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PREFACE TO MY FIRST EDITION 

It gives me immense pleasure, in helping the student community in 

particular by writing some notes in a simple, lucid manner. 

Since, the book assumes no previous knowledge of the subject on the 

part of, the Reader, its aims complete clarity for the beginner and 

simplicity which makes the text self-explanatory, 

I express my sincere gratitude to, all those who have stood by me, in 

this noble task. 

I, take this opportunity, in thanking my parents, my friends, readers, 

my well-wishers, and yes God for their blessings and support, 

I feel confident that the notes will meet a real need. If it is widely read 

and wisely used, I shall feel amply rewarded. 

I shall gratefully acknowledge any suggestions to further increase the 

utility of the book, and readily incorporate them for the betterment of 

my next edition of notes 

DON’T COPY, RESPECT EFFORT BEHIND THIS.  

Link to contact me:-  

   @ Copyright: KETAN SARDANA; ketanhsardana@gmail.com 

Contact:   https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                 https://www.facebook.com/groups/caketansardana/ 
                 https://www.facebook.com/ketan.sardana2                          
                  www.taxationlawcodes.com  
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ALL POWER IS WITHIN YOU. 

YOU CAN DO ANYTHING & 

EVERYTHING. 

BELIEVE IN THAT 
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‘’MATERIAL’’ 

 What is material?  

It is difficult to define the material. Every tangible substance that produces a physical object 

is material. 

Example: X product is made from "Y" and "Z", where as "Y" is made from "P". Here X is 

the physical object and Y, Z & P is tangible stances. Therefore each and every input which is used 

to produce the output is output is called as material.  

 Material Cost? 

All cost incurred to procure the material is known as material cost. It includes purchase cost, 

freight, local taxes, handling charges, loading unloading etc. 

Example: X ltd purchases 15 metal sheets for Rs. 100000 on which freight of Rs. 1000 is 

paid. 1 % of Octroi charges (on purchase price and freight amount) levied by state government. 

Labour charges are Rs. 200 per metal sheet is also paid at the factory site. Crane is use to shift these 

sheets from unloading area to store. Crane hire charges is paid Rs. 500. Now the total cost of the 

material will be: 

Purchase cost    100000 

Freight            1000 

Octroi (1 % of Purchase cost + Freight)     1010 

Labour charges (200X15)      3000 

Crane hire charges         500  

105510 

 Classification of Material: Material is classified as:  

1. Direct Material  

2. Indirect Material. 
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 Direct Material: Material should be classified as direct material if it has direct relationship with 

finished goods and such relationship is capable of being expresses and quantified. Example: 

Each unit of X is requires 10 kg of material "a" and 15 kg of material "b". 

 

 Indirect Material: Material which does not have a direct relationship with finished good is 

indirect material. Example: X product is produced on a machine. To run the machine oil, grease 

and other consumables are put in the machine. These consumable has no direct relation with the 

production of X and also it is not possible to quantify the quantity of consumable used in the 

production of each unit of X. These consumables are indirect material. 

 

 Economic order quantity (EOQ): 

1. EOQ =  2AO/C 

  A = Annual Usage of raw material 

  O = Ordering cost per order   

  C = Annual Carrying cost per unit  

2. No. of orders per year = Annual inputs / EOQ 

3. No. of days difference in two orders =  365 0r 360 / No. of orders per year 

4. Total Ordering cost = (Annual input / EOQ) * per order cost 

5. Total Carrying cost = ½  X EOQ X Carrying cost per unit. 

 

 Ordering Cost: Cost associated with every purchase and incurred every time a purchase 

order is made. This cost includes:- 

 Cost of staff involving order of goods (purchase department salaries) 

 Preparation of PO 

 Transportation Cost/ cost of collecting Material  

 Inspection Cost 

 Cost of stationery, typing, postage and telephone Etc.  

 Cost of setting up machinery for manufacturing material 

 Purchase Department Cost like electricity Bill, rent etc.)  

 Cost of receiving Material including unloading expenses  

 Cost of Bill Payment  

 Transit Insurance Cost 

 Cost of communicating order to supplier  
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 Carrying cost: Cost of holding one unit of inventory or raw material in stock. It includes:  

 Cost of capital invested/ Cost of value of average inventory in the storeroom  

 Storage Cost. (Staff salary, Rent, Lighting, Heating Etc.) 

 Store Staffing, Equipment maintenance and running cost. 

 Insurance and Security cost. 

 Deterioration cost and obsolescence cost. 

 Pilferage and damage cost 

 Assumptions:- 

 Ordering cost (per order) and carrying cost (per unit/annum) are known and constant, 

 Anticipated usage(in units) of material for a period is uniform & known 

 Cost per unit of material is known & constant 

 Annual consumption/usage/requirement of raw material is known in advance 

 Carrying cost is computed on average Inventory ordered 

 The lead time for supply is known & fixed 

 The delivery of stock is Instantaneous i.e. in one lot over a short time 

 Stock-outs are not allowed. 

 Inventory Control: Inventory control technique refers to a systematic approach for purchase, 

storage and usage of material in such a way that material is available to maintain even flow of 

production and at the same time investment in inventory is minimum. Following are the 

techniques of inventory control:  

 Setting of Various Stock Levels. 

 EOQ 

 ABC Analysis  

 Review of slow moving and non-moving items 

 Cost price method: 
 First in First Out Method: Under this method the inventory which received first is issues 

first.  

 Last in First out Method: Under this method the goods received in last are issues first. 

 Highest in First Out (HIFQ): Under this method the goods which are purchased at higher 

rate are issues first. 

 Base Stock Price Method: Under this method a base stock is maintain at a constant price 

whatever the increase or decrease in actual prices and after this level the goods are issues 

using any of above defined methods i.e. FIFO, LIFO, HIFO. 

 Specific Identification Price Method: Under this method each consignment of materials 

purchased is identified separately as to its price. These are issued to jobs on the basis of the 

specific price only. In this method each lot of material will be stored separately as well as 

separate accounts will be maintained for each lot in the stores ledger. 
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Calculation of Cost of Material Received 

The invoice of material purchased from the market sometimes contain items such as trade discount. 

Quantity discount, freight, duty, Insurance, Cost of Containers, Sales tax, Excise duty, Cash 

Discount Etc.. Under such situation, the general principle is that all costs incurred up to the point of 

procuring and storing materials should constitute the costs of Material Purchased. 

 The amount of trade Discount, Quantity Discount, Excise Duty (CENVAT Applicable) 

should be deducted from Invoice Price. 

 The transport charges (carriage & freight), sales tax, insurance, cost of containers, Customs 

& Excise duty(CENVAT not Applicable),Delivery charges, storage cost should be included 

in the Invoice cost of material. 

 Cash Discount should not be deducted as it is a financial Item and it should be kept outside 

Cost Accounts.  

Pricing of Material Issue 

When the inventories are sent to production, job work or contract etc. then the question arise at 

which price the inventories should be issued. Since the goods are purchased on different dates so its 

rates may be different so it should be more difficult to ascertain issue price of issued material. The 

following are the techniques at which the good are generally issued: 

Methods for pricing of issue of material 

                  Cost price method             Average price method 

1) First in First Out Method 

2) Last in First Out Method 

3) Highest in First out Method 

4) Base Stock Price Method 

5) Specific Price 

 

 

1) Simple Average Price 

2) Weighted Average Price 

 

Stock Turnover Ratio 

It indicates the movement of average stock holding of each item of material in relation to its 

consumption during the accounting period.  

Stock Turnover Ratio = Raw Material Consumed 

 Average Inventory  

Here: Cost of material consumed during the period = Opening Stock+ Purchases- Closing 

Stock Average Stock of Raw Material /* (Opening Stock+ Closing Stock) 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 9 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

Shortage Cost & its accounting  

 Wastage: It represents the portion of basis raw materials lost in processing/storage having no 

recoverable value. Wastage may be visible (Fragments or remnants of basic raw materials) or 

invisible. (Evaporation, smoke, dust, etc.)  

Accounting Treatment: Cost of wastage is the cost of input that has been lost + disposal cost. 

 Normal wastage: Charge to production by inflating the unit price of material used in such as 

way that total cost is recovered out of the smaller quantity actually used.  

 Abnormal wastage: Transfer to costing Profit and Loss A/c.  

 

 Spoilage: It is the term used for materials which are badly damaged in manufacturing operations 

and they cannot rectify economically and hence taker), out of process to be disposed of in some 

manner without further processing. Spoilage may be either normal or abnormal.  

 

Accounting Treatment: 

 Normal Spoilage: This is inherent in the operation. Costs are either included in costs either 

by charging the loss due to spoilage to the production order or charging it to the production 

overhead so that it is spread over all products. Any value realized from spoilage is credited to 

production order or production overhead account as the case may be. 

 Abnormal Spoilage: Arising out of causes not inherent in manufacturing process and are 

charged to costing Profit & Loss Account. While the cost of disposal is charged to 

production overhead. 

 

 Defective work: Defective work/reject represents unit of output which fail to comply with a set 

quantity standard and are subsequently rectified, sold as substandard or disposal or scrap.  

 

Accounting Treatment:- 

 Normal Defective/ Rejects: Costs are either the loss is completely absorbed by good units 

or can be charged to factory overhead or is charged directly to departments responsible for it.  

 Abnormal Defective/Rejects: Charged to costing Profit & Loss Account. 

 

 Rectification: It means bringing back the defective units either to standard units of production 

or as seconds by reworking.  

 

Accounting Treatment 

Normal Rectification: Charged as cost of manufacturing good units of the product.   
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Abnormal Rectification: Charged to Costing profit & Loss Account. 

 

 Scrap- Incidental residue from certain types of manufacture, usually of small amount and low 

value, recoverable without further processing 

 

Accounting treatment:- 

 Where the value of scrap is negligible, it may be excluded from costs. In other words, 

the cost of scrap is borne by good units and income from scrap is treated as other 

Income.  

 The Sale value of Scrap, net of selling price or distribution cost, is deducted from 

overhead to reduce the overhead rate. 

 The Net realizable value of Scrap is deducted from material Cost. 

 When scrap is identifiable with a particular job or process and its value is significant, 

credit is given to the job or process concerned. 

 When scrap is occurring due to abnormal reasons, profit or loss in the scrap account, on 

realization will be transferred to the costing Profit & loss Account. 

 

 Obsolete Materials: Goods no more required for production. It may arise due to change in 

design, nature of product, need/taste of customer, government, restrictions etc. Normal 

obsoletion is due to normal progress or development of such Industry. While abnormal 

obsoletion may arise due to sudden unforeseen or unexpected causes.  

 

Accounting Treatment:- 

Normal Obsolescence: Charged as cost of manufacturing good Outputs on reasonable basis 

Abnormal Obsolescence: Excluded from Cost of production and charged to Costing P&L A/c. 

 

Re-order Levels:  

1. Minimum Stock  Level  = ROL – (U1 * T2) 

 Re-order Level (ROL) – (Avg. Consumption X Avg. Time) 

2. Maximum Stock  Level = ROL + ROQ – (U3 * T3)   

Re-order Level (ROL) + Re- order Qty. (ROQ) – (Min. Consumption X Min. Time     for delivery) 

3. Avg. Stock Level =  

Min. Level + ½ ROQ   or (Max. Level + Min. Level) /2  

4. Danger Level = 

Avg. Consumption X Lead time for emergency purchases 

5. Re-order Level = (U1 * T1) or Min + (U2 * T2)  

Max. Usages X Max. Time  or  Min. Level + (Avg. Usage X Avg. Time)  
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ABC Analysis:  

 ABC analysis is the technique to manage the materials on the basis of their usage in production and on the basis 

of investment in different materials. 

Particulars Type A Type B Type C 

Items (numbers) 10 % on total Qty. 20 % on total Qty. 70 % on total Qty. 

Cost ( Amount) 70 % of total Amount 20 % of total Amount 10 % of total Amount 

Usage in production Maximum Average Minimum 

   

Valuation of Stock 

 Stock Valuation methods: 

1. Specific Price method 
2. First in first out (FIFO) 
3. Last in first out (LIFO) 
4. Base stock method 
5. Simple Avg. method 
6. Weighted Avg. method, etc 

 

Valuation of material receipt: 

1. Compute the normal Qty Received 
2. Compute the total amount of material 
Example: 

Material A 10000 kg @ 10.00  = 100,000.00  Shortage 500 kg 

Material B 10000 kg @ 15.00 = 150,000.00  Shortage 1000 kg  

Sales tax  @ 10%  =   25,000.00 

Wages etc    =     5,000.00 

Provision for additional normal loss = 5 %  

Usage Time 

Max. Avg. Min. Max. Avg. Min. 

U1 U2 U3 T1 T2 T3 
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Computation of Qty. Computation of amount 

Material A Material B Material A Material B 

Buy Qty. 10000 10000 Buy value 100,000.00 150,000.00 

Shortage 500 1000 Sales tax 10,000.00 15,000.00 

Balance 9500 9000 Wages (1:1) 2,500.00 2,500.00 

5% Provision 475 450 

Net Balance 9025 8550 Total  112,500.00 167,500.00 

Valuation of A = 112500.00 / 9025 = 12.4654 

Valuation of B  = 167500.00 / 8550 = 19.5906 
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‘’Labour’’ 
Basics: Labour cost refers to cost incurred in relation to human resources of an enterprise. 

Examples: 

 Wages paid to production workers 

 Salaries paid to Managers and staff 

 Cost of training staff members 

Objective of Studying Labour Cost. Labour cost after material cost is another significant 

element of cost. How much labour cost comprises in total cost of production depends on nature of 

industry. In a service sector labour cost is the main element of total cost as compared to manufacturing 

sector. 

So objectives of studying labour cost are: 

 To maintain a reasonable level of labour cost as per industry standard. 

 To maintain such a remuneration system which motivates the labour to enhance the production. 

Types of labour cost: There are 2 types of labour cost which are as follows: 

 Direct Labour cost: Labour cost that is specifically incurred for or can be readily charged to a 

specific job, contract, work order or any other unit of cost. Example: All wages of laborers directly 

engaged in production and wages paid to workers engaged in construction site are direct wages. 

 Indirect Labour cost: Indirect Labour cost is that which cannot be readily identified with products 

or services but are generally incurred in carrying out production activities. Example: Wages and 

salaries to employees in HR department, Accounts department etc. 

Time keeping & Time booking: 

Time keeping: Time keeping means "keeping a record of the total time spent by worker inside a factory" 

For example if a worker enters the factory at 9.00 AM atjd Leaves by 6.00 PM, the total time spent by 

him is 9 hours inside the factory is ascertained from time keeping records. Methods of time keeping are 

as follows: 

 Attendance register 

 Metal disc method 

 Time recording clock 
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Time booking: Time booking means charging the total time spent on various jobs, day-by-day and 

worker-by-worker. For example a worker spend 9 hours inside the factory, the total time of 9 hours 

spent may be charged as 4 hours on job A, 3 hours on job B, 1 hour on job C and 1 hour is idle time.  

Objective of time booking: 

 To ascertain the labour time spent on the job and the idle labour hours. 

 To ascertain labour cost 'of various jobs and products 

 To compute and determine overhead rates. 

 To evaluate the performance of labour comparing actual time booked with standard time. 

 

 Idle Time – analysis and control: It is the time during which the worker is not engaged in 

production but paid for even such time. 

Idle Time=Total Time (as per time keeping record) Less Productive time (as per time booking 

record). 

Types of Idle Time: 

 Normal idle time: - It is inherent in any job situation and thus it cannot be eliminated or reduced. 

For examples: Time taken by workers to reach the production department from the main gate of 

factory, Time lost between the finish of one job and starting the next job, tea break etc. 

 Abnormal idle time: It is the idle time which arises on account of abnormal causes. For example 

strikes, lockout, floods, major breakdown of machinery, fire etc. 

Accounting treatment of idle time: 

 Normal idle Time: The cost of normal idle time should be transferred to factory overheads for 

absorption. 

 Abnormal idle time: The cost of abnormal idle time should be charged to Costing profit and loss 

account. 

 

 Overtime-analysis and control: 

Meaning of overtime: Overtime represents the work done by employees in excess of normal working 

hours. For e.g. if the normal working hour are 8 hours and an employee works for 10 hours, 2 hours will 

be overtime. Overtime= Actual Hours of work done - Normal Hours of work. 

Under the Factories & Shop & Establishment Act, 1948 a worker is eligible for overtime pay, if 

he works for more than 9 hours a day or more than 48 hours a week. Hence, payment of overtime consist 

of two elements, the normal wages i.e. the usual amount, and the extra payment i.e. the premium. 
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Accounting treatment of overtime premium: The treatment of overtime premium is as follows: 

Sr. No. Causes of overtime Accounting treatment of overtime premium 

1. At customer's desire (Immediate 

delivery of goods or service) 

Charged to the job directly. Such amount will 

be suitably recovered from the customer by 

charging higher rate. 

2. Due to general pressure of work to 

increase the output 

Treated as factory overhead. 

3. Due to negligence or delay of 

workers of a particular department. 

Charged to concerned department. 

4. Due to circumstances beyond control 

such as flood, strikes etc 

Charged to costing profit and loss account. 

Labour Turnover: 

Meaning of labour turnover: Labour turnover of an organization is the rate of change in its labour force 

during a specified period. The rate of change is compared with an index which acts as thermometer to 

ascertain its reasonableness.  

The suitable index of labour turnover may be (1) the standard of usual labour turnover in the Industry or 

(2) the labour turnover for a past period. 

Higher Labour Turnover  New and Inexperienced Workers     Higher Cost of Production Lower 

Labour Turnover  Old and Experienced Workers Lower Cost of Production 

Cost associated with Labour Turnover: 

 Preventive Cost: These costs are cost incurred to keep labour turnover at a low rate, such as cost of 

medical services, welfare schemes and pension schemes. If a company incurs high preventive cost 

the rate of labour turnover is usually low. 

