Department of Accounting and finance                                                Cost & Management Accounting I

Chapter 2:  Basic cost terms and concepts 
1.2 Concepts and classifications of cost
Costs, Expenses and Losses
· Cost is defined as the monetary value of goods and services expended to obtain current or future benefits.
· Expenses are expired costs for which benefits have already been received in the current fiscal period. Expenses are deductible from revenue.
· Losses sacrifices without any benefit. Loss can be defined as the excess of all expenses over revenues for a period.
· Accountants define cost as a resource sacrificed or forgone to achieve a specific objective. It is usually measured as the monetary amount that must be paid to acquire goods or services.

· An actual cost is the cost incurred (a historical cost) as distinguished from budgeted or forecasted costs.

General Cost Classifications
A. Manufacturing Costs
· Direct Materials
Raw materials refer to any materials that are used in the final product; and finished product of one company can become the raw materials of another company.

Direct materials are those materials that become an integral part of the finished product and that can be physically and conveniently traced to it. This would include for example the seats Boeing purchases from subcontractors to install in its commercial aircrafts.
 Those that can not be traceable to the final product are called indirect materials. This can be glue used to assemble a chair.

· Direct Labor

The term direct labor is reserved for those labor costs that can be easily i.e. physically and conveniently traced to individual units of product. Direct labor is sometimes called touch labor, since direct labor workers typically touch the product while it is being made. 
Labor costs that cannot be physically traced to the creation of products, or that can be traced only at great costs and inconvenience, are termed as indirect labor and treated as part of manufacturing overhead. It includes the labor costs of janitors, supervisors, material handlers, and night security guards.
· Manufacturing Overhead

Includes all costs of manufacturing except direct materials and direct labor.

 Manufacturing overhead includes items such as 

· indirect materials; 
· indirect labor

· maintenance and repairs on production equipment

· heat and light

· property taxes

· depreciation and insurance on manufacturing facilities.

A company also incurs costs for heat and light, property taxes, insurance, depreciation, and so forth associated with its selling and adminstatrative functions but these cots are not included as part of manufacturing overhead. Only those costs associated with operating the factory is included the manufacturing overhead category.

Manufacturing overhead is also called indirect manufacturing cost, factory overhead and factory burden

	Direct Material + Direct Labor = Prime Cost
Direct Labor + Manufacturing Overhead = Conversion Cost



Ex2-1: Classify the following as direct materials, direct labor, or factory overhead:


a. Glue used in the manufacture of desks


b. Labor of a janitor


c. Factory utilities

d. Wood used in the manufacture of a table


e. Labor of a machinist

B. Non-manufacturing Costs 

Generally, non-manufacturing costs are sub classified into two categories:

· Marketing or selling costs: include all cost categories to secure customer orders and get the finished product or service into the hands of the customer. These costs are often called order-getting and order filling costs. Like advertising, shipping, sales travel, sales commissions, sales salaries, and costs of finished goods warehouses.

· Administrative Costs: include all executive, organizational associated with the general management of an organization rather than with manufacturing, marketing or selling. Like executive compensation, general accounting, secretarial, public relations, and similar costs involved in the overall, general administration of the organization as a whole.
Cost Classifications on financial Statements

The Balance Sheet

The balance sheet or statement of financial position, of a manufacturing company is similar to that of a merchandising company. However there are differences in the inventory accounts.

A merchandising company has only one class of inventory- goods purchased from suppliers that are awaiting resale to customers. By contrast, manufacturing companies have three classes of inventories:

· Raw materials: shows the cost of raw materials on hand and intended for use in the manufacturing process.
· Work in process: shows the cost of goods in the manufacturing process, but not completed at the end of the accounting period.

· Finished goods: shows the cost of the goods completed and ready for sale.

The Income Statement




Merchandising Company


Sales








xxx


Cost of goods sold



Beginning merchandise inventory


xxx



Add Purchases




xxx


Goods available for sale



xxx



Deduct: Ending merchandise inventory

xxx

xxx

Gross Margin







xxx


Less: Operating Expenses






         Selling Expenses




xxx


         Administrative Expenses



xxx

xxx

Net Income







xxx




Manufacturing Company


Sales








xxx


Cost of goods sold



Beginning finished goods inventory

xxx



Add: Cost of goods manufactured

xxx


Goods available for sale



xxx



Deduct: Ending finished goods inventory

xxx

xxx

Gross Margin







xxx


Less operating expenses:


        Selling Expenses




xxx


        Administrative Expenses



xxx

xxx

Net income







xxx
Schedule of Cost of Goods Manufactured
Direct Materials


Beginning raw materials inventory


xxx


Add: Purchases of raw materials


xxx

Raw materials available for use


xxx


Deduct: Ending raw materials inventory

xxx

Raw materials used in production




xxx

Direct Labor








xxx

Manufacturing overhead


Insurance, factory




xxx


Indirect labor





xxx


Machine rental





xxx


Utilities, factory




xxx


Supplies





xxx


Depreciation, factory




xxx


Property taxes, factory




xxx




      Total manufacturing costs





xxx



Add: Beginning work in process inventory




xxx

Total goods in production





xxx
Deduct: ending work in process inventory




xxx
Cost of goods manufactured






xxx
Ex 2-2: The following cost data relate to Taylor Products Company for the year ended June 30, 2005.

Direct Materials





$ 55,600

Direct Labor






    72,400

Factory Overhead





    36,500

Work in process inventory, July 1, 2004


    38,200

Work in process inventory, June 30, 2005


    34,800

Required: 

1. Calculate the manufacturing costs for the year.

2. Calculate the cost of goods manufactured for the year.

Ex 2-3: Iowa Products Company accumulated the following data for 2005.








Jan 1, 2005

Dec 31, 2005
Inventories:

Finished Goods



$ 52,000

$ 54,000


Work in Process



   29,600

   27,800


Raw materials




   14,200

   15,000

Direct labor





   


   95,000

Raw material purchase
s






  138,000

Indirect labor








    15,300

Indirect materials and supplies






    10,800

Factory utilities







    18,600

Depreciation expense- Factory






    14,000

Factory rent








    18,000

Payroll taxes- Factory wages






      8,100

Repairs and maintenance






      6,000

Insurance expense- Factory






      6,800

Miscellaneous factory expenses





      5,200

Sales









  710,000

Sales discount








    12,000

Selling expenses







    95,600

General expenses







    75,300

Interest expenses







      7,000

Required:

1. Prepare a statement of cost of goods manufactured.

2. Prepare an income statement (assume an income tax rate of 25%)

Product Costs versus Period Costs
· Product Costs
· Product costs include all cots that are involved in acquiring or making product- dirct materials, direct labor, and manufacturing overhead. 
· Initially product costs are assigned to an inventory account on the balance sheet. When goods are sold, the costs are released from inventory as expenses (cost of goods sold) and matched against revenue. For this reason they are also known as inventoriable costs.

· Product costs are not necessarily treated as expenses in the period in which they are incurred. Rather they are treated as expenses in the period in which the related products are sold. This means that a product cost such as direct materials or direct labor might be incurred during one period but not treated as an expense until a following period when the completed product is sold.
· Period Costs

· Period costs are all the costs that are not included in product costs. These costs are expensed on the income statement in the period, in which they are incurred, the rules of accrual accounting. 
· Period costs are not included as part of the cost of either purchased or manufactured goods like sales commissions and office rent and all selling and adminstatrative expenses are considered to be period costs.

Cost Classification for Predicting Cost Behaviour
Cost behaviour mans how a cost will react or respond to changes in the level of business activity. As the activity level rises and falls, a particular cost may rises and fall as well or it may remain constant.
· Variable Cost

· A variable cost is a cost that varies, in total, in direct proportion to change in the level of activity. The activity can be expressed in many ways such as units produced, units sold, miles driven, beds occupied, hours worked and so on. 
· A good example of a variable cost is direct materials. The cost of direct materials used during a period will vary, in total, in direct proportion to the number of units that are produced.

· In variable cost, the total cost rises and falls as the activity level rises and falls. One interesting aspect of variable cost behaviour is that a variable cost is constant if expressed on a per unit basis.

Let’s assume that we manufacture autos, each auto requires a battery that costs Br. 24 each. If only 1 auto is manufactured the total variable cost for batteries is Br. 24.
No. of Autos Produced

Cost for Battery
Total VC-Batteries



1



Br. 24


Br. 24


           500



      24
                     
    12,000


           1,000



      24


     24,000
· Fixed Cost

· 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.

·  Consequently, as the activity level rises and falls, the fixed costs remain constant in total amount unless influenced by some outside force, such as price changes. 


E.g.:- Rent Expense

· When we say a cost is fixed, we mean it is fixed within some relevant range. The relevant range is the range of activity within which the assumptions about variable and fixed costs are valid. 

