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Assignment Stage 2 
ACCT11059: Accounting, Learning & Online Communication

Step 2 – Write down some of your ideas, reflections and reactions to reading chapter 6 
“Understanding Key Cost Relationships” in the study guide.

I was terrified about reading this chapter before I started after how in depth chapter 4 was and 
hoped that this chapter would be a little easier and I did find it to be much easier to comprehend. To 
my understanding, cost objects can be any aspect of a firm which managers want to understand its 
associated cost. Attaching a firms cost to a cost object was easy for me to understand as I could 
relate back to my full time job where I currently work in the office of a local floor coverings 
business. Part of my job is entering invoices from our suppliers into the accounting package we use 
(MYOB) and to do that we need to enter each expense to the appropriate expense code. Just to 
name a few we would have, general expenses, warehouse expenses, stationery and office supplies, 
car expenses, contractors, wages, repairs & maintenance for shop and also for each individual work 
vehicle. We need to be able to allocate the cost of running each individual vehicle by separating the 
cost associated with that vehicle into fuel expenses & repairs and maintenance for example.

When reading about the products of a firm as a cost object and how we can understate or overstate 
the firm’s profit for the period by incorrectly allocating the cost of the cost object (product) was 
very informative. I found it easy to understand how including cost of inventories that have not 
created revenue yet would understate the firms profit and how selling the product but not including 
the cost of this product would overstate the firms profit for a period. The study guide went on to say
that to avoid this happening we would put the cost of the inventory as an asset and only include 
them as an expense once they are sold, then this expense would turn into “cost of goods sold”. This 
concept was familiar to me and was fairly easy to understand however some questions I did have 
with regards to this was how would the firm know which stock is generated from stock from what is
ordered in directly for customers for immediate collection? I am assuming that this may happen at 
the end of the financial year after the firm knows how much stock they have sold as opposed to the 
previous year? Which would then turn these assets into “cost of good sold” in the expenses.

Direct and indirect cost was pretty straight forward to understand. With direct cost being any cost 
whether it be materials or labour that are associated directly with a service or product and indirect 
cost being cost that do not directly have an impact on the product or service but are just as 
important. At my work I could relate back to this with the direct cost being the cost of the carpet, 
vinyl, timber, tiles, blinds, the freight charges to get the products to the shop and the labour to install
the floor coverings. Some indirect cost could include electricity and the office staff wages, of which
are not directly related to the cost of the products but are still required for the running of the 
business.

Product cost are cost that have been allocated to products and all other cost of a business not 
directly attached to the product or service are usually classified as a period cost. I had a light bulb 
moment how Martin mentioned that the product cost are seen as an expense in a firms accounts and 
the period cost are included as an expense in the firm’s accounts in the period in which they occur. I
guess I could relate back to electricity charges, wages and rent for example being a period cost and 
this being accounted for in the period in which the expense occurs. 

I found it interesting how prior to items being sold that they are listed as an asset however, this does
make sense to me now because if you have a product sitting there you “own” it therefore it would 
be classified as an asset to your firm until it is sold, to which then it would be classified as an 
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expense to the product sold. Allocating indirect cost to products seems a bit tricky. There are so 
many indirect cost within a firm so how can we know where to appropriately allocate them? I also 
thought that each indirect cost would have to be a fixed figure and not sure how much of these cost 
would be estimated in attaching them to products, for example electricity and wages are an actual 
cost.

There seemed to be various types in which we attach the overhead cost to cost objects which was 
daunting and quite complex for me to understand each method. I am sure that each business would 
need to use the appropriate method for their business activities. There are a lot of overhead cost that
would need to be allocated to each individual department within a firm. This makes sense to apply 
the appropriate cost to the different departments to accurately display profit/loss for that department
or product. For example in my workplace, if we allocated the forklift expenses to the expenses of 
the shop front this could mislead management into believing that there is a problem with 
administration and sales efficiency in the shop department. This could incorrectly lead to a 
managements decision to cut staff wages as the expenses would be higher in this department.

Functional based costing systems to my understanding is the allocation of overhead cost based on a 
presumed or estimated functional relationship between the cost and how they incurred in various 
production and service departments. I found this concept very hard to grasp, but to my 
understanding I believe that this costing system would work better for manufacturing companies 
where they could base the cost between the product on the amount of hours it took to develop the 
product. I am still a little confused with functional based costing systems, as I do not think that it 
would be very accurate for every type of business.

If I relate back to my firm “Gfinity” a leading electronic esports company and how they would use 
functional based costing system for their overhead cost, so many questions come to mind. What 
would actually be considered as overhead cost for this type of industry? Would it be the amount of 
hours they spend on each individual department? Maybe the electricity and depreciation of the 
plant, property and equipment as well could be apportioned. Gfinity provide a service for live 
streamed events so would these cost be determined based on previous years using the functional 
based costing system? These overhead cost would then need to be separated into the different 
departments, such as the Gfinity arena, Xbox application and website cost.

I also learnt that activity based costing systems (ABC) are more accurate in connecting indirect cost
to products compared to functional based costing systems. To me this method seems far more 
accurate solely because it is based on the actual activity level alone and the overhead cost applied 
accordingly. 

Fixed and variable cost was pretty easy to understand. Fixed cost being cost that will stay consistent
even through different activity levels and variable cost being cost that may vary with activity levels.
If I think back my work again the variable cost would be the cost of freight to get the carpet, vinyl 
tiles etc sent to us. This would be based on the quantity of product purchased, e.g. How much carpet
and how many tiles. Obviously, the greater quantity the higher the freight charges would be.

Cost-volume-profit analysis was pretty hard to follow in the study guide and I still do not quite 
understand this concept completely yet. To my now understanding, it is the estimation of the break-
even point in a company, meaning how much money would someone need to make to cover their 
cost. Can’t this really only be reliable if the cost are a fixed price?
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Contribution margin was good to learn about. It is basically the total sales – variable cost. The 
contribution margin ratio can be calculated by dividing the contribution margin by the sales revenue
to make up a percentage. This shows the portion of each dollar of sales that is not being used up in 
variable cost. This is the amount available to cover fixed cost and contribute to profit.


