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UNIT-I 

COST 

1. Meaning: 

o Cost refers to the monetary value or price paid to acquire, produce, or maintain 

something. 

o It represents the resources (such as money, time, effort) expended to achieve a 

specific objective or outcome. 

2. Concept: 

o The concept of cost is fundamental to business operations, financial 

management, and decision-making. 

o Costs are incurred to generate revenue, achieve specific goals, or maintain the 

operations of an organization. 

3. Classification: 

o Costs can be classified based on various criteria, such as: 

 Fixed and variable costs 

 Direct and indirect costs 

 Product and period costs 

 Controllable and uncontrollable costs 

 Relevant and irrelevant costs 

Elements of Cost 

The main elements of cost include: 

1. Direct materials: Raw materials and components directly used in the production 

process. 

2. Direct labor: Wages and salaries of employees directly involved in the production 

process. 

3. Overhead: Indirect costs, such as utilities, rent, and administrative expenses, that cannot 

be directly attributed to a specific product or service. 



Nature and Importance of Cost 

1. Nature: 

o Cost is a crucial factor in business operations, as it directly impacts the 

profitability and competitiveness of an organization. 

o Cost information is essential for pricing decisions, budgeting, cost control, and 

performance evaluation. 

2. Importance: 

o Accurate cost information helps organizations make informed decisions, 

improve efficiency, and enhance profitability. 

o Cost analysis and management are essential for effective resource allocation, 

cost reduction, and strategic decision-making. 

o Understanding cost behavior and patterns is crucial for making informed 

pricing, production, and investment decisions. 

Indication of a Value – The Concept of Cost 

„You are required to put a cost on it!‟ This is a common phrase that is used as a general dialect 

now and then. So, what does it mean? It means putting value on something. Thus, the cost is 

nothing but a payment of value that is given in order to utilize the service or goods. The 

concept of cost gives an indication of the overall resource required to avail the same. 

Cost is thus another vital concept in the study of business, so, without further ado let us start 

digging into its concept.  

Concept of Cost in Cost Accounting 

The concept of cost is a key concept in Economics. It refers to the amount of payment made to 

acquire any goods and services. In a simpler way, the concept of cost is a financial valuation of 

resources, materials, risks, time and utilities consumed to purchase goods and services. From 

an economist's point of view, the cost of manufacturing any goods and services is often said to 

be the concept of opportunity cost.  

With heightened competition in today's world, companies are urged to make maximum profits. 

The company's decision to maximize earnings relies on the behavior of its costs and revenues. 

Besides the concept of opportunity cost, there are several other concepts of cost namely fixed 

costs, explicit costs, social costs, implicit costs, social costs, and replacement costs.  



Hence there are several different types of concepts of cost, which have been discussed in the 

following. 

Types of Cost Concept 

The idea behind the concept of opportunity cost is that the cost of one item is the lost 

opportunity to do something else. For example, by being married to a person, one could lose 

the opportunity to marry some other person or by investing more capital in video games, one 

might lose the opportunity in watching movies. 

The concept of cost can be effortlessly comprehended by classifying the costs. The process of 

grouping costs is based on similarities or common characteristics. A well-defined classification 

of costs is certainly essential to mention the costs of cost centers. The different types of cost 

concepts are: 

1. Outlay costs and Opportunity costs 

2. Accounting costs and Economic costs 

3. Direct/Traceable costs and Indirect/Untraceable costs 

4. Incremental costs and Sunk costs 

5. Private costs and social costs 

6. Fixed costs and Variable costs 

Based on the Nature of Expenses 

On the basis of nature, the following are the two types of cost: 

 Outlay Costs 

The authentic payments undergone by an entrepreneur in employing input are known as 

outlay costs. It includes costs on payments of fuel, rent, electricity, etc. 

 Concept of Opportunity Cost 

It is the value of the next best thing you give up whenever a decision is made by you. 

Classification in Terms of Traceability 

On the basis of traceability, the types of costs are: 

1. Direct Costs 



A direct cost is a cost that is related to the production method of a good or service. It is 

the opposite of an indirect cost. 

These costs are related to a certain product or a process. They are also known as 

traceable costs as they could be traced to a specific activity. It is the opposite of an 

indirect cost. 

2. Indirect Costs 

Indirect costs are expenses that could not be traced back to a single cost object or cost 

source. They are also known as untraceable costs. However, they are extremely 

important as they affect the total profitability. 

Concept of Costs in Terms of Treatment 

1. Accounting Costs 

Accounting costs are direct costs. They are also known as hard costs. The 

entrepreneur pays the cash directly for obtaining resources for production. It 

includes the cost of prices that are paid for the machines and raw materials, 

electricity bills, etc. These costs are treated as expenses. 

2. Economic Costs 

The economic cost is the combination of gains and losses of the products. This cost 

is mainly used by economists to compare one with another. 

Classification based on the Purpose 

1. Incremental Cost 

Incremental costs are the changes in future costs and that will occur as a result 

after a decision is made. 

2. Sunk Costs 

Sunk costs are the costs that cannot be recovered after sustaining. It includes the 

amount spent on conducting research and advertising. 

Types of Cost Concept based on Players and Variability 

1. Based on Payers 



Private cost implies the cost that is sustained when an individual produces or 

consumes something. The business person spends his/ her own private or business 

interests. The social cost is the cost to an entire society that results from a news 

event or a change in the policies. 

2. In Terms of Variability 

As the term predicts, fixed costs don't change in the volume of output. These 

costs are constant even with an increase or decrease in the volume of services/ 

goods produced or sold. Variable costs, in simple words, are a cost that varies 

according to the outcome of the output. Higher production costs higher expenses 

and lower production costs lower expenses. If the production is more, the 

business will pay more and vice versa. 

 

Importance of Cost Accounting 

Let us look at some of the importance of cost accounting to the management of an organization, 

1] Classification of Costs 

Cost is a very generic term, it needs to be classified to be of further use. Cost accounting involves 

the recording and classification of such costs. 

Some costs are prime cost, direct cost, factory cost, selling cost etc. Such classification allows the 

management to control the costs and ascertain the profitability of any such processes and 

activities. It also helps in calculating efficiency. 

2] Cost Control 

An efficient business focuses on controlling the cost of inventory, labor, and various other 

overhead costs. Cost accounting allows them to do so. 

For example to achieve maximum efficiency in their inventory management the can adopt the 

EOQ technique which is a costing technique. 



Similarly, by analyzing costs of labor and capacity of machinery their efficiency can be improved 

also. Cost accounting also classifies overheads into fixed, variable or controllable, uncontrollable 

to achieve cost control. 

3] Price Determination 

Cost accounting makes the basic distinction between fixed and variable costs. This is then used by 

management to fix the prices of products, according to the costs of the product. 

This allows the management to find the most ideal price for the product or the service, not too 

high and not too low. Take for example a case where the economy suffers depression. 

The businessman has to lower the prices of his products to survive these circumstances. So he can 

begin by trying to control his variable costs allow him to fix his prices. 

4] Fixing of Standards 

Organizations use standards to make estimates and budgets for the future. They use these as a 

basis to measure the actual efficiency of the process or department. 

There is an entire branch in cost accounting known as Standard Costing dedicated to this process. 

Importance of Cost Accounting to Others 

 Workers: One of the biggest uses of cost accounting is that it helps us calculate efficiency. 

This will help the company come up with an incentive scheme for workers who show 

efficiency in their work, and thus they will be awarded accordingly. It is also an incentive 

for workers with lower efficiency to do better. 

 Government: Costing helps the government when assessing for income tax or any other 

such government liabilities. It also helps set industry standards and helps with price fixing, 

tariff plans, cost control etc. 



 Customers: The main aims of costing are cost control and improvement in efficiency. Both 

of these are very beneficial to the company. And ultimately this benefit passes on to the 

customers of the products or services. 

 

What is Material Costing? 

Material costing is the process of determining the costs at which inventory items are 

recorded into stock, as well as their subsequent valuation in the accounting records. We 

deal with these concepts separately. 

Material Costing for Initial Inventory Acquisition 

A company must decide whether it will record acquired materials at their purchased 

prices, or if additional costs will be added, such as freight in, sales taxes, and customs 

duties. The addition of these other costs is allowable, but may require a certain amount of 

additional work. It is easier to charge these additional costs to expense as incurred, so they 

appear immediately in the cost of goods sold. 

Overhead is not allocated to raw materials, since these items have not undergone any 

production activities (with which overhead is associated). Overhead is only allocated to 

work-in-process and finished goods inventory. 

