CHAPTER 14
COST ALLOCATION, CUSTOMER-PROFITABILITY ANALYSIS, AND SALES-VARIANCE ANALYSIS

I.  LEARNING OBJECTIVES

1. Identify four purposes for allocating costs to cost objects

2. Understand criteria to guide cost-allocation decisions

3. Discuss decisions faced when collecting costs in indirect-cost pools

4. Discuss why a company’s revenues can differ across customers purchasing the same product

5. Apply the concept of cost hierarchy to customer costing

6. Discuss why customer-level costs differ across customers

7. Subdivide the sales-volume variance into the sales-mix variance and the sales-quantity variance

8. Subdivide the sales-quantity variance into the market-share variance and the market-size variance

II.  CHAPTER SYNOPSIS
Early chapters discussed allocation of indirect costs to specific products.  Chapter 14 extends the concept to the broader allocation of costs to divisions, plants, and customers. Four common purposes for cost allocation are:

· To provide information for economic decisions.

· To motivate managers and other employees.

· To justify costs or compute reimbursement rates.

· To measure income and assets for reporting purposes.

In addition to determining the purpose for cost allocation, managers must also decide how to allocate the identified costs. Four common allocation methods are cause and effect, benefits received, fairness or equity, and ability to bear. Companies also need to consider the costs and benefits when determining which method to use.

The chapter presents ways to analyze revenues and costs by customer to determine and quantify differences in customer profitability.  Analysis of sales-volume and sales-quantity variance is also discussed.
III.  CHAPTER OUTLINE

Four common purposes for cost allocation are to provide information for economic decisions, to motivate managers and other employees, to justify costs or compute reimbursement rates, and to measure income and assets for reporting purposes.  The set of costs included in the cost allocation calculation depends on the purpose for allocating the costs. All costs might be included for the purpose of making long-run economic decisions; costs from only a few business functions might be included for cost reimbursement or income measurement purposes.
(Exhibit 14-1 lists four purposes for allocating costs to cost objects.)
Do Chapter Quiz #1.


Assign Exercise 14-16 PHGA and Problem 14-26.

Cost allocation is a three-step process, defined as follows:

· Determine the purpose for allocation of costs.

· Select the allocation method.

· Allocate costs.

Four common cost-allocation methods (criteria) used by companies are the cause-and-effect method, the benefits-received method, the fairness method, and the ability-to-bear method. The cause-and-effect and benefits-received methods are technically superior to the others, especially when the purpose of the cost allocation is to make economic decisions or motivate employees.  The fairness and ability-to-bear methods are used less frequently and usage may cause difficulty in obtaining agreement (fairness method) or cross-subsidization (ability-to-bear method).
(Exhibit 14-2 defines these four common cost-allocation methods.)
Do Chapter Quiz #2.


Assign Exercise 14-17 and Problem 14-27.

Managers face several decisions when collecting and allocating indirect costs.  Two common decision points are 1) which corporate costs should be allocated to divisions and products, and 2) how many cost pools should be used as the basis for allocation of indirect costs. 

The decision about which corporate costs should be allocated depends in part on the reason for allocating costs, the controllability of these costs by division managers, and the benefits received by divisions as a result of these corporate expenditures. Companies may allocate all corporate costs to the divisions, none of the corporate costs, or a portion of the corporate costs.
In addition to the determination of which costs to allocate, managers must also decide how many cost pools to use.  Companies could use a single cost pool or numerous cost pools as the basis for indirect cost allocation. Factors to be considered include the types of costs being allocated, the cause-and-effect or benefits received relationship between allocable costs and the divisions or products the costs are being allocated to, and the costs/benefits of increasing the number of homogeneous cost pools.
(Exhibit 14-3 lists indirect-cost pools and cost-allocation bases for two divisions.)
(Exhibit 14-4 diagrams indirect-cost pools and cost-allocation bases for two divisions.)
Do Chapter Quiz #3.

Assign Exercises 14-18 and 14-19 PHGA, EXCEL.

