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Class Lecture 3: Continuation of Cost Terms, Concepts and Classifications

Topics to be discussed:

1. Introduction

2. Cost Classifications for predicting Cost Behavior

3. Cost Classifications for Assessing Costs to Cost Objectives

4. Cost classifications for Decision Making

Introduction:

 
The work of management focuses on (1) planning, which includes setting objectives and outlining how to attain these objectives (2) control, which includes the steps to take to ensure that objectives are realized. To carry out these planning and control responsibilities, managers need information about the organization. From an accounting point of view, this information often relates to the costs of the organizations.


In managerial accounting, the term cost is used in many different ways. The reason is that there are many types of costs, and these costs are classified differently according to the immediate needs of management. For example, managers may want cost data to prepare external financial reports, to prepare planning budgets, or to make decisions. Each different use of cost data demands a different classification and definition of costs.  For example, the preparation of external financial reports requires the use of historical cost data, whereas decision may require current cost data.

Cost Classifications for predicting Cost Behavior:
Variable cost:


A variable cost that varies, in total, in direct proportion to changes in the level of activity.  The activity can be expressed in many ways, such as, units produced, units sold, miles driven, beds occupied, lines of print, hours worked, and so forth.


It is important to note that when we speak of a cost being variable, we mean that the total cost rises and falls as the activity level rises and falls. This idea is presented below, assuming that Lucas battery costs $ 24:



Fixed cost:


A fixed cost is a cost that remains constant, in total, regardless of changes in the level of activity. Unlike variable costs, fixed cots are not affected by changes in the activity. Consequently, as the activity level rises and falls, the fixed costs remain constant in total amount unless influenced by some outside force, such as price changes. Rent is a good example of a fixed cost.


When we say a cost is fixed, we mean it is fixed within some relevant range.

Variable cost and fixed cost behavior


· Please read Exhibit 2-10 from the text book (Page no.59)

· For more details see page no. 57,58
Cost Classifications for Assessing Costs to Cost Objectives:


Costs are assigned to objects for a variety of purposes including pricing, profitability studies, and control of spending. A cost object is anything for which cost data are desired-including products, product lines, customers, jobs, and organizational subunits. For purposes of assessing costs to cost objects, costs are classified as either direct or indirect.

Direct Cost:


A direct cost is a cost that can be easily and conveniently traced to a particular cost object under consideration. The cost of direct cost extends beyond just direct materials and direct labor. For example, if Nike is assessing costs to its various regional and national sales office, then the salary of the sales manager in its India office would be a direct cost of that office.

Indirect cost:


An indirect cost is a cost that cannot be easily and conveniently traced to a particular cost object under consideration. For example, a Nestle factory in Bangladesh produces dozens of variety of food products. The factory manager’s salary would be an indirect cost of a particular variety of food product.

Common cost: 

 A common cost is cost that is common to a number of costing objects but cannot be traced to them individually. A common cost is a particular type of indirect cost.

Cost classifications for Decision Making:


Costs are an important feature of many business decisions. In making decisions, it is essential to have a firm grasp of the concepts differential cost, opportunity cost and sunk cost.

Differential cost and Revenue:


A difference in costs between any two alternatives is known as a differential cost. A difference in revenues between any two alternatives is known as differential revenue.


A differential cost is also known as an incremental cost, although technically an incremental cost should refer only to an increase in cost from one alternative to another; decreases in cost should be referred to as decremental costs. 


Differential costs can be either fixed or variable. To illustrate, assume that Nature Way Cosmetics Inc.   is thinking about changing its marketing method  from distribution through retailers to distribution by door to door direct sale. Present costs and revenues are compared to projected costs and revenues in the following table:

	
	Retailer Distribution (present)
	Direct Sale Distribution (Proposed)
	Differential costs and revenues

	Revenues (v)

Cost of goods sold (v)

Advertising (F)

Commissions (v)

Warehouse depreciation (F)

Other expenses (F)

Total

Net income


	$700,000

350,000

80,000

0

50,000

60,000

540,000


$160,000
	$800,000

400,000

45,000

40,000

80,000

60,000

625,000


$175,000
	$100,000

50,000

(35,000)

40,000

30,000

0

85,000


15,000



According to the above analysis, the differential revenue is $ 100,000 and the differential costs total $ 85,000, leaving a positive differential net income of $ 15,000 under the proposed marketing plan.

· For more details see page no. 60,61

Opportunity Cost:


Opportunity cost is the cost that is given when one alternative is selected over another.

For example, an organization has two projects X1 and X2. From the X1 the firm could earn a profit of Tk 10000 and From X2 Tk 12000. We assume the risk associated with X1 is 10% and X2 is 12%. In this given condition if the firm accept and undertakes the project X1, it certainly forgoes the profit from project X2. This is the opportunity cost for the firm.

Sunk cost:


A sunk cost is accost that has already been incurred and that cannot be changed by any decision made now or in the future. Since sunk costs cannot be changed by any decision, they are not differential costs. Therefore, they can and should be ignored when making a decision.

Questions:

1. What are the three major elements of product costs in a manufacturing company?

2. Distinguish between: (a) direct materials (b) Indirect materials (c) direct labor (d) indirect labor (e) manufacturing overhead

3. What are the differences between a product cost and a period cost?

4. What is meant by cost behavior?

5. Describe how the income statement of a manufacturing company differs from the income statement of a merchandising company?

6. “ A variable cost is a cost that varies per unit of product, whereas a fixed cost is constant per unit product”- do you agree? Explain.

7. Define the following: Differential cost, opportunity cost, sunk cost.

· Review problem 2 (Page no. 64 from the textbook/ Klear –Seal Company)

· Problems: E 2-4,E2-5 (page no 71,); P2-10 (page no 73) P2-12 (page 75), P2-17 (page no 78) P 2-21(page no 80)

Note: Please read the textbook carefully. Good luck.


























































Number of auto’s produced		                 Cost per battery 		       Total variable cost-Batteries





                1…………………………………….$ 24…………………………… $ 24


	   500………………………………….$ 24……………………………(500(24)=12,000


                1,000	……………………………….$24……………………………(1000(24)=24,000
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