A LOOK BACK

We addressed some of the
challenges faced by managers in
the Prologue, and described

the significant improvement
programs that have been adopted
by many companies. You were
introduced to Good Vibrations,
an international retailer of music
CDs, and learned about their
organizational structure. After
describing the role of the Chief
Financial Officer (CFO), we
stressed the importance of
professional ethics and codes

of conduct, and provided
information about the Certified
Management Accountant
designation.

A LOOK AT THIS
CHAPTER

After describing the three major
activities of managers in the
context of Good Vibrations, Inc.,
this chapter compares and
contrasts financial and managerial
accounting. We define many of
the terms that are used to
classify costs in business. Because
these terms will be used
throughout the text, you should
ensure that you are familiar with
each of them.

A LOOK AHEAD

Chapters 2, 3,and 4 describe
managerial costing systems that
are used to compute product
costs. Chapter 2 describes
job-order costing. Chapter 3
describes activity-based costing,
an elaboration of job-order
costing. Chapter 4 covers
process costing.
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DECISION FEATURE

Making Fact-Based Decisions in Real Time

Cisco Systems and Alcoa are on the leading edge of their industries and real-time management
accounting is one of the keys to their success. Managers at these companies can drill down into the
company’s management accounting system to find the latest data on revenues, margins, order back-
logs, expenses, and other data, by region, by business unit, by distribution channel, by salesperson, and
so on. The Chief Financial Officer of Cisco, Larry Carter, says that with this kind of live information
“you can empower all your management team to improve decision making.” Richard Kelson, the Chief
Financial Officer of Alcoa, says: “The earlier you get information, the easier it is to fix a problem.” For
example, with up-to-date data, managers at Alcoa saw softness in aerospace markets early enough to
shift production from hard alloys that are used in aircraft to other products. John Chambers, the CEO
of Cisco, says: “At any time in the quarter, first-line managers can look at margins and products and
know exactly what the effect of their decisions will be.”

Source: Thomas A. Stewart, “Making Decisions in Real Time,” Fortune, June 26, 2000,
pp. 332-333.

LEARNING
OBJECTIVES

After studying Chapter |,
you should be able to:

LOI Identify and give examples
of each of the three basic
manufacturing cost categories.

LO2 Distinguish between
product costs and period costs
and give examples of each.

LO3 Prepare an income
statement including calculation of
the cost of goods sold.

LO4 Prepare a schedule of
cost of goods manufactured.

LO5 Define and give examples
of variable costs and fixed costs.

LO6 Define and give examples
of direct and indirect costs.

LO7 Define and give examples
of cost classifications used in

making decisions: differential
costs, opportunity costs, and
sunk costs.

LO8 (Appendix |A) Identify
the four types of quality costs
and explain how they interact.



that is, people inside an organization who direct and control its operations. In

contrast, financial accounting is concerned with providing information to
stockholders, creditors, and others who are outside an organization. Managerial account-
ing provides the essential data with which organizations are actually run. Financial ac-
counting provides the scorecard by which a company’s overall past performance is judged
by outsiders.

Managerial accountants prepare a variety of reports. Some reports focus on how well
managers or business units have performed—comparing actual results to plans and to
benchmarks. Some reports provide timely, frequent updates on key indicators such as or-
ders received, order backlog, capacity utilization, and sales. Other analytical reports are
prepared as needed to investigate specific problems such as a decline in the profitability
of a product line. And yet other reports analyze a developing business situation or oppor-
tunity. In contrast, financial accounting is oriented toward producing a limited set of spe-
cific prescribed annual and quarterly financial statements in accordance with generally
accepted accounting principles.

Managerial accounting is concerned with providing information to managers—

THE WORK OF MANAGEMENT AND THE NEED FOR MANAGERIAL
ACCOUNTING INFORMATION
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Every organization—Ilarge and small—has managers. Someone must be responsible for
making plans, organizing resources, directing personnel, and controlling operations. This
is true of the Bank of America, the Peace Corps, the University of Illinois, the Catholic
Church, and the Coca-Cola Corporation, as well as the local 7-Eleven convenience store.
We will use a particular organization—Good Vibrations, Inc.—to illustrate the work of
management. What we have to say about the management of Good Vibrations, Inc., how-
ever, is very general and can be applied to virtually any organization.

