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Accounting
in Motion!

This revision of Managerial Accounting is based on an understanding of the
nature, culture, and motivations of today’s undergraduate students and on exten-
sive feedback from many instructors who use our book. These substantial changes
meet the needs of these students, who not only face a business world increasingly
complicated by ethical issues, globalization, and technology but who also have
more demands on their time. To assist them to meet these challenges, the authors
carefully show them how the effects of business transactions, which are the result
of business decisions, are recorded in a way that will be reflected on the finan-
cial statements. Instructors will find that building on the text’s historically strong
pedagogy, the authors have strengthened transaction analysis and its link to the
accounting cycle.

Updated Content,
Organization
and Pedagogy

Strong Pedagogical System

Managerial Accounting originated the pedagogical system of Integrated
Learning Objectives. The system supports both learning and teaching by provid-
ing flexibility in support of the instructor’s teaching of first-year accounting. The
chapter review and all assignments identify the applicable learning objective(s)
for easy reference.

Each learning objective refers to a specific content area, usually either con-
ceptual content or procedural techniques, in short and easily understandable seg-
ments. Each segment is followed by a “Stop and Apply” section that illustrates
and solves a short exercise related to the learning objective.

& APPLY

Match the letter of each item below with the numbers of the related items:

a. An inventory cost __ 3. Application of the LCM rule
b. An assumption used in the valuation of ____ 4. Goods flow

inventory __ 5. Transportation charge for mer-
c. Full disclosure convention chandise shipped FOB shipping
d. Conservatism convention point
¢. Consistency convention — 6. Costflow
f. Not an inventory cost or assumed flow - 7 C_}g’ﬁfmg amethod and sticking

with i

1. Cost of consigned goods

. 8. Transportation charge for mer-
2. A note to the financial statements P 3

- L .. chandise shipped FOB destination
explaining inventory policies

SOLUTION
1.£52.¢;3.d;4.b;5.2;6.1,7.¢; 8. f

XV




Xvi Preface

Study Note

After Step 1 has been completed,
the Income Summary account
reflects the account balance of
the Design Revenue account
before it was closed.

To make the text more visually appealing and readable, it is divided into
student-friendly sections with brief bulleted lists, new art, photographs, and end-
of-section review material.

Cash Flows To avoid financial distress, a company must be able to pay its bills on time. Because
and the Timi ng the timing of cash flows is critical to AmaintainAing adequate liquidity to pay bills,
. managers and other users of financial information must understand the difference
of Transactions between transactions that generate immediate cash and those that do not. Con-
o sider the transactions of Miller Design Studio shown in Figure 2-3. Most of them
Lo5 Shov\{ how the timing involve either an inflow or outflow of cash.
of transac“f’“? a_ffECtS cash As you can see in Figure 2-3, Miller’s Cash account has more transactions
flows and liquidity. than any of its other accounts. Look at the transactions of July 10, 15, and 22:
¢ @ ; July 10: Miller received a cash payment of $2,800.
oo July 15: The firm billed a customer $9,600 for a service it had already per-
formed.

July 22: The firm received a partial payment of $5,000 from the customer,
but it had not received the remaining $4,600 by the end of the month.

Because Miller incurred expenses in providing this service, it must pay careful
attention to its cash flows and liquidity.

One way Miller can manage its expenditures is to rely on its creditors to give
it time to pay. Compare the transactions of July 3, 5, and 9 in Figure 2-3.

Further, to reduce distractions, the margins of the text include only Study
Notes, which alert students to common misunderstandings of concepts and tech-
niques; key ratio and cash flow icons, which highlight discussions of profitability
and liquidity; and accounting equations.

In this edition, we reduced excessive detail, shortened headings, simplified
explanations, and increased readability in an effort to reduce the length of each
chapter.

Enhanced Real-
World Examples
Demonstrate
Accounting

in Motion

IFRS, Fair Value, and Other Updates

International Financial Reporting Standards and fair value have been integrated
throughout the book where accounting standards have changed and also in the
Business Focus features where applicable. All current events, statistics, and tables
have been updated with the latest data.



Preface

FOCUS ON BUSINESS PRACTICE

Over the next few years, international financial
reporting standards (IFRS) will become much more
important in the United States and globally. The
International Accounting Standards Board (IASB)
has been working with the Financial Accounting
Standards Board (FASB) and similar boards in other
nations to achieve identical or nearly identical stan-
dards worldwide. IFRS are now required in many
parts of the world, including Europe. The Securities-

IFRS: The Arrival of International Financial Reporting Standards in the United States

and Exchange Commission (SEC) recently voted to
allow foreign registrants in the United States. This
is a major development because in the past, the
SEC required foreign registrants to explain how the
standards used in their statements differed from
U.S. standards. This change affects approximately 10
percent of all public U.S. companies. In addition, the
SEC may in the near future allow U.S. companies to
use IFRS."

Xv

Use of Diverse Companies
Each chapter begins with a Decision Point, a real-world scenario about a
company that challenges students to see the connection between accounting
information and management decisions.

» An order for airplanes is
obviously an important
economic event for both the
buyer and the seller. Is there a
difference between an economic
event and a business transaction
that should be recorded in the
accounting records?

DECISION POINT » A USER’'S FOCUS
THE BOEING COMPANY

In April 2006, the Chinese government announced thatit had ordered
80 Boeing commercial jet liners, thus fulfilling a commitment it
had made to purchase 150 airplanes from Boeing. Valued at about
$4.6 billion, the order for the 80 airplanes was one of many events
that brought about Boeing’s resurgence in the stock market. After
Boeing received this order, as well as orders from other customers,
its stock began trading at an all-time high.

Typically, it takes Boeing almost two years to manufacture an
airplane. In this case, the aircraft delivery cycle was expected to peak
in 2009."

» Should Boeing record the order
in its accounting records?

» How important are liquidity and
cash flows to Boeing?

These company examples come full circle at the end of the chapter by linking
directly to the A Look Back At diverse company examples illustrate accounting
concepts and encourage students to apply what they have learned.

A LOOK BACK AT

> THE BOEING COMPANY

The Decision Point at the beginning of the chapter described the order for 80 airplanes
that the Chinese government placed with Boeing. It posed the following questions:

An order for airplanes is obviously an important economic event to both the buyer
and the seller. Is there a difference between an economic event and a business
transaction that should be recorded in the accounting records?

Should Boeing record the order in its accounting records?
How important are liquidity and cash flows to Boeing?

Despite its importance, the order did not constitute a business transaction, and nei-
ther the buyer nor the seller should have recognized it in its accounting records. At the
time the Chinese government placed the order, Boeing had not yet built the airplanes.
Until it delivers them and title to them shifts to the Chinese government, Boeing cannot
record any revenue.
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Use of Well-Kknown Public Companies

This textbook also offers examples from highly recognizable public companies,
such as CVS Caremark, Southwest Airlines, Dell Computer, and Netflix, to relate
basic accounting concepts and techniques to the real world. The latest available
data is used in exhibits to incorporate the most recent FASB pronouncements.
The authors illustrate current practices in financial reporting by referring to data
from Accounting Trends and Techniques (AICPA) and integrate international top-
ics wherever appropriate.

Consolidated means that data from all = .C\{S CaJrfmark corpo;ao"m: tion CVS'sfiscal year ends on the Saturday
companies owned by CVS are combined. P ot Operations closest to December 31.
Fiscal Year Ended
Dec. 31,2008 Dec. 29, 2007 Dec. 30, 2006

(In millions, except per share amounts) (52 weeks) (52 weeks) (53 weeks)
Net revenues $87,471.9 $76,329.5 $43,821.4
Cost of revenues 69,181.5 60,221.8 32,079.2

Gross profit 18,290.4 16,107.7 11,742.2

Total operating expenses 12,244.2 11,3144 9,300.6
Operating profit! 6,046.2 4,793.3 2,441.6
Interest expense, net? 509.5 434.6 2158
Earnings before income tax provision 5,536.7 4,358.7 2,225.8
Loss from discontinued operations, (132) — —

net of income tax benefit of $82.4

Income tax provision 2,192.6 1,721.7 856.9
Net earnings® 3,212.1 2,637.0 1,368.9
Preference dividends, net of income tax benefit* 14.1 14.2 139
Net earnings available to common shareholders $ 3,198.0 $ 26228 $ 1,355.0
BASIC EARNINGS PER COMMON SH,‘\REZ5

Net earnings $ 223 $ 197 $ 165

Weighted average common shares outstanding 1,433.5 1,328.2 820.6
DILUTED EARNINGS PER COMMON SHARE:

Net earnings $ 218 S 192 $ 160

Weighted average common shares outstanding 1,469.1 1,371.8 853.2

Revised and Expanded Assignments

Assignments have been carefully scrutinized for direct relevancy to the learning
objectives in the chapters. Names and numbers for all Short Exercises, Exercises,
and Problems have been changed except those used on videos. We have reversed
the alternate and main problems from the previous edition. Most importantly,
alternative problems have been expanded so that there are ample problems for
any course.

All of the cases have been updated as appropriate and the number of cases in
each chapter has been reduced in response to user preferences. The variety of cases
in each chapter depends on their relevance to the chapter topics, but throughout
the text there are cases involving conceptual understanding, ethical dilemmas,
interpreting financial reports, group activities, business communication, and the
Internet. Annual report cases based on CVS Caremark and Southwest Airlines
can be found at the end of the chapter.
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Specific Chapter Changes

The following chapter-specific changes have been made in this edition of
Managerial Accounting:

Chapter 1 The Changing Business Environment: A Manager’s Perspective

e Updated definition of management accounting in LO1

e Lean production introduced as a key term in LO3

e Sections on total quality management and activity based management in LO3
revised

e Updated Focus on Business Practice box on how to blow the whistle on fraud

Chapter 2 Cost Concepts and Cost Allocation

e New company (Hershey’s) used as example in the Decision Point

e Discussions of costs in LO2 in previous edition incorporated in LO1

e Introduction to methods of product cost measurement added and section on
computing service unit cost shortened in new LO4

e LO7 and LOS in previous edition (the traditional and ABC approaches to
allocating overhead) streamlined and incorporated in new LO5

Chapter 3 Costing Systems: Job Order Costing

e Chapter 3 in previous edition separated into two chapters, with new
Chapter 3 focusing on job order costing and new Chapter 4 focusing on
process costing

e Operations costing system introduced as a key concept

e Discussions of manufacturer’s job order cost card, computation of unit cost,
and job order costing in a service organization included in new LO4

Chapter 4 Costing Systems: Process Costing
e New chapter (part of Chapter 3 in previous edition)

Chapter 5 Value-Based Systems: ABM and Lean

e Chapter revised to emphasize value-based systems

e L1OI1,LO2,and LO3 in last edition revised and incorporated in new LO1

* New listing of the disadvantages of activity-based costing in LO2

® New focus on lean operations in LO3 and section on accounting for product
costs added

Chapter 6 Cost Behavior Analysis

e New company (Flickr) used as example in the Decision Point

e Sections on variable, fixed, and mixed costs, which were in LO2 in last edi-
tion, now included in LO1

* Concept of a step cost introduced in discussion of fixed costs in LO1

® Methods used to separate the components of mixed costs and the contribu-
tion margin income statement now the focus of LO2

e Material in LO4 reformatted to clarify concepts
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Chapter 7 The Budgeting Process

e New company (Framerica Corporation) used as example in the Decision
Point

e LOI reorganized, revised, and shortened

e Section on advantages of budgeting and three new key terms—static budget,
continuous budget, and zero-based budgeting added to LO1

Chapter 8 Performance Management and Evaluation
e LOI and LO2 in last edition combined and revised

Chapter 9 Standard Costing and Variance Analysis

e New company (iRobot Corporation) used as example in the Decision Point

e LOI and LO2 in last edition combined and revised

e New Focus on Business Practice box titled “What Do You Get When You
Cross a Vacuum Cleaner with a Gaming Console?”

Chapter 10 Short-Run Decision Analysis

e Chapter revised to focus on the use of incremental analysis in making short-
run decisions; capital investment analysis and time value of money now cov-
ered in Chapter 11

Chapter 11 Capital Investment Analysis
e New chapter

Chapter 12 Pricing Decisions, Including Target Costing and Transfer
Pricing

e LOI reorganized and shortened

e Updated Focus on Business Practice box on Internet fraud

e Discussions of steps followed in gross margin pricing and return on assets
pricing in LO3 reformatted for greater clarity

e Discussion of the differences between cost-based pricing and target costing in
LO4 revised and made more succinct

e Section on developing a transfer price in LO5 revised
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Chapter 13 Quality Management and Measurement

In LO2, formula for computing delivery cycle time added and displayed;
formula for computing waste time also displayed

In LO4, discussion of Motorola’s Sigma Six quality goal revised, with
disadvantages noted

Chapter 14 Financial Analysis of Performance

Section on the management process in LO1 revised to increase the focus on
management’s objectives

Revised Focus on Business Practice box on pro forma earnings

In LO3, two-year coverage of the comprehensive ratio analysis extended to
three years

Revised Focus on Business Practice box on performance measurement and
management compensation
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Online Solutions
for Every Learning
Style
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CENGAGENOW

South-Western, a division of Cengage Learning, offers a vast array of online solu-
tions to suit your course and your students’ learning styles. Choose the product
that best meets your classroom needs and course goals. Please check with your
sales representative for more details and ordering information.

CengageNOW™

CengageNOW for Crosson/Needles Managerial Accounting, 9¢ is a powertul and
fully integrated online teaching and learning system that provides you with flexibil-
ity and control. This complete digital solution offers a comprehensive set of digital
tools to power your course. CengageNOW ofters the following:

Homework, including algorithmic variations
Integrated e-book

Personalized study plans, which include a variety of multimedia assets (from
exercise demonstrations to videos to iPod content) for students as they master
the chapter materials

Assessment options, including the full test bank and algorithmic variations

Reporting capability based on AACSB, AICPA, and IMA competencies and
standards

Course Management tools, including grade book

WebCT and Blackboard Integration

Visit www.cengage.com/tlc for more information.

WebTutor™ on Blackboard® and webcT™

WebTutor™ is available packaged with Crosson/Needles Managerial Account-
ing, 9e or for individual student purchase. Jump-start your course and customize
rich, text-specific content with your Course Management System.

Jump-start: Simply load a WebTutor cartridge into your Course Manage-
ment System.

Customize content: Easily blend, add, edit, reorganize, or delete content.
Content includes media assets, quizzing, test bank, web links, discussion top-
ics, interactive games and exercises, and more.

Visit www.cengage.com/webtutor for more information.

Teaching Tools
for Instructors

Instructor’s Resource CD-ROM: Included on this CD set are the key sup-
plements designed to aid instructors, including the Solutions Manual, Exam-
View Test Bank, Word Test Bank, and Lecture PowerPoint slides.

Solutions Manual: The Solutions Manual contains answers to all exercises,
problems, and activities that appear in the text. As always, the solutions are
author-written and verified multiple times for numerical accuracy and consis-
tency with the core text.

ExamView® Pro Testing Software: This intuitive software allows you to
casily customize exams, practice tests, and tutorials and deliver them over a
network, on the Internet, or in printed form. In addition, ExamView comes
with searching capabilities that make sorting the wealth of questions from the
printed test bank easy. The software and files are found on the IRCD.


www.cengage.com/tlc
www.cengage.com/webtutor
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Lecture PowerPoint® Slides: Instructors will have access to PowerPoint
slides online and on the IRCD. These slides are conveniently designed around
learning objectives for partial chapter teaching and include art for dynamic
presentations. There are also lecture outline slides for each chapter for those
instructors who prefer them.

Instructor’s Companion Website: The instructor website contains a vari-
ety of resources for instructors, including the Instructor’s Resource Manual
(which has chapter planning matrices, chapter resource materials and out-
lines, chapter reviews, difficulty and time charts, etc.), and PowerPoint slides.
www.cengage.com/accounting,/needles

Klooster & Allen’s General Ledger Software: Prepared by Dale Klooster
and Warren Allen, this best-selling, educational, general ledger package
introduces students to the world of computerized accounting through a
more intuitive, user-friendly system than the commercial software they will
use in the future. In addition, students have access to general ledger files
with information based on problems from the textbook and practice sets.
This context allows them to see the difference between manual and com-
puterized accounting systems firsthand. Also, the program is enhanced
with a problem checker that enables students to determine if their entries
are correct. Klooster & Allen emulates commercial general ledger pack-
ages more closely than other educational packages. Problems that can be
used with Klooster/Allen are highlighted by an icon. The Inspector Files
found on the IRCD allow instructors to grade students’ work. A free Net-
work Version is available to schools whose students purchase Klooster/
Allen’s General Ledger Software.

Learning
Resources for
Students
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CengageNOW™

CengageNOW for Crosson/Needles Managerial Accounting, 9e is a powertul and
fully integrated online teaching and learning system that provides you with flexibil-
ity and control. This complete digital solution offers a comprehensive set of digital
tools to power your course. CengageNOW offers the following:

Homework, including algorithmic variations
Integrated e-book

Personalized study plans, which include a variety of multimedia assets (from
exercise demonstrations to videos to iPod content) for students as they master
the chapter materials

Assessment options, including the full test bank and algorithmic variations

Reporting capability based on AACSB, AICPA, and IMA competencies and
standards

Course Management tools, including grade book
WebCT and Blackboard Integration

Visit www.cengage.com/tlc for more information.
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WebTutor™ on Blackboard® and webCT™

WebTutor™ is available packaged with Crosson/Needles Managerial Account-
ing, 9¢ or for individual student purchase. Jump-start your course and cus-
tomize rich, text-specific content with your Course Management System.

Jump-start: Simply load a WebTutor cartridge into your Course Manage-
ment System.

Customize content: Easily blend, add, edit, reorganize, or delete content.
Content includes media assets, quizzing, test bank, web links, discussion top-
ics, interactive games and exercises, and more.

Visit www.cengage.com/webtutor for more information.

Klooster & Allen’s General Ledger Softwave: This best-selling, educational,
general ledger software package introduces you to the world of computerized
accounting through a more intuitive, user-friendly system than the commercial
software you’ll use in the future. Also, the program is enhanced with a problem
checker that provides feedback on selected activities and emulates commercial
general ledger packages more closely than other educational packages. Problems
that can be used with Klooster/Allen are highlighted by an icon.

Working Papers (Printed): A set of preformatted pages allow students to more
casily work end-of-chapter problems and journal entries.

Student CD-ROM for Peachtree®: You will have access to Peachtree so you can
familiarize yourself with computerized accounting systems used in the real world.
You will gain experience from working with actual software, which will make you
more desirable as a potential employee.

Electronic Working Papers in Excel® Passkey Access (for sale online): Students
can now work end-of-chapter assignments electronically in Excel with easy-to
follow, preformatted worksheets. This option is available via an online download
with a passkey.

Companion Website: The student website contains a variety of educational
resources for students, including online quizzing, the Glossary, Flashcards, and
Learning Objectives.

www.cengage.com/accounting,/needles
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CHAPTER

The Management
Process

> Formulate mission statement.

> Set strategic, tactical, and
operating performance
objectives and measures.

PERFORM
B> Manage ethically.

> Measure value chain and
supply chain performance.

EVALUATE

B Compare actual performance
with performance levels
established in planning stage.

> Use tools of continuous
improvement.

COMMUNICATE

B> Prepare business plan.

