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COST MANAGEMENT 
FOR SPECIFIC SECTOR 

 LEARNING OUTCOMES 

 

After studying this chapter, you will be able to: 

❑ Explain cost structure and management techniques for power sector, 
agriculture sector, and information technology sector.  
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 CHAPTER OVERVIEW 

 

 POWER SECTOR 

Electricity (electrical energy) is utility, when used (as electric power) to energise the equipment, 

hence become essential for ease of human life. Electricity is generally used as a synonym for 

power or energy in layman term, but energy is a much wider term than both power and electri city.  

Energy (including power) is vital for the development and prosperity of any country, hence the 

power sector is required to act as a backbone to the economy with greater reliability and efficiency, 

which purely depends upon the cost efficiency of power-coms (power companies). 

 

In this chapter, the discussion will be centric to cost and its management for all three phases of the 

supply chain in power sector i.e. generation, transmission, and distribution.  

 

 

 

© The Institute of Chartered Accountants of India



 COST MANAGEMENT FOR SPECIFIC SECTOR 5.3 
 
 

 

Industry Insight 

India is the third-largest producer and second-largest consumer of electricity in the world.  

It is also important to note India, lags behind significantly in energy usage. As per chapter 9 of 

volume I of Economic Survey 2018-19 India despite accounting for 18 percent of the world’s 

population uses only around 6 percent of the world’s primary energy.  

As per the union budget 2020-21 the provisions (net of receipts and recoveries) made for 

Ministry of Power is ₹15,874.82 crores comprise ₹14,792.54 crores for revenue expenditure 

and ₹1,082.28 crores for capital expenditure. Similarly, provision made for the Ministry of New 

and Renewable Energy is ₹5,753.00 crores comprise ₹5,701.00 crores for revenue expenditure 

and ₹52.00 crores for capital expenditure.  

Features  

The following features of the power sector have an implication on cost and its management.  

▪ Regulated entry and operations. Utilities are often the subject matter of state regulation. 

There is a limited number of players in the power sector. Major share controlled by state -own 

PSUs/PSEs (be it of union or state/s government) because until liberalisation in the 

provisioning of electricity was also a sovereign function.  

The continuation of practices to grant subsidies (either to the power-coms or the specified 

users of electricity from strategic but economically weak sections/sectors, such as 

agriculture), which was prevailing since pre-liberalisation era when electricity was sovereign 

function; has a direct impact on the national treasury ; which in the turn may affect the 

long-term growth potential of the economy. 

Note - atomic energy is still subject to state. 

▪ Widespread stakeholders, including undisciplined consumers. The stakeholder of power 

sector includes the existing and prospective consumers (may be domestic or commercial), 

government, regulators, investors, ecology. 

Note- It is important to note that consumers of electricity are not-disciplined, they don’t have 
pre-defined need or consumption pattern and also engaged in activities leads to lower meter 
billing then consumption.  

▪ Complex but a continuous network of distribution. Electricity is generated at power plants 

and then transmitted through a complex network of the grid, substations, transformers, and 

power lines before actual distribution for the consumption of customers. Such a network 

between generators, transmitters, distributors, and consumers is continuous. The 

complexity of the network leads to a complex supply chain hence a complex value chain. 

Transmission and distribution loss are also a negative feature of such a network.  
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Practical Insight 

According to the annual Emerging Markets Smart Grid Outlook 2015  study by the 

Northeast Group, LLC; The world loses US$89.3 billion annually to transmission and 

distribution loss (including electricity theft). The highest losses were in India ($16.2 

billion), followed by Brazil ($10.5 billion) and Russia ($5.1 billion).  The state of 

Maharashtra alone loses $2.8bn per year. Nationally, the total transmission and 

distribution losses approach 23% and some states' losses exceed 50%. 

Note – India is committed to eliminating this loss, hence has planned to spend of $21.6 

billion on Smart Grid Infrastructure By 2025. 

▪ It is really important to note here that grids are interconnected for reliability and commercial 

purposes, forming larger, more dependable networks that enhance the coordination and 

planning of electricity supply. 

▪ Demand of electricity is keep on growing. This feature can be considered as both threat 

and opportunity. Threat is very clear → are we able to meet our demand, while keeping the 

control over cost. The opportunity is equally great, as per the economic survey 2018-19, 

India’s per-capita energy consumption is about one-third of the global average, it will have to 

increase its per capita energy consumption at least 2.5 times to increase its real per capita 

GDP by $5,000 per capita, in 2010 price level, to enter the upper -middle-income group. (India 

is currently placed in the lower-middle-income group by World Bank). 

▪ Electricity tariff is a feature of cost and regulated . Tariff of electricity units is purely based 

upon the rationality to determine the cost incurred at various points of operation. Central and 

States electricity regulatory commission as being regulators of sector play key role in the 

determination of the tariff.  

Example 

This example shows the hypothetical cost and 

revenue curves for Toronto Power and Light Co. 

(TPLC), an assumed natural monopolist in the 

electricity industry. As an unregulated 

monopolist, the firm would maximize profits by 

applying the acquainted MR = MC rule. Referring 

to the figure below, the firm’s price and quantity 

of electricity would thus be ₹8 per kWh and 5.5 

million kWh, respectively. Since price exceeds 

average total cost at 5.5 million kWh, the firm 

gains an economic profit. 
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Now assume that the government decides to impose public utility regulation on TPLC. This 
determines the price of the monopolist, in addition, to control over services and entry into/ 
exit from the industry. The firm can charge a price that is just high enough to cover its 
average total cost i.e. fair-return price. In this example, TPLC will set its price at the point 
where its demand curve crosses its average total cost curve; the fair -return price is therefore 
₹ 5.6 per kWh.  

Regulation requiring fair-return price allows the firm to earn only a normal profit for its 
shareholders and eliminates the excess profit for the firm. 

As an unregulated monopolist, TPLC would maximize profits by charging ₹8 per kilowatt-hour 
of electricity. However, authorities would typically require the firm to charge a price equal to 
₹5.6 i.e. the fair-return price. Though this eliminates excess profit, the firm can still earn a 
normal profit for its shareholders. 

▪ Power sector is highly capital intensive with long gestation periods before the 
commencement of revenue streams and an even longer operating period. Since most of the 
projects have such a long- time frame, there are some inherent risks in both the internal and 
external environment. 

▪ Power sector has great ecological implications and social importance. Power generation 
has an environmental impact which leads to carbon footprint, each project is subject to 
clearance from EIA (environmental impact analysis) preview. Hence clean energy (power 
from renewable sources) is sustainable substitute to meet the increasing need of electricity 
by society. 

 

Test Your Understanding  

Based upon features highlighted above can you apply Michael E Porter’s five forces model on 

the Indian power sector to assess the competitive forces?  

Hint  

Porter’s five forces analysis (detailed below) shows that power -com (Power Company) has 

substantial dominance over its customers. Because there are only a few substitutes to electricity 

(power) and it is tough for a new entrant to enter into the market . Individual customers have low 

power over the power dis-com (Power Distribution Company). There exist natural monopolies, 

hence therefore opportunities to price gouging. Obviously, the consumers expect from sector 

regulator to step in and make sure, the tariff shall be fair. 

Porter's Five Forces are  

▪ Barriers to entry: There are high barriers to entry because of the capital needed and 

because of the regulatory approvals required.  

▪ Customer power: Low, as most customers really do not have viable alternatives.  

▪ Supplier power: Low to moderate (except thermal), since there are many firms that may 

supply input or inputs are government regulated. 
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▪ Substitute effects: It includes solar / wind / geo-thermal sources of energy that consumers 

could tap. Small generators also provide an alternate source. However, power from these 

sources usually cost substantially more than obtaining power directly from the dis -com. 

▪ Competition/rivalry: There is very little competition from private player especially in the 

conventional form of energy (power), hence as the state or central PSUs/PSEs are  enjoying 

a kind of monopoly (regulated one). 

Cost Structure 

In order to manage the costs, it is important to understand the costs and their structure. Costs 

involved in the power sector need to be studied at three level of the supply chain i.e. generation, 

transmission, and distribution. 

