Classification of Costs.

(a)
Direct costs, are those that can be conveniently associated with a product, job or department e.g., the labour associated with and the parts used in servicing your car.

(b)
Indirect costs are costs which are not so conveniently associated but which, nevertheless, may be necessary for each product, job e.g., the salary of the garage managing director cannot be said to be directly associated with any particular service but is a general or 'overhead' expense correctly chargeable against all work.

(c)
Prime cost and production cost are terms used to classify costs in exactly the way illustrated in our example, thus prime cost consists of the total of all direct materials, labour and expenses. Production cost is prime cost plus factory overhead costs.

Other classifications you will meet include:

(d)
Controllable and uncontrollable costs, that relate to the authority of a specific individual. What is uncontrollable for a foreman may be controllable at a higher level of management.

(e)
Fixed, variable and semi‑variable costs, which are perceived as varying or not as the volume of production varies. Thus, rates may be said to be a fixed cost as they are completely independent of production volume; direct materials may be classed as variable as they should vary in direct proportion to production, and power costs may fall somewhere between the two and thus be classed as semi‑variable, being composed of a minimum charge plus a charge per unit used.


Cost finding

Is defined as: 'The process of accounting for cost from the point at which expenditure is incurred or committed to the establishment of its ultimate relationship with cost units or cost centres.'

The expression 'incurred or committed' covers the normal procedure of accrual accounting. The 'establishment of ultimate relationship' is the process of objective analysis to which reference has already been made. It remains to describe the nature of cost units and cost centres.


Cost units

It will be helpful to an understanding of this term to revert to the costing profit and loss account illustrated earlier. This showed the sales quantity of various products (A‑D) and the total cost of those sales under the headings materials, wages and expenses.

The following additional calculations could be made from that example:

Calculation of cost per unit for month ended…




Product A     Product B       Product C     Product D

Materials
0.16
1.23
0.93
3.02

Wages
0.13
0.92
0.25
1.07

Expenses
0.07
0.78
0.22
0.53

Total cost per unit
0.36
2.93
1.40 
4.62
We have taken the total costs attributable to each product in a month (any other period could have been used) and arrived at the average cost per unit of each product by dividing the totals by the numbers of units involved. The 'cost unit' in this instance is the unit of product sold.

The unit might have been a piece, a pack, a kilogram, a litre or any other measure appropriate to what was being produced.

Averaging of costs

It should be noted that in practice the business would probably have produced more units that it sold in the period, the unsold quantity being taken into stock. In such a case the costs of production would have been collected and divided by the number of units produced to give the average unit cost. This would have been applied to the number of units sold to give the cost of sales, and to the number of units remaining to give the costs of the residual stock.

This average unit cost approach is used whenever production is continuous and leads to uniform product units, as in the case of many chemical plants, food processors or extractive operations such as mining and quarrying.

Job costs

Some businesses, however, undertake special jobs for their customers. A workshop making tools and jigs does this; and so on a much larger scale does the contractor building bridges or putting up a factory. In such cases costs are first analysed between the various jobs or contracts, and then the costs of the jobs invoiced will be gathered together into the periodic summary profit and loss account. For such businesses, in other words, the 'cost unit' is the job or contract.

Batch costs

A third situation may be exemplified in the manufacture of mechanical or electrical components or products, which are customarily made in batches of say 1,000 or 10,000 items, according to the circumstances of the case. In this type of business the cost of each batch is determined, and the batch is the primary 'cost unit'. Thereafter it is possible, if desired, to calculate the average cost per item in the batch.

Definition

In summary, therefore, a cost unit has been defined as a quantitative unit of product or service in relation to which costs are associated; and the purpose of product costing is to arrive at the cost of the cost unit appropriate to the business concerned.

Cost centres

General explanation

In those cases where costs do not relate directly to cost units, what is the money being spent on? In general terms the answer is on the provision of a facility or service. To take three examples:

(A)

the machine lubricating and cleaning materials, and the setting and cleaning time of a lathe all relate to the provision of a machining facility; and so would the repair and maintenance costs, the power usage and the depreciation of the machine;

(B)
the rent, rates and maintenance of buildings would relate to the provision of premises in which a business would operate;

(C)
the wages and salaries of storekeepers, sales staff or the accounts department would relate to the services provided by those various groups of people, and so would the stationery they used, the telephone calls they made, the travelling expenses they incurred and so on.

A machine or group of machines, a building, or a department or other group of people are all examples of 'cost centres'.

Definition

A cost centre is defined as a location, function or item(s) of equipment in respect of which costs may be ascertained and related to cost units for control purposes.

Responsibility

Control can only be exercised by people, and for every cost somebody must be responsible; so whether a cost centre is impersonal or personal there must always be a manager in whose sphere of responsibility that cost centre is included.

