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MODULE-1 

Introduction to Cost Accounting and Management Accounting 

Cost Accounting and Management Accounting are essential branches of 

accounting that help businesses make informed decisions, optimize operations, 

and improve financial performance. Though they are closely related, they serve 

different purposes within an organization. Here's a breakdown of each: 

1. Cost Accounting 

Cost Accounting focuses on capturing, analyzing, and managing the costs of 

producing goods or services. Its primary goal is to determine the cost of 
production and provide detailed information to help in controlling costs, setting 

prices, and improving profitability. 

Key Concepts in Cost Accounting: 

 Direct Costs: Costs that can be directly attributed to the production of a 

specific product, like raw materials and direct labor. 
 Indirect Costs (Overheads): Costs that are not directly traceable to a 

product, such as utilities, rent, and administrative expenses. 

 Fixed Costs: Costs that remain constant regardless of production levels, 
such as rent or salaries. 

 Variable Costs: Costs that change in direct proportion to production 

levels, like raw materials or direct labor costs. 

 Cost Allocation: The process of assigning indirect costs to various 
products or departments based on an appropriate method (e.g., labor 

hours or machine usage). 

 Costing Methods:  
o Job Order Costing: Costs are assigned to specific jobs or orders. 

o Process Costing: Used when producing large quantities of 

identical products; costs are averaged over all units produced. 
o Activity-Based Costing (ABC): Assigns overhead costs to products 

based on activities required to produce the product. 

Purpose of Cost Accounting: 

 Cost Control: Helps identify areas where cost reduction is possible. 

 Pricing Decisions: Provides information on the cost of production, 
helping set the right prices. 

 Profitability Analysis: Helps determine how profitable specific products 

or services are. 

 Inventory Valuation: Assists in valuing inventories accurately for 

financial reporting. 



 

2. Management Accounting 

Management Accounting is broader in scope and is concerned with providing 

internal management with the financial and non-financial information needed 
for decision-making, planning, and control. It focuses on the future and 

involves providing insights for strategic decision-making, performance 

evaluation, and resource allocation. 

Key Concepts in Management Accounting: 

 Budgeting: Creating a financial plan for a specific period, projecting 

revenue, expenses, and profits. 
 Variance Analysis: Comparing actual financial performance with 

budgeted figures and analyzing the reasons for differences. 

 Forecasting: Estimating future financial outcomes based on historical 
data and current trends. 

 Break-even Analysis: Determining the level of sales at which a business 

breaks even, i.e., when total revenue equals total costs. 
 Performance Measurement: Evaluating how well an organization or 

department is performing against established goals and benchmarks 

(e.g., key performance indicators, or KPIs). 
 Decision-Making Tools:  

o Make-or-Buy Analysis: Deciding whether to produce in-house or 

purchase from an external supplier. 

o Capital Budgeting: Evaluating long-term investment decisions, 

such as buying new machinery or launching a new product. 

Purpose of Management Accounting: 

 Strategic Decision-Making: Provides the financial insights needed for 

planning future strategies. 

 Cost Control and Reduction: Helps managers identify cost inefficiencies 
and areas for improvement. 

 Improved Performance: Through performance metrics and variance 

analysis, management accounting helps to drive better decision-making 
and operational efficiency. 

 Resource Allocation: Guides where resources should be allocated to 

achieve the best financial returns. 

 

Key Differences Between Cost Accounting and Management 

Accounting: 



Aspect Cost Accounting Management Accounting 

Purpose Focuses on determining the 
cost of products/services for 

control and decision-making. 

Provides broader insights 
for strategic decision-

making and performance 

evaluation. 

Scope Narrow, focuses on costs 

directly related to production or 

service delivery. 

Broader, includes financial 

and non-financial 

information for 
management. 

Audience Mainly internal (management, 

production departments). 

Primarily management at all 

levels, including strategic 

decision-makers. 

Time 

Orientation 

Primarily historical (past costs). Both past (historical data) 

and future (forecasts, 

projections). 

Reports Cost statements, job cost 
sheets, cost per unit, etc. 

Budgets, forecasts, variance 
analysis, KPI reports. 

Legal 

Requirement 

Often legally required for 

pricing, inventory valuation, 
and tax reporting. 

Not legally required but 

crucial for internal decision-
making. 

 

Conclusion 

Both Cost Accounting and Management Accounting are critical for 
businesses to maintain control over their operations, ensure efficient resource 

usage, and make informed decisions that drive long-term success. While cost 

accounting is more focused on tracking and controlling costs, management 
accounting takes a broader approach, offering insights that help managers 

plan, evaluate performance, and make strategic decisions. Together, they 

provide a comprehensive understanding of a company's financial health and 

operational efficiency. 

Basic Concepts and Scope of Cost Accounting and Management 

Accounting 

Both Cost Accounting and Management Accounting are vital for business 

decision-making, but they serve different purposes and have distinct scopes. 

Below is an explanation of the basic concepts and scope of each discipline. 

 

1. Cost Accounting: Basic Concepts and Scope 

Basic Concepts in Cost Accounting: 



1. Cost: The monetary value of the resources consumed in producing goods 
or services. Costs can be: 

o Direct Costs: Directly attributable to a product or service, such as 

raw materials and labor. 
o Indirect Costs: Also called overheads, these are not directly 

traceable to a product, like rent, utilities, and administrative 

expenses. 

2. Cost Classification: Grouping costs into different categories for better 
understanding and management. Common classifications include: 

o Fixed Costs: Do not change with production levels (e.g., rent, 

salaries). 
o Variable Costs: Change in direct proportion to production (e.g., 

raw materials). 

o Semi-Variable Costs: Costs that have both fixed and variable 
components (e.g., utility bills that have a fixed base cost plus a 

variable cost depending on usage). 

3. Costing Methods: 
o Job Order Costing: Used when products are made to order, each 

product or batch is unique. 

o Process Costing: Used when products are mass-produced and 

identical, with costs allocated to processes rather than individual 
jobs. 

o Activity-Based Costing (ABC): Allocates overhead based on the 

activities that drive costs, rather than just direct labor or machine 
hours. 

4. Cost Allocation: Distributing indirect costs (overheads) to various 

departments or products based on certain allocation bases (e.g., machine 
hours, labor hours). 

5. Cost Behavior: Understanding how costs change in relation to business 

activity levels. This is critical for cost control, pricing decisions, and 

profit planning. 

 

Scope of Cost Accounting: 

1. Cost Determination: Calculating the cost of goods manufactured or 
services rendered, and identifying the various cost components (direct, 

indirect, fixed, variable). 

2. Cost Control: Monitoring and managing costs to avoid overspending and 
ensure operational efficiency. This includes budgeting and variance 

analysis. 

3. Inventory Valuation: Assigning costs to inventory items for accurate 
financial reporting. This includes raw materials, work-in-progress, and 

finished goods. 



4. Pricing Decisions: Helping determine the selling price of products or 
services by considering the cost of production and required profit 

margins. 

5. Profitability Analysis: Identifying and analyzing which products, 
services, or departments are most profitable, and making 

recommendations for improvement. 

6. Financial Reporting: Providing data for external financial reports, 

particularly when complying with regulatory requirements for inventory 

and cost accounting. 

 

2. Management Accounting: Basic Concepts and Scope 

Basic Concepts in Management Accounting: 

1. Budgeting: Creating detailed financial plans for revenue, expenses, and 
capital investments over a specified period. This helps organizations plan 

for the future. 

2. Forecasting: Estimating future financial outcomes based on historical 
data, trends, and analysis. This helps management make proactive 

decisions. 

3. Variance Analysis: The process of comparing actual performance 
against budgeted or expected performance to identify discrepancies and 

understand their causes. 

4. Break-even Analysis: Determines the point at which total revenues 

equal total costs, and no profit or loss occurs. This helps businesses 
understand the minimum sales needed to cover costs. 

5. Decision-Making Techniques: 

o Make-or-Buy Decisions: Deciding whether to produce in-house or 
outsource a product or service. 

o Capital Budgeting: Evaluating long-term investment decisions like 

purchasing machinery, building new facilities, or launching a new 
product. 

6. Key Performance Indicators (KPIs): Metrics that help measure an 

organization's success in achieving its business objectives (e.g., profit 
margins, return on investment, productivity). 

7. Cost-Volume-Profit (CVP) Analysis: Examines the relationship between 

costs, sales volume, and profits, helping businesses understand how 

changes in these factors affect profitability. 

 

Scope of Management Accounting: 



1. Strategic Planning and Decision Making: Providing data and analysis 
for long-term business planning, including market expansion, product 

development, and mergers/acquisitions. 

2. Operational Control: Monitoring day-to-day operations to ensure they 
align with the business plan. This involves using management reports, 

budgets, and KPIs to measure performance. 

3. Performance Evaluation: Assessing individual, departmental, and 

organizational performance through various metrics and variance 
analysis. This allows managers to identify inefficiencies and take 

corrective actions. 

4. Cost Management: In addition to controlling costs, management 
accounting is involved in assessing cost structures, reducing waste, and 

improving productivity. 

5. Risk Management: Identifying and managing financial risks that could 
affect the business, such as market volatility, currency exchange 

fluctuations, and interest rate changes. 

6. Resource Allocation: Deciding where to allocate resources (money, time, 
human resources) to achieve the best return on investment and 

organizational goals. 

7. Financial Performance Reporting: Communicating financial 

information in a way that supports strategic decision-making, such as 

through internal reports or presentations to senior management. 

 

Conclusion: Differences in Scope 

Aspect Cost Accounting Management Accounting 

Focus Determining, controlling, 

and managing costs. 

Providing internal financial 

information for strategic decision-

making. 

Timeframe Historical (focused on past 
costs). 

Both historical and forward-
looking (includes planning, 

budgeting, and forecasting). 

Key Focus Product/service costing, 
cost control, and inventory 

valuation. 

Planning, performance 
evaluation, decision-making, and 

strategy formulation. 

Reports 

Produced 

Cost sheets, job order 

reports, process cost 
sheets. 

Budgets, forecasts, performance 

reports, variance analysis. 

Audience Primarily used by 

operational managers and 
accountants. 

Used by top management, 

department heads, and senior 
executives for strategic decisions. 



In summary, Cost Accounting focuses on determining and managing the costs 
associated with producing goods and services, while Management Accounting 

has a broader scope, providing internal managers with the financial data and 

analysis needed for planning, decision-making, and performance evaluation. 
Both fields complement each other but serve distinct roles within an 

organization. 

