower level or shop
floor level of management. Each management level requires data for dediding

and solving various problems.

The cost accountant must devise a cost system into which data are
marshalled to fit the numerous problems confronting management, Therefore,
the chart of accounts, which is the accountant’s means of classifying costs and
expenses must be closely associated with the organisation chart showing principal
management position with the line of delegation of authority, responsibility and
accountability. -

Thus, an organisation chart is essential to the development of a cost system.
Analysis of costs and preparation of reports are greatly facilitated by proper division
of functions generally listed under cost department. Proper coordination is also
necessary with other functions closely allied with cost accounting, such as budget
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and data processing. These functions should come under the supervision of the
finance chief unless they report to the chief of operation directly for other reasons.

The cost department is intimately connected with the other departments

in the organisation. Their relationship can be briefly established as follows :

A

Manufacturing departments control the scheduling, manufacturing and
inspection of each job or processed products to their finished stage in
terms of efficiency norms established. Costs incurred at each stage are
measured and compared with the norms.

Production planning, research and design department involve cost
department for cost estimates needed for each type of material, labour
and machine prnéess before a decision can be reached in accepting or
rejecting a design.

Personnel department is interested to maintaining employee cost up-to-
date. The wage rate and methods of remuneration agreed with the
employees form the basis for computing payroll. Cost department provides
all data.

Marketing department needs a good product at a competitive price, While
cost cannot determine price, it can influence fixation of price. Besides,
accurate cost data help sales manager distinguish profitable with
nonprofitable products and compare cost of marketing against sales
volume,

Public relation department establishes good relations with the public in
general and customers, creditors, shareholders, and employees in
particular. The cost department provides information concerning, price,
cost, ek,

Legal department finds cost department helpful in keeping many affairs
of the company in conformity with the law, specially excise, custorns,

sales tax and other legislation regarding maintenance of accounts and cost
records.

The finance department relies on the cost department for accounting,
valuation of inventory, cash flow statements, CAS, data for banks, etc.
Where finance department is composed of general accounting and cost
accounting, besides taxation and funds management departments, it is
wsual to consider cost accounting department providing unit cost of goods
manufactured and sold to general accounting department. The
organisation chart of a finance department usually takes the following

form.
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Accuunting Director or Vice President finance
NOTES .
Genieral Mannger — General Manager —
Finance and Accounting Management Accounting
Munager Mannger Manages Munager Manager Manages
Genernl Baukme & Taxation Cost Budget & EDP
Accounts Funds Accounts Reporting

1.20 INSTALLATION OF COSTING SYSTEM

Having established the need for a cost department in an organisation, let us
tind out the method of installation of a cost system. Obviously, it will depend on
the objectives of costing, the nature of business and information flow system.

The system will be simple, if object is simple like only price fixing, It aims
at controlling cost and measuring efficiency of operations, the requirements will
be different. If it is installed as per legal requirement, then it must satisfy the legal
needs. The nature of the business will again indicate the degree of complexity of
the system. The information flow will depend on the levels of management, who
will receive information and the periodicity of reporting required.

In most industries products, cost accounting record rules as prescribed by
the Government are to be maintained. In such cases care must be taken so that
prescribed proforma can be filled in from the cost records/books of accounts so
maintained.

It is evident that installing a good cost system is quite a challenging task.
The three fundamental requirements are as follows :

(1) Organisation chart - showing the lines of authority and delegation of
responsibility.

(ii)  Departmentalisation - dividing the organisation into production and service
cost centres, to which expenses are charged.

(iii) Chart of accounts — showing control accounts for the elements of cost as
well as expense items, so as to enable collection and classification of costs
both expensewise and cost centrewise.

The system requires total involvement by all the beneficiaries i.e. sales,
production, engineering, purchase, personnel, quality control departments. The
success of the system will finally depend on the top management which must
extend full support to the system.
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In actual handling of the installation work, the following technical aspects hairdision
are to be carefully considered.

= to study the existing organisation chart and layout of the factory.

¢ to follow the production process right from the production planning, NOTES
purchase and storage of materials, issues of materials to production,
production process from initial till primary and secondary packing and
loading on transport for distribution.

e to examine documents and reports prepared and issued by each
department, including records maintained for returns furnished with the
Government and outsiders.

* tointeract with various levels of management to find out their expectations
of the system.

Finaily, the system has to be developed keeping the following factors in

*  The system should be simple and easy to operate. Complexity should be
avoided.

e The system should give accurate, timely and adequate information.

¢ The system should be elastic and capable of adopting to changed situation.

*  The system should be cost-effective. It should yield a much higher return
on capital invested in installing and running the department.

1.21 SUMMARY

¢  Cost accounting is considered as the technique and process of ascertaining
costs of a given thing. In sixties, the definition of cost accounting was
maodified as ‘the application of costing and cost accounting principles,
methods and techniques to the science, art and practice of cost control
and ascertainment of profitability of goods, or services’.

