ATSWA

ACCOUNTING TECHNICIANS SCHEME WEST AFRICA

STUDY TEXT

COST ACCOUNTING



ASSOCIATION OF ACCOUNTANCY BODIES IN WEST AFRICA (ABWA)

ACCOUNTING TECHNICIANS SCHEME WEST AFRICA (ATSWA)

STUDY TEXT FOR

COST ACCOUNTING

FOURTH EDITION

Copyright (c) 2022 by Association of Accountancy Bodies in West Africa (ABWA). All rights
reserved. No part of this publication may be reproduced or distributed in any form or by any
means, or stored in a database or retrieval system, including, but not limited to, any network or
other electronic storage or transmission, or broadcast for distance learning without the prior written
consent of the copyright owner.

Published by
ABWA PUBLISHERS

DISCLAIMER

This book is published by ABWA; however, the views are entirely those of the writers.



PREFACE

INTRODUCTION
The Council of the Association of Accountancy Bodies in West Africa (ABWA) recognised the
difficulty of students when preparing for the Accounting Technicians Scheme West Africa
examinations. One of the major difficulties has been the non-availability of study materials
purposely written for the scheme. Consequently, students relied on text books written in economic

and socio-cultural environments quite different from the West African environment.

AIM OF THE STUDY TEXT

In view of the above, the quest for good study materials for the subjects of the examinations and
the commitment of the ABWA Council to bridge the gap in technical accounting training in West
Africa, led to the production of this Study Text.

The Study Text assumes a minimum prior knowledge and every chapter reappraises basic methods
and ideas in line with the syllabus.

READERSHIP

The Study Text is primarily intended to provide comprehensive study materials for students
preparing to write the ATSWA examinations.

Other beneficiaries of the Study Text include candidates of other Professional Institutes, students of
Universities and Polytechnics pursuing undergraduate and post graduate studies in Accounting,
advanced degrees in Accounting as well as Professional Accountants who may use the Study Text

as reference material.

APPROACH

The Study Text has been designed for independent study by students and as such concepts have
been developed methodically or as a text to be used in conjunction with tuition at schools and
colleges. The Study Text can be effectively used as a course text and for revision. It is

recommended that readers have their own copies.



FOREWORD

The ABWA Council, in order to actualize its desire and ensure the success of students at the
examinations of the Accounting Technicians Scheme West Africa (ATSWA), put in place a
Harmonisation Committee, to among other things, facilitate the production of Study Texts for
students. Hitherto, the major obstacle faced by students was the dearth of study texts which they
needed to prepare for the examinations.

The Committee took up the challenge and commenced the task in earnest. To start off the process,
the existing syllabus in use by some member Institutes were harmonized and reviewed. Renowned
professionals in private and public sectors, the academia, as well as eminent scholars who had
previously written books on the relevant subjects and distinguished themselves in the profession,
were commissioned to produce Study Texts for the twelve subjects of the examination.

A minimum of two Writers and a Reviewer were tasked with the preparation of Study Text for
each subject. Their output was subjected to a comprehensive review by experienced imprimaturs.
The Study Texts cover the following subjects:

PART I

1 Basic Accounting

2 Economics

3 Business Law

4 Communication Skills
PART Il

1 Financial Accounting

2 Public Sector Accounting
3 Quantitative Analysis

4 Information Technology
PART I

1 Principles of Auditing & Assurance
2 Cost Accounting

3 Taxation

4 Management

Although, these Study Texts have been specially designed to assist candidates preparing for the
technician’s examinations of ABWA, they should be used in conjunction with other materials listed
in the bibliography and recommended text.

PRESIDENT, ABWA



STRUCTURE OF THE STUDY TEXT

The layout of the chapters has been standardized to present information in a simple form that is
easy to assimilate.

The Study Text is organised into chapters. Each chapter deals with a particular area of the subject,
starting with a summary of sections and learning objectives contained therein.

The introduction also gives specific guidance to the reader based on the contents of the current
syllabus and the current trends in examinations. The main body of the chapter is subdivided into
sections to make for easy and coherent reading. However, in some chapters, the emphasis is on the
principles or applications while others emphasise method and procedures.

At the end of each chapter is found the following:

° Summary;

° Points to note (these are used for purposes of emphasis or clarification);
° Examination type questions; and

. Suggested answers.

HOW TO USE THE STUDY TEXT

Students are advised to read the Study Text, attempt the questions before checking the suggested

anNSWEers.
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CHAPTER ONE

INTRODUCTION TO COST ACCOUNTING

CHAPTER CONTENTS

®oo0 o

—h

s

1.0

11

1.2

Definition of Cost Accounting and related terms

Nature, purpose and scope of Cost Accounting

The role of the cost accountant

Difference between cost data and cost information

Value of Cost information (financial and non-financial) in management decision-making
process

Impact of information technology on the generation, evaluation and presentation of cost
information.

Benefits and drawbacks of cost accounting

Differences between Cost Accounting and Financial Accounting

Designing a Cost Accounting system

OBJECTIVES
After studying this chapter, readers should be able to:

define costaccounting;

state the objectives of cost accounting,

explains the role of the cost accountant;

differentiates between cost data and cost information;
explain the scope of cost accounting;

explain the benefits and drawbacks of cost accounting;
explain the different ways of cost classification; and
explain the various patterns of cost behaviour.
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INTRODUCTION

Business organisations exist to provide goods and services at a profit. In order to earn profit,
organizations must know the cost incurred in producing the goods and services so that a
desired profit margin will be added to the cost to determine the selling price. This chapter
explains what constitutes cost, the forms of classifying cost and different patterns of cost
behaviour. It also, explains the role of the cost accountant as well as the benefits and

drawbacks of cost accounting.

DEFINITION OF COST

Cost is the amount of expenditure incurred on or attributable to a specified thing or activity.
Mathematically, cost is the product of the quantity of a given resource used and the price per

unit of the quantity of resource.

Costs are usually ascertained in respect of cost units or cost objectives.
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1.2.2

Definition of Cost Accounting

Cost Accounting is the application of accounting and costing principles, methods
and techniques in the ascertainment of cost and the analysis of savings and or
excesses as compared with previous experience or standard. (CIMATerminology).

The points to note about this definition are that:

Costaccounting involves:

e The application of costing principles, methods and techniques
e The ascertainment of cost

e Analysis of savings or overage

Again costaccounting could be defined as:

“That part of management accounting which establishes budgets and standard
cost and actual cost of operations, processes, departments or products and the
analysis of variances, profitability or social use of funds”. (CIMA Terminology)

The issues to remember about this definition are that, cost accounting is

Part of management accounting

Concerned with establishing budgets, standard costs, actual costs and
variances

Standard costs and revenues

Actual cost and revenues

About establishing costs and revenues relating to

Operations
Processes
Departments
Products

Whether such costs or revenues are standard or actual

The analysis of variances
The analysis of profitability of ventures and projects
The analysis of the social use of funds.

Costing can also be defined as the ascertainment of cost. That is, finding out how much
isincurred to produce a given product or unit of service.

Cost Objective

A cost objective is any activity for which a separate measurement of cost is desired.
A cost unit is a cost objective. However, there are some cost objectives which are
not cost units. Examples of cost objectives include a product, a service, a
department or segment of the business, a function, a process or activity or indeed
anything for which one wants to measure the cost of resources used.

Sometimes it is impossible to trace some costs direct to cost units. Under such
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situations, costs are first traced to cost centres for further spreading to cost units.

The Objectives of Cost Accounting

The objectives of cost accounting include the following:

oo ow

f.

To ascertain cost and facilitate pricing
To provide information to assist planning
To provide information to facilitate decision making
To provide information to aid control
To provide motivation and to promote cost consciousness at all levels of the
management hierarchy
To provide a formal means of gathering detailed information on operations.

These objectives are achieved through the processes of cost ascertainment and cost
control. These processes form the subject matter of this study.

Functions of Cost Accounting / The Role of the Cost Accountant

The functions of cost accounting include the following:

a.

Theapplication of costing principles, methods and techniques in ascertaining
the cost of units (products or services or process). This helps in pricing
decisions.

The provision of information to management for the purpose of planning.
Planning is the process of establishing goals and suitable courses of action to
achieve the goals.

The cost system generates information such as:

= resource availability e.g. materials, labour, other facilities
= cashflow pattern withinagiven time horizon
= expected returns from alternative projects etc.

Information such as these will enable management tomake acommitment
about the way scarce resources may be utilized and set good priorities.

The provision of information to management for decision making.
Decision making entails choosing from among a given set of alternatives to
achieve defined objectives. Cost accounting system generates a pool of
information that facilitates informed decisions. Examples of such decisions
include various costs, their behaviour, composition and nature, that is,
whether the costs are fixed or variable, sunk cost or opportunity cost,
incremental or avoidable or unavoidable cost, etc. With information such as
these, prudent choices may be made regarding whether to make or buy a
component, sell or further process an item, continue or discontinue a
product line or division, accept or reject a special order, etc.