> Prepare accurate financial
statements.

> Communicate information
clearly and ethically.

How managers plan, perform,
evaluate, and report business
can affect us all.

The Changing Business
Environment:
A Manager’s Perspective

M anagement is expected to ensure that the organization uses

its resources wisely, operates profitably, pays its debts, and
abides by laws and regulations. To fulfill these expectations, man-
agers establish the goals, objectives, and strategic plans that guide
and control the organization’s operating, investing, and financing
activities. In this chapter, we describe the approaches that managers
have developed to meet the challenges of today’s changing busi-
ness environment and the role that management accounting plays

in meeting those challenges in an ethical manner.

LEARNING OBJECTIVES

LO1 Distinguish management accounting from financial
accounting and explain how management accounting
supports the management process. (pp.4-11)

LO2 Describe the value chain and its usefulness in analyzing a
business. (pp.11-15)

LO3 Identify the management tools used for continuous
improvement. (pp.15-19)

LO4 Explain the balanced scorecard and its relationship to
performance measures. (pp.19-22)

LO5 Identify the standards of ethical conduct for management
accountants. (pp.22-24)



DECISION POINT » A MANAGER’S FOCUS
WAL-MART STORES, INC.

If organizations are to prosper, they must identify the factors that are
critical to their success. Key success factors include:

satisfying customer needs,
developing efficient operating processes,
fostering career paths for employees, and

being an innovative leader in marketing products and services.

Wal-Mart’s managers balance these factors when they plan, perform,
evaluate, and report on their company’s success. Wal-Mart’s long-
time leader, Lee Scott, summed up his company’s strategy this way:
“What we look at is, when you end the year, did you produce the
record results you wanted and are you positioned to do that again
next year?”!

» What is Wal-Mart’s strategic
plan?

» What management accounting
tools does Wal-Mart use to stay
ahead of its competitors?

» What role does management
accounting play in Wal-Mart's
endeavors?
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The Role of

To plan and control an organization’s operations, to measure its performance,
and to make decisions about products or services and many other internal control
and governance matters, managers need accurate and timely accounting informa-
tion. The role of management accounting is to provide an information system
that enables managers and persons throughout an organization:

Management
Accounting

LO1 Distinguish manage-
ment accounting from financial
accounting and explain how

to make informed decisions,

management accounting
supports the management
process.

Study Note

Management accounting is

not a subordinate activity to
financial accounting. Rather, it is
a process that includes financial
accounting, tax accounting,
information analysis, and other
accounting activities.

Study Note

Financial accounting must
adhere to the conventions of
consistency and comparability
to ensure the usefulness

of information to parties
outside the firm. Management
accounting, on the other hand,
can use innovative analyses
and presentation techniques
to enhance the usefulness of
information to people within
the firm.

to be more effective at their jobs, and
to improve the organization’s performance.

In 2008, the Institute of Management Accountants (IMA) updated the defi-
nition of management accounting as follows:

Management accounting is a profession that involves partnering
in management decision making, devising planning and perfor-
mance management systems, and providing expertise in financial
reporting and control to assist management in the formulation and
implementation of an organization’s strategy.?

This definition recognizes that regulation, globalization, and technology changes
have redefined the management accountant’s role from a traditional compliance,
number-focused one to that of a strategic business partner within an organiza-
tion. Thus, the importance of nonfinancial information has increased significantly.
Today, management accounting information includes nonfinancial data as well as
financial data in performance management, planning and budgeting, corporate
governance, risk management, and internal controls.

Management Accounting and Financial Accounting:
A Comparison

Both management accounting and financial accounting assist decision makers by
identifying, measuring, and processing relevant information and communicating this
information through reports. Both provide managers with key measures of a com-
pany’s performance and with cost information for valuing inventories on the balance
sheet. Despite the overlap in their functions, management accounting and financial
accounting differ in a number of ways. Table 1-1 summarizes these differences.

The primary users of management accounting information are people inside
the organization, whereas financial accounting takes the actual results of manage-
ment decisions about operating, investing, and financing activities and prepares
financial statements for parties outside the organization—owners or stockhold-
ers, lenders, customers, and governmental agencies. Although these reports are
prepared primarily for external use, managers also rely on them in evaluating an
organization’s performance.

Because management accounting reports are for internal use, their format can
be flexible, driven by the user’s needs. They may report either historical or future-
oriented information without any formal guidelines or restrictions. In contrast,
financial accounting reports, which focus on past performance, must follow gen-
erally accepted accounting principles as specified by the Securities and Exchange
Commission (SEC).

The information in management accounting reports may be objective and
verifiable, expressed in monetary terms or in physical measures of time or objects;
the information may be based on estimates, and in such cases, it will be more
subjective. In contrast, the statements that financial accounting provides must
be based on objective and verifiable information, which is generally historical in
nature and measured in monetary terms. Management accounting reports are
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TABLE 1-1 Comparison of Management Accounting and Financial Accounting

Areas of Comparison Management Accounting Financial Accounting
Primary users Managers, employees, supply-chain Owners or stockholders, lenders,
partners customers, governmental
agencies
Report format Flexible, driven by user’s needs Based on generally accepted

Purpose of reports

Nature of information

Units of measure

Frequency of reports

accounting principles

Provide information for planning, Report on past performance
control, performance measurement,
and decision making

Objective and verifiable for decision making; Objective and verifiable; publicly
more subjective for planning (relies on available
estimates); confidential and private

Monetary at historical or current Monetary at historical and current
market or projected values; physical market values
measures of time or number of objects

Prepared as needed; may or may not Prepared on a periodic basis
be on a periodic basis

prepared as often as needed—annually, quarterly, monthly, or even daily. Finan-
cial statements, on the other hand, are prepared and distributed periodically, usu-
ally on a quarterly and annual basis.

Management Accounting
and the Management Process

Although management actions differ from organization to organization, they
generally follow a four-stage management process. As illustrated at the beginning
of this chapter and in the chapters that follow, the four stages of this process are:

planning,
performing,
evaluating, and
communicating.

Management accounting is essential in each stage of the process as managers
make business decisions.

Planning Figure 1-1 shows the overall framework in which planning takes
place. The overriding goal of a business is to increase the value of the stake-
holders’ interest in the business. The goal specifies the business’s end point, or
ideal state. For example, Wal-Mart’s end point is “to become the worldwide
leader in retailing.”

A company’s mission statement describes the fundamental way in which the
company will achieve its goal of increasing stakeholders’ value. It also expresses the
company’s identity and unique character. Wal-Mart’s mission statement says that
it wants “to give ordinary folk the chance to buy the same things as rich people.”

The mission statement is essential to the planning process, which must
consider how to add value through strategic objectives, tactical objectives, and
operating objectives.
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FIGURE 1-1
Overview of the Planning Framework

GOAL/VISION: To increase the value of stakeholders’interestin
the business

MissION: Fundamental way in which the company will achieve the
goal of increasing stakeholders’value

v

STRATEGIC OBJECTIVES: Broad, long-term goals that determine the
fundamental nature and direction of the business and that serve as
aguide for decision making

TACTICAL OBJECTIVES: Mid-term goals for positioning the business
to achieve its long-term strategies

v

OPERATING OBJECTIVES: Short-term goals that outline expectations
for performance of day-to-day operations

v

BUSINESS PLAN: A comprehensive statement of how the company will
achieve its objectives

BUDGETS: Expressions of the business plan in financial terms

Strategic objectives are broad, long-term goals that determine the fundamental
nature and direction of a business and that serve as a guide for decision mak-
ing. Strategic objectives involve such basic issues as what a company’s main
products or services will be, who its primary customers will be, and where it
will operate. They stake out the strategic position that a company will occupy
in the market—whether it will be a cost leader, quality leader, or niche satis-
fier. Wal-Mart’s The Company of the Future: Fact Sheet? lays out three issues
Wal-Mart will focus on in the future: health care, energy efficiency, and ethi-
cal sourcing. For healthcare, the stated strategic goal is that every American
should have access to quality affordable health care. Notice how this goal
stakes out Wal-Mart’s position as the low cost leader in health care.

Tactical objectives are mid-term goals that position an organization to
achieve its long-term strategies. These objectives, which usually cover a three-
to five-year period, lay the groundwork for attaining the company’s strategic
objectives. To implement its health care strategy, Wal-Mart is working with
physicians and other providers to increase electronic prescriptions, is provid-
ing electronic health records to its employees and their families, and is con-
tracting with other firms to manage their prescription benefit programs.

Operating objectives are short-term goals that outline expectations for the
performance of day-to-day operations. Operating objectives link to perfor-
mance targets and specify how success will be measured. Wal-Mart’s operat-
ing objectives for health care include: increasing the number of electronic
prescriptions filled to 8 million by the end of 2008, providing private health
records to all past and current employees and their families by 2010, and sav-
ing other companies more than $100 million in prescription benefit costs.
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These health care objectives are in addition to Wal-Mart’s central focus on
increasing sales, earnings per share, and real profit dollars everyday—as evi-
denced by the daily posting of the company’s stock price in every store.

To develop strategic, tactical, and operating objectives, managers must for-
mulate a business plan. A business plan is a comprehensive statement of how a
company will achieve its objectives. It is usually expressed in financial terms in the
form of budgets, and it often includes performance goals for individuals, teams,
products, or services.

EXAMPLE. Let’s suppose that Vanna Lang is about to open a retail grocery store
called Good Foods Store. Lang’s goal is to obtain an income from the business
and to increase the value of her investment in it. After reading about how tradi-
tional grocers are being squeezed out by low-cost competitors like Wal-Mart and
quality-focused stores like Whole Foods Market, Lang has made the following
decisions about Good Foods Store:

Good Foods Store’s mission is to attract upscale customers and retain them
by selling high-quality foods and providing excellent service in a pleasant
atmosphere.

Lang’s strategic objectives call for buying high-quality fresh foods from local
growers and international distributors and reselling these items to consumers.

Her tactical objectives include implementing a stable supply chain of high-
quality suppliers and a database to track customers’ preferences.

Her operating objectives call for courteous and efficient customer service. To
measure performance in this area, she decides to keep a record of the number
and type of complaints about poor customer service.

Before Lang can open her store, she needs to apply to a local bank for a
start-up loan. To do so, she must have a business plan that provides a full descrip-
tion of the business, including a complete operating budget for the first two years
of operations. The budget must include a forecasted income statement, a fore-
casted statement of cash flows, and a forecasted balance sheet for both years.

Because Lang does not have a financial background, she consults a local account-
ing firm for help in developing her business plan. To provide relevant input for the
plan, she has to determine the types of products she wants to sell; the volume of
sales she anticipates; the selling price for each product; the monthly costs of leasing
or purchasing facilities, employing personnel, and maintaining the facilities; and the
number of display counters, storage units, and cash registers that she will need.

FOCUS ON BUSINESS PRACTICE

Sales at large supermarket chains, such as Kroger, Safe-
way, and Albertson’s, have been flat and profits weak
because both ends of their customer market are being
squeezed. Large-scale retailers like Wal-Mart and Costco
are attracting cost-conscious grocery shoppers, and upscale
grocery customers are being lured to specialty grocers
like Trader Joe’s and Whole Foods Market. Albertson’s

What's Going on in the Grocery Business?

strategy to combat its flat sales and profits was to sell itself
to other retailers, like Supervalu and CVS, to form larger
businesses. Other grocery chains are reconsidering their
company’s mission and strategic options by adding new
products and services, such as walk-in medical clinics, clos-
ing stores and downsizing, or entering new geographic
markets.*
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FIGURE 1-2 The Supply Chain

GROWERS

SUPPLIERS

Performing Planning alone does not guarantee satisfactory operating results.
Management must implement the business plan in ways that make optimal use of
available resources in an ethical manner. Smooth operations require one or more
of the following:

Hiring and training personnel

Matching human and technical resources to the work that must be done
Purchasing or leasing facilities

Maintaining an inventory of products for sale

Identifying operating activities, or tasks, that minimize waste and improve
the quality of products or services

Managers execute the business plan by overseeing the company’s daily opera-
tions. In small companies like Vanna Lang’s, managers generally have frequent
direct contact with their employees. They supervise them and interact with them
to help them learn a task or improve their performance. In larger, more complex
organizations, there is usually less direct contact between managers and employ-
ees. Instead of directly observing employees, managers in large companies like
Wal-Mart monitor their employees’ performance by measuring the time taken to
complete an activity (such as how long it takes to process customer sales) or the
frequency of an activity (such as the number of customers served per hour).

Critical to managing any retail business is a thorough understanding of its
supply chain. As Figure 1-2 shows, the supply chain (also called the supply
network) is the path that leads from the suppliers of the materials from which a
product is made to the final consumer. In the supply chain for grocery stores,
food and other items flow from growers and suppliers to manufacturers or dis-
tributors to retailers to consumers. The supply chain expresses the links between
businesses—growers to vendors to the business to their customers.

EXAMPLE. Let’s assume that Good Foods Store is now open for business. The
budget prepared for the store’s first two years of operation expresses in mon-
etary terms how the business plan should be executed. Items that relate to the
business plan appear in the budget and become authorizations for expenditures.
They include such matters as spending on store fixtures, hiring employees, devel-
oping advertising campaigns, and pricing items for special sales. Lang’s knowl-
edge of her supply chain allows her to coordinate deliveries from local growers
and international distributors so that she meets the demands of her customers
without having too much or too little inventory on hand.

Evaluating When managers evaluate operating results, they compare the orga-
nization’s actual performance with the performance levels they established in the
planning stage. They earmark any significant variations for further analysis so
that they can correct the problems. If the problems are the result of a change in
the organization’s operating environment, the managers may revise the original

MANUFACTURERS ~—> DISTRIBUTORS — RETAILERS — CONSUMERS



The supply chain is the path that

links producers to stores to the final
consumer. In the supply chain for
grocery stores, fruits and vegetables
flow from growers and suppliers to
manufacturers or distributors to retail-
ers to consumers. The supply chain for
this farmer’s market is much shorter:
grower to consumer.

Courtesy of Vasiliki/iStockphoto.
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objectives. Ideally, the adjustments made in the evaluation stage will improve the
company’s performance.

EXAMPLE. To evaluate how well Good Foods Store is doing, Vanna Lang will
compare the amounts estimated in the budget with actual results. If any differ-
ences appear, she will analyze why they have occurred. The reasons for these dif-
ferences may lead Lang to change parts of her original business plan. In addition
to reviewing employees’ performance with regard to financial goals, such as avoid-
ing waste, Lang will want to review how well her employees served customers. As
noted earlier, she decided to monitor service quality by keeping a record of the
number and type of complaints about poor customer service. Her review of this
record may help her develop new and better strategies.

Communicating Whether accounting reports are prepared for internal or
external use, they must provide accurate information and clearly communicate
this information to the reader. Inaccurate or confusing internal reports can have

FOCUS ON BUSINESS PRACTICE

What Is Management’s Responsibility for the Financial Statements?

Top-level managers have not only an ethical responsibil-
ity to ensure that the financial statements issued by their
companies adhere to the principles of full disclosure and
transparency; today, they have a legal responsibility as well.
The Securities and Exchange Commission (SEC) requires
the chief executive officers and chief financial officers of

companies filing reports with the SEC to certify that those
reports contain no untrue statements and include all facts
needed to ensure that the reports are not misleading. In
addition, the SEC requires managers to ensure that the
information in reports filed with the SEC “is recorded, pro-
cessed, summarized and reported on a timely basis.”®
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a negative effect on a company’s operations. Full disclosure and transparency
in financial statements issued to external parties is a basic concept of generally
accepted accounting principles, and violation of this principle can result in stift
penalties. After the reporting violations by Enron, WorldCom, and other compa-
nies, Congress passed legislation that requires the top management of companies
that file financial statements with the Securities and Exchange Commission to
certify that these statements are accurate. The penalty for issuing false public
reports can be loss of compensation, fines, and jail time.

The key to producing accurate and useful internal and external reports
whose meaning is transparent to the reader is to apply the four w’s: why, who,
what, and when.

Why? Know the purpose of the report. Focus on it as you write.

Who? Identify the audience for your report. Communicate at a level that
matches your readers’ understanding of the issue and their familiarity with
accounting information. A detailed, informal report may be appropriate for
your manager, but a more concise summary may be necessary for other audi-
ences, such as the president or board of directors of your organization.

What? What information is needed, and what method of presentation is best?
Select relevant information from reliable sources. You may draw information
trom pertinent documents or from interviews with knowledgeable managers
and employees. The information should be not only relevant but also easy to
read and understand. You may need to include visual aids, such as bar charts
or graphs, to present the information clearly.

When? Know the due date for the report. Strive to prepare an accurate report
on a timely basis. If the report is urgently needed, you may have to sacrifice
some accuracy in the interest of timeliness.

EXAMPLE. Assume that Vanna Lang has asked her company’s accountant, Sal
Chavez, to prepare financial statements and internal reports. In the financial state-
ments that are prepared:

The purpose—or why—is to report on the financial health of Good Foods
Store.

Lang, her bank and other creditors, and potential investors are the who.

The what consists of disclosures about assets, liabilities, product costs, and sales.

The required reporting deadline for the accounting period answers the ques-
tion of when.

Lang will also want periodic internal reports on various aspects of her store’s
operations. For example, a monthly report may summarize the costs of order-
ing products from international distributors and the related shipping charges. If
the costs in the monthly reports appear to be too high, she may ask for a special
study. The results of such a study might result in a memorandum report like the
one shown in Exhibit 1-1.

In summary, management accounting can provide a constant stream of rel-
evant information. Compare Lang’s activities and information needs with the
plan, perform, evaluate, and communicate steps of the management process.
She started with a business plan, implemented the plan, and evaluated the results.
Accounting information helped her develop her business plan, communicate that
plan to her bank and employees, evaluate the performance of her employees, and
report the results of operations. As you can see, accounting plays a critical role in
managing the operations of any organization.
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EXHIBIT 1-1
A Management Accounting Report Memorandum
When: Today’s Date
Who: To: V. Lang, Good Foods Store
From: Sal Chavez, Accountant
Why:  Re: International Distributors Ordering and Shipping Costs—Analysis
and Recommendations
What:  Asyou requested, | have analyzed the ordering and shipping costs

& APPLY

or financial accounting (FA):

ing information

SOLUTION

incurred when buying from international distributors. | found that
during the past year, these costs were 9 percent of sales, or $36,000.

On average, we are placing about two orders per week, or eight
orders per month. Placing each order requires about two and one-half
hours of an employee’s time. Further, the international distributors
charge a service fee for each order, and shippers charge high rates for
orders as small as ours.

My recommendations are (1) to reduce orders to four per month

(the products’ freshness will not be affected if we order at least once
a week) and (2) to begin placing orders through the international
distributors’ websites (our international distributors do not charge a
service fee for online orders). If we follow these recommendations,

| project that the costs of receiving products will be reduced to

4 percent of sales, or $16,000, annually—a savings of $20,000.