Good Vibrations runs a chain of retail outlets that sell a full range of music CDs. The
chain’s stores are concentrated in Pacific Rim cities such as Sydney, Singapore, Hong
Kong, Beijing, Tokyo, and Vancouver, British Columbia. The company has found that the
best way to generate sales, and profits, is to create an exciting shopping environment.
Consequently, the company puts a great deal of effort into planning the layout and decor
of its stores—which are often quite large and extend over several floors in key downtown
locations. Management knows that different types of clientele are attracted to different
kinds of music. The international rock section is decorated with bold, brightly colored
graphics, and the aisles are purposely narrow to create a crowded feeling much like one
would experience at a popular nightclub on Friday night. In contrast, the classical music
section is wood-paneled and fully sound insulated, with the rich, spacious feeling of a
country club meeting room.

Managers at Good Vibrations, like managers everywhere, carry out three major
activities—planning, directing and motivating, and controlling. Planning involves se-
lecting a course of action and specifying how the action will be implemented. Directing
and motivating involves mobilizing people to carry out plans and run routine operations.
Controlling involves ensuring that the plan is actually carried out and is appropriately
modified as circumstances change. Management accounting information plays a vital role
in these basic management activities—but most particularly in the planning and control
functions.

Planning

The first step in planning is to identify alternatives and then to select from among the
alternatives the one that does the best job of furthering the organization’s objectives.
The basic objective of Good Vibrations is to earn profits for the owners of the company
by providing superior service at competitive prices in as many markets as possible.
To further this objective, every year top management carefully considers a number of
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alternatives for expanding into new geographic markets. This year management is con-
sidering opening new stores in Shanghai, Los Angeles, and Auckland.

When making this and other choices, management must balance the opportunities
against the demands made on the company’s resources. Management knows from bitter
experience that opening a store in a major new market is a big step that cannot be taken
lightly. It requires enormous amounts of time and energy from the company’s most expe-
rienced, talented, and busy professionals. When the company attempted to open stores in
both Beijing and Vancouver in the same year, resources were stretched too thinly. The re-
sult was that neither store opened on schedule, and operations in the rest of the company
suffered. Therefore, entering new markets is planned very, very carefully.

Among other data, top management looks at the sales volumes, profit margins, and
costs of the company’s established stores in similar markets. These data, supplied by the
management accountant, are combined with projected sales volume data at the proposed
new locations to estimate the profits that would be generated by the new stores. In gen-
eral, virtually all important alternatives considered by management in the planning
process have some effect on revenues or costs, and management accounting data are es-
sential in estimating those effects.

After considering all of the alternatives, Good Vibrations, Inc.’s top management de-
cided to open a store in the burgeoning Shanghai market in the third quarter of the year,
but to defer opening any other new stores to another year. As soon as this decision was
made, detailed plans were drawn up for all parts of the company that would be involved
in the Shanghai opening. For example, the Personnel Department’s travel budget was in-
creased, since it would be providing extensive on-the-site training to the new personnel
hired in Shanghai.

As in the Personnel Department example, the plans of management are often ex-
pressed formally in budgets, and the term budgeting is applied to generally describe this
part of the planning process. Budgets are usually prepared under the direction of the con-
troller, who is the manager in charge of the Accounting Department. Typically, budgets
are prepared annually and represent management’s plans in specific, quantitative terms.
In addition to a travel budget, the Personnel Department will be given goals in terms of
new hires, courses taught, and detailed breakdowns of expected expenses. Similarly, the
manager of each store will be given a target for sales volume, profit, expenses, pilferage
losses, and employee training. These data will be collected, analyzed, and summarized for
management use in the form of budgets prepared by management accountants.

Directing and Motivating

In addition to planning for the future, managers must oversee day-to-day activities and
keep the organization functioning smoothly. This requires the ability to motivate and ef-
fectively direct people. Managers assign tasks to employees, arbitrate disputes, answer
questions, solve on-the-spot problems, and make many small decisions that affect cus-
tomers and employees. In effect, directing is that part of managers’ work that deals with
the routine and the here and now. Managerial accounting data, such as daily sales reports,
are often used in this type of day-to-day decision making.

