Lesson 2
By the end of this lesson you should be able to:
1. Define product, period, fixed, variable, direct and indirect costs.
2. Classify costs as Product or Period; Fixed or Variable; Direct or Indirect.
3. Calculate Product costs, Period costs, Direct and Indirect costs.
Companies incur different types of costs that need to be classified based on certain characteristics in order to provide meaningful information. Each cost classification provides management with information to be applied in analyzing business situations.
Cost Classification
Classification by Behaviour
Fixed cost – is a cost that does not change regardless of the number of units produced (rent or mortgage on the manufacturing building). However, the fixed cost per unit decreases with the number of units produced.
Variable costs – are costs that change based on the changes in the volume of activity (cost of labour). But, regardless of the number of units produced the variable cost per unit remains the same.
Practice questions: (There may be more than 1 right answer.)Which of the following would be considered fixed costs at a store that sells portable phones?
· The cost of the phone.
· The salary of the salesperson (no commission).
· The cost to heat the store.
· The cost of the brochures explaining the features of the different phones.
Click here for the answer
Which of the following would be considered variable costs for a street vendor selling hot dogs?
· The hot dog cart.
· The hot dog.
· The cost of napkins for customers.
· The utensils that the vendor uses to pick up the hot dog on the Barbecue.
Click here for the answer
	Behaviour of Cost

	Cost
	In Total
	Per Unit

	Fixed
	Total fixed remains the same no matter how many units produced
	Fixed cost per unit decreases with the more units that are produced

	Variable
	Total variable cost increases with the number of units produced
	Variable cost per unit does not change regardless of the number of units produced


Classification by Traceability
Direct costs are costs which are incurred for the use of one specific product (tire on a car).
Indirect costs are costs which are incurred for the use of multiple products or which cannot be easily associated to a specific product (plant supervisors who look after many product lines).
Differential Cost and Revenue
This occurs when you have to compare different costs and revenues for two alternatives. For example:
You manufacture a product that you can sell locally for $250 per unit. The same product could be sold in another part of the province for $400 per unit but it will cost you an extra $75 per unit for transportation.
Differential revenue = $400 – 250   = $150 per unit
Differential cost                               = $75 per unit
It is important to note that every decision involves a choice from at least two alternatives (do nothing or do something). You need to remember that only the costs and benefits that are different among the alternatives (differential revenue and costs) are relevant in the decision. Any other costs and benefits should be ignored.
Opportunity Costs
This is the benefit that is given when you select a different alternative. For example, you decide to take a job paying $45,000 instead of a job paying $60,000 because it gives you more experience. In this case, the opportunity cost is 60,000 – 45,000 = $15,000.
Sunk Costs
This is a cost that normally should be ignored because the cost would not change based on any decision. For example, you bought a parking pass for work costing $1,000. The $1,000 is a sunk cost because whether you use it or not you cannot change the fact that you paid $1,000 for the parking permit.
Classification by Relevance
Product (direct) costs are costs which are necessary to produce a finished product (glass windows on a car).
Period costs are costs which are necessary to run the business during a specified period regardless of whether or not there are any products manufactured (advertising that the company sells cars).
Generally product costs include:
· Direct labour – labour costs that can be traced to specific product (prime cost).
· Direct materials – material costs that can be traced to a specific product (prime cost).
· Manufacturing overhead which includes any costs that are incurred to manufacture the products but are not attributable to any one specific produce. These costs include things such as maintenance, depreciation, utilities, and rent/mortgage (conversion cost).
Costs that do not clearly link to products produced are considered period costs. These include costs such as advertising, administrative staff salaries, costs of resolving customer complaints, etc.
Practice Question:
Which would be considered overhead for the hot dog seller in the last example:
1. Depreciation on the barbecue.
2. Salary of the person cooking the hot dogs.
3. Mustard and relish.
4. The cost of the permit issued by the City to allow the vendor to sell their hot dogs.
Click here for the answer
Here is an example:
Wright Brothers manufactures doors for homes. The following are illustrations of the way costs associated with the business would be classified. First, look at the cost and try to determine how you would classify it based on the definitions above and then look at the suggested classification. Warning, I have included a tricky one to make it interesting.
1. How would you classify the glass used in producing the doors (variable or fixed)?
2. How would you classify the door knobs used on each door produced (variable or fixed)?
3. How would you classify the mortgage on the manufacturing building where the doors are made?
4. How would you classify the door knobs used on each door produced (direct or indirect)?
5. How would you classify the paint used on each door (direct or indirect)?
6. How would you classify the advertising paid each month by the company (product or period)?
7. How would you classify the door hinges used on each door (product or period)?
Wright_Bros_Example_Answers
Calculating the costs
Allocating fixed costs to a product:
If we use the above example the monthly mortgage is $100,000
	Mortgage
	Number of doors produced
	Cost per door

	$100,000
	100
	$1,000

	$100,000
	200
	500

	$100,000
	300
	333


Calculating Direct material
Raw Materials:Beginning Raw Material Inventory
Add: raw materials purchased= raw materials available for use
Subtract: ending raw materials inventory=raw materials used in production.
Direct materials (any items removed from raw material inventory)
Practice question Part A:  Beginning raw materials inventory is $32,000. During the month 320,000 worth of raw materials was purchased. At the end of the month the inventory count indicated that $46,500 worth or raw materials remained. What was the cost of direct materials for this month?
Click here for the answer
Manufacturing Costs= direct labour +direct materials +manufacturing overhead (conversion costs)
Conversion costs are costs incurred to convert the direct material into a finished product.
Practice question:
Direct labour for the period was $425,000 and the direct materials that was used for the production this month totaled $550,000. The Manufacturing overhead for the period was $225,000. What is the total manufacturing costs for the month?
Click here for the answer
Work in Progress
Beginning work in progress
Add: Manufacturing costs for the period
= total work in progress for the period
Less: Ending work on progress inventory
[bookmark: _GoBack]= cost of goods manufactured                                     =     Finished Goods Inventory
Finished Goods
Beginning Finished Goods Inventory
Add: Cost of Goods Manufactured
= Cost of Goods Available for Sale
Less: Ending Finished Goods Inventory
= Cost of Goods Sold


