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Abstract

Operational costs are those recurring costs incurred in the
operation of a business. Seemingly simple in concept, the iden
tification, allocation and control of these costs are complex and
have generated a plethora of management practices. This arti
cle clarifies what constitutes operational costs, including the
distinction between direct, indirect, variable and fixed costs. It
then looks at some of the most common practices of account
ing allocation, inc1uding absorption costing, marginal costing,
activity-based costing, throughput accounting and target costing.
Finally, it explores lean manufacturing, total quality manage
ment and the theory of constraints as methods companies have
used to control costs.

Overview

Operational costs are the recurring costs incurred by a company
in the course of running its business. They encompass virtu
ally all the expenses incurred by a company, except the costs of

financing (interest), income tax and depreciation. Thus, on the
income statement, operating income is identified as remaining
monies after the cost ofrevenue and other expenses are deducted
from revenue.

Categories of Operational Cost
As an example, Dell Inc.'s 2005 income statement is shown below
in Table 1 for illustration purposes. The two broad areas ofopera
tional costs are the cost ofrevenue and the operating expenses.

Table 1: DeO2005 Annual Income Statement (COMPDOC)

(In thousands)

Revenue 55,908,000

Cost of Revenue 45,958,000

Gross Profit 9,950,000

Operating Expenses

Research & Development (R&D) 463,000

Selling, General & Administrative Expenses (SG&A) 5,140,000

Nonreeurring

Other Operating Expenses

Operating Income 4,347,000

Income from Continuing Operations

Total Other Income/Expenses Net 255,000

Earnings before Interest & Taxes 4,602,000

Interest Expense 28,000

Income before Tax 4,574,000

Tax Expense 1,002,000

Net Ineome 3,572,000

Direct & Indirect Costs

Operational costs inc1udedirect costs and indirect costs.

• Direct costs are those that can be directly attributable to
specific products the company produces, and typically
inc1udematerials and production labor.

• Indirect costs are not directly allocated to specific prod
ucts and are not directly impacted by the level ofproduc
tion (at least over a short term).

The cost of revenue is generally comprised of direct costs,
though certain manufacturing overhead is generally included
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