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Learning Objectives
After studying Chapter 2, you should be able to:

LOL Identify and give examples of each

0i the thrae basic manufacturing cost
Categories:. |

LO2 Distinguish between product costs |
anc period costs and give examples of
gacn.

LO3 Prepare an Income statement
including calculation of the cost of

E00ds sold.

LO4 Prepare 5 schedule of cost of
£030s manufactured.

LO5 Understand the differences
Detween variable COSIS and fixed costs
L06 ‘Understand the differences
Detween direct and Indirect costs.

SUNK costs
LO8 (Appendix 2A) Properly account
for labor COSts

y the four
types of quality costs and explain how
interact
LO10

(Appendix 2B) Prepare and-

nterpret 2 quality cost report.
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" Cost Termes, Concepts,
and Classifications

?- Understanding costs and how
1 they behave is critical In- busi-

ness. Labor Ready is a company

based in Tacoma, Washington,
that fills temporary manual |la-

bor jobs throughout the United
States, Canada, and the UK—

Issuing over 6 million paychecks

each year to more than half
million laborers. For example,

food vendors at the Seattle

. Mariners' Safeco rield hire La-
to serve soft drinks and food at baseball |

offices, each employing -

co with payroll taxes,
r administrative COSts, result | |
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In this chapter, we introduce cost concepts that apply to divér_se‘ o}ganizaddng.including
fast-food outlets such as Kentucky Fried Chicken, Pizza Hut, and Taco Bell; movie studios
-~ such as Disney, Paramount, and United Artists; consulting firms such as Accenture and
.q.._ .~ . McKinsey; and your local hospital. The exact terms used in these industries may not be the
- . same as those used in manufacturing, but the same basic concepts apply. With some slight

RS E Wal-Mart, The Gap, 7-Eleven, Nordstrom, and Tower Records. With that in mind, let's begin
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- . activity. Therefore, an understanding of costs in a manufacturing company can be very help-

s explained in Chapter 1, t s
ning, which includes setling ob];ctwes i
and (2) control, which includes the steps s i
;‘o cim)y out these planning and control responsibilities, manag

' " : f the organization.
about the organization. This ¢ rmation often relates to the costs of the Org

In managerial accounting, the term cost is used i
that there are many types of costs, and these costs are class g
:mmediate needs of management. For example, managers may

nt sions. Each difterent
external financial reports, to prepare planning bpdgets, or to 'nflake ?T:gsstl;)nlgor cxamiple, e
use of cost data demands a different classification and definition O :

948 ictorical data, whereas
preparation of external financial reports requires the use of hlsgoncal cost:gaia, »*

o | | |
decision making may require predictions about futpre costs.'. FREIRER
-In this chapter, we discuss many of the possible uses of cost data

e ta in h classi the
defined and classified for each use. Our first task 18 to explain how costs are c}asst:f:)eriil fgll; 55
purpose of preparing external financial reports—particularly in rpanufactunng prhonly |
To set the stage for this discussion, we begin the chapter by defining sorne terms com

used in manufacturing.

... .General Cost Classifications |

All types of organizations incur costs—governmental, not-for-profit, manufacturing, retail,
and service. Generally, the kinds of costs that are incurred and the way in which these costs

are classified depend on the type of organization. For this reason, we will consider in our

discussion the cost characteristics of a variety of organizations—manufacturing, merchan-
dising, and service. . e

Our initial focus in this chapter is on manufacturing companies, since their basic activi- .-~ . == = =
ties include most of the activities-found in other types of organizations: Manufacturing com- (=
panies such as Texas Instruments, Ford, and DuPont are-involved in acquiring raw matenials,
producing finished goods, marketing, distributing, billing, and almost every other, business

ful in understanding costs in other types of organizations.

‘modifications, .these basic concepts also apply to merchandising companies such as

our discussion of manufacturing costs. .

-

-l Manufacturing Costs _ N R _ i ‘
f*f Most manuf?cturiqg companies separate manufacturing costs into three broad categories: - | '
3 L} direct materials, direct labor, and manufacturing overhead. A discussion of each of these LEAR.N‘NG OBIECTINE )
. categories follows. | . T i - |dentify and give examples
B _ _ of each of the three basi
._ E ;s%irect Materials The materials that go into the ﬁn | product lled 5 | tmahufacturing. ey bas.c
gt ~— ne matex al product are called raw Y ‘ o
. This term is Somewhat misleading, | TRA CHngaries.

e since it seems to imply unproc
'~ like wood pulp or iron ore. Actually, 'Y UOPCOGessac RRIEAI. FRSOuEE

raw materials refer to-any materials that are used i |
+ and : | Ao in the
b ﬁngl product; and the finishéd product of one company can become the raw materials of




Chapter 2
Pont are a raw material used by

industries

plastics produced by Du

computers. One study

another company. l
Compaq Computer in its persond .
: ts averaged about 55% of sales revenues.‘

d indirect materials. Direct materials are

found that materials cos |
| nclude both direct an

" Anished product and whose costs can be

le, the scats that

xample, the :
For examp of 37 manufacturing

Sometimes it isn’t worth the effort to trace
to end products. Such minor items would include | _ '
connections in a Sony TV or the glue used to assem ' chair. Materials such
as solder and glue ar¢ called indirect materials and are included as part O
overhead, which is discussed later in this section. ‘ '
abor consists of labor costs that can be easily (i.e., physically
dividual units of product. Direct labor is sometimes called

ile it is being made.

s typically toucht
line workers at Toyota, carpenters al the

:ans who install gquipment on aircraft at

Direct. Labor . Direct |

and conveniently) traced to 1n
rouch labor, since direct 1abor worker
Examples of direct labor include assembly-

bome builder Kaufman and Broad, and electric

Bombardier Learjet.
Labor costs that cannot be physically traced to the cre;ation of produgts, or that can
are termed indirect labor. Just like indirect

be traced only at great cost and inconvenience, | _
| d as part of manufacturing overhead. Indirect labor includes

terials handlers, and night security guards.
uction, it would be either imprac-

fic units of product. Hence, such

the labor costs of jamitors, supervisors, ma

Although the efforts of these workers are essential to prod
‘tical or impossible to accurately trace their costs to speci

labor costs are treated as indirect labor.