*  The earliest reference of cost accounting can be found in Robert Loder’s
farm accounts 1610-20. However, the industrial revolution in the 18th
century brought about extensive mechanisation of production system
resulting in large scale production. Some sporadic efforts were made in
UK and US.A. to install factory cost systems as far back as 1805,

* In financial accounts, the monetary transactions of the business are
recorded, classified and analysed in an orderly manner, o as to prepare
periodic results in the form of profit and loss account of income statement
and balance sheet, indicating the financial position of the business at the

end of that period.

*  Management accounting is not a specific system of accounts, but could |
be any form of accounting which enables a business to be conducted |
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more effectively and efficiently, Management accounting in the words of *

i - Robert 5. Kaplan, is-a system that collects, classifies, summaries, analyses
and reports information that will assist managers in their decision making
NOTES and control activities,
1.22 REVIEW QUESTIONS

1. What ane the limitations of financial accounting? How do you overcome
item in cost accounting?

2. Define costing. How does it differ from financial accounting? Explain its
importance under present circumstances.

3. State the advantages of costing. How it aids the management and what
objections are raised against cost accounts?

4. Define costing. Discuss briefly the objectives and advantages of costing.

5. "Costaccounting is an essential tool of management”. Give your comments
on the statement.

6.  What are the basic objectives of cost accounting ? In which way it differs
from financial accounting?

7. Cana functional relationship be established between cost accounting and
management accounting ? State some of the objectives of management
accounting?

8. What are the functions and characteristics of a good costing system ?
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UNIT—1I
TOTAL AND MARGINAL COST

2.1 Learning Objectives
2.2 Introduction |
2.3 Basic Concept of Marginal Cost

2.4 Marginal Costing vs. Absorption Costing |
2.5 Cozat-Volume-Profit (CVP) Analysis
- The Basic Principles of CVP Analysis
2.6 Profit-Volume Ratio
2.7 Break-even Analysis
2.8 Application of Marginal Costing for Decision-Malking
9 Relevant Costs for Decision Making

)
2.12 Summary

| 2,11 Review Questions

| 2.12 Further Readings

e - s - r—

After going through this unit, students will be able to :
*  state the fundamental concepl of total and marginal cost:
¢ know the method of cost-volume-profit analysis;

e discuss the application of marginal cost for decision making

2.2 INTRODUCTION

The need for a decision arises in business because a manager is faced with
a problem and alternative courses of action are available. In deciding which option
to choose he will need all the information which is relevant to his decision; and
he must have some criterion on the basis of which he can choose the best
alternative. Some of the factors affecting the decision may not be expressed in
monetary value, Hence, the manager will have to make 'qualitative’ judgements,
&g in deciding which of two personnel should be promoted to a managerial
position. A ‘quantitative’ decision, on the other hand, is possible when the vanious
factors, and relationships between them, are measurable. This chapter will
concentrate on quantitative decisions based on data expressed in monetary value
and relating to costs and revenues as measured by the management accountant.

Seli- Invirnctional Material

Vool gndd Margingd Coss

NOTES

1



Cant and Management No distinction has been made between fixed and variable components of
overheads, and total overheads are absorbed according to the activity level.
Absorption costing technique suffers from two basic weaknesses, which renders

NOTES it useless for taking managerial decisions :

(i) Costs differ if levels of output vary from one period to another due to the
application of fixed overheads, Same product may cost differently on 28th
February and 1st March because of variation in output and expense.
February have less number of working days than January, and fixed
overheads have been distributed over a lower volume of output.

. (i) Carry-over a portion of fixed overheads from one period to subsequent
period along with closing inventory, which makes comparison between
two periods useless, Besides, under this technique, profit and loss in the
accounts are related to production and sales, i.e, including unsold stock.
But profit is earned only when sale is effected.

Absorption costing technique is useful, if ;
(i) there is only one product,
(ii) there is no inventory, and
(it} overhead recovery rate is based on normal capacity, instead of actual level
of activity.
We have, therefore other techniques of costing, which serve the purpose of
cost control and both strategic and tactical decision-making, such as; marginal
costing, standard costing, budgetary control, differential costing, etc.

2.3 BASIC CONCEPT OF MARGINAL COST

Marginal costing is a technique of ascertaining cost used in any method
of costing. According to this technique, variable costs are charged to cost units
and the fixed cost attributable to the relevant period is written off in full against
the contribution for that period. Contribution is the differerice between sales
value and variable cost. Thus, all expenses are classified under two groups, variable
and fixed. Variable expenses are those which vary in sympathy with increase or
decrease of unit production or sales.

Variable expenses are direct materials, direct labour, direct expenses, variable
factory overheads and variable administration, selling and distribution overheads.
Fixed expenses include fixed factory overheads. administration overheads and
fixed selling and distribution overheads.

