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METHODS OF ASSESSMENT
Remembering The lowest level of questions require students to recall
(K1) information from the course content
Knowledge questions usually require students to identify
information in the textbook.
Understanding Understanding of facts and ideas by comprehending organizing,
(K2) comparing, translating, interpolating and interpreting in their
own words.
The questions go beyond simple recall and require students to
combined at a together
Application Students have to solve problems by using/applying a
(K3) concept learned in the classroom.
Students must use their knowledge to determine an exact
response.
Analyze Analyzing the question is one of the tasks the students to
(K4) breakdown something in to its component parts.
Analyzing requires students to identify reasons causes or motives
and reach conclusions or generalizations.
Evaluate Evaluation requires an individual to make judgment on something.
(K5) Questions to be asked to judge the value of an idea, a character, a
work of art, or a solution to a problem.
Students are engaged in decision- making and problem- solving.
Evaluation questions do not have single right answers.
Create The questions of this category challenge students to get engaged
(Ke6) in creative and original thinking.

Developing original ideas and problem solving skills

Learning Objectives

U

Understand fundamental concepts of costing, cost accounting, and elements of cost. (K1, K2)
Apply costing methods such as job costing, process costing, and material pricing techniques. (K3)
Analyze labour cost, overheads, and cost allocation methods for effective cost control. (K4)
Apply marginal costing and CVP analysis for managerial decision-making. (K3, K4)

Evaluate modern cost management techniques such as ABC, Target Costing, and Kaizen. (K5)

M.Com
Applied Costing

Unit | — Introduction

Costing - Cost Accounting - Meaning and Definition — Financial Accounting Vs Cost

APPLIED COSTING

Page 2




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

O —ReTaTO TSP O o8 T aeC O W T T S e i eT T SCC O — T arore—
and significance of Cost Accounting - Implementation of costing system - Practical
difficulties in implementation - Essentials of good costing system - Elements of cost -
Cost concepts and preparation of cost sheet - Methods of Costing -job order Costing -
Process Costing- Materials — Issue of materials — Pricing of material issued.

Unit Il -Labour Costing

Labour - types of labour cost - Methods of time keeping — Idle time - overtime - labour
turnover - Preparation of Pay Roll - Wage payment and incentive system -
Overhead - meaning and classification of overheads - Departmentalization of
Overheads - - Allocation - Apportionment - Re-apportionment- Absorption of
Overhead cost -Difference between cost allocation and apportionment and
Reapportionment - treatment of over and under absorbed overheads.

Unit llI-Process Costing

Process costing - Comparison between joint costing and process costing — costing
procedure under process costing- Process Losses — Inter process profit — Equivalent
production - methods of computing equivalent units- Evaluation of equivalent
production- Joint product and by products costing — accounting for joint products &
by-products.

Unit IV-Marginal Costing

Marginal costing-Salient features-Marginal costing and absorption costing-Break-
Even analysis—Cost - Volume-profit analysis — Application of Marginal costing for

Business decision making —--Determination of sales mix-Exploring new markets- Make

or buy decisions-Change versus status quo -expand or contract — shut down or continue

- Inflation Accounting - Human Resource Accounting.

Unit V- Cost Management
Cost management - cost reduction and cost control - Responsibility Accounting -
Responsibility Centre — Accounting for Price level changes - Methods of Accounting for

price level changes — Activity Based Costing — Target costing - Kaizen.

COURSE OUTCOMES
At the end of the course the student will be able to:
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CO1: Recall the various cost concepts, and elements of cost(K1)

C02: Explain different methods of payment of wages and incentives (K2)

CO3: Apply different methods of wage payment and overhead allocation and apportionment
(K3)

CO4: Differentiate between joint costing and Process costing, Normal loss and
Abnormal loss and Cost control and cost reduction. (K4)

COS5: Evaluate alternate proposals and choosing the profitable one by application of
marginal costing (K5)

CO6: Prepare cost sheets and write up various accounts for cost management. (K6)

TEXT BOOKS

1. MurthyA and Gurusamy S,(2018), Cost Accounting, Vijay Nicole Imprints Pvt Ltd,
Chennai

2. JainS.P& Narang KL,(016), Cost Accounting, Kalyani Publishers, Mumbai

3. Reddy TS and Hari Prasad Reddy, (22018), Cost Accounting, Margham
Publications, Chennai

REFERENCE BOOKS

1. Jain.S. Pand Narang. K.L: Advanced Cost Accounting
2. Prasad. N. K: Advanced Cost Accounting

3. Khan.M.Y and Jain. P.K: Advanced Cost Accounting
4. Thulsian P .C: Practical Costing

WEBRESOURCES
1. https://www.netsuite.com/portal/resource/articles/accounting/process-costing.shtml

2. https://www.wallstreetmojo.com/marginal-costing/

https://www.shiksha.com/online-courses/articles/marginal-costing-meaning-and-advantages/

MAPPING OF COs TO PSOs & COGNITIVE LEVELS

Course Outcomes PS0O1 PS02 PS03 PS04 PSO5 PS0O6 PSO7 PS0O8 K1 K2 K3 K4 K5 K6

Co1
COo2
COo3
Co4
CO5
Co6

H L M H H L M L v v v
M L H L M M H L v v
L M L M H M M M v A v
L L L H M H L H v v oA
M H H L L L L L v v A
H H M L L L M M v v v
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APPLIED COSTING

Unit | — Introduction

Costing - Cost Accounting - Meaning and Definition — Financial Accounting Vs Cost
accounting — Relationship of cost accounting with management accounting - Nature
and significance of Cost Accounting - Implementation of costing system - Practical
difficulties in implementation - Essentials of good costing system - Elements of cost -
Cost concepts and preparation of cost sheet - Methods of Costing -job order Costing -

Process Costing- Materials - Issue of materials — Pricing of material issued.

Costing and Cost Accounting — Meaning and Definitions
[0 1. Costing — Meaning

Costing is a fundamental process in management accounting, used to determine the
cost of producing a product, providing a service, or undertaking an activity. It involves
systematic techniques and procedures to calculate, analyze, and control the various
elements of cost like materials, labor, and overheads.
Costing helps businesses to:
Estimate the cost of production
Set appropriate pricing
Control expenses
Maximize profits
In essence, costing is the foundation upon which cost accounting and cost control
systems are built.
[0 Definitions of Costing
» Chartered Institute of Management Accountants (CIMA), London:
"Costing is the techniques and processes of ascertaining costs."
e Wheldon:
“Costing is the classifying, recording and appropriate allocation of

expenditure for the determination of the costs of products or services; the
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relation of these costs to sales value; and the ascertainment of profitability.”
0 2. Cost Accounting — Meaning
Cost Accounting is a specialized branch of accounting that deals with accumulating,
recording, classifying, analyzing, summarizing, and allocating various costs incurred
in the production or service process. It enables the management to:
Ascertain cost per unit
Analyze variances between actual and standard costs
Determine efficiency and profitability
Aid in managerial decision-making
Cost accounting is more comprehensive than costing, as it not only determines costs but
also facilitates cost control and reduction.
O Definitions of Cost Accounting
 CIMA (London):
“Cost accounting is the process of accounting for cost from the point at which
expenditure is incurred or committed to the establishment of its ultimate
relationship with cost centers and cost units.”
» Institute of Cost Accountants of India (ICAI):
“Cost Accounting is the application of accounting principles, methods, and
techniques in the ascertainment of costs and the analysis of savings or

excesses as compared with previous experience or with standards.”

Objectives of Costing and Cost Accounting
¢I. Objectives of Costing

Costing is concerned primarily with determining the cost of products, services, or
operations. Its objectives are focused on cost ascertainment, allocation, and control.
1. Cost Ascertainment

e The primary goal is to determine the cost of each product, job, or service.
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o It involves systematic analysis and allocation of materials, labor, and overhead
expenses.
2. Cost Control
» Costing helps identify unnecessary or avoidable expenses.
o Techniques like standard costing, budgetary control, and variance analysis
are used to control costs at every stage of production or service.
3. Cost Reduction
» Encourages the use of efficient techniques and innovative practices to
reduce the overall cost without compromising quality.
Focuses on waste elimination, process improvement, and resource
optimization.
4. Price Fixation
e Provides accurate cost information to help in fixing the selling price of
goods/services.
» Ensures that prices cover costs and yield a reasonable profit.
5. Efficiency Measurement
» Evaluates the productivity of labor, machines, and departments.
» Identifies areas where efficiency can be improved through benchmarking and
analysis.
6. Profitability Analysis
o Helps in determining which products, departments, or services are more
profitable.
e Aids in decision-making on product mix, expansion, or discontinuation.
7. Decision Making
e Supports short-term and long-term decisions such as:
Make or buy decisions
Pricing under competitive conditions
Substitution of materials

Product discontinuation
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¢Il. Objectives of Cost Accounting
Cost Accounting has a broader scope than costing. It includes recording, analyzing,
reporting, and controlling costs to support effective management decisions.
1. Classification and Analysis of Costs
o Segregates costs into categories such as direct/indirect, fixed/variable, and
controllable/uncontrollable.
o Helps in detailed analysis and better understanding of cost behavior.
2. Recording of Costs
» Maintains a systematic and continuous record of all cost-related transactions.
» These records are vital for preparing cost statements and reports.
3. Preparation of Cost Statements
» Produces cost sheets, job cost reports, process cost reports, etc.
» These statements help in monitoring and evaluating cost performance.
4. Budgeting and Forecasting
e Assists in the preparation of budgets for different departments.
» Forecasts future costs and helps in resource planning and allocation.
5. Cost Control and Cost Audit
» Establishes standards for performance and compares them with actual results.
» Identifies variances and initiates corrective actions.
6. Facilitating Managerial Decisions
» Provides cost data for:
Break-even analysis
Marginal costing
Investment decisions
Outsourcing
7. Inventory Valuation and Control
e Helps in valuing raw materials, work-in-progress, and finished goods
accurately.
e Aids in maintaining optimum inventory levels and reducing holding costs.

8. Regulatory and Statutory Compliance
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o Fulfills requirements of government bodies, tax authorities, and industry
regulations (especially in regulated sectors).
e Assists in cost audits and cost compliance reports.
Importance of Costing and Cost Accounting
Costing and cost accounting play a crucial role in the effective financial management
of any organization. They help businesses in planning, controlling, and decision- making
by providing detailed cost-related information.
1. Aids in Cost Control
» Helps identify avoidable, wasteful, or excess costs.
o Facilitates cost control through tools like:
o Standard costing
o Budgetary control
o Variance analysis
+ Promotes cost consciousness among employees.
/2. Assists in Price Fixation
» Provides accurate cost data which is essential for determining the selling price
of goods or services.
e Especially important in:
o Competitive markets
o Government-controlled price sectors
o Export pricing
/3. Improves Profitability
» Identifies profitable and non-profitable products, services, or departments.
» Enables businesses to focus on high-margin areas and discontinue loss-
making units.
4. Supports Managerial Decision Making
e Supplies vital cost information to aid in decisions like:
o Make or buy
o Expansion or shutdown

o Product mix
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o Tendering and quotations

o Helps evaluate alternative strategies based on cost-benefit analysis.

/5. Enables Cost Reduction
» Encourages continuous monitoring and innovation.
» Promotes efficient resource utilization.
e Focuses on reducing cost through methods such as:
o Value analysis
o Process improvement

o Lean management

/6. Budgeting and Planning
» Acts as a foundation for preparing:
o Budgets (production, sales, materials, overhead)
o Forecasts (future costs and revenues)

» Helps in planning for the future, allocating resources, and setting targets.

/7. Facilitates Inventory Control
e Maintains proper records for:
o Raw materials
o Work-in-progress (WIP)
o Finished goods
» Helps avoid overstocking or understocking, thus saving storage and carrying

costs.

«/8. Fulfills Statutory Requirements
e In some industries, cost records and cost audits are mandatory under the
Companies Act, 2013 (India) and other laws.

» Assists in regulatory compliance and provides transparency to stakeholders.
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9. Helpful in Financial Accounting
e Provides necessary cost data for:
o Inventory valuation
o Calculation of cost of goods sold (COGS)
o Income statement preparation

» Ensures accurate profit determination.

«10. Beneficial for Various Stakeholders

Stakeholder Benefits

Management Informed decision-making, cost control, performance evaluation
Employees Fair wages and incentives based on productivity

Investors Better understanding of cost structure and profitability
Government Helps in taxation, price regulation, and policy making

Customers Ensures fair pricing and consistent product quality

O
Costing and Cost Accounting are indispensable tools in modern business for:
Ensuring efficiency
Achieving profitability
Making strategic decisions
Meeting legal requirements
They bridge the gap between operational efficiency and financial performance, making them

essential for sustainable growth and competitive advantage.

Costing vs Cost Accounting
O 1. Meaning and Definition

Aspect Costing Cost Accounting

. Costing refers to the Cost  Accounting is a branch of
Meaning . . . .
techniques and processes accounting that deals with recording,
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Costing Cost Accounting

used to determine the cost of a classifying, analyzing, summarizing, and
product, service, or operation. allocating costs to help in decision-
making.
“Cost accounting is the process of
o “Costing is the techniques and accounting for cost from the point at which
Definition
(CIMA) processes of ascertaining expenditure is incurred to the establishment

costs.” of its relationship with cost centers and

units.”

[0 2. Scope and Nature
Aspect Costing Cost Accounting

S Narrow - focuses only on Broader - includes costing, cost control,
cope
ascertainment of costs. cost analysis, and reporting.

] Both technical and analytical, involving
Mainly technical in nature,
Nature interpretation and strategic use of cost

involving formulas and procedures. q
ata.

O 3. Objectives
Aspect Costing Cost Accounting
) To determine the cost per To help management in controlling costs,
Primary
unit of a product, job, or improving efficiency, and facilitating
Objective . )
service. decision-making.

Secondary To support pricing and To aid in budgeting, forecasting, and

Objective profit analysis. profit planning.

O 4. Tools and Techniques

Aspect Costing Cost Accounting
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Aspect Costing Cost Accounting

Marginal costing, All costing techniques + accounting tools
Techniques absorption costing, like cost ledgers, journals, cost sheets,

standard costing, etc. variance analysis, etc.

Reports Mostly cost sheets or unit Detailed cost reports, departmental cost

Generated cost statements. records, budget reports, etc.

O 5. Application
Aspect Costing Cost Accounting

Used Determining how much a product Recording and analyzing cost information

For or service costs. for managerial decision-making.

. Used across all managerial functions
Area of Mainly used in production and i .
) including finance, production, and
Use operations departments.
strategy.

O 6. Output

Aspect Costing Cost Accounting

End Unit cost or job Cost statements, variance reports, profitability
Result cost. analysis.

[1Costing is the foundation of cost accounting—it provides the data.

[1Cost Accounting is the application of that data in real-time decision-making,
control, and planning.

[l Together, they enable organizations to understand costs, reduce waste, maximize
profitability, and stay competitive.

Financial Accounting Vs Cost accounting

Financial Accounting vs Cost Accounting — A Detailed Comparative Study
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O 1. Meaning & Definition
Aspect Financial Accounting Cost Accounting

It is the systematic process of .
It is the process of accounting for costs,
recording, classifying, and
] which involves recording, classification,
Meaning summarizing the  financial
analysis, and allocation of expenditures for
transactions of a business for a
cost control and decision-making.
specific period.

Preparing a Profit & Loss
Preparing a Cost Sheet to know the per-
Example Account to determine the net
unit cost of manufacturing a product.
profit of a business.

According to CIMA: “Cost accounting is the
According to the AICPA: “Financial
process of accounting for cost from the point
accounting is the art of recording,
. at which expenditure is incurred to the
Definition classifying, and summarizing
establishment of its ultimate relationship
transactions and interpreting the
with cost centers and cost
results.” .
units.

O 2. Primary Objectives
Financial Accounting Cost Accounting

To ascertain the financial results (profit or To determine the cost of production,
loss) and the financial position (assets and analyze cost behavior, and assist in cost

liabilities) of the business. control and reduction.

0 3. Scope
Financial Accounting Cost Accounting

Covers all financial transactions—revenues, Focuses specifically on elements of

expenses, assets, liabilities, capital, etc. cost—material, labor, and overhead.

Example: Recording a loan received or Example: Allocating indirect labor costs
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Financial Accounting Cost Accounting

depreciation on machinery. to different departments.

O 4. Nature of Information
Financial Accounting Cost Accounting

Historical in nature—records actual Both historical and futuristic—analyzes past

transactions that occurred in the past.  costs and helps in forecasting future costs.

Example: Financial statements for the Example: Preparing budgeted costs for the

year ending 2024. year 2025.

O 5. Format and Standards
Financial Accounting Cost Accounting

Must follow standardized formats as per No fixed format—can be customized as
Accounting Standards (AS/Ind AS/IFRS) per the organization’s requirements

and legal provisions (e.g., Companies Act). and internal policies.

Example: Format of cost sheet or job
Example: Format of Balance Sheet is defined

cost report is decided by the firm’s cost
in Schedule IIT of the Companies Act, 2013.
department.

O 6. Periodicity of Reports
Financial Accounting Cost Accounting

Reports are prepared periodically— Reports can be generated as needed—
quarterly, half-yearly, or annually. daily, weekly, monthly, or per project.
Suitable  for long-term performance Suitable for real-time monitoring and

analysis. immediate decision-making.

O 7. Statutory Requirement
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Financial Accounting Cost Accounting
Mandatory for all registered Mandatory only for certain industries (e.g,

businesses under law. cement, sugar, pharma) under Cost Audit Rules.

Financial statements must be filed Cost records may be audited by cost auditors in

with ROC, SEBI, Income Tax Dept. selected sectors.

O 8. Users of Information
Financial Accounting Cost Accounting
Primarily used by external stakeholders:
Shareholders
Creditors
Banks
Tax authorities
Government agencies | Primarily used by internal stakeholders:
Top management
Department heads
Cost controllers
Production managers | | Reports help in investment and lending decisions.

Reports help in cost reduction and process optimization. |

09. Focus Area
Financial Accounting Cost Accounting

Focuses on the overall profitability and Focuses on product-wise, job-wise,

financial health of the business. department-wise cost analysis.

Measures results in terms of net profit or Measures efficiency and

loss. effectiveness of operations.

0 10. Level of Detail
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Financial Accounting Cost Accounting

Reports are high-level and . .
] Reports are detailed and specific.
summarized.

Example: Consolidated sales Example: Sales revenue by product line, region, or

revenue. distribution channel.

0 11. Treatment of Non-Cost Items
Financial Accounting Cost Accounting

Includes all items whether relevant to cost or Excludes non-cost items like donations,

not (e.g., interest, tax, donations). interest, abnormal loss, etc.
Aims at complete financial disclosure. Focuses only on cost-related data.

Both financial and cost accounting areessential systems that complement each other:
« [0 Financial Accounting gives a macro view - financial position and
performance of the entire organization.
« [ Cost Accounting gives a micro view - cost behavior, department efficiency,
and decision-support information.
Together, they form the backbone of corporate financial and managerial control.

Relationship Between Cost Accounting and Management Accounting

0 1. Introduction to Cost Accounting and Management Accounting
/' Cost Accounting — Definition & Focus

Cost Accounting is a branch of accounting concerned with recording, classifying,
allocating, and analyzing the costs associated with production or services. Its primary
aim is to determine the cost of products, processes, or services and facilitate cost
control and cost reduction.

O Example: A garment factory uses cost accounting to calculate how much it costs to

produce one shirt, including fabric, stitching, labor, and overhead.
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«Management Accounting — Definition & Focus

Management Accounting is a broader field that interprets and uses financial, cost,
and statistical data to support strategic planning, performance monitoring, and
managerial decision-making.

O Example: A manager uses cost data, sales forecasts, and industry trends to decide whether

to launch a new product line or outsource part of the production.

O 2. Interrelationship — How They Are Connected
Aspect Description of the Relationship

] Cost Accounting provides the raw material (cost data) that
Foundation
Management Accounting uses to generate insights.

S Management Accounting includes Cost Accounting, but also draws from
cope
financial accounting, statistics, budgeting, and operational data.

p Both aim to improve efficiency, control costs, and enhance
urpose eyt . : : .
] profitability—but their approaches differ: cost accounting is more
Alignment i .
transactional, while management accounting is strategic.

. Cost sheets, variance reports, and cost statements from Cost
Functional

Link Accounting are critical for Management Accounting decisions like
in

pricing, budgeting, capital investment, etc.

0 3. Areas Where Cost Accounting Supports Management Accounting

Management Cost Accounting ) L
Managerial Decision Enabled
Accounting Activity Contribution

oL Helps set competitive yet
Product Pricing Provides cost per unit
profitable prices

. Provides internal production Decide whether to outsource or
Make or Buy Decision .
cost produce in-house

APPLIED COSTING




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

Management Cost Accounting . .
] o L Managerial Decision Enabled
Accounting Activity Contribution

Budgeting & Build realistic and efficient
. Supplies historical cost data
Forecasting budgets

Prepares standard vs actual Identify areas of inefficiency or
Cost Control
cost variances wastage

. Supplies fixed and variable Know the sales volume needed
Break-even Analysis
cost data to cover costs

. . Tracks cost behavior under Support marginal costing and
Profit Planning
different volumes contribution analysis

0 4. Real-World Scenario: Integration in Practice
O Example: Agricultural Equipment Manufacturer
o Cost Accounting tracks:
o Direct materials (steel, plastic parts)
o Direct labor (machine operators)
o Overhead (factory rent, depreciation)
» Cost Sheet prepared: Per-unit cost = 8,500
« Management Accounting uses:
o Cost data + Market demand + Competitive pricing
o To decide whether to reduce price to 38,200 and increase volume
e Outcome: The manager analyzes the impact on profitability, break-even point, and
capacity utilization.
«/This shows how cost data is a tool, and management accounting is the strategic

engine.

OO0 5. Detailed Comparative Analysis
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Point

Comparison

of
Cost Accounting

L Ascertain, analyze,
Objective

and control cost

Quantitative,
Nature
technical, specific

Narrower - focused

on cost

Data Used Only cost data

Cost  sheets,
Reports

costing,
Generated

reports

] Historical
Time Focus
current

Internal
controllers,

production teams

Used to monitor and

Output Utility
reduce cost

O 6. Diagrammatic Representation

Financial Accounting
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Management
Relationship

Accounting
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Analytical,
Management
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broad

technical cost data

Broader - includes Management accounting

cost, financial & non- encompasses cost

financial info accounting

Uses cost, financial,

budgetary & statistical Cost data is a subset
data

Budgets, forecasts, Cost reports feed into

performance reports management reports

and Historical, current, and Cost forms the base for

future planning future

Internal - top and Management relies on

middle managers cost departments
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| Cost Data | —— Cost Accounting
|

| Management Accounting

| (Analysis, Planning, Control) |
|

O 7. Key Points to Remember
e [ Cost Accounting is fact-based, while Management Accounting is decision-
based.
O Cost Accounting is like a brick, and Management Accounting is the building
made from those bricks.
OThe two are mutually dependent: Cost Accounting provides the what, and

Management Accounting decides the why, how, and when.

Cost Accounting and Management Accounting are inseparable allies. While Cost
Accounting provides the detailed cost structure, Management Accounting uses this data
to formulate strategies, control operations, and make key decisions. The
effectiveness of managerial decisions depends on the accuracy, timeliness, and
relevance of cost data provided.

Nature and significance of Cost Accounting

Nature of Cost Accounting

0 1. Scientific and Systematic Discipline
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Cost Accounting is considered a science because it relies on established principles,
methods, and procedures to collect, classify, record, and analyze cost data. It employs
a systematic approach in determining the cost of each unit of production or service. Each
activity is planned and executed according to a method—whether it is job costing, contract
costing, or activity-based costing.
« Itfollows sequential steps:

1. Identifying cost elements

2. Recording and classifying costs

3. Allocating direct and indirect expenses

4. Analyzing variances and interpreting results
Example: In a steel plant, the cost accountant sets a method to trace the cost of raw

materials, labor, and machinery for every batch of steel rolled.

[0 2. Fact-Based and Quantitative
Cost accounting deals exclusively with numerical and measurable data. It is grounded
in factual figures such as:
e Cost of materials purchased
Number of labor hours utilized
Rate of overhead absorption
Volume of output produced
This quantitative nature ensures precision and accountability, allowing managers to
base their decisions on hard evidence rather than assumptions.
Example: A hospital calculates the cost per patient bed-day using actual data like

electricity usage, nursing hours, and medicine costs.

O 3. Internal-Oriented and Managerial in Nature
Unlike financial accounting, which targets external users like shareholders or tax
authorities, cost accounting is designed primarily for internal users:

e Operational managers

e Finance heads
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e Production supervisors

e Quality control teams
It is a managerial tool that helps internal stakeholders monitor performance, plan budgets,
and reduce inefficiencies. It is often confidential and is not disclosed to outsiders.
Example: A logistics manager uses cost accounting reports to analyze transport costs per

kilometer and switch to a more economical route or vendor.

O 4. Flexible and Adaptive
Cost accounting systems are not governed by rigid statutory formats, making them
highly flexible and adaptable to an organization’s:

Business model

Size and complexity

Industry type

Technological setup
Organizations can choose methods like marginal costing or standard costing depending
on what fits best.
Example: A small furniture maker might use job costing, while a sugar mill would prefer

process costing for its continuous production.

O 5. Multi-Dimensional in Scope
Cost accounting is not confined to just the accounting department—it is multi-
functional and overlaps with:
Operations management (process cost control)
HR (labor cost tracking)
Engineering (machine efficiency)
Marketing (product pricing)
This multidisciplinary nature makes it an integral support system for the whole

organization.
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Example: An automobile company integrates cost accounting with ERP software to

track real-time material usage and machine maintenance costs.

O 6. Past and Future-Oriented
While cost accounting records historical costs (what has already been spent), it is
equally useful for future forecasting and planning. It supports:
o Standard costing for future cost estimation
e Budgeting for financial planning
e Cost projections for new projects
Example: A hotel uses historical occupancy cost data to forecast costs for an upcoming

tourist season.

O 7. Tool for Efficiency and Accountability
Cost accounting establishes clear responsibility centers, assigning budgets and targets
to each. This ensures that each manager or department head is held accountable for
deviations or over-spending.
It promotes a culture of:

e Transparency

e Benchmarking

e (Continuous improvement
Example: A factory floor supervisor is evaluated based on whether the actual labor

hours stayed within the standard hours allotted per batch.

Significance (Importance) of Cost Accounting
1. Determination of Cost per Unit
One of the core functions of cost accounting is to determine the cost of producing one unit
of output, whether it's a physical product, a service, or a process output. This helps:
e Set prices competitively

* Monitor efficiency

APPLIED COSTING




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

e Identify loss-making items
Example: A canteen calculates the cost per meal plate by adding up food materials, cooking

gas, wages, and water usage.

0 2. Cost Control and Cost Reduction
Cost accounting facilitates cost control by setting standard costs and continuously
comparing them with actual performance. If variances are found, they are analyzed for their
cause and rectified.
It also promotes cost reduction through:

e Waste minimization

e Process improvement

e Alternate material sourcing
Example: A printing company notices a 15% variance in ink costs and switches to a

more efficient printer after analysis.

O 3. Supports Strategic Decision-Making
In a competitive business environment, informed decisions are crucial. Cost
accounting provides the data necessary to:
e Decide whether to outsource or produce in-house
» Accept or reject an export order
e Discontinue a loss-making product line
Example: A garment manufacturer uses marginal costing to decide whether a foreign

order with a lower price is still profitable.

O 4. Inventory Valuation and Financial Accounting Integration
Cost accounting helps determine the valuation of inventories:

e Raw materials

e Work-in-progress

o Finished goods

These valuations are vital inputs for:
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o Financial accounting (COGS, income statement)
e Tax reporting
e Insurance claims
Example: Using FIFO method, a retail store values its old stock higher during inflation,

affecting profit margins.

O 5. Assists in Budgeting and Planning

Budgets are future-oriented tools, and cost accounting provides the baseline data for:
o Preparing realistic budgets
e Setting financial goals
e Allocating departmental resources

It also helps in variance analysis once actual results are available.

Example: A university prepares a laboratory budget using past cost data on chemicals, lab

coats, and equipment repairs.

0 6. Measures Operational and Financial Efficiency
By collecting and analyzing detailed cost data, cost accounting allows:
o Evaluation of machine utilization
e Comparison of labor efficiency across departments
» Assessment of energy consumption per unit of output
Example: An airline finds that older aircraft consume more fuel per kilometer and

schedules them for shorter, high-density routes.

O 7. Promotes Rational Pricing Policies

Cost accounting ensures that pricing is based on:
e Actual and relevant costs
» Desired profit margins
e Market competitiveness

This helps avoid both underpricing (loss) and overpricing (loss of customers).
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Example: A pharmaceutical company uses cost-plus pricing to bid for government

supply contracts.

[0 8. Fulfills Statutory and Regulatory Compliance
Certain industries are required by law to maintain cost records, especially where price
regulation is involved. The Companies Act, 2013 mandates cost audits for sectors like:
Cement
Pharmaceuticals
Electricity
Telecommunications
A fertilizer company maintains detailed cost records to justify government subsidy

claims.

0 9. Foundation for Management Accounting and ERP Systems
Cost accounting serves as the data backbone for management accounting tools and ERP
systems like SAP, Oracle, and Tally ERP. These tools need:
e Accurate cost drivers
« Standard cost databases
e Timely reporting
Example: A bakery integrates cost accounting with its POS system to analyze the

profitability of each item sold.

[0 10. Essential for Global Competitiveness
With globalization, companies are under pressure to control costs and maintain quality.
Cost accounting:

e Enables lean production

o Identifies non-value-adding activities

e Helps survive price wars
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Example: A smartphone company uses target costing to design models that meet a

specific price and profit margin.

Cost Accounting is a powerful managerial tool that combines precision, strategy, and
foresight. It not only tracks costs but also:

Enhances decision-making

Strengthens accountability

Improves profitability

Ensures long-term sustainability
In today’s data-driven world, no enterprise—big or small—can afford to ignore the

strategic significance of cost accounting.

Implementation of Costing System

The successful implementation of a costing system in any organization is a strategic
process that involves planning, coordination, employee training, and technological
alignment. It is not merely an accounting task but a multi-dimensional initiative that

touches all departments — production, procurement, HR, marketing, and finance.

0 1.Preliminary Investigation and Feasibility Study
Before introducing a costing system, a thorough feasibility study is conducted to
understand:

The nature of the business

Scale of operations

Complexity of processes

Level of automation

Data availability
Objective: Identify the need for a costing system and determine which type (e.g., job
costing, process costing, activity-based costing) is most appropriate.
«Example: In a textile unit, if production is continuous and output is homogeneous,

process costing is preferred.
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O 2.Determination of Objectives
The objectives of implementing the costing system must be clearly defined. These may
include:

Determining product cost accurately

Identifying and controlling avoidable expenses

Facilitating budgeting and forecasting

Setting prices scientifically

Improving internal efficiency
A goal-oriented approach ensures the system remains focused and aligned with the
organization’s strategic direction.
«Example: A hospital may implement costing to determine the cost per patient day to

optimize resource allocation.

[0 3.Selection of a Suitable Costing Method
The nature of the product or service, size of the business, and level of detail required
influences the choice of:
o Costing Methods:
Job costing
Batch costing
Process costing
Contract costing
Activity-Based Costing (ABC)
» Costing Techniques:
Marginal costing
Absorption costing
Standard costing

Uniform costing
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«Example: An IT services company may use ABC to trace overheads like electricity or

software licenses to each service line.

0 4.Design of Cost Accounting System
At this stage, a tailored costing system is developed. This includes:
Identifying cost centers and cost units
Defining elements of cost (materials, labor, overhead)
Establishing documentation formats (cost sheets, job cards, stores ledgers)
Integrating cost and financial accounts if necessary (non-integrated or integrated
system)
This design should align with organizational structure, workflow, and existing ERP or
accounting software.
«Example: A manufacturing unit defines cost centers as Cutting, Assembly, and

Finishing to track departmental costs.

0O 5.Codification and Classification of Accounts
To ensure consistency, accounts are codified and classified systematically:
o Each cost center, material item, and expense head is assigned a unique code
e Direct and indirect costs are classified clearly
o Fixed and variable costs are distinguished
Codification simplifies data entry, tracking, and reporting.
«Example: Code “RMO001” is assigned to raw cotton, and “DL002” to skilled labor

wages.

0 6.Preparation of Cost Records and Forms

This involves creating and standardizing documentation like:
e Purchase requisition forms
e Material issue slips

e Time cards for labor hours
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» Overhead analysis sheets
e Cost sheets and job cards
Accurate documentation ensures traceability and audit readiness.

«Example: A bakery maintains a material requisition form for each batch of cookies

baked, listing flour, sugar, and chocolate chips.

O 7.Training and Orientation of Staff
Human resources play a critical role in the system’s success. Therefore:
Accountants and managers are trained in cost terminology and procedures
Operators and supervisors are trained in data recording (e.g., machine hours,
material usage)
IT staff are trained in cost accounting modules of ERP
Regular workshops and feedback sessions enhance system adoption and reduce
resistance to change.
«Example: A shoe factory trains line supervisors to track downtime hours and classify

them correctly.

O 8.Installation of the Costing System
This is the execution stage where the system goes live. Key tasks include:
Entering opening balances
Recording initial transactions
Testing real-time data flows
Generating trial cost reports
Checking the linkage with financial systems
This phase may run in parallel with the existing system (pilot testing) until stability is
ensured.
«Example: A construction company runs the new job costing module on one project for

three months before a full-scale rollout.

0 9.Monitoring and Evaluation
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Once the system is implemented, continuous monitoring ensures:

Accuracy of cost data

Timely data entry

Relevance of reports to users

Cost behavior analysis and variance reporting
Feedback loops are critical for refining the system and making improvements.
«/Example: A pharmaceutical company evaluates monthly reports to compare budgeted

and actual production costs and identifies deviations.

0 10.Integration with ERP/IT Systems
Modern costing systems are rarely manual. For efficiency and accuracy, they are
integrated with:

ERP systems (SAP, Oracle, Tally)

Inventory management software

HR and payroll systems

Production scheduling software
This enables real-time costing, automatic data sync, and intelligent dashboards for
decision-making.
«Example: A steel plant integrates its cost accounting module with its SAP ERP system

to generate cost reports every 24 hours.

0 11.Review and Continuous Improvement

The costing system should be reviewed periodically to ensure:
Continued relevance with changing business models
Incorporation of new cost elements
Better compliance with statutory and audit requirements

Enhanced utility for strategic decisions

«/ Example: After adopting a green manufacturing model, an electronics firm updates its

costing system to include carbon footprint data.
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The implementation of a costing system is not just a technical initiative but a strategic
organizational transformation. It requires:

Cross-functional collaboration

Sound planning and customization

Adequate training and change management

Continuous evaluation and refinement
When properly implemented, it becomes a powerful driver of efficiency, profitability,

and competitiveness.

Practical Difficulties in the Implementation of a Costing System

Implementing a costing system is a strategic endeavor, but it is not without its practical
hurdles. These challenges can stem from organizational resistance, resource limitations,
technical complexities, or misalignment with business operations. Understanding these

difficulties helps in better planning and smoother execution.

O 1.Resistance to Change
One of the most common barriers is employee resistance due to fear of increased control,
additional workload, or lack of awareness.
[0 Reasons:
o Staff fear scrutiny of their performance.
» Employees are comfortable with existing practices.

e Supervisors and line managers may see it as a threat to their autonomy.

«Example: A factory supervisor may oppose time tracking because it reveals

inefficiencies in his department.

O 2.Lack of Skilled Personnel
A costing system requires:
e Trained cost accountants

e Technically sound ERP operators
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o Skilled analysts to interpret reports
Many small and medium-sized firms lack in-house expertise, making it difficult to
operate and maintain the system.
«Example: A rural-based food-processing unit struggles to maintain cost records due to

lack of trained accounting staff.

O 3.High Initial Cost and Time Investment
Implementing a costing system often involves significant investment in software,
hardware, training, and consultation.
0 Common issues:
o Small businesses cannot afford licensed ERP systems.
e Long implementation periods may disrupt regular work.
e Returns on investment are not immediately visible.
«Example: A garments company postpones ABC costing implementation due to tight

working capital and budget constraints.

0 4.Complexity in Selection of Costing Method
Choosing the wrong method or technique (job costing, process costing, ABC) for a
specific business model can lead to confusion, misreporting, and inefficiency.
O Key challenges:
o Difficulty in identifying relevant cost centers
e Lack of clarity in allocating indirect expenses

e Frequent product/process changes make standardization hard

«Example: A hybrid business (customized + mass production) finds it hard to fit into

one specific costing method.

O 5.Difficulty in Classification and Codification
Accurate classification of  costs into  direct/indirect, fixed/variable, or
controllable/uncontrollable is a technical task and errors can:

e Distort cost calculations
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e Lead to incorrect pricing or budgeting

O Related Issues:
» Overhead costs are difficult to apportion accurately.
» Cost centers may overlap in responsibilities.

«Example: Allocating power costs between two departments sharing the same floor

creates confusion in cost assignment.

O 6.lInadequate Support from Top Management
Implementation requires leadership commitment and resource backing. Without top
management support:
e Budgets are restricted
e Costing is seen as a low-priority task
» Resistance from other departments is not addressed
«Example: A CEO who doesn’t believe in cost reports may never use them in decision-

making, demotivating the costing team.

O 7.Poor Coordination Between Departments
Costing systems require seamless information flow between:
Production
Stores and purchase
Accounts
HR/payroll
IT systems
Lack of interdepartmental coordination results in delays, duplication, and data
mismatch.
«Example: If the purchase department does not report material receipts in time, the

costing report for a project will be inaccurate.

O 8.Difficulty in Accurate Data Collection

Real-time and accurate cost data collection is vital but often difficult due to:
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Manual errors in recording
Missing entries

Delayed data submission
Lack of automation

«/Example: Labor hours are not tracked accurately if time cards are filled manually and

submitted weekly.

0 9.Frequent Changes in Production Methods or Products

In dynamic industries, frequent changes in product designs, production volumes, or
input mix can invalidate costing assumptions, requiring constant updates.

«/Example: A mobile phone manufacturer introducing new models every 3 months finds

it hard to standardize per-unit cost records.

O 10.Incompatibility with Existing Accounting Systems
Sometimes, the existing accounting system may not support or integrate with the new
costing system, leading to:

e Data duplication

e Manual reconciliation

e Loss of real-time insights

«Example: A business using traditional ledger accounting cannot integrate it with new

ERP-based cost modules.

0 11.Lack of Customization in Standard Software
Off-the-shelf costing software often does not match the specific needs of a business,
especially if it has a unique process flow or product mix.

«Example: A company that uses solar, wind, and grid electricity needs a customized

cost allocation module — not readily available in standard packages.

O 12.Inconsistent Policies and Data Standards

Without standardized formats for:
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Material issue notes
Job cards
Labor logs
Cost centers
the system becomes prone to inconsistency and confusion.
«Example: One department uses hourly wages while another uses daily wage records,

causing mismatch in labor cost computation.

O 13.Legal and Statutory Compliance Issues
Some industries (e.g., electricity, pharma, telecom) are subject to statutory cost audit
and regulatory costing. Poor implementation may lead to non-compliance or penalties.

«Example: A sugar mill fails to maintain cost records as per the Companies Act

requirements and faces audit objections.

O 14.Inadequate Review and Feedback Mechanisms

If there's no mechanism to review the system and improve it based on user feedback,
the costing system may become obsolete or underutilized.

«/Example: A costing module that doesn’t incorporate new tax rules or subsidy schemes

leads to outdated costing results.

While the benefits of a costing system are substantial, practical difficulties can
derail its implementation unless they are anticipated and addressed systematically.
Solutions include:

Strong leadership and training
Cross-functional collaboration

Incremental roll-out with pilot testing

Use of adaptable and user-friendly technology

Periodic review and customization
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Informed planning and change management are the keys to overcoming these real- world

challenges and ensuring long-term success.

Essentials of a Good Costing System

A good costing system is one that efficiently and accurately records, classifies,
analyzes, and reports cost information for use in managerial decision-making, cost
control, and performance evaluation. The effectiveness of a costing system depends on its
ability to serve the needs of the business in a timely, reliable, economical, and actionable

manner.

O 1.Suitability to the Nature and Size of the Business
A good costing system must be tailor-made to fit the specific needs of the organization,
considering:
Type of industry (manufacturing, service, retail, etc.)
Scale of operations (small, medium, large)
Nature of production (continuous, batch, custom-based)
Organizational structure and cost flow
«Example: A hospital may use a patient-day costing approach, while a construction

company may use contract costing.

O 2.Simplicity and Clarity
The system should be simple to understand and operate. Overly complicated
processes can:

e Lead to data errors

e Discourage user participation

» Increase time and cost of operation
Forms, reports, codes, and methods should be designed in a user-friendly and
logically structured manner.
«Example: Color-coded cost sheets for departments can reduce confusion in a

manufacturing firm.
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0 3.Economy in Operation
The benefits derived from the costing system must justify the cost incurred in installing
and operating it. It should not become a financial burden, especially for small and medium
enterprises.

e Avoid unnecessary paperwork

o Utilize available technology for automation

o Prioritize essential data over excessive detail

«Example: A small bakery may use Excel-based costing instead of investing in a full

ERP system.

O 4.Flexibility and Adaptability
The system should be adaptable to changing business environments, such as:
Product diversification
New regulations or tax structures
Technological upgrades
Organizational restructuring
A rigid system becomes obsolete quickly and fails to meet future demands.
«Example: A garment exporter must adapt its costing system to track international

shipping and customs charges as business expands.

O 5.Accuracy and Reliability of Data
A good costing system should ensure that the data collected is:
Authentic
Timely
Complete
Verifiable
Errors in data can lead to wrong pricing, budgeting mistakes, and poor strategic

decisions.
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«/Example: Misreporting material usage can lead to underpricing a product and incurring

losses.

O 6.Integration with Financial Accounting
Wherever feasible, the costing system should be integrated with the financial
accounting system to:
Avoid duplication of work
Ensure consistency in data
Facilitate reconciliation
Provide a holistic view of business performance
«Example: Using ERP systems like SAP or TallyPrime helps integrate cost ledgers with

financial statements.

O 7.Promptness in Reporting
The system should be capable of generating timely reports to facilitate real-time decisions.
Delays in report generation make the information less useful for dynamic decision-making.
Types of reports:

e Daily cost reports

e Monthly variance analysis

» Quarterly cost center efficiency reports
«Example: A production supervisor needs daily material consumption reports to reduce

waste promptly.

O 8.Effective Classification of Costs
Costs must be classified correctly into:
e Direct and indirect
o Fixed, variable, semi-variable
e Controllable and uncontrollable

This helps in cost control, budget preparation, and variance analysis.
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«/Example: Classifying rent as fixed cost and power as variable cost helps in break- even

analysis.

0 9.Standardization of Forms and Records
Uniformity in cost documents ensures:

e Clarity in communication

o Ease of training new staff

e Faster audits and analysis
Essential forms:

e Material requisition slips

* Job cost sheets

e Time cards

e Overhead allocation reports
«Example: A standardized job card helps a furniture manufacturer track costs across all

products consistently.

0 10.Support from All Departments and Top Management
The success of any costing system depends on active participation and cooperation
from:
Production
Purchase
HR
Finance
Sales
IT
Top management must provide leadership, funding, and policy support.
«Example: If production managers delay time card submissions, labor costs cannot be

calculated accurately.
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O 11.Provision for Cost Control and Cost Reduction

A good costing system should not just collect data, but also provide tools for:
Cost comparison with budgets
Variance analysis
Identification of waste or inefficiencies

Suggestions for cost saving

«/Example: Variance reports help detect excess material usage, prompting better

inventory control.

O 12.Audit Trail and Verifiability
The system should allow for easy tracking of every cost entry back to its source
document. This is essential for:

e Internal control

e Statutory cost audit

e Investigating discrepancies

«Example: A stores ledger should trace every issued item back to its purchase voucher.

O 13.Encouragement of Employee Participation
The system should be designed in a way that:

* Respects workers' time and effort

» Provides feedback

» Encourages suggestions for cost efficiency

A participative culture enhances ownership and compliance.

«Example: A suggestion box for cost-saving ideas from factory workers can lead to

valuable innovations.
The essentials of a good costing system revolve around practicality, accuracy,

relevance, and usability. It should help management in making informed decisions,

promoting efficiency, and ensuring sustainability. A well-structured costing system is not
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just an accounting tool — it's a strategic asset that enhances organizational

effectiveness.

Elements of Cost
In cost accounting, cost refers to the monetary value of resources consumed in the

production of goods or services. These resources are categorized into three broad elements:

O 1.Material Cost
» Definition:
Material cost is the cost of all materials (raw or processed) used in the production or
provision of services.
» Classification:
a. Direct Material Cost:
» Materials that can be directly identified with the final product.
e They become a part of the finished product.
Examples:
*  Wood used in furniture
e Fabric used in garments
o Steel used in manufacturing machinery
b. Indirect Material Cost:
e Materials that are used to support the production process but are not directly
traceable to the final product.
Examples:
e Lubricants for machinery
e C(Cleaning materials

e Small tools

O 2.Labour Cost
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» Definition:
Labour cost includes wages and salaries paid to employees who are engaged in the
production process, both directly and indirectly.
» Classification:
a. Direct Labour Cost:
e Wages paid to workers who are directly involved in converting raw materials into
finished goods.
Examples:
e Wages to carpenters in a furniture factory
e Machine operators in a factory
e Tailors in a garment unit
b. Indirect Labour Cost:
» Wages paid to employees who do not work directly on the product but assist the
production process.
Examples:
Supervisors
Maintenance staff
Storekeepers

Quality control inspectors

O 3.Expenses
» Definition:
Expenses are the costs incurred in the production process other than material and
labour. They include services or benefits consumed.
» Classification:
a. Direct Expenses (Chargeable Expenses):
» Expenses that are specifically incurred for a particular job, process, or product.
Examples:

» Cost of special moulds or tools for a specific order
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e Hiring charges for special equipment used for one job
» Royalty paid per unit of production
b. Indirect Expenses:
» Expenses that are incurred for the overall functioning of the production but
cannot be directly linked to a specific job or product.
Examples:
Rent and rates of factory building
Insurance
Depreciation on factory equipment

Utilities like electricity and water (unless they can be measured per unit)

«’Summary of Basic Elements of Cost

Example (Product:

Element Direct Component Indirect Component
Wooden Table)

. Glue, polish, nails, Wood = Direct; Polish =
Material Wood for the table
cleaning materials Indirect

Supervisor’s salary, Carpenter =  Direct;
Labour Carpenter’s wages _ . .
timekeeper’s wages Supervisor = Indirect

Cost of special tool Factory rent, depreciation Tool = Direct; Rent =
Expenses
used for shaping of machinery Indirect

O Classification of Costs Based on Elements
Combining all the above, we arrive at three core cost components in cost accounting:
1. Prime Cost
= Direct Material + Direct Labour + Direct Expenses
— Represents the primary and direct cost of manufacturing.
Factory or Works Cost
= Prime Cost + Factory Overheads (indirect materials, labour, expenses)

— Also known as Production Cost.
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3. Total Cost

= Factory Cost + Administration Overheads + Selling & Distribution Overheads

OO0 Example for Better Understanding

Let's say a company manufactures wooden chairs.

Cost Element Description Type

Wood Becomes part of the chair Direct Material
Nails and glue Used but not traceable per chair Indirect Material
Carpenter's wages Cuts, assembles, and finishes the chair Direct Labour
Supervisor's salary Oversees production but not hands-on Indirect Labour
Tool hire charge  Special drill hired for custom design Direct Expense

Electricity bill Factory-wide utility Indirect Expense

Understanding the elements of cost is critical for:
Accurate cost estimation and budgeting
Fixing selling prices
Identifying cost reduction opportunities
Enhancing operational efficiency
Each element of cost plays a unique role in shaping the total cost structure of a

product or service.

