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Background

• Successful firms find that they need to apply cost
management effectively and, in doing so, to understand
the key concepts.

• We begin with an example firm that illustrates the
importance of understanding the complexity of a firm’s
operations.
• The number and diversity of its products.

• production processes and locations

• distribution networks

• types of customers

• Complexity on any of these dimensions will have 
consequences for costs.
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Example

• Procter & Gamble (P&G), one of the world’s leading 
consumer products companies, maker of such well-known 
products as Tide detergent and Crest toothpaste.
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Procter & Gamble (P&G)

• One key area of continuous improvement is the firm’s 
emphasis on cost reduction through product and process 
simplification.

• P&G uses a concept that we study in this chapter: the 
influence of product and process complexity on overall 
costs.

• P&G had as many as 50 different varieties of some of its 
brands, including different size containers, and flavors.

• In addition to variety, the number of trade promotions, 
discounts, rebates, and coupons that affected P&G’s net 
price were complex.
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Costs, cost drivers, cost objects, and cost 
assignment
• A critical first step in achieving a competitive advantage is 

to identify the key costs and cost drivers in the firm or 
organization.

• A firm incurs a cost when it uses a resource for some 
purpose.

• For example, a company producing kitchen appliances 
uses certain resources, the costs of materials (such as 
sheet metal and bolts for the enclosure), costs of 
manufacturing labor, and other costs.

• Often costs are assigned into meaningful groups called 
cost pools.

5



Cost pools

• Costs can be grouped in many different ways, including 
by type of cost (labor costs in one pool, material costs in 
another), by source (department 1, department 2), or by 
responsibility (manager 1, manager 2).

• For example, an assembly department or a product 
engineering department might be treated as a cost pool.
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Cost driver

• A cost driver is any factor that has the effect of changing the 
amount of total cost.

• For a firm that competes on the basis of cost leadership, 
management of the key cost drivers is essential.

• For example, P&G carefully watches the design and 
manufacturing factors that drive the costs of its products.

• It makes design improvements when necessary.
• And the manufacturing plants are designed and automated

for the highest efficiency in using materials, labor, and 
equipment.

• For example, because an important cost driver for retailers is 
loss and damage to merchandise.

• Most retailers establish careful procedures for handling, 
displaying, and storing their merchandise.
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Cost object

• A cost object is any product, service, customer, activity, 
or organizational unit to which costs are assigned.

• Products, services, and customers are generally cost 
objects.

• Manufacturing departments are considered either cost 
pools or cost objects.

• Cost objects play a key role in decision making, 
performance measurement, and strategy implementation
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• Cost assignment is the process of assigning resource 

costs to cost pools and then from cost pools to cost 
objects.

• There are two types of assignment—direct tracing and 
allocation.

• Any cost is either a direct or indirect cost, relative to the 
cost pool or cost object.

• A direct cost can be conveniently and economically 
traced directly to a cost pool or a cost object.

• For example, the cost of materials required for a particular 
product is a direct cost because it can be traced directly to 
the product.
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• In a manufacturing company, the materials cost is accumulated 

in cost pools (manufacturing departments).

• It is traced to each product manufactured, which is the cost 
object.

• An airline’s cost of preparing a passenger’s meal is a direct 
cost that can be traced to each passenger.

• For a direct cost, the cost driver is the number of units of that 
object, for example, the number of cartons of Tide produced by 
P&G.

• The number of passengers on Flight 617 for Delta Airlines.

• Total direct cost increases directly in proportion to the number

• of cartons or passengers.
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• There is no convenient or economical way to trace an 

indirect cost from the cost to the cost pool or from the 
cost pool to the cost object.

• The cost of supervising manufacturing employees and the 
cost of handling materials are good examples.

• These costs generally cannot be traced to individual 
products and therefore are considered indirect costs.
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• Similarly, the cost of fueling an aircraft is an indirect cost 

when the cost object is the individual airline customer 
since the aircraft’s use of fuel cannot be traced directly to 
that customer.

• In contrast, if the cost object for the airline is the flight.

• The cost of fuel is a direct cost that can be traced directly 
to the aircraft’s use of fuel for that flight.

• Since indirect costs cannot be traced to the cost pool or 
cost object, the assignment for indirect costs is made by 
using cost drivers.
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• For example, if the cost driver for materials handling cost 

is the number of parts, the total cost of materials handling 
can be assigned to each product on the basis of its total 
number of parts relative to the total number of parts in 
all other products.

• For example, a product with a large number of parts 
should bear a larger portion of the cost of materials 
handling than a product with fewer parts.

• Similarly, a department with a large number of employees 
should bear a large portion of the cost of supervision 
provided for all departments.
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Cost Assignment and Cost Allocation: 
Direct and Indirect Costs
• The assignment of indirect costs to cost pools and cost 

objects is called cost allocation.

