COMM 305 Notes

Chapter 1 – Managerial Accounting

Managerial Accounting – A field of accounting that provides economic and financial information for managers and other internal users.

Managerial Activities
· Explain the field and substance of managerial accounting
· Explaining various managerial cost concepts that are useful in planning, directing, and controlling.  We also present cost flows and the process of cost accumulation in manufacturing environment and costs and how they are reported in the financial statements
· Calculate the cost of providing a service or manufacturing a product
· Analyzing cost-volume-profit relationship within a company
· Accumulating and presenting relevant data for management decision-making
· Evaluating the impact on decision-making of alternative approaches for costing inventory
· Determining prices for external and internal transactions
· Assisting management in profit planning and formalizing these plans in budgets
· Providing a basis for controlling costs and expenses by comparing actual results with planned objectives and standard costs
· Accumulating and presenting data for capital expenditure decisions
· Distinguishing Features:
· Applies to all types of businesses – service, merchandising, and manufacturing
· Applies to all form of businesses – proprietorships, partnerships, and corporations
· Applies to not-for-profit and profit-oriented companies
· More responsible for strategic cost management
· Team includes members from production, marketing, engineering, etc.
· Aid in making critical decisions

Comparing Managerial and Financial Accounting
Similarities
· Both deal with economic events of a business
· Both require that economic events be quantified and communicated to interested parties
Differences
· Financial Accounting:
· Primary users of reports – External users: shareholders, creditors, and regulators
· Types of reports – Financial statements
· Frequency of reports – Quarterly and annually
· Purpose of reports – General-purpose
· Content of reports – Pertains to business as whole, highly aggregate, limited to double-entry accounting and cost data, in accordance with generally accepted accounting principles
· Verification process – Audit by independent accountant
· Managerial Accounting
· Primary users of reports – Internal users: officers and managers
· Types of reports – Internal reports
· Frequency of reports – As frequently as needed
· Purpose of reports – Special purpose for specific decisions
· Content of reports – Pertain to subunits of the business, very detailed, extends beyond double-entry accounting to any relevant data, standard is relevance to decisions
· Verification process – No independent audits
Managerial accounting is needed in all types if business – service, merchandising, and manufacturing.  It also applies to all forms of business organization – proprietorships, partnerships, and corporations.  Managerial accounting is needed in not-for-profit entities, as well as in profit-oriented enterprises.  Managerial accounting provides tools that help management make decisions and evaluate the effectiveness of those decisions.

Management Functions
Management’s activities and responsibilities can be classified into the following three broad functions:
· Planning
· Future Oriented – Looking ahead
· Establish objectives such as
· Maximize short-term profit
· Long-term sustainability/growth
· Commit to environmental protection
· Key objectives: add value to the business
· Value measured by trading price of stock and by potential selling price of the company
· Directing
· Coordinate diverse activities and human resources
· Implement planned objectives
· Provide incentives to motivate employees
· Hire and train employees including executives, managers, and supervisors
· Controlling
· Keep activities on track
· Determine whether goals are met
· Decide on the changes needed to get back on track
· Typically use a formal system of evaluation
· Good decision-making is the outcome of good judgment in planning, directing, and controlling.

Organizational Structure: Organizational Chart
· Prepared by most companies
· Organizational charts identify the interrelationships of activities, the delegation of authority and the delegation of responsibility
· Responsibilities within the company are frequently classified as either line or staff positions
· Line positions are directly involved in the company’s main revenue-generating operating activities
· Staff positions are involved in activities that support the efforts of the line employees
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Board of Directors – The group of officials elected by the shareholders of a corporation or non-profit organization to formulate operating policies, select officers, and otherwise manage the company.
Chief Executive Officer (CEO) – The corporate officer who has overall responsibility for managing the business; he or she delegates parts of that responsibility to other corporate officers.
Chief Financial Officer (CFO) – The corporate officer who is responsible for all of a company’s accounting and finance issues.
Treasurer – The financial officer who is responsible for the custody of a company’s funds and for maintaining its cash position.
Controller – The financial officer who is responsible for a company’s accounting records, system of internal control, and preparation of financial statements, tax returns, and internal reports.
Line Positions – Jobs that are directly involved in a company’s main revenue-generating operating activities.
Staff Positions – Jobs that support the efforts of line employees.

Good Ethics – Good Business
Business Ethics
· Business scandals cause massive investment losses and employee layoffs
· Corporate fraud has increased 13% in last five years
· Employee fraud makes up 60% of all fraud, expense account abuse, theft of assets, etc.
· Intentional misstatement of financial reports, or financial reporting fraud, is the most costly to companies
Creating Proper Incentives
· Monitoring and evaluating employees may produce incentive to act unethically; for example, overly ambitious budgets may produce unethical management actions to meet targets
· Employees may feel that they must succeed no matter what
· Ineffective and unrealistic controls may result in declining quality of product
· Good ethics add value to a company’s image

Code of Professional Ethics
· Competence
· Confidentially
· Integrity
· Objectivity

Accounting Organizations in Canada
· Society of Management Accountants in Canada (SMAC)
· Canadian Institute of Chartered Accountants (CICA)
· Certified General Accountants’ Association of Canada (CGA-Canada)

Managerial Accounting Today: Service industry Trends
· North American economy in general has shifted toward an emphasis on providing services
· Today, over 50% of U.S. and Canadian workers are employed by service companies
· Trend is expected to continue in the future
· Managerial accounting has responded to the need for new systems to measure the cost of services
· New operating controls have been designed to improve the quality and efficiency of specific services
· Many of the techniques developed for manufacturing firms have been applied to service companies



Managerial Accounting Practices
Value Chain refers to all activities associated with providing a product or service: from R&D and Product/Service design to after-sale service and Environmentally Responsible Disposal (ERD)
For a manufacturing firm, these include:
· Research & development and product design
· Acquisition of raw materials
· Production
· Sales & marketing
· Delivery
· Customer relations and subsequent service
Technological Change
· Enterprise Resource Planning (ERP) Software System – Software that provides a comprehensive, centralized, integrated source of information that is used to manage all major business processes.
· Software systems that manage the value chain
· In large companies, an ERP system might replace as many as 200 individual software packages
· Internet and Business-to-Business (B2B) E-Commerce
· Computer-Integrated Manufacturing (CIM)
· Makes products untouched by human hands
· Just-in-Time (JIT) Inventory Methods – An inventory system in which goods are manufactured or purchased just in time for use.
· Total Quantity Management (TQM) – Systems implemented to reduce defects in finished products with the goal of achieving zero defects.
· Increased emphasis on product quality because goods are produced only as needed
· Total Quality Management (TQM) – a philosophy of zero defects; all employees participate in managing quality
· Activity-Based Costing (ABC) – A method of allocating overhead based on each product’s use of activities
· Overhead in allocated based on each product’s use of economic resources as it undergoes various activities (number of orders or number of machine set ups)
· Results in more accurate product costing and scrutiny of all activities in the value chain
· Theory of Constraints – The practice of identifying constraints that impede a company’s ability to provide a good or service, and dealing with the constraints to maximize profitability.
· Used to identify and manage constraints or bottlenecks
· Helps achieve overall goals of the company, particularly profits
· Lean Manufacturing
· Today most products require little direct labour to complete, due in large part to advancements in automation. Customers now dictate requirements to suppliers and often look for smaller quantities of individualized product.  Lean manufacturing was developed in resource to this changing manufacturing environment
· Researchers have highlighted five basic principles that are crucial to the lean thinking process: 1. Define value 2. Identify the value stream 3. Make the value stream flow 4. Implement a pull system 5. Strive for perfection
· Balanced Scorecard – A performance-measurement approach that uses both financial and non-financial measures that are tied to company objectives to evaluate a company’s operations in an integrated way.
· A performance-measurement approach to evaluate operations in an integrated fashion
· Uses both financial and non-financial measures
· Links performance measures to overall company objectives
Supply Chain – All activities from the receipt of an order to the delivery of a product or service.

Chapter 2 – Managerial Cost Concepts and Cost Behavior Analysis

Cost - An economic resource given up or foregone to accomplish a particular objective.
Cost Object – Anything for which cost information is measured and accumulated.

