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Abstract 

This review paper critically examines the cost accounting practices prevalent among Small and 

Medium Enterprises (SMEs) in India, emphasizing the challenges they face and the opportunities 

that lie ahead. Given that SMEs contribute nearly 45% to India’s manufacturing output and 

around 40% to exports, efficient cost management becomes essential for sustaining 

competitiveness and enhancing profitability. The paper outlines the importance of cost accounting 

in resource allocation, pricing, and financial planning, while also analyzing the current state of 

adoption among Indian SMEs. Through an exploration of institutional frameworks, government 

initiatives like the MSMED Act (2006), and schemes such as CLCSS and NMCP, the study 

assesses how external support has influenced cost accounting implementation. Key challenges such 

as limited awareness, lack of skilled manpower, financial constraints, and inadequate access to 

technology are discussed. Furthermore, the paper highlights sector-wise variations, the role of 

technology, and global best practices relevant to the Indian context. With numerical evidence from 

government and industry reports, the paper suggests a comprehensive approach to improving 

adoption—combining policy, training, and institutional support. It concludes that improving cost 

accounting practices in SMEs is vital not only for internal financial control but also for aligning 

with global standards, accessing credit, and driving long-term sustainable growth. 
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1. Introduction 

Cost accounting plays a pivotal role in the effective financial management of Small and Medium 

Enterprises (SMEs), particularly in India, where these businesses contribute significantly to the 

economy. SMEs in India form the backbone of the economy, constituting about 95% of the industrial 

units and employing more than 40 million people (Ministry of MSME, 2011). However, despite their 

importance, many Indian SMEs face substantial challenges when it comes to the adoption and 

implementation of formal cost accounting practices. This section outlines the importance of cost 

accounting for SMEs in India and the scope and objectives of this paper. 

Cost accounting involves the process of recording, analyzing, and allocating costs to products or 

services, helping businesses determine profitability and manage their expenses effectively. In the context 

of SMEs, cost accounting serves as a tool for decision-making, enabling businesses to optimize resource 

usage, price products competitively, and enhance profitability (Sundaram, 2010). While large enterprises 
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can afford advanced costing systems, SMEs often face financial and operational constraints, which limit 

their ability to implement sophisticated costing techniques. As a result, many SMEs continue to rely on 

traditional and rudimentary methods of costing, such as direct cost allocation and basic inventory 

valuation, which may not provide accurate insights into the true costs of production (Sharma & Gupta, 

2009). 

The importance of cost accounting for SMEs is underscored by the increasing competition in the global 

marketplace, where cost efficiency is critical for survival. In the Indian context, SMEs contribute to 

approximately 45% of industrial output and 40% of exports, making cost control a key factor in their 

competitiveness (Nayyar & Kaur, 2011). Moreover, the adoption of advanced cost accounting practices 

can significantly improve the financial health of SMEs, reduce wastage, and increase operational 

efficiency. For instance, SMEs that employ activity-based costing (ABC) have been shown to improve 

cost transparency and make more informed strategic decisions (Kaplan & Cooper, 1998). 

This paper aims to provide a comprehensive review of cost accounting practices in Indian SMEs, 

focusing on the challenges they face and the opportunities for improvement. By examining existing 

literature and industry reports, the study will explore the current state of cost accounting in SMEs, 

identify the barriers to adoption, and highlight potential solutions that can enhance cost management 

practices. The findings will provide valuable insights for policymakers, industry practitioners, and 

academics aiming to improve the cost accounting framework for SMEs in India. 

The paper will also examine the role of technological advancements in improving the accuracy and 

efficiency of cost accounting systems within these businesses. Through this exploration, we aim to offer 

recommendations that can help Indian SMEs optimize their cost accounting practices, leading to better 

financial outcomes and sustainable growth. 

2. Overview of Indian SMEs 

The Small and Medium Enterprises (SMEs) sector in India holds a position of critical importance in the 

nation’s economic framework. It acts as a vital engine of growth, employment generation, industrial 

diversification, and equitable development. As per the Ministry of Micro, Small and Medium Enterprises 

(MSME, 2011), the SME sector contributes approximately 8% to India’s GDP, 45% to the country’s 

total manufacturing output, and nearly 40% to exports. This underlines the sector's multidimensional 

significance, not only in terms of scale but also in its socio-economic contribution. 

