
 
 
 
 

Cost accounting is a form of managerial accounting that aims to capture a company's 

total cost of production by assessing the variable costs of each step of production as well as 

fixed costs, such as a lease expense. 

 

 Cost accounting is used internally by management in order to make fully informed 

business decisions. 

 Unlike financial accounting, which provides information to external financial statement 

users, cost accounting is not required to adhere to set standards and can be flexible to 

meet the needs of management. 

 Cost accounting considers all input costs associated with production, including both 

variable and fixed costs. 

 Types of cost accounting include standard costing, activity-based costing, lean 

accounting, and marginal costing. 

 

 

Types of Costs 

 Fixed costs are costs that don't vary depending on the level of production. These are 

usually things like the mortgage or lease payment on a building or a piece of equipment 

that is depreciated at a fixed monthly rate. An increase or decrease in production levels 

would cause no change in these costs. 

 Variable costs are costs tied to a company's level of production. For example, a floral 

shop ramping up their floral arrangement inventory for Valentine's Day will incur higher 

costs when it purchases an increased number of flowers from the local nursery or 

garden center. 

 Operating costs are costs associated with the day-to-day operations of a business. 

These costs can be either fixed or variable depending on the unique situation. 

 Direct costs are costs specifically related to producing a product. If a coffee roaster 

spends five hours roasting coffee, the direct costs of the finished product include the 

labor hours of the roaster and the cost of the coffee beans. 

 Indirect costs are costs that cannot be directly linked to a product. In the coffee roaster 

example, the energy cost to heat the roaster would be indirect because it is inexact and 

difficult to trace to individual products. 

https://www.investopedia.com/terms/m/managerialaccounting.asp
https://www.investopedia.com/terms/p/production-cost.asp
https://www.investopedia.com/terms/l/lease.asp
https://www.investopedia.com/terms/f/fixedcost.asp
https://www.investopedia.com/terms/d/depreciation.asp
https://www.investopedia.com/terms/v/variablecost.asp
https://www.investopedia.com/terms/i/inventory.asp
https://www.investopedia.com/terms/o/operating-cost.asp
https://www.investopedia.com/terms/d/directcost.asp


 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 
 
 

 

Difference between cost centre and cost unit 

BASIS FOR 

COMPARISON 
COST CENTRE COST UNIT 

Meaning Cost centre refers to a 

subdivision or any part of the 

organization, to which costs are 

incurred, but does not 

contribute to the company's 

revenues directly. 

Cost unit implies any 

measurable unit of 

product or service, with 

respect to which costs 

are assessed. 

Use It is used as a basis for 

classifying costs. 

It is used as a standard 

for making a 

comparison. 

Cost Costs are collected and 

absorbed by cost units. 

Measured and 

Expressed in terms of 

cost units. 

Ascertainment Ascertained as per the nature 

and technique of production 

process, organization size and 

structure. 

Ascertained as per the 

nature of the final 

output and the existing 

trade practices. 

Sequence First Second 

How many? Several cost centres are there, 

even if there is just one product 

or service offered. 

Different cost units for 

different products or 

services. 

 

 

 

 

 

 



 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 
 
 

Activity-Based Costing 
 
Activity-based costing (ABC) identifies overhead costs from each department and assigns 

them to specific cost objects, such as goods or services. The ABC system of cost accounting 

is based on activities, which is any event, unit of work, or task with a specific goal, such as 

setting up machines for production, designing products, distributing finished goods, or 

operating machines. These activities are also considered to be cost drivers, and they are the 

measures used as the basis for allocating overhead costs. 

Traditionally, overhead costs are assigned based on one generic measure, such as machine 

hours. Under ABC, an activity analysis is performed where appropriate measures are identified 

as the cost drivers. As a result, ABC tends to be much more accurate and helpful when it comes 

to managers reviewing the cost and profitability of their company's specific services or 

products. 

For example, cost accountants using ABC might pass out a survey to production line 

employees who will then account for the amount of time they spend on different tasks. The cost 

of these specific activities are only assigned to the goods or services that used the activity. This 

gives management a better idea of where exactly time and money is being spent. 

To illustrate this, assume a company produces both trinkets and widgets. The trinkets are very 

labor intensive and require quite a bit of hands-on effort from the production staff. The 

production of widgets is automated, and it mostly consists of putting the raw material in a 

machine and waiting many hours for the finished good. It would not make sense to use machine 

hours to allocate overhead to both items, because the trinkets hardly used any machine hours. 

Under ABC, the trinkets are assigned more overhead related to labor and the widgets are 

assigned more overhead related to machine use. 

 

https://www.investopedia.com/terms/a/abc.asp
https://www.investopedia.com/terms/a/activity-cost-driver.asp
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