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TOPIC 1 

NATURE AND PURPOSE OF COST AND 

MANAGENT ACCOUNTING 

 

THE NATURE OF COST ACCOUNTING AND COSTING TERMS 

Cost accounting is defined as, ―That part of management accounting which establishes 

budgets and standard costs, and the actual costs of operations, processes, departments or 

products and the analysis of variances, profitability or social use of funds.‖ 

Or  

Cost Accounting is classifying, recording an appropriate allocation of expenditure for the 

determination of the costs of products or services, and for the presentation of suitably 

arranged data for the purpose of control and guidance of management 

 

Costing: Costing is defined as the technique and process of ascertaining costs. 

This involves participation in and with management to ensure that there is effective: 

- Formulation of plans to meet objectives (long-term planning) 

- Formulation of short-term operation plans (budgeting/profit planning) 

- Corrective action to bring future actual transactions into line (financial control) 

- Recording of actual transactions 

Cost Accountancy: Cost Accountancy is defined as ‗the application of Costing and Cost 

Accounting principles, methods and techniques to the science, art and practice of cost 

control and the ascertainment of profitability‘. It includes the presentation of information 

derived from there for the purposes of managerial decision making. Thus, Cost 

Accountancy is the science, art and practice of a Cost Accountant. 

Basic terms used 
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Direct material + direct labour + direct expenses = Prime Cost   

Indirect material + indirect labour + indirect expenses = 

Overheads 

Direct Material Cost 

Direct material cost can be defined as ‗The Cost of material which can be attributed to 

a cost object in an economically feasible way‘. Direct materials are those materials 

which can be identified in the product and can be conveniently measured and directly 

charged to the product. Thus, these materials directly enter the product and form a part of 

the finished product. For example, timber in furniture making, cloth in dress making, 

bricks in building a house. The following are normally classified as direct materials:- 

- All raw materials, like jute in the manufacture of gunny bags, pig iron in foundry 

and fruits in canning industry. 

- Materials specifically purchased for a specific job, process or order, like glue for 

book binding, starch powder for dressing yarn. 

- Parts or components purchased or produced, like batteries for transistor-radios. 

- Primary packing materials like cartons, wrappings, card-board boxes, etc. 

 

Indirect Material Cost 

Materials, the costs of which cannot be directly attributed to a particular cost object. 

Indirect materials are those materials which do not normally form a part of the finished 

product. It has been defined as ―materials which cannot be allocated but which can be 

apportioned to or absorbed by cost centres or cost units‖. These are: 

- Stores used in maintenance of machinery, buildings, etc., like lubricants, cotton 

waste, bricks and cements. 

- Stores used by the service departments, i.e., non-productive departments like Power 

House, Boiler House and Canteen, etc., and 

- Materials which due to their cost being small, are not considered worthwhile to be 

treated as direct materials. 

 

Direct Labour / Employee Cost 

The cost of employees which can be attributed to a cost object in an economically feasible 

way. In simple words, it is that labour which can be conveniently identified or attributed 

wholly to a particular job, product or process or expended in converting raw materials into 

finished goods. Wages of such labour are known as direct wages. Thus it includes 

payment made to the following groups of labour: 

- Labour engaged on the actual production of the product or in carrying out of an 

operation or process. 

- Labour engaged in adding the manufacture by way of supervision, maintenance, 

tool setting, transportation of material etc. 
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- Inspectors, analysts etc., specially required for such production. 

Indirect Labour/ Employee Cost 

The labour / employee cost which cannot be directly attributed to a particular cost object. 

The wages of that labour which cannot be allocated but which can be apportioned to or 

absorbed by cost centres or cost units is known as Indirect Labour. In other words paid to 

labour which are employed other than on production constitute indirect labour costs. 

Example of such labour are: charge-hands and supervisors; maintenance workers; men 

employed in service departments, material handling and internal transport; apprentices, 

trainees and instructors; clerical staff and labour employed in time office and security 

office. 

