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Definition of cost accounting , meaning of cost , the
main characteristics of cost

objectives of cost accounting, the distinction between
cost accounting and financial accounting, the
definition of cost unit, cost center, cost object

Cost classifications: by nature, by relationship with
product, by volume .

Cost classifications: by function, by traceability
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First: a historical introduction to cost accounting
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Second: Defining the concept of cost accounting and its relationship to
other branches of accounting.
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Objectives, characteristics, and focus points of cost accounting and the
importance of the need for cost accounting information
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Fourth: Explaining the difference between the concept of cost and other
accounting concepts.

Fifth: Classification and tabulation of costs with some examples
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.Historical introduction to cost accounting
Evolution and History of Cost Accounting
The age of the industrial revolution resulted in the first swept of large businesses and
organizations. So these organizations were more complex and dynamic. This is what lead
to the invention of what is now the modern cost accounting process in use.
So the origin and evolution of cost accounting can be traced back to the industrial
revolution. The idea was to help the businessmen to record and keep a track of their costs
and expenses.
Before the golden age of industrialization, most of the expenses of these businesses are
what we would categorize as variable costs. The costs related to labour, materials, and
other such variable costs.
However, when industrialization took off, these businesses had more ‘fixed costs’. These
are costs that are not directly related to the production of goods or services. Some
examples of fixed costs are rent, depreciation, storage costs etc.
As railroads, steel industry and other such large industries developed, understanding
fixed costs became important. Allocating them became of importance to managers and
owners for their decision making, pricing, and product development. And this was the
origination of modern cost accounting.
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it can be said that cost accounting began to appear after finance, as its role began to be
limited after the industrial revolution due to the increased demand to focus on production
and change business to become more global, which was characterized by increased
competition and wonderful advanced technological progress in communication and
correspondence systems, which led to an increased demand for information. Cost
accounting. Cost accounting went through two stages during its second stages:
1. Traditional role: Focuses on calculating production costs for the purpose of assisting in
preparing financial statements.
2. Modern role: It is an extension of the traditional role and focuses on the administrative
uses of cost data.
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Defining the concept of cost accounting and its relationship to other branches of accounting

Definition of cost Accounting «isil) dsulas ciy

It is a process via which we determine the costs of goods and services. It involves the

recording, classification, allocation of various expenditures, and creating financial
statements. This data is generally used in financial accounting.

el 5 ladill Calide (anadd; Ciniai s Jiad Gaali s Gleadl) s alud) CllSs LINA (e 2aa dilee Ly

Al dpdaal) 8 ale IS8 Sllall 038 aadind | (Caallsall A 68 ) dullal) il

CLASSIFYING/ REPORTING

RECORDING ACCOUNTING

Included in the field of cost accounting are the design and operation of cost systems and
procedures; the determination of costs by departments, functions, responsibilities,
activities, products, periods and other units of forecasted future costs and standard or
desired costs, as well as historical costs; the comparison of costs of different periods, of
actual with estimated or standard costs, and of alternative costs; the presentation and
interpretation of cost data as an aid to management in controlling current and future

operations .
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Accounting & Its Types:-

Concemed with financial transaction and
preparing financial statement.

Concemed with basically the cost of product

and making decision making.

Concerned with management decision making.
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The differences between financial accounting and cost accounting

Cost accounting is considered an extension of and complementary to financial
accounting, as cost accounting shares similarities with financial accounting in terms of
cost data, detailed data of the overall financial accounting data, and cost accounting also
needs data from financial accounting, such as the price of purchased materials. The cost
accountant also contributes with the financial accountant in preparing numbers The final
accounts and the financial position statement, as these statements require the cost of
production under operation, the cost of completed production, the cost of raw materials
inventory, and the cost of manufacturing. However, there are differences between

financial accounting and cost accounting, as shown in the table below:
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Financial Accounting vs. Cost Accounting

- Financial Accounting

Records financial data of the organization.
So it records all relevant monetary data

Eecords and summarizes cost mformatmﬂ

and data. This includes information about

labor, materials and various overheads of
the manufacturing process.

Financial accounting only deals in
historical costs (only actual costs and
figures)

Cost accounting uses both historical and
pre-determined costs (standard costs,
estimates efc.)

