
 

 

   

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 INTRODUCTION 

The purpose of running a business is to make a profit. How is profit obtained? 
Does it depend solely on sales revenue? What is the relationship between profit 
and cost? Why does management always emphasise on cost reduction  increase 
productivity and minimise cost? 
 
In this topic, we will discuss several concepts of cost and the reasons why costing 
information is needed. The cost function estimation method will also be 
explained to help us see the importance of costing to a business. 
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LEARNING OUTCOMES 
By the end of this topic, you should be able to:

1. Define the concepts of cost and expenditure; 

2. Explain the purpose of needing costing information; 

3. Analyse the components of manufacturing cost; 

4. Differentiate between manufacturing cost and non-manufacturing 
cost, period cost and product cost, variable cost and fixed cost, as 
well as direct cost and indirect cost; and 

5. Calculate the cost function by using the high low method. 
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  IMPORTANCE OF COST 

In the business field, management always emphasises on cost reduction. This is 
because effective cost reduction can maximise business profit. Before we discuss 
how costing can influence a business, it is important for us to understand what is 
meant by cost. 

2.1.1 Definition of Cost 

The term „cost‰ is always mentioned by those involved in business or otherwise. 
What is meant by cost? Is it the same as expense? 
 
Generally, cost is related to the amount that must be paid to obtain or use 
particular goods or services. 

 

 

 

As long as the cost provides future benefits, it is reported as an asset in the 
balance sheet. Cost will expire when it has been used in producing revenue or no 
longer provides future benefit. 
 

 
 
Costs will be assigned to an object for several purposes. Among them are: 

 Pricing; 

 Profit planning; and 

 Expenditure control. 
 
In making decisions on pricing, a manager would want to know the cost of an 
object (whether product, service or process). An object which costs are assigned 
to is known as a cost object. Examples of cost objects include products (for 
example the newly released mobile telephone), services (for example services to 
patients in a hospital) or processes (for example the operational cost of the sales 
department). 
 

2.1 

Expense is the cost that is used to obtain revenue. Therefore, expense is an 
expired cost. 

Therefore, cost is defined as an economic resource that must be released or 
sacrificed to obtain a product or service. 
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Examples include determining the cost of producing a new car model by a car 
manufacturer, or deciding the cost of treating a patient in a hospital. 

2.1.2 Purpose of Cost Information 

Cost information is used for several purposes. Among them are: 

(a) Determining Income and Inventory Valuation 
 In order to determine performance (profit or loss), we must first determine 

the cost related to the goods sold or services rendered.  
 
(b) Planning and Controlling  Business Activity 
 Cost information is needed in preparing a budget and also in comparing 

actual performance and expected performance. This can assist management 
to determine whether action should be taken to ensure that the business 
objectives are achievable. 

 
(c) Decision Making 
 Cost information is needed in decision making such as in the pricing of 

goods, replacement of old machines with the new ones, and in deciding 
whether to make or buy a component.  

 
 

  CLASSIFICATION OF COSTS 

There are several concepts and terms of cost used in accounting. The concepts 
and terms used are different according to the purpose the costs are being used. 
Therefore, we must know the purpose of the cost information to enable the 
appropriate cost concept to be used. The usual classifications of cost are: 

 Manufacturing and non-manufacturing cost 

 Period cost and product cost 

 Variable cost and fixed cost 

 Direct cost and indirect cost 
 

 

2.2 

Costing refers to the process of determining the cost of doing something. 
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2.2.1 Manufacturing Cost and Non-manufacturing 
 Cost 

The type of cost and the cost classification methods are influenced by the type of 
activities conducted. Businesses involved in manufacturing activities are more 
complex compared to other businesses. 
 
Manufacturing activities involve conversion of raw materials into finished goods 
via the effort of workers and use of machines. The cost incurred to produce 
finished goods is known as manufacturing cost. 
 
Besides manufacturing cost, there are also other costs incurred by manufacturing 
firms, such as in administration, selling and distribution activities. These costs 
are known as non-manufacturing costs or handling/operational expenses. 
 
In the manufacturing industry, the calculation of product cost involves three 
important components, which are: 

(a) Direct materials; 

(b) Direct labour; and 

(c) Factory overheads. 
 
The following are the explanations of these components: 
 
(a) Direct Materials 
 

 
 

For example, the cost of wood in manufacturing furniture can be easily 
traced to the furniture produced and thus can be classified as direct 
materials. 

 

 

Materials used in the production of a product but cannot be easily 
traced to the product is known as indirect materials. 

Direct materials comprise of all the material costs that can be directly 
traced to a product. 
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For example, nails and glue which were used in producing furniture are 
regarded as indirect materials. These indirect materials are assumed to be 
part of the factory overheads. 

 
(b) Direct Labour 
 

 
 

For example, wages paid to the workers involved in assembling the 
components of a product are regarded as direct labour. 