Types of Costs in Cost Accounting 

In Cost Accounting, costs are classified in various ways to help businesses 
better understand their financial structure and improve decision-making. 

Below are the main types of costs, each categorized based on different criteria: 

 

1. By Nature or Element of Cost: 

These costs are classified based on what is being spent on. 

 Direct Costs: Costs that can be directly attributed to a specific product, 

project, or service. Examples include: 

o Direct Materials: Raw materials that become part of the final 
product (e.g., wood for furniture). 

o Direct Labor: Wages of workers directly involved in the production 

process (e.g., machine operators, assembly workers). 

 Indirect Costs (Overheads): Costs that cannot be traced directly to a 
specific product, service, or department. They are necessary to run the 

business but are shared across multiple products or services. Examples 

include: 
o Factory Overheads: Rent, utilities, insurance, and maintenance 

costs for the production facility. 

o Administrative Overheads: Salaries of managerial staff, office 

supplies, and other general administrative expenses. 

 

2. By Behavior: 

This classification is based on how costs change with variations in the level of 

business activity or production volume. 

 Fixed Costs: Costs that remain constant regardless of the level of 

production or business activity. Examples: 

o Rent 

o Salaries of permanent staff 



o Depreciation of machinery 
 Variable Costs: Costs that vary directly with the level of production or 

business activity. The more you produce, the higher the cost. Examples: 

o Raw materials 
o Direct labor (for piece-rate workers) 

o Packaging 

 Semi-Variable Costs (Mixed Costs): Costs that have both fixed and 

variable components. These costs remain constant up to a certain level of 
activity but increase after that threshold. Examples: 

o Utility bills (fixed monthly charge + cost for usage) 

o Salaries with overtime pay 

 

3. By Function: 

These costs are classified based on the functions or departments where the 

costs are incurred. 

 Production Costs: Costs directly related to the manufacturing or 
creation of goods. They include: 

o Direct materials 

o Direct labor 
o Manufacturing overhead 

 Non-Production Costs: Costs not directly involved in production but still 

necessary for the business to function. Examples include: 

o Selling and distribution costs (e.g., sales commissions, advertising) 

o Administrative costs (e.g., office staff salaries) 

 

4. By Controllability: 

This classification is based on whether or not a cost can be controlled or 

influenced by a manager at a certain level. 

 Controllable Costs: Costs that can be influenced or controlled by a 

particular manager or department. Examples: 

o Raw material costs 
o Direct labor costs (in the case of piece-rate workers) 

 Uncontrollable Costs: Costs that cannot be influenced or controlled by a 

manager at a particular level of the organization. Examples: 

o Depreciation 
o Property taxes 

o Interest on loans 



 

5. By Time Period: 

This classification is based on the time frame in which costs are incurred. 

 Historical Costs: Costs that have already been incurred in the past. 

These are actual costs recorded in the financial statements. 
o Example: The cost of materials purchased last month. 

 Future Costs (Projected Costs): Costs that are estimated or forecasted 

for future periods, used for budgeting and planning. 

o Example: Expected costs for raw materials for the next quarter. 

 

6. By Traceability: 

This classification is based on whether the cost can be traced directly to a 

specific product or service. 

 Prime Costs: The sum of all direct costs, including: 
o Direct Materials 

o Direct Labor 

 Conversion Costs: The sum of all costs incurred to convert raw 
materials into finished products, including: 

o Direct Labor 

o Manufacturing Overhead (factory-related costs, like rent, utilities, 

etc.) 

 

7. By Decision-Making Purpose: 

Costs are classified based on their relevance to decision-making, such as 

making short-term or long-term decisions. 

 Relevant Costs: Costs that will be affected by a specific decision. Only 
these costs should be considered when making decisions. Examples:  

o Costs that will change as a result of producing more units (e.g., 

variable costs). 
 Irrelevant Costs: Costs that will not change regardless of the decision. 

They are not considered in decision-making. Examples:  

o Sunk costs (costs that have already been incurred and cannot be 
recovered). 

o Fixed costs that do not change with production volume. 



 

8. By Periodicity: 

Costs are also classified based on the frequency at which they are incurred. 

 Short-Term Costs: Costs incurred for the day-to-day operations of the 

business, typically within a year. 
o Example: Monthly utility bills, wages, raw material costs. 

 Long-Term Costs: Costs that involve long-term investments and 

commitments, usually spread over several years. 

o Example: Investment in new machinery, capital expenditures. 

 

9. By Normality: 

These costs are based on whether they are considered usual or unusual for the 

organization. 

 Normal Costs: Costs that are regularly incurred as part of normal 
operations. 

o Example: Routine maintenance costs, regular salaries. 

 Abnormal Costs: Costs that are unexpected or arise from unusual, non-
recurring situations. 

o Example: Costs incurred from an emergency repair or unexpected 

damage to equipment. 

 

Conclusion 

Understanding the different types of costs is crucial for businesses to make 

informed decisions about pricing, budgeting, cost control, and profitability. By 

classifying costs in various ways—based on their nature, behavior, function, or 
decision-making relevance—businesses can analyze their financial performance 

in a more structured and effective way. 

Methods of Costing and Techniques of Costing 

In Cost Accounting, the methods and techniques used to allocate and analyze 

costs help businesses better understand their financial position and make 

more informed decisions. These methods and techniques are typically chosen 
based on the nature of the production process, the industry, and the types of 

products or services a business offers. 



 

Methods of Costing 

The method of costing refers to the approach used to determine the costs 

associated with the production or provision of services. Different methods are 

applied based on the production environment and nature of the business. 

1. Job Order Costing 

Job Order Costing is used when products are produced to meet specific 
customer orders, and each order is unique. The costs are accumulated by 

individual jobs or orders, and each job may have different production processes 

or costs. 

 Application: Suitable for businesses that produce customized products 
or provide specialized services, like construction companies, consultancy 

services, or custom furniture makers. 

 Cost Elements: Costs are assigned to each job separately, including 
direct materials, direct labor, and overheads. 

 Example: A furniture company producing custom-made tables for 

clients. 

2. Process Costing 

Process Costing is used when production is continuous, and the products are 
identical or very similar. The cost is accumulated by production processes or 

departments, and then averaged across all units produced. 

 Application: Suitable for industries where large quantities of 

homogeneous products are produced, such as chemical manufacturing, 

oil refining, or food processing. 
 Cost Elements: Direct materials, direct labor, and overheads are 

assigned to production processes, with the cost spread evenly across all 

units produced during a specific period. 

 Example: A company manufacturing bottled beverages. 

3. Batch Costing 

Batch Costing is a variation of job order costing used when products are 

manufactured in batches. The costs are accumulated for each batch of 

products rather than for each individual unit or job. 



 Application: Suitable for businesses where products are manufactured 
in groups or batches, like pharmaceuticals, clothing manufacturers, or 

printing presses. 

 Cost Elements: Direct materials, direct labor, and overhead costs are 
assigned to each batch, and then the cost per unit within the batch is 

calculated. 

 Example: A printing company printing a batch of marketing materials. 

4. Contract Costing 

Contract Costing is used in industries where long-term contracts are 

executed, and costs need to be accumulated for individual contracts. It is 
similar to job order costing but applied to contracts that span several months 

or years. 

 Application: Suitable for industries like construction, shipbuilding, and 

large-scale engineering projects. 
 Cost Elements: Costs are assigned to a particular contract, including 

direct costs (materials, labor) and allocated overhead costs. 

 Example: A construction company building a commercial office building. 

5. Unit Costing 

Unit Costing (or Single Output Costing) is used when a company produces a 
single type of product in large quantities. The cost is calculated on a per-unit 

basis. 

 Application: Suitable for industries that produce identical products in 

bulk, such as cement manufacturing, paper mills, or steel production. 

 Cost Elements: The total cost of production is calculated for the period, 
and then divided by the total number of units produced. 

 Example: A cement manufacturing plant producing bulk cement. 

6. Operating Costing 

Operating Costing is used by service industries where the primary objective is 

to calculate the cost of providing a service rather than producing a physical 

product. 

 Application: Suitable for service-based industries like transportation, 

utilities, and hospitality. 

 Cost Elements: Direct and indirect costs associated with the operation 

of the service (e.g., fuel costs for a transport company, or maintenance 
costs for a utility company). 

 Example: A bus company calculating the cost of operating its fleet for a 

particular route. 



 

Techniques of Costing 

Techniques of costing refer to the methods used to determine how costs 

should be classified, measured, and allocated. These techniques provide a more 
detailed breakdown of costs, helping businesses optimize operations and 

control expenses. 

1. Activity-Based Costing (ABC) 

Activity-Based Costing is a technique that allocates overhead costs based on 

the activities that drive costs, rather than just allocating overheads on a simple 

basis like direct labor or machine hours. 

 Application: Useful for businesses with complex operations and multiple 
activities that consume resources in different ways. 

 Techniques: Identify key activities, assign costs to each activity, and 

then allocate those costs to products or services based on their 
consumption of the activities. 

 Example: A manufacturer of electronic devices might allocate overhead 

costs based on activities like assembly, testing, and packaging. 

2. Standard Costing 

Standard Costing involves setting predetermined or "standard" costs for 
materials, labor, and overheads based on expected performance. The actual 

costs are then compared with these standards, and variances are analyzed. 

 Application: Suitable for businesses that need to control costs tightly 

and can predict the costs of production in advance. 

 Techniques: Set standard costs for each cost element, calculate actual 
costs, and analyze variances to determine reasons for differences. 

 Example: A company setting standard costs for raw materials and labor, 

then comparing these to actual costs incurred during production. 

3. Marginal Costing 

Marginal Costing is the technique of calculating the cost of producing one 
additional unit of output. It focuses on variable costs, which change with the 

level of production, and is used for decision-making such as pricing, profit 

planning, and break-even analysis. 

 Application: Suitable for businesses looking to assess the profitability of 

increasing production or sales. 



 Techniques: Focus on variable costs, and fixed costs are treated as 
period costs (not included in product costing). The contribution margin 

(sales price minus variable cost) is analyzed. 

 Example: A company considering whether to produce one more unit of a 

product to fulfill an order and how much profit that unit would generate. 

4. Absorption Costing 

Absorption Costing (or Full Costing) is a technique that assigns all 
manufacturing costs (direct materials, direct labor, and both fixed and variable 

overheads) to products. This method is used for financial reporting under 

Generally Accepted Accounting Principles (GAAP). 

 Application: Required by external reporting standards and used for 
inventory valuation and cost of goods sold (COGS) in financial 

statements. 

