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Message

President and Chief Executive
ICMA Pakistan

In today’s competitive world, the cost efficiency has major impact on achieving
competitiveness, profitability and global penetration. The Cost Accounting
Standards issued by ICMA Pakistan help the organizations to achieve cost
efficiency by ensuring optimum utilization of resources.

The standardization in the application of cost accounting practices helps in
cost classification, cost allocation, price setting of products and services. These
standards would also helpful in capacity determination and decision making.

The Cost Accounting Standards developed and issued by ICMA Pakistan help
the government in project planning, monitoring and control. On the basis of
such standards, the regulators may determine the tariff of various services
based on cost efficiency model. These standards facilitate financial accounting
systems to systematically accumulate and report expenditures incurred and
ensure proper allocation of direct and indirect costs to product and services.
These standards will facilitate the industry, trade and businesses in the
preparation of business feasibilities and cost management.

In order to regulate, promote and continuous updation of these standards,
the Institute with the representation of government, regulators and industry
has formed a

‘Cost Accounting Standards Board’

[, on behalf of the Council of the Institute, appreciate the efforts of Technical

Support Committee of the Institute for developing these standards and also
acknowledge the inputs of members.

Zia ul Mustafa, FCMA



Preface
Vice President and Chairman Technical Support

and Practice Development Committee
ICMA Pakistan

I am delighted to present the first ever edition of Cost Accounting Standards
in a shape of booklet. The development of Cost Accounting Standards for
the benefit of professional accountants in particular and other professionals
in general was long awaited desire of our members, both in practice and
in employment.

In today’s stringent business environment, achieving efficiency through cost
reduction becomes a major competitive edge which can help businesses
enhance local market share and penetrate into global market. The cost
accounting techniques and practices will also help the businesses in ensuring
optimum utilization of resources and operational efficiency.
We believe that adoption of these standards will ensure cost efficiency and
through a built-in cost reporting mechanism, the management will have
better understanding of business performance.

In addition to industry at large, the standard will specially facilitate following
sectors which in accordance with Companies Ordinance, 1984 are required
to maintain Cost Accounting Records:

e Cement ® Polyester Fiber

® Sugar ® Fertilizer

® Vegetable Chee/ Cooking Oil ® Petroleum Refining
® Natural Gas ® Thermal Energy

The Securities and Exchange Commission of Pakistan has issued the
‘Companies Cost Accounting Rules (General Orders), 2008’, requiring these
industries to maintain cost accounting records and comply with the provisions
of Companies (Audit of Cost Accountants) Rules, 1988. We believe that all
industries should be required to maintain their cost records and get them
audited by qualified Cost and Management Accountants to control costs,
eliminate inefficiencies, achieve competitiveness and increase profitability.



Being an active member of International Federation of Accountants (IFAC),
the Institute is committed to promote the profession of Cost and Management
Accounting. We hope that these standards will enhance the efficiency of
industry by maintaining a Cost Accounting System in accordance with laid
down principles.

We expect from the industry and professionals to continue providing their
inputs to improve these standards.The development of these standards is
a beginning towards gigantic objective to make Pakistani organizations
globally competitive and their products and services universally acceptable.

The Institute while striving hard to help Corporate Pakistan achieve this
objective, the availability of new cost accounting standards and updation
in existing standards in line with the international benchmarks will be a
continuous process.
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Cost Accounting Standard -1 Classification of Cost

1.1 Introduction

This standard deals with the basis of classification of costs and the practice
to be adopted for classification of cost elements with regard to its nature
and management objective. The standard aims at providing better
understanding on classification of cost for preparation of various cost
statements required for statutory obligations or cost control measures.

1.2 Objectives
The objectives of this standard include:

1.2.1  The objective of this standard is to prescribe the application of
classification of costs for ascertainment of cost of a product or service and
preparation of cost statements on a consistent and uniform basis with a view
to effect the comparability of such statements among various reporting units
with that of previous periods.

1.2.2  The classification and its disclosures are aimed at providing better
transparency in the cost statements.

1.2.3  The standard is also for better adoption of uniform costing and inter-
firm comparison.

1.3 Scope

1.3.1  The standard on classification of cost shall be applied in assessment
of cost of a product or service, application of costing technique and for
management decision making by the reporting entity.

