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000000 0O 2.1.2 Direct, Indirect, and Standard CostsThese frequently encountered cost terms involve most
of the cost elements that also fit into the previous overlapping categories of fixed and variable costs and recurring
and nonrecurring costs. Direct costs are costs that can be reasonably measured and allocated to a specific output or
work activity. The labor and material costs directly associated with a product, service, or construction activity are
direct costs. For example, the materials needed to make a pair of scissors would be a direct cost.Indirect costs are
costs that are difficult to attribute or allocate to a specific output or work activity. Normally, they are costs allocated
through a selected formula (such as proportional to direct labor hours, direct labor dollars, or direct material
dollars) to the outputs or work activities. For example, the costs of common tools, general supplies, and equipment
maintenance in a plant are treated as indirect costs.Overhead consists of plant operating costs that are not direct
labor or direct material costs. In this book, the terms indirect costs, overhead, and burden are used interchangeably.
Examples of overhead include electricity, general repairs, property taxes, and supervision. Administrative and
selling expenses are usually added to direct costs and overhead costs to arrive at a unit selling price for a product or
service. (Appendix 2-A provides a more detailed discussion of cost accounting principles.)Standard costs are
planned costs per unit of output that are established in advance of actual production or service delivery. They are
developed from anticipated direct labor hours, materials, and overhead categories (with their established costs per
unit). Because total overhead costs are associated with a certain level of production, this is an important condition
that should be remembered when dealing with standard cost data (for example, see Section 2.4.3). Standard costs
play an important role in cost control and other management functions. Some typical uses are the following:1.
Estimating future manufacturing costs2. Measuring operating performance by comparing actual cost per unit with
the standard unit cost3. Preparing bids on products or services requested by customers4. Establishing the value of
work in process and finished inventories
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