 

 
 

This includes salaries paid to a factory supervisor. 
 
(c) Factory Overheads 
 

 
 

Overhead costs comprise of all manufacturing costs except direct materials 
and direct labour. Examples of factory overhead costs are: 

 Indirect materials; 

 Indirect labour; 

 Factory rental, maintenance and insurance; and  

 Depreciation of machines. 
 
The direct materials and direct labour costs are also known as prime cost. The 
direct labour cost and factory overhead cost are known as conversion cost as 
these cost are required to convert the raw materials into finished goods. The 
general manufacturing cost components are shown in Figure 2.1. 
 
 

Factory overhead cost is the manufacturing cost that cannot be easily 
traced to a product. 

Salary or wages of staff involved in the manufacturing activity but 
cannot be easily traced to the product is classified as indirect labour. 

Direct labour comprises of labour costs that can be easily traced or 
identified to a product. 
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Figure 2.1: Manufacturing cost components 
 

 

2.2.2 Product Cost and Period Cost  

 
 

For a manufacturer, product cost comprises of direct materials, direct labour and 
factory overheads. This cost is reported in the balance sheet as assets (inventory) 
as long as the product is not sold. When the product is sold, the cost will be 
reported as an expense (cost of goods sold) in the income statement. 
 

 

Period cost is the cost deducted from income in the period the cost is 
incurred. 

Product cost is the cost related to the purchase or manufacture of a product. 

Identify a manufacturing firm in your area. What are the products that 
are produced by the firm? Determine the factory costs that can be 
identified as: 

(a) Direct materials; 

(b) Direct labour; and 

(c) Factory overheads. 

 

ACTIVITY 2.1 
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Period cost is also reported as operating cost in the income statement of a 
manufacturing or merchandising firm. This cost will not be included in the 
purchase cost or manufacturing cost of a product. Examples of period costs are 
the selling expenses (salary and commission of salespeople) and administration 
costs. 

2.2.3 Variable Cost and Fixed Cost 

The classification of costs into variable costs and fixed costs is used for the 
purposes of planning. Normally, we would want to know the effect of a change 
in the activity level (sales unit) on cost in the business planning activity. 
 
(a) Variable Cost 

 

 
 
Activity level refers to any kind of business operation's measurement. In a 
manufacturing or merchandising firm, the activity level normally refers to the 
production or sales level. In a firm that produces pots, the cost of clay used to 
make the pot is the variable cost. Assuming the cost of clay to produce one pot is 
RM6.00. The total cost will increase by RM6.00 for every unit produced. Other 
examples of variable cost are: 

 Direct material cost to produce one unit of product. 

 Direct labour cost to produce one unit of product; and 

 Commission payable to the salesperson (commission is normally paid based 
on the number of units sold). 

Figure 2.2 shows the relationship between the level of activity and variable cost. 
 

 

Variable cost is the cost that changes directly with the change in 
activity level. 
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Figure 2.2: Relationship between the level of activity and variable cost 

 
(b) Fixed Cost 
 

 
 

The relevant range is usually referred to a range of output or a specified 
period of time. Often times, fixed costs do not change within the short-term 
period. In the long-term, most fixed costs will change. For example, rental is 
a fixed cost for a period of one year, but may change in the following year 
when the owner of the building decides to increase the rental rate. 
Examples of other fixed costs include: 

 Salary of a production supervisor and manager. 

 Depreciation of machinery used in the production activity. 

 Advertisements in the newspaper or other media. 

 Insurance of the factory. 
 

Figure 2.3 shows the relationship between the level of activity and fixed 
cost. 

 

Fixed cost is a constant cost and would not be influenced by changes in 
the activity level within the relevant range. 
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Figure 2.3: Relationship between the level of activity and fixed cost 

 
Nevertheless, it must be remembered that not all costs are strictly variable or 
fixed. Many costs are mixed in nature  they have both fixed and variable 
components. 
 

 

2.2.4 Direct Costs and Indirect Cost 

The classification of direct costs and indirect costs depends on the purpose of the 
cost used or the cost object.  
 

 
 
If the purpose of the cost used is to calculate the cost of a product, the direct cost 
is the cost that can be traced directly to the product. This includes direct 
materials and direct labour costs. 

Direct cost is the cost that can be easily traced to a specific object (whether 
product, service or department). 

By using the example of the same factory from Activity 2.1, identify the 
variable costs and fixed costs of that company. During its operational 
period, would the fixed costs change? If yes, why? What conclusions 
can you make about the fixed costs of that company?  

ACTIVITY 2.2 
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You must remember that although this cost cannot be directly traced to the 
product, it is still required to produce the product. This cost is normally known 
as the factory overhead cost. 
 

 
 
Try the following exercises before we proceed with the discussion on the 
measurement of cost behaviour. 
 