Controlling

In carrying out the control function, managers seek to ensure that the plan is being fol-
lowed. Feedback, which signals whether operations are on track, is the key to effective
control. In sophisticated organizations, this feedback is provided by detailed reports of
various types. One of these reports, which compares budgeted to actual results, is called
a performance report. Performance reports suggest where operations are not proceeding
as planned and where some parts of the organization may require additional attention. For
example, before the opening of the new Shanghai store in the third quarter of the year, the
store’s manager will be given sales volume, profit, and expense targets for the fourth
quarter of the year. As the fourth quarter progresses, periodic reports will be made in
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EXHIBIT I-1 The Planning and Control Cycle

Formulating long- and
short-term plans (Planning) ‘

A

e —————— Decision _ _ _ ___ plans (Directing

Implementing

making
1

1 Measuring performance
(Controlling)

which the actual sales volume, profit, and expenses are compared to the targets. If the ac-
tual results fall below the targets, top management is alerted that the Shanghai store re-
quires more attention. Experienced personnel can be flown in to help the new manager, or
top management may come to the conclusion that plans will have to be revised. As we
shall see in following chapters, providing this kind of feedback to managers is one of the
central purposes of managerial accounting.

and Motivating)

The End Results of Managers’ Activities

As a customer enters one of the Good Vibrations stores, the results of management’s plan-
ning, directing and motivating, and controlling activities will be evident in the many de-
tails that make the difference between a pleasant and an irritating shopping experience.
The store will be clean, fashionably decorated, and logically laid out. Featured artists’
videos will be displayed on TV monitors throughout the store, and the background rock
music will be loud enough to send older patrons scurrying for the classical music section.
Popular CDs will be in stock, and the latest hits will be available for private listening on
earphones. Specific titles will be easy to find. Regional music, such as CantoPop in Hong
Kong, will be prominently featured. Checkout clerks will be alert, friendly, and efficient.
In short, what the customer experiences doesn’t simply happen; it is the result of the ef-
forts of managers who must visualize and fit together the processes that are needed to get
the job done.

The Planning and Control Cycle

The work of management can be summarized in a model such as the one shown in Ex-
hibit 1-1. The model, which depicts the planning and control cycle, illustrates the
smooth flow of management activities from planning through directing and motivating,
controlling, and then back to planning again. All of these activities involve decision mak-
ing, so it is depicted as the hub around which the other activities revolve.

COMPARISON OF FINANCIAL AND MANAGERIAL ACCOUNTING

Financial accounting reports are prepared for the use of external parties such as share-
holders and creditors, whereas managerial accounting reports are prepared for managers
inside the organization. This contrast in basic orientation results in a number of major dif-
ferences between financial and managerial accounting, even though both financial and
managerial accounting often rely on the same underlying financial data. These differences
are summarized in Exhibit 1-2.

As shown in Exhibit 1-2, in addition to the difference in who the reports are prepared
for, financial and managerial accounting also differ in their emphasis between the past
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Accounting

* Recording

* Estimating Financial and

* Organizing operational data
* Summarizing

Financial Managerial
accounting accounting

* Reports to those outside
the organization:
Owners
Lenders
Tax authorities
Regulators

* Reports to those inside
the organization for:
Planning
Directing and motivating
Controlling
Performance evaluation

* Emphasis is on summaries
of financial consequences
of past activities.

* Emphasis is on decisions
affecting the future.

* Objectivity and verifiability * Relevance is emphasized.
of data are emphasized.
* Timeliness of information
* Precision of information is is required.
required.
* Detailed segment reports
about departments, products,
customers, and employees

are prepared.

* Only summarized data for
the entire organization
are prepared.

* Need not follow GAAP.
¢ Must follow GAAP.

* Not mandatory.

* Mandatory for external reports.

and the future, in the type of data provided to users, and in several other ways. These dif-
ferences are discussed in the following paragraphs.

Emphasis on the Future

Since planning is such an important part of the manager’s job, managerial accounting has
a strong future orientation. In contrast, financial accounting primarily provides summaries
of past financial transactions. These summaries may be useful in planning, but only to a
point. The future is not simply a reflection of what has happened in the past. Changes are
constantly taking place in economic conditions, customer needs and desires, competitive
conditions, and so on. All of these changes demand that the manager’s planning be based
in large part on estimates of what will happen rather than on summaries of what has al-
ready happened.