 Techniques: All costs, both fixed and variable, are absorbed by products, 
making it more suitable for full-cost calculations. 

 Example: A company calculating the full cost of producing a batch of 

widgets by adding both direct costs and allocated overheads (fixed and 

variable). 

5. Target Costing 

Target Costing is a pricing strategy in which businesses determine the desired 

cost for a product based on competitive pricing and target profit margins. The 

company then works backward to reduce the costs in order to meet that target. 

 Application: Suitable for highly competitive industries, like automotive 

manufacturing, where price competition is intense. 
 Techniques: Set a target price based on market conditions and desired 

profit margins, then reduce costs through cost-cutting and efficiency 

improvements. 
 Example: A car manufacturer sets a target cost for a new vehicle model 

based on competitive pricing and desired profit margins, then works to 

meet that cost by optimizing production. 

 

Conclusion 

Both methods of costing and techniques of costing are vital for businesses 

to understand and control their production costs. The methods of costing 

(such as job order costing, process costing, and batch costing) define how costs 
are accumulated, while the techniques of costing (such as activity-based 



costing, standard costing, and marginal costing) focus on how costs are 
allocated and analyzed for better decision-making. By selecting the appropriate 

method and technique, businesses can gain deeper insights into their cost 

structure and improve profitability. 

Classification of Costs, Cost Centre, Cost Unit, Profit Centre, and 

Investment Centre 

In cost accounting, businesses classify costs and structure their operations to 

better allocate expenses, track performance, and manage profitability. These 

classifications help businesses identify where costs are being incurred, where 
profits are being generated, and how investments are contributing to the 

overall financial health of the company. Below is an explanation of the various 

classifications and centers within a business. 

 

Classification of Costs 

Cost classification refers to grouping costs into categories based on specific 

characteristics or functions. It helps businesses allocate costs accurately and 
enables better decision-making. Here are some of the primary classifications of 

costs: 

1. By Nature or Element: 

 Direct Costs: These can be directly attributed to a product, project, or 

service (e.g., raw materials, direct labor). 

 Indirect Costs: These are shared across multiple products or services 
and cannot be traced directly to one specific product (e.g., factory rent, 

utilities). 

2. By Function: 

 Production Costs: Costs incurred in the manufacturing of goods (e.g., 

direct materials, direct labor, manufacturing overhead). 
 Non-Production Costs: Costs associated with administrative and selling 

functions (e.g., office salaries, marketing expenses, distribution costs). 

3. By Behavior: 

 Fixed Costs: Costs that do not change with the level of production or 

business activity (e.g., rent, salaries). 
 Variable Costs: Costs that change in direct proportion to production 

levels (e.g., raw materials, direct labor). 



 Semi-Variable Costs: Costs that have both fixed and variable 
components (e.g., utility bills, certain employee compensation 

structures). 

4. By Controllability: 

 Controllable Costs: Costs that can be influenced or controlled by a 

specific manager or department (e.g., direct materials, direct labor). 

 Uncontrollable Costs: Costs that cannot be influenced by management 

at a certain level of decision-making (e.g., depreciation, taxes). 

5. By Time: 

 Historical Costs: Costs that have already been incurred. 

 Future Costs: Estimated costs that are expected to occur in the future 

(used for budgeting and forecasting). 

 

Cost Centre 

A Cost Centre is a specific unit or department within an organization that is 

responsible for incurring costs but does not directly generate revenue. It is 

primarily concerned with cost control and efficiency. 

 Purpose: The main aim of a cost center is to track and control costs, 

ensuring that expenses are kept within budgetary limits. 

 Characteristics:  

o A cost center does not directly contribute to profit but helps in 
generating products or services that contribute to profit. 

o Cost centers provide the groundwork for pricing, profit planning, 

and cost control. 
 Examples:  

o Production departments 

o Maintenance departments 
o Research and development (R&D) departments 

o Administrative departments 

Key Performance Indicator (KPI): The performance of a cost center is usually 

measured in terms of cost efficiency and adherence to budgeted costs. 

 

Cost Unit 



A Cost Unit is the unit of measurement for the cost of producing a specific 
good or service. It is used to measure the cost per unit of output and helps 

businesses assess the efficiency and cost-effectiveness of production. 

 Purpose: To assign costs to individual units of production and help in 

pricing decisions, profitability analysis, and cost control. 
 Examples:  

o Per unit of product: For a manufacturing company, the cost unit 

might be one unit of a product (e.g., cost per chair, cost per bottle). 

o Per service provided: For a service company, the cost unit might 
be one hour of service (e.g., cost per consultation for a law firm). 

o Per batch: In cases where production is done in batches, the cost 

unit might be a batch of items (e.g., cost per batch of printed 

materials). 

Key Application: Cost units are essential in cost allocation and product 

pricing. 

 

Profit Centre 

A Profit Centre is a unit or department within an organization that is 

responsible for generating revenue and controlling its costs, thereby 

contributing to the overall profitability of the business. 

 Purpose: Profit centers are designed to measure the profitability of a 

particular business unit or division. They allow managers to assess how 
well a unit is performing in terms of both revenue generation and cost 

control. 

 Characteristics:  
o A profit center is responsible for generating sales and controlling 

its costs. 

o It is evaluated based on its profit performance. 
o Performance is typically measured by revenues and costs, leading 

to the calculation of profit. 

 Examples:  
o A retail store or a sales department within a larger company. 

o A specific product line or division of a company. 

o A branch of a business that has the responsibility of both 

generating revenue and controlling costs. 

Key Performance Indicator (KPI): The primary KPI for a profit center is 

profitability (revenues minus costs). 



 

Investment Centre 

An Investment Centre is a unit within an organization that has control over 

its revenues, costs, and the investment of capital. It is a more advanced form of 
performance evaluation, as it involves managing the capital invested in the 

business along with revenues and costs. 

 Purpose: An investment center is responsible for maximizing the return 

on investment (ROI). This includes not only generating profit but also 

managing assets and capital investments efficiently. 
 Characteristics:  

o An investment center has autonomy over decisions regarding the 

acquisition and allocation of assets. 
o Performance is measured by ROI, which is calculated as (Net Profit 

/ Capital Employed) × 100. 

o Investment centers are responsible for both operational efficiency 
and the strategic deployment of financial resources. 

 Examples:  

o A division within a company that manages its own capital 
expenditures (e.g., a subsidiary or branch with substantial 

autonomy). 

o A business unit that has control over both its income and the 

investments it makes to generate that income (e.g., an independent 
profit-generating department like a research division that requires 

significant investment). 

Key Performance Indicator (KPI): The key metric for evaluating investment 

centers is the Return on Investment (ROI), along with other metrics like 

residual income. 

 

Summary Comparison 

Centre Type Definition Responsibility Performance 

Metric 

Cost Centre A unit responsible for 

controlling costs but 

not generating 
revenue. 

Cost control and 

efficiency. 

Cost efficiency 

(actual vs. 

budgeted costs). 

Cost Unit A unit of 

measurement for the 

cost of producing a 

Cost allocation per 

unit of output or 

service. 

Cost per unit of 

product or 

service. 



good or service. 

Profit 
Centre 

A unit responsible for 
generating revenue 

and controlling costs 

to generate profit. 

Generating revenue 
and controlling 

costs. 

Profit (Revenue - 
Cost). 

Investment 

Centre 

A unit that controls 

revenue, costs, and 

capital investment to 
maximize ROI. 

Managing revenues, 

costs, and capital 

investments. 

Return on 

Investment (ROI), 

Residual Income. 

 

Conclusion 

 Cost Centres focus on controlling and reducing costs. 
 Profit Centres are evaluated based on their ability to generate profit 

through the combination of revenues and cost control. 

 Investment Centres take a broader view, managing both financial 
returns and capital investments, and are assessed on ROI. 

 Cost Units are crucial for allocating costs accurately to products, 

services, or projects, facilitating price setting and profitability analysis. 

These concepts enable businesses to track and control their performance 
effectively at various levels of operation, from individual cost management to 

overall investment decisions. 

Preparation of Cost Sheet: Total Costs and Unit Costs 

A cost sheet is a detailed statement that shows the cost of production or 
cost of sales for a specific period, generally used for determining the total cost 

of producing goods and the cost per unit. It is an essential tool in cost 

accounting for cost control and decision-making. 

The cost sheet typically includes both fixed and variable costs, as well as 
direct and indirect costs. It is important for businesses to use this tool to 

analyze the production costs and set the selling price accordingly to ensure 

profitability. 

 

Structure of a Cost Sheet 

A typical cost sheet consists of the following components: 

1. Direct Materials Cost 

2. Direct Labor Cost 



3. Direct Expenses 
4. Factory/Production Overheads (Indirect Costs) 

5. Total Cost of Production 

6. Administrative and Selling Costs (if included) 
7. Cost of Sales 

8. Profit Calculation (if required) 

Below is a step-by-step breakdown of how to prepare a cost sheet: 

 

1. Direct Materials Cost 

This represents the cost of raw materials that are directly used in the 

production of goods. 

 Formula: 

Direct Materials Used=Opening Stock of Raw Materials+Purchases of Ra

w Materials−Closing Stock of Raw Materials\text{Direct Materials Used} = 
\text{Opening Stock of Raw Materials} + \text{Purchases of Raw 

Materials} - \text{Closing Stock of Raw Materials}  

 

2. Direct Labor Cost 

This is the wages paid to workers who are directly involved in the production 

process. 

 Formula: Direct Labor Cost=Wages of Production Workers\text{Direct 

Labor Cost} = \text{Wages of Production Workers}  

 

3. Direct Expenses 

These are the expenses that can be directly attributed to the production of 

goods but do not fall under materials or labor costs. These expenses can 

include special tooling, royalties, and other production-related expenses. 

 

4. Factory/Production Overheads 



These include all indirect costs associated with the production process. They 
are not directly attributable to any specific product but are necessary for the 

overall production process. 

 Examples: Depreciation of machines, factory rent, utilities, factory 

supervision wages, etc. 

 Formula: 

Factory/Production Overheads=Indirect Materials+Indirect Labor+Other I
ndirect Expenses\text{Factory/Production Overheads} = \text{Indirect 

Materials} + \text{Indirect Labor} + \text{Other Indirect Expenses}  

 

5. Total Cost of Production 

The total cost of production represents the sum of direct costs (materials, 

labor, expenses) and factory overheads. 