• Form of cost assignment in which direct tracing is not 
economically feasible, so cost drivers are used instead.

• The cost drivers used to allocate costs are often called 
allocation bases.
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The relationships between costs
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The relationships between costs
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Direct and Indirect Materials Costs

• Direct materials cost includes the cost of materials in the 
product or other cost object (less purchase discounts but 
including freight and related charges) and usually a 
reasonable allowance for scrap and defective units (e.g., 
if a part is stamped from strip steel, the material lost in the 
stamping is ordinarily included as part of the product’s 
direct materials).

• The cost of materials used in manufacturing that are not 
part of the finished product is indirect materials cost.
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Direct and Indirect Materials Costs

• Examples include supplies used by manufacturing 
employees, such as rags and small tools, or materials 
required by the machines, such as lubricant.

• For convenience and economic feasibility, direct materials 
that are a very small part of materials cost, such as glue 
and nails, are often not traced to each product but are 
included instead in indirect materials.
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Direct and Indirect Labor Costs

• Direct labor cost includes the labor used to manufacture 
the product or to provide the service plus some portion of 
non-value-added time that is normal and unavoidable, 
such as coffee breaks and personal time.

• Other types of nonproductive labor that are 
discretionary and planned, such as downtime, payroll 
taxes, fringe benefits (vacation, etc.), and training usually 
are included not as direct labor but as indirect labor.
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Direct and Indirect Labor Costs

• Indirect labor costs include supervision, quality control,
inspection, purchasing and receiving, materials handling,
janitorial labor, downtime, training, and cleanup.

• Note that an element of labor can sometimes be both
direct and indirect, depending on the cost object.

• For example, labor for the maintenance and repair of
equipment might be direct to the manufacturing
department where the equipment is located but indirect to
the products manufactured in that department.
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Direct and Indirect Labor Costs

• Although these examples of direct and indirect costs are 
from a manufacturing setting, the concepts also apply to 
service companies.

• For example, in a restaurant where the cost object is 
each meal served, the food and food preparation costs 
are direct costs, but the costs of purchasing, handling, 
and storing food items are indirect costs.

• Similarly, in professional services firms such as law 
firms or accounting firms, the professional labor and 
materials costs for providing client service are direct 
costs, but the costs of research materials, 
nonprofessional support staff, and training are indirect 
costs.
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An example of cost drivers at a service 
company
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Other Indirect Costs

• They include the costs of facilities, the equipment used 
to manufacture the product or provide the service, and 
any other support equipment, such as that used for 
materials handling.

• All indirect costs—for indirect materials, indirect labor, and 
other indirect items—are commonly combined into a cost 
pool called overhead.

• In a manufacturing firm, it is called factory overhead.
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Other Indirect Costs

• The three types of costs—direct materials, direct labor, 
and overhead—are sometimes combined for simplicity 
and convenience. 

• Direct materials and direct labor are sometimes 
considered together and called prime costs. 

• Similarly, direct labor and overhead are often combined 
into a single amount called conversion cost. 

• The labor component of total manufacturing costs for 
many firms that have highly automated operations is 
relatively low, and these firms often choose to place their 
strategic focus on materials and facilities/overhead 
costs by combining labor costs with overhead.
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Cost Drivers and Cost Behavior

• Cost drivers provide two important roles for the 
management accountant:
1. Enabling the assignment of costs to cost objects
2. Explaining cost behavior, how total costs change as the cost 

driver changes.

• Generally, the increase in a cost driver will cause an 
increase in total cost.

• Occasionally, the relationship is inverse; for example, 
assume the cost driver is temperature, then in the colder 
times of the year, increases in this cost driver will 
decrease total heating cost.

• Cost drivers can be used to provide both the cost 
assignment and cost behavior roles at the same time.

25



Volume-Based Cost Drivers

• Many types of costs are volume-based, that is, the cost 
driver is the amount produced or quantity of service 
provided.

• Good examples of volume-based costs are direct 
materials cost and direct labor cost.

• These costs increase with each unit of the volume of 
output.

• Note that the three cost drivers—the output of complete 
units, the quantity (in pounds, etc.) of direct materials, and 
the hours of direct labor—are all volume-based cost 
drivers.
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Volume-Based Cost Drivers

• The total of a volume-based cost increases at the rate of 
increase in volume.

• Over short ranges of output, the relationship is 
approximately linear.

• Over a very broad range of output, say, from output of 
zero up to plant capacity and beyond, the relationship 
between volume of output and cost tends to be nonlinear.
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Volume-Based Cost Drivers
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Volume-Based Cost Drivers

• The nonlinear cost relationships depicted in Exhibit 3.5 
present some difficulties in estimating costs.

• Fortunately, we are often interested in only a relatively 
small range of activity for the cost driver.

