COST ACCOUNTING BASICS

THE ART AND ScieNce oF CosT ACCOUNTING BAsics

COST ACCOUNTING BASICS ARE FUNDAMENTAL TO UNDERSTANDING HOW BUSINESSES TRACK, ANALYZE, AND MANAGE THEIR
EXPENSES. THIS CRUCIAL DISCIPLINE ALLOWS COMPANIES TO MAKE INFORMED DECISIONS REGARDING PRICING, PRODUCTION
EFFICIENCY, AND OVERALL PROFITABILITY. WITHOUT A SOLID GRASP OF COST ACCOUNTING, BUSINESSES MIGHT STRUGGLE TO
IDENTIFY AREAS OF WASTE, OPTIMIZE RESOURCE ALLOCATION, OR EVEN DETERMINE THE TRUE COST OF THEIR PRODUCTS AND
SERVICES. THIS ARTICLE WILL DIVE DEEP INTO THE ESSENTIAL PRINCIPLES, EXPLORE DIFFERENT COST CLASSIFICATIONS, AND
EXPLAIN KEY COST ACCOUNTING METHODS. WE'LL BREAK DOWN CONCEPTS LIKE DIRECT AND INDIRECT COSTS, VARIABLE AND
FIXED COSTS, AND INTRODUCE YOU TO VITAL TECHNIQUES SUCH AS JOB COSTING AND PROCESS COSTING. UNDERSTANDING
THESE CORE ELEMENTS EMPOWERS YOU TO GAIN BETTER CONTROL OVER YOUR FINANCES AND DRIVE STRATEGIC GROW TH.
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WHAT IS CosT ACCOUNTING?

COST ACCOUNTING IS A VITAL BRANCH OF ACCOUNTING THAT FOCUSES ON THE IDENTIFICATION, MEASUREMENT,
ACCUMULATION, ANALYSIS, AND INTERPRETATION OF COSTS. UNLIKE FINANCIAL ACCOUNTING, WHICH IS PRIMARILY CONCERNED
WITH EXTERNAL REPORTING TO SHAREHOLDERS AND CREDITORS, COST ACCOUNTING PROVIDES INTERNAL INFORMATION TO
MANAGEMENT. THINK OF IT AS THE INTERNAL COMPASS GUIDING YOUR BUSINESS’S FINANCIAL JOURNEY, HELPING YOU UNDERSTAND
WHERE YOUR MONEY IS GOING AND HOW EFFECTIVELY IT’S BEING USED. |T°S ABOUT BREAKING DOWN EVERY EXPENSE TO
UNDERSTAND ITS IMPACT ON YOUR PRODUCTS, SERVICES, AND OVERALL OPERATIONS.

THE PRIMARY GOAL OF COST ACCOUNTING IS TO HELP MANAGEMENT MAKE BETTER DECISIONS. THIS CAN INVOLVE ANYTHING
FROM SETTING PRICES FOR NEW PRODUCTS, DECIDING WHETHER TO MAKE OR BUY COMPONENTS, CONTROLLING EXPENDITURES, OR
EVALUATING THE PERFORMANCE OF DIFFERENT DEPARTMENTS OR PRODUCTS. BY METICULOUSLY TRACKING COSTS, BUSINESSES
CAN IDENTIFY OPPORTUNITIES FOR COST REDUCTION AND EFFICIENCY IMPROVEMENTS, ULTIMATELY LEADING TO INCREASED
PROFITABILITY.

WHY CosT ACCOUNTING IS IMPORTANT FOR BUSINESSES

THE IMPORTANCE OF COST ACCOUNTING CANNOT BE OVERSTATED FOR BUSINESSES OF ALL SIZES. |T PROVIDES THE GRANULAR
DETAIL NEEDED TO UNDERSTAND THE TRUE ECONOMIC IMPACT OF EVERY BUSINESS ACTIVITY. WITHOUT THIS DETAILED INSIGHT,
BUSINESSES OPERATE IN THE DARK, MAKING DECISIONS BASED ON GUESSWORK RATHER THAN CONCRETE DATA. THIS CAN LEAD TO
A CASCADE OF PROBLEMS, FROM UNPROFITABLY PRICED PRODUCTS TO INEFFICIENT PRODUCTION PROCESSES.