It is important for managers to fully understand why some customers are more profitable than others.  The first step in the process of customer-profitability analysis is customer-revenue analysis.  Customer-revenue analysis involves distinguishing and quantifying revenue differences caused by differences in volume from revenue differences that result from differences in the level of price discounting. In essence, customer revenues vary due to differences in the quantities of product purchased and the price charged for those purchases. An effective management accounting system will not only track, by customer and salesperson, the final invoice price but also the discount from the list price.
Do Chapter Quiz #4.

One element of customer profitability is revenues; the other element is costs. Accurate customer-cost analysis requires categorization of customer-related costs.  A typical customer cost hierarchy categorizes costs into different cost pools on the basis of cost driver, cost-allocation bases, or relative difficulty in determining cause-and-effect or benefits-received relationships. A common cost hierarchy categorizes costs into the following cost hierarchy:

· Customer output unit-level costs.

· Customer batch-level costs.

· Customer-sustaining costs.

· Distribution-channel costs.

· Corporate-sustaining costs.

Assign Problems 14-28 and 14-31.

Customer-level costs differ across customers because different customers require different mixes and quantities of company resources. Customers that place frequent but small orders result in higher batch-level costs than a company that places infrequent large orders. Customers that order frequently may also cause higher levels of customer service, although the larger customer that purchases less frequently may require more intensive sales visits. Combining the information from the customer-revenue analysis and the customer-cost analysis allows companies to prepare a customer-profitability profile that can be used to rank customers according to their impact on operating income. Managers use this information to identify the most “profitable” and “unprofitable” customers in order to determine appropriate customer-management strategies.

(Exhibits 14-5 to 14-8 illustrate customer cost and profitability analysis.)

Do Chapter Quiz #5.      Assign Exercises 14-20 EXCEL, 14-21 EXCEL, and 14-22;

                                                    Problems 14-29 EXCEL, 14-30, and 14-38.
Customer-profitability analysis provides companies with important information about their customers, but companies also need to analyze actual and budgeted sales to determine why actual operating income was different from the budgeted operating income. The static-budget sales variance (the difference between actual and budgeted sales) can be divided into the flexible-budget (actual vs. budgeted selling price) variance and the sales-volume (actual vs. budgeted quantity) variance.  Proper analysis of the sales-volume variance requires that it be subdivided into the sales-mix variance and the sales-quantity variance. The formulas for determing the sales-mix and sales-quantity variances can be expressed in the following manner:

   Sales Mix Variance = (Actual Sales Mix – Budgeted Sales Mix)  x  Budgeted Contribution Margin/Unit 

   Sales Qty Variance = (Actual Units Sold – Budgeted Unit Sales) x  Budgeted Contribution Margin/Unit 

(Exhibit 14-9 displays calculation of the flexible-budget and sales-volume variances.)

(Exhibit 14-10 illustrates calculation of the sales-mix and sales-quantity variances.)

Do Chapter Quizzes #6, #7, and #8.      Assign Exercises 14-23 PHGA,and14-24 PHGA; 

                                                                   Problems 14-32 and 14-34 PHGA.

Variances between actual and budgeted sales quantity reflect differences in both the total market and the company’s share of that market.  Subdividing the sales-quantity variance into the market-share and market-size variances provides managers with additional information relating to differences between actual and budgeted operating income.  The market-share variance is the difference in contribution margin resulting solely from the company’s actual market share being different from the budgeted market share.  The market-size variance is the difference in contribution margin resulting solely from the actual market size being different from the budgeted market size. The formulas for determing the market-share and market-size variances can be expressed in the following manner:

Market-Share Variance = (Actual Market Share – Budgeted Market Share) x Budgeted Contribution Margin/Unit

Market-Size Variance = (Actual Market Size – Budgeted Market Size) x Budgeted Contribution Margin/Unit

(Exhibit 14-11 displays calculation of the market-share and market-size variances.)

(Exhibit 14-12 diagrams the relationship between different sales variances.)

