Accounting Review

Session 1: Introduction to Cost Accounting

Product costs: 

- Costs that can be attributed to the generation and delivery of individual products

- Also called “inventoriable” costs and are capitalized in the WIP accounts

Period costs:

- Costs that are attributable to time periods

- Period costs are not capitalized in inventory accounts and go directly to the income statement

- Only appear on income statement as COGS when the product is sold

Direct costs:

- Costs that can be directly related to a cost object

- Includes both variable (varies with volume) and fixed costs (doesn’t vary in specified time span)

- Direct materials: materials that are used in production that end up as part of the finished product

- Direct labor: wages for the workers who are directly involved in the production process

Direct fixed costs: Example: machines ( how to estimate cost per unit of fixed costs is an issue

Direct variable costs: Example: material, labor

Indirect costs (Overhead costs):

- Costs that cannot be directly related to a cost object ( how to estimate cost per unit is an issue

- Includes both variable (varies with volume) and fixed costs (doesn’t vary in specified time span)

- Examples: spare parts for machines, electric power, supervisor’s salary

- Indirect materials: materials used in production that do not end up as part of finished product


- Example: supplies and spare parts for machines

- Indirect labor: costs of workers who work in the factory but not directly on the mfg process


- Example: the factory foreman

Indirect fixed costs: Examples: finance staff, a machine that is used by more than product

Indirect variable costs: Examples: sales force

Relevant costs: used for decision making

- Depends on decision under consideration, no universal method for classifying relevant costs

- Usually variable costs are relevant and fixed costs are not but it depends on the situation

Contribution Margin:

Relevant costs are frequently equal to variable costs

Contribution margin = Price – variable costs (direct, indirect, manufacturing, and SG&A)

Profit = Contribution margin – fixed costs/volume

Breakeven volume (where profit = 0) = fixed costs / contribution margin

Note: 

When determining which product to produce you should select the product with the highest contribution margin per unit volume on the capacity constraint assuming that fixed costs do not change.

Session 2: Alternative Costing Systems I

Actual vs. Standard Costing:

- Standard costing is base on budgets

Full Costing (Absorption) vs. Variable Costing:

-Differs in the treatment of fixed overhead

- Full costing: fixed overhead is assigned to units of inventory and show up in the income statement as part of the COGS when the units are sold.  When units are produced and not sold, fixed overhead stays in finished goods inventory.  Therefore, if inventories increase during a period (i.e. production exceeds sales), the full costing method will report higher operating income since unsold inventory will be “held up” in inventory and won’t hit the income statement until the units are sold.  


  Revenue


- Direct costs  [variable mfg (direct material and labor) and fixed mfg (factory overhead) ]

  Gross margin 


- Indirect costs (variable SG&A and fixed SG&A)


  Operating profit

- Variable costing: no fixed overhead is assigned to inventory.   Fixed overhead is a period expense which enters the income statement as a line-item every period regardless of the number of units sold


  Revenue


- Variable costs  [variable mfg (direct material and labor) and variable SG&A ]


  Contribution margin 


- Fixed costs [fixed mfg (factory overhead) and fixed SG&A ]


  Operating profit


Session 3: Alternative Costing Systems II: Standard Costing

Standard costing: 

Based on standard (budgeted) values rather than on actual results.  

Static budget:

Used for standard costing.  Created in an income statement format that summarizes the expected performance at the beginning of the budgeting period.  The volume that is used is the expected production (or sales) volume.

Flexible budget:

The flexible budget is the budget that is created at the end of the year that represents the actual volume produced (or sold) during the specified period. 

Flexible Budget Variance:

Difference between the static budget and the flexible budget.  To determine what the reasons are for the variance, the following variances are calculated by changing one variable at a time:

Volume Variance:

This variance estimates the impact on profits of changes in sales volume

Volume Variance = (Actual volume – Budgeted volume) x Budgeted contribution margin

Efficiency Variance:

This variance estimates the impact of changes in efficiency use of inputs

Efficiency variance = (Budgeted quantity – Actual quantity) x Budgeted price of inputs

Sales Price Variance:

This variance estimates the impact on profits of changes in mix of sales

Sales price variance = (Actual price – Budgeted price) x Actual volume

Session 4: Activity Based Costing

Goal of ABC: to establish a better cause-effect relationship between products and overhead costs

Traditional Costing:

· Costs are divvied up based on the allocation base, e.g. Direct Labor Hours

· Cost pools are typically departments, e.g. R&D, marketing, sales, finance, human resources

· Divide cost pool by allocation base gives the allocation rate 

· Homogeneity of cost pool is not very strong

ABC Costing:

· Costs are divvied up based cost drivers, e.g. number of customers, machine hours, etc

· Cost pools are typically activities, e.g. design products, set up molding machine, distribute, etc

· Divide cost pool by the cost driver gives the allocation rate 

· Homogeneity of cost pool is strong

Cost hierarchy:

· Unit – costs that change with the level of units produced

Variable costs

· Batch – costs that change with the number of batches produced

· Product – costs that change with the number of products supplied

· Facility – costs that do not change much with the change in volume 
Fixed costs

Session 5: Activity Based Costing – Cost Allocation

How to handle shared resources, i.e. library:

· Ignore these resources to estimate the profitability of the division

· Allocate some (or all) the costs to support the library to the division

· Use actual or standard costs?

· Determines who bears the risk

· Use single rate or double rate (where variable and fixed costs have different rates)?

· Single rate is simpler

· How to allocate between departments?

Session 6: Transfer Pricing

Common types of transfer pricing:

· Market-based transfer pricing

· Cost-based transfer pricing

· Based on variable costs

· Based on full costs

· Cost-Plus method

· Negotiated transfer pricing


Session 7: Value Based Management, EVA

Return on Assets:

ROA = Income


Assets

Residual Income:

RI = Income – r x Assets

Session 8: Non-Financial Performance Indicators

Keep making product in short term but stop producing it before you have to invest in more fixed costs





Make product indefinitely





Stop making the product





Sell Price





Operating Profit





Variable costs





Fixed costs





Contribution Margin





Full Costing (Absorption)