1.3.2  The cost statement (See Annexure “A”) prepared, based on this
standard shall be used for assessment of cost of production or valuation of
product/ service or the valuation of stock to be certified for calculation of
duties and taxes, tariffs, anti-dumping measures, transfer pricing and carbon
credit etc. and other purposes, as the case may be.

1.4 Definitions
1.4.1  Activity

Activity is the actual work, task or steps performed in producing and delivering
products and services. It includes an aggregation of actions performed within
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Cost Accounting Standard -1 Classification of Cost

an organization that is useful for the purpose of activity-based costing.

1.4.2  Activity Analysis

Activity analysis is the identification and description of activities in an
organization. Activity analysis involves determining what activities are done
within a department, how many people perform the activities, how much
time they spend in performing the activities, what resources are required
to perform the activities and what customer value the activity has for the
organization. Activity analysis is accomplished with interviews, questionnaires,
observations and reviews of physical records of work.

1.4.3  Activity Based Costing

Activity based costing is the cost accounting method that measures the cost
and performance of process related activities and cost objects. It assigns
costs to cost objects, such as products or customers, based on their use of
activities. It recognizes the casual relationship of cost drivers to activities.

1.4.4 Cost

Cost is a forgoing, measured in monetary terms, incurred or potentially to
be incurred to achieve a specific objective.

1.4.5 Cost Center

Cost center means any unit of cost accounting selected with a view to
accumulating all cost under that unit. The unit may be a product, service,
division, department, section, group of plant and machinery, group of
employees or combination of several units. This may also be a budget center.

Cost centers may be divided into broad types i.e. Production Cost Centers
and Service Cost Centers. Production Cost Centers are those which are
engaged in production like Machine Shop, Welding Shop, and Assembly
Shop etc. Service Cost Centers are for rendering service to production cost
center like Power House, Maintenance, Stores and Purchase Office etc.

1.4.6  Cost Accounting System

Cost accounting system is a process and procedures that accumulates and
reports, consistent and reliable cost information and performance data from
various cost centers. The accumulated and reported data enable management
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Cost Accounting Standard -1 Classification of Cost

and other stake holders to measure and make decisions about the
organization’s/ segment’s ability to improve operations, safeguard assets,
control its resources, comply with relevant reporting requirements and
determine if objectives are being met.

1.4.7 Cost Driver

Cost drivers are the structural determinants of the cost of an activity, reflecting
any linkages or inter relationships that affect it. Therefore, we could assume
that the cost drivers determine the cost behavior within the activities,
reflecting the links that these have with other activities and relationships
that affect them.

1.4.8 Absorption Costing

Absorption costing is a method of inventory costing in which all variable
manufacturing costs and all fixed manufacturing costs are included as
inventoriable costs.

1.4.9 Variable Costing

Variable costing is a method of inventory costing in which only variable
manufacturing costs are included in inventoriable costs. It is also called direct
costing.

1.4.10 Full Cost

Full cost is the sum of all variable and fixed costs in all business functions
in the value chain including R & D, design, production, marketing, distribution
and customer services.

1.4.11 Statement of Cost

Statement of cost is a statement which is made for calculating total cost, per
unit cost and budget cost of product. All elements of cost in statement of
cost are taken from financial accounting's historical records. This statement
is also known as cost sheet.

1.5 Classification of Cost

Classification of cost is grouping of the components of cost under a common
designation on the basis of similarities of nature, attributes or relations.
Classification of cost is the arrangement of items of costs in logical groups
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Cost Accounting Standard -1 Classification of Cost

having regard to their nature (subjective classification) or purpose (objective
classification). Items grouped together under common heads may be further
classified according to their fundamental differences. Furthermore, the same
costs may appear in several different classifications depending on the purpose
of classification. Therefore, costs are classified as under:

By the nature of item (Natural classification).

By their tendency to vary with volume or activity.

By relation to accounting period to which they apply.
By their relation to departments.

By their relation to the product.

By their relation to function or activity.

By their nature as common and/ or joint costs.

By relationship to management decision making.

By nature of production process.

By relation to time.