Cost Concepts in Cost Accounting
Cost accounting uses various cost concepts to classify, record, and analyze costs depending
on the business objective—whether it’s pricing, decision-making, budgeting, or control.

Each concept provides a different perspective on how costs are treated and applied.

0 1.Fixed Cost

» Definition:
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Fixed costs are costs that remain constant irrespective of the level of production or
output within a certain range.
» Characteristics:
e Do not vary with production volume
e Incurred even when output is zero
e Per unit fixed cost decreases as production increases
» Examples:
» Rent of factory
o Salaries of administrative staff

» Depreciation of machinery

«Example: Rent of ¥50,000/month remains the same whether 100 or 1,000 units are

produced.

O 2.Variable Cost
» Definition:
Variable costs change in direct proportion to changes in the level of output or activity.
» Characteristics:
e Total cost increases with output
e Per unit variable cost remains constant
» Examples:
e Raw materials
e Direct labor

e Power used in machinery (based on hours run)

«/ Example: If the cost of raw material is ¥20/unit, then for 100 units = ¥2,000; for 1,000
units =320,000.

0 3.Semi-Variable (or Mixed) Cost
» Definition:

These are costs that have both fixed and variable components.
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» Examples:
e Telephone bills (fixed rental + variable usage)
o Electricity charges (minimum charges + usage charges)

¢ Maintenance salaries with incentives

«/Example: Machine maintenance may involve a monthly fixed service charge plus cost

for parts replaced.

0 4.Direct Cost
» Definition:
Costs that can be directly traced to a specific product, job, or department.
» Examples:
e Direct materials
e Direct wages

e Direct expenses

« Example: Steel used in manufacturing a car.

O 5.Indirect Cost
» Definition:
Costs that cannot be directly traced to a single product or job. These are shared
across departments or products.
» Examples:
e Factory rent
e Supervisor's salary

e (leaning materials

«Example: Salary of a security guard at a factory applies to the entire premises, not a

single product.

] 6.Controllable Cost

» Definition:
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Costs which can be influenced or controlled by a specific manager or department.
» Examples:

» Departmental overtime

e Material wastage

o Stationery used in an office

«Example: A production manager can control overtime costs of workers under his

supervision.

O 7.Uncontrollable Cost
» Definition:
Costs that cannot be regulated or influenced by a specific manager or department.
» Examples:
e Depreciation
e National taxes

e Rent under long-term lease

«Example: A department head cannot control annual property tax charged by the

government.

0 8.0pportunity Cost
» Definition:
The cost of foregoing the next best alternative when a choice is made.
» Examples:
e Interest lost on investment by using cash to buy a machine

o Salary foregone by starting a business instead of taking a job

«Example: Choosing to use a building for factory setup instead of renting it out for

31,00,000/month means 31,00,000 is the opportunity cost.

1 9.Sunk Cost

» Definition:
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Sunk costs are those which have already been incurred and cannot be recovered,
hence they are irrelevant for future decisions.
» Examples:

e Past R&D expenses

e Cost of obsolete equipment

«Example: 32,00,000 spent on developing a discontinued product is a sunk cost.

0 10.Marginal Cost

» Definition:

Marginal cost is the additional cost incurred for producing one more unit of output.
» Formula:

Marginal Cost = Change in Total Cost / Change in Output
«Example: If producing 100 units costs 310,000 and 101 units cost 310,080, then

marginal cost = I80.

0 11.Replacement Cost
» Definition:

The cost at which an existing asset can be replaced at current market prices.

«Example: Replacing a 5-year-old lathe machine may now cost 34,00,000, even if its
book value is 31,50,000.

0 12.Imputed Cost
» Definition:
These are notional costs for which no actual cash outlay occurs but are considered for
decision-making.
» Examples:
e Owner’s salary (if not actually paid)
o Interest on own capital

e Rent for owned premises
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«Example: Using your own building for business — rent not paid, but imputed for

internal costing.

[0 13.Conversion Cost

» Definition:

Cost incurred in converting raw materials into finished goods.
» Formula:

Conversion Cost = Direct Labour + Manufacturing Overheads

«Example: In a textile mill, wages paid to workers + factory electricity = conversion cost.

O 14.Product Cost vs Period Cost

Type Product Cost Period Cost

Definition Cost assigned to the product Cost related to time period
Incurred During production Regardless of production
Examples Direct materials, direct labor Rent, salary, admin expenses

Reporting Inventoried on Balance Sheet Expensed in Profit & Loss Statement

Each cost concept serves a specific purpose in managerial decision-making.
Understanding these concepts allows managers and accountants to:

Classify and analyze costs correctly

Prepare accurate budgets

Make sound pricing and investment decisions

Control waste and inefficiencies

Preparation of Cost Sheet

0 What is a Cost Sheet?

A cost sheet is a statement that shows the various components of total cost incurred in
producing a product during a specific period. It helps businesses determine the cost per

unit and serves as a basis for pricing, cost control, and profit analysis.
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«/Objectives of Preparing a Cost Sheet
. To ascertain the total cost and cost per unit.
. To help in pricing decisions.
. To analyze cost elements and control costs.
. To compare actual vs standard costs.
. To determine profitability.
Uses of a Cost Sheet
Helps in product pricing
Identifies cost centers and inefficiencies
Useful for cost control and reduction
Assists in budgeting and variance analysis

Provides data for financial statements and audit

[0 Components of a Cost Sheet
A cost sheet is usually prepared step-by-step, beginning with direct costs and moving

toward total cost and profit.

O 1.Prime Cost
= Direct Materials + Direct Labour Direct Expenses

=This is the basic cost of manufacturing.

O 2.Factory or Works Cost

= Prime Cost + Factory Overheads (Indirect materials, indirect labour, factory expenses)
= This includes the cost incurred inside the factory.

+ Add: Opening Work-in-Progress

—Less: Closing Work-in-Progress

0 3.Cost of Production

= Factory Cost + Administration Overheads (related to production)
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=This gives the cost of finished goods manufactured.
+ Add: Opening Stock Finished
—Less: Closing Stock of Finished Goods

[0 4.Cost of Goods Sold (COGS)

= Cost of Production + Adjustment for Finished Goods Stock

[ 5.Cost of Sales
= COGS + Selling & Distribution Overheads

= This is the total cost incurred to sell the product.

O 6.Profit

= Sales - Cost of Sales

O 7.Sales Revenue

= Quantity Sold x Selling Price Per Unit

O Format of a Cost Sheet

Particulars Amount (%)
Direct Material

Add: Opening Raw Material

Add: Purchases

Less: Closing Raw Material

= Cost of Raw Material Consumed

Add: Direct Labour

Add: Direct Expenses

= Prime Cost

Add: Factory Overheads
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Particulars Amount (%)
(Indirect Materials, Wages, Depreciation, etc.)

Add: Opening WIP

Less: Closing WIP

= Factory Cost / Works Cost XXXXX
Add: Administration Overheads (Office expenses)

= Cost of Production XXXXX
Add: Opening Stock of Finished Goods

Less: Closing Stock of Finished Goods

= Cost of Goods Sold (COGS)

Add: Selling & Distribution Overheads

= Total Cost / Cost of Sales

Add: Profit

= Sales Revenue

O lllustrative Example 1
For the following data for XYZ Ltd. for the month of March, prepare cost sheet:
Opening Raw Materials: 10,000

Purchases: 350,000

Closing Raw Materials: 38,000
Direct Labour: 20,000

Direct Expenses: 35,000

Factory Overheads: 315,000
Opening WIP: 33,000

Closing WIP: 32,000
Administration Overheads: 310,000
Opening Finished Goods: X7,000
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e Closing Finished Goods: 36,000
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e Selling & Distribution Overheads: 38,000
e Profit: 310,000

O Cost Sheet for XYZ Ltd. for the Month of March
Particulars Amount (%)
Opening Raw Materials 10,000
Add: Purchases 50,000
Less: Closing Raw Materials (8,000)

= Raw Material Consumed 52,000
Add: Direct Labour 20,000
Add: Direct Expenses 5,000

= Prime Cost 77,000
Add: Factory Overheads 15,000
Add: Opening WIP 3,000
Less: Closing WIP (2,000)

= Factory Cost 93,000
Add: Administration Overheads 10,000

= Cost of Production 1,03,000
Add: Opening Finished Goods 7,000
Less: Closing Finished Goods (6,000)

= COGS 1,04,000
Add: Selling & Distribution Overheads 8,000

= Cost of Sales 1,12,000
Add: Profit 10,000

= Sales Revenue 31,22,000
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lllustration 2 — Basic Manufacturing Cost Sheet
Given:
Direct Materials Consumed: 360,000

Direct Labour: 325,000

Direct Expenses: 35,000

Factory Overheads: 10,000
Administration Overheads: 38,000
Selling & Distribution Overheads: 37,000
Opening Stock of Finished Goods: 312,000
Closing Stock of Finished Goods: 10,000
Profit: 15,000

«/Solution: Cost Sheet

Particulars Amount (%)
Direct Materials 60,000
Direct Labour 25,000
Direct Expenses 5,000
Prime Cost 90,000
Add: Factory Overheads 10,000
Factory Cost 1,00,000
Add: Administration Overheads 8,000
Cost of Production 1,08,000
Add: Opening Stock of Finished Goods 12,000
Less: Closing Stock of Finished Goods  (10,000)
Cost of Goods Sold (COGS) 1,10,000
Add: Selling & Distribution Overheads 7,000
Cost of Sales 1,17,000
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Particulars Amount (%)

Add: Profit 15,000
Sales Revenue 31,32,000

O lllustration 3 — Including Work-in-Progress
Given:
Opening Raw Materials: 320,000
Purchases: 31,00,000
Closing Raw Materials: 25,000
Direct Labour: 335,000
Direct Expenses: 310,000
Opening Work-in-Progress: 35,000
Closing Work-in-Progress: 36,000
Factory Overheads: 315,000
Admin Overheads: 312,000
Selling Expenses: 310,000
Opening Finished Goods: 38,000
Closing Finished Goods: 36,000
Profit: 20,000

«/Solution: Cost Sheet

Particulars Amount (%)
Opening Raw Materials 20,000

Add: Purchases 1,00,000
Less: Closing Raw Materials (25,000)
Raw Material Consumed 95,000
Add: Direct Labour 35,000
Add: Direct Expenses 10,000
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Particulars Amount (%)
Prime Cost 1,40,000
Add: Factory Overheads 15,000
Add: Opening WIP 5,000
Less: Closing WIP (6,000)
Factory Cost 1,54,000
Add: Administration Overheads 12,000
Cost of Production 1,66,000
Add: Opening Finished Goods 8,000
Less: Closing Finished Goods (6,000)
COGS 1,68,000
Add: Selling & Distribution Overheads 10,000
Cost of Sales 1,78,000
Add: Profit 20,000
Sales Revenue 31,98,000

O lllustration 4 — Per Unit Cost Calculation
Given:
For a production of 2,000 units:
Direct Material per unit: 30
Direct Labour per unit: 20
Direct Expenses per unit: I5
Factory Overheads (Total): 320,000
Administrative Overheads (Total): 10,000
Selling Expenses (Total): 35,000

Profit per unit: 15

Solution: Cost Sheet (for 2,000 units)
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Particulars Amount (%)
Direct Material (2,000 x 30) 60,000
Direct Labour (2,000 x 20) 40,000
Direct Expenses (2,000 x 5) 10,000
Prime Cost 1,10,000
Add: Factory Overheads 20,000
Factory Cost 1,30,000
Add: Administrative Overheads 10,000
Cost of Production 1,40,000
Add: Selling Expenses 5,000
Cost of Sales 1,45,000
Add: Profit (2,000 x 15) 30,000
Sales Revenue 31,75,000

O Cost per unit = 31,45,000 / 2,000
O  Selling price per unit = 31,75,000 /2,000
O Profit per unit = 315

lllustration 5 — Cost Sheet with Multiple Products
XYZ Ltd. manufactures two products, A and B, during the month of March.
O Production Details:
¢ Units of Product A: 1,000
e Units of Product B: 500
O Cost Data:
Direct Material: 90,000 (Allocated: A - 360,000, B - 330,000)
Direct Labour: 50,000 (Allocated: A - 330,000, B - 320,000)
Direct Expenses: ¥10,000 (Shared equally)
Factory Overheads: 340,000 (Based on labour ratio: A: 3/5, B: 2/5)

Administration Overheads: 20,000 (Shared in ratio of units)
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* Selling & Distribution Overheads: 15,000 (Same ratio as units)

o Profit margin: 20% on cost

«/Cost Sheet Summary

Particulars Product A () Product B ()
Direct Materials 60,000 30,000
Direct Labour 30,000 20,000
Direct Expenses 5,000 5,000
Prime Cost 95,000 55,000
Factory Overheads 24,000 16,000
Factory Cost 1,19,000 71,000
Admin Overheads 13,333 6,667
Cost of Production 1,32,333 77,667
Selling Overheads 10,000 5,000
Cost of Sales 1,42,333 82,667

Profit @ 20% 28,467 16,533
Sales Revenue 31,70,800 399,200

O lllustration 6 — Including Abnormal Loss and Scrap Value
A factory reports the following for April:
O Data:
Direct Material: 80,000
Direct Labour: 30,000
Factory Overheads: 320,000
Admin Overheads: 310,000
Selling Expenses: 35,000
Opening Finished Goods: 38,000
Closing Finished Goods: 310,000
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e Abnormal Loss of Material: 2,000 (not included in cost)
e Scrap from production: 1,000 (credited to factory overheads)

e Profit: 15% on cost

«/Cost Sheet

Particulars Amount ()
Direct Material 80,000
Less: Abnormal Loss (2,000)
Net Direct Material 78,000
Add: Direct Labour 30,000
Prime Cost 1,08,000
Add: Factory Overheads 20,000
Less: Scrap value (1,000)
Factory Cost 1,27,000
Add: Admin Overheads 10,000
Cost of Production 1,37,000
Add: Opening Finished Goods 8,000
Less: Closing Finished Goods (10,000)
Cost of Goods Sold (COGS) 1,35,000
Add: Selling Expenses 5,000
Cost of Sales 1,40,000
Add: Profit @ 15% 21,000
Sales Revenue 31,61,000

O lllustration 7 — Semi-Variable Overheads
O Data for May:
¢ Direct Materials: 350,000
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Direct Labour: 325,000

Direct Expenses: 35,000

Factory Overheads: 15,000 (39,000 fixed, 36,000 variable)
Admin Overheads: 38,000 (All fixed)

Selling Expenses: Y10 per unit for 1,000 units

Opening Finished Goods: 35,000

Closing Finished Goods: 36,000

Profit: 25% on cost

/Cost Sheet

Particulars

Direct Materials

Direct Labour

Direct Expenses

Prime Cost

Add: Factory Overheads (Fixed + Var)
Factory Cost

Add: Admin Overheads

Cost of Production

Add: Opening Finished Goods

Less: Closing Finished Goods

Cost of Goods Sold

Add: Selling Expenses (1,000 x 10)
Cost of Sales

Add: Profit (25% of cost)

Sales Revenue
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Methods of Costing — Overview
Costing methods are techniques used to ascertain the cost of products, services, or jobs.
The selection of a method depends on the nature of industry, production process,
and type of output.
The two major methods are:

1. Job Order Costing

2. Process Costing

1. Job Order Costing

«Meaning:

Job Order Costing is a method used to determine the cost of a specific job, contract, or
order. Each job is treated as a separate unit of cost, and all costs are accumulated job-wise.
This method is suitable when the production is customized or made to order, and

each order differs in material, labor, and overheads.

OO0 Features of Job Order Costing:
Cost is collected for each individual job.
Each job has a unique Job Number for identification.
Costs are accumulated from the start to completion of the job.
Material, labor, and overheads are charged specifically to the job.

The final cost is compared to the quotation or estimate.

O Industries using Job Order Costing:
Printing Presses
Ship Building
Furniture Making
Automobile Garages

Construction Contracts
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e Custom Machine Manufacturing

O Example of Job Order Costing:
Suppose a printing company receives an order from a university to print 1,000

certificates.

Cost Element Amount (%)
Direct Materials 5,000
Direct Labour 3,000
Direct Expenses 1,000
Factory Overheads 2,000
Administration Overheads 1,500

Total Cost of Job 312,500

The company may then add a markup (say, 20%) to determine the price.

«Advantages of Job Order Costing:
Accurate cost per job helps in precise pricing.
Facilitates comparison of actual vs. estimated cost.
Useful for cost control and budgeting.

Customization and tracking are easy.

O 2. Process Costing

«Meaning:

Process Costing is a method used where goods are produced through continuous and
sequential processes, and the output is homogeneous. Costs are accumulated by

process or department for a given period and then averaged over the units produced.

OO0 Features of Process Costing:
» Applied in industries with mass production and identical units.

e Costs are collected process-wise.
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Units pass through two or more processes.
o The cost per unit is calculated by averaging the total process cost.

» Wastage or losses (normal/abnormal) are also accounted for.

O Industries using Process Costing:
Oil Refining
Chemical Manufacturing
Sugar Industry
Textiles
Paints
Soap Production

Cement Industry

O Example of Process Costing:
In a sugar factory:
Total cost in Process 1: 31,00,000
Units introduced: 10,000
Normal loss: 5% (500 units)
Output: 9,500 units
O Cost per unit =31,00,000 / 9,500 = 310.53 per unit

This cost is then transferred to the next process.

«Advantages of Process Costing:
Suitable for large-scale production.
Facilitates unit cost determination for homogeneous products.
Useful for cost comparison across processes.

Helps in identifying process inefficiencies.

0 Comparison: Job Order Costing vs. Process Costing
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Basis Job Order Costing Process Costing

Nature of Customized or job-specific
. Mass and continuous production
Production production

Cost

Accumulation

Unit Cost
Total job cost / units in the job Average cost per process

Job-wise Process-wise or department-wise

Calculation
Industries Printing, construction, repair Chemicals, sugar, oil, cement

Wastage Essential (normal & abnormal loss
. Not common
Accounting accounted)

Documents Used Job Cost Sheet Process Cost Sheet

Output Nature Distinct jobs/orders Homogeneous units

Use Job Order Costing for customized, order-based industries.
Use Process Costing for continuous, uniform product industries.
Both methods aim to accurately allocate costs and improve pricing, cost

control, and profitability.

Material Control — Meaning & Significance,

O Introduction to Material Control

Material control refers to the systematic regulation of the procurement, storage,
issue, and usage of materials in an organization. It ensures that the right quantity
and quality of materials are made available at the right time, at the right place, and
at the optimum cost. In any manufacturing or production-oriented business, materials
constitute a significant part of the total cost — sometimes as high as 60-70% of total
production cost. Therefore, an efficient material control system is vital for the

economic viability and operational efficiency of the enterprise.
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Material control is not confined merely to maintaining stock levels. It extends to
planning purchase cycles, negotiating with suppliers, maintaining accurate
records, preventing misuse or pilferage, and ensuring proper valuation for cost
accounting purposes. It operates in close coordination with departments such as

purchasing, production, accounting, quality control, and warehousing.

[0 Objectives of Material Control
The main objective of material control is to maintain an adequate and continuous flow
of materials to production, without interruption, and to do so in the most economical manner
possible. It seeks to balance two critical extremes — excessive investment in inventory
(which locks up capital and increases holding costs) and shortage of materials (which
leads to production stoppages and customer dissatisfaction).
Additional objectives include:

Preventing wastage, deterioration, and obsolescence of materials

Facilitating accurate costing and budget preparation

Enabling timely and economic procurement

Ensuring security and accountability of materials

Enhancing coordination between departments involved in material usage

O Importance of Material Control — A Detailed Explanation

1. O Ensures Uninterrupted Production Process

A well-organized material control system ensures that production units receive materials
without delay. In manufacturing, continuity is crucial — the absence of even a small
component or raw material can halt the entire production line, causing downtime,
increased costs, and delayed deliveries. With an effective material control system,
production schedules can be aligned with material availability through reorder levels,
safety stock, and purchase lead time planning. For example, in an automobile plant,
delay in the arrival of a single engine component can stop an entire batch of vehicles

from being assembled.
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2. O Reduces Material Cost and Enhances Profitability

The cost of materials significantly affects the total cost of the final product. By controlling
materials, organizations can purchase economically through bulk orders, vendor
negotiations, or timely procurement to avoid last-minute, high-cost purchases.
Additionally, by avoiding wastage, scrap, and theft, material control ensures that materials
are utilized optimally. Cost savings at this stage directly increase profitability. For
example, textile industries, which operate on low margins, rely heavily on accurate

consumption control of fabrics, dyes, and chemicals to stay profitable.

3. O Improves Costing Accuracy and Financial Reporting

Proper material control ensures accurate tracking of inventory and its valuation, which
is essential for reliable cost accounting. This allows the organization to determine the
exact cost per unit, allocate costs correctly across jobs, and detect variances between
standard and actual usage. Tools like Stores Ledger, Bin Cards, and Material
Requisition Notes help maintain clarity and transparency in accounting for materials.
This data feeds directly into cost sheets, inventory valuation reports, and financial

statements, affecting both taxation and profitability analysis.

4. O Minimizes Wastage, Theft, and Obsolescence
A robust material control system includes physical controls, such as security, storage
protocols, and regular inspections, as well as systematic controls, like FIFO (First In First
Out), LIFO (Last In First Out), and perpetual inventory records. These controls reduce
losses from:

» Deterioration (due to poor storage)

+ Obsolescence (due to slow-moving items)

» Pilferage or fraud (due to lack of supervision)

» Theft or misappropriation
For example, in the pharmaceutical industry, drugs have short shelf lives and are
sensitive to temperature and humidity. Without strict material control, companies face

enormous losses due to expired or spoiled inventory.
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5. O Optimizes Inventory Investment and Working Capital

Excess inventory results in blocked working capital, increased storage costs, and higher
risks of damage or obsolescence. On the other hand, insufficient inventory can cripple
operations. A good material control system determines the economic order quantity
(EOQ) and establishes minimum, maximum, and reorder levels for each item. These
help maintain inventory at optimum levels, ensuring cost-effective storage and minimal
capital blockage. This is especially relevant in industries with volatile raw material prices or

high inventory carrying costs.

6. OO Supports Budgeting, Forecasting, and Decision-Making
Material control provides reliable historical data on material usage trends, consumption
rates, and supplier performance, which aids management in preparing:

« Material purchase budgets

e Production budgets

» Cash flow forecasts
This data is also critical for making strategic decisions such as entering into long-term
contracts with vendors, selecting alternative suppliers, or investing in new storage

infrastructure.

7. O Improves Storekeeping and Material Handling Efficiency
Material control systems include detailed planning for:
Storage layout
Categorization and codification
Bin location systems
Stock verification routines
Such measures lead to easy traceability, quick retrieval, and safe handling of materials.
By integrating barcodes or RFID tags with inventory software, modern organizations

automate the process, reducing errors and increasing efficiency.
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8. O Enhances Supplier Relationship and Procurement Planning
With a structured material control system, procurement becomes more proactive than
reactive. Purchase managers can:
Place bulk orders based on forecasted needs
Negotiate better rates with suppliers
Schedule deliveries to avoid overstocking
Assess vendor reliability and switch if needed
Effective control also builds trust with suppliers, who can depend on regular and timely

purchase orders.

9. O Facilitates Compliance and Quality Control
Material control ensures that materials are accepted into the system only after quality
inspection. It helps organizations adhere to industry-specific regulations, such as:
CAS-6 (Cost Accounting Standard for Material Cost)
ISO 9001 (Quality Management)
GMP (Good Manufacturing Practice in Pharma)
Food Safety Standards
Failure to implement such controls can lead to regulatory penalties, customer

complaints, and brand damage.

10. O Reduces Emergency Purchases and Production Interruptions

Organizations with poor material control often face emergency purchase scenarios
where items must be bought at premium prices or from less-reliable vendors to meet urgent
requirements. These last-minute purchases increase cost and risk quality. Material control
ensures that procurement is planned and continuous, reducing reliance on such costly

interventions.

To summarize, material control is a strategic, operational, and financial imperative
in any organization dealing with physical goods. It integrates the disciplines of inventory

management, cost accounting, procurement, logistics, and quality
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control to ensure that materials contribute to the profitability and competitiveness of the
business rather than being a liability.
An efficient material control system:

Lowers material cost

Improves efficiency

Enhances production stability

Supports accurate costing

Safeguards assets

Builds strong vendor relationships

Ensures regulatory compliance
In the modern context, material control has been further strengthened through
technological integration, including ERP systems, Al-based inventory forecasting,
and blockchain for supply chain transparency, making it a vital contributor to business

sustainability and excellence.

Techniques of Material Control

Material control involves the use of several scientific and systematic techniques to
ensure that materials are procured, stored, issued, and utilized efficiently and
economically. These techniques help in minimizing costs, preventing wastage, and
ensuring the availability of materials when required.

Here is a comprehensive look at the key techniques used in effective material control

systems:

0 1. ABC Analysis (Always Better Control)
«’Meaning:
ABC Analysis is a value-based inventory classification system. It divides inventory
into three categories based on their annual consumption value:
* A-items: High-value items, small in number but account for a large portion of

total value (e.g., 70% of total value, 10-20% of items).
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B-items: Medium-value items, moderate in both number and value (e.g., 20% of
value, 30% of items).
C-items: Low-value items, large in number but account for a small value (e.g.,

10% of value, 50% of items).
«Application:

e« "A" items require tight control, frequent reviews, and senior management
attention.
e "C"items can be managed with loose controls and bulk purchasing.

» Used in manufacturing, healthcare (high-cost medicines), retail, etc.

0 2. Economic Order Quantity (EOQ)
«/Meaning:
EOQ is the optimal order quantity that minimizes the total cost of inventory, including
ordering cost and carrying cost. It is calculated using the formula:
EOQ=2ADCH
Where:
AAA = Annual demand
DDD = Ordering cost per order
CCC = Carrying cost per unit per annum

HHH = Holding cost
«Application:

EOQ helps in deciding how much quantity to purchase at one time so that total costs

are minimized. It avoids overstocking and understocking.

O 3. Perpetual Inventory System

«/Meaning:

A perpetual inventory system continuously tracks the quantity and value of stock in real-
time. Every material movement — whether it's a receipt, issue, or return — is recorded

immediately in the system.
«/Benefits:
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» Enables real-time inventory tracking
» Supports frequent stock reconciliation
» Helps in detecting pilferage or errors quickly
Used extensively in organizations with large and fast-moving inventories, especially

where ERP systems are installed.

[0 4. Bin Card and Stores Ledger
O Bin Card:
» A physical stock record maintained by the storekeeper for each item in the
store.
» It shows quantitative details of receipts, issues, and closing balances.
1 Stores Ledger:
e Maintained by the cost accounting department.
e Itincludes both quantitative and monetary information.
e Supports pricing techniques like FIFO, LIFO, Weighted Average, etc.
Together, these records ensure accuracy, accountability, and coordination between

stores and accounts departments.

[0 5. Setting Stock Levels

«Techniques Involved:
Maximum Level: The upper limit of inventory to avoid overstocking.
Minimum Level: The lower limit to avoid stockouts.
Re-order Level: When stock falls to this point, a fresh purchase order is placed.
Danger Level: A critical level below the minimum, which demands urgent action.
Buffer Stock (Safety Stock): Extra stock maintained to counter unforeseen
delays.

These levels ensure inventory optimization and timely replenishment.

0 6. Just-In-Time (JIT) Inventory System
«/Meaning:
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JIT is a modern inventory technique where materials are delivered only when
required for production, reducing the need for large inventories.
«Advantages:
» Minimizes storage and holding costs
» Reduces obsolescence and wastage
* Requires strong coordination with suppliers
Widely used in automobile, electronics, and lean manufacturing environments

(e.g., Toyota Production System).

O 7. Material Requisition and Issue Control
«’Documents Used:

« Material Requisition Note (MRN): A document raised by production when they
need materials.
Material Issue Note: Used when materials are actually issued to the user
department.
e Return Note: For returning unused materials to stores.
Proper documentation ensures transparency and traceability of every material

movement, preventing misuse and unauthorized consumption.

O 8. Inventory Turnover Ratio

«’Meaning:

This ratio measures how often inventory is consumed and replenished over a period. Invento
Turnover Ratio=Cost of Material Consumed/Average Inventory

A high turnover indicates efficient usage, while a low turnover suggests overstocking

or slow-moving inventory.

0 9. Codification and Standardization of Materials
«/Codification:

Assigning unique codes or numbers to each item to avoid confusion from item names

or descriptions.
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«Standardization:
Using uniform quality, dimensions, and specifications to avoid unnecessary variety.
These techniques reduce complexity, avoid duplication, and enable faster decision-

making in purchasing and issuing.

0 10. Stock Verification and Physical Inventory
v Types:
« Annual Physical Stocktaking: Done at the year-end for audit and compliance.
» Perpetual Verification: Ongoing, cycle-based checking of different items.
e Surprise Checks: Random verification to detect fraud.
Physical verification ensures that book records match with actual stock and helps

identify discrepancies for corrective action.

0 11. VED Analysis (Vital, Essential, Desirable)
«’Meaning:
Used in service organizations and healthcare to classify items based on criticality to
operations.
« Vital (V): Stock-out can halt operations (e.g., surgical tools in a hospital)
« Essential (E): Necessary, but a temporary stock-out is manageable
o Desirable (D): Not critical; can be postponed

Helps in prioritizing control efforts and procurement decisions.

[012. FSN Analysis (Fast, Slow, Non-moving Items)
«/Based on usage frequency:

» Fast-moving: Regularly consumed, high turnover
+ Slow-moving: Consumed less frequently
 Non-moving: Not consumed in a long time (could be obsolete)
FSN analysis helps in stock clearance, identifying items for discount sales, or write-

off decisions.
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O 13. HML Analysis (High, Medium, Low Cost)
«/Classification based on unit cost:
o High Cost: Require strict control and authorization
e Medium Cost: Moderate control
o Low Cost: Simple controls, bulk buying possible

Useful when ABC analysis is not applicable (e.g., military equipment or capital goods).

0 14. Automation and ERP Systems
«Modern Technique:
Enterprise Resource Planning (ERP) systems such as SAP, Oracle, ZOHO, TallyPrime
integrate purchase, stores, production, costing, and finance modules to manage
inventory seamlessly.
Benefits:

Real-time updates

Automated reordering

Barcode and RFID integration

Multi-location tracking

ERP enhances visibility, traceability, and decision-making in material control.

The techniques of material control are essential tools for ensuring that materials are
used efficiently, economically, and safely. Whether through traditional methods like
ABC analysis and bin cards, or modern techniques like JIT and ERP, the objective
remains the same: to ensure the right material, at the right time, in the right quantity,
at the right cost.
When these techniques are applied in an integrated and strategic manner, they
contribute significantly to:

Cost savings

Productivity enhancement

Waste reduction

Better financial control
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» Sustainable business growth
Economic Order Quantity (EOQ)
O Problem:
A company uses 10,000 units of a raw material annually. The ordering cost per order is
X100, and the carrying cost per unit per annum is 32. Find:
1. Economic Order Quantity (EOQ)
2. Number of orders to be placed in a year
3. Time between two orders (Assume 360 days/year)
O Solution:
Given:
¢ Annual Demand (A) = 10,000 units
e Ordering Cost (D) = Y100
e Carrying Cost (H) = X2 per unit per annum
EOQ Formula:
EOQ=2ADH=2x10,000x1002=1,000,000=1000 units
EOQ=H2AD=22x10,000x100=1,000,000=1000 units
1. EOQ = 1000 units
2. Number of Orders/year =
Annual DemandEOQ=10,0001000=10 orders
EOQAnnual Demand=100010,000=10 orders
3. Time between orders =
360 days10 orders=36 days

0 2. ABC Analysis — Classification Problem
O Problem:

A firm uses 5 items in production with the following annual usage data:
Item Annual Usage (units) Unit Cost ()
A 500 20
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Item Annual Usage (units) Unit Cost ()
1000 10
3000 5
4000 2
6000 1

Classify the items into A, B, and C categories.
O Solution:
Step 1: Calculate Annual Consumption Value = Quantity x Price

Item Annual Usage Unit Cost Total Value (3)
A 500 20 10,000

1000 10 10,000

3000 5 15,000

B
C
D 4000 2 8,000
E

6000 1 6,000
Step 2: Rank items in descending order of total value
Rank Item Total Value Cumulative % Value
15,000 33.3%
10,000 55.6%
10,000 77.8%
8,000 95.6%
6,000 100%

Step 3: Classify
« A Category (Top 70% value): C, A
« B Category (Next 20%): B
« C Category (Last 10%): D, E

0 3. Reorder Level, Maximum, Minimum & Average Stock — Numerical Problem
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O Problem:
For a component, the following information is available:
Maximum Consumption = 600 units/week
Minimum Consumption = 300 units/week
Average Consumption = 450 units/week
Lead Time = 4 to 6 weeks
EOQ = 3000 units
Calculate:
. Reorder Level
. Maximum Level
. Minimum Level
. Average Stock Level
O Solution:
1. Reorder Level = Maximum Consumption x Maximum Lead Time
=600x6=3600 units= 600 \times 6 = 3600
2. Maximum Level = Reorder Level + EOQ - (Minimum Consumption x Minimum
Lead Time)
=3600+3000-(300%x4)=3600+3000-1200=5400 units= 3600 + 3000 - (300 \times 4) =
3600 + 3000 - 1200 = 5400
3. Minimum Level = Reorder Level — (Average Consumption x Average Lead Time)
=3600-(450x5)=3600-2250=1350 units= 3600 - (450 \times 5) = 3600 - 2250 = 1350
4. Average Stock Level = (Minimum Level + Maximum Level) / 2
=(1350+5400)/2=3375 units= (1350 + 5400) / 2 = 3375

[0 4. FSN Analysis — Classification Based on Usage Frequency
O Problem:

A store has the following inventory data over the past 6 months:
Item No. of Issues

X 45
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Item No. of Issues
Y 5
Z 0

Classify these items under FSN category.
O Solution:
o Item X: Frequently issued - Fast-moving
* ItemY: Occasionally issued - Slow-moving
» Item Z: Not issued at all - Non-moving
Classification:
e X—F
e Y-S
e Z—N

0 5. VED Analysis (Vital, Essential, Desirable) — Conceptual Example

A hospital maintains inventory of various medical items:
ltem Nature

Life-saving drug Stock-out will risk life - Vital

IV Set Used in most cases — Essential
Thermometer  Used occasionally — Desirable

Classification:
o Life-saving drug — Vital
e [V Set — Essential
e Thermometer — Desirable

Problem 1: Basic Level

O Data:
e Maximum consumption = 400 units per week
e Minimum consumption = 200 units per week
» Average consumption = 300 units per week

e Lead time =5 to 7 weeks

APPLIED COSTING




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

EOQ = 2400 units

O Calculate:

1.

Reorder Level

. Minimum Level

2
3.
4

Maximum Level

. Average Stock Level

O Solution:

1.

Reorder Level = Maximum Consumption x Maximum Lead Time
=400 x 7 = 2800 units

Minimum Level = Reorder Level - (Average Consumption x Average Lead
Time)

= 2800 - (300 x 6) = 2800 — 1800 = 1000 units

Maximum Level = Reorder Level + EOQ - (Minimum Consumption x Minimum
Lead Time)
= 2800 + 2400 - (200 x 5) = 5200 - 1000 = 4200 units

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

= (1000 + 4200) / 2 = 2600 units

« 0 Problem 2: Moderate Level

1 Data:

Maximum consumption = 900 units per month
Minimum consumption = 600 units per month
Average consumption = 750 units per month
Lead time = 2 to 4 months

EOQ = 2000 units

O Calculate:

1. Reorder Level

2. Minimum Level

3. Maximum Level
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O Solution:
1. Reorder Level = 900 x 4 = 3600 units
2. Minimum Level = 3600 - (750 x 3) = 3600 - 2250 = 1350 units
3. Maximum Level = 3600 + 2000 - (600 x 2) = 5600 — 1200 = 4400 units

0 Problem 3: Higher Level with Safety Stock
O Data:
Average consumption = 500 units per week
Lead time = 4 weeks
Safety stock = 500 units
EOQ = 1500 units
O Calculate:
1. Reorder Level
2. Maximum Level

3. Minimum Level

O Solution:
1. Reorder Level = (Average Consumption x Lead Time) + Safety Stock
= (500 x 4) + 500 = 2000 + 500 = 2500 units
2. Minimum Level = Reorder Level - (Average Consumption x Lead Time)
= 2500 - 2000 = 500 units
3. Maximum Level = Reorder Level + EOQ - (Average Consumption x Lead Time)
= 2500 + 1500 - 2000 = 2000 units

0 Problem 4: With Daily Consumption

O Data:
e Maximum consumption = 80 units/day
e Minimum consumption = 40 units/day

» Average consumption = 60 units/day
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* Lead time = 10 to 15 days
« EOQ = 1200 units
O Calculate:
1. Reorder Level
2. Minimum Level

3. Maximum Level

OO0 Solution:
. Reorder Level = 80 x 15 = 1200 units
. Minimum Level = 1200
= 1200 - 750 = 450 units
. Maximum Level =
= 2400 - 400 = 2000 units

0 Problem 5: Real-Life Scenario Based
O Data:
A manufacturer consumes:
Max consumption = 1200 units/week
Min consumption = 800 units/week
Average = 1000 units/week
Lead time = 3 to 5 weeks
EOQ = 5000 units
O Calculate:
1. Reorder Level

. Minimum Level

2
3. Maximum Level
4

. Average Stock Level

O Solution:
1. Reorder Level = 1200 x 5 = 6000 units
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2. Minimum Level = 6000 - (1000 x 4) = 6000 - 4000 = 2000 units
3. Maximum Level = 6000 + 5000 - (800 x 3) = 11000 - 2400 = 8600 units
4. Average Stock Level = (2000 + 8600)/2 = 5300 units

Problem 1:
A company has the following information for a particular raw material:
Normal usage per week: 300 units
Maximum usage per week: 450 units
Minimum usage per week: 150 units
Normal delivery time: 4 weeks
Maximum delivery time: 6 weeks
Minimum delivery time: 2 weeks
Reorder quantity: 1800 units
Calculate: (a) Reorder Level (b) Minimum Stock Level (¢) Maximum Stock Level (d)
Average Stock Level
Solution:
(a) Reorder Level:
Reorder Level=Maximum Usage per weekxMaximum Delivery Time
Reorder Level=450 units/weekx6 weeks Reorder Level=2700 units
(b) Minimum Stock Level:
Minimum Stock Level=Reorder Level-(Normal Usage per weekxNormal Delivery Time)
Minimum Stock Level=2700 units-(300 units/weekx4 weeks)
Minimum Stock Level=2700 units-1200 units Minimum Stock Level=1500 units
(c) Maximum Stock Level:
Maximum Stock Level=Reorder Level+Reorder Quantity-(Minimum Usage per weekxMi
nimum Delivery Time)
Maximum Stock Level=2700 units+1800 units—(150 units/weekx2 weeks)
Maximum Stock Level=4500 units-300 units Maximum Stock Level=4200 units
(d) Average Stock Level:

There are two common ways to calculate the average stock level:
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Method 1: Based on Minimum and Maximum Stock Levels
Average Stock Level=2Minimum Stock Level+Maximum Stock Level
Average Stock Level=21500 units+4200 units Average Stock Level=25700 units
Average Stock Level=2850 units
Method 2: Based on Minimum Stock Level and Half of the Reorder Quantity (This
method assumes a relatively constant rate of consumption)
Average Stock Level=Minimum Stock Level+21xReorder Quantity
Average Stock Level=1500 units+21x1800 units
Average Stock Level=1500 units+900 units Average Stock Level=2400 units
Note: The second method is often preferred as it considers the quantity being
replenished.
Problem 2:
From the following data, calculate the Reorder Level and Minimum Stock Level:
Annual consumption: 60,000 units
Normal usage: 200 units per day
Maximum usage: 300 units per day
Reorder period: 4 to 6 weeks
Solution:
First, we need to determine the normal and maximum delivery time in days (assuming a
6-day work week):
e Normal delivery time: 4 weeks * 6 days/week = 24 days
e Maximum delivery time: 6 weeks * 6 days/week = 36 days
(a) Reorder Level:
Reorder Level=Maximum Usage per dayxMaximum Delivery Time
Reorder Level=300 units/dayx36 days Reorder Level=10800 units
(b) Minimum Stock Level:
Minimum Stock Level=Reorder Level-(Normal Usage per dayxNormal Delivery Time)
Minimum Stock Level=10800 units-(200 units/dayx24 days)
Minimum Stock Level=10800 units-4800 units Minimum Stock Level=6000 units
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Note: We don't have the reorder quantity in this problem, so we can't calculate the
Maximum and Average Stock Levels.

Problem 3:

A retailer deals in a product with the following annual demand: 12,000 units. The

ordering cost is Y90 per order, and the carrying cost is ¥1.20 per unit per year. The

normal lead time is 3 weeks, and the safety stock maintained is equivalent to 2 weeks of

normal consumption. Assume 50 working weeks in a year.

Calculate: (a) Reorder Level (b) Minimum Stock Level (¢) Economic Order Quantity (EOQ)

- Although not directly asked, it's often relevant

Solution:

First, calculate the weekly consumption:

Weekly Consumption=Number of Working WeeksAnnual Demand

Weekly Consumption=50 weeks12,000 units Weekly Consumption=240 units/week Now,
calculate the safety stock in units:

Safety Stock=Weekly ConsumptionxSafety Stock in Weeks

Safety Stock=240 units/weekx2 weeks Safety Stock=480 units

(a) Reorder Level:

We need the maximum usage and maximum lead time to use the previous formula for

Reorder Level. However, since we have normal lead time and safety stock, we can use

an alternative approach for Reorder Level that incorporates safety stock:

Reorder Level=(Normal Usage per weekxNormal Lead Time)+Safety Stock

Reorder Level=(240 units/weekx3 weeks)+480 units Reorder Level=720 units+480 units

Reorder Level=1200 units

(b) Minimum Stock Level:

The minimum stock level is essentially the safety stock maintained to buffer against

unexpected delays or increased usage.

Minimum Stock Level=Safety Stock Minimum Stock Level=480 units

(c) Economic Order Quantity (EOQ):

EOQ=H2DS Where:

e D= Annual demand = 12,000 units
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e S =0rdering cost per order = 390
e H = Carrying cost per unit per year = 31.20
EO0Q=1.202x12,000x90 E0Q=1.202,160,000 EOQ=1,800,000 EOQ~1341.64 units
The ABC analysis is a crucial technique for stock control that categorizes inventory items
into three groups — A, B, and C - based on their value and impact on the overall inventory
cost. This method, rooted in the Pareto Principle (often called the 80/20 rule), helps
businesses prioritize their inventory management efforts. Here's how stock control is
achieved through ABC analysis:
The Categories:
« Category A Items (High Value):
o Typically represent a small percentage of the total inventory items (around
10-20%).
Account for a significant portion of the total inventory value (around 70-
80%).
o These are the most critical items and require the most stringent control.
» Category B Items (Medium Value):
o Representa moderate percentage of the total inventory items (around 20-
30%).
Account for a moderate portion of the total inventory value (around 15-
25%).
o These items require a moderate level of control.
» Category C Items (Low Value):
Represent a large percentage of the total inventory items (around 50-
70%).
Account for a small portion of the total inventory value (around 5-10%).
These items require the least stringent control.
How ABC Analysis Controls Stock:
By categorizing inventory, ABC analysis allows for the implementation of different control
policies for each group, leading to more efficient stock management:

1. Focused Attention on High-Value Items (A Items):
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Tight Inventory Control: Frequent and accurate monitoring of stock levels.
Rigorous Record Keeping: Detailed records of receipts, issues, and balances.
High Service Levels: Efforts are made to avoid stock outs due to their
significant impact on sales and profitability.
Careful Forecasting: More accurate demand forecasting to prevent
overstocking or under stocking.
Secured Storage: Often stored in more secure areas to prevent theft or
damage.
Frequent Ordering: Smaller, more frequent orders may be placed to minimize
the average inventory level.
Close Supplier Relationships: Stronger relationships with suppliers to ensure
timely and reliable deliveries.
Value Analysis: Regular review to find cost-effective alternatives without
affecting quality.

2. Moderate Control for Medium-Value Items (B Items):
Less Stringent Control: Monitored less frequently than A items.
Good Record Keeping: Adequate records are maintained.
Reasonable Service Levels: Efforts are made to maintain sufficient stock.
Periodic Review: Inventory levels are reviewed periodically.
Order Management: Standard order quantities and lead times are typically
used.

3. Simplified Control for Low-Value Items (C Items):
Simple Control Measures: Less frequent monitoring and simpler procedures.
Minimal Record Keeping: Basic records are usually sufficient.
Lower Service Levels: Occasional stockouts may be tolerated.
Larger Order Quantities: Larger, less frequent orders to reduce ordering costs.
Simplified Storage: May be stored in less secure or easily accessible areas.
Potential for Automation: Automated reordering systems can be implemented.

Steps to Implement Stock Control Through ABC Analysis:
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Gather Data: Collect information on all inventory items, including annual demand
or consumption and the cost per unit.

Calculate Annual Usage Value: For each item, multiply the annual demand by the
unit cost.

Rank Items: Arrange the items in descending order based on their annual usage
value.

Calculate Cumulative Value and Percentage: Calculate the cumulative annual
usage value and the cumulative percentage of the total value as you move down
the ranked list. Also, calculate the cumulative percentage of the number of items.
Classify Items: Based on the cumulative percentages, categorize the items into A, B,
and C groups using predefined thresholds (e.g., top 70-80% value as A, next 15-25%
as B, and the remaining as C).

Implement Control Policies: Establish and implement different inventory control
policies for each category, as described above.

Regular Review and Update: Periodically review the ABC classification and adjust
control policies as needed due to changes in demand, costs, or other factors.

Benefits of Stock Control Through ABC Analysis:
 Improved Inventory Management: Focuses resources on the most critical

items.

Reduced Costs: Minimizes investment in low-value items and optimizes
ordering and carrying costs for high-value items.

Better Resource Allocation: Directs management attention and efforts where
they are most needed.

Enhanced Customer Service: Ensures the availability of high-demand and
high-value products.

Optimized Warehouse Space: Can influence storage strategies based on item
importance and turnover.

More Efficient Purchasing: Informs purchasing decisions and supplier

negotiations based on the value of items.
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Perpetual Inventory System

The Perpetual Inventory System refers to a method of maintaining up-to-date
records of inventory levels by continuously recording the movement of materials.
Unlike the Periodic Inventory System, where inventory levels are updated at
the end of a period (monthly, quarterly, or annually), the perpetual system ensures
that stock levels are always current and available for review.

The essence of this system lies in its real-time tracking mechanism. Every time
a material is purchased, issued for production, transferred, or returned, the
transaction is recorded immediately. This continuous recording process makes it
possible to know the exact quantity of inventory at any point in time without having
to wait for a manual stock count.

In a perpetual system, two major records play a crucial role: the bin card and the
stores ledger. The bin card, usually maintained by the storekeeper, reflects the
physical movement of inventory (i.e, quantity received, issued, and the current
balance). On the other hand, the stores ledger, typically maintained by the costing
or accounts department, reflects both the quantity and the value of inventory. These
two documents together enable both operational and financial control over stock.
An important feature of the perpetual system is the incorporation of frequent or
surprise physical verification. Although the system assumes that records are
continuously accurate, businesses still perform physical checks from time to time
to ensure that the recorded balances match the actual physical stock. This helps
identify discrepancies caused by pilferage, misplacement, damage, or clerical errors.
One of the main advantages of this system is its support for managerial
decision-making. Since real-time inventory levels are always known, businesses
can plan production, purchasing, and budgeting more efficiently. It minimizes the

chances of stock-outs for vital materials and reduces the need for
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excess inventory, which can otherwise result in higher holding costs and wastage.