 Replacement Cost: These are cost which arise due to high labour turnover incurred for recruitment 

of new workers in place of the workers who have left, such as cost of recruitment, training, abnormal 

breakage, inefficient workers etc. The company will incur high replacement costs if rate of labour 

turnover is high. 

 Replacement Method 

 Separation Method 

 Flux Method 
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As per replacement method: 

Labour Turnover = Number of Employees replaced during the year x100     

            Average number of employees during the year 

As per separation method: 

Labour Turnover =Number of Employees separated during the year x 100    

            Average number of employees during the year 

As per Flux Method: 

Labour turnover = No of new Employees + Employees Separated x100     

         Average number of employees during the year 

Note: Average number of employees = Employees in beginning + Employees at end 

                                                                                                    2 

 Wage system: 

Methods of wage payment: The two principal method of wage payment are as follows: 

 Time rate wage system 

 Price rate wage system 

 Time rate wage system: Under this system worker is paid a fixed rate per hour or per day or per 

month for the time-devoted by him. The time rate may be fixed with reference to rate prevailing in 

the industry for similar work. Rate paid under this system must not be less than the minimum wages 

fixed under the Minimum wages Act or any other Act for the time being in force. 

Computation of Wages. Wages= Actual Time Devoted X Time Rate  

Suitability: 

 Where the task cannot be readily measured, counted and inspected and thus there is no standard 

unit of output.   

 Where the task is non repetitive or non-standardized in nature.  

 Where quality of work is more important than quantity. 

 Where there are learners and trainees whose output cannot be expected to reach the minimum 

standard. 

 

 Piece Rate wage system: Under this method a worker is paid at a fixed rate per unit produced or job 

completed. Time spent on job is not considered for calculating wages. 

 

Computation of Wages: Wages= Number of units produced X Price per unit 
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Suitability: 

 Where task can be readily measured, Inspected and counted.  

 Where a work is standardized and repetitive in nature. 

 Where the quantity of work is more important than quality.  

 Where high degree of supervision is not required. 

Incentive system: 

Meaning: Incentive may be defined as "the simulation of efforts and effectiveness by offering monetary 

inducement and enhanced facilities". It may be provided individually to every worker or collectively to a 

group of workers. The basis objective of incentive is to improve productivity and increase production so 

as to bring down the unit cost of production. Classification: Incentive scheme may be classified as 

below: 

 Differential piece rate 

 Premium bonus scheme 

 Group bonus plan 

Name of scheme Formula 

Halsey Plan Hours worked X Rate per hour + 50% X Time saved X Rate per hour Note: 

Time Saved=Standard Time for Actual Output- Actual Time 

Standard Time for Actual Output=Output X Standard time allowed per piece 

Halsey weir plan Hours worked X Rate per hour + 33.33% X Time saved X Rate per hour Note: 

Time Saved=Standard Time for Actual Output- Actual Time 

Standard Time for Actual Output=Output X Standard time allowed per piece 
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Rowan Plan Hours Worked X Rate per Hour + Time taken x Rate per Hour X Time 

r Standard time 

saved Note: 

Time Saved=Standard Time for Actual Output- Actual Time 

Standard Time for Actual Output=Output X Standard time allowed per piece 

 

Casual workers in the nature of indirect labour are treated as Production Overheads. 

Out Workers: Outworkers are those who work outside the factory premises and may be put under 

following two categories: 

 Workers are on the payroll of the factory: They are on the pay-roll of the factory and they are at 

customer's premises to perform some specific duties such as repair work, sanitary work etc. 

 Workers who are not on the payroll of the factory: They are not on the payroll of the factory and 

material and specific tolls are supplied to them and they use their own premises and deliver 

manufactured goods. They are usually paid on piece wage rate system basis. 

 

 Mechanization of factory: With the change in times new & improved machines are purchased/ 

acquired which leads to number of benefits and some extra costs also. 

  Benefits: 

 Reduction in wastage of material & then reduction in material cost 

 Reduction in Labour/ employees and thus reduction in labour cost 

 Reduction in overheads such as power cost, maintenance cost, rent for space etc. 

 Increase in contribution due to higher production 

Costs: 

 Increase in Bonus/incentives to remaining workers 

 Increase in overheads such as Depreciation, Rent of Machinery etc. 

 Formulas 

Piece rate system of labour Calculation:- 

In this Approach wages are paid according to Quantity produced by the workers.  
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However efficient workers should be given some incentives & therefore following Approaches will be developed 
by Orthodox Cost Accountant... 

[1] Taylor Approach:- 

Level of Efficiency Remuneration 

Less than 100% 83% of Std Piece rate 

>=100% 175% of Std Piece rate  

Note: - In the Institute Study Material it is given 125% which is not correct. 

[2] Merrick Approach:- 

Level of Efficiency Remuneration 

Upto 831/3% OR 83.33% Std Piece rate 

Above 831/3% OR 83.33% but Upto 100% 10% above Std Piece rate 

Above 100% 20% above Std Piece rate 

PART II 

Time rate System of Labour Calculation :- 

    In this Approach Remuneration is Calculated according to actual time worked by the worker. 
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Following thinking are available  

[1] HALSEY'S 50% PREMIUM APPROACH : -  

 

Std Time: -       It means Time allowed OR Std taken for Actual Production. 

Actual Time: -  It means Actual time take for Actual Production  OR Actual Hrs Worked by the  Worker. 

Difference between Std time & Actual Time, It represent Time Saved. 

1st Part of the Formula Indicates Normal Wages 

2nd Part of the Formula Indicates Bonus Amt or Incentives 

[2]  Rowan Approach :- 

 

PART III 

Mixed Approach :- It is Developed by Gantt Task 

This Approach is combination of Time rate system & Piece rate system. 

Level of Efficiency Remuneration 

< 100% Actual Hrs Work X Std Rate Per Hour 

100% Actual Hrs Work X [ Std Rate Per Hour + 20%] 

> 100%  

  

Actual Qty Produced X High Piece rate  

OR 

Actual Hrs Work X Std Rate per Hour + 1/3 

* High Piece rate is fixed by the management. 
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‘’Overheads’’  

 Direct expenses: 

Meaning: Direct expenses are those costs other than material or wages which are incurred for particular 

job or product or service. In other words it includes those expenses which are easily identifiable and 

attributable to individuals units. 

 Example: Royalty charged as per unit, Hire charges of plant used for specific job. 

Accounting treatment:  In cost records direct expenses are directly charged to concerned account for 

which it is incurred. 

Control over direct expense: This cost generally constitutes small part of total cost but it shall be 

controlled by fixing standards. 

 

 Overheads: The total of all Indirect materials, Indirect Labour and Indirect expenses are collectively 

called as ‘’Overheads’’. Overheads costs are the operating costs of business enterprises which cannot be 

traced directly to a particular unit of output. 

Types of Overheads:- 

 Indirect Material 

 Indirect Labour 

 Indirect Overhead   

 

 Administrative Overheads 

These represent the aggregate of indirect material cost, labour cost and expenses incurred by administration 

department for the general management of an organization. 

Indirect Material: - Cost of Printing and stationary used in the office. 

Indirect labour: - Salary of the Managing Director, whole time director 

Indirect Expenses:-Rent, Rates and taxes, Insurance          

  

 Allocation and Apportionment of Overheads 
 Allocation of Overhead. When any overhead expense incurred is exclusively caused by a particular 

department and then these overheads are charged to the concerned department. Process of identification 

of whole item of overheads to a specific department is termed allocation of overheads 
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Examples: - Maintenance and repairs made in a particular department, the entire cost of maintenance will be 

charged on that department only. Spoilage identified in the specific department will be allocated directly to 

that department. 

 Apportionment of Overhead: Overhead which cannot be identified by specific departments means 

the benefit of the expenses incurred is enjoyed by more than one department, so these overheads are 

distributed among the concerned departments on some reasonable basis. This process of distribution 

is known as apportionment of Overheads. For e.g.: Rent paid by organization will be charged to 

concerned department on the basis of floor area occupied by them 

 

 Method of apportionment: 
 Types of departments 

 Production departments: It refers to those departments which are directly, involved in production of 

goods. These departments are revenue generating departments, so ultimately all costs incurred are 

recovered from output of production departments. 

 Service departments: It refers to those departments which are not directly involved in production of 

goods, but providing support services for the smooth and efficient production like Stores, Accounts 

Dept., Repair & Maintenance Dept., and Personnel Dept. etc. 

1) Primary distribution of overheads: Primary distribution involves apportionment of different 

items of overhead of all departments (production & service departments) of factory. The 

distribution of overhead in different departments is attempted on some logical & reasonable basis.  

Following points should be kept in mind for apportionment of items for primary distribution: 

 Basis adopted for apportionment for primary distribution should be equitable and practicable. 

 Charges should be made to different departments in relation to benefits received. 

 Methods adopted for primary distribution should not be very much time consuming & costly. 

Basis of apportionment of Overhead Costs: 

S. No Overhead Costs Basis 

1 Rent, Rates & Taxes, Depreciation of building, Repair & 

Maintenance of Building, Heating & Lighting and Air 

conditioning. 

Floor Area 

 Indirect Material Direct Material 

3 Depreciation, Insurance, Repair & maintenance (if nothing 

specific) 

Asset value 

4 Power Horse power of Machine 

5 Light Expenses Light Points/ Area/ Wattage 
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6 Supervision, Group Insurance, Canteen Expenses, Time keeping, 

Employees welfare expenses, personnel Overheads 

Number of Employees 

7 Crèches Expenses Number of female Workers 

8  ESI/PF Contribution, Indirect labour, leave with pay, Gratuity, 

Workmen Compensation 

Direct Wages/ Wage Bill 

9  Material Handling Charges Weight of Materials or volumes 

10 Insurance Charges for inventory Cost per Unit X Average 

Inventory 

11 Sales establishment salaries & other expenses, Sales manager 

salary, Sales manager office expenses, Selling Expenses, 

Commission on sales , Advertisement, Sales Assistants Salaries 

Sales in Rs. 

12  Delivery expenses Weight or Volume 

 

2) Secondary Distribution/Reapportionment of service department costs: -  Service department does 

not produce products but they provide support services to the production departments. Therefore 

overheads of service departments are to be shared by production departments, the basis of the benefit 

they derive from the service departments. The process of redistribution of cost among production 

departments is known as secondary distribution. 

     Following are the basis of distribution:- 

SR.NO Service Department Basis of Distribution 

1 Stores Department No of material requisitions or 

Quantity or value of Direct material 

2 Welfare dept./ canteen, welfare & recreation 

room/ Dispensary 

No of Employees 

3 Purchase Department Number of purchase orders or 

Value of material purchased for each department 

4 Employment Department Rate of labour turnover or Labour turnover 

5 Time Keeping & Payroll Dept. Total labour hours for each Dep’t 

6 Maintenance Department Hours worked for each Department 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 24 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

7 Internal Transport  Truck hours/ Weight/ volume or Value of 

Material Handled 

8 

 

External Transport Truck Hours/ truck mileage/tonnage 

 

9 

 

Power House Horse power of plant and machinery or wattage 

10 Boiler House Cubic feet of steam supplied 

11 Building service department Floor area of each department 

 

 Methods of reapportionment or secondary distribution 
1) Direct Distribution Method 

2) Step Distribution Method  

3) Reciprocal Services Method 

 Repeated Distribution 

 Simultaneous Equation 

 Trial & Error 

1) Direct Distribution method: Under this method, the costs of service departments are directly 

apportioned to production departments only, ignoring the service rendered by one service department to 

another service department.    

2) Step Distribution/ Non reciprocal Method: - This method involves the following three steps: 

Step 1 —Apportion the cost first service department which serves the largest number of departments 

to production& other service departments and does not take services from other service department  

Step 2:- Apportion the cost of 2nd service department among-the next largest number of departments 

Step 3—Continue this process till the cost of last service department is apportioned Thus the cost of 

last service department is apportioned only to the production departments 

3) Reciprocal service method: This method give recognition to fact that when there are more than 1 

service department then these service department may render service to each other and therefore due 

weightage shall be given while distributing such expense. There are 3 methods available under this:  

 Simultaneous Equation Method: This method involves the following two  

Steps: 1 Calculate the total costs of each service department by forming & solving simultaneous 

equations. 

Steps: 2 Reapportion the total costs of each service department only to production department on the 

basis of given percentages.  
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 Repeated Distribution Method: This method involves the following four steps: 

Step 1:-Apportion cost of first service department (say S1) over other to production & service 

departments on agreed percentages. " ' 

Step 2:- Apportion the cost of second service department (say S2) plus the share received from S1, 

over other Departments on agreed percentages. 

Step 3:- Apportion the cost of Third service department (say S3) plus the share received from S1 & S2, 

over other Departments on agreed percentages  

Step 4:-Repeat this process of distribution again starting with S1 until the total costs of the service 

departments are exhausted or reduced to too small figure. The small figure should be apportioned over 

production departments 'and not over other service departments.  

 Trial & Error Method: This method involves the following four steps:  

Step l:-Apportion the cost of first service department (say S1) over other service departments on 

agreed percentages.  

Step 2:-Apportion the cost of Second service department (say S2) plus the share received from S1, 

over other service Departments on agreed percentages. 

Step 3:- Apportion the cost of Third service department (say S3) plus the share received from S1 & S2, 

over other service Departments on agreed percentages. 

Step 4:-Repeat this process of distribution again starting with S1 until the amount to be reapportioned 

becomes negligible. 

Step 5:- Re-Apportion the costs of each service department only to the production departments on 

agreed percentages. 

 

 Absorption of overhead:  

After charging overheads department wise, the overheads of the department or any other cost center is 

charged from its output units. This is calculated as follows: 

Overhead Absorption Rate= Total Overheads of the cost center 

Total Quantum of the base  

Absorption of overheads is the last step in the entire chain of distribution of overheads and result in an 

ultimate charge of overheads incurred on products, processes, jobs, orders etc. 

METHODS OF OVERHEADS ABSORPTION: Methods of Absorption of overheads include the 

following: 
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 Percentage of Direct Material Cost 

 Percentage of Direct Labour Cost 

 Percentage of Prime Cost 

 Direct Labour Hour Rate 

 Machine Hour Rate 

 Rate per unit of Production 

 

1) Percentage of Direct Material Cost: - This method is used where direct material cost is a major method 

in total cost and where overheads are closely connected with consumption of materials like inspection & 

handling charges at different stages. 

Overhead Absorption Rate=   Total Overheads of the cost Centre X 100 

                               Direct Material Cost of all products produced in the dept. 

2) Percentage of Direct Labour Cost: - This method is used where direct labour cost is a major factor of 

production and where overheads are closely connected with labour cost. 

Overhead Absorption Rate=  Total overheads of the cost Centre X100 

                                              Direct Labour Cost of all products produced in the dept. 

3) Percentage of Prime Cost: - This method is neither influenced by the consumption of Direct material 

alone, nor by direct labour cost alone, but by both as well as direct factory expenses, then  

Direct Material + Direct Labour +Direct Expenses = Prime cost, will be considered for absorption rate 

Overhead Absorption Rate=   Total Overheads of the cost Centre X 100 

Sum total of Prime cost of all products produced in the department  

4) Direct Labour Hour Rate: - This method is used in a labour intensive industry. Direct labour hour is major 

factor of production and where overheads are closely connected with labour hours worked.  

        Overhead Absorption Rate=   Total Overheads of the cost Centre 

Direct Labour hours worked in the department for all its products  

5) Machine Hour Rate: - This method is used in a Machinery intensive production. Machine hours 

are major factor of production and where overheads are closely connected with running of 

machine hours. 

Overhead Absorption Rate=   Total Overheads of the cost Centre  

Machine hours worked in the department for all its products 

6) Rate per unit of Production: - This method is used to calculate overhead per unit of output.   

Overhead Absorption Rate=  Total Overheads of the cost Centre 

Total number of units of output for all its products in the department  
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 ACTUAL OVERHEAD RATE VS PREDETERMINED OVERHEAD 

RATE 

Actual Overhead rate is the rate of overhead absorption which is calculated after the actual overheads ave been 

incurred. 

Actual Overhead Rate= Actual overheads for the period 

    Actual base for the period  

Predetermined overhead rate is the rate of overhead absorption which is calculated in advance before the 

incurrence of actual overheads, during the period in which it is to be used.  

Predetermined Overhead Rate=Budgeted overheads for the period  

      Budgeted base for the period 

 UNDER AND OVER ABSORPTION OF OVERHEADS 

This situation arises when absorption of overheads are based on predetermined rates. 

 UNDER ABSORPTION OF OVERHEADS: It means that the amount of overheads absorbed is less 

than the amount of overheads actually incurred. For e.g. if O/H absorbed are Rs 20000; while Actual OH 

incurred are Rs 25000; There is under absorption to the extent of Rs 5000. 

 OVER ABSORPTION OF OVERHEADS: It means that the amount of overheads absorbed is more 

than the amount of overheads actually incurred. For e.g. if OH absorbed are Rs 25000; while Actual OH 

incurred are Rs 20000; There is over absorption to the extent of Rs 5000. 

REASONS OF UNDER/OVER ABSORPTION OF OVERHEADS 

 Wrong estimation of Overhead expenses Wrong estimation of output 

 Wrong estimation of machine/labour hours to be worked Under/ over utilization of production 

capacity 

 Seasonal fluctuations in the overhead expenses in some particular industries. 

 Unanticipated changes in methods of production. 

 Increase in prices of Raw Material 

 Change in Wage Rate 

 Inappropriate method of absorption 

 

 TREATMENT OF UNDER AND OVER ABSORBED OVERHEADS 

The accounting treatment of over or under absorption depends upon the quantum of over or under 

absorption and the circumstances leading to it. There are following 3 methods of dealing with under/over 

absorption of overheads situation: 

1) Supplementary rate  

2) Carry forward  

3) Charge to costing P&L account. 
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 Use of Supplementary Rate 

This method is usually used: When the amount of under/over absorption of overheads is significant & 

The under/over absorption of overheads is due to formal reasons like increase in material prices/labour 

rates etc. 