Indicate whether each of the following characteristics relates to management accounting (MA)

1. Focuses on various segments of the 5. Reports information on a regular basis
business entity 6. Uses only monetary measures for

2. Demands objectivity reports

3. Relies on the criterion of usefulness 7. Adheres to generally accepted account-
rather than formal guidelines in report- ing principles

8. Prepares reports whenever needed

4. Measures units in historical dollars

1. MA; 2. FA; 3. MA; 4. FA; 5. FA; 6. FA; 7. FA; 8. MA

Value Chain Each step in the making of a product or the delivery of a service can be thought

Analysis

of as a link in a chain that adds value to the product or service. This concept of
how a business fulfills its mission and objectives is known as the value chain. As

shown in Figure 1-3, the steps that add value to a product or service—which

LO2 Describe the value chain range from research and development to customer service—are known as pri-
and its usefulness in analyzing mary processes. The value chain also includes support services, such as legal
a business. services and management accounting. These services facilitate the primary pro-

cesses but do not add value to the final product or service. Their roles are critical,
however, to making the primary processes as efficient and effective as possible.
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FIGURE 1-3
The Value Chain

The Changing Business Environment: A Manager’s Perspective
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EXAMPLE. Let’s assume that Good Foods Store has had some success, and
Vanna Lang now wants to determine the feasibility of making and selling her own
brand of candy. The primary processes that will add value to the new candy are
as follows:

Research and development: developing new and better products or services.
Lang plans to add value by developing a candy that has less sugar content
than similar confections.

Design: creating improved and distinctive shapes, labels, or packages for
products. For example, a package that is attractive and that describes the
desirable features of Lang’s new candy will add value to the product.

Supply: purchasing materials for products or services. Lang will want to pur-
chase high-quality sugar, chocolate, and other ingredients for the candy, as
well as high-quality packaging.

Production: manufacturing the product or service. To add value to the new
candy, Lang will want to implement efficient manufacturing and packaging
processes.

Marketing: communicating information about the products or services and
selling them. Attractive advertisements will facilitate sale of the new candy to
customers.



Study Note

A company cannot succeed by
trying to do everything at the
highest level. It has to focus on
its core competencies to give
customers the best value.

Value Chain Analysis 13

Distribution: delivering the product or service to the customer. Courteous
and efficient service for in-store customers will add value to the product. Lang
may also want to accommodate Internet customers by providing shipping.

Customer service: following up with service after sales or providing warranty
service. For example, Lang may offer free replacement of any candy that does
not satisfy the customer. She could also use questionnaires to measure cus-
tomer satisfaction.

The support services that provide the infrastructure for the primary processes
are as follows:

Human resources: hiring and training employees to carry out all the functions of
the business. Lang will need to hire and train personnel to make the new candy.

Legal services: maintaining and monitoring all contracts, agreements, obliga-
tions, and other relationships with outside parties. For example, Lang will
want legal advice when applying for a trademark for the new candy’s name
and when signing contracts with suppliers.

Information systems: establishing and maintaining technological means of
controlling and communicating within the organization. Lang will want a
computerized accounting system that keeps not only financial records but
customer information as well.

Management accounting: provides essential information in any business.

Advantages of Value Chain Analysis

An advantage of value chain analysis is that it allows a company to focus on its
core competencies. A core competency is the thing that a company does best.
It is what gives a company an advantage over its competitors. For example,
Wal-Mart is known for having the lowest prices; that is its core competency.

A common result of value chain analysis is outsourcing, which can also be of
benefit to a business. Outsourcing is the engagement of other companies to per-
form a process or service in the value chain that is not among an organization’s
core competencies. For instance, Wal-Mart outsources its inventory management
to its vendors, who monitor and stock Wal-Mart’s stores and warchouses.

Managers and Value Chain Analysis

In today’s competitive global business environment, analysis of the value chain is
critical to most companies’ survival. Managers at Wal-Mart and other organiza-
tions must provide the highest value to customers at the lowest cost, and low cost
often equates with the speed at which the primary processes of the value chain are
executed. Time to market is very important.

Managers must also make the services that support the primary processes as
efficient as possible. These services are essential and cannot be eliminated, but
because they do not add value to the final product, they must be implemented
as economically as possible. Businesses have been making progress in this area.
For example, over the past ten years, the cost of the accounting function in
many companies as a percentage of total revenue has declined from 6 percent to
2 percent. Technology has played a big role in making this economy possible.

EXAMPLE. To determine whether manufacturing and selling her own brand
of candy will be profitable, Vanna Lang will need accurate information about
the cost of the candy. She knows that if her candy is to be competitive, she can-
not sell it for more than $10 per pound. Further, she has an idea of how much
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EXHIBIT 15-2
Value Chain Analysis

The Changing Business Environment: A Manager’s Perspective

Good Foods Store
Projected Costs of New Candy

June
Initial Revised
Primary Process Costs per Pound Costs per Pound
Research and development $0.25 $0.25
Design 0.10 0.10
Supply 1.10 0.60
Production 4.50 3.50
Marketing 0.50 0.50
Distribution 0.90 0.90
Customer service 0.65 0.65
Total cost $8.00 $6.50

candy she can sell in the first year. Based on this information, her accountant,
Sal Chavez, analyzes the value chain and projects the initial costs per pound
shown in Exhibit 1-2. The total cost of $8 per pound worries Lang because
with a selling price of $10, it leaves only $2, or 20 percent of revenue, to cover
all the support services and provide a profit. Lang believes that if the enterprise
is to be successful, this percentage, called the margin, must be at least 35 per-
cent. Since the selling price is constrained by the competition, she must find a
way to reduce costs.

Option 1: Chavez tells her that the company could achieve a lower total cost
per pound by selling a higher volume of candy, but that is not realistic for
the new product. He also points out that the largest projected costs in the
store’s value chain are for supply and production. Because Lang plans to
order ingredients from a number of suppliers, her orders would not be large
enough to qualify for quantity discounts and savings on shipping. Using a
single supplier could reduce the supply cost by $0.50 per unit.

Option 2: Another way of reducing the cost of production would be to out-
source this process to a candy manufacturer, whose high volume of products
would allow it to produce the candy at a much lower cost than could be
done at Good Foods Store. Outsourcing would reduce the production cost
to $3.50 per unit. Thus, the total unit cost would be reduced to $6.50, as
shown in Exhibit 1-2. This per unit cost would enable the company to sell
the candy at a competitive $10 per pound and make the targeted margin of
35 percent ($3.50 =~ $10.00).

This value chain analysis illustrates two important points. First, Good Food
Store’s mission is as a retailer. The company has no experience in making candy.
Manufacturing candy would require a change in the company’s mission and major
changes in the way it does business.

Second, outsourcing portions of the value chain that are not part of a busi-
ness’s core competency is often the best business policy. Since Good Foods Store
does not have a core competency in manufacturing candy, it would not be com-
petitive in this field. Vanna Lang would be better off having an experienced candy
manufacturer produce the candy according to her specifications and then selling
the candy under her store’s label. As Lang’s business grows, increased volume
may allow her to reconsider undertaking the manufacture of candy.
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& APPLY

The following unit costs were determined by dividing the total costs of each component by the
number of products produced. From these unit costs, determine the total cost per unit of primary
processes and the total cost per unit of support services.

Research and development $1.25
Human resources 1.35
Design 0.15
Supply 1.10
Legal services 0.40
Production 4.00
Marketing 0.80
Distribution 0.90
Customer service 0.65
Information systems 0.75
Management accounting 0.10
Total cost per unit $11.45
SOLUTION
Primary Processes:
Research and development $1.25
Design 0.15
Supply 1.10
Production 4.00
Marketing 0.80
Distribution 0.90
Customer service 0.65
Total cost per unit $8.85
Support Services:
Human resources $1.35
Legal services 0.40
Information systems 0.75
Management accounting 0.10
Total cost per unit $2.60

continuous Today, managers in all parts of the world have ready access to international
|mprovement markets and to current information for informed decision making. As a result,
global competition has increased significantly. One of the most valuable lessons
gained from this increase in competition is that management cannot afford to
become complacent. The concept of continuous improvement evolved to avoid
such complacency. Organizations that adhere to continuous improvement are
never satisfied with what is; they constantly seek improved quality and lower cost
through better methods, products, services, processes, or resources. In response
to this concept, several important management tools have emerged. These tools
help companies remain competitive by focusing on continuous improvement of
business methods.

LO3 Identify the manage-
ment tools used for continuous
improvement.
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Management Tools for Continuous Improvement

Among the management tools that companies use are the just-in-time operat-
ing philosophy, total quality management, activity-based management, and the
theory of constraints.

Just-in-Time Operating Philosophy The just-in-time (JIT) operating
philosophy requires that all resources—materials, personnel, and facilities—be
acquired and used only when they are needed. Its objectives are to improve pro-
ductivity and eliminate waste.

In a JIT environment, production processes are consolidated and workers
are trained to be multiskilled so that they can operate several different machines.
Materials and supplies are delivered just at the time they are needed in the pro-
duction process, which significantly reduces inventories of materials. Produc-
tion is usually started only when an order is received, and the ordered goods are
shipped when completed, which reduces the inventories of finished goods.

When manufacturing companies adopt the JIT operating philosophy, the man-
agement system is called lean production since it reduces production time and
costs, investment in materials inventory, and materials waste, and it results in high-
er-quality goods. Funds that are no longer invested in inventory can be redirected
according to the goals of the company’s business plan. JIT methods help retailers
like Wal-Mart and manufacturers like Harley-Davidson assign more accurate costs
to their products and identify the costs of waste and inefficient operation. Wal-
Mart for example, requires vendors to restock inventory often and pays them only
when the goods sell. This minimizes the funds invested in inventory and allows
the retailer to focus on offering high-demand merchandise at attractive prices.

Total Quality Management Total quality management (TQM) requires that
all parts of a business focus on quality. TQM’s goal is the improved quality of prod-
ucts or services and the work environment. Workers are empowered to make oper-
ating decisions that improve quality in both areas. All employees are tasked to spot
possible causes of poor quality, use resources efficiently and effectively to improve
quality, and reduce the time needed to complete a task or provide a service.

TQM, like the JIT operating philosophy, focuses on improving product or
service quality by identifying and reducing or eliminating the causes of waste.
Like JIT, TQM results in reduced waste of materials, higher-quality goods, and
lower production costs in manufacturing environments.

To determine the impact of poor quality on profits, TQM managers use
accounting information about the costs of quality. The costs of quality include
both the costs of achieving quality (such as training costs and inspection costs)
and the costs of poor quality (such as the costs of rework and of handling cus-
tomer complaints). Managers use information about the costs of quality:

to relate their organization’s business plan to its daily operating activities,

to stimulate improvement by sharing this information with all employees,

to identify opportunities for reducing costs and customer dissatisfaction, and
to determine the costs of quality relative to net income.

For retailers like Wal-Mart and Good Foods Store, TQM results in a quality cus-
tomer experience before, during, and after the sale.

Activity-Based Management Activity-based management (ABM) is an
approach to managing an organization that identifies all major activities or tasks
involved in making a product or service, determines the resources consumed by
cach of those activities and why the resources are used, and categorizes the activi-
ties as either adding value to a product or service or not adding value.
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Activities that add value to a product or service, as perceived by the cus-
tomer, are known as value-adding activities. All other activities are called
nonvalue-adding activities; they add cost to a product or service but do not
increase its market value. ABM eliminates nonvalue-adding activities that do not
support the organization; those that do support the organization are focal points
for cost reduction. ABM results in reduced costs, reduced waste of resources,
increased efficiency, and increased customer satisfaction.

ABM includes a management accounting practice called activity-based cost-

ing. Activity-based costing (ABC):

identifies all of an organization’s major operating activities (both production
and nonproduction),

traces costs to those activities or cost pools, and

assigns costs to the products or services that use the resources supplied by
those activities.

The advantage to using ABC is that ABC produces more accurate costs than tra-
ditional cost allocation methods, which leads to improved decision making.

Theory of Constraints According to the theory of constraints (TOC), limit-
ing factors, or bottlenecks, occur during the production of any product or service,
but once managers identify such a constraint, they can focus their attention and
resources on it and achieve significant improvements. TOC thus helps managers
set priorities for how they spend their time and resources. In identifying con-
straints, managers rely on the information that management accounting provides.

EXAMPLE. Suppose Vanna Lang wants to increase sales of store-roasted cot-
fees. After reviewing management accounting reports, she concludes that the
limited production capacity of her equipment—a roaster that can roast only
100 pounds of coffee beans per hour—limits the sales of the store’s coffee.
To overcome this constraint, she can rent or purchase a second roaster. The
increase in production will enable her to increase coffee sales.

Achieving Continuous Improvement

JIT, TQM, ABM, and TOC all make a contribution to continuous improvement, as
shown in Figure 1-4. In the just-in-time operating environment, management wages
war on wasted time, wasted resources, and wasted space. All employees are encour-
aged to look for ways of improving processes and saving time. Total quality manage-
ment focuses on improving the quality of the product or service and the work envi-
ronment. [t pursues continuous improvement by reducing the number of defective
products and the time needed to complete a task or provide a service. Activity-based
management seeks continuous improvement by emphasizing the ongoing reduction
or elimination of nonvalue-adding activities. The theory of constraints helps manag-
ers focus resources on efforts that will produce the most effective improvements.

Each of these management tools can be used individually, or parts of them
can be combined to create a new operating environment. They are applicable in
service businesses, such as banking, as well as in manufacturing and retail busi-
nesses. By focusing attention on continuous improvement and fine-tuning of
operations, they contribute to the same results in any organization:

a reduction in product or service costs and delivery time,
an improvement in the quality of the product or service, and

an increase in customer satisfaction.
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FIGURE 1-4 The Continuous Improvement Environment

The Changing Business Environment: A Manager’s Perspective
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& APPLY

theory of constraints (TOC).

CFO 1: We think quality can be achieved through
carefully designed production processes. We
focus on minimizing the time needed to move,
store, queue, and inspect our materials and
products. We’ve reduced inventories by pur-
chasing and using materials only when they’re
needed.

Recently, you dined with four chief financial officers (CFOs) who were attending a seminar on
management tools and approaches to improving operations. During dinner, the CEOs shared
information about their organizations’ current operating environments. Excerpts from the dinner
conversation appear below. Indicate whether each excerpt describes activity-based management
(ABM), the just-in-time (JIT) operating philosophy, total quality management (TQM), or the

CFO 2: Your approach is good. But we’re more

concerned with our total operating environment,
so we have a strategy that asks all employees to
contribute to the quality of both our products and
our work environment. We focus on eliminating
poor product quality by reducing waste and inef-

ficiencies in our current operating methods.
(continued)
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CFO 3: Our organization has adopted a strat- CFO 4: All of your approaches are good, but
egy for producing high-quality products that how do you set priorities for your management

incorporates many of your approaches. We also efforts> We find that we achieve the great-
want to manage our resources effectively, and est improvements by focusing our time and
we do it by monitoring operating activities. We resources on the bottlenecks in our production
analyze all activities to eliminate or reduce the processes.

ones that don’t add value to products.

SOLUTION
CFO 1: JIT; CFO 2: TQM; CFO 3: ABM; CFO 4: TOC

Performance Performance measures are quantitative tools that gauge an organization’s
Measures: A Key performance in relation to a specific goal or an expected outcome. Performance
R measures may be financial or nonfinancial.

to Achieving o . _ .

0 ; ; | Financial performance measures include return on investment, net income
rganizationa :
: . as a percentage of sales, and the costs of poor quality as a percentage of
ObJeCt|VeS sales. Such measures use monetary information to gauge the performance of
a profit-generating organization or its segments—its divisions, departments,
LO4 Explain the balanced product lines, sales territories, or operating activities.

scorecard and its relationship to

Nonfinancial performance measures include the number of times an activity
performance measures.

occurs or the time taken to perform a task. Examples are number of customer
complaints, number of orders shipped the same day, and the time taken to
fill an order. Such performance measures are useful in reducing or eliminating
waste and inefficiencies in operating activities.

Using Performance Measures
in the Management Process

Managers use performance measures in all stages of the management process.

In the planning stage, they establish performance measures that will support
the organization’s mission and the objectives of its business plan, such as
reducing costs and increasing quality, efficiency, timeliness, and customer sat-
isfaction. As you will recall from earlier in the chapter, Vanna Lang selected
the number of customer complaints as a performance measure to monitor the
quality of service at Good Foods Store.

As managers perform their duties, they use the performance measures they
established in the planning stage to guide and motivate employees and to
assign costs to products, departments, and operating activities. Vanna Lang
will record the number of customer complaints during the year. She can
group the information by type of complaint or by the employee involved in
the service.

When evaluating performance, managers use the information that perfor-
mance measures have provided to analyze significant differences between
actual and planned performance and to identify ways of improving perfor-
mance. By comparing the actual and planned number of customer complaints,
Lang can identify problem areas and develop solutions.
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Study Note

The balanced scorecard focuses
all perspectives of a business on
accomplishing the business’s
mission.

Study Note

The balanced scorecard
provides a way of linking the
lead performance indicators of
employees, internal business
processes, and customer needs
to the lag performance
indicator of external financial
results. In other words, if
managers can foster excellent
performance for three of the
stakeholder groups, good
financial results will occur for
the investor stakeholder group.

The Changing Business Environment: A Manager’s Perspective

When communicating with stakeholders, managers use information derived
from performance measurement to report results and develop new budgets.
If Lang needed formal reports, she could prepare performance evaluations
based on this information.

The Balanced Scorecard

If an organization is to achieve its mission and objectives, it must identity the
areas in which it needs to excel and establish measures of performance in these
critical areas. As we have indicated, effective performance measurement requires
an approach that uses both financial and nonfinancial measures that are tied to
a company’s mission and objectives. One such approach that has gained wide
acceptance is the balanced scorecard.

The balanced scorecard is a framework that links the perspectives of an
organization’s four stakeholder groups to the organization’s mission, objectives,
resources, and performance measures. The four stakeholder groups are as
follows:

Stakeholders with a financial perspective (owners, investors, and creditors)
value improvements in financial measures, such as net income and return on
investment.

Stakeholders with a learning and growth perspective (employees) value high
wages, job satisfaction, and opportunities to fulfill their potential.

Stakeholders who focus on the business’s internal processes value the sate and
cost-effective production of high-quality products.

Stakeholders with a customer perspective value high-quality products that are
low in cost.

Although their perspectives differ, these stakeholder groups may be interested in
the same measurable performance goals. For example, holders of both the cus-
tomer and internal business processes perspectives are interested in performance
that results in high-quality products.

EXAMPLE. Figure 1-5 applies the balanced scorecard to Good Foods Store. The
company’s mission is to be the food store of choice in the community. This mis-
sion is at the center of the company’s balanced scorecard. Surrounding it are the
four interrelated perspectives.

Learning and Growth: At the base of the scorecard is the learning and
growth perspective. Here, part of the objective, or performance goal, is to
provide courteous service. Because training employees in customer service
should result in courteous service, performance related to this objective can
be measured in terms of how many employees have received training. The
number of customer complaints is another measure of courteous service.

Internal Business Processes: From the perspective of internal business pro-
cesses, the objective is to help achieve the company’s mission by managing
the supply chain efficiently, which should contribute to customer satisfaction.
Efficiency in the ordering process can be measured by recording the number
of orders placed with distributors each month and the number of times per
month that customers ask for items that are not in stock.