Material Costing for Subsequent Valuation 

Once inventory has been received into stock, it is subject to the lower of cost or market 

(LCM) rule. In essence, this rule states that the recorded cost of inventory should be at the 

lower of its recorded cost or the market rate. From a practical perspective, this rule is 

usually only applied to those inventory items having the largest extended costs. Its 

application to low-value items would not result in any material changes, and so is avoided 

from an efficiency perspective. 

https://www.accountingtools.com/articles/cost
https://www.accountingtools.com/articles/inventory
https://www.accountingtools.com/articles/accounting-records
https://www.accountingtools.com/articles/freight-in
https://www.accountingtools.com/articles/sales-tax
https://www.accountingtools.com/articles/expense
https://www.accountingtools.com/articles/cost-of-goods-sold
https://www.accountingtools.com/articles/what-is-overhead.html
https://www.accountingtools.com/articles/allocation
https://www.accountingtools.com/articles/raw-materials
https://www.accountingtools.com/articles/work-in-process-inventory
https://www.accountingtools.com/articles/finished-goods-inventory
https://www.accountingtools.com/articles/lower-of-cost-or-market-lcm


A cost layering concept must also be applied to inventory. Cost layering refers to the order 

in which inventory items are charged to the cost of goods sold when units are sold to 

customers. Several possible cost layering concepts that can be used are noted below. 

Specific Identification Method 

The specific identification method assigns costs to specific units of inventory, and charge 

these costs to expense when the specific units are sold. Usually only applies to expensive 

and unique inventory items. 

First In, First Out Method 

The first in, first out method assigns costs based on the assumption that the earliest goods 

acquired are the first ones sold. If prices are increasing, this tends to result in higher 

profits. 

Last In, First Out Method 

The last in, first out method assigns costs based on the assumption that the last goods 

acquired are the first ones sold. If prices are increasing, this tends to result in lower 

profits. This method is not allowed under international financial reporting standards. 

Weighted Average Method 

The weighted average method uses an average of the costs of all units in stock when 

charging costs to the cost of goods sold. 

Labour Costing: 

Labor costing refers to the process of determining the cost of labor required to complete a 

specific task or project. It is an important aspect of cost accounting and project management, as 

it helps organizations understand the true cost of their operations and make informed decisions. 

Here are some key points about labor costing: 

https://www.accountingtools.com/articles/specific-identification-method
https://www.accountingtools.com/articles/first-in-first-out-method-fifo
https://www.accountingtools.com/articles/last-in-first-out-method-lifo-inventory-method
https://www.accountingtools.com/articles/what-is-ifrs.html
https://www.accountingtools.com/articles/weighted-average-method-weighted-average-costing


1. Direct Labor: Direct labor refers to the salaries or wages paid to the employees who are 

directly involved in the production or delivery of a product or service. This includes the 

time spent by workers on the actual task or project. 

2. Indirect Labor: Indirect labor refers to the salaries or wages paid to employees who 

support the production or delivery process, but are not directly involved in it. This 

includes supervisors, maintenance workers, and administrative staff. 

3. Labor Rates: Labor rates are the hourly or daily rates paid to employees for their work. 

These rates can vary based on factors such as experience, skill level, and location. 

4. Labor Overhead: Labor overhead refers to the additional costs associated with 

employing labor, such as payroll taxes, benefits, and other employee-related expenses. 

5. Labor Budgeting: Labor budgeting involves estimating the labor costs required for a 

project or operation and allocating resources accordingly. 

  



 

UNIT-II 

UNIT COSTING 

A unit cost is the total expenditure incurred by a company to produce, store, and sell one unit 

of a particular product or service. Unit costs are synonymous with the cost of goods sold 

(COGS). This accounting measure includes all of the fixed and variable costs associated with 

the production of a good or service. 

The unit cost formula is: Cost per unit = variable cost + fixed costs / total units produced. 

Profitability is critical to the success of both goods and service enterprises. To determine 

whether the firm is at profit or not, the company frequently assesses if their production 

expenses are less than the price of each product unit they sell. You may alter product prices and 

reach your sales targets by understanding how to use the cost per unit calculation. In these 

notes, we‟ll read about “What is a cost unit?” as well as why it‟s significant, how to calculate 

it, and a cost unit calculation example. Thoroughly go through the notes to better understand 

the concept of unit cost. 

What is unit cost?  

The unit cost is the overall cost incurred by a corporation to create, store, and sell a unit of a 

product or service. They‟re the same thing as the cost of sales and goods sold. 

By balancing fixed and variable expenses, businesses can improve the overall unit cost of their 

products. The rent, equipment, and insurance are fixed costs that are not affected by the 

number of units produced. 

On the other hand, variable costs are determined by the product generated, such as direct labour 

and direct material expenses. Wages given to employees who worked directly in production 

include indirect labour costs. The purchase costs of raw materials and those involved in 

production are direct material costs. Variable costs can be reduced by purchasing materials 

from the cheapest supplier or outsourcing production to an efficient manufacturer. 



What is the importance of cost per unit? 

Cost in line with unit calculation is critical because it could tell the agency approximately the 

performance of its commercial enterprise operations. If necessary, the organisation can take 

suitable steps to make operational improvements. Cost in line with the unit additionally 

facilitates the agency to determine what to fee for every product to profit. To be profitable, the 

agency has to make sure that its manufacturing price decreases than the rate at which it sells it 

to the customer. 

When determining business benefits, most companies give the importance of calculating cost 

units by designating a person or group to track expenses. A designated person or team can 

consider the various factors needed to calculate and analyse a unit price. They may be trying to 

figure out how to lower the overall cost of production or at least avoid increased or additional 

costs. Companies can earn more by reducing production costs and incurring no additional 

costs. 

Unit Price Formula 

The unit price includes overheads, direct labour cost, a margin of profit, the variable cost, and 

fixed cost to encourage firm work and organisation earnings. Hence, the unit price formula is 

derived as: 

Unit Price = Profit Margin + Unit Cost 

What are the advantages of unit cost? 

 This will help management make pricing decisions as the unit price is the basis. 

 It represents a breakpoint at which a company should not sell its products to avoid losses. 

 This will help you track and control the costs your company incurs. 

 You can use cost statements for two periods and compare them to analyse cost trends and find 

the same cause. 

 This calculation is useful when submitting bids because you can only quote a price if the cost is 

known. 

What are the disadvantages of unit cost? 

 It is beneficial to manufacturing industries but not necessarily to service industries. 

 It may be difficult to attribute some costs to each product for manufacturing organisations that 

produce various items, and calculations may not be achievable. 



 The data used to calculate unit costing comes from the prior quarter, for which an expense has 

already been incurred. If the pricing of inputs to a product fluctuates, the same approach may 

not be useful. 

 It is insufficient as a tool for cost oversight and control. 

Conclusion 

Above, we have studied the concept of unit cost, what is unit cost, its significance, formula, 

advantages and disadvantages. Unit cost plays a crucial role in determining the profit of an 

organisation. The unit cost is the overall cost incurred by a corporation to create, store, and sell 

a unit of a product or service. They‟re the same thing as the cost of sales and the cost of goods 

sold. If you are preparing for the upcoming examination, it is advised not to skip this topic. 

Unit costing in cost accounting refers to the process of determining the cost of producing a 

single unit of a product or providing a single unit of a service. This is an important concept in 

cost accounting as it helps businesses understand the true cost of their products or services, 

which is essential for pricing decisions, profitability analysis, and inventory valuation. 

There are several methods used in unit costing, including: 

1. Direct costing: This method assigns only the direct costs (such as materials and labor) 

to the cost of a unit, excluding indirect costs (such as overhead). 

2. Absorption costing: This method assigns both direct and indirect costs to the cost of a 

unit. 

3. Activity-based costing (ABC): This method assigns costs based on the activities 

required to produce a product or provide a service, rather than just on the volume of 

production. 

Overhead Costing: 

Overhead costing is a critical concept in cost accounting, which refers to the expenses incurred 

by a business that are not directly related to the production of a specific product or service. 

These costs are often termed "indirect costs" or "general and administrative (G&A) costs." 

Overhead costs include items such as rent, utilities, insurance, and administrative salaries. 



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

using various allocation methods, such as: 

1. Direct labor hours: Overhead costs are allocated based on the number of direct labor 

hours required to produce a particular product or service. 

2. Machine hours: Overhead costs are allocated based on the number of machine hours 

used in the production of a particular product or service. 

3. Direct materials cost: Overhead costs are allocated based on the cost of direct materials 

used in the production of a particular product or service. 

4. Activity-based costing (ABC): Overhead costs are allocated based on the specific 

activities required to produce a particular product or service. 

The choice of overhead allocation method depends on the complexity of the production 

process, the nature of the business, and the desired level of accuracy in cost estimation. 

Overheads are business costs that are related to the day-to-day running of the business. Unlike 

operating expenses, overheads cannot be traced to a specific cost unit or business activity. 

Instead, they support the overall revenue-generating activities of the business. 

For example, a vehicle retail company pays a premium rent for business space in an area with 

additional space to accommodate a showroom. The premium rent is one of the overhead costs 

of the business. A business must pay its overhead costs on an ongoing basis, regardless of 

whether its products are selling or not. 