EFFECTIVE COST ACCOUNTING PRACTICES OFFER SEVERAL CRITICAL BENEFITS. FIRSTLY/ THEY ENABLE ACCURATE PRODUCT AND
SERVICE COSTING, WHICH IS ESSENTIAL FOR SETTING COMPETITIVE YET PROFITABLE PRICES. SECONDLYI THEY AID IN COST
CONTROL AND REDUCTION BY HIGHLIGHTING AREAS WHERE EXPENSES ARE TOO HIGH OR CAN BE MINIMIZED. THIRDLY, COST
ACCOUNTING INFORMATION IS INVALUABLE FOR PERFORMANCE EVALUATION, ALLOWING MANAGEMENT TO ASSESS THE EFFICIENCY
OF DIFFERENT DEPARTMENTS, PROJECTS, OR PRODUCTION RUNS. FINALLY/ IT PLAYS A CRUCIAL ROLE IN STRATEGIC PLANNING AND
DECISION-MAKING, SUCH AS MAKE-OR-BUY DECISIONS, PRODUCT MIX ANALYSIS, AND CAPITAL INVESTMENT EVALUATIONS.
ESSENTIALLY, IT’S THE BACKBONE OF SOUND FINANCIAL MANAGEMENT.

Key CosT CLASSIFICATIONS IN CosT ACCOUNTING

TO EFFECTIVELY MANAGE AND ANALYZE EXPENSES, COST ACCOUNTING CATEGORIZES COSTS IN VARIOUS WAYS. THESE
CLASSIFICATIONS HELP IN UNDERSTANDING COST BEHAVIOR AND IN APPLYING APPROPRIATE ACCOUNTING METHODS. EACH
CLASSIFICATION PROVIDES A DIFFERENT LENS THROUGH WHICH TO VIEW EXPENSES, OFFERING UNIQUE INSIGHTS INTO
OPERATIONAL EFFICIENCY AND FINANCIAL PERFORMANCE.

UNDERSTANDING THESE FUNDAMENTAL CLASSIFICATIONS IS THE FIRST STEP TOWARDS MASTERING COST ACCOUNTING. THEY
FORM THE BUILDING BLOCKS FOR MORE COMPLEX ANALYSES AND ARE ESSENTIAL FOR ANY MANAGER OR BUSINESS OWNER LOOKING
TO GAIN A DEEPER FINANCIAL UNDERSTANDING. LET’S BREAK DOWN THE MOST COMMON WAYS COSTS ARE CATEGORIZED.

DirecT CosTs

DIRECT COSTS ARE EXPENSES THAT CAN BE DIRECTLY AND EASILY TRACED TO A SPECIFIC COST OBJECT, SUCH AS A PRODUCT,
SERVICE, OR DEPARTMENT. FOR A MANUFACTURING COMPANY, DIRECT MATERIALS (LIKE THE WOOD USED TO BUILD A TABLE) AND
DIRECT LABOR (THE W AGES PAID TO THE CARPENTER ASSEMBLING THE TABLE) ARE CLASSIC EXAMPLES. THESE ARE COSTS THAT
\WOULD DISAPPEAR IF THE PARTICULAR PRODUCT OR SERVICE WERE NOT PRODUCED.

THE TRACEABILITY OF A COST IS KEY HERE. [F YOU CAN POINT TO A SPECIFIC COST AND SAY, “THIS COST WAS INCURRED
SOLELY BECAUSE WE MADE THIS SPECIFIC ITEM,” THEN IT'S A DIRECT COST. THIS DIRECT LINK MAKES IT RELATIVELY
STRAIGHTFORWARD TO ASSIGN THESE COSTS ACCURATELY. FOR INSTANCE, THE FABRIC USED IN A SPECIFIC GARMENT IS A
DIRECT COST TO THAT GARMENT.