Generation  

This is the process in which electrical energy is produced using various fuel or other sources. The 

power generation plant is situated near the source of power. The cost of generating power 

depends upon the source/input applied. Nature of cost (variability) and flexibility in produ ction is 

also a feature of source/input. In India, most of the power is generated from conventional (non -

renewable) sources. (see the insight given below to get an idea on source/input applied as a 

percentage of total installed capacity) 

Major Cost Heads are material (input) consumption including utilities, salary and wages, service 

department expenditure, and processing cost. Depreciation and amortisation are substantial 

element in addition to finance cost.  

Note- Power generation companies in order to apply the cost management tools and the 

performance checks prepare and maintain records of technical details such as Installed Capacity, 

Plant Load Factor, Planned and Forced Outage, Station Heat Rate etc.  

Cost Centres – In order to understand the different costs involved in power generation process, 

the knowledge of cost centres is essential, there are following three broad categories of cost 

centre classification. 

▪ Production cost centres are centric to generation of power, these are boiler, turbine, and 

generator. 

▪ Utility cost centres are responsible for provisioning of utilities for main production units, 

these are coal handling plant, demineralisation plant, hydrogen generating plant, fuel oil 

handling plant, ash handling plant. 

Note- It is important here to understand the meaning of utilities. Utilities are significant 

inputs such as power, steam, water, compressed air, and the like which are used for 

manufacturing process but do not form part of the final product  

▪ Service cost centres are the units/departments that provide support & service to the main 

production units. These are boiler maintenance, turbine maintenance, electrical maintenance, 

workshop & garage, civil maintenance, testing, instrumentation control and stores.  It is 

important to note certain service units provide the service to the specific production units 

while others provide the service to more than one production unit.  
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Practical Insight 

Total Installed Capacity in India (as of 30.09.2020) as per Central Electricity Authority. 

 

 

*RES (Renewable Energy Sources) includes Small Hydro Project, Biomass Gasifier, Biomass Power, 

Urban & Industrial Waste Power, Solar, and Wind Energy. 

Sector Central Sector State Sector Private Sector Total 

Mega-watts 93,927 103,617 175,486 3,73,029 

% Share 25.2% 27.8% 47.0% 100% 

Source Thermal Hydro Nuclear RES* (MNRE) Total 

Mega-watts 2,31,321 45,699 6,780 89,229 3,73,029 

% Share 62.0% 12.3% 1.8% 23.9% 100% 

Fuel Coal Lignite  Gas Diesel Total Thermal 

Mega-watts 1,99,595 6,260 24,957 510 2,31,321 

% Share 53.6% 1.7% 6.7% 0.1% 62.0% 

Transmission 

The process of movement of high voltage electricity (power) from the power station to another 

location is called Transmission.  

Transmission requires the use of transmission towers, underground cables, transformer, circuit 

breaker, and insulator. These mediums and instruments have different types too, for example, 

transformers are step up and step-down transformers used to enhance or reduce the voltage of 

electricity.  

 

Practical Insight 

Power Grid Corporation of India Limited is a CPSU looking after the transmission sector. 

POWERGRID started functioning on management basis with effect from August 1991 and it took 

over transmission assets from NTPC, NHPC, NEEPCO and other Central/ Joint Sector 

Organizations during 1992-93 in a phased manner. The Corporation, apart from providing 

transmission system for the evacuation of central sector power, is also responsible for 

Establishment and Operation of Regional and National Power Grids to facilitate the transfer of 

the power within and across the regions with Reliability, Security, and Economy on sound 

commercial principles. 
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A large amount of cost incurred in power transmission is either maintenance of line and sub-station 
or depreciation and amortisation. Finance cost also comprises a major portion of operating 
expenditure. The major cost heads are maintenance expenditure (of line, sub-station, and other 
assets), sub-station, and administration expenses.  

 

Practical Insight 

In the case of Power Grid Corporation of India Limited for the year 2019-20 total expenses are 
₹25,670.62. Out of which other expenses are ₹2,824.35 crores, which comprises ₹669.59 
crores (23.70% of other expenses) on account of repair and maintenance. Further repair and 
maintenance comprises ₹434.49 crores and ₹153.11 crores on repair and maintenance of sub-
station and transmission lines respectively. Depreciation and amortization expense ₹11,073.18 
(43.14% of total expenses). 

In order to apply performance control, every power transmission company maintain a record of 
certain technical details such as voltage management, transmission loss, and inventory, etc. 
these are help full in cost management too.  

Cost Centres – In case of companies engages in power transmission can be classified into two 
categories such as 

▪ Production cost centres such as the transmission line maintenance and sub-station 
maintenance. 

▪ Service cost centres such as administration and general repair and maintenance.   

Distribution 

Transmitted electricity is distributed to the consumers through distribution lines. Electronic meters 
are used to measure the consumption of electricity.  

Note- Load management is a really important factor during distribution and whenever metered sale 
is not equal to gross consumption the audit of revenue leakage becomes essential. Majority of 
power Dis-Coms (power distribution companies) are in worse shape, and the major reason is the 
distribution loss, hence these companies are continually working on reducing distribution loss.  
The large component (around 80%) of the cost incurred by power Dis -Coms is on account of the 
purchase of power. Whereas the remaining cost consists of employee cost, administration cost 
including repair and maintenance cost. Hence major cost head is Power purchase, employee 
cost, repair and maintenance, and administration cost. 
Technical information which is essential for performance control (apart from cost management) 
includes voltage management, distribution loss and inventory level.  

Cost Centres – In case of power distribution companies is also similar to companies engaged in 
power transmission, such as; 

▪ Production cost centres such as distribution line maintenance and sub-station maintenance. 

▪ Service cost centres such as administration and general repair and maintenance.   
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Cost Management  

In the power sector cost management has wide applications, the majors are;  

▪ Determining and regulating tariffs. 

▪ Cost allocation. 

▪ Identification of distribution and transmission loss followed by gap analysis. 

▪ Multi-dimensional costing calculations and analysis. 

Implementing the following techniques and practices can really help the companies engagement in 

generation, transmission, and distribution of power to manage the cost (and hence performance);  

Value Chain Analysis  

Value chain analysis involves ensuring value creation in all the activities (both inbound and 

outbound activities) undertaken by the power company starting from electricity generation to the 

point of supply (distribution of the electricity). This will help in two-way first identification of non-

value-added activities which can be removed to reduce the cost and secondly focus will be 

enhanced on activities capable to generate value.  

Triple Bottom Line & Full Costing 

Cost Management is not restricted to measure, record, and report the cost but also extend to 

managing the performance, hence the application of triple bottom line can really help the energy 

projects and companies engaged in generation, transmission and distribution of energy to consider 

the wider picture which includes social and the ecological implication to their decision.  

Full costing & EMA (environmental management accounting) is really make sense to consider the 

carbon footprint resulting from generation and use of energy. 

 

Practical Insight 

Reducing carbon footprint can help the organisations (& their countries) in multiple way, apart 

from reducing the full cost and improving the corporate image, organisations (& their countries) 

can save carbon credit (by cutting emission) which it later can sell to the company have a deficit 

balance. Carbon trading is a market-based system to reduce greenhouse gases contributing to 

global warming, particularly carbon dioxide. 

It is important to note that India's main goals at the recent UN climate talks (concluded on 15 th 

December 2019, in Madrid) was to win the right to sell the carbon credits it has earned over the 

years. But the talks ended without agreeing on rules for future carbon trading, leaving the fate of 

billions of carbon credits on the line.  
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Cost Control  

The pricing (tariff) of electricity is not market-led, instead, they are a function of the cost incurred. 

So, the essential focus shall be on application cost control techniques, hence the importance of 

budget management and standard costing is multi -folded. 

International Prospect and Perspective of the Power Sector  

In the anticipation of the significant improvement in lifestyle (quality of life) of people, on account of 

economic growth in an upcoming couple of decades, the developing countries are expecting a 

progressive increase in their electricity consumption (as per the ODEC economic outlook of 2013). 

Consumption in developed countries are already at peak.  

The International Energy Agency, a Paris-based autonomous intergovernmental organization came 

up with critical and worth-noting findings of the energy sector in World Energy Outlook 2019. Some 

of these are-  

▪ Magnificent growth in both installed capacity and generation of solar energy. Installed global 

solar capacity may move to 3,142 GW by 2040 from 495 GW in 2018.  China and India will 

enjoy the cost leadership in the solar photovoltaic market in near future.  