Types of Overheads 

There are three main types of overhead that businesses incur. The overhead expenses vary 

depending on the nature of the business and the industry it operates in. 

1. Fixed overheads 

Fixed overheads are costs that remain constant every month and do not change with changes in 

business activity levels. Examples of fixed overheads include salaries, rent, property 

taxes, depreciation of assets, and government licenses. 

2. Variable overheads 

https://corporatefinanceinstitute.com/resources/accounting/what-is-depreciation-expense/


Variable overheads are expenses that vary with business activity levels, and they can increase 

or decrease with different levels of business activity. During high levels of business activity, 

the expenses will increase, but with reduced business activities, the overheads will substantially 

decline or even be eliminated. 

Examples of variable overheads include shipping costs, office supplies, advertising and 

marketing costs, consultancy service charges, legal expenses, as well as maintenance and repair 

of equipment. 

3. Semi-variable overheads 

Semi-variable overheads possess some of the characteristics of both fixed and variable costs. A 

business may incur such costs at any time, even though the exact cost will fluctuate depending 

on the business activity level. A semi-variable overhead may come with a base rate that the 

company must pay at any activity level, plus a variable cost that is determined by the level of 

usage. 

Examples of semi-variable overheads include sales commissions, vehicle usage, and some 

utilities such as power and water costs that have a fixed charge plus an additional cost based on 

the usage. 

Examples of Overhead Costs 

Overhead costs are important in determining how much a company must charge for its 

products or services in order to generate a profit. The most common overhead costs that any 

business incur include: 

1. Rent 

Rent is the cost that a business pays for using its business premises. If the property is 

purchased, then the business will book depreciation expense. 

Rent is payable monthly, quarterly, or annually, as agreed in the tenant agreement with the 

landlord. When the business is experiencing slow sales, it can reduce this cost by negotiating 

the rental charges or by moving to less expensive premises. 

2. Administrative costs 

https://corporatefinanceinstitute.com/resources/career/commission/


Administrative costs are costs related to the normal running of the business and may include 

costs incurred in paying salaries to a receptionist, accountant, cleaner, etc. Such costs are 

treated as overhead costs since they are not directly tied to a particular function of the business 

and they do not directly result in profit generation. Rather, administrative costs support the 

general running of the business. 

Examples of administrative costs may include audit fees, legal fees, employee salaries, and 

entertainment costs. A business can reduce administrative expenses by laying off some of its 

employees, switching employees from full-time to part-time, hiring employees on a contract 

basis, or by eliminating certain expenses, such as entertainment and office supplies. 

3. Utilities 

Utilities are the basic services that the business requires to support its main functions. 

Examples of utilities include water, gas, electricity, internet, sewer, and phone service. 

A business may be able to reduce utility expenses by negotiating for lower rates from suppliers. 

4. Insurance 

Insurance is a cost incurred by a business to protect itself from financial loss. There are various 

types of insurance coverage, depending on the risk that may cause loss to the business. For 

example, a business may purchase property insurance to protect its property or business 

premises from certain risks such as flood, damage, or theft. 

Another type of insurance is professional liability insurance that protects the business (such as 

an accounting firm or law firm) from liability arising from malpractice. Other types of 

insurance include health insurance, home insurance, renter‟s insurance, flood insurance, life 

insurance, disability insurance, etc. 

5. Sales and marketing 

Sales and marketing overheads are costs incurred in the marketing of a company‟s products or 

services to potential customers. Examples of sales and marketing overheads include 

promotional materials, trade shows, paid advertisements, wages of salespeople, and 

https://corporatefinanceinstitute.com/resources/?topics=111064


commissions for sales staff. The activities are geared toward making the company‟s products 

and services popular among customers and to compete with similar products in the market. 

6. Repair and maintenance of motor vehicles and machinery 

Rent and maintenance overheads are incurred in businesses that rely on motor vehicles and 

equipment in their normal functions. Such businesses include distributors, parcel delivery 

services, landscaping, transport services, and equipment leasing. 

Motor vehicles and machinery need to be maintained on a continuous basis and repaired 

whenever they break down. 

  



 

UNIT-III 

 

CONTRACT COSTING 

Contract Costing is an approach to cost accounting that is used in industries where the work is 

done on a contract basis, such as construction, engineering, and IT consulting. In this method, 

the costs associated with a specific contract or project are tracked and analyzed to determine 

the profitability of the contract. 

The key aspects of Contract Costing include: 

1. Estimating Costs: The contractor needs to estimate the costs of materials, labor, and 

other resources required to complete the contract before submitting a bid. 

2. Tracking Actual Costs: During the execution of the contract, the contractor needs to 

track the actual costs incurred and compare them to the estimated costs. 

3. Allocating Indirect Costs: Indirect costs, such as overhead, administrative expenses, 

and general costs, need to be allocated to the contract based on an appropriate cost 

driver. 

4. Calculating Profit: The contractor needs to calculate the profit or loss on the contract by 

subtracting the actual costs from the contract price. 

5. Monitoring and Controlling Costs: The contractor needs to closely monitor the costs 

throughout the contract period and take appropriate actions to control costs and ensure 

profitability. 

Contract Costing: 

Contract costing is a form of job costing involving big jobs that require a considerable amount 

of time to complete and comprise numerous activities. 

A separate account is opened for each contract in the contract ledger or the general ledger. 

The account is debited with all direct and indirect expenses and credited with the contract price 

on completion. The balance of this account is transferred to a profit and loss account. 

https://www.financestrategists.com/accounting/cost-accounting/job-costing/
https://www.financestrategists.com/accounting/ledger-accounts/accounting-ledger/
https://www.financestrategists.com/accounting/final-accounts/direct-and-indirect-expenses/


However, if the contract is not completed before the end of the accounting period, a reasonable 

amount of profit (or logs) is transferred to a profit and loss account. 

Specific Aspects of Contract Costing 

Materials 

For materials, three specific forms of accounting may need to be performed. In case materials 

are purchased for the contract and directly delivered to the site of the contract, there arises no 

specific accounting system. 

However, if the materials purchased are first delivered to the store‟s department, the contract 

account will be debited and the store control account will be credited. 

If, however, certain materials are charged to the contract account but returned to stores, the 

store's contract account will be debited and the contract account credited. 

Materials sold at the contract site are credited to the contract account. However, if a sale is 

made, the resulting profit or loss is credited to the profit and loss account. 

In case of a sale of contract assets and property for profit or loss, the profit and loss account is 

credited. 

In some cases, the contractor may supply the materials to the contractee. Here, the value of 

such materials should not be charged to the contract account. The unused materials are to be 

returned to the contractor. 

Labor 

All labor used to complete the contract is direct labor and treated as such. The wages abstract is 

prepared to maintain a proper record and retain control over the labor expenses. 

Plant and Machinery 

If a plant, machinery, or equipment is specially purchased for a particular contract and will be 

exhausted at the site, it will naturally be debited in the contract account and any amount 

of depreciation shall be charged to the credit side of the contract account. 

https://www.financestrategists.com/accounting/introduction-to-accounting/
https://www.financestrategists.com/wealth-management/financial-statements/sales/
https://www.financestrategists.com/accounting/cost-accounting/material-costing/contract-account/
https://www.financestrategists.com/accounting/accounting-concepts-and-principles/internal-controls/
https://www.financestrategists.com/accounting/cost-accounting/labor-costing/
https://www.financestrategists.com/accounting/depreciation-and-disposal-of-fixed-assets/depreciation/
https://www.financestrategists.com/accounting/transaction-analysis/rules-of-debit-and-credit/


However, if it is acquired for a shorter period, the amount is only debited with the usual 

depreciation of the assets. 

Any sale proceeds at the midway point of a contract or upon completion are credited to the 

contract account, and profit or loss on such a sale is transferred to the profit and loss account. 

Indirect Expenses 

Indirect expenses are treated and apportioned in the same manner as any costing system. 

If on three contracts, Nos. 1, 2, and 3, $3,000, $2,000, and $1,000 are spent, respectively, on 

materials, labor, and plant, and if indirect expenses are $1,200, the share in indirect expenses of 

contract Nos. 1, 2, and 3 will be $600, $400, and $200 at the ratio of 3 : 2 : 1, respectively. 

Cost-Plus Contract 

The cost-plus contract involves the contractee agreeing to pay the contractor the cost price of 

the work carried out on the contract plus an agreed amount or percentage thereof by way of 

different overheads and profit. 

Extras 

An agreement may be in place to charge extra money for any addition(s) or alteration(s) to 

work originally agreed to be carried out under a particular contract. 

In such a case, the extra money becomes payable to the contractor by the contractee for all 

subsequent additions and alterations. 

Sub-Contracts 

The contractor (if allowed to do so by the agreement entered into) may entrust a portion of the 

work to one or more than one sub-contractor(s). 

The cost in this connection is the direct charge on the contract and is treated as such in the 

contract costing. 