1S SENDING JOBS OVERSEAS ALWAYS A GOOD IDEA?
In recent years, many companies have sent jobs from high labor-cost countries such as the United
States to lower labor-cost countries such as India and China. But is chasing labor cost savings always

;l;z {ight tohing to do? In manufacturing. the answer is no. Typically, total direct labor costs are around
to 15% .of cost of goods sold. Since direct labor is such a small part of overall costs, the labor
savings realized by “offshoring” jobs can easily be gvershadowed by a decline in supply chain efficiency

itr?cat occurs .simply because production facilities are located farther from the ultimate customers. The
rease in inventory carrying costs and obsolescence costs coupled with slower response to cus- |

t goe°A | .
omer orders, not to mention foreign currency exchange risks, can more than offset the benefits of

emnlgying geographically dispersed low-cost labor. | _
ne manufacturer of casual wear in Los Angeles, California, understands the value of k36§iﬁg jobs g

l . . . . . i
;:Soie6 (t)ool'looomuen!? qrd;; to maintain a tightly knit supply chain. The company can fill orders for as many |
: Its in 24 hours. In fact; the company carries less than 30 days’ inventory and is consid- |
:

e - . . ._
fc;r;iafsatb:;;:?nitg C'Oth'_“g only after o‘rders are received from customers rather than attempt‘mg {0
e cheaTs \fllll Iselﬁl and ma-kmg them in advance. How would they do this? The company’s

y chain—including weaving, dyeing, and sewing—is located in downtown Los Angeles o

~ eliminating shipping delays.

Source: Robert St : |
: ernfels and Ronald Ritte Offshoring Does
r. “When ' | |
October 19, 2004 p. B8, : shoring Doesn't Make Sense,” The Wall Street Journal, ‘
i - o .“‘-ul.l-‘_"q l-\wa.‘r.-.'_, - . | ;
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Germain Boer and Debra J
: eter, “What's N * |
Manufacturing Co i s New About Modern Manufacturing? i .
g Cost Changes,” Journal of Management Accounting Re u:fr‘:":l:ﬂ‘ Emglt;cﬂothdﬂwc on
. ’ iume. ’ p‘ _.3.
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a8l ns
st Terms (oncepts. and Classmcatio

ts in
of labor €05 , ¢
. , i the structure ¥ ©o . 1icect
Major shifts have taken place and continué {0 take plac¢=:j aintained by skilled m?]_fo % \
some industries. Sophisticated automated equipment, ruf an T averigts only about i
workers, is iricreasingly replacing direct labor. Indeed, di;?tht "+ or has become such a . \
of sales revenues in manufacturing. In some com ire ost category. Nevert

. . ate C
nor element of cost that it has disappeared altogether as a sepﬂi “ies throughout the W
less, the vast majority of manufacturing and service comp 3

continue to recognize direct labor as a separate cost category.

o gt manufac-

Manufacturing Overhead Manufacturing overhead, the third -dl?z?:it :j)ifrect labor.
turing cost, includes all costs of manufacturing except dlrect‘ma.tffﬂ;_ ect labor; mainte- . 1
Manufacturing overhead includes items such as indirect 1:natenals,. indir . dcp;ccialioﬁ, 3
nance and repairs on production equipment; and heat and llgh-t, property tax l" Sy 1igh ¢
and insurance on manufacturing facilities. A company also incurs costs for heat

|

!

. et ot ' admin-
property taxes, insurance, depreciation, and so forth, assocnated with.1ts __sell:)r:,ge rineda' 4. Only
- istrative functions, but these costs are not included as part of R T ' d

' ' manufacturing overhead.

those costs associated with operating the factory are included in manu gy
. : : ut
Across large numbers of manufacturing companies, manufacturing ovgrhead o gbo

16% of sales revenues.’ ' e SEE :
* Various names are used for manufacturing overhead, such as indirect manufacturing

. cost, factory overhead, and factory burden. All of these terms are Synonyms for manuf acmnng‘ |
. overhead . | i

i~
%
Bl
|
K

- B~ Nonmanufacturing Costs

»

Wy

,_. H Nonmanufacturing costs are often divided into two categories: (1) selling costs and

f . (2) administrative costs. Selling costs include all costs that are incurred (o secure customer
¢ orders and get the finished product to the customer. These costs are sometimes called
* order-getting and order-filling costs. Examples of selling costs include advertising,
-;,{ shipping, sales travel, sales commissions, sales salaries, and costs of finished goods |

. warehouses. | \
3 ~ Administrative costs include all executive, organizational, and clerical costs associated | ' : ‘
with the general management of an organization rather than with manufacturing or selling. |

. Examples of administrative costs include executive compensation; general accounting,

. secretanal, public relations, and similar costs involved in the overall, general administration - N e
Qiithe organization as a whole. S | ’ ' o _ . 2 R

* . Nonmanufacturing costs are also often : S ‘ i |
&€ called selling, general, and admin 1V
i i ' ISIr

L (SG&A) costs. R irative

. &
S -
.

Fl #. 3

In addition to classifying costs as manufacturing or nonmanufactu E e ‘ =
nce, they can also be classified LEARNING OBJE‘CVWE 2 ;
stand the ditierence between product costs _ Distinguish between product -
g principle from financial accounting. g | COsts and period costs and

. Generally, costs are recognized as expenses on the i

- gt
e a L 5 B

"~ be eﬁt;?from the cost. F.qr example, if a company pays

et~

ncome statement in the period that give examples of each. i
for liability insurance in advance for '
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two years, the entire amount is not considered an expense of the year in which the payment

is made. Instead, one-half of the cost would be recognized as an €Xpensc cach year. 2::
reason is that both years—not just the first year-—benefit from the insurance payment. e

unexpensed portion of the insurance payment 1S carrie

\ called prepaid insurance. | | :
d on the accrual concept that costs incurrea to generate

The matching principle is base ' ! * borniy iy~ |
a pam'cular revenue should be recogmzed as expenses in the same perio l 1ai ine reyenue N)
acquire or make something that will even-

recognized. This means that if a cost is incurred to
tually be sold, then the cost should be recognized as an expense only when the sale takes

place—that is, when the benefit occurs. Such costs are called product costs.

