How are costs classified on the basis of Relationship?
A.  Direct costs:

· Costs which are directly related to/identified with/attributable to a cost centre or a cost unit.

· These are those costs which are incurred for and conveniently identified with a particular cost unit, process or department.

· Direct cost is classified into three categories, as are follows:

1. Direct material 

2. Direct labour

3. Direct expenses

(1)  Direct material

· Directs material cost is that which can be conveniently identified with and allocated to cost units.

· Direct materials generally become a part of the finished product.

· For example, cotton used in a textile mill is a direct material. However, in many cases, though a material forms a part of the finished product, yet, it is not treated as direct material; e.g., nails used in furniture, thread used in stitching garments, etc. 
This is because value of such materials is so small that it is quite difficult and futile to measure it. Such measure it. Such materials are treated as indirect material.

· Examples:  
1. Clay in bricks
2. Leather in shoes

3. Steel in machines

4. Cloths in garments

5. Timber in future
(2) Direct labour

· Direct labour cost consists of wages paid to workers directly engaged in converting raw material into finished products.
· These wages can be conveniently identified with a particular product, job or process. Wages paid to a machine operator is a case of direct wages.
·  Examples: 
1. Machine  operator

2. Shoe maker

3. Carpenter

4. Weaver

5. tailor

(3)  Direct expenses

· All costs other than material and labour are termed as expenses. It is defined as “the cost of services provided to an undertaking and to an undertaking and the notional cost of the use of owned assets.” (CIMA)
· According to CIMA, London, “direct expenses are those expenses which can be identified with and allocated to cost centres or units.”
· These are those expenses which are specifically incurred in connection with a particular job or cost unit.
· Examples
1. Hire of special plant for a particular job
2. Travelling expenses in securing a particular contract

3. Cost of patent rights

4. Experimental  costs

5. Cost of special drawings, designs and layouts

6. Job processing charges

7. Royalty paid in mining

8. Depreciation or hire of a plant used on a contact at site

B. Indirect cost
· Cost which are not directly identified with a cost centre or a cost unit. Such costs are apportioned over different cost centres using appropriate basis .e.g. factory rent incurred over various departments, salary of supervisor engaged in overseeing various construction contracts etc.
· Indirect cost is classified into three categories, as are follows:
1. Indirect material

2. Indirect labour

3. Indirect expenses

Note:  All indirect costs collectively called as overheads (or   oncost), since they are generally incurred over various products (cost units), various departments (cost centres) and over various heads of expenditure accounts.

(1)  Indirect material
· These are those material which can not be conveniently identified with individual cost units.

· These are minor in importance, such as ……..

(i) Small and relatively  inexpensive items which may become a part of the finished product, e.tg., pins, screw, nuts, and bolts, threaded.,

(ii) Those items which do not physically become q part of the finished products, e.g., coal, lubricating oil and paper used in polishing, soap, etc.

· Examples: 

1. Lubricating oil

2. Sand paper

3. Nuts and bolts

4. Coals

5. Small tools

6. Gum  

(2)  Indirect labour

· It is of general character and cannot be conveniently identified with a particular cost unit. In other words, indirect labour is not directly engaged in the production operation but only to assist or help in production operations. 

· Examples: 

1. Supervisor 

2. Inspector

3. Cleaner

4. Clerk

5. Peon

6. Watchman
(3) Indirect expenses

· All indirect costs, other than indirect materials and indirect labour costs are termed as indirect expenses.
· These cannot be directly identified with a particular job, process or work order and are common to cost units or cost centres.
· Examples: 
1. Rent and rates

2. Depreciation

3. Lighting and power

4. Advertising

5. Insurance

6. Repairs
Prime cost

· This is the aggregate of direct material cost, direct labour cost and direct expenses. Thus,
· Direct material+ direct labour+ direct expenses=prime cost
Overhead

· This is the aggregate of indirect material cost, indirect labour cost and indirect expenses. Thus,
· Indirect material + indirect labour + indirect expenses=overheads
· Overheads are divided into three groups as follows:
(1)  Production overheads

· Also known as factory overhead, works overhead or manufacturing overhead, these are those overheads which are concerns with the production function. They include indirect materials, indirect wages and indirect expenses in producing goods or services.
1. Indirect material – Examples: coal, oil, grease, etc.; stationery in factory office, cotton waste, brush, sweeping broom, etc.

2. Indirect labour – Examples: works manager’s salary, salary of factory office staff, salary of inspector and supervisor, wages of factory watchman.

3. Indirect expenses – Examples: factory rent, depreciation of plant, repair and maintenance of plant, insurance of factory building, factory lighting and power, internal transport expenses.

(2)  Office and administration overheads.

· This is the indirect expenditure incurred in general administration function, i.e., in formulating policies, planning and controlling the function, directing and motivating the personnel of an organisation in the attainment of its objectives.
· These overheads are of general character and have no direct connection with production or sales activity. 
· This category of overheads is also classified into indirect material, indirect labour and indirect expenses.
1. Indirect material – Examples: stationery used in general administration office, postage, sweeping broom and brush, etc
2. Indirect labour – Examples: salary of office staff, salary of managing director, remuneration of directors of the company.
3. Indirect expenses – Examples: rent of office building , legal expenses, office lighting and power, telephone expenses, depreciation of office furniture and equipment, office air – conditioning, sundry office expenses,.
(1) Selling and distribution overhead:

· Selling overhead is not cost of promoting sales and retaining customers. It is defined as “the cost of seeking to create and stimulate demand and of securing orders.” Examples are advertisements, samples and free gifts, salaries of the salesman, etc.
· Distribution costs include all expenditure incurred from the time the product is completed until it reaches its destination. It is  defined as, “the cost of sequence of operation which begins with making the packed product available for dispatch and ends making the reconditioned returned empty packages if any, available for reuse.”  Examples are carriage outwards, insurance of goods in transit, upkeep of delivery vans, warehousing, etc.
· Selling and distribution overhead are also grouped into indirect material, indirect labour and indirect expenses……….
1. Indirect material – Examples: packing material: stationery used in sales office, cost of samples, price list: catalogues, oil, grease etc., for delivery vans, etc.
2. Indirect labour – Examples: salary of sales manager, salary of sales office staff, salary of warehouse staff, salary of driver’s delivery vans.etc.
3. Indirect expenses – Examples: advertising, travelling expenses, showroom expenses, carriage outward, rent of warehouse, bad debts, insurance of goods in transit, etc.
Special costs for management decision – making

                               Or
List the various items of costs on the basis of relevance of decision- making.

