BU247 Chapter Notes
Chapter 1:
What is Management Accounting?
· A profession that involves partnering in management decision making, devising planning and performance systems, and providing expertise in financial reporting and control to assist management in the formulation and implementation of an organization’s strategy.
· Management accounting provides relevant information to managers and employees.
· Both financial and nonfinancial information
· Useful for making decisions, allocating resources, and monitoring, evaluating, and rewarding performance
· Customized to serve multiple purposes
· Examples of management accounting information include:
· The reported expense of an operating department
· The cost of producing a product
· The cost of delivering a service
· The cost of performing an activity or business process
· The cost of serving a customer

	Financial Accounting
	Management Accounting

	· Retrospective
· Primarily orientated to external stakeholders, such as investors, creditors, regulators, and tax authorities
· Stresses the form in which it is communicated
	· Both retrospective and prospective
· Primarily orientated to needs of employees and managers
· No prescribed form or rules about its content




What is a Balanced Score Card?
· The balanced scorecard (BSC) provides a system for measuring and managing all aspects of a company’s performance.
· The scorecard balances traditional financial measures of success, such as profits and return on capital, with nonfinancial measures of the drivers of future financial performance.
· The balanced scorecard measures organizational performance across different perspectives.
· Four different but linked perspectives are derived from the organization’s mission, vision and strategy:
· Financial
· Customer
· Process
· Learning and growth
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· The balanced scorecard enables companies to:
· Track financial results
· Monitor how they are building the capabilities for future growth and profitability
· With customers
· With their processes
· With their employees and systems
What are the Behavioral Implications of Management Accounting? 
· As measurements are made on operations and especially on individuals and groups their behavior changes.
· People react when they are being measured, and they react to the measurements.
· They focus on the variables and behavior being measured and spend less attention on those not measured.
· Two old sayings recognize these phenomena:
· “What gets measured gets done.”
· “If you don’t measure it, you can’t manage and improve it.”
· Employees familiar with the current system may resist as managers attempt to introduce or redesign cost and performance measurement systems.
· Employees have acquired expertise in the use of the old system.
· Employees also may feel committed to the decisions based on the information the old system produced.
· Management accountants must understand and anticipate the reactions of individuals to information and measurements.
· When the measurements are used not only for information, planning, and decision-making, but also for control, evaluation, and reward, employees and managers place great emphasis on the measurements themselves.
· Managers and employees may take unexpected and undesirable actions to influence their score on the performance measure.
· Managers seeking to improve current bonuses based on reported profits may skip discretionary expenditures that may improve performance in future periods.
Chapter 2: 
How does Management Accounting Support Decision Making?
· Cost information is pervasive throughout decision-making situations.
· 
· Pricing
· Product planning
· Budgeting
· Performance evaluation
· Contracting