Additionally, the perpetual inventory system helps in cost control. With updated

inventory values, firms can better manage working capital and control procurement

costs. It also facilitates the use of cost flow assumptions such as FIFO (First-In,

First-Out), LIFO (Last-In, First-Out), and Weighted Average Method in real-time,

which helps in accurate product costing and financial reporting.

However, this system is not without limitations. It requires a high level of

discipline and accurate record-keeping. Every movement of material must be

recorded without fail, which can increase clerical workload unless automated
systems are used. For organizations dealing with a large number of inventory items,
the use of Inventory Management Software or ERP (Enterprise Resource

Planning) systems becomes essential to ensure the efficiency and accuracy of the

system.

Moreover, the implementation cost of a perpetual system can be high, especially

for small enterprises. It involves investment in technology, staff training, and regular

auditing mechanisms. Despite these challenges, the perpetual inventory system
remains a powerful tool in modern inventory management, particularly for
businesses that require constant visibility and control over their stock.

The perpetual inventory system offers a scientific, accurate, and real-time
approach to inventory management. It promotes operational efficiency, cost control, and
timely decision-making, making it indispensable in industries with dynamic inventory
requirements. Despite the initial investment and operational rigor it demands, its benefits
far outweigh its costs, especially when integrated with modern digital inventory solutions.
Advantages of the Perpetual Inventory System
The Perpetual Inventory System is widely acknowledged for its dynamic, real-time

approach to inventory management. It provides organizations with accurate and up-to-
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date information on stock levels, enhancing operational control, financial accuracy, and
managerial efficiency. Let us explore the various advantages of this system in detail:

1. Real-Time Stock Information

One of the most significant advantages of the perpetual inventory system is its ability to
provide real-time inventory data. Each movement of inventory—whether itis a purchase,
sale, issue, return, or transfer—is recorded instantly. This enables managers to access
current stock levels at any time without waiting for periodic reports or physical stock counts.
As a result, decision-making becomes faster and more responsive to the changing needs of
the organization.

2. Improved Accuracy and Control

Because every transaction is recorded immediately, the chances of discrepancies between
recorded stock and physical stock are greatly reduced. The system enhances control over
materials, reduces the risk of theft or loss, and ensures that records are always aligned with
reality. Frequent spot-checks or cycle counts can further reinforce this accuracy without the
need to halt operations for full stocktaking.

3. Effective Replenishment and Ordering

With real-time inventory updates, businesses can implement automated reorder systems.
The system can trigger alerts when stock falls below the reorder level, ensuring timely
replenishment. This helps in maintaining optimum inventory levels, avoiding both
overstocking (which ties up capital and increases storage costs) and understocking (which
may interrupt production or delay sales).

4. Cost Efficiency and Reduced Wastage

The system supports efficient inventory turnover and just-in-time (JIT) purchasing
practices. By avoiding excessive accumulation of stock, it reduces storage costs,
deterioration of perishable items, and obsolescence of materials. Consequently, the firm can
minimize losses due to wastage and spoilage, which is especially beneficial in industries
dealing with food products, chemicals, or technology components.

5. Better Financial Reporting

In the perpetual inventory system, the value of inventory is continuously updated. This

ensures that inventory figures in the balance sheet and cost of goods sold (COGS)
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in the income statement are more accurate and reflect the actual situation of the
business. It aids in precise financial forecasting, budgeting, and audit compliance.

6. Facilitates Integration with ERP and Digital Systems

Modern perpetual inventory systems are often integrated with ERP (Enterprise Resource
Planning) solutions such as SAP, Oracle, Tally Prime, or Zoho Books. These systems
automate the entire inventory management process—from procurement to sales—providing
seamless coordination across departments. Integration helps in achieving data
consistency, reduces duplication, and enhances the overall efficiency of the supply chain.
7. Supports Inventory Classification and Analysis

Since detailed records are available at all times, it becomes easier to perform ABC analysis,
determine economic order quantities (EOQ), and identify slow-moving or non-moving
items. Managers can analyze inventory trends, consumption patterns, and supplier
performance using historical data, which assists in strategic planning and cost optimization.
8. Improves Customer Service

By ensuring that the right products are available at the right time, the perpetual
inventory system helps in improving order fulfillment rates and customer satisfaction.
For retailers and e-commerce businesses, this translates into faster delivery, fewer
stockouts, and enhanced consumer trust.

9. Minimizes Dependency on Year-End Stocktaking

Traditional systems often require complete physical verification at the end of the
financial year, which may disrupt operations. The perpetual system eliminates this need
to a great extent by maintaining accurate running balances. Physical verification can instead

be done selectively and periodically, reducing operational downtime.

In summary, the perpetual inventory system is a robust and proactive method of
inventory control. Its ability to deliver real-time information, cost savings, operational
efficiency, and enhanced financial accuracy makes it an invaluable tool in today’s

fast-paced, technology-driven business environments. While the initial setup may
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require investment in infrastructure and training, the long-term benefits in terms of
productivity, control, and strategic advantage make it a wise choice for medium and
large enterprises.

Advantages of the Perpetual Inventory System

The Perpetual Inventory System is widely acknowledged for its dynamic, real-time
approach to inventory management. It provides organizations with accurate and up-to- date
information on stock levels, enhancing operational control, financial accuracy, and
managerial efficiency. Let us explore the various advantages of this system in detail:

1. Real-Time Stock Information

One of the most significant advantages of the perpetual inventory system is its ability to
provide real-time inventory data. Each movement of inventory—whether itis a purchase,
sale, issue, return, or transfer—is recorded instantly. This enables managers to access
current stock levels at any time without waiting for periodic reports or physical stock counts.
As a result, decision-making becomes faster and more responsive to the changing needs of
the organization.

2. Improved Accuracy and Control

Because every transaction is recorded immediately, the chances of discrepancies between
recorded stock and physical stock are greatly reduced. The system enhances control over
materials, reduces the risk of theft or loss, and ensures that records are always aligned with
reality. Frequent spot-checks or cycle counts can further reinforce this accuracy without the
need to halt operations for full stocktaking.

3. Effective Replenishment and Ordering

With real-time inventory updates, businesses can implement automated reorder systems.
The system can trigger alerts when stock falls below the reorder level, ensuring timely
replenishment. This helps in maintaining optimum inventory levels, avoiding both
overstocking (which ties up capital and increases storage costs) and understocking (which
may interrupt production or delay sales).

4. Cost Efficiency and Reduced Wastage

The system supports efficient inventory turnover and just-in-time (JIT) purchasing

practices. By avoiding excessive accumulation of stock, it reduces storage costs,
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deterioration of perishable items, and obsolescence of materials. Consequently, the firm can
minimize losses due to wastage and spoilage, which is especially beneficial in industries
dealing with food products, chemicals, or technology components.

5. Better Financial Reporting

In the perpetual inventory system, the value of inventory is continuously updated. This
ensures that inventory figures in the balance sheet and cost of goods sold (COGS)
in the income statement are more accurate and reflect the actual situation of the
business. It aids in precise financial forecasting, budgeting, and audit compliance.

6. Facilitates Integration with ERP and Digital Systems

Modern perpetual inventory systems are often integrated with ERP (Enterprise Resource
Planning) solutions such as SAP, Oracle, Tally Prime, or Zoho Books. These systems
automate the entire inventory management process—from procurement to sales—providing
seamless coordination across departments. Integration helps in achieving data
consistency, reduces duplication, and enhances the overall efficiency of the supply chain.
7. Supports Inventory Classification and Analysis

Since detailed records are available at all times, it becomes easier to perform ABC analysis,
determine economic order quantities (EOQ), and identify slow-moving or non-moving
items. Managers can analyze inventory trends, consumption patterns, and supplier
performance using historical data, which assists in strategic planning and cost optimization.
8. Improves Customer Service

By ensuring that the right products are available at the right time, the perpetual
inventory system helps in improving order fulfillment rates and customer satisfaction.
For retailers and e-commerce businesses, this translates into faster delivery, fewer
stockouts, and enhanced consumer trust.

9. Minimizes Dependency on Year-End Stocktaking

Traditional systems often require complete physical verification at the end of the

financial year, which may disrupt operations. The perpetual system eliminates this need
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to a great extent by maintaining accurate running balances. Physical verification can instead

be done selectively and periodically, reducing operational downtime.

In summary, the perpetual inventory system is a robust and proactive method of
inventory control. Its ability to deliver real-time information, cost savings, operational
efficiency, and enhanced financial accuracy makes it an invaluable tool in today’s
fast-paced, technology-driven business environments. While the initial setup may require
investment in infrastructure and training, the long-term benefits in terms of productivity,

control, and strategic advantage make it a wise choice for medium and large enterprises.

Just-in-Time (JIT) Inventory System — A Detailed Explanation

The Just-in-Time (JIT) inventory system is a modern inventory management philosophy
that aims to improve a company’s return on investment by reducing inventory holding
costs and enhancing production efficiency. The central principle of JIT is that materials
or products are acquired or produced only as they are needed, thereby eliminating excess

inventory and reducing waste.

0 Concept and Origin

The JIT system was originally developed and popularized by Toyota Motor Corporation
in Japan during the 1950s and 1960s. Under the leadership of Taiichi Ohno, Toyota
introduced JIT as part of its broader Toyota Production System (TPS) to eliminate
inefficiencies and ensure that the right quantity of materials is delivered just in time for
production and customer delivery.

In contrast to traditional inventory systems, which often rely on large stockpiles as a buffer
against supply chain uncertainties, JIT seeks to streamline operations by producing and

delivering goods only when needed, neither earlier nor later.

0 How the JIT System Works

APPLIED COSTING




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

In a JIT system, materials are ordered and received only when production schedules
require them. Similarly, finished goods are manufactured only in response to actual
customer demand, rather than speculative forecasts. This requires a tightly coordinated
supply chain, efficient production scheduling, and high reliability from suppliers.

For example, if a car manufacturer receives an order for 1,000 vehicles, the JIT system would
trigger the procurement of components — such as tires, seats, engines — only when each
is required during the assembly process. There is no long-term storage of components or
finished goods.

O Key Objectives of JIT:
. Zero Inventory: Avoid storing excess raw materials or finished goods.
. Zero Waste: Eliminate waste of materials, time, and labor.
. Zero Defects: Produce high-quality products that meet customer expectations
without rework.
Flexibility: Respond quickly to customer orders and market changes.
. Continuous Improvement (Kaizen): Foster a culture of regular performance

enhancement.

O Advantages of JIT Inventory System

1. Reduced Inventory Holding Costs

JIT minimizes the need for large warehouses and storage facilities, which significantly
reduces costs associated with rent, insurance, depreciation, and utilities.

2. Improved Cash Flow

Since companies buy materials only when needed, less capital is tied up in inventory.
This frees up funds for other operational needs or investments.

3. Minimized Waste

With better synchronization between supply and demand, excess production is avoided.

This leads to lower spoilage, obsolescence, and redundant handling.
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4. Enhanced Supplier Relationships

JIT requires strong partnerships with reliable suppliers who can deliver quality materials in
a timely manner. These relationships are often built on long-term collaboration and mutual
trust.

5. Increased Production Efficiency

As production is based on actual demand rather than forecasts, the system encourages lean
operations. Work-in-progress inventory is minimized, and processes are streamlined.

6. Higher Quality Standards

Since defects disrupt the entire JIT flow, firms implementing JIT focus heavily on

quality control, both in procurement and production.

O Limitations and Challenges of JIT
Despite its benefits, JIT is not without risks:
+ Dependency on Suppliers: A delay from even a single supplier can halt the

entire production line.
No Buffer Stock: In case of sudden spikes in demand or emergency situations,
firms may struggle to meet orders.
Logistical Complexity: It requires precise planning, scheduling, and
transportation coordination.
Technology Dependence: Real-time data and communication systems are
essential for effective implementation.
Natural Disasters or Disruptions: Events like pandemics, strikes, or port

closures can severely impact JIT operations.

O Real-Life Examples of JIT Implementation
1. Toyota: The pioneer of JIT, Toyota maintains minimal inventory and relies on
close communication with suppliers to deliver parts directly to the production line.
Dell Computers: Dell uses a build-to-order model, producing computers only

after receiving customer orders, minimizing inventory.

APPLIED COSTING




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

3. McDonald’s: While not a manufacturer, McDonald’s uses JIT in food preparation
— burgers are assembled only when ordered, ensuring freshness and reducing
waste.
O Comparison with Traditional Inventory System
Criteria Traditional System Just-in-Time System
Inventory Size Large buffer stocks Minimal inventory

Production Basis Forecast-based Demand-based

Occasional, not highly Strategic partners, highly
Supplier Role
integrated coordinated

Storage Costs High Low
Flexibility Less responsive Highly responsive

Risk of Stock-
Out Low High (unless managed carefully)
u

The Just-in-Time inventory system represents a paradigm shift from stockpiling
resources to producing only what is needed, when it is needed. While it offers significant
benefits in terms of cost savings, efficiency, and responsiveness, it also requires
meticulous coordination, dependable suppliers, and a robust information system.

In today’s competitive and customer-driven marketplace, JIT is not just a cost-cutting
technique but a strategic tool for achieving lean operations, improving quality, and
enhancing customer satisfaction. However, organizations must carefully evaluate their

operational capabilities and supply chain resilience before embracing this system.

These methods primarily focus on determining the cost assigned to the materials when they
are moved out for production or other uses. The choice of method can significantly impact a
company's cost of goods sold (COGS), profit margins, and inventory valuation. Here's a
comprehensive overview of the common methods for the issue of materials:
I. Cost Price Methods (Based on Actual Acquisition Cost):

e First-In, First-Out (FIFO):
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Concept: Assumes that the materials purchased or manufactured first are
the first ones to be issued or sold. The oldest inventory costs are matched with
the current revenue.
Advantages:
= Easy to understand and implement.
= Reflects the natural flow of goods, especially for perishable items.
= Ending inventory valuation tends to be close to current market
prices.
= Prevents obsolescence of older stock.
o Disadvantages:
= In periods of rising prices, COGS is lower, leading to higher taxable
income.
May not accurately reflect the current cost of production if prices
fluctuate significantly.
» Last-In, First-Out (LIFO):

o Concept: Assumes that the materials purchased or manufactured last are the
first ones to be issued or sold. The most recent inventory costs are matched
with the current revenue.

Advantages:
= In periods of rising prices, COGS is higher, leading to lower taxable
income (where permitted by accounting standards).
= Better matches current costs with current revenues.
Disadvantages:
= Does not reflect the actual physical flow of goods.
= Ending inventory valuation may be based on older, potentially lower
prices, understating the current value of inventory.
Can lead to complexities in inventory management and record-
keeping.
Not permitted under International Financial Reporting Standards

(IFRS).
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» Specific Price (or Specific Identification):

o Concept: Each unit of material issued is traced back to its original purchase
cost. This method is used when items are unique or can be easily identified
(e.g., serial numbers, batch numbers).

Advantages:
= Provides the most accurate matching of costs and revenues for
specific items.
Disadvantages:
= Impractical for large volumes of homogeneous inventory.
= Can be time-consuming and costly to implement.
« Highest-In, First-Out (HIFO):
o Concept: Assumes that the materials with the highest purchase price are
issued first.
Advantages:
= Can be used to minimize profit in times of rising prices.
Disadvantages:
= Does not reflect the physical flow of goods.
= Not commonly used and may not be accepted under accounting
standards.
« Base Stock Method:

o Concept: Maintains a fixed minimum quantity of inventory (the base
stock) that is always valued at its original cost. Issues are priced from the
subsequent lots received.

Advantages:
= Provides a stable base for inventory valuation.
Disadvantages:
= Can be complex to administer.
= The base stock value may become outdated.
= Not widely used.
Il. Average Price Methods:
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« Simple Average Price:

o Concept: Calculates an average price by summing up the purchase prices
of all available units and dividing by the number of units, without considering
the quantities purchased at each price. This average price is used for all issues.
Advantages:

= Simple to calculate.
Disadvantages:
= Does not consider the quantities purchased at different prices,
potentially leading to inaccurate cost allocation.
 Weighted Average Price:

o Concept: Calculates an average price by dividing the total cost of available
inventory by the total number of units available. This average is recalculated
each time new inventory is purchased.

Advantages:
= Smooths out the effects of price fluctuations.
= Provides a more representative cost than the simple average.
Disadvantages:
= Requires recalculation after each purchase, increasing clerical
work.
» Periodic Average Price:

o Concept: Similar to the weighted average, but the average price is calculated
only at the end of a specific period (e.g., monthly). The total cost of goods
available for sale during the period is divided by the total units available
for sale during the period.

Advantages:
= Reduces the frequency of calculations compared to the weighted
average method.
Disadvantages:

= Does not reflect cost changes within the period.
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lll. Notional Price Methods (Based on Estimated or Predetermined Prices):
» Standard Price Method:

o Concept: Materials are issued at a predetermined standard price, which is
fixed after considering factors like market conditions, expected price trends,
and efficiency. Variances between the standard cost and the actual cost
are analyzed separately.

Advantages:
= Simplifies cost accounting.
= Facilitates cost control by highlighting variances.
= Provides a stable issue price for production costing.
Disadvantages:
= Requires periodic review and revision of standard prices.
= Variances need to be analyzed and explained.
» Market Price Method (Replacement Cost or Current Price):

o Concept: Materials are issued at the prevailing market price on the date
of issue.

o Advantages:

= Reflects the current economic value of the material.
o Disadvantages:
= Can lead to fluctuations in production costs due to market price
volatility.
= May not accurately reflect the actual cost incurred by the company.
» Inflated Price Method:

o Concept: The purchase price of materials is inflated to cover normal losses
due to wastage, evaporation, or handling. The inflated price is used for
issuing materials.

Advantages:
= Ensures that the cost of normal losses is recovered in the
production cost.

o Disadvantages:
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= Requires careful estimation of normal losses.
The selection of the most appropriate method for issuing materials depends on various
factors, including the nature of the inventory, the industry, the accounting standards
followed, the frequency and volatility of price changes, and the management's objectives
regarding cost control and profit reporting.
Prepare Stores Ledger Account from the following purchases and issue of
materials, when issues are priced at standard rate of Rs. 20 per unit:

Purchases 400 units @ T. 20 per unit
¢ 350 units @ . 18 per unit
Issues 300 units
& 400 units
Purchases 400 units (@ T. 20 per unit
- 250 units @ T. 25 per unit
Issues 500 units

Solution:
Stores Ledger Account

Receipts fssues Balance

Rate On Rate Y Rate
4 4
20 —
18 —
- 6,000
- 8,000
20 == i}
25 — =
— 500 10,000

Problem for FIFO, LIFO, and Average Cost Methods
You are required to prepare the Stores Ledger Account using the following transactions

and show the valuation of issues using FIFO method:
Date Transaction Quantity (Units) Rate ()

Jan 1 Opening Stock 100 units 10

Jan 5 Purchase 200 units 12

Jan 10 Issue 150 units

Jan 15 Purchase 100 units
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Date Transaction Quantity (Units) Rate ()

Jan 20 Issue 150 units

FIFO METHOD - STORES LEDGER ACCOUNT

Date Particulars Receipts Issues Balance

Qty Rate Amt Qty Rate Amt Rate Amt

Unit
(Units) X g (Units) X i Qty (Units) g g

Balance b/d — 10 1,000

Purchase 200 100 + 200 10/12 3,400

Issue 1,600 50 + 200 12 1,800
below

(100 @ %10
+ 50 @ X12)

Purchase 100 1,400 — 50+200+100 12/14 3,200

150 12 1,800 100 14 1,400

0 Explanation of Issues (FIFO Basis):
e« Jan 10 Issue (150 units):
o 100 units from 10 stock = 31,000
o 50 units from 12 stock = 3600
o Total =%1,600
e Jan 20 Issue (150 units):
o 150 units from 12 stock = 31,800
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LIFO METHOD - STORES LEDGER ACCOUNT
Date Particulars Receipts Issues Balance

Qty Rate Amt Qty Rate T Amt Qty Rate Amt
ate
(Units) T g (Units) T (Units) X g

Balance b/d 100 10 1,000

100
10
200
312
100
10
50

Purchase

(150 = 150 @
312)

Purchase

Issue

(100 @ 14 +
50 @ X12)

0 Explanation of Issues (LIFO Basis):
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O Jan 10 — Issue 150 units

e 150 units @ I12 =31,800 (from last purchase of Jan 5)
Remaining:

« 100 @ X10

e 50@3X12

O Jan 20 - Issue 150 units
e 100 units @314 =31,400
e 50 units @312 =3500
» Total =31,900
Remaining:
« 100 @ X10
Simple Average Method
(Simple Average = Total of Rates / No. of Price Batches)

This method uses the average of purchase prices only, without considering quantities.

O Given Transactions (same as before):
Date Transaction Quantity Rate
Jan 1 Opening Stock 100 units I10

Jan 5 Purchase 200 units 12

Jan 10 Issue 150 units ?

Jan 15 Purchase 100 units 14

Jan 20 Issue 150 units ?

[0 Calculate Simple Average Rate
We will consider all different purchase rates up to each issue:
[0 For Issue on Jan 10:

e Rates so far: 10 and 312
e Simple Average = (10 + 12) / 2 =3X11.00
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O For Issue on Jan 20:

e Rates:310,312,314
e Simple Average = (10 + 12 + 14) / 3 =312.00

0 Simple Average — Stores Ledger (Partial)

Date Particulars Receipts Issues Balance

Qty RateX Amt< Qty RateX Amt< Qty RateX AmtX
Jan 1 Opening — — — — — — 100 10 1,000
Jan 5 Purchase 12 2,400 — — — 300 — 3,400
Jan 10 Issue — — 150 11.00 1,650 150 1,750
Jan 15 Purchase 14 1,400 — — — 250 3,150
Jan 20 Issue — — 150 12.00 1,800 100 1,350

0 Weighted Average Cost Method

Here, the average cost per unit is recalculated after each purchase, based on total

value and quantity.

O Step-by-Step Calculation

OJan 1:
e Opening Stock = 100 units @ 10 =31,000
e Average rate = 310.00

0 Jan 5: Purchase 200 units @ 12 = 32,400

e New total = 100 + 200 = 300 units
e Total value =31,000 + 32,400 = 33,400

 New Avg Rate = 3,400/ 300 = 311.33 (rounded)

0 Jan 10: Issue 150 units @ T11.33
° = X =
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e Remaining Qty = 150
e Remaining Value = 31,700

O Jan 15: Purchase 100 units @ 14 = 1,400
e New total = 150 + 100 = 250 units
¢ New value =31,700 + 31,400 =33,100
 New Avg Rate = 3,100/ 250 =312.40

[0 Jan 20: Issue 150 units @ T12.40
e Issue Value = 1,860

e Remaining: 100 units

e Value =31,240

[0 Weighted Average — Stores Ledger (Partial)

Date Particulars Receipts Issues Balance

Jan 1 Opening — — — — 100 10.00 1,000
Jan 5 Purchase 200 12.00 2,400 — — — 300 11.33 3,400
Jan 10 Issue — — — 150 11.33 1,700 150 11.33 1,700
Jan 15 Purchase 100 14.00 1,400 — — — 250 12.40 3,100
Jan 20 Issue — — — 150 12.40 1,860 100 12.40 1,240

UNIT I: Introduction to Costing

¢ Small Questions
S.No Questions LOCF
Define Cost Accounting. K1
What is Costing? K1
State any two elements of cost. K1
What is a Cost Sheet? K1
What is Job Order Costing?
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S.No Questions LOCF

1 Explain Cost Accounting and its significance. K2

2 Distinguish between Financial Accounting and Cost Accounting. K4

3 Explain elements of cost and preparation of cost sheet. K3

4 Discuss methods of costing: Job and Process Costing. K2

5 Explain pricing of material issues (FIFO, LIFQ, etc.). K3
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Unit Il -Labour Costing

Labour - types of labour cost - Methods of time keeping — Idle time - overtime - labour
turnover - Preparation of Pay Roll - Wage payment and incentive system — Overhead -
meaning and classification of overheads - Departmentalization of Overheads - -
Allocation - Apportionment - Re-apportionment- Absorption of Overhead cost
-Difference between cost allocation and apportionment and Reapportionment -
treatment of over and under absorbed overheads.

What is Labour?

In the context of cost accounting, labour refers to the human input used in the
production of goods and services. Labour is a primary factor of production, alongside
land, capital, and entrepreneurship.

O What is Labour Cost?

Labour cost refers to all expenses incurred in compensating employees for their
services. This includes not just wages and salaries, but also employee benefits,

incentives, overtime, and statutory contributions such as Provident Fund, ESI, etc.

O TYPES OF LABOUR COST - CLASSIFICATION WITH ELABORATION
Labour costs are classified based on function, behavior, and method of payment.

Let’s explore each classification in detail:

Functional Classification
This classification is based on the relationship between the labour and the product
or job.
A. Direct Labour Cost
Definition: Direct labour refers to the wages paid to those workers who are directly
involved in the manufacturing of a product or delivery of a service. They
work on the product itself and their output is measurable and traceable to specific
jobs.

Characteristics:
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e Directly linked to units produced.

e Can be conveniently and wholly allocated to a cost center or job.
Examples:

* A welder assembling parts in a car manufacturing unit.

* A mason constructing a wall.

e A tailor stitching garments.

Treatment in Cost Accounting: Added to Prime Cost.

B. Indirect Labour Cost
Definition: Indirect labour refers to the wages paid to employees who support the
production process but do not directly handle the product. Their work is essential
but not directly measurable against output.
Characteristics:
e Cannot be directly allocated to a product.
» Treated as part of overheads (factory, administrative, or selling).
Examples:
Factory supervisors.
Storekeepers.
Maintenance staff.
Material handlers.

Treatment in Cost Accounting: Included in Factory/Office/Administrative Overheads.

2 Behavioural Classification

This classification deals with how labour cost behaves in relation to production volume.
A. Fixed Labour Cost

Definition: Labour cost that remains constant irrespective of output levels. These costs
do not vary with production within a relevant range.

Examples:
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o Salaries of plant managers.
» Monthly wage of the office accountant.

Importance: Helps in budgeting and forecasting, especially for capacity planning.

B. Variable Labour Cost
Definition: Labour cost that varies directly with production volume. More production =
more cost; less production = less cost.
Examples:
e Wages paid on a per-unit basis (piece rate).
e Hourly wages for temporary production workers.

Importance: Vital for marginal costing and cost-volume-profit analysis.

Classification Based on Method of Remuneration

A. Time-Based Labour Cost
Definition: Workers are paid based on the amount of time they spend on the job,
regardless of their output.
Types:

« Daily wages

 Weekly/monthly salaries

 Hourly wages
Example: A factory worker earning X500 per day, whether he produces 5 or 10 units.
Pros:

e Simple and easy to administer.

» Suitable for jobs requiring precision or supervision.
Cons:

» No incentive for higher productivity.

» Risk of inefficiency or time wastage.

B. Piece-Rate Labour Cost

Definition: Wages are paid based on the number of units produced, not time.
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Example: 320 per shirt stitched. If a tailor stitches 10 shirts, he earns 3200.
Pros:

» Encourages higher productivity.

o Easy to correlate earnings with output.
Cons:

e May compromise quality.

» Not suitable for jobs requiring high accuracy.

C. Hybrid or Incentive Systems
These are systems that combine time and output to reward workers fairly and improve
efficiency.
Popular Systems:
Halsey Plan - Workers get a bonus if they complete the job in less than
standard time.
Rowan Plan - Bonus is proportional to the time saved and standard time.
. Taylor’s Differential Piece Rate - Higher rate for efficient workers, lower rate
for inefficient ones.
Merrick Multiple Piece Rate - Multiple levels of piece rates depending on
efficiency.
Would you like detailed illustrations and problems based on these incentive wage

systems?

O Practical Example: Labour Cost in a Garment Factory

Employee Role Labour Type Payment Basis Treatment

Stitching tailor Direct Labour Piece rate Added to Prime Cost
Line supervisor Indirect Labour Monthly salary Factory Overhead
Cleaner Indirect Labour Daily wage Factory Overhead
Accountant Indirect Labour Monthly salary Administrative Overhead

Security guard Indirect Labour Monthly salary Administrative Overhead
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Classification Types Examples
Functional Direct, Indirect Tailor (direct), Supervisor (indirect)

Manager (fixed), Hourly  worker
Behavioural Fixed, Variable
(variable)

Monthly wages, Per piece,
Remuneration- Time rate, Piece rate, Halsey/Rowan plans

based Incentives

O TIME KEEPING

O What is Time Keeping?

Time keeping is the process of tracking and recording when employees start and
finish their work. It is a critical operational and financial activity that directly influences
wage computation, productivity assessment, and legal compliance.

While it may sound simple, effective time keeping requires well-designed systems,
appropriate technology, and internal controls to ensure fairness, accountability, and

efficiency.

O Historical Context
In traditional industries like textile mills, plantations, and railways, timekeeping was
manual—often with a bell or whistle to signal start/end of shifts. Supervisors would
maintain muster rolls or attendance books.
As industries grew and became complex:

e Mechanical devices like punch clocks were introduced.

e With computerization, digital time-keeping and biometric systems evolved.

o Today, it is often cloud-based, integrated with payroll, ERP, and HR software.

[0 Broader Objectives of Time Keeping
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Fair Labour Compensation: Ensures employees are paid for exact time
worked.
Discipline & Order: Employees become more punctual when they know their
time is monitored.
Planning & Forecasting: Helps management forecast shift needs, assign
overtime, or deploy extra resources.

. Compliance: Labour laws require accurate records of working hours, especially
for factories with hazardous work or under unionized settings.

. Audit Trail: Time records are essential during labour disputes, wage

disagreements, or statutory audits.

0 Deep Dive into Time Keeping Methods

Manual Methods (Before computerization)

O Muster Roll or Attendance Register
Use Case: Small garment factory with 20 workers.
e The supervisor maintains a register.
e Each worker signs their name and time when arriving.
e At the end of the shift, they sign out.
Key Challenges:
e Forgery or manipulation is easy.
e Time is recorded only approximately.
e Analysis for overtime or lateness is difficult without manual scrutiny.
Why Still Used:
» In small businesses or where tech isn't affordable.

e Trust-based family-run establishments.

O Token or Disc Method
Use Case: A small workshop with 50 workers operating in two shifts.

e Workers are given numbered metal tokens.
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e On arrival, they drop their token in a box at the entrance.

e Supervisor collects the tokens to count present workers.
Advantages:

o Eliminates need for signing.

» Easy to take attendance quickly during shift changes.
Limitations:

e No time recorded—only presence.

o Cannot differentiate between latecomers and punctual workers.
[ 2 Mechanical Methods (Introduced in the early 20th century)

O Time Recording Clocks (Punch Card Systems)
Use Case: Large-scale printing press with 200 employees.
e Each employee has a time card.
e The card is inserted into a punch clock which stamps the current time.
e Card has spaces for daily in and out times.
Advantages:
e Accurate time recording.
e Cardsused for wage calculation and historical record.
Problems:
e Cards can be lost or exchanged.

e Machines require regular maintenance.
Electronic/Digital Methods (Modern Industry)

O Biometric Attendance Systems

Use Case: Multinational company with 800 employees across 3 shifts.
« Employees use fingerprints, iris scans, or face recognition.
e System captures precise entry and exit times.

» Data integrates with ERP systems for real-time attendance dashboards.
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Advantages:
* No chance of proxy punching.
e Ensures full compliance with working hours regulations.
» Generates reports instantly for management review.
Limitations:
e Sensitive to hardware issues or poor internet.
e Higher upfront cost.
Fun Fact: Biometric timekeeping became especially popular during the pandemic due

to touchless face recognition systems.

O Smart Cards / RFID Systems
Use Case: IT company where employees have access control badges.
e Cards are swiped at a turnstile or scanning machine.
e Entry and exit logs are stored electronically.
Integration:
e Can also be used to open gates, log into systems, or access secure zones.
Downside:

e Cards can be stolen or shared unless tied to identity verification.

O What Happens with Time-Kept Data?
The raw data from time keeping flows into:
1. Payroll Departments:
o Wage calculation
o Overtime approval
o Leave balances
2. Cost Accounting:
o Labour cost per unit
o Job-wise time allocation (linked to time booking)
o Idle time reporting

3. Operations Management:
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o Shift planning
o Productivity analytics

o Worker utilization ratios

O Internal Control in Time Keeping

Good time keeping systems incorporate internal controls such as:
Restricted access to machines or registers.
Time stamping tied to identity verification.
Approval flow for editing or overriding attendance records.

Backup of attendance data.

«/Characteristics of an Effective Time Keeping System

An ideal system should be:

Criterion Description

Accuracy Captures the exact time without human intervention

Tamper-Proof | Prevents proxy attendance or fake entries

Automated Generates reports and integrates with payroll automatically

Scalable Can accommodate more users or locations as the organization grows

Auditable Allows audit trails and traceability of modifications

Time keeping is more than attendance—it’s about aligning people, productivity, and
profits. Whether you're using a pen-and-paper register or Al-powered facial scanners,
the goal is the same: to ensure that time, one of the most valuable business resources,
is measured, valued, and managed wisely.

1.1dle Time

Definition:

Idle time is the duration for which resources, particularly labor and machinery,
remain unutilized in a production or service environment despite being available for work.
It represents the gap between the actual time spent at the workplace and the effective time

spent on productive tasks.
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In accounting and operations management, idle time is considered a loss of

operational efficiency, as resources are being paid for without generating output.

Types of Idle Time:
Type Explanation

Inherent and unavoidable in any operation. Examples include machine
Normal Idle
Ti setup time, tea/lunch breaks, or time lost while changing shifts.
ime
Considered part of standard operations.

Unexpected and avoidable delays caused by inefficiencies or external
Abnormal

] disruptions. Examples include machine breakdowns, strikes, or poor
Idle Time

planning. Usually investigated and controlled.

Common Causes:
e Technical Failures: Machine breakdowns, software crashes, or equipment

maintenance.
Material Shortages: Delays in the supply of raw materials or components.
Power Outages: Interruptions in electricity or network connectivity.
Ineffective Scheduling: Misalignment of workflow, unbalanced work allocation,
or delays in upstream tasks.
Labor Issues: Absenteeism, lack of training, or disputes/strikes.
Administrative Delays: Waiting for approvals, instructions, or inspection

clearance.

Implications of Idle Time:
» Cost Implication: Increases the cost per unit since wages are paid without
corresponding output.
Operational Inefficiency: Signals bottlenecks or flaws in production flow or

resource planning.
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Reduced Profit Margins: Continuous idle time affects productivity and
profitability.
Quality of Service Impact: Delays can affect customer satisfaction and delivery

schedules.

Accounting Treatment:
+ Normal idle time cost is typically included in factory overheads and absorbed
into product costs.
Abnormal idle time cost is treated as a loss and debited to the Profit & Loss

Account.

Example:
A machine operator is scheduled to work from 9 AM to 5 PM. Due to a raw material shortage,
the machine remains idle from 11 AM to 1 PM. The 2-hour gap is idle time, during which

wages are paid, but no output is generated.

2. Overtime

Definition:

Overtime refers to the additional time worked by an employee beyond the standard
working hours, usually compensated at a premium rate as mandated by labor laws or
organizational policy.

Overtime is often a strategic tool used to meet urgent production deadlines or

respond to increased demand, but it must be managed carefully to avoid overreliance.

Key Features:
Standard working hours vary by jurisdiction (e.g., 8 hours/day, 40 hours/week).
Overtime is typically paid at 150% to 200% of the regular hourly wage.
Governed by labor laws (e.g., Factories Act, Shops and Establishments Act in
India).
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Reasons for Overtime:
Sudden Increase in Demand: Surge in customer orders or seasonal peaks.
Urgent Projects/Deadlines: Completing work within tight timelines.
Labor Shortage: Covering for absent employees or vacant positions.
Operational Backlogs: Delays in earlier stages requiring extended hours

downstream.

Implications of Overtime:
Positive Effects Negative Effects

Increased output and timely order| Increased labor cost and reduced profit margin

fulfillment

Flexibility in workforce utilization Fatigue, lower  morale, and reduced

productivity over time

Avoids immediate hiring or recruitment| Risk of errors, accidents, and long-term health

expenses issues in staff

Human Resource & Legal Considerations:
Must comply with labor regulations (maximum hours, consent, pay rates).
Repeated or prolonged overtime may necessitate policy revision or capacity
expansion.

Overtime policy should balance operational needs with employee well-being.
Example:
A graphic designer at a digital agency has a regular shift from 10 AM to 6 PM. Due to a
last-minute client requirement, she works until 9 PM. The additional 3 hours are overtime,

and she is compensated at 1.5x her regular hourly wage.

Tabular Comparison of Idle Time and Overtime
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Aspect Idle Time Overtime

Definition Non-productive time during| Extra working hours beyond the

working hours regular schedule

Nature Unproductive Productive

Caused by Delays, inefficiencies, | Demand surge, urgency, staff

shortages shortage

Employee May or may not be paid| Paid at premium wage rates

Compensation (depends on policy)

Accounting Treated as a loss or overhead | Added to labor cost, sometimes

Treatment billed to client

Impact on Cost Increases cost per unit| Increases total cost but with

without output additional output

Control Measures Better planning, maintenance, | Workforce planning, proper

training capacity utilization

Accounting Treatment of Idle Time
O1. Normal Idle Time
Definition:
This is idle time that is unavoidable and occurs as a part of regular operations (e.g., tea
breaks, machine setup time, routine maintenance).
Accounting Treatment:
» Treated as part of factory overheads.
e Absorbed into the cost of production using appropriate overhead absorption
rates.
Journal Entry:
Factory Overheads A/c Dr.
To Wages Control A/c

o This distributes the normal idle time cost over all units produced.

0 2. Abnormal Idle Time
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Definition:
Idle time caused by unexpected, avoidable, or abnormal factors (e.g., power failure,
strikes, machine breakdown due to negligence).
Accounting Treatment:
» Treated as a loss and debited directly to the Profit and Loss Account.
e Not included in the cost of production.
Journal Entry:
Profit & Loss A/c Dr.
To Wages Control A/c

» Helps in identifying inefficiencies and isolating non-operational losses.

«’Summary Table: Idle Time

Type Treated As Included in Product | Posted to

Cost?

Normal Idle| Factory Yes Cost Sheet / Work-in-

Time Overheads Progress

Abnormal Idle| Loss Profit and Loss Account

Time

O Accounting Treatment of Overtime

O 1. Overtime Premium

Definition:

The extra wage paid for working beyond normal hours. For instance, if normal wages

are 3100/hour and overtime is paid at 1.5x, the premium is ¥50/hour.

Treatment Depends on the Reason for Overtime:

a) Due to General Production Requirements
(e.g., consistent demand, normal capacity expansion)
e Overtime premium is treated as indirect labor cost.

e Added to factory overheads and absorbed in product cost.
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Journal Entry:
Factory Overheads A/c Dr.

To Wages Control A/c

b) Due to Specific Job or Urgent Order
(e.g., customer requests express delivery)
« The overtime premium is charged to that specific job.

Journal Entry:

Job A/c
To Wages Control A/c

Dr.

c) Due to Abnormal Circumstances
(e.g., emergency, fire recovery, labor shortages)

» Treated as an abnormal expense, debited to the P&L Alc.
Journal Entry:
Profit & Loss A/c Dr.

To Wages Control A/c

«’Summary Table: Overtime
Reason for Overtime

Treated As Included in| Posted to

Product Cost?

Yes

Normal Production/General

Needs

Factory Overhead Work-in-Progress

/ Cost Sheet

Specific Job Urgency

Direct Cost to Job

Job Cost Sheet

Abnormal Situation

(e.g.

power failure)

Loss/Abnormal

Expense

Profit and Loss

Account

O lllustrative Example:
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Scenario:
An employee works 8 hours a day at ¥100/hour. One day, he:
e  Works 2 extra hours (overtime) at ¥150/hour.
e Wasidle for 1 hour due to a machine breakdown.
Breakdown:
e Normal Pay = 8 hrs x Y100 = Y800
e Overtime Pay = 2 hrs x Y150 = Y300 (3200 normal + Y100 premium)
e Idle Time Cost = 3100 (1 hr x 100)
Accounting:
» Normal wages: Charged to Wages Control Alc.
e Overtime Premium:
o If due to urgent order: Charged to Job Alc.
o If general: Charged to Factory Overheads.
o Idle Time:
o If due to breakdown: Abnormal, charged to P&L Alc.

o

LABOUR TURNOVER

O Definition:

Labour turnover is the ratio of the number of employees who leave an organization
(voluntarily or involuntarily) and are replaced by new employees over a specified period.
It reflects the instability or fluidity in the workforce.

O Labour turnover is expressed as a percentage of the average number of employees

during the period.

[0 Objectives of Studying Labour Turnover:
» Evaluate workforce stability and consistency
o Identify the causes of attrition
e Control recruitment and training costs

o Develop strategies for employee retention
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e Maintain consistent production/output levels

O TYPES OF LABOUR TURNOVER

Type Based On Examples

Separation Employees who leave Retirement, resignation, dismissal

Replacement| Employees hired to  fill] Recruits to replace those who left

vacancies

Flux Combined view Sum of separations and new

additions

0O METHODS OF MEASURING LABOUR TURNOVER

Let’s denote:
S = Number of Separations
R = Number of Replacements
J = Number of New Joiners (including expansion)

A = Average number of employees during the period

O 1. Separation Method

O Focuses on how many employees left.

O 2. Replacement Method

O Focuses on how many were replaced (not counting expansion).

O 3. Flux Method

O Gives a broader perspective of labour movement.

O CAUSES OF LABOUR TURNOVER
Labour turnover is influenced by a wide range of internal and external factors.
Understanding its causes is essential for designing strategies to reduce attrition and improve

workforce stability.
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0 1. Personal Causes

These are reasons initiated by employees themselves, unrelated to organizational

practices.

Cause

Explanation

Example

Health Issues

Chronic illness, accidents, or physical

incapacity may force workers to resign.

A worker leaves due to

long-term disability.

Marriage or

Family Reasons

Especially among women, marriage,
childbirth, or family relocation leads to

resignation.

A female employee

quits post marriage.

Education and

Skill Upgrade

Employees may leave to pursue higher

studies or training.

A clerk resigns to

pursue an MBA.

Relocation

Migration

Moving to a different city or country, often
due to family transfers or better living

conditions.

A worker relocates due

to spouse’s transfer.

Retirement

Natural separation due to reaching the

retirement age.

Retirement at age 60.

Death

Sudden death due to illness or accident.

Not controllable by the

employer.

O 2. Organizational Causes

These causes arise from the internal policies, practices, or culture of the

organization.

Cause

Explanation

Example

Low Wages or Poor

Benefits

If feel

compared to market standards.

employees underpaid

Workers switch to better-

paying firms.

Lack of Promotion

Opportunities

Limited career growth leads to job

dissatisfaction.

Senior staff resign due to

no promotion scope.

Unfavorable

Poor lighting, ventilation, hygiene,

Factory workers quit due
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Working Conditions

or safety cause dissatisfaction.

to poor conditions.

Lack of Recognition

of

performance-based rewards.

Absence appreciation  or

Talented staff leave due

to being undervalued.

Poor Supervision or

Leadership

Ineffective or abusive supervisors

lead to frustration.

Employees resign due to

a toxic boss.

Unclear Job Role

Ambiguity in responsibilities causes

confusion and disengagement.

Exit due to role

mismatch.

Lack of Work-Life

Balance

Long hours or lack of flexibility

forces resignations.

Resignation due to

burnout.

O 3. Industrial Causes

These are broader, industry-wide issues that affect multiple organizations, especially

in competitive or low-margin sectors.

Cause

Explanation

Example

Seasonal Nature of

Business

In industries like agriculture

construction, jobs are temporary.

or

Workers leave after

harvest season.

Job Insecurity

Frequent layoffs,

employment, or automation make

workers insecure.

contract

Workers resign fearing

future layoffs.

Better Opportunities
in Market

High demand for skilled labor creates

more options for workers.

Poaching of tech talent

in IT sector.

Strikes or Lockouts

Frequent industrial unrest reduces job

appeal.

Worker leaves due to

prolonged lockout.

Technological
Changes

Automation or tech upgrades make

certain roles obsolete.

Employees leave

fearing redundancy.

0 4. Economic Causes

These causes are driven by macroeconomic and regional

employment opportunities.
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Cause

Explanation

Example

Booming

Economy

More jobs and higher salaries encourage

job switching.

Engineers leave for

higher-paying startups.

Inflation or Cost

of Living

Rising living costs may push employees

to seek better-paying jobs.

Exit due to inability to

meet expenses.

Recession

Downsizing

Economic slowdown leads to job cuts,

voluntary exits to secure new jobs

elsewhere.

Employee quits before

expected layoffs.

O 5. Psychological and Behavioral Causes

These refer to mental, emotional, and interpersonal aspects affecting employees’

decisions.

Cause

Explanation

Example

Job

Burnout

Stress

or| Excessive workload, deadlines, and

pressure without support.

Resignation due to

constant stress.

Lack

Belongingness

of| Employee feels alienated or

disconnected from  workplace

culture.

Exit due to lack of

inclusivity.

Poor

Relationships

Conflicts with colleagues or lack of

team spirit.

Exit due to interpersonal

tension.

Discrimination

Harassment

race-based
lead

Gender, caste, or

discrimination = may to

resignation.

Female employee quits

due to harassment.

O Summary Table: Classification of Labour Turnover Causes

Category

Nature Control

Level

Examples

Personal

Employee-centric Low

Marriage, education, illness

Organizational

Employer’s High

Low pay,

poor management,

APPLIED COSTING

Page 127




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

responsibility unsafe workplace

Industrial Sectoral or external Medium Seasonality, automation, union

issues

Economic Macro-level Low Inflation, recession

Psychological Mindset/attitude- Medium Burnout, stress, discrimination

related

Understanding the multifaceted causes of labour turnover helps HR managers and
organizational leaders take proactive measures to reduce unnecessary attrition. While
some turnover is natural and even healthy, high or abnormal turnover signals deeper

issues that must be addressed through policy, training, and cultural improvements.

O EFFECTS OF LABOUR TURNOVER
Labour turnover affects an organization financially, operationally, and culturally. While
a certain level of turnover is natural and even beneficial, excessive or unplanned

turnover can disrupt performance and increase costs.

O A. Negative Effects of Labour Turnover

1. Increased Recruitment & Training Costs

Explanation| Recruiting, on boarding, and training new employees involve

significant direct and indirect costs.

Example Advertising, interviewing, induction programs, training material, mentor

hours.

Impact Increased HR and administrative expenditure.

2. Loss of Skilled and Experienced Workers

Explanation| When experienced employees leave, their knowledge, efficiency,

and expertise are lost.
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Example A senior technician leaves, affecting quality control.

Impact Reduced output quality, higher chances of error.

3. Lower Productivity and Efficiency

Explanation| New employees take time to reach the productivity levels of

experienced staff.

Example Delay in production due to learning curve.

Impact Missed deadlines, lower throughput.

4. Increased Idle Time

Explanation| Vacant positions may cause machines or departments to stand idle.

Example Machine operation halted due to lack of trained operator.

Impact Wasted overheads, loss of production time.

5. Decline in Employee Morale

Explanation| Frequent resignations create job insecurity and dissatisfaction

among remaining staff.

Example Remaining workers feel overburdened or uncertain.

Impact Demotivation, absenteeism, and further attrition.