Provision of information to management to control the activities of the
business organization. Control is the process of ensuring that plans are
achieved. Control may be broken down into three essential elements.
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i. Settargetsand goals inabudget statement (planning)

Ii. Measure actual achievements during the control period and compare
same with the setgoalsand targets.

Ii. Any resultant variance should be analysed, investigated and corrective
action taken to remedy the situation.

Difference between Cost Data and Cost Information

Cost data means factual information concerning the cost of materials, labour, and
overheads and other cost elements which are expected to be incurred or have
actually been incurred in a business venture.

Sources of Cost Data

i. Potential suppliers for the purpose of submitting proposals and bids

Ii. Existing suppliers with which the business has developed a solid basis for
financial control

iii. Cost models

Cost information is the detailed analysis of costs, the calculation of production
costs, quantification of loss and the estimation of work efficiency to provide a solid
basis for financial control

Cost information is used in making decisions and planning future operations with
the knowledge of the cost of production and services. It also assists in establishing
company performance standards based partially on past cost history.

Cost data therefore are like inputs from which cost information are generated.

Advantages (Benefits) of Cost Accounting

a. It helps to identify profitable and unprofitable products and services. This
kind of information helps management to make prudent decisions regarding
the adoption of anew product or discontinuing a product line, etc.

b. It helps to identify efficient and inefficient methods, and helps departments
to take corrective measures to improve efficiency
= areasofwastage are indicated
= idletimeishighlighted
= |oopholes and system weaknesses are identified.

C. It helps to generate comparative information on jobs, products, projects,
etc. over a period of time allowing for temporary comparative analysis for a
given cost centre and cross sectional comparison from among a number of
cost centres. This makes for effective control.

d. It facilitates production control. Costing principles are used to maintain
costs consisting of material cost, labour cost and expenses at desirable
levels. This enhances production planning and scheduling.

e. It facilitates inventory control costing and establishes procedures for the
procurement, storage and issue of inventory items within the organization.

f. It facilitates accurate estimation of cost of various cost units. Cost estimation
4
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in turn is essential for the pricing of the cost units involved.

Disadvantages (Drawbacks) of Cost Accounting
a. Theanalysis of cost data involves some amount of expenses and cost.

b. Some costing systems are complex and cumbersome to handle and are thus
not well understood by the managers who need to operate the system.

c. The production of basic data requires the completion of many forms, sometimes
inaccurate data is provided. Under such conditions, the foundation of
subsequent analysis is weakened.

Relationship between Cost Accounting and Financial Accounting

The definition of cost accounting has already been noted. Financial accounting
is the recording, classification and analysis of financial transactions and the
ascertainment of the financial position of a business enterprise.

Alternatively, financial accounting can be defined as that part of accounting that
records actual transactions of an entity in monetary terms in accordance with
established concepts, principles, accounting standards and legal requirements and
presents as accurate, a view as possible, of the effects of those transactions over a
period of time and at the end of that time.

It involves the recording of financial transactions of an enterprise as and when
they take place and their final inclusion in a periodical financial statement for
the use of persons outside the business to assess the financial performance and
position of the business. It deals with an enterprise's relationship with creditors,
debtors, banks, revenue authorities, etc.

Weaknesses of financial accounting
Financial accounting has been criticized for the following deficiencies:

a. Information is not given about individual jobs, products or
processes.

b. It is historical, and financial information is not available until
the end of the accounting period. That is, cost data relates to
the past.

C. It does not require costs to be classified into direct and indirect, controllable and

non- controllable, normal and abnormal, variable and fixed, etc.

d. Detailed records are not kept of inventory movement. This inhibits the
efficient control of inventory.

e. Generally, there isno budget plan.
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Financialaccounting———
Historical and past costs/

Management as well as
external stakeholders such as
shareholders, creditors,
debtors, tax authorities,

Fig 1.1 Differences between Cost and Financial Accounting
Eactor Costaccounting
Nature of costs Predetermined estimates,
/revenue standards and budgets revenue.
Users of Management of a
Information business enterprise.
investors, etc.
Obijectives Provide information to

Conformity to
concepts and
standards.

Scope and form
of presentation

Precision of
Information

aid planning, decision
making and control

No need to comply with
standards and concepts

Determined by

management on the basis

of relevance and cost-
benefit considerations

Approximations are
permitted due to
uncertainties in making
estimates, but must be
sufficiently precise
and accurate

Satisfy the stewardship
function of management i.e
account for the use of

resources entrusted to

management

Absolute need to comp
meticulously with accountir
concepts and standards.

Determined by concepts,
standards and legal
provisions.

Information must be more
precise. There is usually 4§
audit by independent extern
auditors to confirm the

reliability of information
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Conditions Necessary for an Effective Cost Accounting System

The purpose of cost accounting can only be achieved when an effective cost accounting
system is in place. The system should be tailor-made to suit the environment of the business. It
should be simple, economical and practical.

The following are some conditions for a successful cost accounting system:

a. There must be co-operation and co-ordination among all staff members of the
organization including management.

b. There must be a proper system of stores and inventory control

C. There must be adequate payroll procedures

d. There should be an improved system of data capture, in this regard, it is
recommended that standardized pre-printed forms be used for recording:

= receipts of materials
= issue of materials

= |abour attendance time and hours worked

= wagescalculationsetc.
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There must be a sound plan for the collection of all indirect costs under suitable
headings and for its absorption to products or service departments on a predetermined
basis.

A costing department or section should be established and the responsibilities and
duties of the cost accountant should be clearly defined.

The cost accounts and financial accounts should be maintained in such a way that
their results can be reconciled easily.

Stepsin Installing a Cost Accounting System

The installation of a cost accounting system is a substantial task and thus requires
very detailed discussions with management and staff and a careful analysis of correct
procedures and records.

The following stages are generally recommended:

o Establish the objectives and scope of the proposed system through discussions
and agreement with management

o a. Analyse the current system:

= Arethere costcentres?
= |sthereacoding system?

o What accounting records are maintained by the existing system? etc.
b. Study the current system:

o Staff composition by qualification, experience and competence

o Production system and methods:
. Isitajobbingorengineering business?
. Is itacontractbusiness?
. Is there service provision? etc.
o Store keeping systems
. Wage systems etc.
o Start to think about the type and nature of the cost accounting system required:

= |sitajob costing system or batch costing system?

= |sitacontract costing system?

= |sitaprocess costing system?

= |sitaservice costing system?

= What approach or technique of costing is required? Is it full absorption
costing, marginal costing or standard costing?

= What methods will be used to price store issues?

= What methods of remuneration are desirable?

= Whatwill be the basis of overhead absorption? etc.



e Designthe system in collaboration with management and the staff who will
operate it.

e Prepare an operating manual for all personnel showing procedures, objectives and
codes.

e Arrange for training and instruction for all staff who will be involved in
implementing the system.

e Implement the system with full publicity.

e Monitor the system closely and periodically report to management.

Build a feedback mechanism into the system

1.2.11 Problems Inherentinthe Installation of a Cost Accounting System
a. The following factors define different problems for cost accounting system:

=  Size of organization

=  Type of product/service

=  The production process

»=  The methods of manufacture
= Availability of staff

b. Other specific problems include:

= definition of responsibility

= definition or designation of cost centres

= compilation of acomprehensive cost system
= availability of staff

= labourhoursworked

* machine utilizationtime

C. Scrap treatment
d. Rectification cost, etc.
e. Thedifficulty of accurate classification of cost

1.2.12 Principles of a Good Cost Accounting System

For a cost accounting system to be effective, certain principles must be observed. These

include:

a. The system itself must be appropriate to the organization and its processes or
business.

b. Reports, statements and analyses produced by the system should contain relevant

information for the intended purpose. Information is relevant when it has value,
which helps to resolve a problem.

C. Reports, statements and analyses should be produced between appropriate time
intervals and promptly, to make them useful and relevant. Reports submitted late lose
relevance.

d. Reports should be addressed to the appropriate responsible persons who have the

capacity to act on the subject matter of the report.



e. Information generated from the system must be sufficiently accurate to make them
reliable else decisions will be made on totally invalid foundations or premises.

f. Reports should be so presented as to make them simple and understandable. Jargons and
complex terminologies should be avoided as much as possible

g.  The benefits from generating information should outweigh the cost before such
information is generated.