Supplementary Rate = Amount of under/over absorbed overheads 

        Actual base 

In case of Positive Supplementary Rate i.e. in case of under absorption: The cost of sales, stock of 

finished goods and work in progress are increased by applying positive supplementary rate to the base 

units contained in these three items. 

In case of Negative Supplementary Rate i.e. in case of over absorption: The cost of sales, stock of 

finished goods and work in progress are decreased by applying negative supplementary rate to the base 

units contained in these three items. 

Supplementary rates are applied at the end of the budget period. 

 

 Carry Over of Overheads 

This method is usually used: In case of seasonal industries over absorption/ under absorption of one 

season may be carried forward to the next season for neutralization over a period of one year & In case 

of cyclical industries over absorption/ under absorption of one season may be carried forward to the 

next year for neutralization over a period of one year. 

The amount of under absorbed overheads is transferred to the debit of Overhead Reserve Account-and 

the amount of over absorbed overheads is transferred to the credit of Overhead Reserve Account. 

 

 Transfer to costing Profit & Loss Account 

This method is used if: The amount of under/over recovery absorbed is not large & The under/over 

absorption of overheads is due to abnormal reasons like defective planning, idle capacity, machinery 

breakdown, fire, strike, lockout, acute depression etc. 

The amount of under absorbed overheads is transferred to debit of Costing P&L Account and the 

amount of over absorbed overheads is transferred to credit of Costing P&L Account. 

 

 MACHINE HOUR RATE 
1) Method is used for absorption of overheads in capital intensive departments. 

2) Machine hour rate is calculated for each machine or for each group of identical machines. 

3) Machine hour rate represents the amount of overheads chargeable to a cost unit for use of a particular 

machine for an hour. 

4) Overhead  Absorption Rate= Total Overheads of the cost Centre /Total estimated machine hours of 

the machine during the period 

5) In cases where production department has several machines of different types/same kind, the factory 

overhead among different machine should be apportioned on equitable basis. 
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For instance:  

 Rent rates, lightning and heating costs can be apportioned on the basis of floor area occupied.  

 Insurance may be apportioned on the basis of book value of machines. 

 Depreciation may be computed on the basis of effective cost of machine and its effective useful 

life in hours. 

 Power cost should be charged on the basis of actual units consumed by each machine. 

 Supervision costs are to be apportioned on the basis of the degree of supervision required by 

each machine. 

 Similarly, other production costs are to be apportioned on equitable basis. 

The estimated productive machine hours should be based on effective hours for which the machine 

works. It should exclude time lost due to setting up of the machine and its maintenance. 

  

Steps in computation of Machine Hour Rate 

a) Machine hour rate is calculated separately for each machine or each set of identical machines. For 

each type of machine, a different machine hour rate will be calculated,  

b). List all machines groups on the basis of their similarity and collect relevant information for each 

machine-cost of machines including installation charges, anticipated effective life of machines in years 

or working hours, the estimated salvage value and the method of depreciation.  

c) Overheads specific to a machine are allotted to that machine e.g. worker exclusively working on a 

particular machine. 

d) All other overheads should be apportioned to each machine on appropriate basis, e g rent on floor 

area basis 

e) At the time of making allocation and apportionment, the overheads can be classified as follows:  

(i) Standing Charges /Fixed Charges: General OH apportioned to machines. These overheads 

remain fixed for a period of time and do not change with the number of hour’s machine runs. Examples 

are rent of machines are Depreciation  on machine if charged on time basis, factory rent share, 

apportioned supervision cost/ lightning cost/ cleaning expenses, Repair & maintenance of machine if 

charged on time basis etc  

  

(ii) Running charges/machine hours: Running expenses of the machine like power, Depreciation on 

machine if charged on usage basis, Repair & maintenance of machine if charged on usage basis, etc  

 

 Important Points to be considered 

 Maintenance time is always unproductive. 

 Setting up time if mentioned in the given Question as productive than it is included in effective 

machine hours 

 Setting up time if mentioned in the given Question as unproductive than it is not included in effective 

machine hours 

 Setting up time( if nothing mentioned in the Question) than treat it as unproductive & no power is 

consumed during set up 
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                                 ‘’Cost Sheet’’ 
 

 

 WHAT IS UNIT COSTING? 
                                             

 In unit costing all cost is accumulated and then cost per unit is ascertained by dividing the total cost by the 

number of units produced. 

Unit of the cost is the unit is which the output is measured.  

Product Cost Unit 

Petrol/Diesel Per liter 

Gold Per 10 gram/Per Gram 

Silver Per kg 

Iron/coal Per tonne 

Cement Per bag 

  

 

 Uses of Cost Sheet 
 The Cost Sheet serves the following purposes:  

 Presentation of cost information 

 It helps in fixing selling prices or quotations. 

 It facilitates the comparison of actual costs with the standard cost, of actual costs of one period with the 

period. 

 It helps in controlling the costs 

 It helps in the preparation of estimates for submission of tenders, 

 Ascertainment of profitability 

 

 Meaning of Cost Sheet 

Cost sheet is a statement showing various components of total cost of a particular product during a 

particular period. It may be prepared on actual basis or estimated basis. Cost sheet may be prepared weekly, 

monthly, half-yearly or yearly 
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Cost Sheet Formula 

   

Particulars Amount  Amount 

      

Opening Stock Of Raw Material                -      

Add: Purchase Of Raw Material                -      

Add: Purchase Expenses                -      

Less: Closing  Stock of Raw Material                -      

           Raw Material Consumed                -      

           Direct Wages (Labour)                -      

           Direct Charges                -      

Prime cost (1)                  -    

      

Add:- Factory Over Heads:     

          Factory Rent                 -      

          Factory Power                 -      

          Indirect Material                -      

          Indirect Wages                -      

          Supervisor Salary                -      

          Drawing Officer Salary                -      

          Factory Insurance                -      

          Factory Asset Depreciation                -      

Works cost Incurred                  -    

      

Add:  Opening Stock of WIP                -      

Less: Closing Stock of WIP                -      

Works cost (2)                  -    

      

Add:-Administration Over  Heads:     

         Office Rent                 -      

         Asset Depreciation                -      

         General Charges                -      

         Audit Fees                -      

        Bank Charges                -      

        Counting House Salary                -      
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        Other Office Expenses                -      

Cost  of Production(3)                  -    

      

Add: Opening Stock of Finished Goods                -      

Less: Closing Stock of Finished Goods                -      

Cost of Goods Sold                  -    

      

Add:- Selling and Distribution Over Head:-     

          Sales man Commission                -      

          Sales man Salary                -      

          Travelling Expenses                -      

          Advertisement                 -      

          Delivery man Expenses                 -      

          Sales  Tax                -      

          Bad Debts                -      

Cost of Sales (5)                  -    

Profit (balancing figure)     

Sales     
 

 

 PRODUCTION ACCOUNT 

Meaning of Production Accounting Procedure: production Account is a 'T' shape account which shows:  

a) Different components of Total Cost  

b) Opening and Closing Stocks of Finished Goods  

c) Sales  

d) Profit 

 

Format of Production Account 

There is no prescribed form of Production Account. It may vary from industry to industry a specimen 

general Production Account is given below.  

Production Account for the period 
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Particulars Rs Particulars Rs 

To Opening Stock of Raw Materials  

To Direct Materials purchases 

To Direct Labour 

To Direct Expenses 

To Prime Cost b/d 

To Opening Stock of Work in progress 

To Production Overheads 

To Factory Cost b/d  

To Administrative Overheads 

To Cost of Goods produced  

To Opening Stock of Finished Goods 

To Cost of goods sold b/d  

To selling & Distribution Overheads  

To Profit 

By Closing Stock of Raw Material 

By Prime Cost c/d 

By Closing Stock of WIP  

By Factory cost c/d 

By Cost of goods produced c/d 

By closing Stock of Finis Goods 

By Cost of goods sold c/d 

By Sales 
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      Specific Treatment of following items while preparing the Cost Sheet 

Name of Item Treatment 

Cost of normal idle time in factory Treated as part of factory expenses 

Royalty on units produced Treated as Direct Expenses 

Royalty on units sold Treated as Part of Selling & Distribution Expenses 

Insurance of Raw material Added to the Cost of materials purchased 

Special Moulds for casting taken on hire Treated as Direct Expenses 

Hire of Special tools Treated as Direct Expenses 

Drawing office Expenses Treated as part of factory overhead 

Primary Packing Materials consumed Treated as direct expenses 

Secondary Packinq Materials Consumed Treated as part of Selling & Distribution expenses 

Captive Power Plant Expenses Treated as part of factory expenses 

Gas Turbine Running Costs Treated as part of factory expenses 

  

Cash Discount Allowed Not shown in cost sheet 

Cash Discount received Not shown in cost sheet 

Donation Not shown in cost sheet 

Counting House Salaries Treated as part of office and administration overhead 

Income Tax Not shown in cost sheet 

Interest Not shown in cost sheet 

Dividend Paid Not shown in cost sheet 

 

 

 

 

 

 

 

 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 35 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

                  ’’ReConCiliation’’ 
 

 What is the need for reconciliation of cost and financial Accounts? 

In Non-Integral System where separate set of books are maintained for costing & financial transactions, the 

profit shown by one set of books may not agree with that of the other set of books because these two sets of 

books may follow different accounting principles and policies. Hence the need for reconciliation of cost & 

financial account arises. 

 Reasons for the difference between the results shown by the cost accounts and 

financial accounts 
 Under or over absorption of Overheads, if transferred to next year's accounts 

If the under-or over absorption of overheads is transferred to next year's accounts. Profit or losses in both 

sets of accounts may vary as there will be difference between the overhead actually incurred in financial 

accounts and OH absorbed in cost accounts of a particular period. In other cases i.e, if it is transferred to 

same year' costing P&L A/c and if it is adjusted by application of supplementary overhead rate, profit or 

losses of both sets of accounts may not differ to that extent. 

 Different bases for valuation of stock 

In financial books, stock is valued at cost or NRV whichever less is. 

In cost Accounts, Raw Material is Valued on the basis of method Followed for pricing of material issues 

i.e, FIFO, LIFO, Weighted Average etc. 

WIP is Valued at Prime Cost or at Prime Cost + FOH 

Finished Goods is Valued at Prime Cost + FOH +AOH=Cost of Production 

 Different methods of Depreciation 

In financial books depreciation is calculated on the basis of SLM or WDV method; In cost accounts it is 

calculated on the basis of Machine hours or production units. 

 Items included only in Financial Accounts  

 Purely financial expenses 

 Interest on loans, bank mortgages and capital 

 Expenses and discounts on issue of shares, Debentures etc. 

 Losses on sale of fixed assets & investments. 

 Other capital losses i.e., loss by fire not covered by insurance etc. 

 Fines & penalties, Stamp duty and expenses on transfer of shares. 

 Goodwill written off 

 Donations & Subscriptions etc. 

 Purely financial income 

 Interest received on Bank Deposits, loans & Investments. 

 Dividend Received, Rent Receivable 

 Profit on sale of fixed assets and investments 

 Fees received on issue & transfer of shares. 

 Profit on sale of stores. 
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 Income Tax 

 Appropriation of Profits 

 Dividend 

 Transfer to reserves 

 Items included only in Cost Accounts:- Notional expenses, usually known as imputed costs: 

 Interest on capital at notional figure though not incurred 

 Notional Salary of owner, managing business. 

 Notional factory rent of own premises 

 Notional Depreciation on the asset fully depreciated for which book value is nil. 

 

 Procedure for Reconciliation 
 There are 3 steps involved in the procedure for reconciliation 

 Ascertainment of profit as per financial accounts 

 Ascertainment of profit as per cost accounts 

Reconciliation of both the profits. It is similar to bank reconciliation statement.One may start with profit as 

per cost accounts and arrive at the financial profit and vice-versa by adding and subtracting the items of 

variation between both sets of account 

 Memorandum Reconciliation Account 

Memorandum Reconciliation Account is basically presentation of Reconciliation Statement in T Account 

form. 

It is not part of double entry system because all items posted in this account do not have their corresponding 

debits/credits in the books of accounts. 

 Items of Credit Side: It is credited with-  

 Profits as per cost Accounts 

 Financial income included in Financial Accounts 

 Over absorption of OH in Cost Accounts 

 Over valuation of opening stock in Cost Accounts 

 Under valuation of closing stock in Cost Accounts 

 

 Items of debit Side: It is debited with- 

 Losses as per cost Accounts 

 Financial expenses included in Financial Accounts 

 Under absorption of OH in Cost Accounts  

 Undervaluation of opening stock in Cost Accounts  

 Over valuation of closing stock in Cost Accounts 

 Treatment of Balance 

If Cr. Side exceeds Dr Side, Its balance is termed as profit as per financial books  

If Dr. Side exceeds Cr Side, Its balance is termed as loss as per financial books 
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‘’Job & Batch Costing’’  

  

 Introduction of Job costing: This method of costing is used in job order industries where 

production done as per the requirement of customer. In such industries production is not on continuous 

basis, production is done when order from customer is received and that job is done too as per 

specification consumer. Some examples of job costing are printing work, building repairs, stitching of 

shirt food processing, furniture making etc. 

 Meaning of Job costing: Job costing is that form of specific order costing under which each job is 

treated as a cost unit and costs are accumulated and ascertained separately for each job. In other words it 

m; be defined as system of costing in which elements of costs are accumulated separately for eac job. 

 Features of Job costing 
 Each job is treated as a cost unit. 

 All costs are accumulated and ascertained for each job. 

 Each job is executed as per customer's specifications. 

 A separate job cost sheet or job card is used for each job. 

 Whenever required, estimated jobs cost sheet can be prepared before commencement of jobs for 

submitting tenders for the jobs. 

 The amount involved in work-in-progress differs from time to time depending on the number and 

size c jobs in process. 

 Advantages of Job costing Job costing offers the following advantages: 

 Profitability of job: It helps management to detect which job is profitable which is not. 

 Trend of cost: The cost elements like material, labour, overhead etc is periodically available for eac 

job which helps management to know the trends of cost. 

 Spoilage: Spoilage and defective works can be easily determined for each job separately which 

helps to fix responsibility of officials 

 Cost plus contract: It is most appropriate in case of cost plus contract where selling price is 

dependent on cost. 

 Limitations of Job costing: Job costing suffers from the following limitations: 

 Time consuming: Job costing is said to be too time consuming and requires detailed records 

keeping. 

 Increases complication: It increases complication to keep records for each job separately. 

Job cost sheet 

Customer details  Job No.  
Date of commencement  Date of completion  

Particulars   Amount 

Direct material    

Direct wages    

Chargeable Expanses    
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  Prime cost  

Overhead absorption    

  Work cost  

Selling Expanses    

  Total cost  

Profit    

  Selling price  

 

BATCH COSTING:- 

 When Item produced is small in size identically nature , large scale production is carried out & cost per 

unit is quite lower, then the techniques of Batch Costing is utilized for calculation of cost. 

 We have to prepare cost sheet for particular Batch size. The Overall amount of fixed cost will not 

change according to Batch size but per unit fixed cost will be change according to Batch size. 

 If Semi variable expenses take place then it will be divided into Variable cost and Fixed cost. 

 This Techniques is utilized of manufacturing items like Pencils, Pins, Clips and Other small stationary 

Items, small Electrical Items, Etc. 

This is a form of job costing. Under job costing, executed job is used as a cost unit, whereas under 

batch costing a lot of similar units which comprises the batch may be used as a cost unit for ascertaining 

cost. 

 Economic batch Quantity (EBQ) = 2DS/IC 

       D = annual demand for the product 

       S = Setting up cost per batch 

      IC = Carrying cost per unit of production 
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‘’Contract Costing’’ 
 Meaning and features: Contract costing is that form of specific order costing under which each 

contract is treated as cost unit and costs are accumulated and ascertained separately for each contract. 

 Following are the basic features of contract costing: 

 Each contract is treated as cost unit. 

 Contract generally involves three parties: 

o Contractor: A person who undertakes (executes) the contract. 

o Contractee: A person who assigns the contract. 

o Certifier or evaluator: A person having expert knowledge of the contact output, who 

periodically examines the progress of the contract and certifies the value of work done up to 

a point of time. He works on behalf of contractee. 

 All costs are accumulated and ascertained for each contract. 

 Work on contracts is usually executed at the site of the contract. 

 Direct Costs usually constitute a major portion of the total cost of the contract. 

 Indirect Costs usually constitute a small portion of the total cost of the contract. 

 Contracts generally take longer period for completion i.e. more than a year. 

 Sometimes sub-contractors are employed for performing specialization jobs i.e. electricity fittings, 

wood work etc. 

 Contracts are executed according to customer's specifications. 

 A separate Contract Account is prepared for each contract and is assigned a certain number by 

which the contract is identified. 

 Contractor receives payments for execution of contracts in installments based on the extent of 

completion as certified by the expert.  

 Contract costing involves valuation of closing WIP at the end of each accounting period  

  

 Types of contracts 
 

 Fixed Price Contracts: Under these contracts a fixed price of the contact is agreed upon between the 

contractor and the Contractee. Agree price is paid by the Contractee to the contractor. Deductions are 

made for defectives and penalties for delay and an extra payment is made for additional work. 

 

 Cost plus Contract: refers to that contract under which the contract price is ascertained by adding a 

fixed percentage of profits to the cost of contract. This type of contract is entered in those cases where 

it is not possible to estimate the contract cost in advance with a reasonable degree of accuracy i.e. 

Aircraft, ship, Dams, powerhouse etc. 