INDIRECT COSTS

INDIRECT COSTS, OFTEN REFERRED TO AS OVERHEAD, ARE EXPENSES THAT CANNOT BE EASILY OR DIRECTLY TRACED TO A
SPECIFIC COST OBJECT. |NSTEAD, THEY ARE INCURRED FOR THE BENEFIT OF MULTIPLE COST OBJECTS. EXAMPLES INCLUDE
FACTORY RENT, UTILITIES, SUPERVISOR SALARIES, DEPRECIATION OF MACHINERY, AND ADMINISTRATIVE EXPENSES. THESE COSTS
ARE NECESSARY FOR THE OVERALL OPERATION OF THE BUSINESS BUT ARE NOT TIED TO THE CREATION OF A SINGLE UNIT OF
PRODUCT.

BECAUSE INDIRECT COSTS BENEFIT MULTIPLE PRODUCTS OR SERVICES, THEY NEED TO BE ALLOCATED RATHER THAN DIRECTLY
TRACED. THIS ALLOCATION PROCESS OFTEN USES A PREDETERMINED OVERHEAD RATE. FOR EXAMPLE, THE ELECTRICITY USED TO
POWER A FACTORY BENEFITS ALL THE PRODUCTS BEING MANUFACTURED THERE, SO ITS COST IS ALLOCATED ACROSS THOSE
PRODUCTS BASED ON A CHOSEN ALLOCATION BASE, LIKE MACHINE HOURS OR LABOR HOURS. THIS ALLOCATION IS A CRITICAL
PART OF UNDERSTANDING THE FULL COST OF PRODUCTION.

V ARIABLE CoOSTS



V ARIABLE COSTS ARE EXPENSES THAT CHANGE IN DIRECT PROPORTION TO THE LEVEL OF PRODUCTION OR SALES ACTIVITY. IF A
COMPANY PRODUCES MORE UNITS, ITS TOTAL VARIABLE COSTS WILL INCREASE. CONVERSELY, IF PRODUCTION DECREASES,
TOTAL VARIABLE COSTS WILL DECREASE. HO\X/EVER, THE VARIABLE COST PER UNIT TYPICALLY REMAINS CONSTANT. COMMON
EXAMPLES INCLUDE DIRECT MATERIALS, DIRECT LABOR <IF PAID HOURLY), AND SALES COMMISSIONS.

CONSIDER A BAKERY. THE COST OF FLOUR IS A VARIABLE COST. IF THE BAKERY MAKES 100 LOAVES OF BREAD, IT WILL USE A
CERTAIN AMOUNT OF FLOUR. IF IT DECIDES TO MAKE 200 LOAVES, IT WILL NEED ROUGHLY DOUBLE THE AMOUNT OF FLOUR, AND
THE TOTAL COST OF FLOUR WILL INCREASE PROPORTIONALLY. HOWEVER, THE COST OF FLOUR PER LOAF REMAINS THE SAME,
ASSUMING NO BULK DISCOUNTS OR PRICE FLUCTUATIONS.

Fixeo CosTs

Fixep COSTS, ON THE OTHER HAND, ARE EXPENSES THAT REMAIN CONSTANT IN TOTAL, REGARDLESS OF THE LEVEL OF
PRODUCTION OR SALES ACTIVITY, WITHIN A RELEVANT RANGE. THESE COSTS ARE INCURRED EVEN IF NO UNITS ARE PRODUCED.
EXAMPLES INCLUDE RENT, SALARIES OF ADMINISTRATIVE STAFF, INSURANCE PREMIUMS, AND DEPRECIATION OF FIXED ASSETS.
W/HILE THE TOTAL FIXED COST STAYS THE SAME, THE FIXED COST PER UNIT DECREASES AS PRODUCTION VOLUME INCREASES.