The users of the information provided by
financial accounting are both intemnal and
external users

Information provided by cost accounfing is
only meant for people within the firm like
management. employees efc.

Financial accounting is mandatory for all
firms. Every organization has to keep
some record of its financial transactions

Cost accounting is only done by
mamuifacturing firms. And in most cases, it
15 not mandatory.

The emphasis here is on recording the
transacfions/data and presenting it in the
given format.

Other than recording data it also provides a
system of cost control of labour, material,
overhead costs

Financial accounts deal with the business
i its entirety. So it provides us with profit
of loss for the whole concern

Costing will enable us to get the profit or
loss for individual products, process. job etc.

In financial accounting, there 1s no aspect
of forecasting. It is simply a record of the
financial position of the firm

In Cost accounting, forecasting 1s possible
using some of the budgeting techniques
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The relationship between cost accounting and management accounting

The relationship between cost accounting and management accounting clearly appears
when the facility makes a decision to confront a specific problem related to the facility’s
activity, as the facility begins by defining the dimensions of the problem under
investigation, and what alternatives are available to solve the problem in preparation for
choosing this most appropriate alternative. Cost accounting provides data on the problem
and the alternatives available to solve it. With a picture Detailed and analytical for

management to rely on through decision-making models available in management
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accounting to determine the most appropriate alternatives and solutions to confront the
problems facing the facility.
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It can be said that management accounting is broader in scope than cost accounting, as
the former includes methods and ways of operating financial statements that assist in
management functions. While the latter focuses more on information about costs, but in
other words, it can be said that cost accounting is considered an essential part of a
broader field, which is accounting Administrative, which in turn represents an essential
part of the accounting information system, which in turn is an essential part of the overall
administrative information system at the facility level. The following figure shows the
interrelationships between these multiple information systems:
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Cost Accounting vs Management Accounting

Basis of
Difference

Cost Accounting

Management Accounting

Nature

It classifies, costs records, present,
and interprets it in a significant

manner

It records both qualitative and

quantitative aspect.

Ascertainment of cost for the purpose

of cost control and decision making.

It

management for planning and co-

ordination.

provides  information  to

It makes use of both historical and

pre-determined costs.

It is focused
projection of figures for future.

with the

Rules &
Regulations

It follows certain principles and
procedures for recording costs of

different products.

It does not follow any specific rules

and regulations.
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Objectives, characteristics, and focus points of cost accounting and the
importance of the need for cost accounting information

Objectives of Cost Accounting:-

To Calculate
Cost

Cost
Reduction

To Ascertain
Selling Price

FEATURES / CHARACTERISTIC:-

Suitability to the Business Economical

)

Simplicity Comparability

¢ 9

Flexibility Uniformity of Forms

@ 8

Capability of Presenting Efficient System of Material
Information at the Desired Time Control

4 d L

Minimum Ch%‘;tgcﬁr'}" the Existing Departmentalization of Expenses
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Scope of Cost Accounting

Cost books of accounts is maintained
> on double entry system.

The main function of cost accounting is
—>to ascertainment of cost and helps in
decision.

Systems and procedures adopted for
proper cost accounting.

Comparing Cost of our product with
cost of competitor for same product.

Standard and actual cost is compared
-3 and analyze and measures taken for if
variation found.

Utilization of cost information and
—> control the cost,

On the basis of cost accounting cost
—>reports are prepared and presented to
management for decision making.

Define cost accounting and explain cost accounting objectives?
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Importance of Cost Accounting

Importance /
Advantages =0 ascertain cost

*To determine profit
=To fix selling price

=To know the BEP

Management

To Employees *Efficient worker will get more wages,

sLEfficiency level increases as wages is linked with preductivity

sEmployees are distinguishes between cfficient and inefficient

*Job satistaction.

To Creditor
and Lender

*Muke decision whether to continue the trading with concern or not
s\Whether their interest and pavment is better protected.

=\Vhether the entity is sound in cost system.

Government

To SO(‘ict.\v

*Can levy indirect taxes like GST etc.
It will approve the tender whose cost is low

It will help in prepaning fiscal budget and allocate cost.

*Morc and more production will increase GDP of ecconomy,

*Standard of living will also increase.