 

 Contracts with Escalation clause: Escalation clause in a contact provides that if during the period of 

execution of a contract, the prices of materials, rates of labour etc. rise beyond a specified limit; the 
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contract price will be increased by specified rate or amount. However escalation clause does not cover 

that part of increase in costs which is caused due to inefficiency or wrong estimation. 

 
Cost of work certified =  
Cost of work to date – ( Cost of work uncertified + material in hand + plant at site) 
 
 
Work uncertified = 
Cost to the date       --------- 
Less:  Cost of work certified   --------- 
 Material in hand   --------- 
 Plant at site    --------- 
Cost of work uncertified      ----------- 
 
 
Cash received = Value of work certified – Retention money  
 
 
Notional Profit = 
Value of work certified – ( Cost of work to date – Cost of work not yet certified) 
 
 
Estimated Profit = Contract price – Estimated cost of work 
 
Profit / loss on incomplete contract: 

1. Completion of contract less than 25 %  :- nil 
2. Completion of contract 25% to 50% :- 1/3 X Notional profit  X  Cash received    

                                                                                                          Work  received 
3. Completion of contract  50% to 90% :- 2/3 X Notional profit  X  Cash received    

                                                                                                          Work received 
4. More than 90%: 

a. Estimated profit X ( work certified / Contract Price) 
b. Estimated profit X ( work certified / Contract Price) X ( Cash received / Work certified)  

c. Estimated profit X ( Cash received / Contract Price) 
d. Estimated profit X ( Cost of work to date / Estimated total cost) 
e. Estimated profit  X ( Cost of work to date / Estimated total cost)  X ( Cash received / 

Work certified) 
f. Notional profit X ( work certified / Contract Price) 

 
Cost plus contract: 

Under cost plus contract, the contract price is ascertained by adding a percentage of profit to 
the total cost of work. Such type of contract are entered into when it is to estimate the contract 
cost with reasonable accuracy due to unstable condition of material, labour services. 
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 Format of Contract Account 
 
Dr.  

 
 
Cr. 

Particulars Rs Particulars Rs 

To Materials 
To Wages incurred (Paid+ O/S- 
Prepaid) 
To Direct Expenses (Paid+ O/S- 
Prepaid) 
To Indirect Expenses To Sub-Contract 
Cost To Hire of Plant & Machinery To 
Plant (at Cost) 
To office & Adm. Exp.(Paid+ O/S - 

 By Materials at Site 
By Stores Ledger A/c (Return to 
stores) 
By Costing P&L A/c By Plant (WPV at 
Site) 
By Cost of Contract c/d 

 

Prepaid) 
To Costing P&L A/c (Profit on Sale) 
© 

 

By Work-in-progress 
- Value of work certified 

 

To Cost of Contract b/d 
  

To Notional Profit c/d  Cost of work uncertified  

  

By Notional Profit b/d 

 

To Profit & Loss A/c To Reserve A/c 

  

   

Balance Sheet of a Contactor 
Liabilities Rs Assets Rs 

Capital 
Profit & Loss A/c Outstanding 
Expenses 

 

Land & Building (Less: Depreciation) 

Plant & Equipment’s (Less: 

Depreciation) 

At Stores At Site Materials: 

At Stores At Site 

Work-in-progress 

Value of work certified 

Cost of work uncertified 

Less: Contractee’s Credit Balance 

Less: Transfer to Reserve 

Cash & Bank Balance 

Prepaid expenses 
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‘’BUDGET, BUDGETING AND 

BUDGETARY CONTROL’’ 
 

 Meaning and features of budget: A budget is an estimate prepared in advance of the period to ' 

which it relates. Budgets result from forward thinking and planning. The essence of a budget is a 

detailed plan of operations for some specific future period, which will serve as a check upon the plan. It 

is always expressed in term of money and quantity.  

The features of budget are as follows: 

 A Budget is concerned for a definite future period. 

 A Budget is a written document. 

 A Budget is a detailed plan of all the economic activities of a business. 

 A Budget is prepared for the attainment of pre-determined objectives 

 Budget helps management in planning, co-ordination and control. Thus budget is an effective 

instrument for management. It also helps to check and evaluate the performance of each department.

    

 Budgeting: Budgeting is a technique involving designing and implementation of budget. It involves 

preparing budget and arranging resources which are necessary for the implementation of budget 

 
The objectives of Budgeting are  

 To encourage self-study in all aspects of a Company's operations. 

 To get all members of management to “put their heads” to the basic question of how the business 

should be run, to make them of a coordinated team operating in unison towards clearly define 

objectives.  

 To promote the planning process and provide a sense of direction to every member of the 

organization.  

 To force a definition and crystallization of Company policies and aims. 

 To increase the effectiveness with which people and capital are employed. 

 To disclose areas of potential improvement in the Company’s operations. 

 To stimulate study of relationship of the Company to its external economic environment for 

improving the effectiveness of its direction. 

 To direct and coordinate business activities and units to achieve stated targets of performance. 

 To facilitate the control process, by comparing actual results with plan, and provide feedback to the 

employees about their performance. 
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Budgetary Control  

Definition: Budgetary Control is defined as "the establishment of budgets, relating the responsibilities of 

executives to the requirements of a policy, and the continuous comparison of actual with budgeted 

results either to secure by individual action the objective of that policy or to provide a base for its 

revision. 

       Salient features: 

 Objectives: Determining the objectives to be achieved, over the budget period, and the policy that 

might be adopted for the achievement of these ends. 

 Activities: Determining the variety of activities that should be undertaken for achievement of the 

objectives. 

 Plans: Drawing up a plan or a scheme of operation in respect of each class of activity, in physical a 

well as monetary terms for the full budget period and its parts. 

 Performance Evaluation: Laying out a system of comparison of actual performance by each person 

section or department with the relevant budget and determination of causes for the discrepancies, if 

any.  

 Control Action: Ensuring that when the plans are not achieved, corrective action are taken; and 

when corrective actions are not possible, ensuring that the plans are revised and objective achieved. 

OBJECTIVES OF BUDGETARY CONTROL SYSTEM 

1. Definition of Goals: Portraying with precision, the overall aims of the business and determining  

Targets of performance for each section or department of the business. 

2. Defining Responsibilities: Laying down the responsibilities of each individual so that everyone 

knows what is expected of him and how he will be judged. 

3. Basis for Performance Evaluation: Providing basis for the comparison of actual performance with 

the predetermined targets and investigation of deviation, if any, of actual performance and expenses 

from the budgeted figures. It helps to take timely corrective measures. 

4. Optimum use of Resources: Ensuring the best use of all available resources to maximize profit or 

production, subject to the limiting factors. 

5. Coordination: Coordinating the various activities of the business and centralizing control, but also 

making a facility for the Management to decentralize responsibility and delegate authority. 

6. Planned action: Engendering a spirit of careful forethought, assessment of what is possible and an 

attempt at it. It leads to dynamism without recklessness. It also helps to draw up long range plans with a 

fair measure of accuracy. 

7. Basis for policy: Providing a basis for revision of current and future policies. 
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 The budgetary control has the following advantages to offer:- 
 The success of a budget depends on the information and its reliability. If departmental has supply wrong 

statements, the framing of budgets will be affected adversely and major variation may come before us at the 

time of execution of budget. 

 The circumstances are constantly changing and, therefore, budgets and budgetary techniques will not be 

useful, till they are continually adapted. 

 Execution of budgetary control will not automatically occur. A continuous budget consciousness throughout 

the organization is needed for achievement of this objective. 

 Budgetary control cannot reduce the managerial function to a formula. It is only a managerial tool which   

increases effectiveness of managerial control. 

 The use-of -budget may lead to restricted use of resources. Budgets are often taken as limits. Efforts may, 

therefore, not be made to exceed the performance beyond the budgeted targets, even though it may be 

physically possible. 

 It is very costly in case of small firms and serves no purpose in the event of abnormal situation, such as 

strikes, lock-outs etc. 

 

 Types of Budget 

Classification of Budget 

As per Efficiency: - Fixed, Flexible 

As per period:-Long period, Short period 

As per scope: - Functional, Production, Overhead  

 

 Fixed and Flexible budget: An entity may establish either fixed budget or flexible budget. In the 

following points detail aspects of fixed and flexible budget is given: 

 

1) Fixed budget: Meaning:  

 A fixed budget is a budget designed to remain unchanged irrespective of the level of activity 

actually attained. This budget does not vary with actual output produced. 

  So, if actual output produced is different from the level of activity for budgeting purpose, the fixed 

budget becomes ineffective  

 E.g.: A budget may be prepared for, say, 1,00,000 units but actual output level is 1,20,000 units. If 

it is a fixed budget, then absolute differences of budgeted figure and actual figure will be found out 

without any type of adjustment for change in level of activity.  

      2) Suitability: 

 Such a budget is quite suitable for fixed expenses 

 Fixed budgets are established only for short-term periods when the actual results are not anticipated 

to differ from the budget estimates. 
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2) Flexible budget: 
 A flexible budget is a budget which is changed as volume of output changes. 

  Flexible budget is also known as variable budget.  

 The main characteristic of flexible budget is that it shows the expenditure appropriate to various 

levels of output.  

 If the actual output varies from budgeted output, the budgeted expenditures can be changed in the 

flexible budget for the comparison with actual expenditure. 

  Now-a-days, the flexible budget plays an important role in the business and industry. It is prepared 

by most of the business concerns, firms and industries in present competitive era 

 For the preparation of flexible budget costs may be divided into three categories - fixed, variable and 

semi- variable cost. 

Fixed costs:- 

 It is also known as 'period cost' or 'supplementary cost'.  

 It represents all the expenditure/costs that are not affected by the increase or decrease in the volume of 

production. 

  All these expenditure remains constant up to the installed capacity of the firm. Generally, fixed costs 

include the expenditures incurred on salary of the employees, rent and tax of the building, insurance 

premium, depreciation etc. 

Variable cost – 

 It is also known as 'Marginal Cost'. It includes all those expenditures which are affected by the volume of 

production.  

 Variable cost increases or decreases according to the proportionate change in the volume of production. 

  Variable costs include the following costs- Direct material, Direct labour, Direct expenses etc 

Semi-variable cost – 

 It is also known as semi- fixed costs. It includes all the expenditures that are not changed according to 

proportionate change in the volume of production.  

 Semi-variable cost increases with the increases in production volumes but not proportionately. It remains 

constant up to a certain level of production and change after the specified level in uneven propprtion.  

 Generally, it includes indirect material, indirect labour, repairs and maintenance, telephone expenses and 

sundry office expenses. 

 

 Long period and Short period: 
 

Long period budget: Any budget covering the period of more than 1 year is called as long term budget. 

Capital expenditure budget, R & D budget are the examples of long period budget. 

 

Short period budget: Any budget covering the period of less than 1 year is called as short term budget. 
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Distinction between Fixed and Flexible Budget: 

Basis of difference Fixed Budget Flexible Budget 
1. Assumption It is based on the assumption that 

business conditions will remain 

constant 

It is based on the assumption that 

business condition are changing 

2.Nature It has a fixed nature. Change is not 

possible once prepared. 
It has a dynamic/variable Nature, 

adjustment is Possible 
3.Classification of 

Cost 
Cost is not classified according to 

their nature in Fixed Budget 
Cost is classified into fixed, Variable 

and semi-variable costs according to 

their nature 
4.Comparison It is very difficult to compare 

between two Activity levels on the 

basis of Fixed Budget. 

As all the costs are classified hence 

comparison becomes easier. 

5.Business Decision Fixed Budget is not more 

appropriate and suitable for 

business decision 

Flexible Budget is more appropriate & 

suitable for business decision. 

6.Economy Fixed Budget is less expensive and 

less Time consuming. 
Flexible Budget is more expensive and 

time consuming. 
 

On the basis of scope of the budget may be classes or categories, namely, 

 Functional Budgets and Master Budget 

I. Functional budgets - 

 A functional budget is one which relates to the particular function in an organization. 

  The budgets that are prepared by various departments of the business are known as functional 

budget.  

 These budgets are related to their concerned departments only and not whole of the business. 

 Following is the detailed discussion about functional budget: 

 

1) Sales budget:  

 The budget which shows the volume and value of sales of an entity during the   budget period is 

known as Sales Budget.  

 The sales budget is the foundation of budgetary Control. It is also known as 'Revenue Budget'.  

 This budget is prepared by the sales manager with the help of some top management staff and 

executive. 

    The Sales Budget may be classified in the following manner: 

 Product - If a company is producing more than one product, then estimates of sales of each product 

are presented. 
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 Area - Under these heading geographical break-up of sales is given. 

 Types of customers - A concern may have different types of customers like Government, foreign 

companies and private companies. Sales can be presented customer wise to show how different 

customers are contributing to total sales of the company. 

 Period - In order to determine trend, it may be necessary to present sales according to period i.e. 

month, quarter-or week. 

 

2) Production budget: This budget is prepared after the preparation of sales Budget, to determine the 

quantity of goods which should be produced to meet the budgeted sales after keeping sufficient 

inventories. In production budget, the management decides, when and how many units of various 

product are to be produced to fulfill the requirement of sales budget.  

Budgeted production = Projected sales + Closing stock - Opening stock. 

It is a budget of total production that is further classified by department’s product wise 

 

3) Production cost budget: Production cost budget express the cost of carrying out production 

programmes set out in production budget. It summaries material cost, labour cost and factory 

overhead for production. Production Cost Budget is a summary of Material Budget, labour budget, 

factory overheads budget and plant utilization budget. So it can be further classified as follows: 

 Material budget - This budget indicates, in terms of money, the expected value of purchases of 

raw material to be made during the budget period. The material budget provides basis for fixing 

optimum levels of inventory stocks, establishment of control over material usage and arranging 

funds required for purchasing material. 

 Direct labour budget - It is an estimate of labour cost to achieve the desired targets of budgeted 

production. The labour requirement is first calculated in terms of grades of each worker and then 

rates of pay, allowance, bonus etc. is considered to calculate labour cost. The labour budget is 

prepared by the personnel department. 

 Plant utilization budget: Plant utilization budget is an estimate of plant capacity to be used to 

meet out the budgeted production. So production budget is a base for this plant utilization  

budget 

 

4) Overhead Budgets: It may be further classified as follows: 

1. Factory overhead budget - Factory overheads budget states the costs which are essential for 

manufacturing goods and indirectly related with production. Each entity divide their overhead 

costs in two categories for the purpose of control which are as follows: 

 Fixed overhead:  It refers to overhead which remains constant at all levels of activity. Eg: 

Depreciation, insurance and taxes are the main items that fall within the category of fixed 

O/H. 

  Variable overhead: It refers to overhead which varies as per level of activity. Variable 

overhead include indirect material, indirect labour and indirect expenses, which are used 

according to production. 
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2. Office & Administration overhead budget - The administrative cost budgets signifies the expenses 

which are to be incurred to run the administration whether expenses are of a fixed or variable 

nature. Generally, administrative expenses are of a fixed nature and they do not change with a 

change in the level of activity. Administration overheads are like legal, finance, accounting, 

management information services, internal audit and taxation. 

3. Selling& distribution overheads budget - The selling & distribution overheads are based on 

sales forecasts because these are directly related with sales. The selling & distribution overhead 

includes commission, expenses of salesman, rent, rates, wages, insurance etc: of the warehouse. 

 

5) Research and development budget: In modern competitive era, there is need to change in the 

production techniques and method to exist the business in the market. These expenses are an 

investment because it provides long-term benefit in the company. Budgeted cost of the expenses to 

be incurred on research and development to search new methods and techniques of production, 

sales/marketing is known as Research and Development Budget. It enables the business to make the 

product always new for the customers. 

 

6) Financial budget: It includes 2 type of budget: 

 Cash budget: Cash budget is an estimate which given information as to what funds would be 

available at what times, and whether the funds so available would meet the requirement of the 

time. Any good planning may prove irrelevant if cash or funds are not available at the time when 

they are needed. So before preparing cash budget, a statement of cash forecast should be 

prepared. A cash budget is a summary statement presented is an orderly format containing 

forecasted figures of receipts and disbursement of cash over a given period of time. They assist 

the management in determining the surplus or shortage of funds and to take suitable action. 

 

 Capital expenditure budget: Capital expenditure budget is the proposed plan of outlay of an 

expense on fixed asset. Capital expenditure is a continuous process and by nature it is an long 

term function. However along with long term projection of capital expenditure short term capital 

expenditure budget is also prepared. 
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‘’STANDARD COSTING’’ 
                              

Standard costing is a technique, which uses standards for cost and revenue for the purpose of control through 

variance analysis. We can say standard costing is a technique of costing, which also established control over 

costing. 

     Standard cost can be defined “As a pre-determined cost which is calculated from management’s standard of 

efficient operation and relevant necessary expenditure. It may be used as a basis for price fixing and for control 

through variance analysis.” 

Hence we can say standard costs are pre-determined estimates of cost of a single unit or a number of units 

of a product service. 

 

 Uses of Standard Cost: -   
1. Use of standard cost is an effective way for planning and controlling costs. 

2. Pricing decisions and decisions involving submission of quotations, answering tenders etc are also 

facilitated by the use of standard costs. 

3. Identification and measurement of variances from standards have been made possible with the use of 

standard cost, with a view to improve performance or to correct loose standards, if any. 

4. Facilitates management by exceptions. 

 

 

 DEFINITION OF STANDARD COSTING 
Standard costing is defined by the I.C.M.A. London “As the preparation and uses of standard costs, their 

comparison with actual costs and the analysis of variance to their causes and point of incidence.” 

     Hence we can say standard costing is a method of preparation of standards and their uses for comparison 

with actual costs by variance analysis. 

It involves following steps:- 

1. Setting up of standard. 

2. Ascertainment of actual costs. 

3. Comparison of actual cost with standard cost to determine the variance, and 

4. Investigation of variance and taking appropriate action thereon wherever necessary.  

 

 Advantages of Standard Costing. 
 