Relevance of Data

Financial accounting data are expected to be objective and verifiable. However, for inter-
nal uses, the manager wants information that is relevant even if it is not completely ob-
jective or verifiable. By relevant, we mean appropriate for the problem at hand. For

EXHIBIT 1-2

Comparison of Financial and
Managerial Accounting
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example, it is difficult to verify estimated sales volumes for a proposed new store at Good
Vibrations, Inc., but this is exactly the type of information that is most useful to managers
in their decision making. The managerial accounting information system should be flex-
ible enough to provide whatever data are relevant for a particular decision.

Less Emphasis on Precision

Timeliness is often more important than precision to managers. If a decision must be
made, a manager would much rather have a good estimate now than wait a week for a
more precise answer. A decision involving tens of millions of dollars does not have to be
based on estimates that are precise down to the penny, or even to the dollar. In fact, one
authoritative source recommends that, “as a general rule, no one needs more than three
significant digits.”! This means, for example, that if a company’s sales are in the hundreds
of millions of dollars, then nothing on an income statement needs to be more accurate
than the nearest million dollars. Estimates that are accurate to the nearest million dollars
may be precise enough to make a good decision. Since precision is costly in terms of both
time and resources, managerial accounting places less emphasis on precision than does
financial accounting. In addition, managerial accounting places considerable weight on
nonmonetary data. For example, information about customer satisfaction is of tremendous
importance even though it would be difficult to express such data in a monetary form.

Segments of an Organization

Financial accounting is primarily concerned with reporting for the company as a whole.
By contrast, managerial accounting focuses much more on the parts, or segments, of a
company. These segments may be product lines, sales territories, divisions, departments,
or any other categorization of the company’s activities that management finds useful. Fi-
nancial accounting does require some breakdowns of revenues and costs by major seg-
ments in external reports, but this is a secondary emphasis. In managerial accounting,
segment reporting is the primary emphasis.

Recordkeeping for the Future

Properly maintained corporate records have significant future benefits and, as such,
should be considered an essential asset. Reviews of recordkeeping policies should be per-
formed periodically to ensure that important information, needed for reference in the fu-
ture, is documented and can be retrieved. Most of the problems uncovered in such
reviews tend to relate to how the records are organized rather than how much information
is being documented. There is little value in information that cannot be retrieved when it
is needed for decision making.

Source: J. Edwin Dietal, “Improving Corporate Performance,” Information Management Journal,
April 2000, pp. 18-26.

Generally Accepted Accounting Principles (GAAP)

Financial accounting statements prepared for external users must be prepared in accor-
dance with generally accepted accounting principles (GAAP). External users must have
some assurance that the reports have been prepared in accordance with a common set of
ground rules. These common ground rules enhance comparability and help reduce fraud

IStatements on Management Accounting, Statement Number 5B, Fundamentals of Reporting Informa-
tion to Managers, Institute of Management Accounting, Montvale, NJ, p. 6.
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and misrepresentation, but they do not necessarily lead to the type of reports that would
be most useful in internal decision making. For example, GAAP requires that land be
stated at its historical cost on financial reports. However, if management is considering
moving a store to a new location and then selling the land the store currently sits on, man-
agement would like to know the current market value of the land—a vital piece of infor-
mation that is ignored under GAAP.

Managerial accounting is not bound by generally accepted accounting principles.
Managers set their own ground rules concerning the content and form of internal reports.
The only constraint is that the expected benefits from using the information should out-
weigh the costs of collecting, analyzing, and summarizing the data. Nevertheless, as we
shall see in subsequent chapters, it is undeniably true that financial reporting requirements
have heavily influenced management accounting practice.

Managerial Accounting—Not Mandatory

Financial accounting is mandatory; that is, it must be done. Various outside parties such
as the Securities and Exchange Commission (SEC) and the tax authorities require peri-
odic financial statements. Managerial accounting, on the other hand, is not mandatory.
A company is completely free to do as much or as little as it wishes. No regulatory bodies
or other outside agencies specify what is to be done, or, for that matter, whether any-
thing is to be done at all. Since managerial accounting is completely optional, the im-
portant question is always, “Is the information useful?” rather than, “Is the information
required?”’