*Can compare cost of same product selling by different business.
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The importance of cost accounting can be clarified through the role it plays as part of the
accounting information system within the economic unit through the following:

1- External reporting

2- Internal reporting
Scorekeeping
Preparing budgets
Cost reduction analysis
Pricing
Cost-benefit analysis

Goods and Services Tax GST

Break Even Point BEP Gross Domestic Product GDP
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Fourth: Explaining the difference between the concept of cost and other
accounting concepts.

Cost

is a resource sacrificed or forgone to achieve a specific objective.
Adae Chaa (Baaailay dauail) 230 ) 50 g8

cost object
which is anything for which a cost measurement is desired. . ..... 23Sl (uld bty A5 (o) oo

examples of cost objects are products, services, activities, processes, and customers

Actual cost

is the cost incurred (a historical or past cost). (Al sl 4uay )l 481K5) 30Kl dalSi) o
Budgeted Cost

is a predicted or forecasted cost (a future cost). (Aliiue 4dS3) dad gie ol dad gio 48lS5 o
Relevant Range

is the band of normal activity level or volume in which there is a specific relationship
between the level of activity or volume and the cost in question.
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Prime Cost

Direct material costs+ Direct Labor costs.

Conversion Costs

Direct- Labor costs + Manufacturing overhead costs.

product Cost

is the sum of the costs assigned to a product for a specific purpose. Different purposes
can result in different measures of product cost.
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Period Costs are all costs in the income statement other than cost of goods sold. Period
costs, such as marketing, distribution and customer service costs

Expense

An economic sacrifice that can be measured financially in cash in exchange for a
benefit. There are two types: the first type is an exhausted expense (and the benefit is
urgent for the same period in which the expense was spent). That is, the expense
corresponds to the revenue of the same period and appears in the income statement,
such as rent and insurance expenses. Either the second type is an inexhaustible
expense. (The benefit is deferred and can be used for more than a period of time and
appears in the balance sheet, such as purchasing a car or a building.
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Loss

An economic sacrifice that can be measured financially and in cash and is not
compensated by any benefit or return. It usually comes from force majeure reasons or
occurs suddenly, such as a factory fire.

sl sale A yed il i dile of Aadie ol Lol Y gl el (ulall AL Gl dpaai ¢ 5 jlwal)
L e 3o Jie (palie 3 ) geay Cadal

What is the difference between cost and expense?
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Fifth: Classification and tabulation of costs with some examples

Classification of Costs essentially means the grouping of costs according to their similar
characteristics. Now, in costing there are a dozen ways to classify costs as per their
nature, functions, traceability etc.
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Basis of classification :
1- Nature of expense
2- Relation to object — traceability
3- Functions / activities
4- Behavior fixed, semi-variable or variable
5- Management decision making

6- Production Process
7- Time period

1- On the basis of nature

l (Classification by nature

| ' |

Material Labour Expenses

Material Costs: Material costs are the costs of any materials we use in the production of
goods. We divide these costs further. For example, let’s divide material costs into raw
material costs, spare parts, costs of packaging material etc.
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Labor Costs: Labor costs consists of the salary and wages paid to permanent and
temporary employees in the pursuit of the manufacturing of the goods , incentives
bonus.

Expenses: All other expenses associated with making and selling the goods or services .
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2-On the basis of Relation to object — traceability

ost
i Classification by relation to Cost Centre

' '

Direir:t Indirect

Lol Loy

Material labour  expenses Material labour  expenses

Classification should be on the basis of method of allocation of cost to a cost unit. If an
expenditure can be allocated to a cost centre or cost object in an economically feasible
way then it is called direct otherwise the cost component will be termed as indirect.
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Difficult traced Easily traced

Example
Direct cost ...
Direct material Cost .... cost of Raw materials
Direct Labour Cos t... cost of wages of those workers
Direct Expenses.... hiring charges for tools and equipments,
Indirect cost....
Indirect Material cost .... Consumable spares and parts
Indirect labour cost... Salaries of staff in the administration and security staff
Indirect expenses.... insurance, taxes

What are the criteria for distinguishing between direct costs and indirect costs?