Chapter 2

d on the balance sheet as an asset

oduct Costs
For financial accounting purposes, product costs include all-costs involved in acquiring

or making a product. In the case of manufactured goods, these costs consist of direct

materials, direct labor, and manufacturing overhead. Product costs “attach” to units of
product as the goods are. purchased or manufactured; and they remain attached as thc

goods go into inventory awaiting sale. Product costs are initially assigned to an inventory
account on the balance sheet. When the goods are sold, the costs are released from inyen-

tory as expenses (typically called cost of goods sold) and matched against sales revenue.

E;n;;: prodtuct costs are initially assigned to inventories, they are also known as invento-
able costs, |

.We' want to emphasize that product costs are not

W

X Period Costs ~ % :

W ' . Forexa L
the rental Costs of administrative offices are period costs Perimp]e’ T




Chapter

nventoriable' Costs

As stated earlier. product COSIS are ofte e
to inventory accounts

these costs go directly In _
shed Goods). rather t

Process ant! then into Fini: « : | — .
they are termed iwventoriable costs. This s d kev concept because such costs can end up

on the balance sheet as assels if goods are only partially completed or are cm.ml:; a; rl;‘c
end of a period. To illustrale this point., refer again 1O Exhibit 2-5. At the end ot the

period. the materials. labor. and overhead €OS(S that are assqcialed with lh‘:: t::\i‘ls in
the Work in Process and Finished Goods inventory accounts will appear on the ba nnce‘
<heet as assets. As explained earlier. these COSIS will not become eXpenses until the goods

are completed and sold. _ - ;
‘ 1 are not involved n making a product. For this

Selling and administrative expenses : e 1_
-eason. they are not treated as product COSIS but rather as period COStS that are expensed as |

they are incurred, as shown in Exhibit 2-3.

* called inventoriable costs. The: reasol is that
as they are incurred (first into Work in

han going into expense accounts. Thus.

An Excrmble of Co._st Flows - % ‘
fows in a manufacturing company. assume that a com-
000. Three-fourths of this amount ($1.500) applies to
fuctory operations. and one-fourth ($500) applies to selling and administrative activities.
Therefore. $1.500 of the $2,000 insurance COSI would be a product (inventoriable) cost

and would be added to the cost of the goods produced during the year. This concept il', %
Work in Process.

To provide an example of cost
pany’s annual insurance COSLIS 32

Iustrated in Exhibit 2-6. where $1.500.of insurance cOSU IS added to |
- : S .
| EXHIBIT 2-6 - sl T iR
S - ¢ | it f - i A
| AnExample of Cost Flows in a Manufacturing Company ) g e s i,
A R $1,500 of the 2 - e - gk Ko oy
. | A lnsurance goes "'--'-H---"ﬁ--'ﬂ---"--ﬁ'--ﬂ-‘?‘ | ‘. .-'- t Eiid | | . s o
el B ~ tosupportfactory | Balance Sheet Totr it ¢ C T dat v
| ~ operations : E <R W . . ik
' *
(Manufacturing : |
overhead) - ; |
) !
! '
- : | _
: ot
Sa : ,
: Total insurance : - ; -
cost is $2,000 E -
| | " orradmananmaeneATSSNRPYINNS e
! ~Income " m e i f’.*- fm“ 7
. . ' J.T.r.--"’."_r":-#&;f#.r _?r r:';.-r 2 o § g'};&‘{ﬁ;&{t' I
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o direct proportion {0 changes in the level

: in total, 1 ; oo
ost that varies, 17 t ys <uch as units produced. units

' / wa ‘
AP 1 worked, and SO forth. A good €x-

i nes of print, ROUTS ., |
e . ' . t of direct matcrlals

ber of units that aré prodqced, To

. l - . ' n -

al, in direct proportion - . uires
bhtreh Saturn Division of GM. Each auto req ‘44 ¢
consider the 52 d will increasc

increases and decreases, the numb

nately. If auto production goes up
The concept of a variable cost 1S

A vafiable cost 15 ac
of activity. The activity cafl be
sold, miles driven, beds occupi€

period will vary,
1lustrate this idea,

As the output of autos
and decrease proportio
ies used will also go up 10%.

Exhibit 2-8.

The graph on the le '
and falls as the activity level rises an
Saturn’s battery costs $24:

he total variable COSl rses

. ‘hibit 2—8 illustrates that { ,
ft-hand side of Exhibit 2 8 1 below. assuming that 2

d falls. This idea 1s presente

- Total Variable |

pMumber of:; [ i Y i ¥
Broduced i o LR Batteryo e Batenes oy
‘ i $24 .

While total variable costs change as the activity level _chang_es,- it 1s importan_t to note
that a variable cost is constant if expressed on _a-'-pi_" r unit basis. For example, t_l'le per unit cost
of batteries remains constant at $24 even though the total cost of the batt‘c":ncs‘mc_reases“and

decreases with activity. | AR e o |
There are many examples of costs that are variable with respect to the products and

~services provided by a company. In'a manufacturing: company, variable costs include
items such as direct materials, shipping costs, and sales commissions and some elements
of manufacturing overhead such as lubricants. We will also usually assume that direct

labor is a variable cost, although direct labor.may act more like a fixed cost in some situ-
ations as we shall see in'a later chapter. In a merchandising company, the variable COStS

EXHIBIT 2-8
Variable and Fixed Cost Behavior
Variable Cost Behavior | " Fixed Cost Behavior
$30,000 % | X 824:000 . .. e

§. #0000 S,$16,000 it

- O - Rl R -

O . o T At gy

3 - ‘ g

= %

B0, 7 e B . . £
e s pronitgion i D s i i 6o gl B i PRI 2 0- I N Y Y e A gy ,..ﬁmn-ﬁ--u;ﬂ—iﬁﬁ* 'E{ o
um er of autos produced in a month _ ~ Number of lab tésts be_rlorfned b
| in a month ' *'

