CHAPTER 2

AN INTRODUCTION TO COST TERMS AND PURPOSES

I.  LEARNING OBJECTIVES

1. Define and illustrate a cost object

2. Distinguish between direct costs and indirect costs

3. Explain variable costs and fixed costs

4. Interpret unit costs cautiously 

5. Distinguish among manufacturing companies, merchandising companies, and service-sector companies

6. Describe the three categories of inventories commonly found in manufacturing companies

7. Distinguish inventoriable costs from period costs

8. Explain why product costs are computed in different ways for different purposes

9. Describe a framework for cost accounting and cost management

II.  CHAPTER SYNOPSIS

Chapter 2 defines and explains important cost accounting terms and concepts that will be discussed in the following chapters. Understanding the concepts and terms discussed in this chapter is a prerequisite to successfully completing the remaining chapters of the text. One guiding principle is that the term “cost” is a relative term, dependent both on the “cost object” chosen and the purpose for which cost is being calculated and reported. 

Costs are a critical element in most business decisions. Students also need to recognize that companies pay particular attention to costs because every dollar in cost reduction is one more dollar of operating income, whereas one more dollar of sales does not necessarily result in the same impact due to the additional costs that may be incurred in generating those sales. 

“Cost” is often actually “estimated cost” due to difficulties involved in cost tracing and allocation, relevant range issues, which cost method is used, and the cost-benefit approach to measuring costs. Although there are certain standard costing and reporting methods followed by all companies, different companies calculate and report the same types of data differently depending on their industry and sector.  Companies commonly operate in the merchandising, manufacturing, and service sectors. 

III. CHAPTER OUTLINE


Managers use cost information to help guide them in their business decisions.  Cost is defined as a resource sacrificed or given up to achieve a specific objective.  Accountants define cost in monetary terms, using historical or actual activity data as opposed to planned or predicted future activity. The particular “thing” (product, service, item, etc.) for which managers are trying to determine cost is called the cost object.   
(Exhibit 2-1 lists different types of costs objects at Proctor & Gamble.)

Do Chapter Quiz #1.




One major cost dimension categorizes costs as direct or indirect costs. Direct costs are costs related to the cost object that can be traced to the cost object in a cost-effective manner. If the cost is related to the cost object but can’t be traced in a cost-effective manner it is referred to as an indirect cost.  Assignment of indirect costs is more problematic due to the need for estimates and the lack of direct links between costs and the cost object. The term cost tracing refers to the assignment of direct costs, the term cost allocation refers to the assignment of indirect costs.  
(Exhibit 2-2 uses the example of the Sports Illustrated magazine to depict direct and indirect costs and the assignment of these costs.)
Do Chapter Quiz #2.

Assign Exercise 2-17 EXCEL.

The second major cost dimension categorizes costs as variable or fixed costs. Variable costs change in total as volume changes, fixed costs remain unchanged in total as volume changes.  Mixed costs are those costs with both a fixed and variable component.  The relevant range concept helps students understand that total fixed costs and variable cost per unit do not change only with respect to a given range of activity or for a given time period. Mixed costs are discussed further in Chapter 10.
(Exhibit 2-3 displays the cost behavior of variable and fixed costs. Exhibit 2-4 illustrates the ‘relevant range’ concept. Exhibits 2-5 and 2-6 provide examples of various Direct/Indirect and Variable/Fixed cost combinations.)
Do Chapter Quiz #3.

Assign Exercises 2-22 and 2-23.


Total revenues minus total expenses equals net income, so financial accounting typically reports total costs and not costs per unit.  But decision makers need to also consider activity levels, so managerial accounting reports often report costs per unit, or unit cost. Unit cost, also known as average cost, is calculated as total costs divided by total units.  However, because total costs is the sum of total variable and total fixed costs, and fixed costs do not change as activity levels change, the computed total unit cost is only valid at that specific activity level. For most decision-making purposes, managers should think in terms of total variable cost, total fixed cost, and total cost instead of unit cost.

