LESSON 1: INTRODUCTION TO MANAGERIAL ACCOUNTING AND COST TERMS

LEARNING OUTCOMES

1. Distinguish financial accounting from managerial accounting
2. Understand how managerial accountants help firms make strategic decisions
3. Describe the set of business functions in the value chain and identify the dimensions of performance that customers are expecting of companies.
4. Identify the important managerial accounting concepts and terms
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Introduction 
Lesson 1 is an important introductory unit. It introduces managerial accounting and important cost terms associated with managerial accounting. Before starting distinction between financial accounting and managerial accounting must be understood.

Financial accounting vs managerial accounting 

Financial accounting information is reported to external users and used by investors, lenders, suppliers, and other external stakeholders to evaluate and compare companies. It follows prescribed standards and formats. In contrast, managerial accounting provides financial and nonfinancial information to internal users employing whatever format or costing approach that will allow managers to make the best possible business decisions in today’s competitive environment. 

Managerial accounting has a different focus than financial accounting. The managerial accountant reports financial and nonfinancial information that helps managers make decisions that will help the company achieve its goals or implement its strategy. It is forward-looking. O the other hand, Financial accounting has a historical focus, as it reports the results of operations to external parties. These reports must adhere to Generally Accepted Accounting Principles.

Important cost terms associated with managerial accounting 

1.1 Cost is a resource sacrificed or forgone to achieve a specific objective.

1.2 Actual cost is the historical amount, or cost incurred, as distinguished from budgeted cost, which is the predicted or forecasted (future) amount of cost.

1.3 Cost object is anything for which a measurement of cost is desired. Stated another way, the cost object is anything for which a measurement of costs is desired. For example, this can be a product, an assembly line, a product line, or a department.

1.4 Cost accumulation is the collection of cost data in some organized manner by means of an accounting system. Following accumulation, costs are assigned to the chosen cost object.
                            -> The process of cost assignment involves tracing and allocating costs, 
                                  depending on the type of cost involved.

Cost classification 

Before classifying costs, need to consider how managers intend to use the cost information in decision making and control. Different cost and classifications are used for different purposes. The same cost can be classified in a number of ways depending on the intended use of the cost information
Cost classification terminology

	Product
Costs associated with making or acquiring products for sale. Product costs may be used as the basis for valuing stock at any point in time.
	Period 
Costs not related to products or services provided. Such costs are treated as expenses of the period in which they are incurred.

	Direct
Costs which can be traced directly to a particular cost object that is a separate aspect of operations, such as a product, a department or a region.
	Indirect
Costs which cannot be traced to such objects but which are general to a range of activities. Also referred to as overhead costs.

	Variable
Costs that change in proportion to changes in level of activity.
	Fixed
Costs that remain unchanged across different levels of activity.



Impacts of the changing business environment of management accounting
During the last few decades global competition, deregulation, growth in the service industries, declines in product life cycles, advances in manufacturing and information technologies, environmental issues and a competitive environment requiring companies to become more customer driven, have changed the nature of the business environment.
· Global competition
During the last few decades reduction in tariffs and duties on imports and exports, and dramatic improvements in transportation and communication systems, have resulted in many firms operating in a global market.
· Growth in the service industry
In many countries service sector exceeds fifty percent of GDP. Privatization of government controlled companies and deregulation have completely changed the competitive environment in which service companies operate. 
· Changing product life cycles
A product life cycle is the period of time from initial expenditure on research and development to the time at which support to customers is withdrawn. Intensive global competition and technological innovation, combined with increasingly discriminating and sophisticated customer demands have resulted in dramatic decline in product life cycles.