According to the Fourth All India Census of MSMEs (2006–07), India had more than 26 million 

SMEs operating in both registered and unregistered segments. These enterprises were responsible for 

generating over 60 million jobs, thus standing next only to agriculture in terms of employment potential 

(DCMSME, 2010). The sector includes a vast range of industries such as textiles, food processing, 

chemicals, electronics, engineering goods, and services, catering to both domestic and global markets. 

The unregistered sector alone accounted for about 94% of the total SME units, highlighting the sector's 

predominantly informal character (SIDBI, 2010). 

Geographically, Indian SMEs are unevenly spread, with a concentration in states like Maharashtra, 

Tamil Nadu, Gujarat, and Uttar Pradesh. These states benefit from better infrastructure, supportive 

industrial policies, and access to finance and markets. However, SMEs across India still grapple with 

systemic issues such as limited access to institutional finance, outdated technology, regulatory 
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bottlenecks, and inadequate infrastructure. A report by the National Commission for Enterprises in the 

Unorganised Sector (NCEUS, 2009) found that more than 85% of SMEs faced challenges in accessing 

formal credit, primarily due to lack of collateral and complex documentation procedures. 

In terms of classification, SMEs were defined under the Micro, Small and Medium Enterprises 

Development (MSMED) Act, 2006 based on investment in plant and machinery (for manufacturing 

enterprises) and equipment (for service enterprises). As per this classification, a micro enterprise 

involves investment up to ₹25 lakh, a small enterprise between ₹25 lakh and ₹5 crore, and a medium 

enterprise between ₹5 crore and ₹10 crore (MSMED Act, 2006). This categorization not only influences 

policy benefits but also has implications for taxation, compliance requirements, and eligibility for 

government schemes. 

Despite the challenges, the Indian SME sector is characterized by resilience, adaptability, and 

innovation. It has proven to be agile in responding to market changes and consumer demands, even 

during economic downturns. Its potential for employment creation and grassroots-level industrialization 

renders it a strategic asset for inclusive growth in India. 

3. Current Cost Accounting Practices in Indian SMEs 

In India, the cost accounting practices adopted by Small and Medium Enterprises (SMEs) vary 

significantly, often depending on the size, resources, and industry sector of the enterprise. While larger 

SMEs may implement more advanced costing techniques, smaller enterprises tend to rely on basic 

methods due to constraints related to financial resources, skilled labor, and technological infrastructure. 

Understanding these practices is crucial for evaluating the effectiveness of cost management within 

SMEs and identifying areas for improvement. 

A predominant cost accounting method used in many Indian SMEs is job costing, where costs are 

assigned to individual jobs or projects. This method is most common in industries such as construction, 

printing, and customized manufacturing, where each project or order is unique. Job costing helps these 

SMEs calculate direct costs, including labor, materials, and overheads, associated with each project, 

enabling them to determine profitability on a per-job basis (Sharma, 2010). According to a study by 

Gupta (2010), approximately 65% of SMEs in the manufacturing sector still employ job costing as their 

primary method, especially in the absence of standardized production processes. 

Another commonly used method is process costing, which is typically adopted by SMEs in industries 

such as textiles, chemicals, and food processing. Process costing aggregates costs across all units 

produced in a specific period and assigns them to the production process, rather than individual 

products. This method is particularly useful for SMEs engaged in mass production, where the products 

are homogeneous, and unit costs need to be averaged (Bansal, 2011). However, process costing can be 

less effective when dealing with variability in production runs or when there are frequent changes in 

production volume. 

In recent years, some Indian SMEs, particularly those in the more developed sectors such as automotive 

and electronics, have started adopting activity-based costing (ABC). This method assigns costs based 

on the activities that drive costs, rather than merely focusing on the products or services themselves. 

