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			Exciting New Resources

			Dear Readers,

			We are excited to announce major updates in this new edition of the book (fifth edition):

			●A new chapter discussing the importance of customer relationship management (CRM) to the overall financial success of the organization has been added.  This chapter also explores the topic of customer profitability analysis and its significance for the organization. 

			●The content of each chapter has been fully updated and reflects the current trends in cost accounting and management. 

			●Additional problem-based exercises have been included on the basis of real-world problems that many professionals face in the workforce. This 5th edition also contains many case studies that highlight real-world problems and current affairs.

			●This 5th edition has more content coverage, which will appeal to modern students interested in reading relevant information about the world of cost accounting and management.  

			●This updated edition includes detailed and self-explanatory solutions to unsolved examples in Practice Exercises. You may download the solutions at www.vibrantpublishers/onlineresources

			THIS BOOK IS AVAILABLE IN E-BOOK, PAPERBACK(B/W) AND HARDBACK(COLOR) FORMAT. 
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			What experts say about this book!

			The book uses charts, graphics, tables and relevant examples to explain the concepts of cost accounting and also provides a detailed computation for each of them. Cost Accounting and Management Essentials is a well-organized book that will help students understand and conquer the subject easily.

			– Jangho Gil, Assistant Professor of Accounting, 

			Monmouth University Logo
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			– Dr.Chetana Asbe, Faculty of Finance, 
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			Preface

			Managers need to make quick and correct decisions on an almost daily basis. But to make these decisions, they need to understand various numbers about their business. These numbers are provided by a cost accounting system. In today’s economic environment, this kind of decision making is not only limited to the senior management, but also done by managers and leaders at all levels in the hierarchy.

			Cost Accounting and Management Essentials You Always Wanted to Know provides that set of bare minimum skills that you need to understand the costing numbers. It consists of only those key areas that are considered critical. The objective of the book is not to teach you everything in costing, but to equip you with enough information to be more productive and accurate in your decision making, with the cost perspective in mind.

		


		
			Who can benefit from the book?

			This book can be used by anyone who needs to understand cost accounting numbers, like:

			●	Managers in an organization

			●Individuals who need to make decisions in an organization

			●	Senior management of an organization

			It can also be beneficial for those interested in the field of cost accounting, like:

			●	Students learning costing as part of their university course

			●	Anyone else who is interested in learning how to read costing numbers to help in decision making

			How to use this book?

			The recommended approach to reading this book is to start from the first chapter and go in sequence, even if you are experienced in costing. This will ensure that you get a solid base of the previous chapters that will be needed to understand the later chapters better. There is a lot of cost accounting terminology in each chapter that could be new to you, and understanding it will help you with the later material in the book.
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			​Introduction

			
			



    In this chapter, we shall look at the fundamentals of cost accounting. These form the pillars for our understanding of the later chapters.


    The key learning objectives of this chapter are:


    

      		Learn the different terms used in cost / managerial accounting
 


      		Understand the different types of costs

      
      		Get introduced to a costing system for decision-making


    


  

An accounting system helps capture and organize information related to business transactions. Depending upon the focus, it can be divided into two types – Financial Accounting and Managerial Accounting. A Financial Accounting system contains financial statements and disclosures meant for decision makers external to the company. A Managerial Accounting system contains detailed plans and performance reports meant for decision-makers within the company.

Figure 1.1
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 Cost Accounting provides information required by both types of accounting systems. Another term, Cost Management, is also used frequently. It refers to the approaches and activities adopted by managers to use the company’s resources to increase the value given to customers and to achieve organizational goals. It must be noted that cost management is not synonymous with cost reduction.

In the later chapters, we shall look at the cost accounting and cost management aspects of accounting. We shall see how cost accounting information helps in short-term tactical and long-term strategic decision making.


​1.1 Cost Accounting Terms




This section sets a foundation for the rest of the book by describing the most important terms used in cost accounting. An understanding of these terms will help in later sections to understand how costs work, how they are reported, and how decisions are taken using them.

Cost Object

Cost object is the product or service with respect to which cost needs to be computed. For example, if a car manufacturer wants to assess costs, the cars that they manufacture would be their cost object. Similarly, the cost object for a bank would be its customer accounts. Costs are classified on the basis of the cost object. 

Direct and Indirect Costs

Costs are classified under two categories as given below:

Direct Costs

These are costs that can be directly traced or caused by a product, service, project, organizational unit, or activity. For example, the cost of a steering wheel is a direct cost in the manufacturing of a car. Similarly, the cost of effort undertaken by a worker in making the doors of the car also amounts to direct cost. Below are some examples of direct costs:

a)	Cost of cement used in the construction of a building

b)	Cost of tires used in building a car

c)	Cost of a project management consultant in the construction of a bridge

Indirect Costs

These are costs that cannot be directly traced to a single product, service, project, organizational unit, or activity. These costs are allocated rather than being traced to individual products or services as there is no cost-effective way of tracing them directly. This allocation can be done in several ways, as described in detail later. For example, the rent of a plant used to manufacture cars of multiple varieties cannot be directly traced to every car model. Hence, the rent is an indirect cost. If the plant were to manufacture only one car model, then the rent would become a direct cost. Similarly, the cost of supervisors for various products of the company is also an indirect cost and needs to be allocated in some proportion instead of being directly traced to the products. Below are some examples of indirect costs:

a)	Salary of staff in corporate headquarters

b)	Cost of adhesive used in creating various products of the company. This is especially because it may not be cost-effective to try and relate this cost directly to each product. It would be much better to allocate this cost on a certain basis (an estimation)

c)	Cost of power in a plant making many different products

Variable and Fixed Costs

When a company changes the number of products and/or services it provides, its total costs would also change. However, some costs change in relation to quantity or volume whereas others do not. On this basis, these are the following categories of costs: Variable Costs and Fixed Costs.