SRS

—_— — —

—_—

S IR

[
— —

1.6 Basis of Classification of Cost
1.6.1 By the Nature of Iltem (Natural Classification)

The process of classifying costs and expenses can begin with total cost, which
may be considered as all costs or deductions from sales revenue before
income tax. The sum of all costs is termed as cost to make and sell. Typically,
total operating cost is divided into following categories:

(@) Manufacturing cost
(b) Commercial expenses

1.6.1.1 Manufacturing Cost

It is the sum of the following:

i. Direct Material

ii. Direct Labour

iii. Other Direct Cost
vi. Factory Overhead

1.6.1.1.1 Direct Material Cost

Direct material cost includes cost of procurement, freight inward, taxes &
duties, insurance etc. directly attributable to the acquisition. Trade discounts,
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Cost Accounting Standard -1 Classification of Cost

rebates, duty draw backs, refunds on account of sale tax and other similar
items are deducted in determining the cost of material.

1.6.1.1.2 Direct Labour

Direct labour cost is the labour applied directly to the material comprising
the finished product. The cost of wages paid to skilled or un-skilled workers
and assignable to a particular unit produced or service rendered, is termed
as direct labour cost. Direct labour cost comprises wages of those workers
who are conveniently and economically identified with a cost object or cost
center.

1.6.1.1.3 Other Direct Cost

Other direct cost is the cost of resources directly consumed by an activity.
Direct costs are assigned to activities by direct tracing of unit of resources
consumed by individual products, services or activities. Any cost that is
specifically identified with a single cost object.

1.6.1.1.4 Factory Overhead

Factory overhead is the indirect cost involved in the production process.
Simply all production cost other than direct material, direct labour and other
direct cost is factory overhead. Factory overhead is also termed as production
overhead, factory burden or manufacturing overhead.

1.6.1.2 Commercial Expenses
Commercial expenses fall in two broad classifications:

(@) Marketing Cost (Distribution and Selling)
(b) Administrative Cost (General and Admin)

1.6.1.2.1 Marketing Cost

Marketing cost is the cost incurred in promoting and selling products or
services to customers and prospective customers. It includes advertising,
selling, distribution, sales promotion and other selling costs etc.

1.6.1.2.2 Administrative Cost

Administrative cost is expense incurred for general management of an
organization. These are in the nature of indirect costs and are also termed
as administrative overhead.

Institute of Cost and Management Accountants of Pakistan 7




Cost Accounting Standard -1 Classification of Cost

1.6.2  Cost in their tendency to vary with Volume or Activity

Some costs vary directly in relation to changes in the volume of output,
while others remain fixed in amount. Direct material and direct labour are
generally listed among the variable costs. Factory overhead and non-
manufacturing costs, however, must be examined with regard to items of
a variable and fixed nature. The division is a necessary prerequisite to
successful budgeting and intelligent cost planning and analysis. Under this
classification cost may be classified as variable cost, fixed cost, semi variable
cost and step fixed cost.

1.6.2.1 Variable Cost
Variable costs show the following four characteristics:

(@) Variability of total amount in direct proportion to volume.

(b) Comparatively constant cost per unit within a relevant range.

(c) Easy and reasonably accurate assignment to operating departments
or cost centers.

(d) Control of their incurrence and consumption by the responsible
departmental/ cost center head.

1.6.2.2 Fixed Cost
The characteristics of fixed cost are:

(@) Remain unchanged in total over the relevant range.

(b) Change per unit with change in volume of output.

(c) Assignment to departments/ cost centers is often made on
arbitrary managerial decisions or cost allocation methods.

(d) Control of incurrence mostly rests with executive management
rather than operating supervisors.

1.6.2.3 Semi Variable Cost

Semi variable cost is a cost that contain both the elements, fixed as well as
variable; hence such costs are termed as semi variable cost. Semi variable
cost is often characterized by a fixed rupee amount, below which, it will
not fall at all relevant level of output. Whereas the variable element changes
with changes in volume of output. They are partly affected by fluctuation
in the level of activity.
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Cost Accounting Standard -1 Classification of Cost

1.6.2.4  Step Fixed Cost

Step fixed cost is a cost function in which the cost remains the same over
various ranges of the level of activity, but the cost increases by discrete
amounts (that increases in steps) as the level of activity changes from one
range to the next.

1.6.3 Cost with respect to accounting period to which they apply
Expenditure can be divided into two broad classes:

(@) Capital Expenditure
(b) Revenue Expenditure

1.6.3.1 Capital Expenditure

Capital expenditure is intended to benefit future periods and is classified
as an asset.

1.6.3.2 Revenue Expenditure

Revenue expenditure benefits current periods and is classified as an expense.