ABC allows businesses to understand the true cost drivers in their operations and optimize resource 

allocation more effectively. Although the implementation of ABC is relatively costly and complex, some 
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SMEs, particularly those with more sophisticated management practices, are adopting it to gain better 

insights into their cost structure and improve decision-making (Pati & Sahu, 2010). However, this 

method is still underutilized in most Indian SMEs due to its complexity and the resources required for 

implementation. 

Despite the potential benefits, a significant challenge for Indian SMEs is the limited use of technology 

in cost accounting. Many SMEs still rely on manual record-keeping and basic spreadsheets, which are 

prone to human error and lack the sophistication required for accurate cost analysis (Kapoor & Mehta, 

2010). According to a report by the National Bank for Agriculture and Rural Development (NABARD), 

only about 20% of SMEs have adopted computerized accounting systems, which hinders their ability to 

track and manage costs effectively. Moreover, the lack of skilled accountants and professionals trained 

in modern cost accounting practices remains a major barrier for SMEs to implement more advanced 

techniques such as ABC. 

The reporting and analysis of cost data in Indian SMEs is also often limited to basic financial 

statements, such as profit and loss accounts and balance sheets. More advanced reporting methods, such 

as variance analysis and budgeting, are less commonly used. According to a survey by the Federation of 

Indian Chambers of Commerce & Industry (FICCI), only 30% of SMEs utilize comprehensive cost 

analysis reports for strategic decision-making (FICCI, 2010). This gap in reporting and analysis limits 

the ability of SMEs to make informed decisions regarding pricing, cost control, and profitability 

enhancement. 

4. Challenges in Cost Accounting for Indian SMEs 

Small and Medium Enterprises (SMEs) in India face numerous challenges in adopting and effectively 

utilizing cost accounting practices. These challenges range from financial constraints and lack of skilled 

personnel to limited technological adoption and inadequate infrastructure. Understanding these obstacles 

is essential for identifying ways to enhance cost accounting practices and improve operational efficiency 

within Indian SMEs. 

A key challenge for Indian SMEs is financial limitations. Many SMEs operate with tight budgets, 

which makes it difficult for them to invest in advanced cost accounting systems or hire skilled 

professionals. According to a report by the National Association of Software and Services Companies 

(NASSCOM), over 70% of Indian SMEs face financial constraints, which prevent them from adopting 

modern cost accounting tools and technologies (NASSCOM, 2010). SMEs often rely on basic, manual 

methods of cost tracking, which are less accurate and more time-consuming, leading to inefficiencies in 

cost management. This lack of investment in sophisticated systems can hinder their ability to compete 

effectively in the marketplace, particularly against larger organizations with more resources. 

Another significant challenge is the lack of skilled labor in cost accounting. SMEs often do not have the 

resources to hire qualified accountants or cost managers who can implement advanced costing methods 

such as Activity-Based Costing (ABC) or Process Costing (Pattnaik& Sharma, 2010). As a result, many 

SMEs use basic cost allocation methods, which may not provide accurate or detailed insights into cost 

drivers. A survey conducted by the Federation of Indian Chambers of Commerce and Industry (FICCI) 

found that only 25% of Indian SMEs employ professionally trained accountants, with the majority 

relying on in-house staff with limited expertise in cost management (FICCI, 2011). This lack of 
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expertise can lead to errors in cost allocation, poor decision-making, and an inability to identify areas for 

cost reduction. 

The limited adoption of technology further exacerbates the challenges faced by SMEs. While larger 

enterprises in India have increasingly integrated computerized accounting systems, most SMEs still use 

manual processes or basic spreadsheet tools to manage their costs. According to a study by Kapoor and 

Mehta (2010), only about 20% of Indian SMEs have adopted integrated accounting software that can 

provide real-time data on costs and performance. The absence of technological infrastructure makes it 

difficult for SMEs to track costs accurately, analyze financial data, and generate timely reports. 

Furthermore, the lack of automation leads to higher human error rates and inefficiencies in cost 

recording and reporting. 

