Classification of Cost
Classification of cost means the grouping of costs according to their common characteristics. The important
ways of classification of costs are:
(i) By Nature orElement
(i) By Functions
(iii) By Variability or Behaviour
(iv) By Controllability
(vy By Normality

(vi) By Costs for Managerial Decision Making
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Classification of Cost on the basis of element:

ELEMENT OF COST

Material Cost Employee (Labour) Cost Other Expenses
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Cost Cost (Labouwr) {(Labour)

Overheads

Production Administration Selling and Distribution
Overheads Overheads Overheads

Direct Materials: Materials which are present in the finished product (cost object) or can be economically identified in the
product are termed as direct materials. For example, cloth in dress making; materials purchased for a specific job etc. However, in some cases
a material may be direct but it is treated as indirect; because it is used in small quantities, it is not economically feasible to identify that
quantity. Those materialswhichare usedforpurposesancillarytothe businessare also treated as Indirect Materials.
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Direct Labour: Labour which can be economically identified or attributed wholly to a cost object is termed as direct labour. For
example, employee engaged on the actual production of the product or in carrying out the necessary operations for converting the raw
materials into finished product.
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Direct Expenses: All expenses other than direct material or direct labour which are specially incurred for a particular
cost object and can be identified in an economically feasible way are termed as Direct Expenses. For example, hire charges for some special
machinery, cost of defective work etc.
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Indirect Materials: Materials which donot normally form part of the finished product (cost object) are known as indirect materials.
Theseare —

> Stores used for maintaining machines and buildings (lubricants, cotton waste, bricks etc.)
> Stores used byservice departments like power house, boiler house, canteen etc.
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Indirect Labour: Labour cost which cannot be allocated but can be apportioned to or absorbed by cost units or cost centres is
known asindirect labour. Examples of indirect labour includes salary paid to foreman andsupervisors; maintenance workers; etc.
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Indirect Expenses: Expenses other than direct expenses are known as indirect expenses. These cannot be directly, conveniently and
wholly allocated to cost centres. Factory rent and rates, insurance of plant and machinery, power, light, heating, repairing,
telephoneetc.,aresomeexamplesofindirectexpenses.

3CTET UL GoI&T T o eATAl 3y oI HYcTET T o §9 & STl ST & | $¢ oI hail ! WY, FlAersteish
3R ot w9 @ 3afed 6T forar S Hevalr &1 dRETe &1 farar 3R g¥, T3 3R #Lfad & i, fasrel, s,
ST, FREAC, TeliwhleT 3nfe et Tl & $B 3eER0TE |

Overheads: The aggregate of indirect material costs, indirect labour costs and indirect expenses is termed as Overheads. The main
groups intowhich overheads may be subdivided are as follows:

> Production or Works Overheads:Indirectexpenseswhichareincurredin thefactoryandfortherunningofthefactory.
E.g.:rent,poweretc.

Administration Overheads: Indirect expenses related to management and administration of business. E.g.: officerent,
lighting, telephone etc.




> Selling Overheads: Indirect expenses incurred for marketing of a commodity. E.g.: Advertisementexpenses, commission to sales
persons etc.

Distribution Overheads: Indirect expenses incurred for dispatch of the goodsE.g.: warehouse charges, packing(secondary)
and loading charges.
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By Functions

Under this classification, costs are divided according to the function for which they have been incurred. It includes
the following:

|. Direct Material Cost
II. Direct Employee (labour) Cost
[Il. Direct Expenses
IV. Production/ Manufacturing Overheads




V. Administration Overheads
VI. Selling Overheads vii. Distribution Overheads
VIl. Research and Development costs etc.
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By Variability or Behaviour
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Based on this classification, costs are classified into three groups viz., fixed, variable and semi-variable and semi-fixed.
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1.