1.6.4 By their Relation to Departments

A business may be organized along departmental lines or cost centers for
management and control purposes. This departmentalization is the basis for
the important classification and subsequent accumulation of costs by
departments/ cost centers to achieve, (1) Cost budgeting by cost centers
with responsibility accounting and control and (2) A greater degree of reliable
costing. Following classification is used in this connection:

(@) Production Department Cost.
(b) Service Department Cost.

1.6.4.1 Production Department Cost

Production department cost relates to the cost associated with producing
departments in which manual and machine operations are performed directly
upon any part of the product manufactured. More specifically, producing
departments are those, whose costs may be charged to the product because
they have contributed to its production. Such as, machining, forming,
upholstering, cutting, assembling etc. In many cases, producing departments
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Cost Accounting Standard -1 Classification of Cost

are further sub-divided into cost pools. Where two or more different types
of machines perform operations on a product within the same department.
Such breakdown into cost center’s or cost pools increases the accuracy of
the product cost. For example in the manufacturing of cotton yarn and cloth,
the producing department, carding may be broken down into cost centers
or cost pools such as, opening cotton bales, picking, carding and drawing.

1.6.4.2 Service Department Cost

Service department cost is a cost incurred in the operation of service
departments, represents a part of total factory overhead and must be absorbed
in the cost of the product by means of the factory overhead rate. Service
department is one that is not directly engaged in production, but renders
a particular type of service for the benefit of other departments. In some
industries, service departments benefit other service departments as well as
the producing departments. Common service departments are administration,
HR, Internal audit, receiving, inspection, storeroom, maintenance,
timekeeping, cost accounting, budgeting, MIS & data processing, general
office, cafeteria and plant protection. Service department cost is prorated
to producing departments and/ or service departments. These prorated costs
are also termed as indirect departmental charges.

1.6.5 By their relation to the Product

The elements of manufacturing costs are direct material, direct labour, other
direct costs and factory overhead. Cost may be classified as follows:

(@) Prime Cost
(b) Conversion cost
1.6.5.1 Prime Cost
Prime cost is combination of direct material, direct labour and other direct
costs associated with the product or service.
1.6.5.2 Conversion Cost

Conversion cost is the combination of direct labour cost and factory overhead.

1.6.6 By their relationship to Function/ Activity
Cost shall be classified according to the following major functions:

(a) Production
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(b) Administration

(c) Marketing

(d) Distribution

(e) Research & Development

1.6.6.1 Production Cost

Production cost is the cost of all items involved in the production of a product
or rendering a service. It includes all direct and indirect costs related to the
production.

1.6.6.2 Administration cost

Administration cost is expense incurred for general management of an
organization. These are in the nature of indirect costs and are also termed
as administrative overhead.

1.6.6.3 Marketing cost

Marketing cost is the cost incurred in promoting and selling products or
services to customers and prospective customers. It includes advertising,
selling, distribution, sales promotion and other selling costs etc.

1.6.6.4 Distribution Cost

Distribution cost is the cost incurred in handling a product from the time
it is completed in the work premises until it reaches the ultimate consumer.
It can be divided in two parts:

(@) Primary Distribution Cost
(b) Secondary Distribution Cost

1.6.6.4.1 Primary Distribution Cost

Primary distribution cost is the cost incurred on basic material that contains
the product and is included in the cost of direct material. For example, in
pharmaceutical industry, cost incurred on the strip which contains the tablets
is primary distribution cost. The cost incurred on the strip is to be included
in product cost.

1.6.6.4.2  Secondary Distribution Cost

Secondary distribution cost incurred in handling of product from the time
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it is completed in the work premises until it reaches the ultimate consumer.

1.6.6.5 Research & Development Cost

Research & development cost is the cost for undertaking research to improve
quality of a present product or improve manufacturing process, develop a
new product, market research etc. and commercialization thereof. While
research cost comprises of cost incurred on development of new product/
process and improvement of existing product/ process, Development cost
includes the cost incurred for commercialization/ implementation of research
findings.

1.6.7 By their Nature as Common and/ or Joint cost

Joint costs are the common cost of facilities or services employed in the
output of two or more simultaneously produced or otherwise closely related
operations, products or services.

When a production process is such that from a set of same input, two or
more distinguishably different products are produced together, products of
greater importance are termed as joint products and products of minor
importance are termed as by-products. The costs incurred prior to the point
of separation of the products are termed as joint costs. For example, in a
petroleum refinery industry, petrol, diesel oil, kerosene oil, tar coal etc. are
produced jointly in the refinery process. The Joint or common costs are
allocated to main or by- products on appropriate basis.