Finally, inadequate regulatory support and inconsistent enforcement of policies present additional 

barriers for SMEs. While the government has introduced several initiatives aimed at improving the cost 

management capabilities of SMEs, such as the Credit Guarantee Scheme and the Technology 

Upgradation Fund, the implementation and accessibility of these schemes remain limited (Singh & 

Kumar, 2011). Many SMEs, especially those in rural areas, are either unaware of these programs or 

unable to access them due to bureaucratic hurdles or complex application procedures. This lack of access 

to regulatory support prevents many SMEs from upgrading their cost accounting practices and adopting 

modern tools. 

In summary, the challenges faced by Indian SMEs in cost accounting are multifaceted, including 

financial constraints, a lack of skilled professionals, limited technology adoption, and insufficient 

regulatory support. Overcoming these barriers will require targeted policies, increased investment in 

skill development, and greater access to affordable technology solutions to enable SMEs to implement 

more effective and accurate cost accounting practices. 

5. Opportunities for Improvement in Cost Accounting for Indian SMEs 

Despite the challenges, there are several opportunities for Small and Medium Enterprises (SMEs) in 

India to enhance their cost accounting practices, which can lead to improved financial performance, 

better decision-making, and more sustainable growth. These opportunities arise from advancements in 

technology, government initiatives, and the increasing awareness of cost management benefits among 

SMEs. 

One of the most significant opportunities for improvement in cost accounting practices lies in the 

adoption of modern technology. With the growing accessibility of affordable accounting software, 

cloud-based solutions, and automation tools, Indian SMEs can streamline their cost management 

processes. According to a report by the Reserve Bank of India (RBI), about 30% of SMEs in India have 

started using accounting software, with cloud-based solutions becoming more prevalent due to their 

cost-effectiveness and scalability (RBI, 2011). These systems can provide real-time financial data, 

automate routine tasks, and help SMEs improve the accuracy and timeliness of their cost reports. 

Moreover, technological tools can enable SMEs to adopt more advanced costing methods, such as 

Activity-Based Costing (ABC), which allows for a more precise allocation of overhead costs (Singh & 

Sharma, 2010). This shift to technology-driven cost accounting has the potential to transform cost 
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management from a manual, error-prone task into a strategic function that adds value to the 

organization. 

Another key opportunity lies in government support and policy initiatives aimed at improving the 

financial management capabilities of SMEs. Over the years, the Indian government has introduced 

several programs designed to address the financial and technological challenges faced by SMEs. 

Programs such as the Technology Upgradation Fund Scheme (TUFS) and the Credit Guarantee 

Scheme provide SMEs with access to low-cost financing and technology upgrades. As per the Ministry 

of MSME (2011), the government allocated approximately ₹1,800 crore to SMEs through these 

schemes, facilitating greater adoption of modern cost management practices. Additionally, government 

initiatives to promote financial literacy and accounting skills can equip SMEs with the knowledge 

required to implement better cost accounting methods. 

The increasing awareness of cost accounting’s strategic role among SME owners and managers also 

presents an opportunity for improvement. As competition intensifies in the domestic and global markets, 

Indian SMEs are recognizing the importance of cost control in maintaining profitability and ensuring 

long-term sustainability. A survey by the Small Industries Development Bank of India (SIDBI) found 

that 40% of SMEs identified cost control and efficiency improvements as critical areas for growth 

(SIDBI, 2010). This growing awareness has prompted many SMEs to seek professional help, invest in 

training programs, and adopt better cost management practices to enhance their competitive edge. In 

fact, the use of budgeting, variance analysis, and cost-benefit analysis is gradually increasing among 

SMEs that aim to optimize their cost structure and improve operational performance. 

Moreover, there is a rising trend of collaboration and knowledge sharing among SMEs, especially 

within industry associations and clusters. These collaborations allow SMEs to share best practices, learn 

from each other’s experiences, and adopt cost accounting systems that have proven successful in similar 

businesses. For example, many textile SMEs in Gujarat have collaborated to jointly invest in cost 

management training and technology upgrades, which has led to improved cost efficiencies across the 

cluster (Chawla & Jain, 2010). Such initiatives foster a culture of continuous improvement and can drive 

the adoption of more advanced and accurate cost accounting practices across the sector. 