   A good standard costing system has many advantages which include following:- 

1. Budgets are compiled from standards. 

2. Standard costing highlights the areas of strengths and weaknesses. 

3. Actual cost can be compared with standard cost in order to evaluate performance. 

4. The setting of standards should result in the utilization of best resources and method being used and 

thereby increase efficiency. 

5. It adds to management effectiveness and efficiency. 

6. It helps in product pricing. 

7. It reduces clerical record keeping and aid cost reduction. 
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8. It helps in budgetary planning and control. 

9. It is a method for valuation of stock and provides a basic for setting wages incentive scheme etc. 

      So we can say a good standard costing system have many advantages, which increases the working capacity 

of firm. 

 

 (Disadvantage) of standard Costing:- 
 

1. Standard costing is usually confirmed to organizations whose processes or jobs are repetitive. 

2. Standard costing system does not follow ‘Learning Curve Theory’ and ‘Zero Base Budgeting ’, which 

are widely used in current economic conditions.  

3. Unless standards are actually set, any performance will be meaningless. 

4. Uncertainty in standard costing can be caused by inflation, technological change, economic and political 

factor etc. Standard, therefore, need to be continually updated and revised. 

5. The maintenance of cost database is expensive. 

6. The research evidence shows that overly elaborate variances are imperfectly understood by line of 

managers and thus they are likely to be ineffective for control purposes. 

7. All forms of variance analysis are post mortem on past events. Obviously the past cannot be altered so 

the only value variances can have is to guide management if identical or similar circumstances occur in 

the future. 

      There are many advantages of standard costing system so apart from these disadvantages this system is 

widely used by the industry.    

 

Standard Cost v/s Estimated Cost                                                                                                    
     The distinguishing feature of Standard Cost from Estimated cost is as follows. 

 

 

 

 

              

 

 

 

 

 

 

 

 

 

 

 

 

 

 

S 
No 

Basis Standard Cost Estimated Cost 

1. 

 

 

 

 

 

2. 

 

 

 

 

. 

 

 

4. 

Definition  

 

 

 

 

 

Application  

 

 

 

 

 

 

 

Determination  

It is pre-determined cost on a 
scientific basis taking into 
consideration all the relevant 
factors relating to costs e.g. raw 
material consumption rate, 
labour efficiency, machine 
efficiency etc. 
  
It is ascertained and applied 
when standard costing system is 
in operation. 
 
 
 

Its emphasis is on what should be 
the cost.  

 
 
It is determined for each element 
of cost in the process of business, 
generally on unit basis std. hour, 

std. unit etc. 

It is predetermined cost based on 
past performance adjusted to the 
anticipated changes. No minute 
appraisal of each individual 
component cost. 
 
 
 
It can be used in any business 
situation or decision-making, 
which does not require accurate 
cost. It is used in budgetary 
control system and historical cost 
system.  

 
Its emphasis is on level of costs 

not to be exceeded.    
 
 
It is determined generally for the 

period. 
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Std. costing is a system of costing which can be used in any method of costing, like job costing, process costing, 

etc.  

1. Material Cost Variances   

2. Labour Cost Variances   

3. Overhead Variances  

4. Sales Variances  

5. Reconciliation between std. profit and actual profit  

For Cost variance = Std. – Actual and for Profit Variance = Actual – Std./Budgeted.   

  

o Summarize Formulas   

1. Material Variance 
 
1.1 Material costs variance =(Standard quantity x Standard Price) – (Actual quantity x Actual price)  

MCV = (SQ × SP) – (AQ × AP) 

1.2 Material price variance =Actual quantity × (Standard price –Actual price)  

MPV = AQ × (SP – AP) 

1.3 Material usage variance =Standard price (Standard quantity– Actual quantity) 

 MUV = SP × (SQ –AQ) 

1.4 Material cost variance =Material usage variance + Material price variance  

MCV = MUV + MPV  

 

Material usage variance is further sub-divided into: 

i) Material mix variance  

ii) Material yield variance. (Or Material sub-usage variance) 

 

1.5 Material mix variance = (Revised standard quantity –Actual quantity) × Standard price  

MMV = (RSQ – AQ) × SP  

 

Revised standard quantity = (Standard quantity of one material× Total of actual quantities of all materials) / 

Total of standard quantities s of all materials 

 

1.6 Material revised usage variance= (Standard quantity–Revised standard quantity) × Standard Price 

   MRUV = (SQ – RSQ) × SP 

1.7 Material yield variance = (Actual yield – Standard yield) ×Standard output price  

MYV = (AY – SY) × SOP 

Material usage variance = Material mix variance + Material yield variance  

(MUV= MMV + MYV) 

     Or 

Material usage variance = Material mix variance + Material revised usage variance  

(MUV = MMV +MRUV) 

 

Note: Material revised usage variance is also known as material sub – usage variance. In each case there 

will be only one variance either material yield or material revised Usage variance. 
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2. Labour Variance 

 

2.1 Labour Cost variance = (Std. hours for actual output × Std. rate per hour) – (Actual hours × Actual rate 

per hour)  LCV = (SH × SR) – (AH × AR) 

2.2 Labour rate variance = Actual time (Std. rate – Actual rate)  

LRV = AH × (SR – AR) 

2.3 Labour efficiency (or time) variance = Std. rate (Std. hours for actual output–Actual hours) 

LEV= SR × (SH – AH) 

Check: Labour cost variance =Labour efficiency variance + Labour rate variance 

LCV = LEV + LRV 

Labour efficiency variance is further divided into the following variances: 

(i) Idle time variance 

(ii) Labour mix variance 

(iii) Labour yield variance (or Labour revised-efficiency variance) 

 

2.4 Idle time variance = Idle hours× Standard rate ITV = IH × SR 

2.5 Labour mix variance = (Revised std. hours – Actual hours) ×Standard rate LMV = (RSH – AH) × SR 

2.6 Labour revised efficiency variance = (Std. hours for actual output–Revised std. hours) ×Standard rate 

LREV = (SH – RSH) × SR 

2.7 Labour yield variance = (Actual yield–Std. yield from actual input)× Std. Labour cost per unit of 

output YV = (AY – SY) × SLC  

Check: Labour efficiency variance=Idle time variance + Labour mix variance + Labour yield 

variance  

LEV = ITV + LMV + LYV (or LREV) 

 

 

 

3. Overhead Variance  
 

Basic terms used in the computation of overhead variance  

Standard overhead rate (PER HOUR)= Budgeted overhead ÷ budgeted hours 

 Or 

 Standard overhead rate (PER UNIT) =Budgeted Overhead ÷ Budgeted output in units  

Note: Separate overhead rates will be computed for fixed and variable overheads. 

 

Basic calculations before the computation of overhead variances: 

 

(i) When overhead rate per HOUR is used: 

(a) Standard hours for actual output (SHAO) = (Budgeted hours ×Actual output) ÷ Budgeted output 

(b) Absorbed (or Recovered) overhead = Std. hours for actual output × Std. overhead rate per hour 

(c) Standard overhead =Actual hours × Std. overhead rate per hour 

(d) Budgeted overhead =Budgeted hours × Std. overhead rate per hour 

(e) Actual overhead = Actual hours× Actual overhead rate per hour 
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(ii) When overhead rate per UNIT is used 

(a) Standard output for actual hours (SOAH) = [Budgeted output (in units) × Actual hours] ÷Budgeted 

hours 

(b) Absorbed overhead = Actual output × Std. overhead rate per unit 

(c) Standard overhead = Std. output for actual time × Std. overhead rate per unit 

(d) Budgeted overhead =Budgeted output × Std. overhead rate per unit 

(e) Actual overhead = Actual output × Actual overhead rate per unit  

 

Overhead cost variance = Absorbed overhead – Actual overhead or  

Overhead cost variance = (Std. hours for A.O. × Std. overhead rate) – Actual overhead  

Overhead cost variance is divided into two categories: 

(i) Variable overhead (VO) variances 

(ii) Fixed overhead (FO) variances  

 

 

4. Variable Overhead (VO) Variances 
 

V. O. cost variance = (Absorbed variable overhead – Actual variable overhead)  

       = (Std. hours for actual output ×Std. variable overhead Rate) –Actual overhead cost 

 

 This variance is sub-divided into the following two variances: 

 

(a) Variable overhead expenditure variance or spending variance or budget variance 

(b) Variable overhead efficiency variance  

 

V. O. expenditure variance = (Standard variable overhead –Actual variable overhead)  

       = (Actual hours × Std. variable overhead rate) – Actual overhead cost  

 

V.O. efficiency variance = (Absorbed variable overhead –Standard variable overhead) 

  = (Std. hours for actual output –Actual hours) × Std. variable overhead rate 

  

Check: V. O. cost variance = V.O. expenditure variance + V. O. efficiency variance  

 

 

5. Fixed Overhead (FO) Variances  
 

F.O cost variance = (Absorbed overhead – Actual overhead)  

     = (Std. hours for actual output ×Std. fixed overhead rate) – Actual fixed overhead 

 

 Fixed overhead cost variance is further divided into the following two variances: 

(a) Fixed overhead expenditure variance  

(b) Fixed overhead volume variance 
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F.O. expenditure variance = (Budgeted fixed overhead – Actual fixed overhead) 

       = (Budgeted hours × Std. fixed overhead rate) – Actual fixed overhead  

F.O volume variance = (Absorbed overhead – Budgeted overhead)  

         = (Std. hours for actual output –Budgeted hours) × Std. fixed overhead rate  

 

Check: F.O. cost variance = F.O. expenditure variance + F.O. volume variance 

 

 Fixed overhead volume variance is further divided into the following variances: 

(a) Efficiency variance;  

(b) Capacity variance;  

(c) Calendar variance 

  

Efficiency variance = (Absorbed fixed overhead – Standard fixed overhead)  

       = (Std. hours for actual output –Actual hours) × Std. fixed overhead rate  

Capacity variance = (Standard fixed overhead – Budgeted overhead)  

      = (Actual hours – Budgeted hours)× Std. fixed overhead rate 

Calendar variance = (Actual No. of working days – Std. No. of working days) × Std. fixed rate per day 

      = (Revised budgeted hours –Budgeted hours) × Std. fixed rate per hour  

Revised budgeted hours =Budgeted hours × Actual days Budgeted days  

 

Note: When calendar variance is computed, there will be a modification in the capacity variance. In that 

case revised capacity variance will be calculated and the formula is: 

 Revised capacity variance = (Actual hours – Revised budgeted hours) ×Std. fixed rate per hour 
 

Check: F. O. volume variance =Efficiency Variance + Capacity variance + Calendar variance 

 

 

 

6. Sales Variance 
 
The sales variances can be computed in two ways. They are: 

(a) Sales turnover or value method. 

(b) Profit or sales margin method. 

 

(a) Sales turnover or sales value method: It includes the following : 

Sales value variance: (Budgeted sales - Actual sales) 

The variance can be bifurcated into sales price variance and sales volume variance.  

 

Sales price variance: Actual quantity of Sales (Actual price –Budgeted price) 

Or 

(Actual sales - Actual quantity at budgeted prices) 

 

Sales volume variances: Budgeted price (Actual quantity – Budgeted quantity) 

Or 

(Actual quantity at budgeted price- budgeted sales) 
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Check: Sales value variance = Sales price variance + Sales volume variances  

Sales volume variance can be sub-divided into two parts: 

(i) Sales mix variance 

(ii) Sales quantity variance 

Sales mix variance: Total actual sales quantity (Budgeted price p. u. of Act. Mix – Budged price p. u. of 

budgeted mix)  

Sales quantity variance: Budgeted price per unit of budgeted mix ( Actual total sales Quantity. – Budgeted total 

sales Quantity.) 

7. Profit or Sales Margin Method  

Total Sales Margin Variance (TSMV): (Budgeted margin – Actual margin) 

Sales Margin Price Variance(SMPV): Actual quantity (Actual margin per unit – Budgeted margin per unit). 

Sales Margin Volume Variance(SMVV) = Budgeted margin per unit(Actual units – Budgeted units) 

This can be further sub-divided into the following two variances: 

Sales Margin Quantity Variance(SMQV): (Budgeted total Quantity – Actual Total Quantity) Budgeted margin 

p. u. of Budgeted mix.  

Sales Margin Mix Variance (SMMV):= Total actual Quantity sold × (Budgeted margin p. u. of actual mix –

Budgeted margin p. u. of Budgeted mix). 

Check: Sales Margin Volume Variance = Sales Margin Quantity Variance + Sales Margin Mix Variance  

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 56 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

 ‘’Marginal Costing’’ 

 Meaning of Marginal Costing (Variable Costing/Out of pocket costing) 

Marginal costing is defined as the ascertainment of marginal cost and of the effect on the profit o 

changes in volume or type of output, by differentiating between fixed costs and variable costs. 

Marginal costing is mainly concerned with providing of information to management to assist in 

decision making and to exercise control. 

 

 Basic Features of Marginal Costing:- 

 All costs are classified on variability basis as fixed cost & variable cost 

 Only variable cost is treated as product costs. 

 Under marginal costing, the value of finished goods and WIP is also comprised of variable costs. 

Fixed costs are not considered for valuation of closing stock of finished goods and closing WIP. 

 All fixed costs are treated as period costs and hence are written off against profit in the period in 

which they arise. 

 Prices are determined with reference to marginal cost and contribution margin required. 

 

 Assumptions of Marginal Costing:- 

 Fixed cost remains unchanged or constant. 

 Variable cost remains constant per unit of output means varies with every unit of output. 

 Selling price per unit remains unchanged at all levels of output. . 

 All elements of cost like production, administration can be segregated into fixed and variable 

components.  

How to prepare Income Statement under marginal costing: Income Statement under Marginal Costing 

Particular Rs. Rs. 

Sales(A)  Xxxx 

Variable Cost of Sales:   

Direct Material Cost xxxx  

Direct Labour Cost xxxx  

Direct Expenses xxxx  

Variable Production Overhead xxxx  

Variable Cost of Goods produced xxxx  

Add: Opening Stock xxxx  
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Less: Closing Stock (xxxx)  

Variable cost of goods sold xxxx  

Add: Variable Administration overhead xxxx  

Add: Variable Selling and Distribution Overheads xxxx  

Variable Cost of Sales(B)  xxxx 

Contribution (A-B)  xxxx 

Less: Fixed Overheads:   

Fixed Production Overheads 

Fixed Administration Overheads 

Fixed Selling and Distribution Overheads 

Profit Under Marginal Costing (C-D) 

Xxxx 

Xxxx 

Xxxx 

 

 

Xxxx 

xxxx 

 

  Advantages of Marginal Costing:-  

 Easiness: Marginal costing is easy to understand and operate. Marginal costs remain the same per 

unit of production irrespective of volume of production. 

 Pricing decisions: When fixed cost is charged to production the unit co9t varies from one month 

to another. Since Marginal cost per unit is constant per unit of production, firm's decision on 

pricing policy can be taken easily. 

 Cost Control: Marginal costing facilitates the control over cost. By avoiding arbitrary allocation 

overhead, the management can concentrate on marginal cost which is useful to various level of 

management. 

 Compatibility with Budgeting and Standard Costing: The marginal costing is a valuable 

adjustment to budgeting and standard costing. 

 Business decision making: Marginal costing helps the management in taking a number of 

decisions like make or buy , discontinuance of a product, product mix etc. 

 Break even analysis: With the help of break-even techniques the effect on large profit of 

producing a large or smaller volume of output can be ascertained without great difficulty. 

 

 Limitation of Marginal Costing:-  

 Not Useful in Price fixation: Variable cost is not always constant there may be changes in prices of 

raw material, wage rate etc. 

 Not Useful in Job Costing: Marginal costing cannot be successfully applied in cost plus contract 

unless proper percentage over marginal cost is charged to cover the fixed cost and Profit. 

 Wrong Assumption: The following assumptions of marginal costing are not correct: 
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o Marginal costing assumes that all costs can be classified into fixed and variable but there are 

certain other expenses which are neither fixed nor variable. For example payment of Bonus Act, 

1965. This is not related to either volume of production or time taken in production. 

o Variable cost do not always remain constant per unit of output 

o There may be changes in the price of Raw Material, Wage rate etc. 

o Fixed cost does not remain static. 

 Ignore time and investment factor: If marginal cost of the two jobs are same but the time taken for 

their completion and the cost of machine used may differ. The true cost of job which takes longer 

time and uses costlier machine would be higher. This factor is not disclosed by marginal costing. 

 

 Marginal cost equation 

Marginal cost equation explains that a total sale minus total variable cost is the contribution towards 

Fixed Cost & Profit. Marginal cost equation can be developed as follows:- 

Formulas:- 

Total Sales= Total cost + profit 

Total Sales = Total variable Cost + Total Fixed Cost + profit 

Output X Selling price per unit = (Output X Variable cost per unit) + Total Fixed Cost + Profit 

SP X O - VC X 0=FC+P or 

Sales -Variable cost= Total Contribution or Total Profit 

Fixed Administration Overheads Fixed Selling and Distribution Overheads =Profit Under 

Marginal Costing  

Selling price per Unit- Variable Cost per unit= Contribution per unit 

 

 Profit Volume ratio (P/V Ratio):  

It express the relationship between contributions to sales. Better P/V Ratio is an index of sound financial 

health of a company's product. 

Note: PV ratio remains the same at all levels of output provided sales price &variable Cost per unit 

&remains same. And change in fixed cost does not result in change in PV ratio as it expresses 

relationship between contribution and sales. 

Formulas: 

P/V Ratio= (Contribution/ Sales) X 100 

P/V Ratio= (Sales- variable cost/ Sales) X 100 

P/V Ratio= (Change in Contribution/ Change in Sales) X 10 
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 Uses of P/V Ratio:- 

 PV facilitates the determination of- 

 Variable Cost for any given sales volume 

 Contribution for any given sales volume 

 Sales volume for any given Variable Cost 

 Sales Volume required to earn desired profit 

 Break-even Point 

 Fixed costs for any given Break-even Point 

 P/V ratio measures the profitability of each product, operation, process, factory, sales area etc. 