Fixed expenses have no effect on the volume of activity and are written-off
to the profit and loss account at the end of the period. It is, therefore, called
period cost. Variable cost, on the other hand, relates to the product, and hence,
termed as product cost.
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Fixep anp Variasre Cost Totiad and Marginal Cost

Marginal costing technique is based on the segregation of fixed and variable
costs, Fixed costs or period or time costs arise from policy decisions of the top-
management to provide and to keep in readiness a given capacity to produce and
sell, regardless of the current actual volume of production or sales. Most of the
fixed costs are determined by the volume of business expected rather than by the
volume of business actually done. ,

Variable costs or product or output costs, on the other hand, vary directly
or tends to vary directly with current volume without need for managerial decision.
Time has no effect on this type of cost.

However, it is important to note that fixed costs tend to remain unchanged
only within a given range of activity and within a relevant time-period. If activity
level fluctuates from zero level to full capacity, naturally fived expenses cannot
remain constant. Similarly, fixed cost cannot remain unchanged over a long period
of time. Even within a short period, say, one year, there may be changes in salary
and wages for normal increments or change in Dearness Allowance rates or price
increase due to inflation, Such changes are inevitable even within a short period,
say, one year. Hence, the concept of fixed cost as envisaged in marginal costing
holds good within a relevant period. Variable costs normally remain unaffected
by the change in activity level or change in the period, unless there is operational
changes.

NOTES

Income Statement
Under marginal costing technique. Income Statement is presented in the
following format :
Sales
Less:  Variable manufacturing cost —
Direct material
Direct labour
Direct expensés
Variable factory overhead
Variable admn.. selling and distrn. overhead
Variable cost of sales
Contribution or Gross Margin
Less: Fixed costs —
Manufacturing overhead
Administrative overhead
Selling and distribution overhead
Total fixed costs
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Costand Management — Net Income or Net Margin
e It is evident from above that contribution is an unit concept, and relates to
cost units, so much so that given volume of output, the total contribution can be
NOTES worked out. For example, if sales value of a Product A is Rs. 10 per unit, variable
cost of sales Rs. 4 and total output is 200 units, then total contribution will be Rs.
1200 i.e. 200 = (10— 4). If another Product B sells at Rs. 12 per unit having variable
cost of sales Rs. 5, and total output is 300 units, then contribution of Product B
will be Rs. 2100 i.e., 300 = (12 -5). If fixed cost for the same period is Rs. 1500, the
net income will be Rs. 1,800 ie, (Rs. 1200 +2100) - 1500. Graphically, it can be
presented in the following manner

Product A Product B Total
Rs. Rs. Rs.
Sales 2000 Sales 3600 5600
Less ; Variable 800 Less : Variable 1500 2300
cost cost
Contribution 1200 Contribution 2100 3300
Less : Fixed cost 1500
Net Income 1800

Each of the products will add their contribution in a pool, from where
fixed expenses will be met. Any surplus in the pool fund will indicate profit. Any
deficit will indicate loss. The merit in such an analysis is that profitability of each
product is reflected correctly, in that the contribution of each product is
independent of the others, as well as of the fixed overheads. Any variation in the
contribution rate or sales volume will have effect on the overall profit of the
organisation.

2.4 MARGINAL COSTING VS. ABSORPTION COSTING

Under marginal costing system, inventory is valued at variable cost, and
fixed cost is deducted from contribution to arrive at profit. Profit is termed as net
income or net margin. No portion of fixed cost enters into inventory value, hence
no part of fixed cost is carried to the next period with work-in-progress and
finished goods. Thus, profit is related entirely to the sales value of the period and
production has no bearing on the profit. Herein lies the basic difference between
absorption costing and marginal costing techniques, which can be summarised
as follows :

(1) Concept of profit
* Under absorption costing, net profit is arrived at by deducting
administration, selling and distribution expenses from gross profit.
*  Under marginal costing, net profit is arrived at by deducting fixed expenses
from contribution.
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The difference lies in the gross profit and contribution margin concepts,  Toral and Manginal Cost

(b) Valuation of inventory

Under absorption costing, inventory is valued at factory cost, which includes
production overheads, - both fixed and variable. A part of production overhead NOTES
is, therefore, carried to the next accounting period with work-in-progress and
finished goods. As a result, profits of both current period as well as next period
are influenced by the inventory value. Under marginal costing, inventory is valued
at variable cost and no part of fixed cost is applied to the inventory. Thus, the
influence of production on profit is totally eliminated. Profit of both the periods
remain unaffected by the inventory holding. Hence, net profit will be the same
under both the techniques, if no inventory exists. Net operating profit will differ,
if inventory exists.

The effect upon profit it under absorption and marginal costing will differ
with the increase or decrease of inventory as indicated below :

Inventory position Effect on profit shown by absorption|
costing and marginal costing
(1)  Production and sales are same | Profit same under both the
- Nil inventory techniques.

(b)  Sales less than production ie., | Absorption costing will show higher
closing stock increase. profit than under marginal costing,
since some portion of current cost is
transferred to next period with
inventory value.