Cost Classification 
· Direct and Indirect Costs
· Cost Object—anything for which a cost is to be determined
· Examples of cost objects: activities, products, product lines, departments, or even entire organizations
· Direct Cost—a cost that is uniquely and unequivocally attributable to a single cost object
· Almost all variable costs are direct costs
· Indirect Cost—a cost that is not classified as direct
· Variable Costs
· A cost that changes in direct proportion to changes in the activity level of some variable
· The variable is called a cost driver.
· Total Variable Cost = Variable cost per unit of the cost driver x Cost driver units
· Indirect Variable Costs
· Some variable costs that are low-cost items are, as a practical matter, classified as indirect variable costs.
· Example: glue for a chair  
· In manufacturing, indirect variable costs are included in a category called manufacturing overhead, which contains all indirect production costs. 
· Fixed Costs
· Fixed Asset—an asset not wholly consumed when one unit of product is made
· Examples: equipment, factory building
· Fixed Cost—cost associated with a fixed asset
· Does not vary in the short run with a specific activity
· Depends on the amount of a resource that is acquired rather than amount used
· Provides the capacity to produce
· Cost Driver Rates
· For Variable Costs:  the increase in cost per unit of activity
· Example: $25 per labor hour
· For Fixed Costs:  capacity costs divided by practical capacity of activity
· Example: $1,000,000/20,000 machine hours = $50 per machine hour
· Step Variable and Mixed Costs
· Step Variable Cost—a cost that is fixed over a limited range of activity
· Mixed Cost—a cost that has variable and fixed components
· Total Cost of a product—the sum of all costs attributable to the product
· Cost Behaviour Estimation
· Study past costs to estimate variable and fixed costs using the equation for a line
· High-Low Method—use two data points: one at the highest level of activity, and one at the lowest 
· Visual Inspection Method—plot the data points and visually identify the line that represents the best fit 
· Regression analysis—use a statistical package
· Cost Volume Profit (CVP) Analysis
· CVP uses variable and fixed costs to identify the profit generated at various levels of activity.
· Contribution Margin—the difference between total revenue and total variable costs
· Contribution Margin per Unit—the contribution each unit makes to covering fixed costs and providing a profit
· Contribution Margin Ratio—the ratio of contribution margin per unit to selling price per unit
· The CVP Equation 
· Profit = Revenue – Total Costs
· = Revenue – (Variable Costs – Fixed Costs)
· = (Revenue per Unit x Units Sold) – (Variable Cost per Unit x Units Sold) – Fixed Costs
· = (Revenue per Unit – Variable Cost per Unit) x Units Sold – Fixed Costs
· = (Contribution Margin per Unit x Units Sold) – Fixed Costs
· Variations on the CVP Equation
· To calculate sales needed to achieve target profit:
· Required Unit Sales = (Fixed Cost + Target Profit) / Contribution Margin per Unit
· Impact of income taxes:
· Required Unit Sales = [Fixed Cost + {Target Profit / (1 – Tax Rate)}] / Contribution Margin per Unit
· CVP Equation Using Target Profit Margins
· To calculate sales needed to achieve target profit expressed as a percent of revenues:
· Required Unit Sales = Fixed Cost / [Contribution Margin per Unit – (Profit Margin % x  Revenue per Unit)]
· “What If” Analysis 
· CVP can help evaluate incremental profit impact of decisions.
· Incremental profit = Incremental CM – Incremental cost
· Incremental cost = Non-variable incremental cost
· Example: Incremental cost = Incremental lump-sum advertising cost
· CVP Analysis for Multiple Products
· There are many combinations of sales levels for multiple products that would allow the organization to break even or reach a target profit.
· One approach is to assume a constant product mix and use a weighted average contribution margin:
· Required Total Unit Sales = (Fixed Cost + Target Profit) / Weighted Average Contribution Margin per Unit
· Product mix percentages are then applied to the total unit sales to obtain required sales of individual products.
· CVP Assumptions
· Assumptions underlying CVP analysis:
· The unit selling price and variable cost per unit remain the same over all levels of production.
· All costs are either variable or fixed.
· Fixed costs remain the same over all levels of production.
· The number of units sold equals the number of units produced.
Chapter 3: 
Useful Cost Concepts 
· Manufacturing Costs
· Direct Material—materials that can be traced easily to a unit of output and are of significant economic consequence to final product
· Direct Labor—labor costs that can be traced easily to the creation of a unit of output
· Manufacturing Overhead—all other costs incurred by a manufacturing facility that are not direct material or direct labor
· Incremental Cost
· the cost of the next unit of activity
· Sunk Costs 
· a cost that results from a previous commitment and cannot be changed or recovered
· Relevant Cost
· a cost that will change as a result of a decision 
· Avoidable Cost
· a cost that can be avoided by taking a specific course of action
· Opportunity Cost
· the maximum value forgone when a course of action is chosen
Relevant Cost Analysis in Decision Making 
· Make-or-buy decisions and outsourcing
· The financial focus in the make-or-buy decision is whether the costs avoided internally are greater than the added external costs when purchasing a product or service from a supplier.
· Internal costs that can be avoided
· Typically all variable costs
· [bookmark: _GoBack]Any avoidable fixed costs 
· External costs incurred to buy
· Cost to purchase the product or service
· Any transportation costs
· Any costs that are fixed with respect to the number of units ordered
· Examples:  ordering, receiving, inspection, and other costs involved with dealing with a supplier
· Decision to drop a product
· Relevant cost analysis involves comparing the costs saved by abandoning the product with revenues forgone and discontinuance costs incurred.
· The analysis of what costs are avoided can be very difficult to determine.
· Costs that are attributed to a product may only be avoidable in the intermediate or long run.
· Sales of one product may affect sales of other products.
· Costing order decisions—the floor price
· Order costing involves estimating the relevant costs associated with a unique order (special order).
· Relevant cost analysis suggests that only costs that will change as a result of changing from the existing product to the proposed product should be considered.
· The Floor Price is the minimum acceptable price per unit that would make the company no worse off from a profit perspective.
· Minimum acceptable price = (Variable costs for the order + Fixed cost increase for the order + Opportunity cost per unit) / number of units in the order
· The opportunity cost may be zero. 
· Short-term product mix decisions
· Organizations often face competing demands for their limited production resources.
· The relevant costs concept should be applied to these decisions.
· Key concept: Contribution margin per unit of scarce resource (Example:  labor hours)
· Multiple resource constraints require the use of linear programming to solve




