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SYLLABUS 

Class – B.Com 4th Year 

Subject:  Cost Analysis and control 

Units Content of Course 

Unit 1 Various cost Concept, cost centre and cost unit, methods and 

techniques of costing, installation of costing system, methods of 

inventory control, overhead costing 

 

Unit 2 Process accounting joint product and by product, equivalent 

production and inter process profit, operating cost. 

Unit 3 Marginal costing: concepts, break even analysis, uniform costing and 

inter firm comparison, use of managerial costing in business decision. 

Unit 4 Standard costing and variance analysis , budgetary control : basic 

concepts, preparation of functional budget. 

Unit 5 Differential cost and control; concept of differential cost, decision 

making and different cost, cost audit; objective and advantages  
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COST ANALYSIS AND CONTROL 

UNIT 1 

VARIOUS COST CONCEPTS, COST CENTRE AND COST UNIT, METHODS AND TECHNIQUES OF  COSTING, 

INSTALLATION OF COSTING SYSTEM, METHODS OF INVENTORY CONTROL,OVERHEADS ACCOUNTING 

Various Cost Concepts: 

Cost concepts are crucial for understanding the financial implications in a business. Here are the key 

concepts related to cost: 

 

1. Fixed Costs: These costs do not change with the level of output produced by the business. 

Examples include rent, salaries of permanent employees, and insurance. They remain constant 

over a given period of time regardless of production levels. 

2. Variable Costs: These costs change in direct proportion to the level of output. Examples include 

raw materials, direct labor, and utilities used in production. As production increases, variable 

costs also increase. 

3. Semi-variable Costs: These are costs that contain both fixed and variable components. For 

example, a utility bill where there's a fixed service charge plus a charge based on consumption. 
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4. Direct Costs: Costs that can be directly attributed to a specific product, service, or department. 

Examples include direct materials, direct labor, and direct expenses. 

5. Indirect Costs: These are costs that cannot be traced directly to a single product. They are often 

spread across multiple products or departments. Examples include overhead costs like rent, 

utilities, and administrative salaries. 

6. Prime Costs: The sum of direct costs, including direct materials and direct labor. These are the 

fundamental costs in manufacturing. 

7. Production Costs: These include all costs associated with the production of goods and services, 

including direct materials, direct labor, and manufacturing overheads. 

8. Operating Costs: Costs associated with the day-to-day operations of a business. They can include 

both fixed and variable costs. 

9. Opportunity Costs: The cost of forgoing the next best alternative when making a decision. 

10. Sunk Costs: Costs that have already been incurred and cannot be recovered. These should not 

influence future decisions. 

Cost Centre and Cost Unit: 

1. Cost Centre: A cost centre is a department, function, or unit within an organization to which 

costs can be assigned. Cost centres are used for internal management purposes to track and 

control expenses. Examples of cost centres include: 

o Production Cost Centres: Where goods are manufactured. 

o Service Cost Centres: Where services are provided, such as customer support or IT. 

o Administrative Cost Centres: Where corporate administration, such as HR or finance, 

occurs. 

2. Cost Unit: A cost unit is a unit of product, service, or activity to which costs can be allocated. It is 

used to measure the cost per unit of output. For example: 

o Manufacturing Cost Unit: Per unit of product (e.g., cost per item, cost per dozen). 

o Service Cost Unit: Per service provided (e.g., cost per consultation, cost per delivery). 

Methods and Techniques of Costing: 

1. Job Costing: In job costing, costs are assigned to specific jobs or orders. Each job is treated as a 

separate cost unit, and all costs incurred are tracked for that particular job. It is commonly used 

in industries where products are made to customer specifications, such as construction or 

bespoke manufacturing. 
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2. Process Costing: This method is used where production is continuous and identical, such as in 

chemicals, oil, or food industries. Costs are averaged over all units produced in a period, and the 

cost per unit is determined. 

3. Batch Costing: This is a variation of job costing, where products are produced in batches. The 

costs are accumulated for each batch and then averaged across all units in that batch. 

4. Unit Costing: This is used in industries where each unit is identical, such as in mass production. 

The cost of producing one unit is determined by dividing the total costs by the number of units 

produced. 

5. Contract Costing: Applied in large-scale projects like construction or shipbuilding. Costs are 

allocated to specific contracts, and profits or losses are assessed at the end of the project. 

6. Operating Costing: Used by service industries like transportation, utilities, and hotels. Costs are 

determined based on the service provided, such as per mile or per hour of service. 

7. Activity-Based Costing (ABC): This method assigns overhead costs based on activities that drive 

costs. It helps in identifying inefficiencies and improving cost allocation. 

8. Marginal Costing: Focuses on variable costs and the contribution margin. Fixed costs are not 

considered in this method. It helps in short-term decision-making, such as pricing decisions or 

make-or-buy decisions. 