 P/V ratio facilitates managerial decision making regarding the choice of product, choice of process 

etc. 

 

 Break Even Point/ Equilibrium point/ Balancing Point:  

Level of activity at which there is neither profit nor losses. Means level at which Contribution= Fixed 

Cost. BEP helps in managerial decisions regarding minimum sales volume required to avoid losses. If 

actual sales are more than Break even sales than firm earns profit and if actual sales are less than Break 

even sales than firm incurs losses. 

Formulas: 

BEP (in units) = Fixed Cost/ Contribution per unit 

Or 

BEP (in value) = (Fixed Cost/ Contribution per unit) X Selling price per unit 

Or 

BEP (in value) = (Fixed Cost/ P/V Ratio) 

Or 

BEP (in %) = [BEP in units/Total Sales in units] X 100 

 

 Margin of Safety (MOS): Margin of safety is the difference between Total Sales & Break Even sales. 

At any level of margin of safety, fixed costs are zero since fixed costs are already recovered up to break-

even point, so at that level contribution=profit. 

Formulas:- 

MOS (in Units) =Actual Sales (in Units)- Break even Sales (in Units 

Or 

MOS (in Value) =Actual Sales (in value) - Break even Sales (in Value) 
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Or 

MOS (in Value) = (Profit/ Contribution per unit) X Selling price per unit. 

OR   

MOS (in Value) = Profit/ PV ratio 

Or 

MOS (in Value) = MOS (in Units) X Selling price per unitXIOO 

 Sales to Earn Desired Profits: To earn the desired profit, contribution needs to be equal 

to (Direct Cost + Desired Profit) 

Formula to calculate desired sales is as follows: 

In Rs = Fixed Cost + Desired Profits P/V Ratio 

Or 

In Unit = Fixed Cost + Desired Profits Contribution per unit 

  

 Shut Down Point 

Shut down point indicates that level of operations, below which it is not justifiable to continue production. 

 If the existing operations are able to earn at least some contribution to meet fixed costs even 

otherwise to be incurred during the period of shut down, then the suggested course of action is to 

continue operations even if there are losses from operations but it enables to recover at least its part 

of fixed costs. 

 In situation where variable costs are not recovered then the operations may be suspended until the 

improvement in business situation 

 In situation where variable costs (Avoidable Cost) are recovered but nothing is recoverable against 

fixed cost (Unavoidable Cost) then the operations may be continued. 

Shut Down Point 

(In Rs)= Avoidable Cost/PV Ratio 

(In Units)= Avoidable Cost/Contribution per unit 

Level of Sales Decision 

Below Shut Down Point Close Down Operations 

At Shut Down Point Continue Operations 

Above Shut Down Point Continue Operations 
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 Cost-Volume-Profit (CVP) Analysis 

CVP analysis is the analysis of three variables viz. Cost, Volume and Profit, which explores the 

relationship existing amongst costs, Revenue, Activity levels and the resulting profit. It aims at 

measuring variations in cost and volume. 

Assumptions on CVP Analysis 

 Changes in the levels of revenues and costs arise only because of changes in the number of product 

(or services) units produced and sold. 

 Total costs can be separated into components - fixed costs and variable costs. 

 When represented graphically, the behavior of total revenues and total costs are linear in relation to 

output level within a relevant range (time period). 

 Selling Price, Variable cost per unit, and total fixed costs are known and constant. 

CVP analysis is very important tool for profit planning. CVP analysis helps in determining:  

 BEP (Break-even Point) 

 Calculation of Sales to earn desired profits 

 Show the impact of change in prices, costs and volume on profits 

 Selection of profitable product mix. 

 Buy or make decisions etc 

 

 Break— Even Chart 

The chart which depicts the production at which neither profit nor loss can result (i.e. the break-even 

point) is shown as break even chart. The break even chart is the graphic presentation which shows the 

varying cost along with varying sales revenue. The point at which Total Cost line and total sales line 

intersect each other will be the break-even point. 

 A break even chart records costs and revenues on the vertical side and the level of activity 

(production activity) on the horizontal axis. 

 Draw fixed cost line on graph even on Zero Production. 

 Draw Total cost (Fixed + Variable+ Semi variable Cost) line on graph above fixed cost line. 

 Sales revenue line is drawn from Zero production to the maximum production 

 The point at which Total Cost line and total sales line intersect each other will be the break-even 

point. 

 Dotted line drawn from BEP to X axis shows BEP (in units) and Dotted line drawn from BEP to X 

axis shows BEP (in value). 

 

 

 

 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 62 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

o Summarize Formulas   

STATEMENT OF PROFIT  

  

 Particulars  Amount  

 Sales  ***  

 Less:-Variable cost  ***  

 Contribution  ***  

 Less: - Fixed cost  ***  

 Profit  ***  

  

1. Sales = Total cost + Profit = Variable cost + Fixed cost + Profit  

  

2. Total Cost = Variable cost + Fixed cost  

  

Variable cost = It changes directly in proportion with volume   

  

1. Variable cost Ratio = {Variable cost / Sales} * 100  

2. Sales – Variable cost = Fixed cost + Profit  

3. Contribution = Sales * P/V Ratio  

  

PROFIT VOLUME RATIO [P/V RATIO]:-  

1. {Contribution / Sales} * 100  

2. {Contribution per unit / Sales per unit} * 100  

3. {Change in profit / Change in sales} * 100  

4. {Change in contribution / Change in sales} * 100  

  

BREAK EVEN POINT [BEP]:-  

1. Fixed cost / Contribution per unit  [in units]  

2. Fixed cost / P/V Ratio [in value] (or) Fixed Cost * Sales value per unit  

1. (Sales – Variable cost per unit)  
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MARGIN OF SAFETY [MOP]  

1. Actual sales – Break even sales  

2. Net profit / P/V Ratio  

3. Profit / Contribution per unit  [In units]  

3. Sales unit at Desired profit = {Fixed cost + Desired profit} / Cont.  per unit  

4. Sales value for Desired Profit = {Fixed cost + Desired profit} / P/V Ratio  

5. At BEP Contribution = Fixed cost  

  

             Change in total cost  

Variable cost Ratio =  X100     

    Change in total sales  

  

6. Indifference Point = Point at which two Product sales result in same amount of profit   

  

= Change in fixed cost  

 (in units)  

Change in variable cost per unit  

 = Change in fixed cost  (in units)  

 

Change in contribution per unit   =Change in Fixed cost  

 Change in Variable cost ratio    

  

 

7. Shut down point = Point at which each of division or product can be closed   

  

= Maximum (or) Specific (or) Available fixed cost  

P/V Ratio (or) Contribution per unit  

 If sales are less than shut down point then that product is to shut down.  

  

Note  

1. When comparison of profitability of two products if P/V Ratio of one product is greater  

Than P/V Ratio of other Product then it is more profitable.  

2. In case of Indifference point if, (Sales Indifference point)  

a. Select option with higher fixed cost (or) select option with lower fixed cost.  

Change in P/Ratio  
(Rs.)  

= Change in Fixed cost  (Rs.)  
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‘’Operating Costing’’ 

 Meaning:-Service costing or operation costing is normally used in service sector. It is a method of costing 

applied t to entities which provide services rather than production of goods. 

This method is applicable on internal or external services. If services are used by departments within the 

organization called internal services, but if services are sold to outsiders at a price to yield profit is called 

external service. 

E.g.: Power produced may be used captivity by various production departments within the organization and 

part of it may be for sale to outsiders. Same can be said about transport services, gas supply or canteen 

services, etc. and for all these services, service costing technique can be used to calculate cost. 

 Service costing is nothing but a variant of unit costing. So the principal of unit costing is applicable in 

service costing. 

 Characteristics: The main features of service costing are as follows: 

 These Chapter deals with Calculation of Cost for Service Orientated Organization. 

 E.g.:- Hospitals, Theaters, Transportation Services, Educational Institution, Etc. 

 It deals with determination of cost of services i.e. intangible products. 

 It resembles unit costing because the total cost incurred during a period on a service divided by the 

number of cost units of the service gives cost per unit of service. 

 The proportion of fixed costs is generally higher as compared to variable and semi variable cost. 

 Services provided by .different organizations may be qualitatively different. Hence their cost may be 

different like cost of a ordinary bus and cost of AC bus is different yet providing same services. 

 Various costs in providing services may be categorized as. Fixed charges and Variable charges. 

 The cost unit may be simple or composite. 

 

The cost of service  or unit usually used in the following service undertaking below: 

 Transport service  - Passenger km, Quintal km, Tonne km 

 Supply service  - Kw hr., Cubic meter, per kg, per litre 

 Hospital   - Patient per day, room per day, per bed, per operation 

 Canteen  - per item, per meal etc. 

 Cinema  - per ticket. 

 Absolute tonne-km  - absolute tonne  X  km 

e.g. 20*80km + 12*120km + 16*160km = 5600 tonne km 

 Commercial tonne km Avg. load   X   total km 

 

 Cost Unit: There are large varieties of services and therefore, there are different cost units for different 

services. Selection of a suitable cost unit for each service sometimes provides difficult. For some services 

cost units are simple involving only one characteristic, whereas in other cases, it may be composite reflecting 

two or more characteristic which is called as composite costing. 
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Examples of simple cost unit Examples of composite cost unit 

Nature of service Cost unit Nature of service Cost unit 

Taxi per kilometer Bus or Train journey per passenger-km 

Hire of a complete bus per kilometer Goods carriage in a train, truck etc. Per ton-km 

Hire of a complete truck per kilometer Hospital Per bed per day 

Course in a college per student Hotel room Per room per day 

Banquet hall per day   

 

 We have to Calculate Cost & Quantity for Period of Operation. 

 At the time of calculation cost Proper classification should be adopted in respect of variable cost, fixed 

cost & Semi variable cost. 

 Variable Cost include those expenses which fully change according to the level of activity or level of 

Quantity. 

 Fixed Cost are those Cost which change according to time Factor & doesn't have any relation with the 

quantity involves. 

 Normally Expenses like Rent, Depreciation, Interest, Etc. are time based expenses or fixed expenses. 

 Whenever we come across semi-variable expenses we have to divide into parts i.e. Variable Cost and 

Fixed Cost. Normally Maintenance cost is semi variable cost. 

 

 Broad areas of operating costing: This method of costing is used wherever any type of service is to be 

costed involving costs measurable in terms of money. These services may broadly be categorized as: 

 Transport services like Taxi, Bus, Truck, Railway, Tramway, and Airline. 

 Supply services like Electricity/power supply, Gas supply, Steam supply, Water supply.  

 Welfare services like Education, Healthcare, Canteen, Hotels, and Libraries. 

   

 Importance/Benefits of operating costing 
 Full utilization of fixed cost. Ensuring that fixed costs incurred on provision of services are fully 

utilized:- 

 Appropriate attention toward maintenance cost. Ascertaining that the maintenance of facilities is 

neither neglected nor excess cost is incurred on maintenance. 

 Optimum level of cost: Keeping operating cost at the optimum level. 

 Cost control: Comparing cost of providing a service during a period with the cost incurred in the same 

org. during the previous period, or by other organizations in the same period. This enables cost control. 

 Evaluation of available alternatives: Evaluating alternatives, e.g., carry freight by tempo, truck etc. 

 Make or buy. Determining whether to produce a service or buy it from outside, e.g., whether to generate 

power through a captive power plant or buy it from outside, or trucks or use hired trucks, etc. 

 Determining selling price: In case of production of service for sale to outsiders, the cost per unit of 

service need to be ascertained for determining selling price and profitability of services. 
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’’Process Costing’’ 

 Meaning of Process Costing 

Process costing is a method of costing under which all costs incurred is accumulated for each stage/process 

,production and the cost per unit of production is computed for each process . Cost per unit is computed by 

dividing the total cost of each process by the normal output of that process- 

 Features of Process Costing  

 The production is continuous  

 The product is homogeneous. 

 The processes are standardized. 

 The output of one process becomes the input of another process. The output of the last process is 

transferred to Finished Stock A/c. Costs are collected process-wise. 

 Cost per unit is computed at the end of period by dividing the total cost of each process by the normal 

output of that process.       

Process Costing is applied on: - Paper Industry, Chemical Industries, Sugar Industries, and Crude 

Oil Refineries etc.     

    Process Account 

 Qty Rate Amt  Qty Rate Amt 

To Direct Material xx xx xx By Sale of Scrape xx xx xx 

To Indirect Material xx xx xx By Sale of Wastage xx xx xx 

To Direct Labour xx xx xx By Normal Loss xx xx xx 

To Indirect Labour xx xx xx By Sale of Output xx xx xx 

To Direct Exp xx xx xx 
By Loss on sale of 

Output 
xx xx xx 

To Indirect Exp xx xx xx 
By Output transferred to 

Next Process 
xx xx xx 

To Abnormal Gain xx xx xx     

To Profit on sale of 

Output 
xx xx xx     

 xx xx xx  xx xx xx 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 67 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

Whenever it is possible to divide production procedure into separate function, then cost is calculated for each 

function separately by preparing Process Account. Process account will include all cost upto fact level. 

Following are the Important Terms:- 

1] Normal Loss:- 

        It represent Expected Loss of Output quantity which cannot be controlled. Such Quantity is estimated on 

the basis of Previous Experience. If Such Loss doesnot have sale value then it reflect as normal loss. 

2] Expected Output = Input Quantity - Normal Loss 

3]  

 

4] Abnormal Loss:- 

        When actual Output obtained is lower as compare Expected output, then such loss of output is known as 

Abnormal Loss. Abnormal Loss take place due to Negligence. 

                    Abnormal Loss Account    Dr......        xx 

                            To Process Account                                        xx 

 

5] Abnormal Gain 

            When Actual output obtained is higher as compare to Expected Output, then such Extra output 

obtained is considered as Abnormal Gain.  

                        Process Account     Dr....                xx 

                                To Abnormal Gain Account                xx 

 

Note: - Effect of Abnormal Loss or Gain will be given only when actual output is given in the question.  

 Input i.e. no of basic units of raw material introduced 

 Cost of units of basic raw material introduced. 

 Number of units of expected normal Loss = Input X Expected % of Normal Loss 
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 Realizable value of units Normal Scrap= Units of Normal Scrap X Scrap Value per unit  

(Note: Units of Normal wastage have no recoverable value) 

 Number of units of Abnormal Loss = Expected output (i.e. Input -Normal Loss) -Actual Output. 

 Cost of Abnormal Loss=  

(Total Cost Incurred - Scrap Value of Normal Loss)  X  Units of Abnormal Loss  

Input- Units of Normal Loss  

Note: Total Cost= Basic Raw Materials Cost + Direct Materials Cost + Direct Wages Cost + Production 

Overheads + Cost of Rectification of Normal Defectives 

 No. of Units transferred to Next process        

 Cost of Output transferred to next Process  

 = (Total Cost Incurred - Scrap Value of Normal Loss) X Unit of Output trf. To Next Process  

    Input- Units of Normal Loss  

 No. of Units transferred to process Stock A/c  

 Cost of Output transferred to process Stock A/c  

 = (Total Cost Incurred - Scrap Value of Normal Loss) X Unit of Output trf. Process Stock A/c  

    Input- Units of Normal Loss  

 No. of Units of Output Sold  

 Cost of Output Sold  

 = (Total Cost Incurred - Scrap Value of Normal Loss) X Unit of Output Sold  

    Input- Units of Normal Loss  

 Number of units of Abnormal Gain = Actual Output -Expected output (i.e. Input-Normal Loss).  

 Cost of Abnormal Gain  

 = (Total Cost Incurred - Scrap Value of Normal Loss) X  Unit of Abnormal Gain 

    Input- Units of Normal Loss  

EQUIVALENT PRODUCTION  

        In the Process Problem WIP is involved, then Equivalent Production Treatment will be apply. The cost of  the 

process will be allocated between completed output and Incomplete Output depending on the level of completion 

derived in the current period. 

Equivalent Production for the 1st Process using FIFO order:- 
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        The opening WIP will be completed 1st & then fresh input will be completed, due to this Closing is available out 

of fresh Input. Following steps will be followed as working Note. 

STEP I: -    Prepare Process Account with Qty Data 

STEP II: -    Division of output quantity (using FIFO) 

STEP III: -    Statement of Equivalent Production       (QTY) 

Particulars Material Labour Fact. Overheads 

Opening WIP completed in current period (Apply Balance 

%) 
xx xx xx 

Output from current Input (Always 100%) xx xx xx 

Closing WIP completed in current period (Apply % Given) xx xx xx 

Abnormal Loss (If scrape completion % is given then apply 

that % otherwise 100%) 
xx xx xx 

(-) Abnormal Gain (always 100%) xx xx xx 

        

Equivalent Quantity xx xx xx 

Step IV Statement pf Equivalent Cost 

  Material Labour Factory Overheads 

  Rs. Rs. Rs. 

Cost incurred in Current Period xx xx xx 

(-) Sale of Scrape xx xx xx 

Net Cost xx xx xx 

Equivalent Qty xx xx xx 

Equivalent C.P.U x x x 

Step V: - Valuation Procedure 
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Part I Value of completed Output 

   (A)    Value of opening WIP completed       

            Opening Cost B/d   (given in the Problem)                       xx 

            (+) Current cost                                                                 xx 

                [Equivalent Qty X Equivalent C.P.U]                                  

                                                                                                      xx    

(+)        Value of Output From Current Input  

            [Equivalent Qty X Total Equivalent C.P.U]                    xx       

                                                                                                   xx      

Part II Value of closing WIP 

               Equivalent Qty    X Equivalent CPU 

Part III Value of Abnormal Loss 

                  Equivalent Qty    X Equivalent CPU 

Part IV     Value of Abnormal Gain 

                 Equivalent Qty    X Equivalent CPU 

   After these working prepare Process Account which must tally.      

