256 Economics: Yesterday, Today and Tomorrow. 2020, Vol. 10, Is. 2A

UDC 33 DOI: 10.34670/AR.2020.15.45.024
Foundation of cost accounting and control system

Aleksandra S. Kozlova

Student of the International Finance Faculty

Financial University under the Government of the Russian Federation,
125993, 49, Leningradskii ave., Moscow, Russian Federation;

e-mail: Aleksandra98.a@yandex.ru

Abstract

In order to reorient accounting system in our country to international accounting standards, it
IS necessary to study the experience of managing accounting in other countries with market
economies, widely using such a system of production accounting as “Direct costing”. That article
accumulates the main issues of the system, as well as some theoretical aspects. The main
advantage of the system “direct costing” is that on the basis of the information obtained in it, you
can make operational management decisions. First of all, it concerns the possibility to carry out
an effective price policy, dumping policy.

Having accounting data on the limited cost and amounts of coverage (marginal income) for
products, you can solve such management tasks as optimizing the range of products in the
presence of bottlenecks, the feasibility of taking an additional order at prices below the usual, to
produce components themselves or buy on the side, determining the optimal size of the batch or
series of parts (products), selection and replacement of equipment, etc.
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Introduction

The main feature of Direct Costing is that the cost of industrial production is taken into account
and planned only in terms of variable costs. Variable costs are collected in a separate account and
debited periodically to the Profit and Loss account. On variable costs are also estimated balances of
finished products in warehouses work in progress. In our country, the system of full cost accounting is
used, and until recent times there was no experience of practical application of the “Direct costing”
system. That is why that topic of article is so relevant nowadays.

The direct costing system is a system of production (management) accounting based on the
classification of costs for fixed, periodic and variable (product) and includes cost accounting by their
types, places of origin and cost carrier, accounting for the results of productive activities.

“Direct costing” allows to solve the question of the validity of planning and rationing of the value
of fixed (overhead) costs, as the amount of these costs for each specific period is shown in the income
statement as a separate line, which clearly shows their impact on the amount of profit. In the application
of “Standard-costing” in the system of “Direct-costing” set standards for fixed costs, and the basis of
flexible budgets is the establishment of different levels of fixed costs for different levels of capacity
utilization.

The system “Direct costing” allows to make the following management decisions: to optimize the
production program according to the criterion of maximum margin income; on pricing for new
products, which are sold at a certain price by a competitor; on the selection and replacement of
equipment; to produce or buy on the side of a semi-finished product; on the feasibility of taking an
additional order, etc.

The purpose of the article is to consider the system of accounting and cost control “Direct costing”
as the most important subsystem of management accounting.

As methods in the article are used: the method of scientific abstraction and empirical method,
synthesis and analysis, historical and systemic approaches.

Theoretical aspects of the cost accounting and control system at the enterprise on
the “direct costing” system

1.1 “Direct costing” as the most important subsystem of management accounting

Difficult market processes that determine the complexity of the orientation of an individual
producer, affecting fluctuations in production and sales, as well as an increase in the share of fixed
costs in their total volume significantly affect the behavior of the cost of products, and hence on profits.
As these trends increase, the demand of producers for information on the costs of manufacturing and
selling products, which are not distorted by the distribution of indirect costs and are relatively constant
per unit of output at any volume of production, increases. Such information in the form of data on the
incomplete production cost (in terms of direct, variable or all production costs) and marginal income
(the amount of coverage) — the difference between the sale price (sales revenue) and the incomplete
cost of the product or products sold as a whole gives the subsystem of management accounting “direct
costing”.

In the conditions of constantly developing market administration and managers should always take
into account operational information about what actually costs the company production, provision of
services, implementation of a certain type of activity, regardless of what is today the size of the salary
of the director or chief accountant, what are the costs of maintaining offices or other similar
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management costs. Therefore, at present, in the theory and practice of cost and profit management in
the West, the following principle of estimating the accuracy of calculation is declared and applied: the
most accurate calculation of the product is not the one that most fully after numerous calculations and
distributions includes all types of costs of the enterprise, and the one that includes only the costs directly
related to the production of these products, the performance of works and the provision of services
[MBamkesuy, 2016, 10].

