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The purpose of this Module is to introduce the subject of cost accounting, to explain its relationship to management accounting 
and to differentiate it from financial accounting. The survival of any business depends on its ability to settle its debts as they fall 
due and on having products or services that obtain revenues higher than the costs incurred in producing and selling them. The 
type of accounting which is concerned with recording transactions with outsiders and in determining what the business owns 
and what is owed to it in comparison to what it owes to the outsiders and to the owners of the business at any given time is 
termed financial accounting. The contents are presented in a clear and unambiguous style, so that the subject matter can be 
applied both to academic problems and in practical business situations. Cost accounting is a discipline that originally arose out 
of costing and estimating practices in engineering. Its historical context has been manufacturing, as evidenced by many of the 
examples used in this COST ACCOUNTING PROGRAMME Program. Cost accounting is extensively used in a wide variety of 
businesses, including hospitals, local government, banking, retail and manufacturing. The cost accounting system is the basis 
of an internal financial information system to assist managers to make business decisions.

ABSTRACT

Introduction
The purpose of this Module is to introduce the subject of cost 
accounting, to explain its relationship to management ac-
counting and to differentiate it from financial accounting. The 
survival of any business depends on its ability to settle its 
debts as they fall due (liquidity) and on having products or 
services that obtain revenues higher than the costs incurred 
in producing and selling them (profitability).

The type of accounting which is concerned with recording 
transactions with outsiders and in determining what the busi-
ness owns and what is owed to it (assets) in comparison to 
what it owes to the outsiders (liabilities) and to the owners of 
the business (capital) at any given time is termed financial ac-
counting. Financial accounting matches the revenues earned 
in a period against the corresponding costs to measure the 
profitability of the business as a whole. Thus, financial ac-
counting assists in maintaining liquidity and recording overall 
profits of the business. Reports based on financial accounting 
provide useful information to users, the majority of whom are 
outsiders, who may be interested in the business as a whole. 
For instance, shareholders and creditors are only concerned 
with the overall profitability and viability of the business, leav-
ing managers to focus on the profitability of individual prod-
uct or service lines, using cost and management accounting 
techniques.encompassing financial accounting, cost account-
ing, management accounting, finance and taxation.

The focus of accounting has developed over time from re-
cording financial transactions to comply with legal require-
ments and for the purpose of a periodic profitability statement 
(profit and loss account) and position statement of assets, li-
abilities and capital (balance sheet) to the provision of cost 
data to assist management in the planning and control of ac-
tivities and for the purpose of decision making. Information on 
the cost incurred in producing and selling individual products 
or services is not readily available from the financial account-
ing records. When a business produces different products or 
services, without such information its managers cannot make 
sensible decisions about controlling the costs and maximiz-
ing the profits earned from a particular line of products or 
services. To obtain this information promptly, a mechanism of 

recording transactions within the business is required. Cost 
accounting provides such a mechanism to record the cost of 
resources used by an individual product/service line, either by 
identifying the direct connection (cost allocation) or by sharing 
out the common costs on a fair basis (cost apportionment).

The role of cost accounting, a discipline arising out of the 
costing and estimating practices in engineering, is vital to the 
modern business facing increasing competition. Advances in 
transportation technology have eroded the geographical bar-
riers to competition, while advances in communication tech-
nology have increased consumer awareness about alterna-
tive suppliers and their pricing. Increasingly, businesses are 
facing the challenge of operating in a ‘cost continuous’ envi-
ronment with little buffer to absorb poor cost management. 
Cost accounting assists in cost management by offering vari-
ous techniques for control and reduction of the different types 
of costs incurred by abusiness. It also helps in making the 
best use of the available resources. 

The discipline of management accounting emerged as a 
natural progression from cost accounting as the information 
requirements of business managers were better understood 
and increasingly catered for by accountants. Management 
accounting is more strategic in nature and encompasses vari-
ous accounting disciplines such as cost accounting, financial 
accounting, taxation and financial management as well as 
behavioral psychology, management science and systems 
theory. This Program focuses on Cost Accounting, rather than 
concentrating on management accounting in great depth; 
however, as management accounting employs cost account-
ing data, there is an inevitable overlap between the two.

The COST ACCOUNTING PROGRAMME Program on Cost 
Accounting has the aims of:
Þ introducing you to the main principles of cost accounting,
Þ simplifying this complex and diverse subject, and pre-

senting the subject in a straightforward and easy to un-
derstand format.

The contents are presented in a clear and unambiguous style, 
so that the subject matter can be applied both to academic 
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problems and in practical business situations. Cost account-
ing is a discipline that originally arose out of costing and es-
timating practices in engineering. Its historical context has 
been manufacturing, as evidenced by many of the examples 
used in this COST ACCOUNTING PROGRAMME Program, 
but increasingly cost accounting is being successfully imple-
mented in service industries and not-for-profit organizations 
with significant results. This reflects the fact that today cost 
accounting is vital to all 21st century businesses which face 
growing competition and globalization.