3-On the basis of function

i Classification by function

' | ' ! '

Production Administration Selling Distribution Research &
Development
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Production Cost :
is the cost of all items involved in the production of a product or service..... It includes
all direct costs and all indirect costs related to the production.... Material costs , Labor
Costs , overhead costs( expenses for stores management , security expenses in the
factory , depreciation , repair and maintenance , insurance)
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Administration costs :
are expenses incurred for general management of an organization. These are in the
nature of indirect costs and are also termed as administrative overhead Examples
advertisement, market research, after sales service , Legal expenses...etc.
s Lyl e s 5 bl e CallSidaghs 3 8 5 LB saa o] dalall 5 laD saSiall iy ladll 2
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Distribution Costs :
are the cost incurred in handling a product from the time it is completed in the works
until it reaches the ultimate consumer. Examples Transportation

(el llgiaall ) Al gea s in AIES) 5 (e oeiiall a Jalail) 52Kl A3 s
Research & Development Costs :
are the cost for undertaking research to improve quality of a present product or
improve process of manufacture, develop a new product, market research etc and
commercialization thereof.
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Conclusion from the above classification

(1) Direct Material Cost (a)
(2) Direct Labour Cost
(3) Direct Expenses

(D+H2)+(3) = (4) Prime Cost

(5) Production Overhead
(6) Administrative Overhead
(7) Research & Development Cost ( apportioned )
(D)+(5)+(6)+(7)= (8) Cost of Production (b)
(9) Selling Cost
(10) Distribution Cost

(8)+(9+(10) = (11) Cost of Sales

Note :

closing stock is necessary at following different points :

(a) opening and closing stock of raw materials

To arrive at value at different points as indicated above adjustment with opening and

(b) opening and closing stock of work-in-progress & finished goods

4- On the basis of Behaviour fixed, semi-variable or variable

Classification by behaviour

.

Fixed

Variable

.

Semi-variable

Costs are classified based on behaviour as fixed cost, variable cost and semi-variable
cost depending upon response to the changes in the activity Levels
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Fixed Cost:

is the cost which does not vary with the change in the volume of activity in the short

run. These costs are not affected by temporary fluctuation in activity of an enterprise.

These are also known as period costs.

Ll A gall il Cadlll oda i W | juadl) gaall (8 DLl aas sy e Y ) AdSE) e

3 Aaiall sas ) (5 siua o b paates Mea) JS8 A0l (585 ) Bl Ky Wl o3 ety Auas el
LBl aas (6 fle il

Examples for fixed cost : salaries, rent, audit fees, depreciation etc.

Variable Cost:

is the cost of elements which tends to directly vary with the volume of activity. Variable
cost has two parts — (a) Variable direct cost; and (b) Variable indirect costs. Variable
indirect costs are termed as variable overhead.
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Examples of variable cost are materials consumed, direct labour, sales commission,
utilities, freight, packing, etc
Semi Variable Costs:

contain both fixed and variable elements. They are partly affected by fluctuation in the
level of activity.JaLiill (s sivee & LG L a5 ilhs 8 puia s A0 jualic o (g gind

Examples of semi-variable cost : Factory supervision, maintenance,

power etc.

Fixed Costs

Fixed Cost per Unit =

Units

Total Variable _ Number of Units Produced x
Cost Formula Variable Cost Per Unit
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(Total Fixed Costs +
Total Variable Costs)

Total Units Produced

Cost Per Unit

5- On the basis of Management decision making
Costs are classified for the purpose of management decision making under different

circumstances as under :
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l Management Decision Making

' '

Marginal Differential Opportunity
Cost Cost Cost

Replacement
Cost v v
Relevant v Sunk
Cost Imputed Cost
cost  J
Normal
Cost v
Abnormal
Cost

Avoidable

Cost v

Un-avoidable
Cost

Marginal cost :

is the aggregate of variable costs, i.e. prime cost plus variable overhead. Marginal cost

per unit is the change in the amount at any given volume of output by which the

aggregate cost changes if the volume of output is increased or decreased by one unit.

o san g IS daal) AdSH 5 pial) dladl i) ) ABLaYl A0 081 A4S (o 6 priall oSl & pene s

oadail ) ZY) aaa o 13) Alleay) AAKAN 4y e A5 Y] (e Gare ana gl die gl 8yl
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Differential Cost :
is the change in cost due to change in activity from one level to another.
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Opportunity Cost :

is the value of the alternatives foregone by adopting a particular strategy or employing
resources in specific manner. —ulasi 5 dixa duad jinl aldie) A e dailall Jilad) dad o
3aana Ay ylay 2 ) 4all