L]
. '—-W :
" %
s L]
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Fj,. Fixed Cost g

- .+ yariable with respect

" 10 the amount of goods or servic 2 OB e, the wa
" svariable with respect to other things. I S
- Blockbuster Video outlet will depend on

. 1S CAase,
strictly on the number of videos relt]ted.rl:li:)hl:quvcrthclcss, when we Sad
B : : urs ot opc ' | | ods an
B W e h:) 1S variabl;e with respect to the amount of g0

TR 1deos arc
" vari arily mean i X _how many vide
Vanj bleﬁwre I?ir-;d ::r;‘uid) be how many Jeep Cherokees arc produced >

pro ucc v .

ented. how many patients are treated, and’'so on.

y that a cost 18
d services

BROWN IS THINKING GREEN

il | liver more
United Parcel Service (UPS) truck drivers travel more than 1.3 billion miles annually to de

" | is a iable cost
wan 4.5 billion packages. Therefore, it should come as no.surprise that fuel is a huge variable

. | : an
for the company. Even if UPS can shave just a penny of cost from each mile driven, the savings C

he enormous. This explains why UPS is so excited about s_wapping its old diesel po;v(;;edBteru;rI:(sj |
tor diesel-electric hybrid vehicles, which have the potential to cut-fu_el POStS by‘ . y t
the savings for UPS, the environment would also benefit from the switch since hybrid vehicles Cu

emissions by 90%. As UPS television commercials ask, “What can Brown do for you?" Thanks o
 giesel-electric technology, the answer is that Brown can help make the air you breathe a little

. bit cleaner.

f.'  Source: Charles Haddad and Christine Tierney, “FedEx and Brown Are Going Green,” BusinessWeek, August 4,
2093, pp. 60-62.

.
i
i
L
'\.'.

.f%._Conscquently. as the activity lov‘e\. rises and falls, total 'ﬁ.xed-costs‘remain constant
~_unless influenced by some outside force, such as a price change. Rent is a good

that tests blood samples for the presence of leukemia cells. The $8,000 monthly rental

-
P
Trig

L A

~month. The concept of a fixed cost is shown graphically on the right-hand side of
_ Exhibit 2-8. b '

_ Clinic is 2,000 tests per month. If the clinic wishes to perform more than 2,000 tests in a

%?f:f_‘fhe fixed costs. When we say ‘a cost is fixed, we mean it i

_ range. The relevant range is the range of activity wi

L2 | thin which the assumptions
- about variable and fixed costs are valid. For ex g
|

a'ml?lc, the-assumption that the rent for
d within the relevant range of 0 to 2,000

_ diagnostic machines is $8,000 per month is vali

i

]

] |i

4

E )

. tests per month.
. Fixed costs can create confusion
| & bcc_a?se the average ﬁxc'd cost per unit
t - activity. In the Mayo Clinic,

l

If they are expressed on.a per unit basis. This is
Increases and decreases inversely with changes in
for example, the average cost per test will fall as the number

%';*A fixed cost is a cost that remains constant, in total, regardless of changes in the level
of activity. Unlike variable costs, fixed costs are not affected by changes in activity.

. example of a fixed cost. Suppose the Mayo Clinic rents a machine for $8,000 per month

. ‘“;f;"very few costs are completely fixed. Most will changc. if aé[t-_ii_fity'_c':"hangesfenc;ugh_
\ %ow.egamp\c. suppese that the capacity of the leukemia diagnostic machine at the Mayo

%_,zmonth, it would be necessary to rent an additional machine, which would cause ajump in:
s fixed within some relevanr

cost will be incurred regardless of the number of tests that may be performed during the
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tfy Cost " -
. hen onec alternative 15 se\ected

atial benefit that is given up w . |
| ¢ consider the following examples:

“To illustrate this important concept,
0 per week while attending college. She would

thout pay. The $200

Example 1 VIC
like to spend a W

sum of money in land-
uld invest

- | | ear. He
loved by a com im a salary of ¢38,000 pery
gt gobind f | | | Since returning to school would

s thinking about leaving the company and |
require that he give up his $38,000 salary, the forgon Id be an Opport'_umty cost of

seeking further education.,

e salary wou

Opportunity costs are not usually found in the accounting

but they arc COS5LS that must be explicitly considered in every
Virtually every alternative involves an opportunity cost. In Example 3 al

thegffgher income that could be realized i1 uture years as a re
481 opportunity COst of staying in his present job.

& Cost AR s
A sunk cost is a cost that has already

heen incurred and that cannot be changed by any deci-
sion made now or in the future. Because sunk costs cannot be changed by any decision, they
are not differential costs. And because only differential costs are relevant in a decision, sunk

costs can and should be ignored. s

. To-illustrate a sunk cost, assume that a company paid $50,000 t}s_eve.ra}wyeal;s ago for a
special-purpose machine. The machine was used to make a product that is now obsolete and

~is no longer being sold. Even though in hindsight purchasing the machine may have been
unwise. the $50,000 cost has already been incurred and.cannot be undone. And it would be
folly to continue making the obsolete product In a'misguided attempt to “recover” the origi-
nal cost of the machine. In short, the $50,000 originally paid for the machine is a sunk cost
that should be ignored in current decisions. EPl * |

THE SUNK COST TRAP

H?I Arkes, a psychologist at Ohio Univérsity.. asked 61 cdllege~§tudehts ' | R
- mistakenly purchased tickets for both a S50 anda S100 ski trip for. the st:maes:lergle&ett:‘de 3fTil:aed
could go on only one of the ski trips ‘and would have to throw away the unused ticket. He iurth 1
3:'::(1 them to assume that they would actually have more fun on the $50 trip.. MOSt. Ofthé SleU!
n thse r_gfuc:jr:ﬁctj;tt\:t ‘th:y \_Nould g0 on the'less enjoyable $100 trip. The larger cost mattered mor
e 'arlh.avc;ing more fun, However, the sunk costs of the tickets should have bee
.r$150-th nt.in this decision. No matter which trip was selected, the ‘a'ctual'tbtal
, e cost of both tickets. And since this cost does not differ between the altemc;iis\}e:a

should be ignored. Like these stud
9, dents, most people hay - Aok
costs when making decisions. ‘ ople have a great deal of difficulty ignoring su