Do Chapter Quiz #4.

Assign Exercises 2-24 and 2-25 PHGA.

TEACHING TIP

At this early stage in the course and text, students have difficulty really grasping how the fixed cost per unit changes even though the total fixed costs and variable cost per unit does not change.  Quiz and study questions that reinforce this concept are helpful.

Companies commonly operate in the manufacturing, merchandising, and service sectors.  Manufacturing companies purchase materials and components and convert them into finished goods.  Merchandising companies purchase finished goods and resell them to others without significantly changing their form.  Service companies provide services or intangible products — accounting and legal services, for example — to their customers.

Do Chapter Quiz #5.

Assign Exercises 2-18, 2-19, 2-20 PHGA, and 2-27.

Three categories of inventories commonly found in manufacturing companies are direct-materials, work-in-process, and finished-goods inventory. Direct-materials inventory is raw materials and other components stocked for use in the manufacturing process.  Work-in-process (a.k.a. work-in-progress) inventory is goods partially but not fully completed.  Finished-goods inventory is fully completed products awaiting sale. Merchandising companies only have one type of inventory, called merchandise inventory. 

Do Chapter Quiz #6.
 
Assign Exercises 2-28 and 2-29 PHGA, 

                                                                            Problems 2-30 EXCEL, 2-36 PHGA, and 2-37 PHGA.



Accounting standards dictate that only the cost of manufacturing or purchasing the product can be included as part of the product inventory listed as an asset on the balance sheet prior to sale and as part of cost of goods sold on the income statement after it is sold. These costs are called inventoriable costs, also known as product costs. For manufacturers, all manufacturing costs are inventoriable costs. For merchandising companies, inventoriable costs typically include the cost of the product, and incoming freight, insurance, and handling costs.

Period costs are all costs other than cost of goods sold.  These costs are reported as expenses in the period in which they are incurred because they are not directly related to future revenues and/or the product being manufactured or purchased for resale.

Two additional product cost terms are prime costs and conversion costs.  Prime costs are direct manufacturing costs, including direct materials, direct labor, and any other direct manufacturing costs.  Conversion costs are all manufacturing costs other than direct materials, typically direct labor and manufacturing overhead.  Although prime costs include only direct costs, conversion costs may include both direct and indirect manufacturing costs. 
(Exhibit 2-7 uses a sample Cost of Goods Manufactured schedule and a sample Income Statement to illustrate the calculation and reporting of Cost of Goods Sold.  Exhibit 2-8 shows the flow of costs through the three different types of manufacturing inventory.  Exhibit 2-9 displays the relationships between Inventoriable and Period Costs.)
Do Chapter Quizzes #7 and #8.

Assign Exercise 2-26.

“Product cost” is an ambiguous term because the calculation of product cost depends on which costs are assigned to the product, and different purposes can result in the use of different measures of product cost. For financial accounting purposes, product cost may be the sum of all manufacturing costs.  For product-mix and pricing decisions, product cost may also include period costs like marketing and R&D expense that are related to the product.  For contract purposes, particularly contracts with government agencies, product cost may be specifically defined to exclude costs that would otherwise be part of the product cost calculation. 
(Exhibit 2-10 illustrates how product costs can vary depending on the purpose for which product cost is being calculated. Exhibit 2-11 lists alternative classifications of costs.)

Do Chapter Quiz #9.

Assign Exercise 2-33.


Three key features of cost accounting and cost management are:

1. Calculating the cost of products, services, and other cost objects.

2. Obtaining information for planning and control and performance evaluations.

3. Analyzing the relevant information for making decisions.

These ideas form the foundation for the topics discussed in this text and will be developed further in Chapters 3 through 12. This chapter contains more new terms than other chapters but understanding the terms listed at the end of the chapter in the “Terms to Learn” section is critical to understanding the later chapters.

Do Chapter Quiz #10.

