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SUBJECT: STRATEGIC COST ANALYSIS

Module 1: Introduction to Cost

Accounting

1 Cost: Definition, Meaning and Scope

Meaning of Cost

In standard commercial terminology, a cost represents the volume of resources sacrificed or foregone to

achieve a specific objective. It  is the monetary valuation of expenditures incurred on raw materials,

manufacturing labor,  utilities,  and operational  overheads required to  generate  a  finished product  or

render a service.

Statutory Definition

According to the Chartered Institute of Management Accountants (CIMA), London, cost is defined

as:  "The amount of expenditure (actual or notional) incurred on, or attributable to, a specified

thing or activity."

•  Actual  Cost: Out-of-pocket  cash  expenditures  explicitly  recorded  in  financial  ledgers  (e.g.,

purchasing steel components).

•  Notional Cost: Imputed opportunity costs that do not involve real cash payouts but are vital for

strategic calculations (e.g., rent on an internally owned warehouse building).

Scope of Cost parameters

The  operational  scope  of  cost  concepts  expands  far  beyond  simple  accounting  records.  It

encompasses:

Cost Ascertainment: Gathering data metrics to determine the exact expenditure profile of a product

or project run.

• 
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Cost Bookkeeping: Managing integrated data ledgers to track raw assets as they shift into Work-in-

Progress (WIP) and Finished Goods.

Cost Containment & Control: Auditing live cost run-rates against predetermined budgets to catch

and minimize waste.

Strategic Decision Analysis: Providing executive teams with accurate marginal, opportunity, and

sunk cost matrices to price products and model expansions.

2 Cost Accounting, Meaning and Definition

Meaning of Cost Accounting

Cost Accounting is  a specialized administrative process that  tracks,  analyzes,  and categorizes total

expenditures from the exact point where financial commitments are made, establishing their ultimate

relationship with structural  cost  centers and commercial  products.  It  acts  as the internal  diagnostic

engine of an enterprise, translating raw expenses into operational intelligence.

Statutory Definition

CIMA defines Cost Accounting as:  "The process of accounting for cost which begins with the

recording of income and expenditure or the bases on which they are calculated and ends with

the preparation of periodical statements and reports for controlling costs."

It represents the practical application of cost tracking principles, operational systems, and mathematical

techniques to optimize internal corporate efficiency.

• 

• 

• 
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3 Elements of Cost, Cost units, Cost Centre

I. The Core Elements of Cost

To evaluate and control total expenditures, cost managers structurally break down corporate inputs into

three primary components:  Materials,  Labor,  and Expenses.  Each element is  further bifurcated into

Direct and Indirect streams:

Material Cost: The cost of tangible physical assets utilized during manufacturing cycles. 

Direct Material: Becomes an integral part of the finished product (e.g., timber in furniture

production).

Indirect Material: Consumable assets required to support production workflows (e.g.,

machinery lubricating oils).

Labor Cost: The financial compensation paid to human operators. 

Direct Labor: Salaries paid to craftsmen or machine operators directly touching the product

chassis.

Indirect Labor: Wages paid to support staff, such as factory security guards, maintenance

crews, or supervisors.

Expenses: All other manufacturing or administrative expenditures that are not classified as

materials or labor. 

Direct Expenses: Explicit costs tied to a single batch run (e.g., custom pattern hire fees for

a specific project).

Indirect Expenses: General shared operational costs (e.g., factory building depreciation or

warehouse power bills).

Prime Cost = Direct Materials + Direct Labor + Direct Expenses 

Total Overheads = Indirect Materials + Indirect Labor + Indirect Expenses 

• 

◦ 

◦ 

• 

◦ 

◦ 

• 

◦ 

◦ 
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II. Cost Units

A Cost Unit is a standard unit of quantity of a product, service, or time (or a combination of these) in

relation  to  which  costs  are  systematically  measured,  calculated,  and  expressed.  It  normalizes

expenditure data to facilitate comparison and product pricing benchmarks.

Industry / Sector Standard Cost Unit Metric

Automobile Manufacturing Per Vehicle produced

Steel Mills Per Metric Ton of steel

Power Utilities Per Kilowatt-Hour (kWh)

Hospitality / Hotels Per Occupied Room-Night

Passenger Logistics / Transport Per Passenger-Kilometer

III. Cost Centres

A Cost Centre is a specific organizational location, individual person, or item of equipment (or a group

of  these)  for  which  costs  are  gathered  and  calculated  for  the  purpose  of  internal  cost  control.  It

establishes operational accountability across departments:

Personal Cost Centre: Centered on a specific individual or team leader (e.g., a Sales Manager's

unit).

Impersonal Cost Centre: Centered on a physical location or specialized asset pool (e.g., the

machine welding shop or a specific server room).

Production Cost Centre: Departments directly engaged in manufacturing the physical product

(e.g., assembly line units).

Service Cost Centre: Ancillary departments that provide vital support to production units but do not

generate products themselves (e.g., the IT Helpdesk, HR, or Maintenance).

4 Cost classification

Cost  classification  is  the  systematic  process  of  grouping  expenditures  based  on  their  shared

characteristics to assist management with pricing models, valuation runs, and strategic forecasting.

• 

• 

• 

• 
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1. Classification by Behavior (Variability Matrix)

Variable Cost: Fluctuates in direct proportion to changes in total production volume. Cost per unit

remains constant, but total cost scales linearly with output (e.g., raw material component costs).