Replacement Cost :

is the cost of an asset in the current market for the purpose of replacement
i) e G adl ddall (6 gud) 8 i) 4SS Jlagin) 44

Relevant Costs :

are costs relevant for a specific purpose or situation
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Imputed Costs :

are hypothetical or notional costs, not involving cash outlay, computed only for the
purpose of decision making

DA RSN m jal dadh Caa g cclaal) sl e g dati Y g ¢ dnal i) CallSS 8 A peaal) o<l

Sunk Costs:

are historical costs which are incurred i.e. ‘sunk’ in the past and are not relevant to the

particular decision making problem being considered.

S Baasall )5l Aas) Ay Aia <l Caaly bl 3 " et ol (s a3 i) A Hl) Call<il)
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Normal Cost:

is a cost that is normally incurred at a given level of output in the conditions in which
that level of output is achieved & zWY) (e (pre siue die 3o lelaad o Al 4dSHl a8
Gtﬁa‘g\ o (6 giusall 128 (9aaa7 g d Nt Gd\ o g yhall,

Abnormal Cost:
is an unusual or a typical cost whose occurrence is usually irregular and unexpected and
due to some abnormal situation of the production.
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Avoidable Costs:

are those costs which under given conditions of performance efficiency should not have
been incurred
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Unavoidable Costs :

are inescapable costs which are essentially to be incurred, within the limits or norms

provided for. It is the cost that must be incurred under a programmer of business

restriction. It is fixed in nature and inescapable.
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6- On the basis of Production Process

Costs are also classified on the basis of nature of production or manufacturing process
prvnaill Llae o ZlaY) daph Gl e Wyl CallSill Gl oy

Batch Cost:

is the aggregate cost related to a cost unit which consist of a group of similar articles

which maintain its identity throughout one or more stages of production

OsSE G Agbial) cilatiall (o Ao sana (yo (S il A Ban g Asleial) AlenY) A A dadall AAISH
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Operation Cost:

is the cost a specific operation involved in a production process or business activity
ol Ll o dlaall Zlisy) @ Hlis sadse Alae 48ISH 4 Jpsdil) 4813

Joint Costs :

are the common cost of facilities or services employed in the output of two or more

simultaneously produced or otherwise closely related operations, commodities or

services.
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7- On the basis of Time period

A cost item is related to a specific period of time and cost can be classified
according to the system of assessment and specific purpose as indicated in the following
Ways
LS anall (yia jall 5 il albail 188 5 ot SIS AQISHN () 65 () Sy g Baase dyie ) 3 iy 48K puaie Jagi

EOLICHATE

l Classification by time

! . | '

Historical Pre-determined Standard Estimated
Cost Cost Cost Cost

Historical Costs:
are the actual costs of acquiring assets or producing goods or services.
laaall i adudl ZUEY1 5 Jsa¥) e J sandl dlail) CadlSill a dpay Hll Cagllsil)
Pre-determined Costs:
for a product are computed in advance of production, on the basis of a specification of
all the factors affecting cost and cost data. Pre-determined costs may be either standard
or estimated )
Al e i G Jal ) pes Cliial se el Jlo Y1 U8 aiiall e soasal) oISl Gl oy
Ay a8 5l Al La) Wse Boasall CallSill (o) 5<5 a8 Aalal) il
Standard Costs :
A predetermined norm applied as a scale of reference for assessing actual cost, whether
these are more or less. The standard cost serves as a basis of cost control and as a
measure of productive efficiency when ultimately posed with an actual cost. It provides
management with a medium by which the effectiveness of current results is measured
and responsibility of deviation placed. )
JE g ST ulS o) g edladl) ALK apil as je (ubieS ABuki o Lise 2ane e Al Callil)
Al Al 8 Ll o Ledie AaliY) 5o lSH ulieS s CadlSall 8 aSaill (bl Aliey dpulall daks))
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Estimated Costs:
of a product are prepared in advance prior to the performance of operations or even

before the acceptance of sale orders. )
2l el Jod J8 dia ol clilead) ool (8 e sitall 3 ja8al) Call<all alac) i
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Important Definitionsiages <y jlas
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Prime Cost