Chapter 4: 
Cost Flows in Organizations 
· In order to compute product costs, management accounting systems should reflect the actual cost flows in an organization.
· Manufacturing, retail, and service organizations have different patterns of cost flows resulting in different management accounting priorities.
Manufacturing Organizations
· Manufacturing costs are classified into three groups:
· Direct Materials
· Direct Labor
· Manufacturing Overhead
· Materials are withdrawn from raw materials inventory as production begins.
· The costs are moved from the raw materials account to the work in process account.
· The manufacturing operation consumes labor and overhead items and these costs are added to the work in process inventory.
· When manufacturing is completed, the costs are transferred from work in process to the finished goods account.
· At this stage the goods are finished and are ready for sale.
· When the goods are sold, their costs are moved from the finished goods account on the balance sheet to the cost of goods sold account on the net income statement.
Retail Organizations 
· As goods are purchased, the costs are entered into an account that accumulates the cost of merchandise inventory in the store.
· Stores incur various overhead costs such as depreciation, lighting, labor, and heating.
· Once the sale is made, the costs transfer to cost of goods sold.
· The primary focus in retail operations is the profitability of product lines or departments. 
Service Organizations
· The major expense in service organizations is often employee pay.
· In service organizations, the focus is on determining the cost of a project or service.
· The potential for cost system distortions is less for a service organization than for a manufacturing operation.
Cost Classification and Context
· Cost systems first classify costs as either direct or indirect.
· The classification of a resource as direct or indirect is context specific.
· Direct costs are assigned to the appropriate cost object.
· Indirect costs are collected into cost pools and then allocated to cost objects in a reasonable way and should reflect a cause-and-effect relationship.
Indirect Cost Pools
· Manufacturing 
· The simplest structure in a manufacturing system is to have a single indirect cost pool for the entire manufacturing operation.
· Indirect cost pools may have separate pools for variable and fixed manufacturing overhead costs.
· One indirect cost pool collects the actual indirect costs incurred for the period.
· Indirect Cost Incurred
· A second indirect pool accumulates the indirect cost that has been applied (allocated) to production for the same period.
· Indirect Cost Applied
Predetermined Overhead Rate
· Because the total indirect costs for the year are not known until after the year-end, organizations allocate indirect costs to production during the year using predetermined indirect cost rates.
· First step—Determine the cost driver that will be used to allocate the indirect costs to production.
· Cost analysts try to choose a cost driver that best explains the long-run behavior of the indirect cost.
· Next, the estimated total factory indirect costs are divided by the practical capacity in cost driver units to compute the predetermined overhead rate.
· Most organizations use multiple indirect cost pools in order to more accurately cost the resources used by the cost object.
· Design of the indirect cost pools is considered to be one of the most important choices in costing system design and requires an understanding of the manufacturing system.
· Other Names for Predetermined Overhead Rate:
· Predetermined indirect cost rate
· Cost driver rate
Reconciling Actual and Applied Capacity Costs
· The actual and applied indirect cost pools must be reconciled at year-end.
· There are three options to reconcile the differences in the actual and applied indirect cost pools: 
· Charge the difference directly to cost of goods sold.
· Prorate the difference to the ending balances of work in process inventory, finished goods inventory, and cost of goods sold, based on the ending balances of these accounts.
· Decompose the difference between actual and applied indirect costs into the difference between.
1. Actual and budgeted indirect costs
2. Budgeted and applied indirect costs
Cost Driver Level
· There are four commonly proposed activity levels used to compute the cost driver rate:
· Actual level of operations
· Planned level of operations
· Average level of operations
· Practical capacity level of operations
Actual Level of Operations
· The actual rate is developed after completion of the period by dividing the actual indirect costs by the actual level of the cost driver.
· This approach is called actual costing.
· Many management accountants reject this approach because it disguises managerial insights that the other approaches provide.
Planned Level of Operations 
· Planned indirect costs are divided by the planned level of the cost driver.
· This approach attempts to allocate all planned indirect costs.
· Problem 
· Often, most of the indirect costs are fixed; when the planned level of production changes, so does the cost driver rate, making it seem that the product cost has changed even if total fixed cost has not changed.
· When demand decreases, the cost driver rate will increase, making it seem that product cost has increased. Increasing the price in response can lead to cycle of further decreases in demand and increases in the cost driver rate, which will cause a death spiral of continuing decreases in demand.
Average Level of Operations
· The average use of capacity is the likely activity rate used to justify the acquisition of the capacity; would seem to reflect the economic basis for the level and cost of capacity.
· Buries the cost of idle capacity in product cost.
· No clear incentive for management to increase its use of idle capacity.
· This will create a competitive advantage for a competitor that has lower idle-capacity costs.
Practical Capacity Level of Operations
· Using practical capacity to estimate product costs provides clear decision-making insights and incentives related to dealing with the cost of idle capacity.
· Estimating practical capacity begins with an estimate of the theoretical capacity available.
· Subtract capacity that is not available.
· Machines:  equipment downtime for maintenance
· Labor:  vacation time, breaks, training