Manufacturing Costs
· Manufacturing consists of activities to convert raw materials into finished goods
· Typical classification of manufacturing costs
· Direct Materials – Raw materials that can be physically and directly associated with manufacturing the finished product.
· Direct Labour – The work of factory employees that can be physically and directly associated with converting raw materials into finished goods.
· Manufacturing Overhead – Manufacturing costs that are indirectly associated with the manufacturing of the finished product.
· Indirect Materials – Raw materials that do not physically become part of the finished product or cannot be traced because their physical association with the finished product is insignificant.
· Indirect Labour – Work of factory employees that has no physical association with the finished product, or for which it is impractical to trace the costs to the goods produced.
· In contrast, a merchandising firm sells goods in the form in which they were bought



Prime Costs – The sum of direct materials costs and direct labour costs.  These are all direct manufacturing costs.
Conversion Costs – The sum of direct labour costs and manufacturing overhead costs, which together are the costs of converting raw materials into final product.
Product Costs – Costs that are a necessary and integral part of producing the finished product.
· Consists of the direct material cost, the direct labour cost, and the manufacturing overhead cost
· Recorded as inventory when incurred
· Do not become expenses until the finished goods inventory is sold
Period Costs – Costs that are matched with the revenue of a specific time period and changed to expenses as incurred.
· Non-manufacturing costs
· Deducted from revenues in period incurred to determine net income
· Include all selling expanses and general and administrative expenses

Cost Behavior Analysis – The study of how specific costs respond to changes in the level of business activity.
· Some costs change; others remain the same
· Helps management plan operations and make decisions
· Applies to all types of businesses and entities
· Starting point is measuring key business activities
· Activity levels may be expressed in terms of
· Sales dollars (in retail company)
· Kilometers driven (in a trucking company)
· Room occupancy (in a hotel)
· Dance classes taught (by a dance studio)
· For an activity level to be useful, changes in the level or volume of activity should be correlated with changes in cost
· The activity level selected is called the activity (or volume) index
· Identifies the activity that causes changes in the behavior of costs
· Allows costs to be classified according to their response to changes in activity as:
· Variable Cost
· Fixed Cost
· Mixed Cost
Activity Index – The activity that causes changes in the behavior of costs.
Variable Costs – Costs that vary in total directly and proportionately with changes in the activity level.
· If the activity level increases by 10%, total variable costs increase by 10%; if the activity level decreases by 25%, total variable costs will decrease by 25%
· Variable costs also remain constant per unit at every level of activity
· Examples of variable costs include:
· Direct material and direct labour for a manufacturer
· Sales commissions for a merchandiser
· Gasoline in airlines and trucking companies
Fixed Costs – Costs that remain the same in total regardless of changes in the activity level.
· Per unit cost varies inversely with activity:
· As volume increases, unit cost decline, and vice versa
· Examples include:
· Property taxes
· Insurance
· Rent
· Amortization on buildings and equipment
Distinguish Between Variable and Fixed Costs
· Variable costs are costs that vary in total directly and proportionately with changes in the activity level.  These costs remain the same per unit at every level of activity
· Fixed costs are costs that remain the same in total within the relevant range regardless of changes in the activity level.  Fixed costs per unit vary inversely with activity – in other words as volume increases, unit costs decrease and vice versa.
Relevant Range – The range of the activity index over which the company expects to operate during the year.
· Throughout the range of possible levels of activity, a straight-line relationship usually does not exist for either variable costs or fixed costs
· The relationship between variable costs and changes in activity level is often curvilinear
· For fixed costs, the relationship is nonlinear – some fixed costs will not change over the entire range of activities, others may change at different levels of activity
· Within this range, a straight-line relationship usually exists for both variable and fixed costs
Mixed Costs – Costs that contain both a variable and fixed cost element.  They change in total but not proportionately with changes in the activity level.
· Sometimes called semi variable cost
High-Low Method – A mathematical method to separate mixed costs into their variable and fixed components that uses the total costs incurred at the high and low level of activity.
· Uses the total costs incurred at both the high and the low levels of activity to classify mixed costs
· The difference in costs between the high and low levels represents variable costs, since only variable costs change as activity levels change
· Step 1: Determine variable cost per unit using the following formula:
Change in Total Costs / Change in Activity Level = Variable Cost per Unit
· Step 2: Determine the fixed cost by subtracting the total variable cost at either the high or the low activity level from the total cost at the level




Income Statement
· The income statement for a manufacturer is similar to that of a merchandiser except for the cost of goods sold section
Cost of Goods Sold Components Merchandiser versus Manufacturer
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Work in Process – Partially completed units of a product
Total Manufacturing Costs – Sum of direct material costs, direct labour costs, and manufacturing overhead, all incurred during the current period
Total Cost of Work in Process – Cost of the beginning work in process plus the total manufacturing costs for the current period.
Ending Work in Process Inventory – Units that were partially completed at the end of the accounting period.
Cost of Goods Manufactured – Total cost of work in process less the cost of the ending work in process inventory.
Cost of Goods Purchased – The net cost of merchandise purchased (after deducting purchase returns, purchase allowances, and purchase discounts) plus the cost of freight-in.[image: Macintosh HD:Users:alexrichard:Desktop:Screen Shot 2015-05-14 at 5.54.03 PM.png]
Balance Sheet – Inventories
· Manufacturing companies may have three inventory accounts:
· Raw Materials Inventory – Shows the cost of raw materials on hand
· Work in Process Inventory – Shows the cost applicable to units on which production has started but is only partially complete
· Finished Goods Inventory – Shows the cost of completed goods on hand
· Merchandising companies have only one category of inventory:
· Merchandise Inventory

Chapter 3 – Job-Order Cost Accounting

Cost Accounting System – Manufacturing cost accounts that are fully integrated into the general ledger of a company.
· Cost accounting involves:
· The measuring
· The recording
· The reporting of product costs
· Consists of the various manufacturing costs that are fully integrated into the general ledger system.
· An important feature is the use of a perpetual inventory system to provide immediate, up-date information on the cost of a product
Cost Accounting – An area of accounting that involves measuring, recording, and reporting product costs.
There are two basic types of cost accounting systems:
· Job-Order Cost System – A cost accounting system in which costs are assigned to each job or batch.
· A job may be for a specific order or inventory
· A key feature: each job or batch has its own distinguishing characteristics
· The objective: to calculate the cost per job
· Measures costs for each job completed not for set time periods
· Process Cost System – A system of accounting that is used when a large volume of similar products are manufactured.
· Cost are accumulated for a specific time period (a week or a month)
· Costs are assigned to departments or processes for a set period of time
Job-Order Cost Flows
· The cost flow parallels the physical flow of the materials as they are converted into finished goods
· Manufacturing costs are assigned to Work in Process
· Cost of completed jobs is transferred to Finished Goods Inventory
· When units are sold, the cost is transferred to Cost of Goods Sold
Two Major Steps in Flows of Costs
· Accumulate the manufacturing costs incurred
· Raw Materials
· Raw materials are debited to Raw Materials Inventory when purchased
· At this point, the cost of materials is not assigned to specific jobs or orders
· Raw Materials Inventory
· A general ledger account
· A control account that summarizes the detailed data regarding specific inventory accounts in the subsidiary ledger
· The subsidiary ledger consists of individual records for each item of raw materials
· May be accounts or manually/mechanically prepared cards
· May be kept as computer data files
· The records are referred to as materials inventory records or stores ledger cards
· Factory Labour
· Consists of:
· Gross earnings of factory workers
· Employer payroll taxes on such earnings
· Fringe benefits incurred by the employer
· Debited to Factory Labour when incurred
· Manufacturing Overhead
· May be recognized daily
· For example, machinery repairs, indirect materials, and indirect labour
· May also be recorded periodically through adjusting entries
· For example, property taxes, amortization, and insurance
· Manufacturing overhead is a control account
· Assign the accumulated costs to the work done
· Manufacturing costs are assigned to work in process with
· Debits to Work in Process Inventory
· Credits to:
· Raw Materials Inventory
· Factory Labour
· Manufacturing Overhead
· Entries assigning costs to work in process are usually made monthly
· Job Cost Sheet – A form used to record the costs that are chargeable to a job and to determine the total and unit costs of the completed job.
· Used to record the costs of a specific job
· Postings to job cost sheets are made daily
· Raw Materials Cost
· Assigned to a job when materials are issued
· A materials requisition slip – the written authorization for issuing raw materials
· May be either directly used on a job or may be considered indirect materials
· Requisition is prepared in duplicate
· One copy stays in the storeroom as evidence of materials released
· The original goes to accounting to determine the cost per unit and total cost of materials used
· Posted daily to individual job cost sheets and periodical journalized
· Factory Labour Cost
· Time tickets are sent to payroll to be sorted, totaled, and journalized
· Work in Process is debited for direct labour costs
· Manufacturing overhead is debited for indirect labour costs
· Factory Labour is left with a zero balance
· Manufacturing Overhead
· Relates to production operations as a whole
· Cannot be assigned to specific jobs based on actual costs incurred
· Must be assigned to work in process and to specific jobs on an estimated basis through the use of a Predetermined Overhead Rate
· Predetermined Overhead Rate
· Based on the relationship between estimated annual overhead costs and expected annual operating activity
· Expressed in terms of an activity base such as:
· Direct labour costs
· Direct labour hours
· Machine hours
· Any other activity that is an equitable base for applying overhead costs to jobs
· The current trend is to use machine hours as the activity base due to increased automation in manufacturing operations
· Established at the beginning of the year
· May use a single, company-wide predetermined rate
· May use a different rate for each department and each department may have a different activity base
· The formula for a predetermined overhead rate is:
Estimated Annual Overhead Costs / Expected Annual Operating Activity = Predetermined Overhead Rate
· Predetermined overhead rate is used to assign overhead to different jobs in process during the period
· The object is to get timely information about the cost of a completed job
· At the end of each month the balance in Work in Process Inventory should equal the sum of the costs shown on the job cost sheets of unfinished jobs.
Assigning Costs to Finished Goods
· When a job is completed, the costs are summarized and the job cost sheet is completed.
· Inventory remains in Finished Goods Inventory until it is sold
· Cost of goods sold is recognized when a sale occurs
Summary Entry – A journal entry that summaries the totals from multiple transactions.
Reporting Job Cost Data
· The cost of goods manufacturing schedule shows manufacturing overhead applied rather actual overhead costs
· Applied overhead is added to direct materials and direct labour to determine total manufacturing costs
Actual Costing System – A cost accounting system in which costs are assigned to a cost object by using data on actual costs incurred during the accounting period.
Normal Costing System – A cost accounting system that traces direct costs to a cost object by using the actual cost data incurred during the accounting period and that allocates indirect costs based on the predetermined rate(s) times the actual quantity of the cost-allocation base(s).