Customer: 1 the objectives of the learning and growth and internal business
processes perspectives are met, this should result in attracting customers and
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FIGURE 1-5 The Balanced Scorecard for Good Foods Store

Financial (Investors’) Perspective

Objective

Performance
Measure

To have profitable
growth

Customer Perspective

Growth in sales,
profit margin,
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times per month

21

each item is out
of stock

Learning and Growth
(Employees’) Perspective

Objective Performance
Measure
To give courteous Number of

service employees trained
in customer service,
number of customer

complaints

Source: Adapted from Robert S. Kaplan and David P. Norton, “The Balanced Scorecard: Measures That Drive Performance,” Harvard
Business Review, July-August 2005.

retaining them, which is the objective of the customer perspective. Perfor-
mance related to this objective is measured by tracking the number of new
customers and the number of repeat customers.

Financial: Satisfied customers should help achieve the objective of the finan-
cial perspective, which is profitable growth. Profitable growth is measured by
growth in sales, profit margin, and return on assets.

FOCUS ON BUSINESS PRACTICE

How Does the Balanced Scorecard Measure Success at Futura Industries?

Futura Industries is not a famous company, but it is one
of the best. Based in Utah, it is rated as that state’s top pri-
vately owned employer and serves a high-end niche in such
diverse markets as floor coverings, electronics, transporta-
tion, and shower doors. In achieving its success, Futura uses >

» Percentage of sales from new products and total pro-
duction cost per standard hour are measures of the
company’s internal processes.

The number of customers’ complaints and percentage

the balanced scorecard. Futura has developed the follow-
ing performance measures:

» Employee turnover is a measure of learning and
growth.

of materials returned are the measures of customer
satisfaction.

» Income and gross margin are among the measures of
financial performance.®
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& APPLY

SOLUTION

Benchmarking

The balanced scorecard enables a company to determine whether it is making
continuous improvement in its operations. But to ensure its success, a company
must also compare its performance with that of similar companies in the same
industry. Benchmarking is a technique for determining a company’s competi-
tive advantage by comparing its performance with that of its closest competitors.
Benchmarks are measures of the best practices in an industry.

EXAMPLE. To obtain information about benchmarks in the retail grocery indus-
try, Vanna Lang might join a trade association for small retail shops or food stores.
Information about these benchmarks would be useful to her in setting targets for
the performance measures in Good Foods Store’s balanced scorecard.

Connie’s Takeout caters to young professionals who want a good meal at home but do not have
time to prepare it. Connie’s has developed the following business objectives:

1. To provide fast, courteous service 3. To have repeat customers

2. To manage the inventory of food 4. To be profitable and grow
carefully

Connie’s has also developed the following performance measures:

5. Growth in revenues per quarter and 7. Average customer time at the coun-
net income ter before being waited on

6. Average unsold food at the end of 8. DPercentage of customers who have
the business day as a percentage of shopped in the store before

the total food purchased that day

Match each of these objectives and performance measures with the four perspectives of the bal-
anced scorecard: financial perspective, learning and growth perspective, internal business processes
perspective, and customer perspective.

Financial perspective: 4, 5; learning and growth perspective: 1, 7; internal business processes perspective: 2, 6;

customer perspective: 3, 8

Standards

of Ethical Conduct

LO5 Identify the standards of
ethical conduct for management
accountants.

Managers balance the interests of external parties (e.g., customers, owners, suppliers,
governmental agencies, and the local community) when they make decisions about
the proper use of organizational resources and the financial reporting of their
actions. When ethical conflicts arise, management accountants have a responsibility
to help managers balance those interests. For example, Wal-Mart’s goal is to pro-
vide customers with low-cost, durable, and safe products. It also seeks ethical and
environmentally responsible global sourcing with its suppliers. But its suppliers may
differ with Wal-Mart’s management on these goals as they pursue maximum profits
in countries where social and environmental standards are lax or nonexistent. These
conflicting supplier/purchaser interests have prompted Wal-Mart to:

Announce that it will only work with suppliers who maintain Wal-Mart
standards throughout their relationship.



Standards of Ethical Conduct

FOCUS ON BUSINESS PRACTICE

‘?iﬁ How to Blow the Whistle on Fraud

According to PricewaterhouseCoopers’s fourth bien-
nial survey of more than 5,400 companies in 40 countries,
eradicating fraud is extremely difficult. Despite increased
attention to fraud detection systems and stronger inter-
nal controls, half of the companies interviewed had fallen
victim to some type of fraud in the previous two years. The
average cost of the fraud was about $3.2 million per com-
pany. Fraud appeared most likely to happen in Africa, North

reporting system. Such a system can help prevent fraud,
as can hotlines that provide guidance on ethical dilem-
mas involved in reporting fraud. An example of such an
ethics hotline is the one that the Institute of Management
Accountants instituted in 2002. However, Pricewater-
houseCoopers’s study found that the best fraud deter-
rents were a company-wide risk management system
with a continuous proactive fraud-monitoring compo-

America, and Central-Eastern Europe.
The Sarbanes-Oxley Act of 2002 requires that all pub-
licly traded companies have an anonymous incident

nent and a strong ethical culture to which all employees
subscribe.®

Start building a framework of social and environmental standards for all
global retailers.

Call for a single third party auditing system for everyone to assure compliance
with these new standards.”

To be viewed credibly by the various parties who rely on the information
they provide, management accountants must adhere to the highest standards of
performance. To provide guidance, the Institute of Management Accountants has
issued standards of ethical conduct for practitioners of management accounting
and financial management. Those standards, presented in Exhibit 1-3, emphasize
that management accountants have responsibilities in the areas of competence,
confidentiality, integrity, and credibility.

EXHIBIT 1-3 Statement of Ethical Professional Practice

Members of IMA shall behave ethically. A commitment to ethical professional practice includes: overarching principles that
express our values, and standards that guide our conduct.

PRINCIPLES
IMA's overarching ethical principles include: Honesty, Fairness, Objectivity, and Responsibility. Members shall act in accordance
with these principles and shall encourage others within their organizations to adhere to them.

STANDARDS
A member’s failure to comply with the following standards may result in disciplinary action.

1. COMPETENCE

Each member has a responsibility to:

1. Maintain an appropriate level of professional expertise by continually developing knowledge and skills.
2. Perform professional duties in accordance with relevant laws, regulations, and technical standards.

3. Provide decision support information and recommendations that are accurate, clear, concise, and timely.
4

. Recognize and communicate professional limitations or other constraints that would preclude responsible judgment or
successful performance of an activity.

(continued)
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EXHIBIT 1-3 (Continued)

Il. CONFIDENTIALITY

Each member has a responsibility to:

1. Keep information confidential except when disclosure is authorized or legally required.

2. Inform all relevant parties regarding appropriate use of confidential information. Monitor subordinates’ activities to ensure
compliance.

3. Refrain from using confidential information for unethical or illegal advantage.

IIl. INTEGRITY

Each member has a responsibility to:

1. Mitigate actual conflicts of interest. Regularly communicate with business associates to avoid apparent conflicts of interest.
Advise all parties of any potential conflicts.

2. Refrain from engaging in any conduct that would prejudice carrying out duties ethically.

3. Abstain from engaging in or supporting any activity that might discredit the profession.

IV. CREDIBILITY

Each member has a responsibility to:

1. Communicate information fairly and objectively.

2. Disclose all relevant information that could reasonably be expected to influence an intended user’s understanding of the
reports, analyses, or recommendations.

3. Disclose delays or deficiencies in information, timeliness, processing, or internal controls in conformance with organization policy
and/or applicable law.

RESOLUTION OF ETHICAL CONFLICT

In applying the Standards of Ethical Professional Practice, you may encounter problems identifying unethical behavior or
resolving an ethical conflict. When faced with ethical issues, you should follow your organization’s established policies on the
resolution of such conflict. If these policies do not resolve the ethical conflict, you should consider the following courses of action:

Discuss the issue with your immediate supervisor except when it appears that the supervisor is involved. In that case, present

the issue to the next level. If you cannot achieve a satisfactory resolution, submit the issue to the next management level. If your
immediate superior is the chief executive officer or equivalent, the acceptable reviewing authority may be a group such as the
audit committee, executive committee, board of directors, board of trustees, or owners. Contact with levels above the immediate
superior should be initiated only with your superior’s knowledge, assuming he or she is not involved. Communication of such
problems to authorities or individuals not employed or engaged by the organization is not considered appropriate, unless you
believe there is a clear violation of the law.

Clarify relevant ethical issues by initiating a confidential discussion with an IMA Ethics Counselor or other impartial advisor to
obtain a better understanding of possible courses of action.

Consult your own attorney as to legal obligations and rights concerning the ethical conflict.

Source: IMA Statement of Ethical Professional Practice, Institute of Management Accountants, www.imanet.org. Reprinted by
permission.

APPLY

Rank in order of importance the management accountant’s four areas of responsibility: compe-
tence, confidentiality, integrity, and credibility. Explain the reasons for your ranking.

SOLUTION

Rankings will vary depending on the reasoning used concerning the four areas of responsibility. Ranking differences
between individuals also reinforces the fact that we approach ethical behavior in a variety of ways and why a code of
ethics is necessary.


www.imanet.org
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ALOOK BACK AT  » WAL-MART STORES, INC.

The Decision Point at the beginning of this chapter focused on Wal-Mart, a company
whose mission is to give ordinary folk the chance to buy the same things as rich people
around the world. It posed these questions:

« What is Wal-Mart's strategic plan?

« What management accounting tools does Wal-Mart use to stay ahead of its
competitors?

« What role does management accounting play in Wal-Mart’s endeavors?

Wal-Mart’s strategic plan focuses on achieving the company’s objective of being the
low-cost leader in the markets that it enters. This strategy drives the way Wal-Mart’s
managers address stakeholder perspectives, as well as how they formulate tactical
and operating plans. To stay agile, flexible, and ahead of its competitors, Wal-Mart uses
management tools like supply and value chains to standardize requirements and pro-
cedures and keep the costs of doing business low. These cost containment measures
demonstrate Wal-Mart’s resolve to remain an industry leader. But what role does man-
agement accounting play in this endeavor?

Management accounting provides the information necessary for effective deci-
sion making. Wal-Mart’s managers use management accounting information in
making decisions about everything from entering new markets like health care, to
selecting vendors and products, to developing and implementing new supply-chain
processes, to pricing and marketing its goods.

Management accounting also provides Wal-Mart’s managers with objective data
that they can use to measure the company’s performance in terms of its key success
factor—cost. Among the management accounting tools used are budgets, which
set daily operating goals and provide targets for evaluating a store’s performance. As
Wal-Mart strives to improve its sales, earnings per share, and profitability by maintain-
ing its record of successes, it will continue to rely on the information that management
accounting provides.

Review Problem Wal-mart sells hundreds of prescription drugs for $4.00 for a 30-day supply. Suppose
Medicine for All manufactures generic prescription drugs and currently sells them for
Supply Chain and $3.00 for a 30-day supply. Wal-Mart will buy these drugs if Medicine for All lowers its
price to $2.00. However, if Medicine for All lowers its price with the current cost struc-
ture, it will lose money. Medicine for Alls management applies value chain analysis to
the company’s operations in an effort to reduce costs and attract Wal-Mart’s business.
A study by the company’s management accountant has determined the following per
unit costs for primary processes:

Value Chain Analysis
Lo2

Primary Process Cost per Unit
Research and development $0.50
Design 0.25
Supply 0.35
Production 0.50
Advertising and marketing 0.55
Distribution 0.20
Customer service 0.05
Total cost $2.40

To generate a gross margin large enough for the company to cover its operating
costs and earn a profit, Medicine for All must lower its total cost per 30-day supply for
primary processes to less than $1.60. After analyzing operations, management believes
the following cost reduction proposals for primary processes are possible:
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Answers to
Review Problem

+ Research and development and design are critical functions because the market
and competition require constant development of new, safe packaging features
and higher quality at lower cost. Nevertheless, management feels that the cost of
these processes must be reduced by 20 percent.

- Five different suppliers currently provide the components for the generic
medicines. Ordering these components from just two suppliers and negotiating
lower prices could result in a savings of 30 percent.

+ The generic drugs are currently manufactured in Mexico. By shifting production to
China, the unit cost of production can be lowered by 40 percent.

- Management believes that by working with Wal-Mart they can cut their
advertising and marketing budgets by 70 percent.

« Distribution costs are already very low, but management will set a target of
reducing the cost by 10 percent.

« Customer support and service has been a weakness of the company and has
resulted in lost sales. Management therefore proposes increasing the cost per unit
of customer support to Wal-Mart by 50 percent.

Required

1. Prepare a table showing Medicine for All’s current cost of primary processes and
the projected cost per 30-day supply based on management’s proposals for
cost reduction.

2. Will management’s proposals for cost reduction achieve the targeted total cost
of less than $1.60 per 30-day supply?

3. Manager insight: What are the company’s support services? What role should
these services play in the value chain analysis?

Current Percentage Projected
Cost per 30-Day (Decrease) Cost per 30-Day
Supply Increase Supply*
Research and
development $0.50 (20%) $0.400
Design 0.25 (20%) 0.200
Supply 0.35 (30%) 0.245
Production 0.50 (40%) 0.300
Advertising
and marketing 0.55 (70%) 0.165
Distribution 0.20 (10%) 0.180
Customer service 0.05 50% 0.075
Total $2.40 $1.565

*Computations: $0.50 X (100% — 20%) = $0.40; $0.25 X (100% — 20%) = $0.20;
$0.35 X (100% — 30%) = $0.245; $0.50 X (100% — 40%) = $0.30; $0.55 X
(100% — 70%) = $0.165; $0.20 X (100% — 10%) = $0.18; and $0.05 X

(100% + 50%) = $0.075.

2. Yes, $1.565 is lower than $1.60. Accept Wal-Mart's offer.

3. The support services are human resources, legal services, information systems, and
management accounting. The analysis has not mentioned these services, which are
necessary but do not provide direct value to the final product. Management should
analyze these functions carefully to see if they can be reduced.




& REVIEW

LO1 Distinguish manage-
ment accounting from
financial accounting and
explain how manage-
ment accounting sup-
ports the management
process.

LO2 Describe the value chain
and its usefulness in ana-
lyzing a business.

LO3 Identify the manage-
ment tools used for con-
tinuous improvement.
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Management accounting involves partnering with management in decision making,
devising planning and performance management systems, and providing expertise
in financial reporting and control to assist management in the formulation and
implementation of an organization’s strategy.

Management accounting reports provide information for planning, control,
performance measurement, and decision making to managers and employees when
they need such information. These reports have a flexible format; they can pre-
sent either historical or future-oriented information expressed in dollar amounts
or physical measures. In contrast, financial accounting reports provide informa-
tion about an organization’s past performance to owners, lenders, customers, and
governmental agencies on a periodic basis. Financial accounting reports follow
strict guidelines defined by generally accepted accounting principles.

Management accounting supports each stage of the management process.
When managers plan, they work with management accounting to establish
strategic, tactical, and operating objectives that reflect their company’s mission
and to formulate a comprehensive business plan for achieving those objectives.
The plan is usually expressed in financial terms in the form of budgets. When
managers implement the plan, they use the information provided in the bud-
gets to manage the business in the context of its supply chain. In evaluating
performance, managers compare actual performance with planned performance
and take steps to correct any problems. Reports reflect the results of plan-
ning, executing, and evaluating operations and may be prepared for external
or internal use.

The value chain conceives of each step in the production of a product or the
delivery of a service as a link in a chain that adds value to the product or ser-
vice. These value-adding steps—research and development, design, supply,
production, marketing, distribution, and customer service—are known as pri-
mary processes. The value chain also includes support services—human
resources, legal services, information services, and management accounting.
Support services facilitate the primary processes but do not add value to the
final product. Value chain analysis enables a company to focus on its core com-
petencies. Parts of the value chain that are not core competencies are frequently
outsourced.

Management tools for continuous improvement include the just-in-time (JIT)
operating philosophy, total quality management (TQM), activity-based manage-
ment (ABM), and the theory of constraints (TOC). These tools are designed to
help businesses meet the demands of global competition by reducing resource
waste and costs and by improving product or service quality, thereby increasing
customer satisfaction.

Management accounting responds to a just-in-time operating environment
by providing an information system that is sensitive to changes in production
processes. In a total quality management environment, management accounting
provides information about the costs of quality. Activity-based management’s
assignment of overhead costs to products or services relies on the account-
ing practice known as activity-based costing (ABC). In businesses that use the
theory of constraints, management accounting identifies process or product
constraints.
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LO4 Explain the balanced
scorecard and its
relationship to perfor-
mance measures.

LO5 Identify the standards
of ethical conduct

for management
accountants.

REVIEW of Concepts and Terminology

The following concepts and terms

were introduced in this chapter:

Activity-based costing
(ABC) 17 (03

Activity-based management
(ABM) 16 (03
Balanced scorecard 20  (L04)
Benchmarking 22 (L04)
Benchmarks 22 (o4

Business plan 7 (Lo
Continuous improvement 15

Core competency 13 (L02)

(LO3)

The Changing Business Environment: A Manager’s Perspective

The balanced scorecard links the perspectives of an organization’s stakeholder
groups—financial (investors and owners), learning and growth (employees),
internal business processes, and customers—to the organization’s mission, objec-
tives, resources, and performance measures. Performance measures are used to
assess whether the objectives of each of the four perspectives are being met.
Benchmarking is a technique for determining a company’s competitive advantage
by comparing its performance with that of its industry peers.

The Statement of Ethical Professional Practice emphasizes the Institute of
Management Accounting members’ responsibilities in the areas of compe-
tence, confidentiality, integrity, and credibility. These standards of conduct
help management accountants recognize and avoid situations that could
compromise their ability to supply management with accurate and relevant
information.

Costs of quality 16  (L03) Primary processes 11 (L02)
Just-in-time (JIT) operating Strategic objectives 6 (LO1)
philosophy 16 (03 Supply chain 8 (o)
Lean production 16 (03 Support services 11 (LO2)
Management accounting 4 (LO1) Tactical objectives 6 (L01)
Mission statement 5  (LO1) Theory of constraints
Nonvalue-adding (TOC) 17 (o3
activities 17 (L03) Total quality management
Operating objectives 6 (LO1) (TQM) 16 (03
Outsourcing 13 (L02) Value-adding activities 17  (L03)
Performance measures 19 (L0O4) Value chain 11 (Lo2)
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CHAPTER ASSIGNMENTS

Lo1

LOo1

LO1

LO1

BUILDING Your Basic Knowledge and Skills

Short Exercises

Management Accounting Versus Financial Accounting

SE 1. Management accounting differs from financial accounting in a number of
ways. Indicate whether each of the following characteristics relates to manage-
ment accounting (MA) or financial accounting (FA):

Publically reported

Forward looking

Usually confidential

Complies with accounting standards

Reports past performance

Uses physical measures as well as monetary ones for reports
Focus on business decision making

Driven by user needs

RN T LD

Strategic Positioning

SE2. Organizations stake out different strategic positions to add value and achieve
success. Some strive to be low-cost leaders like Wal-Mart, while others become
the high-end quality leaders like Whole Foods Market. Identify which of the fol-
lowing organizations are low-cost leaders (C) and which are quality leaders (Q):

1. Tiffany & Co. 6. Rent-a-Wreck

2. Yale University 7. Hertz Rental Cars
3. Local community college 8. Pepsi-Cola

4. Lexus 9. Store-brand soda
5. Kia

The Management Process

SE 3. Indicate whether each of the following management activities in a depart-
ment store is part of planning (PL), performing (PE), evaluating (E), or com-
municating (C):
1. Completing a balance sheet and income statement at the end of the year
2. Training a clerk to complete a cash sale
3. Meeting with department managers to develop performance measures for
sales personnel
4. Renting a local warehouse to store excess inventory of clothing
5. Evaluating the performance of the shoe department by examining the signifi-
cant differences between its actual and planned expenses for the month
6. Preparing an annual budget of anticipated sales for each department and the
entire store

Report Preparation

SE 4. Molly Metz, president of Metz Industries, asked controller Rick Caputo to
prepare a report on the use of electricity by each of the organization’s five divisions.
Increases in electricity costs in the divisions ranged from 20 to 35 percent over the
past year. What questions should Rick ask before he begins his analysis?
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LO1 LO2

LO2

LO3

LO3

Lo4

The Supply Chain and the Value Chain

SE 5. Indicate whether each of the following is part of the supply chain (SC), a
primary process (PP) in the value chain, or a support service (SS) in the value chain:

Human resources
Research and development
Supplier

Management accounting
Customer service

Retailer

The Value Chain

SE 6. The following unit costs were determined by dividing the total costs of
each component by the number of products produced. From these unit costs,
determine the total cost per unit of primary processes and the total cost per unit
of support services.