9. Standard Costing: A system where predetermined costs (standard costs) are set for materials, 

labor, and overheads. Actual costs are compared with standard costs to determine variances. 

Installation of Costing System: 

The installation of a costing system involves a series of steps: 

1. Identify the Objective: The first step is to define the objective of the costing system, whether it is 

for pricing, profitability analysis, or cost control. 

2. Select the Type of Costing Method: Based on the industry and business type, choose an 

appropriate costing method (job costing, process costing, etc.). 

3. Design the Costing System: This involves creating a chart of accounts and defining cost centers 

and cost units. It should also specify how costs will be accumulated and tracked. 

4. Data Collection: Set up systems to collect relevant data, such as timekeeping for labor, material 

usage records, and overhead costs. 

5. Determine Cost Allocation Bases: Decide on the cost drivers for overheads, such as machine 

hours, labor hours, or units produced. 
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6. Train Personnel: Ensure that employees responsible for data entry, costing, and analysis are 

trained in the new system. 

7. Implement the System: Install the software or manual system and integrate it with other 

business functions such as accounting and production management. 

8. Monitor and Review: After implementation, the system must be monitored for accuracy and 

efficiency. Any issues or inefficiencies should be identified and addressed. 

Methods of Inventory Control: 

Inventory control ensures that a business maintains optimal inventory levels, avoiding overstocking or 

stockouts. Some common methods include: 

1. Economic Order Quantity (EOQ): EOQ is a formula used to determine the ideal order quantity 

that minimizes total inventory costs, including ordering and holding costs. 

2. Just-in-Time (JIT): JIT is a strategy where inventory is ordered and received only when needed for 

production. This reduces the holding costs but requires precise forecasting and reliable suppliers. 

3. ABC Analysis: ABC analysis categorizes inventory based on value and usage. 'A' items are high-

value, low-quantity items; 'B' items are moderate in both value and quantity; 'C' items are low-

value, high-quantity items. This helps prioritize inventory management efforts. 

4. FIFO (First-In-First-Out): Under FIFO, the first goods purchased are the first ones used or sold. 

This is particularly important for perishable goods. 

5. LIFO (Last-In-First-Out): LIFO assumes that the last items purchased are the first ones used or 

sold. While less common than FIFO, it may be used in certain industries. 

6. Reorder Point (ROP): ROP is the inventory level at which a new order should be placed to 

prevent stockouts. It is calculated based on lead time and average demand. 

7. Stock Rotation: Involves moving older stock to the front of the shelf or warehouse to ensure that 

older items are sold or used first. 

Overheads Accounting: 

Overheads refer to indirect costs incurred in the production process, including expenses for utilities, 

rent, administrative salaries, and depreciation. Overhead accounting involves: 

1. Classification of Overheads: Overheads are classified into: 

o Factory Overheads: Costs incurred in the manufacturing process, such as utilities, factory 

rent, and equipment depreciation. 
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o Administrative Overheads: Costs related to the administration of the business, like office 

supplies, administrative staff salaries, and office rent. 

o Selling and Distribution Overheads: Costs related to selling and delivering products, 

including marketing, transportation, and sales staff wages. 

2. Overhead Allocation: Overheads are allocated to different cost centers using predetermined 

allocation bases like machine hours, labor hours, or production volume. 

3. Overhead Absorption: This refers to the process of applying overheads to the cost of production. 

The absorption rate is often calculated based on a cost driver, such as direct labor hours or 

machine hours. 

4. Overhead Variance Analysis: This involves comparing the actual overhead costs with the 

budgeted or absorbed overheads. Variances can be classified as favorable or unfavorable, and 

action can be taken to control costs. 

5. Apportionment and Allocation of Overheads: Overheads are apportioned and allocated across 

different departments or cost centers based on usage or activity levels. 

By implementing an effective overhead accounting system, businesses can track and manage their 

indirect costs efficiently, ensuring accurate product costing and profitability analysis. 

 

Concept Description 

Overhead Costs Indirect costs (e.g., rent, utilities, admin salaries) not directly tied to 

production. 

Fixed Overhead Costs that remain constant (e.g., building rent). 

Variable Overhead Indirect costs that vary with production (e.g., indirect materials, 

electricity). 

Overhead 

Absorption 

Allocating overhead to cost units (e.g., using machine hours or labor 

hours). 

Overhead Variance Difference between actual overhead and absorbed/applied overhead. 
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UNIT 2 

Process accounting joint product and by product,equivalent production and inter process 

profit operating cost. 