IMAGINE A SOFTWARE COMPANY WITH A MONTHLY SUBSCRIPTION FOR ITS OFFICE SPACE. WHETHER THE COMPANY SELLS ONE
SOFTW ARE LICENSE OR A THOUSAND, THE RENT FOR THE OFFICE REMAINS THE SAME. THIS TOTAL RENT IS A FIXED COST.
HO\X/EVER, IF YOU DIVIDE THAT TOTAL RENT BY THE NUMBER OF LICENSES SOLD, THE RENT COST PER LICENSE WILL BE LOWER
WHEN MORE LICENSES ARE SOLD, DEMONSTRATING HOW FIXED COSTS ARE SPREAD OVER MORE UNITS.

Mixep CosTs

MIXED COSTS, ALSO KNOWN AS SEMI-VARIABLE COSTS, ARE EXPENSES THAT HAVE BOTH A FIXED AND A VARIABLE COMPONENT.
THESE COSTS CHANGE WITH ACTIVITY LEVELS, BUT NOT IN DIRECT PROPORTION. A CLASSIC EXAMPLE IS A UTILITY BILL THAT
INCLUDES A FIXED MONTHLY SERVICE CHARGE PLUS A VARIABLE CHARGE BASED ON USAGE. ANOTHER IS A SALESPERSON’S
COMPENSATION, WHICH MIGHT INCLUDE A FIXED BASE SALARY PLUS A VARIABLE COMMISSION BASED ON SALES.

ToO ANALYZE MIXED COSTS, ACCOUNTANTS OFTEN USE METHODS TO SEPARATE THE FIXED AND VARIABLE COMPONENTS. THIS IS
CRUCIAL FOR ACCURATE BUDGETING AND FORECASTING. FOR INSTANCE, A TELEPHONE BILL MIGHT HAVE A FIXED MONTHLY FEE FOR
THE LINE, PLUS A PER-MINUTE CHARGE FOR CALLS MADE. THE FIXED FEE IS THE FIXED PORTION, AND THE PER-MINUTE CHARGE IS
THE VARIABLE PORTION. UNDERSTANDING THIS SEPARATION ALLOWS FOR BETTER PREDICTION OF TOTAL TELEPHONE COSTS AT
DIFFERENT LEVELS OF COMPANY COMMUNICATION.

EssenTiAL CosT ACCOUNTING METHODS

ONCE COSTS ARE CLASSIFIED, VARIOUS METHODS ARE EMPLOYED TO ASSIGN THESE COSTS TO PRODUCTS OR SERVICES. THE
CHOICE OF METHOD DEPENDS ON THE NATURE OF THE BUSINESS AND ITS PRODUCTION PROCESS. | HESE METHODS ARE THE TOOLS
COST ACCOUNTANTS USE TO BUILD A COMPREHENSIVE PICTURE OF PRODUCT PROFITABILITY AND OPERATIONAL EFFICIENCY.
LET’S EXPLORE SOME OF THE MOST PREVALENT METHODS.

Joe CosTING

JOB COSTING IS A METHOD USED BY COMPANIES THAT PRODUCE UNIQUE, CUSTOM-MADE PRODUCTS OR PROVIDE DISTINCT
SERVICES. IN THIS SYSTEM, COSTS ARE ACCUMULATED FOR EACH INDIVIDUAL JOB, PROJECT, OR BATCH. THINK OF CUSTOM
FURNITURE MAKERS, CONSTRUCTION COMPANIES, OR ADVERTISING AGENCIES. EACH PROJECT IS TREATED AS A SEPARATE HJOB,“



AND ALL DIRECT MATERIALS, DIRECT LABOR, AND ALLOCATED OVERHEAD ARE TRACKED FOR THAT SPECIFIC JOB.