 Formula: 

Total Cost of Production=Direct Materials Used+Direct Labor+Direct Expe
nses+Factory Overheads\text{Total Cost of Production} = \text{Direct 

Materials Used} + \text{Direct Labor} + \text{Direct Expenses} + 

\text{Factory Overheads}  

 

6. Administrative and Selling Costs (if applicable) 

In some cases, administrative and selling costs are included to calculate the 

total cost of sales. These costs relate to activities outside the direct production 

process but are necessary to operate the business, such as office salaries, 

selling expenses, advertising, and distribution costs. 

 Administrative Costs: Office staff salaries, utilities for office space, etc. 

 Selling Costs: Distribution expenses, sales commissions, marketing, etc. 

 

7. Cost of Sales 

To calculate the cost of sales, you need to adjust the total production cost by 

adding the opening stock of finished goods and subtracting the closing stock of 

finished goods. 



 Formula: 
Cost of Sales=Total Cost of Production+Opening Stock of Finished Goods

−Closing Stock of Finished Goods\text{Cost of Sales} = \text{Total Cost of 

Production} + \text{Opening Stock of Finished Goods} - \text{Closing 

Stock of Finished Goods}  

 

8. Profit Calculation (if applicable) 

Once the cost of sales is determined, the final step is to subtract it from the 

revenue to determine the profit. 

 Formula: Profit=Revenue−Cost of Sales\text{Profit} = \text{Revenue} - 

\text{Cost of Sales}  

 

Example: Cost Sheet Preparation 

Let’s prepare a cost sheet for a hypothetical company that manufactures 

widgets. 

Given Information: 

 Opening Stock of Raw Materials: ₹20,000 

 Purchases of Raw Materials: ₹50,000 

 Closing Stock of Raw Materials: ₹10,000 

 Direct Labor Cost: ₹30,000 
 Direct Expenses: ₹5,000 

 Factory Overheads:  

o Indirect Materials: ₹3,000 
o Indirect Labor: ₹4,000 

o Other Indirect Expenses: ₹2,000 

 Opening Stock of Finished Goods: ₹15,000 
 Closing Stock of Finished Goods: ₹12,000 

 Sales Revenue: ₹1,00,000 

 

Step-by-Step Cost Sheet Calculation 

1. Direct Materials Used: 



Direct Materials Used=20,000+50,000−10,000=₹60,000\text{Direct 

Materials Used} = 20,000 + 50,000 - 10,000 = ₹60,000  

2. Direct Labor Cost: 

Direct Labor Cost=₹30,000\text{Direct Labor Cost} = ₹30,000  

3. Direct Expenses: 

Direct Expenses=₹5,000\text{Direct Expenses} = ₹5,000  

4. Factory Overheads: 

Factory Overheads=3,000+4,000+2,000=₹9,000\text{Factory Overheads} 

= 3,000 + 4,000 + 2,000 = ₹9,000  

5. Total Cost of Production: 

Total Cost of Production=60,000+30,000+5,000+9,000=₹1,04,000\text{T

otal Cost of Production} = 60,000 + 30,000 + 5,000 + 9,000 = ₹1,04,000  

6. Cost of Sales: 

Cost of Sales=1,04,000+15,000−12,000=₹1,07,000\text{Cost of Sales} = 

1,04,000 + 15,000 - 12,000 = ₹1,07,000  

7. Profit Calculation: 

Profit=1,00,000−1,07,000=−₹7,000 (Loss)\text{Profit} = 1,00,000 - 

1,07,000 = - ₹7,000 \ (\text{Loss})  

 

Cost Sheet Format Example 

Particulars Amount (₹) 

Direct Materials 60,000 

Direct Labor 30,000 

Direct Expenses 5,000 

Factory/Production Overheads 9,000 

Total Cost of Production 1,04,000 

Opening Stock of Finished Goods 15,000 

Closing Stock of Finished Goods 12,000 

Cost of Sales 1,07,000 

Revenue 1,00,000 



Profit/Loss -7,000 

 

Unit Cost Calculation 

To calculate the unit cost, you need to divide the total cost of production by 

the number of units produced in the period. 

 Formula: 
Unit Cost=Total Cost of ProductionNumber of Units Produced\text{Unit 

Cost} = \frac{\text{Total Cost of Production}}{\text{Number of Units 

Produced}}  

For example, if the company produced 2,000 widgets in the period: 

Unit Cost=1,04,0002,000=₹52 per widget\text{Unit Cost} = 
\frac{1,04,000}{2,000} = ₹52 \ \text{per widget}  

 

Conclusion 

The cost sheet is a crucial tool for businesses to track and manage their 
production costs, making it easier to assess cost efficiency, set product prices, 

and determine profitability. By calculating total costs and unit costs, 

businesses can better plan for future production, manage expenses, and 

ensure financial success. 

 

MODULE-2 

Material cost management is a critical part of inventory control, procurement, 

and overall cost management within manufacturing or production 
environments. The process involves tracking the costs of materials used in 

production and managing material stock levels. Below is an overview of valuing 

material issues and stock in material cost management: 

1. Material Issues: 

Material issues refer to the withdrawal of materials from inventory for use in 

production, assembly, or other operational purposes. When materials are 
issued from stock, they need to be valued for cost accounting and inventory 

management purposes. Here are some methods for valuing material issues: 



a. FIFO (First In, First Out): 

 Under this method, the materials that were received first are used or 
issued first. The cost of the material issued is based on the cost of the 

oldest inventory. 

 Example: If a company purchased 100 units of material at $10/unit and 
another 100 units at $12/unit, FIFO would issue materials at the cost of 

$10/unit first. Once the initial batch is depleted, it will issue materials at 

$12/unit. 

b. LIFO (Last In, First Out): 

 LIFO assumes that the most recently purchased materials are issued 

first. This can be beneficial in environments where material prices are 
rising, as it matches the current cost of goods sold more accurately. 

 Example: Following the above, the most recent 100 units purchased at 

$12/unit would be issued first before the $10/unit material. 

c. Weighted Average Cost (WAC): 

 The weighted average method calculates an average cost per unit for 
materials based on the cost of all materials on hand. This method 

smooths out price fluctuations. 

 Example: The total cost of materials is added up, and the average cost 

per unit is used for valuing issued materials. 

d. Specific Identification: 

 This method is used when materials are easily identifiable and 
individually traceable (e.g., luxury goods or unique parts). The cost of the 

materials issued is based on the actual cost of the specific items 

withdrawn. 
 Example: A business may have a batch of high-value components that 

are tracked individually, and each unit has its own cost associated with 

it. 

2. Valuing Stock (Inventory): 

Valuing the remaining stock of materials is equally important for accurate 

financial reporting and understanding the value of current inventory on hand. 
The methods for valuing inventory are similar to those for material issues, and 

they help determine the cost of goods sold (COGS) and ending inventory. 

a. FIFO (First In, First Out): 



 Under FIFO, the remaining stock is valued based on the most recent 
purchases. This means that the oldest stock has been issued first, and 

the value of the ending inventory reflects the most recent purchase 

prices. 

b. LIFO (Last In, First Out): 

 LIFO assumes the most recent stock purchases remain in the inventory. 

Older stock is used first, and the ending inventory reflects older prices. 

c. Weighted Average Cost (WAC): 

 The ending inventory is valued using an average cost per unit, 
considering all purchases and the quantities on hand. This method is 

particularly useful for companies that deal with bulk, interchangeable 

materials. 

3. Impact of Material Cost Valuation on Financials: 

Material cost valuation methods directly impact financial reporting, particularly 

the Cost of Goods Sold (COGS) and Net Income: 

 FIFO: In a period of rising prices, FIFO results in lower COGS and higher 
net income because the older, lower-cost inventory is used first. 

 LIFO: LIFO tends to increase COGS in inflationary times and reduce 

taxable income, but this might not reflect the actual flow of materials in 
the business. 

 WAC: This method smooths out price fluctuations and can provide a 

more consistent reporting structure, particularly in industries with 

frequent price changes. 

4. Other Considerations: 

 Stock Levels: Efficient material cost management involves monitoring 

stock levels to avoid overstocking (which ties up capital) or stockouts 
(which can delay production). 

 Inventory Turnover: The inventory turnover ratio is a key metric to 

track how quickly materials are being used up or sold. A high turnover 
rate can indicate efficient inventory management. 

 Reorder Points and Lead Times: Setting reorder points ensures that 

materials are replenished before stock runs out, taking into account 

supplier lead times. 



By understanding these methods and principles of material cost valuation and 
stock management, businesses can ensure they are effectively managing 

material costs, optimizing inventory, and improving overall profitability. 

Overheads: Meaning and Importance 

Overheads refer to the indirect costs that are incurred in the production 

process, but are not directly attributable to any single product or service. These 

costs are essential for the overall functioning of the business, but they cannot 

be traced directly to specific production activities or outputs. Overheads are 
necessary for the production and delivery of goods and services, and they 

usually consist of items such as utilities, administrative expenses, 

depreciation, rent, and salaries of indirect labor. 

Types of Overheads: 

1. Direct Costs: These are the costs that can be traced directly to a specific 
product (e.g., raw materials, direct labor). 

2. Indirect Costs: These are overheads that cannot be traced directly to a 

specific product (e.g., factory rent, utilities, indirect labor). 

Importance of Overheads: 

1. Accurate Product Pricing: Proper allocation of overheads is necessary to 
accurately determine the cost of a product. Without factoring in 

overheads, a business could underprice its products, leading to reduced 

profitability. 

2. Cost Control: Identifying and monitoring overheads can help businesses 
reduce unnecessary expenses and improve profitability. 

3. Profitability Analysis: Overheads play a crucial role in determining the 

overall financial health of a company. Efficient management of overhead 
costs can contribute to a healthier profit margin. 

4. Financial Reporting: Overheads are crucial for the preparation of 

financial statements, especially when calculating cost of goods sold 

(COGS) and overall expenses. 

 

Production Overhead: 

Production overheads are the indirect costs that are associated with the 
manufacturing process but cannot be directly assigned to a specific product. 

These overheads are necessary for production to take place, but they don’t 

form part of the actual product itself. 



Examples of Production Overheads: 

1. Factory Rent: The cost of renting or owning the production facility. 
2. Depreciation on Machinery: The gradual loss of value of production 

equipment over time. 

3. Utilities: Electricity, water, gas, and other utility costs used in the 
production process. 

4. Indirect Labor: Wages of workers not directly involved in production, 

such as supervisors, maintenance personnel, and quality control staff. 

5. Factory Supplies: Items that are used in the production process but 

aren’t directly part of the product (e.g., lubricants, cleaning materials). 

These costs need to be allocated across products or services in a reasonable 

manner to ensure accurate costing. 