()  Sales more than production i, | Absorption costing will show lower
closing stock is less than opening | profit than under marginal costing,
stock. since some cost of previous period is
added to this period, which reduces
profit, whereas under marginal
costing, fixed cost of the period only
will be deducted from gross margin.

T =
Two significant relationships between Sales, Cost and Profit can be
established; they are : :
(a) Sales — Variable cost = Contribution
(b) Contribution — Fixed cost = Profit or Contribution = Fixed cost + Profit.

Hence, Sales—Variable cost = Fixed cost + Profit.
From the above equation, it is clear that if any three of the above are known,
the fourth one can be worked out. The same equation can also be used to find
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out break even point (BEP), where there will be no profit and no loss. It is that
volume of sale, where Sales - Variable cost = Fixed cost. - .

From total sales volume variable cost and fixed cost, break even sales can
be calculated as follows :

Suppose, S = Total sales value
V = Variable cost
F = Fixed cost
Then,
Break-even sales = (Comtribution at break-gven point IPIV ratip)
= Fixed cost / P/V ratio

[Since, Contribution at break-even point = Fixed cost]
Here, we will get sales in rupee value
If we want to obtain break-even sales in units we can utilise the following formulae
directly
Break-even (units) = Fixed cost/Contribution per unit

The Basic Princiees o CVP ANALYsis

CVP analysis is based on the assumption of a linear total cost function
(constant unit variable cost and constant fixed costs) and so is an application of
marginal costing principles.

The principles of marginal costing can be summarised as follows:

(a) Period fixed costs are a constant amount, therefore if one extra unit of
product is made and sold, total costs will only rise by the variable cost
(the marginal cost) of production and sales for that unit. \

(b)  Also, total costs will fall by the variable cost per unit for each reduction
by one unit in the level of activity.

(¢) The additional profit earned by making and selling one extra unit is the
extra revenue from its sales minus its variable costs, i.e. the contribution
per unit.

(@) As the volume of activity increases, there will be an increase in total profits
(or a reduction in losses) equal to the total revenue minus the total extra
variable costs. This is the extra contribution from the extra output and
sales.

fe}  The total profit in a period is the total revenue minus the total variable
cost of goods sold, minus the fixed costs of the period.

2.6 PROFIT-VOLUME RATIO
The P/V ratio forniulae, (S - \/NS = (Sales - Variable cost)/Sales
= Contribution/Sales



It indicates a ratio if contribution in relation to sales, or profitin relation to  Tot! and Marginal Cax
sales volume. This is called profit/volume or P/V ratio. So long as unit selling
price and unit variable cost remain constant, P/V ratio can also be found out by
expressing change in contribution in relation to change in sales. P/V ratio is NOTES
normally expressed in percentage. P/V ratio determines the increase or decrease
in contribution which can be expected from increase or decrease in volume,
provided there is no change in other factors. A higher P/V ratio will indicate high
profitability, whercas a lower P/V ratio will indicate low profitability. Where the
profitability is high, increase of sales volume is possible through more spending
in advertisement and sales promotion. The scope for price reduction in the face
of stiff competition is also revealed by P/V ratio.

Any improvement of P/V ratio indicates additional profit, since the additional
contribution will only add to profit, fixed overheads remaining constant. The
improvement of P/V ratio can be done by any of the following ways :

(1) increasing selling price,
it} reducing variable cost, and
(1it) if there are more than one products, then changing sales-mix i.e,, increasing
sales of products having higher P/V ratio.
Illustration : A retail trader has just started his business by selting a cosmetic
article at Rs. 20 each, the variable cost of purchase, etc. of which is Rs.12. The
fixed costs are Rs. 8,000 per month. You are required to —
(a) Establish the fundamental margin cost equations and calculate
(1) P/V ratio -
(1i) Break-even sales
(#1) Profit at sales Rs. 40,000
(i) Sales to earn a profit of Rs. 5000
(v) Margin of safety when sales are Rs. 44000
(b} Using a simple model of CVP calculate -
(i) Break-even sales
(1) Profit at sales Rs. 40000
(1) Sales to earn profit of Rs, 5000.

Solution :

(a) The wsual marginal cost equations are
S-V=C e ST
P+F=C SO N o

5-V-F = P o Lt L 1
o micsas 5 e AR T e 1
P/V Ratio= ¢ of Jxof 3z
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Cont and Management C V= AT 1,

Aceounting 5= —PN Ratio -
C=5xP/V Ratio IRy )
NOEES YRR 0k i
PEP " P/V Ratio ~ P/V Ratio @
M/S = Sales nt selected activity - B.E Sales
P o U SO e . (8)
. il T T R e et ST Nty (9)

