
 

 

1 
Basic Concepts 

Question 1 

Distinguish between Cost control and Cost reduction.    

      (4 Marks, May 2004; November, 2004; November, 2006; November, 2011)  

Answer 

Cost Control and Cost Reduction: 

Cost control is operated through setting standards or targets and comparing actual 
performance therewith, with a view to identify deviation from standards or norms and taking 
corrective action in order to ensure that future performance conforms to standards or norms. 

Cost reduction is a continuous process of critical cost examination, analysis and discharge of 
standards. Each subject of business viz products, process, procedures, methods, origin, 
personnel etc is critically examined and reviewed with a view of improving the efficiency & 
effectiveness and reducing the costs.  Even in an organization where efficient cost control is in 
operation, there is always room for cost reduction. 

Question 2 

Discuss the essentials of a good Cost Accounting system. 

 (2 Marks, May 2004) (4 Marks, November 2005; November 2010; November 2012)  

Answer 

Essentials of a good Cost Accounting System: The essential features, which a good Cost 
Accounting System should possess, are as follows: 

(a) Informative and Simple: Cost Accounting System should be tailor-made, practical, 
simple and capable of meeting the requirements of a business concern. 

(b) Accuracy: The data to be used by the Cost Accounting System should be accurate; 
otherwise it may distort the output of the system. 

(c) Support from Management: Necessary cooperation and participation of executives from 
various departments of the concern is essential for developing a good system of Cost 
Accounting. 

(d) Cost- Benefit: The Cost of installing and operating the system should justify the results. 
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(e) Precise Information: The system of costing should not sacrifice the utility by introducing 
meticulous and unnecessary details. 

(f) Procedure: A carefully phased programme should be prepared by using network analysis 
for the introduction of the system. 

(g) Trust: Management should have faith in the Costing System and should also provide a 
helping hand for its development and success. 

Question 3 

Distinguish between Cost audit and statutory audit.  (2 Marks, November, 2004) 

(Out of Syllabus/removed from the current Syllabus of Cost Accounting.)  

Answer 

Cost audit and Statutory audit 

Cost audit offers valuable assistance to the management in its decision-making process by 
examining the reliability of cost accounting data and information. Due to the assistance 
provided by cost audit, management is in a position to know what price is to be fixed for a 
product, whether the wastages are avoidable, whether to reorganise sales or inventory system 
to make work more efficient and effective. Cost audit, apart from all the normal ingredients of 
audits. i.e. vouching, verification etc has within its domain elements of efficiency audit and 
proprietary audit. 

Statutory audit of accounts is to examine whether P/L a/c and Balance Sheet of a company 
provides a true and fair view of profits (in the relevant financial period) and financial position 
on a particular date. 

Question 4 

Discuss cost classification based on variability and controllability. (4 Marks, November 2004) 

Answer 

Cost classification based on variability 

Fixed cost – these are costs, which do not change in total despite changes of a cost driver. A 
fixed cost is fixed only in relation to a given relevant range of the cost driver and a given time 
span. Rent, insurance, depreciation of factory building and equipment are examples of fixed 
costs where the final product produced is the cost object. 

Variable costs- these are costs which change in total in proportion to changes of cost driver. 
Direct material, direct labour are examples of variable costs in cases where the final product 
produced is the cost object.  

Semi-variable costs – These are partly fixed and partly variable in relation to output e.g. 
telephone and electricity bill. 
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Cost classification based on controllability 

Controllable costs – are incurred in a particular responsibility center and relate to a defined 
time span. They can be influenced by the action of the executive heading the responsibility 
center e.g. direct costs. 

Uncontrollable costs – are costs which are not influenced by the action of the responsibility 
manager e.g. expenditure incurred by the tool room is controllable by the foreman in charge of 
that section, but the share of tool room expenditure which is apportioned to the machine shop 
is not controllable by machine shop foreman. 

Question 5 

Explain Sunk cost. (3 Marks, May 2005) 

Answer 

Sunk Cost:  These costs are the costs of resources already acquired which will be unaffected 
by choice between various alternatives. These are historical costs, which are incurred in the 
past and not relevant to the particular decision making problem, being considered.  While 
considering the replacement of a plant, the depreciated book value of the old asset is 
irrelevant as the amount is a sunk cost, which is to be written off at the time of replacement. 
Another example of sunk cost is that of development cost already incurred. 

Question 6 

Explain the area of cost reduction at product design stage. (3 Marks, May 2005) 

Answer 

Products design offers the greatest scope of cost reduction of a permanent nature.  The 
impact of a decision made at the beginning stage on costs can be revealed at every stage of 
manufacture or processing of the product in the factory.  The design function, therefore, offers 
an extremely important area for cost reduction action. 