Overhead costs, therefore, will always be identified with cost centres; and because cost centres are the responsibility of particular functional managers one will find overheads classified according to the main functional divisions of the business.

Direct and indirect costs

Direct costs

Direct costs are those that can be related specifically to a cost unit. They are normally identified under three headings:

Controllable and uncontrollable costs

(a)
Direct materials ‑ the cost of materials entering into and becoming constituent elements of a product or service. The term 'materials' covers raw materials (like the quantity of raw cotton used to produce a length of thread), components (like those used in assembling a television set) and finished products (like the quantity of paper used in printing a book).

(b)
Direct labour ‑ the cost of remuneration for working time applied directly to a product or service, such as the assembly time for the television set or the time spent in carrying out the audit of a client's books of account.

Direct expenses ‑ other costs which are incurred for a specific product or service. Typical examples would be the hire of earth‑moving equipment for a particular public works contract, or the cost of work sub‑contracted to a third party.

The total of all direct costs is sometimes referred to as the prime cost of the product or activity concerned.

2.5.2
Indirect costs

All other costs, whether materials, wages or expenses, are termed indirect costs or 'overheads'. They will normally be identified with cost centres, where they can be controlled by the managers responsible. The costs of management at all levels and of the provision of administrative services will fall into this category. It may also include certain items which enter into a product but could not be identified with particular cost units without analytical effort disproportionate to any improvement in the accuracy of the product cost. A possible example is the relatively minor cost of screws, fixings and fastenings used in an assembly operation. The cost of such items, although classified as indirect, would be 'variable' with the quantity of output achieved.

2.6
Controllable and uncontrollable costs

With a well designed cost control system the analysis of variances by responsibility is basically simple because the organisation will have been subdivided into cost centres which represent areas of responsibility, and separate operating statements will be prepared for the various budget centres.

As part of any system aimed at improving the performance of a business or any part of the business, it is necessary to be able to trace actions to the door of the person responsible. This immediately gives the impression of 'laying the blame', but it is equally possible to 'lay praise'. It is important, though, to be able to investigate variances from the norm, both favourable and unfavourable and to this end we must locate the relevant controller. The general title for such a system is responsibility accounting; that is, a system which recognises various decision centres within a business and traces costs etc to the individual managers who are primarily responsible for making decisions about the costs in question. In practice this may be an almost impossible task as some costs may be part controlled by a number of individuals and some considered controlled by none, especially within a limited time period. However, compromises can be made and the majority of costs identified to specific persons. Performance reports can then be produced for the various centres or managers and by this means the individuals can appreciate the effect of their efforts on performance against budget. It is sometimes suggested that the costs of their departments over which they have no control, such as the use of common facilities should also be included to aid in the appreciation of the overall contribution of their area.

A simplified performance report along these lines might look as follows:

Income

Variable costs

Contribution

Controllable fixed costs

Other costs

Profit contribution

Example 2.1

100

so

50

20

30

20

10

The above relies on the assumption that the individual in this case is able to control both income and a variety of expenses. In many situations we may only be interested in costs and it is a matter of tracing down the line. In the following example the increase in expenditure on television advertising has come to the attention of the board as a result of a review of the management accounts for the last quarter. A query is put to the sales director who passes it down to the advertising manager who in turn asks the television supervisor. The television supervisor's performance report should have highlighted this increase and he should have an explanation available. The build‑up of a responsibility accounting system for selling and marketing expenses is illustrated below.

Analysis of the results for the 4th quarter 19X6

Budget
Variance

Sales director
£ 
£

Office expenses
X
X

Credit control
X
X

Chief salesman
X
X

Advertising manager
30,500
1,000

X

Advertising manager

Television supervisor

Newsprint supervisor

Radio supervisor

Office expenses

Television supervisor Office expenses Artwork: labour materials

Fees

Each individual is allocated the costs over which he or other persons under him have control. Each can then appreciate the results of his efforts and responsibilities for variances can be quickly traced. The above example considers only a series of cost centres in that managers are responsible only for the costs of their departments and there is no attempt to ascertain the returns, if any, resulting from these costs. A further development, particularly within a manufacturing industry, is to attempt to treat each unit as a revenue or profit earning sector. This is, of course, only possible if the managers are responsible for both inputs and outputs, but it is considered to be more beneficial in terms of incentives and motivation if this can be done.

2.7
Conclusion

This session has introduced several terms which you must learn since it lays the foundation for much of what follows. You may be asked to define and give examples of this terminology in the examination.

2.8
Question

Written test question

2.1
Unit vs centre

Define 'cost unit' and 'cost centre', distinguishing carefully between them, and give two examples of each.

(12 marks)