6. Poor Customer Service or Client Experience

Explanation| Frequent turnover in client-facing roles reduces consistency and

service quality.

Example Customer relationship manager frequently changes, leading to client
dissatisfaction.
Impact Damage to brand and client trust.

7. Production Disruptions

Explanation| Turnover in key operational roles can disrupt work schedules and
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supply chains.

Example

Shift gaps lead to rescheduling and overtime for others.

Impact

Increased cost per unit, delivery delays.

8. Higher Supervision and Administration Effort

Explanation

Supervisors and managers spend more time training and

monitoring new recruits.

Example

Team leads must micromanage new workers.

Impact

Lower managerial efficiency and oversight.

9. Damage to Organizational Culture

Explanation

High turnover disrupts team cohesion, communication, and loyalty.

Example

Core team members frequently change.

Impact

Loss of identity and values in work culture.

10. Increase in Overtime and Temporary Staffing Costs

Explanation

Existing employees may be required to work overtime, or temps

may be hired to maintain output.

Example

Extra shifts for staff after others resign.

Impact

Costly and unsustainable.

O Cost Accounting Impact:

High labour turnover can lead to:

Increased unit cost of production

Higher overhead absorption per unit

Underutilization of resources

Abnormal costs due to retraining and error correction

«B. Positive Effects of Labour Turnover (if controlled and strategic)
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1. Opportunity to Hire New Talent
Explanation New employees may bring in fresh ideas, skills, and enthusiasm.
Example Tech-savvy workers replacing outdated skill sets.

Impact Innovation and process improvement.

2. Elimination of Inefficient Workers
Explanation| Turnover can help remove underperforming or non-conforming

staff.

Example Voluntary exits of disengaged employees.

Impact Improved productivity per worker.

3. Cost Optimization

Explanation| Replacement of high-salary staff with equally skilled but lower-cost

individuals.

Example Retiring managers replaced with younger professionals.

Impact Better alignment with budget and cost controls.

4. Adjustment to Organizational Change

Explanation| Turnover facilitates restructuring or adaptation to

technological/strategic shifts.

Example Leaner teams in post-pandemic remote work models.

Impact Organizational agility and sustainability.

Effect Positive Impact

Negative

Training cost Negative Higher HR and production cost

Knowledge Negative Lower efficiency, need for re-training

loss
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Fresh ideas Positive May increase innovation and competitiveness

Cultural Both New people may shift team dynamics for better

impact or worse

Productivity Mostly Negative Disruptions until new staff settle in

Labour turnover must be monitored and analyzed continuously. While some turnover
is healthy and inevitable, excessive or poorly managed turnover can hurt profitability,
continuity, and morale. Strategic HR policies, workplace satisfaction initiatives, and

internal promotion systems can help mitigate the adverse effects.

O ACCOUNTING TREATMENT (IN COST ACCOUNTING)
0O Direct Costs:
e Recruitment
e Training
e Induction programs
O Indirect Costs:
e Productivity loss
o Idle time
e Quality issues
* Increased supervision
O These costs are either:
» Charged to Factory Overheads (if recurring and general)

o Treated as Abnormal Cost and debited to P&L (if due to exceptional turnover)

O EXAMPLE OF COST IMPACT:
ABC Ltd. has the following turnover-related costs in April:
e Advertisement for hiring: 325,000
o Interview & selection costs: 315,000
e Training expenses: 10,000
e Lost production: 350,000
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e Total: 31,00,000
If turnover was due to a mass resignation over low pay, it's abnormal.
Treatment:
Profit & Loss A/c Dr.31,00,000

To Various Accounts (Hiring/Training Costs)

«v’HOW TO REDUCE LABOUR TURNOVER?

Reducing labour turnover is critical for organizational stability, productivity, and cost-
effectiveness. High employee attrition can be controlled with a strategic mix of HR
practices, organizational culture improvements, and policy changes.

Here is a detailed, categorized guide on how to reduce labour turnover:

O I. Recruitment and Selection Strategies

Measure Explanation Outcome

Hire Right the| Use skill-based assessments, realistic| Reduce early-stage
First Time job previews, and behavioral interviews | turnover.

to find the right fit.

Cultural it| Ensure the candidate aligns with] Improves engagement
Assessment company values, work ethic, and| and reduces exit risk.

expectations.

Job Clarity & Provide clear job descriptions and| Reduces mismatch and

Expectations performance criteria. dissatisfaction.

O Il. Employee Engagement & Relationship Management

Measure Explanation Outcome

On boarding &| Structured programs to help new | Enhances confidence
Orientation employees integrate ~ with  the | and belongingness.

organization.
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Two-way Regular feedback, open-door | Builds trust and loyalty.

Communication policies, and listening forums.

Recognition Timely acknowledgment of| Encourages retention

Appreciation employee efforts (verbal, awards, | and motivation.

bonuses).

Mentorship Assign mentors for new or young

Buddy System employees.

Reduces stress and

accelerates adjustment.

O lll. Compensation & Benefits

Measure Explanation

Outcome

Competitive Salary Benchmark pay scales with industry

standards.

Attracts and retains top

talent.

Performance-based Offer bonuses, profit-sharing, or

Incentives rewards based on performance.

Motivates productivity

and retention.

Fringe Benefits Include insurance, wellness

programs, travel allowances, etc.

Increases job

satisfaction.

Work Perks Cafeteria, gym, transportation, child

care.

Improves quality of

work-life.

O IV. Career Growth & Training

Measure Explanation Outcome

Learning &| Offer upskilling, reskilling,| Improves  loyalty and

Development certification programs. professional growth.

Programs

Clear Promotion| Transparent career ladders and | Boosts morale and long-

Pathways internal job postings. term commitment.

Job Rotation &| Encourage variety and skill-| Reduces monotony and

Enrichment building  within the  same | increases engagement.

organization.
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O V. Work Environment & Culture

Measure

Explanation

Outcome

Healthy Work-Life

Balance

Limit overtime, allow flexible

hours or remote work.

Reduces burnout and family

conflict.

Positive Workplace

Culture

Foster inclusivity, diversity, and

respect.

Increases emotional

connection to the firm.

Safe &

Conditions

Hygienic

Maintain physical and mental

well-being at work.

Reduces absenteeism and

safety-related exits.

Stress Management

Programs

Counseling, meditation, mental

health days.

Keeps employees

emotionally resilient.

O VI. Exit Management and Feedback Analysis

Measure

Explanation

Outcome

Exit

Interviews

Understand real reasons for resignation.

Identifies patterns for

policy revision.

Stay

Interviews

Ask existing employees what keeps them

and what might push them to leave.

Prevents turnover

before it happens.

Attrition
Analytics

Analyze

tenure, age group, etc.

turnover trends by department,

Enables targeted

retention strategies.

O VII. Legal and Ethical Considerations

Measure

Explanation

Outcome

Compliance with

Labour Laws

Ensure all statutory benefits, working

hours, and workplace rights

honored.

Avoids legal risk and

are | reputation damage.

Grievance

Quick, impartial handling of employee

Increases trust in HR
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Redressal

Mechanism

complaints. and leadership.

Zero Tolerance to

Harassment

Robust policies and training on| Ensures safety and

workplace conduct. psychological comfort.

0 Additional HR Tools and Practices

HRMS/CRM for Employees: Use software for tracking attendance, performance,

learning, and payroll—adds transparency.

Employee Surveys: Periodic pulse checks to measure satisfaction and morale.

Retention KPIs: Monitor metrics like early turnover rate, regrettable loss rate,

engagement score, etc.

O Summary Table: Action Points to Reduce Labour Turnover

Area

Actions

Recruitment

Better screening, job previews, culture match

Engagement

Recognition, open dialogue, mentorship

Compensation

Competitive salary, benefits, performance incentives

Career Progression

Training, promotions, career mapping

Environment

Safe, inclusive, balanced, stress-free

Analytics

Exit data, stay interviews, attrition trends

Reducing labour turnover is a continuous and integrated effort. It requires the alignment

of HR policies, leadership vision, workplace culture, and employee needs.

Organizations that invest in employee satisfaction, growth, and well-being not only

retain talent but also build a loyal, productive, and innovative workforce.

PREPARATION OF PAYROLL

O 1. What is Payroll?
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Payroll is the process of calculating and disbursing employee compensation for a

specific period. It includes:
e Wages and salaries
e Deductions

e Bonuses and allowances

e Net pay (take-home salary)

O 2. Objectives of Payroll Preparation

e Accurate and timely salary payment

e Statutory compliance (PF,

ESI, TDS, etc.)

e Recording wage expenses for accounting

¢ Generating payslips and MIS reports

O 3. Components of Payroll

O A. Earnings

Type

Examples

Basic Salary

Fixed monthly salary

Dearness Allowance (DA)

Inflation-linked allowance

House Rent Allowance (HRA)

Rent-related benefit

Conveyance Allowance

Transport-related allowance

Medical/Other Allowances

Leave Travel, Uniform, City Compensatory

Overtime Pay Extra hours payment (calculated hourly)
Bonus/Incentives Performance-linked or festival bonuses
O B. Deductions

Type Examples

Provident Fund (PF)

Employee’s contribution to retirement fund

Employee State Insurance (ESI) | Health insurance for low-income earners

Professional Tax (PT)

Levied by state governments

Tax Deducted at Source (TDS)

Income tax deduction
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Loan/Advance Deductions Recovery of employee loans

O C. Net Salary

Net Salary=Gross Earnings-Total Deductions

O 4. Payroll Preparation Process (Step-by-Step)
Step Description
Collect employee data (attendance, leaves, hours worked, etc.)
Compute gross pay (Basic + DA + HRA + Overtime + Allowances)
Apply deductions (PF, ESI, TDS, etc.)
Calculate net pay
Prepare payroll statement
Disburse salary through bank transfer or cheque
Generate payslips

Post payroll entries into accounting system

[0 5. Payroll Statement Format (Manual)
Emp ID Name Basic DA HRA OT Gross PF ESI TDS Net Pay
EO01 Ramesh 20,000 5,000 4,000 1,500 30,500 2,400 400 500 27,200

[0 6. Sample lllustration
O Given:
Basic = 318,000
DA =34,500
HRA = %3,000
Overtime = 32,000
PF @12% on Basic + DA
ESI @0.75% on Gross (for employee)
TDS = X300
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0 Calculation:

» Gross Pay = 18,000 + 4,500 + 3,000 + 2,000 = 327,500
e PF=12%0f (18,000 +4,500) =32,700
o ESI=0.75% 0f 327,500 = 3206.25

e NetPay=327,500 -

32,700 -3206.25 - 300 =324,293.75

O 7. Accounting Treatment of Payroll

(a) Recording Salary Expense

Dr. Salaries and Wages A/c
Cr. PF Payable A/c
Cr. ESI Payable A/c
Cr. TDS Payable A/c
Cr.Bank A/c

327,500
32,700
3206.25
3300

324,293.75

(b) Employer Contributions (e.g., PF, ESI)

Dr. Employer Contribution to PF A/c 32,700

Dr. Employer Contribution

to ESI A/c 3756.25

Cr. PF Payable A/c 32,700
Cr. ESI Payable A/c 3756.25
O 8. Legal Compliance in Payroll
Law Applicability
EPF Act, 1952 Mandatory for >20 employees
ESI Act, 1948 For employees earning <321,000/month

Income Tax Act

TDS and Form 16 compliance

Payment of Wages Act

Timely and accurate wage disbursement

Minimum Wages Act

No employee to be paid below threshold




0 9. Tools for Payroll Management
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e Manual: Excel, Ledger Books
+ Semi-Automated: Tally, Zoho Payroll, QuickBooks
e Fully Automated: HRMS like SAP, Oracle, GreytHR, BambooHR

Payroll preparation is a critical HR and financial function, requiring accuracy,
compliance, and timely execution. It affects employee satisfaction, statutory credibility,
and financial reporting. Adopting an automated payroll system reduces errors and

improves efficiency.

WAGE PAYMENT AND INCENTIVE SYSTEM

0 1. Introduction

The Wage Payment System is the method by which workers are compensated for their
services. It includes base wages (fixed) and incentives (variable) that motivate
employees for better performance.

An Incentive System is a reward-based structure designed to stimulate effort and

enhance productivity beyond the minimum requirements of the job.

O 2. Objectives of Wage and Incentive Systems
To ensure fair and just compensation
To attract and retain competent employees
To boost productivity and efficiency
To reduce absenteeism and labour turnover

To improve employee morale and job satisfaction

0 3. Components of Wage Payment System
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Component

Explanation

Time Wages

Paid based on the time worked (hour/day/month)

Piece Wages

Based on output produced

Allowances DA, HRA, conveyance, medical
Incentives Bonus, commission, profit-sharing
Benefits/Perks | PF, ESI, leave, insurance, gratuity

O 4. Types of Wage Payment Systems

O A. Time-Based System

e Wages paid for time spent, not output.

o Suitable for quality-focused, supervisory, or complex tasks.

O Formula:

Wage=Hours WorkedxHourly Rate

« Pros:

e Simple to administer

e Ensures minimum earnings

XCons:

¢ No incentive for extra effort

O B. Piece-Rate System

e Payment based on units produced.

O Formula:

Wage=Units ProducedxRate per Unit

«Pros:

» Encourages efficiency and productivity

XCons:

e Quality may suffer

¢ Uneven income

0 C. Combination (Hybrid) System
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Combines time and piece elements with performance-linked rewards.

5. Incentive Plans

O Individual Incentive Plans
Plan Key Features

Halsey Plan | Bonus on time saved (50%)

Rowan Plan | Bonus proportional to time saved

Taylor’s Plan| Differential piece rate

Merrick Plan | Multiple rates for different output levels

O Group Incentive Plans

Used where teamwork is essential (assembly lines, construction).

Plan Description

Profit-sharing | Share in company’s profit

Gain-sharing Bonus for cost savings or productivity improvements

Co-partnership| Ownership-based incentives

O 6. lllustrations of Incentive Plans

O Example 1: Time Rate System
e Worker A works 8 hours/day
 Wage rate =3100/hour

Daily Wage=8x3100=3800

O Example 2: Piece Rate System
e Worker B produces 50 units/day
e Rate =320 per unit

Wage=50x320=31,000

O Example 3: Halsey Plan
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¢ Time allowed = 10 hours

e Time taken = 8 hours

e Time rate = 3100/hour

e Bonus = 50% of time saved x rate
Time Saved=10-8=2 hoursBonus=50%x2x3100=3100Total Earnings=(8x3100)+I100=
3900

O Example 4: Rowan Plan
e Same data as above

Bonus=(Time SavedTime Allowed)xTime TakenxRate=(210)x8x3100=3160Total Earni
ngs=3800+3160=3960

O 7. Comparison of Halsey and Rowan Plans

Feature Halsey Plan Rowan Plan

Bonus Formula | 50% of time saved Proportional to time saved
Earnings Less when time saved is high | More conservative bonus
Incentive Type | Encourages speed Balances speed and quality

0 8 Advantages of an Incentive System

O 1. Increases Productivity
Explanation: One of the most immediate and tangible advantages of an incentive system is
a significant increase in productivity. When employees are given an opportunity to earn
more based on their performance, they are likely to work harder, focus on efficiency, and
produce more output.

o Example: A manufacturing worker on a piece-rate system is paid for each unit

they produce. If the base wage is ¥500/day but the worker can earn 325/unit, and
they produce 30 units in a day, their total pay would be X750. The more they produce,

the more they earn, incentivizing them to maximize their output.
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» Organizational Benefit: As a result, companies benefit from higher production

without having to increase the base salary or labor costs. This improves profitability.

O 2. Improves Work Efficiency

Explanation: Efficiency is not just about producing more—it’s also about completing tasks
with minimal waste of time and resources. Incentive systems drive employees to
optimize their work processes.

« Example: An office employee working on data entry is paid based on the number of
entries completed rather than the time spent. To maximize their earnings, they start
using shortcuts, improve their typing speed, and avoid errors to prevent time lost in
corrections.

Organizational Benefit: Efficiency improvements can lead to lower operational
costs. As workers streamline their processes, the company can allocate resources

more effectively, leading to cost savings in both time and materials.

O 3. Encourages Skill Development

Explanation: When employees are rewarded based on performance, they are often
motivated to acquire new skills or refine their existing skills to improve their performance
and increase earnings.

o« Example: A call center agent may receive a bonus for handling more calls per
hour or achieving a higher customer satisfaction rating. This pushes the agent to
develop better communication and problem-solving skills.

Organizational Benefit: As employees improve their skill sets, the overall
competency of the workforce increases. This is particularly beneficial for roles
that require specialized knowledge or technical expertise, as it leads to better quality

work and less supervision.

O 4. Enhances Employee Motivation and Morale
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Explanation: Incentive systems directly influence employee motivation. The opportunity
to earn more based on effort and achievement fosters a sense of accomplishment and
personal satisfaction.

» Example: A salesperson who is given a commission-based incentive for every
sale they make is highly motivated to meet or exceed targets. The more sales they
generate, the higher their income, leading to a sense of purpose and job satisfaction.
Organizational Benefit: High morale and motivation contribute to a positive work
environment, which leads to lower absenteeism, higher employee engagement,

and improved job satisfaction.

O 5. Attracts and Retains Talent

Explanation: Companies that offer attractive incentive systems can attract top talent
and ensure that high-performing employees are retained. In competitive labor markets,
employees are often drawn to workplaces where their performance is recognized and
rewarded.

« Example: A software company offering performance bonuses for project
completion or high-quality work will likely attract skilled developers who want to
earn more based on the quality and efficiency of their work. Similarly, an
employee who consistently earns large bonuses may be less likely to leave the
company.

Organizational Benefit: By retaining skilled employees, organizations reduce the
costs associated with recruiting and training new hires, leading to greater

organizational stability.

0 6. Reduces Supervision Needs
Explanation: Incentive systems often reduce the need for constant supervision. When
employees are motivated to perform, they require less oversight, as their desire to earn

rewards drives their effort.
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Example: A factory worker in a piece-rate system does not need to be monitored
closely by supervisors because their pay is directly tied to their output. The
motivation to earn higher wages ensures they remain productive without
requiring constant checks.

Organizational Benefit: Reducing the need for supervision results in cost savings
for the company, as fewer managerial resources are needed. It also empowers

employees to take ownership of their work and performance.

O 7. Reduces Cost Per Unit

Explanation: Incentive systems that reward productivity can reduce the cost per unit of
production. As workers strive to produce more, the per-unit cost decreases, leading to
improved profit margins for the company.

« Example: In a manufacturing environment, employees who are paid based on
units produced may find ways to streamline their workflow, reducing time spent
on each unit. This lowers the production cost per item, allowing the company to price
competitively while maintaining profitability.

Organizational Benefit: Lower production costs allow companies to compete
effectively in the marketplace while maintaining or increasing profit margins.

This can also lead to cost leadership in the industry.

O 8. Drives Organizational Goals
Explanation: When incentives are aligned with organizational goals, employees are
directly motivated to contribute to the company’s overall success. Linking individual or team
performance to company objectives such as sales targets, quality improvement, or
cost reduction helps employees focus on achieving those goals.
« Example: A company offering a profit-sharing incentive encourages employees
to work toward improving overall company performance. If the company’s profits

increase, so do the rewards for employees.
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+ Organizational Benefit: Aligning incentives with organizational goals ensures
that employees work toward common objectives, leading to greater cohesion and

goal attainment.

0 9. Encourages Teamwork (in Group Incentives)
Explanation: Group incentive plans encourage cooperation among employees. When the
reward is tied to the collective performance of a team, employees are incentivized to work
together, share knowledge, and support each other to achieve common goals.
 Example: In a sales team, if the team collectively reaches a target, they may receive
a group bonus. This encourages collaboration over individual competition and
builds team spirit.
Organizational Benefit: Group incentives help in building a collaborative work
culture, improving communication and team efficiency. This fosters a positive,
cooperative environment that can be critical in achieving large-scale company

objectives.

[010. Provides Performance Feedback

Explanation: An incentive system naturally offers real-time feedback based on employee
performance. Employees can measure their efforts and determine what areas they need to
improve on to increase their rewards.

» Example: A salesperson can immediately see the impact of their sales efforts in terms
of commission earned, helping them assess their performance and set new goals.
Organizational Benefit: Instant feedback helps employees understand the
direct consequences of their actions, improving self-awareness and personal
development. It also gives managers data to track performance and make informed

decisions about training, promotions, and rewards.

0 11. Flexibility and Scalability
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Explanation: An incentive system can be tailored to different roles, departments, or
objectives. It can be scaled to accommodate company growth and evolving goals. From
small startups to large enterprises, incentive systems can be customized to suit the
specific needs of the organization.

« Example: A marketing team might have an incentive plan based on lead generation,
while the production team might have a plan based on output efficiency. Both teams
are motivated by their respective incentives, yet both contribute to the overall
success of the company.

Organizational Benefit: This flexibility allows organizations to adapt quickly to
changing market conditions and optimize employee performance based on

departmental needs.

An effective incentive system provides clear benefits for both employees and
employers:
« Employees are rewarded for their performance, which boosts motivation, job
satisfaction, and skill development.
 Employers benefit from higher productivity, lower costs, reduced turnover, and
improved alignment with organizational goals.
Incentive systems, when well-designed, lead to a win-win situation for all stakeholders

involved.

9. 1. Quality May Suffer
Explanation: When workers focus on quantity to maximize earnings, quality control
may be neglected.
 Example: In a piece-rate system, a factory worker might rush through assembling
products to produce more units and earn more. This could lead to defective or
substandard products.
Impact: This leads to increased rework, returns, and customer dissatisfaction,

ultimately reducing the firm's reputation and profitability.
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O 2. Encourages Unhealthy Competition
Explanation: Incentives based on individual performance can create a competitive,
cut-throat environment.
« Example: In a sales department, employees might hoard leads or avoid helping
peers, fearing they might lose their edge in performance rankings.
Impact: This discourages teamwork, fosters rivalries, and can damage

workplace relationships.

O 3. Short-Term Focus
Explanation: Employees may prioritize immediate results (to earn incentives) over long-
term sustainability or strategic goals.
« Example: A sales executive may push unnecessary products onto customers to meet
monthly sales targets, damaging long-term trust and customer relationships.
Impact: This behavior can hurt the brand, create ethical issues, and

undermine customer loyalty.

O 4. Difficulty in Measuring Performance Accurately
Explanation: In some roles, it’s hard to define and measure performance in objective
terms.
 Example: A receptionist or a creative designer may not have clear, quantifiable
targets. Designing an incentive for such roles can be complex and subjective.
Impact: Unfair or inconsistent reward structures can lead to demotivation and

resentment.

0 5. Employee Burnout
Explanation: Constant pressure to perform for incentives can result in physical and
mental exhaustion.

o Example: A delivery agent who earns per delivery might overwork themselves by

skipping breaks, leading to fatigue and health issues.

APPLIED COSTING Page 149




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

e Impact: Burnout, increased absenteeism, and attrition may follow, affecting

workforce stability.

[0 6. Resistance to Non-Incentivized Tasks
Explanation: Employees may avoid duties that are not linked to incentives, even if
those tasks are essential to operations.
« Example: A production worker may ignore cleaning or maintenance duties since
they don't earn incentives for those, affecting safety and hygiene.
 Impact: Leads to gaps in responsibility and undermines organizational

discipline.

O 7. Administrative Complexity
Explanation: Designing, implementing, and monitoring incentive plans requires
detailed tracking systems, accurate data, and continuous evaluation.

« Example: In large organizations with varied roles, the payroll team must compute
different incentive formulas—per piece, per hour, performance rating, group bonus,
etc.

Impact: This increases administrative overhead, errors, and resource allocation

in managing the system.

O 8. Disputes and Grievances
Explanation: Ambiguity or perceived unfairness in incentive distribution can result in
employee grievances.
» Example: If two employees with similar performance receive different incentives
due to inconsistent evaluation, it could create dissatisfaction and complaints.
Impact: This damages employee morale, trust in management, and workplace

harmony.

0 9. Manipulation of Results

APPLIED COSTING Page 150




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

Explanation: Employees may manipulate records or performance indicators to inflate
results and earn unearned incentives.
+ Example: A salesperson may record fake customer interactions or close false
orders to meet targets.

« Impact: Leads to fraud, loss of credibility, and data integrity issues.

O 10. Inflexibility in Changing Conditions
Explanation: Once implemented, some incentive plans become rigid, making it difficult
to adapt to changing business models or market dynamics.
« Example: A bonus scheme tied to production output may become irrelevant if the
company shifts focus from quantity to customization or innovation.
Impact: The system may become obsolete, misaligned with current objectives, and

demotivate employees.

O 11. May Not Suit All Job Roles
Explanation: Incentive systems are better suited for measurable, repetitive jobs. Roles
involving creativity, strategic thinking, or collaboration might not align with typical incentive
structures.
« Example: A research scientist working on long-term innovation projects may not
benefit from monthly performance-based incentives.

» Impact: May result in inappropriate expectations and misaligned evaluations.

O Summary Table: Pros vs. Cons of Incentive Systems

Aspect Advantage Disadvantage

Productivity Increases output May compromise quality

Motivation Boosts morale & motivation Can cause stress and burnout

Cost-effectiveness | Reduces unit cost May increase admin burden

Collaboration Encourages teamwork (in group | May create competition and
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plans) isolation

Alignment with| Drives specific outcomes May focus only on short-term

goals targets

Applicability Flexible for different roles Unsuitable for complex/creative

roles

While incentive systems offer numerous advantages, their success depends on careful
design, clarity, fairness, and continuous monitoring. Without these, the system can

result in demotivation, conflict, and reduced effectiveness.

Types of Incentive Plans

O |. Based on Beneficiary Level
1. Individual Incentive Plans
Incentives are directly tied to the performance of an individual employee.
Types & Examples:
« Straight Piece Rate
o Description: Worker is paid a fixed rate per unit produced.
o Formula: Total Earnings = Units x Rate per unit
o lllustration: If the rate is ¥10/unit and the worker produces 50 units —
3500/day.
« Differential Piece Rate
o Description: Different rates apply based on output levels (Taylor or
Merrick plan).
o Taylor Plan Example:
= < Standard output — I8/unit
= > Standard output — I12/unit
= If standard is 50 units, and a worker produces 60 — 312 x 60 =
720

» Halsey Plan
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Description: Time-based plan where workers share a percentage of time
saved.
Formula:
= Earnings = (Time x Rate) + 50% of (Time saved x Rate)
lllustration:
= Standard time = 10 hrs, Time taken = 8 hrs, Rate = 320/hr
= Earnings = (8x20) + 50%(2x20) = 3160 + 320 = 3180
« Rowan Plan
o Formula:
= Earnings = (Time taken x Rate) + (Time saved / Standard time) x
Time taken x Rate
» Encourages quality and limits overwork.
o lllustration:
= Same data as above:
= Bonus=(2/10) x8x320=332
= Total =3160 + 332 =3192

2. Group Incentive Plans
These apply when a team or department achieves specific performance targets
collectively.
» Profit Sharing
o Description: Employees receive a share in company profits above a base
level.
o lllustration: If a company earns 10 lakhs profit and shares 10% among
employees.
« Gain Sharing (e.g., Scanlon Plan)
o Description: Bonuses based on cost savings achieved by group
productivity.
o Features: Encourages group collaboration to reduce wastage or improve

efficiency.
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e Co-partnership Plan
o Description: Employees are given company shares or dividend rights.

o Benefit: Promotes long-term loyalty and ownership culture.

O Il. Based on Nature of Reward
1. Monetary Incentives
« Commission-Based Plans (usually for sales staff)
o Paid a percentage of sales made.
o Example: 5% commission on sales worth 31,00,000 = 5,000 incentive.
 Bonuses
o Can be attendance-based, performance-based, festival, or annual.
o Example: A Diwali bonus of 10,000 for each employee with 95%
attendance.
» Target-Based Allowances
o Reaching specific KPIs (key performance indicators) triggers payouts.
o Example: Call center employee gets 1,000 for every 100 calls resolved

satisfactorily.

2. Non-Monetary Incentives

Used to boost morale without direct financial benefit.
Recognition Awards (e.g., Employee of the Month)
Promotion Opportunities
Extra Leave or Flexible Hours
Training & Development Programs
Health & Wellness Perks

0 lll. Incentive Plans in Special Roles
1. Sales Incentives
« Straight Commission: No base salary; income = commission only.

« Salary + Commission: Fixed pay + % of sales.
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o Territory-Based Bonuses: Achieving sales targets in assigned regions.
2. Production Workers

o Piece rate systems, Halsey/Rowan Plans

e Group incentives for line productivity
3. Managerial Roles

« Management by Objectives (MBO): Incentives based on achieving qualitative

and quantitative goals.

» Executive Bonuses: Based on profit growth, market share, or new initiatives.
4. Service Sector Employees

« Customer Satisfaction Bonuses

 Time-based Response Incentives

« Service Quality Metrics: Fewer complaints, higher client retention = bonuses

O Summary Table: Comparison of Key Incentive Plans

Plan Type Basis Target Group Motivation Focus | Risk to
Employer

Piece Rate Output Production Workers Speed/Productivity | Low

Halsey/Rowan | Time Time-based Workers | Time Saving +| Medium

Efficiency Quality

Commission Sales Sales Staff Revenue Medium to

Volume Generation High

Profit Sharing | Profit All Employees Organizational Low

Levels Performance

Gain Sharing Cost Teams/Departments | Efficiency,

Reduction Innovation

MBO/Bonuses | Goals/KPIs Managers/Executives | Goal Alignment &
Strategy

Non-Monetary | Intangibles | All Satisfaction &

Retention
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An effective incentive plan must be:
Fair and Transparent
Linked to measurable performance
Aligned with organizational goals
Flexible to role and context
Each type serves different organizational needs. The right combination boosts morale,

productivity, and loyalty—while poor implementation may lead to demotivation or conflict.

Meaning of Overheads

In the field of Cost Accounting, the term overheads refers to all indirect costs incurred
in the process of production or providing services which cannot be directly traced to any
specific product, service, job, or cost unit.

Definition by CIMA (Chartered Institute of Management Accountants): “Overheads
are the total cost of indirect materials, indirect labor, and indirect expenses.”

Overheads support day-to-day business operations but are not part of the final product's
composition directly. Unlike direct costs (e.g., raw material or direct labor), overheads are
shared costs across multiple cost units and need to be allocated or apportioned using

scientific cost allocation methods.

O Characteristics of Overheads
Indirect in Nature: Cannot be directly assigned to a single product or service.
. Common for Multiple Outputs: Benefit more than one product, process, or
department.
Need for Allocation and Apportionment: Requires appropriate base for
distribution.

. Can Be Fixed, Variable, or Semi-Variable: Behavior varies with output level.
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5. Non-Tangible Contribution: Though not seen in the final product, they are

critical to operational success.

O Detailed Classification of Overheads

(1 Based on Functions or Activity Areas

This is the functional classification, helping to identify where the overheads are

incurred.

Overhead Type

Description

Examples

a. Factory
Production

Overhead

Indirect expenses incurred in

the manufacturing process.

Factory rent, depreciation of
machines, factory supervisor

salary.

b. Administration

Overhead

Costs incurred in planning,

directing, and controlling

business operations.

Office rent, salary of admin

staff, printing and stationery.

c. Selling Overhead

Expenses related to creating

and stimulating demand for

products.

Advertising, sales

commission, marketing

campaigns.

d. Distribution

Overhead

Expenses related to delivery of

goods to customers.

Packing, freight,

warehousing, fuel charges.

Note: This classification is essential for determining cost centers and is often used in

departmental cost accounting.

( 29 Based on Elements (Nature of Expenses)

This classification aligns with the resources used.

Overhead

Element

Description

Examples

a. Indirect

Material Cost

Materials not forming part of the
finished product but supporting the

process.

Lubricants,

cleaning supplies,

cotton waste, office stationery.
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b.
Labor Cost

Indirect

Labor

not directly involved

production.

in| Security guards, storekeepers,

supervisors, maintenance

workers.

C. Indirect

Expenses

All other expenses not classified as

material or labor.

Insurance, depreciation, utilities,

telephone bills, audit fees.

This classification is important for cost sheet preparation and for detailed cost

analysis.

(3 Based on Behavior or Variability with Output

Also known as cost behavior classification, crucial for budgeting and cost control.

Behavior Type

Description

Examples

a. Fixed

Overhead

Remain unchanged with

changes in output.

Rent, depreciation, salaries.

b.
Overhead

Variable

Change in proportion to

output.

Power used in machines, indirect

materials.

c. Semi-Variable

Overhead

both fixed and

variable components.

Contain

(fixed

consumption-based), telephone bills.

Electricity charge +

Helps in creating flexible budgets, break-even

decisions.

(4 Based on Controllability

Used primarily in management accounting for performance evaluation.

analysis, and marginal costing

Controllability Type

Description

Examples

a.

Overheads

Controllable

Can be influenced

department or manager.

by a| Departmental supplies,

overtime wages.

b.
Overheads

Uncontrollable

Cannot be influenced

short term.

in the | Rent, statutory taxes,

depreciation.

Aids in responsibility accounting and managerial accountability.
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(§ Based on Normality

Helpful in cost standardization and distinguishing abnormal loss or waste.
Normality Type Description Examples

a. Normal| Expected as part of normal| Scheduled maintenance, regular

Overheads business operations. wear & tear.

b. Abnormal| Unexpected or irregular costs. | Loss due to fire, machine

Overheads breakdown, employee strike.

Abnormal overheads are usually charged to the Profit & Loss Account and not

included in product costing.

O Importance of Overhead Classification

Purpose Significance

Cost Control Identifying controllable overheads allows managers to

take corrective actions.

Accurate Proper classification ensures fair allocation to cost units or

Costing jobs.

Budgeting Fixed and variable overheads are essential for preparing

both fixed and flexible budgets.

Performance Appraisal Functional and controllability classifications help evaluate

departmental efficiency.

Pricing Decisions Knowing the overhead component helps in markup and

competitive pricing.

Break-even and Marginal | Classification based on behavior supports critical decision-

Analysis making tools.

O Real-Life Examples of Overheads in Business Sectors

Sector Overhead Example

Manufacturing Factory electricity, indirect materials like grease and oil.

Hospital Salaries  of non-medical staff, utility bills, building
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maintenance.

Retail Rent for showroom, advertising, wages of cashiers.

IT Sector Software licenses (indirect), admin salaries, internet charges.

Education Salaries of admin staff, building rent, library maintenance.

Institutions

O Overhead Absorption and Allocation Techniques
Once overheads are classified, they must be allocated and absorbed into
products/services using one of the following bases:
Direct Labor Hours
Machine Hours
Percentage of Direct Costs
Floor Area (for rent allocation)
Head Count (for HR-related expenses)
This process is vital for cost ascertainment and control.
Introduction to Overhead Distribution
Overheads, being indirect costs, are not traceable to a single product, job, or service
directly. Therefore, they must be systematically distributed across departments or cost
centers using two fundamental processes:
1. Allocation of Overheads
2. Apportionment of Overheads
These processes ensure fair and accurate costing of products and services and are a

pre-requisite for overhead absorption.

O 1. Allocation of Overheads
«Definition:

Allocation is the process of identifying and assigning the entire amount of a specific
overhead cost to a particular cost centre or cost unit, when it is exclusively incurred

for that unit.

«Key Characteristics:
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» Thewhole of the overhead is charged to a single cost center.
o Direct relationship exists between the overhead and the cost center.

e Itis a more precise method than apportionment.

v Examples:
Overhead Item Allocated To
Salary of factory supervisor Factory overhead (Production Dept.)

Depreciation of machinery in Dept A | Department A only

Power for Machine A in Dept B Department B only

If an expense belongs wholly to one department, allocate it directly.

0O 2. Apportionment of Overheads
«Definition:
Apportionment is the process of dividing and distributing a common or general
overhead among two or more cost centres or departments, on a reasonable and
equitable basis.
«Key Characteristics:

e Used when overheads are shared by multiple departments.

» Involves scientific basis for distribution.

» Supports fair cost tracing when direct allocation is not possible.

v Examples:

Overhead Item Basis of Apportionment

Rent of Building Floor Area (sq. ft.)

Canteen Expenses Number of Employees

Power and Fuel Machine Hours or Horsepower
Lighting Number of Light Points
Depreciation Value of Assets or Machine Hours
Insurance (Building)| Capital Value or Floor Area

Apportionment ensures equitable distribution where allocation is not feasible.
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O Distinction: Allocation vs Apportionment

Basis Allocation Apportionment

Meaning Entire expense is charged to one Expense is shared among multiple

cost centre cost centres

Relationship | Direct and exclusive Indirect and common

Precision More precise Less precise (based on estimates or

logic)

Example Supervisor’'s salary assigned to| Rent apportioned based on floor

one department space

O Primary vs Secondary Apportionment
O Primary Distribution of Overheads
« Involves apportioning or allocating overheads to all production and service
departments.
e Focuses on initial division of expenses.
O Secondary Distribution (Reapportionment)
e Redistribution of service department costs to production departments,
because only production departments’ costs are absorbed into products.
Common methods for secondary apportionment:
o Direct Method: Allocates service department costs to production departments
only.
Step Ladder Method: Recognizes service departments helping other service
departments in a sequential order.
Reciprocal Method: Fully recognizes mutual services between service

departments (more accurate and complex).

O Example of Allocation and Apportionment

Suppose a company has the following expenses:

Particulars Amount () | Basis
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Rent 20,000 Floor area (sq. ft.)

Factory Supervisor Salary | 15,000 Direct allocation to Factory

Electricity 10,000 Horsepower of machines

Insurance (Building) 5,000 Value of building

Allocation:
e Supervisor Salary — Fully to Factory Dept.
Apportionment:
e Rent, Electricity, Insurance — Apportioned between Factory, Admin & Selling

Depts. based on logical bases.

O Importance of Allocation & Apportionment

Objective Impact

Fair cost distribution Ensures departments bear costs proportionately.

Accurate product costing Enhances reliability of product pricing.

Departmental accountability Promotes cost consciousness and responsibility.

Budgeting &  performance | Helps in identifying cost control areas.

evaluation

Supports absorption costing Foundation for calculating per-unit overhead

absorption rates.

Allocation and apportionment of overheads are crucial techniques in cost accounting.
They ensure that indirect expenses are fairly and systematically distributed, thus
supporting accurate product costing, strategic pricing, and effective cost control.
Mastery of these concepts is essential for financial and cost accountants aiming for

efficiency, transparency, and competitiveness.

lllustration — Allocation and Apportionment of Overheads
Question:
The following overhead expenses are to be allocated and apportioned among three

Production Departments (A, B, C) and two Service Departments (X and Y). Use
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appropriate bases of apportionment and prepare a Primary Overhead Distribution

Summary.
Item Amount (%) | Basis for Apportionment

Rent 15,000 Floor Area
Indirect Wages 10,000 Number of Workers
Power 6,000 Machine Hours

Depreciation of Plant | 9,000 Value of Plant

Lighting 2,000 Number of Light Points

Supervisor’s Salary 8,000 Time devoted

Additional Information:

Department A B
Floor Area (sq.ft.) 1,500 1,000
No. of Workers 30 20 10 10
Machine Hours 1,200 900 600 300
Value of Plant () 60,000 | 40,000 20,000 10,000
Light Points 20 15 10 5
Supervisor’s Time (%)| 30% 25% 20% 15%

«/Solution: Primary Overhead Distribution Summary

Overhead Item Basis Total A
®)
Rent Floor Area 15,000
Indirect Wages No. of Workers 10,000
Power Machine Hours 6,000

Depreciation  of| Value of Plant 9,000
Plant
Lighting Light Points 2,000

Supervisor’s Supervisor’s 8,000

Salary Time %

APPLIED COSTING Page 164




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

Total 50,000 | 16,971| 11,962 6,953 | 5,543

Overheads

O Explanation of Apportionment Bases:

Expense Rationale for Base

Rent Larger departments occupy more space

Indirect Wages More workers imply more support expenses

Power More machine hours = more electricity consumed

Depreciation Higher plant value means higher depreciation

Lighting More light points = higher lighting costs

Supervisor's Salary | Time spent in each department by supervisor

lllustration 2 — Manufacturing Setup with Mixed Basis

Question:

A manufacturing company has three production departments (P1, P2, P3) and two
service departments (S1 and S2). The following overheads are to be allocated and

apportioned:

Overhead Item Total () | Basis of Apportionment

Factory Rent 12,000 Floor Area

Canteen Expenses 5,000 Number of Workers

Depreciation 9,000 Value of Machines
Power & Fuel 6,000 HP of Machines

Insurance of Assets | 3,000 Value of Assets
Additional Data:
Department P1 P2 P3

Floor Area (sq. m)
No. of Workers
Value of Machines (%)
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HP of Machines 80

60

40 10 10

Value of Assets (%) 60

,000

50,000 | 30,000

«’Primary Overhead Distribution Summary

Item Basis

Total P1
)

Factory Rent Floor Area

12,000 3,600

Canteen No. of Workers

Expenses

5,000 2,000

Depreciation Machi

ne Value

9,000 3,600

Power & Fuel HP

Machines

of

6,000 2,400

Insurance Asset

Value

3,000 1,200

Total Overheads

35,000 | 12,800

O lllustration 3 — Apportionment in a Printing Press

Question:

A printing press has the following departments: Printing (P), Binding (B), Packaging

(PK), and two service departments: Maintenance (M) and Admin (A).

Overheads and their basis of apportionment:

Item

Amount (%)

Basis

Building Rent

24,000

Area Occupied

Salaries

30,000

Number of Staff

Power Charges

15,000

Machine Hours

Equipment Depreciation

10,000

Value of Equipment

Administrative Expenses

8,000

Number of Documents Handled

Departmental Data:
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Department PK M A
Area (sq. ft.)
Staff

Machine Hours

Equipment Value

Documents

«’Primary Distribution Summary

Overhead Item Basis Total
®)

Building Rent Area 24,000 | 9,600 7,200
Salaries Staff 30,000 | 12,000 | 9,000
Power Charges Machine Hours | 15,000 | 6,000 | 3,600
Equipment Equipment 10,000 | 5,000 3,000

Depreciation Value
Admin Expenses Documents 8,000 2,667 2,133
Handled
Total Overheads 87,000 | 35,267 | 24,933

lllustration 4 — Textile Industry Overhead Apportionment
Question:
A textile company has the following departments:
* Production Departments: Weaving (W), Dyeing (D), Finishing (F)
« Service Departments: Stores (S1), Maintenance (S2)
The following overheads are to be allocated and apportioned using the appropriate

bases:

Overhead Item Amount (X) | Apportionment Basis

Factory Rent 24,000 Floor Area
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Indirect Materials 9,000 Value of Materials Used

Electricity 15,000 No. of Machines

Machine Depreciation | 12,000 Machine Value

Insurance Premium 6,000 Asset Value

Departmental Data:
Department W D F S$1
Floor Area (sq.ft.) | 2,000 1,500 1,000
Material Value () | 30,000| 25,000/ 20,000
No. of Machines 40 35 25
Machine Value ()| 50,000| 40,000/ 30,000
Asset Value () 70,000 | 60,000| 50,000

«’Primary Overhead Distribution Summary

Item Basis Total w
®)
Factory Rent Floor Area 24,000 8,000
Indirect Material Value 9,000 3,000

Materials

Electricity No. 15,000 5,000

Machines

Depreciation Machine Value 12,000 4,000
Insurance Asset Value 6,000 2,100
Total 66,000 22,100

O lllustration 5 — Hospital Service Cost Allocation
Question:
A private hospital has the following departments:
« Operating Departments: Surgery (S), Maternity (M), Pediatrics (P)

« Service Departments: Canteen (C), Admin (A)
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Overhead expenses and the bases of apportionment are as follows:
Expense Amount (%) | Basis of Apportionment

Building Maintenance 30,000 Floor Area
Staff Welfare 20,000 Number of Staff

Electricity 18,000 Equipment Points

Equipment Depreciation | 12,000 Value of Equipment

Administrative Expenses | 10,000 Patient Load

Departmental Data:

Department M

Floor Area (sq.ft.)
Staff 30

Equipment Points 20

Equipment Value ()| 50,000
Patient Load 1,000

«’Primary Distribution Table

Item Basis

Building Floor Area
Maintenance

Staff Welfare No. of Staff

Electricity Equip. Points

Depreciation Equipment

Value

Admin Expenses Patient Load

Total Overheads
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PRODUCTION OVERHEADS DISTRIBUTION SUMMARY

lllustration
In a light engineering factory, the following particulars have been collected for the three
months’ period ended on 31%' March 2002. Reapportion the service departments

expenses to production departments

Expenses as per| Production Department Service Department
Primary Distribution| P1 P2 P3 S1 S2
Summary Rs 8850 Rs 7165 | Rs 6285 | Rs 4515 | Rs 6010

Apportion the expenses of service department S2 in the ratio 3:3:4 and those of service

department S1 in the ratio of 3:1;1 to departments P1, P2,and P3 respectively.

A company has three production departments (P1, P2, Ps) and two service departments
(S1, S2). The overhead expenses are distributed initially, and then re-apportioned from

service departments to production departments based on given ratios:

Department P.(Rs.)| P>(Rs.)| Ps(Rs.)| Si(Rs.)| Sz (Rs.)
Primary Distribution 8,850 7,165 6,285 4,515 6,010
Re-apportionment of S: (3:3:4) | 1,803 1,803 2,404 - (6,010)
Re-apportionment of S1 (3:1:1) | 2,709 903 903 (4,515) | -

Total 13,362 | 9,871 9,592 - -

Solution Explained:
Step 1: Primary Distribution (Given)
Already provided in the table.
Step 2: Re-apportionment of Service Dept. S: (Ratio 3:3:4)
Total overheads of S, = Rs. 6,010
Splitin 3:3:4 — Total parts = 10
* P, gets: 310x6010=1,803
e P, gets: 310x6010=1,803
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P, gets: 410x6010=2,404

* S now becomes 0O (fully re-apportioned).
Step 3: Re-apportionment of Service Dept. S: (Ratio 3:1:1)
Total overheads of S, =
Splitin 3:1:1 — Total parts = 5

o P, gets: 35x4515=2,709

o P, gets: 15x4515=903

o P, gets: 15x4515=903

S, now becomes O (fully re-apportioned).

Final Totals:

Production Dept. Overheads (Rs.)

P. 8,850 + 1,803 + 2,709 = 13,362
P> 7,165 + 1,803 + 903 = 9,871

Ps 6,285 + 2,404 + 903 = 9,592
What Is Overhead Absorption?

Overhead Absorption means allocating or charging overheads to cost units (like

jobs, products, or processes), so that each unit gets a fair share of the total overhead.

O Why Is It Important?
Reason Explanation

1. True Product Costing| To include indirect costs for realistic product pricing

2. Profit Analysis To determine actual profit by including all costs

3. Budget Control Helps in comparing actual vs budgeted overhead

4. Decision Making Assists in make-or-buy decisions and pricing

5. Cost Comparisons Enables cost tracking across departments/products




O Common Methods of Overhead Absorption
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Method Formula Example Scenario

1. Percentage of Direct| (Factory Overhead / Direct| When material costs form a

Material Cost Material Cost) x 100 major part of cost

2. Percentage of Direct| (Overhead / Labour Cost) | Labour-intensive industry
Labour Cost x 100

3. Labour Hour Rate Overhead / Direct Labour | Useful when tracking man-

Hours hours

4. Machine Hour Rate Overhead / Machine Hours | Used in automated/machine-

driven processes

5. Rate Per Unit Overhead / Total Output| Simple, but only when all units

Units are similar

O lllustration 1 — Using Machine Hour Rate Method
Given:

o Total Factory Overheads = Rs. 80,000

e Total Machine Hours = 20,000

e Aproductused = 200 machine hours

Step 1: Calculate Machine Hour Rate
Machine Hour Rate=80,000/20,000=Rs.4 per hour\

Step 2: Apply to Job/Unit
Overhead for the product=200 hoursxRs.4=Rs.800
O Interpretation: Rs. 800 is the share of overheads charged to this product.