Fixed costs— These are the costs which are incurred for a period, and which, within the certain output and
turnover limits, tend to be unaffected by fluctuations in the levels of activity (output or turnover). They do
not tend to increase or decrease with the changes in output. For example, rent, insurance of factory building
etc., remain the same for different levels of production.
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. Variable Costs— These costs tend to vary with the volume of activity. Any increase in the activity results in an

increase in the variable cost and vice-versa. For example, cost of direct material, cost of direct labour, etc.
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3. Semi-variable costs— These costs contain both fixed and variable components and are thus partly affected by
fluctuations in the level of activity. Examples of semi variable costs are telephone bills, gas and electricity etc.
Such costs are depicted graphically as follows:
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4. Semi-fixed cost or stepped fixed cost: A semi-fixed cost or stepped fixed cost is one where the cost remains
fixed within a narrow range of activity but shows abrupt and distinct upward change with the increase in

output. Example of Semi- fixed cost is supervision cost.
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By Controllability

i. Controllable Costs: - Cost that can be controlled, typically by a cost, profit or investment centre manager is called
controllable cost. Controllable costs incurred in a particular responsibility centre can be influenced by the action of the
manager heading that responsibility centre. For example, direct costs comprising direct labour, direct material, direct
expenses and some of the overheads are generally controllable by the shop floor supervisor or the factory manager.




Uncontrollable Costs - Costs which cannot be influenced by the action of a specified member of an undertaking are known
as uncontrollable costs. For example, expenditure incurred on rent of factory which is apportioned to a machine shop is not
controlled by the machine shop foreman.
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By Normality
Normal Cost - It is the cost which is normally incurred at a given level of output under the conditions in which that level of

output is normally attained.
Abnormal Cost - It is the cost which is not normally incurred at a given level of output in the conditions in which that level of
output is normally attained. It is charged to the Costing Profit and loss account.
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By Management-decision making

1. Differential costs: The differences in the total costs required in each of the alternatives is termed as ‘Differential Costs’.

2. Relevant costs: Relevant costs are those costs which will be affected by a decision. Costs that are not affected by the
decision are irrelevant to the decision and therefore ignored.

3. Sunk costs: Sunk costs are the costs which have been incurred in the past and it has nothing to do with the future
decision.

4. Opportunity costs: An opportunity cost is a cost which has not been incurred and paid in cash. It is loss of earnings or
potential benefits arising out of utilising an asset for another purpose.
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Classification on the basis of product costs and period costs

1. Product costs: Product costs include all costs that are incurred for acquiring or manufacturing a product. For example,
the cost of the battery used in the laptop is a product cost. In addition to direct material cost, direct labour cost and the
manufacturing overhead is also considered as product cost.

. Period costs: Period costs are those costs which are not included in the product costs. At the time of stock valuation, no
part of these costs is taken into consideration. For example, Sales commission, and advertisements are good examples of
period costs. Period costs are charged to the Profit and Loss Account of the period in which they have been incurred.
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MULTIPLE CHOICE QUESTIONS

1. Ataxiprovidercharges minimumnRs. 80thereafter Rs. 12 perkilometer of distance travelled, the behaviour of conveyance cost
is:
a. Fixed Cost
b. Semi-variable Cost
. Variable Cost

d. Administrative cost Ans: B
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2. Distinction between direct cost and indirect cost is an example of classification.

a. By Element

b. By Function

c. By Controllability
d. By Variability

ThaT oIeTd 31X YcTET ATeTd & ST &7 J9iTehI0T Ueh 3ETeI0T &

T| dcd garT Y| frrofierar ganr
| gARYE @ 3t aRaderefterar garr




3. Which of the following is an example of functional classification of cost:
a. Semi-variable Costs
b. Fixed Cost
. Administrative Overheads

d. Indirect Overheads
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4. Fixed cost is a cost:
a. Which changes in total in proportion to changes in output

b. Which is partly fixed and partly variable in relation to output

. Which do not change in total during a given period despise changes in output

d. Which remains same for each unit of output
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5. Sunk costs are:
a. relevant for decision making
b. Not relevant for decision making
c. cost to be incurred in future
d. future costs
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