 

 

https://www.financestrategists.com/accounting/operating-assets/assets/
https://www.financestrategists.com/accounting/cost-accounting/costing/
https://www.financestrategists.com/wealth-management/financial-statements/overhead/
https://www.financestrategists.com/wealth-management/financial-statements/profit/


Escalation Clause 

A contract agreement usually makes a provision for the escalation clause: the contractor is 

interested in being safeguarded against any charge in the price level. 

The agreement specifies the procedure for the calculation of adjustment in order to avoid all 

disputes. 

Payment 

In the case of small contracts, the usual practice is to make the payment to the contractor in 

a lump sum upon completion. 

However, in a large contract, the payment is made in installments on the basis of progress 

made. Progress is judged by technical personnel, such as architects, surveyors, and engineers. 

Such personnel issue a certificate for the complete work, otherwise known as work certified, 

which may be expressed in terms of percentage. Here, the contractor may not pay for 100% 

work certification and may withhold or retain payment. 

This is called retention money. The work for which certification is not granted is known as 

work uncertified. 

The following are the ways the value of work certified is treated in cost accounts: 

The amount of work certified is debited to the contractee‟s personal account, and the contract 

account is credited. 

The cash or bank account is debited, and the contractee‟s personal account is credited. 

Alternatively, there is a receipt of the money for certified work. 

The balance of the contractee‟s personal account is shown as an asset on the balance sheet. 

OR ALTERNATIVELY 

A memorandum record of work certified may be kept. 

The amount received from the contractee may be debited to his personal account. 
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The amount of the work certified may be debited to the work-in-progress account and credited 

to the contract account. 

On completion of the contract, the contractee‟s personal account may be debited, and the 

contract account may be credited. 

Profit on Incomplete Contracts 

If the contract is not complete and the accounting year has come to a close, then the profit on 

incomplete contracts is required to be calculated and accounted for. 

In this respect, the following rules may be followed: 

In respect of work certified, the profit should be calculated and accounted for. Work uncertified 

should be valued at cost. 

If the work certified is less than 25% of the contract price, the profit should neither be 

calculated nor accounted for. 

If the work certified is more than 25% of the contract price but less than 50% of the contract 

price, the profit disclosed, as reduced by the percentage of cash received from the contractee, 

should be shown in the profit and loss account. The balance naturally should remain as a 

reserve. 

However, if the certified work is more than 50%, the 66-2/3% of the profit disclosed, as 

reduced by the percentage of cash received from the contractee, should be shown in the profit 

and loss account. The remainder should be shown and kept as a reserve. 

If the contract nears completion, the total cost should be estimated, and the estimated total 

profit on the contract should be calculated. 

 

By deducting the total estimated cost from the agreed total contract price and the profit and loss 

account before being credited by the proportion of total estimated profit vis-à-vis cash received 

from the contractee. 

Any losses shall naturally be transferred to the profit and loss account. 
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Features of Contract Costing 

The main features of contract costing may be summarized as follows: 

Contracts are executed at a contract site away from the executor's or the contractor‟s premises. 

Contracts are jobs of a large size and may continue over more than one accounting period. 

Each contract is treated as a separate unit of cost for cost ascertainment. 

The contracts are executed per the specifications provided by the contractee. 

Since the work is executed at the contract site, most of the items of cost to be incurred are 

direct in nature. 

The contract is executed by the contractor for an agreed amount of consideration known as the 

contract price. 

The payments by the contractee are made to the contractor in installments on the basis of the 

extent of the work completed and certified as complete by the contractee‟s engineer or 

architect. 

Contract costing is most suitable for ship-building, road construction, building construction, 

civil engineering works, and the like. 

Job Costing 

Job Costing is an accounting method used to determine the cost of a specific job or project. It is 

primarily used in industries where each job or project is unique and has distinct costs 

associated with it, such as construction, manufacturing, and professional services. 

The main objectives of Job Costing are: 

1. To accurately determine the cost of a specific job or project. 

2. To provide detailed information about the various cost components (direct labor, direct 

materials, overhead, etc.) that make up the total cost of the job. 

3. To assist in pricing decisions and profitability analysis. 

4. To help managers make informed decisions about resource allocation and cost control. 

https://www.financestrategists.com/estate-planning-lawyer/executor/
https://www.financestrategists.com/accounting/cost-accounting/analysis-of-cost/cost-center-cost-unit/


The key elements of Job Costing include: 

1. Direct Costs: These are the costs that can be directly attributed to a specific job or 

project, such as direct labor, direct materials, and any other costs that are directly 

related to the job. 

2. Indirect Costs (Overhead): These are the costs that cannot be directly attributed to a 

specific job or project, such as rent, utilities, and administrative expenses. These costs 

are typically allocated to jobs based on a predetermined allocation method. 

3. Job Cost Sheets: These are documents that track the costs associated with a specific job 

or project, including direct costs and the allocated overhead costs. 

4. Job Costing System: This is the overall system used to accumulate, track, and report the 

costs associated with each job or project. 

Features of job costing 

 Using job costing, the cost of each job is ascertained separately. This, in turn, helps in 

finding out the profit or loss on each job. 

 It enables management to detect those jobs which are more profitable and unprofitable 

ones. 

 Job costing provides the base for determining the cost of similar jobs to be undertaken 

in future as a part of future planning. 

 Helps in managing and controlling costs, by comparing the actual costs with the 

estimated cost. In short, the calculation of variances. 

Types of business that use job costing system 

Generally, the application of job costing method is followed in industries such as printing 

press, automobile garage, repair workshops, shipbuilding, foundry, and other similar 

manufacturing units, which manufactures according to customer‟s specific requirements. A 

business that applies costing method usually has the following characteristics: 

 Production is carried out based on the customer's specification 

 Products are manufactured in distinguishable lots 

 Products produced are of not uniform nature 

 It is practical to maintain a separate record of each lot from the time production is 

begun until it is completed. 



Advantages of job costing 

 Profitability for each job can be individually determined 

 Provides a detailed cost analysis of materials, labour and overheads for each job as and 

when required 

 The efficiency of the plant can be controlled by confining attention to costs relating to 

individual jobs. 

 Helps in preparation of estimates 

 Comparison of actual cost with estimated cost and calculation of variances. 

 Helps in identifying unprofitable jobs 

 Helps in providing a precise quotation for a product 

Documents used in job costing 

 Manufacturing or production order: This document authorizes the manufacturing or 

production department to produce a specified quantity of a product which constitutes 

the job. 

 Cost sheet: In job costing, a cost sheet is often used to record costs incurred in stages 

of production. The cost sheet and job order work may also be combined, when costs are 

recorded on the production order document. 

 Other documents: The other documents such as material requisition slips, tools and 

spares order, time tickets, inspection order etc., are used by the dispatching department 

as a control mechanism to carry out the dispatching functions. 

Job Costing Allocation of Materials 

In a job costing environment, materials to be used on a product or project first enter the 

facility and are stored in the warehouse, after which they are picked from stock and issued 

to a specific job. If spoilage or scrap is created, then normal amounts are charged to an 

overhead cost pool for later allocation, while abnormal amounts are charged directly to the 

cost of goods sold. Once work is completed on a job, the cost of the entire job is shifted 

from work-in-process inventory to finished goods inventory. Then, once the goods are 

sold, the cost of the asset is removed from the inventory account and shifted into the cost 

of goods sold, while the company also records a sale transaction. 
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Job Costing Allocation of Labor 

In a job costing environment, labor may be charged directly to individual jobs if the labor 

is directly traceable to those jobs. All other manufacturing-related labor is recorded in an 

overhead cost pool and is then allocated to the various open jobs. The first type of labor is 

called direct labor, and the second type is known as indirect labor. When a job is 

completed, it is then shifted into a finished goods inventory account. Then, once the goods 

are sold, the cost of the asset is removed from the inventory account and shifted into the 

cost of goods sold, while the company also records a sale transaction.  

Job Costing Allocation of Overhead 

In a job costing environment, non-direct costs are accumulated into one or more overhead 

cost pools, from which you allocate costs to open jobs based upon some measure of cost 

usage. The key issues when applying overhead are to consistently charge the same types of 

costs to overhead in all reporting periods and to consistently apply these costs to jobs. 

Otherwise, it can be extremely difficult for the cost accountant to explain why overhead 

cost allocations vary from one month to the next. 

The accumulation of actual costs into overhead pools and their allocation to jobs can be a 

time-consuming process that interferes with closing the books on a reporting period. To 

speed up the process, an alternative is to allocate standard costs that are based on 

historical costs. These standard costs will never be exactly the same as actual costs, but 

can be easily calculated and allocated. 