THE CORE IDEA IS THAT EACH JOB IS DIFFERENT. A CUSTOM-BUILT YACHT WILL HAVE VASTLY DIFFERENT COSTS FROM A
STANDARD OFFICE DESK. THEREFORE, A UNIQUE COST RECORD IS MAINTAINED FOR EACH YACHT AND EACH DESK. THIS ALLOWS
FOR PRECISE COSTING OF EACH INDIVIDUAL ITEM AND HELPS IN BIDDING ON FUTURE SIMILAR PROJECTS. THE COST OF MATERIALS,
HOURS OF LABOR, AND OVERHEAD ASSIGNED TO THAT SPECIFIC ORDER ARE SUMMED UP TO DETERMINE THE TOTAL COST OF THE
JOB.

Process CoOSTING

PROCESS COSTING IS USED BY COMPANIES THAT PRODUCE LARGE VOLUMES OF IDENTICAL OR VERY SIMILAR PRODUCTS THROUGH
A CONTINUOUS PRODUCTION PROCESS. INDUSTRIES LIKE FOOD AND BEVERAGE, CHEMICALS, AND OIL REFINING TYPICALLY USE THIS
METHOD. INSTEAD OF TRACKING COSTS PER JOB, COSTS ARE ACCUMULATED FOR EACH PRODUCTION DEPARTMENT OR PROCESS
OVER A SPECIFIC PERIOD.

W/ ITH PROCESS COSTING, THE TOTAL COSTS INCURRED IN A DEPARTMENT ARE AVERAGED OVER THE TOTAL NUMBER OF UNITS
PRODUCED IN THAT DEPARTMENT DURING A PERIOD. FOR EXAMPLE, IN A BEVERAGE BOTTLING PLANT, THE COSTS OF THE MIXING
DEPARTMENT (INGREDIENTS, LABOR, OVERHEAD) ARE TOTALED AND THEN DIVIDED BY THE NUMBER OF LITERS OF BEVERAGE MIXED
TO FIND THE COST PER LITER. THIS METHOD IS EFFICIENT FOR MASS PRODUCTION WHERE DISTINGUISHING THE COST OF INDIVIDUAL
UNITS IS IMPRACTICAL OR IMPOSSIBLE.

AcTiviTy-Basep CosTing (ABC)

ACTIVITY-BASED COSTING (ABC) IS A MORE SOPHISTICATED METHOD THAT ATTEMPTS TO ALLOCATE OVERHEAD COSTS MORE
ACCURATELY BY IDENTIFYING SPECIFIC ACTIVITIES THAT DRIVE THOSE COSTS. INSTEAD OF USING BROAD ALLOCATION BASES
LIKE DIRECT LABOR HOURS OR MACHINE HOURS, ABC IDENTIFIES NUMEROUS ACTIVITIES (E.G., MACHINE SETUP, QUALITY
INSPECTION, ORDER PROCESSING) AND ASSIGNS COSTS TO PRODUCTS BASED ON THEIR CONSUMPTION OF THESE ACTIVITIES. IT’S
A WAY TO GET CLOSER TO THE REAL COST DRIVERS.

ABC IS PARTICULARLY USEFUL IN COMPLEX MANUFACTURING ENVIRONMENTS OR SERVICE INDUSTRIES WHERE OVERHEAD COSTS
ARE SIGNIFICANT AND THE PRODUCT MIX IS DIVERSE. BY UNDERSTANDING WHICH ACTIVITIES CONSUME RESOURCES, BUSINESSES
CAN BETTER UNDERSTAND PRODUCT PROFITABILITY AND IDENTIFY OPPORTUNITIES TO IMPROVE EFFICIENCY BY REDUCING OR
ELIMINATING NON-VALUE-ADDED ACTIVITIES. FOR INSTANCE, IF MACHINE SETUP IS A COSTLY ACTIVITY, ABC MIGHT REVEAL
THAT CERTAIN PRODUCTS REQUIRE AN EXCESSIVE NUMBER OF SETUPS, PROMPTING A REVIEW OF PRODUCT DESIGN OR
PRODUCTION SCHEDULING.