▪ Africa is the next market to watch. In sub-Saharan Africa, half of the population don’t have 

access to power; hence significant expansion of the power system is required in order to 

light-up all in that region.  

▪ Three major uncertainties that might affect future affordability of electricity are fossil fuel 

prices, the cost of wind and solar PV, and the cost of capital for all power generation 

technologies.  

The risk associated with the generation of power from non-renewable resources are widely 

acknowledged even across the borders, hence world as a whole committed to clean energy (the 

energy causing a less minimal negative impact on the environment).  

Following the member counties of EU, some other countries are also developing restriction 

regulations to control their carbon footprint (emission of carbon). A clear drift can  be witnessed 

from conventional (non-renewable) to renewable sources base power all across the globe.  

This ecological consciousness drastically changes the manner in which power companies used to 

work earlier and have a great impact on the sector as a whole and in-turn on cost.  
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A Study on Proposed Investment in Nuclear Power Project 

Glare Inc. is a national power generating company in 

uranium rich Country “G”. Its core business is generation 

and sale of electricity to state-owned power distribution 

companies and state boards. All power plant of Glare work 

in same way by taking in fuel and producing electricity, 

harmful gases and waste products. The output i.e. 

electricity produced out of the power plants is measured in 

megawatt hour (MWh). Glare has long-term goal to reduce its carbon-emission rate to less 

than 500 kilogram per megawatt-hour (kg/ MWh) by 2025. Company is following the footstep of 

many leading countries, those have developed big power sources to feed and satisfy the ever 

increasing demands for power in many industries and factories. Currently, most of 

economically successful and industrialized countries are fulfilling their industrial needs through 

nuclear power. However, limited supplies of fuel for nuclear power plants may thwart the 

growing interest in nuclear energy. 

In Country “G”, demand for electricity is expected to grow by an estimated rate of 12 percent 

per year due to rising populations, growing wealth and escalating demand of goods and 

services that require more electricity. Moreover, Country “G” is planning to develop network of 

high speed train which require huge amount of electricity. To boost power sector, the 

government recommended the change in the licensing process so that a new power plant 

receives both the construction permit and the operating license prior to the start of construction 

and created the Committee for ‘Electricity Industry Restructuring’ to deregulate the market. In 

addition, government is conscious towards the way Country “G” can reduce its carbon 

emissions. Therefore, government has decided to reduce the same by 30% from the present 

level in coming 5 years.  

Glare has a proposal to take benefit of growing demand by increasing its power generation 

capacity through installing a nuclear power p lant in City “Y”. A nuclear plant takes about five 

years to build with government permission. It cost about G$1,000 billion to construct. It has 

work life of 40 years. Current cost for decommissioning a nuclear power plant is G$200 billion. 

This includes estimated costs to safely dispose of any onsite nuclear waste, any radioactive 

material, including nuclear fuel as well as irradiated equipment and buildings.  

Operating and fuel costs for new nuclear plants are proving to be quite competitive to other fuel  

sources. The average costs of operations, maintenance and fuel in Country “G” is 80 cent per 

kilowatt hour (KWh). Data published by the Nuclear Energy Research Institute (NERI) shows 

that, new nuclear energy plants in the Country ‘G’ may need to produce e lectricity at a total cost 

of below G$ 2.40 per KWh to remain competitive with the fossil fuel options.  

Country “G” s local currency is G$. The current exchange rate is 1GD = USD 0.0125  
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Annexure 

Glare Inc. 

Power Plant Annual Statistics, 2020 

1. Carbon Dioxide (CO2) emissions are estimated based on the industry standard.  

2. Annual Capacity Factors are averages of the monthly values for 2020. Monthly Capacity Factors 

are computed as ‘the actual monthly generation’ divided by ‘the maximum possible generation’ 

for that month. ‘The maximum possible generation’ is the number of hrs. in the month multiplied 

by the monthly capability. 

Evaluation of Proposal 

Demand for electricity 

In Country “G”, estimates indicate that demand for electricity is expected to grow at 12% per 

annum. The rising population, growing wealth and escalating demand of goods and services 

that require even more electricity as well as proposed network of high speed train are a factor 

behind this. Therefore, demand for electricity in coming five years will be 70% to 80% more 

than the present levels.  

Glare will be able to take benefit of this growing demand by installing a nuclear power plant. 

Setting up a plant of 2,800 MW capacity in City “X” will increase its annual production to 

4,96,21,680 MWh by 2025 The effect would be dynamic i.e. 66.6% increase over existing 

production level. 

CO2 emission rate 

Glare’s strategic planning is to focus on long term goal to reduce its carbon -emission rate. 

Therefore, It has created a long term performance standard i.e. to reduce overall carbon-

emission rate less than 500 kilogram per megawatt-hour (kg/ MWh) by 2025. Setting up a new 

nuclear power plant will enable it to reduce overall CO2 emission rate from 755 kg/ MWh to 463 

kg/ MWh i.e. below target level specified. In addition, this will also support government’s 

objective of reducing the carbon emission in coming five years. The effect will be -39% over 5 

years.    

Particulars Plant.1 Plant.2 Plant.3 Plant.4 Plant.5 Proposed 

Primary Fuel Coal Diesel Oil Natural Gas Pet. Coke Nuclear 

Capacity, MW 1,400 12 875 1,850 200 2,800 

Capacity Factor 0.795 0.750 0.798 0.80 0.735 0.82 

Electricity 

Generation, MWh 

96,16,320 77,760 60,32,880 1,27,87,200 12,70,080 1,98,37,440 

CO2 Emissions, 

(metric tonnes) 

91,11,573 90,686 50,61,615 74,13,132 8,15,711 4,95,936 

CO2 Emission 

Rate (kg/ MWh) 

948 1,166 839 580 642 25 
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Estimation of the cost of electricity generated from nuclear power plant 

Computations show that, new nuclear energy plant in City “X’ will produce electricity at a total 

cost of below G$ 2.40/KWh, making it competitive with the fossil fuel options. This is estimated 

total cost against the electricity output over the life time of new power plant. This total cost 

includes the investment cost charges, the present worth of annual fuel and operating 

expenses. The investment cost charges are the present worth of cost for design, construction, 

refurbishing, decommissioning and expenses scheduled during construction period. The fuel 

and operating costs include the purchasing, convert and enriching uranium, fuel fabrication, 

spent fuel conditioning, reprocessing, transportation, and disposal of spent fuel; plant 

operations and maintenance labour cost.  

The cost of nuclear power generation works out to G$ 2.31/KWh. The main cost component is 

the construction cost, G$ 1.26/KWh. Other components of cost are small in comparison i.e. G$ 

0.80/KWh. Decommissioning and waste management costs are G$ 0.25/ KWh. These costs 

contribute only a few percent to the investment cost of the plant and have an even lower 

impact on the electricity generation cost as these costs are discounted over the life of the 

plant; impact of the same is about 10.8% of the cost of electricity produced. These may likely 

be of a large order of magnitude far into the future due to uncertainty involved.  

Cost includes construction, operation and maintenance, fuel and decommissioning. 

[{1,200 b/ (1,98,37,440 × 40)} / 1,000 + 0.80] = G$ 2.31 

Economic viability 

It is important to note that investment cost (i.e. cost of construction etc.) is the most important 

aspect in determining the economic competitiveness of nuclear power project; however, this 

does not assess a project’s economic viability. The appropriate measure is the cost of the 

electricity produced by the nuclear project in comparison to the other sources of electricity and 

in comparison to market price of electricity at the time the nuclear power plant becomes 

operational. Country “G” is going to deregulate the market, in this type of market, there is a risk 

that subsequent events e.g. new technology etc. could unpredictably make the plant become 

uncompetitive before the investment cost is repaid as there will no longer be a direct 

relationship between the cost to produce electricity and their price that can be charged for it. 

Price will be set by competitive market place , without the opportunity to increase prices to 

cover unexpected outlay. Therefore, investing substantial amount in a project with a risk may 

be a serious concern for the stakeholders. 

 

Total CO2 Emission 

Rate (kg/MWh) 

Current 2025 Change 

2,24,92,717/ 2,97,84,240 

=755 

2,29,88,653/ 

4,96,21,680 

= 463 

-39% 
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One of the primary contributors to the investment cost of nuclear plant is cost of money used to 

finance nuclear plant construction. The financing cost rises when the time needed to license 

and construct a plant increases. Country “G” is modifying its licensing process so that a plant 

receives both the construction permit and the operating license before production starts. 