1.3 Scope of Cost Accounting

1.3.1 Elementsof Cost

There are three elements of cost, namely: materials, labour and expenses. These result in
the following classes of cost:

a.
b.
C.

materials cost
labour cost
expenses

Material Costs

These are the costs of materials or commodities other than fixed assets,
introduced into a product or consumed in the operations of an organisation. In
other words, they are the cost of materials input into the production of goods and
services. Forexample, the cost of:

I. raw materials

ii. component parts

iii. work in progress

Iv. primary packing materials

V. lubricating oil

Vi. consumable tools
Vii. stationeries

viii.  cleaning materials
Labour Cost

This is the cost of employee remuneration. In other words, payments made to and
on behalf of employees for offering labour services in the production function.

Expenses

These are costs other than material costs and labour costs. For example, the
costof:

I.  Hiring special equipment and maintaining such equipment
Ii. Royalty payments

iii. Copyrights and patent payments

iv. Utilities such as electricity and water charges

V. Rentetc.

Each of the elements of cost can either be direct or indirect



e Direct Cost
These are costs that can be directly identified and charged to a cost unit
without apportionment. Direct costs comprise of:

e Direct material cost
e Directlabour cost
e Directexpenses

Direct material cost

These are the costs of material that can be physically identified with a specific cost
unit. They are the cost of materials entering into and becoming constituent elements of a
product or saleable service. Direct materials costs are allocated directly to cost units.

Note:
Some materials which could qualify as direct materials may be treated as indirect
materials for purposes of materiality and convenience.

The following groups of material are examples of direct materials:

I. Materials specifically purchased for a particular job order or process. ii.
Materials requisitioned from store for a particular production order iii.
Work in progress and component parts

iv. Primary packing materials e.g. cartons, wrapping material, etc.

Direct labour or wages

This is the cost of remuneration for employees' efforts and skill applied directly to a
product or saleable service. Such wages are allocated directly to cost units. Examples of
direct labour cost are:

i. Wages of production operatives who are involved in transforming the raw
materials into finished goods.

ii. Wages of waiters who serve meals at a hotel.

ii. Wages of sales assistants involved in selling goods in aretailing shop, etc.

Direct Expenses
These are costs other than material cost and labour cost which can be identified with and
charged or allocated to a cost unit. In other words, they are costs other than material

cost and labour cost which are incurred for a specific product or saleable service.

Examples of direct expenses are:

I. the cost of hiring a special equipment for a particular production order.

ii. the maintenance cost of special equipment hired for particular production orders
iii. royalty payments.

Iv. travelling expenses to site of contracts, etc.

The sum of all direct costs is prime cost.
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Indirect Cost

All costs that cannot be identified with and allocated to a cost unit but that has to be
apportioned to a number of cost centres and further absorbed by cost units are
described as indirect cost. Another term for all indirect costs is overhead costs.
Indirect costs comprise of:

. Indirect material cost
. Indirect labour cost
o Indirect expenses

The sum of all indirect costs is overhead.
i.  Indirect Material Cost
These are the costs of material items that cannot be identified with any one
product because they are used for the benefit of all products rather than for any
one specific product. In other words, these are material costs which cannot be
allocated to cost units butare apportioned and absorbed by cost units.

Forexample;

e The cost of materials required for operating and maintaining plant &
equipment such as:

- lubricating oil
- consuming tools

e costofstationeries
e costof cleaning materials
soap and detergents
rugs and dusters
brooms and brushes, etc.
ii. Indirect Labour Cost
These are wages of employees who do not work on the product itself but who
assist in the manufacturing process. Such costs cannot be allocated to cost units;
rather they are apportioned to cost centres and further assigned to cost units
through absorption.
Forexample:
salaries of factory supervisors

wages of the store department employees
wages of cleaners, etc.

iii.  Indirect Expenses
These are expenses incurred in general, not for the production of a specific cost
unit.
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Forexample

selling and distribution expenses
advertising
sales promotion, etc.

administrative expenses
stationaries
audit & consultancy fees
secretarial charges

production expenses
rent
insurance
electricity

1.3.2 Methods of Costing
The cost of products or services is determined using several methods. The use of a
given method is dictated by such factors such as: the nature of cost units, the
production process, the mode of cost accumulation, the duration of work, etc.
The following are the well-established methods of costing:

Job/Batch costing
Contract costing
Process costing
Service costing

oo o

All these methods will be discussed in details in subsequent sections.

1.3.3 Techniques of Costing
Irrespective of the type of costing method being applied there are various approaches
that could be adopted. These are:

Absorption Costing
Marginal Costing
Standard Costing using
Absorption Costing
Marginal Costing

These approaches will be discussed in detail later on.

1.3.4 Information Exclusively Generated from a Cost Accounting System

a. Statements of material, direct labour and machine utilization showing trends and
values.

b. Cost of products and services broken down to material cost, labour cost and
other expenses showing a comparison with estimates.

C. Cost control statements for each section and department showing actual results
compared with budgets.

d. Periodic inventory valuation reports.

e. Scrap and rectification cost reports.

f. Budgets for planning and control purposes including cash budgets for

monitoring liquidity.

12



1.3.5 CostAccounting as Part of the Management Information System

Management requires information for decision making, planning and control. To obtain
the information, there is the need for amanagement information system.

Cost accounting and for that matter management accounting, form an integral part of
the management information system. As part of the management information system,
cost accounting provides information required by management for such purposes as:

+o 0T

formulation of policy

planning and controlling the activities of the enterprise

decision making

disclosure to stakeholders external to the enterprise e. disclosure to employees
safe guarding the assets of the enterprise

The cost accounting function is particularly useful in the managerial function in
the following ways:

Policy formulation
The costaccounting system provides information to help in deciding:

what products to sell
in what markets to operate
atwhat selling prices

Planning
Information is also provided by the cost accountant to help in the evaluation
of proposals for capital expenditure.

The cost accountant provides data on past performance that may guide
future performance. The cost accounting function is at the centre of the
establishment of budgetary procedures and budget time tables and the co-
ordination of short term plans from all sections of the business to ensure their
harmony. The role of the cost accounting function in the preparation of the
master budget of the business cannot be over emphasized.

Control

The cost accounting function aids the control process by producing
performance reports that compare the actual results with intended results for
each responsibility centre. Management attention is drawn to trouble spots.

Decision Making
The analysis of costs and revenues contained in most cost accounting reports is
very useful in guiding decision making.

Others

Indeed, the cost accounting function provides a rich database for making
disclosures to all stakeholders of an enterprise and then ultimately assists the
enterprise to achieve its objectives and safeguard its assets.

13



1.3.6  Organisations Other Than Manufacturing Companies Where Cost Accounting
Can BeApplied
a. Local Authorities: District, Municipal or Metropolitan Assemblies. e.g.
Accra Metropolitan Authority, Kumasi Metropolitan Authority, Kano
Municipal Local Governmentor Lagos Island Local Education Authority.

b. Health Sector Organisations:
Hospitals
Clinics, etc.

C. Educational institutions

Colleges
Polytechnics
Universities

d. Financial institutions

Banks
Insurance companies, etc.

e. Transport businesses
f. Consultancy firms

Accounting and audit firms
Economic and management consultancies
Legal chambers, etc.

g. Utility companies
Water company
Electricity company

h. Farming ventures
i. Trading outlets

Retailing
Wholesaling
Departmental stores
Super markets, etc.

In respect of the organizations outlined, the following are some information that could
be generated to assist their control:

Cost per unitofaproduct/service.

Cost of running the organization analysed into: sections, departments, etc.
Wages cost per unit and material cost per unit.

Cost per patient per consulting hour, per bed, etc.

Budgetary control statements.

Cost per full time equivalent student

Branch operating statement

@roop o
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Value of Cost Information in Management Decision-Making Process

Business activities, being dynamic, require decisions by management almost on a
daily basis. There is need to regularly review decisions which are currently being
implemented to ensure that they are still relevant in the face of changing
circumstances. There is also the need to take fresh decisions for the immediate and
distant future in line with industry trends if a business must remain afloat.

Inflation for instance, renders cost structures obsolete as a decimal point shift in the
indices requires a reworking of the elements. Economic items like a change in foreign
exchange rates may adversely affect the costing of products in industries which depend
on imports or exports. If the cost of products changes, so also must the selling prices, and
such changes take place sometimes as rapidly as on a daily basis or even more frequently.
Without cost information, management may not be able to respond to the demands for
on- the-spot decisions which today's dynamic business situations require.

Impact of Information Technology on the Generation, Evaluation and Presentation
of Cost Information:

Because of the need to keep abreast of current trends in business, management cannot
afford to obtain information late because an untimely piece of information is more
damaging than no information atall.

Financial information most times comes in arrears; sometimes the damage it reveals
for a particular period may have continued midway into the succeeding period because
the period being reported on must necessarily expire before the complete figures could
be compiled. Whilst this is acceptable for historical purposes, it may spell doom for a
business facing stiff competition or operating under very tight conditions, a day's
delay may be critical to the survival of such a business.