As explained above, the work of management focuses on (1) planning, which in-
cludes setting objectives and outlining how to attain these objectives; and (2) control,
which includes the steps to take to ensure that objectives are realized. To carry out these
planning and control responsibilities, managers need information about the organiza-
tion. From an accounting point of view, this information often relates to the costs of the
organization.

In managerial accounting, the term cost is used in many different ways. The reason is
that there are many types of costs, and these costs are classified differently according to
the immediate needs of management. For example, managers may want cost data to pre-
pare external financial reports, to prepare planning budgets, or to make decisions. Each
different use of cost data demands a different classification and definition of costs. For ex-
ample, the preparation of external financial reports requires the use of historical cost data,
whereas decision making may require current cost data.

GENERAL COST CLASSIFICATIONS

All types of organizations incur costs—business, nonbusiness, manufacturing, retail, and
service. Generally, the kinds of costs that are incurred and the way in which these costs
are classified depends on the type of organization. Managerial accounting is as applicable
to one type of organization as to another. For this reason, we will consider in our discus-
sion the cost characteristics of a variety of organizations—manufacturing, merchandising,
and service.

Our initial focus in this chapter is on manufacturing companies, since their basic
activities include most of the activities found in other types of business organizations.
Manufacturing companies such as Texas Instruments, Ford, and Kodak are involved in
acquiring raw materials, producing finished goods, marketing, distributing, billing, and
almost every other business activity. Therefore, an understanding of costs in a manufac-
turing company can be very helpful in understanding costs in other types of organizations.

In this chapter, we develop cost concepts that apply to diverse organizations. For ex-
ample, these cost concepts apply to fast-food outlets such as KFC, Pizza Hut, and Taco
Bell; movie studios such as Disney, Paramount, and United Artists; consulting firms such
as Accenture and McKinsey; and your local hospital. The exact terms used in these
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each of the three basic
manufacturing cost categories.
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industries may not be the same as those used in manufacturing, but the same basic con-
cepts apply. With some slight modifications, these basic concepts also apply to merchan-
dising companies such as Wal-Mart, The Gap, 7-Eleven, Nordstrom, and Tower Records
that resell finished goods acquired from manufacturers and other sources. With that in
mind, let us begin our discussion of manufacturing costs.

Manufacturing Costs

Most manufacturing companies divide manufacturing costs into three broad categories:
direct materials, direct labor, and manufacturing overhead. A discussion of each of these
categories follows.

Direct Materials The materials that go into the final product are called raw
materials. This term is somewhat misleading, since it seems to imply unprocessed nat-
ural resources like wood pulp or iron ore. Actually, raw materials refer to any materials
that are used in the final product; and the finished product of one company can become
the raw materials of another company. One study of 37 manufacturing industries found
that materials costs averaged about 55% of sales revenues.?

Raw materials may include both direct and indirect materials. 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
that Boeing purchases from subcontractors to install in its commercial aircraft. An-
other example is the tiny electric motor Panasonic uses in its CD players to make the
CD spin.

Sometimes it isn’t worth the effort to trace the costs of relatively insignificant ma-
terials to the end products. Such minor items would include the solder used to make
electrical connections in a Sony TV or the glue used to assemble an Ethan Allen chair.
Materials such as solder and glue are called indirect materials and are included as part
of manufacturing overhead, which is discussed later in this section.

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 la-
bor is sometimes called touch labor; since direct labor workers typically touch the prod-
uct while it is being made. The labor costs of assembly-line workers, for example, would
be direct labor costs, as would the labor costs of carpenters, bricklayers, and machine
operators.

Labor costs that cannot be physically traced to the creation of products, or that can be
traced only at great cost and inconvenience, are termed indirect labor and treated as part
of manufacturing overhead, along with indirect materials. Indirect labor includes the la-
bor costs of janitors, supervisors, materials handlers, and night security guards. Although
the efforts of these workers are essential to production, it would be either impractical or
impossible to accurately trace their costs to specific units of product. Hence, such labor
costs are treated as indirect labor.