1. Process Accounting: 

Process accounting is used in industries where production involves a series of continuous stages 

or processes (such as chemical manufacturing, food processing, and petroleum refining). Each 

stage of production in a process costing system is called a "process," and costs are accumulated 

for each process separately. Process accounting aims to allocate costs (materials, labor, and 

overheads) incurred in each process and then transfer those costs to the next process or to 

finished goods. 

The main aspects of process accounting include: 

 Cost Accumulation: In process costing, all costs related to a particular process are 

accumulated and assigned to the units processed during the period. 

 Work-in-Progress (WIP): Work-in-progress refers to units of production that are in the 

middle of the manufacturing process but are not yet complete. The cost of WIP includes 

the costs incurred up to the point they are being processed. 

 Transfer of Costs: When the goods move from one process to another, the costs 

accumulated in the previous process are transferred to the next. These costs are added 

to the cost of the next stage of production. 

 Finished Goods: Once production is completed, the total accumulated costs are 

transferred to finished goods, from where they are eventually sold. 

Example of Process Accounting: 

In a refinery, the first stage involves the distillation of crude oil, the second stage involves 

cracking, and the final stage involves refining. Each stage will have costs assigned to it 

(materials, labor, and overheads), and these costs will be transferred to the next process until 

the final product is produced. 

2. Joint Products and By-products: 
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In many industries, a single raw material or process may result in the production of more than 

one product. These products are classified into joint products and by-products. 

Joint Products: 

Joint products are two or more products that are produced simultaneously from a common raw 

material or process. These products have significant value and require separate accounting. For 

example: 

 Meat Processing Industry: The slaughter of livestock may produce joint products such as 

beef, leather, and gelatin. 

 Petroleum Refining: The refining of crude oil may produce joint products such as 

gasoline, diesel, and kerosene. 

The costs incurred up to the point where these joint products are split are referred to as joint 

costs. These joint costs must be allocated among the joint products based on a reasonable 

method (e.g., market value at the split-off point, physical units, or sales value). 

By-products: 

By-products are products that are produced incidentally during the production of the main 

products. They have a much lower value compared to joint products and are often sold to offset 

the joint costs. For example: 

 In the paper manufacturing industry, wood pulp is the main product, and sawdust is a 

by-product. 

 In the refining industry, gas or waste materials may be by-products. 

By-products are accounted for separately from joint products. Their costs are typically very 

small, and their sale is often treated as a reduction in the joint costs. 

Allocation of Joint Costs: 

The allocation of joint costs can be done using different methods: 

 Physical Units Method: Costs are allocated based on physical measures like weight, 

volume, or number of units produced at the split-off point. 

 Sales Value at Split-off Method: Joint costs are allocated based on the relative sales 

value of the products at the split-off point. 
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 Net Realizable Value Method: Allocates costs based on the expected profit from each 

joint product, considering the costs incurred after split-off. 

3. Equivalent Production: 

Equivalent production is a concept used in process costing to account for the work done on 

incomplete units (WIP). Since WIP is not fully completed, it is necessary to convert it into an 

equivalent number of completed units to determine the total costs incurred. 

Formula: 

Equivalent Production=Completed Units+(WIP units×Percentage Completion)\text{Equivalent 

Production} = \text{Completed Units} + (\text{WIP units} \times \text{Percentage Completion}) 

Where: 

 Completed Units: Fully finished units of production. 

 WIP Units: Partially completed units at the end of the period. 

 Percentage Completion: The proportion of work completed on WIP units (this could be 

based on labor, materials, or overhead). 

Example: If a process has 1,000 units that are fully completed and 200 units in WIP that are 50% 

complete, the equivalent production will be: 

Equivalent Production=1,000+(200×50%)=1,100 equivalent units\text{Equivalent Production} = 

1,000 + (200 \times 50\%) = 1,100 \text{ equivalent units} 

This method helps to allocate costs more accurately between completed units and WIP, and 

allows for the efficient distribution of production costs. 

4. Inter-Process Profit: 

In a multi-stage production process, inter-process profit refers to the profit that arises from one 

stage of production to the next. When goods are transferred from one process to another, the 

transferring process may include an additional markup (profit margin). This markup is added to 

the cost of the products as they move through each process. 

The inter-process profit can arise when one process sells its output to another process at a price 

higher than the cost of the output (or at a price above the direct cost). This helps in recognizing 

the profit made in each stage of the process. 

Example: 
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In a multi-stage production process, Process 1 may transfer products to Process 2 at a price that 

includes an inter-process profit. Process 2 will then continue production and eventually sell the 

final product. The inter-process profit is eliminated when the final product is sold. 

Inter-process profits must be excluded from the final product cost (when calculating cost of 

goods sold) to avoid overstating profits, especially in industries where goods are sold to external 

customers after undergoing multiple processes. 