Information Technology comes handy to support businesses in the area of on-line, real-
time presentation of reports to management. With a good information network, top
management can access figures almost as soon as they are being generated at the lowest
level of the shop floor.

In some cases, controls are already built into the system either to raise danger signals or
to require authorization of some actions at some points in the business process. For
example, where credit limits and credit periods are established and built into the system,
there would be need for a very high level of authorization before supplies could be made
to a debtor who has exceeded the limits set for him/her.

Also, with information technology, time wasted on generating papers and obtaining
physical authorizations are reduced to the lowest minimum as the system does most of
the groundwork and passes the results to the various levels of management on-line.

Roles Required of Accounting Technicians in Collection, Analysis and Presentation
of Cost Information

The accounting technician, as the name implies, is the person who drives the nitty-gritty
of information presentation. Any laxity in the performance of his/her tasks has a
profound adverse effect on the quality and timeliness of the information generated for
use by management in decision making.
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Specifically, the accounting technician is expected to perform the following

roles:

Ensure that established formats for data compilation are being correctly
followed at the various levels.

Monitor the regularity of entry of data to ensure timeliness. Hourly, daily,
weekly and monthly reports are to be given by the responsible officers when
they are required.

Check the accuracy of figures supplied through reasonableness checks or
other independent sources.

Raise flags where extraneous or extraordinary figures are

presented.

Prepare summaries of raw data collected showing the results from various
perspectives to give a total picture for example, sales by branch, sales by
period, sales by salesman, sales by season, etc. would reveal the total sales
figures from different perspectives.

Draw summaries in a simple, straightforward and concise manner which would
not be too voluminous for a busy executive, without also losing its relevance.
Pre-empt questions by providing explanatory notes on the trends and
movement observed in the reports.
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CHAPTER TWO
COST CLASSIFICATION, SEGREGATION AND CODIFICATION

CHAPTER CONTENTS

a. Classification of cost according to nature, functions, elements, responsibilities and
behavioural patterns

b. Cost segregation and Cost estimation

C. Analysis of the effect of changing activity levels on unit costs

d. Cost coding systems

20 OBJECTIVES

After studying this chapterreaders should be able to:
Define classification of cost

Know the method of cost classification;

Explain the various patterns of cost behaviour.
Explain the meaning of cost segregation

Explain the meaning of cost estimation

Analyse the effect of changing activity levels on unit costs
Explain cost codification

SQ@ o0 o

2.1 INTRODUCTION

Cost accounting is concerned with controlling operations or products or services. Cost control
is possible subject to the introduction of cost classification in to business activities. CIMA
terminology defines cost classification as ‘Arrangement of cost in to logical groups, with
respect to their nature (fixed, variable, value adding), function (production, selling) or use in
the business of the entity’

2.1.1 Classification of Cost
Classification is the practice of grouping costs according to their common
characteristics. Therefore cost may be classified variously for different purposes.

a. Classification according to elements of cost
Cost can be classified according to the three basic elements of cost as:
Material;
Labour; and
Expenses.

i. Material Costs.
These are costs of materials and commodities other than fixed assets,
introduced into product or consumed in the operations of an
organisation. Alternatively, material costs may be described as costs of
material input into production of goods and services.

Typical examples of material costs are:
- Raw materials

- Component parts

- Work in progress

- Primary

17



packing
materials
- Lubricating oil

- Consumable tools
- Cleaning materials
- Stationary, etc.

ii. Labour Costs
These are costs of employee remuneration or payments made to and on
behalf of employees for offering services in the production or service
function

iii. Expenses
These are costs other than material costs and labour costs.
Typical examples of expenses are:

- Cost of hiring special equipment and maintaining them;
- Royalty payments;

- Copyrights and patent payments;

- Cost of utilities such as electricity and water; and

- Rent, etc.

Classification according to Nature

This is a fundamental and important method of cost classification. Costs can be
classified as Direct cots or Indirect costs on the basis of their nature or
identification with units/jobs/process/cost centers.

Direct Costs
These are costs that can be directly identified and charged to a cost unit without
apportionment. Direct costs are made up of:

- Direct material cost;

- Direct labour cost; and

- Direct expenses.

i. Direct material costs
These are costs of material that can be physically identified with a
specific cost unit. They are costs of materials entering in to and
becoming constituent elements of a product or saleable service.
Direct material costs can be conveniently allocated to cost units.

Typical examples of direct material costs would include:

- Materials specifically purchased for a particular job
order or process;

- Materials requisitioned from store for a particular
production order;

- Work-n progress and component parts; and

- Primary packing materials e.g. cartons, wrapping materials, etc.

It is important to note that some materials which could qualify as direct

materials may be treated as indirect materials for purposes of materiality
and convenience.
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Direct Labour (Wages) Costs

These are costs for employees' efforts and skills applied directly to a
product or saleable service.

Direct labour/wages costs are allocated directly to cost units. Typical
examples of direct labour costs would include:

- Wages of production operatives who are involved in transforming raw mat
erials into finished goods;

- Wages of waiters who serve meals at restaurants; and

- Wages of sales assistants in supermarkets, etc.

Direct Expenses

These are costs other than material cost, and labour costwhich can

be identified with and charged or allocated to a cost unit. They can also be

described as costs ( other than material cost and labour cost) incurred for a

specific product or saleable service. Typical examples of direct expenses

are:

- Cost of hiring a special equipment for a particular production order;

- Maintenance cost of special equipment hired for particular
production orders;

- royalty payments; and

- travelling expenses to contracts sites, etc.

The aggregate of direct costs, direct labour and direct expenses is termed
PRIME COST.

Direct material
+

Direct labour = PRIME COST
+

Direct expenses

Indirect Costs

All costs that cannot be identified with and allocated to a cost unit but
would have to be apportioned to a number of cost centres and further
absorbed by cost units are described as indirect costs or overheads. Indirect
costs comprise of:

- Indirect material cost
- Indirect labour cost
- Indirect expenses

Indirect material costs

These are cost of material items that cannot be identified with any
particular product because they are used for the benefit of all products
instead of a specific product. Indirect material costs cannot be allocated
to cost units, hence they are apportioned and absorbed by cost units.
Typical examples of indirect material costs would include the costs of
those materials required for operating and maintaining plant and
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equipment such as:

- Lubricating oil;

- Consumable tools;

- Cost of stationery;

- Cost of cleaning materials;
- Soap and detergents;

- Rugs and dusters; and

- Brooms and brushes, etc.

Indirect labour costs

These are wages of employees who do not work on a
specific product itself though they assisted in the manufacturing
process. Such costs cannot be allocated to cost units; but they are
apportioned to cost centres and further related to cost units
through absorption.

- Typical examples are:

- Salaries of factory supervisors;

- Wages of the store department employees; and
- Wages of cleaners, etc.

Indirect Expenses
These are expenses incurred in general and not for the production of a
specific cost unit.

Typical examples are:

- Selling and distribution expenses
- Advertising

- Sales promotion, etc.

- Administrative expenses

- Stationary
- Audit & consultancy
fees

- Secretarial charges

- Production expenses
- Rent

- Insurance

- Electricity

When classification of costs according to element and nature 2are
combined, accost build-up/cost card would appear as shown below:

COST CARD

Direct material cost XX
Direct labour cost XX
Direct Expenses XX
Prime cost XXX

Indirect material cost xx
Indirect labour cost XX

Indirect expenses XX
Overhead cost XXX
XXX
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Classification according to function

All indirect costs or over head cost can be classified according to function
as follows:

Production (Factory/Works/ Manufacturing) Overheads

- Selling overheads

- Marketing overheads

- Distribution overheads

- Administrative overheads

- Research and development overheads.

Production Overheads

These are indirect costs of manufacturing a cost unit

They are made up of indirect materials consumed in the factory, indirect
factory wages and other indirect expenses incurred in connection with
production.

Selling Overheads
These are marketing costs incurred in securing orders, e.g. sales promotion
cost.

Marketing Overheads

These are the costs incurred in publicizing and presenting products to
customers in suitably attractive forms and at acceptable prices. They include
costs of all relevant research work, those incurred in the course of
securing orders and delivery of goods to customers and costs of after sales
services or processes. Thus, marketing costs comprise of:

- Selling costs;

- Distribution cost; and

- Other related costs.

Distribution Overheads
These are costs incurred in making the finished goods ready for dispatch
and delivery to customers e.g. cost of carriage outwards.

Administrative Overheads

These are costs of formulating policies, directing and controlling operations
that are not directly related to production, selling, distribution or
research and development.

Research and Development Overheads

These are costs of seeking new ideas, alternate materials, improved
production methods, improved products, and development/and design of
innovative ideas.