Before making new designs, a design policy has to be settled by top management.  The 
design policy may be selected towards objectives such as: 

(a) Low cost and functional efficiency 

(b) Widest possible application 

(c) Quality and life and 

(d) Appearance. 

Any attempt to achieve cost reduction through design economies may come into conflict with 
the overriding design policy and hence a firm policy concerning design has to be settled by 
overcoming, as far as possible, conflicts. 

Potential areas for cost reduction in the field of design are:  

(i) Introduction of new designs 
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(ii) Improvement in the existing designs and 

(iii) Standardisation and simplification. 

Question 7 

Discuss the area of activity in respect of which cost accounting records are to be maintained. 

          (4 Marks, May 2005) 

Answer 

The areas of activity in respect of which cost accounting records are to be maintained under 
cost accounting record rules are: 

 Raw materials, components, stores and spare parts 

 Salaries and wages 

 Service department expenses 

 Utilities 

 Depreciation 

 Other overheads 

 Conversion cost 

 R & D expenses 

 Interest 

 Joint products and by products 

 Work-in-progress and finished goods stocks 

 Cost statements 

 Record of physical verification 

 Packing 

 Production records. 

Question 8 

Distinguish between Explicit and Implicit cost (3 Marks, May 2005) (2 Marks, May 2007) 

Answer 

Explicit costs, which are also known as out of pocket costs, refer to costs involving immediate 
payment of cash. Salaries, wages, interest on capital, etc. are some of the examples of explicit 
costs. They can be easily measured. 

Implicit costs (also known as economic costs) do not involve any immediate cash payment. 

The main points of difference between Explicit and Implicit costs are: 

 Implicit costs do not involve immediate cash payment whereas Explicit costs involves 
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immediate outgo of cash. 

 Implicit costs are not recorded in the book of account whereas explicit costs are entered 
in the books of Accounts. 

Question 9  

Discuss the circumstances under which a Cost Audit is ordered and the purpose of Cost Audit.  

         (4 Marks, November, 2005)  

(Out of Syllabus/removed from the Current Syllabus of Cost Accounting.) 

Answer 

Circumstances under which Cost Audit is ordered 

(i) Price Fixation – The need for fixation of retention price in case of materials of national 
importance like steel, cement etc., may cause a necessity for cost audit. 

(ii) Cost variation within an industry:  Cost audit may be necessary to find reasons for 
such differences.  

(iii) Inefficient Management – Where a factory is run inefficiently and uneconomically, 
institution of cost audit may be necessary. 

(iv) Tax assessment – Where a duty or tax is levied on products based on cost of 
production, the levying authorities may ask for cost audit to determine the correct cost of 
production.        

Purposes of Cost Audit 

Protective purpose – To examine that there is no undue wastage or losses and the costing 
system brings out the correct cost of production or processing. 

Constructive purpose – Cost Audit provides information to management useful in regulating 
production, choosing economical methods of operation and reducing operations cost.  

Question 10 

Distinguish between 

(i) Profit Centres and Investment Centres. 

(ii) Product Cost and Period Cost. (4 Marks, May 2006) 

Answer 

(i) Profit Centres and investment centres 

A profit centre is a centre where the manager has the responsibility of generating and 
maximising profits. In such centres, the manager is responsible for revenue and cost. 

Investment centres are those centres which are concerned with earning an adequate 
ROI. In such centres, the manager is responsible for investment, revenue and cost. 
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(ii) Product costs and period costs 

Product costs are costs which are associated with purchase and sale of goods. These 
are costs are used for inventory valuation and incurred up to factory stage. 

Period costs are costs, which are not assigned to the products but are charged as 
expenses against revenues of the period in which they are incurred e.g. Selling, General 
Administrative and Distribution overheads. 

Question 11 

Distinguish between Controllable costs and Uncontrollable costs. (2 Marks, November, 2006) 

Answer 

Controllable costs are the costs which can be influenced by the action of a specified member 
of an undertaking.  Controllable costs incurred in a particular Responsibility centre can be 
influenced by the action of the executive heading that Responsibility centre. 

Uncontrollable costs are those costs which cannot be influenced by the action of a specified 
member of an undertaking.  The distinction between controllable and uncontrollable cots is not 
very sharp and is sometimes left to individual judgement.  In fact, no cost is controllable; it is 
only in relation to a particular individual that we may specify a particular cost to be either 
controllable or non-controllable. 