(i) P/V Ratio = (C/S) = Rs. 8/20) = 0.40 or 40%
(i) B.E.S = Rs.8000/0.40 = Rs. 20000 or (1000 units)
(iii) C = 40000 = 0.40 = Rs. 10000
Hence Profit is ( Rs. 16000 - Rs. 8000 ) = Rs. 8000
(fw) To eam a profit of Rs. 5000 is to earn a contribution of (Rs, 5000 + Rs.
8000) = Rs. 13000. .
Sales = 13000/0.40 = Rs, 32500
(v) M/S = 4000 / 0.40 Rs. 10000
(vi) M/S = Rs. 44000 ~ 20000 = Rs. 24000
{c) A simple CVP model is - 6 m ; F
niS=F wa L)W o Pf‘l-m
Where n = Number of units; S is the selling price per unit and V is the variable
cost per unit, F. is the fixed cost and P is the profit
(i)  At, Break-even point ( P ) =0,
Hence, n (20 - 12 ) — 8000 = 0 or, n = 1000 units ( or sales Rs. 20000)
(i) When S = 40000, n = 2000 units
Hence P = 2000 x 8 - 8000 = Rs_ 8000
(ii) Here, n = § = 5000 + 8000
or, n = 1625 units (or, Rs. 32500)
2.7 BREAK-EVEN ANALYSIS
A Break even chart depicts marginal costing technique graphically. It is a
“chart which shows the profitability or otherwise of an undertaking at various
levels of activity and as a result indicates the point at which neither profit nor loss
is made”. The break even chart (BEC) indicates the following :
{a) Variable cost, fixed cost and total cost
(k) Sales value ‘
(¢) Profit or loss and point of “no-profit, no loss” i.e. break-even point.
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(d) Margin of safety. Tossl el Miurygine!. Comt
The margin of safety represents excess sales over and above the Break-even
point, and indicates the strength of the business,
Construction of Break-even Chart NOTES
Construction of break-even chart involves the drawing of fixed cost line,
total cost line, and sales line as follows :

(1) Select a scale for production on the horizontal axis and a scale for costs
and sales on the vertical axis.

(2) Plot the fixed cost on the vertical axis and draw fixed cost line passing
through this point parallel to horizontal axis.

(3) Plot the variable costs for some activity levels starting from the fixed cost
line and join these points, This will give the total cost line. Alternatively,
obtain total cost at different levels; plot the points starting from horizontal
axis and draw the total cost line.

(4) Plot the maximum or any other sales volume and draw the sales line by
joining zero and the point so obtained.

Ilustration : A company produces a single article and sells at Rs. 10 each. The
marginal cost of production is Rs. 6 each and total fixed cost of the concern is Rs.
400 per annum.

Construct a break-even chart and show :

(a) break-even point ;

(b) margin of safety at sales Rs.1,500 ;

(¢) angle of incidence ;

(d) increase in selling price if the break-even point is reduced to 80 units.

Solution ! A break-even chart is prepared by obtaining the information at these
levels — :

-

Output 10 80 120 200
Rs. .Rs. Rs: Rs.
Sales 400 800 1,200 2,000
Fixed cost 400 400 400 100
Variable cost 240 480 720 1,200
. Total cost Hd0 880 1.120 1,600

Fixed cost line, total cost line, and sales line are drawn one after another following
the usual procedure described hereinbefore.
(a) Break-even point “This is the point at which the sales line and the total cost
line intersect. Here B is the break-even point equivalen® to a sale of Rs.
L0000 or 100 units.
(b) Margin of safety : This is the difference in sales ot units of production
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ok it from the breakeven point. Thus margin of safety at M is sales of (Rs. 1,500

Accountimg — Rs. 1,000) ie., Rs. 500 or 50 units of production.

(e)  Amgle of incidence : This is the angle formed by the sales line and the total
cost line at the break-even point. A large angle of incidence shows a high
rate of profit being made and vice persa.

(d) At 80 units the total cost (from the table) = Rs. 880 = Sales value of 80
units. Hence, selling price for break-even at 80 units = Rs. 880/80 = Rs. 11
per unit. Increase in selling price is Re. 1 or 10% over the original selling
price of Rs, 10 per unit.

A
2000—

15001 gales mt selected activity
1500 1

16080 —
1200 —

1000

Muargin ¢

Q_SIET}TI'HM.

] i | I | |
(i} 20 40 o i 100 120

Outpiit ——ou—y

Fig. : Contribution Break-even Chart

This chart shows clearly the break-even point, margin of safety and angle of incidence,
Alternative forms of break-even chart : A break-even chart should be in a form
which is suitable for the particular purpose, The following is a Contribution Break-
even Chart showing the contribution more clearly than the orthodox type. Some
cost accountants favour it because of the fact that it reveals more clearly the
effects of fixed overheads on volume of sales. The graph is obtained from the
information af previous Illustration in a similar way to previous Figure, except
that variable cost line is drawn first, then fixed cost and sales lines are drawn.
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Fig. : Contribution Break-even Chart

This chart shows clearly the contribution al various levels of production.