Therefore, there will not be any requirement for large capital investment in plant before 

completion of a specific portion of the licensing process. It is given that estimated time from the 

start of construction to the start of operation is 5 years. Relaxation in licensing norms will have 

a positive impact on this time period as well as on the investment cost 

Availability of fuel 

Nuclear power is a feasible option today for generating additional capacity with many power 

generating companies looking at the opportunity of either starting or expanding their fleet.  But, 

limited supplies of uranium, this is being primary fuel that can be used for power generation in 

nuclear reactors, may thwart the growing interest in nuclear energy. Since the Country “G” is 

uranium rich country, therefore supply of fuel would not be a big concern. However, price 

pressure resulting from ultimate resource constraints at global level could affect the uranium 

prices.   

Long term source of energy 

Nuclear power plants are likely to operate for at least 40 years, some probably longer. In 

contrast, gas and coal fired power plants are expected to have a lifetime of around 30 years, 

though in a few cases this may be extended with a major refurbishment. It is important to note 

that as the life increases, the uncertainty about the future costs and benefits  increases.  

Environmental effect  

Nuclear power has been considered as a source of providing net environmental benefits since 

nuclear power makes negligible contribution to global warming through the emission of carbon 

dioxide.  However, risk of radiation leakage resulting from accidents at a power plant or during 

the transport of spent fuel cannot be ignored. Operators of nuclear power plants are generally 

answerable for any damage to third parties caused by an incident at their installation 

regardless of fault.  

Overall 

 Nuclear power has always been recognized by a combination of higher construction and lower 

operating costs as compared to fossil fuel alternatives. If environmental costs are taken into 

consideration, the total costs incurred by nuclear power generation may prove to be even more 

cost-competitive because it is a cleaner technology.  

 Cost competiveness, goal alignment, positive change in the licensing process and a dynamic 

market growth have made nuclear power an attractive energy choice for Glare. However, the 

issues that are unique to nuclear e.g. regulator’s actions, spent fuel disposition, public 

perception of safety, decommissioning standards etc. should be factored into the decision 

making process.   

© The Institute of Chartered Accountants of India



 COST MANAGEMENT FOR SPECIFIC SECTOR 5.15 
 
 

   AGRICULTURE SECTOR 

 

 

Farming is the practice of cultivating the land or raising stock. Agriculture considered as an 

occupation (or way of life), which involves the science and art of cultivating plants, livestock, and 

fungi for food, fiber, biofuel, medicinal plants and other products used to sustain and enhance 

human life. But in this chapter, we keep our discussion centric to cost and its management in 

relation to cultivation of land for crops only. 

 

Industry Insight 

About 58% of Indian population, engaged in agriculture for livelihood (as a primary source).  

According to the Economic Survey of 2019-20, the gross value added by agriculture and allied 

sectors in current prices are expected to be ₹30.47 lakh crores against the ₹27.76 lakh crores 

in 2018-19 resulting in the growth of 9.76%. 

As per the union budget 2020-21 the provisions (net of receipts and recoveries) for the Ministry 

of Agriculture and Farmer’s Welfare is ₹1,42,762.35 crores comprise ₹1,42,712.03 crores for 

revenue expenditure and ₹50.32 crores for capital expenditure. Provisions for revenue 

expenditure includes ₹8,362.58 crores for Agricultural Research and Education.  

Features  

Agriculture sector in India is not completely organised due to the fragmented structure and lack of 

awareness about the costs (especially the management thereof) and prices among the farmers. 

This results in the non-equitable distribution of power among the participants over the supply 

chain. The features of the agriculture sector are elaborated below-  
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▪ Fragmented structure of the industry 

The structure of the agriculture sector is seen to be unorganized and fragmented in nature 

and thus lack of effective regulation in the given sector is also seen as one of the reasons 

why farmers seem to be exploited and have been operating at very low margins. 

▪ Lack of understanding of costs and prices by the farmers 

One of the key reasons seen for the lack of appropriate cost management in the given sector 

is with regards to the lack of prioritization of the cost management among farmers because of 

the lack of knowledge with regards to the same.  

▪ Understanding the potential to work collaboratively 

The farmers need to be open to innovation in cost management and contracting techniques. 

Though there is scope for cost reduction in order to bring about improvement in the profit 

margins for the farmers, it is seen that generally, the profits tend to get transferred to the 

customers and the only point of negotiation is in the contract pricing which the farmers fail to 

reach. 

▪ Target cost management 

The target costing technique involves determining the cost by subtracting the required margin 

from the anticipated price for the agricultural produce. However , the anticipated price for the 

agricultural products fluctuates making the process of cost management using the target cost 

management system ineffective in the case of the agricultural sector.  

▪ Imbalance of power distribution  

With the fragmentation and the unorganized nature of the farmers operating in the 

agricultural sector, the power of bargaining seems to lie in the hands of the wholesalers 

purchasing the produce from the farmers resulting in overall low margins for farmers in 

comparisons to the margins earned by the wholesalers and the retailers operating in the said 

sector. 

Cost Structure  

In order to manage the cost, it is essential to understand the cost structure, which further requires 

the understanding of the cultivation process (including different  stages and type of information 

useful at each such stage to make decisions which affect the cost).  

Note- Understanding of same imputed costs whose inclusion or exclusion is debatable (such as 
family labour and rental value of the owned land) is also essential.  

Steps involved in cultivation and key information  

Farmers need information at each step form crop selection to harvesting. Information required by 

the farmers at each of these steps is presented below- 
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Steps Key Information  

Crop 

Selection 

▪ Comparative pricing of different crops. For some crops government releases 

prices (in form of MSP, discussed later in this chapter). 

▪ Market demand and sale potential of the crop.  

▪ Budget required for the cultivation of each crop.  

▪ Feasibility of the crop considering climate and quality of the land.  

▪ Crop productivity compared with other alternatives.  

Land 

Preparation 

▪ Effects of any disease from the previous cultivation and steps needed to 

minimize this impact.  

▪ Fertilizers needed to bring the land to its normal fertility depending upon the 

previous crops and fertilizer used.  

▪ Layout and design of the field with respect to crop for efficient irrigation.  

▪ Proper time, frequency, and method for ploughing.  

▪ Latest techniques for levelling the fields and their cost. 

Seed 

Selection 

▪ Price and quantity needed per acre.  

▪ Average yield and sprout to sown ratio.  

▪ Suitability to a particular area and climate.  

▪ Water requirement.  

▪ Resistance to diseases.  

▪ Location of distribution offices for the seed. 

Seed 

Sowing 

▪ Appropriate time to sow the seed.  

▪ Optimal weather conditions at sowing time.  

▪ Best method for the sowing of seeds.  

▪ Seed sowing depth. 

Irrigation ▪ Critical time for irrigation.  

▪ Amount of water to be given to the plants.  

▪ Frequency of irrigation. 

Note  

The method of irrigation applied is very important from the perspective of cost and 

environment, for example, use of drip, consume less water but it has one -time 

installation cost followed by the maintenance cost. 

Crop 

Growth 

▪ Number of plants per unit of area → Farmers must reduce density for the 

healthy growth of plants.  

▪ Average growth rate of the crop in normal conditions → Comparison of crop 

growth rate, leaf size, crop colour etc. with expected growth for given 

conditions and input. 
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Note  

Interventions (in form of fertilizing, weeding and pest-control etc.) needed to 

maintain expected growth.  

Fertilizing 

and Pest 

Control 

▪ Frequency, quantity, and method for fertilization.  

▪ Proper time, frequency, and method for weeding.  

▪ Expected pest and virus attacks, symptoms of such attacks, a precautionary 

measure that can be taken in advance to avoid these attacks, immediate 

actions including pesticide to be used to kill pests and viruses, the quantity of 

pesticide to be used per acre, most effective method for pesticide spray, avoid 

health issues related to pesticide spray. 

Harvesting ▪ Proper time and method for harvesting.  

▪ Comparative market rates.  

▪ Proper crop storage.  

▪ Mode and cost of transportation. 

Cost of cultivation and production 

Cost of cultivation and production are estimated by progressively combining various cost items in 

different groups. The items of costs included under each group or concept are given below- 

Category of Cost  Cost Heads 

Paid-out Costs ▪ Hired labour (human, animal, and machinery). 