Source: John Gohwille and Dilip So “Prici i3 s 3 ks | -
man, “P _
September 2002, pp. 92---931.p - rlcmg— and the Psychology of Consumption,” Harvard Business Review
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Chapter 2

e

. ational. and clerical costs associated with the general

her than with manufacturing or selling. (p. 41) = 3
C t A cost that is incurrcd to support a number of cost objects but that cannot trace
‘'ommon cos .. :

g . . he pilot of a 747 airliner is a common
0 them individually. For example, the wage cost of the piot 0F & 11 (TREr T8 o e
f all of the passengers on the aircraft. Without the pilot, the -
CGSI O n O oty ; ”

passCngcrs But no part of the pilot's wWdgc 1s caused by any one passenger taking the fHight.

(D. 50 _ |
Conversion cost Direct labor cost plus manufacturing overhead cost. (p. 42)

Cost behavior The way in which a cost reacts (0 changes In the level ofiactwuy. (P. d1) e
Cost object Anything for which cost data are desired. Examples of cost objects are products, cu: .

jobs, and parts of the organization such as departments Or‘lel.‘s’IO!lS. (p. ) L S
Cost of goods manufactured The manufacturing costs associated with the goods that we :

during the period. (p. 47) | { .,
Differentigal cosl:? A diff?:rcncc in cost between two alternatives. Also sc¢ Incremental cost. (p. 50)

i ' ; > di | | lternatives. (p. 56)
Differential revenue The difference 1n revenue I_::ctwccn two a ‘ |
/ﬂirect cost A cost :hat can be casily and conveniently traced to a SpCClﬁCd cost object, (p. 3J)

irect labor Factory labor costs that can be easily traced to individual units of product. Also called

touch labor. (p. 40) ‘ - oy
Direct materials Materials that become an integral part of a finished product and whose costs can

coniveniently traced to it. (p. 40)

Finished goods Units of product that have been completed but not yet sold to customers. (p. 45)‘ ‘
}ixed cost A cost that remains constant, in total, regardless of changes in the level of nctivity within
'- the relevant range. If a fixed cost is expressed on a per unit basis, it varies inversely with the level

of activity. (p. 53) |

Incremental cost An increase in cost between two alternatives. Also see Differential cost. (p. 56)
~Indirect cost A cost that cannot be easily and conveniently traced to a specified cost object. (p. 56)

Indirect labor The labor costs of janitors, supervisors, materials handlers, and other factory workers
that cannot be conveniently traced to particular products. (p. 40) -

Indirect materials Small items of material such as glue and nails that may be an integral partbof 8
finished product, but whose costs cannot be easily or conveniently traced to it. (p. 40)

Inventoriable costs Synonym for product costs. (p. 42)

Manufacturing overhead All manufacturing costs except direct materials and direct labor. (p. 41)

,)-G)pportgg;ty cost The potential benefit that is given up when one alternative is selected ever another.
(p- - - ’ |

~Period costs Costs that are taken directly to the income
they are incurred or accrued. (p. 42)

Prime cost Direct materials cost plus direct labor cost. (p. 42)
~rroduct costs All costs that are Involved in acquiri :

tured goods, these costs consist of direc
Also see Inventoriable costs (p. 42)

Raw materials Any materials that eo |
. g0 into the final product. (pp.
Relevant range The range of : ! |

activity withi : : : |
havior are valid. (p, 53) y within which assumptions about variable and fixed cost be-
Schedule of cost of goods manufac

inistrative cos xecu
management of an organization rat

statement as expenses'in the period in which

""-Jr'v....l__.-.




lity Cost Report [LO9, L010]

mpetition. the managcmcnt of Florcx Company has attcmptcd over . |

A statistical’ process control system has been
e the ameount of warranty and other field COsts,

| years. Costs re!almg to quality and qqahty <

tcnsnvc forcngn coO

the quality of Its products.
have beén taken tO decreas

ward over the past severa
conuol over thc last two, years are given below:

}rlnﬁpecnon...-.................;..'.h....: 5 ‘ . !
' 4 Quality engineering . ...... ..ot %

A Depreciation of test equipment
T ReworK18DOr « o« oo corocnger e e

{5 Statistical process control. . . . . 2k v R

£ Cost of field Servicing . . . . .o evvvvereeee _$900, .- 91, g
A~ Supplies used in WMING : . . e S LEtng ey (2 i’ £

p Systems deve|0pment St U S R PY ) ,
E warranty repairs. . . ... ..ocoee s nnnnn Co

G Notcost Ol SOMmD. ... .0 i v oy ons somessnons ; e . ¢
A Producttesting . .. ........ e AT N ‘ . :_
£

Productrecalls ........ .... PRpEs L e ' 1 : i
j Disposal of defective products . ‘
1

- Sales have been flat over the past few years. at $75,000,000 per year. A great deal of money has been
spent in the effort to upgrade quality, and inanagement is anxnous to see whether or not the effort has
been cffcctwc _ | * el ol i

Requwed _
Prepare a quahty cost report that contains data for bolh thls ycar and last year. Carry percentage i

computations to two decimal places.

~2. Prepare a bar graph showing the distribution of the vanous qualuy costs by category ‘
3. Prepare a written evaluation to accompany the reports you have prepared in*(1) and (2) above.

'ghus ;valua on should discuss the distribution of quality costs in the company, changes in this
Istributje

and ¢

hat you see taking place, the reasons for changes in costs in the various catcgones.
other information that would be of value to management.

‘ YROBLAEM 2-19 Schedule of Cost of Goods Ma tu
P nufactured; Income Statement Cost Behavlor [LO
- J</L03, LO4, LOS] 3

B Miciosol € scel - Frobile 'A v Coplure xls
!E&mrmmmm-wu
D20a SRY(sRQATE|n--.