AR

Research and development $1.40
Human resources 1.45
Design 0.15
Supply 1.10
Legal services 0.50
Production 4.00
Marketing 0.80
Distribution 0.90
Customer service 0.65
Information systems 0.85
Management accounting 0.20
Total cost per unit $12.00

JIT and Continuous Improvement

SE 7. The just-in-time operating environment focuses on reducing or eliminat-
ing the waste of resources. Resources include physical assets such as machinery
and buildings, labor time, and materials and parts used in the production pro-
cess. Choose one of those resources and describe how it could be wasted. How
can an organization prevent the waste of that resource? How can the concept of
continuous improvement be implemented to reduce the waste of that resource?

TQM and Value

SE 8. DUDs Dry Cleaners recently adopted total quality management. Dee
Mathias, the owner, has hired you as a consultant. Classity each of the following
activities as either value-adding (V) or nonvalue-adding (NV):

1. Providing same-day service

2. Closing the store on weekends

3. Providing free delivery service

4. Having a seamstress on site

5. Making customers pay for parking

The Balanced Scorecard: Stakeholder Values

SE9. In the balanced scorecard approach, stakeholder groups with different per-
spectives value different performance goals. Sometimes, however, they may be
interested in the same goal. Indicate which stakeholder groups—financial (F),
learning and growth (L), internal business processes (P), and customers (C)—
value the following performance goals:

1. High wages
2. Safe products
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. Low-priced products

. Improved return on investment

. Job security

. Cost-effective production processes

O\ U W

LO5 Ethical Conduct

LO1

LO1

LO1

LO1

SE10. Topher Sones, a management accountant for Beauty Cosmetics Company,
has lunch every day with his friend Joel Saikle, who is a management accountant
for Glowy Cosmetics, Inc., a competitor of Beauty Cosmetics. Last week, Topher
couldn’t decide how to treat some information in a report he was preparing, so
he discussed it with Joel. Is Topher adhering to the ethical standards of manage-
ment accountants? Defend your answer.

Exercises

Management Accounting Versus Financial Accounting

E 1. Explain this statement: “It is impossible to distinguish the point at which
financial accounting ends and management accounting begins.”

Management Accounting
E2. In 1982, the IMA defined management accounting as follows:

The process of identification, measurement, accumulation, analysis,
preparation, interpretation, and communication of financial infor-
mation used by management to plan, evaluate, and control within
the organization and to assure appropriate use of and accountability
for its resources.’

Compare this definition with the updated one that appears in LO 1. How has the
emphasis changed?

The Management Process

E 3. Indicate whether each of the following management activities in a com-
munity hospital is part of planning (PL), performing (PE), evaluating (E), or
communicating (C):

1. Leasing five ambulances for the current year

2. Comparing the actual number with the planned number of patient days in
the hospital for the year

3. Developing a strategic plan for a new pediatric wing

4. Preparing a report showing the past performance of the emergency room

5. Developing standards, or expectations, for performance in the hospital admit-
tance area for next year

6. Preparing the hospital’s balance sheet and income statement and distributing
them to the board of directors

7. Maintaining an inventory of bed linens and bath towels

Formulating a corporate policy for the treatment and final disposition of haz-

ardous waste materials

9. Preparing a report on the types and amounts of hazardous waste materials
removed from the hospital in the last three months

10. Recording the time taken to deliver food trays to patients

*

Report Preparation

E 4. John Jefferson is the sales manager for Sunny Greeting Cards, Inc. At the
beginning of the year, the organization introduced a new line of humorous birth-
day cards to the U.S. market. Management held a strategic planning meeting on
August 31 to discuss next year’s operating activities. One item on the agenda was
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LO1

LO1

LO2

to review the success of the new line of cards and decide if there was a need to
change the selling price or to stimulate sales volume in the five sales territories.
Jetterson was asked to prepare a report addressing those issues and to present it at
the meeting. His report was to include the profits generated in each sales territory
by the new card line only.

On August 31, Jefferson arrived at the meeting late and immediately distrib-
uted his report to the strategic planning team. The report consisted of comments
made by seven of Jefferson’s leading sales representatives. The comments were
broad in scope and touched only lightly on the success of the new card line.
Jefferson was pleased that he had met the deadline for distributing the report, but
the other team members were disappointed in the information he provided.

Using the four w’s for report presentation, comment on Jefferson’s effective-
ness in preparing his report.

The Supply Chain

E 5. In recent years, United Parcel Service (UPS) (www.ups-scs.com/solutions/
casestudies.html) has been positioning itself as a solver of supply-chain issues. Visit its
website and read one of the case studies related to its supply-chain solutions. Explain
how UPS helped improve the supply chain of the business featured in the case.

The Planning Framework

E 6. Edward Ortez has just opened a company that imports fine ceramic gifts
from Mexico and sells them over the Internet. In planning his business, Ortez did
the following:

1. Listed his expected expenses and revenues for the first six months of operations

2. Decided that he wanted the company to provide him with income for a good
lifestyle and funds for retirement

3. Determined that he would keep his expenses low and generate enough rev-
enues during the first two months of operations so that he would have a posi-
tive cash flow by the third month

4. Decided to focus his business on providing customers with the finest
Mexican ceramics at a favorable price

5. Developed a complete list of goals, objectives, procedures, and policies relating
to how he would find, buys, store, sell, and ship goods and collect payment

6. Decided not to have a retail operation but to rely solely on the Internet to
market the products

7. Decided to expand his website to include ceramics from other Central
American countries over the next five years

Match each of Ortez’s actions to the components of the planning framework:
goal, mission, strategic objectives, tactical objectives, operating objectives, busi-
ness plan, and budget.

The Value Chain

E7. As mentioned in E 6, Edward Ortez recently opened his own company. He
has been thinking of ways to improve the business. Here is a list of the actions
that he will be undertaking:

1. Engaging an accountant to help analyze progress in meeting the objectives
of the company

2. Hiring a company to handle payroll records and employee benefits

3. Developing a logo for labeling and packaging the ceramics

4. Making gift packages by placing gourmet food products in ceramic pots and

wrapping them in plastic

Engaging an attorney to write contracts

6. Traveling to Mexico himself to arrange for the purchase of products and
their shipment back to the company

ul
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7. Arranging new ways of taking orders over the Internet and shipping the
products
8. Keeping track of the characteristics of customers and the number and types
of products they buy
9. Following up with customers to see if they received the products and if they
are happy with them
10. Arranging for an outside firm to keep the accounting records
11. Distributing brochures that display the ceramics and refer to the website

Classify each of Ortez’s actions as one of the value chain’s primary processes—
research and development, design, supply, production, marketing, distribution, or
customer service—or as a support service—human resources, legal services, infor-
mation systems, or management accounting. Of the 11 actions, which are the
most likely candidates for outsourcing? Why?

LOT1 LO2 The Supply Chain and Value Chain

E8. The items in the following list are associated with a hotel. Indicate which are
part of the supply chain (S) and which are part of the value chain (V).

Travel agency

Housekeeping supplies
Special events and promotions
Customer service

Travel bureau website

Tour agencies

O Ut

LO1 LO3 ManagementReports

E 9. The reports that follow are from a grocery store. Which report would be
used for financial purposes, and which would be used for activity-based decision

making? Why?

Salaries $ 1,000  Scan grocery purchases $ 3,000
Equipment 2,200 Stock fruit 1,000
Freight 5,000 Bake rye bread 500
Supplies 800 Operate salad bar 2,500
Use and occupancy 1,000 Stock can goods 2,000

Collapse cardboard boxes 1,000
Total $10,000 Total $10,000

LO2 The Value Chain
E 10. As shown in the data that follow, a producer of ceiling fans has determined
the unit cost of its most popular model. From these unit costs, determine the total
cost per unit of primary processes and the total cost per unit of support services.

Research and development $ 5.00
Human resources 4.50
Design 1.50
Supply 1.00
Legal services 0.50
Production 4.50
Marketing 2.00
Distribution 2.50
Customer service 6.50
Information systems 1.80
Management accounting 0.20

Total cost per unit $30.00
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Comparison of ABM and JIT

E 11. The following are excerpts from a conversation between two managers
about their companies’ management systems. Identify the manager who works
for a company that emphasizes ABM and the one who works for a company that
emphasizes a JIT system.

Manager 1: We try to manage our resources effectively by monitoring oper-
ating activities. We analyze all major operating activities, and we focus on
reducing or eliminating the ones that don’t add value to our products.

Manager 2: We’re very concerned with eliminating waste. We’ve designed
our operations to reduce the time it takes to move, store, queue, and inspect
materials. We’ve also reduced our inventories by buying and using materials
only when we need them.

The Balanced Scorecard

E12. Tim’s Bargain Basement sells used goods at very low prices. Tim has devel-
oped the following business objectives:

1. To buy only the inventory that sells
2. To have repeat customers

3. To be profitable and grow

4. To keep employee turnover low

Tim also developed the following performance measures:

5. Growth in revenues and net income per quarter

6. Average unsold goods at the end of the business day as a percentage of the
total goods purchased that day

7. Number of unemployment claims

. Percentage of customers who have shopped in the store before

o)

Match each of these objectives and performance measures with the four per-
spectives of the balanced scorecard: financial perspective, learning and growth
perspective, internal business processes perspective, and customer perspective.

The Balanced Scorecard

E 13. Your college’s overall goal is to add value to the communities it serves. In
light of that goal, match each of the following stakeholders’ perspectives with the
appropriate objective:

Perspective Objective

1. Financial (investors) a. Adding value means that the faculty
engages in meaningful teaching and
research.

2. Learning and growth (employees) b. Adding value means that students
receive their degrees in four years.

3. Internal business processes c. Adding value means that the college
has winning sports teams.
4. Customers d. Adding value means that fund-raising

campaigns are successtul.

Ethical Conduct

E 14. Katrina Storm went to work for NOLA Industries five years ago. She was
recently promoted to cost accounting manager and now has a new boss, Vickery
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Howe, the corporate controller. Last week, Storm and Howe went to a two-day
professional development program on international accounting standards
changes. During the first hour of the first day’s program, Howe disappeared and
Storm didn’t see her again until the cocktail hour. The same thing happened on
the second day. During the trip home, Storm asked Howe if she had enjoyed the
conference. She replied: “Katrina, the golf course was excellent. You play golf.
Why don’t you join me during the next conference? I haven’t sat in on one of
those sessions in ten years. This is my R&R time. Those sessions are for the new
people. My experience is enough to keep me current. Plus, I have excellent peo-
ple to help me as we adjust our accounting system to the international changes
being implemented.”

Does Katrina Storm have an ethical dilemma? If so, what is it? What are
her options? How would you solve her problem? Be prepared to defend your
answer.

Corporate Ethics

E 15. To answer the following questions, conduct a search of several companies’
websites: (1) Does the company have an ethics statement? (2) Does it express a
commitment to environmental or social issues? (3) In your opinion, is the com-
pany ethically responsible? Select one of the companies you researched and write
a brief description of your findings.

Problems

Report Preparation

P 1. Clothing Industries, Inc. is deciding whether to expand its line of women’s
clothing called Sami Pants. Sales in units of this product were 22,500, 28,900,
and 36,200 in 2010, 2011, and 2012, respectively. The product has been very
profitable, averaging 35 percent profit (above cost) over the three-year period.
The company has 10 sales representatives covering seven states in the North.
Production capacity at present is about 40,000 pants per year. There is adequate
plant space for additional equipment, and the labor needed can be easily hired
and trained.

The organization’s management is made up of four vice presidents: the vice
president of marketing, the vice president of production, the vice president of
finance, and the vice president of management information systems. Each vice
president is directly responsible to the president, Jeftferson Henry.

Requived

1. What types of information will Henry need before he can decide whether to
expand the Sami Pants line?

2. Assume that one report needed to support Henry’s decision is an analysis of
sales, broken down by sales representative, over the past three years. How
would each of the four w’s pertain to this report?

3. Design a format for the report described in requirement 2.

The Value Chain

P 2. Reigle Electronics is a manufacturer of cell phones, a highly competitive busi-
ness. Reigle’s phones carry a price of $99, but competition forces the company to
offer significant discounts and rebates. As a result, the average price of Reigle’s cell
phones has dropped to around $50, and the company is losing money. Manage-
ment is applying value chain analysis to the company’s operations in an effort to
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reduce costs and improve product quality. A study by the company’s management
accountant has determined the following per unit costs for primary processes:

Primary Process Cost per Unit
Research and development $2.50
Design 3.50
Supply 4.50
Production 6.70
Marketing 8.00
Distribution 1.90
Customer service 0.50
Total cost $27.60

To generate a gross margin large enough for the company to cover its over-
head costs and earn a profit, Reigle must lower its total cost per unit for primary
processes to no more than $20. After analyzing operations, management reached
the following conclusions about primary processes:

Research and development and design are critical functions because the
market and competition require constant development of new features
with “cool” designs at lower cost. Nevertheless, management feels that
the cost per unit of these processes must be reduced by 10 percent.

Six different suppliers currently provide the components for the cell
phones. Ordering these components from just two suppliers and negoti-
ating lower prices could result in a savings of 15 percent.

The cell phones are currently manufactured in Mexico. By shifting produc-
tion to China, the unit cost of production can be lowered by 20 percent.
Most cell phones are sold through wireless communication companies
that are trying to attract new customers with low-priced cell phones.
Management believes that these companies should bear more of the
marketing costs and that it is feasible to renegotiate its marketing arrange-
ments with them so that they will bear 35 percent of the current market-
ing costs.

Distribution costs are already very low, but management will set a target
of reducing the cost per unit by 10 percent.

Customer service is a weakness of the company and has resulted in lost
sales. Management therefore proposes increasing the cost per unit of cus-
tomer service by 50 percent.

Requived

1. Prepare a table showing the current cost per unit of primary processes and the
projected cost per unit based on management’s proposals for cost reduction.
2. Will management’s proposals for cost reduction achieve the targeted total
cost per unit? What further steps should management take to reduce costs?
Which steps that management is proposing do you believe will be the most
difficult to accomplish?

What are the company’s support services? What role should these services
play in the value chain analysis?

3.

The Value Chain and Core Competency

P 3. Medic Products Company (MPC) is known for developing innovative and
high-quality products for use in hospitals and medical and dental offices. Its lat-
est product is a nonporous, tough, and very thin disposable glove that will not
leak or split and molds tightly to the hand, making it ideal for use in medical
and dental procedures. MPC buys the material it uses in making the gloves from
another company, which manufactures it according to MPC’s exact specifications
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and quality standards. MPC makes two models of the glove—one white and one
transparent—in its own plant and sells them through independent agents who
represent various manufacturers. When an agent informs MPC of a sale, MPC
ships the order directly to the buyer. MPC advertises the gloves in professional
journals and gives free samples to physicians and dentists. It provides a product
warranty and periodically surveys users about the product’s quality.

Required
1. Briefly explain how MPC accomplishes each of the primary processes in the
value chain.
2. What is a core competency? Which one of the primary processes would you
say is MPC’s core competency? Explain your choice.

The Balanced Scorecard and Benchmarking

P 4. Howski Associates is an independent insurance agency that sells business,
automobile, home, and life insurance. Maya Howski, senior partner of the agency,
recently attended a workshop at the local university in which the balanced score-
card was presented as a way of focusing all of a company’s functions on its mis-
sion. After the workshop, she met with her managers in a weekend brainstorming
session. The group determined that Howski Associates’ mission was to provide
high-quality, innovative, risk-protection services to individuals and businesses. To
ensure that the agency would fulfill this mission, the group established the fol-
lowing objectives:

e To provide a sufficient return on investment by increasing sales and
maintaining the liquidity needed to support operations

e To add value to the agency’s services by training employees to be knowl-
edgeable and competent

e To retain customers and attract new customers

e To operate an efficient and cost-effective office support system for
customer agents

To determine the agency’s progress in meeting these objectives, the group
established the following performance measures:

Number of new ideas for customer insurance

Percentage of customers who rate services as excellent

Average time for processing insurance applications

Number of dollars spent on training

Growth in revenues for each type of insurance

Average time for processing claims

Percentage of employees who complete 40 hours of training during the year
Percentage of new customer leads that result in sales

Cash flow

Number of customer complaints

Return on assets

® Percentage of customers who renew policies

e DPercentage of revenue devoted to office support system (information sys-
tems, accounting, orders, and claims processing)

Required
1. Prepare a balanced scorecard for Howski Associates by stating the agency’s
mission and matching its four objectives to the four stakeholder perspectives:
the financial, learning and growth, internal business processes, and customer
perspectives. Indicate which of the agency’s performance measures would be
appropriate for each objective.
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2. Howski Associates is a member of an association of independent insurance
agents that provides industry statistics about many aspects of operating an
insurance agency. What is benchmarking, and in what ways would the indus-
try statistics assist Howski Associates in further developing its balanced
scorecard?

LO5 Professional Ethics

LO1

P 5. Taylor Zimmer is the controller for Value Corporation. He has been with
the company for 17 years and is being considered for the job of chief financial
officer. His boss, who is the current chief financial officer and former company
controller, will be Value Corporation’s new president. Zimmer has just discussed
the year-end closing with his boss, who made the following statement during
their conversation: “Taylor, why are you being so inflexible? I’m only asking you
to postpone the $2,500,000 write-off of obsolete inventory for 10 days so that it
won’t appear on this year’s financial statements. Ten days! Do it. Your promotion
is coming up, you know. Make sure you keep all the possible outcomes in mind as
you complete your year-end work. Oh, and keep this conversation confidential—
just between you and me. Okay?”

Requived

1. Identify the ethical issue or issues involved.
2. What do you believe is the appropriate solution to the problem? Be prepared
to defend your answer.

Alternate Problems

Report Preparation

P 6. Daisy Flowers recently purchased Yardworks, Inc., a wholesale distributor
of equipment and supplies for lawn and garden care. The organization, which is
headquartered in Baltimore, has four distribution centers that service 14 eastern
states. The centers are located in Boston, Massachusetts; Rye, New York; Reston,
Virginia; and Lawrenceville, New Jersey. The company’s profits for 2010, 2011,
and 2012 were $225,400, $337,980, and $467,200, respectively.