▪ Maintenance expenses on owned animals and machinery.  

▪ Expenses on material inputs such as seed (home-grown and 

purchased), fertilizer, manure (owned and purchased), pesticides and 

irrigation. 

▪ Depreciation on implements and farm buildings (such as cattle sheds, 

machine sheds, storage sheds). 

▪ Land revenue. 

▪ Rent paid for leased-in land. 

Imputed Costs ▪ Value of family labour, 

▪ Managerial input of family, 

▪ Rent of owned land; and 

▪ Interest on owned fixed capital. 
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Cost for each crop can be computed as follows- 

Standard 

Notation 
Costs 

Cost A1 ▪ Value of hired human labour (Days × Rate) 

▪ Value of hired bullock labour (Pair Days × Rate) 

▪ Value of owned bullock labour (See Note 1) 

▪ Value of hired machinery labour (Hours/Days × Rate) 

▪ Value of owned machinery labour (See Note 2) 

▪ Value of seed (farm produced and purchased) (See Note 3) 

▪ Value of manure (farm produced and purchased) (See Note 3) 

▪ Value of fertilizer (See Note 4) 

▪ Value of insecticides (See Note 5) 

▪ Irrigation charges (See Note 6) 

▪ Depreciation on implements and farm buildings (See Note 7) 

▪ Land revenue, cesses, and other taxes (See Note 8) 

▪ Miscellaneous and incidental expenses to above costs (As incurred) 

▪ Interest on working capital (See Note 9) 

Cost A2 Cost A1 + rent paid for leased in land 

Cost B1 Cost A1 + interest on the value of owned fixed capital assets (excluding land) (See 

Note 10) 

Cost B2 Cost B1 + rental value of owned land (net of land revenue) (See Note 11) and rent 

paid for leased-in land. 

Cost C1 Cost B1 + imputed value of family labour (See Note 12) 

Cost C2 Cost B2 + the imputed value of family labour. 

Cost C2* Cost C2 + Additional value of human labour based on use of higher rates i.e. 

statutory wage rate or the actual market rate. This is an intermediate concept. 

Cost C3 Cost C2* + 10 percent of Cost C2* to account for managerial input of the farmer.  

Notes pertaining to calculate the above costs– 

Note 1 – Value of owned bullock labour shall be based upon cost of maintenance, which 

includes the cost of green and dry fodder and concentrates, depreciation on animal and cattle 

shed, upkeep labour charges and other expenses. 

Note 2 – Value of owned machinery labour shall be based upon the cost of maintenance of the 

farm machinery, which includes diesel, electricity, lubricants, depreciation, repairs, and other 

maintenance expenses. 

Note 3 – Value of farm-produced seeds and manure shall be based upon the rates prevailing in 

the village. If purchased, the material cost shall be considered.  
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Note 4 – Value of fertilizers include the cost of purchase. Fertilizers can be straight, mixed, 

complex, water-soluble and micronutrient.  

Note 5 – Value of insecticides include the cost of purchase. Insecticides can be pesticides, 

fungicide, weedicide, hormonal spray etc.  

Note 6 – Irrigation charges depend upon the method of irrigation  

Note 7 – Implements includes wooden plough, iron plough, seed drill. The depreciation and 

charges on account of minor repairs. 

Note 8 – Land revenue and taxes charged against the survey , which may comprise more than 

one crop; then cost for relevant crop shall be computed using activity-based costing (ABC) as 

follows- 

Example 

In the survey No. 38, land revenue of ₹ 240 is fixed against the total area of land i.e. 1.30 hectares 

owned by Swaran Pal for a particular year, wherein entire land was not cultivated owning to space 

for shed, storage and water motor etc. During such year, two Kharif crops were cultivated i.e. Bajra 

and Tur in the plot area of 0.7 and 0.5 hectares respectively, apart from one Rabi crop wheat in 

the plot area of 0.8 hectares and one summer crop groundnuts in the plot area of 0.4 hectares.  

Computation of cost to be allocated to Tur under the head ‘land revenue and taxes’ based upon 

information given above will be as under: 

Here in example, the gross cropped area (GCA) during that particular year is 2.4 hectares (i.e. 

0.7+0.5+0.8+0.4). 

Note – Cropped Area is the cost driver here. 

Cost allocated to Tur using ABC will be- 

𝑇𝑜𝑡𝑎𝑙 𝐿𝑎𝑛𝑑 𝑅𝑒𝑣𝑒𝑢𝑒𝑛𝑒 𝑖𝑛 𝑡ℎ𝑒 𝑠𝑢𝑟𝑣𝑒𝑦 𝑛𝑜. 38

𝐺𝑟𝑜𝑠𝑠 𝐶𝑟𝑜𝑝𝑝𝑒𝑑 𝐴𝑟𝑒𝑎 
× 𝑃𝑙𝑜𝑡 𝑎𝑟𝑒𝑎 𝑜𝑓 𝑇𝑢𝑟 

₹ 240

2.4 ℎ𝑒𝑐𝑡𝑎𝑟𝑒𝑠 
× 0.5 ℎ𝑒𝑐𝑡𝑎𝑟𝑒 

i.e. ₹ 50 

Note 9 – Interest on working capital is charged at the rate of 12.5% per annum on the working 

capital for half the period of the crop. (Exogenously determined). 

Note 10 – Interest on owned fixed capital on the present value of fixed assets charged at the 

rate of 10% per annum. (Exogenously determined) 

%age in Note 9 and 10 shall be based upon the prevailing market conditions  

Note 11 – Rent of own land - Estimated on the basis of prevailing rents in the village for identical 

type of land or as reported by the sample farmers subject to the ceiling of fair rents given in the 

land legislation of the concerned State.  

Note 12 – Valuation of family labour shall be based upon the actual market rate for a casual 

worker.  
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Cost Management 

Cost Management focuses upon all the activities, whether internal or external to the value chain 
process; in order to reduce or control the cost.  

Target Costing  

Since in India, there is the practice of declaring minimum support price (MSP), hence such MS P 
can be considered as the market-led target price to apply the target costing. It is important to note 
here that MSP includes a minimum of 50 percent as the margin over the cost of production.   

ABC Costing  

In relation to the agricultural sector, the Activity Based Costing technique is being increasingly 
accepted for the purpose of cost management. 

Large scale enterprises engaged in the agriculture sector  made the investment of high scale 
capital expenditure requires efficient utilization of technology as well as the efficient use of 
production technology that is available at their disposal.  

Thus, the Activity-Based Costing as the name suggests provides a better manner in which the 
indirect costs associated with the processes carried out in the agricultural sector can be allocated 
in an efficient manner.  

It is a step up from the target cost management technique where the fluctuation in the anticipated 
price which forms part of the formula might not result in an appropriate determination of the target 
costs.  

Therefore, ABC costing can help in the allocation of the costs in relation to the various activities 
associated with the production-based upon the cost drivers identified in relation to each production 
activity. 

Benefits of using ABC for cost management in the agricultural sector - 

▪ Adjustable costing technique. 

▪ Faster and more accurate.  

▪ Enables carrying out a more detailed cost analysis. 

Tools to Measure the Performance  

Benefit-Cost Ratio Productivity Ratio 

This ratio is a quantitative measure of economic 

performance, where output in term of value is 

measured for each unit of money spent 

(relation between total cost and gross returns) 

𝐺𝑟𝑜𝑠𝑠 𝑅𝑒𝑡𝑢𝑟𝑛𝑠

𝑇𝑜𝑡𝑎𝑙 𝐶𝑜𝑠𝑡 𝑖. 𝑒. 𝐶3
 

Gross return shall be the sum total of the value 

of the main produce and value of by-product.  
Higher the ratio is better. 

This ratio is a quantitative measure of 

performance in term of efficiency, where 

output in term of quintal is measure per 

hectare (input-output relation). 

𝑇𝑜𝑡𝑎𝑙 𝑌𝑖𝑒𝑙𝑑 (𝑖𝑛 𝑄𝑢𝑖𝑛𝑡𝑎𝑙)

𝐴𝑟𝑒𝑎 (𝑖𝑛 ℎ𝑒𝑐𝑡𝑎𝑟𝑒)
 

Higher the ratio is better. 
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Minimum Support Price (MSP) 

In India, Minimum Support Price (MSP) was introduced by the Government of India to protect 

farmers against a sharp dip of agricultural prices, which was usually observed during the harvest 

seasons. The harvest seasons are associated with huge supply, which  overshadows the demand, 

and hence, in most cases the commodity prices hit the bottom. This forces the farmers, in the 

necessity of money for repayment of debts, in selling their produce at losses or very little profits. 

