
B.COM III 

(Cost Accounting) 
 

Q) What is classification of cost? 

 

Cost classification is an essential aspect of accounting and financial management, providing 

insights into the nature of expenses incurred by a business or organization. Costs are classified 

based on various criteria, such as behaviour, function, nature, controllability, and relevance. 

Each classification serves a different purpose and helps in decision-making and performance 

evaluation. Here, we will discuss the classification of costs in detail. 

 

Fixed Costs: Fixed costs are expenses that do not change with the level of production or sales. 

These costs remain constant over a specified period, regardless of the volume of output. 

Examples include rent, salaries of permanent employees, insurance premiums, and 

depreciation of fixed assets. Fixed costs are essential for business operations, as they provide 

the foundation for budgeting and planning. 

 

Variable Costs: Variable costs are expenses that vary in direct proportion to the level of 

production or sales. These costs increase as production increases and decrease as production 

decreases. Examples include raw materials, direct labour, and sales commissions. Variable costs 

are crucial for determining the cost of producing each unit of output and for assessing the 

profitability of products or services. 

 

Semi-Variable Costs: Semi-variable costs, also known as mixed costs, have both fixed and 

variable components. These costs remain fixed up to a certain level of activity and then become 

variable beyond that level. Examples include utilities, maintenance costs, and telephone bills. 

Managing semi-variable costs requires understanding their fixed and variable components to 

control expenses effectively. 

 

Direct Costs: Direct costs are expenses that can be directly attributed to a specific product, 

project, or activity. These costs are easily traceable and include direct materials, direct labour, 

and other costs directly related to production. Direct costs are essential for calculating the cost 

of goods sold and determining the profitability of individual products or services. 

 

Indirect Costs: Indirect costs, also known as overhead costs, are expenses that cannot be 

directly traced to a specific product, project, or activity. These costs are incurred for the general 

operation of the business and include rent, utilities, administrative salaries, and depreciation of 



shared assets. Indirect costs are allocated to products or activities using cost allocation 

methods. 

 

Controllable Costs: Controllable costs are expenses that can be influenced or controlled by a 

manager or decision-maker. These costs are typically associated with the day-to-day operations 

of a business and include variable costs such as raw materials and labour. Controllable costs are 

crucial for evaluating managerial performance and making informed decisions. 

 

Non-Controllable Costs: Non-controllable costs are expenses that cannot be influenced or 

controlled by a manager or decision-maker. These costs are often fixed or determined by 

external factors, such as market conditions or government regulations. Examples include rent, 

depreciation, and interest expenses. Non-controllable costs are important for understanding 

the overall cost structure of a business. 

 

Marginal Costs: Marginal costs are the additional costs incurred by producing one more unit of 

a product or service. These costs include the variable costs associated with producing an 

additional unit. Marginal costs are essential for making short-term production decisions, such 

as determining the optimal level of output to maximize profitability. 

 

Sunk Costs: Sunk costs are costs that have already been incurred and cannot be recovered or 

changed by any decision made now or in the future. These costs should not be considered in 

decision-making, as they are irrelevant to future costs and revenues. Examples include past 

advertising expenses or the cost of machinery that cannot be resold. 

 

Opportunity Costs: Opportunity costs are the benefits foregone by choosing one alternative 

over another. These costs are not recorded in the accounting books but are important for 

decision-making. For example, if a company uses its resources to produce one product, the 

opportunity cost is the revenue it could have earned by producing a different product. 

 

In conclusion, cost classification is a fundamental concept in accounting and financial 

management, providing valuable insights into the nature of expenses incurred by a business. 

Understanding the different types of costs and their implications is essential for effective 

decision-making, budgeting, and performance evaluation. 