• For example, we might know in a certain instance that the 
volume-based cost driver will fall somewhere between 
3,500 and 3,600 units of product output.

• We observe that within this range, the total cost curve is 
approximately linear.

• The range of the cost driver in which the actual value of 
the cost driver is expected to fall and for which the 
relationship to total cost is assumed to be approximately 
linear is called the relevant range.
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Volume-Based Cost Drivers

30



Fixed and Variable Costs

• Total cost is made up of variable costs and fixed costs.

• Variable cost is the change in total cost associated with 
each change in the quantity of the cost driver.

• The cost driver can be activity based or volume-based.

• Common examples of variable costs are costs of direct 
materials and direct labor.

• In contrast, fixed cost is that portion of the total cost that 
does not change with output within the relevant range.

• Total fixed costs and unit variable costs are expected to 
remain approximately constant within the relevant range.
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Fixed and Variable Costs

• Fixed costs include many indirect costs, especially facility 
costs (depreciation or rent, insurance, taxes on the plant 
building), production supervisors’ salaries, and other 
manufacturing support costs that do not change with the 
number of units produced.

• However, some indirect costs are variable since they 
change with the number of units produced.

• An example is lubricant for machines.

• The term mixed cost is used to refer to total cost that 
includes costs for both variable and fixed components as 
illustrated.
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Fixed and Variable Costs

• A variable cost is a cost for which total costs change 
with changes in the volume of output.

• Fixed costs are defined for a period of time rather than in 
relationship to volume of output.

• It is assumed that fixed costs will not change during this 
period of time which is usually taken to be a year.

• For example, rent is a fixed cost that is normally the same 
amount per year and does not vary with volume.
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Fixed and Variable Costs
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Step Costs
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• A cost is said to be a step cost 
when it varies with the cost 
driver but does so in steps.

• For example, if a warehouse 
clerk can fill 100 orders in a day, 
10 clerks will be needed to 
process approximately 1,000 
orders; as demand exceeds 
1,000 orders, an eleventh clerk 
must be added.



Unit Cost

• Unit cost (or average cost ) is the total manufacturing 
cost (materials, labor, and overhead) divided by the 
number of units of output.

• It is a useful concept in setting prices and in evaluating 
product profitability.

• We must distinguish unit variable costs, which do not 
change as output changes, from unit fixed costs, which do 
change as output changes.
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Unit Cost and Marginal Cost
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Ex: Cost Per Bushel of Soybeans: United States and Brazil
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Cost Concepts for Product and Service 
Costing
• Accurate information about the cost of products and 

services is important in each management function:
• strategic management 

• planning and decision making

• management and operational control

• financial statement preparation

• Cost accounting systems differ significantly between firms 
that manufacture products and merchandising.

• Merchandising firms include both retailers, which sell the 
final product to the consumer, and wholesalers, which 
distribute the product to retailers.
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Product Costs and Period Costs

• Product inventory for both manufacturing and merchandising 
firms is treated as an asset on their balance sheets.

• It is considered an asset until the inventory is sold.

• The cost of the inventory is transferred to the income statement 
as cost of goods sold.

• Product costs for a manufacturing firm include only the costs 
necessary to complete the product at the manufacturing step in 
the value chain:

1. Direct materials. The materials used to manufacture the 
product, which become a physical part of it.

2. Direct labor. The labor used to manufacture the product.

3. Factory overhead. The indirect costs for materials, labor, and 
facilities used to support the manufacturing process.
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Product Costs and Period Costs

• Product costs for a merchandising firm include the cost to 
purchase the product plus the transportation costs paid by 
the retailer or wholesaler to get the product to the location 
from which it will be sold or distributed.

• All other costs for managing the firm and selling the 
product are not product costs.

• They are expensed in the period in which they are 
incurred; for that reason, they are also called period 
costs.

41



Product Costs and Period Costs

• Period costs (nonproduct costs) include the general, 
selling, and administrative costs that are necessary for the 
management of the company. 

• But are not involved directly or indirectly in the 
manufacturing process (or, for a retailer, in the purchase 
of the products for resale).

• Advertising costs, data processing costs, and executive 
and staff salaries are good examples of period costs.
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Product Costs and Period Costs
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Manufacturing, Merchandising, and 
Service Costing
• Manufacturing firms use three inventory accounts: 

(1) Materials Inventory, where the cost of the supply of 
materials used in the manufacturing process is kept.

(2) Work-in-Process Inventory, which contains all costs 
put into the manufacture of products that are started 
but not complete at the financial statement date.

(3) Finished Goods Inventory, which holds the cost of 
goods that are ready for sale.
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Manufacturing, Merchandising, and 
Service Costing
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46Cost Flows in Manufacturing and Merchandising Firms



Ex 
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Exercise 1
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Exercise 2
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