Thus, the government fixes the MSP, as a part of government food grain procurement. Selling at 

MSP ensures profit margins for farmers and avoids distress selling situations.  

Determinants of MSP 

It may be noted that cost of production is an important factor that goes as an inpu t in determination 

of MSP, but it is certainly not the only factor that determines MSP. The other factors are;  

▪ Demand and supply; 

▪ Cost of production; 

▪ Price trends in the market, both domestic and international;  

▪ Inter-crop price parity; 

▪ Terms of trade between agriculture and non-agriculture; 

▪ Likely implications of MSP on consumers of that product; and 

▪ A minimum percent as the margin over the cost of production. 

Case Scenario  

Fresh Bazar was founded in 2014 as a Fresh Bazar Mart. It 
provides amazing place for fresh fruits and vegetables, after 
launching its operations in November 2014, it grew to about 150 
stores within three years majorly in metro cities, but soon it found 
that it did not have the systems and infrastructure to support that 
expansion.  

Fruits and Vegetables as a category of competitive market types, which offers these products , 
very low margins, “while the rental cost and other overheads are very high”. Also, staff attriti on, 
poor locations, supply-chain issues, and infrastructure problems prompted it to shut nearly 45 
stores within two years of the launch. Since then, the company has standardized its operations 
and increased centralization of its supply chain. 

Though they provide all types of fresh fruits and vegetables under one roof, instead in local 
mandis people have to go from one place to another to buy different fruits and vegetables, still 
they are unable to compete with local vendors. 

It also faces huge opposition from politically powerful small vendors, farmers, and middlemen. 
Fresh bazar had major hurdles in 2016, when it chased out state Uttar Pradesh, Jharkhand, 
India’s most populous region, after protest by small vendors, farmers, and intermediaries.  

Mr. Kailash, manager of Fresh Bazar, purchases fruits and vegetables from wholesale mandis. 
Price of Fruits and Vegetables fluctuates in wholesale mandis daily basis which is directly 
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depends on the supply of fruits and vegetables by farmers. In addition, supply al so depends on 
transport facilities, rain, political factors etc. 

Fresh Bazar sells these fruits and vegetables at the almost same price as of local vendors in 
local mandis. Though the quality of local vendors is not as good as Fresh Bazar but local public 
prefer to buy fruits and vegetables from local vendors on road sides.  

Their business still requires a lot of investments, and there is no synergy to the activity of the 
company. Due to all these reasons, Fresh Bazar is incurring continuous losses.  

Fresh Bazar wants to expand its business and wants to make money in every store that they set 
up, and that would be the way in which they scale up their business.  

Required 

IDENTIFY the scope to reduce losses and increase profitability.  

Solution 

Fresh Bazar sells these fruits and vegetables at the almost same price as of local vendors in 
local mandis. Though the quality of local vendors is not as good as Fresh Bazar but local public 
prefer to buy fruits and vegetables from local vendors on road sides. This is because of the 
bargaining power of the buyer is more from local vendor while Fresh Bazar sells at fixed price.  

Fresh Bazar should try to reduce the cost by closely study of the organization’s value chain. In 
agriculture sector, approximately 30% of total production lost every year before it reaches to the 
consumer. Fresh Bazar can reduce these losses by analyzing the various segments of value 
chain. In India, each segment of agriculture sector like production, processing, marketing etc. 
work in an isolated manner and not in integrated manner, resulting in multiple losses in value 
chain. Fresh Bazar should attempt to integrate all the segments of value chain and try to 
remove all the intermediaries involved, benefiting both farmers and consumers. Moreover, 
contract farming participation could enhance the overall value chain performance in terms of 
increasing production, lowering transaction costs and boosting quality of the output product. 
Contract farming is an agreement between buyer and farmers based on which agriculture 
production being carried out, it also stipulates the quality required and the price at which the 
farmers agreeing to deliver at a future date. 

At present, Fresh Bazar purchases fruits and vegetables from wholesale mandis. Instead of 
buying from wholesale mandis Fresh Bazar should participate in contract farming to reduce the 
input price risk i.e. price of fruits and vegetables which fluctuate every day in wholesale mandi. 
Through contract framing Fresh Bazar can also agree to support the farmers by supplying of 
inputs, assisting with preparation of land, information about latest technologies, effective use of 
power supply, providing production advice and transporting produce to its premises to maintain 
the desired level of quality.  

In addition, Fresh Bazar can also use target costing to reduce their other operating costs.   

Since the small road side vendors continue to coexist, therefore, Fresh Bazar should also 
supply their fruits and vegetables to them. In this way, they can avoid opposition from small 
vendors and farmers, it’s a win-win situation benefiting everyone. 

(Note- Relates to retailing of agro product, but give insight into agriculture sector)  
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International prospect and perspective of the agriculture sector  

A recent report from World Bank ‘Addressing Food Loss and Waste - A Global Problem with Local 

Solutions’ published in September 2020, suggests 1/3rd of food produced globally is either lost or 

wasted. This is important from prospective of EMA and full cost, because around 70% of 

Freshwater is used for agriculture (Source: World Development Indicators).  

Across the globe, diverse costing practices are prevailed to determine the agriculture cost. But the 

companies dealing in agro products are largely following full costing and ABC costing.  

 

Practical Insight 

Application of ABC in the agriculture sector 

The diversification and intensification of international competition, the adoption of new and 

innovative technologies on machinery and equipment and the uncertain, the economic 

environment has made proper and accurate production cost information essential to competitive 

success. The complexity of contemporary production units that produce a wide range of 

products and have a high share of overhead costs to total costs renders the reliable estimation 

of the cost per unit problematic.  

The ABC method provides the flexibility required for the accurate calculation of cost -per-unit in 

modern businesses by tracing indirect costs first from resources to activities and then from 

activities to specific products.  

In comparison with traditional, conventional cost accounting systems, ABC is more 

adjustable, faster and more accurate, enabling a detailed cost analysis. The importance of 

ABC in agricultural systems is justified in large modern production units of non -processed and 

processed products that have a significant share of indirect costs. ABC in crop and livestock 

production could be an important tool for planning and accounting analysis; however, its 

applications in the primary sector are still very limited. 

Application of full costing in the agriculture sector 

As the pointed in the above practical insight, that application of ABC in the primary sector is still 

very limited, seems true because as per research paper written by Abobaker M Fatah and 

Rosliza Mat-Zin in 2013 on Understanding the Current Practices of Cost Accounting Systems in 

the Libyan Agricultural Firms it was found that although the literature explained that activity-

based costing is suitable for farming activities, but all of the respondents stated that they 

use traditional costing. 

From the interviewees the Libyan agricultural firms rely on full costing to determine the 

product cost, they mentioned that there are four cost elements in their firms that include labour 

cost, production requirements, operation and maintenance, and managerial expenses, these 

findings supported by the agricultural firms’ documents.  

Source- Based upon a paper ‘A Review of ABC Methodology for Agricultural Sector’ written by Georgia Koutouzidou, Athanasios 

Vazakidis, Alexandros Theodoridis, and Christos Batzios 
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 INFORMATION TECHNOLOGY (IT) SECTOR 

The technology that enables the development, maintenance, and use of computers and software 
for processing and distribution of information is referred to as Information Technology.  

Data is the new oil, this statement holds true especially when we refer to  it in the context of 
industry 4.0 (the fourth industrial revolution). Since the application of information technology has 
capabilities to cater to the unprecedented needs of business and household, hence the necessity 
of its use is undisputed.  

The fourth industrial revolution emphasis upon the advanced use-cases of IT, which includes the 
fusion of technology and diversified technological break-through that brings the field of robotics, 
artificial intelligence, nanotechnology, biotechnology, and others on a common platform. This really 
pushes the information technology sector to another orbit.  

In this chapter the discussions are centric to cost and its management specific to IT and ITeS.  