 
 
 
 

Indirect cost is the cost that cannot be traced to the cost object and must be 
allocated to the product by using a certain basis. 

Is the salary of a maintenance supervisor assigned to the Maintenance 
Department a direct cost or indirect cost? Why? 

ACTIVITY 2.3 

1. List the purposes of cost information. 

2. State whether the following costs are fixed costs or variable costs, 
period costs or product costs.  

 
Cost Answer 

a. 
b. 
c. 
 

d. 
e. 
f. 
 

g. 

Salary of a production supervisor in a factory. 
Cost of nails used in producing furniture. 
Depreciation of computers used in administrative 
work. 
Rental paid for a factory's equipment. 
Commission paid to a salesperson. 
Salary of staff directly involved in the production 
activity. 
Advertising expenses to promote a product. 
Depreciation of a van used in transporting the factory 
workers. 

 

EXERCISE 2.1 
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  ESTIMATING COST FUNCTION 

As mentioned earlier, many costs have both the variable and fixed components. 
Accounting records usually show the total cost. Thus, it is necessary that the 
costs are separated into the variable and fixed components, or to determine the 
cost function. Cost function can be estimated by using several methods. One of 
them is by using the high-low method. 
 

 
 
This method selects the point that has the highest and lowest value as its moving 
cost together with the cost value. Then, the cost function is determined by using 
the following equation: 
 

Y = a + bX 

 

2.3 

The high-low method segregates the costs into variable cost and fixed cost by 
analysing the changes between the highest cost and the lowest cost. 

 
3. Syarikat Doeramoni sells computers and computer accessories. The 

company reports these two sections separately in its financial report. 
Classify these items into direct cost/indirect cost and variable cost/fixed 
cost: 

 

Items 
Direct 
Cost    

Indirect 
Cost 

Variable 
Cost 

Fixed 
Cost 

a. Shop rental of Syarikat Doraemoni.     

b. Shop's electricity cost if only one bill is 
issued for the whole shop. 

    

c. Cost of computers purchased to be 
sold to customers. 

    

d. Insurance policy for the shop.     

e. Transportation cost for the computer 
accessories purchased from overseas. 
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where Y is the total cost, a is the fixed cost, b is the variable cost per unit and X is 
the number of units. See the following example in order to help you understand 
how a cost function is estimated: 
 
Example 2.1: 
 

Fague Sdn Bhd is the manufacturer of product X. It has a factory in Ipoh. Table 
2.1 shows the machine hours used for producing product X and the factoryÊs 
electricity cost for each month for the year 2009: 
 
Table 2.1: The Machine Hours Used for Producing Product X and the FactoryÊs Electricity 

Cost for Each Month for the Year 2009 

Month Machine Hours (Hours) Electricity Cost (RM) 

January 32,000 66,340 

February 37,000 71,000 

March 34,000 68,900 

April 40,000 72,343 

May 45,000 76,679 

June 42,900 74,444 

July 35,000 69,100 

August 30,000 64,200 

September 36,000 70,434 

October 47,000 77,090 

November 55,000 80,450 

December 50,000 78,600 

 
Based on the information above, calculate the variable electricity cost per unit 
and the total fixed electricity cost for the Ipoh factory, and thereafter determine 
the cost function. 
 
The following are the steps to resolve the problem above. 
 

Step 1: Identify the period that has the lowest and highest activity level 
 The lowest activity level was in August, with 30,000 machine hours 

and electricity cost of RM64,200. The highest activity level was in 
November with 55,000 machine hours and electricity cost of 
RM80,450. 

 
Step 2: Analyse the changes in both activities to estimate the variable cost 

The difference in cost (in RM) for both of these points is divided with 
the changes in activity (in unit) to estimate the variable cost. The 
formula is: 
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Variable cost = 
Changes in cost (RM)

Changes in activity (unit)
  

 = 
RM80, 450 RM64,200

55,000 30,000
  

 = 
RM16,250

25,000
 

 = RM0.65 per unit 
    

Step 3: Determine the fixed cost 
  Fixed cost can be calculated by selecting the highest point or the 

lowest point and deducting the variable cost from the total cost. 
 
If the highest point is selected: 

 

Total cost =  Fixed cost + Variable Cost 

RM80,450 =  Fixed cost + (55,000 machine hours  RM0.65) 

Fixed cost =  RM80,450   RM35,750 
 =  RM44,700 

  
  If the lowest point is selected: 
 
 Total cost =  Fixed cost + Variable Cost 

 RM64, 200 =  Fixed cost + (30,000 machine hours  RM0.65) 

 Fixed cost =  RM64,200  RM19,500 
  =  RM44,700  
 
 
Step 4: Determine the cost function 
 The cost function for the factoryÊs electricity cost is as follows: 
 

Y  =  RM44,700    +   RM0.65X 

    
    
 

Y or the total electricity cost is a dependent variable and is usually plotted on the 
vertical y-axis, if shown graphically. The total cost will depend on the activity 
level. In this example, when the machine hours increase, the electricity cost will 
also increase. 