O lllustration 2 — Using Direct Labour Cost Method
Given:

e Total Factory Overheads = Rs. 60,000

e Total Direct Labour Cost = Rs. 150,000

o Labour cost for a job = Rs. 10,000

APPLIED COSTING Page 172




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

Step 1: Calculate % of Overhead on Labour Cost
Overhead Rate=60,000/150,000x100=40%
Overhead Rate=150,000/60,000x100=40%

Step 2: Apply to Job

Overhead Absorbed=40%x10,000=Rs.4,000 Overhead
Absorbed=40%x10,000=Rs.4,000

O Interpretation: This job bears Rs. 4,000 of the factory's indirect costs.

OO0 Under-Absorption & Over-Absorption
e Under-absorption: When the absorbed overheads < actual
» Leads to under-costed products — possible loss
Over-absorption: When the absorbed overheads > actual
» Leads to inflated costs — possibly losing competitive edge

These are adjusted at period-end in the costing Profit & Loss Account.

lllustration 3 — Direct Material Cost Method
O Given:
o Total Factory Overheads = Rs. 30,000
e Total Direct Material Cost = Rs. 150,000
* A job uses Direct Material Cost of Rs. 5,000

«/Step 1: Calculate Overhead Absorption Rate

Overhead Rate=(30,000/150,000)x100=20%
Overhead Rate=(150,000/30,000)x100=20%

«/Step 2: Apply to Job

Overhead for the job=20%x5,000=Rs.1,000

Overhead for the job=20%x5,000=Rs.1,000

O Interpretation: Rs. 1,000 is the overhead charged to this job.
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O lllustration 4 — Labour Hour Rate Method
O Given:

e Total Overheads = Rs. 50,000

e Total Labour Hours = 10,000 hours

e A job takes 80 labour hours

«/Step 1: Overhead Rate per Labour Hour

Labour Hour Rate=50,00010,000=Rs.5 per hour
Labour Hour Rate=10,00050,000=Rs.5 per hour

«/Step 2: Absorbed Overhead for Job
80 hoursxRs.5=Rs.400

O Interpretation: Rs. 400 is the job's share of overhead.

O lllustration 5 — Rate per Unit Method
O Given:

e Total Overheads = Rs. 60,000

e Total Production = 12,000 units

e A job consists of 300 units

«/Step 1: Overhead Rate per Unit
60,000/12,000=Rs.5 per unit

«/Step 2: Overhead for Job

300 unitsxRs.5=Rs.1,500
O Interpretation: Rs. 1,500 is absorbed by this batch of 300 units.

O lllustration 6 — Machine Hour Rate with Setup
O Given:
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¢ Machine cost per hour = Rs. 10
e Setup time = 2 hours

¢ Running time = 5 hours

e Setup overhead = Rs. 50/hour

¢ Running overhead = Rs. 10/hour

«/Step 1: Calculate Total Overhead

Setup Overhead=2x50=Rs.100 Running
Overhead=5x10=Rs.50 Running
Overhead=5x10=Rs.50

{Total Overhead} = Rs. 150Total Overhead=Rs.150

O Interpretation: Rs. 150 will be absorbed by the job.

O Summary Table of All lllustrations

Method Basis Overhead Rate | Overhead for Job
Direct Material Cost | Rs. 150,000 20% Rs. 1,000

Labour Hour Rate 10,000 hours| Rs. 5/hour Rs. 400

Per Unit Rate 12,000 units | Rs. 5/unit Rs. 1,500

Machine Hour Rate | Setup + Run | Mixed rates Rs. 150

« Overhead Absorption bridges the gap between total indirect cost and
individual product cost.

» It helps maintain fairness, accuracy, and reliability in costing.

» The choice of method depends on the nature of production, dominant cost

type, and data availability.

Difference between cost allocation and apportionment and Reapportionment

1. Cost Allocation — In-Depth
«/Definition:
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Cost allocation is the entire assignment of a specific cost to a particular cost centre

when it is directly traceable.
«Features:

¢ One-to-one relationship between cost and cost centre
* No distribution required; full amount is transferred

e Simplest and most accurate method

v Examples:
e Salary of a manager in Dept A — allocated 100% to Dept A
e Power used by only one machine in Dept B — allocated to Dept B

» Repairs to a specific vehicle — charged to Transport Department
’Role in Costing:

Forms the first step in overhead accounting; enables accurate departmental and

product cost analysis.

O 2. Cost Apportionment — In-Depth
«/Definition:

Cost apportionment refers to the proportionate distribution of a common cost across
multiple departments or cost centres, using a rational basis.

«Why It’s Needed:

Not all costs are directly attributable — e.g., lighting, depreciation, rent — they benefit

multiple departments and must be fairly shared.

v Examples:
Cost Item Apportioned Basis
Rent Floor area

Canteen expenses | Number of employees

Depreciation Value of assets or machine hours
Insurance Value of insured assets
Electricity Metered units / HP rating / hours

«vHow It’s Done:

Suppose total factory rent = Rs. 30,000
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» Floor area: Dept A - 3,000 sq.ft, Dept B - 2,000 sq.ft, Dept C - 1,000 sq.ft
o Total area = 6,000 sq.ft

Then:

Rent to A=3000/6000x30000=Rs.15,000

Rent to A=6000/3000x30000=Rs.15,000B=10,000,C=5,000

’Role in Costing:
Used during primary distribution of overheads in cost sheet or overhead distribution

summary.

O 3. Cost Reapportionment — In-Depth

«/Definition:

Cost reapportionment is the redistribution of service department overheads (e.g,
maintenance, canteen, stores) to production departments, since only production
departments directly produce goods.

«Why It’s Done:

Service departments do not directly add value, so their costs must be shared by
departments that do (P, P,, P,).

«Methods of Reapportionment:

Method Description

Direct Method Service dept cost is directly transferred to production depts only

Step-down Service dept with higher cost is distributed first, and then others
Method

Reciprocal Recognizes mutual services between service departments before

Method assigning to production

«’Numerical Example — Step-down Method

Given:

Department| Overhead (Rs.)| Ratio (for S1)| Ratio (for S2)
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P1

10,000

P2

8,000

S1

4,000

S2

3,000

Step 1: Distribute S2 to P1, P2, S1 (2:2:1)
P1=25x3000=1200,P2=1200,S1=600
S1=600P1=52x3000=1200, P2=1200, S1=600

S2 becomes 0 — S1 now = 4000 + 600 = 4600

Step 2: Distribute S1 (4600) to P1, P2, P3 (3:1:1)
P1=35x4600=2760,P2=920,P3=920 P3 = 920P1=53x4600=2760,P2=920,P3=920
Final Absorbed Overheads:

Dept

Original

From S2

From S1

Total

P1

10,000

1,200

2,760

13,960

P2

8,000

1,200

920

10,120

P3 -

920

920

O Final Comparative Summary

Feature

Allocation

Apportionment

Reapportionment

Cost Type

Direct

Indirect (shared)

Service dept. overhead

Distribution Basis

Not

needed

Area, number of workers,

etc.

Based on services

rendered

Number of Centres

One

More than one

To production

departments

Role in Costing

First step

Primary distribution

Secondary distribution

Involves

Dept?

Service

No

Sometimes

Yes

What is Overhead Absorption?
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In cost accounting, overheads are absorbed using a predetermined rate, based on

expected cost and activity level (like machine hours, labour hours, or units produced).

«When do differences occur?
Overhead absorption becomes inaccurate when:
e Actual costs differ from estimates

e Actual activity level is different (idle time, excess capacity)

O 2. Over-Absorbed vs Under-Absorbed:
Type What It Means Example

Over- Absorbed overheads actual Absorbed: Rs. 1,20,000; Actual:
Absorbed overheads incurred Rs. 1,00,000

Under- Absorbed  overheads actual Absorbed: Rs. 90,000; Actual: Rs.
Absorbed overheads incurred 1,00,000

O 3. Why It Matters in Costing:
» Affects accuracy of product costs
Impacts valuation of inventory
» Influences decision making (like pricing, budgeting)

» Reflects on efficiency and estimation practices

O 4. Detailed Treatment Methods

O A. Use of Supplementary Rate — (Most Accurate)

» What It Means:

Adjusting each job/product’s cost retrospectively using an additional rate based on the
actual difference.

» How It Works:

Supplementary Rate=Over or Under Absorbed Overheads Total base (units/hours)

» Types:

» Positive Rate (for under-absorption) — added to cost
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* Negative Rate (for over-absorption) — deducted from cost
» Example:

e Under-absorbed = Rs. 20,000

e Production = 10,000 units
Rate=20,00010,000=Rs.2 per unit

— Add Rs. 2 to each unit's cost.
v Pros:

e Accurate cost per unit
» Reflects true cost structure

» Suitable for external reporting and pricing

XCons:
e Complex and time-consuming

» Not practical for mass production with minor variations

O B. Transfer to Costing Profit & Loss Account
» What It Means:
When overhead differences are due to abnormal causes, transfer the full amount to
Costing P&L instead of adjusting product costs.
» Examples of Abnormal Causes:

e Machine breakdowns

e Accidents, fire, strike

» Incorrect estimation or sudden market inflation
» How It Works:

» Debit Costing P&L for under-absorbed

o Credit Costing P&L for over-absorbed
«/Pros:

o Simple and quick

e Suitable for non-recurring or exceptional cases
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XCons:

» Doesn’t correct cost of product

e Can distort profit if not well justified

O C. Carry Forward to Future Period
» What It Means:
Postponing adjustment to the next accounting period, assuming that future activity will
offset the difference.
» Suitable When:
e Overheads vary cyclically (seasonal)
» Difference is minor

e Business prefers smoothing fluctuations
«Pros:

» Helps smooth out costing fluctuations

e Avoids unnecessary adjustments in current period

XCons:
e Delays correction of cost figures
e May distort current period’s profitability

e Unsuitable for financial reporting

O 5. Extended Numerical lllustration
Scenario:
Overhead rate used = Rs. 10 per machine hour
Machine hours worked = 8,000
Overhead incurred = Rs. 85,000
Overhead absorbed = Rs. 80,000

«Under-Absorbed = Rs. 5,000
0 Option A: Supplementary Rate
Supplementary Rate=5,000/8,000=Rs.0.625 per machine hour
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{ per machine hour}Supplementary Rate=8,000/5,000=Rs.0.625 per machine hour
Add Rs. 0.625 to each job/hour.

O Option B: Transfer to Costing P&L
{Journal Entry:} Costing P&L A/c Dr. 5,000
To Factory Overheads A/c 5,000

00 Option C: Carry Forward

* Rs. 5,000 is deferred to be adjusted in next quarter’s rate revision.

0 6. Summary Chart

Method When to Use Affects Product| Affects
Cost Profit

Supplementary Rate | Material differences, need| /Yes XNo

accuracy

Transfer to Costing | Abnormal reasons Yes

P&L

Carry Forward Small or temporary| XNo (this period) | ¢//X

variations (deferred)

UNIT II: Labour Costing and Overheads
¢ Small Questions
S.No Questions LOCF
1 Define Labour Cost. K1
What is Idle Time? K1
What is Labour Turnover? K1
Define Overheads. K1
What is Cost Allocation? K1
¢ Big Questions
S.No Questions
1 Explain types of labour cost and methods of time keeping.
Discuss wage payment and incentive systems.
Explain overhead classification and departmentalization.
Distinguish allocation, apportionment and reapportionment.
Explain treatment of over and under absorbed overheads.







Manonmaniam Sundaranar University

Directorate of Distance & Continuing Education

Unit lll-Process Costing

Process costing - Comparison between joint costing and process costing — costing

procedure under process costing- Process Losses — Inter process profit - Equivalent

production - methods of computing equivalent units- Evaluation of equivalent

production- Joint product and by products costing — accounting for joint products &

by-products.

Introduction to Process Costing

Process costing is a cost accounting method used when identical or similar

products are mass-produced through a series of continuous processes or

operations. It accumulates costs for each process or department and assigns them

to units of output.

Within the broader category of process costing, there are sub-concepts like joint

costing which applies when multiple products share common costs up to a split-of

point.

Comparison: Joint Costing vs Process Costing

Basis of

Comparison

Joint Costing

(Traditional) Process

Costing

1. Meaning

Joint costing is used when multiple
products (joint products) are
produced from a common input and
shared processes up to a certain

point.

Process costing is used when
products are produced in a
continuous process and are

homogeneous in nature.

2. Nature of

Products

Multiple products (e.g., petrol,
diesel, kerosene from crude oil)

emerge from a single process.

A single type of product is
manufactured in bulk, e.g,

paper, cement, or sugar.

3. Cost

Accumulation

Costs are accumulated up to the

split-off point, where joint products

Costs are accumulated for

each process or department
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become separately identifiable.

through which the product

passes.

4, Cost

Allocation

Joint costs need to be apportioned
to each product based on some logical
(e.g.,

physical units, etc.).

basis sales value,

No need for cost

apportionment among
products since usually only

one product is produced.

5. Cost Object

The focus is on allocating the

shared cost to each joint product.

The cost object is usually the
unit of a single product at

each process level.

6. Output
Identifiability

Multiple products emerge
simultaneously and are identified

at the split-off point.

Output is uniform and
consistent at each process

level.

7. Complexity

More complex due to the

requirement of cost

apportionment methods.

Comparatively simpler as cost
assignment is more

straightforward.

8. Examples of

Industries

Oil refining, dairy products (e.g.,
cream and skimmed milk), meat

processing.

Cement, chemicals, paints,

beverages, textile

manufacturing.

9. Loss or
Scrap

Treatment

Losses must be apportioned among
joint products or handled based on

NRV (Net Realizable Value).

Normal and abnormal losses
are handled per process and

absorbed by the total cost.

10.

making Use

Decision-

Important in pricing joint products,

evaluating profitability of each.

Useful for process efficiency
analysis and cost control in
homogeneous product

production.

While both joint costing and process costing fall under process-based cost

accounting, they serve different production and costing scenarios:

« Joint costing deals with multiple outputs from a single input and shared cost,

focusing on cost allocation post split-off.
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» Process costing applies to single-output systems, emphasizing cost flow

through processes and per unit costing.

Costing Procedure under Process Costing
Process costing involves several systematic steps to accumulate and assign costs. The
procedure can be explained in sequential stages, as followed in a process-oriented

production system:

O 1. Division of Production into Processes
e The entire manufacturing operation is divided into multiple processes or
departments (e.g., Mixing, Heating, Finishing).

» Each process is treated as a cost center.

O 2. Separate Accounts for Each Process
» A separate Process Account is maintained for each department.
o All costs related to materials, labor, and overheads are recorded in these process

accounts.

O 3. Recording of Input Units
e The number of units introduced into the first process is recorded.

e These may be raw materials or semi-finished goods from a prior batch.

0 4. Accumulation of Process Costs
Costs are grouped under three categories:
Direct Materials: Issued to each process at the beginning or in stages.
Direct Labour: Workers directly involved in the operation.
Factory Overheads: Allocated or absorbed based on predetermined rates or
activity-based costing.

Each of these is debited to the respective process account.
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O 5. Accounting for Normal and Abnormal Losses
» Normal Loss: Expected loss (e.g., evaporation, spillage). Its cost is absorbed by
good units.
Abnormal Loss: Unexpected and avoidable losses, recorded separately and
transferred to a Loss Account.
Abnormal Gain: If the actual loss is less than normal loss, it's credited to the

Process Account and transferred to a Gain Account.

[0 6. Calculation of Output Cost per Unit
o Total cost of the process (after adjusting for losses) is divided by effective
output units to arrive at the cost per unit:
Cost per unit=Total process cost — Scrap value of normal loss
Effective units produced
O 7. Transfer of Output to Next Process or Finished Goods
* The costed output of one process becomes the input for the next.
o The transfer is made at cost (or at cost plus notional profit in internal pricing

systems).

O 8. Work-in-Progress (WIP) Valuation (if applicable)
e If some units are still in process at the end of the period:
o Equivalent units are calculated using FIFO or Weighted Average
methods.

o The cost is split between completed units and WIP using equivalent units.

0 9. Preparation of Process Cost Accounts

A Process Account is prepared for each stage, showing:
Input units and costs.
Output units (good units, losses).
Per unit cost calculations.

Transfers to next process or finished goods store.
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0 10. Final Costing and Profit Analysis
e Once the final product is complete, total cost is compared against sales to
compute gross profit.

« Used for cost control, pricing, profitability, and efficiency measurement.

lllustration: A Product Passing Through Three Processes

O Given:
e 500 units are produced and passed through Process I, I, and lIl.
e No opening or closing stock or work-in-progress.

» Total overhead expenses: 31,400, apportioned on a ratio of 70:20:25 to the

three processes respectively.

O Expenses Incurred:

Particulars Process || Process Il| Process il
Direct Materials 33,500 31,600 31,500
Direct Labour 32,500 32,000 32,500
Overhead Expenses | I500 3400 3500

Total Cost 36,500 10,500 315,000

J Overheads:
e ProcessI=70/140 x 1,400 = X500

e ProcessII =20/70 x 1,400 = 3400
e Process III = 25/70 x 31,400 = 500

0 Process | Account
Particulars Units| Cost per Unit (X)| Total Cost (3)

To Direct Materials 7.00 3,500
To Direct Labour 5.00 2,500
To Overheads 1.00 500
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Total

500

13.00

6,500

By Process II A/c

500

13.00

6,500

0 Process Il Account

Particulars

Units

Cost per Unit (%)

Total Cost (%)

To Process I A/c

13.00

6,500

To Direct Materials

3.20

1,600

To Direct Labour

4.00

2,000

To Overheads

0.80

400

Total

500

21.00

10,500

By Process III A/c

500

21.00

10,500

1 Process Ill Account

Particulars

Units

Cost per Unit (X)| Total Cost (%)

To Process II A/c

21.00

10,500

To Direct Materials

3.00

1,500

To Direct Labour

5.00

2,500

To Overheads

1.00

500

Total

30.00

15,000

By Finished Stock A/c

30.00

15,000

v’Summary:

» Cost per unit after each process:
o After ProcessI:313.00

o After ProcessII: 321.00

o After Process III (Finished Product): 30.00

Treatment of Normal Loss in Process Costing

O Background:
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A chemical company processes raw materials through three processes. In Process |,
the company inputs 1,000 tons of raw materials. There is a normal loss of 2% due to
process wastage, and scrap (10%) is sold at a value. The rest is either transferred to

Process Il or sent to warehouse.

O Given:

Particulars Value

Raw Materials 31,20,000

Manufacturing Wages 320,500

General Expenses 310,300

Total Input 1,000 tons

Normal Loss 2% (20 tons)

Scrap (Saleable loss) 10% (100 tons @ 3100/ton = 310,000)

Transferred to Warehouse | 220 tons

Transferred to Process Il 660 tons

1 Process | Account

Particulars Amount Amount

®) )

To Raw Materials 1,20,000 By Normal Loss (2%) -

To Manufacturing 20,500 By Sale of Scrap 10,000
Wages (10%)

To General Expenses 10,300 By Transfer to 35,200

Warehouse

By Transfer to 1,05,600

Process 1I

Total 1,000 | 1,50,800 Total 1,50,800

00 Cost per Ton (Transferred to Process ll):
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e After accounting for scrap recovery:
Net Process Cost=31,50,800-310,000=%1,40,800
o Tons effectively processed (after excluding scrap):
1,000-20=980 tons
Cost per ton=31,40,800/980=3143.67
Transferred to Process I
660tonsx3160=31,05,600
Transferred to Warehouse:
220tonsx3160=335,200220 tons x 3160 = 335,200220tonsx3160=335,200

«Explanation of Normal Loss Treatment:
1. Normal Loss (20 tons):
This is a natural, unavoidable process wastage.
It has no recovery value (X0), hence cost is absorbed by good output.
Not shown with any monetary value in the credit side of Process I
Account.
2. Scrap (10% = 100 tons):
o It has scrap value of 310,000 (3100 per ton).
o The amount is credited in the Process I account to reduce the overall
cost.
3. Output Sent to Next Process or Warehouse:
o The remaining effective output (980 tons) bears the cost.
o Hence, cost per ton is higher due to the spreading of full cost over fewer
units.
lllustration: Abnormal Loss in Process Costing
O Background:
A company produces a chemical product in Process I. The normal loss is 5% of input.
However, due to machine failure, there is an abnormal loss of 30 units above the normal

loss. The scrap value of normal loss is X2 per unit. Abnormal loss has no scrap value.

M
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O Given Data:

Particulars Amount / Units

Input 1,000 units
Cost of Raw Material 310,000
Direct Wages 35,000
Overheads 33,000

Normal Loss 5% of input = 50 units

Actual Output 920 units

Scrap value (Normal Loss) | 2 per unit

[0 Step 1: Total Cost =310,000 + 35,000 + 3,000 = 18,000
O Step 2: Normal Loss = 5% of 1,000 = 50 units
e Scrap value:
50x32=3100(to be credited)
O Step 3: Abnormal Loss = Expected Output — Actual Output
» Expected Output = 1,000 - 50 = 950 units
e Actual Output = 920 units
 Abnormal Loss =950 - 920 = 30 units

O Step 4: Cost per Good Unit
Net Process Cost=318,000-3100=317,900

Cost per unit=317,900/950 (expected output)=318.84

O Process | Account
Particulars Units| X Particulars I Amount

Amount
To 1,000| 10,000 | By Normal Loss (scrap)
Material
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To Direct 35,000 By Abnormal Loss A/c 30 3565.20
Wages

To Overheads 33,000 By Output Transferred (920 x 317,334.80
318.84)

Total 1,000 | 18,000 Total 318,000

O Abnormal Loss Account

Particulars Units | ¥ Amount

To Process I A/c 30 3565.20

By Costing P&L A/c | 30 3565.20

O Abnormal loss is not absorbed in the cost per unit. It is charged to the costing P&L

Account, since it is an avoidable or unexpected loss.

v’ Summary:
Normal Loss is expected, its cost is absorbed by good units.
Abnormal Loss is unexpected, its cost is charged to P&L.
Cost per unit is calculated excluding normal loss, but abnormal loss is

separately recorded.

lllustration: Inter-Process Profit in Process Costing
O Background:
A product passes through three processes. Each process adds value and transfers the
output to the next process with a profit margin:
o Process I transfers to Process II at 25% on cost
e Process II transfers to Process III at 20% on cost

e Process III transfers to Finished Goods at 20% on cost

0 Given Data:

Particulars Process || Process Il Process il
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Direct Materials | 310,000 35,000 33,000
Direct Wages 36,000 33,000 32,000
Overheads 34,000 32,000 31,000

e Qutput: 1,000 units from each process

» No losses or scrap

O Step-by-Step Process Accounts with Inter-Process Profit

O Process | Account (with 25% Profit on Cost)
Total Cost=310,000+36,000+34,000=320,000

Profit (25% on 320,000)} = 35,000 Transfer to Process II at Cost + Profit=325,000
Particulars 3 Particulars T

To Materials 10,000 | By Transfer to Process II| 25,000
To Wages 6,000 | (Includes profit35,000)
To Overheads | 4,000
Total 20,000 | Total

O Process Il Account (with 20% Profit on Cost)

Cost from Process 1=325,000(includes35,000profit)

Cost from Process I=325,000(includes35,000profit)=Cost component only=320,000
Additional Cost=35,000(Materials)+33,000(Wages)+32,000(0H)=310,000

Total Cost=320,000+310,000=330,000

Total Cost=320,000+310,000=330,000

Transfer to Process I1I=336,000
Particulars X Particulars

To Transfer from P-I| 25,000 | By Transfer to Process III
To Materials 5,000 (Includes profit 6,000)

To Wages 3,000
To Overheads 2,000
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Total 35,000 | Total 36,000

O Process lll Account (with 20% Profit on Cost)
Cost from Process [1=336,000(includes36,000profit

Cost from Process [1=336,000(includesI6,000profit)=Cost component only=330,000
Additional Cost=33,000(Materials)+32,000(Wages)+31,000(0H)=36,000

Additional Cost=33,000(Materials)+32,000(Wages)+31,000(0H)=36,000

Total Cost=330,000+36,000=336,000

Total Cost=330,000+36,000=336,000 {Profit (20% on I36,000)} = 7,200
Transfer to Finished Goods = 343,200

Particulars 4 Particulars

To Transfer from P-II] 36,000 By Transfer to FG (Finished)

To Materials 3,000 (Includes profit X7,200)

To Wages 2,000

To Overheads 1,000

Total 42,000 Total

O Notes on Inter-Process Profit:
Used to evaluate departmental performance.
Inventory (WIP or FG) should be valued at cost, not at transfer price (i.e,
excluding profit) for external reporting.
Unrealized profit in inventory should be eliminated during period-end
adjustments.

lllustration: Equivalent Production with Work-in-Progress

O Given:

Input units: 3,800

Completed & Transferred units: 3,000

Closing WIP: 800 units

No opening WIP or normal/abnormal loss
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O Degree of Completion of Closing WIP:
Component| % Completion

Materials 80%
Labour 70%
Overheads 70%

O Costs Incurred:

Cost Element| ¥ Amount
Materials 7,280
Labour X 10,680
Overheads 7,120
Total % 25,080

O (a) Statement of Equivalent Production

Output Units| Materials Labour & OH
Completed Units 3,000| 3,000 (100%)| 3,000 (100%)
Closing WIP (800) 640 (80%) 560 (70%)
Total 3,800| 3,640 3,560

O (b) Statement of Cost per Equivalent Unit

Cost Element| Total Cost (3)| Equivalent Units | Cost per Unit ()
Materials 3 7,280 3,640 3200

Labour X 10,680 3,560 33.00

Overheads 37,120 3,560 X 2.00

Total X 25,080 — X 7.00

O (c) Statement of Evaluation
«’Finished Goods:
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3,000 unitsx37=321,000

O Work-in-Progress (800 units):

Element

Calculation

T Amount

Materials

640 x 32

31,280

Labour

560 x 33

1,680

Overheads

560 x 32

31,120

Total WIP 4,080

O (d) Process A Account

Particulars Units | Amount (%)

To Materials 3,800 | 7,280

To Labour 10,680

To Overheads 7,120

Total 3,800 | 25,080

By Finished Stock A/c | 3,000 21,000

By Closing WIP 800 4,080

Total 3,800 25,080

lllustration: Equivalent Production with Normal & Abnormal Loss
O Modified Details:

e Input units: 3,800

o« Completed & Transferred units: 3,000

o Closing WIP: 800

Normal Loss: 5% of input

Actual loss: 200 units (identified as scrap)

Scrap value: X 1 per unit

No opening WIP

O Degree of Completion of WIP:

Component| % Completion
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Materials 80%
Labour 70%
Overheads 70%

O Costs Incurred:

Element I Amount
Materials X 7,280
Labour 3 10,680
Overheads | ¥ 7,120
Total X 25,080

O Step 1: Loss Analysis
e Normal Loss = 5% of 3,800 = 190 units
e Actual Loss = 200 units
e Abnormal Loss = Actual - Normal = 200 - 190 = 10 units

O Step 2: Statement of Equivalent Production

Output Units | Material | Material | Labour/Overhead | Labour/Overhead
% Units % Units
Completed &| 3,000 | 100% 3,000 100% 3,000

transferred
Closing WIP 800 80% 640 70% 560
Abnormal 10 100% 10 100% 10

Loss
Total 3,650 3,570

O Normal loss units are excluded from equivalent production because they are not

expected to be productive.

O Step 3: Statement of Cost per Equivalent Unit
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Element X Total Cost | Equivalent Units | Cost per Unit ()
Materials X 7,280 3,650 3 2.00
Labour % 10,680 3,570 T 3.00
Overheads | 7,120 3,570 3 2.00
Total X 25,080 — X 7.00

O Step 4: Statement of Evaluation
«Completed Units (3,000 x 37) =X 21,000

O Work-in-Progress (800 units):

Element Units x Rate| Amount
Material 640 x X2 T 1,280
Labour 560 x I3 % 1,680
Overheads | 560 x X2 31,120
Total X 4,080

XAbnormal Loss (10 units):

Element Units x Rate| Amount
Material 10 x X2 20
Labour 10 x X3 30
Overheads | 10 x X2 20
Total 70

O Scrap Value of Normal Loss = 190 units x 1 =3 190 (credited to process)

O Step 5: Process Account
0 Process A Account
Particulars Units | ¥ Amount

To Materials 3,800 | 7,280
To Labour 10,680
To Overheads 7,120
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Total 3,800 | 25,080

Particulars Units X Amount
By Normal Loss (scrap) | 190 190

By Abnormal Loss 10 70

By Finished Stock A/c 3,000 21,000

By Closing WIP 800 4,080
Total 4,000 25,340

= Balancing figure (scrap income of 190 reduces net cost, hence abnormal loss is

valued at cost, not reduced by scrap)
Joint product and by-product costing is a method used in cost accounting to determine
the cost of products produced together during a single manufacturing process. These
products may have different economic values and are produced simultaneously but are
not individually traceable to specific units or processes.
1. Joint Products
Joint products are two or more products that are produced simultaneously from a common
input in a production process. These products have a significant value and can be sold
separately or used in further processing. The production of joint products occurs up to a
certain point in the manufacturing process, known as the split-off point, after which they
are treated as separate products.
Key Characteristics of Joint Products:

e They are produced together and cannot be separately identified until the split-off

point.
e They usually share a common input or resource.
e Each joint product has a significant value, and the costs are allocated among
them.

+ Examples include crude oil being refined into gasoline, diesel, and jet fuel.
Costing Methods for Joint Products:

« Physical Units Method: Allocates joint costs based on the physical volume or

weight of each joint product.
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Sales Value at Split-off Method: Allocates costs based on the relative market
value of each product at the split-off point.
Net Realizable Value (NRV) Method: Allocates costs based on the expected
final sale value of each product after additional processing costs are deducted.
2. By-Products
By-products are secondary products that are produced incidentally during the
manufacturing process. Unlike joint products, by-products have a relatively small value
compared to the main product. These products are not the focus of the production
process and often have little to no direct influence on the cost allocation of joint products.
Key Characteristics of By-Products:
They are produced as a result of the manufacturing process but are not the main
output.
By-products typically have low value compared to joint products.
They may be sold or used for other purposes, such as waste material or low-cost by-
product sales.
Costing Methods for By-Products:
» Cost of Production Method: The costs are allocated to by-products based on
their actual cost of production, which is generally minimal.
Sales Value Method: The by-product's revenue is subtracted from the total joint
costs to reduce the allocation of joint costs to the main products.
Net Realizable Value Method: Similar to the joint product costing method, by-
products may be allocated costs based on their net realizable value.
Examples of Joint Products and By-Products:
« Joint Products Example:
o Beef Production: The main products may include steaks, roasts, and
ground beef, while the secondary products could be tallow and hides.

 By-Products Example:
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o Wood Pulping: In the production of paper, by-products like wood chips,
sawdust, and bark are produced during the process, which may have low
commercial value.

Cost Allocation in Joint and By-Product Costing:

« Joint Costs Allocation: The costs incurred before the split-off point (common costs
for all products) are divided between joint products using an appropriate allocation
method.

By-Product Credit: By-product revenue can offset the joint costs to some extent,
reducing the overall cost allocation to the main products.

Summary of Costing Approaches:

Product Costing Method Key Points
Type

Joint Physical Units, Sales Value at Split- | Allocate joint costs based on

Products off, Net Realizable Value weight/market value

By- Cost of Production, Sales Value, Net Low value; can offset joint costs

Products Realizable Value

A factory produces two joint products, A and B, from a common raw material. The
process costs $100,000 for the combined production of both products. After the split-of
point, Product A is sold for $80,000, and Product B is sold for $40,000. Additionally, the
factory generates a by-product, C, which is sold for $5,000.
Step 1: Allocate Joint Costs to Products A and B
Let’s use the Sales Value at Split-off Method to allocate the joint costs between Products
A and B based on their sales value at the split-off point.

« Sales Value of Product A = $80,000

« Sales Value of Product B = $40,000

» Total Sales Value = $80,000 + $40,000 = $120,000
Now, we allocate the total joint costs of $100,000 to Products A and B in proportion to
their sales values.

 Product A’s Share of Joint Costs = ($80,000 / $120,000) x $100,000 =

$66,667
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e« Product B’s Share of Joint Costs = ($40,000 / $120,000) x $100,000 =
$33,333
Step 2: Allocate Costs for By-Product C
Now, for the by-product (Product C), we can reduce the joint costs by the sales
revenue from Product C, since by-products often contribute to reducing the overall cost.
« By-product Revenue (Product C) = $5,000
If we use the Sales Value Method for the by-product, we subtract the by-product
revenue from the joint costs:
« Adjusted Joint Costs = $100,000 - $5,000 = $95,000
The allocation of joint costs is now based on this adjusted value of $95,000.
Step 3: Final Cost Allocation After By-Product Adjustment
Now, we reallocate the joint costs between Products A and B, considering the adjusted
joint costs after accounting for the by-product.
+ Adjusted Joint Costs for Product A = ($80,000 / $120,000) x $95,000
$63,333
Adjusted Joint Costs for Product B = ($40,000 / $120,000) x $95,000
$31,667

Summary of the Allocation:

Product Sales Allocated Joint| Notes

Value Costs

A $80,000 $63,333 Main product; joint cost allocation

B $40,000 $31,667 Main product; joint cost allocation

C (By-| $5,000 $0 Revenue from by-product offsets

Product) joint costs

Cost:
Total Revenue from all products = $80,000 (A) + $40,000 (B) + $5,000 (C) =
$125,000
Total Joint Costs (after by-product offset) = $95,000
Profit from the products is calculated after subtracting the joint costs from total

revenue:
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o Profit for Product A = $80,000 - $63,333 = $16,667
o Profit for Product B = $40,000 - $31,667 = $8,333
This illustration shows how joint costs are allocated among the main products (A and B) and
how the by-product (C) can reduce the overall joint costs to be allocated between the
main products.
lllustration: By-Product Costing
A soap manufacturing company produces main product: Soap and a by-product:
Glycerin during the same process.
Production Process Costs:
o Total Joint Cost for the process = 32,00,000
e Output:
o Soap (Main product) = 5,000 units
o Glycerin (By-product) = 500 units
e Selling Price:
o Soap = 350 per unit
o Glycerin =310 per unit
Glycerin does not require further processing. The company decides to treat the by-

product income as a reduction of joint cost.

0 Step 1: Calculate Revenue from By-Product
* Revenue from Glycerin = 500 units x 10 = 35,000

[0 Step 2: Reduce Joint Costs Using By-Product Revenue
e Adjusted Joint Cost = 32,00,000 - 35,000 = 31,95,000

(This is now the effective cost to be allocated to the main product — Soap)

[0 Step 3: Calculate Cost Per Unit of Soap
« Cost per unit of Soap = 31,95,000 / 5,000 units = 39 per unit

00 Summary Table
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Product | Units Selling Revenue | Treatment of| Cost per
Produced Price/Unit Cost Unit
Soap 5,000 350 %2,50,000 | Main product 339
Glycerin| 500 10 35,000 Reduced  joint| —

cost

Profit on Soap = (350 - 339) x 5,000 = 355,000
Profit on Glycerin = Entire 35,000 treated as a reduction of cost, not as separate

profit

ILLUSTRATION . The Rama Corporation produces four products in a manufacturing
process. The Corporation produced 10,000 units of A, 20,000 units of B, 15,000 units
of C and 25,000 units of D. The cost before split off point for the four products was Rs.
1,40,000. Using the average unit cost method (a) calculate the unit cost, and (b) show
how the joint cost would be apportioned among the products.

SOLUTION

(a) Average Unit Cost = Joint Cost Total Number of Units Produced Rs. 1,40,000
70,000 = Rs. 2 per unit.

(b) Cost apportioned among different products:

Product A = 10000Rs 2 = Rs. 20,000:;

Product B = 20000Rs 2 = Rs. 40,000;

Product C = 15000Rs 2 = Rs. 30,000;

Product D = 25000Rs 2 = Rs. 50,000.

lllustration 2: Krishna Agro Ltd.

Background: Krishna Agro Ltd. manufactures three products—P, Q, and R— from
a joint process. The total joint cost before split-off is Rs. 90,000. The output details

are:
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Product Units Produced
P 12,000
Q 18,000
R 30,000
Total 60,000

e [(a) Average Unit Cost

Average Cost per Unit=390,
{60,000} =3X1.50Average Cost per Unit=60,000 90,000=%1.50

« [ (b) Joint Cost Allocation
Product| Units Produced| Cost per Unit (X)| Total Joint Cost (3)

12,000 1.50 318,000
18,000 1.50 327,000
30,000 1.50 345,000
60,000 390,000

¢lllustration 3: Meera Foods Pvt. Ltd.
Background: Meera Foods processes dairy and produces Butter, Cheese, and
Ghee from a joint process. The joint cost incurred is Rs. 1,50,000. The company
produces:
Product| Units Produced
Butter 5,000
Cheese 7,500
Ghee 12,500
Total 25,000
O (a) Average Unit Cost
Average Cost per Unit=31,50,00025,000=36.00
Average Cost per Unit=25,00031,50,000=%6.00

O (b) Joint Cost Allocation
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Units Produced

Cost per Unit (%)

Total Joint Cost (%)

5,000

36.00

330,000

7,500

36.00

345,000

12,500

36.00

375,000

25,000

%1,50,000

lllustration 4: Sunrise Chemicals Ltd.

« Background: Sunrise Chemicals produces four products—X, Y, Z, and W. Joint

production costs before split-off are Rs. 2,10,000. The output details are:

Product

Units Produced

30,000

15,000

20,000

15,000

80,000

O (a) Average Unit Cost
Average Cost per Unit=32,10,00080,000=32.625

Average Cost per Unit=80,000%2,10,000=32.625

« [ (b) Joint Cost Allocation

Product

Units Produced

Cost per Unit (%)

Total Joint Cost (%)

30,000

2.625

78,750

15,000

32.625

339,375

20,000

32.625

352,500

15,000

32.625

339,375

80,000

32,10,000

UNIT III: Process Costing

¢ Small Questions

S.No
1

2
3
4

Questions

Define Process Costing.

What is Normal Loss?

What is Abnormal Loss?

LOCF
K1
K1
K1

Define Equivalent Production. K1




>

5 What are Joint Products? K1

¢ Big Questions

S.No
1

gl W N

Questions
Explain process costing procedure.
Distinguish between joint costing and process costing.
Explain equivalent production and its methods.
Discuss accounting treatment of process losses.
Explain accounting for joint products and by-products.

LOCF
K2
K4
K3
K3
K4
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Unit IV-Marginal Costing
Marginal costing-Salient features-Marginal costing and absorption costing-Break— Even
analysis-Cost — Volume-profit analysis — Application of Marginal costing for Business
decision making —--Determination of sales mix-Exploring new markets- Make or buy
decisions — Change versus status quo -expand or contract - shut down or continue -
Inflation Accounting — Human Resource Accounting.

Marginal Costing

Definition

Marginal Costing is a costing technique in which only variable costs (i.e., direct costs)

are charged to products or operations, while fixed costs are treated as period costs and

written off against the contribution margin of the period.

It is also known as Variable Costing or Direct Costing.

Salient Features of Marginal Costing
1. Classification of Costs
o Costs are bifurcated into fixed and variable components.
o Variable costs are product-related; fixed costs are treated as period costs.
Product Cost Includes Only Variable Costs
o Only variable manufacturing costs (direct material, direct labor, and
variable overheads) are considered in product cost computation.
Fixed Costs Treated as Period Costs
o Fixed manufacturing overheads are not allocated to products. They are
charged in full to the profit and loss account for the period.
. Contribution Margin Focused
o The difference between sales and variable costs is called Contribution.
o Contribution = Sales - Variable Costs.
o Profit = Contribution - Fixed Costs.
. Cost-Volume-Profit (CVP) Analysis
o Marginal costing supports decision-making using CVP relationships like

break-even analysis, margin of safety, and profit planning.
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. Inventory Valuation

o Inventories are valued at variable cost only, not at total cost.

. Profitability Based on Sales Volume

o Profitis directly proportional to the number of units sold (since fixed costs

remain constant).

. No Apportionment of Fixed Costs

o Fixed costs are not apportioned among cost centers or products,

simplifying internal reporting.

. Facilitates Decision-Making

o Useful in pricing decisions, make-or-buy analysis, shutdown decisions,

and optimizing product mix.

Absorption Costing

Definition

Absorption Costing (also known as Full Costing) is a method where both fixed and

variable costs are allocated to the product. This means each unit of product absorbs a

portion of fixed overheads along with variable costs.

This method is required under GAAP for external financial reporting.

Difference Between Marginal Costing and Absorption Costing

Basis

Marginal Costing

Absorption Costing

Cost Included in Product

Only variable cost

Variable + Fixed costs

Fixed Overhead

Treatment

Treated as period cost

Allocated to each unit of

production

Inventory Valuation

Valued at variable cost

Valued at full cost

Impact on Profit

Changes with sales volume

Changes with production

volume

Contribution Concept

Used for decision-making

Not used explicitly

Suitability

Short-term decision making

Financial accounting and

APPLIED COSTING

Page 208




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

reporting

Overhead Allocation No allocation of fixed| Overheads absorbed into

overheads product cost

Effect of| Profits remain unaffected by| Profits vary with stock
Opening/Closing Stock stock changes changes

Profit Calculation Based on contribution minus | Based on total cost

fixed cost

lllustrative Example
Let’s assume:
Selling Price per unit = Y100
Variable Cost per unit = 360
Fixed Costs = 310,000
Units Produced = 500
Units Sold = 400
Marginal Costing Profit Calculation:
e Contribution per unit = Y100 - 360 = 340
e Total Contribution = 340 x 400 = 316,000
» Profit = Contribution - Fixed Cost =316,000 - 310,000 = 36,000
Absorption Costing Profit Calculation:
o Fixed cost per unit = 10,000 / 500 = 320
Total Cost per unit = 360 + 320 = 380
Cost of Goods Sold (COGS) = 80 x 400 = 332,000
Closing Inventory = Y80 x 100 = 38,000
Profit = Sales - COGS - Fixed Cost already included = 340,000 - 332,000 =
38,000
Difference in Profit = 38,000 (Absorption) - 36,000 (Marginal) = 32,000

— Due to inclusion 0f 2,000 fixed overhead in closing stock under absorption costing.
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« Marginal Costing is ideal for internal management decision-making due to its
clarity on contribution and fixed /variable cost behavior.
» Absorption Costing is essential for external reporting and tax compliance, as

it adheres to accounting standards.
Break-Even Chart

«Assumptions (for example)
Particulars Amount ()
Selling Price/Unit 50

Variable Cost/Unit 330

Fixed Costs (Total) 320,000

- Contribution/Unit = 350 330 =
=  Break-Even Point (Units) = 20,000 / %20 = 1,000 units
= Break-Even Sales (%) = 50 x 1,000 = 350,000

O Break-Even Table (Sample Data for Chart)
Units Sold| Sales Revenue ()| Variable Cost ()| Total Cost ()| Profit/Loss ()

0 0 0 20,000 -20,000
25,000 15,000 35,000 -10,000
50,000 30,000 50,000 0

75,000 45,000 65,000 +10,000
1,00,000 60,000 80,000 +20,000




O Break-Even Chart (Text Format)

This is a conceptual graph where we use text to simulate the slopes of different lines:

e Sales Revenue
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e Total Cost

--— Units Sold

Break-Even Point
Line Meaning:
 Fixed Cost Line: A horizontal line (not shown here) at 320,000 — remains

constant.

Total Cost Line: Starts at 320,000 and increases with each unit (Fixed +

Variable).
Sales Revenue Line: Starts at 0 and increases with units sold.

BEP (Break-Even Point): Where Total Cost Line and Sales Revenue Line

intersect.

O Interpretation
« Below 1,000 units: Loss Zone
o Revenue < Cost.
o« At 1,000 units: Break-Even
o Revenue = Cost. No profit, no loss.
« Above 1,000 units: Profit Zone

o Every unit sold earns 20 (contribution) towards profit.

[0 Margin of Safety

If actual sales = 1,500 units:

Margin of Safety=Actual Sales-Break-Even Sales=1,500-1,000=500 units Margin of
Safety=Actual Sales-Break-Even Sales=1,500-1,000=500 units
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Margin of Safety (%) = (500 / 1,500) x 100 = 33.33%

Cost-Volume—Profit (CVP) Analysis

Definition

Cost-Volume—-Profit (CVP) Analysis is a managerial accounting tool that examines
how changes in cost, sales volume, and price affect a company’s profit. It helps
management in decision-making, particularly related to pricing, cost control, and sales

targets.

O Objectives of CVP Analysis
Determine the Break-Even Point
Understand the relationship between cost, volume, and profit
Evaluate the impact of changes in costs, prices, or volume
Assist in planning and budgeting
Help set target profits

O Key Components of CVP Analysis
Component Meaning

Fixed Costs (FC) Costs that do not vary with production volume (e.g., rent,

salaries)

Variable Costs | Costs that vary directly with output (e.g., materials, labor per unit)
(VC)
Sales Price (SP) Selling price per unit

Contribution (C) SP - VC per unit

Profit (P) Revenue - Total Cost (Fixed + Variable)

O Core CVP Formulas
1. Contribution per Unit
Contribution=Selling Price-Variable Cost per Unit

Contribution=Selling Price-Variable Cost per Unit
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2. Break-Even Point (Units)
BEP (units)=Fixed Costs/Contribution per Unit
. Break-Even Sales ()
BEP (X)=Fixed Costs/P/V Ratio\
Profit at Given Sales
Profit=(SalesxP/V Ratio)-Fixed Costs
. PIV Ratio (Profit-Volume Ratio)
P/V Ratio=Contribution/Salesx100
Margin of Safety (MOS)
MOS=Actual Sales-Break-Even Sales
. Target Sales (for Desired Profit)

Required Sales (units)=(Fixed Cost + Desired Profit)/ Contribution per Unit

[0 Graphical Representation of CVP (Text Format)
pgsql

COST/REVENUE ()

Sales Line

Total Cost Line

-———e-- --— OQutput (units)
Break-Even Point
» Fixed Cost Line: Horizontal
» Total Cost Line: Starts from fixed cost and rises with variable cost
» Sales Line: Sloped upward from zero
o Profit Area: Right of BEP
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e Loss Area: Left of BEP

O lllustrative Example
Assume:

e Selling Price = I50

e Variable Cost = 30

¢ TFixed Cost = 340,000
Contribution per Unit = 350 - = 20
Break-Even Point (Units) = 340,000 2,000 units
P/V Ratio = 320 / = 40%
Break-Even Sales = 340,000 / 40% =31,00,000
If Actual Sales 31,50,000
Profit = (%31,50,000 x 40%) - 340,000 = 360,000 340,000 320,000
Margin of Safety = 31,50,000 - 31,00,000 = 350,000

«Advantages of CVP Analysis
Helps in short-term profit planning
Aids in determining sales targets and pricing strategies
Useful for sensitivity analysis (what-if scenarios)

Helps in decision-making: make or buy, product mix, shutdown point, etc.