In conclusion, Indian SMEs have several opportunities to enhance their cost accounting practices, 

including embracing technology, leveraging government support, increasing awareness of cost 

management’s strategic value, and engaging in industry collaborations. These opportunities, if properly 

harnessed, can significantly improve the financial health and competitiveness of SMEs, enabling them to 

thrive in the increasingly challenging business environment. 

6. Future Prospects for Cost Accounting Practices in Indian SMEs 

The future of cost accounting practices in Indian Small and Medium Enterprises (SMEs) is poised for 

significant transformation, driven by technological advancements, regulatory reforms, and a growing 

recognition of the value of effective cost management. As SMEs in India face increasing competition 

and pressure to optimize resources, the adoption of advanced cost accounting methods and tools is 

expected to play a crucial role in shaping their financial and operational strategies. 

A key driver of future improvements in cost accounting practices is the integration of emerging 

technologies. Cloud-based solutions, Enterprise Resource Planning (ERP) systems, and data analytics 
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tools are expected to become more mainstream in Indian SMEs. According to a report by the National 

Association of Software and Services Companies (NASSCOM), the adoption of cloud-based accounting 

solutions among SMEs is expected to increase by over 50% in the next five years, as these tools provide 

real-time data, better cost control, and enhanced decision-making capabilities (NASSCOM, 2011). 

These technologies offer SMEs an opportunity to automate and streamline their cost accounting 

processes, reduce errors, and improve accuracy, all of which are crucial for maintaining competitiveness 

in an increasingly globalized economy. 

The government's focus on digitalization and financial inclusion is another promising factor for the 

future of cost accounting in SMEs. Government programs such as Digital India and Make in India are 

aimed at fostering innovation, improving access to technology, and encouraging the adoption of digital 

financial tools. As part of these initiatives, the government has been providing SMEs with access to 

training programs, subsidies for technology upgrades, and financial support to help them adopt modern 

accounting practices (Ministry of MSME, 2011). This growing support, along with the increasing 

availability of low-cost digital solutions, is likely to significantly enhance the adoption of more 

sophisticated cost accounting systems in SMEs. 

In addition to technology, regulatory changes are also expected to play a pivotal role in improving cost 

accounting practices. Indirect taxes have a long-term impact on the financial management of SMEs in 

India. These require businesses to maintain detailed records of transactions, which will naturally 

necessitate better cost accounting systems. A study by the Institute of Chartered Accountants of India 

(ICAI) found that over 60% of SMEs reported a need to upgrade their accounting systems to comply 

with IDT regulations (ICAI, 2010). This demand for enhanced accounting practices could drive SMEs to 

adopt more advanced cost accounting methods and systems to ensure compliance and improve 

operational efficiency. 

Furthermore, the increasing focus on sustainability and green practices is expected to influence cost 

accounting practices in Indian SMEs. As environmental concerns become more prominent, SMEs will 

need to account for the environmental costs associated with production processes. Green cost 

accounting methods, which include accounting for carbon emissions, energy usage, and waste 

management costs, are expected to become more widespread. According to a report by the United 

Nations Development Programme (UNDP), approximately 45% of SMEs in India are expected to adopt 

green accounting practices by 2020 (UNDP, 2010). These practices will not only help SMEs align with 

global sustainability standards but also allow them to tap into the growing market demand for 

environmentally friendly products and services. 

In conclusion, the future of cost accounting in Indian SMEs looks promising, with technological 

advancements, government support, regulatory reforms, and a growing focus on sustainability all 

contributing to the improvement of cost accounting practices. By embracing these trends, SMEs will be 

better positioned to optimize their cost structures, enhance profitability, and remain competitive in an 

evolving business environment. 

7. Government Initiatives and Policy Support for Cost Accounting in Indian SMEs 

The Government of India has recognized the crucial role played by Small and Medium Enterprises 

(SMEs) in the economic landscape and has introduced several initiatives to support their financial and 
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managerial capabilities, including cost accounting practices. These policy interventions aim to improve 

financial transparency, resource utilization, and operational efficiency in SMEs, which collectively 

employ more than 80 million people and contribute nearly 45% to India’s manufacturing output (MSME 

Annual Report). 