+
Overhead Costs

Total Manufacturing
Costs
+
Nonmanufacturing
Costs
Total Production
costs

Direct Labor

Other Indirect
Costs

Administrative &
Financing Costs
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+  Direct Material

Indirect Indirect
Labor Material

Marketing Costs
4+ (Selling and distribution
costs)
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Theoretical questions

Q: Choose the right answer from the following:

1- There was a loss in the factory due to a fire. This is a type of cost

A- Normal cost B- direct cost C- abnormal cost D- fixed cost

2- The Costs which are change in total with Changing of Production VVolume but they
are still fixed per unit are:

A- variable Costs. B-Administration costs. C-Fixed Costs
3- The costs element which represents the human work to produce the Product
Is: A- Materials. B- Labors. C- Expenses

Q:Classify the costs elements in different Classifications: -

1-Salary of the head Administration department.

2-Raw materials which are used to produce the Products.
3-Depreciation department.

4-The Covers of glasses.

5-Wages of workers.

Q: What Is Cost Classification?
Q: How can costs be classified based on behavior?

Q: Briefly explain the basis for classifying costs?

Q: What are the differences between cost accounting and financial accounting?
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Practical exercises

Q1: The following is cost data for an industrial company:

Raw materials 50,000 $, equipment 30,000 $ (60% of which are industrial, 10% of which
are for the marketing department and the remainder for the management department),
direct (industrial) wages 23,000 $, indirect industrial wages 8,000 $, marketing wages
9,000 $, administrative wages 17,000 $, industrial expenses Direct expenses: 17,000 $,
indirect expenses: 80,000 $ (70% industrial and the rest distributed equally between the
marketing and management departments).

required : classify cost elements on a natural and functional basis

Solving

Q2: Complete the following table:

7 6 5 4 3 2 1

Total cost | Total total | Total fixed Fixed cost Total Variable Units
per unit costs costs per unit variable cost per produced
produced produced costs unit (cars)

produced

80 500

70 1000

60 1500

65 2000

50 3000

Solving
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Q3: Factory Produce one Product, it's data is like below:

Administration Cost 120000 $

Direct Manufacturing cost 100000 $

Direct Marketing Cost 60000 $

Manufacturing overhead 80000 $ (60%fixed)
Indirect Marketing Cost 60000 $ (40%. Variable)

Required/ Compute total Costs (variable and fixed)

Solving

Q4: Industrial Company Produce and selling two Products which units are (1000 /2000)
and the cost per unit for one Product as follows :

Direct Manufacturing cost 500 $

Direct Manufacturing overhead 400 $ (40 $ fixed)

Indirect Marketing cost 600 $ (60%Variable)

Direct Marketing 200 $

Cost Administration 300 $

Cost Selling price for two products and (2000/3000)

Required/ Prepare an Income statement for the Company using functional Classification?
Solving

Q5:The following information comes from the accounting records for
Direct Materials 50000$

Direct Labor 700003

Overhead Costs 120000%
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Marketing Costs  60000$
Administrative Costs 40000%
Require: Calculate:

(1) Prime Cost.

(2) Conversion Cost.

(3) Total Manufacturing Costs.
(4) Non- manufacturing Costs.

Solving

Q6: Industrial, Company Working at level production, and marketing capacity
20000 units and the estimated costs for Produce one Product as follows:

Raw materials 1200 $
Labors 200 $
Manufacturing overhead 900 $( Variable Costs 500 $, Fixed Costs 400 $)

Variable marketing costs 100 $
Fixed marketing 300 $

total 2700 $
Production of units is 15000
Required:

Compute the Prime cost for units
Compute the conversation Costs for units.
Compute the Variable Manufacturing costs
Compute the total Costs

5- Compute the total costs to Produce 19000units.
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6- If the company received order to Produce 1000 units what isthe-6relevant costs to

accept or refuse the order.
7- Compute the total fixed costs.

Solving

Q7: An Industrial Company Produces and sells, three different items which units are

(2000, 3000, 4000) and the costs. Per unit as follows:
Direct Manufacturing cost 1000 $

Direct Manufacturing Overhead 800 $(40%fixed)
Direct Marketing Costs 400 $

Indirect Marketing cost 1200 $(60% Variable)

Administration Costs 600 $ The selling Price for the three items is (4000, 6000,

8000)D.

Re/ Prepare an Income Statement for the Company.

Solving