Fixed Cost: Remains constant in total volume across a specified operational timeline, regardless of

production swings. Per-unit fixed cost drops as output scales (e.g., factory facility lease rents).

Semi-Variable Cost: Contains both a fixed baseline component and a variable usage component

(e.g., factory telephone utility bills with a fixed line rent plus per-call charges).

2. Classification by Function

Production / Manufacturing Costs: All expenditures incurred inside the factory walls to convert

raw material assets into finished products (e.g., factory power, indirect worker wages).

Administrative Costs: Expenses tied to corporate governance, legal management, and executive

team direction (e.g., head office clerical salaries).

Selling Costs: Expenditures focused on stimulating market demand and securing sales orders (e.g.,

advertising, marketing, and sales commissions).

Distribution Costs: Logistics expenses to move goods from finished inventory warehouses to the

customer's delivery point (e.g., delivery truck fuel, outbound freight).

3. Classification for Strategic Decision-Making

• Marginal Cost: The incremental cost incurred to manufacture one additional unit of output.

•  Sunk  Cost: Historical  expenditures  already  incurred  that  cannot  be  recovered  by  any  future

management decision. They are completely irrelevant for future strategic asset modeling (e.g., initial

R&D design outlays).

• Opportunity Cost: The potential revenue or value sacrificed when selecting one alternative course

of action over another (e.g., using an internally owned building for production instead of leasing it

out).

• 

• 

• 

• 

• 

• 

• 
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5 Cost Sheet, Preparation of Cost Sheet (Simple Problems only)

A Cost Sheet is a structured financial statement designed to systematically assemble and summarize

the individual elements of cost incurred during a production cycle. It highlights cost breakdowns across

key milestones, including Prime Cost, Works Cost, Cost of Production, and Cost of Sales.

Standard Structural Layout Template of a Cost Sheet

Particulars / Cost Components Total Monetary Value (₹)

Direct Materials Consumed XXXX

Direct Labor / Wages XXXX

Direct Expenses XXXX

PRIME COST XXXX

Add: Factory / Works Overheads (Indirect plant expenses) XXXX

WORKS COST / FACTORY COST XXXX

Add: Administration / Office Overheads XXXX

COST OF PRODUCTION XXXX

Add: Opening Stock of Finished Goods XXXX

Less: Closing Stock of Finished Goods (XXXX)

COST OF GOODS SOLD (COGS) XXXX

Add: Selling & Distribution Overheads XXXX

COST OF SALES (TOTAL COST) XXXX

Add: Required Profit Margin XXXX

SALES REVENUE XXXX
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Illustrative Practical Problem & Analytical Solution

Problem Statement: From the following operational data extracted from a

manufacturing firm, compile a Cost Sheet to determine Prime Cost, Works Cost, Cost

of Production, and Cost of Sales:

• Direct Materials: ₹50,000

• Direct Labor: ₹30,000

• Direct Expenses: ₹5,000

• Factory Power & Rent: ₹10,000

• Office Clerk Salaries: ₹8,000

• Showroom Advertising: ₹7,000 

Solution Cost Sheet Compilation

Particulars Amount (₹)

Direct Materials 50,000

Direct Labor 30,000

Direct Expenses 5,000

PRIME COST (50,000 + 30,000 + 5,000) 85,000

Add: Factory Overheads (Factory Power & Rent) 10,000

WORKS COST 95,000

Add: Administration Overheads (Office Clerk Salaries) 8,000

COST OF PRODUCTION / COGS (Since no FG stock adjustment) 1,03,000

Add: Selling & Distribution Overheads (Showroom Advertising) 7,000

COST OF SALES (TOTAL COST) 1,10,000
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6 Difference between Cost Accounting, Financial Accounting and

Management Accounting

To manage accounting workflows effectively, an organization must distinguish between the objectives,

target audiences, and legal compliance structures of its three primary accounting streams.

Head-to-Head Architectural Comparison

Dimension Financial Accounting Cost Accounting
Management

Accounting

Primary

Objective

Recording transactions

systematically to present

a true and fair view of

financial health and net

profits to external

stakeholders.

Ascertaining, allocating,

analyzing, and controlling

product and operational

costs to optimize plant

efficiency.

Providing data-driven

strategic planning tools,

budgets, and forecasting

analytics to internal

corporate executives.

Target

Audience

External entities:

Shareholders, banks,

financial institutions, tax

authorities, and state

regulators.

Internal management

layer, factory operational

supervisors, and plant

cost auditors.

Internal corporate

leadership teams, C-suite

executives, and strategic

planning boards.

Nature of

Data

Strictly historical data,

covering monetary

transactions that have

already closed over past

periods.

Combines both real

historical data points and

predetermined future cost

estimates.

Future-oriented projection

data, incorporating

budgeting frameworks

and predictive modeling

fields.

Statutory

Compulsion

Mandatory for corporate

frameworks under

Companies Act and Tax

statutes.

Mandatory only for

specified large

manufacturing sectors

under statutory cost audit

rules.

Completely voluntary;

structured purely to match

the planning preferences

of executive boards.
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Dimension Financial Accounting Cost Accounting
Management

Accounting

Scope of

Focus

Holistic perspective;

reviews the absolute net

profitability metrics of the

entire enterprise as a

single global unit.

Granular perspective;

focuses on specific

product codes,

operational jobs, single

processes, and

departments.

Strategic perspective;

evaluates operational

metrics, market trends,

competitive positioning,

and internal asset health.

End of Module 1 • Strategic Cost Analysis
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