On the basis of relevance to decision – making, costs are classified into (A) Relevant and (B) Irrelevant Costs.

(A) Relevant Costs:

(1) Managerial costs:

·  Marginal cost is the total variable cost i.e., prime cost + variable overhead.

· Marginal cost is the additional cost of producing one additional unit. 
· Marginal is the same thing as variable cost. Marginal costing (variable costing) is a technique of charging only variable costs to products. 
· Inventory is also valued at variable cost only.

· Fixed cost is treated as period cost and written off in profit and loss A/C of the period.

· Marginal costing is also a very important analytical and decision- making tool in the hands of management.

·  It helps in decisions like make or buy, pricing of products, selection of sales mix, etc.
(2) Differential (or Incremental) Costs
· It is change in costs due to change in the level of activity or pattern or method of production.  
· Where the change results in increase in cost it is called “Incremental Costs”, whereas if costs are reduced due to decrease of output, the difference is called “Decremental costs.” 
(3) Opportunity cost

· This refers to the value of sacrifice made or benefit of opportunity foregone in accepting an alternative course of action.
· For example, a firm may finance its expansion plan by withdrawing money from its bank deposits.
· Then, the loss of interest on the bank deposit is the opportunity cost for carrying out the expansion plan.
· Similarly, if a person quits his job and enters into business, the salary forgone from employment constitutes opportunity cost. 
· Opportunity cost is a relevant cost where alternatives are available. However, opportunity cost is not recorded in formal accounts and is computed only for decision- making and analytical purposes.
(4) Out-of-pocket costs(explicit cost): 

· There are certain costs which require cash payment to be made (such a wages, rent) whereas many costs do not require outlay (such as depreciation). 
· Out-of-pocket costs are those costs that involve cash outlays or require the utilization of current resources.

· Examples of out-of-pocket costs are wages, material cost, insurance, power costs etc.

· Out-of-pocket cost may be either fixed (manger’s salary) or variable (raw materials and direct wages).

· Depreciation on plant and machinery is an implicit cost because it does not involve any immediate cash outlay and therefore is not an out-of-pocket cost.

· Out-of-pocket costs is frequently used as an aid in make or buy decisions, price fixation during depression and many other decisions.
(5) Replacement cost
· It is the cost at which there could be purchased an asset identical to that which is being replaced.

· In simple words, replacement cost is the current market cost of replacing an asset.

· When the management considers the replacement of an asset, it has to keep in mind its replacement cost and not the cost at which it was purchased earlier.
· For example, machinery purchased in 1990 at Rs. 10,000 is discarded in 1998 and a new machinery of same type is purchased for Rs. 15,000. So the replacement cost of machinery is Rs. 15,000.

(6) Imputed cost(implicit cost)
· These are hypothetical or notional costs appearing in the cost accounts only e.g. notional rent charges, interest on capital for which no interest has been paid.
· Where alternative investment projects are being evaluated, it is necessary to consider the imputed interest on capital before a decision is arrived at, as to which is the most profitable project.

· The failure to consider imputed interest may result in an erroneous decision.

· For example, project A requires a capital investment of Rs. 50,000 and project B Rs. 40,000. Both the projects are expected to yield Rs. 10,000 as additional profit. Obviously these two projects are not equally profitable since project B requires less investment and thus, it should be preferred.

· Similarly rental value of building owned by a firm is also an imputed cost.

(7) Discretionary costs:
· These are “escapable” or “avoidable” costs. These can be avoided if a particular course of action is not chosen. In other words, these are costs, which are essential for the accomplishment of managerial objective.

(8) Engineered costs: 
· These are costs that result specifically from a clear cause and effect relationship between inputs and outputs. The relationship is usually directly and personally observable.
· Examples of inputs are Direct Material Costs, Direct Labour Costs, etc. Examples of output are the products.
(B) Irrelevant Costs:
(1) Sunk costs:
· It is a cost which has already been incurred or sunk in the past. It is not relevant for decision-making and is caused by complete abandonment as against temporary shut-down.
· Thus , if affirm has obsolete stock of materials originally purchased for Rs. 50,000 which can be sold as scrap now for Rs. 18,000 or can be utilized in a special job, the value of stock already available Rs. 50,000 is a sunk cost and is not relevant for decision-making.

· One should understand the difference between sunk costs and irrelevant costs. Not all irrelevant costs are sunk costs but all sunk costs are irrelevant.

· In the opinion of Horngren, a well known authority on the subject , sunk cost has the same meaning as the past cost and all past costs are irrelevant.
(2) Absorbed Fixed Cost:
· Fixed costs do not change due to increase or decrease in activity. Although such fixed costs are absorbed in cost of production at a normal rate, they are irrelevant for managerial decision-making.

· However if Fixed Costs are specific, they become relevant.

(3) Committed Costs 
· A cost which has been already committed by management is not relevant for decision-making. This should be contrasted with discretionary costs, which are avoidable costs.