 

Primary Distribution and Secondary Distribution of Overheads: 

In cost accounting, overhead costs are allocated to products or services using 

various methods. The primary distribution and secondary distribution are 

two key stages in the process of allocating and absorbing overheads in cost 

accounting. 

1. Primary Distribution of Overheads: 

Primary distribution is the process of distributing overhead costs to different 

cost centers. A cost center is a department or unit within an organization 

where costs are incurred, but no revenue is directly generated. Examples of 

cost centers include production departments, maintenance departments, and 

administration. 

 The main purpose of primary distribution is to allocate the total 

production overhead across different cost centers (e.g., factory, 

administrative departments). 
 Typically, overheads are distributed based on a fair allocation basis, 

such as: 

o Machine hours (for factory-based overheads) 
o Labor hours (for indirect labor or supervision costs) 

o Floor space (for allocating rent or utilities across departments) 

Example: If a factory spends $10,000 on utilities, it might distribute that 

amount across various departments based on the floor space used by each 

department. 



2. Secondary Distribution of Overheads: 

Secondary distribution refers to the allocation of overhead costs from service 
cost centers (like maintenance, administration, etc.) to production cost centers 

(where the actual manufacturing or production takes place). This stage is 

critical because service departments contribute to the functioning of 
production departments, and their overhead costs need to be allocated 

accordingly. 

 The secondary distribution process ensures that service costs (which 

were first allocated to service cost centers in the primary distribution) are 

now shared with production departments. 
 The allocation of overheads during secondary distribution is typically 

done using allocation methods, like: 

o Percentage of use: If a department uses a particular service, the 
overhead costs are distributed based on the usage level. 

o Direct labor hours or machine hours: Service overheads are 

allocated based on how much of a service (like maintenance or 

supervision) each production cost center requires. 

Example: If the maintenance department spends $5,000, it will be charged to 

various production departments based on their usage of maintenance services 

(such as machine hours or labor hours). 

 

Importance of Primary and Secondary Distribution: 

 Cost Transparency: These processes ensure that overhead costs are 

properly allocated, giving a clear picture of where resources are being 

consumed within the organization. 
 Accurate Product Costing: The accurate allocation of overheads helps 

businesses determine the true cost of production, which is necessary for 

pricing, profitability analysis, and financial reporting. 
 Cost Control: By understanding how overheads are distributed, 

managers can identify inefficiencies or departments consuming excessive 

resources, enabling better control over costs. 
 Decision Making: Proper allocation of overheads helps managers make 

better decisions regarding pricing, production efficiency, and cost-cutting 

measures. 

 

Summary: 



 Overheads are the indirect costs that businesses incur to support their 
production processes but cannot directly attribute to any specific 

product. 

 Production Overheads are a subset of overheads related to the 
manufacturing process and include items like factory rent, utilities, and 

indirect labor. 

 The Primary Distribution of overheads involves allocating indirect costs 

to various cost centers, and the Secondary Distribution allocates costs 
from service cost centers to production cost centers. 

 Proper management of overheads ensures accurate product costing, 

transparency, and effective decision-making within a business. 

Allocation and Apportionment of Costs 

Allocation and apportionment are two essential concepts in cost accounting 

used to distribute indirect costs (overheads) to different cost centers, 
departments, or products. The goal is to assign the proper share of indirect 

costs to ensure accurate product costing, financial reporting, and cost control. 

Here’s an explanation of both terms: 

 

1. Allocation of Costs 

Allocation refers to the process of directly assigning an overhead cost to a 
specific cost center, department, or product. This is typically done when the 

cost can be clearly attributed to a particular cost center or department. 

Key Points of Allocation: 

 Direct Attribution: Allocation is used when a cost can be directly traced 

to a particular cost center, department, or product. 
 No Need for Division: Unlike apportionment, there’s no need to divide 

the cost among several entities. The entire cost is allocated to one cost 

center or product. 

Examples of Allocation: 

 Depreciation of Machinery: If a particular machine is used exclusively 
in the production department, the depreciation cost of that machine is 

allocated entirely to the production department. 

 Rent for a Factory Building: If a factory building is used solely for 

production, the rent cost is allocated entirely to the production cost 
center. 



 Salaries of Supervisors: If a supervisor works exclusively in the 
manufacturing department, their salary can be allocated entirely to that 

department. 

When Allocation is Appropriate: 

 When a cost can be directly traced to a specific department, function, or 

product. 

 When there is a clear link between the cost and the cost center. 

 

2. Apportionment of Costs 

Apportionment is the process of dividing an overhead cost among several 

departments, cost centers, or products based on a reasonable or proportional 
basis. Apportionment is used when a cost is shared between multiple 

departments or cost centers, and you need to distribute the cost across them. 

Key Points of Apportionment: 

 Proportional Distribution: Apportionment is necessary when a cost 

applies to multiple departments, but it cannot be directly attributed to 
just one department or product. 

 Basis of Distribution: The cost is divided using an allocation basis, such 

as floor space, number of employees, or machine hours. 

Examples of Apportionment: 

 Rent for a Shared Office Building: If a building is shared by several 

departments, the rent will be apportioned between those departments 
based on the space they occupy. 

o Example: If the office building has 10,000 square feet and 

Department A occupies 4,000 square feet, then Department A 
would be allocated 40% of the rent. 

 Utilities (Electricity, Water): These costs may be shared across several 

departments. If the manufacturing department uses 60% of the total 
electricity, while the administrative department uses 40%, the cost would 

be apportioned accordingly. 

 Salaries of Central Services: For central services like HR or IT, the costs 
are apportioned to various departments based on the number of 

employees in each department. 

When Apportionment is Appropriate: 



 When costs are incurred by multiple departments but cannot be directly 
traced to any one of them. 

 When a cost is incurred for the benefit of more than one department or 

function (e.g., utilities, rent, etc.). 

 

Difference Between Allocation and Apportionment: 

Aspect Allocation Apportionment 

Definition Directly assigning a cost to a 

specific cost center. 

Dividing a shared cost 

between multiple cost 
centers. 

Use When the cost is easily 

traceable to a specific entity 

(e.g., machine, department). 

When the cost benefits 

multiple entities and needs to 

be distributed. 

Example Depreciation of a dedicated 

machine in production. 

Rent of a building used by 

multiple departments. 

Basis of 

Distribution 

No need for division; cost is 

entirely assigned. 

Based on a reasonable 

proportion (e.g., floor space, 
usage). 

 

Allocation and Apportionment Methods 

Both allocation and apportionment require choosing appropriate bases for 

distributing costs. Here are common bases for each: 

Allocation Bases: 

1. Machine Hours: If overhead costs are related to machinery (e.g., 

machine maintenance or depreciation), the cost can be allocated based 
on the machine hours used by a department. 

2. Direct Labor Hours: Some costs, like supervision or wages of indirect 

labor, can be allocated based on the number of labor hours worked by 

each department. 
3. Specific Use: For costs directly attributable to a specific department 

(e.g., specific equipment costs), the entire cost can be allocated to that 

department. 

Apportionment Bases: 

1. Floor Space: Rent and utility costs can be apportioned based on the 
amount of floor space occupied by each department. 



2. Number of Employees: Some administrative costs can be apportioned 
based on the number of employees in each department (e.g., HR services 

or insurance premiums). 

3. Machine Hours: For costs like power or maintenance services that 
benefit multiple departments, apportionment can be done based on the 

machine hours consumed by each department. 

4. Direct Labor Hours: Some service department costs (e.g., maintenance 

or quality control) can be apportioned based on the labor hours worked 

in the departments that use the service. 

 

Example of Cost Allocation and Apportionment: 

Scenario: A company has a factory with multiple departments: Production, 

Administration, and Maintenance. 

1. Allocation: 

o The maintenance supervisor’s salary is directly linked to the 

maintenance department, so it is allocated entirely to that 
department. 

o Depreciation of a machine used only in the production process is 

allocated entirely to the production department. 
2. Apportionment: 

o The rent for the factory building is apportioned based on the floor 

space each department occupies. For example: 

 Production Department occupies 60% of the space. 
 Administration Department occupies 30% of the space. 

 Maintenance Department occupies 10% of the space. 

o The utility bill (e.g., electricity) is apportioned based on the 

machine hours or the floor space occupied by each department. 

 

Conclusion: 

 Allocation assigns costs to specific departments or products where 
direct attribution is possible. 

 Apportionment divides shared costs among multiple departments based 

on a reasonable and proportional method. 

Both allocation and apportionment are vital for accurately assigning indirect 

costs, ensuring precise product costing, efficient cost control, and sound 

financial reporting. 



Absorption of Overheads by Production Units 

Absorption of overheads refers to the process of allocating indirect costs 

(overheads) to production units (or products). Overheads are costs that are not 
directly traceable to a specific product, such as rent, utilities, and indirect 

labor. To determine the total cost of producing a unit of product, these 

overheads must be absorbed into the cost of each unit produced. 

The process of absorption ensures that the total cost of production includes 

both direct costs (direct materials and direct labor) and an appropriate share of 
indirect costs (overheads). The allocation of these costs helps determine the 

total cost per unit, which is essential for pricing, profitability analysis, and 

financial reporting. 

 

Methods of Absorbing Overheads 

There are several methods for absorbing overheads, and the choice of method 

depends on the nature of the overheads, the production process, and the 

accounting practices of the company. 

1. Absorption Based on Direct Labor Hours: 

o Method: The overhead cost is absorbed based on the number of 

direct labor hours worked. 

o Formula: 

Overhead Absorption Rate=Total Overhead CostTotal Direct Labor 
Hours\text{Overhead Absorption Rate} = \frac{\text{Total Overhead 

Cost}}{\text{Total Direct Labor Hours}}  

o Example: If the total overhead cost is $50,000, and the total direct 

labor hours for the period are 5,000 hours, the overhead 

absorption rate is: 

50,0005,000=10 per labor hour.\frac{50,000}{5,000} = 10 \text{ per 

labor hour}.  

So, for each hour worked, $10 of overhead will be absorbed. 

2. Absorption Based on Machine Hours: 

o Method: Overhead costs are absorbed based on the number of 
machine hours used in production. 

o Formula: 



Overhead Absorption Rate=Total Overhead CostTotal Machine Hou
rs\text{Overhead Absorption Rate} = \frac{\text{Total Overhead 

Cost}}{\text{Total Machine Hours}}  

o Example: If the total overhead cost is $50,000, and the total 

machine hours used in production are 4,000 hours, the overhead 

absorption rate is: 

50,0004,000=12.5 per machine hour.\frac{50,000}{4,000} = 12.5 

\text{ per machine hour}.  

