
Chapter 20: Cost Accounting Basics – Types of 
Costs

Introduction
Cost accounting is a critical component of financial management in any business 
or organization. It provides the necessary tools and techniques for determining 
the cost of products, services, and operations, aiding managers in planning, 
controlling, and decision-making. For engineering students, especially in fields like 
Computer Science, understanding cost accounting is essential when working in 
roles that involve project budgeting, cost estimation for software development, 
resource optimization, and financial planning.

This chapter explores the basics of cost accounting, focusing primarily on the 
types of costs—a foundation for deeper study and practical application in 
business or entrepreneurial ventures.

20.1 What is Cost Accounting?
Cost accounting is the process of recording, classifying, analyzing, summarizing, 
and allocating costs associated with a process. Unlike financial accounting, which 
focuses on reporting to external stakeholders, cost accounting provides internal 
stakeholders with detailed cost information to aid in strategic decisions.

Objectives of Cost Accounting:

 Ascertainment of cost
 Cost control and cost reduction
 Profitability analysis
 Inventory valuation
 Assisting in budgeting and forecasting



20.2 Classification of Costs
Costs can be classified based on different attributes depending on the purpose. 
The most common types include:

20.2.1 Based on Nature/Elements
 Direct Costs: Costs that can be directly attributed to a specific product, 

service, or project.

o Examples: Raw materials, direct labor, specific software licenses.
 Indirect Costs (Overheads): Costs that cannot be directly traced to a single 

product or service.

o Examples: Office rent, general administration expenses, electricity for 
the whole office.

20.2.2 Based on Function
 Manufacturing/Production Costs: Related to production (e.g., machine 

maintenance, factory salaries).
 Administrative Costs: Costs related to the general management of the 

business.
 Selling and Distribution Costs: Costs for promoting and delivering the 

product.

20.2.3 Based on Behavior

These help in understanding how costs change with output:

 Fixed Costs:

o Do not change with output in the short term.
o Examples: Rent, salaries of permanent staff, depreciation.

 Variable Costs:

o Vary directly with the level of production.
o Examples: Raw materials, packaging.

 Semi-variable (Mixed) Costs:

o Contain both fixed and variable components.
o Example: Electricity bill (basic charge + usage-based cost).



20.2.4 Based on Identifiability
 Traceable Costs: Specifically related to a particular cost object.
 Common Costs: Costs incurred for multiple cost objects and not traceable 

to a single one.

20.2.5 Based on Relevance for Decision-Making
 Relevant Costs: Future costs that will differ between alternatives.

o Used in decision-making.
 Irrelevant Costs: Do not affect the decision outcome.

o Examples: Sunk costs.

20.3 Other Special Types of Costs
20.3.1 Opportunity Cost

 The benefit foregone by choosing one alternative over another.
 Example: If a CSE graduate starts a startup instead of taking a ₹10 LPA job, 

the opportunity cost is ₹10 LPA.

20.3.2 Sunk Cost
 A cost that has already been incurred and cannot be recovered.
 Example: Money spent on training a developer who later quits.

20.3.3 Marginal Cost
 The additional cost incurred in producing one more unit of output.
 Helps in pricing and production decisions.

20.3.4 Controllable and Uncontrollable Costs
 Controllable: Can be influenced by a manager.
 Uncontrollable: Cannot be influenced (e.g., statutory taxes).

20.3.5 Imputed Costs
 Not actually incurred but considered for decision-making.
 Example: Imputed rent for using owned property.

20.3.6 Incremental and Differential Costs
 Incremental Cost: Additional cost due to change in level of activity.



 Differential Cost: Difference in cost between two alternatives.

20.4 Importance of Cost Classification
 Helps in Budgeting: Different costs affect budgets differently.
 Enables Pricing Decisions: Understanding variable and fixed costs is 

essential in setting prices.
 Improves Cost Control: Knowing which costs are controllable guides 

managerial action.
 Enhances Profitability Analysis: Distinguishing direct and indirect costs 

improves clarity on margins.

20.5 Real-World Applications for CSE Students
 Software Development Projects: Knowing the difference between fixed 

costs (developer salaries) and variable costs (cloud usage) helps in pricing 
SaaS models.

 Startups and Freelancing: Understanding marginal cost helps in quoting 
competitive rates.

 Product Management: Helps in evaluating profitability and optimizing 
features based on cost-benefit analysis.

 IT Infrastructure Management: Helps in optimizing server usage, licenses, 
and cloud expenses.

Summary
Cost accounting plays a vital role in efficient resource management and strategic 
planning. Understanding the types of costs—fixed, variable, direct, indirect, and 
others—is essential for making informed decisions. For BTech CSE students, this 
knowledge is especially valuable in the tech industry, where project planning, 
budgeting, and profitability are increasingly tied to technical decision-making.
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