In some industries, major shifts are taking place in the structure of labor costs. So-
phisticated automated equipment, run and maintained by skilled indirect workers, is in-
creasingly replacing direct labor. Indeed, in the study cited above of 37 manufacturing
industries, direct labor averaged only about 10% of sales revenues. In a few companies,
direct labor has become such a minor element of cost that it has disappeared altogether as
a separate cost category. More is said in later chapters about this trend and about the im-
pact it is having on cost systems. However, the vast majority of manufacturing and ser-
vice companies throughout the world continue to recognize direct labor as a separate cost
category.

2Germain Boer and Debra Jeter, “What’s New About Modern Manufacturing? Empirical Evidence on
Manufacturing Cost Changes,” Journal of Management Accounting Research, Fall 1993, pp. 61-83.
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Manufacturing Overhead Manufacturing overhead, the third element of manu-
facturing cost, includes all costs of manufacturing except direct materials and direct labor.
Manufacturing overhead includes items such as indirect materials; indirect labor; mainte-
nance and repairs on production equipment; and heat and light, property taxes, deprecia-
tion, 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
administrative functions, but these costs are not included as part of manufacturing over-
head. Only those costs associated with operating the factory are included in the manu-
facturing overhead category. Several studies have found that manufacturing overhead
averages about 16% of sales revenues.?

Various names are used for manufacturing overhead, such as indirect manufacturing
cost, factory overhead, and factory burden. All of these terms mean the same thing as
manufacturing overhead.

Manufacturing overhead combined with direct labor is called conversion cost. This
term stems from the fact that direct labor costs and overhead costs are incurred to convert
raw materials into finished products. Direct labor combined with direct materials is called
prime cost.

Nonmanufacturing Costs
Generally, nonmanufacturing costs are subclassified into two categories:

1. Marketing or selling costs.
2. Administrative costs.

Marketing or selling costs include all costs necessary to secure customer orders
and get the finished product into the hands of the customer. These costs are often called
order-getting and order-filling costs. Examples of marketing costs include advertis-
ing, shipping, sales travel, sales commissions, sales salaries, and costs of finished goods
warehouses.

Administrative costs include all executive, organizational, and clerical costs associ-
ated with the general management of an organization rather than with manufacturing,
marketing, or selling. Examples of administrative costs include executive compensation,
general accounting, secretarial, public relations, and similar costs involved in the overall,
general administration of the organization as a whole.

Nonmanufacturing costs are often also called selling, general, and administrative
(SG&A) costs.

Why Is Tuition So High?

Do you ever wonder why tuition costs are so high? Administrative costs can be crushing.
Forbes magazine reports that an average of 2.5 administrators are employed for each fac-
ulty member in public colleges and 1.9 in private colleges. The worst case is Mississippi,
which has four administrators for every teacher. The best case found in public colleges is
Colorado, which “manages to get by with just under two administrators per teacher.”
Much of the administrative work results from ‘“the mandates that accompany federal
money, such as affirmative action, and the personnel needed to monitor compliance with
those mandates.”

Source: Peter Brimelow, “The Paper Chase,” Forbes, May 17, 1999, pp. 78-79.

3J. Miller, A. DeMeyer, and J. Nakane, Benchmarking Global Manufacturing (Homewood, IL: Richard
D. Irwin), 1992, Chapter 2. The Boer and Jeter article previously cited contains a similar finding con-
cerning the magnitude of manufacturing overhead.
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PRODUCT COSTS VERSUS PERIOD COSTS

Distinguish between product
costs and period costs and give
examples of each.

In addition to the distinction between manufacturing and nonmanufacturing costs, there
are other ways to look at costs. For instance, they can also be classified as either product
costs or period costs. To understand the difference between product costs and period
costs, we must first refresh our understanding of the matching principle from financial
accounting.

Generally, costs are recognized as expenses on the income statement in the period
that benefits from the cost. For example, if a company pays for liability insurance in ad-
vance for two years, the entire amount is not considered an expense of the year in which
the payment is made. Instead, one-half of the cost would be recognized as an expense
each year. The reason is that both years—not just the first year—benefit from the insur-
ance payment. The unexpensed portion of the insurance payment is carried on the balance
sheet as an asset called prepaid insurance. You should be familiar with this type of ac-
crual from your financial accounting coursework.