5. Operating Costs: 

Operating costs represent the costs incurred in the day-to-day running of a business. These 

costs are essential for maintaining production, and they include both fixed and variable costs. 

Components of Operating Costs: 

1. Raw Materials Cost: The cost of materials used directly in the production process. 

2. Labor Cost: Wages, salaries, and benefits of workers directly involved in production 

(direct labor). 

3. Overhead Cost: Indirect costs, including utilities, depreciation, rent, and administrative 

salaries. 

4. Selling and Distribution Cost: Costs incurred to sell and deliver products to customers, 

such as marketing, transportation, and sales commissions. 

Operating costs are important for pricing decisions, cost control, and profitability analysis. In 

process industries, operating costs are tracked for each process and assigned to units produced, 

helping businesses determine their cost per unit of output. 
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UNIT 3 

Marginal costing: concepts break even analysis,uniform costing and inter firm comparison, use of 

managerial costing in business decision 

1. Marginal Costing: 

Marginal costing is a costing technique that focuses on the cost of producing one additional unit 

of a product. It involves the separation of costs into fixed costs and variable costs and 

calculating the contribution margin, which is the difference between sales and variable costs. 

The key principle of marginal costing is that only variable costs are considered when 

determining the cost of producing additional units. Fixed costs are not allocated to individual 

products because they remain constant regardless of the level of production. 

Key Concepts of Marginal Costing: 

 Variable Costs: These costs vary directly with the level of output, such as raw materials, 

direct labor, and variable overheads. In marginal costing, these costs are treated as 

product costs. 

 Fixed Costs: These costs remain constant regardless of the production level, such as rent, 

salaries, and insurance. In marginal costing, fixed costs are treated as period costs, not 

allocated to products. 

 Contribution Margin: This is the difference between sales revenue and total variable 

costs. It helps in covering fixed costs and generating profit. 

 Break-even Point (BEP): This is the point at which total revenue equals total costs (fixed 

and variable), resulting in neither profit nor loss. BEP is calculated using the formula: 

BEP (in units)=Fixed Costs/Selling Price per unit−Variable Cost per unit  

 Contribution per unit: Contribution per unit is calculated as the difference between the 

selling price and the variable cost per unit. It represents the amount that contributes to 

covering the fixed costs. 

2. Break-even Analysis: 
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Break-even analysis is a financial tool used to determine the level of sales at which a business 

neither makes a profit nor incurs a loss. It helps in understanding the relationship between 

costs, volume, and profits. By identifying the break-even point (BEP), businesses can make 

informed decisions about pricing, cost control, and production levels. 

Key Features of Break-even Analysis: 

 Fixed Costs: These are costs that do not change with the level of production (e.g., rent, 

insurance). 

 Variable Costs: These are costs that vary directly with the production level (e.g., raw 

materials, direct labor). 

 Contribution Margin: The amount left over from sales after covering variable costs, 

which contributes to covering fixed costs and generating profit. 

Uses of Break-even Analysis: 

 Pricing Decisions: Understanding how changes in price affect the break-even point helps 

in setting the right price for products. 

 Profit Planning: Break-even analysis helps in determining the required sales to achieve a 

target profit. 

 Cost Control: Identifying the fixed and variable costs allows a company to focus on 

controlling costs to improve profitability. 

 Investment Decisions: Break-even analysis helps in assessing the risk of new investments 

and their potential returns. 

 

3. Uniform Costing: 

Uniform costing refers to the practice of applying a consistent costing method across similar 

organizations or units within an industry to enable comparison of costs and performance. It is 

typically used in industries where products are similar in nature, such as manufacturing, 

transport, and public utilities. The idea is to standardize the way costs are calculated, so that 

businesses can benchmark their performance against each other and the industry standards. 

Objectives of Uniform Costing: 
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 Standardization of Costing Methods: Uniform costing ensures that all firms in the 

industry use the same costing principles, such as direct and indirect cost allocation 

methods, depreciation policies, etc. 

 Facilitates Comparison: It enables companies to compare their cost structure with other 

firms in the same industry to identify areas for improvement. 

 Cost Control: Through uniformity, organizations can easily identify discrepancies or 

inefficiencies in cost management practices. 

 Benchmarking: Companies can compare their financial performance with industry norms 

to evaluate operational efficiency and profitability. 

Challenges of Uniform Costing: 

 Difficulty in Implementation: Achieving uniformity can be difficult because each 

company may have unique operational circumstances, business models, and cost 

structures. 

 Lack of Flexibility: Uniform costing may not account for differences in company size, 

product complexity, and market conditions. 

 

4. Inter-firm Comparison: 

Inter-firm comparison is the process of comparing the performance and financial metrics of 

different firms within the same industry. This can include comparisons of profitability, cost 

structures, productivity, and efficiency. It is typically done using standardized financial 

statements, key performance indicators (KPIs), or cost data. 