· Advances in manufacturing technologies
Excellence in manufacturing can provide a competitive weapon to compete in sophisticated worldwide markets. In order to compete effectively, companies must be capable of manufacturing innovative products of high quality at a low cost, and also provide a first-class customer services.
· The impact of information technology
During the past two decades the use of information technology to support business activities has increased dramatically and the development of electronic business communication technologies known as e-business, e-commerce or internet commerce have had a major impact. One advanced IT application that has had a considerable impact on business information systems is enterprise resource planning systems (ERPS).
· Environmental issues
Customers are no longer satisfied if the company simply comply with the legal requirements of undertaking their activities. They expect the company managers to be more proactive in terms of social responsibilities, safety and environmental issues.
· Customer orientation
In order to survive in today’s competitive environment companies have had to become more customer driven and to recognize that customers are crucial to their future success.
Focus on customer satisfaction and new management approaches 
The key success factors which organizations must concentrate on to provide customer satisfaction are:
· Cost efficiency
Keeping costs low and being cost efficient provides an organization with a strong competitive advantage. Increased competition has also made decision errors, due to poor cost information, more potentially hazardous to an organization.
· Quality
In addition to demanding low costs, customers are demanding high quality products and services. Most companies are responding to this by focusing on total quality management.
· Time as a competitive weapon
Organizations are seeking to increase customer satisfaction by providing a speedier response to customer requests, ensuring 100% on-time delivery and reducing the time taken to develop and bring new products to market.
· Innovation and continuous improvement
To be successful companies must develop a steady stream of innovative new products and services and have the capability to adapt changing customer requirements. Management accounting information systems have begun to eport performance measures relating to innovation including:
· The total launch time for new products/services
· An assessment of the key characteristics of new products relative to those of competitors
· Feedback on customer satisfaction with the new features and characteristics of newly introduced products and the number of new products launched.
Organizations are also attempting to enhance customer satisfaction by adopting a philosophy of continuous improvement. Benchmarking is a technique that is increasingly being adopted as a mechanism for achieving continuous improvement.
Management Accounting and Ethical Behaviour
It is too simplistic to assume that the only objective of a business firm is to maximize profit. The profit maximization objective should be constrained by the need for firms to give high priority to their social responsibilities and ensure that their employees adopt high standards of ethical behaviour.
International convergence of management accounting practices
Management accounting practices can be observed at the macro or micro levels. Macro refers to concepts and techniques. Micro refers to the behavioral patterns of use. At the macro level, It is suggested that the convergence of management accounting has occurred because of intensified global competition, developments in information technology, the increasing tendency of transnational companies to standardize their practices, the global consultancy industry and the use of globally applied textbooks and teaching. At the micro level accounting information may be used in different ways due to influence of different national and local cultures.
Functions of Management Accounting
A cost and management accounting system should generate information to meet the following requirement. It should:
1. Allocate costs between cost of goods sold and inventories for internal and external profit reporting
2. Provide relevant information to help managers make better decisions
3. Provide information for planning, control, performance measurement and continuous improvement.
A cost object is any activity for which a separate measurement of costs is desired. Examples of cost objects include the cost of a product, the cost of rendering a service to a bank customer or hospital patient, the cost of operating a particular department etc.
A cost collection system normally accounts for costs in two broad stages: 
1. Accumulates costs by classifying them into certain categories (e.g. labour, materials and overheads). 
2. Assigns costs to cost objects.