D

11 Finished goods inventory, beginn
2 :Finished goods 'm"gyv b..;al:':ng
3 :Depreciation l&(:lory

4_Administralive edpanses
19 LIIDIJ.S factory

9" Mantenance factory




Chaplel .«
" BROBLEM ix 2B) Quali [LO9, LOLQ] . .- - 1
- 2.18 (Appendix 2B) Quality Cost Report[ J9, |
et lnRgELgnMsc to'itstciiive foreign competition. the management of FJQI':CX Company has att’cmj:‘):cd BJVC;‘ e
R /gt -;g year to improve the quality of its products. A statnsngal"_pro__cezggcom_rol system ‘35 ceu <
' :r:wrzf)lléd and other steps have been taken to decrease the amount of wan:a_nty gnd ott.xcr field COStS. |
W;liCh have Eeen trending upward over the past several years. Costs*rela‘lmg to quality and qgahty <
control over the last two, years are given below: - *

i = r e . b
Costs (in thousands)
- 13 " 3 j ' -
} . ¥ by Dl & e ] -.“. " "
rl' B .'| ll‘ . -
'I - 5
-:." -._ [ 'Iu g . ] : "
PR e is Year ear
B 4 ) ’ ; -
= . l" 1 i i
L | i ’ i i L '#hh" ; - - "
= ] " ; 1 . L - J y = Ky f N Y 4
15 _ N X 'F#“:‘{li -l"tr"'-" LY 4 Tl ’, e ] ' . ' ’ o

A Ingpoction. . ..o acaniisiniienn SQOg | ggg
p. Quality engineerifg . ..............o-- oot $57
A Depreciation of test equipment.. .. ......... $1$§158
-1 Rework labor ....... s = ikt T e RN : o
¢ Statistical process control. . . . . R Ch A -
€ Cost of field servicing . . . ... oovvvevvivnns | $1,200
A-Suppliesusedintesting . .. .............n. gk $30 .
p Systems development .. ........... ... : $480
E Warramty repairs. . . ... .cccccevcen s e $3,600
7 Netcostof$emp. ... il B V. - $630
A Progucttesting . .. ... ..o ¢ . iy Cu e b | $810
‘e Psductmenlle .- - v i T N $2,100
s j Disposal of defective products .. ........... $720

~ Sales have been flat over the past few years. at $75,000,000 per year. A great deal of money has been
spent in the effort to upgrade quality, and inanagement is anxious to see whether or not the effort has
been effective. k2 s - A% K T '
Required: |

|. Prepare a quality cost report.that contains data for both this year and last year. Carry percentage
- computations to two decimal places. e ol R T G 2 -'

~2. Prepare a bar graph showing the distribution of the various qualityico:,"ls by category. ~ '

. 3. Prepare a written evaluation to accompany the reports you have prepared in'(1) and (2) above. ;

T, ' T_his_ev.aluat'on should discuss the distribution of quality costs in the combany, changes in this 3
. distributjet that you see taking place, the reasons for changes in costs in the various categories,

and ay other information that would be of value to management. o ' '

" ROBLEM 2-19 Schedule of Cost of Good '
: s Manufactured; Income Statement; Cost Behavi
o V1002403, 104, LO5] _ & pouedl

__1_____ qu shed goods Inventory, beginning

"‘3"‘“‘: Firy shed goods inventory, ending

3 _iDepreciation, factory

4_;Administrative edbenses
18 Utlities, factory -

6 ‘{Mmme@mo. lactory

! Supplies, factory
8 tinsurance factory

Purg e'sofraw'




Cost Terms, Concepts, and Classifications

Required: gy | Wi

1.” Prepare a schedule ot cost of go/()(':i's manufactured . . :

2 epare an income statement. _ Fy A et ol bt durine the yearjust
R 14 ampany produced the equivalent of !_()__Q_Q,O units of product A L et
3, Assume that the company p ‘erials? What was the averag

was the a . cost per unit for direct ma
completed. What was the average cost per un X

it for factory depreciation? L oe i - ar
ot apgt Ao to produce 15,000 units of product during the coming o

4. Assume that the company €Xpects ‘ ‘ s 55
What average cost per unit and what total cost would you e);pégl-,ct the cornpa;gutroanrr::; A asql{mé
| this S activity? For factory depreciatio n preparing SWeEr, ast
materials at this level of activity- "Or y depreciation.” (If ¥ o
that direct materials 1s a variablé cost and that depreciation 1s a hxefi c':.os.t, also assumc that dep

AR R T e s - ey WA R - " ‘
ciation is computed on a straight-line basis.)
5 As the manager responsible for production costs, €xp
average costs per unit between (3) and (4) above. _+

(]

lain to the president any difference in the

PROBLEM 2-20 Classification of Salary Cost as a Period or. Product Cost [LOZ] 4 1
You have just been hired by Ogden Company to fill a neéw position that was created in response [0

| rapid growth in sales. It is your responsibility to coordinate shipments of finished goods frorp the
o factory to distribution warehouses located in various parts of the Unijed States so that goods_WIll be

available as orders are received from customers. iy | :
The company is unsure how to classify your annual salary in its cost records. The company s cost

analyst says that your salary should be.classified as a manufacturing (product)'cost: the controller says
~ that it should be classified as a selling expense; and the president says that it doesn’t matter which way
your salary cost is classified. | | ' |

Required:

I.  Which viewpoint is correct? Why? | .

2. From the point of view of the reported net operating income for the year. is the president correct
in his statement that it doesn’t matter which way your salary cost is classified? Explain.