Material Requisition Slip – A document authorizing the issue of raw materials from the storeroom to production.

Time Ticket – A document that indicates the employee, the hours worked, the account, the job to be charged, and the total labour cost.

Over-Applied Overhead – A situation in which overhead assigned to work in process is greater that the overhead incurred.
· A credit balance in manufacturing overhead means that overhead is over applied
Under-Applied Overhead – A situation in which the overhead assigned to work in process is less than the overhead incurred.
· A debit balance I manufacturing overhead means that overhead is under applied
Any year-end balance in Manufacturing is eliminated by adjusting cost of goods sold
· Under applied overhead is debited to cost of goods sold
· Over applied overhead is credited to cost of goods sold
Proration – The process of assigning under- and over-applied overhead costs to the inventory accounts Work in Process and Finished Goods, and to Cost of Goods Sold.
· The under applied or over applied overhead is prorated among Work in Process Inventory, Finished Goods Inventory and Cost of Goods Sold
· As a result of this method, the total of these ending account balances equals the actual costs incurred

Chapter 4 – Process Cost Accounting

Nature of Process Cost Systems
Uses of Process Cost Systems
· Used to apply costs to similar products that are mass produced in a continuous fashion
· Examples include the production of cereal, paint, and soft drinks
· Costs in a job order cost system are assigned to a specific job
· Examples include:
· Building a customized home
· Making a motion picture
· Making specialized machines
Similarities and Differences
· In job order cost systems:
· Costs are assigned to each job
· The products have unique characteristics
· In process cost systems:
· Costs are tracked through a series of connected manufacturing processes or departments
· The products are uniform or relatively homogeneous and produced in a large volume
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Job order and process cost systems are similar in 3 ways:
· Same manufacturing cost elements
· Direct materials, Direct Labour, and Manufacturing Overhead
· Similar accumulation of costs
· Debit raw materials costs to Raw Material Inventory
· Debit factory labour costs to Factory Labour
· Debit manufacturing overhead costs Manufacturing Overhead
· Same accounts for flow of costs
· Work in Process, Finished Goods Inventory, and Cost of Goods Sold; however, the methods of assigning the costs differ significantly
Differences Between Systems
· Job-Order Cost System
· Work in process accounts – one for each job
· Documents used – job cost sheets
· Point at which costs totaled – when job is complete
· Unit cost calculations – cost of each job divided by units produced for the job
· Process Cost System
· Work in process accounts – one for each process
· Documents used – production cost reports
· Point at which costs totaled – end of a period of time
· Unit cost calculations – total manufacturing costs divided by units produced during the period
Operations Costing – A combination of a process cost and a job-order cost system, in which products are manufactured mainly by standardized methods, with some customization.
· Operations costing is a combination of a process cost and a job-order cost system
· It is similar to process costing since companies use standardized methods to manufacture a product
· At the same time, the product may have some customized, individual features that require the use of a job-order cost system
Assignment of Manufacturing Costs
· Accumulation of materials and labour costs is the same as in job order costing
· Debit Raw Materials Inventory for all purchases of raw materials
· Debit Factory Labour for all factory labour incurred
· However, assignment of the three manufacturing cost elements to Work in Process is different
· Materials Costs
· A process cost system requires fewer materials requisitions than a job order cost system
· Materials are used for processes not specific jobs
· Requisitions are for larger quantities of materials
· The entry to record the materials used:
Work in Process Machining				XXXX
Work in Process Assembly				XXXX
		Raw Materials Inventory				XXXX
			To record materials used
· Factory Labour Costs
· Time tickets used in both systems
· All labour costs incurred within a production department are a cost of processing
· The entry to assign these costs:
Work in Process – Machining			XXXX
Work in Process – Assembly				XXXX
		Factory Labour					XXXX
			To assign factory labour to production
· Manufacturing Overhead Costs
· Objective of assigning overhead – allocate overhead to departments on an objective and equitable basis
· Use the activity that drives or causes the costs
· Machine time used – primary driver in continuous manufacturing operations; widely used
· The entry to allocate overhead to the two processes:
Work in Process – Machines				XXXX
Work in Process – Assembly				XXXX
		Manufacturing Overhead				XXXX
			To assign overhead to production
· Entries to Transfer Costs Through System
· Monthly entry to transfer goods to next department:
Work in Process – Assembly				XXXX
		Work in Process – Machining			XXXX
· Entry to transfer completed goods to Finished Goods:
Finished Goods Inventory				XXXX
		Work in Process – Assembly			XXXX
· Entry to record Cost of Goods Sold at the time of sale:
Cost of Goods Sold					XXXX
		Finished Goods Inventory				XXXX
Equivalent Units of Production
· A measure of the work done during the period, expressed in fully completed units
· Used to determine the cost per unit of the completed product
Weighted-Average Method – A method used to calculate equivalent units of production, which considers the degree of completion (weighting) of the units completed and transferred out and the ending work in process.
· Consider the degree completion (weighting) of units completed and transferred out and units in endings work in process
· Most widely used method
· Beginning work in process not part of calculation of equivalent units
· Units completed and transferred out + equivalent units of ending work in process = equivalent units of production

Production Cost Report – An internal report for management that shows both the production quantity and cost data for a production department.
· Key document used to understand activities
· Prepared for each department and shows:
· Production quantity
· Cost data
· Four preparation steps:
· Calculate physical unit flow
· Physical units
· Actual units to be accounted for during a period, regardless of work performed
· Total Units to be Accounted For = Units Started (or Transferred) into Production during the Period + Units in Production at Beginning of Period
· Total Units Accounted For = Units Transferred out During Period + Units in Production at End of Period
· Calculate equivalent units of production
· Measure of a department’s productivity
· Two calculations required: one for materials and one for conversion costs
· Beginning work in process is ignored
· Calculate unit production costs
· Costs expressed in terms of equivalent units of production
· When equivalent units of production are different for materials and for conversion costs, three unit costs are calculated:
· Materials
· Conversion
· Total Manufacturing
· Prepare a cost reconciliation schedule
· Determines cost of goods transferred to the next department
· Assigns total costs to units transferred out and to ending work in process
· Shows that total costs accounted for equal total costs to be accounted for
Transferred-In Cost – A cost component that is used in a sequential (or multiple-department) process setting.  It has a percentage of completion factor of 100% and is treated the same as any other cost component in the calculation of the equivalent units of production and the cost per equivalent unit of production.
The Production Cost Report
· An internal document for management
· Shows production quantity and cost data for a department
· Presents results of the four steps in system
· Uses of Production Cost Report:
· Basis for evaluating productivity of each department
· Helps assess reasonableness of unit costs and total costs
· Aids in judging whether planned objectives are met
Calculate Equivalent Units For A Sequential Process Setting
· A sequential process where goods are transferred from one department to another requires an additional cost component called transferred in
· Features of this cost component:
· Percentage of completion factor of 100%
· Treated the same way as any other cost component in the calculation of equivalent units or production and the cost per equivalent unit of production
First-In, First-Out (FIFO) Method – A process costing method in which the cost assigned to the beginning work in process inventory is separated from current-period production costs.  The cost per equivalent unit is related to the current period only.