· Fixed costs can create difficulties if it becomes necessary to express the costs on per unit basis. This is because if fixed costs are expressed on a per unit basis, they will react inversely with changes in activity.
Monthly Rental Cost

No. of Tests Performed
Average Cost per Test


Br. 8,000



10


Br. 800


      8,000



500

                     16


      8,000



2000


          4

	Behaviour of the Cost (within the relevant range)

	Cost
	In Total
	Per Unit

	Variable Cost
	Total variable cost increases and decreases in proportion to changes in the activity level.
	Variable cost remains constant per unit.

	Fixed Cost
	Total fixed cost is not affected by changes in the activity level within the relevant range.
	Fixed costs decrease per unit as the activity level rises and increase per unit as the activity level falls.


Ex: 2-4: Classify the following as variable cost or fixed cost.

a. President’s salary

b. Direct labor

c. Straight-line depreciation on factory building

d. Commissions paid to sales persons.

e. Direct material

f. Advertising

Ex 2-5: Guild Company manufactures and sells one product. The production can vary from 20,000 to 60,000 units. A partially schedule of the company’s total and per unit costs for the coming year follows:






Units produced and sold






20,000


40,000

60,000

Total costs:


Variable costs


$ 80,000

     ?

   ?


Fixed costs


 100,000

     ?

   ?



Total costs

$ 180,000

     ?                     ?
Cost per unit:


Variable cost


     ?


     ?

    ?


Fixed cost


     ?


     ? 

    ?



Total cost per unit
     ?


     ?

    ?
Required: 
1. Compute the schedule for Guild Company’s total and per unit costs.

2. Determine the cost formula in the format of  Y=a + bx

Cost Classification for Assigning Costs to Cost Object
· A cost object is anything for which cost data are desired- including products, product lines, customers, jobs, and organizational subunits or which is anything for which a separate measurement of costs is desired. For the purpose of assigning costs to cost objects, costs are classified as either direct or indirect.

· A costing system typically accounts for costs in two basic stages- accumulation and then assignment.

· Cost accumulation is the allocation of cost data in some organized way by means of an accounting system.

· Cost assignment is a general term that includes both (1) tracing accumulated costs to a cost object, and (2) allocating accumulated cost to cost object
· A key question in cost assignment is whether costs have direct or an indirect relationship to a particular cost object.

· Direct Cost

A direct cost is a cost that can be easily and conveniently traced to the particular cost object under consideration. The concept of direct cost extends beyond just direct material and direct labor.

· Indirect Cost

An indirect cost is a cost that cannot be easily and conveniently traced to the particular cost object under consideration. To be traced to a cost object such as a particular product, the cost must be caused by the cost object.

The term cost allocation is used to describe the assignment of indirect costs to a particular cost abject.

A common cost is a cost that is common to a number of costing objects but cannot be traced to them individually. A common cost is a particular type of indirect cost.

Cost Classification for Decision Making
Costs are an important feature of many business decisions. In making decisions, it is essential to have a firm grasp of the concepts of differential cost, opportunity cost, and sunk costs.
· Differential Cost and Revenue

· A difference in cost between any two alternatives is known as a differential cost. A difference in revenue between ant two alternatives is known as differential revenue.
· A differential cost is also known as an incremental cost, although technically an incremental cost should refer only to an increase in cost from one alternative to another; decrease in cost should be referred to as decremental costs. Differential cost is a broader term, encompassing both cost increases (incremental cost) and cost decreases (decremental cost) between alternatives.

· The accountant’s differential cost concept can be compared to the economist’s marginal cost concept. The revenue that can be obtained from selling one more unit of product is called marginal revenue, and the cost involved in producing one more unit of product is called marginal cost. 

· Differential cost can be either fixed or variable.

· Opportunity Cost

· Opportunity cost is the potential benefit that is given up when one alternative is selected over another.

· Opportunity cost is not usually entered in the accounting records of an organization, but it is a cost that must be explicitly considered in every decision a manager makes.

Example: - Vicki has a part-time job that pays $100 per week while attending college. She would like to spend a week at the beach during spring break, and her employer has agreed to give her the time off, but without pay. The $100 in lost wages would be an opportunity cost of taking the week off to be at the beach.
· Sunk Cost
A sunk cost is a cost that has already been incurred and that cannot be changed by any decision made now or in the future. Since sunk costs cannot be changed by any decision, they are not differential costs. Therefore, they can and should be ignored when making a decision. 

�  This term stems from the fact that direct labor costs and overhead costs are incurred in the conversion of materials into finished products.
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