Objectives of Inter-firm Comparison: 

 Performance Benchmarking: By comparing different firms, a company can determine 

how it performs relative to others in the same industry. 

 Identifying Best Practices: Successful firms often serve as benchmarks for others, and 

comparing their strategies can help improve business operations. 

 Strategic Decision-Making: The results from inter-firm comparisons can help companies 

adjust their strategies to improve performance, reduce costs, and increase profitability. 

 Cost Efficiency Analysis: Comparing the cost structures of firms can help identify areas 

where a business is inefficient and where cost-saving measures may be applied. 
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Methods of Inter-firm Comparison: 

 Ratio Analysis: This involves comparing financial ratios (such as return on investment, 

gross profit margin, or current ratio) across firms. 

 Common Size Statements: By converting financial statements into percentages of sales 

or assets, it becomes easier to compare firms of different sizes. 

 Benchmarking: This involves setting a benchmark based on industry standards or the 

best-performing firms, against which a company’s performance is measured. 

Benefits of Inter-firm Comparison: 

 Improved Operational Efficiency: Comparing costs and performance can help businesses 

improve their own operations. 

 Cost Reduction: Identifying areas where other firms are managing costs better can offer 

insights into ways to cut costs. 

 Strategic Planning: It helps in the formulation of strategic plans by offering insights into 

the strengths and weaknesses of the competition. 

 

5. Use of Managerial Costing in Business Decisions: 

Managerial costing involves the application of cost data to help managers make informed 

decisions about business operations. It provides insight into how resources are used, how costs 

behave, and how they can be controlled or optimized to improve profitability. 

Use of Managerial Costing in Business Decisions: 

1. Pricing Decisions: Managerial costing helps businesses calculate the total cost of 

producing goods or services, including direct and indirect costs. This information is 

critical for setting the right price that covers costs and provides a profit margin. For 

example, businesses use cost-plus pricing, where the cost of production is marked up by 

a certain percentage to determine the selling price. 

2. Cost Control and Reduction: By analyzing cost data, managers can identify areas where 

costs can be reduced, either by cutting unnecessary expenses or by improving 

operational efficiency. For example, analyzing the variable costs of production can lead 

to finding cheaper suppliers or reducing waste. 



 
B.COM IV

th
 Year  Subject-cost analysis and control 

 

 45, Anurag Nagar, Behind Press Complex, Indore (M.P.) Ph.: 4262100, www.rccmindore.com 

3. Make-or-Buy Decisions: Managerial costing is crucial in making decisions on whether to 

produce a product in-house or purchase it from an external supplier. This decision 

involves comparing the cost of production (including labor, overhead, and raw materials) 

with the cost of buying the product externally. 

4. Product Profitability Analysis: Managerial costing helps to evaluate the profitability of 

individual products or services by determining the contribution margin. This is essential 

for product-line decisions, where businesses may choose to discontinue low-profit 

products and focus resources on more profitable ones. 

5. Budgeting and Forecasting: Managerial costing provides historical cost data that can be 

used for budgeting and forecasting. By analyzing past data, businesses can estimate 

future costs, project cash flows, and plan investments. This helps in setting realistic 

targets and achieving business goals. 

6. Investment Decisions: When considering new investments, such as buying new 

equipment or expanding into a new market, managerial costing helps assess the 

potential costs and profitability. This can be evaluated through methods like cost-benefit 

analysis or break-even analysis, allowing managers to make informed decisions on 

capital expenditures. 

7. Inventory Management: Managerial costing helps in determining the most cost-effective 

way to manage inventory. It supports decisions related to order quantities, reorder 

levels, and inventory turnover, which are crucial for reducing carrying costs and 

improving cash flow 
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UNIT-4 

Standard costing and  variance analysis budgetary control: basic concepts preparation of 

functional budget. 

Standard Costing and Variance Analysis 

1. Standard Costing: 

Standard costing is a method used in cost accounting where predetermined costs (i.e., 

standard costs) are set for materials, labor, and overheads. These costs are compared to 

actual costs to evaluate performance, control costs, and identify areas for improvement. 

Standard costs are based on estimates or historical data and represent what a cost 

should be under normal conditions. 

The primary goal of standard costing is to assist in cost control and to provide 

performance feedback by comparing the standard costs with actual costs. It helps 

managers make informed decisions by identifying variances (differences between actual 

costs and standard costs) and understanding the reasons for these differences. 

Key Components of Standard Costing: 
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1. Direct Material Cost Standard:  

o Predetermined price per unit of material multiplied by the standard quantity 

required for the production of one unit. 

2. Direct Labor Cost Standard:  

o Predetermined hourly wage rate multiplied by the standard time required to 

produce one unit. 