1.6.8 By Relationship to Management Decision Making

For the purpose of management decision making, costs are classified as
under:

Marginal Cost
Differential Cost
Opportunity Cost
Replacement Cost
Relevant Cost
Imputed Cost
Sunk Cost

Normal Cost
Abnormal Cost

Ta
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Cost Accounting Standard -1 Classification of Cost

(j) Avoidable Cost
(k) Unavoidable Cost

1.6.8.1 Marginal cost

Marginal cost is the aggregate of variable costs, i.e. prime cost plus variable
overhead. Marginal cost per unit is the change in the amount at any given
volume of output by which the aggregate cost changes if the volume of
output is increased or decreased by one unit. The part of the cost of one
unit of product or service that would be avoided if that unit was not produced,
or that would increase if one extra unit were produced.

1.6.8.2 Differential Cost

Differential cost is the change in cost due to change in activity from one
level to another. Differential Cost is found by using the principle which
highlights the points of differences in costs by adoption of different alternatives.
When the level of activity is increased, the differential cost is known as
incremental cost and when the level of activity is decreased, the decrease
in cost is known as decremental cost.

1.6.8.3 Opportunity Cost

Opportunity cost is the value of the alternatives foregone by adopting a
particular strategy or employing resources in specific manner.

1.6.8.4 Replacement Cost

Replacement Cost is the cost of replacing an asset in the current market.
Replacement cost is generally used for determining the optimum time for
replacement of an equipment or machine in consideration of maintenance
cost of the existing one and its productive capacity.

1.6.8.5 Relevant Cost

Relevant cost is expected future cost that differs among the alternative
courses of action, being considered. They must occur in future decision
deals with selecting a course of action based on its expected future results
and differ among the alternative course of action. Cost that does not differ
will not matter and hence will have no bearing on the decision being made.
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1.6.8.6 Imputed Cost

Imputed cost is hypothetical or notional cost, not involving cash outlay,
computed only for the purpose of decision making.

1.6.8.7 Sunk Cost

Sunk cost is cost which has been irreversibly incurred or committed prior
to a decision point, and cannot therefore be considered relevant to subsequent
decisions.

1.6.8.8 Normal Cost

Normal cost includes those items of cost which occur in the normal situation
of production process or in the normal environment of the business. The
normal idle time is to be included in the ascertainment of normal cost.

1.6.8.9 Abnormal Cost

Abnormal cost is an unusual or a typical cost whose occurrence is usually
irregular, unexpected and due to some abnormal situation.

1.6.8.10  Avoidable Costs

Avoidable costs are those cost which, under given conditions of performance
efficiency, shall not have been incurred. Avoidable costs are logically associated
with some activity or situation and are ascertained by the difference of actual
cost with the happening of the situation and the normal cost.

1.6.8.11 Unavoidable Costs

Unavoidable costs are inescapable costs which are essentially to be incurred,
within the limits or norms provided for.

1.6.9 By nature of Production Process
Costs under this classification are categorized as follows:

(@) Batch Cost.

(b) Process Cost.
(c) Operation Cost.
(d) Contract Cost
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1.6.9.1 Batch Cost

Batch cost is the cost associated with a batch of similar articles which maintain
their identity throughout the production but is not traceable to an individual
item within the batch. The unit cost of the batch of goods can be calculated
by dividing batch cost by the number of units produced in that batch.

1.6.9.2 Process Cost

Process cost is a method of costing something that is manufactured from a
series of continuous processes, where the total costs of those processes are
divided by the number of units produced.

1.6.9.3 Operation Cost

Operation cost is the cost of a specific operation involved in a production
process or business activity. When there are distinctly separate operations
involved in a process, cost for each operation is found out for effective
control mechanism.

1.6.9.4 Contract Cost

Contract cost is a form of specific order costing in which costs are attributed
to individual contracts.

1.6.10 Classification by Time

A cost item related to a specific period of time and cost can be classified
as follows:

(a) Historical
(b) Pre-determined
(c) Standard
(d) Estimated

1.6.10.1  Historical Cost

Historical cost are the actual costs of acquiring assets or producing goods
or services. These are costs ascertained after they have been incurred and
they represent the cost of actual operational performance.
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