 

Industry Insight 

Currently India’s IT industry contributed around 7.7% to the country’s GDP and is expected to 

contribute 10% to India’s GDP by 2025. Information Technology sector comprises–  

Sub-set (Segment) Market Size Geography 

Information Technology Services US$ 97 billion in 2019-20 81% from export 

Software & Engineering Services US$ 34.39 billion in 2018-19 83.9% from export 

Hardware US$ 14.48 billion in 2018-19 Substantially Domestic  

Apart from the above Business Process Management is also allied to the above sector having a 

market size of US$ 38 billion in FY20. Expected to reach US$ 54 billion by FY25. About 87% of 

the revenue comes from the export market. 

Source- IBEF https://www.ibef.org/industry/indian-iT-and-iTeS-industry-analysis-presentation 

Features  

The Information Technology sector in India carries the following features (having implication on 

cost and its structure): 

▪ Information technology is the driver of change, hence of growth. Information technology 

makes e-commerce (both ‘B to B’ and ‘B to C’) and e-governance (‘G to B’ and ‘G to Ctz’) a 

reality. India is the second-fastest digitising economy among 17 leading economies in the 

world. It also acts as a Horizontal support service to other businesses. Businesses 

reengineered their processes (Reporting, Payments, and Operations, etc.) to digitalised them 

and make the best use of IT. BFSI sector is the leading and largest among the clients.  

▪ Capable to turn the globe into a global village, which is essential post globalisation. 

Information technology has the power to connect by creating a virtual platform. It speeds up 

the communication and eliminates the floats hence capable to save resources by reducing 

the time involved in the process. 
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▪ Technology is dynamic, hence frequent changes in the composition of the industry. 

Moreover, the life cycle of product developed in the IT sector is short, resulting in high charge 

(absorption) of CAPEX over the product due to high redundancy. R&D cost is also high too.   

▪ Large portion of revenue comes from export in the case of the Indian IT sector. The 

domestic and export revenue of the IT industry was estimated at US$ 44 billion and US$ 147 

billion respectively in 2019-20. In 2018-19 these were US$ 41 billion and US$ 136 billion 

respectively. India is a leading sourcing destination. America and Europe are major 

importers. 

 

Practical Insight  

Tata Consultancy Services’ export revenue constituted 93.4 percent of the total 

unconsolidated revenue in 2019-20. The same was 93.3 percent in 2018-19. Foreign 

exchange earnings were ₹1,28,501 crores in 2019-20 against ₹1,19,499 crores in 2018-

19. 

Source- Page 53 of TCS Annual report for 2019-20 

▪ Major employer in the tertiary sector. IT is usually cursed for being a replacement for 

human labour, but it may be seen as a source of employment too.  4.3 million (43 lakhs) 

people employed in the IT sector. The total number of employees grew to 1.02 million (10.2 

lakhs) for four Indian IT majors TCS, Infosys, Wipro, HCL Tech as of December 31, 2019. 

The Indian IT industry employed 2,05,000 new hires in 2019.  

▪ IT sector has two serious risks, these are data security and result in Non-Biodegradable 

waste. A Non-Biodegradable material can be defined as a kind of substance that cannot be 

broken down by natural organisms and acts as a source of pollution.  

Cost Structure  

There is no uniform cost structure in the IT sector because it depends upon the segment (such as 

IT-enabled services, Hardware, etc.) in which organisation has operations. The proportion of Cap -

Ex (capital expenditure) and Op-Ex (operating expenditure) also depends upon the choice of the 

segment.  

In the case of companies dealing in Soft-wares development, and ITeS the Op-Ex is a substantial 

portion of the total cost. Op-Ex largely consist of Employee benefits, Sub-contracting (or technical 

fees / third party application), Outsourcing, R&D costs, Sales and marketing activities, and Support 

costs. 

Employee costs amount to more than half of the total cost/expenses. 
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Practical Insight  

Employee costs amount to more than half of the total cost/expenses.  

In the case of TCS out of total expenses of ₹119,293 crores (consolidated), ₹85,952 (72.05%) 

Crores belong to employee costs for 2019-20 (during 2018-19 ratio was 71.65% i.e. ₹78,246 out 

of ₹109,211) – Source TCS Annual Report 2019-20 

In the case of Infosys out of total expenses of ₹71,587 crores (consolidated), ₹50,887 

(71.08%) Crores belong to employee cost for 2019-20 (during 2018-19 ratio was 70.24% i.e. 

₹45,315 out of ₹64,516) – Source Infosys Annual Report 2019-20. 

In the case of Wipro out of total expenses of ₹51,613.60 crores (consolidated), ₹32,657.10 

(63.27%) Crores belong to employee costs for 2019-20 (during 2018-19 ratio was 59.85% i.e. 

₹29,977.40 out of ₹50,086.20) – Source Annual Report 2019-20 

There are some other players such as HCL which more on innovation and development part 

rather rendering services, hence in such employee cost a bit lower but still move around 50%. In 

the case of HCL itself for the year 2018-19 out of total expenses of ₹16,886 crores, ₹8,079 

crores (47.84%) on account of employee costs.   

Fee for technical services or technical sub-contracting (including payment for consultancy) 

constitutes a significant portion of the total cost, minimally double-digit. 

 

Practical Insight  

In the case of HCL out of total expenses of ₹16,886 crores, ₹4,901 (29.02%) Crores belong to 

sub-contracting for 2018-19 (during 2017-18 ratios was 21.38% i.e. ₹2,918 out of ₹13,650) – 

Source Annual Report 2018-19 

In the case of Wipro out of total expenses of ₹51,613.60 crores (consolidated), ₹9,052.10 

(17.54%) Crores belong to sub-contracting for 2019-20 (during 2018-19 ratio was 18.91% i.e. 

₹9,472.50 out of ₹50,086.20) – Source Annual Report 2019-20 

In the case of Infosys out of total expenses of ₹71,587 crores (consolidated), ₹8,040 (11.23%) 

Crores belong to sub-contracting for 2019-20 (during 2018-19 ratio was 11.40% i.e. ₹7,357 out 

₹64,516) – Source Infosys Annual Report 2019-20. 

In the case of TCS out of total expenses of ₹1,19,293 crores (consolidated), ₹12,937 (10.84%) 

Crores belong to sub-contracting for 2019-20 (during 2018-19 ratio was 10.37% i.e. ₹11,330 out 

₹1,09,211) – Source TCS Annual Report 2019-20  

From both the above practical insights, a conclusion can be drawn that employee cost and Fee for 

technical services or technical sub-contracting (including payment for consultancy) holds inverse 

co-relation to each other. It’s obvious if you have a lesser head count on roll (employee cost) then 

you will have to rely upon external sources. 
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Cost Management 

The cost management depends upon cost structure (the cost and its nature), which depends upon 

the choice of a segment of IT in which the company is operating, but there are some commonly 

applicable/applied tools and techniques such as;  

Life Cycle Costing  

As mentioned earlier, the technology is dynamic hence the product life cycle in the IT sector is 

usually short span. But the product extension is quite often by modification in features and 

updation of version. An example of various versions of the window operating system can be taken. 

Hence life cycle costing is the best fit for analysing the cost and performance in the case of the IT 

sector, where product development is involved. 

Throughput Accounting 

Discussion and practical insight signify that employee cost amount to more than 50% in the case 

of the IT sector with few exceptions. Considering the present labours laws for being in force for 

companies who employed more than 300 workers, ‘hire and fire’ is not allowed. Hence labour cost 

shall be part of fixed cost rather considered as a variable cost for purpose of analysis of usage of 

limiting factor (constraints) if any. 

Value Chain Analysis / Value Shop Model 

In the IT sector (for being service industry on a large sum basis) value shop model apart from 

value chain analysis plays a crucial role, to appraise the inbound and outbound activities; in order 

to ensure the generation of the maximum value for its customer. Service quality is CSF for 

organisations dealing in IT and ITeS, hence process benchmarking can be applied apart from any 

business excellence model to ensure quality.  

Out-sourcing & Gain Sharing Arrangement 

As mentioned earlier in this chapter, the fee for technical services or technical sub -contracting is a 

major element of cost; hence it can be easily observed that organisation engaged in IT and ITeS 

business took the out-sourcing decision (after considering relevant costs) quite often. In order to 

ensure gain must be shared by sub-contractor (to whom out-sourcing was made) out of benefits (in 

form of cost reduction) generated from improvement in its (sub-contractor) process over the period 

of the contract, a gain sharing clause shall be inserted in such an outsourcing contract.  