3. Overhead Standard:  

o Predetermined overhead rate, which is often based on direct labor hours or 

machine hours. The overhead costs are then allocated based on these rates. 

2. Variance Analysis: 

Variance analysis is the process of analyzing the differences (variances) between the 

standard costs and actual costs incurred. Variance analysis is essential for evaluating the 

performance of a company and providing feedback on how well the company is 

managing its costs. 

There are two main types of variances: 

1. Cost Variances: 

components of 
standard costing 

• direct material 

• direct labour 

• manufacturing overhead 

• variable overhead 

• fixed overhead 

• standard quantity 

• standard price 
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o Material Cost Variance (MCV): The difference between the actual cost of 

materials used and the expected cost based on standard prices. 

MCV=(Actual Price - Standard Price)×Actual Quantity\text{MCV} = \text{(Actual 

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

o Labor Cost Variance (LCV): The difference between the actual labor costs and the 

standard labor costs. LCV=(Actual Rate -

 Standard Rate)×Actual Hours Worked\text{LCV} = \text{(Actual Rate - Standard 

Rate)} \times \text{Actual Hours Worked}  

o Overhead Cost Variance (OCV): The difference between the actual overhead 

costs and the standard overhead costs. OCV=Actual Overhead -

 Applied Overhead\text{OCV} = \text{Actual Overhead - Applied Overhead}  

2. Efficiency Variances: 

o Material Usage Variance (MUV): The difference between the standard quantity of 

materials expected to be used and the actual quantity used. 

MUV=(Standard Quantity - Actual Quantity)×Standard Price\text{MUV} = 

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

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

allowed for production and the actual hours worked. LEV=(Standard Hours -

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

\times \text{Standard Rate}  

o Variable Overhead Efficiency Variance (VOEV): The difference between the actual 

machine hours and the standard hours expected, multiplied by the variable 

overhead rate. 

Interpreting Variance Analysis: 

 Favorable Variance (F): When actual costs are lower than standard costs, it is a favorable 

variance, indicating efficient operations or cost savings. 

 Unfavorable Variance (U): When actual costs exceed standard costs, it is an unfavorable 

variance, indicating inefficiency or overspending. 

Variance analysis helps managers identify problems in production processes, such as 

excessive waste, inefficient labor, or overspending on materials. By investigating the 

causes of variances, corrective actions can be taken to control costs and improve 

profitability. 
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Budgetary Control 

1. Basic Concepts of Budgetary Control: 

Budgetary control is a system of managing a company’s financial resources by comparing 

actual performance with budgeted performance. It is an important tool for financial 

planning, cost control, and decision-making. The basic idea behind budgetary control is 

that budgets are prepared for different periods, and actual performance is measured 

against these budgets. Any deviations from the budget are investigated to take 

corrective actions. 

Key Terms in Budgetary Control: 

1. Budget: A financial plan for a specific period (usually a year) that estimates the expected 

income and expenditures. It is a detailed statement of the financial resources required 

to carry out specific activities. 

2. Actual Performance: The actual revenue and expenses incurred during the period. 

3. Variance: The difference between the budgeted figure and the actual figure. Variances 

can be favorable (actual costs are less than budgeted) or unfavorable (actual costs 

exceed budgeted). 

4. Budgetary Control System: A system used to ensure that a company’s financial resources 

are properly allocated and spent according to the budget. It involves the preparation of 

budgets, comparison with actual performance, and taking corrective actions when 

variances are identified. 

2. Preparation of Functional Budgets: 

A functional budget is a budget prepared for specific departments or functions within an 

organization. Functional budgets are created to manage the financial operations of 

different areas, such as production, marketing, sales, administration, and finance. Each 

department has its own budget that aligns with the overall organizational budget. 

Key Types of Functional Budgets: 

1. Sales Budget: 
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o This is a detailed projection of expected sales revenue for a period. It is usually 

based on historical sales data, market trends, and production capacity. The sales 

budget helps determine the required production levels and cash flow needs. 

Formula for Sales Budget: 

Sales Budget=Forecasted Sales Volume×Expected Sales Price\text{Sales Budget} = 

\text{Forecasted Sales Volume} \times \text{Expected Sales Price}  

2. Production Budget: 

o The production budget is prepared to ensure that the company produces enough 

units to meet the expected sales demand. It considers the beginning inventory, 

planned production, and ending inventory to determine how much needs to be 

produced. 

Formula for Production Budget: 

Production Needed=Sales Requirement+Desired Ending Inventory−Beginning Inventory\t

ext{Production Needed} = \text{Sales Requirement} + \text{Desired Ending Inventory} - 

\text{Beginning Inventory}  

3. Direct Materials Budget: 

o This budget outlines the materials needed for the production process, including 

quantities and cost estimates. It helps ensure that enough materials are available 

to meet production needs without excessive stock. 