When classification of costs according to elements of costs, nature and function
are combined, a revised cost build up/ cost card would appear as shown below:

Direct material cost XXX
Direct labour cost XXX
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Direct expenses XXX

Prime cost XXX
Indirect production material cost XXX
Indirect production labour cost XXX
Indirect production expenses

XXX
Production overheads XXX
Production cost XXX
Selling overheads XXX
Distribution overheads XXX
Administrative overheads XXX XXX
Total cost XXX
Profit Margin XXX
Selling Price XXX

Classification according to behaviour

Costs may behave differently in relation to activity. Some costs change in sympathy
with activity while others remain unchanged. Costs may therefore be
classified according to variability or behavior as:

- Fixed cost

- Variable cost

- Semi-fixed, semi-variable or mixed cost
- Stepped fixed cost

I. Fixed Costs
These are costs that do not vary with changes inactivity levels. They usually
change with the passage of time. For example, rent and rates, the managing
director's salary, etc. They are sometimes referred to as period costs.

ii. Variable Costs
These are costs which vary indirect proportion with changes in activity levels.
For example, the cost of raw materials, direct wages and direct expenses such as
royalties.

iii. Semi-fixed/semi-variable or mixed costs
These are costs which contain both fixed and variable elements, that is, for a
given range of level, the cost may remain constant and beyond there levant
ranges, costs may then vary indirect proportion with changes inactivity level.
For example, the cost of utilities such as electricity, water and telephone.

iv. Stepped fixed costs

These are costs which are fixed for a given range of activity level and

would change discretely for ranges of activity levels beyond the given
ranges.
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Classification as product costs or period costs

Product Costs

These are costs that are identified with goods produced or purchased for
resale. They may also be referred to as production or manufacturing costs.
They are costs used for the valuation of inventory and work in progress.
Examples of product costs are:

- Cost of raw
materials

- Production wages

- Production overheads such as electricity, depreciation of plant, rent of
factory premises, etc.

Expired product costs
These are a portion of product cost which relate to products that have
realized revenues and do not have future revenue generating potential.

Unexpired Product Costs

These are costs of resources acquired which are expected to contribute to
future revenue.  Typical examples of such is the cost of materials not
yet sold. When the inventories are eventually sold and revenue
realised, the cost is said to have expired and would be recorded in
the profit and loss account.

Period Costs

These are costs incurred and charged against profit for a period, and not
included in cost for inventory valuation purposes. These are usually non-
manufacturing costs. Typical examples are selling and distribution
overheads and administrative overheads. Period costs are charged in full to
the profit and loss account for the relevant period. They are not included
for inventory valuation purposes. Product costs can be analysed as expired
costs or unexpired costs.

Classification  according to  controllable and  uncontrollable
costs/revenue

These are costs/revenues that are reasonably amenable to regulation by a
given responsibility centre manager. From control lability perspective, costs
may be classified as controllable and uncontrollable. Controllable costs
/revenue are such that are reasonably amendable to regulation by a given
responsibility center manager. In other words, they are costs/revenue whose
incidence are influenced by the actions or inactions of a given responsibility
centre manager. Typical examples would include costs of raw materials
(when purchased in bulk) variable costs are prone to control.

Uncontrollable costs are those costs which cannot be influenced by actions of a
specified responsibility centre manager. Examples are factory rent, managers
salaries etc.

All costs/revenues are controllable at some level of management. However,

lower down the hierarchical structure of management, some costs/revenues
are not controllable. In preparing control reports, it is very necessary to have
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cost/revenue classified as controllable and non-controllable.
g. Classification of costs as relevant and irrelevant costs

Relevant Costs/Revenue
These are future costs/revenues that can be altered by a given decision.
Examples of Relevant Costs include:

- Future costs/predetermined;

- Opportunity costs;

- Avoidable costs; and

- Incremental costs, etc.

Irrelevant Costs/Revenues
These are costs/revenues that will not be affected by a given decision.
Irrespective of what decision is taken, the cost will alter. Examples of
Irrelevant Costs include:
- Past costs;
- Sunk costs;
- Unavoid
able costs;
and
- Fixed costs (except for incremental fixed costs)

h Other Classifications of Cost would include:
Avoidable Costs
These are costs that may be saved by the adoption of a given alternative
option.

Non-Avoidable Costs
These are costs that cannot be saved or eliminated by the adoption of a
given alternative line of action.

Normal Costs

These are costs planned for and expected at given levels of activity under
specified conditions. For example, normal scrap, loss of materials, cost of
expected idle time, etc.

Abnormal Costs

These are costs not planned for and therefore they are not expected to be
incurred at a given level of activity given the conditions in which the level of
activity is normally achieved, e.g. cost of excessive crap and abnormal idle time
pay, etc.

Sunk Costs
These are-costs of resources already acquired. They are costs created by
decisions made in the past and which cannot be altered by decisions to be taken
in the future.

Written down value of plant previously acquired is a typical example of
sunk costs.

Opportunity Costs
These are values of benefits forgone or sacrificed in favour of alternative
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courses of action.

Incremental Costs/Revenue
They are additional costs or revenues that arise from the production or sale of a
group of additional units. They are sometimes called differential costs.

Marginal Costs/Revenues These are additional cost or revenue that
arises from the production of one additional unit of output or service.

Future Costs
These are estimated costs that are reasonably expected to be incurred in the
future.

Replacement Costs
These are estimated costs at which an identical item can be acquired or
produced.

Conversion Costs

These are cost of transforming raw materials into finished goods or cost of
converting raw materials from one stage of production cycle to the next.
Conversion costs are total cost of production less cost of bought-in
materials.

Attributable Costs
These are costs that can be directly associated with a particular project, program
or cost centre.

Discretionary Costs
These are non-essential costs implying that a business unit
can survive without them.

Development Costs
These are costs of research (exploration) into improving the production of
goods and services.

Pre-Production Costs
These are the part of development costs relating to making trial production- run
as a preliminary step to formal production

Committed Costs

These are costs that are expected to be incurred and for which
resources have been ear-marked or allocated as a result of a contractual
agreement or an earlier decision taken to have the cost incurred.

Value Added

This is the increase in market value of a product as a result of changing the form,
location, etc. of that product. It is the total market value of the product less cost
of bough-in-materials and services.

Pre-Determined Costs

These are costs estimated and computed in advance of production process on
the basis of specifications of all the factors affecting cost.
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Standard Costs
These are costs estimated and expected to be incurred per unit of activity under
efficient production conditions.
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212

Budgeted costs
These are costs estimated and planned for a given activity level, function or
segment of the organization within a specified time horizon.

Actual costs
These are the costs actually incurred in the production process. Actual costs are
not estimates but are historical or past costs.

Cost Segregation
In this section, you will learn about the different behavioural patterns of cost.
After the completion of this section, you should be able to:

a. Explain the problems as sociated with the conventional methods of
cost classification

b. Explain the different cost patterns

c. Explain the factors that influence cost behaviour.

2.1.3 Problems associated with the conventional classification of cost according to

behaviour

a. The overalls implistic assumption of cost linearity forvariable cost per unit is
not practical. In addition to the possibility that variable cost may be linear, it is
also possible that they may be curvi-linear or non-linear.

b. The behaviour of cost should be established by analysis of the cost in
question and not by some overall simplistic assumption.
C. Fixed cost can change as activity levels change. Some cost could be classified

as fixed or variable in different organisations e.g. depreciation cost.

It is better to sub-divide fixed cost into four categories:
I. Time related fixed cost e.g. rent and rate
ii. \Volume related fixed costs-these are the same with as step cost e.g.
cost of plant.
iii. Policy related fixed cost e.g. advertising cost, research and development

cost. These types of fixed cost are known as programmed fixed cost.
iv. Joint fixed cost.

The classification of cost as variable and fixed and may not hold for certain items of
cost. Some cost items contain variable and fixed elements.
There are methods that could be applied to separate fixed and variable costs.

-Statistical methods
-Nonstatistical methods (judgment)

Costs do not necessarily behave in regular patterns. For example a variable cost may be
linear between 90% - 115% of normal activity level and thereafter have a curvilinear
function.

Variable costs are assumed to vary with activity levels but there are multiple causes of
this variation.

Different variable costs react to different activity measures e.g. Direct wages may vary
with the number of direct workers engaged, distribution costs may vary with the
deliveries made, etc. The simplistic assumption that all variable costs vary with the
same measure of activity level is misleading.

In summary, the conventional classification of fixed and variable costs being defined in
relation to one factor, (production volume) is simplistic and at best, a crude
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approximation of reality.

2.1.4 Typical Cost Patterns

a. Variable cost patterns linear

Cost Cost Cost

0 Activity Level 0 Activity Level 0 Activity Level

Examples of costs that behave in linear pattern are:

Direct materials cost

Royalties per unit of production

Power usage (without the fixed element)

A perfectly linear variable cost overall activity levels is extremely unlikely. More

realistically, a cost may be linear only over the relevant range of activity
levels.