O Limitations of CVP Analysis
Assumes linear cost and revenue
Assumes constant selling price
Valid only for single-product or constant sales mix
Not accurate if fixed costs change at different activity levels
Ignores external factors like competition, demand shifts, etc.
CVP Problem-Based lllustration
O Problem
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A company manufactures and sells a single product. The following information is
available:
Selling Price per Unit: 3100

Variable Cost per Unit: 360
Fixed Costs per Month: 31,60,000

Actual Sales Volume: 5,000 units
Target Profit: 380,000

[0 (a) Calculate the Contribution per Unit
Contribution per Unit=Selling Price-Variable Cost=3100-360=340

O (b) Calculate the Break-Even Point (in Units and in )

Break-Even Point (Units):

BEP (units)=Fixed CostsContribution per Unit=31,60,000340=4,000 units
Break-Even Point (Sales X):

BEP (I)=BEP unitsxSelling Price=4,000x3100=34,00,000

O (c) Calculate the Profit at Actual Sales (5,000 units)
Total Contribution = 5,000 x 340 32,00,000

Profit = Contribution - Fixed Cost = 32,00,000 - 31,60,000 = 340,000

0 (d) Calculate the Margin of Safety (MOS)

) = Actual Sales Break-Even Sales
= (5,000 X 3100) - 34,00,000

=35,00,000 - 34,00,000 = %1,00,000
MOS (%) = (MOS Actual Sales)
= (%31,00,000 / %¥5,00,000) x 100 = 20%

[0 (e) Calculate Required Sales (units) to Earn a Target Profit of 80,000
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Required Sales (units)=Fixed Cost+Target ProfitContribution per Unit=31,60,000+380,0

00340=32,40,000340=6,000 units

v’Summary Table

Particulars

Value

Contribution per Unit

340

Break-Even Point (units)

4,000 units

Break-Even Sales ()

34,00,000

Profit at 5,000 units

340,000

Margin of Safety ()

31,00,000

Margin of Safety (%)

20%

Sales for 80,000 profit

6,000 units

CVP Analysis: Multiple Products — lllustration 2

0 Problem

A company sells three products: A, B, and C. The details per unit are as follows:

Product

Selling Price ()

Variable Cost (%)

Contribution (%)

Sales Mix (%)

150

100

50

50%

100

60

40

30%

80

50

30

20%

e Total Fixed Costs = 34,20,000

O Step 1: Calculate Weighted Average Contribution per Unit (WAC)

Let’s assume total sales of 100 units (just to calculate proportions based on the sales mix).

Product

Contribution per Unit

Sales Mix (%)

Weighted Contribution

350

50 units

350 x 50 =32,500

340

30 units

340 x 30 =%1,200

330

20 units

330 x 20 =600

100 units

34,300
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WAC/unit = 34,300 / 100 units = 343 per unit

O Step 2: Calculate Break-Even Point (in total units)
BEP (Units)=Fixed CostWAC=34,20,000343=9,767 units

O Step 3: Break-Even Sales by Product

Apply sales mix to break-even units:
Product| Mix %| BEP Units| BEP Sales (%)

50% 4,883 4,883 x 3150 =37,32,450
30% 2,930 2,930 x X100 =32,93,000
20% 1,954 1,954 x 380 =X1,56,320
9,767 311,81,770

O Step 4: Assume Sales Volume = 15,000 Units in the Same Mix
Apply mix:
e A: 7,500 units
e B: 4,500 units
e (C: 3,000 units
Product| Units | Contribution/Unit | Total Contribution
7,500 | 350 33,75,000
4,500 | 40 31,80,000
3,000 | 330 390,000
36,45,000
Profit = 36,45,000 - 34,20,000 = 2,25,000

«’Summary Table
Particulars Value
Weighted Average Contribution/Unit 343

Break-Even Units (total) 9,767 units
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Particulars Value

Break-Even Sales () 311,81,770
Profit at 15,000 units 32,25,000
lllustration 3: CVP with Change in Selling Price
O Problem

A company sells product at per unit.
Variable cost per unit 380
Fixed = 32,00,000
Sales volume = 6,000 units

Now, management is considering reducing the price to ¥110 to boost volume.

1 (a) Calculate Profit at Current Price
Contribution/unit = 3120
Total Contribution = 6,000 32,40,000

Profit = 32,40,000 - 32,00,000 = 340,000

[0 (b) Find New Break-Even Point if Price is Reduced to 3110
New Contribution/unit=3110 -380 =330
New BEP=32,00,000330=6,667 units

So, to break even after price reduction, they must sell 6,667 units, compared to the

earlier 5,000 units.

Illustration 4: CVP with Desired Profit
0 Problem
Fixed Cost: 33,00,000

Selling Price per unit: Y50
Variable Cost per unit: Y30
Target Profit: 90,000
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O (a) Contribution per unit
I50-330=%20%50 - 330 =320350-330=%20

O (b) Sales Volume to Achieve Target Profit
Required Sales (units)=33,00,000+390,000320=%3,90,000320=19,500 units

O (c) Sales in
19,500x350=%9,75,00019,500 \times I50 = ¥9,75,00019,500x350=39,75,000

¢ lllustration 5: CVP with Margin of Safety and P/V Ratio
O Problem
e Sales: 36,00,000

e Variable Costs: 33,60,000
e Fixed Costs: 31,20,000

O (a) Contribution
Contribution=36,00,000-3%3,60,000=32,40,000

O (b) Profit
Profit=32,40,000-31,20,000=31,20,000

O (c) P/V Ratio
P/V Ratio=32,40,00036,00,000x100=40%

O (d) Break-Even Sales (3)
BEP=%1,20,0000.4=%3,00,000

O (e) Margin of Safety
MO0S=36,00,000-33,00,000=%3,00,000
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Application of Marginal Costing for Business Decision-Making

Marginal costing is a technique in managerial accounting used to analyze the behavior
of costs in relation to changes in production and sales. It is particularly useful for
decision-making, as it helps management understand the impact of various costs on
profitability when there are changes in sales volume, production levels, or business
environment.

Here’s a breakdown of how marginal costing is applied in different business decisions:

O 1. Pricing Decisions
+ Objective: Determine the minimum price at which a product should be sold to avoid
losses.
» Application: Marginal costing helps in identifying the contribution margin (selling
price minus variable cost). This information is useful when setting a minimum price
to cover variable costs and make a contribution toward covering fixed costs.

Example: If a product’s variable cost is Y40, and the desired contribution margin is 320,
then the minimum price should be I60. If the price falls below I60, the company will

incur a loss.

O 2. Make or Buy Decisions
o Objective: Decide whether to make a product internally or outsource its
production to an external supplier.
Application: The company compares the marginal cost of manufacturing the
product in-house with the cost of buying it from an external supplier.
Example:

e Make: Fixed cost = 1,00,000; Variable cost per unit = I40; Units required =
10,000

o Total cost to make = Fixed cost + (Variable cost per unit x Units) =
31,00,000 + 340 x 10,000 =%5,00,000
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» Buy: Cost of purchasing from supplier = Y50 per unit x 10,000 units = 35,00,000
o In this case, if the supplier charges I50 per unit, the decision would depend on

qualitative factors, such as quality and delivery reliability.

0 3. Accepting Special Orders
» Objective: Determine whether to accept a special order at a price lower than the
regular selling price.
Application: Marginal costing helps identify whether the special order will
contribute to covering fixed costs. The decision is based on the contribution
margin of the special order.
Example:
e Normal selling price per unit = 3100
o Special price offered = 380
e Variable cost per unit = 360
o If the company is operating below capacity, the special order could help
contribute to covering fixed costs.
Contribution from special order per unit = I80 (special price) - 360 (variable

cost) = 320.

If the special order is large enough, this contribution will add to profits, even though

the price is lower than usual.

O 4. Profit Planning and Forecasting

o Objective: Plan and forecast profits under different scenarios, such as changes in
production levels, pricing, and costs.

» Application: Marginal costing helps in estimating the impact of changes in
volume, price, and costs on profitability. The contribution margin is used to
assess the level of sales required to achieve a target profit.

Example:
e TFixed costs = 32,00,000

o Contribution margin per unit = 350
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Desired profit = ¥1,00,000

Required sales (units) = (Fixed costs + Desired profit) / Contribution margin per
unit

= (32,00,000 + %¥1,00,000) / 50 = 6,000 units

Thus, to achieve a profit of ¥1,00,000, the company needs to sell 6,000 units.

[0 5. Decision on Product Mix
» Objective: Optimize the product mix when the company has limited resources (e.g.,
labor, materials, machine hours).
Application: Marginal costing helps identify the contribution per unit for each
product. The company can focus on products that provide the highest contribution
margin per unit of resource used.
Example:
* Product A: Contribution per unit = ¥50; Resource required per unit = 2 hours
e Product B: Contribution per unit = ¥30; Resource required per unit = 1 hour
In this case, Product A has a higher contribution margin per unit, but it uses more resources.
If resources are limited, the company should prioritize Product A over Product B,

provided the availability of resources allows it.

O 6. Limiting Factor Analysis
» Objective: Make optimal decisions when there are constraints such as limited
materials, labor, or production capacity.
» Application: Using marginal costing, the company determines the contribution
margin per limiting factor (e.g., contribution per machine hour, labor hour, etc.).
This allows management to prioritize products that yield the highest contribution
per unit of limiting factor.
Example:
e Product A: Contribution per unit = I60; Machine time required per unit = 2 hours

* Product B: Contribution per unit = ¥50; Machine time required per unit = 1 hour
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Contribution per machine hour for A =

Contribution per machine hour for B =350 / 1 =350

In this case, if machine hours are limited, the company should prioritize Product B as it

provides a higher contribution per machine hour.

O 7. Closing Down a Division or Product Line

Objective: Decide whether to continue or discontinue a product line or division.

Application: If a product line is not generating enough contribution to cover its share
of fixed costs, it may be considered for closure. However, if the product contributes
positively towards fixed costs and profitability, even if not generating a profit, it

should be retained.

Example:

Product Line A: Contribution = 50,000
Fixed costs allocated = 370,000
In this case, Product Line A is not covering its allocated fixed costs. The company

might consider discontinuing it or reducing the cost base for it.

v Summary of Key Applications of Marginal Costing in Business Decision-

Making:

1.

Pricing: Setting minimum prices.

Make or Buy: Comparing internal production with outsourcing.

Special Orders: Deciding whether to accept lower-priced orders.

Profit Planning: Forecasting profits based on various scenarios.

Product Mix: Optimizing the mix when resources are limited.

Limiting Factor Analysis: Prioritizing products based on constraints.
Discontinuation Decisions: Evaluating whether to continue or discontinue a

product line.

Determination of Sales Mix — lllustrations

The sales mix refers to the proportion of different products or services that contribute to

a company's total sales. Determining the optimal sales mix is crucial because it helps a
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company maximize its profitability, return on investment, and resource utilization. The
marginal costing technique is widely used for this purpose, especially when a company
produces multiple products with different contribution margins.

Here are a few illustrations of how to determine the sales mix:

lllustration 1: Basic Sales Mix with Contribution Per Unit

0 Problem

A company sells three products: A, B, and C. The following details are available:

Product| Selling Price| Variable Cost| Contribution Margin| Sales Mix

®)

®)

®)

(%)

200

120

80

40%

150

100

50

35%

100

60

40

25%

The fixed costs of the company are 33,00,000.

Determine the sales mix that will help the company cover its fixed costs and achieve

the desired profit.

0 Solution:

1. Calculate the Weighted Average Contribution per Unit (WAC):
WAC=(Contribution AxSales Mix of A)+(Contribution BxSales Mix of B)+(Contribution C
xSales Mix of C)

Substitute the values:
WAC=(80x0.40)+(50%x0.35)+(40x0.25) WAC=(80x0.40)+(50x0.35)+(40x0.25)
WAC=32+17.5+10=59.5
So, the Weighted Average Contribution per Unit (WAC) is 359.5.
2. Calculate the Break-Even Sales (in X):
BEP=Fixed Costs/WAC=3,00,000/59.5=5,042 units
Break-Even Sales for Each Product (Based on Sales Mix):
e Product A: 5,042 x 40% = 2,017 units
e Product B: 5,042 x 35% = 1,764 units
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e Product C: 5,042 x 25% = 1,261 units

O Summary of Sales Mix at Break-Even Point:

Product

Sales Mix
(%)

Sales

(units)

Volume

Contribution
Unit (%)

per

Total Contribution

®)

40%

2,017

80

1,61,360

35%

1,764

50

88,200

25%

1,261

40

50,440

5,042

3,00,000

lllustration 2: Sales Mix Decision for Maximizing Profit

0 Problem

A company manufactures and sells two products, X and Y. The following information is

available:

Product

Selling
)

Price

Variable

Cost

®)

Contribution

®)

Margin

Sales Mix

(%)

X

300

200

100

60%

Y

200

100

100

40%

The company has fixed costs of 4,00,000. What is the optimal sales mix to

maximize profit?

0 Solution:
1. Calculate the Weighted Average Contribution per Unit (WAC):
WAC=(100x0.60)+(100x0.40)=60+40=100
So, the Weighted Average Contribution per Unit (WAC) is 3100.
2. Calculate the Break-Even Sales (in 3):
BEP=Fixed CostsWAC=4,00,000/100=4,000 units
Break-Even Sales for Each Product (Based on Sales Mix):
e Product X: 4,000 x 60% = 2,400 units
e Product Y: 4,000 x 40% = 1,600 units
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Thus, the optimal sales mix at the break-even point is 60% of Product X and 40% of
Product Y.

O Profit Maximization Decision:
If the company aims to maximize profit, it should prioritize the product with the highest
contribution margin per unit (in this case, both products have the same contribution

margin of 100). However, this problem is focused on achieving the break-even point,

so the mix remains at 60% Product X and 40% Product Y.

lllustration 3: Impact of Sales Mix on Profitability
O Problem

A company sells three products, A, B, and C. The following data is available:

Product Price| Variable Cost| Contribution Sales Mix

Selling
®)

®)

®)

Margin

(%)

250

150

100

50%

200

100

100

30%

150

90

60

20%

The company’s fixed costs are ¥5,00,000. Calculate the break-even sales for each

product and determine the optimal sales mix.

O Solution:
1. Calculate the Weighted Average Contribution per Unit (WAC):
WAC=(100x0.50)+(100x0.30)+(60x0.20)=50+30+12=92
So, the Weighted Average Contribution per Unit (WAC) is 392.
2. Calculate the Break-Even Sales (in ):
BEP=Fixed Costs/WAC=5,00,000/92=5,435 units
Break-Even Sales for Each Product (Based on Sales Mix):
e Product A: 5,435 x 50% = 2,718 units
* Product B: 5,435 x 30% = 1,631 units
e Product C: 5435 x 20% = 1,087 units
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Thus, to break even, the company must sell 2,718 units of Product A, 1,631 units of
Product B, and 1,087 units of Product C.

Summary of Sales Mix Determination:
lllustration 1: Basic sales mix calculation to break even.
lllustration 2: Sales mix decision for maximizing profits based on fixed costs and
product contribution.
lllustration 3: Determining break-even point with the optimal sales mix and
assessing the impact of sales mix on profitability.
lllustrations: Exploring New Markets
Exploring new markets is a crucial growth strategy for businesses. The decision to enter
a new market involves assessing various factors such as costs, pricing, demand potential,
competition, and market entry barriers. Marginal costing and sales mix analysis play a
key role in helping businesses make informed decisions about entering new markets.
Here are a few illustrations on how businesses might explore new markets using cost

analysis and marginal costing techniques:

lllustration 1: Entering a New Geographic Market

0 Problem

A company currently operates in the domestic market and is considering expanding into
an international market. The company manufactures and sells two products, X and Y, with

the following details:

Product| Selling Variable Cost| Contribution Current Sales
Price (%) ) Margin () Volume (units)

X 300 200 100 10,000

Y 200 100 100 12,000

The fixed costs in the current domestic market are I5,00,000. The company is

considering the following for the new international market:
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. Sales volume expectations: 50% of the domestic market’s sales (i.e., 5,000
units of X and 6,000 units of Y).

. Marketing and distribution costs: An additional fixed cost of 32,00,000 for
entering the international market.

. The exchange rate risk may affect pricing, but the company expects to maintain

the same contribution margin.

O Solution:
1. Calculate the Contribution from Domestic Market:
For Product X:
Contribution from X=Contribution MarginxSales Volume
Contribution from X=100x10,000=310,00,000
For Product Y:
Contribution from Y=100x12,000=312,00,000
Total contribution from domestic sales = $10,00,000 + 312,00,000 = 322,00,000.
2. Calculate the Contribution from International Market (assuming the same
contribution margin for both products):
For Product X:
Contribution from X in International Market=100x5,000=35,00,000
For Product Y:
Contribution from Y in International Market=100x6,000=36,00,000
Total contribution from international sales = 35,00,000 + 6,00,000 = 311,00,000.
. Total Contribution from Both Markets:
Total Contribution = 322,00,000 (Domestic) + 311,00,000 (International) =
333,00,000.
. Calculate Total Fixed Costs:
Total Fixed Costs = 35,00,000 (Domestic) + 32,00,000 (International) =
37,00,000.

. Break-Even Sales for International Market:
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Since the contribution per unit remains the same, we can use the total contribution to
calculate the break-even sales in the international market:

Break-

Even Point (International)=Total Fixed CostsContribution per Unit=2,00,000/100=2,000

units

O Summary of Analysis:
« The company’s total contribution is higher with the international market
expansion.
The break-even point for the international market is relatively low (2,000 units),
suggesting a profitable venture given the estimated sales volume (5,000 units of X
and 6,000 units of Y).
The company should proceed with the international market entry as the fixed

costs are easily covered by the contribution from the new market.

lllustration 2: Entering a New Product Market (Product Diversification)

O Problem

A company that currently sells a single product is considering launching a new product

in an existing market. The current product (Product A) has the following details:

Product Selling Price Variable Cost Contribution Margin Sales Volume
) (X) (units)

A 500 300 200 15,000

The company is thinking about introducing Product B, which would have the following

details:

Product Selling Price (%) Variable Cost (3) Contribution Margin (3)
B 600 350 250
The fixed costs for both products combined are expected to be I6,00,000. The

company estimates it will sell 5,000 units of Product B in the first year.

Should the company introduce Product B, and what impact will it have on profitability?
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O Solution:
1. Current Contribution from Product A:
Contribution from A=200x15,000=330,00,000
Contribution from Product B (estimated sales volume of 5,000 units):
Contribution from B=250x5,000=312,50,000
Total Contribution from Both Products:
Total Contribution=330,00,000(from A)+312,50,000(from B)=342,50,000
4. Fixed Costs:
Total fixed costs = 36,00,000.
5. Profit Calculation:

Total Profit=Total Contribution-Fixed Costs

Total Profit=342,50,000-36,00,000=336,50,000

O Summary of Analysis:
o The addition of Product B will significantly increase the company's total
contribution.
The company is expected to make a profit of £36,50,000 after covering the fixed
costs.
This analysis suggests that launching Product B is a profitable decision, as the

contribution from both products exceeds the fixed costs.

lllustration 3: Entering a New Market Segment (Targeting a Different Customer
Group)

O Problem

A company currently sells its premium product (Product A) to high-income customers,

with the following details:
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Selling Price Variable Cost Contribution Margin Sales
Product @

) (X) (units)

A 1,000 600 400 5,000

The company is considering introducing Product B, a budget version, to target middle-
income customers. The details for Product B are:

Product Selling Price () Variable Cost () Contribution Margin (3)

B 700 400 300

The company estimates it will sell 10,000 units of Product B and expects the following
additional fixed costs for marketing and distribution: 32,50,000.

Should the company proceed with the introduction of Product B?

O Solution:
1. Contribution from Product A:
Contribution from A=400x5,000=320,00,000
2. Contribution from Product B (estimated sales volume of 10,000 units):
Contribution from B=300x10,000=330,00,000
Total Contribution from Both Products:
Total Contribution=320,00,000(from A)+330,00,000(from B)=350,00,000
4. Fixed Costs:
Total fixed costs = 32,50,000 (for Product B) + 35,00,000 (for Product A) = 37,50,000.
5. Profit Calculation:
Total Profit=Total Contribution-Fixed Costs
Total Profit=350,00,000-%7,50,000=342,50,000

O Summary of Analysis:
o The launch of Product B in the budget segment will increase overall
profitability.
e The company will earn a profit of ¥42,50,000 after covering all fixed costs.
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» Based on this, the company should proceed with the introduction of Product
B.

In all three illustrations, the cost analysis using marginal costing helps the company
evaluate the profitability and feasibility of entering new markets or introducing new
products. Whether it's entering a new geographic market, launching a new product,
or targeting a different customer segment, marginal costing provides valuable insights
into making data-driven decisions.

lllustrations: Make or Buy Decisions

A Make or Buy decision involves deciding whether a company should manufacture a
product in-house (make) or purchase it from an external supplier (buy). This decision
requires evaluating both costs and non-cost factors such as quality, delivery time,
and reliability. Marginal costing plays a crucial role in this analysis because it helps
compare the variable costs of making a product versus the cost of buying it.

Here are some illustrations to understand the Make or Buy decision:

lllustration 1: Simple Make or Buy Decision
O Problem
A company manufactures 5,000 units of a component in-house. The costs of

manufacturing are as follows:

Cost Item Amount (3)

Direct Materials 350,000

Direct Labor 330,000

Variable Overhead 310,000

Fixed Overhead (Allocated) 320,000

An external supplier offers to supply the same component for 18 per unit. Should the

company make or buy the component?
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O Solution:
. Calculate the Total Cost of Making the Product In-House:
Direct Materials: 50,000

Direct Labor: 30,000
Variable Overhead: 310,000
Total Variable Costs: 50,000 + 330,000 + 310,000 = 390,000

. Fixed Costs: The fixed overheads of 320,000 are not relevant to this decision
because they will remain the same whether the product is made or bought. Hence,
the fixed overhead is not considered when comparing the variable costs.

. Cost of Buying the Product:
The supplier offers to sell the component at 318 per unit. Total
cost to buy = 5,000 units x 18 = 390,000.

. Compare the Costs:

Cost of Making: 390,000 (variable costs) + 320,000 (fixed costs) = ¥110,000.
Cost of Buying: 390,000 (purchase price from the supplier).
Since the cost of buying (390,000) is less than the total cost of making (3110,000), the

company should buy the component rather than make it in-house.

O Summary of Decision:
e The company should buy the component from the external supplier as it results

in a lower cost than making it in-house.

lllustration 2: Make or Buy Decision with Additional Costs Consideration

O Problem

A company currently manufactures 10,000 units of a part in-house. The costs of
manufacturing are:

Cost Item Amount (3)
Direct Materials 31,50,000
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Cost Item Amount ()
Direct Labor 31,00,000

Variable Overhead 330,000
Fixed Overhead (Allocated) 350,000

An external supplier offers to supply the same part for Y290 per unit. The company is

considering outsourcing but needs to evaluate the total cost of making or buying.

O Solution:
. Calculate the Total Cost of Making the Product In-House:
Direct Materials: 31,50,000
Direct Labor: 31,00,000
Variable Overhead: 30,000
Total Variable Costs: 31,50,000 +31,00,000 + 330,000 =32,80,000.
. Fixed Costs: The fixed overhead of 350,000 is not relevant to this decision as it
remains constant regardless of whether the product is made or bought.
. Cost of Buying the Product:
The  supplier offers the product at 3290 per unit. Total cost
to buy = 10,000 units x 3290 = 32,90,000.
. Compare the Costs:
Cost of Making: 32,80,000 (variable costs) + 50,000 (fixed costs) = 33,30,000.
Cost of Buying: 32,90,000 (purchase price from the supplier).
In this case, making the part in-house costs 3I3,30,000, while buying it costs
32,90,000.
5. Decision: The company should buy the part because the cost of buying
(32,90,000) is less than the total cost of making (33,30,000).

OO0 Summary of Decision:
e The company should buy the part from the external supplier, as it results in a
b
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lllustration 3: Make or Buy Decision with Opportunity Costs

O Problem

A company manufactures 8,000 units of a component with the following costs:
Cost Item Amount (%)

Direct Materials 380,000

Direct Labor 340,000

Variable Overhead 315,000

Fixed Overhead (Allocated) | 25,000

An external supplier offers to supply the component at 322 per unit. The company has excess

capacity and could use the freed resources to produce a new product that would bring in an

additional profit of ¥50,000.

Should the company make or buy the component?

O Solution:

1.

Calculate the Total Cost of Making the Product In-House:

Direct Materials: 80,000

Direct Labor: 340,000

Variable Overhead: 15,000

Total Variable Costs: 80,000 + 340,000 + 315,000 = %1,35,000.

Fixed Costs: The fixed overhead of 325,000 is not relevant as it remains unchanged
regardless of whether the component is made or bought.

Cost of Buying the Product:
The supplier offers the product at 22 per unit. Total cost
to buy = 8,000 units x 322 = %1,76,000.

Opportunity Cost: The company could use the resources freed up by buying the
part to produce a new product, which will generate an additional profit of
350,000.

Compare the Costs:

Cost of Making: 31,35,000 (variable costs) + 325,000 (fixed costs) = 31,60,000.
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e Cost of Buying: 31,76,000 (purchase price from the supplier).

6. Decision: The company should make the component in-house because: Total
Cost of Making=%1,60,000
Making the component saves 316,000. Additionally, the company can use the saved

resources to generate 50,000 in profit from the new product.

O Summary of Decision:
e The company should make the component in-house as it results in both direct

savings and an additional profit of 50,000 from the new product.

lllustration 4: Make or Buy Decision with Outsourcing
O Problem
A company is considering outsourcing a non-core product that it currently manufactures.

The current manufacturing costs for 6,000 units are:

Cost Item Amount (%)
Direct Materials 390,000
Direct Labor 360,000
Variable Overhead 320,000
Fixed Overhead (Allocated) | ¥40,000

An external supplier offers to supply the product at Y35 per unit. Should the company

outsource the production?

O Solution:
1. Calculate the Total Cost of Making the Product In-House:
¢ Direct Materials: 390,000
e Direct Labor: 360,000
e Variable Overhead: 320,000
» Total Variable Costs: 390,000 + 360,000 + 320,000 =31,70,000.

2. Fixed Costs: The fixed overhead of 340,000 is not relevant because it will

remain the same regardless of whether the product is made or bought.

APPLIED COSTING Page 236




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

. Cost of Outsourcing the Product:

The supplier offers to sell the product at 335 per unit Total cost
to outsource = 6,000 units x I35 = 32,10,000.
. Compare the Costs:
Cost of Making: 31,70,000 (variable costs) + 340,000 (fixed costs) = 32,10,000.
Cost of Outsourcing: 32,10,000 (purchase price from the supplier).

Since the cost of making and outsourcing are the same, the company may consider

factors other than cost, such as quality, delivery time, and strategic focus.

O Summary of Decision:
e The company should outsource the product if it provides benefits like better
quality, faster delivery, or more focus on core activities. Otherwise, making it

in-house is a viable option.

In these Make or Buy decisions, the company evaluates the cost of production versus
the cost of outsourcing or purchasing from an external supplier. Marginal costing helps
by focusing on the variable costs of production, while fixed costs are considered irrelevant
for decisions that involve production changes. Factors such as quality, capacity
utilization, and opportunity costs also play a crucial

Change Versus Status Quo: lllustrations

The "Change versus Status Quo" decision-making process involves evaluating whether
to make adjustments or keep things the way they are. This is particularly important for
businesses when deciding on innovations, process changes, or strategic shifts. Companies
must consider the benefits of change against the stability of status quo—the current way
of doing things.

Here are a few illustrations that demonstrate the decision-making process between

change and status quo.

lllustration 1: Changing to New Technology or Sticking with Old Systems
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O Problem

A company uses an old inventory management system and is considering switching
to a more advanced system. The current system costs 31,00,000 per year in maintenance,
while the new system costs 31,50,000 per year in total (including software and training).
The new system promises to improve efficiency and reduce the chances of stock-outs,
potentially increasing revenue by I2,00,000 per year. Should the company switch or stay

with the current system?

O Solution:
1. Cost of Staying with the Status Quo:
The old system costs 31,00,000 per year in maintenance.

. Cost of Changing to the New System:
The new system costs 31,50,000 per year in total.

. Potential Benefits of Switching:
The new system could lead to an increase in revenue of 32,00,000 per year due
to better efficiency and fewer stock-outs.

. Net Benefit from Change:

o Additional revenue from new system = 32,00,000
o Extra cost for new system = 31,50,000
o Net benefit = 32,00,000 - 3¥1,50,000 = 50,000

. Comparison:

o Current system: 31,00,000 in maintenance costs, no additional benefits.
o New system: 31,50,000 in costs, but with a 50,000 net benefit in

revenue increase.

O Decision: The company should change to the new system because it offers

greater revenue potential and an overall positive return of 50,000 annually.

lllustration 2: Change in Marketing Strategy versus Status Quo
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O Problem

A company currently relies on traditional marketing methods, such as print
advertisements and billboards, costing ¥10,00,000 annually. The company is considering
shifting to a digital marketing approach, which would cost ¥12,00,000 annually but
promises a higher reach and targeted engagement, potentially increasing sales by
315,00,000. Should the company continue with its current marketing approach or adopt

digital marketing?

O Solution:
1. Cost of Status Quo (Traditional Marketing):
The traditional marketing costs ¥10,00,000 annually.

. Cost of Change (Digital Marketing):
The digital marketing strategy would cost ¥12,00,000 annually.

. Potential Benefits of Change:
The new digital marketing strategy could increase sales by I15,00,000 annually
due to better targeting and engagement.

. Net Benefit from Change:

o Increase in sales = 315,00,000
o Additional cost for digital marketing = ¥12,00,000
o Netbenefit =315,00,000 - ¥12,00,000 = %3,00,000
. Comparison:
o Current method: 310,00,000 in costs, no additional benefit.
o New method: $12,00,000 in costs, but with a ¥3,00,000 net benefit.

O Decision: The company should change to digital marketing as it offers a net

gain of ?3,00,000, making it a more profitable approach.

lllustration 3: Outsourcing Operations Versus In-House Production
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O Problem
A company currently produces a component in-house. The cost of producing 10,000

units is as follows:

Cost Item Amount (3)
Direct Materials 350,000
Direct Labor 330,000
Variable Overhead 310,000
Fixed Overhead (Allocated) 320,000

An external supplier offers to produce the same component for X8 per unit. Should the

company outsource the production, or continue manufacturing in-house?

O Solution:
. Cost of In-House Production:
Direct Materials: 50,000
Direct Labor: 30,000
Variable Overhead: 310,000
Total Variable Costs: 350,000 + 330,000 + 310,000 =390,000.
Fixed Costs: 320,000 (fixed overheads).

. Cost of Outsourcing:
The  supplier offers to sell the product at 38 per unit. Total
cost to outsource = 10,000 units x I8 = I80,000.

. Comparison:

In-House Production: 390,000 (variable costs) + 320,000 (fixed costs) =
31,10,000.

Outsourcing: 380,000 (cost of purchase from supplier).

O Decision: The company should outsource the component because it costs

80,000 compared to ¥1,10,000 for in-house production, thus saving $30,000.
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lllustration 4: Decision to Upgrade Equipment versus Using Existing Equipment

O Problem

A factory has an old machine that costs 35,00,000 to maintain annually. A new machine
is available for ¥8,00,000, but it can produce more units per hour, potentially increasing
revenue by 312,00,000 annually. Should the company upgrade the machine or continue

using the old one?

O Solution:
1. Cost of Using the Existing Machine:
The old machine costs ¥5,00,000 annually in maintenance.

. Cost of Upgrading to the New Machine:
The new machine costs 38,00,000 annually.

. Potential Benefits of the New Machine:
The new machine could increase revenue by ¥12,00,000 annually due to increased
production capacity.

. Net Benefit from Change:

o Increase in revenue = 312,00,000
o Additional cost for new machine = 38,00,000
o Net benefit =312,00,000 - ¥8,00,000 = 34,00,000

. Comparison:

Old machine: 35,00,000 in costs, no additional benefit.

New machine: 38,00,000 in costs, but with a net benefit of 34,00,000.

O Decision: The company should upgrade to the new machine because it

provides an overall net gain of 34,00,000 annually.

In each of these examples, the decision-making process involves weighing the costs

of change against the stability and benefits of maintaining the status quo. A positive
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net benefit from change (whether through cost savings, increased revenue, or
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efficiency improvements) makes adopting change the better option. However, if the
status quo provides sufficient benefits without the need for additional investment or risk,
maintaining the status quo might be the right choice.

Expand or Contract: lllustrations

The decision to expand or contract operations involves determining whether a business
should increase its capacity, market presence, or product range (expansion) or reduce
its operations, scale back product lines, or exit certain markets (contraction). These
decisions can be critical for a company’s growth and sustainability, and often involve
analyzing financial feasibility, market demand, cost structures, and long-term strategy.
Here are some illustrations that demonstrate the expand or contract decision-making

process.

lllustration 1: Expansion of Production Capacity
O Problem
A company manufactures 50,000 units of product A per year, and the current production
facility has reached full capacity. The company is considering two options:
1. Expand production capacity by investing ¥50,00,000 to increase output to
80,000 units per year, which will increase total revenue by 340,00,000.
2. Maintain current capacity and continue to produce 50,000 units per year.
O Solution:
1. Current Production (No Expansion):
o Units produced: 50,000
o Revenue per unit: 100
o Total Revenue: 50,000 x 100 = 350,00,000
o Current Profit: 50,00,000 (revenue) - $30,00,000 (costs) = 320,00,000.
2. With Expansion:
o Units produced after expansion: 80,000
o Revenue per unit: 3100

o Total Revenue after expansion: 80,000 x 100 = 380,00,000
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Cost of expansion (investment): ¥50,00,000
New total cost: ¥30,00,000 (existing cost) + 3¥50,00,000 (expansion cost) =
380,00,000
New Profit: 80,00,000 (revenue) - $80,00,000 (total costs) = I0 (break-
even).
. Comparison:
o Without Expansion: Profit = $20,00,000.
o With Expansion: Profit = 30 (break-even).
. Decision: The company should not expand because the expansion leads to no
profit (break-even), and it would be better to maintain the current production

capacity and earn 320,00,000 in profit.

lllustration 2: Expanding Product Line
O Problem
A company that produces shoes is considering expanding its product line to include
bags. The company estimates the following for the new bags line:
Investment in Production Setup: 325,00,000
Expected Additional Revenue from bags: ¥18,00,000
Expected Additional Costs: 314,00,000 (including direct materials, labor, and
overhead)

Should the company expand its product line by producing bags?

O Solution:
1. Profit from Expansion:
o Additional Revenue: 318,00,000
o Additional Costs: ¥14,00,000
o Profit from Expansion: 318,00,000 - ¥14,00,000 = 34,00,000
2. Investment:

o The company needs to invest ¥25,00,000 to set up production for bags.
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3. Return on Investment (ROI):
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o ROI = Profit from Expansion + Investment = 34,00,000 + 325,00,000 =
16%
4. Comparison:
o The company would gain a 16% return on the investment in the bags
line.
5. Decision: The company should expand its product line to include bags because the

ROI of 16% is a positive return, indicating the expansion is financially viable.

lllustration 3: Contracting Operations (Divesting a Division)

O Problem

A company operates in two markets: A and B. Market A has been profitable, generating
$50,00,000 in revenue and 320,00,000 in profit. Market B has been unprofitable,
generating only I30,00,000 in revenue and 1,00,000 in losses.

The company is considering whether to continue its operations in Market B or contract

by exiting the market. The fixed costs associated with Market B are 315,00,000.

O Solution:
1. Market B (Unprofitable):
o Revenue: 330,00,000
o Costs: $30,00,000 (variable) + 15,00,000 (fixed) = I45,00,000
o Lo0ss:330,00,000 (revenue) - 345,00,000 (costs) = Loss of $15,00,000.
2. Impact of Contracting (Exiting Market B):
o Exiting the market will save the fixed costs of ¥15,00,000.
o No revenue from Market B will be earned, but the company will avoid
further losses.
3. Comparison:
o Current (Without Exiting): Loss of ¥15,00,000 in Market B.

o Exiting Market B: Saves 315,00,000 in fixed costs and avoids further

losses.
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4. Decision: The company should contract and exit Market B because the loss from
continuing operations outweighs the benefits, and exiting Market B will help

reduce overall losses.

lllustration 4: Expanding to New Markets
O Problem
A company that sells its products domestically is considering expanding into
international markets. The company has estimated the following:
Investment for Expansion: 340,00,000 (including market research, logistics,
and marketing costs)
Expected Additional Revenue: 360,00,000 per year
Expected Additional Costs: ¥35,00,000 (production, shipping, marketing, etc.)

Should the company expand into international markets?

O Solution:
1. Profit from Expansion:
o Additional Revenue: 360,00,000
o Additional Costs: ¥35,00,000
o Profit from Expansion: 360,00,000 - ¥35,00,000 = 325,00,000
2. Investment:
o The company needs to invest 3I40,00,000 for market entry and
infrastructure setup.
3. Return on Investment (ROI):
o ROI = Profit from Expansion + Investment = 325,00,000 + I40,00,000 =
62.5%
4, Comparison:
o The company would earn a 62.5% return on its investment in international

expansion, indicating the expansion is highly profitable.
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5. Decision: The company should expand into international markets due to the
high ROl of 62.5%, which suggests the expansion would be financially

advantageous.

lllustration 5: Decision to Contract a Product Line

O Problem

A company manufactures electronic gadgets and has a product line of 10 gadgets. One
particular gadget, Gadget X, has been consistently underperforming. The company spends
35,00,000 on marketing and %3,00,000 on production for 1,000 units of Gadget X, but

generates only ¥4,00,000 in revenue from sales of Gadget X. Should the company continue

manufacturing Gadget X, or contract the product line?

O Solution:
1. Profit from Gadget X:
o Revenue: 34,00,000
o Costs: ¥5,00,000 (marketing) +33,00,000 (production) = 38,00,000
o Loss from Gadget X: 34,00,000 (revenue) - 8,00,000 (costs) = Loss of
34,00,000.
. Impact of Contracting (Discontinuing Gadget X):
o The company would save %5,00,000 on marketing and 33,00,000 on
production costs, totaling 38,00,000.
. Comparison:
o Current (Without Contracting): Loss of 34,00,000.
o Contracting (Discontinuing Gadget X): Saves 3I8,00,000 in costs and
eliminates the loss.
. Decision: The company should contract and discontinue Gadget X because it is

losing money on this product, and eliminating it would improve overall profitability.
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The expand or contract decision-making process involves evaluating the potential
benefits and costs of increasing or reducing business activities. Expansion typically aims
for higher revenue and market share, while contraction is often a strategy for minimizing
losses, cutting costs, or refocusing on more profitable areas. In each case, businesses need to
conduct thorough cost-benefit analyses, consider market conditions, and evaluate
long-term sustainability to make informed decisions.

Shut Down or Continue: lllustrations

The decision to shut down or continue operations is a critical one for businesses facing
financial difficulty or declining performance. The decision often involves evaluating
whether the losses from continuing operations outweigh the costs of shutting down, and
whether there is any potential for recovery or future profitability.

Here are several illustrations demonstrating this decision-making process:

lllustration 1: Continuing a Loss-Making Product Line
O Problem
A company produces a line of watches. The total annual fixed costs are 340,00,000,
and the variable costs per watch are Y400. The selling price per watch is ¥500. The company
is currently selling 60,000 units of the watch annually but is unsure whether to continue the
production of the watch.
O Solution:
1. Total Revenue:
Revenue from 60,000 watches = 60,000 x 500 = 330,00,000.
. Total Variable Costs:
Variable cost per watch 3400
Total variable cost = 60,000 x 3400 = 324,00,000.
. Contribution Margin:
Contribution margin = Total Revenue - Total Variable Costs = 330,00,000 -

324,00,000 = X6,00,000.
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. Fixed Costs:

The company has fixed costs of ¥40,00,000, which are unaffected by the number

of units produced or sold.

. Profit Loss:

Profit/Loss = Contribution Margin - i Costs

Profit/Loss = 36,00,000 - ¥40,00,000 = Loss of 334,00,000.

. Shut Down Option:

If the company shuts down, it avoids the variable costs of 324,00,000 but still
incurs the fixed costs of $40,00,000.

. Continue Option:

Continuing would still incur I¥24,00,000 in variable costs and contribute 36,00,000

to covering fixed costs, resulting in a loss of 334,00,000.

. Decision:

The company should shut down the product line if it cannot reduce fixed costs,
as the contribution margin is not enough to cover the fixed costs. Continuing

would only result in additional losses.

lllustration 2: Profitability of a Small Division

1 Problem

A company operates a small division that produces customized furniture. The division's

total revenue is ¥20,00,000 annually, with direct variable costs of ¥12,00,000. The division's

share of the company’s fixed overheads is ¥6,00,000. The company is considering whether

to shut down the division or continue its operations.

O Solution:

1.

Total Revenue:

Revenue from the division = 320,00,000.

. Total Variable Costs:

Variable costs = $12,00,000.
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. Contribution Margin:
Contribution margin = Revenue - Variable Costs = 320,00,000 - ¥12,00,000 =
38,00,000.

. Fixed Costs:
Fixed overheads assigned to the division = 36,00,000.

. Profit or Loss:
Profit/Loss = Contribution Margin Costs
Profit/Loss = 8,00,000 - ¥6,00,000 = 32,00,000 (Profit).

. Shut Down Option:
If the company shuts down the division, it will save the variable costs of
312,00,000 but still incur the fixed costs of 36,00,000 (which would now be
reallocated to other parts of the company).

. Continue Option:
Continuing operations generates a profit of 32,00,000.

. Decision:

The company should continue the division since it generates a profit of

%2,00,000 and contributes towards covering fixed costs.

lllustration 3: Decision to Shut Down or Continue a Loss-Making Business

O Problem

A company has a retail store selling apparel. The store has been operating at a loss for
the past year due to low foot traffic and declining sales. The financial details are as

follows:
e Annual Revenue: 330,00,000

 Annual Variable Costs: 318,00,000
» Fixed Costs: 315,00,000
e Loss:33,00,000 (Revenue - Variable Costs - Fixed Costs)
The store manager has asked whether the company should shut down the store or

continue operations in the hope that sales will improve.
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O Solution:
1. Revenue:
Revenue from store = ¥30,00,000.

. Variable Costs:
Variable costs = 318,00,000.

. Contribution Margin:
Contribution margin = Revenue - Variable Costs = ¥30,00,000 - 3¥18,00,000 =
312,00,000.

. Fixed Costs:
Fixed costs = 315,00,000.

. Profit Loss:
Profit/Loss = Contribution Margin - Costs
Profit/Loss = ¥12,00,000 - ¥15,00,000 = Loss of ¥3,00,000.

. Shut Down Option:
If the company shuts down the store, it will save I18,00,000 in variable costs but still
incur 315,00,000 in fixed costs (which would likely be absorbed elsewhere in the
company).

. Continue Option:
If the store continues, it can still generate 312,00,000 in contribution margin,
which helps cover part of the fixed costs. The company will incur a loss of
%3,00,000.

. Decision:

The company should shut down the store, as continuing operations leads to a
loss, and without the possibility of covering fixed costs, the losses will only

increase.

lllustration 4: Shutting Down or Continuing an Expensive, Unprofitable Product
O Problem

A company produces a high-end smartphone that is expensive to make but has low
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Revenue per unit: 350,000
Variable Costs per unit: 345,000
Annual Fixed Costs: 31,00,00,000
Annual Units Sold: 5,000 units

The company is considering whether to continue producing the smartphone or shut it

down.

O Solution:

1.

Total Revenue:
Revenue from 5,000 units = 5,000 x 50,000 =32,50,00,000.

. Total Variable Costs:

Variable cost per unit 345,000
Total variable cost = 5,000 x 345,000 =32,25,00,000.

. Contribution Margin:

Contribution margin = Total Revenue - Total Variable Costs = 32,50,00,000 -

32,25,00,000 =325,00,000.

. Fixed Costs:

Fixed costs = 31,00,00,000.

. Profit Loss:

Profit/Loss = Contribution Margin - Costs

Profit/Loss = 325,00,000 - 31,00,00,000 = Loss of ¥75,00,000.

. Shut Down Option:

If the company shuts down the product, it will avoid the variable costs of
32,25,00,000 but still incur the fixed costs of 31,00,00,000.

. Continue Option:

Continuing the product results in a loss of ¥75,00,000.

. Decision:

The company should shut down the product, as continuing would only lead to a

larger loss, and there is no way to reduce the fixed costs associated with it.
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0 Problem

A restaurant has been facing financial difficulties. The restaurant’s details are as

follows:

Annual Revenue: 350,00,000

Variable Costs: 330,00,000

Fixed Costs: 325,00,000

Loss: 5,00,000 (Revenue - Variable Costs - Fixed Costs)

Should the restaurant continue operating, or should it shut down?

O Solution:

1.

Revenue:

Annual revenue from the restaurant = 350,00,000.

. Variable Costs:

Variable costs = 330,00,000.

. Contribution Margin:

Contribution margin = Revenue - Variable Costs = 350,00,000 - 3¥30,00,000 =
320,00,000.

. Fixed Costs:

Fixed costs = 325,00,000.

. Profit Loss:

Profit/Loss = Contribution Margin - Costs
Profit/Loss = 320,00,000 - ¥25,00,000 = Loss of ¥5,00,000.

. Shut Down Option:

If the restaurant shuts down, it will save the variable costs of $30,00,000 but still

incur the fixed costs of $25,00,000.

. Continue Option:

Continuing the restaurant operations results in a loss of ¥5,00,000.

. Decision:

The restaurant should shut down, as continuing operations would incur further

losses, and shutting down would save both variable and fixed costs, reducing overall
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financial strain.
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The shut down or continue decision-making process revolves around assessing whether
continuing operations is financially viable or whether it would lead to further losses. If the
business can avoid significant losses by shutting down, it may be more cost-effective to
close down operations. However, if the business has the potential to cover fixed costs or

improve profitability over time, continuing operations might still be the better option.

Inflation Accounting

Inflation accounting refers to the process of adjusting financial statements to account
for the effects of inflation. This method is employed to ensure that the financial performance
and position of a company reflect the current purchasing power of money. It involves
adjusting historical costaccounting to present more accurate figures that reflect the impact

of inflation on assets, liabilities, income, and expenses.

Key Concepts of Inflation Accounting
1. Historical Cost Accounting vs. Inflation Accounting:

o Historical Cost Accounting: Under this method, assets and liabilities are
recorded at their original cost, which does not account for the effects of
inflation over time.

Inflation Accounting: This method adjusts financial statements by using
current prices or values instead of historical costs, reflecting the impact of
inflation.

2. Monetary vs. Non-Monetary ltems:

o Monetary Items: These are assets and liabilities that are fixed in terms of the
amount of money (e.g., cash, receivables, payables). They are not adjusted for

inflation.
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Non-Monetary Items: These are assets and liabilities whose values change
with inflation (e.g., inventories, property, plant, and equipment). They need
to be adjusted to reflect current values.
3. Inflation Adjusted Financial Statements:
o Inflation accounting adjusts the values of assets and liabilities to reflect
their current replacement cost or current value. This helps in better

comparison of financial results over time.

Methods of Inflation Accounting
There are primarily two methods used to adjust financial statements for inflation:
1. Current Purchasing Power (CPP) Method:

o Under this method, the financial statements are adjusted by using an inflation
index that reflects the general rise in the price level (for example, the
Consumer Price Index or CPI).

Adjustment Formula:
The historical cost figures are adjusted by multiplying them by a factor that
represents the change in purchasing power of the currency from the time the
transaction occurred to the reporting period.
= Example: If the inflation rate over the period is 20%, the historical
costs of assets and liabilities would be adjusted upward by 20%.
2. Current Cost Accounting (CCA) Method:

o Under this method, assets and liabilities are adjusted to reflect their current
replacement cost, which is the price that would be paid to acquire an
equivalent asset in the current market.

Adjustment of Assets:
= Property, plant, and equipment are adjusted to reflect their current
cost (i.e, how much it would cost to replace them today).
= Inventory is adjusted to reflect the current cost of replacing the

inventory.
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o Revaluation of Liabilities:

Liabilities may also be adjusted to reflect changes in purchasing power.