Variable Costs

Costs that change proportionately with volume are called variable costs. So, if the company sells 10% more products,  its variable costs would also go up by 10%. For example, the cost of car tires is variable and so is the cost of the steering wheel. We saw earlier that both these costs are also Direct costs. Hence, a certain cost can be Direct and at the same time, Variable. Below are some other examples of variable costs.

a)	Cost of paint required for a house

b)	Cost of labor for manufacturing a truck

c)	Cost of wood in constructing a house

The diagram and table below show how variable costs behave.

Figure 1.2
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Table 1.1


				
					
					
					
				
				
					
							
							Units produced

						
							
							Variable cost 
per unit

						
							
							Total variable
 cost

						
					

					
							
							10

						
							
							$500

						
							
							$5,000

						
					

					
							
							50

						
							
							$500

						
							
							$25,000

						
					

					
							
							200

						
							
							$500

						
							
							$100,000

						
					

				
			

Non-variable/Fixed Costs

These are exactly the opposite of variable costs. They do not vary with the quantity or volume of the product manufactured or the service provided. This means that this cost is independent of the volume. For example, the rent of office premises is a fixed cost as it does not change with the change in business volume.

Below are some examples of fixed costs:

a)	Cost of assembly line for a car model

b)	Cost of supervisors

c)	Cost of rent paid by a bank branch office

However, it may be noted that fixed costs are generally fixed within a certain relevant range. For example, if the business grows so much that a new office will have to be bought to accommodate the new machinery and personnel, then the rent cost changes. Hence, it is said to be fixed only over a certain volume of business called the relevant range. The diagram and table below show how fixed costs behave over the relevant range.

Figure 1.3
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Table 1.2


				
					
					
					
				
				
					
							
							Total Fixed cost

						
							
							Units produced

						
							
							Fixed cost per unit

						
					

					
							
							$10,000

						
							
							5

						
							
							$2,000

						
					

					
							
							$10,000

						
							
							10

						
							
							$1,000

						
					

					
							
							$10,000

						
							
							20

						
							
							$500

						
					

				
			

Fixed costs are generally chunky costs or a step-function, as they are incurred in chunks when one goes outside the relevant range. So, if a new office is to be bought for additional space, the fixed cost would increase by a large chunk equal to the rent of the new office. It will then stay fixed until the business grows beyond another higher relevant range. The following diagram and table show how fixed costs behave across different relevant ranges.

Figure 1.4
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Table 1.3


				
					
					
					
				
				
					
							
							Total Fixed cost

						
							
							Units produced

						
							
							Fixed cost per unit

						
					

					
							
							$10,000

						
							
							3

						
							
							$3,333

						
					

					
							
							$10,000

						
							
							4

						
							
							$2,500

						
					

					
							
							$20,000

						
							
							6

						
							
							$3,333

						
					

					
							
							$20,000

						
							
							7

						
							
							$2,857

						
					

					
							
							$30,000

						
							
							11

						
							
							$2,727

						
					

					
							
							$30,000

						
							
							15

						
							
							$2,000

						
					

				
			

Semi-variable Costs

Many costs are a combination of both the above costs. The total amount in such costs will then change with volume, but not proportionately. It is always best to try and separate this into two components – fixed cost and variable cost, and deal with them separately. For example, telephone bills usually contain a fixed charge for having a connection and a variable charge based on actual usage. In this case, it is easy to separate the two costs. Similarly, the cost of driving a car includes many other cost components, like the cost of gasoline, oil, tires, and maintenance, all of which are variable. But there are also costs of insurance and registration that are fixed. Hence, the total cost in both the above cases is semi-variable and can be easily separated into its fixed and variable components.

The two distinctions of costs – Direct and Indirect and Variable and Fixed are on separate dimensions. Hence, every cost would be a combination of these. The following combinations are possible:

a)	Direct and Variable – Cost of car tires

b)	Direct and Fixed – Rent of factory producing only one kind of car

c)	Indirect and Variable – Cost of power in a factory producing several types of cars

d)	Indirect and Fixed – Rent of factory producing several types of cars

Unit Costs

Several times costs are quoted on a per-unit basis, like $5 per piece. This means that one piece costs $5. In this case, $5 is a unit cost. However, there are important considerations while computing unit costs.

Firstly, unit costs will remain constant for variable costs. So if the unit variable cost is $5 per piece, it will remain the same even if the volume doubles. But in cases where raw materials can be procured cheaper in bulk and where economies of scale exist, the unit variable cost could reduce. A similar effect can be seen if the volume decreases significantly and volume discounts can no longer be availed of.

Secondly, with the increase in volume, the fixed cost per unit reduces and vice versa; volume and fixed cost per unit are inversely proportional. The total fixed cost remains the same irrespective of volume. 

Calculating unit costs by taking all costs into consideration will be misleading. Fixed costs should first be removed from the total costs before unit cost calculations are computed. Below is an example.
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