Cost

0
Activity level

y = Total Cost
X = Activity Level
b = Variable cost per unit

The cost function for a linear variable cost is:
y =b x (where b is the slope of the curve i.e. variable cost per unit.)

28



b. Variable cost patterns-Curvi-linear
These are cost patterns wherein the costs do not vary indirect proportion with activity
level. e.g.

Convex Curve
Cost Implications
An extra unit of activity causes less than

proportionate increase in cost. I.e.
Economics of scale operate.

variable cost curve
Activity level

Concave Curve

Cost Implications

L variable cost curve

The above functions are termed “para
Mathematically the function of a par is
given as:

0 Activity level

Y=hx+ Cx2+ L +Px"

Where b, ¢, and pare constants and x
is the activity level and y is variable
cost.

An extra unit of activity causes more than proportionate increase in cost. i.e. diminishing returns
operate

Other Cost Patterns

i) Fixed Cost Patterns i)
Cost Cost
normal
a a activity e
rana
Activity level Activity level

e.g. rates, rent, time based depreciation, salaries, etc.
Mathematically, fixed cost function is given as y=a
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d. Semi variable cost patterns
i) linear semi variable cost
cost

Cost /

Activity level

Examples include:

Mathematically, a semi variable function is
given as: Lineary = a+bx

2

curvi-lineary = a +bx +cx +..+Px"

(e) Stepped Costs

Cost

Output

Examples

i) curvi linear semi variable

—

Activity levels

Cost

Cost of electricity

Telephone charges

Computer bureau costs

Some direct wages schemes with a
piece work and a guaranteed
Minimum payment system

-Supervisory salaries, bought in materials when there are discounts.

f. Factors Influencing Cost Behaviour

I.  Activity level
- Sales volume
- Production volume
- Hours of work

- Number of invoices processed, etc.
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2.2

2.15

ii.  Time-the passage of time

iii.  Non-volume factors
a) Technologies
b) Methods of production
c) Levels of efficiency
d) Price levels

Analysis of the Effect of Changing Activity Levels on Costs

The concept of “levels of activity” may be addressed by some other alternative
terms depending on the nature of business concerned. Typical terms include through
put, output, volume and capacity.

Unit costs do not remain the same over different activity levels, a great deal of care
Is required in monitoring the behaviour of costs at each level of activity, because it
forms the basis upon which costs are classified into fixed and variable.

It is instructive to note that fixed cost only remains fixed up to a certain level of
activity and thereafter changes. For example, factory rent is fixed up to the level of
the maximum capacity of that particular factory; any output beyond that may
necessitate the acquisition of an additional factory cost, hence more costs.

Even for variable costs, some costs may change at some activity levels.
For example, unit material costs may drop at high volumes due to quantity
discounts. The accounting technician should therefore recognize this fact and
make appropriate changes if his/her cost information is to remain reliable.

Cost Centre and Cost Unit

2.2.1

Cost Centre:
This is defined in the terminology as ‘production or service location, function,
activity or item of equipment for which costs are accumulated’.

Therefore a cost centre can be described as a location, a person, an item of
equipment or a group of these in relation to which costs are as curtained and
further related to cost units. For example, the factory, canteen, maintenance
section, the foreman, managing director, the plant, the pool of computers,
etc. Cost centres are broadly classified into:

1. Production cost centres
2. Service cost centres

The manager in any cost centre is accountable for the outcome achieved in his
domain. This means that each centre is evaluated in terms of performance achieved.
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2.3

2.2.2

2.2.3

Cost Unit:
The CIMA terminology defines cost unit as “unit of product or service in relation to
which costs are ascertained.

So, a cost unit is a quantitative unit of a product or service in relation to which costs
are ascertained. For example, tones of cocoa, bags of maize, bags of rice, barrels of
beer or cartons of minerals, kilowatt hours, passenger per mile, ton per mile,
etc.

Some of the selected popular cost units are provided below:

Nature of Industry  Cost Unit

Brewing Barrel

Coal Mining Tunnel/ton

Electricity Kilowatt hour (kw/hr)

Oil Barrel/Tonne, Litre

Education Courses, Enrolled Student

Paper Ream

Hospitals Patient day

Telephone Calls made, number of extension

Profit Centre
This is a centre which not only incurs cost but also generates income.

CODIFICATION

2.3.1

2.3.2

2.3.3

Cost Coding System

Cost Classification of controlling cost is not complete until codes are applied to
classified cost items for simplicity purpose. The terminology defines code as ‘a
brief, accurate reference designed to assist classification of items by facilitating
entry, collation and analysis’.

Characteristics of a good designed coding system

A good coding system designed must be:

a. Simple for the organization to operate

b. Flexible in nature

c. Easy to remember

d. Each item should have a fixed coding length (e.g.00000. The coding length in
this example is six (6) digits

e. Concise in nature

Methods of Codification

The three popular methods of codifying classified items are:

a. Mnemonic Method: This method applies symbols to classified items such as:
FAU applied to Factory Unit,
ADM applied to Administration
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DMA applied to Direct Material
DLA applied to Direct Labour

. Decimal Method: This method applies whole number to a master group and
decimal to primary and secondary group in each of the master group i.e

1. Direct Materials

2. Direct Labour

3. Direct Expenses

4. Factory Overheads

4i. Indirect material in the factory
4ii.  Consumable stores etc

5. Indirect Labour
5.1  Factory Labour
5.2  Factory Cleaners etc

Numerical Method: This method applies fixed digits to classified item i.e if
an item such as wood is having varied dimensions of width and thickness. If
the same wood type is either iroko wood or mahogany wood, then the code
designed for different types of woods such as iroko wood or mahogany
wood, with each type having dimensions involving length, width and
thickness should possess a fixed length. Supposing eight digits of 00000000
is designed. Then it can be shown as under:

Type of wood Length Width Thickness
0 000 00 00
Equals 0 0 0 0000 0 (Eight digits)

The code for Iroko wood with dimensions of 12 feet length; 2 inches width;
and 1 foot thickness after the design could be:

Iroko wood 12 feet by2
inches byl inch Code 11
440404

Note that the names and dimensions of the wood will be kept
secret. Only code 1 14 4 0 4 0 4 will be disclosed.

Supposing mahogany of the same dimensions of 12 feet length; 2 inches,
width and 1 inch thickness. Then, the code may be: Code 21440404

Note that codes are not only applicable to material’s type but could
equally be designed for material cost, labour cost, and over head.
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24 CHAPTERSUMMARY

Chapter 2 has been discussed in three parts. Part 1 focused classification of cost, part 2
explained cost segregation while the part 3 dealt with cost codification.

In conclusion, this chapter has given you affirm foundation of the various concepts, and
principles in cost accounting to aid the comprehension of other chapters ahead.

MULTIPLE-CHOICE AND SHORTANSWER QUESTIONS
1. Cost accounting involves

A. Drawing up balance sheet
B.  Writing-off of costs
C.  Ascertaining of cost
D. Preparation of statement of value added
E.  Annual audit of financial statements
2 Cost accounting is an integral part of

Financial accounting
Forensic accounting
Treasury accounting
Historical accounting
Management accounting

moow>»

3. Which of the following is NOT an objective of cost accounting?
A.  provision of information to aid control
B.  ascertainments of cost in order to facilitate pricing
C. provision of information for decision making
D. investigation of fraud
E provision of assistance in planning
4. Material costs do NOT include cost of
A.  Fixed assets
B. Raw materials
C Work in progress
D Packing materials
E Cleaning materials
5. Which one of the following is a direct expense?
A Cost of hiring a special equipment for a particular production order
B. Advertising expenses
C Electricity expenses
E Insurance premiums
6. Classifying costs by elements includes materials, labour and.......................
7. The addition of all direct costs is Known as..............cccccvviiiiiinininnnnn.
8. Costs which are fixed for a given range of activity level but which change discretely

for ranges of activity levels beyond the given ranges are called.............
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9.

10.

Costs which may be saved by the adoption of a given alternative option are known as

SOLUTIONS TO MULTIPLE CHOICEAND SHORTANSWER QUESTIONS

ROo~NoGO~LNE

A

A

B

Expenses

Prime costs
Stepped fixed costs
Avoidable costs

0. Variable costs

EXAMINATION TYPE QUESTIONS

You have been appointed to the newly created position of a Cost Accountant in a small
manufacturing company. Having installed a costing system successfully, the
Managing Director would like to have a detailed explanation on the kind of information
the newly installed system would provide. You are required to write a report to
the Managing Director setting out SIX principal items of information obtainable
from costing system.

(16 marks)

“Installation of a costing system is a major move in a business” You are
required to discuss the inherent problems associated with installing of
costing system.