Job Order Costing
· Job order costing accumulates the costs for a specific customer orders because the orders tend to vary from customer to customer.
· Examples:  consulting work, treating a patient in a hospital, and automobile repairs
· Each job is assigned a unique job order number for collecting costs.
· The company collects the actual direct material and direct labor used for a specific job.
· Indirect overhead costs are allocated to the job.
· Once the work is completed, the collected costs are summarized.
Process Costing
· Process costing is used when all products are identical. 
· Examples:  soda drinks and breakfast cereal
· Process costing systems use two different cost terms:
· Direct material
· Conversion costs—all manufacturing costs that are not direct material costs
Weighted Average Process Costing
· Equivalent number of units are calculated for the period as follows:
· For completed units, the number of equivalent units will equal the number of physical units.
· Partially completed units (units in ending work in process) are converted into equivalent completed units based on the level of completed work.
· If all materials are added at the beginning of the process, 100% of the direct material for unfinished units is in ending work in process.
· Costs per equivalent unit (EU)
· Materials cost per EU = The total cost of direct material (cost in opening inventory and cost incurred this period) divided by the equivalent units of material
· Conversion cost per EU = The total conversion costs (costs in opening inventory and costs incurred this period) divided by the equivalent units of conversion
· Use the materials cost per EU and conversion cost per EU to allocate manufacturing costs to the completed units and ending work in process inventory.
Appendix 4-1
Types of Departments 
· Production Departments—departments that directly produce goods or services
· Service Departments—departments that do not directly produce goods or services for customers but provide support for the production departments
· Service departments include maintenance and administration.
· Service department costs have been traditionally allocated to production departments and then accumulated with the production department’s costs and allocated to cost objects.

Approaches to Allocating Service Department Costs
· Direct Method 
· Ignores the services provided to other service departments.
· Costs for each service department are directly allocated to the production departments.
· The direct method is easy to implement but doesn’t recognize the support given to other service departments.
· Sequential Method
· Also referred to as the Step Method or Step-Down Method.
· One of the service departments is chosen to allocate its costs first.
· The service costs are allocated to production departments and other service departments in proportion to the services provided to each department
· Once a service department’s costs have been allocated, it is dropped from consideration and the process moves to the next service department.
· The process continues until all of the service departments have allocated their costs to the production departments.
· The sequential method recognizes that a service department may support other service departments as well as production departments.
· Shortcomings
· Although the method considers some of the support services provided among services, it does not consider all of them.
· The order in which the service departments’ costs are allocated makes a difference in the cost allocation.
· Reciprocal Method
· The reciprocal method is a more complicated approach that addresses the shortcomings of the direct and sequential methods.
· There are two steps in the reciprocal method:
1. Develop a reciprocal equation for each service department. Calculate the reciprocal costs of each department—the sum of its direct costs and its share of reciprocal costs of all service departments, including itself.
2. Use these reciprocal costs to allocate the service departments’ costs to the production departments based on usage of the service departments.
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4 Perspectives in Balanced Scorecard

. If we succeed, how will
we look to our

shareholders?
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To achieve our vision,
how must we look to our
customers?
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To satisfy our customers,
which processes must we
excel at?

To achieve our vision, how
must our organization learn
and improve?