It is important that using “direct costing” (a system of accounting for coverage amounts or margin
income), you can quickly study the relationship between the volume of production, costs and revenue
(profit, margin income). This relationship can be studied both graphically and analytically. A graph is
plotted for the point of critical production volume, i.e. such its volume at which the revenue from the
sale of products is equal to its total cost.

To ensure these analytical calculations, it is necessary to keep separate records of variable and fixed
costs with the calculation of marginal income on products [Bynrakosa, 2017, 3].

The “direct costing” system focuses the attention of the company's management on the change in
marginal income (the amount of coverage) for the enterprise as a whole and for products. It allows you
to better account for items with high profitability to move mainly to their production, since the
difference between the sales price and the amount of variable costs is not obscured by the write-off of
fixed indirect costs to the cost of specific items.

Due to the reduction of cost items, its rationing, accounting, control is simplified and, moreover,
the accounting and control of conditionally fixed, overhead costs is improved, since their amount for
this specific period is shown in the income statement as a separate line, which clearly demonstrates
their impact on the profit of the enterprise.

The main advantage of the coverage accounting system is that on the basis of the information
obtained in it, it is possible to make operational management decisions. First of all, it concerns the
possibility to carry out an effective price policy. Traditional classical methods of pricing, based on the
calculation of the total actual cost, fade on the background.

Currently, in the West, more popular approaches to pricing, in which, first of all, take into account
factors related to demand, not to supply, i.e. the assessment of how much the buyer can and wants to
pay for the goods offered to him. Once the equilibrium price is set, the company must analyze all its
costs and try to minimize them [Anderson, Sweeney, Williams, 2015, 15].

In addition to information about the amount of costs associated directly with the production of
products, managers of the enterprise need to have information about the possible limits of price
reduction depending on the influence of market factors. Therefore, in the Western management
accounting there are concepts of long-term and short-term lower limit prices.

The long-term lower price limit shows what price can be set to minimize the full cost of production
and sales of goods; it is equal to the total cost of products.

The short-term lower price limit is focused on the price that covers only direct (variable) costs; it
is equal to the cost of only direct (variable or production) costs.

Taking into account the system of “direct costing” is also associated with the possibility of dumping
policy, calculation and selection of different combinations of product prices and volumes of its
implementation.

Often for companies operating in the market, the situation associated with underutilization of
production capacity. There are idle costs — part of the fixed costs attributable to the share of unused
production capacity. In such cases, only the information obtained in the subsystem “direct costing” of
the management accounting system can lead to the right decisions. [Baxpymuna, 2017, 5]
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Having accounting data on the limited cost and amounts of coverage (marginal income) for
products, you can solve such management tasks as optimizing the range of products in the presence of
bottlenecks, the feasibility of taking an additional order at prices below the usual, to produce
components themselves or buy on the side, determining the optimal size of the batch or series of parts
(products), selection and replacement of equipment, etc.

1.2 Cost accounting and calculation of production costs according to the "direct costing™ system

The theory and practice of the domestic system of calculation in the conditions of developing
market relations needs to study the organizational systems of management accounting used in the
market economy. One of these systems is a system of calculating the cost of production at direct cost.
[Bnacosa, 2018, 6]

The variable cost accounting system originated in the United States during the great depression and
became widespread in the 1950s. Before the Great Depression (1928) finished product balances were
estimated at cost, calculated at full cost. The depression led to the creation of large stocks of unrealized
products, and the full cost estimations, according to analysts at that time, led to an artificial distortion
of profits. Fixed costs, which do not depend on the volume of production and income, redistributed
between the reporting periods, significantly influenced the amount of estimated profit. According to
analysts, it was necessary to calculate the return of costs incurred through the connection of production
with costs and revenues. In this aspect, it was decided to divide the aggregate costs into variables that
were identified with direct costs and fixed costs that were called useless and identified with indirect
costs. The new cost system is called “direct costing”. [Martin, 2014, 16]