Objectives of Inflation Accounting

1. Accurate Measurement of Financial Position:
Inflation accounting provides a more accurate representation of the company's
assets, liabilities, and equity, as it reflects the current value of these items in terms
of purchasing power.
More Relevant Profit and Loss:
By adjusting revenues and expenses to reflect current values, inflation accounting
provides a more realistic picture of a company's profitability in an inflationary
environment.
Improved Comparability:
Inflation accounting allows for better comparability of financial statements over time
by removing distortions caused by inflation.
Decision-Making:
By considering the impact of inflation on financial data, management and investors
can make more informed decisions about resource allocation, pricing strategies, and

investment decisions.

Advantages of Inflation Accounting

1. Realistic View of Financial Health:
It provides a more accurate depiction of the financial health of a company during
inflationary periods by updating asset values and costs.
Protection of Capital:
Inflation accounting helps preserve the purchasing power of capital, ensuring that
the company’s equity is not overstated due to historical cost accounting.
Better Planning and Forecasting:
Companies can plan and forecast better by using inflation-adjusted figures that reflect

the impact of inflation on future costs and revenues.
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Disadvantages of Inflation Accounting

1. Complexity:
Implementing inflation accounting requires sophisticated systems and indices,
making it more complex and costly for businesses to adopt.

. Subjectivity:

Determining the current cost or replacement cost of an asset can be subjective and
vary depending on the method or index used, leading to inconsistencies.
Regulatory Challenges:
Inflation accounting is not universally accepted under all accounting standards
(e.g., IFRS and GAAP) and may not be required or allowed in some jurisdictions.
Impact on Profitability:
Adjusting assets and liabilities for inflation can lead to fluctuations in reported profits,

which may be challenging for stakeholders to interpret.

Example of Inflation Accounting:
Let’s assume a company bought an asset for 100,000 five years ago. Due to inflation,
the current inflation rate is 10% per annum. If the company applies inflation accounting,
it would adjust the value of the asset by using a price index or a current cost method to reflect
its current replacement cost. After 5 years, the adjusted value of the asset would be:

» Adjusted Value of Asset = 100,000 x (1 + 10%)~5 = 100,000 x 1.61051 =

3161,051.

This adjusted value of 161,051 reflects the current cost of replacing the asset,

accounting for the 10% annual inflation over the past five years.

Inflation accounting helps businesses adjust their financial statements to reflect the real
economic impact of inflation, ensuring more accurate reporting of profits, assets, and
liabilities. While it offers benefits like improved decision-making and better comparison

over time, its complexity and subjectivity make it less commonly adopted compared to
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traditional historical cost accounting. However, in environments with high inflation, its

adoption can provide more relevant and realistic financial information.

Human Resource Accounting (HRA)

Human Resource Accounting (HRA) is an accounting method that attempts to measure
and report the value of human capital (employees) in financial terms. It involves
identifying, quantifying, and valuing the contributions of employees to an organization,
treating them as assets rather than just expenses. The goal is to improve decision-making
regarding the management, training, and development of human resources within an

organization.

Key Concepts of Human Resource Accounting
1. Human Capital:
Human capital refers to the skills, knowledge, and experience possessed by an
individual or workforce, which contribute to the productivity and economic value of
the organization.

. Valuation of Human Resources:
HRA seeks to quantify the value of human resources, similar to how an
organization values physical assets. This can include the value of skills, expertise,
and organizational knowledge that employees bring to the company.
Measurement of Human Resources:
Unlike physical assets, the measurement of human resources is more complex, as
it involves subjective factors like employee skills, competencies, and potential for
growth.

Human Resource as an Asset:
In traditional accounting, employees are seen as a cost (expense), but HRA
emphasizes that employees represent an asset that adds value to the organization
over time, thus impacting the long-term profitability and sustainability of the

company.
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Objectives of Human Resource Accounting

1.

Valuing Human Capital:
HRA helps organizations quantify the value of their human resources to provide a
clearer picture of their contributions to overall profitability and sustainability.
Decision-Making:

By assigning value to employees, HRA assists in making informed decisions regarding
recruitment, training, development, retention, and compensation strategies.
Improving Employee Management:
It enables companies to understand the value of investing in human resources
and provides a framework to make decisions that optimize employee performance
and satisfaction.

Enhancing Accountability:
By treating employees as assets, HRA emphasizes the importance of managing human
resources effectively, thereby holding both management and employees accountable
for achieving organizational goals.

Strategic Planning:
With a clearer picture of human capital value, organizations can better align their
human resource strategies with overall business objectives, ensuring that human

resource management supports long—term business success.

Methods of Human Resource Accounting

There are primarily two methods used in Human Resource Accounting:

1.

Cost Approach:

o This approach values human resources based on the costs incurred in
acquiring and developing employees. It focuses on measuring the cost of
recruitment, training, and development of employees.

Common methods under this approach include:
= Historical Cost Method: Valuing human resources based on the

direct costs incurred in acquiring and training employees.
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= Replacement Cost Method: The cost of replacing an employee
with someone of similar skills and qualifications.
Pre-Employee Cost: This method considers the costs incurred by
the company in hiring, training, and orienting employees before
they contribute significantly to the organization’s performance.
2. Value Approach:

o This approach attempts to measure the future value or economic
contribution of human resources to the organization. It takes into account
factors such as potential future earnings, the contribution of employees to the
company's profits, and other indirect benefits.

o Methods under this approach include:

= Present Value Method: The present value of the future contribution
of human resources, such as the expected future earnings of
employees.
Economic Value Added (EVA) Method: A measure of the value
employees bring to the organization in terms of the profitability and

efficiency of their work.

Advantages of Human Resource Accounting

1. Enhanced Decision-Making:
HRA provides a clear, tangible measurement of the value of human capital, aiding
in more informed decisions about investments in recruitment, development, and
retention strategies.
Better Human Resource Management:
By assigning financial value to employees, organizations can recognize the
importance of investing in human resources and take actions that enhance the value
of human capital, such as training and development programs.
Transparency:

The process of valuing human resources makes the contributions of employees
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more visible, fostering transparency in how human resources are managed and
developed.
Improved Performance:
As employees are seen as valuable assets, organizations may be more motivated to
create environments that encourage employee engagement, development, and
productivity.

5. Attracting Investments:
Organizations that recognize the value of human capital and invest in their workforce

are likely to attract investors who prioritize long-term sustainability and growth.

Disadvantages of Human Resource Accounting
1. Complexity:

Valuing human resources is inherently subjective, and it can be difficult to
measure intangible assets such as skills, experience, and future potential. The
methods used in HRA are complex and not universally accepted.
Lack of Standardization:
There is no universally accepted method for valuing human resources. Different
organizations may use different methods, leading to inconsistencies and difficulty
in comparing organizations.
Legal and Ethical Issues:
The treatment of employees as assets may lead to concerns regarding their rights
and welfare. It could also lead to overemphasis on measurable attributes, potentially
disregarding non-financial contributions like creativity or teamwork.
Potential for Misuse:
If not properly managed, HRA could be used as a tool for justifying cost-cutting
measures that might negatively impact employee morale, such as reducing staff

without considering the long-term impacts of losing skilled workers.

Applications of Human Resource Accounting
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Employee Compensation and Benefits:
HRA can help companies determine fair and competitive compensation packages
based on the value each employee brings to the organization.

Investment in Training and Development:
By recognizing the future economic value of employees, companies may be more
inclined to invest in employee development programs to improve skills, increase
productivity, and retain top talent.

Employee Retention:
Organizations can use HRA to identify key employees whose retention is crucial
to business success. By assigning a financial value to their contribution, businesses
can implement strategies to retain their best performers.

Strategic Workforce Planning:
Companies can use human resource accounting data to make long-term workforce
plans, ensuring that the right skills are available at the right time to meet the
company’s strategic goals.

Mergers and Acquisitions:
In mergers and acquisitions, human resources are often an overlooked asset. HRA
helps in evaluating the human capital of the acquired company, providing a clearer

understanding of its value in terms of skills, knowledge, and workforce potential.

Example of Human Resource Accounting

Consider a company that hires a new employee with a highly specialized skill set. The costs
incurred in recruiting, training, and onboarding the employee total ¥1,00,000. Over the
course of the employee’s tenure, the company expects the employee to generate additional
revenues of 5,00,000. Using HRA, the company can treat the employee as an asset and
report the value of this human capital as part of its overall assets on the balance sheet. This
can help in demonstrating the company’s investment in human resources and their expected

return.
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Human Resource Accounting is a powerful tool for organizations looking to recognize
and manage their human capital effectively. By assigning value to employees as assets,
businesses can make more informed decisions regarding workforce management,
investments in employee development, and strategic planning. While HRA is not yet widely
practiced due to its complexity and subjective nature, it holds significant potential for
enhancing the overall management of human resources and improving organizational

performance.

UNIT IV: Marginal Costing
¢ Small Questions
S.No Questions LOCF
1 Define Marginal Costing. K1
What is Break-even point? K1
Define Contribution. K1
What is P/V Ratio? K1
What is CVP Analysis? K1
¢ Big Questions
S.No Questions LOCF
1 Explain marginal costing and absorption costing. K2
Discuss break-even analysis and CVP analysis. K3
Explain application of marginal costing in decision making. K4
Discuss make or buy and shut down decisions. K4
Explain inflation accounting and human resource accounting. K2
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Unit V-Cost Management

Cost management — cost reduction and cost control — Responsibility Accounting —
Responsibility Centre — Accounting for Price level changes — Methods of Accounting for

price level changes — Activity Based Costing — Target costing — Kaizen.

Cost Management

Cost Management refers to the process of planning and controlling the budget of a
business or project. It involves all activities that aim to minimize the costs incurred while
maintaining or improving the quality and efficiency of the products, services, or
operations of the business. Cost management is crucial for ensuring profitability and
sustaining competitive advantage in any organization. It includes identifying, measuring,

and managing all costs associated with business operations.

Key Components of Cost Management

1. Cost Planning:
Cost planning involves estimating the expected costs for a project or the operational
expenses for a business. It includes forecasting future costs based on historical
data, market trends, and anticipated changes in the business environment.
Cost Estimation:
This refers to the process of determining the probable costs associated with a project
or activity. Cost estimation includes direct and indirect costs such as materials, labor,
overheads, and other operational expenses. Accurate cost estimation is critical to
avoid overruns and maintain profitability.
Cost Control:
Cost control involves monitoring the actual expenses against the planned or
estimated costs. This process helps identify any deviations from the budget,
investigate the reasons for the variances, and take corrective actions to bring

costs back in line with the planned budget.
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4. Cost Monitoring and Reporting:
Continuous monitoring of costs allows businesses to keep track of their financial
performance. Regular reporting of costs helps managers and stakeholders make
informed decisions. It includes comparing actual costs to budgeted costs and
analyzing any discrepancies.

Cost Reduction:
Cost reduction strategies involve identifying areas where the business can reduce
unnecessary expenditures without compromising the quality or performance of the
products or services. This could include improving operational efficiencies,

renegotiating supplier contracts, or streamlining production processes.

Cost Management Techniques
Several techniques and methods are used in cost management to control and optimize costs:
1. Activity-Based Costing (ABC):

This technique involves assigning costs to specific activities rather than products
or services. It helps businesses identify which activities are consuming the most
resources and allows for more accurate cost allocation. ABC helps in determining the
true cost of each product or service by considering the various indirect costs that are
typically hidden under traditional costing methods.
Standard Costing:
Standard costing involves setting a predetermined or "standard" cost for a product
or service and then comparing the actual costs to the standard. This method helps in
identifying variances (both favorable and unfavorable) and provides insight into
areas where costs are higher than expected.
Lean Costing:
Lean costing is based on the principles of lean management, focusing on reducing

waste in the production process. It aims to cut costs by eliminating
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inefficiencies, improving process flow, and reducing unnecessary activities or
steps that do not add value.

. Just-In-Time (JIT) Inventory Management:
JIT is a cost management strategy that focuses on reducing inventory holding
costs by ordering raw materials or components only when they are needed in the
production process. This helps in reducing the costs associated with inventory
storage and minimizes waste.

Kaizen Costing:
Kaizen, a Japanese term for "continuous improvement,” involves an ongoing effort
to reduce costs and improve processes. Kaizen costing emphasizes small, incremental
changes that collectively lead to cost reductions and improved operational
performance.

Target Costing:
Target costing involves determining the desired cost of a product based on
competitive pricing and market conditions. Once the target cost is established,
companies work backward to find ways to meet this cost by managing and
reducing production costs. It encourages cost control during the design phase of
a product or service.

. Value Engineering:
Value engineering focuses on improving the value of a product or service by either
improving its functionality or reducing its cost without affecting its quality. This
method involves systematic efforts to analyze the functions of products and services

and identify cost-saving opportunities.

Importance of Cost Management
1. Profitability:
Effective cost management helps businesses maintain or increase profitability by
controlling operational expenses and optimizing resource allocation.
Competitive Advantage:

By managing costs efficiently, companies can reduce their prices, improve
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quality, or invest more in marketing and innovation, thus gaining a competitive
advantage in the market.

Improved Decision-Making:
Accurate cost information allows managers to make informed decisions regarding
pricing, production, investment, and expansion strategies. Cost management
provides the necessary data to make both short-term and long-term decisions.
Resource Optimization:
Cost management helps businesses optimize the use of their resources, ensuring
that they are not overspending on unnecessary activities or underutilizing key
assets.

Cash Flow Management:
Cost management directly impacts cash flow. By controlling costs, businesses can
ensure they have enough liquidity to pay debts, invest in new opportunities, and
maintain operations without financial strain.

Risk Management:
Managing costs helps in reducing financial risks associated with price fluctuations,
supply chain disruptions, or unforeseen events. Having a strong cost management
plan enables businesses to absorb unexpected increases in costs and avoid

financial crises.

Cost Management in Project Management
In project management, cost management becomes even more critical, as projects often
have strict timelines and budget constraints. The key areas of cost management in projects
include:
1. Cost Estimation:
Estimating the cost of a project involves calculating the total cost required to

complete the project, including labor, materials, overheads, and contingency costs.
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2. Cost Budgeting:
Cost budgeting involves allocating the total estimated cost to specific project tasks,
activities, or phases. It helps in defining financial limits for each component of the
project.

Cost Control:
During the execution phase, cost control ensures that the project stays within the
approved budget. It involves monitoring actual expenditures, identifying variances,

and making adjustments as necessary to keep the project on track.

Examples of Cost Management

Example 1: Activity-Based Costing (ABC) in Manufacturing

A company manufactures three products: A, B, and C. Traditionally, the company allocated
overhead costs equally across all products, but this did not accurately reflect the
consumption of resources. With ABC, the company identifies that product A uses more
machine hours, while product C uses more labor time. By allocating costs based on actual
usage (e.g., machine hours and labor time), the company can determine the true cost of each
product and make more informed pricing and production decisions.

Example 2: Target Costing in Product Development

A company is developing a new smartphone and sets a target cost of 30,000 per unit based
on market competition. During the product design phase, engineers and managers work
together to ensure the cost of materials, components, and manufacturing processes
remains within the ¥30,000 target. They analyze cost-saving opportunities, such as sourcing
cheaper components and optimizing the assembly process, to meet the target cost while

still maintaining quality and functionality.

Challenges in Cost Management
1. Complexity of Cost Estimation:
Accurate estimation of costs can be difficult, especially when dealing with new

projects, fluctuating raw material prices, and unpredictable market conditions.
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2. Cost Allocation:
Allocating costs accurately between different products, services, or departments can
be complex, especially for businesses with multiple divisions and varied operations.
Resistance to Cost Cutting:
Employees or departments may resist cost-reduction initiatives due to concerns over
job security or reduced budgets for operational needs.

Maintaining Quality:
Efforts to reduce costs may lead to the compromise of product quality or service

standards, which can harm the reputation of the company and customer satisfaction.

Cost management is a vital component of business strategy, ensuring that companies can
manage their resources effectively, maintain profitability, and remain competitive. By
using techniques like Activity-Based Costing, Target Costing, and Lean Costing, organizations
can optimize their costs and improve financial performance. However, cost management
requires continuous monitoring, accurate estimation, and a strategic approach to achieve
long-term success without sacrificing quality or customer satisfaction.

Cost Reduction and Cost Control

Cost Reduction and Cost Control are two key elements of cost management that help
organizations improve their financial performance by managing expenditures effectively.
Although these terms are often used interchangeably, they refer to different approaches and

strategies in managing business costs.

Cost Control
Cost Control refers to the process of managing and regulating expenditures to ensure

that they do not exceed the budgeted or planned costs. The primary objective of cost
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control is to keep costs within the predetermined limits and ensure that the organization

operates efficiently.

Key Features of Cost Control

1.

Focus on Monitoring:
The emphasis in cost control is on tracking and comparing actual costs with budgeted
or planned costs. Any variances between the two are analyzed, and corrective actions
are taken to bring costs back in line with expectations.

Preventing Overruns:
Cost control aims to prevent cost overruns during the execution phase of a project
or operational period. It involves regularly comparing actual performance against
the budget to ensure that expenses are contained.

Short-Term Perspective:
Cost control generally focuses on short-term goals, such as keeping a project
within budget or managing departmental costs within monthly or quarterly limits.
Setting Budgets:
Budgets are created for various departments or projects, and expenditures are
monitored closely. If actual costs exceed the budgeted amounts, actions are taken
to reduce unnecessary spending.

Focus on Efficiency:
It emphasizes achieving operational efficiency by managing costs such as labor,

materials, and overheads to avoid wastage or inefficiency.

Methods of Cost Control

1.

Standard Costing:
Setting predetermined costs (standard costs) for production or operational activities.
Any deviation from the standard cost (variance) is analyzed and corrective action is
taken.

Budgetary Control:
Regularly comparing actual expenses with the budgeted amounts. Variance
analysis is conducted to understand reasons for deviations and to make necessary

adjustments.
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3. Variance Analysis:
Identifying the difference between budgeted and actual costs and analyzing the
reasons for the variance. This helps in controlling the costs and preventing further
deviations.

Cost-Volume-Profit (CVP) Analysis:
Analyzing the relationship between costs, volume, and profit to make decisions on

cost management and pricing strategies.

Cost Reduction
Cost Reduction refers to the process of permanently lowering the cost base of an
organization. Unlike cost control, which focuses on managing costs within limits, cost
reduction aims to eliminate inefficiencies and identify long-term savings by reducing
unnecessary or excessive costs. The goal is to achieve sustainable, long-term improvements
in cost structures without affecting product or service quality.
Key Features of Cost Reduction
1. Focus on Long-Term Savings:
The primary objective of cost reduction is to permanently reduce the
organization's cost base by eliminating waste and inefficiencies.
Structural and Operational Changes:
Cost reduction often involves fundamental changes to business operations, such
as streamlining processes, automating tasks, or outsourcing non-core activities.
Quality and Efficiency:
Cost reduction focuses on improving the overall efficiency of operations without
compromising on the quality of products or services.
Focus on Innovation:
Involves finding new ways to perform tasks more efficiently through the use of

technology, better management practices, and innovation in the production process.
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Long-Term Perspective:
Cost reduction strategies are usually aimed at achieving long-term financial benefits

rather than short-term cost containment.

Methods of Cost Reduction

1.

Process Improvement:
Streamlining business processes by eliminating non-value-adding activities and

improving workflow efficiency.

. Automation and Technology:

Introducing automation and advanced technology to reduce labor costs, improve
efficiency, and minimize human error.

Outsourcing:

Outsourcing non-core activities (e.g., IT services, customer support, logistics) to
third-party providers who can perform these functions at lower costs.

Negotiating with Suppliers:
Renegotiating contracts with suppliers for better terms, discounts, or alternative,
lower-cost materials.

Energy and Resource Efficiency:
Implementing energy-saving measures or reducing resource consumption (e.g.,
raw materials, energy, labor) to cut costs.

Lean Management:
Adopting lean principles to reduce waste (e.g., excess inventory, unnecessary steps
in the production process) and improve operational efficiency.

Rationalizing Product Lines:
Discontinuing low-margin or underperforming products and focusing on higher-
margin, more profitable offerings.

Reducing Overheads:
Identifying areas of overspending in overheads (e.g., administrative costs, marketing

expenses) and implementing cost-saving measures.

Differences Between Cost Control and Cost Reduction
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Aspect Cost Control Cost Reduction

L To keep costs within a defined To permanently reduce the overall
Objective
budget or predetermined limits. cost base of the organization.

E Monitoring actual costs against Eliminating inefficiencies and
ocus
budgets. excess costs for long-term savings.

. . Short-term (focused on day-to-day Long-term (focused on sustained
Time Horizon
operations). cost reductions).

s Typically focused on individual Applies to the entire organization or
cope
projects or departments. operations.

Corrective action if costs exceed Fundamental changes to processes
Approach
budget. and structures to lower costs.

Budgeting, variance  analysis, Lean management, outsourcing,
Methods
standard costing. automation, process redesign.

Effect on Cost control  ensures that Cost reduction involves process

Operations operations stay within set limits. reengineering to cut costs.

lllustration of Cost Control and Cost Reduction
Cost Control Example:
A manufacturing company sets a budget of 50,000 for raw material costs for a quarter.
By the end of the quarter, the actual material costs amount to ¥55,000. The company
performs a variance analysis and discovers that the increase in costs was due to inefficiencies
in the procurement process. The company then takes corrective actions, such as
negotiating better terms with suppliers and implementing stricter inventory control, to
ensure that the cost does not exceed 350,000 in the next quarter.
Cost Reduction Example:
A retail company wants to reduce its operational costs by ¥10,00,000 annually. The company
analyzes its processes and identifies several areas for cost reduction:

e Automation: Implementing an automated inventory system to reduce labor

COStS.
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Outsourcing: Outsourcing its IT services to a third-party provider, which results
in a 30% reduction in related costs.
Lean Management: Streamlining its supply chain by reducing waste and
unnecessary steps in the distribution process.

By implementing these strategies, the company is able to permanently reduce its

operational costs by 310,00,000 per year.

Both cost control and cost reduction are essential strategies for organizations aiming
to maintain financial health and improve profitability. While cost control focuses on
managing and monitoring costs within predetermined limits, cost reduction focuses on
finding long-term, sustainable savings by improving operational efficiency. A balanced
approach, incorporating both strategies, can lead to more effective cost management and
improved overall performance.

Responsibility Accounting

Responsibility Accounting is a system of accounting that segments financial performance
by the specific responsibility centers within an organization. It is a method of accounting
that tracks the financial results of each area (or department) of an organization, assigning
the performance (revenues, costs, and profits) to the individuals or departments
responsible for the results. The goal of responsibility accounting is to hold individuals or
departments accountable for the financial outcomes that fall within their control and scope
of operation.

This approach helps organizations manage performance, promote accountability, and align
goals throughout various departments. It ensures that managers and employees focus on

their respective responsibilities and avoid overlapping roles or ambiguities.

Key Concepts of Responsibility Accounting
1. Responsibility Centers:
Responsibility centers are divisions, departments, or units within an organization

where specific managers are responsible for particular outcomes. These can be
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classified into different types based on the level of control and the type of
decisions the manager is accountable for:

o Cost Centers:
Managers are responsible for controlling costs but do not have authority over
revenue generation. Their performance is measured by how well they manage
costs within budgetary limits. Examples include production departments or
maintenance departments.

Revenue Centers:
Managers are responsible for generating revenue but have no control over
costs. Their performance is evaluated based on the revenue they generate.
Examples include sales departments.

Profit Centers:
Managers are responsible for both costs and revenues, meaning they are
accountable for generating profits. Performance is evaluated based on the
profit earned. Examples include product divisions or branch offices.
Investment Centers:
Managers have responsibility for revenues, costs, and investments in assets.
Their performance is evaluated based on return on investment (ROI) or
economic value added (EVA). Examples include divisions within a large
company that manage significant capital investments.

2. Performance Measurement:
Responsibility accounting focuses on measuring performance against financial
targets, such as budgeted costs, revenues, or profits. The key performance indicators
(KPIs) depend on the type of responsibility center:

o Cost Centers: Variance analysis (comparing actual costs with budgeted
costs) is a key measure.

Revenue Centers: Sales or revenue variance is a primary measure.
Profit Centers: Profitability and profit variances (comparing actual profit

with target profit) are assessed.
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o Investment Centers: Return on investment (ROI) or residual income is
used to evaluate performance.
Budgeting:
Budgets are prepared for each responsibility center to set performance targets.
The actual performance is then compared with the budgeted performance to
assess variances. Responsibility accounting emphasizes that the responsibility center

manager should be held accountable only for those areas within their control.

. Variance Analysis:

Variance analysis helps identify differences between budgeted and actual results.
The analysis helps managers understand the reasons for the variances, such as
increased costs, revenue shortfalls, or investment inefficiencies, and take

corrective actions.

Advantages of Responsibility Accounting

1.

Improved Accountability:
By assigning specific responsibility for costs, revenues, and profits to managers,
responsibility accounting creates clear accountability. Each manager knows what
they are responsible for and can focus on improving performance in their area.
Enhanced Performance Measurement:
Responsibility accounting provides detailed financial data for evaluating the
performance of different units within an organization. It helps identify areas where
performance is lagging, which can be addressed for improvement.
Decentralization of Decision-Making:
Responsibility accounting encourages decentralized decision-making by giving
managers the authority to make decisions that impact their areas. This leads to
quicker decision-making and more timely responses to changes in the business
environment.

Goal Alignment:

By establishing clear performance metrics for each responsibility center,
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responsibility accounting aligns departmental and organizational goals. Managers
focus on meeting their targets, which contributes to the overall success of the
company.

Budget Control:
Responsibility accounting provides an organized framework for setting and
controlling budgets. Managers are responsible for adhering to budgets, helping
prevent overspending and improve financial discipline.

Motivational Tool:
Responsibility accounting can act as a motivational tool by rewarding managers
based on their performance. Achieving budget targets or profit goals can lead to

bonuses, recognition, or promotions.

Disadvantages of Responsibility Accounting

1. Difficulty in Performance Evaluation:
Some factors affecting performance, such as market conditions or external economic
factors, may be beyond the control of managers. Evaluating performance in such
cases can be unfair or misleading.
Increased Administrative Effort:
Responsibility accounting requires detailed tracking of expenses, revenues, and
profits for each responsibility center. This can lead to increased administrative
burden and complexity in reporting.
Potential for Over-Emphasis on Short-Term Results: In
a profit center or investment center, focusing too much on short-term financial
targets (such as profits or ROI) can sometimes overlook long-term objectives like
strategic growth or innovation.
Conflict Between Departments:
Since responsibility centers are evaluated individually, departments may compete
with each other for resources, leading to conflicts between units (e.g., a sales

department pushing for more budget allocation at the expense of production).
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5. Overemphasis on Financial Metrics:
Responsibility accounting may place too much emphasis on financial metrics,
potentially neglecting non-financial factors like employee satisfaction, product
quality, or customer service, which are also critical for the long-term success of

the organization.

Examples of Responsibility Accounting in Action

Example 1: Cost Center

A manufacturing company has a production department that produces goods but is not
responsible for generating sales. The cost center manager is held responsible for controlling
the costs of materials, labor, and overheads in the production process. If actual costs
exceed the budgeted costs, the manager is asked to explain the reasons behind the
variances and to take corrective actions.

Example 2: Revenue Center

A retail store's sales department is tasked with generating revenue. The revenue center
manager is accountable for achieving the targeted sales figures. If the store fails to meet
sales targets, the manager would need to review marketing strategies, promotional
activities, or staffing levels to identify ways to boost sales.

Example 3: Profit Center

A product division within a company has its own revenue targets and budgeted costs.
The division manager is accountable for both generating sales and managing production
costs. Performance is measured based on the profits earned by the division. If the
division's profits fall short of the target, the manager is expected to identify and address the
reasons for the shortfall, such as reducing costs or increasing sales.

Example 4: Investment Center

A division of a multinational company is responsible for both operational costs and
investments in assets. The investment center manager is held accountable for managing
not only the costs and revenues but also the return on investments (ROI). The
performance of the manager is assessed based on how effectively they use the division's

capital to generate profits and returns.
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Responsibility accounting is a powerful tool for improving organizational performance by
establishing clear accountability across different levels of the organization. It allows
businesses to evaluate and manage costs, revenues, and profits more effectively by assigning
specific responsibility to managers for the outcomes within their control. Although it comes
with its challenges, such as potential conflicts between departments or overemphasis on
financial metrics, the benefits of improved accountability, goal alignment, and performance
measurement make responsibility accounting an essential part of modern financial

management.

Responsibility Center

A Responsibility Center is a part of an organization (such as a department, division, or
business unit) where a manager is held accountable for specific financial results and
operational outcomes. Responsibility centers are crucial components of responsibility
accounting, which is a system that segments financial performance by the specific
responsibility areas within an organization.

In responsibility accounting, each responsibility center is treated as an individual unit
with its own performance metrics. The purpose of defining responsibility centers is to
allocate responsibility for revenues, costs, and profits, ensuring that managers have a
clear understanding of what they are accountable for, and helping to assess performance

effectively.

Types of Responsibility Centers
Responsibility centers are classified based on the degree of control a manager has over costs,
revenues, and investments within that unit. There are four primary types of responsibility
centers:
1. Cost Centers:
A cost center is a unit within an organization that is responsible only for

controlling costs. The manager of a cost center does not have control over
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revenues or profits, but their performance is measured based on how well they
manage costs within a specified budget.
o Examples:
= Production departments
= Maintenance departments
= Accounting departments
= Research and Development (R&D) departments
o Key Performance Measure:
Performance is evaluated based on variance analysis (i.e., comparing budgeted
costs to actual costs). If the actual costs are less than the budgeted costs,
the manager is considered to have performed well.

2. Revenue Centers:
A revenue center is responsible for generating revenue, but the manager does
not have control over the costs of production or other expenses. The manager’s
performance is evaluated based on how much revenue the center generates, often
compared to revenue targets or sales budgets.

o Examples:
= Sales departments
= Marketing departments
o Key Performance Measure:
Performance is evaluated based on the revenue generated, often measured
by comparing actual revenue with the budgeted revenue.
Profit Centers:
A profit center is a unit that is responsible for both generating revenue and
managing costs. The manager of a profit center has control over both the income and
expenses related to the unit, and their performance is evaluated based on the
profitability of the center (i.e., the difference between revenues and costs).
o Examples:
» Individual product lines or product divisions

= Retail outlets
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= Branch offices
Key Performance Measure:
Performance is evaluated based on profit, often using metrics like Profit
Variance (actual profit vs. budgeted profit), Return on Sales (ROS), or
Profit Margins.

4. Investment Centers:
An investment center is the highest level of responsibility center, where the
manager is responsible not only for revenues and costs but also for the
investments made in assets. This type of center is typically evaluated based on
financial performance metrics like Return on Investment (ROI) or Residual
Income (RI), which reflect the profitability and efficient use of capital.

o Examples:
= Divisions of large corporations that handle significant capital
investments
= Large subsidiaries
o Key Performance Measure:
Performance is evaluated using metrics such as Return on Investment (ROI)
or Economic Value Added (EVA), which assess the center's ability to

generate profits relative to the capital invested.

Characteristics of Responsibility Centers
1. Decentralization:
Responsibility centers support decentralized decision-making, where managers at
lower levels are given authority over their areas. This fosters accountability and
ensures decisions are made quickly and close to the operations.
Performance Measurement:
Responsibility centers allow for the systematic measurement of performance at
different organizational levels. Managers are held accountable for results within their

centers, making it easier to identify areas that need improvement.
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3.

Clear Accountability:
Each responsibility center has a designated manager who is responsible for the
financial outcomes (costs, revenues, profits, or investments) of that center. This helps
align organizational goals with individual or departmental objectives.

Budgeting:

Each responsibility center typically operates within a budget, and managers are
responsible for achieving financial performance in line with that budget. Budgetary
control is a crucial part of the evaluation process.

Performance Reporting:
Regular financial reports, often including variance analysis, are generated for each
responsibility center. These reports highlight discrepancies between budgeted and

actual performance, helping managers identify and address problems.

Advantages of Responsibility Centers

1.

Improved Accountability:
Responsibility centers make it clear who is responsible for which outcomes, thereby
fostering accountability. Managers can focus on the results they can control and
make decisions based on specific financial targets.

Motivation for Managers:
When managers are given control over their areas and held accountable for
performance, it can be a source of motivation. Managers are more likely to work
efficiently and effectively to achieve their targets if their performance is measured
and linked to rewards.

Better Control:
Responsibility centers make it easier for an organization to manage its operations
by focusing on individual units or departments. Performance is regularly monitored,
and corrective actions can be taken where necessary.

Efficient Decision-Making:

Decentralization of authority enables decision-making to be done closer to the
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point of action. Managers can make quicker decisions without waiting for approval
from higher levels of management.

Performance Evaluation:
Each responsibility center provides a clear framework for evaluating performance.
This helps top management assess the efficiency of different units and identify areas

where improvements are needed.

Challenges of Responsibility Centers

1. Overemphasis on Financial Metrics:
Responsibility centers often focus on financial performance, which may lead to
neglecting non-financial factors like employee satisfaction, customer service, or
quality control. It is important to balance financial goals with broader organizational
objectives.
Potential for Conflicts:
As responsibility centers are evaluated separately, there may be competition for
resources between departments or units, leading to conflicts. For example, a profit
center may demand more investment in assets, while a cost center might push for
fewer resources to meet its cost reduction targets.
Performance Can Be Unfairly Affected by External Factors: Managers
of responsibility centers may not always have control over external factors (such as
market conditions or economic downturns) that can affect performance. This could
lead to a situation where a manager is unfairly penalized for results outside their
control.
Measurement Limitations:
In some cases, responsibility centers may not have clear or accurate performance
metrics, making it difficult to assess their true contribution to the organization. For
example, a sales manager might be evaluated solely on revenue, but may not be

able to control inventory shortages.

Example of Responsibility Centers
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Example 1: Cost Center

A manufacturing department in a company is responsible for producing goods. The manager
of the manufacturing department is accountable for controlling costs, including labor,
materials, and overhead. If the department exceeds its budget for raw materials, the
manager will need to explain the variance and take corrective actions to control costs in
the future.

Example 2: Revenue Center

A sales department is responsible for generating revenue for the company. The manager
of this department is evaluated based on the total revenue generated by the sales team.
If the actual revenue falls short of the target, the manager is expected to identify the reasons
for the shortfall and take action to improve sales performance.

Example 3: Profit Center

A product division is responsible for both generating revenue and controlling costs. The
manager of the product division is evaluated on the profitability of the division. If the division
fails to meet its profit target, the manager is expected to address cost overruns or find
ways to increase revenue to achieve profitability.

Example 4: Investment Center

A regional division in a multinational corporation is responsible for both generating revenue
and managing capital investments. The manager of this division is evaluated based on the
return on investment (ROI) from the capital deployed. The manager is expected to make
decisions that maximize the profitability of investments, such as improving operational

efficiency or optimizing asset utilization.

Responsibility centers are an essential part of management accounting, as they provide
a clear framework for evaluating the performance of different organizational units. By
segmenting responsibility into cost, revenue, profit, or investment centers, an
organization can effectively monitor performance, foster accountability, and improve

decision-making. While responsibility centers offer many benefits, including better
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control, motivation, and efficiency, it is important to balance financial metrics with broader

strategic goals to ensure overall organizational success.

Responsibility Center

A Responsibility Center is a part of an organization (such as a department, division, or
business unit) where a manager is held accountable for specific financial results and
operational outcomes. Responsibility centers are crucial components of responsibility
accounting, which is a system that segments financial performance by the specific
responsibility areas within an organization.

In responsibility accounting, each responsibility center is treated as an individual unit
with its own performance metrics. The purpose of defining responsibility centers is to
allocate responsibility for revenues, costs, and profits, ensuring that managers have a
clear understanding of what they are accountable for, and helping to assess performance

effectively.

Types of Responsibility Centers
Responsibility centers are classified based on the degree of control a manager has over costs,
revenues, and investments within that unit. There are four primary types of responsibility
centers:
1. Cost Centers:
A cost center is a unit within an organization that is responsible only for controlling
costs. The manager of a cost center does not have control over revenues or profits,
but their performance is measured based on how well they manage costs within a
specified budget.
o Examples:
= Production departments
= Maintenance departments
» Accounting departments

= Research and Development (R&D) departments
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o Key Performance Measure:
Performance is evaluated based on variance analysis (i.e., comparing budgeted
costs to actual costs). If the actual costs are less than the budgeted costs,
the manager is considered to have performed well.

2. Revenue Centers:
A revenue center is responsible for generating revenue, but the manager does
not have control over the costs of production or other expenses. The manager’s
performance is evaluated based on how much revenue the center generates, often
compared to revenue targets or sales budgets.

o Examples:

= Sales departments
= Marketing departments

o Key Performance Measure:
Performance is evaluated based on the revenue generated, often measured
by comparing actual revenue with the budgeted revenue.

Profit Centers:
A profit center is a unit that is responsible for both generating revenue and
managing costs. The manager of a profit center has control over both the income and
expenses related to the unit, and their performance is evaluated based on the
profitability of the center (i.e., the difference between revenues and costs).

o Examples:

» Individual product lines or product divisions
= Retail outlets
= Branch offices

o Key Performance Measure:
Performance is evaluated based on profit, often using metrics like Profit
Variance (actual profit vs. budgeted profit), Return on Sales (ROS), or
Profit Margins.

4. Investment Centers:

An investment center is the highest level of responsibility center, where the
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manager is responsible not only for revenues and costs but also for the
investments made in assets. This type of center is typically evaluated based on
financial performance metrics like Return on Investment (ROI) or Residual
Income (RI), which reflect the profitability and efficient use of capital.
o Examples:
= Divisions of large corporations that handle significant capital
investments
= Large subsidiaries
o Key Performance Measure:
Performance is evaluated using metrics such as Return on Investment (ROI)
or Economic Value Added (EVA), which assess the center's ability to

generate profits relative to the capital invested.

Characteristics of Responsibility Centers
1. Decentralization:

Responsibility centers support decentralized decision-making, where managers at
lower levels are given authority over their areas. This fosters accountability and
ensures decisions are made quickly and close to the operations.
Performance Measurement:
Responsibility centers allow for the systematic measurement of performance at
different organizational levels. Managers are held accountable for results within their
centers, making it easier to identify areas that need improvement.
Clear Accountability:
Each responsibility center has a designated manager who is responsible for the
financial outcomes (costs, revenues, profits, or investments) of that center. This helps
align organizational goals with individual or departmental objectives.
Budgeting:
Each responsibility center typically operates within a budget, and managers are
responsible for achieving financial performance in line with that budget. Budgetary

control is a crucial part of the evaluation process.
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5.

Performance Reporting:
Regular financial reports, often including variance analysis, are generated for each
responsibility center. These reports highlight discrepancies between budgeted and

actual performance, helping managers identify and address problems.

Advantages of Responsibility Centers

1.

Improved Accountability:
Responsibility centers make it clear who is responsible for which outcomes, thereby
fostering accountability. Managers can focus on the results they can control and
make decisions based on specific financial targets.

Motivation for Managers:
When managers are given control over their areas and held accountable for
performance, it can be a source of motivation. Managers are more likely to work
efficiently and effectively to achieve their targets if their performance is measured
and linked to rewards.

Better Control:
Responsibility centers make it easier for an organization to manage its operations
by focusing on individual units or departments. Performance is regularly monitored,
and corrective actions can be taken where necessary.

Efficient Decision-Making:
Decentralization of authority enables decision-making to be done closer to the
point of action. Managers can make quicker decisions without waiting for approval
from higher levels of management.

Performance Evaluation:
Each responsibility center provides a clear framework for evaluating performance.
This helps top management assess the efficiency of different units and identify

areas where improvements are needed.

Challenges of Responsibility Centers
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Overemphasis on Financial Metrics:
Responsibility centers often focus on financial performance, which may lead to
neglecting non-financial factors like employee satisfaction, customer service, or
quality control. It is important to balance financial goals with broader organizational
objectives.

Potential for Conflicts:
As responsibility centers are evaluated separately, there may be competition for
resources between departments or units, leading to conflicts. For example, a profit
center may demand more investment in assets, while a cost center might push for
fewer resources to meet its cost reduction targets.

Performance Can Be Unfairly Affected by External Factors: Managers
of responsibility centers may not always have control over external factors (such as
market conditions or economic downturns) that can affect performance. This could
lead to a situation where a manager is unfairly penalized for results outside their
control.

Measurement Limitations:
In some cases, responsibility centers may not have clear or accurate performance
metrics, making it difficult to assess their true contribution to the organization. For
example, a sales manager might be evaluated solely on revenue, but may not be

able to control inventory shortages.

Example of Responsibility Centers

Example 1: Cost Center

A manufacturing department in a company is responsible for producing goods. The manager
of the manufacturing department is accountable for controlling costs, including labor,
materials, and overhead. If the department exceeds its budget for raw materials, the
manager will need to explain the variance and take corrective actions to control costs in

the future.
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Example 2: Revenue Center

A sales department is responsible for generating revenue for the company. The manager
of this department is evaluated based on the total revenue generated by the sales team.
If the actual revenue falls short of the target, the manager is expected to identify the reasons
for the shortfall and take action to improve sales performance.

Example 3: Profit Center

A product division is responsible for both generating revenue and controlling costs. The
manager of the product division is evaluated on the profitability of the division. If the division
fails to meet its profit target, the manager is expected to address cost overruns or find
ways to increase revenue to achieve profitability.

Example 4: Investment Center

A regional division in a multinational corporation is responsible for both generating revenue
and managing capital investments. The manager of this division is evaluated based on the
return on investment (ROI) from the capital deployed. The manager is expected to make
decisions that maximize the profitability of investments, such as improving operational

efficiency or optimizing asset utilization.

Responsibility centers are an essential part of management accounting, as they provide
a clear framework for evaluating the performance of different organizational units. By
segmenting responsibility into cost, revenue, profit, or investment centers, an
organization can effectively monitor performance, foster accountability, and improve
decision-making. While responsibility centers offer many benefits, including better control,
motivation, and efficiency, it is important to balance financial metrics with broader
strategic goals to ensure overall organizational success.

Responsibility Center

A Responsibility Center is a part of an organization (such as a department, division, or
business unit) where a manager is held accountable for specific financial results and

operational outcomes. Responsibility centers are crucial components of responsibility
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accounting, which is a system that segments financial performance by the specific
responsibility areas within an organization.

In responsibility accounting, each responsibility center is treated as an individual unit with
its own performance metrics. The purpose of defining responsibility centers is to allocate
responsibility for revenues, costs, and profits, ensuring that managers have a clear
understanding of what they are accountable for, and helping to assess performance

effectively.

Types of Responsibility Centers
Responsibility centers are classified based on the degree of control a manager has over costs,
revenues, and investments within that unit. There are four primary types of responsibility
centers:
1. Cost Centers:
A cost center is a unit within an organization that is responsible only for controlling
costs. The manager of a cost center does not have control over revenues or profits,
but their performance is measured based on how well they manage costs within a
specified budget.
o Examples:
= Production departments
= Maintenance departments
» Accounting departments
= Research and Development (R&D) departments
o Key Performance Measure:
Performance is evaluated based on variance analysis (i.e., comparing budgeted
costs to actual costs). If the actual costs are less than the budgeted costs,
the manager is considered to have performed well.
Revenue Centers:
A revenue center is responsible for generating revenue, but the manager does

not have control over the costs of production or other expenses. The manager’s
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performance is evaluated based on how much revenue the center generates, often
compared to revenue targets or sales budgets.
o Examples:
= Sales departments
= Marketing departments
o Key Performance Measure:
Performance is evaluated based on the revenue generated, often measured
by comparing actual revenue with the budgeted revenue.

3. Profit Centers:
A profit center is a unit that is responsible for both generating revenue and
managing costs. The manager of a profit center has control over both the income and
expenses related to the unit, and their performance is evaluated based on the
profitability of the center (i.e., the difference between revenues and costs).

o Examples:
= Individual product lines or product divisions
» Retail outlets
= Branch offices
o Key Performance Measure:
Performance is evaluated based on profit, often using metrics like Profit
Variance (actual profit vs. budgeted profit), Return on Sales (ROS), or
Profit Margins.
Investment Centers:
An investment center is the highest level of responsibility center, where the
manager is responsible not only for revenues and costs but also for the
investments made in assets. This type of center is typically evaluated based on
financial performance metrics like Return on Investment (ROI) or Residual
Income (RI), which reflect the profitability and efficient use of capital.
o Examples:
= Divisions of large corporations that handle significant capital

investments
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= Large subsidiaries
Key Performance Measure:
Performance is evaluated using metrics such as Return on Investment (ROI)
or Economic Value Added (EVA), which assess the center's ability to

generate profits relative to the capital invested.

Characteristics of Responsibility Centers

1.

Decentralization:

Responsibility centers support decentralized decision-making, where managers at
lower levels are given authority over their areas. This fosters accountability and
ensures decisions are made quickly and close to the operations.

Performance Measurement:
Responsibility centers allow for the systematic measurement of performance at
different organizational levels. Managers are held accountable for results within their
centers, making it easier to identify areas that need improvement.

Clear Accountability:
Each responsibility center has a designated manager who is responsible for the
financial outcomes (costs, revenues, profits, or investments) of that center. This helps
align organizational goals with individual or departmental objectives.

Budgeting:

Each responsibility center typically operates within a budget, and managers are
responsible for achieving financial performance in line with that budget. Budgetary
control is a crucial part of the evaluation process.

Performance Reporting:
Regular financial reports, often including variance analysis, are generated for each
responsibility center. These reports highlight discrepancies between budgeted and

actual performance, helping managers identify and address problems.

Advantages of Responsibility Centers
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Improved Accountability:
Responsibility centers make it clear who is responsible for which outcomes, thereby
fostering accountability. Managers can focus on the results they can control and
make decisions based on specific financial targets.

Motivation for Managers:
When managers are given control over their areas and held accountable for
performance, it can be a source of motivation. Managers are more likely to work
efficiently and effectively to achieve their targets if their performance is measured
and linked to rewards.

Better Control:
Responsibility centers make it easier for an organization to manage its operations
by focusing on individual units or departments. Performance is regularly monitored,
and corrective actions can be taken where necessary.

Efficient Decision-Making:
Decentralization of authority enables decision-making to be done closer to the
point of action. Managers can make quicker decisions without waiting for approval
from higher levels of management.

Performance Evaluation:
Each responsibility center provides a clear framework for evaluating performance.
This helps top management assess the efficiency of different units and identify areas

where improvements are needed.

Challenges of Responsibility Centers
1. Overemphasis on Financial Metrics:
Responsibility centers often focus on financial performance, which may lead to
neglecting non-financial factors like employee satisfaction, customer service, or
quality control. It is important to balance financial goals with broader organizational
objectives.
Potential for Conflicts:

As responsibility centers are evaluated separately, there may be competition for
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resources between departments or units, leading to conflicts. For example, a profit
center may demand more investment in assets, while a cost center might push for
fewer resources to meet its cost reduction targets.

Performance Can Be Unfairly Affected by External Factors: Managers
of responsibility centers may not always have control over external factors (such as
market conditions or economic downturns) that can affect performance. This could
lead to a situation where a manager is unfairly penalized for results outside their
control.

Measurement Limitations:
In some cases, responsibility centers may not have clear or accurate performance
metrics, making it difficult to assess their true contribution to the organization. For
example, a sales manager might be evaluated solely on revenue, but may not be

able to control inventory shortages.

Example of Responsibility Centers

Example 1: Cost Center

A manufacturing department in a company is responsible for producing goods. The manager
of the manufacturing department is accountable for controlling costs, including labor,
materials, and overhead. If the department exceeds its budget for raw materials, the
manager will need to explain the variance and take corrective actions to control costs in
the future.