         

   Weighted Average Method  

Under Weighted Average Method, no distinction is made between units which are partially completed in 

ceding period and those units which are started and completed during the period. Cost of Opening entry is 

added element wise to cost incurred during the process and total, thus arrived at, is divided by „ total of the 

following: 

 Units Completed during the year. 

 Closing WIP Equivalent units. 

 Abnormal Loss Equivalent units, if any.  
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Following points should be noted in this regard: 

a. Average Cost per equivalent unit for each element of cost is calculated as follows:  

=Cost of Opening WIP + Cost incurred during the Current Period 

Equivalent Production Units 

b. Cost of units completed & transferred = No. of units completed & transferred X Average Cost per 

equivalent Unit 

c. Cost of Closing WIP for each element = Equivalent No. of units of Closing WIP X Average Cost per 

equivalent Unit 

d. Normal Loss is not added to equivalent production. However the realizable value of normal scrap is 

deducted from the cost of materials so as to calculate the net materials cost which is used as a basis 

for calculating the material cost per equivalent unit. 

e. Abnormal Loss is added to equivalent production on the basis of degree of completion in respect of 

each element of cost. If nothing is specified regarding degree of completion then, Abnormal loss 

units are taken as 100% complete in respect of all elements of cost. 

Inter Process Profit 

The difference between cost and transfer price is known as inter-process profits. Transfer price may be 

market price or cost plus a fixed percentage of profit. In some industries, the output of one process is 

transferred to the next process not at a cost but at market value or cost plus a percentage of profit This is 

called transfer price. 

  Advantages:- 

 Each process is made to stand by itself as to the profitability. 

 It is possible to compare cost of output and market value at each stage of completion 

 It is easier to fix responsibility of Process Managers for Cost Control. 

  Disadvantages:- 

 It is a complicated method involving transfer-pricing considerations. The determination of 

appropriate. Transfer Price is not a simple affair. 

 It might promote conflicts and misunderstanding among managers on comparative profitability 

 It requires reconciliation between profits booked at each stage and actual realized profit since it 

shows profits locked up in unsold stock.   
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‘’Joint Product & By 

Product’’ 

 MEANING OF JOINT PRODUCTS 

Joint products represent two or more products of almost equal importance which are produced in 

natural proportions simultaneously from the same materials in the same process. These products 

may be saleable without further processing or after further processing. 

 Features of joint Products 

 Joint products are of almost equal importance. In other words, no single one of them can be 

regarded as the main product. 

 These are produced in natural proportions. In other words, proportion of such products 

cannot be changed at the will of the management. 

 These are produced simultaneously from the same material. 

 These are produced simultaneously in the same process. 

 

 Meaning of Co-Products 

Co -products represent two or more products which are contemporary but are not necessarily 

produces in natural proportions from the same material in the same produces. 

For example, wheat, and grain produces in two separate farms with separate processing of 

cultivation. Similarly, timber board made from different trees is Co-products. 

 MEANING OF JOINT COSTS AND SUBSEQUENT COSTS 

Split off point or Separation point refers to that stage in the manufacturing process at which the 

products get separated and become separately identifiable. 

 Meaning of Joint Costs 

Joint costs refer to the total costs incurred up to the split off point when the products get separated. S "ce 

these costs cannot be directly allocated to individual products produces, there arises a problem, How to 

apportion the joint costs to various products produced.  

 Meaning of Subsequent costs 

Subsequent costs refer to the that costs incurred after the split off point on further processing of products Si 

nee these costs can be directly allocated t individual products produces, there is no problem . 

Subsequent costs = Subsequent materials costs +Subsequent processing costs + Selling & Distribution costs 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 73 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

ACCOUNTING FOR JOINT PRODUCT: Accounting for joint Product means the apportionment of 

joint costs to each of the joint product.  

Importance of Apportionment of Joint costs 

 Apportionment of joint costs serves the following objectives: 

 To determent the cost per unit of product 

 To value the closing inventory of each products. 

 To determine the selling price of each product. 

 To determent the profit/loss on sale of each products. 

METHODS OF APPORTIONING JOINT COSTS OVER JOINT PRODUCTS 

The various methods of apportioning joint costs over joint products are as follows: 

 Physical Unit Method 

 Average Unit Cost Method 

 Survey Method/Point Values Method 

 Contribution Margin Method 

 Market Value at Separation Point Method 

 Market Value after further Processing Method 

 Net Realizable Value method  

 Reverse Cost Method   

Distinction between Joint Products and co-Products 
Joint Products can be distinguished from Co-products in the following respects: 

Basic of Distinction Joint products Co-products 

(a) Production These are produced in natural 

proportions which can not be changed 

by the management. 

These are mot produced in natural proportion. 

Proportion of such products can be changed by 

the management. 
(b) Material These produces from the same 

material. 

These need not necessarily be produced from 

the same materials. 
(c) process These are produces from the same 

process. 

These need not necessarily be produces in the 

same process. 
(d) Importance 

These are of almost equal importance. 

These need not necessarily be of equal 

importance. 
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 ‘’ACTIVITY BASED COSTING’’ 

Introduction: 

The ABC classification process is an analysis of a range of objects, such as finished products, items lying 

in inventory or customers into three categories. It's a system of categorization, with similarities to Pareto 

analysis, and the method usually categorizes inventory into three classes with each class having a different 

management control associated. 

The ABC Analysis is a business term used to define an inventory categorization technique often used in 

materials management. It is also known as Selective Inventory Control. Policies based on ABC analysis: 

 

 A ITEMS: very tight control and accurate records. 

 B ITEMS: less tightly controlled and good records. 

 C ITEMS: simplest controls possible and minimal records. 

 

The ABC analysis provides a mechanism for identifying items that will have a significant impact on overall 

inventory cost, while also providing a mechanism for identifying different categories of stock that will 

require different management and controls. 

The ABC analysis suggests that inventories of an organization are not of equal value. Thus, the 

inventory is grouped into three categories (A, B, and C) in order of their estimated importance. 

 

'A' items are very important for an organization. Because of the high value of these ‘A’ items, frequent 

value analysis is required. In addition to that, an organization needs to choose an appropriate order pattern 

(e.g. ‘Just- in- time’) to avoid excess capacity. 

'B' items are important, but of course less important than ‘A’ items and more important than ‘C’ items. 

Therefore ‘B’ items are intergroup items. 

'C' items are marginally important.    

 

 ABC analysis categories 

There are no fixed threshold for each class, different proportion can be applied based on objective and 

criteria. ABC Analysis is similar to the Pareto principle in that the 'A' items will typically account for a 

large proportion of the overall value but a small percentage of number of items. 

Example of ABC class are 

‘A’ items – 20% of the items accounts for 70% of the annual consumption value of the items. 

‘B’ items - 30% of the items accounts for 25% of the annual consumption value of the items. 

‘C’ items - 50% of the items accounts for 5% of the annual consumption value of the items. 

Another recommended breakdown of ABC classes: 

"A" approximately 10% of items or 66.6% of value 

"B" approximately 20% of items or 23.3% of value 

"C" approximately 70% of items or 10.1% of value  
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 Objectives of Activity based costing: The objectives of Activity Based Costing are as under ~ 

 To improve product costing 

 To identify non-value adding activities in the production process which will give a suitable focus for 

attention or elimination of such activities. 

 To provide required information for decision making. 

 To reduce the frivolous (nonessential) use of common resources. 

 To encourage managers to evaluate the efficiency of internally provided services. 

 

 Features of ABC analysis: The features are as under:-  

 

 ABC is a two stage product costing method that first assigns costs to activities and then allocates them to 

product based on the each product’s consumptions of Activities 

 ABC is based on the concept that products consume activities and activities consume resources. So cost 

shall be allocated on basis of activity 

 ABC can be used by any organization that wants a better understanding of the costs of goods and services. It 

provides, including manufacturing, service, and even non-profit organizations. 

  

 STAGES IN DEVELOPED ABC SYSTEM: 

            The steps required to develop an ABC system are as follows: 
 Step 1: IDENTIFY RESOURES: - Resources represent the expenditure of an organization. These are the 

same costs that are represented in a traditional accounting, ABC links these cost to products, customers or 

services. 

 Step2.IDENTIFY ACTIVITIES: - Activities represent the work performed in an organization. ABC 

accounts for the costs based on what activities caused them to occur. By determining the actual activities that 

occur in various departments it is then possible to more accurately relate these costs to customers, products 

and services. 

 Step 3.IDENTIFY COST OBJECTS: - ABC provides profitability by one or more cost object. Cost object 

profitability is utilized to identify money-losing customers to validate separate divisions or business units. 

Defining outputs to be reviewed is an important. Step in a successful ABC implement action. 

 Step 4.DETERMINE RESOURCE DRIVERS:- Resource drivers provide the link between the expenditure 

of an Organization and activities performed within the Organization. 

 Step 5 DETERMINE COST DRIVERS: - Determination of cost drivers completes the last stage of the 

model.  Cost drivers trace or links the cost of performing certain activities to cost objects. 
Simply, 

                                                  Total cost of activity (cost pool) 

        Activity cost driver rate = --------------------------------------------- 

                                                            Activity cost driver 

 Step 6 Assign Costs to the cost objects using the formula:  costs = resources consumed * activity cost 

driver rate 
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 Importance of activity based costing: We can summarize the importance of ABC as under: 

 To link the cost to its causal factor - i.e. the Cost Driver. 

 To identify costs of activities rather than cost centers. 

 To ascertain product costs with greater accuracy by relating overheads to activities 

 To assist managers in budgeting and performance measurement. 

 To help in cost control and cost reduction, as well as improved profitability. 

 To provide valuable economic information to support a company's operational improvement and 

customer satisfaction programs. 

 Limitations of activity based costing: Activity based costing help managers in decision making. 

However activity based costing has certain limitations or disadvantages which as are under: 

 Implementing an ABC system requires substantial resources, which is costly to maintain. 

 Activity Based Costing is a complex system which needs lot of record for calculations. 

 Activity based costing data can be easily misinterpreted and must be used with care when used in 

decision making. Managers must identify which costs shall be included for the decisions at hand. 

 Areas where activity based costing is used: The areas in which activity based information is used for 

decision making are as under: 

1) Activity costs: ABC is designed to track the cost of activities, so we can use it to see if activity costs are 

in line with industry standards. 

2) Customer profitability: Though most of the costs incurred for individual customers. An ABC system 

can sort through these additional overhead costs and determine which customers are actually providing a 

reasonable profit. This analysis may result in some unprofitable customers being turned away, or more 

emphasis being placed on those customers who are contributing more in profits. 

3) Distribution cost: Organization uses a variety of distribution channels to sell its products, such as retail, 

Internet, distributors, and mail order catalogs. By using ABC, we can make decisions to alter how 

distribution channels are used, or even to drop unprofitable channels. 

4) Make or buy: ABC enables the manager to decide whether he should get the activity done within the 

firm or outsource the same. Outsourcing may be done if the firm is incurring higher overhead costs as 

compared to the outsourcer or vice-versa. 

5) Margins: With proper overhead allocation from an ABC system, we can determine the margins of 

various products, product lines, and entire subsidiaries. 

6) Minimum price: ABC is very good for determining which overhead costs should be included in 

determining minimum price, depending upon the circumstances under which products are being sold.  
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’’Cash flow statement’’ 
 

 Introduction: A Cash flow statement is a statement which shows' the inflows (receipts) and outflows 

(payment) of cash during a given period. It analyses the reasons for changes in balance of cash and cash 

equivalent between the two balance sheet dates. Meaning of term cash and cash equivalent is as follows: 

 

 Cash: Cash comprises cash in hand and demand deposits with banks. Demand deposit refers to 

those deposits which are repayable by bank on demand of deposit holder. 

 

 Cash equivalent: Cash equivalent are short term highly liquid asset assets which can be easily 

convertible into cash. Example of cash equivalent are treasury bills, commercial paper, preference 

share acquired just few days before there redemption period etc.     

 

Classification of cash flow statements: The cash flow statement is divided into 3 main categories 

which are as follows: 

 

Operating activities: Cash flow from operating activities includes inflow and outflow of cash from major 

operations of activities and includes cash flow from other than investing and financing activities. Following 

are examples of cash flow from operating activities: 

 Cash receipts from sale of goods and rendering of services. 

 Cash receipts from royalty fees, commission and other revenue. 

 Cash payments to suppliers or goods and services. 

 Cash payments to and on behalf of employees. 

 Cash payments or refunds of income tax unless they can be specifically identified with financing 

and investing activities. 

 

Investing activities: Cash flow from investing activities involves inflows and outflows by acquisition and 

disposal of long term assets. Some of the examples of investing activity are as follows: 

 Cash payments to acquire fixed assets both tangible and intangibles. 

 Cash receipts from sale of fixed assets both tangible and intangibles. 

 Cash receipts of insurance claim against accidental property. 

 Cash receipts from interest and dividend. 

 

Financing activities: Financing activity refers to those activities which results into change in shareholders 

capital and borrowings of the entity. Following are the examples of financing activities: 

 Cash receipts from issue of shares. 

 Cash receipts from issue of debenture, bonds, loans and other short term borrowings. 

 Cash payment of interest on loan, debenture and dividend of shares, dividend tax. 
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Distinguish between Cash Flow and Fund Flow statement. Answer  

The points of distinction between cash flow and funds flow statement are as below:  

Cash flow statement  Funds flow statement  

(i) It ascertains the changes in balance of cash in 

hand and bank.  

(i) It ascertains the changes in financial 

position between two accounting periods.  

(ii) It analyses the reasons for changes in balance 

of cash in hand and bank  

(ii) It analyses the reasons for change in 

financial position between two balance sheets  

(iii) It shows the inflows and outflows of cash.  (iii) It reveals the sources and application of 

finds.  

(iv) It is an important tool for short term analysis.  (iv) It helps to test whether working capital 

has been effectively used or not.  

(v) The two significant areas of analysis are cash 

generating efficiency and free cash flow.  

Cash Flow and Funds Flow Statements  

Both funds flow and cash flow statements are used in analysis of past transactions of a business firm. The 

differences between these two statements are given below:  

1. Funds flow statement is based on the accrual accounting system. In case of preparation of cash flow 

statements all transactions effecting the cash or cash equivalents only is taken into consideration.  

2. Funds flow statement analyses the sources and application of funds of long-term nature and the net 

increase or decrease in long-term funds will be reflected on the working capital of the firm. The cash flow 

statement will only consider the increase or decrease in current assets and current liabilities in calculating the 

cash flow of funds from operations.  

3. Funds Flow analysis is more useful for long range financial planning. Cash flow analysis is more 

useful for identifying and correcting the current liquidity problems of the firm.  

4. Funds flow statement tallies the funds generated from various sources with various uses to which they 

are put. Cash flow statement starts with the opening balance of cash and reach to the closing balance of cash 

by proceeding through sources and uses.  
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a) Format of cash flow statement by using direct method: Cash Flow Statement (Direct Method) 
A. Cash flows from operating activities  
Cash receipts from customers  

Cash paid to suppliers and employees  
Cash generated from operations  

Income taxes paid  

Cash flow before extraordinary item  
Proceeds from earthquake disaster settlement  
Net Cash from operating Activities  

B. Cash flows from investing activities 
 

Purchase of fixed assets  
Proceeds from sale of fixed assets  
Sale of investments  
Purchase of investments  
Interest received  
Dividend received  
Loans to subsidiaries  
Net Cash from investing Activities  

C. Cash flows from financing activities 
 

Proceeds from issuance of share capital  

Proceeds from long-term borrowings  
Repayments of long-term borrowings  
Interest paid  

Dividend paid  

Net Cash from financing Activities  
Cash flows from operating activities by using indirect method: 
Net profit before tax and extraordinary items 

Adjustments for: 

Depreciation 

Foreign exchange 

Investments 

Gain or loss on sale of fixed assets 
Interest/dividend 

Operating profit before working capital changes. 
Adjustments for: 
Trade & other receivables 

Inventories 
Trade payables 

Cash generation from operations 

Direct taxes 

Cash before extraordinary items 
Net Cash from operating Activities. 
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‘’RATIO ANALYSIS ‘’ 

It is a tool of financial statements which calculate to the operating performance and financial position of a 
firm. It is very helpful at the time of interpretation of Financial statement.   

It refers to the systematic use of ratios to interpret the financial statements in terms of the operating 
performance and financial position of a firm.  It involves comparison for a meaningful interpretation of the 
financial statements. 

In view of the needs of various uses of ratios the ratios, which can be calculated from the accounting 
data are classified into the following broad categories 

Ratios 

Liquidity Ratio 

Profitability 
Ratios 

Turnover Ratio 

      Solvency Or 
Leverage ratios 
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A.  LIQUIDITY RATIO 

 

It measures the ability of the firm to meet its short-term obligations that is capacity of the firm to pay its 

current liabilities as and when they fall due.  Thus these ratios reflect the short-term financial solvency of a 

firm.  A firm should ensure that it does not suffer from lack of liquidity.  The failure to meet obligations on 

due time may result in bad credit image, loss of creditors confidence, and even in legal proceedings against 

the firm on the other hand very high degree of liquidity is also not desirable since it would imply that funds 

are idle and earn nothing.  So therefore it is necessary to strike a proper balance between liquidity and lack of 

liquidity. 

The various ratios that explains about the liquidity of the firm are 

1. Current Ratio 

2. Acid Test Ratio / quick ratio 

3. Absolute liquid ration / cash ratio 

 

1. CURRENT RATIO 
 

The current ratio measures the short-term solvency of the firm.  It establishes the relationship between current 

assets and current liabilities.  It is calculated by dividing current assets by current liabilities. 
 