The overhead allocation process for standard costs is to use historical cost information to 

arrive at a standard rate per unit of activity, and then allocate this standard amount to jobs 

based on their units of activity. You then subtract the total amount allocated from the 

overhead cost pool (which contains actual overhead costs), and dispose of any remaining 

amount in the overhead cost pool. You can use any of the following methods to dispose of 

the remaining amount: 
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Charge to Cost of Goods Sold 

Charge the entire variance to the cost of goods sold. This is the simplest method. There is 

no attempt to allocate the variance to more than one account.  

Allocate the Variance 

Allocate the variance to the accounts for finished goods, work-in-process, and cost of 

goods sold, based on the ending balances in these accounts. This approach is slightly more 

time-consuming, but is the most theoretically correct method under generally accepted 

accounting principles. 

Charge to Jobs 

Allocate the variance to those jobs that were open during the reporting period. This 

approach is the most time-consuming. It essentially reverts a company back to an actual 

costing system, since the results of this method will approximate those created under an 

actual cost allocation system. 

The allocation of an overhead cost pool is by definition inherently inaccurate, since the 

underlying costs cannot be directly associated with a job. Consequently, it is best to use 

the simplest of the above methods to dispose of any residual amounts in the overhead cos t 

pool. 

How to Use a Job Costing System 

Job costing results in discrete “buckets” of information about each job that the cost 

accountant can review to see if it really should be assigned to that job.  If there are many 

jobs currently in progress, there is a strong chance that costs will be incorrectly assigned, 

but the very nature of the job costing system makes it highly auditable.  

If a job is expected to run for a long period of time, then the cost accountant can 

periodically compare the costs accumulated in the bucket for that job to its budget, and 

give management advance warning if costs appear to be running ahead of projections. This 

gives management time to either get costs under control over the remainder of the project, 
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or possibly to approach the customer about a billing increase to cover some or all of the 

cost overrun. 

Job costing demands a considerable amount of costing precision if costs are to be 

reimbursed by customers (as is the case in a cost-plus contract, where the customer pays 

all costs incurred, plus a profit). In such cases, the cost accountant must carefully review 

the costs assigned to each job before releasing it to the billing staff, which creates a 

customer invoice. This can cause long hours for the cost accountant at the end of a job, 

since the company controller will want to issue an invoice as soon as possible. 

Who Uses Job Costing? 

Many types of businesses can use job costing, but the inherent structure of some makes it 

nearly mandatory. In essence, any business that is routinely involved with unique products 

or projects should be avid users of job costing. A prime example is a construction 

company, since each building project in which it is engaged is unique. Another possibility 

is a consulting firm, since it must compile the costs incurred on behalf of each client. For 

the same reason, it makes sense for law firms to use job costing to compile costs for each 

client served. For both consulting and law firms, it makes sense to compile costs through a 

job costing system, since this makes it easier to justify billings to clients. Another obvious 

choice for job costing is the custom manufacturer (for example, one that constructs 

customized yachts), so that it can compile costs and bill them through to the client. 

Alternatively, if a manufacturer is operating under a fixed price arrangement, then it can 

use job costing to monitor its costs, thereby improving the odds of earning a profit.  

Operating Costing 

Operating Costing, also known as Process Costing, is a method of cost accounting that 

calculates the average cost per unit of production by dividing the total costs incurred during a 

specific production period by the total number of units produced during that period. It is 

typically used in manufacturing industries where products are produced through a continuous 

or mass-production process, such as chemical, food, and textile industries. 

The main steps involved in Operating Costing are: 
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1. Identify the cost centers or production departments. 

2. Determine the total costs incurred in each cost center or production department. 

3. Calculate the output or production volume of each cost center or production 

department. 

4. Determine the unit cost by dividing the total costs by the total output or production 

volume. 

Operating Costing is particularly useful for: 

 Determining the cost of production and establishing selling prices. 

 Evaluating the efficiency of the production process and identifying areas for cost 

reduction. 

 Preparing financial statements and cost reports. 

 Informing decision-making processes, such as make-or-buy decisions, product mix, and 

pricing strategies. 

 The operating cost meaning is a technique used to determine a product's final price by 

analysing the associated overhead costs of a particular production run. This comprises 

the costs of goods, labour, and facility maintenance. For straightforward production 

models where items go through the same operating cost formula each time, businesses 

often employ process costing. 

 However, some companies could use operation costs to assist with their more 

complicated production models. For a better understanding of operating costs, let's take 

an example: a firm selling customised shirts may wish to compute expenses to 

compensate for varied expenditures. 

Why is Operation Costing Important? 

 Accounting experts can better comprehend and manage expenses thanks to operation 

costing, which lets organisations account for the total cost of each process. As a result, 

companies strive to minimise operational expenses while keeping their output as steady 

and efficient as possible. 

 This strategy may help businesses increase their profitability by reducing the risk of 

charging more than necessary for their products because of excessive operating 

expenditures. In addition, companies that make both mass-produced and custom items 



may find this approach valuable since it works well in scenarios where products need 

both specialised and mass-scale manufacturing processes. 

 

How to Calculate Operation Costing? 

Calculation of Operation Costing 

The complexity of a product's manufacturing process might affect how a business determines 

its production costs, as there are many types of operating costs. It's possible, for instance, that 

the operating stages of a furniture firm that lets consumers choose their materials, colours, and 

designs might be more complicated than those of a company that limits clients to a set of 

predetermined options. Some easy-to-follow guidelines for determining operational costs are 

listed below: 

1. Cost Analysis of Processes - How much costs to manufacture a product in bulk is the 

starting point for any analysis of operational expenses. In addition, the sequence in 

which a business purchases and sells those purchases may significantly impact costs. 

2. Estimate the Project's Price - Step two of gathering operating costs involves tallying 

up the money spent making a product. Those costs include salaries, supplies, and other 

similar overheads. Umbrella manufacturers, for instance, have to factor in the price of 

metals and fabrics, labour hours, rent or lease payments, utilities, and maintenance and 

repair of machinery and tools. 

3. Determine the Whole Running Expenses - To calculate the total cost of 

manufacturing, you must first determine how much each task and procedure will cost. 

You may also keep track of the specifics of any variables or inputs that you believe may 

change in the future. 

4. Review Sums for Each Procedure - Once you get the summaries, you may evaluate 

how much the firm spent on each activity. Profit margins, cost factors, and outliers may 

all help you figure out where your business might stand to improve. 

 

Benefits of Operation Costing 

The following are just some additional benefits of learning about operation costing: 

1. Restrain your Spending - Professionals might find savings by using operation costing 

to analyse where their money is spent in manufacturing. For instance, if the firm's 



accountants determine that too much money is being spent on rent for just a location 

that doesn't move much product, the corporation may choose to shut down that location 

and reallocate the stock elsewhere. 

2. Control and Evaluate the Administration - A separate expert may oversee each 

manufacturing phase. By analysing these processes through operation costs, a business 

may determine where enhancements can be made, allowing relevant management to 

pursue more education and alter their methods accordingly. 

3. Save Time and Effort - The results of a cost estimate for running operations may be 

used to pinpoint inefficient steps in a company's workflow. For an example of 

operating cost, if an accountant sees a lag in orders slowing down inventory delivery, 

they could recommend changing the ordering software. 

4. Fidelity Improvement - A company's total budget will reflect the operating expenses it 

has calculated. This might aid in their cost accounting and resource management. 

5. Assume that the Market will Constantly be Changing - Product, labour, and 

maintenance costs may shift due to economic fluctuations. Knowing how much things 

have cost in the past might help a business prepare for future changes. 

Conclusion 

The costing technique, which determines the unit price of the product from each operation and 

is a step in the manufacturing process, determines the price per unit. A critical distinction 

between activity-based costing and process costing is the emphasis placed on treating each 

activity as its cost centre. This means that we keep track of the total cost of all the stuff we use 

and the people we pay to do it for each process. At the same time, each function receives its 

fair share of overhead costs. 

  



 

UNIT-IV 

PROCESS COSTING 

Process Costing is a cost accounting method used to determine the cost of a product or service 

that is produced through a series of continuous or repetitive processes. This method is 

commonly used in manufacturing industries where the production process involves multiple 

stages, such as in the production of chemicals, textiles, or food products. 

In Process Costing, the cost of the product is calculated by dividing the total cost incurred in a 

particular process by the total units produced in that process. The resulting cost per unit is then 

used to determine the overall cost of the final product. 

Here are some key features of Process Costing: 

1. Continuous Production: Process Costing is used in industries where production is 

continuous and the product is homogeneous, such as in the manufacturing of chemicals 

or textiles. 

2. Cost Accumulation: Costs are accumulated by process, and then assigned to the units 

produced in that process. 

3. Joint Production: In some cases, a single production process may result in multiple 

products, known as joint products. Process Costing can be used to allocate the shared 

costs among these products. 

4. Work in Progress: Process Costing takes into account the partially completed units 

(work in progress) at the end of each accounting period. 