(8 Marks)

Outline the possible problems which may be encountered as a result of the
introduction of asystem of cost control into an organization
(10 Marks)

Enumerate the differences, if any, between financial and cost accounting
(8 Marks)

The Managing Director of a manufacturing concern once said ‘“since the main
object of our firm is to know the annual profit, there is no need retaining the cost
accounting staff; let us pay them off and retain only the financial accounting
staff in order to reduce the administrative costs”.
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Required
Write are port to the Managing Director to convince him on the need to retain the cost accounting
staff. (10marks)

6. Describe THREE different methods of cost classification and explain the usefulness of
each method.
7. The following are some of the cost classifications used in any costing system:
(12 marks) CACA Level I Costing, June 1989

(i) Period costs
(if) Product costs
(iii) Variable costs
(iv) Opportunity costs

Required:
Citing two examples in each case, explain each of these classified costs.. (17 marks)
CACA Level I Costing, June 1987

8. “Cost may be classified in a variety of ways according to their nature and the information
needs of management.” With relevant illustrative examples, you are
required to provide a detailed explanation of the above statement.

(22 Marks)
ICSA Management Accounting, December 1984

9. An existing cost system lacks the essential as pects of cost control. List the main matters to
be introduced to makegood the system’s deficiencies.

10. Company HIMCO produces different products through automation. The company incurs
large amount of overheads in the factory on power alone that is semi-variable in nature.

The details of Power Costs for six (6) months ending September 2016 are as provided below:

Months Machine Hours Power Cost
2016 Hours N
April 50,000 400,000
May 60,000 460,000
June 40,000 340,000
July 45,000 370,000
August 70,000 520,000
September 75,000 550,000

Required:
ai. Differentiate between fixed cost and variable cost
ii. Summarise the meaning of semi-variable cost

b. Segregate the semi-variable costs into total fixed cost and unit variable cost
c. Estimate power cost for the month of October if the firm plans to use 88 machine hours
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CHAPTER THREE
ELEMENT OF COST: MATERIALS

CHAPTER CONTENTS

a. Definition and basic classifications

b. Procedure and documentation of:

C. Purchasing Control

d. Stores Planning Operation: Re-ordering procedures and Economic Order Quantity (EOQ)
e. Inventory valuation using FIFO, LIFO, Weighted Average, Standard Cost and Replacement

Cost

f. Storage Control: Bin cards and store ledgers, ABC analysis Techniques, Physical and
Continuous inventory taking

g. Just-In-Time (JIT) production and purchasing

3.0 Objectives

After studying this chapter, you should be able to:

—~® o0 T

3.1

3.2

explain the stores function and the factors that facilitate effective inventory control
explain the procedures and documentation involved in the procurement process;
explain some principles of good storage system;

explain the methods of pricing issues and inventories;

compute and explain the inventory control levels; and

record stores information in inventory control records.

INTRODUCTION

Material cost is a significant portion of total costs for many businesses, especially for
manufacturing businesses. To minimize cost, material cost control is vital. This chapter
therefore outlines mechanisms for controlling material cost and provides a structure for
determining material cost.

BASIC CLASSIFICATION OF MATERIALS
3.2.1 Whatare materials?
Other names given to materials
include:
Inventories, stores, merchandise, inventory, etc. Inventory has been defined as:

“all the tangible material assets of an organization other than its fixed assets.”
Inventory therefore comprises of the following:
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raw materials;

work-in-progress;

finished goods;

merchandise ready for sale;

any parts or materials to be incorporated into a finished product (component parts);
consumablessuchas - stationery, oil, grease, fuel, gas;

Jigs, fixtures and special tooling;

by-product, scrap;

works supplies; and

packaging materials.

G N

3.2.2 Significance of Inventories

Inventories form a significant amount of the assets of organizations. For example, on average,
two thirds of a manufacturing business' working capital will usually be in
inventories. Retailers and wholesalers will often have close to nine-tenth or 90% of
their working capital in inventories.

The value of the assets of a business and the quality of service offered to customers
by the business is heavily and severely affected by the effective management of
inventories. The importance of quality of service to customers needs no emphasis.

The manner in which stores are managed can either define success or failure for the
business.

There is no organization which can exist without the use of some items of stores or
material. This includes non-profit making organizations as well. Thus every
organization will need to use some items of stores. This need is even crucial for
profit making businesses whose operations may include the following:

i. manufacturing of some goods for sale;

o cement manufacturing;
o the breweries; and
o food processing industries which include;

- cocoa processing;

- cassava processing;

- canned food processing; and
- canned meat processing, etc.

restaurants;

garment industry;
construction n industry;
agricultural activities, and
printing industry
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3.3

i the purchase and sale of goods.
This involves commercial activities like:

o supermarkets

retail shops
distribution outlets
bookshops, etc.

Iii. the provision of services;

transportation
education and training
Medicare

personal service

hair dressing / barbering
dress making and tailoring
o repairs and maintenance services, etc.
For most businesses, the cost of stores and materials account for over 60% of total cost. The
efficient management of the stores function is therefore very critical to minimizing cost and
maximizing profits for the organization.
Even for non-profit oriented organizations, available resources must be judiciously applied,
hence arequirement of efficient management of the stores function.
THE STORE FUNCTIONS ANDACTIVITIES
3.3.1 Purchasing:
Identifying and defining need for items of stores and supplies;
Identifying and evaluating available suppliers of these items;

Negotiating with selected suppliers; and
Making contracts and placing orders for the needed items to be supplied

oo

3.3.2 Operating the Store:

a. Receiving and accepting (rejecting) the items ordered
b. Holding or keeping the items until they are used
C. Issuing the items out for use

3.3.3 Inventory Control
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3.4

Recording inventories;

Checking inventories;

Planning replenishment of inventories;
Valuation of inventories

2o o

3.3.4 Summarized Overview of Stores Functions
a. the purchasing function:
I. Requisition for inventories;
ii. Supplier analysis and selection;

e negotiation with suppliers; and
e placingorders.

b. operating the store:

I. receipt of orders; and
ii. materials handling, comprising;

e holding inventories
e issuing inventories for use

C. inventory control
i. Inventory records;

ii. Inventory audits; and
ii. Re-ordering of inventories.

It is worth noting that the stores function is a complete process. Many people take part in the
process at various levels of the management hierarchy and in several functional departments.

Factors That Facilitate Effective Materials Cost Control

To control material cost to desirable levels, an enabling environment must be created. The

following factors are essential elements of an effective material control system:

a. Abudget of material usage and purchases;

b. The handling of purchases by competent and qualified personnel. In this regard, a
central purchasing system may be preferred;

C. Availability of sufficient and effective storage facilities;

d. Asystem to clearly classify materials either as direct or indirect with unique codes and
a consistent assignment of cost to cost units or cost centres as may be appropriate;

e. The documentation, accounting systems and controls at each stage should be well

designed and effective. Inthisregard, the use of standard forms is recommended,;
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3.5

f. An efficient and well organized inventory taking and a reconciliation of inventory
taking results with inventory records;

g. An effective co-ordination among all departments involved in materials handling e.g.
buying, receiving, storage and usage; and
h. Internal audits.

Procurement of Materials and Documentation
3.5.1 Responsibilities of Purchasing or Procurement Unit include:

a. To purchase all materials and stores not internally produced which
involves the following tasks:

I Supplier selection;

ii. preparation of purchase orders/ contracts;

Iii. monitor suppliers' performance; and

iv. renegotiate or terminate purchase orders/contacts when conditions
change.

b. Provide information to and participate in management planning sessions on
subjects related to purchases of materials;

c. Review purchase specifications and assist operating departments in the
selection of required materials;

d. Protect the organization from unnecessary commitments resulting from
inappropriate contracts with suppliers; and

e. Dispose of all obsolete materials, equipment, or scraps that are no longer
required for the organization's operations.
Items of stores may either be bought for inventory or are bought just-in-time to meet
manufacturing schedules.

3.5.2 Methods of Purchasing include:

a. verbal contracts of purchase e.g. purchase atauction sales;
b. standard purchase order forms;
C. simplified order forms (similar to a purchase requisition);

cash purchases, etc.;

spot contracts for immediate delivery;

future contracts for delivery at a stipulated future date;
blanket orders/period contracts; and

call-off orders.
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3.5.3 Settlement Methods
Settlement methods include:

a. cash with order;

b. part-payment when the contract is made;

C. stage payment during the course of the
contract; and

d. paymentupon complete delivery, etc.

The choice of settlement method depends on the nature of store item, the type of market, etc.

3.5.4 Summary of the Stages of the Purchasing Function

Stage Formsused:
Originating a) requisition;
b) buy list;

c) schedule requisition; and
d) travelling requisition

Supplier selection a) enquiry;

b) Request For Information (RFI)
c) Request For Quotation (RFQ) and
d) Tender.

Ordering a) purchase order;
b) period contract/blanket order;
c) call off order;

d) standing order; and
e) scheduled order.