The matching principle is based on the accrual concept and states that costs incurred
to generate a particular revenue should be recognized as expenses in the same period that
the revenue is recognized. This means that if a cost is incurred to acquire or make some-
thing that will eventually be sold, then the cost should be recognized as an expense only
when the sale takes place—that is, when the benefit occurs. Such costs are called product
costs.

Product Costs

For financial accounting purposes, product costs include all the costs that are involved in
acquiring or making a product. In the case of manufactured goods, these costs consist of
direct materials, direct labor, and manufacturing overhead. Product costs are viewed as
“attaching” to units of product as the goods are purchased or manufactured, and they re-
main attached as the goods go into inventory awaiting sale. So initially, product costs are
assigned to an inventory account on the balance sheet. When the goods are sold, the costs
are released from inventory as expenses (typically called cost of goods sold) and matched
against sales revenue. Since product costs are initially assigned to inventories, they are
also known as inventoriable costs.

We want to emphasize that product costs are not necessarily treated as expenses in the
period in which they are incurred. Rather, as explained above, 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 ex-
pensed on the income statement in the period in which they are incurred, using the usual
rules of accrual accounting you have already learned in financial accounting. Period costs
are not included as part of the cost of either purchased or manufactured goods. Sales com-
missions and office rent are good examples of period costs. Neither commissions nor of-
fice rent are included as part of the cost of purchased or manufactured goods. Rather, both
items are treated as expenses on the income statement in the period in which they are in-
curred. Thus, they are said to be period costs.

As suggested above, all selling and administrative expenses are considered to be
period costs. Therefore, advertising, executive salaries, sales commissions, public re-
lations, and other nonmanufacturing costs discussed earlier would all be period costs.
They will appear on the income statement as expenses in the period in which they are
incurred.

Exhibit 1-3 contains a summary of the cost terms that we have introduced so far.
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EXHIBIT I-3 Summary of Cost Terms

Manufacturing Costs

(Also called Product Costs
or Inventoriable Costs)

Direct Materials Direct Labor Manufacturing Overhead
Materials that can be Labor cost that can be physically All costs of manufacturing a
physically and conveniently and conveniently traced to a product other than direct
traced to a product (such product (such as assembly-line materials and direct labor (such
as wood in a table) workers in a plant); sometimes as indirect materials, indirect

called touch labor labor, factory utilities, and

depreciation of factory buildings
and equipment)

Nonmanufacturing Costs

(Also called Period Costs)

Marketing or Selling Costs Administrative Costs
All costs necessary to secure All costs associated with the gen-
customer orders and get the eral management of the company
finished product or service into as a whole (such as executive
the hands of the customer compensation, executive travel
(such as sales commissions, costs, secretarial salaries, and
advertising, and depreciation depreciation of office buildings
of delivery equipment and and equipment)

finished goods warehouses)

Bloated Sales and Administrative Expenses

Selling and administrative expenses tend to creep up during economic booms—creating
problems when the economy falls into recession. Ron Nicol, a partner at the Boston Con-
sulting Group, found that selling and administrative expenses at America’s 1,000 largest
companies grew at an average rate of 1.7% per year between 1985 and 1996 and then ex-
ploded to an average of 10% per year between 1997 and 2000. If companies had main-
tained their historical balance between sales revenues on the one hand and selling and
administrative expenses on the other hand, Mr. Nicol calculates that selling and adminis-
trative expenses would have been about $500 million lower in the year 2000 for the aver-
age company on his list. For example, a review of selling and administrative costs at
International Paper in 2001 found layers of unproductive costs such as newsletters that no
one reads.

Source: Jon E. Hilsenrath, “The Outlook: Corporate Dieting Is Far from Over,” The Wall Street
Journal, July 9, 2001, p. Al.
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In your prior accounting training, you learned that firms prepare periodic financial reports
for creditors, stockholders, and others to show the financial condition of the firm and the
firm’s earnings performance over some specified interval. The reports you studied were
probably those of merchandising companies, such as retail stores, which simply purchase
goods from suppliers for resale to customers.