 

Direct or Chargeable Expenses 

Direct expenses are expenses relating to manufacture of a product or rendering a service 

which can be identified or linked with the cost object other than direct material cost and 

direct employee cost. Direct expenses include all expenditure other than direct material or 

direct labour that is specifically incurred for a particular product or process. Such 

expenses are charged directly to the particular cost account concerned as part of the prime 

cost. Examples of direct expenses are:  

1. Excise duty; 

2. Royalty;  

3. Architect or Supervisor‘s fees;  

4. Cost of rectifying defective work;  

5. Travelling expenses to the city;  

6. Experimental expenses of pilot projects;  

7. Expenses of designing or drawings of patterns or models;  

8. Repairs and maintenance of plant obtained on hire; and  

9. Hire of special equipment obtained for a contract. 

 

Overhead 

Overheads comprise of indirect materials, indirect employee cost and indirect expenses 

which are not directly identifiable or allocable to a cost object. Overheads may defined as 

the aggregate of the cost of indirect material, indirect labour and such other expenses 

including services as cannot conveniently be charged directly to specific cost units. Thus 

overheads are all expenses other than direct expenses. In general terms, overheads 

comprise all expenses incurred for or in connection with, the general organization of the 

whole or part of the undertaking, i.e., the cost of operating supplies and services used by 

the undertaking and includes the maintenance of capital assets. 

 

 

 

07
28

 7
76

 3
17

SAM
PLE

 W
O
R
K

http://www.masomomsingi.com/


MANAGEMENT ACCOUNTING STUDY TEXT 
 
 

www.masomomsingi.com                           Contact: 0728 776 317 Page 8 
 
 

Prime Cost 

The aggregate of direct material, direct labour and direct expenses. Generally it constitutes 

50% to 80% of the total cost of the product, as such, as it is primary to the cost of the 

product and called Prime Cost. 

 

Cost Object 

Cost object is the technical name for a product or a service, a project, a department or any 

activity to which a cost relates. Therefore the term cost should always be linked with a 

cost object to be more meaningful. Establishing a relevant cost object is very crucial for a 

sound costing system. The Cost object could be defined broadly or narrowly. At a broader 

level a cost object may be named as a Cost Centre, whereas at a lowermost level it may 

be called as a Cost Unit. 

 

Cost Centre 

CIMA defines a cost centre as ―a location, a person, or an item of equipment (or a group 

of them) in or connected with an undertaking, in relation to which costs ascertained and 

used for the purpose of cost control‖. The determination of suitable cost centres as well as 

analysis of cost under cost centres is very helpful for periodical comparison and control of 

cost. In order to obtain the cost of product or service, expenses should be suitably 

segregated to cost centre. The manager of a cost centre is held responsible for control of 

cost of his cost centre. The selection of suitable cost centres or cost units for which costs 

are to be ascertained in an undertaking depends upon a number of factors such as 

organization of a factory, condition of incidence of cost, availability of information, 

requirements of costing and management policy regarding selecting a method from 

various choices. Cost centre may be production cost centres operating cost centres or 

process cost centres depending upon the situation and classification. 

Cost centres are of two types-Personal and Impersonal Cost Centre. A personal cost centre 

consists of person or group of persons. An impersonal cost centre consists of a location or 

item of equipment or group of equipments. 

In a manufacturing concern, the cost centres generally follow the pattern or layout of the 

departments or sections of the factory and accordingly, there are two main types of cost 

centres as below:- 

(i) Production Cost Centre: These centres are engaged in production work i.e engaged 

in converting the raw material into finished product, for example Machine shop, 

welding shops...etc 

(ii) Service Cost Centre: These centres are ancillary to and render service to production 

cost centres, for example Plant Maintenance, Administration...etc 

 

07
28

 7
76

 3
17

SAM
PLE

 W
O
R
K

http://www.masomomsingi.com/


MANAGEMENT ACCOUNTING STUDY TEXT 
 
 

www.masomomsingi.com                           Contact: 0728 776 317 Page 9 
 
 

The number of cost centres and the size of each vary from one undertaking to another and 

are dependent upon the expenditure involved and the requirements of the management for 

the purpose of control. 

 

Responsibility Centre 

A responsibility centre in Cost Accounting denotes a segment of a business organization 

for the activities of which responsibility is assigned to a specific person. Thus a factory 

may be split into a number of centres and a supervisor is assigned with the responsibility 

of each centre. All costs relating to the centre are collected and the Manager responsible 

for such a cost centres judged by reference to the activity levels achieved in relation to 

costs. Even an individual machine may be treated as responsibility centre for cost control 

and cost reduction. 