Question 12 

Discuss the various reports provided by Cost Accounting Department.  (4 Marks, November, 2006) 

Answer 

Various reports provided by Cost Accounting Department 

(i) Cost sheet setting out the total cost, analysed into various elements. 

(ii) Consumption of material statements. 

(iii) Labour utilization statements. 

(iv) Overheads incurred compared with the budget and overheads actually charged to 
production. 

(v) Sales effected compared with budgets. 

(vi) Reconciliation of actual profits earned with budgeted profits. 

(vii) The total cost of abnormally spoiled work in factory and abnormal losses. 

(viii) Labour turnover, cost of recruitment and training new employees. 

(ix) Expenses incurred on R & D as compared with those budgeted. 

Question 13 

Briefly discuss, how the synergetic effect helps in reduction in costs. (2 Marks, May, 2007) 
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Answer 

Two or more products are produced and managed together. 

The result of combined efforts is higher than sum of the results of individual products. 

Analysis of synergetic effect is helpful in cost control. 

Question 14 

What items are generally included in good uniform costing manual?  (3 Marks, May, 2007) 

(Out of Syllabus/removed from the Current Syllabus of Cost Accounting.) 

Answer 

Uniform costing manual includes essential information and instructions to implement 
accounting procedures.  

(a) Introduction: It includes objects and scope of the planning. 

(b) Accounting procedure and planning includes rules, and general principle to be followed. 

(c) Cost accounting planning includes methods of costing, relation between cost and 
financial accounts and methods of integration. 

Question 15 

Discuss briefly the relevant costs with examples. (2 Marks, November, 2007) 

Answer 

Relevant costs are those expected future cost which are essential but differ for alternative 
course or action. 

(a) Historical cost or sunk costs are irrelevant as they do not play any role in the decision 
making process. 

(b) Variable costs which will not differ under various alternatives are irrelevant. 

Question 16 

What are the main objectives of cost accounting? (2 Marks, November, 2007) 

Answer 

The Main objectives of Cost Accounting are 

1. Ascertainment of cost. 

2. Determination of selling price. 

3. Cost control and cost reduction. 

4. Ascertaining the project of each activity. 

5. Assisting management in decision-making.  

© The Institute of Chartered Accountants of India



1.8 Cost Accounting 

 

6. Determination of break- even point.  

Question 17 

Explain controllable and non-controllable cost with examples. (2 Marks, May, 2008) 

Answer 

Controllable costs are those which can be influenced by the action of a specified member of 
an undertaking. A business organization is usually divided into a number of responsibility 
centres and each such centre is headed by an executive.  Controllable costs incurred in a 
particular responsibility centre can be influenced by the action of the executive heading that 
responsibility centre.  Direct costs comprising direct labour, direct materials, direct expenses 
and some of the overhead are generally controllable by the shop level management. 

Non-controllable costs are those which cannot be influenced by the action of a specified 
member of an undertaking.  For example, expenditure incurred by the tool room is controllable 
by the tool room manager but the share of the tool room expense which is apportioned to the 
machine shop cannot be controlled by the machine shop manager. It is only in relation to a 
particular individual that a cost may be specified as controllable or not. 

Note:  1. A supervisor may be unable to control the amount of managerial remuneration 
allocated to his department but for the top management this would be a 
controllable cost. 

  2. Depreciation would be a non-controllable cost in the short-term but controllable in 
the long terms. 

Question 18 

State the unit of cost for the following industries 

(a) Transport 

(b) Power 

(c) Hotel 

(d) Hospital (2 Marks, November, 2008, May, 2014) 

Answer 

Industry     Unit of Cost 

(a) Transport      – Per passenger k.m. or per tonne. k.m. 

(b) Power     – Per Kilo – watt (kw) hour 

(c) Hotel       – Per room day / or per meal 

(d) Hospital     – Per patient – day 
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Question 19 

Distinguish between product cost and period cost.  (2 Marks, May, 2009) 

Answer  

Product Cost vis-à-vis Period cost 

Product costs are associated with the purchase and sale of goods. In the production scenario, 
such costs are associated with the acquisition and conversion of materials and all other 
manufacturing inputs into finished product for sale. Hence under absorption cost, total 
manufacturing costs constitute inventoriable or product cost. 

Periods costs are the costs, which are not assigned to the products but are charged as expense 
against revenue of the period in which they are incurred. General Administration, marketing, sales 
and distributor overheads are recognized as period costs.  

Question 20 

Define the following: 

(a) Imputed cost 

(b) Capitalised cost  (2 Marks, November, 2009)  

Answer 

(a) Imputed Cost:  These costs are notional costs which do not involve any cash outlay. 
Interest on capital, the payment for which is not actually made, is an example of Imputed 
Cost.  These costs are similar to opportunity costs. 