The essence of the system is based on the expression “direct-cost” plan, introduced by Jonathan
Harris in 1936 when considering the methods of calculating the production costs of the enterprise. The
content of the monthly income statement began to distinguish between normal operating costs and
indirect overhead costs. Differentiation of production costs made it possible to determine the
dependence of the volume of profit on the volume of sales and manage the cost. Thus, the essence of
this system was reduced to the following: direct costs are summarized by types of finished products,
indirect costs are collected on a separate account and written off for the overall financial results of the
reporting period in which they arose. If you exclude variable costs for this item from the revenue
amount for each item, you will get gross profit for this item. Summing up the gross profit of all products,
you can get the total amount of profit intended to cover the total amount of fixed costs. [BapsitiHukos,
2016, 1]

Practical research in the field of “direct costing” system shows that the division of costs is
conditional. The tolerances adopted at each plant must be taken into account when calculating the
results. The system “direct costing” provides a constant amount of fixed costs at any volume of
production, so the focus in management accounting is on fixed costs. The leaders of the company and
structural subdivisions reinforce the control function of the management of these costs.

The system “direct costing” has several distinctive features: the first — the division of production
costs into variables and constants; the second — the calculation of the cost of production at limited costs;
the third — the multistage preparation of the income statement.

The accounting system “direct costing” in enterprises can be organized in different ways. There
are two approaches: autonomy and integration. Harris ' system was based on the integration of
management and financial accounting. The General system of records of management and financial
accounting provides for the reflection in the General Ledger of all internal turnover [Mancypos, 2015,
11].

“Direct costing” allows management to focus on the change in marginal income both for the
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enterprise as a whole and for various products; to identify products with greater profitability, to move
mainly to their production, because the difference between the selling price and the amount of variable
costs is not obscured by the write-off of fixed costs for the cost of specific products. The system
provides the ability to quickly reorient production in response to changing market conditions
[Baxpymiesa, 2016, 4].

The report on financial results, compiled under the “direct costing” system, shows the change in
profit due to changes in variable costs, sales prices and the structure of products.

The information obtained in the system allows you to find the most favorable combination of price
and volume, to carry out an effective price policy. In a market economy, direct costing also provides
information on the possibility of using dumping in competition. This technique is used during periods
of temporary reduction in demand for products to conquer the market.

All of the above indicates that “direct costing” is an important element of marketing — enterprise
management system in the market and free competition.

Conclusion

Information in the form of data on the incomplete production cost (in terms of direct, variable or
all production costs) and margin income (amount of coverage) — the difference between the sale price
(sales revenue) and the incomplete cost of the product or products sold as a whole gives the subsystem
of management accounting “direct costing”.

Currently, in the theory and practice of cost and profit management in the West, the following
principle of estimating the accuracy of calculation is declared and applied: the most accurate calculation
of the product is not the one that most fully after numerous calculations and distributions includes all
types of costs of the enterprise, but the one that includes only costs directly related to the production of
these products, performance of works and provision of services.

It is important that using "direct costing”, you can quickly study the relationship and the
relationship between the volume of production, costs and revenue (profit, margin income). This
relationship can be studied both graphically and analytically. A graph is plotted for the point of critical
production volume, i.e. such its volume at which the revenue from the sale of products is equal to its
total cost.

To ensure these analytical calculations, it is necessary to keep separate records of variable and fixed
costs with the calculation of marginal income on products.

Costing system “direct costing” provides a constant amount of fixed costs at any volume of
production, so the focus in management accounting is on fixed costs.

The system "direct costing” has several distinctive features: the first — the division of production
costs into variables and constants; the second — the calculation of the cost of production at limited costs;
the third — the multistage preparation of the income statement.

The accounting process takes place in two stages.

At the first stage, the connection between the volume of production of finished products with direct
(variable) costs is established, the profitability of production of certain types of products is reflected.
In the second stage, the indirect (fixed) costs summarized in one account are compared with the
contribution received from the sale of each product. The result reflects the profitability of the entire
production and sales. Thus, this system is implementation-oriented.