UNDERSTANDING CoST BEHAVIOR

UNDERSTANDING HOW COSTS BEHAVE IN RESPONSE TO CHANGES IN ACTIVITY LEVELS IS CRUCIAL FOR EFFECTIVE BUDGETING,
PLANNING, AND DECISION-MAKING. THIS INVOLVES RECOGNIZING WHETHER A COST IS FIXED, VARIABLE, OR MIXED. THis
KNOWLEDGE ALLOWS MANAGERS TO PREDICT HOW TOTAL COSTS WILL CHANGE AS PRODUCTION VOLUME FLUCTUATES, WHICH
IS ESSENTIAL FOR FORECASTING PROFITABILITY.

THE INSIGHTS GAINED FROM ANALYZING COST BEHAVIOR HELP IN SETTING REALISTIC TARGETS AND UNDERSTANDING THE
FINANCIAL IMPLICATIONS OF DIFFERENT BUSINESS STRATEGIES. FOR EXAMPLE, KNOWING THAT A COST IS VARIABLE MEANS THAT
INCREASING SALES VOLUME WILL DIRECTLY INCREASE THAT COST, BUT ALSO POTENTIALLY INCREASE REVENUE AT A HIGHER
RATE. CONVERSELY, FIXED COSTS REMAIN A CONSTANT BURDEN, SO INCREASING VOLUME HELPS TO SPREAD THEM OVER MORE
UNITS, IMPROVING PER-UNIT PROFITABILITY.



THE RoLE oF CosT ACCOUNTING IN DECISION MAKING

COST ACCOUNTING IS NOT MERELY AN ACCOUNTING EXERCISE, IT IS A POWERFUL TOOL THAT DIRECTLY INFORMS STRATEGIC
DECISION-MAKING ACROSS AN ORGANIZATION. THE INFORMATION GENERATED BY COST ACCOUNTANTS PROVIDES THE DATA
NEEDED FOR MANAGERS TO MAKE CRITICAL CHOICES THAT IMPACT PROFITARBILITY AND LONG-TERM SUSTAINABILITY. W/HETHER
IT'S DECIDING ON PRICING STRATEGIES, EVALUATING NEW PRODUCT LINES, OR OPTIMIZING OPERATIONAL PROCESSES, COST
ACCOUNTING PROVIDES THE FOUNDATIONAL INSIGHTS.

For INSTANCE, A COMPANY CONSIDERING WHETHER TO ACCEPT A SPECIAL ORDER AT A LOWER PRICE WILL RELY HEAVILY ON ITS
COST ACCOUNTING INFORMATION. [T NEEDS TO KNOW THE VARIABLE COSTS ASSOCIATED WITH PRODUCING THE ORDER AND
WHETHER THE OFFERED PRICE COVERS THESE COSTS AND CONTRIBUTES TO FIXED COSTS. SIMILAELY, \WHEN DECIDING WHETHER
TO OUTSOURCE A COMPONENT OR MANUFACTURE IT INTHOUSE, A DETAILED COST ANALYSIS COMPARING THE COSTS OF EACH
OPTION IS INDISPENSABLE. THE ABILITY TO ACCURATELY FORECAST COSTS UNDER DIFFERENT SCENARIOS ALSO EMPOWERS
BUSINESSES TO NAVIGATE MARKET CHANGES AND COMPETITIVE PRESSURES MORE EFFECTIVELY.

FAQ

Q: WHAT IS THE PRIMARY DIFFERENCE BETWEEN FINANCIAL ACCOUNTING AND COST
ACCOUNTING?

A: FINANCIAL ACCOUNTING FOCUSES ON PROVIDING INFORMATION TO EXTERNAL STAKEHOLDERS LIKE INVESTORS AND CREDITORS,
ADHERING TO STRICT REPORTING STANDARDS. COST ACCOUNTING, CONVERSELY, IS GEARED TOWARDS INTERNAL MANAGEMENT,
PROVIDING DETAILED COST INFORMATION FOR DECISION-MAKING, PERFORMANCE EVALUATION, AND OPERATIONAL CONTROL.