An analytical beak-even chart is another form showing —

(i) Fixed costs: divided into production fixed overhead, administration and

selling and distribution fixed overheads;

(i) Marginal costs : divided into direct material cost, direct wages and variable
overhead relating to factory, administration, selling and distribution; and
(1) Profit appropriations : divided into income-tax, preference dividends,

ordinary dividends and reserves.

There are other forms of break-even charts, such as, cash break-even chart
| showing cash requirements during period under different heads; control break
even chart comparing the actual profits, break-even points and sales with those

of the budget, etc.
MARGIN OF SAFETY AND ANGLE OF INCIDENCE

Margin of safety as explained earlier is denoted by excess over the break-
even sales, and represents the strength: of the organisation. A high margin of
safety gives confidence to the organisation. A sudden drop in volume will not
affect the profit so much. On the other hand, an undertaking with low margin of
safety may wipe oft the profit and turn into a loss with a drop in sales. Margin of
safety (Mo5) can be mathematically expressed using the marginal cost equations, .

namely, —

Tival anid Marginal Cast

NOTES
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et el Maniiment Margin of safety = Sales at selected activity — Break-even Sales

Acearnmting
or, = (Profit)/(P/V Ratio)
NOTES When, profit = Sales - Total cost, and
P/V ratio = Contribution / Sales
When,

MIS is expressed in ratio we get, M/S =( Sales at selected activity - B. E, 5.)/5ales at
selected activily

Angle of incidence is an indicator of profit eaming capacity above the break-
even point. A wider angle will indicate higher profitability, while a narrow angle
will indicate very low profitability.

If margin of safety and angle of incidence are considered together, they will
provide significant information to management regarding profit eaming position
of the undertaking. A high margin of safety with a wider angle of incidence will
indicate the most favourable condition of the business.

Variamnions or BREAK-EVEN CHART

Break-even charts can be presented in various forms, such as,
(i) Profit-volume graph,
(i) Multi product break-even chart,
(i) Elementwise break-even chart,
(iv) Cash break-even chart,
(v) Control break-even chart. y
Each of the above charts highlights some specific objective. For example,
in the profit volume graph, the relationship between profit and volume can be
indicated, if any two of the following data are known, piz., fixed overheads, profit
at a given level of activity and break-even point.
The graph is divided into two areas, - the vertical axis above "X axis i.e. zero
line represents profit ared and the vertical axis below the “X' axis represents the
lass or fixed cost area.

That means, ‘X" axis denotes break-even dine,

Uses oF P/V Ratio

When PV ratio has been established, il is Pw.ﬁible to determine—
fa! wariable cost of any volume of sales,

(b) break-even point. and the level of output required to eam a desired profit,
and

fe)  product-mix to improve overall profit of the concern.
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LismitaTiONS OF A BREAK-EVEN CHART

Break-even chart is drawn with certain assumptions, such as, vanable cost
per unit is fixed, and fived cost in total is fixed within the level of activity. Sales
value also indicate same unit price at all levels. As a result. each of the lines is a

straight line. in actual practice, it is highly unlikely that variable cost. fixed cost |

and selling price remain totally unaffected by change in the level of activity. In
fact, these lires may assume curved lines or steps for change at various levels of
activity, and instead of one Break even point, there may be several Break-cven
points.

Besides, Break-even charts ignore the capital employed in business, which
is one of the important factors in the determination of profitability. It is, therefore,
wise not to place too much reliance on a break even chart or consider it as the
only means of judging the profits to be obtained at higher levels. Perhaps, the
best way of using Break even chart is to consider it as being an instantaneous
photograph of the current position and possible future trend. The chart can be
used along with other information before important conclusion is drawn by the
management,

2.8 APPLICATION OF MARGINAL COSTING FOR
DECISION-MAKING

Marginal costing technique is frequently used for short-term decision-
making. As has been seen earlier, the contribution margin helps to forecast income,
since fixed cost remains unchanged. It has to be remembered that the fixed cost
remains unchanged over a relevant period, not a long period, and within the
relevant range, perhaps not if production doubles the capacity. Within this
parameter, variable costs, which vary in direct proportion to the changes in the
activity level are the only relevant costs for short-term decision-making. In such
decisions, fixed costs do not count. The basic consideration in all decision-making
is that marginal contribution is a reliable index of profitability. When alternative
courses of action are available, the most suitable course will be one which gives
highest contribution, provided there are no limiting factors. Fixed costs will not
be taken into consideration except where these are liable to change as a result of
the proposed action. For example for an additional product, if a machine has to
be purchased or a conveyor belt has to be extended, the fixed cost will increase
marginally. :

Marginal costing technique helps short-term decision-making in the
following areas —

{a) Profit planning and selection of profitable product-mix.
(b) Problems of limiting factor.
f¢c) Pertormance evaluation.
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Cont am”imm (d) Fixation of selling price.
(e} Accepting additional order and capacity utilisation.
(f)  To make or buy.
NOTES (g) Alternative methods of manufacture.
(k) Closing down or suspending activities.