Process costing is a cost accounting method used in industries with continuous mass 

production. It calculates the average cost per unit by spreading the total production costs 

evenly over all units produced during a specific period. It provides a standardized cost for each 

unit. This method simplifies cost tracking for homogenous products but may not account for 

variations in individual unit costs. 

Process costing is a cost accounting method companies use that involves the mass production 

of standardized and homogenous goods. It can be used in chemicals, steel, textiles, sugar, etc. 

Here, the cost of producing each separate unit is very similar. Meanwhile, the cost of producing 
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each good is very high. For example, it can be used in bakeries, where they produce bread 

using the same procedure, or textile industry, where the same cloth is manufactured using the 

same method. 

It is assumed that the average cost presents the cost per unit. The cost of production during a 

particular period is divided by the number of units produced to arrive at the cost per unit. Let's 

understand this essential cost accounting method in detail with examples.  

What is Process Costing? 

Process costing is a method in which all costs can be gathered together for each stage of 

production or process. Divide the cost of each process by the normal output of that process at 

each production stage to determine the cost per unit. Here, we do not track the production for 

the individual units of the product. 

This method contrasts with other accounting methods such as product costing, job costing, and 

operating costing methods. The process costing method is suitable only for certain 

conditions. It works by dividing the production process into different stages called processes. 

The cost of producing a product is then allocated to each process based on the cost 

elements such as labour, materials, and overhead. 

The cost of each process is then divided by the number of units produced to determine the cost 

per unit. Process costing is a method manufacturers use to determine the cost of producing a 

product or service. A costing system allocates the product cost to each production unit. This 

blog will discuss the basics of process costing, its benefits, and how it can be implemented in 

different industries. 

Example of Process Costing 

Company XYZ manufactures soft drinks in large quantities using a continuous production 

process. In a month, the company incurs total production costs, including ingredients, labor, 

and factory overhead, amounting to ₹500,000. During the same month, the company produces 

50,000 bottles of soft drinks. 

To calculate the cost per bottle using process costing: 

Cost per Bottle = Total Production Costs/ Number of Bottle Produced 

Cost per Bottle= 50,000bottles/ ₹500,000 = ₹10perbottle 

Using process costing, the company determines that the cost per bottle of soft drink is ₹10, 

making it easier to manage costs and set prices accordingly for their mass-produced beverages. 
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Advantages of Process Costing 

 Accurate cost calculation: It allows manufacturers to calculate production costs by 

assigning costs to each production process. This helps manufacturers to identify the 

cost of each unit produced and ensure the final cost of the product is competitive. 

 Consistency: It ensures consistency in the cost of production, as the same cost is 

assigned to each unit produced. This helps manufacturers to make informed decisions 

regarding production volume and pricing. 

 Easy to implement: It is relatively easy to implement. It requires the calculation of the 

cost of production for each process. This makes it a popular method for manufacturers 

that produce large quantities of standardized products. 

 Efficiency: Process costing can help manufacturers identify inefficiencies in the 

production process and reduce waste. By tracking the cost of each process, 

manufacturers can identify areas where costs can be reduced. It helps to improve 

efficiency and profitability. 

 Budgeting: It helps manufacturers to develop accurate budgets for production. By 

tracking the cost of each process, manufacturers can identify areas where costs can be 

reduced, which helps improve profitability and budget planning. 

 Performance measurement: Process costing can be used to measure the performance 

of each production process. This can help manufacturers to identify areas where 

improvements can be made and develop strategies to increase productivity and 

profitability. 

 

How to Implement Process Costing 

Process costing can be implemented in any manufacturing industry producing large quantities 

of goods. The implementation of this method may vary depending on the industry and the 

manufacturing process. 

The following steps can be used as a general guideline for implementing process costing in 

manufacturing: 

Divide the production process into processes: The first step in implementing this method is 

to divide the production process into different processes. Each process should be distinct and 

have separate input and output. 



Identify the cost drivers for each process: The next step is to identify the cost drivers for 

each process. Cost drivers are the resources used in each process, such as labour, materials, and 

overhead. 

Calculate the total cost of each process: The total cost of each process should be calculated 

by adding the cost of the cost drivers for each process. 

Allocate the total cost of each process to the units produced: The total cost of each process 

should be allocated to the units produced in that process. The cost per unit can be calculated by 

dividing the total cost of each process by the number of units produced in that process. 

Calculate the total cost of production: The total cost of production can be calculated by 

adding the total cost of each process. 

Calculate the cost per unit: The cost per unit can be calculated by dividing the total cost of 

production by the total number of units produced. 

 

Conclusion 

Process costing is a valuable tool for manufacturers to determine production costs accurately. 

Manufacturers can identify areas where costs can be reduced and make better pricing, 

production volumes, and product mix decisions. It can done by dividing the production process 

into different processes and allocating costs to each process. The implementation of this 

method may vary depending on the industry and the manufacturing process. Still, the general 

steps outlined above can be used as a guideline for implementing process costing in any 

manufacturing industry. 

 

Reconciliation of Cost and Financial Accounts 

Reconciliation of Cost and Financial Accounts refers to the process of ensuring that the costs 

recorded in the cost accounting records are consistent with the financial accounting records. 

This is an important process to ensure the accuracy and reliability of the financial information. 

The key steps involved in the reconciliation of cost and financial accounts are: 

1. Identifying the differences between the cost and financial accounts: 

o Differences in the recording of expenses, such as direct labor, materials, and 

overhead. 



o Differences in the treatment of costs, such as capitalization of assets, inventory 

valuation, and accruals. 

o Differences in the allocation of costs, such as the distribution of overhead or the 

treatment of joint costs. 

2. Analyzing the differences: 

o Determining the reasons for the differences, such as timing differences, 

classification errors, or differences in accounting policies. 

o Quantifying the impact of the differences on the financial statements. 

3. Reconciling the differences: 

o Adjusting the cost accounting records to align with the financial accounting 

records. 

o Documenting the reconciliation process and the adjustments made. 

4. Reviewing and monitoring the reconciliation process: 

o Regularly reviewing the reconciliation process to ensure its effectiveness. 

o Implementing controls and procedures to prevent future discrepancies. 

The need for reconciling accounts and financial accounts arise due to discrepancy between 

cost accounts and financial account. The process of correcting these accounts  is known as the 

reconciliation of cost and financial accounts. When prepared following financial accounting 

regulations, numerous things are only included in the profit and loss account.  

 

If the profit or loss were calculated using financial accounts, it would be adjusted using cost 

accounts. We see a similar profit as per cost accounting after modifications. If we calculated 

profit using the cost account, we must change the items to reflect the financial accounts. We 

create a reconciliation statement with this goal in mind. 

 

Reconciliation Meaning 

The profit or loss shown by one set of books may differ from that indicated by the other when 

cost accounts and financial accounts are handled separately in two separate sets of books. As a 



result, it becomes important to regularly reconcile the profit or loss indicated by the two sets of 

accounting. 

 

The reasons for the discrepancy between the data reported by each system are detailed in a note 

of reconciliation. It is done to look through both sets of accounts' mathematical precision and 

look for any errors that may have been made. 

Need for Reconciliation 

Several factors call for a reconciliation between the two books: 

a. It explains the causes of the profit or loss discrepancy between cost and financial 

statements. 

b. It guarantees that no revenue or expense item has been left off the books and that 

overhead costs are not being under or over-recovered. 

c. It assists in verifying the mathematical precision of both sets of accounts. 

d. It guarantees the accuracy of cost accounting to properly determine the cost of 

manufacturing. 

e. By emphasising the fluctuations contributing to an increase or reduction in profit, it 

facilitates internal management. 

f. It encourages coordination and cooperation between cost and financial accounting 

divisions to provide accurate and trustworthy accounting data. 

g. It allows management to create rules for expenses, depreciation, and stock valuation. 

h. It guarantees managerial judgement. 

Items Accounted for Differently in Cost Accounting and Financial Accounting 

 Overhead - Cost accounts apply fixed rates of overheads to cost units based on 

projections, and the amount recovered may differ from the actual costs spent. The 

profits on two sets of books will differ if such under or over-recovery of overheads is 

not carried off to the costs profit and loss account. 

 Stock Valuation - Stocks are evaluated in financial accounts at a lower cost or market 

value. In cost accounting, the stock is valued at cost using a technique that is 

https://www.vedantu.com/commerce/depreciation


appropriate to the unit, such as FIFO, LIFO, average, etc. As a result, stock value may 

change, which will indicate a profit discrepancy between the two sets of books. 

 Depreciation - The profits will change if a different methodology is used to calculate 

depreciation in cost accounts compared to financial accounts. 

Procedure of Preparing Reconciliation 

Step 1 - Start by determining any one of the profit/loss figures (either based on cost books or 

financial books), which is sometimes referred to as the basic profit figure. 

Step 2 - Next, the numerous discrepancies between the profits reported by two sets of books in 

a certain instance are determined (as explained in the prior section). 