Q: WHY IS IT IMPORTANT TO CLASSIFY COSTS AS VARIABLE OR FIXED?

A: CLASSIFYING COSTS AS VARIABLE OR FIXED IS CRUCIAL FOR UNDERSTANDING HOW TOTAL COSTS WILL CHANGE WITH
PRODUCTION OR SALES VOLUME. THIS UNDERSTANDING AIDS IN BUDGETING, BREAK-EVEN ANALYSIS, PRICING DECISIONS, AND
ASSESSING THE PROFITABILITY OF DIFFERENT SALES LEVELS.

Q: CAN A SINGLE COST BE BOTH A DIRECT COST AND A VARIABLE COST?

A: YES, ABSOLUTELY. For EXAMPLE, THE RAW MATERIALS USED TO PRODUCE A SPECIFIC PRODUCT ARE TYPICALLY BOTH A
DIRECT COST (TRACEABLE TO THAT PRODUCT) AND A VARIABLE COST (THE TOTAL AMOUNT OF RAW MATERIAL COST
CHANGES DIRECTLY WITH THE NUMBER OF UNITS PRODUCED).

QI \WHAT IS THE MAIN CHALLENGE WITH ALLOCATING INDIRECT COSTS?

A: THE MAIN CHALLENGE WITH ALLOCATING INDIRECT COSTS (OVERHEAD) IS THAT THEY CANNOT BE DIRECTLY TRACED TO
SPECIFIC PRODUCTS OR SERVICES. THEREFORE, ACCOUNTANTS MUST USE ALLOCATION BASES, WHICH CAN SOMETIMES BE
ARBITRARY, LEADING TO POTENTIAL INACCURACIES IN PRODUCT COSTING IF NOT CHOSEN CAREFULLY.

Q: How poes AcTiviTy-Basep CosTING (ABC) IMPROVE UPON TRADITIONAL
OVERHEAD ALLOCATION METHODS?

A: ABC IMPROVES UPON TRADITIONAL METHODS BY IDENTIFYING SPECIFIC ACTIVITIES THAT CAUSE OVERHEAD COSTS AND THEN
ASSIGNING THOSE COSTS TO PRODUCTS BASED ON THEIR CONSUMPTION OF THOSE ACTIVITIES. THIS PROVIDES A MORE
ACCURATE AND REFINED UNDERSTANDING OF PRODUCT COSTS, ESPECIALLY IN COMPLEX ENVIRONMENTS WITH DIVERSE PRODUCTS
AND PROCESSES.



QZ IN A SERVICE-BASED BUSINESS , HOW MIGHT JOB COSTING BE APPLIED?

A: IN A SERVICE BUSINESS, JOB COSTING IS APPLIED BY TRACKING COSTS ASSOCIATED WITH EACH SPECIFIC CLIENT PROJECT OR
ENGAGEMENT. THIS WOULD INCLUDE DIRECT LABOR HOURS SPENT BY CONSULTANTS OR PROFESSIONALS ON THAT PROJECT,
DIRECT MATERIAL COSTS (IF ANY), AND A PORTION OF OVERHEAD ALLOCATED TO THAT PARTICULAR SERVICE JOB.

QZ WHAT IS THE BREAK-EVEN POINT, AND HOW IS IT CALCULATED USING COST
ACCOUNTING PRINCIPLES?

A: THE BREAK-EVEN POINT IS THE LEVEL OF SALES AT WHICH TOTAL REVENUES EQUAL TOTAL COSTS, RESULTING IN ZERO
PROFIT. |T IS CALCULATED BY DIVIDING TOTAL FIXED COSTS BY THE CONTRIBUTION MARGIN PER UNIT (SELLING PRICE PER UNIT
MINUS VARIABLE COST PER UNIT). THIS CALCULATION IS A DIRECT APPLICATION OF UNDERSTANDING FIXED AND VARIABLE
COSTS.
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