Do Chapter Quizzes #9 and #10.
Assign Exercise 14-25 and Problems 14-33 and 14-35 PHGA.
APPENDIX
The appendix discusses how managers can apply the basic framework for calculating the sales-mix and sales-quantity variances to analysis production-input variances in situations where the production manager has some leeway in determining the quantity and mix of production inputs. The calculation of direct-materials price and efficiency variances, and the direct-materials mix and yield variances is revisited.
Assign Problems 14-36 EXCEL and 14-37 EXCEL.
IV.
CHAPTER 14 QUIZ
1. Which of the following is not a primary purpose given in the text for allocating costs?

a. To provide information for economic decisions

b. To motivate managers and other employees

c. To measure income and assets for reporting to external parties

d. To foster cost awareness among managers to improve decisions

2. Which of the following is considered more of an objective than a criterion?

a. Cause and effect

b. Benefits received

c. Fairness or equity

d. Ability to bear

3. Homogeneity is used to

a. develop cost pools in which the costs have the same or similar cost-allocation base.

b. develop cost pools of similar amounts for allocation purposes.

c. develop cost pools based upon similarity of origination of costs to be allocated.

d. develop cost pools only for activity-based costing. 

4. Information about price discounting can be useful in analyzing revenues of customers if

a. sales people are properly trained in sales forecasting.

b. records in the information system are kept of reductions in selling price below list price.

c. a strictly enforced company policy is in place regarding volume-based price discounts.

d. sales people are on an incentive plan that is based on revenues.

5. Which of the factors that managers must consider in deciding the allocation of resources across customers might provide misleading signals about dropping a current customer?

a. Potential for customer growth

b. Likelihood of customer retention

c. Long-run customer profitability

d. Ability to learn from customer

Use the following information for questions 6–10. 


Natural Nutrients Bakery of Springfield produces three flavors of cat morsels that have budgeted and actual sales data for a bag of a dozen of their cat morsels as follows for December 2005:





Budgeted Data

     


Actual Data




      Pheasantries
    Dairy Dew
Sea Shells
Pheasantries
Dairy Dew     Sea Shells


Bags
7,200
4,800
4,000
10,800
3,600
7,200


Price per bag
$2.50
$4.00
$5.00
$2.00
$3.00
$7.50


Revenues
$18,000
$19,200
$20,000
$21,600
$10,800
$54,000


Total revenue


$57,200


$86,400


According to company forecasts, they were budgeting to earn a 25% market share in total units (bags) of specially prepared cat treats sold in December 2005 in Springfield.  Reliable industry sources indicate that the total number of bags of cat treats sold for December 2005 in Springfield was 72,000.

6. The amount of Natural Nutrients Bakery’s sales-volume variance for December 2005 is

a.   $3,600 F.

b.   $20,200 F.

 
c.  $20,020 F.

d.   $29,200 F.

7. The sales-quantity variance for December 2005 for Natural Nutrients Bakery is

a.   $3,600 F.

b.   $20,200 F.


c.   $20,020 F.

d.   $29,200 F.

8. The sales-mix variance for December 2005 for Natural Nutrients Bakery is

a.   $8,600 F.

b.   $8,760 F.


c.   $160 F.

d.   $180 F.

9. Natural Nutrients Bakery experienced a market-size variance for December 2005 of

a.   $7,150 F.

b.   $8,000 F.


c.   $11,440 F.

d.   $11,600 F.

10. The market-share variance for December 2003 for Natural Nutrients Bakery is

a.   $20,020 F.

b.   $12,870 F.


c.   $11,600 F.

d.   $11,440 F.

CHAPTER 14 QUIZ SOLUTIONS:
1. D   2. C   3. A  4.  B   5. C    6. B    7. C    8. B   9. D    10. A   
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Identify four purposes for allocating costs to cost objects.























LEARNING OBJECTIVE #2:





Understand criteria to guide cost-allocation decisions.



































LEARNING OBJECTIVE #3:





Discuss decisions faced when collecting costs in indirect-cost pools.
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LEARNING OBJECTIVE #4:





Discuss why a company’s revenues can differ across customers purchasing the same product.


























LEARNING OBJECTIVE #5:





Apply the concept of cost hierarchy to customer costing.


























LEARNING OBJECTIVE #6:





Discuss why customer-level costs differ across customers.


























LEARNING OBJECTIVE #7:





Subdivide the sales-volume variance into the sales-mix variance 


and the sales-quantity variance.






































LEARNING OBJECTIVE #8:





Subdivide the sales-quantity variance into the market-share variance


and the market-size variance.
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