3. Absorption Based on Units of Production: 

o Method: Overhead costs are absorbed based on the number of 

units produced during a period. 

o Formula: 

Overhead Absorption Rate=Total Overhead CostTotal Units Produc

ed\text{Overhead Absorption Rate} = \frac{\text{Total Overhead 

Cost}}{\text{Total Units Produced}}  

o Example: If the total overhead cost is $50,000, and 10,000 units 

are produced, the overhead absorption rate is: 

50,00010,000=5 per unit.\frac{50,000}{10,000} = 5 \text{ per unit}.  

4. Absorption Based on Prime Cost (Direct Costs): 

o Method: Overhead costs are absorbed based on the total prime 

cost (the sum of direct materials and direct labor) incurred during 

production. 

o Formula: 

Overhead Absorption Rate=Total Overhead CostTotal Prime Cost\te

xt{Overhead Absorption Rate} = \frac{\text{Total Overhead 

Cost}}{\text{Total Prime Cost}}  

o Example: If the total overhead cost is $50,000, and the total prime 

cost is $100,000, the overhead absorption rate is: 

\frac{50,000}{100,000} = 0.5 \text{ (50% of the prime cost)}.  

 

Over-Absorption and Under-Absorption of Overheads 



Once the overheads are absorbed using one of the methods above, it is 
important to compare the absorbed overheads with the actual overheads 

incurred during the period. This comparison can lead to two scenarios: 

1. Over-Absorption of Overheads: 

Over-absorption occurs when the amount of overheads absorbed (charged to 

production) is greater than the actual overheads incurred. This situation 

typically arises when the overhead absorption rate is set too high or when the 
actual activity level (e.g., labor hours, machine hours) is lower than 

anticipated. 

 Cause: Over-absorption can occur if the estimated cost driver (e.g., 

machine hours or labor hours) exceeds the actual level of activity. 
 Effect: The result is a credit balance in the overhead account, as more 

overheads have been absorbed than actually incurred. 

 Accounting Treatment: The excess absorbed overhead is usually 
adjusted at the end of the period by adjusting the cost of goods sold 

(COGS) or by transferring the excess to a separate account. 

Example: If the overhead absorption rate is $10 per labor hour, but only 4,000 

labor hours were worked (instead of the expected 5,000), the absorbed 
overhead will be $40,000, while the actual overheads may have been $35,000. 

This results in an over-absorption of $5,000. 

2. Under-Absorption of Overheads: 

Under-absorption occurs when the overheads absorbed are less than the 

actual overheads incurred. This happens when the estimated overhead 

absorption rate is too low, or when the actual activity level is higher than 

expected. 

 Cause: Under-absorption typically arises if the actual level of activity 

(e.g., labor hours or machine hours) is higher than anticipated. 

 Effect: The result is a debit balance in the overhead account, indicating 
that less overhead has been absorbed than was actually incurred. 

 Accounting Treatment: The shortfall in absorbed overhead is usually 

adjusted by increasing the cost of goods sold (COGS) or by transferring 

the under-absorbed amount to a separate account. 

Example: If the overhead absorption rate is $10 per labor hour, but 6,000 

labor hours were worked (instead of the expected 5,000), the absorbed 

overhead will be $60,000, while the actual overheads may have been $65,000. 

This results in an under-absorption of $5,000. 

 



Dealing with Over-Absorption and Under-Absorption 

1. Over-Absorption: 

o If there is over-absorption, the excess amount is credited to the 
appropriate account, often leading to a reduction in the cost of 

goods sold (COGS). 

o The excess absorbed overhead can be adjusted by transferring it to 

a specific account, or the cost of goods sold can be reduced to 
reflect the over-absorption. 

2. Under-Absorption: 

o If under-absorption occurs, the shortfall is debited to the 
appropriate account, often leading to an increase in the cost of 

goods sold (COGS). 

o Under-absorbed overhead can be adjusted by increasing the cost of 

goods sold or transferred to an expense account. 

MODULE-3 

Job Costing, Contract Costing, Process Costing, Joint Products, 

and By-products 

These are various methods of costing used to allocate and track costs in 

manufacturing and production environments. The choice of costing method 

depends on the type of production, the industry, and the nature of the 

products being produced. Here's a detailed breakdown of each method: 

 

1. Job Costing 

Job Costing is a costing method used when products are produced based on 

specific customer orders or jobs. Each job or order is unique and requires 
different resources, and the costs associated with each job are tracked 

separately. This method is commonly used in industries like construction, 

custom manufacturing, and consulting, where each product or service is 

customized. 

Key Features of Job Costing: 

 Specific to a Job or Order: Costs are accumulated for individual jobs, 

orders, or projects. 

 Direct Costs: Direct materials and direct labor costs are directly 
attributed to each job. 



 Indirect Costs (Overheads): These are typically allocated to jobs based 
on a predetermined rate, such as direct labor hours or machine hours. 

 Cost Accumulation: A separate job cost sheet is maintained for each job 

to track costs. 

Example: 

 A construction company working on a custom building project will use 

job costing to track the costs for materials, labor, and overheads 
associated with that specific project. 

 A custom furniture maker may have different jobs for making custom 

chairs and tables, where the costs for materials, labor, and overheads are 

allocated to each individual job. 

 

2. Contract Costing 

Contract Costing is a variant of job costing, typically used for long-term 
projects or contracts. It is used in industries where work takes a longer time to 

complete, such as construction, shipbuilding, or large engineering projects. In 

contract costing, costs are tracked over the entire duration of a contract and 

are allocated to the contract as a whole. 

Key Features of Contract Costing: 

 Long-Term Projects: Applied to contracts that take an extended period 

to complete. 

 Accumulation of Costs: All costs, including labor, materials, and 

overheads, are accumulated throughout the contract period. 
 Work-in-Progress: Since the project may span over multiple accounting 

periods, the costs are monitored continuously, and work-in-progress is 

assessed. 
 Revenue Recognition: Revenue from contracts is often recognized as 

work progresses. Methods like the percentage of completion method 

are used to recognize income and expenses based on the completion of 

the contract. 

Example: 

 A construction company building a highway may use contract costing 

to track costs over the several years it takes to complete the project. The 

costs associated with materials, labor, and overhead are accumulated 

under the specific contract, and revenue is recognized as certain 

milestones are reached. 



 

3. Process Costing 

Process Costing is used when identical or similar products are mass-produced 

in a continuous production process, where it is difficult to distinguish one unit 
from another. It is commonly used in industries like chemicals, textiles, food 

processing, and oil refining, where large quantities of homogeneous products 

are produced. 

Key Features of Process Costing: 

 Mass Production: Used for continuous or repetitive production of 

identical products. 
 Cost Allocation to Processes: Costs are accumulated for each process 

or stage of production rather than for individual jobs or products. 

 Average Cost per Unit: At the end of each production period, costs are 
averaged across all units produced during that period. 

 Work-in-Progress: Costs are allocated to units in progress at different 

stages of the production process. 

Example: 

 A textile company produces fabric in large quantities. All units of fabric 
produced are identical, so the company accumulates the total costs 

(materials, labor, and overhead) for the entire production process and 

then divides those costs by the number of units produced to find the cost 

per unit. 
 A chemical company producing gallons of paint would use process 

costing, assigning costs for each stage of the production (mixing, quality 

control, packaging) and averaging those costs over the units produced. 

 

4. Joint Products and By-Products 

In many industries, a single production process can yield more than one 

product. These products are classified as joint products and by-products. The 
way costs are allocated to these products depends on the accounting approach 

used by the company. 

Joint Products: 



 Definition: Joint products are two or more products that are produced 
simultaneously from the same production process, and they are of 

significant value. 

 Characteristics: 
o Joint products are produced together and are of relatively equal 

importance in terms of value. 

o Joint costs (the costs incurred up to the point where the products 

become separate) must be allocated between the joint products. 
 Cost Allocation Methods for Joint Products: 

o Physical Quantity Method: Allocates costs based on physical 

measures like weight, volume, or units produced. 
o Sales Value Method: Allocates costs based on the relative sales 

value of the products at the split-off point. 

o Net Realizable Value (NRV) Method: Allocates costs based on the 
expected final sales value of the products after further processing. 

 Example: 

o In the oil refining industry, crude oil is processed to produce 
gasoline, diesel, and jet fuel. Each of these products is of 

significant value, and the costs are allocated based on factors such 

as sales value or volume of production. 

By-Products: 

 Definition: By-products are secondary products that are produced 

incidentally during the manufacturing of the main product. They are 
typically of lesser value than the main product. 

 Characteristics: 

o By-products are often produced unintentionally and have a 
relatively lower sales value compared to the joint products. 

o The costs associated with by-products are usually allocated in a 

way that minimizes the impact on the cost of the main product. 
 Cost Allocation Methods for By-Products: 

o Treating as Revenue: Often, by-products are treated as an 

additional source of revenue, and the proceeds from selling them 
are deducted from the main product's costs. 

o Separate Costing: Alternatively, some businesses may assign a 

proportion of the joint costs to the by-products, depending on their 

contribution to the production process. 
 Example: 

o In food processing, a company may produce juice from fruits, and 

the seeds or peels may be considered by-products. These by-
products may be sold at a lower price or used for other purposes, 

and the costs of producing them are either absorbed by the main 

product or treated as separate revenue. 

 



Summary of Costing Methods: 

Costing 

Method 

Suitable For Key Characteristics 

Job 
Costing 

Custom products or projects (e.g., 
construction, consultancy) 

Costs tracked by specific job 
or order, unique products or 

services. 

Contract 
Costing 

Long-term, large-scale projects 
(e.g., construction, shipbuilding) 

Costs tracked over the life of a 
contract, revenue recognized 

as work progresses. 

Process 

Costing 

Mass production of identical 

products (e.g., chemicals, textiles) 

Costs accumulated by 

process, average cost per unit. 

Joint 

Products 

Simultaneous production of two 

or more main products (e.g., oil 

refining, chemical manufacturing) 

Significant value in multiple 

products, joint costs need 

allocation. 

By-
products 

Secondary products produced 
incidentally (e.g., food processing, 

paper mills) 

Lower-value products, often 
treated as revenue. 

 

Service Costing 

Service Costing is a method used to determine the cost of providing a service 

rather than producing a tangible product. It is commonly used in industries or 
sectors where services are the primary output. These could include sectors like 

transportation, healthcare, and catering, where costs are allocated to the 

services provided, allowing businesses to track expenses and set pricing 
strategies. Below, we’ll look at Service Costing in the context of Transport, 

Hospitals, and Canteens. 