Direct and indirect costs 
Direct material costs can be specifically and exclusively identified with a given cost object. In manufacturing organizations where the cost object is a product physical observation can be used to measure the quantity consumed by each individual product. Direct materials becoming part of a physical product or are used in providing a service. The term direct material is usually not applicable to merchandizing and service organizations.
Direct labour costs represents those labour costs that can be specifically and exclusively identified with a given cost object. Physical observation can be used to measure the quantity of labour used to produce a specific product or provide a service.
Indirect costs cannot be specifically and exclusively identified with a given cost object. They consist of indirect labour, materials and expenses. The term overheads is widely used instead of indirect costs. The figure below shows the various classification of manufacturing and non-manufacturing costs.
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Indirect costs (i.e. overheads) are assigned to cost objects on the basis of cost allocations. Cost allocations is the process of assigning costs to cost objects that involve the use of surrogate, rather than direct measures. The distinction between direct and indirect costs depends on what is identified as the cost object.
Period and product costs 
Product costs are those that are identified with goods purchased or produced for resale. Perios costs are those costs that are not included in the inventory valuation and as a result are treated as expenses in the period in which they are incurred.
Cost behaviour
Knowledge of how costs and revenues will vary with different levels of activity is essential for decision making.
· Important to predict costs and revenues at different activity levels for many decisions.
·  Variable costs vary in direct proportion with activity. Total variable costs are linear and unit variable costs are constant.
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·  Fixed costs remain constant over wide ranges of activity. They are not affected by changes in activity.
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·  Semi-fixed costs are fixed within specified activity levels, but they eventually increase or decrease by some constant amount at critical activity levels.
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·  Semi-variable costs include both a fixed and a variable component (e.g. telephone charges).
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Note that the classification of costs depends on the time period involved. 
In the short term some costs are fixed, but in the long term all costs are variable.
Relevant and irrelevant costs and revenues
Relevant costs and revenues are those future costs and revenues that will be changed by a decision, whereas irrelevant costs and revenues will not be changed by a decision.
Avoidable and unavoidable costs
Sometimes the terms avoidable and unavoidable costs are used instead of relevant and irrelevant cost. Avoidable costs are those costs that can be saved by not adopting a given alternative, whereas unavoidable costs cannot be saved. Only avoidable costs are relevant for decision making purposes.
Sunk costs 
Sunk costs are the costs of resources already acquired and are unaffected by the choice between the various alternatives (e.g. depreciation). Sunk costs are irrelevant for decision-making.
Opportunity costs
A cost that measures the opportunity that is lost or sacrificed when the choice of one course of action requires that an alternative course of action be given up
Incremental and Marginal costs
Incremental costs, which are also called differential costs, are the difference between costs of each alternative action that is being considered.
Marginal cost/revenue represents the additional cost/revenue of one additional unit of output.
Cost and management accounting information systems 
A cost and management accounting system should generate information for meeting the following requirements:
1. To allocate between cost of goods sold and inventories for internal and external profit measurement and inventory valuation.
2. Provide relevant information to help managers make better decisions
3. Provide information for planning, control and performance measurement

                                               REVIEW QUESTIONS 

1) Describe managerial accounting and financial accounting.
2) Describe the major differences between management accounting and financial accounting for the following:
1. Primary users
2. Focus and emphasis
3. Rules of measurement and reporting

3) What competitive advantage could a company obtain from a successful cost managerial program?
4) Generally, companies follow one of two broad strategies:  offering a quality product at a low price, or offering a unique product or service priced higher than the competition.  Assume you are opening a small food outlet across the street from your campus.  How might that business be operated under each of the two broad strategies?  Consider the following specific operational areas:

a.	target customers
b.	products offered
c.	product pricing
d.	location choice
e.	advertising content
f.	advertising media

5) General Motors incurs the following costs:

a.  Electricity costs for the plant assembling the Chevrolet Camaro
b.  Transportation costs for shipping the Camaro to dealers
c.  Payment to Shelby Designs for the design of the Camaro.
d.  Salary of an engineer working on the next generation of Camaros
e.  Cost of GM employees' visit to an auto show to demonstrate the Camaro 
f.  Testing the Camaro at the GM track
g.  Payment to television network for running Camaro advertisements
h.  Cost of brake pads purchased from outside supplier to be installed on the Camaro

Required:

Classify each of the cost items (a-h) into one of the business functions of the value chain.

1)  Research and development
2)  Design of products and processes
3)  Production
4)  Marketing and sales
5)  Distribution
6)  Customer service


6) The successful management accountant possesses several skills and characteristics that reach well beyond basic analytical abilities. Discuss

7) What are the differences between direct costs and indirect costs? Give an example of each.
8) Describe a variable cost. Describe a fixed cost. Explain why the distinction between variable and fixed costs is important in managerial accounting. 

9) Explain the difference between an inventoriable cost and a period cost. What potential problems does an inaccurate classification of product and period costs cause?
10) What do you mean by cost classification in managerial accountimg?
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