PROBLEM 2-21 Classification of Various Costs [LO1, L02. LO5. LC7] | :
Staci Valek began dabbling in pottery several years ago as a hobby. Her work is quite creative, and it
has been so popular with friends and others that she has decided to quit her job with an aerospace firm
and man{Jfa.ctqrc* pottery full time. The salary from Staci’s aerospace job is $3.800 per month.
- Staci will rent a small building near her home to use as a place for manufacturing the pottery. The rent
will bc $500 per month. She estimates that the cost of clay and glaze will be $2 for each ﬁnishe& piece of
pottery. She will hire workers to produce the pottery at a labor rate of $8 per pot. To sell her pots, Stuci feels
fhat she must advertise heavily in the local area. An advertising agency states that it will handle gll adverti :
ing t.t"or a t:ee of $690 per month. Staci’s brother will sell the pots; he will be paid a commission of $4 f;; '
-eac g:):ck:orlli Eﬁ:ﬂh&% (rj\eeded to manufacture the pots will be rented at a cost of $300 per month.
T.hese a al;]ounwdyfl g:;s (;ge::gal e;;ld filing fces associated with incorporating her business in the state.
office. The rent will be $250 bcr Sl’:::)anttrof(in;l?ggebie:snlalﬁc gt'ed ks Al fhat it il e o S aben
it _ onth. / ne ed in the room for taking orders will cost $40 per
will l:::e attached to the phone for tak |

.
&

1 R e A e 3. o There may ‘be' X*
A il u-w“*-bf a fixed cost. a‘period ¢
4 ¥ IR T - * br e
LR T OORERG Ne Cokt ¢olumin -tice:
* Number of units of :

ost, and a sunk cost:

Al




Chapter 2

' ts: Subtleties
d Fixed Cos szt

ber of department
their homes on a

that provides a varicty = =
'y 4 s. one of which 1
daily basis. Be

PROBLEM 2-24 Variable an

t o
Madison Seniors Care Center is 2 nonprof

| ' ‘ ' 1 num
the elderly.: The center 1§ organized 1nto f: s
wheels program that delivers hot meals 10 ; w:heeh paiowio . ;
aumber of costs of the center and the meals-on- ..

' ' tion.
example The cost of groceries used.in meal prcr:nra :
| a. The cost of leasing the meals-on-wheels van.

b. The cost of incidental supplies such as salt, pepper, nap

‘ ‘ : ;;" .- UU I'celii Uan- ’ "

wheels program. . . - | | .
e. The salapry of the part-time manager of the meals-on-wheels program A

; . ey | - '
f. Depreciation on the kitchen equipment used In the meals-on \fvhccl.s progra

g. Tae hourly wages of the caregiver W

h. The costs of complying with hea!t!l sa ‘
. The costs of mailing letters soliciting donations 0 the me

s the meals-on-
low are listed 2

kins, and so on.

t"ety regulations in the kitchen. '
als-on-wheels program. 1 .

Required: . 5 _ g b s ‘
For each cost listed above, indicate whether it 1§ a direct or indirect cost of the meals-on-wheels

program, whether it is a direct or indirect cost of particular Seniors ‘served by the program. apd
whether it is variable or fixed with respect to the number of seniors seryed. Use the below form for

your answer.

O

L i . ’ » .
1 % r' T p 'I' f ] I
| ] " F
- & 7 o .
L1 q.‘ ' ’

g e e iz 0 Ngriable oF Faeed

L et e G e B e e ek i Dinect o Indireet 22 with Respect 10 .
g e b Y gt el ot U0 i Cost of Particular - the Number of -
a0 o 'DirectorIndirect:  Seniors'Served  Seniors Served by

. ..., Costofthe Meals- ' bythe Meals-on-  the Meals-on-
. on-Wheels Program - Wheels Program = Wheels Program

Item : Description - : Direct: i Sy !ndirbci-.?‘f’ f:j?DIYOCt “i'Indirect ~ Variable = Fixed

".;,!"’ i

- example . The cost of

. -groceries ) e s
‘used in meal g G T Tl e e M S e
preparation b ARG Dle A | ‘x . | | X

2-25 Schedule 61‘;c-,ost of Goods Manufactured; Income State

[ :F-_ l‘d' 'fi-"l i

. tured; ment [LO1, LOZ2, LO3. LO4 _,

managcment,had'qxpcgted to earn a profit during August. Management was disappointed, however
ed a loss. August’s income statement follows:
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- | : Cost Terms, Concepts, and Classifications
| = £ % ' £, ) : | “1 was sure we'd be profitable
r 24 % z g - secitB 20 5|2,000 x| fg:lth;:fc up and this loss for August is €ven WOrsc than July's. 1 think
4 5 ;5;"3 ;! r? ? ?o Z. {'i /\‘r;::i:*l §iX m(,n[hs-'bm GUi'f-ql:( :gmcone to buy out the company’s assets—if we don't, within a f@"""’
- - o K., - i1 ' | king 10 ’ o »
FR I i S R novim O l"(:‘;Jbe any assets to sell. By the way, 1 don't sec any reason to 100k for a new contro
satl 0% 0 ©.0 months there worl 1 » with Sam for the time being.” . - e
28 g9¢% 8% g or. We'll just limp along . onead a month ago. Sam, a new assistant in the controller’s office,
-3 s g o 53 3 The company 's conlro]ler reslgnes has had little experience in manufacturing operations. Ad-
f> ARE orepared the income statement DOVE. SAM |
— 5 Al h WS "
% %_. ? :’ » QC ditional information about the company follo

| | s. The remain-
Some 60% of the utilities COS! and 75% of the insurance apply to fac:tory operations. The

ing amounts apply to selling and administrative activities..

Ances nning and end of August Were.
b. Inventory balances at”ll}]‘e‘ b?glnnmg_ ‘

d.

_ s Sl o .
- = niﬁ I“I }‘i\ - i L]
¥ & ooy . l|L'r [ f s i . '* ! 4
T L) v e ety L il v AT '

R e i August 15 AUQUSEED.
- ‘ ; ,‘..'-‘;'*'r;",.:é-.'g::y:* -*ii? 0 rrﬁﬁéfﬁ&fﬁhﬂu‘hﬁ:ﬁhﬂ‘w';u:;:.'.-i PNt o M SR LN GRS
R " . ahny 000

Raw materials ... c..... $ 8000 : 2:12213.000
Work inprocess . . . . . -« - $16,000 cxh i .000
Finished goods . ... . .. . *$40,000 $60,

' | ions: | ol Hin

c.. Only 80% of the rent on facilities applies to factory operations; the remainder applles to selling

/ : e S T ¥ ‘[iCS. ‘ . : | | |
and administrative activl |

The president has asked you to check over the income statement and make 2 recommendgllon as

10 whether the company should look for a buyer for its assels.