Formula for Direct Materials Budget: 

Direct Materials Needed=Material Requirement per Unit×Planned Production Units\text

{Direct Materials Needed} = \text{Material Requirement per Unit} \times \text{Planned 

Production Units}  

4. Direct Labor Budget: 

o This budget calculates the labor hours required to meet production goals. It 

considers the number of workers, wage rates, and labor hours needed for each 

unit of production. 

Formula for Direct Labor Budget: 

Direct Labor Hours=Production Units×Labor Hours per Unit\text{Direct Labor Hours} = 

\text{Production Units} \times \text{Labor Hours per Unit}  
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5. Overhead Budget: 

o The overhead budget estimates the fixed and variable overhead costs that are 

required for production, including utilities, rent, depreciation, and indirect labor. 

Formula for Overhead Budget: 

Total Overhead=Fixed Overhead+(Variable Overhead Rate×Units Produced)\text{Total 

Overhead} = \text{Fixed Overhead} + (\text{Variable Overhead Rate} \times \text{Units 

Produced})  

6. Cash Budget: 

o The cash budget is a projection of cash inflows and outflows during a specific 

period. It helps ensure that the company has sufficient liquidity to meet its 

obligations, including payments for materials, wages, and other expenses. 

Formula for Cash Budget: 

Opening Cash+Cash Inflows−Cash Outflows=Closing Cash Balance 

3. Process of Preparing Functional Budgets: 

 

 Step 1: Set objectives and targets for each function. Define the goals for each 

department, such as sales targets or production targets. 

 Step 2: Estimate the financial needs of each function. Calculate expected revenues, 

costs, and expenses associated with each function. 
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 Step 3: Prepare the budget for each function. Use historical data, forecasts, and 

management inputs to prepare the budget for each department. 

 Step 4: Integrate functional budgets into the master budget. Combine all the 

functional budgets to prepare the overall budget for the company. 

 Step 5: Review and monitor performance. Compare actual performance with the 

budget and analyze variances to take corrective actions if needed. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

UNIT 5 
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Differential cost and control: concept of differential cost, decision making and 

different cost, cost audit: objectives and advantages 

Differential Cost and Control 

1. Concept of Differential Cost: 

Differential cost refers to the difference in cost between two alternative decisions, 

options, or actions. It is the change in total cost that results from selecting one option 

over another. This concept is often used in decision-making processes where the 

objective is to compare the financial impact of different alternatives. Unlike standard 

cost or total cost, differential cost focuses on the incremental costs or savings incurred 

due to a specific choice or action. 

Differential cost is most useful when analyzing short-term decisions and is typically 

applied in the following areas: 

 Make or Buy decisions 

 Product line decisions 

 Accepting special orders 

 Outsourcing decisions 

 Shutdown or continue decisions 

2. Decision Making and Differential Costs: 

In decision-making, differential costs help managers evaluate alternatives based on how 

costs will change with each option. The decision-making process typically involves 

comparing differential revenues (revenue differences between options) and differential 

costs (cost differences). When managers choose between two or more alternatives, they 

select the one that provides the greatest benefit or the lowest cost. 

Types of Decisions Involving Differential Costs: 

 Make or Buy Decisions: Companies often face the decision of whether to produce a 

product in-house or purchase it from an external supplier. Differential costs in this 

decision include labor, material costs, and overhead savings or costs if production is 

outsourced. 
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Example: If making the product internally costs $10,000 (including fixed and variable 

costs), and buying it externally costs $8,000, the differential cost of making the product 

is $2,000. 

 Product Line Decisions: When deciding whether to add or eliminate a product line, 

managers consider the differential costs, including the variable costs associated with the 

new product line and the potential savings or losses. 

 Accepting Special Orders: Special orders often come at a lower price than the regular 

selling price. Here, managers must determine whether the differential revenue from the 

special order exceeds the differential cost of producing the order. This involves 

evaluating additional costs that would not have been incurred otherwise. 

 Outsourcing Decisions: Differential cost helps determine whether it is more cost-

effective to outsource production or keep it in-house. The differential costs include the 

cost savings in labor, materials, and overhead that result from outsourcing, compared to 

the cost of internal production. 

 Shutdown or Continue Decisions: Companies also use differential cost analysis to decide 

whether to continue producing a product or temporarily shut it down. The analysis 

focuses on comparing the fixed and variable costs associated with production during a 

temporary shutdown. 

In each case, only the relevant costs (i.e., those that change as a result of the decision) 

are considered in the analysis. 

3. Differential Cost Formula: 

The formula for differential cost is: 

Differential Cost=Cost of Alternative 1−Cost of Alternative 2\text{Differential Cost} = 

\text{Cost of Alternative 1} - \text{Cost of Alternative 2}  

This formula helps determine the cost difference between two choices. 