(b) Capitalised Cost:  These are costs which are initially recorded as assets and 
subsequently treated as expenses. 

Question 21 

Distinguish between engineered cost and differential cost.  (2 Marks, May, 2010) 

Answer 

Engineered costs are costs that result specifically from a clear cause and effect relationship 
between inputs and outputs.  The relationship is usually personally observable. Examples of 
inputs are direct material cost, direct labour cost.  Examples of output are car, computer etc.  

Differential costs represent the change in total cost due to change in activity level, technology, 
process or method of production, etc.  Example, if total cost under alternative I is ` 30,000 
and alternative II is ` 50,000, then differential cost is ` 20,000 (` 50,000- ` 30,000). 

Question 22 

Distinguish between cost units and cost centres. (4 Marks, May 2011) 
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Answer 

Cost units: It is a unit of product, service or time (or combination of these) in relation to which 
costs may be ascertained or express. A batch which consists of a group of identical items and 
maintain its identity through one or more stages of production may also be considered as a 
cost unit. Cost units are usually the units of physical measurement like number, weight, area, 
volume, length, time and value.   

Cost centre: It is defined as a location, person or an stress of equipment (or group of these) 
for which cost may be ascertained and used for the purpose of cost control. Cost centres are 
of two types, viz., personal and impersonal. A personal cost centre consists of a person or 
group of persons and an impersonal cost centre consists of a location or an item of equipment 
(or group of these).  

Question 23 

State the types of cost in the following cases: 

(i)  Interest paid on own capital not involving any cash outflow. 

(ii)  Withdrawing money from bank deposit for the purpose of purchasing new machine for 
expansion purpose. 

(iii)  Rent paid for the factory building which is temporarily closed 

(iv)  Cost associated with the acquisition and conversion of material into finished product. 

  (4 Marks, May, 2012) 

Answer 

Type of costs 

(i) Imputed Cost 

(ii) Opportunity Cost 

(iii) Shut Down Cost 

(iv) Product Cost  

Question 24 

Cost of a product or service is required to be expressed in suitable cost unit. State the cost 
units for the following industries: 

(i) Steel 

(ii)  Automobile  

(iii) Transport  

(iv)  Power 

(b) Distinguish between cost allocation and cost absorption. (4 Marks, May 2013) 
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Answer 

Industry Cost Unit 

(i)  Steel Tonne 

(ii)  Automobile Numbers 

(iii)  Transport Passenger Kilo-meter/ Tonne Kilo-meter 

(iv)  Power Kilo-watt hour (Kwh) 

Question 25 

Distinguish between cost control and cost reduction. (4 Marks, May, 2014) 

Answer 

Difference between Cost Control and Cost Reduction 

Cost Control  Cost Reduction 

1. Cost control aims at maintaining the 
costs in accordance with the 
established standards. 

1. Cost reduction is concerned with 
reducing costs. It challenges all 
standards and endeavours to better 
them continuously 

2.  Cost control seeks to attain lowest 
possible cost under existing 
conditions.   

2. Cost reduction recognises no condition 
as permanent, since a change will result 
in lower cost. 

3.  In case of Cost Control, emphasis is 
on past and present 

3. In case of cost reduction it is on 
present and future. 

4.  Cost Control is a preventive function 4. Cost reduction is a corrective function. 
It operates even when an efficient cost 
control system exists. 

5.  Cost control ends when targets are 
achieved 

5. Cost reduction has no visible end. 

Question 26 

Explain the following: 

(i) Explicit costs 

(ii)  Engineered costs (4 Marks, May, 2014) 

Answer 

(i)  Explicit Costs - These costs are also known as out of pocket costs and refer to costs 
involving immediate payment of cash. Salaries, wages, postage and telegram, printing 
and stationery, interest on loan etc. are some examples of explicit costs involving 
immediate cash payment. 
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(ii)  Engineered Costs - These are costs that result specifically from a clear cause and 
effect relationship between inputs and outputs. The relationship is usually personally 
observable. Examples of inputs are direct material costs, direct labour costs etc. 

Question 27 

Identify the methods of costing for the following: 

(i) Where all costs are directly charged to a specific job. 

(ii)  Where all costs are directly charged to a group of products. 

(iii)  Where cost is ascertained for a single product. 

(iv)  Where the nature of the product is complex and method can not be ascertained. 

 (4 Marks, November, 2014) 

Answer  

Sl. No. Method of Costing 

(i) Job Costing 

(ii) Batch Costing 

(iii) Unit Costing or Single or Output Costing  

(iv) Multiple Costing 
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