The financial statements prepared by a manufacturing company are more complex
than the statements prepared by a merchandising company because a manufacturing com-
pany must produce its goods as well as market them. The production process involves
many costs that do not exist in a merchandising company, and somehow these costs must
be accounted for on the manufacturing company’s financial statements. In this section, we
focus our attention on how this accounting is carried out in the balance sheet and income
statement.

The Balance Sheet

The balance sheet, or statement of financial position, of a manufacturing company is sim-
ilar to that of a merchandising company. However, the inventory accounts differ between
the two types of companies. A merchandising company has only one class of inventory—
goods purchased from suppliers that are awaiting resale to customers. In contrast, manu-
facturing companies have three classes of inventories—raw materials, work in process,
and finished goods. Raw materials, as we’ve noted, are the materials that are used to make
a product. Work in process consists of units of product that are only partially complete
and will require further work before they are ready for sale to a customer. Finished goods
consist of units of product that have been completed but have not yet been sold to cus-
tomers. The overall inventory figure is usually broken down into these three classes of in-
ventories in a footnote to the financial statements.

We will use two companies—Graham Manufacturing and Reston Bookstore—to
illustrate the concepts discussed in this section. Graham Manufacturing is located in
Portsmouth, New Hampshire, and makes precision brass fittings for yachts. Reston Book-
store is a small bookstore in Reston, Virginia, specializing in books about the Civil War.

The footnotes to Graham Manufacturing’s Annual Report reveal the following infor-
mation concerning its inventories:

GRAHAM MANUFACTURING CORPORATION

Inventory Accounts
Beginning Ending
Balance Balance
Raw materials. .. ................... $ 60,000 $ 50,000
Work in process. . ... 90,000 60,000
Finishedgoods ..................... 125,000 175,000
Total inventory accounts . ............ $275,000 $285,000
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Graham Manufacturing’s raw materials inventory consists largely of brass rods and brass
blocks. The work in process inventory consists of partially completed brass fittings. The
finished goods inventory consists of brass fittings that are ready to be sold to customers.

In contrast, the inventory account at Reston Bookstore consists entirely of the costs
of books the company has purchased from publishers for resale to the public. In mer-
chandising companies like Reston, these inventories may be called merchandise inven-
tory. The beginning and ending balances in this account appear as follows:

RESTON BOOKSTORE

Inventory Accounts
Beginning Ending
Balance Balance
Merchandise inventory............... $100,000 $150,000 %
C t -2
The Income Statement oneep
Exhibit 1-4 compares the income statements of Reston Bookstore and Graham Manufac-
turing. For purposes of illustration, these statements contain more detail about cost of Prepare an income statement
goods sold than you will generally find in published financial statements. including calculation of the
At first glance, the income statements of merchandising and manufacturing firms like cost of goods sold.

Reston Bookstore and Graham Manufacturing are very similar. The only apparent differ-
ence is in the labels of some of the entries in the computation of the cost of goods sold. In

EXHIBIT 1-4 Comparative Income Statements: Merchandising and Manufacturing Companies

MERCHANDISING COMPANY
Reston Bookstore

Sales ... $1,000,000
The cost of Cost of goods sold:
merchandise inventory Beginning merchandise inventory .............. $100,000
purchased from — Add:Purchases . ............. ... ... . ... ... 650,000
out§ide SUPP"‘?"S Goods available forsale...................... 750,000
during the period. Deduct: Ending merchandise inventory.......... 150,000 600,000
Gross margin .. .......uiuii i 400,000
Less operating expenses:
Sellingexpense. ....... ... 100,000
Administrative expense .. .................... 200,000 300,000
Net operating income . ........................ $ 100,000
MANUFACTURING COMPANY
Graham Manufacturing
. Sales ... $1,500,000
The manufacturing Cost of goods sold:
costs associated with Beginning finished goods inventory ............. $125,000
;h? ﬁogdj that v:\ere — Add: Cost of goods manufactured. ............. 850,000
" oY, S
plzlrsioz (S:Z?Eihit:t -6 Goods available forsale...................... 975,000
for det‘ails.) Deduct: Ending finished goods inventory. . ....... 175,000 800,000
Gross margin .. ........iuii e 700,000
Less operating expenses:
Sellingexpense. ...t 250,000
Administrative expense .. ..............c...o... 300,000 550,000
Net operating income . ..................c...... $ 150,000






















































































