Chapter 5 – Activity Costing

Activity-Based Costing Versus Traditional Costing
· Traditional Costing System allocates overhead using a single predetermined rate
· Job order costing: direct labour cost is assumed to be the relevant activity base
· Process costing: machine hours is the relevant activity base
· The Traditional Costing System was satisfactory when:
· Direct labour was a major portion of total manufacturing costs
· There was a wide acceptance of a high correlation between direct labour and overhead costs
Traditional Costing Systems
· Direct labour is still often the appropriate basis for assigning overhead costs when:
· Direct labour constitutes a significant part of total product cost and a high correlation exists between direct labour and changes in overhead costs
Need for a New Approach
· Tremendous change in manufacturing and service industries
· Decrease in amount of direct labour usage
· Significant increase in total overhead costs
· Often inappropriate to use plant-wide pre-determined overhead rates based on direct labour or machine hours when a lack of correlation exists
· Complex manufacturing processes may require multiple allocation bases; this approach is called Activity-Based Costing (ABC)
The Reasoning Behind ABC
· Products consume Activities and Activities consume Resources
Activity-Based Costing (ABC)
· An overhead cost allocation system that allocates overhead to multiple activity cost pools
· Assigns the activity cost pools to products or services by means of cost drivers that represent the activities used
· Activity – Any event, action, transaction, or work sequence that causes a cost to be incurred in producing a product or providing a service
· Activity Cost Pool – A distinct type of activity.  For example, ordering materials or setting up machines.
· Cost Drivers – Any factors or activities that have a direct cause-effect relationship with the resources consumed
· ABC allocates overhead costs in two stages:
· Stage 1: Overhead costs are allocated to activity cost pools
· Stage 2: The overhead costs allocated to the cost pools is assigned to products using cost drivers
· The more complex a product’s manufacturing operation, the more activities and cost drivers likely to be present
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Traditional Costing vs. ABC
· ABC does not replace an existing job order/process cost system
· ABC does segregate overhead into various cost pools to provide more accurate cost information
· ABC, thus, supplements – it does not replace – thee traditional cost system

Activity-Based Costing
A Closer Look
· More accurate product costing through
· Use of more cost pools to assign overhead costs
· Better control over overhead costs
· Better management decisions
Limitations
· Can be expensive to use
· Some arbitrary allocations continue
When to Use
· Use ABC When One or More of the Following Exist:
· Products differ greatly in volume/manufacturing complexity
· Products lines are
· Numerous
· Diverse
· Require different degrees of support services
· Overhead costs are a significant portion of total costs
· Significant change in manufacturing process or number of products
· Managers ignore data from existing system and instead use “bootleg” costing data
· The scale of the business is large enough to support the high upfront cost of the system software and ongoing support costs

Value-Added vs. Non-Value-Added Activities
· Activity Based Management (ABM):
· An extension of ABC from a product costing system to a management function that focuses on reducing costs and improving processes and decision making
· A refinement of ABC used in ABM classifies activities as either value-added or non-value-added
· Value-Added Activity
· An activity that increases the worth of a product or service such as:
· Manufacturing Company
· Engineering design
· Machining
· Assembly
· Painting
· Service Company
· Performing surgery
· Legal research services
· Delivering packages
· Packaging
· Non-Value-Added Activities
· An activity that adds cost to, or increases the time spent on, a product/service without increasing its market value such as:
· Manufacturing Company
· Repair of machines
· Storage of inventory
· Moving of raw materials
· Assemblies and finished goods
· Building maintenance
· Inspections
· Service Company
· Taking appointments
· Reception
· Bookkeeping/billing
· Traveling
· Ordering supplies
· Inventory control
Activity Flowcharts
· Activity flowcharts are often used to help identify the activities that will be used in ABC costing

Classification of Activity Levels
· Unit-level activities:
· Performed for each unit of production
· Batch-level activities:
· Performed for each batch of product
· Product-level activities:
· Performed in support of an entire product line, but not always performed every time a new unit or batch is produced
· Facility-level activities:
· Require to support or sustain an entire production/process

Activity-Based Costing
In Service Industries
· Similarities with Manufacturing Firms
· Overall objective:
· Identify key cost-generation activities and keep track of quantity of activities performed for each service provided
· General approach is to identify activities, cost pools, and cost drivers
· Labeling of activities as value-added or non-value-added
· Reduction of non-value-added activities
· Major difficulty in implementing ABC:
· A larger proportion of overhead costs are company-wide costs that cannot be directly traced to specific services

Chapter 6 – Decision-Making Cost-Volume Profit

Cost-Volume-Profit Analysis
· Study of the efforts of changes of costs and volume on a company’s profits
· A critical factor in management decisions
· Important in profit planning
· Considers the interrelationships among the five components of CVP analysis:
· Volume or level of activity
· Unit selling prices
· Variable cost per unit
· Total fixed costs
· Sales mix
Assumptions Underlying CVP Analysis
· Behavior of both costs and revenues is linear throughout the relevant range of the activity index
· All costs can be classified as either variable or fixed with reasonable accuracy
· Changes in activity are the only factors that affect costs
· Inventory levels remain constant – all units produce are sold
· When more than one type of product is sold, the sales mix will remain constant
CVP Income Statement
· A statement for internal use
· Classifies costs and expenses as fixed or variable
· Reports contribution margin in the body of the statement
· Contribution Margin – Amount of revenue remaining after debuting variable costs
· Reports the same income as a traditional income statement
Contribution Margin
· Contribution margin is available to cover fixed costs and to contribute to income
· Formula for contribution margin per unit:
· Unit Selling Price – Unit Variable Costs = Contribution Margin per Unit
Contribution Margin Ratio
· CM Ratio shows the percentage of each sales dollar available to apply toward fixed costs and profits
· Contribution Margin per Unit / Unit Selling Price = Contribution Margin Ratio
Break-Even Analysis
· Break-Even Analysis is the process of finding the break-even point
· Break-even point
· Level of activity at which total revenues equal total costs (both fixed and variable)
· Can be calculated or derived
· From a mathematical equation
· By using contribution margin
· From a cost-volume-profit (CVP) graph
· Expressed either in sales units or in sales dollars
· Contribution Margin Technique
· At the break-even point, contribution margin must equal total fixed costs  (CM = total revenues – variables costs)
· The break-even point can be calculated using either contribution margin per unit or contribution margin ratio
· When the break even point in units is desired, contribution margin per unit is used in the following formula:
· Fixed Costs / Contribution Margin per Unit = Break-Even Point in Units
· When the break even point in dollars is desired, contribution margin ratio used in the following formula:
· Fixed Costs / Contribution Margin Ratio = Break-Even Point in Dollars
· Graphic Presentation
· A cost-volume-profit (CVP) graph shows costs, volume, and profits
· It is used to visually find the break-even point
· To construct a CVP graph,
· Plot the total revenue line starting at the zero activity level
· Plot the total fixed cost by a horizontal line
· Plot the total cost line (starts at the fixed cost line at zero activity)
· Determine the break-even point from the intersection of the total cost line and the total revenue line
· Target Operating Income Before Tax
· Using the Contribution Margin Approach:
· Formula for required sales in units
· (Fixed Costs + Target Operating Income) / Contribution Margin per Unit = Required Sales in Units
· Formula for required sales in dollars:
· (Fixed Costs + Target Operating Income) / Contribution Margin Ratio = Required Sales in Dollars
· Target Operating Income After Tax
· Operating Income after taxes is calculated as:
· Operating income after taxes = Operating income before taxes x (1 – tax rate)
· Formula for required sales in units:
· (Fixed Costs + Target Operating Income x (1 – Tax Rate) / Contribution Margin per Unit = Required Sales in Units
· Formula for required sales in dollars:
· (Fixed Costs + Target Operating Income x (1 – Tax Rate) / Contribution Margin Ratio = Required sales in Dollars
· Margin of Safety
· Difference between actual or expected sales and sales at the break-even point
· May be expressed in dollars or as a ratio
· Actual (Expected) Sales – Break-Even Sales = Margin of Safety in Dollars
· Margin of Safety Ratio
· Calculated by dividing the margin of safety in dollars by the actual or expected sales
· Margin of Safety in Dollars / Actual (Expected) Sales = Margin of Safety Ratio