Lisuming Facror

In the same way, under difficult situation, when a limiting factor restricts
the output, a contribution analysis based on the limiting factor can help
maximising profit. For example, if machine availability is the limiting factor, then
machine hour utilisation by each product shall be ascertained and contribution
shall be expressed as so many rupees per machine hour utilised. Then, emphasis
of one product in relation to the other ane changes and subject to other conditions
remaining same, it is possible to influence total contribution and thereby maximise
profit.

Fixarion or Serive Price

Marginal costing technique is increasingly used for fixation of selling price
in a multi-product company. It is extremely useful where products are many,
and fixed overheads are not too high. On the other hand, where variable cost is
low, but fixed cost is too high, as in say, Petrochemical industry, the gap between
the contribution margin and selling price becomes very wide and price fixation
based on contribution becomes risky. -Again, in the long period, all overheads
have to be recovered by sales, 5o as to make profit, and make the business run.
Hence, total costs are also considered in such cases.

When marginal cost is applied to fixation of sélling price, it should be
remembered that the price cannot be less than marginal cost. The price should
be fixed above the contribution level in a way so as to have sufficient margin to
contribute to the pool of fixed cost and profit. The margin depends on so many
factors, such as, demand and supply, competition, nature of product, management
policy, marketing strategy, etc.

If the price is equal to marginal cost, then no contribution will be left for
fixed cost recovery, and hence, will result in loss, Therefore, even for a short
period, selling price should be higher than marginal cost. '

There are occasions when selling at or below marginal cost may be justified
for a very short period. Mentioned below are some of the situations :

(i) To maintain production and to keep employees occupied during a trade
depression.

(i1} To prevent loss of future orders.

(iit) To dispose of perishable goods.
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(iv) To eliminate competition of weaker rivals. Total il Maryinal Cost
(v) To popularise a new product,

(vi) To help in selling a conjoined product which is making substantial profit.

(vii) To keep the plant ready for “full production” ahead, NOTES

(viii) To explore foreign market when export incentives and import quotas make

good the loss.,
To Make or Buy

Components and spare parts may be made in the factory instead of buying
from the market. In such cases, the marginal cost of manufacturing the
components or spare parts should be compared with market price while taking
decision “to make or buy”. If marginal cost is lower than the market price, it is
more profitable to make than purchasing from market. Additional or specific
fixed cost may be a relevant cost. However, the decision shall depend on capacity
utilisation. If unused capacity is available, then comparing only variable cost with
market price will hold good. But if the factory operates on full capacity, then such
decision has to be taken after adding opportunity cost of the product which is
replaced by the manufacture of the component.

Advantages of Marginal Costing :

() Variable cost remains constant per unit of output and fixed costs remain
constant in total during short period. Thus control over costs becomes
more effective and easier. Standards can be set for variable costs, while
Budgets can be established for fixed cost in order to exercise full control
over the total activities.

(#) Marginal costing brings out contribution or profit margin per unit of
output, and clearly brings out the effect of change in activity. It facilitates
making policy decisions in a number of management problems, such as
determining profitability of products, introducing a new product,
discontinuing a product, fixing selling price, deciding whether to make
or buy, utilising spare capacity, profit-planning, etc.

(i) The distinction between product cost and period cost helps easy
understanding of marginal cost statements.

(iv) Closing inventory of work-in-progress and finished goods are valued at
marginal or variable cost only. This method leads to greater accuracy in
arriving at profit as it eliminates any carry over of fixed costs of the previous
period through inventory valuation,

(v) Asa corollary to above, since fixed costs do not enter into product-cost, it
eliminates the process of allocating, apportioning and absorbing overheads,
and adjusting underand over-absorbed overheads. Therefore, the method
is simpler to operate.
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Cant T"”::"R'-'"""‘ Disadvantages or Limitations of Marginal costing are as follows :

e (i) The technique is based on the segregation of costs into fixed and variable
onds, while many expenses are neither totally fixed nor totally variable at
NOTES various levels of activity, Thus, classifying all expenses into two categories
. of either fixed or variable is a difficult task.

(i) The assumptions regarding behaviour of costs, such as, fixed cost remains
static, are often not realistic,

() Contribution is not the only index to take decisions. For example, where
fixed cost is very high, selling price should not be fixed on the basis of
contribution alone without considering other key factors such as capital
employed. _

fiv) Marginal cost, if confused with total cost while fixing selling price may
lead to a disaster. -

(v)  Inventory valuation at marginal cost will understate profits and may not
be acceptable by tax-authorities. Any claim based on cost will be very low,
as it will not have a share of fixed cost.

2.9 RELEVANT COSTS FOR DECISION MAKING

The costs which should be used for decision making are often referred to
as “relevant costs™, CIMA defines relevant costs as ‘costs appropriate to aiding
the making of specific management decisions’.

To affect a decision a cost must be:

(a) Future : Past costs are irrelevant, as we cannot affect them by current
decisions and they are common to all alternatives that we may choose.