Shortly after purchasing the organization, Flowers appointed people to the
tollowing positions: vice president, marketing; vice president, distribution; cor-
porate controller; and vice president, research and development. Flowers called a
meeting of this management group. She wants to create a deluxe retail lawn and
garden center that would include a large, fully landscaped plant and tree nursery.
The purposes of the retail center would be (1) to test equipment and supplies
before selecting them for sales and distribution and (2) to showcase the effects of
using the company’s products. The retail center must also make a profit on sales.

Requived

1. What types of information will Flowers need before deciding whether to cre-
ate the retail lawn and garden center?

2. To support her decision, Flowers will need a report from the vice president
of research and development analyzing all possible plants and trees that could
be planted and their ability to grow in the places where the new retail center
might be located. How would each of the four w’s pertain to this report?

3. Design a format for the report in requirement 2.

LO2 The Value Chain

P 7. Soft Spot is a manufacturer of futon mattresses. Soft Spot’s mattresses are
priced at $60, but competition forces the company to offer significant discounts
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and rebates. As a result, the average price of the futon mattress has dropped to
around $50, and the company is losing money. Management is applying value
chain analysis to the company’s operations in an effort to reduce costs and improve
product quality. A study by the company’s management accountant has deter-
mined the following per unit costs for primary processes and support services:

Primary Process Cost per Unit

Research and development $ 5.00
Design 3.00
Supply 4.00
Production 16.00
Marketing 6.00
Distribution 7.00
Customer service 1.00
Total cost per unit $42.00
Support Service

Human resources $ 2.00
Information services 5.00
Management accounting 1.00
Total cost per unit $ 8.00

To generate a gross margin large enough for the company to cover its over-
head costs and earn a profit, Soft Spot must lower its total cost per unit for
primary processes to no more than $32.00 and its support services to no more
than $5.00. After analyzing operations, management reached the following con-
clusions about primary processes and support services:

Research and development and design are critical functions because the
market and competition require constant development of new features
with “cool” designs at lower cost. Nevertheless, management feels that
the cost per unit of these processes must be reduced by 20 percent.

Ten different suppliers currently provide the components for the futons.
Ordering these components from just two suppliers and negotiating
lower prices could result in a savings of 15 percent.

The futons are currently manufactured in Mali. By shifting production to
China, the unit cost of production can be lowered by 40 percent.
Management believes that by selling to large retailers like Wal-Mart it is
feasible to lower current marketing costs by 25 percent.

Distribution costs are already very low, but management will set a target
of reducing the cost per unit by 10 percent.

Customer service and support to large customers are key to keeping their
business. Management therefore proposes increasing the cost per unit of
customer service by 20 percent.

By outsourcing its support services, management projects a 20 percent
drop in these costs.

Requived

1. Prepare a table showing the current cost per unit of primary processes and
support services and the projected cost per unit based on management’s
proposals.

Manager insight »>

2. Will management’s proposals achieve the targeted total cost per unit? What

further steps should management take to reduce costs?

Manager insight »>

3. What role should the company’s support services play in the value chain analysis?
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The Value Chain and Core Competency

P 8. Sports Products Company (SPC) is known for developing innovative high-
quality shoes for lacrosse. Its latest patented product is a tough, all-weather,
and very flexible shoe. SPC buys the material it uses in making the shoes from
another company, which manufactures it according to SPC’s exact specifications
and quality standards. SPC makes two models of the shoe—one white and one
black—in its own plant. SPC sells them through independent distributors who
represent various manufacturers. When a distributor informs SPC of a sale, SPC
ships the order directly to the buyer. SPC advertises the shoes in sports magazines
and gives free samples to well-known lacrosse players who endorse its products.
It provides a product warranty and periodically surveys users about the product’s

quality.
Requived
1. Briefly explain how SPC accomplishes each of the primary processes in the
value chain.

2. What is a core competency: Which one of the primary processes would you
say is SPC’s core competency? Explain your choice.

The Balanced Scorecard and Benchmarking

P 9. Resource College is a liberal arts school that provides local residents the
opportunity to take college courses and earn bachelor’s degrees. Yolanda How-
ard, the school’s provost, recently attended a workshop in which the balanced
scorecard was presented as a way of focusing all of an organization’s functions on
its mission. After the workshop, she met with her administrative staff and college
deans in a weekend brainstorming session. The group determined that the col-
lege’s mission was to provide high-quality courses and degrees to individuals to
add value to their lives. To ensure that the college would fulfill this mission, the
group established the following objectives:

e To provide a sufficient return on investment by increasing tuition rev-
enues and maintaining the liquidity needed to support operations

e To add value to the college’s courses by encouraging faculty to be life-
long learners

e To retain students and attract new students

e To operate efficient and cost-effective student support systems

To determine the college’s progress in meeting these objectives, the group
established the following performance measures:

e Number of faculty publications

e Percentage of students who rate college as excellent

e Average time for processing student applications

e Number of dollars spent on professional development

e Growth in revenues for each department

e Average time for processing transcript requests

e DPercentage of faculty who annually do 40 hours of professional development
e DPercentage of new student leads that result in enrollment
e Cash flow

e Number of student complaints

e Return on assets

e Percentage of returning students

e DPercentage of revenue devoted to student services systems (registrar,
computer services, financial aid, and student health)
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Required
1. Prepare a balanced scorecard for Resource College by stating the college’s
mission and matching its four objectives to the four stakeholder perspectives:
the financial, learning and growth, internal business processes, and customer
perspectives.
2. Indicate which of the college’s performance measures would be appropriate
for each objective.

Ethics and JIT Implementation

P 10. For almost a year, WEST Company has been changing its manufacturing
process from a traditional to a JIT approach. Management has asked for employ-
ees’ assistance in the transition and has offered bonuses for suggestions that cut
time from the production operation. Don Hanley and Jerome Obbo each identi-
fied a time-saving opportunity and turned in their suggestions to their manager,
Sam Knightly.

Knightly sent the suggestions to the committee charged with reviewing
employees’ suggestions, which inadvertently identified them as being Knightly’s
own. The committee decided that the two suggestions were worthy of reward
and voted a large bonus for Knightly. When notified of this, Knightly could not
bring himself to identify the true authors of the suggestions.

When Hanley and Obbo heard about Knightly’s bonus, they confronted
him with his fraudulent act and expressed their grievances. He told them that
he needed the recognition to be eligible for an upcoming promotion and prom-
ised that if they kept quiet about the matter, he would make sure that they both
received significant raises.

Requived

1. Should Hanley and Obbo keep quiet? What other options are open to them?
2. How should Knightly have dealt with Hanley’s and Obbo’s complaints?

ENHANCING Your Knowledge, Skills, and Critical Thinking

LO1

Management Information

C 1. Obtain a copy of a recent annual report of a publicly held organization in
which you have a particular interest. (Copies of annual reports are available at
your campus library, at a local public library, on the Internet, or by direct request
to an organization.) Assume that you have just been appointed to a middle-
management position in a division of the organization you have chosen. You are
interested in obtaining information that will help you better manage the activities
of your division, and you have decided to study the contents of the annual report
in an attempt to learn as much as possible.

You particularly want to know about the following: (1) size of inventory
maintained; (2) ability to earn income; (3) reliance on debt financing; (4) types,
volume, and prices of products or services sold; (5) type of production process
used; (6) management’s long-range strategies; (7) success (profitability) of the
division’s various product lines; (8) efficiency of operations; and (9) operating
details of your division.

1. Write a briet description of the organization and its products or services and
activities.

2. Based on a review of the financial statements and the accompanying disclo-
sure notes, prepare a written summary of information pertaining to items 1
through 9 above.
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3. Can you find any of the information in which you are interested in other
sections of the annual report? If so, which information, and in which sections
of the report is it?

4. The annual report also includes other types of information that you may
find helpful in your new position. In outline form, summarize this additional
information.

Management Information Needs

C2. In C 1, you examined your new employer’s annual report and found some
useful information. However, you are interested in knowing whether your divi-
sion’s products or services are competitive, and you were unable to find the nec-
essary information in the annual report.

1. What kinds of information about your competition do you want to find?

2. Why is this information relevant? (Link your response to a particular decision
about your organization’s products or services. For example, you might seek
information to help you determine a new selling price.)

3. From what sources could you obtain the information you need?

4. When would you want to obtain this information?

5. Create a report that will communicate your findings to your superior.

Report Preparation

C 3. The registrar’s office of Mainland College is responsible for maintaining a
record of each student’s grades and credits for use by students, instructors, and
administrators.

1. Assume that you are a manager in the registrar’s office and that you recently
joined a team of managers to review the grade-reporting process. Explain
how you would prepare a report of grades for students’ use and the same
report for instructors’ use by answering the following questions:

a. Who will read the grade report?

b. Why is the grade report necessary?

c. What information should the grade report contain?
d. When is the grade report due?

2. Why does the information in a grade report for students’ use and in a grade
report for instructors’ use differ?

3. Visit the registrar’s office of your school in person or through your school’s
website. Obtain a copy of your grade report and a copy of the form that the
registrar’s office uses to report grades to instructors. Compare the informa-
tion that these reports supply with the information you listed in question 1.
Explain any differences.

4. What can the registrar’s office do to make sure that its grade reports are effec-
tive in communicating all necessary information to readers?

LO4 Management Information Needs

C4. McDonald'’s is a leading competitor in the fast-food restaurant business. One
component of McDonald’s marketing strategy is to increase sales by expanding its
foreign markets. At present, McDonald’s restaurants operate in over 100 coun-
tries. In making decisions about opening restaurants in foreign markets, the com-
pany uses quantitative and qualitative financial and nonfinancial information. The
following types of information would be important to such a decision: the cost
of a new building (quantitative financial information), the estimated number of
hamburgers to be sold in the first year (quantitative nonfinancial information),
and site desirability (qualitative information).

Suppose you are a member of McDonald’s management team that must
decide whether to open a new restaurant in England. Identify at least two exam-
ples each of the (a) quantitative financial, (b) quantitative nonfinancial, and
(¢) qualitative information that you will need before you can make a decision.
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Performance Measures and the Balanced Scorecard

C€5. Working in a group of four to six students, select a local business. The group
should become familiar with the background of the business by interviewing its
manager or accountant. Each group member should identify several performance
objectives for the business and link each objective with a specific stakeholder’s
perspective from the balanced scorecard. (Select at least one performance objec-
tive for each perspective.) For each objective, ask yourself, “If I were the man-
ager of the business, how would I set performance measures for each objective?”
Then prepare an email stating the business’s name, location, and activities and
your linked performance objective and perspectives. Also list possible measures
for each performance objective.

In class, members of the group should compare their individual emails and
compile them into a group report by having each group member assume a differ-
ent stakeholder perspective (add government and community if you want more
than four perspectives). Each group should be ready to present all perspectives
and the group’s report on performance objectives and measures in class.

Cookie Company (Continuing Case)

C6. Each of the rest of the chapters in this text includes a “cookie company” case
that shows how you could operate your own cookie business. In this chapter, you
will express your company’s mission statement; set strategic, tactical, and oper-
ating objectives; decide on a name for your business; and identify management
tools you might consider using to run your business.

1. In researching how to start and run a cookie business, you found the follow-
ing three examples of cookie company mission statements:
e To provide cheap cookies that taste great and fast courteous service!
®  Our mission is to make the best chocolate chip cookies that you have ever
tasted.
e Handmaking the best in custom cookie creations.

a. Consider which of the mission statements most closely expresses what
you want your company’s identity and unique character to be. Why?
b. Will your business focus on cost, quality, or satisfying a specific need?
c. Write your company’s mission statement.
2. Based on your mission statement, describe your broad long-term strategic
objectives:
e What will be your main products?
e Who will be your primary customers?
*  Where will you operate your business?
3. You made the following decisions about your business:
e To list expected expenses and revenues for the first six months of operations
* To keep expenses low and generate enough revenues during the first two
months of operations to have a positive cash flow by the third month
e To develop a complete list of goals, objectives, procedures, and policies relat-
ing to how to find, buy, store, sell, and ship goods and collect payment
e To rely solely on the Internet to market products
* To expand the ecommerce website to include 20 varieties of cookies over
the next five years
Match each of the above to the following components of the planning frame-
work: strategic objectives, tactical objectives, operating objectives, business
plan, and budget.
4. What will be the name of your cookie company?
5. Which of the management tools listed in the chapter might you consider
using to operate your business? Why?
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The Management
Process

PLAN

B> Classify costs.

B> Compute predetermined
overhead rates.

PERFORM

> Flow service and product-
related costs through
the inventory accounts.

> Allocate overhead using either

the traditional or ABC approach.

> Compute the unit cost of a
product or service.

EVALUATE

> Compare actual and allocated
overhead amounts.

> Dispose of the under/over-
applied overhead into Cost of
Goods Sold account.

COMMUNICATE

> Prepare external reports
(service, retail, and
manufacturing income
statements).

B> Prepare internal management
reports to monitor and manage
costs.

How managers use cost
information to solve, “How
much does it cost?” can
result in differing answers.

Cost Concepts
and Cost Allocation

I n this chapter, we describe how managers use information

about costs, classify costs, compile product unit costs, and allo-

cate overhead costs using the traditional method.

LEARNING OBJECTIVES

LO1

LO2

LO3

LO4

LOS5

Explain how managers classify costs and how they use these
cost classifications. (pp.46-49)

Compare how service, retail, and manufacturing organizations
report costs on their financial statements and how they
account for inventories. (pp.50-53)

Describe the flow of costs through a manufacturer’s inventory
accounts. (pp.54-58)

Define product unit cost, and compute the unit cost of a
product or service. (pp.58-62)

Define cost allocation, and explain how the traditional
method of allocating overhead costs figures into calculating
product or service unit cost. (pp.63-68)
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THE HERSHEY COMPANY

With net sales of $4.9 billion, The Hershey Company does indeed ful-
fill its mission statement of “bringing sweet moments of Hershey hap-
piness to the world everyday.” To have achieved that and to continue
doing it, Hershey’s managers must know a lot about the costs of pro-
ducing and selling its Reese’s, KitKat, Twizzlers, Kisses, Jolly Rancher,
Ice Breakers, and other products. Go to Hershey's website (www.
Hersheys.com) to have a tour of the world'’s largest chocolate factory
and to view how Reese’s Peanut Butter Cups, Twizzler Twists, Mounds,
Heath, or PayDay are made.
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Cost Information

LO1 Explain how managers
classify costs and how they use
these cost classifications.

One of a company’s primary goals is to be profitable. Because a company’s own-
ers expect to earn profits, managers have a responsibility to use the company’s
resources wisely and to generate revenues that will exceed the costs of the com-
pany’s operating, investing, and financing activities. In this chapter, we focus on
costs related to the operating activities of manufacturing, retail, and service orga-
nizations. We begin by looking at how managers in these different organizations
use information about costs.

Managers’ Use of Cost Information

Managers use information about operating costs to plan, perform, evaluate, and
communicate the results of operating activities.

Service organization managers find the estimated cost of services helpful in moni-
toring profitability and making decisions about such matters as bidding on future
business, lowering or negotiating their fees, or dropping one of their services.

In retail organizations, such as Good Foods Store, which we used as an exam-
ple in the last chapter, managers work with the estimated cost of merchandise
purchases to predict gross margin, operating income, and value of merchan-
dise sold. They also use this information to make decisions about matters
like reducing selling prices for clearance sales, lowering selling prices for bulk
sales, or dropping a product line.

Managers at manufacturing companies like Hershey’s use estimated product
costs to predict the gross margin and operating income on sales and to make
decisions about such matters as dropping a product line, outsourcing the
manufacture of a part to another company, bidding on a special order, or
negotiating a selling price. In this chapter, we will use The Choice Candy
Company, the hypothetical manufacturer of gourmet chocolate candy bars, to
illustrate how managers of manufacturing companies use cost information.

Cost Information and Organizations

All organizations use cost information to determine profits and selling prices and
to value inventories. Ultimately, a company is profitable only when its revenues
from sales or services rendered exceed all its costs. But different types of organiza-
tions have different types of product or service costs.

Service organizations like Southwest Airlines need information about the costs
of providing services, which include the costs of labor and related overhead.

Retail organizations like Wal-Mart and Good Foods Store need information
about the costs of purchasing products for resale. These costs include adjustments
for freight-in costs, purchase returns and allowances, and purchase discounts.

Manufacturing organizations like Hershey’s and The Choice Candy Com-

pany need information about the costs of manufacturing products. Product
costs include the costs of direct materials, direct labor, and overhead.

Cost Classifications and Their Uses

A single cost can be classified and used in several ways, depending on the purpose
of the analysis. Figure 2-1 provides an overview of commonly used cost classifica-
tions. These classifications enable managers to do the following:

1. Control costs by determining which are traceable to a particular cost object,
such as a service or product.

2. Calculate the number of units that must be sold to achieve a certain level of
profit (cost behavior).
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FIGURE 2-1 Overview of Cost Classifications
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3. Identify the costs of activities that do and do not add value to a product or
service.

4. Classify costs for the preparation of financial statements.

Cost Traceability

Managers trace costs to cost objects, such as products or services, sales territo-
ries, departments, or operating activities, to develop a fairly accurate measure-
ment of costs.

Direct costs are costs that can be conveniently and economically traced to
a cost object. For example, the wages of workers who make candy bars can
be conveniently traced to a particular batch because of time cards and pay-
roll records. Similarly, the cost of chocolate’s main ingredients—chocolate
liquor, cocoa butter, sugar, and milk—can be easily traced.

Indirect costs are costs that cannot be conveniently and economically traced
to a cost object. Some examples include the nails used in furniture, the salt
used in candy, and the rivets used in airplanes. For the sake of accuracy, how-
ever, these indirect costs must be included in the cost of a product or service.
Because they are difficult to trace or an insignificant amount, management
uses a formula to assign them to cost objects.

The following examples illustrate cost objects and their direct and indirect
costs in service, retail, and manufacturing organizations:

Service organization: In organizations such as an accounting firm, costs can
be traced to a specific service, such as preparation of tax returns. Direct costs
for such a service include the costs of government reporting forms, computer
usage, and the accountant’s labor. Indirect costs include the costs of supplies,
office rental, utilities, secretarial labor, telephone usage, and depreciation of
office furniture.

Retail ovganization: Costs for organizations such as Good Foods Store can
be traced to a department. For example, the direct costs of the produce depart-
ment include the costs of fruits and vegetables and the wages of employees
working in that department. Indirect costs include the costs of utilities to
cool the produce displays and the storage and handling of the produce.

Manufacturving organization: Costs for organizations such as The Choice
Candy Company can be traced to the product. Direct costs include the costs
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of the materials and labor needed to make the candy. Indirect costs include the
costs of utilities, depreciation of plant and equipment, insurance, property taxes,
inspection, supervision, maintenance of machinery, storage, and handling.

Cost Behavior

Managers are also interested in the way costs respond to changes in volume or
activity. By analyzing those variable and fixed patterns of behavior, they gain
information to make better management decisions.

A variable cost is a cost that changes in direct proportion to a change in pro-
ductive output (or some other measure of volume).

A fixed cost is a cost that remains constant within a defined range of activity
or time period.

All types of organizations have variable and fixed costs. Here are a few examples:

Because the number of passengers drives the consumption of food and bev-
erages on a flight, the cost of peanuts and beverages is a variable cost for
Southwest Airlines. Fixed costs include the depreciation on the plane and
the salaries and benefits of the flight and ground crews.