 

Profit Centre 

Profit centre is a segment of a business that is responsible for all the activities involved in 

the production and sales of products, systems and services. Thus a profit centre 

encompasses both costs that it incurs and revenue that it generates. Profit centres are 

created to delegate responsibility to individuals and measure their performance. In the 

concept of responsibility accounting, profit centres are sometimes also responsible for the 

investment made for the centre. The profit is related to the invested capital. Such a profit 

centre may also be termed as investment centre. 

 

Cost Unit 

Cost Unit is a device for the purpose of breaking up or separating costs into smaller sub 

divisions attributable to products or services. Cost unit can be defined as a ‗Unit of 

product or service in relation to which costs are ascertained‘. The cost unit is the narrowest 

possible level of cost object. 

It is the unit of quantity of product, service of time (or combination of these) in relation to 

which costs may be ascertained or expressed. We may, for instance, determine service cost 

per tonne of steel, per tonne-kilometre of a transport service or per machine hour. 

Sometimes, a single order or contract constitutes a cost unit which is known as a job. A 

batch which consists of a group of identical items and maintains its identity through one or 

more stages or production may also be taken as a cost unit. 

 

A few examples of cost units are given below: 

Industry / Product Cost Unit 

Automobile Number of vehicles 

Cable Metres / kilometres 

Cement Tonne 
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Chemicals / Fertilizers Litre / Kilogram / tonne 

Gas Cubic Metre 

Power – Electricity Kilowatt Hour 

Transport 

Tonne-Kilometre, Passenger-

Kilometre 

Hospital Patient per Day 

Hotel Bed per Night 

Education Student per year 

Telecom Number of Calls 

Professional Service Chargeable Hours 

 

Cost Allocation 

When items of cost are identifiable directly with some products or departments such costs 

are charged to such cost centres. This process is known as cost allocation. Wages paid to 

workers of service department can be allocated to the particular department. Indirect 

materials used by a particular department can also be allocated to the department. Cost 

allocation calls for two basic factors - (i) Concerned department/product should have 

caused the cost to be incurred, and (ii) exact amount of cost should be computable. 

 

Cost Apportionment 

When items of cost cannot directly charge to or accurately identifiable with any cost 

centres, they are prorated or distributed amongst the cost centres on some predetermined 

basis. This method is known as cost apportionment. Thus we see that items of indirect 

costs residual to the process of cost allocation are covered by cost apportionment. The 

predetermination of suitable basis of apportionment is very important and usually 

following principles are adopted - (i) Service or use (ii) Survey method (iii) Ability to 

bear. The basis ultimately adopted should ensure an equitable share of common expenses 

for the cost centres and the basis once adopted should be reviewed at periodic intervals to 

improve upon the accuracy of apportionment. 

 

Cost Absorption 

Ultimately the indirect costs or overhead as they are commonly known, will have to be 

distributed over the final products so that the charge is complete. This process is known as 

cost absorption, meaning thereby that the costs absorbed by the production during the 

period. Usually any of the following methods are adopted for cost absorption - (i) Direct 

Material Cost Percentage (ii) Direct Labour Cost Percentage (iii) Prime Cost Percentage 

(iv) Direct Labour Hour Rate Method (v) Machine Hour Rate, etc. The basis should be 

selected after careful maximum accuracy of Cost Distribution to various production units. 
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The basis should be reviewed periodically and corrective action whatever needed should 

be taken for improving upon the accuracy of the absorption. 

 

Conversion Cost 

This term is defined as the sum of direct wages, direct expenses and overhead costs of 

converting raw material to the finished products or converting a material from one stage of 

production to another stage. In other words, it means the total cost of producing an article 

less the cost of direct materials used. The cost of indirect materials and consumable stores 

are included in such cost. The compilation of conversion cost is useful in a number of 

cases. Where cost of direct materials is of fluctuating nature, conversion cost is used to 

cost control purpose or for any other decision making. In contracts/jobs where raw 

materials are on account of the buyers conversion cost takes the place of total cost in the 

books of the producer. Periodic comparison/review of the conversion cost may give 

sufficient insight as to the level of efficiency with which the production unit is operating. 

 

Cost Control 

Cost Control is defined as the regulation by executive action of the costs of operating an 

undertaking, particularly where such action is guided by Cost Accounting. 

Cost control involves the following steps and covers the various facets of the management: 

 

1. Planning: First step in cost control is establishing plans / targets. The plan/target 

may be in the form of budgets, standards, estimates and even past actual may be 

expressed in physical as well as monetary terms. These serves as yardsticks by 

which the planned objective can be assessed. 