One of the most influential steps was the Micro, Small and Medium Enterprises Development 

(MSMED) Act, 2006, which provided a legal framework for the promotion and development of SMEs. 

While the act primarily focuses on broader developmental aspects, it also lays the groundwork for 

financial accountability by mandating the maintenance of proper books of accounts for government-

recognized SMEs (MSMED Act, 2006). This has indirectly encouraged better cost accounting practices, 

particularly among formally registered enterprises. 

The Credit Linked Capital Subsidy Scheme (CLCSS) introduced by the Ministry of MSME offered a 

15% capital subsidy for technology upgrades, including the adoption of modern accounting systems and 

ERP software. Between 2005 and 2011, over 12,000 SMEs benefited from the scheme, resulting in a 

measurable improvement in process efficiency and cost control mechanisms (SIDBI, 2011). The ability 

to integrate technology-enabled cost tracking has contributed to a gradual shift from rudimentary 

bookkeeping to more formalized cost accounting. 

Another major intervention came through the National Manufacturing Competitiveness Programme 

(NMCP), which emphasized building cost competitiveness through lean manufacturing, quality 

management standards, and IT adoption. Under the scheme, cluster-based SMEs were provided training 

on financial management, including cost monitoring and analysis. According to a report by the Planning 

Commission (2011), nearly 1,200 SMEs adopted lean tools, resulting in an average 10–15% cost 

reduction in operations. 

To promote transparency in cost structure and financial reporting, the government also supported the 

Performance & Credit Rating Scheme. Implemented in collaboration with rating agencies and banks, 

this initiative encouraged SMEs to formalize their financial practices to achieve better credit scores. By 

2014, over 28,000 SMEs had undergone credit assessments, leading many to adopt structured cost 

accounting systems to improve their ratings (NSIC, 2011). 

Enhanced exposure to international markets demanded compliance with global financial and cost 

accounting standards, accelerating modernization across sectors.Overall, while challenges persist, the 

cumulative impact of these policies has been positive, laying a strong foundation for structured cost 

accounting practices in the SME sector. 

Conclusion 

Cost accounting practices hold strategic significance for Indian SMEs, which are integral to the country's 

industrial and economic landscape. Despite their massive contribution—accounting for about 45% of 

manufacturing output and nearly 40% of exports—many SMEs continue to face substantial challenges in 

adopting systematic cost accounting due to factors like lack of awareness, resource constraints, and 

informal operational structures (Ministry of MSME, 2011). However, the evolving business 

environment, increasing competition, and the need for financial transparency have brought renewed 

focus on cost control and managerial efficiency. 
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The review highlights that while traditional cost accounting adoption has been limited among small 

enterprises, medium enterprises are increasingly embracing formal practices, especially when linked 

with government incentives or credit access. Regulatory efforts like the MSMED Act (2006), and 

targeted interventions such as the CLCSS and NMCP, have contributed significantly to raising 

awareness and supporting the adoption of cost-related practices, albeit with uneven implementation. 

Moreover, the growing need for Indian SMEs to integrate into global value chains, improve profitability, 

and compete in technology-driven markets has made structured cost management not just a compliance 

necessity but a strategic tool. Modern challenges like fluctuating input costs, changing tax regimes, and 

environmental regulations further underline the importance of robust cost accounting. 

To build upon the current momentum, there is a need for a multi-pronged approach—combining policy 

support, capacity building, access to affordable technology, and awareness initiatives. Financial 

institutions, industry associations, and academic bodies must collaborate to empower SMEs with cost 

accounting knowledge and tools tailored to their scale and sector. 

In conclusion, while Indian SMEs have made commendable progress, there remains considerable scope 

for strengthening cost accounting practices as a means of enhancing transparency, competitiveness, and 

long-term sustainability. Bridging the gaps in implementation, training, and support will be essential to 

unlocking the full potential of this vital sector in India’s economic growth story. 
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