Sales Mix
· Companies often sell more than one product
· Critical decision: what mix of products to sell
· Relative percentage in which each product is sold when more than one product is sold
· Important because different products have substantially different contribution margins
· Break-Even Sales in Units
· Step 1: Calculate the weighted-average unit contribution margin of all the products:
· Product 1 Unit Contribution Margin x Percentage of Sales + Product 2 Unit Contribution Margin x Percentage of Sales = Weighted Average Unit Contribution Margin
· Step 2: Calculate the break-even point in units:
· Fixed Cost / Weighted Average Unit Contribution Margin = Break-Even Point in Units
· At any level of units sold, operating income will be greater if more high contribution margin units are sold than low contribution margin units



Cost Structure
Appendix 6 A
· Cost structure refers to the relative proportion of fixed versus variable costs that a company incurs.  Cost structure can have a significant effect on profitability
· Effect on Contribution Margin Ratio
· Effect on Break-Even Point
· Effect on Margin of Safety Ratio
Operating Leverage
Appendix 6 A
· The degree of operating leverage provides a measure of a company’s earnings volatility and can be used to compare companies
· Degree of Operating Leverage = Contribution Margin / Operating Income

Chapter 7 – Incremental Analysis

Management’s Decision-Making Process
· Does not always follow a set pattern or process
· Decisions vary in scope
· Decisions vary in urgency and importance
· However some steps can be identified:
· Identify the problem and assign responsibility
· Determine and evaluate possible courses of action
· Make a decision
· Review the results of the decision
· Considers both financial and non-financial information
· Financial information
· Revenues and costs
· Overall profitability
· Nonfinancial information
· Effect of decision on employee turnover
· Environment
· Overall image of company
Incremental Analysis Approach
· Decisions involve a choice among alternative actions
· Financial data relevant to a decision are the data that vary in the future among alternatives
· Both costs and revenues may vary
· Only revenues may vary
· Only costs may vary
· Incremental Analysis – The process of identifying the financial data that change under alternative courses of action.
· Identifies probable effects of decisions on future earnings
Relevant Cost – In incremental analysis, the only factors to be considered are: (1) those costs and revenues that are different for each alternative, and (2) those costs and revenues that will occur in the future.
Opportunity Cost – In choosing to take one action, the company must often give up the opportunity to benefit from some other action. This lost benefit is called an opportunity cost.
Sunk Cost – Costs that have already been incurred and will not be changed or avoided by any future decision are called sunk costs. Sunk costs are not relevant costs.

Relevant Costs – Those costs and revenues that differ across alternatives.
Opportunity Cost – The potential benefit that may be obtained from following an alternative course of action.
Sunk Costs – Costs that cannot be changed by any present or future decision.

Sell or Process Further
· Manufacturers may have to decide, at a given point in production, whether to sell now or to process further and sell at a higher price later
· Decision Rule:
· Process further as long as the incremental revenue from such processing exceeds the incremental processing costs
Single-Product Case
· Cost to manufacture one unfinished units
· Unused capacity is available to enable the company to finish the units
· Relevant unit costs of finishing units
Multiple-Product Case
· Especially appropriate when multiple products are produced simultaneously
· Many end-products are produced from a single raw material and a common production process
· Joint Costs
· All costs incurred prior to split-off point
· Allocate to individual products based on relative sales value
· Sunk Costs
· Already incurred and cannot be changed
· Irrelevant for sell or process further decisions
· Joint costs are sunk costs for sell or process further decisions

Joint Costs – For joint products, all costs incurred before the point at which the two products are separately identifiable.  This point is known as the split-off point.
Joint Products – Multiple end products produced from a single raw material and a common process.

Eliminate an Unprofitable Segment
· Key: Focus on relevant costs
· Consider effect on related product lines
· Fixed costs allocated to the unprofitable segment must be absorbed by the other segments
· Net income may decrease when an unprofitable segment is eliminated
· Decision Rule: Retain the segment unless fixed costs eliminated exceed the contribution margin lost

Allocate Limited Resources
· Resources are always limited
· Floor space for a retail firm
· Raw material, direct labour hours, or machine capacity for a manufacturing firm
· Management must decide which products to make and sell to maximize net income

Theory of Constraints – A specific approach that a company uses to identify and manage constraints in order to achieve its goals.
· Requires identification of constraints
· Continual attempts to reduce or eliminate constraints

Management’s Decision-Making
Other Considerations
· Qualitative Factors
· Potential effects of decision on employees and community
· Low morale
· Employee turnover
· Incremental Analysis and Activity-Based Costing
· Completely consistent with each other
· ABC better identifies relevant costs resulting in better incremental analysis

Chapter 8 – Alternative Inventory Costing Methods: A Decision-Making Perspective

Absorption Costing versus Variable Costing
· Full or Absorption Costing
· Assigns all variable and fixed manufacturing costs to the product
· Required for external reporting
· Variable Costing
· Assigns only variable manufacturing costs to the product
· Direct material, direct labour, variable manufacturing overhead
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· Comparison
· Primary Difference
· Under variable costing, fixed manufacturing overhead is an expense in the current period
· Variable costing does not defer fixed manufacturing overhead to the future – i.e., they are not inventoried
· Net income under absorption costing compared to net income under variable costing:
· Higher when units produced exceed units sold
· Lower when units produced are less than units sold
· Equal when units produced and sold are the same:
· There is no ending inventory so fixed costs are not deferred into the future
Summary of Income Effects
· When units produced equals units sold, net income under absorption costing equals net income under variable costing
· When units produced is greater than units sold, net income under absorption costing is greater than net income under variable costing
· When units produced is less than units sold, net income under absorption costing is less than net income under variable costing
Decision-Making Concerns
· Generally Accepted Accounting Principles (GAAP)
· Must be followed for external reporting
· Requires absorption costing for inventory
· Does not differentiate between fixed and variable costs
· Poor business decisions may result
· Thus, variable costing used for internal decision-making
Advantages of Variable Costing
· Consistent with CVP and incremental analysis
· Net income unaffected by changes in production levels
· Net income closely tied to changes in sales levels – not production levels
· Easier to identify fixed and variable costs and their effect on company
The Normal Costing Method
· Normal costing is a method for allocating overhead costs using an estimated allocation rate and actual quantity of the allocation base.
· Normal costing uses an estimated, rather than an actual, denominator level is used, information is not timely
The Effect of Normal Costing Methods on the per-unit Manufacturing Cost
· Fixed manufacturing costs are based on a predetermined overhead rate under absorption costing
· Whereas under variable costing fixed manufacturing costs are treated as a period cost and are therefore expenses
Absorption and Normal Costing
· We can reconcile the absorption costing net income to the variable costing net income by concentrating on the fixed manufacturing overhead in ending inventory
Throughput Costing
· Under throughput costing, all manufacturing costs except direct materials are period costs
· Throughput costing income statements are used internally only: useful when most manufacturing costs are not variable in the short run
· Throughput costing income statements are prepared using a new format
· Sales – cost of goods sold (direct materials only) = throughput margin
Advantages of Throughput Costing
· Reduces build up excess inventories in order to spread fixed manufacturing costs over a larger number of units
· Encourages managers to reduce operating costs such as direct labour and variable overhead, which are treated as period and not product costs

Absorption Costing Income Statement Example
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Variable Costing Income Statement Example
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Chapter 9 – Pricing

External Sales
· Many factors affect price
· Product price should cover costs and earn a reasonable profit
· Must have a good understanding of market forces for appropriate price
· Pricing Objectives
· Gain market share
· Achieve a target rate of return
· Environment
· Political reaction to prices
· Patent or copyright protection
· Demand
· Price sensitivity
· Demographics
· Cost Considerations
· Fixed and variable costs
· Short-run or long-run
· A company (price taker) can accept the price as set by the competitive market (supply and demand)
· Market sets price when product cannot be easily differentiated from competing products
· Examples: farm products and minerals
· A company can set the price when
· Product is specially made
· One of a kind
· No one else produces the product
· Company can differentiate its product from others
· Examples: Designer dress and patent or copyright on a unique process

Target Costing
· In a highly competitive market, price is largely determined by supply and demand
· Must control costs to earn a profit
· Target Cost – Cost the provides the desired profit on a product when the seller does not have control over the product’s price
· Market Price – Desired Profit = Target Cost
Target Costing Steps
· Find Market Niche
· Select segment to compete in, for example, luxury goods or economy goods
· Determine Target Price: Price that company believes would place it in the optimal position for its target audience
· Use market research
· Determine Target Cost: Difference between target price and desired profit
· Includes all product and period costs necessary to make and market the product
· Assemble expert team
· Includes production, operations, marketing, finance
· Design and develop a product that meets quality specifications while not exceeding target cost
Full Cost-Plus Pricing
· May have to set own price where there is little or no competition
· Price typically a function of product cost
· Steps:
· Establish a cost base
· Add a markup based on desired operating income or return on investment (ROI)
· Cost + Markup Percentage x Cost = Target Selling Price
· Desired ROI per Unit / Total Unit Cost = Markup Percentage
· Advantage
· Easy to calculate
· Disadvantages
· Does not consider demand side
· Will the customer pay the price?
· Fixed cost per unit changes with change in volume
· At lower sales volume, company must charge higher price to meet desired ROI