Required: ‘ - e ety !
| As one step in gathering data for a recommendation (0 the president, prepare a schedule of cqst |
~ of goods manufactured for August. o .
2.  As a second step, prepare a new inc'ome statement tor 7 ugust._ | | S Kk
3. Based on your statements prepared in (1) and (2) above, wou*lkd you rc_comm;nd that the company

look for a buyer?

R

PROBLEM 2-26 Ethics and the Manager [LOZ] | _ S G 2
" M. K. Gallant is president of Kranbrack Corporation; a company whose stock 1$ traded on a national
exchange. In a meeting with investment analysts at the beginning of thc-ycar,nualla_n.t had predicted
that the company’s earnings would grow by 20% this year. Un_fprtunately. sales h_avg._been— les; tha_n |
~expected for the year, and Gallant concluded within two weeks of the end of ;hc._ﬁscal year 't}Tlat.‘l_t
wpuld be impossible to ultimately report :an increase in carningS‘as large as.-p_rgdlctedf 1unless some -
drastic action was taken. Accordingly, Gallant has ordered that wherever possible, expenditures should
be postponed to the new year—including canceling or postponing orders with suppliers, delaying -

planned maintenance and training, and cutting back on end-of-year advertising and travel. Addition-
ally. Gallant ordered the company’s controller to carefully scrutinize all costs that are currently classi-

3 ﬁed as period cc_i%ls and reclassify as-many as possible as product costs. The company -i,s expecled {0

- have substantial inventories of work in process and finished goods at the.end of the year.

~ Required: | | | T

LN

* 1. - Why would reclassifying period costs as product costs increase this period’s repo'rte:d earnings’?
2. Do you believe Gallant’s actions are ethical? Why or why not? e s <A

, OBLEM-2-27 Schedule of Cost of Goods Manufactured: Income Statement: Cost Behaviof : #’ |
401102, LO3, LO4, LOS]. ' '

elected accgunt balances for the year ended December 3| are prdvidedib_,eilc')\y for Supéﬁor Compaﬁy: |

Selling and administrative salaries. . . . .. .. 3 16.000 3
. INBUBOCEABGIONEL. . . T o i v E v 3 O o :
N : é&btilitiag. gctory. R LRI B $45.000*,,_ | ,.... '
f /eurmases of raw materials ............. $290,000 -
/l;n.di‘rect.labo; srv oot emesaes o ls diein s s i SBo:OQO
Belbcabor. . o i { P
- .Advertising expense. . " b s i T TR S '$80,000
, O _ /C'Oﬂﬂing suppﬁes. faCtOTV" D e SO g R J$7 000
4 *_, g 08 sa‘hles commISSiOns "*' .o lli 5 2 Ralkiis e TN -- "‘sso'ro"oo 3
. _Rent, ' Ry e b sy
_/Mﬂ_ factory building . Vielen b e sreeraees. §120,000
/ aintonan,cel 'ECtOW 2R DS 900 400 &2 ‘ 00"0‘ l
.' R e 4 B S i ol i TS £ty .
o IJ £ | \“"'
i o e N L e # | J

-
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beginning and end of the yca

N

Chapter 2 N

e

N

r were as follows:

" Inventory halances at the

k 'B'eglnnlng of End of | ,
"/ the Year ~the Year

$40,000 - $10,000

Raw materials. . . ....... ; Saf 000
Work in process . . .« ... * -
Finished goods . .. ..... $50,000 _

' | for sale totaled
The total manufacturing costs for the year were $683.000: the goods available ftor _

$740.000; and the cost of goods sold totaled 5660000 | | 'f

.-""‘,-F

Pre t st of g | "the com-
Reunrcpa:c a schedule of cost of goods manufactured and the cost of goods sold section of th

\ 's i ment for the year. .
V}/p R r the equivalent.of 40,000 units produced dur-

7~ Assume that the dollar amounts given above are fol ent.of 4( |
- ’ direct materials used and the average cost per .

7 LR

£

ing the year. Compute the average cost per unit for
1 unit for rent on the factory building. | | fisg o
2 | 3. Assume that in the following year the company expects (o produce 5_0;.,000 units. “{)hat aver

o age cost per unit and total cost would you expect.to be incurred for direct matenals .'For rent
on the factory building? (Assume that direct materials is a variable cost and that rent is a fixed

=

X cost.) - ¥
o

>

-

:

i ‘-'

4, Asthem gér in charge of production costs, explain to the president the reason for any differ- ;

ence ipraverage cost per unit between (2) and (3) above. | |

PHROBLEM 2-28 Working with Incomplete Data from the Income Statement and Schedule of Cost of \
s Manufactured [LO3, LO4] -a \
‘n

P Supply the missing data in the following cases. Each case is independent of the others.

_ oy, | _ Case |
/— IOUREE IS /. .. ..o.0ismbisneis s ng aud “ $4:500——%6,000—85,000— 793,000
SRR ais o Sitetine ot koMt a b 2oL g~ . Do §3,000 " BE.E00 -$4,000
'"Manufacturingoverhead . ................ $5,000——84,000 ( foues, $9 00&
// Total manufacturingcosts ...........,.... §18,500—eeT 2—___$20,008 -7
Beginning work In process inventory . . .. . . . $2,500 —— "7 —————$3.000. =

_&"d'po work ln*p'rocoss inventory ..

llllllllllllllllllllll

- 0 /'Sales.,.;......._
: /ogtolggo!manumnd....-..... :
/Goodq Baahis lorsnle/. . ... .. ..., " :
Ending finished goods inventdry . . . . . . .

| ?Q“‘ofgwssold ....... A

iiiiiiiiiiiiiiiiii

-----------