 

1. Transport Service Costing 

Transport service costing is used to determine the costs involved in running a 

transportation service, such as buses, taxis, or freight services. The objective is 

to allocate costs accurately to provide a clear picture of the cost per unit of 

service, such as per kilometer, per passenger, or per trip. 

Key Costs in Transport Service Costing: 

 Fixed Costs: 
o Vehicle depreciation (if owned). 

o Salaries and wages of drivers, conductors, and maintenance staff. 

o Insurance and registration fees. 



o Lease or rental costs (if vehicles are rented). 
 Variable Costs: 

o Fuel and oil. 

o Maintenance and repairs. 
o Tires and other consumables. 

 Indirect Costs: 

o Administrative overheads. 

o Marketing and advertising costs. 

Cost Allocation in Transport: 

 Cost per Kilometer or Per Trip: Calculate total costs and divide by the 

total number of kilometers traveled or trips made. 

Cost per Kilometer=Total Costs (Fixed + Variable)Total Kilometers Travele

d\text{Cost per Kilometer} = \frac{\text{Total Costs (Fixed + 

Variable)}}{\text{Total Kilometers Traveled}}  

 Cost per Passenger: Allocate the total costs based on the number of 

passengers transported. 

Cost per Passenger=Total CostsTotal Passengers\text{Cost per Passenger} 

= \frac{\text{Total Costs}}{\text{Total Passengers}}  

Example: 

A bus company might have the following expenses: 

 Fixed costs (e.g., salaries, depreciation) = $10,000 per month. 

 Variable costs (e.g., fuel, maintenance) = $5,000 per month. 

 Total kilometers traveled = 50,000 km. 

The cost per kilometer would be: 

Cost per Kilometer=10,000+5,00050,000=0.30 per km\text{Cost per Kilometer} 
= \frac{10,000 + 5,000}{50,000} = 0.30 \text{ per km}  

The company can use this cost to determine fares or assess the profitability of 

the routes. 

 

2. Hospital Service Costing 



In hospital service costing, the goal is to calculate the cost of providing 
healthcare services, such as treatments, patient care, and hospital stays. 

Hospitals need to allocate costs to various services, departments, or even 

individual patients, so they can monitor performance, improve efficiency, and 

ensure financial sustainability. 

Key Costs in Hospital Service Costing: 

 Direct Costs: 
o Medical supplies (bandages, medicines, etc.). 

o Doctor’s fees and nursing salaries (directly related to the patient’s 

treatment). 
o Diagnostic services (e.g., lab tests, imaging). 

 Indirect Costs: 

o Administrative overheads (e.g., billing, human resources). 
o Utilities (electricity, water). 

o Facility maintenance (e.g., cleaning, building repairs). 

 Fixed Costs: 
o Depreciation of hospital equipment and buildings. 

o Salaries for administrative staff. 

 Variable Costs: 
o Consumables like medications or surgical instruments used during 

a patient’s treatment. 

Cost Allocation in Hospitals: 

 Cost per Patient Day (CPD): This method allocates all the hospital’s 

costs (fixed and variable) to the total number of patient days (the number 

of days patients spend in the hospital). 

Cost per Patient Day=Total Hospital CostsTotal Patient Days\text{Cost 
per Patient Day} = \frac{\text{Total Hospital Costs}}{\text{Total Patient 

Days}}  

 Cost per Procedure or Treatment: Calculate the cost for each type of 

treatment or procedure by summing all related costs (doctor’s fees, 
medical supplies, diagnostic costs). 

 Cost per Bed Occupancy: If beds are the main cost driver, the cost can 

be calculated based on bed occupancy rate. 

Cost per Bed Occupancy=Total Hospital CostsTotal Number of Beds Used

\text{Cost per Bed Occupancy} = \frac{\text{Total Hospital 

Costs}}{\text{Total Number of Beds Used}}  

Example: 



A hospital incurs the following: 

 Fixed costs (e.g., rent, salaries) = $200,000 per month. 
 Variable costs (e.g., consumables, medication) = $100,000 per month. 

 The total number of patient days is 10,000 for the month. 

The cost per patient day would be: 

Cost per Patient Day=200,000+100,00010,000=30 per patient day\text{Cost 

per Patient Day} = \frac{200,000 + 100,000}{10,000} = 30 \text{ per patient day}  

This gives the hospital an estimate of how much each patient day costs, which 

can be used for pricing, budgeting, and financial analysis. 

 

3. Canteen Service Costing 

Canteen service costing is used to determine the cost of providing food and 

beverage services, typically within an organization, institution, or factory. The 
objective is to allocate costs to individual meals or catering services offered by 

the canteen. 

Key Costs in Canteen Service Costing: 

 Direct Costs: 

o Food ingredients (vegetables, meat, etc.). 
o Salaries of cooks, servers, and kitchen staff. 

o Kitchen equipment and utensils. 

 Indirect Costs: 

o Administrative expenses (e.g., canteen management staff). 
o Rent or lease for the premises. 

o Utility costs (electricity, water). 

 Fixed Costs: 
o Depreciation of kitchen equipment. 

o Canteen manager's salary. 

 Variable Costs: 
o Food items consumed per meal. 

o Packaging materials (if applicable, e.g., takeaways). 

Cost Allocation in Canteens: 

 Cost per Meal: The total cost of running the canteen is divided by the 

total number of meals served to find the average cost per meal. 



Cost per Meal=Total Canteen CostsTotal Meals Served\text{Cost per 

Meal} = \frac{\text{Total Canteen Costs}}{\text{Total Meals Served}}  

 Cost per Customer: If a canteen operates on a per-customer basis (e.g., 

individual meals), the cost can be allocated accordingly. 

Example: 

A company canteen has: 

 Fixed costs (e.g., rent, manager salary) = $5,000 per month. 

 Variable costs (e.g., food ingredients) = $10,000 per month. 

 Total meals served in the month = 2,000 meals. 

The cost per meal would be: 

Cost per Meal=5,000+10,0002,000=7.50 per meal\text{Cost per Meal} = 
\frac{5,000 + 10,000}{2,000} = 7.50 \text{ per meal}  

This helps the canteen understand its cost structure and set appropriate prices 

for meals. 

Marginal Costing 

Marginal costing is a costing technique that emphasizes the variable costs 

involved in the production of goods and services. It focuses on the additional 

cost incurred when producing one more unit of a product. This costing method 
is particularly useful for decision-making and financial planning, as it allows 

businesses to distinguish between fixed and variable costs and helps managers 

understand the impact of changes in production levels on profitability. 

 

Nature and Scope of Marginal Costing 

Nature of Marginal Costing: 

 Variable Cost Focus: Marginal costing focuses primarily on variable 

costs, which change directly with the level of output. Fixed costs are 

treated as period costs and are not allocated to the units produced. 
 Contribution Margin: The primary concept is the contribution margin, 

which is the difference between sales and variable costs. It helps in 

determining the profitability of products. 



 Fixed Costs: Fixed costs are treated separately and are not included in 
the cost of individual products under marginal costing. Instead, they are 

deducted from the contribution margin to calculate the net profit. 

Scope of Marginal Costing: 

 Cost Behavior Analysis: Helps in analyzing how costs behave with 

changes in production levels (e.g., fixed and variable costs). 

 Decision Making: Aids in making various business decisions, such as 
pricing, profitability analysis, product mix, and cost control. 

 Profitability Analysis: Marginal costing is useful in understanding how 

different levels of production and sales affect profitability. 

 

Marginal Cost Equation 

The marginal cost equation is used to calculate the marginal cost (the cost of 

producing one additional unit) and determine the contribution margin. 

 Marginal Cost (MC) is the cost of producing one additional unit of 

output. 

Marginal Cost=Variable Cost per Unit\text{Marginal Cost} = 

\text{Variable Cost per Unit}  

 Contribution per Unit is calculated as: 

Contribution per Unit=Selling Price per Unit−Variable Cost per Unit\text{

Contribution per Unit} = \text{Selling Price per Unit} - \text{Variable Cost 

per Unit}  

 Total Contribution is the total amount available to cover fixed costs and 

generate profit: 

Total Contribution=Total Sales−Total Variable Costs\text{Total 

Contribution} = \text{Total Sales} - \text{Total Variable Costs}  

The equation can also be written in terms of total costs: 

Profit=Total Contribution−Fixed Costs\text{Profit} = \text{Total Contribution} - 

\text{Fixed Costs}  

 

Profit-Volume (PV) Ratio 



The Profit-Volume (PV) ratio is a measure of the relationship between the 
contribution margin and sales. It is a key performance indicator in marginal 

costing, helping businesses determine how changes in sales will affect profit. 

Formula for PV Ratio: 

Profit-

Volume Ratio=Contribution per UnitSelling Price per Unit×100\text{Profit-

Volume Ratio} = \frac{\text{Contribution per Unit}}{\text{Selling Price per Unit}} 
\times 100  

Alternatively, for total sales: 

PV Ratio=Total ContributionTotal Sales×100\text{PV Ratio} = \frac{\text{Total 

Contribution}}{\text{Total Sales}} \times 100  

Interpretation: 

 A higher PV ratio means that a greater proportion of sales is 

contributing to covering fixed costs and generating profit. 
 A lower PV ratio suggests that a larger portion of sales is being 

consumed by variable costs, leaving less to contribute to fixed costs and 

profit. 

Example: 

 Selling Price per Unit: $100 
 Variable Cost per Unit: $60 

 Contribution per Unit: $100 - $60 = $40 

PV Ratio: 

PV Ratio=40100×100=40%\text{PV Ratio} = \frac{40}{100} \times 100 = 40\%  

This means that 40% of each sale contributes to covering fixed costs and 

generating profit. 

 

Break-Even Chart 

A Break-even Chart is a graphical representation of the relationship between 

total costs, total revenue, and profit or loss at different levels of output. It helps 

managers determine the break-even point—the level of sales at which total 

revenue equals total costs, resulting in neither profit nor loss. 



Key Points on a Break-even Chart: 

1. X-axis represents the level of output or sales (in units). 
2. Y-axis represents the total costs or total revenue (in monetary terms). 

3. Fixed Costs: A horizontal line, representing constant fixed costs 

regardless of production level. 
4. Total Costs Line: Starts at the level of fixed costs and increases with 

output, as variable costs add up. 

5. Total Revenue Line: A straight line that starts from the origin (0,0) and 

increases with the number of units sold. 