Step 3 - Increase the basic profit number (from which we started in Step 1) by the items of 

difference that have the impact of raising earnings in another set of books. These things are 

sometimes referred to as "+" items. 

Step 4 - Subtract the items of disagreement that have the impact of reducing earnings in other 

sets of books from the basic profit calculation. (Such goods may be referred to as "-" items). 

 

Reconciliation Procedure 

If all of the calculations are accurate mathematically and computationally, the final amount 

after all the aforementioned changes will be the profit or loss according to another set of books. 

 

Proforma Reconciliation Statement - Assuming that base earnings are calculated using cost 

accounts, the reconciliation statement can be shown or presented as shown below. 

 

Conclusion 

The practice of reconciling the functional outcomes or profits as revealed by cost accounts 

with those of financial accounts is known as reconciliation. Reconciliation is the process of 

identifying the items required to bring the balances of two or more connected accounts or 

statements into an agreement, according to Eric L. Kohler. Additionally, an attempt is made to 

evaluate the mathematical precision of the profits reported in two separate books. 

Consequently, reconciliation locates and accounts for the factors contributing to the 

discrepancy between the functional outcomes reported by cost accounts and financial accounts. 

  



UNIT-V 

MARGINAL COSTING 

Marginal cost is referred to as the cost that is incurred by any business when there is a need for 

producing additional units of any goods or services. 

It is calculated by taking the total cost of producing the additional goods into account and 

dividing that by the change in the total quantity of the goods produced. 

Marginal cost includes variable costs like material and labour. It also includes increments in 

any fixed costs such as overhead, administrative, and selling. 

The marginal cost formula is used to optimise the cash flow generation and is represented as 

follows: 

Marginal cost = (Change in cost) / (Change in quantity) 

The change in cost is referred to as the change in the cost of production when there is a need 

for change in the volume of production. Manufacturing additional units requires more 

manpower and more raw materials, which causes changes in the overall production cost. 

The change in quantity is the increase or decrease in the volume of production. There will be a 

difference in cost with an increase or decrease in production. 

This concludes the article on the marginal cost formula, which plays an important role in 

production. For more such interesting concepts on economics for class 12, stay tuned to our 

website. 

Understanding marginal costing is crucial for effective business decision making, yet the 

concept often seems complex. 

In this post, we'll explain marginal costing in simple terms, providing clear definitions, tangible 

examples, and practical applications to demonstrate how marginal costing drives better pricing, 

production, and profitability decisions. 

We'll start by clearly defining key terms like marginal cost, variable costs, and marginal 

costing itself. Then, we'll walk through marginal costing principles using easy-to-grasp 



examples. Finally, we'll explore how businesses leverage marginal costing analysis to guide 

critical choices around pricing, make-or-buy scenarios, product profitability, and more. 

Introduction to Marginal Costing 

Marginal costing is an accounting method that includes only variable costs rather than both 

fixed and variable costs when calculating the cost of products or services. This introductory 

section will provide an overview of marginal costing, its key features, and how it can benefit 

businesses. 

Defining Marginal Costing in Economics and Business 

Marginal costing, also known as direct costing, is an accounting technique that includes 

only variable production costs when determining the cost of units or services. It excludes 

fixed overhead costs. 

Some examples of variable costs included in marginal costing: 

 Direct materials 

 Direct labor 

 Sales commissions 

Fixed costs excluded from marginal costing: 

 Rent  

 Insurance 

 Depreciation 

By focusing only on variable costs, marginal costing provides a simplified way to calculate the 

cost of production. 

Key Features of Marginal Costing 

Some notable features of marginal costing include:  

Focus on variable costs: Only includes expenses that change with production volume. This 

allows for more accurate costing. 

Usefulness for decision-making: Helps businesses evaluate pricing decisions or new products 

based on contribution margins. 

   



Inventory valuation: Values inventory at marginal cost rather than full absorption cost. 

Contribution margin analysis: Highlights relationship between sales revenue, variable costs, 

and contribution margin. 

 

Advantages of Using Marginal Costing in Accounting 

Adopting marginal costing offers businesses several benefits such as: 

Simplified cost calculations: By excluding fixed costs, cost per unit is easier to calculate. 

Greater focus on variable costs: Supports better cost control decisions around expenses that 

fluctuate with volume. 

More informed business decisions: Contribution margin analysis provides insights to guide 

pricing strategies. 

Overall, marginal costing can simplify accounting and provide the variable cost information 

businesses need to make decisions. It is an accessible method for small businesses to better 

understand their costs. 

What is the meaning of marginal costing? 

Marginal costing is an accounting method that focuses on the variable costs incurred when 

producing additional units of a product or service. It does not include fixed costs that do not 

change with output in the cost calculation. 

Marginal costing has several key features and advantages: 

 Focuses on variable costs only: Only the costs that vary with production volume, like direct 

materials and direct labor, are included in marginal cost calculations. This provides a clearer 

view of the incremental costs of additional units. 

Useful for decision making: Marginal costing helps businesses determine the profitability of 

producing extra units or taking on more customers. If the marginal revenue from selling an 

extra unit exceeds its marginal cost, it is profitable to produce it. 

Aids pricing decisions: Understanding marginal costs enables businesses to optimize pricing 

based on production costs while still remaining profitable. Products can be priced to cover 

marginal costs and contribute towards fixed costs. 



Simple and flexible: Marginal costing simplifies cost accounting since overheads are 

excluded. This allows businesses to understand costs and make decisions quickly as market 

conditions change. 

In summary, marginal costing is an accounting technique that only factors variable costs when 

assessing the impact of producing additional units. It provides useful information for decision 

making related to production volumes, pricing, and profitability. Key advantages include its 

simplicity, flexibility, and applicability for short-term business decisions. 

What is the definition of marginal cost? 

Marginal cost refers to the additional cost incurred by a business to produce one extra unit of a 

product or service. It is calculated by taking the change in total costs divided by the change in 

total quantity produced. 

Some key things to know about marginal cost: 

Marginal cost helps businesses understand how costs change with varying production volumes. 

This helps with pricing and production decisions. 

 As production increases, marginal cost typically declines initially due to fixed costs being 

spread over more units. But at some point, marginal cost starts rising as production strains 

capacity constraints. 

 The formula for marginal cost is: 

Marginal Cost = Change in Total Cost / Change in Quantity 

 A simple example: 

o If producing 10 units costs a company $100 

o And producing 11 units costs $103  

o The marginal cost of the 11th unit is $3 

So in summary, marginal cost measures the incremental cost of each additional unit produced. 

It's a vital concept in managerial economics and business decision making around optimal 

production quantities and pricing. 



What are marginal costs in simple terms? 

The marginal cost refers to the additional cost incurred when producing one more unit of a 

product. In simpler terms, it is the cost of producing an extra unit of output. 

Some key points about marginal costs: 

 Marginal cost looks at how total costs change when production increases by one more unit. 

 It helps businesses understand how volume and scale impact production costs.  

 Knowing the marginal cost is useful for businesses to optimize production quantities, set 

pricing, and maximize profits. 

For example, if a business currently produces 100 widgets at a total cost of $1,000. If 

producing 101 widgets now costs $1,020, then the marginal cost of the 101st unit is $20. 

The marginal cost concept is widely used in economics and managerial accounting. Some of its 

key features and advantages include: 

Useful for decision making: Marginal cost analysis helps businesses determine the profit 

maximizing production quantity. If marginal cost exceeds marginal revenue at some point, it 

signals that additional production would be unprofitable. 

 

Optimizing scale efficiencies: Scaling production often leads to lower marginal costs. 

Understanding this cost curve helps managers optimize operational efficiency. 

 

Setting competitive pricing: Knowledge of marginal costs allows businesses to intelligently 

set pricing levels, facilitate price competition, and maximize profitability. 

In summary, marginal cost measures the incremental impact of each additional unit produced. 

It is a simple but powerful concept to boost efficiency, guide business decisions, and maximize 

profits. 

What is an example of a marginal cost? 

Marginal cost is the added cost to produce an additional good or service. For example, say a 

tire manufacturing company currently produces 100 tires at a total cost of $10,000. To produce 

one additional tire would require more rubber, labor, electricity, etc. If producing that 101st tire 

costs the company an additional $80, then the marginal cost is $80. 



In other words, marginal cost refers to how much it costs to produce one more unit. Some key 

things to know about marginal cost: 

Marginal cost tends to increase as production increases. Producing unit 1 is cheaper than unit 

100. Each additional unit becomes incrementally more expensive to create as resources become 

more scarce. 

 Marginal cost can help businesses determine optimal production levels. Expanding output 

makes sense if marginal revenue exceeds marginal costs. But at some point, marginal costs will 

rise faster than marginal revenue, and further production increases will become unprofitable. 

Understanding Marginal Costing Principles 

Marginal costing is an important concept in economics and business operations. It refers to the 

incremental cost incurred when producing one additional unit of a product or service. By 

focusing only on variable costs, marginal costing provides vital insights for decision-making. 