                                                      Current Assets 

   Current Ratio = ------------------------ 

                               Current Liabilities 

Current assets include cash and bank balances, marketable securities, inventory, and debtors, excluding 

provisions for bad debts and doubtful debtors, bills receivables and prepaid expenses.  Current liabilities 

includes sundry creditors, bills payable, short- term loans, income-tax liability, accrued expenses and 

dividends payable. 

 

2. ACID TEST RATIO / QUICK RATIO 
 

It has been an important indicator of the firm’s liquidity position and is used as a complementary ratio to the 

current ratio.  It establishes the relationship between quick assets and current liabilities.  It is calculated by 

dividing quick assets by the current liabilities. 

 

                           Quick Assets 

   Quick Ratio = ---------------------- 

                             Current Liabilities 

      

              Quick Assets = Current Assets - Inventories 
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Quick assets are those current assets, which can be converted into cash immediately or within reasonable short 

time without a loss of value.  These include cash and bank balances, sundry debtors, bill’s receivables and 

short-term marketable securities. 

 

 

3. ABSOLUTE LIQUID RATION / CASH RATIO 
It shows the relationship between absolute liquid or super quick current assets and liabilities.  Absolute liquid 

assets include cash, bank balances, and marketable securities. 

 

Absolute liquid ratio = Absolute liquid assets 

                          Current liabilities 

B.  TURNOVER RATIO 

 

Turnover ratios are also known as activity ratios or efficiency ratios with which a firm manages its current 

assets.  The following turnover ratios can be calculated to judge the effectiveness of asset use. 

1. Inventory Turnover Ratio 

2. Debtor Turnover Ratio 

3. Creditor Turnover Ratio 

4. Assets Turnover Ratio 

 

1.  INVENTORY TURNOVER RATIO 
 

This ratio indicates the number of times the inventory has been converted into sales during the period.  Thus 

it evaluates the efficiency of the firm in managing its inventory.  It is calculated by dividing the cost of 

goods sold by average inventory. 

                                       Cost of Goods Sold  

  Inventory Turnover Ratio = --------------------------- 

                                         Average Inventories  

      

         Average Inventories = (Beginning Inventories + Ending Inventories) / 2 

 

2.  DEBTOR TURNOVER RATIO 
This indicates the number of times average debtors have been converted into cash during a year.  It is 

determined by dividing the net credit sales by average debtors. 
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                                                                                   Net Sales  

  Accounts Receivable Turnover Ratio = ----------------------------------- 

                                                                  Average Accounts Receivable  

      

          Average Accounts Receivable= (Beginning Accounts Receivable + Ending Accounts Receivable) / 2 

When the information about credit sales, opening and closing balances of trade debtors is not available then 

the ratio can be calculated by dividing total sales by closing balances of trade debtor 

Debtor Turnover Ratio = Total Sales 

  Trade Debtors 

 

3.  CREDITOR TURNOVER RATIO 
It indicates the number of times sundry creditors have been paid during a year.  It is calculated to judge the 

requirements of cash for paying sundry creditors.  It is calculated by dividing the net credit purchases by 

average creditors. 

                   Net Credit Purchase  

    Creditor Turnover Ratio = ----------------------------------- 

                                Average Trade Creditor 

Net credit purchases consist of gross credit purchases minus purchase return 

When the information about credit purchases, opening and closing balances of trade creditors is not 

available then the ratio is calculated by dividing total purchases by the closing balance of trade creditors. 

Creditor Turnover Ratio = Total purchases 

Total Trade Creditors 

 

4.  ASSETS TURNOVER RATIO 
The relationship between assets and sales is known as assets turnover ratio.  Several assets turnover ratios 

can be calculated depending upon the groups of assets, which are related to sales. 

a) Total asset turnover. 

b) Net asset turnover 

c) Fixed asset turnover 

d) Current asset turnover 

e) Net working capital turnover ratio 
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a. TOTAL ASSET TURNOVER 
This ratio shows the firm’s ability to generate sales from all financial resources committed to total assets.  It 

is calculated by dividing sales by total assets. 

           Total Sales 

    Total asset turnover = ------------------------------- 

                                   Total Assets   

b. NET ASSET TURNOVER 

This is calculated by dividing sales by net assets. 

       Total Sales 

    Net asset turnover = ------------------------------- 

                                   Net Assets   

Net assets represent total assets minus current liabilities.  Intangible and fictitious assets like goodwill, 

patents, accumulated losses, deferred expenditure may be excluded for calculating the net asset turnover. 

 

c. FIXED ASSET TURNOVER 
This ratio is calculated by dividing sales by net fixed assets. 

                  Total Sales 

    Fixed asset turnover = ------------------------------- 

                                     Net Fixed Assets   

Net fixed assets represent the cost of fixed assets minus depreciation. 

 

d. CURRENT ASSET TURNOVER 
It is divided by calculating sales by current assets 

                  Total Sales 

   Current asset turnover =   ------------------------------- 

                                  Current Assets 

e. NET WORKING CAPITAL TURNOVER RATIO 
A higher ratio is an indicator of better utilization of current assets and working capital and vice-versa (a 

lower ratio is an indicator of poor utilization of current assets and working capital).  It is calculated by 

dividing sales by working capital. 
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                           Total Sales 

   Net working capital turnover ratio =   ------------------------------- 

                                        Working Capital 

Working capital is represented by the difference between current assets and current liabilities. 

 

C.  SOLVENCY OR LEVERAGE RATIOS 

 

The solvency or leverage ratios throws light on the long term solvency of a firm reflecting it’s ability to assure 

the long term creditors with regard to periodic payment of interest during the period and loan repayment of 

principal on maturity or in predetermined instalments at due dates. There are thus two aspects of the long-term 

solvency of a firm. 

a. Ability to repay the principal amount when due 

b. Regular payment of the interest. 

The ratio is based on the relationship between borrowed funds and owner’s capital it is computed from the 

balance sheet, the second type are calculated from the profit and loss a/c.  The various solvency ratios are 

1. Debt equity ratio  

2. Debt to total capital ratio  

3. Proprietary (Equity) ratio  

4. Fixed assets to net worth ratio  

5. Fixed assets to long term funds ratio  

6. Debt service (Interest coverage) ratio  

  

1.  DEBT EQUITY RATIO 

Debt equity ratio shows the relative claims of creditors (Outsiders) and owners (Interest) against the assets of the 

firm.  Thus this ratio indicates the relative proportions of debt and equity in financing the firm’s assets.  It can be 

calculated by dividing outsider funds (Debt) by shareholder funds (Equity) 

                                                                 Total Liabilities  

  Debt to Equity Ratio = ---------------------------------- 

                                        Total Stockholders' Equity  

The outsider fund includes long-term debts as well as current liabilities.  The shareholder funds include equity 

share capital, preference share capital, reserves and surplus including accumulated profits.  However fictitious 
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assets like accumulated deferred expenses etc. should be deducted from the total of these items to 

shareholder funds.  The shareholder funds so calculated are known as net worth of the business. 

 

2.  DEBT TO TOTAL CAPITAL RATIO 
                                                    Total Debts 

  Debt to total capital ratio = ---------------------------------- 

     Total Assets 

3.  PROPRIETARY (EQUITY) RATIO 
This ratio indicates the proportion of total assets financed by owners.  It is calculated by dividing proprietor 

(Shareholder) funds by total assets. 

                                                  Shareholder funds 

   Proprietary (equity) ratio = ---------------------------------- 

     Total Assets 

4.  FIXED ASSETS TO NET WORTH RATIO 
This ratio establishes the relationship between fixed assets and shareholder funds.  It is calculated by 

dividing fixed assets by shareholder funds. 

                                                      Fixed Assets X 100 

   Fixed assets to net worth ratio = ---------------------------------- 

          Net Worth 

The shareholder funds include equity share capital, preference share capital, reserves and surplus including 

accumulated profits.  However fictitious assets like accumulated deferred expenses etc. should be deducted 

from the total of these items to shareholder funds.  The shareholder funds so calculated are known as net 

worth of the business. 

 5.  FIXED ASSETS TO LONG TERM FUNDS RATIO 

Fixed assets to long term funds ratio establishes the relationship between fixed assets and long-term funds 

and is calculated by dividing fixed assets by long term funds. 

                                                       Fixed Assets X 100 

Fixed assets to long term funds ratio =   ---------------------------------- 

         Long-term Funds 
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6.  DEBT SERVICE (INTEREST COVERAGE) RATIO 
This shows the number of times the earnings of the firms are able to cover the fixed interest liability of  the 

firm.  This ratio therefore is also known as Interest coverage or time interest earned ratio.  It is calculated by 

dividing the earnings before interest and tax (EBIT) by interest charges on loans. 

                                                 Earnings before interest and tax (EBIT) 

Debt Service Ratio =   ------------------------------------------------- 

   Interest Charges 

PROFITABILITY RATIOS 

The profitability ratio of the firm can be measured by calculating various profitability ratios.  General two 

groups of profitability ratios are calculated. 

a. Profitability in relation to sales. 

b. Profitability in relation to investments. 

   

Profitability in relation to sales 

1. Gross profit margin or ratio 

2. Net profit margin or ratio 

3. Operating profit margin or ratio 

4. Operating Ratio 

5. Expenses Ratio  

1.  GROSS PROFIT MARGIN OR RATIO 
It measures the relationship between gross profit and sales.  It is calculated by dividing gross profit by sales. 

Gross profit is the difference between sales and cost of goods sold. 

https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625
https://www.facebook.com/ketan.sardana2
http://www.taxationlawcodes.com/


J M D                     T A X A T I O N  &  L A W  C O D E                    P a g e  | 88 

 
 

 

  Compiled By: KETAN SARDANA;ketanhsardana@gmail.com 
     Contact: - https://www.facebook.com/pages/Taxation-Law-CODES/185533964799625 
                       https://www.facebook.com/ketan.sardana2  
     Website: - www.taxationlawcodes.com  

  

2.  NET PROFIT MARGIN OR RATIO 
It measures the relationship between net profit and sales of a firm.  It indicates management’s efficiency in 

manufacturing, administrating, and selling the products.  It is calculated by dividing net profit after tax by 

sales. 

 

3.  OPERATING PROFIT MARGIN OR RATIO 
It establishes the relationship between total operating expenses and net sales.  It is calculated by dividing 

operating expenses by the net sales. 

 

 

Operating expenses includes cost of goods produced/sold, general and administrative expenses, selling and 

distributive expenses. 

 

4.  EXPENSES RATIO 
While some of the expenses may be increasing and other may be declining to know the behavior of specific 

items of expenses the ratio of each individual operating expenses to net sales should be calculated.  The 

various variants of expenses are 

 

Cost of goods sold = Cost of goods sold X 100 

Net Sales 

 

Administrative Expenses Ratio = Administrative Expenses X 100 

Net sales 

 

Selling and distribution expenses ratio = Selling and distribution expenses X 100 

Net sales 
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5.  OPERATING PROFIT  RATIO 
Operating profit margin or ratio establishes the relationship between operating profit and net sales.  It is 

calculated by dividing operating profit by sales. 

 

Operating profit margin or ratio = Operating Profit X 100 

   Net sales 

Operating profit is the difference between net sales and total operating expenses.  (Operating profit = Net 

sales – cost of goods sold – administrative expenses – selling and distribution expenses.) 

  

PROFITABILITY IN RELATION TO INVESTMENTS 

1. Return on gross investment or gross capital employed 

2. Return on net investment or net capital employed 

3. Return on shareholder’s investment or shareholder’s capital employed. 

4. Return on equity shareholder investment or equity shareholder capital employed. 

 

1.  RETURN ON GROSS CAPITAL EMPLOYED 

This ratio establishes the relationship between net profit and the gross capital employed.  The term gross 

capital employed refers to the total investment made in business.  The conventional approach is to divide 

Earnings after Tax (EAT) by gross capital employed. 

                                                     Earnings after Tax (EAT) X 100 

Return on gross capital employed =   ------------------------------------------------- 

        Gross capital employed 

2.  RETURN ON NET CAPITAL EMPLOYED 
It is calculated by dividing Earnings before Interest & Tax (EBIT) by the net capital employed.  The term 

net capital employed in the gross capital in the business minus current liabilities.  Thus it represents the 

long-term funds supplied by creditors and owners of the firm. 

                                                          Earnings before Interest & Tax (EBIT) X 100 

Return on net capital employed =   ------------------------------------------------- 

            Net capital employed 
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3.  RETURN ON SHARE CAPITAL EMPLOYED 
This ratio establishes the relationship between earnings after taxes and the shareholder investment in the 

business.  This ratio reveals how profitability the owners’ funds have been utilized by the firm.  It is 

calculated by dividing Earnings after tax (EAT) by shareholder capital employed. 

                                                          Earnings after tax (EAT) X 100 

Return on net capital employed =   ------------------------------------------------- 

        Shareholder capital employed 

4.  RETURN ON EQUITY SHARE CAPITAL EMPLOYED 
Equity shareholders are entitled to all the profits remaining after the all outside claims including dividends 

on preference share capital are paid in full.  The earnings may be distributed to them or retained in the 

business.  Return on equity share capital investments or capital employed establishes the relationship 

between earnings after tax and preference dividend and equity shareholder investment or capital employed 

or net worth.  It is calculated by dividing earnings after tax and preference dividend by equity shareholder’s 

capital employed. 

                                                  Earnings after tax (EAT), preference dividends X 100 

Return on equity share capital employed =   ------------------------------------------------- 

           Equity share capital employed 

 

 EARNINGS PER SHARE 
 

IT measure the profit available to the equity shareholders on a per share basis.  It is computed by 

dividing earnings available to the equity shareholders by the total number of equity share outstanding 

                                                       Earnings after tax – Preferred dividends (if any) 

                        Earnings per share =   ------------------------------------------------- 

        Equity shares outstanding 

 

 DIVIDEND PER SHARE 
 

The dividends paid to the shareholders on a per share basis in dividend per share.  Thus dividend per 

share is the earnings distributed to the ordinary shareholders divided by the number of ordinary shares 

outstanding. 
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Earnings paid to the ordinary shareholders         

 Dividend per share =   ------------------------------------------------- 

       Number of ordinary shares outstanding 

 

 

 DIVIDENDS PAY OUT RATIO (PAY OUT RATIO) 
 

It measures the relationship between the earnings belonging to the equity shareholders and the dividends 

paid to them.  It shows what percentage shares of the earnings are available for the ordinary shareholders 

are paid out as dividend to the ordinary shareholders.  It can be calculated by dividing the total dividend 

paid to the equity shareholders by the total earnings available to them or alternatively by dividing 

dividend per share by earnings per share. 

 

Dividend pay our ratio (Pay our ratio) = Total dividend paid to equity share holders 

Total earnings available to equity share holders 

Or 

Dividend per share 

Earnings per share 

 

 DIVIDEND AND EARNINGS YIELD 
 

While the earnings per share and dividend per share are based on the book value per share, the yield is 

expressed in terms of market value per share.  The dividend yield may be defined as the relation of 

dividend per share to the market value per ordinary share and the earning ratio as the ratio of earnings 

per share to the market value of ordinary share. 

 

Dividend Yield =  Dividend Per share 

Market value of ordinary share 

Or 

Earnings yield =      Earnings per share 

Market value of ordinary share 
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 PRICE EARNING RATIO 

 

The reciprocal of the earnings yield is called price earnings ratio.  It is calculated by dividing the 

market price of the share by the earnings per share. 

Price earnings (P/E) ratio = Market price of share 

          Earnings per share 

 

 Interest Coverage Ratio 
                                       Income Before Interest and Income Tax Expenses  

  Interest Coverage Ratio = ------------------------------------------------------- 

                                                            Interest Expense  

      

       Income Before Interest and Income Tax Expenses = Income Before Income Taxes + Interest Expense 

 

 

 ROA = Profit Margin X Assets Turnover Ratio 
        Net Income                          Net Income          Sales 

  ROA = ------------------------  = --------------  X ------------------------ 

    Average Total Assets  Sales       Average Total Assets  

         

                               Profit Margin = Net Income / Sales  

                       Assets Turnover Ratio = Sales / Averages Total Assets 

Financing of Current Assets                                                                                                                                

    1.Current Assets = Current Liabilities + NWC or 

   2. NWC = Current Assets – Current Liabilities or 

   3. Current Assets = Current Liabilities +Contribution from Long 
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 .Total Net Accruals = Accrual Earnings - Cash Earnings 

   End Equity  = Start Equity + Accrual Earnings - Cash Dividends - Stock Repurchases + Equity 

Issuances 

  Accrual Earnings     = Owners' Equity + Cash Dividends + Stock Repurchases - Equity Issuance            

= Owners' Equity + Net Cash Distributions to Equit 

 Accrual Earnings      = Assets - Liabilities + Net Cash Distributions to Equity 

   Cash Earnings           = Cash + Cash Dividends + Stock Repurchases - Equity Issuanc 

                                      = Cash + Net Cash Distributions to Equity 

 Total Net Accruals    = Accrual Earnings - Cash Earning 

= [Assets - Liabilities + Net Cash Dist. to Equity] - [Cash + Net Cash Dist. to Equity. 

  Total Net Accruals    = Assets-Liabilities – cash 

  Total Net Accruals     = Accrual Earnings - Cash Earnings 

 Accrual Earnings        = Net Income 

 Cash Earnings            = Cash + Cash Dividends + Stock Repurchases - Equity Issuance 

 

 

 Market to Book Ratio 
                                               Market Price of Common Stock Per Share 

  Market to Book Ratio = ------------------------------------------------------- 

                                                  Book Value of Equity Per Common Share 

      

Book Value of Equity Per Common Share = Book Value of Equity for Common Stock / Number of 

Common Shares  

    

 

 

 

 Effective Tax Rate (%) 
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Income tax Expenses 

Pre tax income 

Capital Employed  

Average Debt Liabilities +Average Shareholder Equity 
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