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• LO1 : BE ABLE TO APPLY COST CONCEPTS TO THE DECISION 
MAKING PROCESS



THE BASIC SYLLABUS

• 1. Be able to apply cost concepts to the decision making 
process.

2. Be able to apply forecasting techniques to obtain information 
for decision making.

3.Be able to participate in the budgetary process of an 
organisation.

4. Be able to recommend cost reduction and management 
processes for an organisation.

5.Be able to use financial appraisal techniques to make strategic 
investment decisions for an organisation.

6.Be able to interpret financial statements for planning and 
decision making.



LEARNING OBJECTIVES

At the end of the class students should be able to:

Design a costing  system for use within an organisation 



OVERVIEW
• System of calculating the cost is called costing. 

This cost may be actual or estimated. We know 
that we go to different steps of production when 
we produce any product. At every stage of 
production, we need to calculate the cost of raw 
material, labor cost and direct and indirect cost. 
We allocate the different expenses under a 
system and this system is called costing.



Classification of cost by 
object

• Costs are assigned to objects for a variety of 
purposes including pricing, profitability studies, 
and control of spending. A cost object is any 
thing for which cost data are desired including 
products, product lines, customers, jobs, and 
organizational subunits. For the purpose of 
assigning costs to cost objects, costs are 
classified as direct cost and indirect cost.



Classification of cost by 
function

• Costs can also be classified according to the functions / 
activities such as Production cost, Administrative Costs, Selling 
and Distribution Costs, Research and Development Costs.

• Production Costs: All costs incurred for production of goods 
are known as production costs.

• Administrative Costs: Costs incurred for administration of 
office are known as administrative costs. Examples of these 
costs are office salaries, printing and stationery, office 
telephone, office rent, office insurance etc.



Classification of cost by 
function

• Selling and Distribution Costs: All costs incurred for procuring 
an order are called as selling costs while all costs incurred for 
execution of order are distribution costs. Market research 
expenses, advertising, sales staff salary, sales promotion 
expenses are some of the examples of selling costs. 
Transportation expenses incurred on sales, warehouse rent etc
are examples of distribution costs.

• Research and Development Costs: In the modern days, 
research and development has become one of the important 
functions of a business organization. Expenditure incurred for 
this function can be classified as Research and Development 
Costs.



PRODUCT COST 
BEHAVIOUR

• Product cost refers to the costs used to create a 
product. These costs include direct labor, direct 
materials, consumable production supplies, and 
factory overhead.

• Product cost can also be considered the cost of 
the labor required to deliver a service to a 
customer. In the latter case, product cost should 
include all costs related to a service, such as 
compensation, payroll taxes, and employee 
benefits.



SERVICE COST BEHAVIOUR

• The expense associated with having another person perform a 
valuable task for which specialized expertise may be required. 
When the service cost to a business of employing 
independent contractors to perform necessary tasks reaches a 
certain critical level, it may become more economical to hire 
full time employees to do the work.



COST BEHAVIOUR

• Cost behavior is associated with learning how costs change 
when there is a change in an organization's level of activity. 
The costs which vary proportionately with the changes in the 
level of activity are referred to as variable costs. The costs that 
are unaffected by changes in the level of activity are classified 
as fixed costs.



OPPORTUNITY COST

• Opportunity cost is the cost of a foregone alternative. If you 
chose one alternative over another, then the cost of choosing 
that alternative is an opportunity cost. Opportunity cost is the 
benefits you lose by choosing one alternative over another 
one. The opportunity cost of choosing one investment over 
another one.

• Examples: There is an opportunity cost over choosing an 
investment in bonds over an investment in stocks.



RECORDING AND 
ANALYSING COST

• Cost accounting examines the cost structure of a business. It 
does so by collecting information about the cost incurred by a 
company’s activities, assigning selected costs to products and 
services and other cost objects, an devaluating the efficiency 
of cost usage. Cost accounting is mostly concerned with 
developing an understanding of where a company earns and 
loses money and providing input into decisions to generate 
profits in the future.



Job costing

• Job costing involves the accumulation of the costs of materials 
,labour and overhead for a specific job. This approach is an 
excellent tool for tracing specific costs to individual jobs and 
examining them to see is f the costs can be reduced in later 
jobs. An alternative use it to see if any excess costs incurred 
can be billed to a customer.



Batch costing

• In Batch Costing, a lot of similar units which comprise the 
batch may be used as a cost unit for

• ascertainment of cost. Separate Cost Sheet is maintained for 
each batch by assigning a batch number. Cost

• per unit of product is determined by dividing the total cost of 
a batch by the number of units of that batch.