The Basics of Marginal Costing in Economics 

Marginal costing considers only variable costs, which change with production volume, rather 

than fixed costs which stay the same. By comparing marginal cost to marginal revenue at each 

level of production, businesses can determine the most profitable output level. Some key 

aspects of marginal costing in economics include: 

 Used to determine the impact of variable costs on overall profitability 

 Helps businesses identify the optimal production quantity where marginal cost equals marginal 

revenue  

 Supports decisions regarding pricing policies, product mixes, make or buy scenarios, and 

capital investments 

Understanding how marginal costs behave is essential for effective business strategies and 

operational efficiency. 

Variable Costs in Marginal Costing 

Variable costs play a central role in marginal costing. They include: 

 Direct material costs 

 Direct labor costs 

  



 Variable manufacturing overhead costs 

These costs vary proportionally with production volume. By focusing analysis on variable 

costs only, marginal costing provides a targeted insight into the incremental impact of 

producing additional units. This helps determine optimum production levels. 

Some advantages of marginal costing's emphasis on variable costs: 

 Helps businesses respond quicker to changes in market demand 

 Supports rapid decision-making regarding production levels  

 Simplified and focused financial reporting 

Marginal Costing vs. Absorption Costing 

A key difference between marginal and absorption costing is in the handling of fixed 

manufacturing overheads. 

 Marginal costing treats fixed production overheads as period costs, excluding them from 

product cost calculations 

 Absorption costing allocates a share of fixed production overheads to each unit of production 

While absorption costing is required for external financial reporting, marginal costing provides 

helpful internal reporting and decision-making support in areas like: 

 Determining profitable price points 

 Bidding for contracts 

 Deciding whether to accept special one-time orders 

 Optimizing production quantities 

By excluding fixed costs and isolating variable cost impacts, marginal costing empowers 

businesses with agile and targeted financial analysis capabilities. 

Variable Costs in Marginal Costing 

As marginal costing only factors variable costs into unit cost calculations, it's important to 

understand what constitutes a variable cost. This section will cover examples and how to 

identify variable costs. 

Examples of Variable Costs in Business 



Some common examples of variable business costs include: 

 Direct labor (wages of production workers)  

 Direct materials (ingredients, components 

 Sales commissions  

 Production supplies (tools, utilities) 

These costs vary directly with production output or sales volume. If output increases, they 

increase proportionally. 

How to Identify Variable Costs in Marginal Costing 

Variable costs change proportionally with production volume and can be immediately traced to 

manufacturing or selling units. Identifying them involves analyzing how costs respond to 

fluctuation in activity. 

Key characteristics of variable costs: 

 Tied to production volume 

 Fluctuate based on activity changes 

 Unit cost remains relatively constant 

Analyze costs line-by-line to determine if they exhibit variable behavior. Track and categorize 

costs over time in relation to output. 

Marginal Cost Example Problems 

Scenario 1: A bakery produces cupcakes. Their variable costs per batch are: 

 Ingredients: $2 per cupcake 

 Packaging: $0.50 per cupcake 

 Direct labor: $1 per cupcake 

Marginal cost per additional cupcake = $2 + $0.50 + $1 = $3.50 

This means each extra cupcake adds $3.50 in variable costs. At 10,000 cupcakes, total variable 

cost is 10,000 x $3.50 = $35,000. 

Scenario 2: A factory produces toys. Fixed costs are $100,000 per month for factory overhead. 

Variable costs per toy are $5 in raw materials and $2 in labor. 

Marginal cost per toy = $5 + $2 = $7 



If monthly production is 50,000 toys, total variable cost is 50,000 x $7 = $350,000. Total cost 

is fixed costs + variable costs = $100,000 + $350,000 = $450,000. 

Using Marginal Costing in Decision Making 

Marginal costing provides key data to inform major business decisions related to pricing, 

outsourcing, product lines, marketing and more. Analyzing contribution margins and 

incremental costs aids complex decisions across the organization. 

Pricing Decisions Using Marginal Costing 

Businesses can leverage marginal costing data to optimize pricing for profitability. By breaking 

down contribution margins, managers gain visibility into the incremental impact of raising or 

lowering prices. This facilitates data-driven pricing decisions to cover costs and maximize 

earnings. 

For example, if the marginal cost to produce one additional unit is $2 and the selling price is 

$5, the contribution margin is $3. If volumes increase, total contributions will rise even when 

keeping pricing steady. However, if market conditions allow, an increase to $6, boosting the 

contribution margin to $4 per unit, compounds profit growth. 

Make-or-Buy Decisions in Marginal Costing 

Marginal cost analysis helps assess the variable costs of internal production vs. external vendor 

pricing when considering whether to manufacture components or purchase them. If an 

outsourced quote is lower than internal variable costs, buying is likely more cost-effective than 

making it in-house. 

For instance, if it costs $10 in raw materials and direct labor to produce a component, but an 

external supplier offers it for $8, the buy decision saves $2 per unit. This analysis informs data-

driven outsourcing decisions. 

Product Profitability Analysis with Marginal Costing 

By segmenting fixed and variable costs and tracing them to individual products, managers gain 

clearer visibility into relative product line profitability using marginal costing. Lower selling 

prices may still be profitable if variable margins remain positive. 



This analysis could reveal that while a high-volume product has a lower per-unit profit margin, 

its total contribution is far larger than a niche product. This granular profitability data 

optimizes decisions on product portfolio management. 

Strategic Planning and Marginal Costing 

Marginal costs quantify how overhead, labor, materials and other variables scale when growing 

production volumes, sales reach or business divisions. This informs long-term strategic 

planning by providing greater clarity on the incremental costs of expansion options. 

For instance, marginal costing may estimate that increasing output by 30% would incur raw 

materials cost increases of 25%, direct labor 15% and factory overheads just 5% due to 

economies of scale. These projections help executives evaluate and budget for growth plans. 

Practical Application of Marginal Costing 

Marginal costing is an important concept in managerial accounting and economics that helps 

businesses optimize operational decisions based on incremental costs and revenues. Here are 

some real-world examples of how marginal costing can be applied: 

Marginal Costing Example in Manufacturing 

A bicycle manufacturer uses marginal costing to determine the profitability of an additional 

production run. By analyzing the marginal costs of materials, labor, and variable overheads per 

unit, they estimate the total marginal cost of producing another batch of bikes. Comparing this 

to the potential incremental revenue allows them to make data-driven decisions on whether 

further production would be profitable. 

Key details: 

 Fixed costs like factory rent are excluded, as these do not change with added production 

volume 

 Variable marginal costs like materials and hourly labor are included 

 Incremental revenue from selling another production batch is compared to marginal costs  

 This analysis guides profitable production volume decisions 

Service Industry and Marginal Costing 

A consulting firm uses marginal costing to price new service offerings. By analyzing the 

wages, travel expenses, and resources needed to serve an additional client, they can estimate 



the marginal cost of delivering their service. An appropriate markup is added to determine an 

optimal billing rate that covers marginal costs and contributes to fixed overhead costs like 

office rent. 

This allows them to: 

 Set competitive yet profitable rates for new services 

 Determine which new offerings will be economically viable 

 Optimize pricing strategies to achieve growth targets 

Break-even Analysis Using Marginal Costing 

A retailer uses marginal costing to calculate break-even points for a new product line. By 

determining the additional revenue and costs associated with selling one more unit, a break-

even volume can be estimated indicating the minimum units that must be sold to cover total 

costs. 

Key factors: 

 Variable marginal costs per unit like packaging and shipping 

 Selling price per unit provides incremental revenue 

 Break-even unit volume indicates minimum sales needed for profitability 

This helps make strategic decisions about product portfolio and production levels. 

Conclusion: Summarizing Marginal Costing 

Marginal costing is an accounting technique used to determine the impact of operational 

decisions on overall profitability. It involves segregating costs into fixed and variable 

components to calculate the marginal cost of products. 

Some key features and advantages of marginal costing include: 

 Focuses on variable costs rather than fixed costs 

 Helps businesses understand profit contribution of individual products 

 Supports decision-making around pricing, product mix, make vs buy, and budgets 

 Simpler and less time-consuming compared to absorption costing 



Marginal costing has applications across manufacturing, retail, healthcare, and service 

industries. It provides useful insights for production planning, cost control, and performance 

measurement. 

Key Takeaways on Marginal Costing in Business 

 Enables data-driven decisions through accurate cost information 

 Identifies most profitable products to optimize product mix 

 Determines optimal pricing levels to drive profitability  

 Helps control variable costs to improve operational efficiency  

 Supports effective budgeting aligned with production volumes 

Future Outlook for Marginal Costing in Accounting 

 Integration with advanced analytics for enhanced insights 

 Adoption across more industries and business functions 

 Automation through accounting and ERP software systems 

 Standardization of marginal costing principles and practices 

 

  

 


