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UNITE 2
COST CLASSIFICATIONS

After completing this unit you should be able to:
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1-Define and give examples of variable costs and fixed costs.
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2- Define and give examples of direct and indirect costs.
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3- Define and give examples of differential cost, opportunity costs and
sunk cost.
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Cost classifications for predicting cost behavior
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-Cost behavior is the way a cost will react to changes in the level of
business activity.

-As the activity level rises and falls ,a particular cost may rjse and fall as
well- or it may remain constant.

-To help make such distinctions, costs are often categorized as variable or
fixed.
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Variable costé_»tid| i</

Is a cost that varies ,in total in direct proportion to changes in the level of
activity.




Prepared by Sarah Maher Al-Athari
UNITE 2 AN Llanall

Ll (5 e &l puall 3 il dailly ¢ Ylaa) ¢ calias 3l 4GS a5 el AalK))
-Variable costs also remain constant per unit at every level of activity
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- Examples of variable costs include 3 _iall CadlSill dbial Ganals
-Direct material and direct labor for a manufacturer
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- Sales commissions for a merchandiser _abll Cilawall &Y o

-Gasoline in airlines and trucking <lialidl 5 o)) ylall <ilS H4 & oyl
companies .

Example

Dana Company manufactures radios that contain a $10 clock .Activity
index is the number of radios produced .For each radio produced, the total
cost of the clocks increases by $10.

If 2,000 radios are made, the total cost of the clocks is $20,000 (2,000 X
$10)
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Fixed cost “ull 44

- A fixed cost is a cost that remains constant, in total, regardless of
changes  of  changes in  the level of  activity
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-Unlike variable costs, fixed costs are not affected by changes in activity
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-Per unit cost varies inversely with activity bl se GuSe saa ol 44lS5 Calias
-As volume increases, unit cost decline, and vice versa
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Examples include ; Jess iy
-Property taxes Sl il pa
- Insurance and Rent  Jaa¥ls Slall e il
-Depreciation on buildings and equipment Gilazall 5 Slaall )
Example
Damon Company leases its productive facilities for $10,000 per month

Total fixed costs of the facilities remain constant at all levels of activity
$10,000 per month
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- On a per unit basis, the cost of rent decreases as activity increases and
vice versa .
At 2,000 radios, the unit cost is $5 ($10,000 + 2,000 units)
At 10,000 radios, the unit cost is $1 ($10,000 + 10,000 units)
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Cost classifications48l) clddas

-These costs are classified as either direct or indirect.
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-A direct cost is a cost that can be easily and conveniently traced to the
particular cost object under consideration.

- Direct material and direct labor are the main components of direct cost.

-Examples of direct material include : Flour in the baking of bread; Steel
used in making automobile.

-Examples of direct labor: Bottlers at Coca-Cola; Typesetters at a
newspaper
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* An indirect cost is a cost that cannot be easily and conveniently traced
to the particular cost object under consideration
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* Examples include 2LieY) (pecads
-Indirect materialss_yilwall yne 3 gall
- Indirect labor 3_ bl ye 52l
- Depreciation on factory buildings giadll Sl Bl
- Insurance, taxes, maintenance on factory facilities
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* Basically manufacturing overhead includes all manufacturing costs
except direct materials and direct labor.
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Cost classification for decision making ) &l S5y 46I<H) Cérial

Costs are an important feature of many Jlee¥) (e uaall dage dan o4 oIl
-business.

-in making decisions, and sunk A8 lal) el )yl all Mas) A -
cost.

Differential cost and revenue dulealaill culxilall g 48Kl

Decisions involve choosing between dJilad) ¢ HLEY <l ) Al Gesati-
-alternative

-In business decisions, each alternative will have costs and benefits that
must be compared to the costs and benefits of the other available
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-A difference in costs between any two alternative is known as a
Aoloalal) 48Kl anly by o G RS 8 5 580 o 2 -differential cost.

-A difference in revenues between any two alternative is known as
differential revenue.
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Differential (Incremental) Costs( s/ jiol)) 4ulsleil CaI<il/

Costs that represent the differences in total costs, which results from
selecting one alternative instead of other.
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Opportunity Costs 4w yd/f caullsy

-the potential benefit that is given up when one alternative is selected
over another .
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Examplel: When you decide to pursue a college degree, your opportunity
cost would include the 4-year's potential earnings foregone.

Example2: Ahmed is employed by company that pays him a salary of

38000% per year. He is thinking about Leaving the company, and

returning to School. Since returning to school would require that he give

Up his 38000% salary. The forgone salary would be an opportunity cost of
seeking further education
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Opportunity costs are not usually recorded in the accounts of an

organization, but they are costs must be explicitly considered in every
decision a manager makes
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Sunk Costs 43 jad) il

- Cost that has already been incurred by past actions , Economic
Implications: Not relevant to future decisions .
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Example: $500 spent to replace tires last year-not relevant in making
selling decision in the future.
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Questions

-What is meant by cost behavior?
-How do fixed costs create difficulties in costing units of product?

Only variable costs can be differential costs. Do you agree? Explain.

Classification Exercise

-Classify the following cost items :

1-Depreciation on factory building .

2-Depreciation on office equipment.

3-Property tax on finished goods warehouse .

4-Wages paid to forklift operator in finished goods warehouse .
5-Wages paid to forklift operator in factory.

6-Wages paid to welders when welding equipment is not working.
7-Paper used in textbook production.

8-Paper used in central office computer.

9-Wages paid to assembly line workers.

10-Maintenance cost for machines.