(b)  Incremental : * Meaning, expenditure which will be incurred or avoided
as a result of making a decsion. Any costs which would be incurred
whether or not the decision is made are not said to be incremental to the
decision.

fc) Cash flow : Expenses such as depreciation are not cash flows and are
therefore not relevant. Similarly, the book value of existing equipment is
irrelevant, but the disposal value is relevant.

Other Terms :

(d) Common costs : Costs which will be identical for all alternatives are
irrelevant, ¢.g., rent or rates on a factory would be incurred whatever
products are produced.

(e} Sunk costs : Another name for past costs, which are always irrelevant, e.g.

| dedicated fixed assets, development costs already incurred.
(h Committed costs : A future cash outflow that will be incurred anyway,
whatever decision is taken now, e.g, contracts already entered into which
cannot be altered. 7

48 Self-Imvercrionol Mutersal




It has been observed the marginal costing technique is applicable within a  Toml and Marginal Cos
relevant range and a relevant period. It might give misleading results, if the decision
variables do not lie within the ‘relevant range’ and time span exceeds ‘relevant
period’. Non-routine decisions are often required to be taken, such as, replacing NOTES
an equipment, changing a method, introducing a new programme, etc,. when
quantitative as well as qualitative factors are to be considered. So far as quantitative
factor is concerned, only relevant costs are considered. Costs that are affected by
the decision are relevant costs, while those are not affected are irrelevant costs
and should be ignored. Differential cost analysis provides one such method which
is explained below,

DirreRENTIAL COST ANALYSIS

Differential costing is defined as a technique used in the preparation of ad-
hoe information in which only costs and income differences between altermative
courses of action are taken into consideration. (CIMA Terminology). Costs may
increase or decrease due to change in production, sale, production method,
production-mix, etc. =

This change in total cost at a particular level of activity compared to another
one is called differential costs, which are obtained by subtracting costs at one
level from those at a higher level. Differential cost caleulation includes both variable
as well as fixed costs which are affected by the alternative course of action. Thus,
the information can be presented by absorption costing of marginal costing
techniques. '

Difference with Marginal Costing
In fact, differential costs are often confused with marginal costs,. This is
- because of the fact that both marginal costing and differential cost analysis stem
from the basic behaviour of cost, ie., fixed and variable. When fixed cost remain
unaffected, both marginal costs and differential; costs are the same. However,
they are not the same. The differences are as follows :

(@) Marginal cost is an unit concept and applies to output per unit basis.
Differential cost is a total concept and applies to a fixed additional quantity
of output.

(b) Marginal costing is presented by showing contribution per unit and fixed
cost as a total amount. Differential costs are presented in totals in both
formats — i, under marginal cost as well as absorption cost techniques.

{c) Product cost under differential cost analysis may contain fixed costs, which
will not be so under marginal costing,

Use of Differential Cost Analysis
Differential cost analysis may be a useful technique in taking appropriate
policy decisions, such as,—
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Cont amd Management fi)  Acceptance of an additional order at lower than existing price to a special

. customer,
(i) Acceptance of an export order, requiring add:lmnal outlay,
NOTES (it} Introduction of a new product,

(i) Opening of a new sales territory or channel of distribution,

(v) Processing of a by-product or a joint product beyond the split-off point.
In all such cases, the differential cost is compared with incremental revenue.
As long as incremental revenue is more than or equals to incremental or
differential cost, the additional activity is justified. However, if differential cost
exceeds incremental revenue, the project should be abandoned.
. Incremental Cost and Incremental Revenue
A slight variation of differential cost analysis is incremental costing, which
is defined as a technique used in the preparation of adhoc information, where
consideration is given to a range of graduated or stepped changes in the level or
nature of activity, and the additional costs and revenues likely to result from each
degree of change are presented. (CIMA terminology). Incremental costing
technique considers incremental costs and incremental revenue arising out of a
decision to change the level of activity, If the incremental revenue exceeds
incremental cost by changing a level of activity, it will be an acceptable decision,

Sunk Cost

Relevant costs are aimed at decision making, which again are taken for future.
Hence, past costs incurred are sunk, and has no relevance in the decision which
will apply for future activity. Cost of a fixed asset is an example of sunk cost.
Expenditure incurred in research and development for new product, new method,
etc. are all instances of sunk costs, which are not retrievable by managerial action,
and hence irrelevant for future decisions,

Ovrprortuniry Cost

Again, for each decision, there may be alternatives. Each alternative will
have its cost and benefit. Analysis should be made for those costs which are
different in each alternative, and therefore, relevant. Opportunity cost is based
on the concept of scarce resources, which have alternative uses. Opportunity cost
is defined as the value of benefit sacrificed in favour of an alternative course of
action. There may be alternative uses of a factor of production. Opportunity cost
is the contribution foregone by not accepting the best of the alternatives,

Avoipasre ANp Unavoroasce Cosr

Costs may be avoidable or unavoidable, Avoidable costs are those which
can be identified with an activity or sector of a busi