Example 2: Revenue Center

A sales department is responsible for generating revenue for the company. The manager
of this department is evaluated based on the total revenue generated by the sales team.
If the actual revenue falls short of the target, the manager is expected to identify the reasons
for the shortfall and take action to improve sales performance.

Example 3: Profit Center

A product division is responsible for both generating revenue and controlling costs. The

manager of the product division is evaluated on the profitability of the division. If the
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division fails to meet its profit target, the manager is expected to address cost overruns
or find ways to increase revenue to achieve profitability.

Example 4: Investment Center

A regional division in a multinational corporation is responsible for both generating revenue
and managing capital investments. The manager of this division is evaluated based on the
return on investment (ROI) from the capital deployed. The manager is expected to make
decisions that maximize the profitability of investments, such as improving operational

efficiency or optimizing asset utilization.

Responsibility centers are an essential part of management accounting, as they provide
a clear framework for evaluating the performance of different organizational units. By
segmenting responsibility into cost, revenue, profit, or investment centers, an
organization can effectively monitor performance, foster accountability, and improve
decision-making. While responsibility centers offer many benefits, including better control,
motivation, and efficiency, it is important to balance financial metrics with broader
strategic goals to ensure overall organizational success.

Accounting for Price Level Changes

Accounting for price level changes refers to the process of adjusting financial statements
to reflect the effects of changes in the general price levels (inflation or deflation) over time.
Price level changes can impact the true financial position and performance of an
organization, as historical cost accounting (the traditional method) does not take into
account changes in the purchasing power of money. This can distort financial information
and lead to incorrect decisions based on outdated values.

To address these distortions, Inflation Accounting and Price Level Accounting were
introduced to adjust the financial statements for the effects of inflation. These methods
aim to provide a more accurate picture of an organization's financial health and performance

under varying economic conditions.

Objectives of Accounting for Price Level Changes
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Provide a Realistic Measure of Financial Performance: Adjusting
for price level changes helps to ensure that the reported financial results reflect
the true economic impact of inflation or deflation, rather than merely accounting
for nominal changes.

Maintain Comparability:
It allows for a more consistent comparison of financial results over time, as the impact
of inflation or deflation is removed, providing a clearer picture of a company's true
performance.

. Aid Decision Making:
Financial information adjusted for price level changes provides better data for
investors, creditors, and managers in making economic decisions, as it reflects the
real value of assets, liabilities, and income.

Ensure Proper Valuation of Assets and Liabilities: The
historical cost method often fails to represent the true current value of assets and
liabilities, as it is based on past prices. Adjusting for price level changes ensures
assets are reported at their current values, giving a more accurate view of the

company’s net worth.

Methods of Accounting for Price Level Changes
There are two main methods used to account for price level changes:
1. Current Cost Accounting (CCA)
Current Cost Accounting (CCA) adjusts the financial statements to reflect the
current cost of assets and liabilities. It measures assets at their current
replacement costs rather than their historical costs. This method is particularly useful
in industries where asset prices change rapidly, such as in manufacturing or real
estate.
o Key Features of CCA:
= Assets are valued at their replacement cost (the cost to acquire or

replace the asset at current prices).
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Depreciation is charged based on the replacement cost of assets rather
than the historical cost.
This method reflects the economic impact of price level changes on the
company's operations.
o Example:
If a company purchased a machine five years ago for Rs. 10,000, and the price
of such machines has now risen to Rs. 15,000 due to inflation, under CCA, the
machine would be valued at Rs. 15,000 on the balance sheet. The depreciation
charge would also be based on Rs. 15,000 instead of Rs. 10,000.
2. General Price Level Accounting (GPLA)
General Price Level Accounting (GPLA) adjusts financial statements based on
a general price index (such as the Consumer Price Index or CPI) to reflect the overall
inflation or deflation in the economy. This method adjusts all items in the financial
statements to account for the overall change in the purchasing power of money.
o Key Features of GPLA:
= Allfinancial statements are adjusted by a general price index to reflect
the change in the purchasing power of money.
Assets, liabilities, equity, and income are all adjusted for inflation,
ensuring that the financial statements reflect the real value of the items.
This method is used when the overall price level of goods and services
in the economy changes significantly, rather than focusing solely on
specific asset prices.
o Example:
Suppose the general price level in the economy increased by 10% in a
given year. Under GPLA, all financial figures such as revenue, expenses,
and asset values are adjusted upward by 10% to reflect the change in the

purchasing power of money.
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Adjustments in Financial Statements
When adjusting financial statements for price level changes, certain key adjustments
are made:

1. Adjustment of Assets and Liabilities:

o Under CCA, assets are revalued at current replacement cost, and liabilities
may be adjusted to reflect changes in their real value.

Under GPLA, both assets and liabilities are adjusted using a general price
index to maintain consistency with the purchasing power of money.
2. Adjustment of Income and Expenses:

o Income and expenses are adjusted to account for the changes in price
levels, particularly where the general price level impacts revenue and cost
structures.

Depreciation charges are recalculated based on the adjusted value of assets

under both CCA and GPLA.
3. Restatement of Equity:
Equity is adjusted for the effects of inflation or deflation. Under both methods, the

capital invested and retained earnings are restated to reflect their real value.

Advantages of Accounting for Price Level Changes

1. More Accurate Financial Representation:
Adjusting for price level changes ensures that the financial statements reflect the real
economic conditions, rather than just historical costs. This provides more accurate
financial data to stakeholders.
Better Decision Making:
Realistic financial data, adjusted for inflation or deflation, helps managers, investors,
and other stakeholders make better decisions about investments, costs, and pricing
strategies.
Prevents Distortion of Profit:

Inflation can lead to overstatement of profits under traditional accounting, as
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historical cost accounting fails to account for changes in the cost of goods sold
and the depreciation of assets. Price level adjustments help to correct this distortion.
Enhanced Comparability:
By adjusting for inflation, companies can more accurately compare their financial
performance over time, making year-over-year comparisons more meaningful.
Improved Valuation of Assets:
Assets are reported at their replacement cost under CCA, which gives a more realistic

valuation compared to historical cost, especially in inflationary environments.

Disadvantages of Accounting for Price Level Changes

1. Complexity and Cost:
Accounting for price level changes can be complex and requires detailed adjustments,
which can be costly and time-consuming. It also requires access to reliable price
indices and current cost data.
Subjectivity in Measurement:
Valuing assets at replacement cost or adjusting for price level changes involves
subjective judgments about current market prices, which may vary depending on the
method used.
Potential for Reduced Comparability with Other Companies: Not
all companies may adopt price level adjustments, leading to difficulties when
comparing financial performance with competitors who follow traditional accounting
methods.
Non-Cash Adjustments:
Price level adjustments are non-cash in nature and do not represent actual cash flow.
This can create discrepancies between the adjusted financial statements and the
company’s actual liquidity position.
Possible Overstatement of Financial Position:

In periods of high inflation, revaluing assets may lead to an overstatement of the
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company'’s financial position, as the adjusted values may not necessarily reflect

the true realizable value of assets.

Accounting for price level changes provides a more accurate picture of a company’s financial
position and performance, especially during periods of inflation or deflation. While there
are two primary methods (Current Cost Accounting and General Price Level Accounting),
each has its own strengths and weaknesses. For businesses operating in inflationary
environments or industries where asset prices fluctuate rapidly, adjusting financial
statements for price level changes ensures better decision-making and reflects a true
economic view of the organization. However, the complexities and subjectivity involved in
these adjustments must be carefully considered when adopting this approach.
Accounting for price level changes refers to the practice of adjusting financial statements
to reflect the effects of inflation or deflation, which can distort the true financial position
and performance of an organization. There are various methods for accounting for these
price level changes, each designed to provide more accurate financial information in the
context of a changing economic environment. Below are the main methods used for
accounting for price level changes:
1. Current Cost Accounting (CCA)
Current Cost Accounting is a method in which assets and liabilities are adjusted to reflect
their current replacement costs. The objective of CCA is to present financial statements that
show the current cost of replacing assets rather than their historical cost, which may not
accurately reflect their true value during periods of inflation.
+ Key Principles:

o Adjust assets and liabilities to current replacement values.

o Depreciation is charged on the adjusted values of assets.

o Profit is calculated by comparing revenues with the adjusted costs of

goods sold and other expenses.

» Advantages:
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o More accurate reflection of the real purchasing power of the business.
o Provides better information about the current operational performance,
especially in inflationary environments.
» Disadvantages:
Complex to implement as it requires frequent updates to asset values.
May lead to higher depreciation charges and reduced reported profits.
Can be difficult to obtain precise current replacement costs for some
assets.
2. General Price Level (GPL) Accounting
General Price Level Accounting involves adjusting the financial statements for changes
in the general price index, typically using an index like the Consumer Price Index (CPI)
or the Producer Price Index (PPI). In this method, all historical cost figures (revenues,
expenses, assets, liabilities) are adjusted for changes in the general price level.
» Key Principles:
o Adjust historical cost figures based on changes in the general price
level.
Use a general price index (such as CPI or PPI) to apply uniform
adjustments to the financial statements.
The purchasing power of money is considered to have changed over time,
affecting the valuation of all assets and liabilities.
 Advantages:
o Simple to implement compared to CCA because it uses a standard price
index.
o Provides a broad view of how inflation impacts financial performance.
» Disadvantages:
o Doesn't capture changes in specific asset prices, making it less accurate
for companies with diverse assets.
Can oversimplify the complex effects of inflation by applying a general

index.
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3. Constant Dollar Accounting (CDA)
Constant Dollar Accounting is similar to GPL accounting but adjusts the figures in
financial statements for inflation by expressing them in terms of a base year’s purchasing
power, or in "constant dollars." This helps eliminate the distortions caused by price level
changes over time.
» Key Principles:
o Convert all amounts (revenues, expenses, assets) into constant dollars,
using the general price index for the base year.
Compare financial statements for different periods on a constant dollar
basis, rather than a nominal (current value) basis.
 Advantages:
o Provides a clear and comparable view of performance by removing the
effects of inflation.
Makes it easier for investors and other stakeholders to evaluate the real
growth of a business.
+ Disadvantages:
o May be complicated for businesses with many non-monetary transactions
or varying inflation rates across industries.
o Ignores the actual market value of assets, which may vary from the
constant dollar adjusted amounts.
4. Current Purchasing Power (CPP) Accounting
Current Purchasing Power Accounting is closely related to General Price Level
Accounting but places more emphasis on the effect of price changes on the company's capital
rather than on individual assets. In this method, the company’s capital is adjusted for
inflation, and gains or losses are recognized in terms of changes in purchasing power.
» Key Principles:
o Adjust the financial capital or equity of the company based on the changes

in the price index.
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o Recognize any gains or losses due to changes in the purchasing power of
capital.

 Advantages:

o Provides a clearer picture of the real value of company capital in
inflationary periods.

Useful in environments with high inflation, as it helps assess the preservation
of purchasing power.
« Disadvantages:

o The method doesn't directly adjust the values of individual assets, which may

cause some asset-based distortions.
Not widely used due to its complexity and the difficulty of applying consistent
purchasing power adjustments across companies.
5. Inflation-Adjusted Financial Statements (or Hyperinflationary Accounting)
In cases of hyperinflation, traditional methods of accounting become less relevant, and
the International Accounting Standards (IAS 29) may apply. The inflation-adjusted
financial statements method ensures that a company’s financial statements reflect the
effects of severe price changes, providing a more meaningful picture of its financial
health.
» Key Principles:

o Adjustall financial statements for the effects of hyperinflation, using an index
that reflects the extreme inflationary environment.

Report financial statements based on the adjusted values, often by restating
them in terms of the current purchasing power of the currency.
 Advantages:

o Provides more accurate financial reporting in countries experiencing
hyperinflation, where the currency and asset values can change
dramatically in short periods.

» Disadvantages:

o Notapplicable in non-hyperinflationary environments.
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o Requires frequent updates to account for ongoing inflation and may be

costly and complex to implement.

The accounting for price level changes is crucial for businesses, especially in
environments of fluctuating inflation rates. Each method offers a different approach to
handling the impact of inflation or deflation on financial statements, with varying degrees
of complexity and accuracy. Current Cost Accounting and General Price Level
Accounting are more commonly used for practical reasons, whereas more specialized
methods like Inflation-Adjusted Financial Statements are essential in hyperinflationary
conditions. The choice of method depends largely on the specific business context, industry
conditions, and regulatory requirements.
1. Current Cost Accounting (CCA)
Let's say a company bought machinery for ¥10,00,000 five years ago. Due to inflation,
the current replacement cost of the machinery is now ¥15,00,000. Under CCA, the company
would adjust the value of its machinery on the balance sheet to ¥15,00,000 instead of the
historical cost of 310,00,000. The depreciation is then calculated based on the
replacement cost.
Example:

Original Cost (5 years ago): 310,00,000

Current Replacement Cost: 315,00,000

Depreciation (Adjusted): Depreciation is calculated on 315,00,000, not

310,00,000.

2. General Price Level (GPL) Accounting

Imagine the general price index (CPI) is 150 in the current year and was 100 in the base year.
To adjust a revenue of 31,00,000 earned this year for the change in price levels, we
multiply by the ratio of the current price index to the base price index.

Formula:

Adjusted Revenue=Revenuex(Current Price Index Base Price Index)

Example:
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* Revenue (Current Year): 31,00,000
» Price Index (Base Year): 100
* Price Index (Current Year): 150
Adjusted Revenue=31,00,000x(150100)=31,50,000

3. Constant Dollar Accounting (CDA)
Under CDA, financial statements are restated in terms of the purchasing power of money
in a specific base year. For example, if the base year is 2010, and the price index for the
current year is 120, then a revenue of 1,00,000 for this year would be restated to 2010
rupees by dividing by the price index.
Formula:
Restated Revenue=RevenuePrice Indexx100
Example:

* Revenue (Current Year): 31,00,000

» Price Index (Base Year): 120

+ Base Year Index: 100

Restated Revenue=31,00,000120x100=383,333This means the revenue is equivalent to

383,333 in 2010 rupees, reflecting the effects of inflation.

4. Current Purchasing Power (CPP) Accounting
In CPP accounting, the capital is adjusted based on the general price index. If acompany’s
equity capital is ¥5,00,000 and the price index has risen from 100 to 150, the company will
adjust its equity capital for the change in the purchasing power.
Formula:
Adjusted Capital=Capitalx(Current Price IndexBase Price Index
Example:
« Equity Capital (Base Year): 35,00,000
e Price Index (Base Year): 100

« Price Index (Current Year): 150

= X =
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Thus, the equity capital is adjusted to X7,50,000 to reflect the change in purchasing

power.

5. Inflation-Adjusted Financial Statements (Hyperinflationary Accounting)
If a company operates in a hyperinflationary environment where inflation exceeds 100%
per year, financial statements need to be adjusted to reflect the extreme price changes.

For example, assume that a company’s asset (such as land) purchased for ¥50,00,000
has appreciated due to inflation, and now it is worth 380,00,000 due to the

hyperinflation.
Example:
» Asset (Original Cost): 350,00,000
» Asset (Adjusted for Inflation): 380,00,000

The asset's value on the balance sheet will be 80,00,000, reflecting the effect of inflation

on its current value.

These illustrations provide a clearer understanding of how price level changes are accounted
for using different methods. Each approach adjusts financial statements in a way that
reflects the economic reality of inflation or deflation, helping to give a more accurate picture
of a company's financial health.

Activity-Based Cost Management (ABCM) is a concept within managerial accounting that
aims to provide a more accurate and detailed understanding of how costs are incurred
within an organization. Traditional cost accounting methods often rely on simple
allocation methods, such as direct labor hours or machine hours, to assign overhead costs
to products or services. However, these methods may not reflect the actual consumption
of resources by different activities, leading to distorted cost information.

The key concept of Activity-Based Cost Management involves breaking down an
organization's operations into various activities and then allocating costs based on the
consumption of resources by those activities.

Fundamental concepts associated with ABCM are follows:
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Activities:

e In ABCM, activities are the fundamental tasks or processes that an
organization undertakes to produce goods or services. Activities can be
categorized into different types, such as production activities, setup activities,
distribution activities, and administrative activities.

Cost Drivers:

e Cost drivers are the factors that cause costs to be incurred in performing
activities. These can be various quantitative measures such as machine hours,
number of setups, or orders processed, which directly relate to the
consumption of resources.

Resource Consumption:

» ABCMrecognizes that different activities consume resources at different rates.
By identifying the specific activities and the resources they consume,
organizations can gain a more accurate understanding of the true costs
associated with their products or services.

Cost Pools:

e Costs are grouped into cost pools based on the activities they support. This
involves classifying costs according to the activities that drive those costs. For
example, all costs associated with the setup activity might be grouped in a
setup cost pool.

Activity-Based Costing (ABC):

e ABC is a subset of ABCM and specifically refers to the process of allocating
indirect costs to products or services based on the consumption of activities.
It involves calculating activity rates, which represent the cost per unit of the
cost driver for each activity.

Product or Service Costing:

e Once activity rates are determined, costs can be assigned more accurately
to products or services based on the actual consumption of activities. This
results in a more precise understanding of the total cost of producing or

delivering a specific product or service.
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7. Decision Support:

e ABCM provides managers with valuable information for decision-making.
It helps in pricing decisions, product mix decisions, and resource allocation
decisions by providing a clearer picture of the cost structure.

8. Continuous Improvement:

e ABCM facilitates continuous improvement efforts by highlighting areas where
processes can be streamlined, costs can be reduced, and efficiency can
be improved.

While ABCM offers more accurate cost information, it can be complex and resource-
intensive to implement. Organizations need to carefully assess the benefits against the costs
of implementing and maintaining an activity-based costing system. It is often most beneficial
in industries with diverse products or services and complex cost structures.
Key steps in Activity-Based Cost Management
Activity-Based Cost Management (ABCM) is a managerial accounting approach that focuses
on understanding and managing the costs of various activities within an organization.
Traditional cost accounting methods often allocate costs based on arbitrary factors like
direct labor hours or machine hours, which may not accurately reflect the actual
consumption of resources by different activities.
ABCM, on the other hand, seeks to allocate costs based on the activities that drive those
costs. The key steps in Activity-Based Cost Management include:

1. Identifying Activities:

» Identify all the activities that take place within the organization. Activities can
be classified into various categories such as production, setup, ordering,
inspection, etc.

2. ldentifying Cost Drivers:

e Determine the factors that drive the costs associated with each activity.
Cost drivers are the variables that have a direct impact on the cost of
performing an activity.

3. Assigning Costs to Activities:
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» Allocate indirect costs to specific activities based on the identified cost drivers.

This step involves linking costs to the activities that generate those costs.
4. Calculating Activity Rates:

e Calculate the cost per unit of the cost driver for each activity. This involves

dividing the total cost of the activity by the total quantity of the cost driver.
5. Assigning Costs to Products or Services:

e Assign the costs of activities to the products or services that consume those
activities. This provides a more accurate representation of the true cost of
producing or delivering a product or service.

6. Performance Measurement:

e Evaluate the performance of different activities and identify areas where
improvements can be made. This can help in optimizing resource utilization
and reducing costs.

The benefits of Activity-Based Cost Management include:
* Improved Cost Accuracy: ABCM provides a more accurate representation of costs
by linking them directly to the activities that drive those costs.
Better Decision Making: Managers can make more informed decisions about
pricing, product mix, and resource allocation when they have a clearer understanding
of the costs associated with different activities.
Process Improvement: ABCM highlights areas where processes can be streamlined
or improved, leading to increased efficiency and cost savings.
Resource Optimization: By identifying and focusing on critical activities,
organizations can optimize their use of resources and enhance overall
performance.
However, it's important to note that implementing ABCM can be resource-intensive and may
require a significant investment in time and technology. Additionally, organizations need to
continually update and refine their activity-based costing systems to ensure accuracy and
relevance.

Purpose of Activity-Based Cost Management
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The purpose of Activity-Based Cost Management (ABCM) is to provide organizations with

a more accurate and insightful understanding of their cost structures by linking costs to

the specific activities that drive them. This approach serves several important purposes:

1. Cost Accuracy:

ABCM aims to improve the accuracy of cost assignments. Traditional costing
methods often rely on broad allocations of overhead costs, which may not
reflect the actual consumption of resources by different activities. ABCM
provides a more granular and precise allocation of costs based on the

specific activities that drive those costs.

Product and Service Costing:

ABCM helps in determining the true cost of producing or delivering a
particular product or service. By assigning costs based on the activities
that contribute to the production or delivery process, organizations can make

more informed decisions about pricing, product mix, and profitability.

Resource Optimization:

By identifying and analyzing activities, organizations can optimize the use
of resources. This involves understanding which activities are essential and
contribute the most value to the organization and which may be non- value-

added or can be streamlined for efficiency.

Decision Support:

ABCM provides managers with better information for decision-making. It
helps in making informed decisions related to pricing strategies, product
development, process improvement, and resource allocation. Managers can

prioritize activities that have a significant impact on costs and performance.

Process Improvement:

ABCM highlights areas where processes can be improved or streamlined.

By understanding the resource consumption of various activities,

APPLIED COSTING Page 315




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

organizations can identify inefficiencies and implement changes to
enhance overall operational effectiveness.
Performance Measurement:

e ABCM allows for more accurate performance measurement at both the activity
level and the overall organizational level. Managers can assess the
efficiency and effectiveness of different activities, enabling continuous
improvement initiatives.

Cost Control and Reduction:

e ABCM can help identify opportunities for cost control and reduction. By
understanding the costs associated with specific activities, organizations
can focus on reducing costs in areas where it makes the most significant
impact on overall cost structure.

Customer Profitability Analysis:

e ABCM enables organizations to assess the profitability of different customer
segments by understanding the costs associated with serving each segment.
This information can be valuable for strategic decisions related to customer
targeting and service offerings.

Strategic Planning:

e ABCM contributes to strategic planning by providing a comprehensive
understanding of the cost implications of different activities. This information
is crucial for aligning resources with strategic goals and making informed
decisions about future investments and initiatives.

In summary, the purpose of Activity-Based Cost Management is to enhance the accuracy
of cost information, improve decision-making, optimize resource utilization, and support
overall organizational efficiency and effectiveness. It is particularly valuable in industries

with diverse product or service offerings and complex cost structures.

Stages
The implementation of Activity-Based Cost Management (ABCM) typically involves several

stages to ensure a systematic and effective adoption of the methodology. These
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stages may vary slightly depending on the specific context of an organization, but the

following is a general outline of the key stages involved:

1.

Identification of Activities:

o The first stage involves identifying and defining the various activities within
the organization. These activities can span different functions such as
production, setup, ordering, distribution, and administrative tasks. A detailed
understanding of all activities is crucial for the success of ABCM.

Identification of Cost Drivers:

e For each identified activity, determine the factors or variables that drive
the costs associated with that activity. These cost drivers are the basis for
allocating costs to products or services based on the actual consumption
of resources.

Collection of Resource Consumption Data:

e (Gather data on the consumption of resources by each activity. This may
involve collecting data on machine hours, setup times, order volumes, or other
relevant metrics, depending on the identified cost drivers.

Cost Assignment to Activities:

e Allocate indirect costs to specific activities based on the resource consumption
data and the identified cost drivers. This step involves linking costs directly to
the activities that drive those costs, providing a more accurate representation
of cost distribution.

Calculation of Activity Rates:

e Calculate the cost per unit of the cost driver for each activity. Activity rates
help in quantifying the relationship between the cost of an activity and the
level of resources consumed. This calculation is essential for later assigning
costs to products or services.

Assignment of Costs to Products or Services:

e Allocate the costs of activities to the products or services that consume those

activities. This step involves multiplying the activity rates by the actual

usage of the cost drivers for each product or service.
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7. Validation and Refinement:

e Validate the accuracy of the ABCM results by comparing them with actual
costs and performance data. Refine the activity cost assignments and rates
based on feedback and further analysis. This stage ensures that the ABCM
system is reliable and aligns with the organization's operations.

8. Integration with Management Processes:

e Integrate the ABCM information into the organization's management
processes. Ensure that managers and decision-makers have access to
the activity-based cost data and understand how to use it for strategic and
operational decision-making.

9. Continuous Improvement:

e Implement a continuous improvement process for the ABCM system.
Regularly review and update activity rates and cost assignments to reflect
changes in the organization's processes, technology, or business environment.

10. Training and Communication:

e Train relevant personnel on the principles of ABCM and how to use the
information it provides. Effective communication is essential to ensure that
all stakeholders understand the benefits and implications of the ABCM system.

It's important to note that the successful implementation of ABCM requires commitment
from management, involvement of key stakeholders, and a thorough understanding of
the organization's processes and cost structures. The stages outlined above provide a
structured approach to adopting ABCM and reaping its benefits in terms of cost accuracy,
improved decision-making and operational efficiency.

Benefits

Implementing Activity-Based Cost Management (ABCM) can offer a range of benefits to
organizations across various industries. Here are some of the key advantages associated
with ABCM:

1. Improved Cost Accuracy:
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ABCM provides a more accurate and detailed understanding of how costs
are incurred by linking them directly to specific activities. This contrasts with
traditional costing methods that often rely on arbitrary allocation bases,
leading to more precise cost assignments.

Enhanced Product and Service Costing:

e ABCM enables organizations to determine the true cost of producing or
delivering specific products or services. By assigning costs based on the actual
consumption of activities, managers can make more informed decisions about
pricing, product mix, and profitability.

Better Decision-Making:

e With more accurate cost information, managers can make better-informed
decisions related to resource allocation, product pricing, and process
improvement. ABCM provides a solid foundation for strategic decision-
making.

Optimized Resource Utilization:

e By identifying and analyzing activities, organizations can optimize the use
of resources. This involves understanding which activities are essential and
contribute the most value, allowing for more efficient allocation of resources.

Process Improvement:

e ABCM highlights areas where processes can be improved or streamlined.
Organizations can identify inefficiencies and implement changes to enhance
overall operational effectiveness, leading to improved efficiency and cost
savings.

Customer Profitability Analysis:

e ABCM allows organizations to assess the profitability of different customer
segments by understanding the costs associated with serving each segment.
This information is valuable for strategic decisions related to customer
targeting and service offerings.

Performance Measurement:
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e ABCM provides a more accurate basis for performance measurement at
both the activity level and the overall organizational level. This enables
organizations to identify high-performing and underperforming areas and
implement targeted improvements.

8. Cost Control and Reduction:

e ABCM helps in identifying opportunities for cost control and reduction. By
understanding the costs associated with specific activities, organizations
can focus on reducing costs in areas where it makes the most significant
impact on the overall cost structure.

9. Strategic Planning:

e ABCM contributes to strategic planning by providing a comprehensive
understanding of the cost implications of different activities. This information
is crucial for aligning resources with strategic goals and making informed
decisions about future investments and initiatives.

10. Enhanced Accountability:

e ABCM promotes accountability by making it clear how resources are
consumed across various activities. This transparency fosters a culture of
responsibility and helps in aligning the efforts of individuals and teams with
organizational goals.

11. Competitive Advantage:

e Organizations that successfully implement ABCM may gain a competitive
advantage by having a more accurate understanding of their cost structure
and being able to adapt more quickly to changes in the business environment.

While ABCM offers significant benefits, it's essential to note that its successful
implementation requires commitment from management, proper training of personnel, and
ongoing maintenance and refinement of the system to ensure its continued relevance.

Relevance in Decision Making
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Activity-Based Cost Management (ABCM) is relevant in various ways for organizations
seeking to gain a deeper understanding of their cost structures, improve decision- making
processes, and enhance overall operational efficiency. Here are some key reasons why
ABCM remains relevant:

1. Accurate Costing for Complex Operations:

e ABCM is particularly relevant in industries with complex operations,
diverse product or service offerings, and varied cost structures. Traditional
costing methods may oversimplify cost allocation, while ABCM provides a
more accurate representation by linking costs directly to the activities that
drive them.

Improved Decision-Making:

e The accurate cost information provided by ABCM supports better decision-
making. Managers can make more informed choices about pricing
strategies, product mix, resource allocation, and process improvements,
leading to more effective and strategic decision-making.

Resource Optimization:

e ABCM helps organizations identify and prioritize activities that add the
most value. This allows for better resource optimization, as it focuses on
activities that are critical to delivering products or services efficiently.

. Understanding Product and Service Profitability:

e Organizations can use ABCM to understand the profitability of individual
products or services. This insight is crucial for making informed decisions
about which products or services to prioritize, invest in, or potentially
phase out.

Process Improvement and Efficiency:

e ABCM highlights areas where processes can be improved or streamlined.
By identifying activities with high costs or low efficiency, organizations can
implement targeted improvements to enhance overall operational efficiency.

Customer Profitability Analysis:
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e ABCM enables organizations to analyze the profitability of different customer
segments. This information can guide strategic decisions related to customer
targeting, pricing, and service offerings.

7. Aligning Costs with Strategic Goals:

e ABCM helps organizations align costs with strategic goals. By understanding
the costs associated with various activities, management can ensure that
resources are allocated in ways that support the overall strategic objectives of
the organization.

8. Performance Measurement:

e ABCM provides a more accurate basis for performance measurement.
Organizations can assess the efficiency and effectiveness of different activities,
allowing for targeted improvements and a more nuanced understanding of
performance.

9. Cost Control and Reduction:

e ABCM facilitates the identification of opportunities for cost control and
reduction. By understanding the costs associated with specific activities,
organizations can focus on reducing costs where it matters most, contributing
to overall cost control efforts.

10. Enhanced Accountability and Transparency:

e ABCM promotes accountability by clearly showing how resources are
consumed across various activities. This transparency fosters a culture of
responsibility and accountability among employees.

11. Adaptation to Changing Business Environments:

e In dynamic business environments, organizations need to adapt quickly.
ABCM provides a flexible cost management approach that can be adjusted
to accommodate changes in processes, technology, or market conditions.

12. Technology and Data Advances:
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e Advances in technology have made it easier to collect, analyze, and manage
large volumes of data, making the implementation of ABCM more feasible and
efficient for organizations.

In summary, the relevance of Activity-Based Cost Management lies in its ability to provide
more accurate cost information, improve decision-making, optimize resource utilization,
and enhance overall organizational effectiveness—particularly in industries with complex
and dynamic business environments.
Activity Based Cost Management Application in Budgeting
Activity-Based Cost Management (ABCM) can play a valuable role in the budgeting
process for organizations. By incorporating ABCM principles into budgeting,
organizations can achieve a more accurate and insightful understanding of their costs,
leading to better-informed budget decisions. Here's how ABCM can be applied in the
budgeting context:

1. Cost Identification and Classification:

e ABCM begins with the identification and classification of various activities
within the organization. This includes production activities, setup activities,
distribution activities, and administrative activities. During budgeting,
understanding the full spectrum of activities helps in estimating costs more
comprehensively.

2. Cost Drivers and Resource Consumption:

e ABCM identifies cost drivers, which are the factors influencing the costs
associated with each activity. During the budgeting process, recognizing these
cost drivers allows for a more detailed estimation of resource consumption
and associated costs.

3. Activity-Based Budgeting:

o Instead of relying solely on historical data or simple allocation methods,
organizations can adopt an activity-based budgeting approach. This involves
allocating budgeted costs based on the expected level of activity for each
cost driver. This approach aligns the budget with the actual activities driving

resource consumption.
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Linking Costs to Products or Services:

e ABCM helps link costs directly to products or services based on the
activities involved in their production or delivery. In the budgeting process,
this linkage allows for a more accurate estimation of the costs associated with
producing each product or delivering each service.

Identification of Cost Savings Opportunities:

e Through the detailed analysis of activities and costs, ABCM can highlight areas
where cost savings may be possible. This information can be valuable
during the budgeting process, as it allows organizations to set realistic targets
for cost reduction initiatives.

Scenario Planning:

e ABCM provides a foundation for scenario planning during the budgeting
process. By understanding how changes in activities or cost drivers impact
overall costs, organizations can model different scenarios and assess the
potential financial implications of various business decisions.

Strategic Resource Allocation:

e Activity-Based Budgeting allows organizations to strategically allocate
resources based on the critical activities that contribute the most value.
This aligns budget allocations with the organization's strategic priorities
and helps avoid over- or under-investment in certain areas.

Continuous Improvement Integration:

e ABCM emphasizes continuous improvement, and this mindset can be
integrated into the budgeting process. As organizations identify opportunities
for process improvement through ABCM, they can allocate budget resources
to support these improvement initiatives.

Performance Measurement and Evaluation:

e During the budgeting process, ABCM principles can be used to establish
performance metrics tied to specific activities. This allows for ongoing
evaluation of actual performance against budgeted expectations, facilitating

adjustments and improvements as needed.
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10. Cost Accountability and Transparency:
 ABCM promotes cost accountability by clearly attributing costs to specific
activities. This transparency helps in budget monitoring and provides insights
into areas where costs may be exceeding budgeted amounts.
In summary, the application of Activity-Based Cost Management in budgeting enhances
the accuracy and relevance of cost estimates, supports informed decision-making, and aligns
budget allocations with the organization's strategic priorities. This approach contributes to

more effective resource management and overall financial performance.

Difference between Traditional Cost System and ABCsystem

Basis Traditional ABC

1.Cost pools One or limited numbel Many

2.Applied Rate Volume based Activity Based

3.Applied for LabourIntensive Capital Intensive

4.Benefits Simple, Inexpensive Accurate product costing,
identification = of  necessary

activities etc

5.Cost Primary Allocation of cost pool based o
assignments secondary cost drivers then allocation of
distribution of| costs to product or service based
Overhead and then | on the drivers used by the
allocation of| particular product or service
Overhead as per the

suitable rate

Departments or| Processes and activities

responsibility centers
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Problem
Amrit Company produces 3products A, B and C.
The company follows Activity Based Costing system. Information related to various

costs of these products for the last year:

Particulars

Production and Sales(Units)

Selling Pricep.u. (Rs.)

Raw Material Usage(kg) p.u.

Direct labour hours p.u.

Machine Hoursp.u.

No. of Production runs p.a.

No. of purchase orders p.a.

No. of deliveries to retailers p.a.

The price of Raw materials remained constant throughout the year at Rs.1.2 per kg and

thelabour cost was Rs.14.8 per hour. The annual Overhead costs are as follows:

Overheads Rs

Machine set up costs

Machine running costs

Procurement Costs

Delivery costs

Solution: Traditional Method

a) Calculation of Total Overhead

Overheads

Machine setup costs

Machine running costs
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Procurement Costs 48000

Delivery costs 54320
Total 195270

b) Calculation of Overhead Absorption rate
Particulars A B
Production Volumes 15000 12000
Labour hours p.u. 0.1 0.15
Total Labour hours 1500 1800

Overhead absorption rate=195270/6900 =Rs.28.30 per hour.

c) Calculation of Cost p.u.

Particulars A

Raw material cost (Usage* Rs.1.20) 24

Direct Labour Cost(Labour hours* Rs.14.80)
Overhead(Labour hours * Rs.28.30)
CPU

ABC Method

a) Calculation of Overhead Absorption rate

Cost Pool Rs. Cost Driver Rate of OH

per activity
(Rs.)

Machine set No. off (16+12+8)=36runs | 26550/36 =

up Production runs 737.50per run

p.a.
No. of Machine | (7500+8400+16200) | 66400/32100=

runnin Hours p.a. # 2.0685per hour
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g costs

=32100 hours

Procurement

Costs

orders p.a.

No. of purchase

orders

(24+28+42) =

94| 48000/94 =
510.6383 per

order

Delivery costs

No. of deliveries

to retailers p.a.

(48+30+62) =

deliveries

140 | 54320/140

388

delivery

#Total Machine hours p.a.=Machine hoursp.u. *Total units produced

A =0.5*15000 =7500B =0.7*12000 =8400C =0.9*18000 =16200

b) Calculation of Cost p.u.

Particulars

A

Material Cost

24

Labour Cost

Overhead:

Machine set up

costs

(737.50%16)/1500 =
0
0.7867

(737.50%12)/1200 =
0
0.7375

(737.5*8)/18000 =

0.3278

Machine running

costs

(2.0685*7500)/1500
0
=1.034

(2.0685*8400)/1200
0
=1.4479

(2.0685*16200)/1800
0
=1.8616

Procurement

Costs

(510.6383*24)/1500
0
=0.817

(510.6383%28)/1200
0
=1.1915

(510.6383%42)/18000

=1.1915

Delivery costs

(388*48)/15000 =
1.2416

(388*30)/12000 =
0.97

(388%62)/18000 =
1.3364

APPLIED COSTING

Page 323




Manonmaniam Sundaranar University
Directorate of Distance & Continuing Education

Total CPU 7.7593 10.1669 11.4773

##0verheads p.u. for products A, B and C

= (Overhead absorption rate* No. of cost drivers used by the individual products p.a.)/ No.

of units produced

Target Costing
Target costing is a pricing strategy used by companies to determine the allowable cost for
a product based on its competitive market price and desired profit margin. It is a backward
approach, where a company first determines the target cost by setting the target price
and subtracting the desired profit. The goal is to design and produce a product at or
below this target cost to remain competitive and profitable.
The concept of target costing is typically used in industries where competition is intense,
and prices are driven by market forces rather than by the company’s internal cost structure.
It is particularly prevalent in manufacturing industries like automotive, electronics, and
consumer goods.
Steps in Target Costing
1. Set the Target Price:
o The first step in target costing is to determine the target price based on
what customers are willing to pay for the product in the market.
o The target price is usually derived from analyzing competitors' prices,
customer demand, and perceived value.
2. Determine the Desired Profit Margin:
o The company decides the profit margin it wants to earn from the product. This
is generally based on historical performance, industry standards, or internal
financial goals.

3. Calculate the Target Cost:
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o The target cost is calculated by subtracting the desired profit margin from the
target price.
Formula:
Target Cost=Target Price-Desired Profit Margin

For example, if a company sets a target price of 1,000 for a product and wants

a profit of Y200 per unit, the target cost will be:
Target Cost=31,000-3200=3800
Analyze the Current Cost Structure:

o The company then analyzes the current costs involved in producing the
product and identifies if the current cost structure allows for profitability at
the target cost.

4. Cost Reduction:
o If the current cost structure exceeds the target cost, the company must
find ways to reduce costs. This can be done through:

= Product design changes (simplifying the design, reducing
material costs, etc.)
Process improvements (enhancing manufacturing efficiency,
automation, lean manufacturing practices)
Supplier negotiations (reducing material costs through better
supplier contracts)

= Outsourcing or economies of scale to reduce fixed costs.

5. Continuous Monitoring and Adjustments:

o Once the product is launched, ongoing monitoring of actual costs and

performance is crucial. If actual costs deviate from the target cost,

corrective actions may be needed.

Example of Target Costing
Let's consider a company that manufactures a new model of a smartphone.
1. Target Price: After conducting market research, the company determines that

the smartphone will likely be priced at 20,000 in the market.
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Desired Profit Margin: The company aims for a profit margin of 5,000 per unit.

. Target Cost: Based on the desired profit margin, the target cost can be

calculated as:
Target Cost=320,000-3%5,000=315,000

Therefore, the company must design and produce the smartphone at a cost of

315,000 or lower to achieve the desired profit margin.

. Current Cost Structure: The current cost to produce the smartphone is

318,000.
o The company now needs to find ways to reduce the production cost by

33,000 to meet the target cost.

. Cost Reduction Strategies:

o Material Substitution: Switch to a less expensive material for the phone
casing.
Improving Manufacturing Efficiency: Streamline the assembly process
to reduce labor costs.
Supplier Negotiations: Find a more cost-effective supplier for the key

components like the screen or processor.

Through these efforts, the company works to bring the production cost closer to the

target of ¥15,000.

Benefits of Target Costing

1.

2.

Increased Competitiveness:

o By focusing on reducing costs and aligning with the market-driven price,
target costing helps companies stay competitive, especially in price- sensitive
markets.

Profitability Maintenance:
o Ensures that products are profitable even in highly competitive environments

by controlling costs and maintaining desired profit margins.

3. Cost Management Focus:
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o Helps companies focus on cost management right from the design and

development stage of the product, rather than after production begins.
4. Encourages Innovation:

o To meet the target cost, companies often have to innovate in product design
and manufacturing processes, which can lead to greater operational
efficiencies.

5. Enhanced Decision Making:
o Target costing provides clear financial targets, enabling better decision-

making for pricing, product design, and cost reduction efforts.

Challenges of Target Costing
1. Pressure on Product Design:

o Striving to meet the target cost may lead to compromises in product quality

or features, which could affect customer satisfaction.
2. Potential for Cost-Cutting Dilemmas:

o Aggressive cost reductions might compromise long-term quality, leading to

reduced customer satisfaction or brand reputation issues.
3. Complexity in Implementation:

o Target costing requires careful analysis of market conditions, customer
expectations, and production processes, which can be complex and time-
consuming.

4. Supplier Dependence:

o Achieving target costs often requires strong relationships with suppliers to

negotiate lower prices, which can be difficult to manage in global supply

chains.

Target costing is a strategic approach that helps companies manage costs effectively
while remaining competitive in the marketplace. It focuses on designing products at a

cost that allows the company to achieve a desired profit margin given the competitive
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market price. While it offers benefits such as improved cost control and increased
competitiveness, it also poses challenges like potential compromises in product quality and
the pressure to innovate for cost reductions. By adopting target costing, companies can
better align their product costs with market expectations, enhancing both profitability
and customer satisfaction.
Kaizen
Kaizen is a Japanese term that translates to "continuous improvement” or "change
for the better." It refers to a philosophy and set of practices focused on continuous,
incremental improvements in processes, products, or services. Kaizen is widely used in
business, particularly in manufacturing and quality management, as part of lean
management practices to enhance efficiency, reduce waste, and improve overall
performance.
The essence of Kaizen is that small, ongoing positive changes can lead to significant
improvements over time. It's a mindset that encourages every employee at every level
of an organization to contribute to improvements in their work processes.
Key Principles of Kaizen

1. Continuous Improvement:

o The idea is to make small, incremental improvements over time, rather
than relying on large, radical changes. The focus is on making
improvements to daily operations and processes.

2. Employee Involvement:

o Kaizen encourages all employees, from top management to frontline workers,
to participate in problem-solving and suggesting improvements. Every
individual in the organization is seen as a potential contributor to the process
of continuous improvement.

3. Standardization:

o After improvements are made, they are standardized and documented. This
ensures that the improvement is maintained over time, and the new process
becomes part of the organization's routine operations.

4. Waste Reduction:
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o A central focus of Kaizen is to identify and eliminate waste in all forms (called
"muda" in Japanese). Waste can refer to anything that doesn't add value to
the product or service, such as excessive inventory, overproduction, waiting
time, defects, etc.

5. Focus on Small Changes:

o Instead of large-scale changes that might involve significant resources or
disrupt daily operations, Kaizen focuses on making small, manageable
improvements that accumulate over time.

6. Quality Improvement:

o Continuous improvements are aimed at enhancing product or service quality.
By involving everyone in the process, Kaizen ensures that the output of a
company is consistently improved.

Kaizen in Practice

Kaizen is implemented through a variety of tools and techniques that promote

continuous improvement. Some of the most common tools used in Kaizen include:
1. 58 (Sort, Set in order, Shine, Standardize, Sustain):

o This is a workplace organization method designed to improve efficiency
and effectiveness by eliminating waste and improving quality. The 5S steps
are:

Sort (Seiri): Remove unnecessary items from the workplace.
Set in Order (Seiton): Organize tools and materials for easy
access.
Shine (Seiso): Clean the workplace to ensure everything is in good
condition.
Standardize (Seiketsu): Create standardized procedures for
processes.
Sustain (Shitsuke): Maintain and review standards to ensure
continuous improvement.

2. Gemba (The Real Place):
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o Gemba refers to the place where value is created — often the shop floor
or the actual site of work. In Kaizen, management is encouraged to go to
the Gemba to observe processes, talk to workers, and identify improvement
opportunities.

Root Cause Analysis (5 Whys):

o The 5 Whys technique is a problem-solving method used to identify the
root cause of a problem. By asking “Why?” repeatedly (usually five times), you
can trace the problem back to its origin and address the root cause, not
just the symptoms.

Kanban (Visual Control):

o Kanban is a visual tool that helps manage work in progress and optimize
the flow of materials. It is commonly used in lean production to control
inventory and ensure that production processes are smooth and efficient.

. Value Stream Mapping (VSM):

o This tool helps identify value-added and non-value-added steps in a
process. By visualizing the flow of materials and information, VSM helps in
identifying areas of waste and bottlenecks.

PDCA (Plan-Do-Check-Act):
o This is a cyclical model used for continuous improvement. It involves:
= Plan: Identifying problems and planning solutions.
= Do: Implementing the solution on a small scale.
= Check: Reviewing the results of the solution.
= Act: Standardizing the solution if successful or making further
adjustments if needed.
Benefits of Kaizen
1. Improved Quality:

o By focusing on continuous improvements, Kaizen leads to higher product
or service quality, as issues are addressed promptly, and incremental changes
prevent larger failures.

2. Increased Efficiency:
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o Waste reduction, streamlined processes, and better use of resources result
in improved operational efficiency. Kaizen leads to better time management
and a reduction in delays.

Cost Reduction:

o Through waste elimination and efficiency improvements, Kaizen often leads
to cost savings, whether through reduced energy consumption, less scrap, or
fewer defects requiring rework.

Enhanced Employee Engagement:

o Kaizen emphasizes the involvement of all employees in the process of
improvement, which boosts morale, fosters a sense of ownership, and helps
develop a culture of teamwork.

Customer Satisfaction:

o Continuous improvements result in higher-quality products and services,

leading to greater customer satisfaction and loyalty.
Sustainability:

o The small, incremental nature of Kaizen ensures that improvements are
sustainable and can be maintained over the long term, as opposed to short-
term fixes.

Example of Kaizen in Action

A manufacturing company that produces widgets might notice that its production line
frequently experiences downtime due to machine malfunctions. To apply Kaizen, the
team uses the 5 Whys technique to find the root cause of the problem. Through their
analysis, they discover that the issue is caused by a particular machine part that wears
out too quickly.

The team then suggests a simple improvement — switching to a more durable material
for the part. They test this change on a small scale, and after seeing a reduction in downtime,
they standardize the new material for all machines.

In this example, the improvement is small, but it has a significant long-term impact on
reducing downtime, improving production efficiency, and increasing profitability.

Challenges in Implementing Kaizen
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Resistance to Change:
o Employees or management may be resistant to the changes required by
Kaizen, especially if the improvements disrupt existing processes or routines.
Short-Term Focus:
o Some companies might expect quick results, but Kaizen focuses on long- term,
incremental improvements, which can be difficult for some to embrace.
Resource Allocation:
o Implementing Kaizen might require initial investment in training or new tools,
which some companies may find resource-intensive.
Sustainability of Improvements:
o While Kaizen emphasizes the sustainability of changes, maintaining a culture
of continuous improvement requires ongoing commitment from all levels of

the organization.

Kaizen is a powerful approach for driving continuous, incremental improvements across an
organization. By focusing on small, manageable changes, it encourages employee
involvement, reduces waste, and improves overall performance. While it requires
commitment and cultural change within the organization, the long-term benefits of
Kaizen, including enhanced quality, increased efficiency, and cost savings, can lead to

significant competitive advantages in the market.

APPLIED COSTING Page 332




Manonmaniam Sundaranar University

Directorate of Distance & Continuing Education

UNIT V: Cost Management
¢ Small Questions
S.No Questions
Define Cost Control.
What is Cost Reduction?
Define Responsibility Accounting.
What is Activity Based Costing?
What is Target Costing?
¢ Big Questions
S.No Questions

gl o W N

Explain cost control and cost reduction techniques.

Discuss responsibility accounting and responsibility centres.
Explain accounting for price level changes.

Discuss Activity Based Costing (ABC).

Explain target costing and Kaizen costing.
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