The variable costs of Good Foods Store include the cost of groceries sold
and any sales commissions. Fixed costs include the costs of building and lot
rental, depreciation on store equipment, and the manager’s salary.

The variable costs of The Choice Candy Company include the costs of direct
materials (e.g., sugar, cocoa), direct labor wages, indirect materials (e.g.,
salt), and indirect labor (e.g., inspection and maintenance labor). Fixed costs
include the costs of supervisors’ salaries and depreciation on buildings.

Value-Adding Versus Nonvalue-Adding Costs

Costs incurred to improve the quality of a product are value-adding costs if
the customer is willing to pay more for the higher-quality product or service;
otherwise, they are nonvalue-adding costs because they do not increase its
market value.

A value-adding cost is the cost of an activity that increases the market value
of a product or service.

A nonvalue-adding cost is the cost of an activity that adds cost to a product
or service but does not increase its market value.

Managers examine the value-adding attributes of their company’s operating
activities and, wherever possible, reduce or eliminate activities that do not directly
add value to the company’s products or services. For example, the costs of admin-
istrative activities, such as accounting and human resource management, are non-
value-adding costs. Because they are necessary for the operation of the business,
they are monitored closely but cannot be eliminated.

Cost Classifications for Financial Reporting

For purposes of preparing financial statements, managers classify costs as product
costs or period costs.

Product costs, or inventoriable costs, are costs assigned to inventory; they
include direct materials, direct labor, and overhead. Product costs appear on the
income statement as cost of goods sold and on the balance sheet as inventory.
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TABLE 2-1 Examples of Cost Classifications for a Candy Manufacturer

Cost Traceability Cost Value Financial
Examples to Product Behavior Attribute Reporting

Sugar for candy Direct Variable Value-adding Product (direct materials)
Labor for mixing Direct Variable Value-adding Product (direct labor)
Labor for supervision Indirect Fixed Nonvalue-adding Product (overhead)
Depreciation on mixing machine  Indirect Fixed Value-adding Product (overhead)

Sales commission —* Variable Value-adding?® Period
Accountant’s salary —* Fixed Nonvalue-adding Period

*Sales commissions and accountants’ salaries cannot be directly or indirectly traced to a cost object; they are not product costs.

Sales commissions can be value-adding because customers’ perceptions of the salesperson and the selling experience can strongly
affect their perceptions of the product’s market value.

Period costs, or noninventoriable costs, are costs of resources used during
the accounting period that are not assigned to products. They appear as oper-
ating expenses on the income statement. For example, among the period
costs listed on the income statement are selling, administrative, and general
expenses.

Table 2-1 shows how some costs of a candy manufacturer can be classified in
terms of traceability, behavior, value attribute, and financial reporting.

& APPLY

Indicate whether each of the following costs for a gourmet chocolate candy maker is a product
or a period cost, a variable or a fixed cost, a value-adding or a nonvalue-adding cost, and, if it is a
product cost, a direct or an indirect cost of the candy:

Cost Classification

Product Variable Value-Adding Direct
or Period or Fixed or Nonvalue-Adding or Indirect
Product Variable Value-adding Direct
1. Chocolate 4. Dishwasher wages
2. Office rent 5. Pinch of salt
3. Candy chef wages 6. Utilities to run mixer
SOLUTION
Cost Classification
Product Variable Value-Adding Direct
or Period or Fixed or Nonvalue-Adding or Indirect
Chocolate Product Variable Value-adding Direct
Office rent Period Fixed Nonvalue-adding —
Candy chef wages Product Variable Value-adding Direct
Dishwasher wages Product Variable Value-adding Indirect
Pinch of salt Product Variable Value-adding Indirect

Utilities to run mixer Product Variable Value-adding Indirect
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Financial
Statements and

the Reporting
of Costs

LO2 Compare how service,
retail, and manufacturing orga-
nizations report costs on their
financial statements and how
they account for inventories.

Managers prepare financial statements at least once a year to communicate the
results of their management activities for the period. The key to preparing an
income statement or a balance sheet in any kind of organization is determining its
cost of goods or services sold and the value of its inventories, if any.

Income Statement and Accounting for Inventories

Remember that all organizations—service, retail, and manufacturing—use the
following income statement format:

Cost of Sales

Sales — or
Cost of Goods Sold

_ Gross  Operating .
= Marein ~ Expenscs Operating Income
g p

Figure 2-2 compares the financial statements of service, retail, and manufac-
turing organizations. Note in particular the differences in inventory accounts and
cost of goods sold. As pointed out earlier, product costs, or inventoriable costs,
appear as inventory on the balance sheet and as cost of goods sold on the income
statement. Period costs, also called noninventoriable costs or selling, administra-
tive, and general expenses, are reflected in the operating expenses on the income
statement.

Because the operations of service and retail organizations differ from those of
manufacturers, the accounts presented in their financial statements differ as well.

Service organizations like Southwest Airlines and United Parcel Service
(UPS) sell services and not products; they maintain no inventories for sale or
resale. As a result, unlike manufacturing and retail organizations, they have
no inventory accounts on their balance sheets.

Suppose that Good Foods Store, the retail shop that we used as an example
in the last chapter, employs UPS to deliver its products. The cost of sales for UPS
would include the wages and salaries of personnel plus the expense of the trucks,
planes, supplies, and anything else that UPS uses to deliver packages for Good
Foods Store.

Retail organizations, such as Wal-Mart and Good Foods Store, which pur-
chase products ready for resale, maintain just one inventory account on the
balance sheet. Called the Merchandise Inventory account, it reflects the costs
of goods held for resale.

Suppose that Good Foods Store had a balance of $3,000 in its Merchandise
Inventory account at the beginning of the year. During the year, its purchases
of food products totaled $23,000 (adjusted for purchase discounts, returns and
allowances, and freight-in). At year-end, its Merchandise Inventory balance was
$4,500. The cost of goods sold was thus $21,500.

Manufacturing organizations like The Choice Candy Company, which make
products for sale, maintain three inventory accounts on the balance sheet: the
Materials Inventory, Work in Process Inventory, and Finished Goods Inven-
tory accounts. The Materials Inventory account shows the cost of materials
that have been purchased but not used in the production process. During the
production process, the costs of manufacturing the product are accumulated
in the Work in Process Inventory account; the balance of this account repre-
sents the costs of the unfinished product. Once the product is complete and
ready for sale, its cost is transferred to the Finished Goods Inventory account;
the balance in this account is the cost of the unsold completed product.
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FIGURE 2-2 Financial Statements of Service, Retail, and Manufacturing Organizations

Service
Company
Sales Sales
— Cost of sales — Cost of goods sold’

=Gross margin
— Operating expenses

=Operating income

No inventory
accounts

=Gross margin
— Operating expenses
=Operating income

T Cost of goods sold:
Beginning finished goods inventory
+Cost of goods manufactured
= Cost of goods available for sale
— Ending finished goods inventory

= Cost of goods sold

Three inventory accounts:
Materials Inventory
(unused materials)
Work in Process Inventory
(unfinished product)
Finished Goods Inventory
(finished product ready for sale)

Income Statement:

Beg.finished goods inventory $ 52,000
+Cost of goods manufactured 144,000
= Cost of goods available for sale $196,000
— End.finished goods inventory 78,000
= Cost of goods sold $118,000

Balance Sheet:

Finished goods inventory,ending ~ $ 78,000

Suppose that The Choice Candy Company had a balance of $52,000 in its
Finished Goods Inventory account at the beginning of the year. During the year,
the cost of the products that the company manufactured totaled $144,000. At
year end, its Finished Goods Inventory balance was $78,000. The cost of goods
sold was thus $118,000.

Statement of Cost of Goods Manufactured

The key to preparing an income statement for a manufacturing organization is
computing its cost of goods sold, which means that you must first determine
the cost of goods manufactured. This dollar amount is calculated on the state-
ment of cost of goods manufactured, a special report based on an analysis of
the Work in Process Inventory account. At the end of an accounting period, the
flow of all manufacturing costs incurred during the period is summarized in this
statement. Exhibit 2-1 shows The Choice Candy Company’s statement of cost of
goods manufactured for the year.

It is helpful to think of the statement of cost of goods manufactured as being
developed in three steps:

Step 1.  Compute the cost of divect matevials used duving the accounting peviod.
As shown in Exhibit 2-1, add the beginning balance in the Materi-
als Inventory account to the direct materials purchased. The subtotal
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Study Note

An alternative to the cost of
goods manufactured calculation
uses the cost flow concept that
is discussed in LO3.

EXHIBIT 2-1

Statement of Cost of Goods
Manufactured and Partial Income
Statement for a Manufacturing
Organization

Step 2.

Step 3.

($300,000) represents the cost of direct materials available for use during
the accounting period. Next, subtract the ending balance of the Materials
Inventory account from the cost of direct materials available for use. The
difference is the cost of direct materials used during the period.

Calculate total manufacturving costs for the perviod. As shown in
Exhibit 2-1, the costs of direct materials used and direct labor are added
to total overhead costs incurred during the period to arrive at total man-
ufacturing costs.

Determine total cost of goods manufactured for the peviod. As shown in
Exhibit 2-1, add the beginning balance in the Work in Process Inven-
tory account to total manufacturing costs to arrive at the total cost of
work in process during the period. From this amount, subtract the end-
ing balance in the Work in Process Inventory account to arrive at the
cost of goods manufactured.

The Choice Candy Company
Statement of Cost of Goods Manufactured

For the Year 2011
Direct materials used
Beginning materials inventory $100,000
Direct materials purchased 200,000
Cost of direct materials available for use $300,000
Less ending materials inventory 50,000
Step 1: Cost of direct materials used $250,000
Direct labor 120,000
Overhead 60,000
Step 2: Total manufacturing costs $430,000
Add beginning work in process inventory 20,000
Total cost of work in process during the year $450,000
Less ending work in process Inventory 150,000
Step 3: Cost of goods manufactured $300,000 —
The Choice Candy Company
Income Statement
For the Year 2011
Sales $500,000
Cost of goods sold
Beginning finished goods inventory $ 78,000
Cost of goods manufactured 300,000 =
Cost of goods available for sale $378,000
Less ending finished goods inventory 138,000
Cost of goods sold 240,000
Gross margin $260,000
Selling and administrative expenses 160,000

Operating income $100,000
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It is important not to confuse
the cost of goods manufactured
with the cost of goods sold.
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Cost of Goods Sold and a Manufacturer’s
Income Statement

Exhibit 2-1 shows the relationship between The Choice Candy Company’s
income statement and its statement of cost of goods manufactured. The total
amount of the cost of goods manufactured during the period is carried over to
the income statement, where it is used to compute the cost of goods sold. The
beginning balance of the Finished Goods Inventory account is added to the
cost of goods manufactured to arrive at the total cost of goods available for sale
during the period. The cost of goods sold is then computed by subtracting the
ending balance in Finished Goods Inventory (what was not sold) from the total
cost of goods available for sale (what was available for sale). The cost of goods
sold is considered an expense in the period in which the goods are sold.

Given the following information, compute the ending balances of the Materials Inventory, Work
in Process Inventory, and Finished Goods Inventory accounts:

Materials inventory, beginning balance $ 230
Work in process inventory, beginning balance 250
Finished goods inventory, beginning balance 380
Direct materials purchased 850
Direct materials placed into production 740
Direct labor costs 970
Overhead costs 350
Cost of goods completed 1,230
Cost of goods sold 935
SOLUTION
Materials Inventory, ending balance:
Materials Inventory, beginning balance $ 230
Direct materials purchased 850
Direct materials placed into production (740)
Materials Inventory, ending balance $ 340
Work in Process Inventory, ending balance:
Work in Process Inventory, beginning balance $ 250
Direct materials placed into production 740
Direct labor costs 970
Overhead costs 350
Cost of goods completed (1,230)
Work in Process Inventory, ending balance $1,080
Finished Goods Inventory, ending balance:
Finished Goods Inventory, beginning balance $ 380
Cost of goods completed 1,230
Cost of goods sold (935)

Finished Goods Inventory, ending balance $ 675
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Inventory
Accounts in

Manufacturing
Organizations

LO3 Describe the flow of costs
through a manufacturer’s inven-
tory accounts.

Transforming materials into finished products ready for sale requires a number
of production and production-related activities. A manufacturing organization’s
accounting system tracks these activities as product costs flowing through the
Materials Inventory, Work in Process Inventory, and Finished Goods Inventory
accounts.

The Materials Inventory account shows the balance of the cost of unused
materials.

The Work in Process Inventory account shows the manufacturing costs that
have been incurred and assigned to partially completed units of product.

The Finished Goods Inventory account shows the costs assigned to all
completed products that have not been sold.

Document Flows and Cost Flows Through
the Inventory Accounts

Managers accumulate and report manufacturing costs based on documents per-
taining to production and production-related activities. Figure 2-3 summarizes
the typical relationships among the production activities, the documents for each
of the three cost elements, and the inventory accounts affected by the activities.
Looking at the relationship between activities and documents provides insight
into how costs flow through the three inventory accounts and when an activity
must be recorded in the accounting records.

To illustrate document flow and changes in inventory balances for produc-
tion activities in Figure 2-3, we continue with our example of The Choice Candy
Company, a typical manufacturing business.

Purchase of Materials

The purchasing process starts with a purchase request prepared on a computer
form which is submitted electronically for specific quantities of materials
needed in the manufacturing process but not currently available in the mate-
rials storeroom. A qualified manager approves the request online. Based on
the information in the purchase request, the Purchasing Department prepares
a computer-generated purchase order and sends it to a supplier.

When the materials arrive, an employee on the receiving dock examines the mate-
rials and enters the information into the company database as a receiving report.
The system matches the information on the receiving report with the descrip-
tions and quantities listed on the purchase order. A materials handler moves the
newly arrived materials from the receiving area to the materials storeroom.

The Choice Candy Company’s accounting department receives a vendor’s
invoice from the supplier requesting payment for the purchased materials.
The cost of those materials increases the balance of the Materials Inventory
account and an account payable is recognized. If all documents match, pay-
ment is authorized to be made.

Production of Goods

When candy bars are scheduled for production, the storeroom clerk receives
a materials request form. In addition to showing authorization, it describes
the types and quantities of materials that the storeroom clerk is to send to
the production area, and it authorizes the release of those materials from the
materials inventory into production.



FIGURE 2-3 Activities, Documents, and Cost Flows Through the Inventory Accounts of a Manufacturing Organization
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If all is in order, the storeroom clerk has the materials handler move the
materials to the production floor.

The cost of the direct materials transferred will increase the balance of
the Work in Process Inventory account and decrease the balance of the
Materials Inventory account.

The cost of the indirect materials transferred will increase the balance
of the Overhead account and decrease the balance of the Materials
Inventory account. (We discuss overhead in more detail later in this
chapter.)

Each of the production employees who make the candy bars prepares a time
card to record the number of hours he or she has worked on this and other
orders each day.

The costs of the direct labor used to manufacture the candy bars increase
the balance of the Work in Process Inventory account.

The costs of the indirect labor used to support the manufacture of the
candy bars increase the balance of the Overhead account.

A job order cost card can be used to record all direct material, direct labor, and
overhead costs incurred as the products move through production.

Product Completion and Sale

Employees place completed candy bars in cartons and then move the cartons
to the finished goods storeroom, where they are kept until they are shipped
to customers. The cost of the completed candy bars increases the balance of
the Finished Goods Inventory account and decreases the balance of the Work
in Process Inventory account.

When candy bars are sold, a clerk prepares a sales imnvoice, and another
employee fills the order by removing the candy bars from the storeroom,
packaging them, and shipping them to the customer. A shipping document
shows the quantity of the products that are shipped and gives a descrip-
tion of them. The cost of the candy bars sold increases the Cost of Goods
Sold account and decreases the balance of the Finished Goods Inventory
account.

The Manufacturing Cost Flow

Manufacturing cost flow is the flow of manufacturing costs (direct materials,
direct labor, and overhead) through the Materials Inventory, Work in Process
Inventory, and Finished Goods Inventory accounts into the Cost of Goods Sold
account. A defined, structured manufacturing cost flow is the foundation for
product costing, inventory valuation, and financial reporting. It supplies all the
information necessary to prepare the statement of cost of goods manufactured
and compute the cost of goods sold, as shown in Exhibit 2-1.

Figure 2-4 summarizes the manufacturing cost flow as it relates to the inven-
tory accounts and production activity of The Choice Candy Company for the
year ended December 31. To show the basic flows in this example, we assume
that all materials can be traced directly to the candy bars. This means that there
are no indirect materials in the Materials Inventory account. We also work with
the actual amount of overhead, rather than an estimated amount.

Materials Inventory Because there are no indirect materials in this case, the
Materials Inventory account shows the balance of unused direct materials. The
cost of direct materials purchased increases the balance of the Materials Inventory
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to another in a manufacturing
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Study Note

Materials Inventory and Work
in Process Inventory support
the production process, while
Finished Goods Inventory
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distribution functions.
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account, and the cost of direct materials used by the Production Department
decreases it.

Figure 2-4 shows the flows of material purchased and used through the Mate-
rials Inventory T account.

Work in Process Inventory The Work in Process Inventory account records
the balance of partially completed units of the product.

As direct materials and direct labor enter the production process, their costs
are added to the Work in Process Inventory account. The cost of overhead
for the current period is also added.

The total costs of direct materials, direct labor, and overhead incurred
and transferred to work in process inventory during an accounting period
are called total manufacturing costs (also called current manufacturing
costs). These costs increase the balance of the Work in Process Inventory
account.

The cost of all units completed and moved to finished goods inventory dur-
ing an accounting period is the cost of goods manufactured. The cost of
goods manufactured for the period decreases the balance of the Work in Pro-
cess Inventory account.

Figure 2-4 recaps the inflows of direct materials, direct labor, and overhead
into the Work in Process Inventory T account and the resulting outflow of com-
pleted product costs.

Finished Goods Inventory The Finished Goods Inventory account holds the
balance of costs assigned to all completed products that a manufacturing com-
pany has not yet sold. The cost of goods manufactured increases the balance, and
the cost of goods sold decreases the balance.

Figure 2-4 shows the inflow of cost of goods manufactured and the outflow
of cost of goods sold to the Finished Goods Inventory T account.

FIGURE 2-4 Manufacturing Cost Flow: An Example Using Actual Costing for The Choice Candy Company
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& APPLY

Given the following information, use T accounts to compute the ending balances of the Materials
Inventory, Work in Process Inventory, and Finished Goods Inventory accounts:

Materials Inventory, beginning balance $ 230
Work in Process Inventory, beginning balance 250
Finished Goods Inventory, beginning balance 380
Direct materials purchased 850
Direct materials (DM) placed into production (used) 740
Direct labor (DL) costs 970
Overhead (OH) costs 350
Cost of goods completed (COGM) 1,230
Cost of goods sold (COGS) 935
SOLUTION
MATERIAL INVENTORY WORK IN PROCESS INVENTORY FiNisHED GOODS INVENTORY
Beg. 230 | Used 740 Beg. 250 | COGM 1,230 Beg. 380 | COGS 935
Purchased 850 DM 740 COGM 1,230
End. 340 DL 970 End. 675
OH 350
End. 1,080
Elements As noted above, product costs include all costs related to the manufacturing pro-
of Product Costs cess. The three elements of product cost are direct materials costs, direct labor

LO4 Define product unit cost,
and compute the unit cost of a
product or service.

costs, and overhead costs.