ABC Costing 

Activity Based Costing provides a rational mechanism in which the indirect costs associated with 

the shared processes/support services carried out in the IT firms can be allocated in an efficient 

manner. There are different projects upon which cost of shared services need to be allocated, 

apart from allocation of support service department cost to lead (outbound) service department.  
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Example1 

Following table shows the organizational resource consumption for IT department to produce outputs 

(products and services). 

Total Cost of IT Department 

for a period – 

Particulars Amount in ` 

Cost of space  60,000 

Cost of power 86,250 

Cost of cooling  22,500 

Cost of operations –  

- Salary  90,000 

- Purchase of new products (hardware and software) 75,000 

- Courses for personnel 12,500 

- Purchase of spare parts for equipment 22,500 

- Programming 17,500 

With the help of this information we will try to calculate the cost of the service called “ Administration of IT 

server”.  

Cost of space, cost of cooling and cost of power will be allocated to service called “Administration of IT 

server”, using parameters like- area occupied by server/ total area of IT department; total power 

consumed by server/ total power consumed by IT department; weight of server/ total weight of IT 

equipment. 

Cost of space for server 
 

1. Total cost of space `60,000 

2. Area of space occupied with  

 equipment 

    20sq.m. 

3.  Area of space occupied with server 0.40sq.m. 

4. Cost of space occupied with the  

 server (=1×3/2) 

`1,200 

Cost of power for server 

1. Total cost of power `86,250 

2. Total power of IT equipment 12 KW 

3. Total power consumed by  

 server 

600 W 

4.  Period of time 8,760 hrs. 

5. Total power consumed by 

IT  equipment (=2×4) 

1,05,120 

KWh 

6. Total power consumed by 

 server (= 3×4) 

5,256 

KWh 

7. Cost of power consumed by 

 server (=1×6/ 5) 

`4,312.50 

 

Cost of cooling the server 

1. Total cost of cooling `22,500 

2. Total weight of IT equipment 1,250kg. 

3. Total weight of server 40kg. 

4. Cost of cooling for server (=1×3/2) `720 
 

Source:1 - Cost model for the IT Department, summer 2010, JAQM, Vol , 5 No 2 
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Application of ABC Model 

Now application of ABC Model for effective cost management purpose to determine the total cost for 

“Administration of IT Server” may start as follows: 

Identify activities: In the present case concerned activities are setup and configuring equipment, setup 

and configuring programs, service of equipment (maintenance and repairing), service of programs 

(maintenance and repairing), developing new programs and support for users to be used for obtaining the 

output (service) called “Administration of IT server”. 

Identify cost drivers: Cost drivers associated with each identified activity in given in the below table- 

Activity Cost Driver 

Setup and configuring equipment Number of setups 

Setup and configuring programs Number of setups 

Service of equipment (maintenance and repairing) Number of incidents 

Service of programs (maintenance and repairing) Number of incidents 

Developing new programs Programming hours 

Support for users Number of calls 

Merge similar activities into activity cost pools: In this step, similar activities with the same cost driver 

are gathered together- 

Activity Pool Cost Driver 

Setup and configuring Number of setups 

Service Number of incidents 

Developing new programs Programming hours 

Support for users Number of calls 

Determine the cost for each activity pool:  The cost of each activity cost pool is obtained from the 

accounting department as follows- 

Activity ` 

Setup and configuring 61,250 

Service 47,500 

Developing new programs 56,250 

Support for users 52,500 

Total 2,17,500 

Identify outputs: In this example, the output is the service called “Administration of IT server”. 

Assign activity costs to outputs: In this step, the cost drivers determined in the previous step are used 

to assign cost objects (activity costs) to the output service “Administration of IT server” as presented in 

below table- 
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Cost object Value (`) 

(cost of 

activity) 

Number of 

Activities per 

department 

Number of activities 

allocated to 

“Administration of IT Server” 

Cost allocated to 

“Administration 

of IT Server” (`) 

Setup and configuring 61,250 20 setups 5 setups 15,312.50 

Service 47,500 25 incidents 5 incidents 9,500 

Develop new programs 56,250 180 hours 90 hours 28,125 

Support for users 52,500 500 calls 100 calls 10,500 

Cost of operation for “Administration of IT Server” 63,437.50 

All costs presented in above table are allocated to cost object “Administration of IT server”. Therefore, 

the precise cost of this service can be calculated as is shown in under - 

Particulars  Amount (`) 

Cost of space occupied with the server 1,200 

Cost of power consumed by server 4,312.50 

Cost of cooling for server 720 

Cost of operation for “Administration of IT Server” 63,437.50 

Total Cost for “Administration of IT Server” 69,670 

Finally, after applying ABC Model we have arrived at the total cost of “Administration of IT Server” @ 

`69,670/-. 

International Prospect and Perspective of Informational Technology (IT) Sector  

At end of 2017, Asia Pacific was the largest region in the IT market representing around 39% of 

market share followed by North America representing around 27% market share. Africa was 

representing a mere 2% of the market share and was the smallest market.  

According to the research report ‘IT industry outlook 2020’  by CompTIA (based on research 

consultancy IDC), the global information technology industry expected to reach to the size of 

US$5.2 trillion in 2020. America is leading the chart. Cloud computing and artificial intelligence are 

the happening techniques in the industry, whereas edge computing is expected to break-out and 

make an impact on the sector. 

 SUMMARY 

Power Sector  

India is the third-largest producer and second-largest consumer of electricity in the world.  

Features - Regulated entry and operations, widespread stakeholders, including undisciplined 
consumers, complex but a continuous network of distribution, demand of electricity is keep on 
growing, electricity tariff is a feature of cost and regulated, highly capital intensive with long 
gestation periods, great ecological implications and social importance, foreign direct investment 
up-to 100%. 

© The Institute of Chartered Accountants of India



 5.32 STRATEGIC COST MANAGEMENT AND PERFORMANCE EVALUATION 
 

Costs involved in the power sector need to be studies at three level of the supply chain i.e. 

generation, transmission, and distribution. 

Cost management has wide applications, the majors are determining and regulating tariffs, cost 

allocation, identification of distribution and transmission loss followed by gap analysis, and multi -

dimensional costing calculations and analysis. Value Chain Analysis, Triple Bottom Line & Full 

Costing can really help the companies engagement in generation, transmission, and distribution of 

power to manage and control their cost (and hence performance) 

Agriculture Sector  

About 58% of Indian population, engaged in agriculture for livelihood (as a primary source) .  

Features - Fragmented Structure of the Industry, Lack of understanding of costs and prices by the 

farmers, Understanding the potential to work collaboratively, Target cost Management, and 

Imbalance of power distribution  

Cost of cultivation and production are estimated by progressively combining various cost items 

incurred during the Cultivation (included 8 steps starting from Crop Selection till harvest) some of 

these are paid-out costs and some are imputed cost  

Cost Management focuses upon all the activities, whether internal or external to the value chain 

process; in order to reduce or control the cost. Major applicable tools are Target Costing and ABC 

costing.  

Tools to measure the performance includes Benefit-Cost Ratio and Productivity Ratio. 

Minimum Support Price (MSP) was introduced by the Government of India to protect farmers 

against a sharp dip of agricultural prices. Cost of production is not the only factor that determines 

MSP.  

Information Technology (IT) Sector  

Currently India’s IT industry contributed around 7.7% to the country’s GDP and is expected to 

contribute 10% to India’s GDP by 2025.  

Features - Information technology is the driver of change, hence of growth, capable to turn  the 

globe into a global village, technology is dynamic, large portion of revenue comes from export, 

major employer in the tertiary sector, and two serious risks - data security and result in non-

biodegradable waste.  

There is no uniform cost structure in the IT sector because it depends upon the segment (such as 

IT-enabled services, Hardware, etc.) in which organisation has operations. In the case of 

companies dealing in Soft-wares development, and ITeS the operation expenditures are 

substantial and consist of Employee benefits costs, Sub-contracting (or technical fees / third party 

application), Outsourcing, R&D costs, Sales and marketing activities, and Support costs.  

Cost management tools and techniques are Life Cycle Costing, Throughput Accounting, Value 

Chain Analysis / Value Shop Model, Out-sourcing & Gain Sharing Arrangement, and ABC Costing. 
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