2. Communication: The plan and the policy laid down by the management are made 

known to all those responsible for carrying them out. Communication is established 

in two directions; directives are issued by higher level of management to the lower 

level for compliance and the lower level executives report performances to the 

higher level. 

3. Motivation: The plan is given effect to and performances starts. The performance 

is evaluated, costs are ascertained and information about results achieved are 

collected and reported. The fact that costs are being complied for measuring 

performances acts as a motivating force and makes individuals endeavor to better 

their performances. 

4. Appraisal and Reporting: The actual performance is compared with the 

predetermined plan and variances, i.e deviations from the plan are analyzed as to 

their causes. The variances are reported to the proper level of management. 

5. Decision Making: The variances are reviewed and decisions taken. Corrective 

actions and remedial measures or revision of the target, as required, are taken. 
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Advantages of Cost Control 

The advantages of cost control are mainly as follows 

1. Achieving the expected return on capital employed by maximising or optimizing 

profit 

2. Increase in productivity of the available resources 

3. Reasonable price of the customers 

4. Continued employment and job opportunity for the workers 

5. Economic use of limited resources of production 

6. Increased credit worthiness 

7. Prosperity and economic stability of the industry 

 

Cost Reduction 

Profit is the resultant of two varying factors, viz., sales and cost. The wider the gap 

between these two factors, the larger is the profit. Thus, profit can be maximised either by 

increasing sales or by reducing costs. In a competition less market or in case of monopoly 

products, it may perhaps be possible to increase price to earn more profits and the need for 

reducing costs may not be felt. Such conditions cannot, however, exist paramount and 

when competition comes into play, it may not be possible to increase the sale price 

without having its adverse effect on the sale volume, which, in turn, reduces profit. 

Besides, increase in price of products has the ultimate effect of pushing up the raw 

material prices, wages of employees and other expenses- all of which tend to increase 

costs. In the long run, substitute products may come up in the market, resulting in loss of 

business. Avenues have, therefore, to be explored and method devised to cut down 

expenditure and thereby reduce the cost of products. In short, cost reduction would mean 

maximization of profits by reducing cost through economics and savings in costs of 

manufacture, administration, selling and distribution. 

Cost reduction may be defined as the real and permanent reduction in the unit costs of 

goods manufactured or services rendered without impairing their suitability for the use 

intended. As will be seen from the definition, the reduction in costs should be real and 

permanent. Reductions due to windfalls, fortuities receipts, changes in government policy 

like reduction in taxes or duties, or due to temporary measures taken for tiding over the 

financial difficulties do not strictly come under the purview of cost reduction. At the same 

time a programme of cost reduction should in no way affect the quality of the products nor 

should it lower the standards of performance of the business. 

 

Broadly speaking reduction in cost per unit of production may be affected in two ways 

viz., 

1. By reducing expenditure, the volume of output remaining constant, and 

2. By increasing productivity, i.e., by increasing volume of output and the level of 

expenditure remains unchanged. 
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These aspects of cost reduction are closely linked and they act together - there may be a 

reduction in the expenditure and the same time, an increase in productivity. 

 

The objectives of cost accounting in management 

The following are the main objectives of Cost Accounting:- 

1. To ascertain the Costs under different situations using different techniques and 

systems of costing. 

2. To determine the selling prices under different circumstances. 

3. To determine and control efficiency by setting standards for Materials, Labour and 

Overheads. 

4. To determine the value of closing inventory for preparing financial statements of 

the concern. 

5. To provide a basis for operating policies which may be determination of Cost 

Volume relationship, whether to close or operate at a loss, whether to manufacture 

or buy from market, whether to continue the existing method of production or to 

replace it by a more improved method of production....etc 

 

Scope of Cost Accounting 

The scope of Cost Accountancy is very wide and includes the following:- 

 

1. Cost Ascertainment: The main objective of Cost Accounting is to find out the 

Cost of product / services rendered with reasonable degree of accuracy. 

2. Cost Accounting: It is the process of Accounting for Cost which begins with 

recording of expenditure and ends with preparation of statistical data. 

3. Cost Control: It is the process of regulating the action so as to keep the element of 

cost within the set parameters. 

4. Cost Reports: This is the ultimate function of Cost Accounting. These reports are 

primarily prepared for use by the management at different levels. Cost reports helps 

in planning and control, performance appraisal and managerial decision making. 