Another important aspect of the calculation of the cost of production of variable costs is the
relationship with the calculation of the break-even analysis of production, which generates information
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for the calculation of the optimal ratio of volume and profit.

The profit and loss statement prepared under the direct costing system shows the change in profit
due to changes in variable costs, sales prices and the structure of products.

However, the organization of management accounting system “direct costing” is associated with a
number of problems that arise from the features inherent in this system:

— difficulties in separating fixed and variable costs;

— cost accounting for the reduced nomenclature of articles does not meet the requirements of
domestic accounting, one of the main tasks of which until recently was the preparation of accurate
calculations;

— it is necessary in the prices established for production of the enterprise to provide coverage of all
costs of the enterprise.

The advantages of choosing the principle of calculation of variable costs include its direct impact
on the pricing of products, stimulating the productivity of different business segments.

Thus, a feature of the modern “direct costing” system is the use of standards (norms) not only for
variable costs, but also for fixed costs, in particular for the variable part of fixed overhead costs. The
standard “direct costing” IS a means to achieve the ultimate goal of the enterprise — net profit.
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OcCHOBBI CHCTEMBI yYu€Ta U KOHTPOJIA 3aTpart

Ko3noBa Anekcanapa CepreeBHa
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AHHOTALUA

JIst mepeopueHTAIlMU CUCTEMBI OyXTaldTepCKOro yueTa B Halllel CTpaHe Ha MEXTyHapOIHBIC
CTaHJIapPThl OYXTaJITePCKOr0 y4eTa HeOOXOAMMO MU3YUUTh OMBIT BEJEHUSI OyXraJTepcKoro ydera B
JpPYrUX CTpaHaX C PBIHOYHOM SKOHOMHUKOM, NIMPOKO HCIOJIb3YIOUMX TaKyl CHCTEMY
MIPOM3BOJICTBEHHOTO yueTa, Kak “TUPEeKT-KOCTUHI . B maHHO#W cTtathbe 000O0IIAlOTCS OCHOBHBIC
MPOOJIEMBI CHCTEMBI, a TaKK€ HEKOTOPBIC TEOPETUYECCKHE ACIEKTHI. | JJaBHBIM MPEHMYIICCTBOM
CUCTEMBI "'TUPEKT-KOCTHHT" SBJISETCS TO, YTO Ha OCHOBE MOJYUYEHHOW B HEl MH(MOpMAaIIMU MOXHO
IIPUHUMATh ONEpPaTUBHbBIC YIIpaBieHUYeCKUe peuieHus. [Ipexnae Bcero, 3To0 Kacaercs BO3MOXKHOCTH
mpoBeieHUs 3P PEKTUBHOM IICHOBOH IMOTUTHUKY, IEMITHHTOBOU ITOJIUTHKH.

Nmest nmannble OyXraiatepckoro ydera 00 OTrpaHHYEHHBIX 3aTparax U 00beMax IMOKPBHITHS
(MapKMHAIBHOTO J10X0/a) MO BBITYCKAEMOW MPOIYKIIUH, MOXKHO PEIIaTh TaKUE YIPAaBICHYECKUE
3a7a4M, KaK ONTUMH3ALMs AaCCOPTHUMEHTA BBIIIYCKAEMOW NMPOAYKIIMU NPU HAJTUYUU Y3KUX MECT,
11eTIECO00Pa3HOCTh MPUHATHSI JOTIOTHUTEIHHOTO 3aKa3a Mo [IeHaM HUXKE OOBIYHBIX, H3TOTOBIICHUE
KOMIUIEKTYIOIIUX CAMOCTOATENIBHO WU MTOKYIIKA Ha CTOPOHE, OMPEICIICHUE ONITUMAIBHOTO pa3Mepa
MapTUH WM CepUH JieTane (u3aenuit), moadop u 3aMeHa o0opya0BaHUs U JIp.
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