 Break-even Point (BEP): The point where the Total Revenue Line 

intersects the Total Costs Line. At this point, there is no profit or loss. 

Break-even Formula: 

Break-

even Point (Units)=Fixed CostsSelling Price per Unit−Variable Cost per Unit\tex

t{Break-even Point (Units)} = \frac{\text{Fixed Costs}}{\text{Selling Price per 
Unit} - \text{Variable Cost per Unit}}  

Example: 

 Fixed Costs = $10,000 

 Selling Price per Unit = $50 

 Variable Cost per Unit = $30 

BEP=10,00050−30=10,00020=500 units\text{BEP} = \frac{10,000}{50 - 30} = 

\frac{10,000}{20} = 500 \text{ units}  

So, the company needs to sell 500 units to break even. 

 

Application of Marginal Costing for Managerial Decision Making 

1. Make or Buy Decision 

A Make or Buy Decision refers to the decision between manufacturing a 

product in-house or purchasing it from an external supplier. Marginal costing 
helps managers analyze the costs involved in both options and make an 

informed decision. 



 Make Decision: If the cost of manufacturing the product internally is 
less than the cost of purchasing it, the company should make the 

product. 

 Buy Decision: If the cost of purchasing the product externally is lower 
than making it internally (considering fixed and variable costs), then the 

company should outsource the production. 

Factors to consider: 

 Internal Costs: Variable costs (materials, labor) and fixed costs 

(overheads). 

 External Costs: Purchase price from suppliers, transportation, and 

handling. 

Example: 

A company is considering whether to make or buy a component. The costs are 

as follows: 

 Make: Variable cost per unit = $10, Fixed cost allocation per unit = $5 

 Buy: Purchase price per unit = $15 

If the company buys, it would incur a cost of $15 per unit. If it makes the 
component, it incurs a total cost of $10 (variable cost) + $5 (fixed cost 

allocation) = $15 per unit. In this case, the make-or-buy decision would depend 

on other factors like quality, capacity, and supplier reliability. 

 

2. Selection of Suitable Product Mix 

The product mix decision involves selecting the optimal combination of 

products to produce, given limited resources (such as labor, machine time, or 
raw materials). Marginal costing helps in analyzing the contribution per unit 

for each product, which aids in choosing the most profitable products. 

Steps for Product Mix Decision: 

1. Calculate Contribution per Unit for each product. 

2. Assess Contribution per Limiting Factor (e.g., machine hours, labor 
time) to maximize the contribution. 

3. Select the Product Mix that maximizes the overall contribution margin 

within the constraints. 

Example: 



A company produces two products: Product A and Product B. 

 Product A: Selling price = $50, Variable cost = $30, Contribution = $20 

 Product B: Selling price = $40, Variable cost = $20, Contribution = $20 

If both products require the same amount of resources, the company should 

produce the one with the higher contribution per unit. However, if there are 

constraints (like machine hours), the company should calculate the 

contribution per limiting factor and prioritize production based on that. 

Management Tools: Budgetary Control & Standard Costing 

Management tools such as Budgetary Control and Standard Costing are 

essential in helping organizations plan, control, and evaluate their financial 
performance. These tools allow for efficient resource allocation, cost 

management, and decision-making. 

 

1. Budgetary Control 

Budgetary Control is the process of preparing budgets and comparing actual 

financial performance with budgeted performance to analyze variances. It 

involves setting financial targets for various departments and functions within 

the organization and controlling costs and revenues to meet those targets. 

Types of Budgets in Budgetary Control: 

1.1 Functional Budgets: 

 Functional budgets refer to budgets prepared for different functional 
areas within an organization, such as production, marketing, sales, and 

administration. Each function has a separate budget that reflects its 

specific financial needs and objectives. 
 Examples of functional budgets: 

o Production Budget: Budget for raw materials, labor, and 

overheads for the production process. 
o Sales Budget: Expected revenue from sales, taking into account 

expected sales volume and prices. 

o Marketing Budget: Expenditures for marketing campaigns, 

advertising, and promotions. 

1.2 Cost Budget: 



 A cost budget outlines the expected costs for different activities or 
departments. It focuses on cost control, aiming to limit or reduce costs 

while maintaining operational effectiveness. 

 Example: A manufacturing company may create a cost budget for 
materials, labor, and overheads required to produce a set number of 

units. 

1.3 Master Budget: 

 The Master Budget is a comprehensive budget that consolidates all the 

individual functional budgets (e.g., sales, production, and cash budgets) 

into one unified document. It includes both financial and non-financial 
goals for the entire organization. 

 The Master Budget typically includes: 

o Sales Budget 
o Production Budget 

o Cost of Goods Sold (COGS) Budget 

o Capital Expenditure Budget 

o Cash Flow Budget 

1.4 Performance Budgeting: 

 Performance budgeting focuses on linking financial resources to 

specific performance goals or outcomes. It evaluates the efficiency and 

effectiveness of resources used to achieve organizational objectives. 

Performance budgets are typically prepared based on activities or 
programs. 

 Example: A government agency may create a performance budget to 

assess how funds spent on education programs translate into improved 

student outcomes. 

1.5 Zero-Based Budgeting (ZBB): 

 Zero-based budgeting requires each department to justify its entire 

budget request from scratch (zero base) every budgeting period. No 

expenses are assumed to be automatically approved from previous 
budgets. 

 Steps in ZBB: 

1. Start with a "zero" budget. 

2. Identify and justify all costs. 
3. Prioritize expenditures based on their necessity. 

4. Allocate resources based on justification and priority. 

 Benefits: Helps reduce unnecessary spending, improve cost efficiency, 
and allocate resources more effectively. 



 Example: A company implementing ZBB may require all departments to 
explain and justify their expenditures for the upcoming year, ensuring 

that each expenditure contributes to the organization’s strategic goals. 

1.6 Flexible Budgets: 

 A flexible budget adjusts the original budget to reflect changes in actual 

activity levels (e.g., production volume or sales). Unlike a static budget, 

which is fixed and does not change, a flexible budget can be revised to 
account for variable costs as the activity level changes. 

 Formula for Flexible Budget: 

Flexible Budget=Fixed Costs+(Variable Cost per Unit×Actual Units of Acti

vity)\text{Flexible Budget} = \text{Fixed Costs} + (\text{Variable Cost per 

Unit} \times \text{Actual Units of Activity})  

 Example: If a company planned to produce 1,000 units at $10 variable 

cost per unit but ended up producing 1,200 units, the flexible budget 

would adjust the cost allocation for the increased activity. 

 

2. Standard Costing 

Standard costing is a method used to compare actual costs with pre-

determined or “standard” costs. It helps businesses control costs, set 

performance benchmarks, and make informed decisions. 

Standard Cost and Standard Costing: 

 Standard Cost is the predetermined or expected cost for producing a 
product or service. These are set for various components, including 

materials, labor, and overheads. 

o Standard Material Cost: The expected cost of raw materials used 
in production. 

o Standard Labor Cost: The expected wage rate and time required to 

produce a unit of product. 
o Standard Overhead Cost: The expected fixed and variable 

overhead costs per unit of production. 

 Standard Costing refers to the process of assigning standard costs to 
products or services and comparing them with actual costs to identify 

variances and manage cost control. 

Standard Costing and Budgetary Control: 



 Standard costing is a subset of budgetary control, with the focus on 
setting a benchmark (standard) for each cost element (materials, labor, 

and overheads) and measuring actual performance against these 

standards. 
 The variance analysis in standard costing is used for performance 

evaluation, and deviations are used for corrective actions, much like 

budgetary control compares actual costs to budgeted costs. 

 

3. Analysis of Variances 

Variance analysis is a key part of standard costing and helps in identifying 

differences between expected and actual performance. These variances can 

indicate inefficiencies or areas where corrective actions are needed. 

3.1 Types of Variances: 

1. Material Variance: 
o Material Price Variance (MPV): The difference between the actual 

price paid for materials and the standard price. 

MPV=(Actual Price−Standard Price)×Actual Quantity\text{MPV} = 

(\text{Actual Price} - \text{Standard Price}) \times \text{Actual 

Quantity}  

o Material Usage Variance (MUV): The difference between the actual 

quantity of materials used and the standard quantity allowed for 

actual production. 

MUV=(Actual Quantity−Standard Quantity)×Standard Price\text{M

UV} = (\text{Actual Quantity} - \text{Standard Quantity}) \times 

\text{Standard Price}  

2. Labor Variance: 

o Labor Rate Variance (LRV): The difference between the actual 

labor rate paid and the standard labor rate. 

LRV=(Actual Rate−Standard Rate)×Actual Hours\text{LRV} = 
(\text{Actual Rate} - \text{Standard Rate}) \times \text{Actual 

Hours}  

o Labor Efficiency Variance (LEV): The difference between the 

actual hours worked and the standard hours allowed for the actual 

output. 



LEV=(Actual Hours−Standard Hours)×Standard Rate\text{LEV} = 
(\text{Actual Hours} - \text{Standard Hours}) \times 

\text{Standard Rate}  

3. Sales Variance: 

o Sales Price Variance (SPV): The difference between the actual 

selling price and the standard selling price. 

SPV=(Actual Price−Standard Price)×Actual Units Sold\text{SPV} = 
(\text{Actual Price} - \text{Standard Price}) \times \text{Actual 

Units Sold}  

o Sales Volume Variance (SVV): The difference between the actual 

sales volume and the budgeted sales volume. 

SVV=(Actual Units Sold−Budgeted Units Sold)×Standard Price\text
{SVV} = (\text{Actual Units Sold} - \text{Budgeted Units Sold}) 

\times \text{Standard Price}  

 

4. Cost Reduction and Cost Control 

Both cost reduction and cost control are essential for maintaining 

profitability, but they differ in focus and approach. 

 Cost Control refers to the ongoing efforts to monitor, manage, and 

control expenses within set budgets to ensure the company does not 

exceed its financial targets. It typically involves maintaining or reducing 
the current cost levels without affecting the quality or output. 

 Cost Reduction is a proactive approach to eliminating unnecessary 

costs and optimizing operations. It focuses on achieving lower costs for 
the same or better quality and output. Cost reduction often involves 

reengineering processes, changing suppliers, or improving operational 

efficiencies. 

Key Differences: 

Aspect Cost Control Cost Reduction 

Objective Prevent overspending and stay 
within budget. 

Reduce costs by eliminating 
inefficiencies. 

Scope Short-term or operational in 

nature. 

Long-term, focused on process 

improvement. 

Method Monitoring expenses regularly. Reengineering, new technology, 
process redesign. 
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