5. Cost Audit: Cost Audit is the verification of correctness of Cost Accounts and 

check on the adherence to the Cost Accounting plan. Its purpose is not only to 

ensure the arithmetic accuracy of cost records but also to see the principles and 

rules have been applied correctly. 

 

Management Accounting   

The Certified Institute of Management Accountants (CIMA) of UK defines the term 

‗Management Accounting‘ in the following manner: 

―Management Accounting is an integral part of management concerned with identifying, 

presenting and interpreting information for: 

1. Formulating strategy 
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2. Planning and controlling activities 

3. Decision taking 

4. Optimizing the use of resources 

5. Disclosure to shareholders and others, external to the entity 

6. Disclosure to employees 

7. Safeguarding assets‖ 

 

From the above definitions, it is clear that the management accounting is concerned with 

that accounting information, which is useful to the management. The accounting 

information is rearranged in such a manner and provided to the top management for 

effective control to achieve the goals of business. Thus, management accounting is 

concerned with data collection from internal and external sources, analyzing, processing, 

interpreting and communicating information for use, within the organization, so that 

management can more effectively plan, make decisions and control operations. The 

information to be collected and analysed has been extended to its competitors in the 

industry. This provides more meaningful clues for proper decision-making in the right 

direction. 

The information in the management accounting system is used for three different 

purposes: 

1. Measurement 

2. Control and 

3. Decision-making 1.okonnlnn, 

 

Significance of management accounting  

The various advantages that accrue out of management accounting are enumerated below: 

a) Delegation of Authority: Now a day the function of management is no longer 

personal, management accounting helps the organisation in proper delegation of 

authority for the attainment of the vision and mission of the business. 

b) Need of the Management: Management Accounting plays the role in meeting the 

need of the management 

c) Qualitative Information: Management Accounting accumulates the qualitative 

information so that management would concentrate on the actual issue to deliberate 

and attain the specific conclusion even for the complex problem. 

d) Objective of the Business: Management Accounting provides measure and reports 

to the management thereby facilitating in attainment of the objective of the 

business.  

Functions of management accounting 

The primary objective of Management Accounting is to maximize profits or minimize 

losses. This is done through the presentation of statements in such a way that the 

management is able to take corrective policy or decision. The manner in which the 
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Management Accountant satisfies the various needs of management is described as 

follows: 

(1) Storehouse of Reliable Data: Management wants reliable data for Planning, 

Forecasting and Decision-making. 

Management accounting collects the data from various sources and stores the 

information for appropriate use, as and when needed. Though the main source of data 

is financial statements, Management Accounting is not restricted to the use of 

monetary data only. While preparing a sales budget, the management accountant uses 

the past data of the products sold from the financial records and makes projections 

based on the consumer surveys, population figures and other reliable information to 

estimate the sales budget. So, management accounting uses qualitative information, 

unlike financial accounting, for preparing its reports, collecting and modifying the data 

for the specific purpose. 

(2) Modification and Presentation of Data: Data collected from financial statements 

and other sources is not readily understandable to the management. The data is 

modified and presented to the management in such a way that it is useful to the 

management. If sales data is required, it can be classified according to product, 

geographical area, season-wise, type of customers and time taken by them for making 

payments. Similarly, if production figures are needed, these can be classified according 

to product, quality, and time taken for manufacturing process. Management Accountant 

modifies the data according to the requirements of the management for each specific 

issue to be resolved. 

(3) Communication and Coordination: Targets are communicated to the different 

departments for their achievement. Coordination among the different departments is 

essential for the success of the organisation. 

The targets and performances of different departments are communicated to the 

concerned departments to increase the efficiency of the various sections, thereby 

increasing the profitability of the firm. Variance analysis is an important tool to bring 

the necessary matters to the attention of the concerned to exercise control and achieve 

the desired results. 

(4) Financial Analysis and Interpretation: Management accounting helps in strategic 

decision making. Top managerial executives may lack technical knowledge. For 

example, there are various alternatives to produce. 

There is always a choice for the sales mix. Management 344 Accounting for Managers 

Accountant gives facts and figures about various policies and evaluates them in 

monetary terms. He interprets the data and gives his opinion about various alternative 

courses of action so that it becomes easier to the management to take a decision. 

(5) Control: It is absolutely essential that there should be a system of monitoring the 

performance of all divisions and departments so that deviations from the desired path 

are brought to light, without delay and are corrected then and there. This process is 
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