Example: 

If you have two alternatives: 

 Alternative 1 costs $15,000 

 Alternative 2 costs $12,000 

The differential cost would be: 
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Differential Cost=15,000−12,000=3,000\text{Differential Cost} = 15,000 - 12,000 = 3,000  

This means choosing Alternative 1 would cost an additional $3,000 compared to 

Alternative 2. 

 

Cost Audit: 

1. Objectives of Cost Audit: 

A cost audit is the process of examining and verifying the cost records and cost 

statements of a company to ensure that they are accurate, compliant with regulatory 

requirements, and reflect the true cost of production or operations. The main objective 

of a cost audit is to ensure that the costs reported by a company are fair, reasonable, 

and in line with accepted costing principles. 

The primary objectives of a cost audit are: 

1. Verification of Cost Records: A cost audit verifies the correctness and reliability of the 

cost data and cost records maintained by the company. It ensures that the records 

reflect the true and fair cost of operations. 

2. Compliance with Legal Requirements: Cost audits ensure that companies are following 

the legal and regulatory requirements concerning cost accounting. In some industries, 

especially in regulated sectors, companies are required by law to have their cost records 

audited. 

3. Cost Efficiency and Control: The audit process helps identify inefficiencies in cost 

management and provides feedback on whether the company is managing its resources 

effectively. It ensures that costs are being incurred efficiently, and provides 

recommendations for improving cost control. 

4. Accuracy of Cost Statements: Cost audit ensures that cost statements, such as cost of 

production, cost of sales, and profit margins, are accurately prepared. The auditor 

verifies whether the costs are allocated appropriately to different activities or products. 

5. Determine True Profitability: A cost audit helps in determining the actual profitability of 

a company by verifying whether the correct cost allocation and pricing are being 

followed. This is particularly important for pricing decisions and profit analysis. 
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6. Fraud Prevention and Detection: Through cost audits, organizations can detect potential 

fraud or mismanagement of costs, preventing the overstatement or understatement of 

costs, which can result in misrepresentation of the company’s financial position. 

7. Cost Reduction and Improvement: By thoroughly examining cost structures, a cost audit 

can suggest areas for cost reduction. It helps identify wasteful expenditures, 

recommends improvements in production processes, and assists management in making 

informed decisions about cost-saving measures. 

2. Advantages of Cost Audit: 

Cost audits provide several advantages for businesses, particularly in terms of cost 

control, efficiency, and regulatory compliance. Some of the key advantages include: 

1. Improved Cost Control: The main benefit of a cost audit is improved cost control. By 

examining the cost records, a cost audit helps in identifying areas of inefficiency, waste, 

or over-expenditure. It ensures that costs are kept within budgeted limits and assists in 

making informed decisions regarding cost-cutting strategies. 

2. Better Decision Making: Cost audits provide accurate and detailed cost information, 

which is vital for managers when making decisions about pricing, budgeting, product 

lines, and production strategies. With reliable cost data, companies can make more 

informed and strategic decisions. 

3. Enhanced Profitability: By identifying cost inefficiencies, the audit process can help 

improve the profitability of the organization. It allows management to focus on areas 

where cost reductions or improvements can be made, thereby enhancing the overall 

profit margins. 

4. Regulatory Compliance: A cost audit ensures that the company complies with legal and 

regulatory requirements regarding cost accounting and reporting. This is especially 

important in regulated industries like manufacturing, energy, and transportation, where 

transparency in cost structure is essential for maintaining regulatory compliance. 

5. Accurate Financial Reporting: Cost audits contribute to the accuracy and transparency of 

financial statements. They ensure that the cost structure is correctly reflected in the 

financial reports, which is essential for external reporting to stakeholders, investors, and 

regulatory bodies. 
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6. Detection of Fraud: Regular audits help in detecting any fraudulent activities, such as 

manipulation of costs or misappropriation of resources. By verifying the accuracy of cost 

records, a cost audit reduces the risk of financial misreporting. 

7. Improvement in Cost Allocation: Cost audits examine how costs are allocated across 

departments, products, or services. This allows the organization to ensure that indirect 

costs are appropriately allocated and that the cost structure truly reflects the operations 

of the business. 

8. Improved Operational Efficiency: Through the analysis of cost components, a cost audit 

can highlight areas where operational efficiencies can be improved, such as reducing 

wastage, improving labor productivity, or optimizing resource utilization. 

9. Transparency and Accountability: A cost audit enhances transparency by ensuring that 

cost records are open to scrutiny and that the management is accountable for the 

expenses incurred. This boosts confidence among investors, regulators, and other 

stakeholders. 

 