Assign Problem 2-38.


IV.
CHAPTER 2 QUIZ
1. Tanner Co. management desires cost information regarding their Rawhide brand.  The Rawhide brand is a(n)

a. cost object.



c.  cost assignment.

b. cost driver.



d.  actual cost.

2. The cost of replacement light bulbs on campus would be a direct cost to a college but would need to be allocated as an indirect cost to

a. departments.



c.   schools.

b. buildings.



d.   individual student instruction.

3. What is the total fixed cost of the shipping department of EZ-Mail Clothing Co. if it has the following information for 2002?

Salaries



$800,000 75% of employees on guaranteed contracts

Packaging



$400,000 depending on size of item(s) shipped

Postage



$500,000 depending on weight of item(s) shipped

Rent of warehouse space

$250,000 annual lease

a.  $850,000

b.  $900,000

c.  $1,050,000

d.  $1,950,000

4. Morton Graphics successfully bid on jobs printing standard notebook covers during the year using last year’s price of $0.27 per cover.  This amount was calculated from prior year costs, noting that no changes in any costs had occurred from the past year to the current year.  At the end of the year, the company manager was shocked to discover that the company had suffered a loss.  “How could this be?”  she exclaimed.  “We had no increases in cost and our price was the same as last year.  Last year we had a healthy income.”  What could explain the company’s loss in income this current year?

a. Their costs were all variable costs and the amount produced and sold increased.

b. Their costs were mostly fixed costs and the amount produced this year was less than last year. 

c. They used a different cost object this year than the previous year.

d. Their costs last year were actual costs but they used budgeted costs to make their bids.

5. Which type of company does not have inventoriable costs?

a. Not-for-profit



c.   Merchandising

b. Service




d.   Manufacturing

6. The three categories of inventories commonly found in many manufacturing companies are

a. direct materials, direct labor, and indirect manufacturing costs.

b. purchased goods, period costs, and cost of goods sold.

c. direct materials, work in process, and finished goods.

d. LIFO, FIFO, and weighted average.

7.  Inventoriable costs are

a. either finished goods or purchased goods for resale.

b. a category of costs used only for manufacturing companies.

c. recorded as expenses when incurred and later reclassified as assets.

d. recorded as assets when incurred.

8. Period costs are

a. all costs in the income statement other than cost of goods sold.

b. defined as manufacturing costs incurred this period on the schedule of cost of goods manufactured.

c. always recorded as assets when first incurred.

d. those costs that benefit future periods.

9. The cost of a product can be measured as any of the following except as cost

a. gathered from all areas of the value chain.

b. identified as period cost.

c. designated as manufacturing cost only.

d. explicitly defined by contract.

10. The primary focus of cost management is to

a. help managers make different decisions.

b. calculate product costs.

c. aid managers in budgeting.

d. distinguish between relevant and irrelevant information.

CHAPTER 2 QUIZ SOLUTIONS:  
1. A   2. D    3. A  4. B   5. B      

6. C   7. D   8. A   9. B   10. A   

V.   SUGGESTED READINGS
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LEARNING OBJECTIVE #1:  





Define and illustrate a cost object.




















LEARNING OBJECTIVE #2:





Distinguish between direct costs and indirect costs.























LEARNING OBJECTIVE #3:





Explain variable costs and fixed costs.























LEARNING OBJECTIVE #4:





Interpret unit costs cautiously.























LEARNING OBJECTIVE #5:





Distinguish among manufacturing companies, merchandising companies, 


and service-sector companies.


























LEARNING OBJECTIVE #6:





Describe the three categories of inventories commonly found in manufacturing companies.




















LEARNING OBJECTIVE #7:





Differentiate between inventoriable costs and period costs.




















LEARNING OBJECTIVE #8:





Explain why product costs are computed in different ways for different purposes.























LEARNING OBJECTIVE #9:





Describe the key features of cost accounting and cost management.
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