Completing a) advice note;

b) packing note;

c) Goods Received Note (GRN)
d) Goods Inspection Report;

e) invoice; and
f) statement.
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Originating purchases

Depending upon the nature of the system and the item needed, the person or officer
requiring the item writes out a purchase requisition for it. The purchase requisition
will have to be authorized by a designated officer before it is acted on. The purchase
requisition authorizes the expenditure.

In respect of items which are purchased into inventory, as the items get used up, they
may need to be replenished through the issue of purchase requisitions.
The process in selecting suppliers is as follows:

I. make a short list of possible suppliers by gathering information about
suppliers of the particular item from sources such as;

e trade magazines;
e callsby company representatives;
e catalogues;

ii. membership of professional associations;
ii. adirectory of suppliers;
iv. printand electronic media adverts;

e fromalong list of suppliers, scale the list down by requesting
for information through;

v. Request for Information;
vi. Prequalification questionnaire; and
vii. Tender forms

e Prepareashortlist of suppliers
e Makearequest for quotations from the short list
e Evaluate suppliers' quotations or tenders.

Factors to consider in the evaluation price analysis and cost analysis which include:
e specification and design standard,;

delivery terms/reliability;

durability and maintenance cost i.e. quality of supplies;

improvement in productivity;

capability, i.e. ability to meet volume requirements;

set-up costs;

tooling charges;

transport cost;

paymentarrangements/ terms; and

discount offers, etc.
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3.6

Select and negotiate terms with the supplier; Thismay be preceded by an inspection visit to the

Vi.

supplier’s facility in highly regulated industries, e.g. food, drinks and medical.

Negotiations must be aimed at a mutually satisfactory agreement. All aspects of the
purchase contract which are not standard should be negotiated. The negotiations
should also aim at a win-win relationship between the organization and the
suppliers.

Ordering:

The purchase order is often used for ordering. The use of a standard purchase order is
not only to meet a legal requirement but also to satisfy organizational requirements.
To ensure that all orders are properly authorized and are made against authorized
requisitions.

The order is an offer to buy on the terms stipulated by the organization. When the
supplier agrees to supply then there is a contract.
Various methods of ordering existamong which are:

e period contracts;

e blanketorders;

e scheduleorders; and
e standingorders.

Completing the order

The purchasing is concluded when the items ordered are received into store. There is
a need to control delivery. This implies making sure that, suppliers will meet
delivery schedules.

RECEIPTAND STORAGE OF MATERIALS

3.6.1 Store operations

Store opeartions include:

Receiving Goods

4

Holding inventory

Issue Goods
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3.6.2 TheFactorsthat Influence the Design of Procedures for Operating the Store

include:

a. the volume of materials handled;

b. the frequency of transactions;

C. the range and variety of inventory items;
d. the kind of demand on the store;

the type of store;

the inventory control system;

the materials handling system;

the bulkiness and weight of goods; and
the value of the goods.

- DQ o

3.6.3 Receiving Goods

When goods are received, they are checked for quantity and description against the
Delivery Note, Advise Note and Purchase Order. If they are satisfactory a Goods
Received Note is made. If the goods are damaged, defective or they are not of the
prescribed description, they should if possible, be returned by the vehicle which
brought them. Failing that, they are stored at a separate location clearly labelled
until tey are returned. Both the carrier and supplier should be notified immediately.
Rejected goods should be covered by the Inspection Report and a Debit Note.

3.6.4 Holding Inventory

After acceptance, the goods should then be moved into their proper location in the
stores or to the department which requires them.

There are different methods used for locating goods in the store. The three methods are:

a. Fixed location - every regular inventory item has a fixed address or inventory
location. This isexpensive in terms of store space. Accessing inventory is easy;

b. Random location -  any item can be stored anywhere. Here location
records are essential. This makes better use of space; and

C. Zoned location - a hybrid of fixed and random locations.

Allocate groups of goods to particular zones. Location within azone may either be
fixed or random.

3.6.5 Principlesof Storage
Some principles of storage include:
a. frequently used items should be nearest to the issue point;
b. complementary inventories should be stored together;
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3.6.6

3.6.7

3.6.8

keep things which are similar to each other near each other;
store things in issue batches where possible; and
e. isolate dangerous items like:

Qo

I. Inflammables

i explosives such as oil and gas;

f. change location when demand changes; and in loading racks;
I. put light bulky goods near the top;

ii. locate small items from waist to shoulder height;

Ii. put heavy things in big compartments low down; and

iv. very heavy things are best on the floor not on the rack.

Issuing Goods
The organization should design a procedure for issuing stores. A specimen routine
will be:

a. The foreman of the unit that requires the materials writes a requisition,
inserts job number, date and signs; The requisition should be duly
authorised.

b. The section's labourer takes requisitions to stores issue
counter;

C. Store man collects the requisition and issues out specified items, labourer
takesthem to section;

d. The completed requisition is passed to store clerks who adjust inventory

records to show new balance after issue and copy price from inventory
record to requisition; and
e. The priced requisition is then passed to the cost clerks.

Store Location and Layout
Stores should be located as close as possible to the point of use of materials in order to
reduce material handling charges.

This may be difficult to implement where the same material is used at more than one
location within a factory or where special storage conditions are required.
Where possible, specialised stores should be located close to the point of use.

Factors that Facilitate Effective Materials Cost Control
To ensure efficient storage, the following factors need consideration:
a. Provide speedy receipt and issue of materials. Some factors relevant in
this
regard include: -

¢ locating the store close to the point of entry of materials;
e locating store close to user departments;
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e locating fast moving inventory items close to issue point;

e having separate receipt and issue points to reduce possible congestion;
and

e separate issue points for different groups of materials.

b. Ensure easy location of materials;

C. Facilitate easy identification through proper classification and coding;

d. Keep adequate records of quantities held e.g. Bin cards, Tally cards, and Store
ledger cards;

e. Adequate security measures to safeguard materials. Materials should be

adequately stored in such away that they are appropriately protected against: -

fire,

rust,

theft,
Deterioration; and
effects of weather.

f. Ensure efficient use of storage space. Inthis regard, the most appropriate
g. method of storage should be used for the materials concerned e.g. shelves,
bins, etc.

The appropriate type of store should be used. There are two types of store
namely:
centralised and decentralised stores.

. Centralised Stores
Materials are kept in one central warehouse and issued from that
pointonly.

Advantages
reduces storage space;

less number of staff required;

reduced administrative work and costs;

easier inventory control;

lower risks of duplication of items; and

economy of staff and concentration of experts in one department.

~® o0 T

Disadvantages

increased transportation costs;

increased handling charges, breakages, etc.;

increased risk of loss by fire; and

likely delays in issue to distant usage points.

Decentralised Stores

Materials are held and issued by stores in each user department.
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3.7

Advantages

o0 o

lower transport costs;

lower handling charges and breakages;
lower risk of loss due to fire; and

less delays at delivery to usage points.

Disadvantages

P00 o

duplication of cost;

more number of staff required,
cumbersome inventory taking;

more administrative work and cost; and
inability to use experts in all sub-stores.

The layout of stores should ensure the following:

o0 o

Ease of access for the movement of materials in and out of stores;
Theissue of perishable materials ona FIFO basis;

The segregation of toxic or dangerous materials in a separate location; and
Security of materials by restriction of access to authorized personnel only.

PRICING OF ISSUESAND VALUATION OF INVENTORY

3.7.1

Introduction
When materials are needed from stores, the prospective user prepares a materials
requisition to request for the materials.

When the materials are issued out they should be priced. The problem usually is the
price to use. This is because materials inventory may have been purchased at varying
prices from time totime. There are several methods that could be used to price issues.

The objectives of material pricing are:

a) To charge to production on a consistent and realistic basis, the cost of
materials used; and

b) To provide a satisfactory basis of valuing inventory at the end of the period.
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3.7.2

3.7.3

3.7.4

Methods of Pricing Issues and Valuing Inventory
There are several methods. Examplesare:

First In First Out (FIFO);
Last In First Out (LIFO);
Simple Average method;
Weighted Average method;
Standard Price;
Replacement Price;
Specific

Identification; and

h. Retail Method.

@roo0op

FIFO

This method uses the price of the first batch of materials received for all issues until
all units in the first batch have been issued, after which the price of the next batch
received becomes the issue price.

Inventories are thus valued using the prices of the last batches of
materials received.

Merits

a. It reflects the normal movement of materials in store issuing materials in
order of receipt;

b. Inventory is valued using recent prices;

C. The method is simple and easily understood; and

d. It uses actual prices.

Demerits

a. The comparison of the cost of one job with another is difficult because

different issue prices are often used. The cost of a job depends on when
materials are requisitioned from stores;

b. The issue price may not reflect current economic
values;

C. Invent