This COST ACCOUNTING PROGRAMME Program concen-
trates on the principles of cost accounting, which are funda-
mental to the understanding of the discipline and will be rele-
vant to members, students, accounts practitioners, managers 
and business people alike. However, this COST ACCOUNT-
ING PROGRAMME Program is not intended to cover specific 
costing methods such as job costing, batch costing, process 
costing or joint product costing in depth, as such methods 
are relevant to specific business situations and may be cov-
ered in other related or complementary studies or programs. 
Modules/Chapters in this Cambridge International College 
Program on Cost Accounting include:

Ø A list of Learning Objectives
v An introduction to the subject matter
v Illustrative examples to explain the procedural aspect of 

the techniques being covered

Ø A “key points” summary
v Questions for review designed to reinforce learning
v In most Modules/Chapters, Self-assessment examina-

tion-style questions
v Answers to most (but not all) the self-assessment ques-

tions, at the end of the publication 

Ø Learning Objectives
Having studied this Module you should be able to:

v explain the meaning and purpose of cost accounting
v  understand how cost accounting arises out of the need to 

make business decisions
v differentiate between cost accounting, management ac-

counting and financial accounting
v appreciate how raw data is transformed into information
v be familiar with some costing terminology

v What is Cost Accounting?
Cost accounting is extensively used in a wide variety of busi-
nesses, including hospitals, local government, banking, retail 
and manufacturing. The cost accounting system is the basis 
of an internal financial information system to assist managers 
to make business decisions. The types of business decision 
will vary with the nature of the organisation, but typically these 
could include:-

Þ whether to provide a new service

Þ whether to make or buy a product

Þ the extent to which selling prices may be altered

Þ whether to manufacture a new type of product

Þ whether to increase the levels of service provided

In an intensely competitive global marketplace, without an 
effective cost accounting system, it is doubtful whether a 
business could survive. The ability to determine the costs of 
products using product costing techniques, planning and con-
trolling the enterprise using budgeting techniques and mak-
ing decisions about the future of the organisation using ap-
praisal techniques is paramount. It is important to realise that 
no two businesses are the same. As a consequence there is 
no uniform costing system that can be implemented for all 
businesses. Appropriate cost accounting techniques may be 

selected from a range of techniques and applied according 
to circumstances. There is no law or statute governing the 
application of costing techniques. Contrast this with financial 
accounting, where all limited companies are required by law 
to produce specific prescribed financial statements.

v What are the Commonly Used Techniques?
Cost accounting techniques arise because of specific infor-
mation requirements by management. In some cases this 
could relate to how much a product costs to manufacture or 
how much a service costs to deliver. Product costing/service 
costing techniques address this question.

v Budgeting techniques 
Assist managers to quantify their future plans in monetary 
terms and enable comparisons of actual financial perform-
ance with planned. Where actual performance deviates from 
planned this may be recorded and subsequently investigated 
to ascertain the reasons why this is the case.Management 
may also wish to evaluate the way a particular product/serv-
ice has performed in the past to determine whether the organ-
isation is making best use of the resources available to it, and 
would also be interested in the future performance of existing 
and new products or services. In making an assessment as to 
the viability of a particular product or service, the level of risk 
associated with it would also have to be assessed and this 
compared with the possible rewards from the venture, with 
due regard to management’s attitude to differing levels of risk. 

v Appraisal techniques
Assist management to address this matter. The techniques in-
troduced in subsequent Modules/Chapters will be introduced 
under the broad headings of product costing, budgeting and 
appraisal. They arise primarily out of the requirement to ad-
dress the information needs of the organisation and provide 
the data for subsequent analysis by management.

These three headings reflect the activities of managers: they 
plan (budget), measure the results of their plans (record ac-
tual product/service costs) and assess the success of those 
plans (appraisal). Diagrammatically the cost accounting tech-
niques dealt with in this text are shown in Figure 1.

v The Scope of Cost Accounting
As we have explained, cost accounting techniques arise be-
cause of specific information requirements by management. 
Examples of information required by management and infor-
mation provided by a typical costing system are shown in the 
Table below.
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Summary
Cost accounting comprises a range of techniques for the pur-
pose of:

v Cost ascertainment, cost control and cost reduction.
v Cost accounting systems and financial accounting sys-

tems are different.
v Cost accounting is in effect for internal use. Financial ac-

counting forms the basis of external reporting and is for 
stewardship purposes.

v  Cost accounting systems provide information to manage-
ment for planning, control and decision making.

v Financial accounting is concerned with types of expendi-
ture for the purpose of an overall profitability statement 
and statement of assets and liabilities.

v Cost accounting is dealt with in this text within three broad 
headings of product costing, budgeting and appraisal.

v They arise primarily out of the need to address the infor-
mation needs of the organization.

v Costing information is not mutually exclusive. It may be 
used for many purposes.