• Batch costing is used in number drug industries, ready made 
garment industries, electronic components

• manufacture, TV sets, radio etc. 



PROCESS COSTING

• Process costing allocates costs to finished and partially completed 
products but it doesn’t provide useful control information. Process 
costing is used by manufacturing companies that make the same 
product on a repetitive basis, such as the assembly of electronic 
goods or production of paint.

• While actual costs are used to value completed work and work-in-
progress (WIP), process costing can be complex to apply in practice 
due to the following factors:

• Opening work in progress

• Normal losses

• Abnormal gains / losses

• Scrap - scrap or waste from a manufacturing process sometimes has 
a small resale value

• Closing work in progress



Contract costing

• Contract costing is the tracking of costs associated with a 
specific contract with a customer. For example, a company 
bids for a large construction project with a prospective 
customer, and the two parties agree in a contract for a certain 
type of reimbursement to the company. This reimbursement is 
based, at least in part, on the costs incurred by the company 
in order to fulfill the terms of the contract. The company must 
then track the costs associated with that contract so that it 
can justify its billings to the customer.



Standard Costing

• A standard cost for one unit of output is the budgeted 
production cost for that unit. Standard costs are calculated 
using engineering estimates of standard quantities of inputs, 
and budgeted prices of those inputs. For example, for an 
apparel manufacturer, standard quantities of inputs are 
required yards of fabric per jean and required hours of sewing 
operator labor per jean. Budgeted prices for those inputs are 
the budgeted cost per yard of fabric and the budgeted labor 
wage rate.



Variance calculations

• A budget variance is the difference between the budgeted or 
baseline amount of expense or revenue, and the actual 
amount. The budget variance is favorable when the actual 
revenue is higher than the budget or when the actual expense 
is less than the budget.

• As an example of a budget variance, ABC Company had 
budgeted $400,000 of selling and administrative expenses, 
and actual expenses are $420,000. Thus, there is an 
unfavorable budget variance of $20,000. However, the budget 
used as the baseline for this calculation did not include a 
scheduled rent increase of $25,000, so a flaw in the budget 
caused the variance, rather than any improper management 
actions.



Variance analysis and 
management by exception
• A key word to understand when you are looking at budgets is 

“variance”
• A variance arises when there is a difference between actual and 

budget figures
• Variances can be either:
• Positive/favourable (better than expected) or
• Adverse/unfavourable ( worse than expected)
• A favourable variance might mean that:
• Costs were lower than expected in the budget, or
• Revenue/profits were higher than expected
• By contrast, an adverse variance might arise because:
• Costs were higher than expected
• Revenue/profits were lower than expected
• Should variances be a matter of concern to management? After all, a 

budget is just an estimate of what is going to happen rather than 
reality. The answer is – it depends



Variance analysis and 
Management by Exception

• The significance of a variance will depend on factors such as:

• Whether it is positive or negative – adverse variances 
(negative) should be of more concern

• Was it foreseen?

• Was it foreseeable?

• How big was the variance - absolute size (in money terms) and 
relative size (in percentage terms)?

• The cause

• Whether it is a temporary problem or the result of a long term 
trend



Variance Analysis and 
Management by Exception
• “Management by exception” is the name given to the process 

of focusing on activities that require attention and ignoring 
those that appear to be running smoothly

• Budget control and analysis of variances facilitates 
management by exception since it highlights areas of business 
performance which are not in line with expectations.

• Items of income or spending that show no or small variances 
require no action. Instead concentrate on items showing a 
large adverse variance.



REVISION QUESTION
• Colegate Ltd. Manufacturers and sells product CC. The company operates a standard marginal costing system.

• The standard cost card for CC includes the following:

• $ per unit
Direct material                                                                                                    20
Direct labour ( 6hours at $7.50 per hour)                                                      45
Variable production overheads                                                                        27

• 92

The budgeted and actual activity levels for the last quarter were as follows:
Budget              Actual

units            units
Sales                                                                                                      20,000            19,000
Production                                                                                            20,000                 21,000

The actual costs incurred  last quarter were:
$

Direct material                                                                                                              417,900
Direct labour (124,950 hours)                                                                                                      949,620
Variable production overheads                                                                                                565,740

Required:

(a)Calculate the total variances for direct material, direct labour and variable production overheads.

(b) Provide a breakdown of the total variances for direct labour calculated in (a)

© Suggest TWO possible causes for each variance calculated  in (b).

• Source: Relevant to ACCA F2 VARIANCES – June 2004
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