Absorption Cost-Plus Pricing
· Absorption cost-plus pricing approach is consistent with generally accepted accounting principles (GAAP) because it defines the cost base as the manufacturing cost
· Both the variable and fixed selling and administrative costs are excluded from this cost base
· Companies must somehow provide for selling and administrative costs plus the target ROI, which they do through the markup
· Steps:
· Calculate the manufacturing cost per unit
· Calculate the markup percentage
· Desired ROI per Unit + Selling and Administrative Expenses per Unit = Markup Percentage x Manufacturing Cost per Unit
· Set the target selling price
· Manufacturing Cost per Unit + (Markup Percentage x Manufacturing Cost per Unit) = Target Selling Price

Variable Cost-Plus Pricing
· Under variable cost-plus pricing, the cost base consists of all of the variable costs associated with a product, including the variable selling and administrative costs
· Because fixed costs are not included in the base, the markup must cover fixed costs (Manufacturing, as well as selling and administrative) and the target ROI
· Variable cost-plus pricing is more useful for making short term decisions because it considers variable-cost and fixed-cost behavior patterns separately
· Steps:
· Calculate the variable cost per unit
· Calculate the markup percentage
· Desired ROI per Unit + Fixed Selling and Administrative Expenses per Unit = Markup Percentage x Variable Cost per Unit
· Set the target selling price
· Variable Cost per Unit + (Markup Percentage x Variable Cost per Unit) = Target Selling Price

Time and Material Pricing
· An approach to cost-plus pricing in which the company uses two pricing rates:
· One for the labour used on a job
· One for the material
· Widely used in service industries, especially professional firms
· Public accounting
· Law
· Engineering
Steps:
· Determine a charge for labour time
· Express as a rate per hour of labour; rate includes:
· Direct labour cost of employees (including fringe benefits)
· Selling, administrative, and similar overhead costs
· Allowance for desired profit (ROI) per hour of employee time
· Calculate the Material Loading Charge
· Material loading charge added to invoice price of materials to determine materials price
· Estimated annual costs of purchasing, receiving, handling, storing + desired profit margin on materials
· Expressed as a percentage of estimated annual parts and materials cost
· Calculate Charge for a Particular Job
· Labour Charges + Material Charges + Material Loading Charge

Internal Sales
· Vertically integrated companies – grow in direction of customers or suppliers
· Frequently transfer goods to other divisions as well as outside customers
· Transfer Price – Price used to record the transfer between two divisions of a company
· Ways to determine a transfer price:
· Negotiated transfer prices
· Cost-based transfer prices
· Market-based transfer prices
· Negotiated transfer price is determined by agreement of division managers when no external market price is available
· Conceptually – a negotiated transfer price is best
· Due to practical considerations, the other two methods are more widely used
· Variable Cost + Opportunity Cost = Minimum Transfer Price

Negotiated Transfer Price
Variable Costs
· In the minimum transfer price formula, variable cost is the variable cost of units sold internally
· May differ – higher or lower – for units sold internally versus those sold externally
· The minimum transfer pricing formula can still be used – just use the internal variable costs
Summary
· Transfer prices established:
· Minimum by selling division
· Maximum by the buying division
· Often not used because:
· Market price information sometimes not available
· Lack of trust between the two divisions
· Different pricing strategies between divisions
· Therefore, companies often use cost or market based information to develop transfer prices

Cost-Based Transfer Prices
· Uses costs incurred by the division producing the goods as its foundation
· May be based on variable costs or variable costs plus fixed costs
· Markup may also be added
· Can result in improper transfer prices causing:
· Loss of profitability for company
· Unfair evaluation of division performance
Summary
· Disadvantages
· Does not reflect a division’s true profitability
· Does not provide an incentive to control costs which are passed on to the next division
· Advantages
· Simple to understand
· Easy to use due to availability of information
· Market information often not available
· Most common method
Market-Based Transfer Prices
· Based on actual market prices of competing products
· Often considered best approach because:
· Objective
· Economic incentives
· Indifferent between selling internally and externally if can charge/pay market price
· Can lead to bad decisions if have excess capacity
· Where there is not a well-defined market price, companies use cost-based systems
Effect of Outsourcing on Transfer Prices
· Contracting with an external party to provide a good or service, rather than doing the work internally
· Virtual Companies outsource all of their production
· As outsourcing increases, fewer components are transferred internally between divisions
· Use incremental analysis to determine if outsourcing is profitable
Transfers between Divisions in Different Countries
· Going global increases transfers between divisions located in different countries
· 60% of trade between countries estimated to be transfers between divisions
· Different tax rates make determining appropriate transfer price more difficult

Chapter 10 – Budgetary Planning

Budgeting Basics
Budget
· A formal written statement of management’s plans for a specified future time period, expressed in financial terms
· Primary way to communicate agreed-upon objectives to all parts of the company
· Promotes efficiency
· Control device – important basis for performance evaluation once adopted
Role of Accounting
· Historical accounting data on revenues, costs, and expenses help in formulating future budgets
· Accountants are normally responsible for presenting management’s budgeting goals in financial terms
· The budget and its administration are, however, entirely management’s responsibility
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Benefits of Budgeting
· Requires all levels of management to plan ahead and formalize goals on a recurring basis
· Provides definite objectives for evaluating performance at each level of responsibility
· Creates an early warning system for potential problems
· Facilitates coordination of activities within the business
· Results in greater management awareness of the entity’s overall operations and the impact of external factors
· Motivates personnel throughout organization to meet planned objectives
A budget is an aid to management not a substitute for management.
· Effective Budget
· Depends on a sound organizational structure with authority and responsibility for all phases of operations clearly defined
· Is based on research and analysis with realistic goals
· Is accepted by all levels of management
Length of Budget Period
· May be prepared for any period of time
· Most common – one year
· Supplement with monthly and quarterly budgets
· Different budgets may cover different time periods
· Long enough to provide an attainable goal and minimize seasonal or cyclical fluctuations
· Short enough for reliable estimates
· Continuous twelve-month budget
· Drop the month just ended and add a future month
· Keeps management planning a full year ahead
Budgeting Process
· Base budget goals on past performance
· Collect data from organizational units
· Begins several months before end of current year
· Develop budget within the framework of a sales forecast
· Shows potential industry sales
· Shows company’s expected share
· Factors considered in Sales Forecasting:
· General economic conditions
· Industry trends
· Market research studies
· Anticipated advertising and promotion
· Previous market share
· Price changes
· Technological developments
· Usually informal in small companies
· Assigned to a budget committee in larger companies
· Include the president, treasurer, chief accountant (controller), and management personnel from each major area of the company
· Review board where managers defend budget goals and requests
Budgeting and Human Behavior
· May inspire higher levels of performance or discourage additional effort
· Depends on how budget developed and administered
· Invite each level of management to participate
· This “bottom-to-top” approach is called Participative Budgeting

Participative Budgeting
· Advantages:
· More accurate budget estimates because lower level managers have more detailed knowledge of their area
· Tendency to perceive process as fair due to involvement of lower level management
· Overall goal – produce a budget considered fair and achievable by managers while still meeting corporate goals
· Risk of unreliable budgets greater when they are “top-down”
· Disadvantages:
· Can be time consuming and costly
· Can foster budgetary “gaming” through budgetary slack
· Situation where managers intentionally underestimate budgeted revenues or overestimate budgeted expenses so that budget goals are easier to meet
Budgeting and Long-Range Planning
· Budgeting
· Short-Term – usually one year
· Achievement of specific short-term goals
· Very detailed
· Long Range Planning
· Usually at least five years
· Identifies long term goals, selects strategies to achieve goals, and develops policies and plans to implement strategies
· Contain less detail review of progress toward long term goals
The Master Budget
· A set of interrelated budgets that constitutes a plan of action for a specified time period
· Contains two classes of budgets:
· Operating Budgets – Individual budgets that result in the preparation of the budgeted income statement – establish goals for sales and production personnel
· Financial Budgets – The capital expenditures budget, the cash budget, and the budgeted balance sheet – focus primarily on cash needs to fund operations and capital expenditures