X is an independent variable and is plotted on the horizontal x-axis. This variable 
will cause changes to total cost. If a graph is plotted using the high-low method, a 
straight line will be drawn to join both these highest and lowest points. The 
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gradient of the line is the variable unit cost. The cost function can be used, for 
example to prepare a budget.  
 
If Fague Sdn Bhd estimates that 38,000 machine hours is needed in January 2010, 
 
Total cost  = RM44,700 + RM0.65(38,000) 
 =  RM69,400 
 
The high-low method is easy and simple to be applied. However, as not all the 
points are taken into account when calculating the cost function, the two points 
selected (that is the highest and lowest point) might not be able to reflect all the 
points. Therefore, the cost function obtained might not be accurate. This method 
is also not suitable when the cost function is not linear. 
 
Other methods of estimating the cost function include the „scatter graph‰ 
method and the „regression‰ method. The scatter graph method determines the 
cost function by plotting the data points on the graph a fitting the best fit line to 
the points based on observation. The regression method is a statistical way to 
find the best fit line. 

2.3.1 Cost Driver 

As stated in sub-topic 2.2.4, costs can be divided into direct cost and indirect cost 
(overhead). Direct costs which can be directly traced to a cost object will be 
directly charged to the cost object. This process is known as cost tracing. For 
example, the direct labour cost which can be traced directly in manufacturing a 
refrigerator (cost object) will be directly charged to the refrigerator cost. 
 

When the indirect cost/overhead cannot be traced directly to its cost object, it 
will be allocated to the cost objects by using a particular basis which is the most 
appropriate for the business. 
 

Cost allocation is the process of charging the indirect cost to its cost object. For 
example, there are factory supervisors that supervise the production of several 
products of a company. The salaries of these factory supervisors are classified as 
overheads as the costs cannot be traced directly to the individual products (cost 
objects). The supervisorsÊ salaries must be distributed to the products by using 
the most appropriate method that can show the link between the cause and effect 
of the cost object. Assuming that the company had selected to allocate the 
supervisors' salaries by using machine hours used by each product as the 
supervisions are related to the number of production machine hours of the 
products. The machine hour is known as the cost driver or allocation base of the 
product. 
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There are several criteria in selecting the cost driver, which are:   

 Physical link (for example direct raw material cost) 

 Contractual agreement (for example the telephone usage charges which are 
based on usage per minute). 

 Based on logic (for example the ordering cost which is linked to the number 
of orders made). 
 

Test your understanding on the cost behaviour measurement through the 
following exercises. 
 

 

 
 
 
 
 
 

Salamiah, the management accountant of Syarikat Paparazzi Sdn Bhd 
is analysing the cost behaviour of repairing machines for the business. 
The following are information for the machine working hours and the 
repair costs for the past 12 months.   
 

Month Machine Hours Repair Cost (RM) 
January 90,000 185,000 
February 110,000 220,000 
March 100,000 200,000 
April 120,000 240,000 
May 85,000 170,000 
June 105,000 215,000 
July 95,000 195,000 
August 115,000 235,000 
September  95,000 190,000 
October 115,000 225,000 
November  105,000 180,000 
December 125,000 250,000 

 

Based on the information above, you are required to: 

(a) Estimate the cost function by using the high-low method. 

(b) If Salamiah estimates that Syarikat Paparazzi  will be using 90,000 
machine hours in the following month of January, calculate the 
repair cost for that month by using the function obtained in (a). 

 

EXERCISE 2.2 
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 The cost concept used depends on the purpose the cost is used.  

 Cost information is used as performance measurement and inventory 
valuation, planning, control and decision making.  

 The manufacturing cost components are direct material, direct labour and 
factory overhead costs.  

 The product cost is the cost that is related to the product produced or 
purchased.  

 Period cost is the cost that is reported as expenses in the period charged.  

 Fixed cost is the cost that would not change with the changes in the activity 
level.  

 Variable cost is the cost that changes directly with the rate of changes in the 
activity level.  

 The high-low method segregates the costs into variable costs and fixed costs 
by analysing the changes between the highest and the lowest cost.  

 The high-low method is easy and simple to be applied but the cost function 
provided might be inaccurate as it considers only two points.  

 The process of charging direct costs to its cost object is known as cost tracing.  

 Cost allocation is the process of charging the indirect cost to its cost object.  
 

 

Conversion cost 

Cost allocation 

Cost tracing 

Direct cost 

Direct labour 

Direct materials 

Factory overhead 

Fixed cost 

High-low method 

Indirect cost 

Non-manufacturing cost 

Period cost 

Prime cost 

Product cost 

Variable cost 

 

 