Operating Budgets – Individual budgets that result in a budgeted income statement.
Sales Budget
· First budget prepared
· Derived from the sales forecast
· Management’s best estimate of sales revenue for the budget period
· Every other budget depends on the sales budget
· Prepared by multiplying expected unit sales volume for each product and anticipated unit selling price
Production Budget
· Shows the units that must be produced to meet anticipated sales
· Derived from sales budget plus the desired change in ending finished goods
· Required production in units formula:
· Desired Sales Units + Desired Ending Finished Goods Units – Beginning Finished Goods Units = Required Production Units
Direct Materials Budget
· Shows both the quantity and cost of direct materials to be purchased
· Derived from the direct materials units required for production (from the production budget) plus the desired change in ending direct materials units
· Units Required for Production + Desired Ending Direct Materials Units – Beginning Direct Materials Units = Required Direct Materials Units to be Purchased
· Budgeted cost of direct materials to be purchased = required units direct materials x anticipated cost per unit
Direct Labour Budget
· Shows both the quantity of hours and cost of direct labour necessary to meet production requirements
· Critical in maintaining a labour force that can meet expected production
· Total direct labour cost formula:
· Units to be Produced x Direct Labour Time per Unit x Direct Labour Cost per Hour = Total Direct Labour Cost
Selling & Administrative Expense Budget
· Projection of anticipated operating expenses
· Distinguishes between fixed and variable costs
Budgeted Income Statement
· Important end-product of the operating budgets
· Indicates expected profitability of operations
· Provides a basis for evaluating company performance
· Prepared from the operating budgets
· Sales Budget
· Production Budget
· Direct Materials Budget
· Direct Labour Budget
· Manufacturing Overhead Budget
· Selling and Administrative Expense Budget

Financial Budgets
Cash Budget
· Shows anticipated cash flows
· Often considered to be the most important output in preparing financial budgets
· Contains three sections:
· Cash receipts
· Includes expected receipts from the principal sources of revenue – usually cash sales and collections on credit sales
· Shows expected interest and dividend receipts, as well as proceeds from planned sales of investments, plant assets, and capital stock
· Cash disbursements
· Includes expected cash payments for direct materials and labour, taxes, dividends, plant assets, etc.
· Financing
· Shows expected borrowings and repayments of borrowed funds plus interest
· Shows beginning and ending cash balances
· Must prepare in sequence
· Ending cash balance of one period = beginning cash balance for next
· Obtain information from other budgets and from management
· Often prepared for the year on a monthly basis
· Contributes to more effective cash management
· Shows managers need for additional financing before actual need arises
· Indicates when excess cash will be available
[image: Macintosh HD:Users:alexrichard:Desktop:Screen Shot 2015-06-16 at 7.20.36 PM.png]
Budgeted Balance Sheet
· A projection of financial position at the end of the budget period
· Developed from the budgeted balance sheet for the preceding year and the budgets for the current year
Budgeting
Merchandisers
· Sales Budget: starting point and key factor in developing master budget
· Use a purchases budget instead of a production budget
· Does not use the manufacturing budgets (direct materials, direct labour, and manufacturing overhead)
· To determine budgeted merchandise purchases:
· Budgeted Cost of Goods Sold + Desired Ending Merchandise Inventory – Beginning Merchandise inventory = Required Merchandise Purchases
Service Companies
· Critical factor in budgeting is coordinating professional staff needs with anticipated services
· Problems if overstaffed:
· Disproportionately high labour costs
· Lower profits due to additional salaries
· Increased staff turnover due to no challenging work
· Problems in understaffed:
· Lost revenue because existing and prospective client needs for service cannot be met
· Loss of professional staff due to excessive work loads
Not-for-Profit Companies
· Important process that differs significantly from that of a profit-oriented company
· Budget on the basis of cash flows (expenditures and receipts), rather than on a revenue and expense basis
· The starting point is expenditures, not receipts
· Significantly different activity index

Chapter 11 – Budgetary Control and Responsibility Accounting

Budgetary Control
· A major function of management is to control operations
· Takes place by means of budget reports which compare actual results with planned objectives
· Provides management with feedback on operations
· Works best when a company has a formalized reporting system which:
· Identifies the name of the budget report (such as the sales budget or the manufacturing overhead budget).
· States the frequency of the report (weekly or monthly)
· Specifies the purpose of the report
· Indicates the recipient of the report

Static Budget Reports
· Projection of budget data at one level of activity
· Ignores data for different levels of activity
· Always compares actual results with the budget data at the activity level used in the master budget
Uses and Limitations
· Appropriate for evaluating a manager’s effectiveness in controlling costs when:
· Actual level of activity closely approximates the master budget activity level
· Behavior of the costs is fixed in response to changes in activity
· Appropriate for fixed costs
· Not appropriate for variable costs

Flexible Budgets
· Project’s budget data for various levels of activity
· Essentially, a series of static budgets at different activity levels
· The budgetary process is more useful if it is adaptable to changes in operating conditions
· It can be prepared for each type of budget in the master budget
Developing the Flexible Budget Steps
· Identify the activity index and the relevant range of activity
· Identify the variable costs and determine the budgeted variable cost per unit of activity for each cost.
· Identify the fixed costs and determine the budgeted amount for each cost
· Prepare the budget for selected increments of activity within the relevant range
Flexible Budget Reports
· A type of internal report
· Consists of two sections:
· Production data for a selected activity index, such as direct labour hours
· Cost data for variable and fixed costs
· Widely used in production and service departments to evaluate a manager’s performance in production control and cost control
· A budget report for the Finishing Department for the month of January follows

Management by Exception
· Focus of top management’s review of a budget report:
· Differences between actual and planned results
· Able to focus on problem areas
· Investigate only material and controllable exceptions
· Express materiality as a percentage difference from budget
· Controllability relates to those items controlled by the manager

The Concept of Responsibility Accounting
· Involves accumulating and reporting costs on the basis of the manager who has the authority to make the day-to-day decisions about the items
· Means a manager’s performance is evaluated on the matters directly under the manager’s control
· There are different levels of responsibility
· Conditions for using responsibility accounting:
· Costs and revenues can be directly associated with the specific level of management responsibility
· The costs and revenues are controllable at the level of responsibility with which they are associated
· Budget data can be developed for evaluating the manager’s effectiveness in controlling the costs and revenues
· Responsibility Centre – any individual who has control and is accountable
· May extend from the lowest levels of management to the top strata of management
· Responsibility accounting is especially valuable in a decentralized company with control of operations delegated to many managers throughout the organization
· Applies to both profit and not-for-profit entities
· Profit entities: maximize net income
· Not-for-profit: minimize cost of providing services

Controllable versus Non Controllable Revenues and Costs
· All costs controllable by top management
· Fewer costs controllable as one moves down to lower levels of management
· Controllable Costs – Costs incurred directly by a level of responsibility that are controllable at that level
· Non Controllable Costs – Costs incurred indirectly which are allocated to a responsibility level

Responsibility Reporting System
· Involves preparation of a report for each level of responsibility in the company’s organization chart
· Begins with the lowest level of responsibility and moves upward to higher levels
· Permits management by exception at each of responsibility
· Permits comparative evaluations
· Plant manager can rank the department manager’s effectiveness in controlling manufacturing costs
· Comparative ranking provides incentive for a manager to control costs

Types of Responsibility Centres
Three basic types:
· Cost Centres (responsible for: expenses)
· Example: Production centre or service department
· Profit Centres (responsible for: revenue and expenses)
· Example: Individual retail store, bank branch
· Investment Centres (responsible for: revenue, expenses, and return on investment)
· Example: Subsidiary company
Responsibility Accounting for Cost Centres
· Based on a manager’s ability to meet budgeted goals for controllable costs
· Results in responsibility reports which compare actual controllable costs with flexible budget data
· Include only controllable costs in reports
· No distinction between variable and fixed costs
· Based on detailed information from both controllable revenues and controllable costs
· Manager controls operating revenues earned, such as sales
· Manager controls all variable costs (and expenses) incurred by the centre because they vary with sales
· Direct and Indirect Fixed Costs
· May have both direct and indirect fixed costs
· Direct Fixed Costs
· Relate specifically to a responsibility centre
· Incurred for the sole benefit of the centre
· Mostly controllable by the profit centre manager
· Indirect Fixed Costs
· Pertain to a company’s overall operating activities
· Incurred for the benefit of more than one profit centre
· Mostly not controllable by the profit centre manager
Responsibility Accounting for Profit Centres
· Shows budgeted and actual controllable revenues and costs
· Prepared using the cost-volume-profit income statement format:
· Deduct controllable fixed costs from the contribution margin
· Controllable margin – excess of contribution margin over controllable fixed costs – best measure of manager’s performance in controlling revenues and costs
· Do not report non controllable fixed costs
Responsibility Accounting for Investment Centres ROI
· ROI shows the effectiveness of the manager in utilizing the assets at his or her disposal
· ROI is calculated as follows:
· Operating assets include current assets and plant assets used in operations by the centre
· Exclude non-operating assets such as idle plant assets and land held for future use
· Base average operating assets on the beginning and ending cost or book value of the assets
· Controllable Margin / Average Operating Assets = Return on Investment

Judgmental Factors in ROI
· Valuation of operating assets
· May be valued at acquisition cost, book value, appraised value, or market value
· Margin (income) measure
· May be controllable margin, income from operations, or net income
Improving ROI
· ROI can be improved by:
· Increasing controllable margin or
· Reducing average operating assets

Principles of Performance Evaluation
Behavioral Principles
· Human factors is critical in performance evaluation
· Behavioral principles:
· Managers of responsibility centres should have direct input into the process of establishing budget goals for their area of responsibility
· The evaluation of performance should be based entirely on maters that are controllable by the manager being evaluated
· Top management should support the evaluation process
· The evaluation process must allow managers to respond to their evaluations
· The evaluation should identify both good and poor performance

Chapter 12 – Standard Costs and Balanced Scorecard

The Need for Standards
· Standards
· Common in business
· Often imposed by government agencies (and called regulations)
· Standard Costs
· Predetermined unit costs
· Used as measures of performance
Distinguishing Between Standards and Budgets
· Standards and budgets are both:
· Pre-determined costs
· Part of management planning and control
· A standard is a unit amount whereas a budget is a total amount
· Standard costs may be incorporated into a cost accounting system
Advantages of Standard Costs
· Facilitate management planning
· Promote greater economy by making employees more “cost conscious”
· Help set selling prices
· Contribute to management control by providing basis for evaluation of cost control
· Help highlight variances in management by exception
· Simplify costing of inventories and reduce clerical costs
Setting Standard Costs
· Setting standard costs:
· Requires input from all persons who have responsibility for costs and quantities
· Standards costs need to be current and should be under continuous review
· There are two levels of standard costs
· Ideal standards represent optimum levels of performance under perfect operating conditions
· Normal standards represent efficient levels of performance attainable under expected operating conditions (rigorous but attainable)

Direct Materials Price Standard
· Cost per unit which should be incurred
· Based on the purchasing department’s best estimate of the cost of raw materials
· Includes related costs such as receiving, storing and handling
Direct Materials Quantity Standard
· Quantity of direct materials used per unit of finished goods
· Based on physical measure such as pounds, barrels, etc.
· Considers both the quantity and quality of materials required
· Includes allowances for unavoidable waste and normal storage
Total Direct Materials Cost/Unit
· The standard direct materials cost per unit is calculated as follows:
· Standard Direct Materials Price x Standard Direct Materials Quantity = Standard Direct Materials Cost per Unit
Direct Labour Price Standard
· Rate per hour incurred for direct labour
· Based on current wage rates adjusted for anticipated changes, such as cost of living adjustments
· Includes employer payroll taxes and fringe benefits
Direct Labour Quantity Standard
· Time required to make one unit of the product
· Critical in labor-intensive companies
· Allowances should be made for rest periods, cleanup, machine setup and machine downtown
Total Direct Labour Cost/Unit
· The standard direct labour cost per unit is calculated as follows:
· Standard Direct Labour Rate x Standard Direct Labour Hours = Standard Direct Labour Cost per Unit

Manufacturing Overhead Standard
· For manufacturing overhead, a standard predetermined overhead rate is used
· The predetermined rate is computed by dividing budgeted overhead costs by an expected standard activity index
· The standard manufacturing overhead rate per unit is the predetermined overhead rate times the activity index quantity standard (e.g. direct labour hours)

Standard Cost Per Unit
· Sum of the standard costs for direct materials direct labour and manufacturing overhead
· Is determined for each product and often recorded on a standard cost card which provides the basis for determining variances from standards

Variances from Standards
· Differences between total actual costs and total standard costs
· Unfavorable variances occur when too much is paid for materials and labour or when there are inefficiencies in using materials and labour
· Favorable variances occur when there are efficiencies in incurring costs and in using materials and labour
· A variance is not favorable if quality control standards are sacrificed
Analyzing Variances
· Variances must be analyzed to determine their significance
· First, determine the cost elements that comprise the variance
· For each manufacturing cost element, a total dollar variance is computed.  Then this variance is analyzed into a price variance and a quantity variance
Material Variances
· Total Material Variance (TMV) = (Actual Quantity (AQ) x Actual Price (AP)) – (Standard Quantity (SQ) x Standard Price (SP))
· Material Price Variance (MPV) = (AQ x AP) – (AQ x SP)
· Material Quantity Variance (MQV) = (AQ x SP) – (SQ x SP)
· Causes of Materials Variances
· Materials variances may be caused by a variety of factors, including both internal and external factors
· Investigating materials price variances begins in the purchasing department, but the variance may be beyond the control of purchasing (e.g. prices rise faster than expected)
· Investigating materials quantity variance begins in the production department, but the variance may be beyond the control of production (e.g. faulty machinery)
Labour Variances
· Total Labour Variance (TLV) = (Actual Hours (AH) x Actual Rate (AR)) – (Standard Hours (SH) x Standard Rate (SR))
· Labour Rate Variance (LRV) = (AH x AR) – (AH x SR)
· Labour Quantity Variance (LQV) = (AH x SR) – (SH x SR)
· Labour variances may be caused by a variety of factors
· Labour price variances usually result from either paying workers higher wages than expected or misallocating workers (e.g. using skilled workers in place of unskilled workers)
· Labour quantity variances relate to the efficiency of workers and are usually related to the production department
Variable Overhead Variances
· Variable Overhead Variance (VOV) = (AH x AR) – (Standard Hours Allowed (SHA) x Standard Variable Overhead Rate (SVOR))
· Overhead Spending Variance (OSV) = (AH x AR) – (AH x SVOR)
· Overhead Efficiency Variance (OEV) = (AH x SVOR) – (SHA x SVOR)
Fixed Overhead Variances
· Fixed Overhead Variance (FOV) = Actual Fixed Overheads – Overhead Applied based on Standard Hours Allowed
· Overhead Controllable Variance (OCV) = Actual Overheads – Overhead Budgeted based on Normal Capacity Hours
· Overhead Volume Variance = Overhead Budgeted based on Normal Capacity Hours – Overhead Applied based on Standard Hours Allowed
Causes of Manufacturing Overhead Variances
· Manufacturing overhead variances may be caused by a variety of factors
· The controllable variance relates to variable manufacturing costs and usually is the responsibility of the production department
· May result from either higher than expected use of indirect materials, indirect labour or supplies, or increases in indirect manufacturing costs such as fuel
· The volume variance may be the responsibility of the production department (inefficient use of direct labour hours) or may come from outside the production department (lack od sales orders)


Reporting Variances
· All variances should be reported to appropriate levels of management as soon as possible so that corrective action can e taken
· The form, content and frequency of variance reports vary considerably among companies
· Variance reports facilitate the principle of “management by exception”
· In using variance reports, top management normally looks for significant variances
Statement Presentation of Variances
· Variances are reported to management in variance reports
· Show cost of goods sold stated at standard cost with variances are separately disclosed
· Variances reported on statements prepared for stockholders and other external users
· Inventories may be reported at standard costs when there are no significant differences between standard and actual costs

Balanced Scorecard
· Many companies supplement financial measures of performance (such as ROI and variances) with non-financial measures
· Non-financial measures may assist management in assessing performance and anticipating future results
· The balanced scorecard incorporates both financial and non-financial measures
· It is a very popular tool for evaluating company performance
· Evaluates company performance from a series of perspectives
· Financial Perspective
· Uses common financial measures such as ROI
· Customer Perspective
· Evaluates price, quantity, customer service
· Internal Process Perspective
· Evaluates product development, production, delivery
· Learning and Growth Perspective
· Evaluates employee skills and satisfaction, trading sessions
· Within each perspective, objectives are identified which would contribute to attaining goals
· Objectives are linked across perspectives in order to achieve company goals
· Financial objectives are normally set first.  The objectives from the other perspectives are set in order to accomplish the financial objectives

Standard Cost Accounting System
· A standard cost accounting system:
· Is a double-entry system of accounting
· Uses standard costs for entries
· Can be used with either job order cost or process cost systems
· Has two important assumptions:
· Variances from standards with be recognized at the earliest opportunity
· The work in process account is maintained at standard cost
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