Direct materials costs are the costs of materials used in making a product
that can be conveniently and economically traced to specific units of the prod-
uct. Some examples of direct materials are the meat and bun in hamburgers,
the oil and additives in a gallon of gasoline, and the sugar used in making
candy. Direct materials may also include parts that a company purchases from
another manufacturer, e.g., a battery and windshield for an automobile.

Direct labor costs are the costs of the hands-on labor needed to make a prod-
uct or service that can be traced to specific units. For example, the wages of
production-line workers are direct labor costs.

Overhead costs (also called service overbead, factory overbead, factory burden,
manufacturing overbead, or indirvect production costs) are production-related
costs that cannot be practically or conveniently traced directly to an end prod-
uct or service. They include indirect materials costs, such as the costs of
nails, rivets, lubricants, and small tools, and indirect labor costs, such as the
costs of labor for maintenance, inspection, engineering design, supervision,
and materials handling. Other indirect manufacturing costs include the costs
of building maintenance, property taxes, property insurance, depreciation on
plant and equipment, rent, and utilities. As indirect costs, overhead costs are
allocated to a product’s cost using either traditional or activity-based costing
methods, which we discuss later in the chapter.



Elements of Product Costs

FOCUS ON BUSINESS PRACTICE

New technology and manufacturing processes have cre-
ated new patterns of product costs. The three elements
of product costs are still direct materials, direct labor,
and overhead, but the percentage that each contrib-
utes to the total cost of a product has changed. From the
1950s through the 1970s, direct labor was the dominant
element, making up over 40 percent of total product
cost, while direct materials contributed 35 percent and

Has Technology Shifted the Elements of Product Costs?

overhead, around 25 percent. Thus, direct costs, traceable
to the product, accounted for 75 percent of total prod-
uct cost. Improved production technology caused a dra-
matic shift in the three product cost elements. Machines
replaced people, significantly reducing direct labor costs.
Today, only 50 percent of the cost of a product is directly
traceable to the product; the other 50 percent is overhead,
an indirect cost.

To illustrate product costs and the manufacturing process, we’ll refer again
to The Choice Candy Company. Maggie Evans, the company’s founder and
president, has identified the following elements of the product cost of one
candy bar:

Durect materials costs: costs of sugar, chocolate, and wrapper
Durect lnbor costs: costs of labor used in making the candy bar

Overbead costs: indirect materials costs, including the costs of salt and flavor-
ings; indirect labor costs, including the costs of labor to move materials to the
production area and to inspect the candy bars during production; other indi-
rect overhead costs, including depreciation on the building and equipment,
utilities, property taxes, and insurance

Prime Costs and Conversion Costs

The three elements of manufacturing costs can be grouped into prime costs and
conversion costs.

Prime costs are the primary costs of production; they are the sum of the
direct materials costs and direct labor costs.

Conversion costs are the costs of converting direct materials into a finished
product; they are the sum of direct labor costs and overhead costs.

These classifications are important for understanding the costing methods dis-
cussed in later chapters. Figure 2-5 summarizes the relationships among the
product cost classifications presented so far.

Computing Product Unit Cost

Product unit cost is the cost of manufacturing a single unit of a product. It is
made up of the costs of direct materials, direct labor, and overhead. These three
cost elements are accumulated as a batch or production run of products is being
produced. When the batch or run has been completed, the product unit cost is
computed by dividing the total cost of direct materials, direct labor, and overhead
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FIGURE 2-5
Relationships Among Product Cost FINANCIAL
Classifications REPORTING

PRODUCT COSTS PERIOD COSTS
(Cost of Goods Sold) (Operating Expenses)
DIRECT DIRECT
OVERHEAD
MATERIALS LABOR
PRIME CONVERSION
CosTs CosTs

by the total number of units produced, or by determining the cost per unit for
each element of the product cost and summing those per unit costs.

Direct Materials Cost + Direct Labor Cost + Overhead Cost
Number of Units Produced

Product Unit Cost =

or

Product Unit Cost = Direct Materials Cost per Unit + Direct Labor Cost per Unit
+ Overhead Cost per Unit

Product Cost Measurement Methods

How products flow physically and how costs are incurred do not always match. For
example, The Choice Candy Company physically produces candy bars 24 hours a
day, 7 days a week, but the accounting department only does accounting 8 hours
a day, 5 days a week. Because product cost data must be available 24 /7, manag-
ers may use estimates or predetermined standards to compute product costs during
the period. At the end of the period, these estimates are reconciled with the actual
product costs so actual product costs appear in the financial statements. Here are the
three methods managers and accountants can use to calculate product unit cost:

Actual costing method,
Normal costing method, or
Standard costing method.

Table 2-2 summarizes how these three product cost-measurement methods use
actual and estimated costs.

Actual Costing Method The actual costing method uses the actual costs of
direct materials, direct labor, and overhead when they become known to calcu-
late the product unit cost. This means, many times, waiting until the end of the



TABLE 2-2
Use of Actual and Estimated Costs in
Three Cost-Measurement Methods

Study Note

Many management decisions
require estimates of future
costs. Managers often use actual
cost as a basis for estimating
future cost.

Study Note

The use of normal costing

is widespread, since many
overhead bills, such as utility
bills, are not received until
after products or services are
produced and sold.
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Product Standard
Cost Elements Actual Costing Normal Costing Costing
Direct materials Actual costs Actual costs Estimated costs
Direct labor Actual costs Actual costs Estimated costs
Overhead Actual costs Estimated costs Estimated costs

period when all the cost data are available. For most companies, this is not practi-
cal. Notice in the following example that product unit cost is computed after the
job was completed and all cost information was known.

The Choice Candy Company produced 3,000 candy bars on December 28
for Good Foods Store. Sara Kearney, the company’s accountant, calculated that
the actual costs for the order were direct materials, $540; direct labor, $420; and
overhead, $210. The actual product unit cost for the order was $0.39, calculated
as follows:

Actual direct materials ($540 + 3,000 candy bars) $0.18
Actual direct labor ($420 + 3,000 candy bars) 0.14
Actual overhead ($210 + 3,000 candy bars) _0.07
Actual product cost per candy bar ($1,170 + 3,000 candy bars) $0.39

Normal Costing Method The normal costing method combines the easy-
to-track actual direct costs of materials and labor with estimated overhead costs to
determine a product unit cost.

The normal costing method is simple and allows a smoother, more even
assignment of overhead costs to production during an accounting period
than is possible with the actual costing method.

However, at the end of the accounting period, any difference between the
estimated and actual costs must be identified and removed so that the finan-
cial statements show only the actual product costs.

Assume that Sara Kearney used normal costing to price the Good Foods Store
order for 3,000 candy bars and that overhead was applied to the product’s cost
using an estimated rate of 60 percent of direct labor costs. In this case, the costs
for the order would include the actual direct materials cost of $540, the actual
direct labor cost of $420, and an estimated overhead cost of $252 ($420 X 60%).
The product unit cost would be $0.40:

Actual direct materials ($540 + 3,000 candy bars) $0.18
Actual direct labor ($420 =+ 3,000 candy bars) 0.14
Estimated overhead ($252 + 3,000 candy bars) 0.08

Normal product cost per candy bar ($1,212 + 3,000 candy bars)  $0.40

Standard Costing Method The standard costing method uses estimated
or standard costs of direct materials, direct labor, and overhead to calculate the
product unit cost.

Managers sometimes need product cost information before the accounting
period begins so that they can control the cost of operating activities or price
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a proposed product for a customer. In such situations, product unit costs
must be estimated, and the standard costing method can be helpful.

Standard costing is very useful in performance management and evaluation
because a manager can compare actual and standard costs to compute the
variances. We cover standard costing in more detail in another chapter.

Assume that The Choice Candy Company is placing a bid to manufacture
2,000 candy bars for a new customer. From standard cost information devel-
oped at the beginning of the period, Kearney estimates the following costs:
$0.20 per unit for direct materials, $0.15 per unit for direct labor, and $0.09
per unit for overhead (assuming a standard overhead rate of 60 percent of direct
labor cost). The standard cost per unit would be $0.44:

Standard direct materials $0.20
Standard direct labor 0.15
Standard overhead ($0.15 X 60%) _0.09
Standard product cost per candy bar $0.44

Computing Service Unit Cost

Delivering products, representing people in courts of law, selling insurance poli-
Study Note cies, and computing people’s income taxes are typical of the services performed
in many service organizations. Like other services, these are labor-intensive pro-

Any material costs in a service .. . ..
4 cesses supported by indirect materials or supplies, indirect labor, and other over-

organization would be for

supplies used in providing head costs.
services. Because these are The most important cost in a service organization is the direct cost of labor
indirect materials costs, they are that can be traceable to the service rendered.

included in overhead. o ) ) ) ) o )
The indirect costs incurred in performing a service are similar to those incurred

in manufacturing a product. They are classified as overhead.

These service costs appear on service organizations’ income statements as cost
of sales.

& APPLY

Fickle Picking Services provides inexpensive, high-quality labor for farmers growing vegetable
and fruit crops. In September, Fickle Picking Services paid laborers $4,000 to harvest 500 acres
of apples. The company incurred overhead costs of $2,400 for apple-picking services in Septem-
ber. This amount included the costs of transporting the laborers to the orchards; of providing
facilities, food, and beverages for the laborers; and of scheduling, billing, and collecting from the
farmers. Of this amount, 50 percent was related to picking apples. Compute the cost per acre to
pick apples.

SOLUTION
Total cost to pick apples: $4,000 + (0.50 X $2,400) = $5,200
Cost per acre to pick apples: $5,200 + 500 acres = $10.40 per acre
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LO5 Define cost allocation,
and explain how the traditional
method of allocating overhead
costs figures into calculating
product or service unit cost.
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As noted earlier, the costs of direct materials and direct labor can be easily traced
to a product or service, but overhead costs are indirect costs that must be col-
lected and allocated in some manner.

Cost allocation is the process of assigning a collection of indirect costs, such as
overhead, to a specific cost object, such as a product or service, a department,
or an operating activity, using an allocation base known as a cost driver.

A cost driver might be direct labor hours, direct labor costs, units produced,
or another activity base that has a cause-and-effect relationship with the cost.

As the cost driver increases in volume, it causes the cost pool—the collection
of indirect costs assigned to a cost object—to increase in amount.

Suppose The Choice Candy Company has a machine maintenance cost pool.
The cost pool consists of overhead costs needed to maintain the machines, the
cost object is the candy product, and the cost driver is machine hours. As more
machine hours are used to maintain the machines, the amount of the cost pool
increases, thus increasing the costs assigned to the candy product.

Allocating the Costs of Overhead

Allocating overhead costs to products or services is a four-step process that cor-
responds to the four stages of the management process:

1. Planning. In the first step, managers estimate overhead costs and calculate a
rate at which they will assign those costs to products or services.

2. Performing. In the second step, this rate is applied to products or services as
overhead costs are incurred and recorded during production.

3. Evaluating. In the third step, actual overhead costs are recorded as they are
incurred, and managers calculate the difference between the estimated (or
applied) and actual costs.

4. Communicating. In the fourth step, managers report on this difference.

Figure 2-6 summarizes these four steps in terms of their timing, the procedures
involved, and the entries they require. It also shows how the cost flows in the
various steps affect the accounting records.

Step 1. Planning the overbead vate. Before a period begins, managers deter-
mine cost pools and cost drivers and calculate a predetermined over-
head rate by dividing the cost pool of total estimated overhead costs by
the total estimated cost driver level.

Grouping all estimated overhead costs into one cost pool and using direct
labor hours or machine hours as the cost driver results in a single, plantwide
overhead rate.

This step requires no entry because no business activity has occurred.

Step 2. Applying the ovevhead rate. As units of the product or service are pro-
duced during the period, the estimated overhead costs are assigned to
the product or service using the predetermined overhead rate.

The predetermined overhead rate is multiplied by the actual cost driver level
(e.g., the actual number of direct labor hours used to complete the product).
The purpose of this calculation is to assign a consistent overhead cost to each
unit produced during the period.

An entry records the allocation of overhead. The entry to apply overhead to
a product is recorded as a debit or increase to the Work in Process Inventory
account and a credit or decrease to the Overhead account.
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FIGURE 2-6

Allocating Overhead Costs: A Four-Step Process

Year 2010

Timing
and
Procedure

Entry

Cost Flow
Through
the
Accounts
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Il

I

Step 1:
Planning the
Overhead Rate

Before the accounting period
begins, determine cost pools
and cost drivers. Calculate
the overhead rate by dividing
the cost pool of total
estimated overhead costs

by the total estimated cost
driver level.

None

I
January 1

Step 2:
Applying the
Overhead Rate

During the accounting
period, as units are pro-
duced, apply overhead costs
to products by multiplying
the predetermined overhead
rate for each cost pool by
the actual cost driver level
for that pool. Record costs.

Increase Work in Process
Inventory account and
decrease Overhead

account:
Dr. Work in Process XX
Inventory
Cr. Overhead XX
Overhead

Overhead
applied
using
predeter-
mined rate

Work in Process Inventory

Overhead
applied
using
predeter-
mined rate

Year 2011

.

Step 3:
Recording Actual
Overhead Costs

Record actual overhead
costs as they are incurred
during the accounting
period.

Increase Overhead account
and decrease asset accounts
or increase contra-asset

or liability accounts:

Dr. Overhead XX

Cr. Various Accounts XX

Overhead

Actual
overhead
costs
recorded

Various Asset and
Liability Accounts

Actual
overhead
costs
recorded

>

December 31

Step 4:
Reconciling Applied and
Actual Overhead Costs

At the end of the
accounting period,
calculate and reconcile
the difference between
applied and actual
overhead costs.

Entry will vary depending
on how costs have been
applied. If overapplied,
increase Overhead and
decrease Cost of Goods
Sold. If underapplied,
increase Cost of Goods Sold
and decrease Overhead.

Overapplied:
Overhead
Actual Overhead
overhead applied
costs using
recorded predeter-
mined rate
Overapplied
Bal. $0
Cost of Goods Sold
Bal. Overapplied
Actual Bal.

Underapplied:

Overhead
Actual Overhead
overhead applied
costs using
recorded predeter-
mined rate
Underapplied
Bal. $0
Cost of Goods Sold
Bal.

Underapplied

Actual Bal.
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Step 3. Recording actual overbead costs. The actual overhead costs are recorded
as they are incurred during the period.

These costs include the actual costs of indirect materials, indirect labor, depre-
ciation, property taxes, and other production costs.

The entry made for the actual overhead costs records a debit in the Overhead
account and a credit in the asset, contra-asset, or liability accounts affected.

Step 4. Reconciling the applied and actual overbead amounts. At the end of
the period, the difference between the applied and actual overhead costs
is calculated and reconciled.

Overapplied Overbead 1f the overhead costs applied to production during the
period are greater than the actual overhead costs, the difference in the amounts
represents overapplied overhead costs.

If this difference is immaterial, the Overhead account is debited or increased
and the Cost of Goods Sold or Cost of Sales account is credited or decreased
by the difference.

If the difference is material for the products produced, adjustments are made
to the accounts affected—that is, the Work in Process Inventory, Finished
Goods Inventory, and Cost of Goods Sold accounts.

Underapplied Overhead 1f the overhead costs applied to production during the
period are less than the actual overhead costs, the difference represents underap-
plied overhead costs.

If the difference is immaterial, the Cost of Goods Sold or Cost of Sales account
is debited or increased and the Overhead account is credited or decreased by
this difference.

If the difference is material for the products produced, adjustments are made
to the accounts affected—that is, the Work in Process Inventory, Finished
Goods Inventory, and Cost of Goods Sold accounts.

Actual Cost of Goods Sold or Cost of Sales The adjustment for overap-
plied or underapplied overhead costs is necessary to reflect the actual overhead
costs on the income statement.

Allocating Overhead: The Traditional Approach

The traditional approach to applying overhead costs to a product or service is to
use a single plantwide overhead rate.

This approach is especially useful when companies manufacture only one
product or a few very similar products that require the same production pro-
cesses and production-related activities, such as setup, inspection, and materi-
als handling.

The total overhead costs constitute one cost pool, and a traditional activity
base—such as direct labor hours, direct labor costs, machine hours, or units
of production—is the cost driver.

As we continue with our example of The Choice Candy Company, let’s
assume that the company will be selling two product lines in the coming year—
plain candy bars and candy bars with nuts—and that Sara Kearney chooses direct
labor hours as the cost driver. Kearney estimates that total overhead costs for the
next year will be $20,000 and that total direct labor hours (DLH) worked will be
400,000 hours.
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Table 2-3 summarizes the first two steps in the traditional approach to allo-
cating overhead costs.

Step 1. Planning the overhead vate. Kearney uses the following formula to
compute the rate at which overhead costs will be applied:

$20,000

Predetermined Overhead Rate = m

= $0.05 per DLH

Step 2. Applying the ovevhead vate. Kearney applies the predetermined over-
head rate to the products. During the year, The Choice Candy Com-
pany actually uses 250,000 direct labor hours to produce 100,000 plain
candy bars and 150,000 direct labor hours to produce 50,000 candy
bars with nuts.

The portion of the overhead cost applied to the plain candy bars totals
$12,500 ($0.05 X 250,000 DLH), or $0.13 per unit ($12,500 =+ 100,000
units).

The portion of overhead applied to the candy bars with nuts totals $7,500
($0.05 X 150,000 DLH), or $0.15 per unit ($7,500 + 50,000 units).

Product Unit Cost Using the Normal Costing Approach Kearney also
wants to calculate the product unit cost for the accounting period using normal
costing. She gathers the following data for the two product lines:

TABLE 2-3 Allocating Overhead Costs and Calculating Product Unit Cost: Traditional Approach

Step 1. Calculate overhead rate for cost pool:

Estimated Total Overhead Costs _ $20,000 — $0.05 per DLH
Estimated Total Cost Driver Level 400,000 (DLH)
Step 2. Apply predetermined overhead rate to products:
Plain Candy Bars Candy Bars with Nuts
Predetermined Overhead Rate Predetermined Overhead Rate
X Actual Cost Driver Level X Actual Cost Driver Level
= Cost Applied to Production = Cost Applied to Production
Overhead applied: $0.05 per DLH $0.05 X 250,000 DLH = $12,500 $0.05 X 150,000 DLH = $7,500
Overhead cost per unit:
Cost Applied +~ Number of Units $12,500 <+ 100,000 = $0.13* $7,500 -+ 50,000 = $0.15
Product unit cost using normal costing:
Plain Candy Bars Candy Bars with Nuts
Product costs per unit:
Direct materials $0.18 $0.21
Direct labor 0.14 0.16
Applied overhead 0.13 0.15
Total product unit cost $0.45 $0.52

*Rounded.
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Plain Candy Candy Bars
Bars with Nuts
Actual direct materials cost per unit $0.18 $0.21
Actual direct labor cost per unit 0.14 0.16
Prime cost per unit $0.32 $0.37

At the bottom of Table 2-3 is Kearney’s calculation of the normal product
unit cost for each product line consisting of its prime costs plus applied over-
head. The product unit cost of the candy bar with nuts ($0.52) is higher than
the plain candy bar’s cost ($0.45) because producing the candy bar with nuts
required more expensive materials and more labor time.

Step 3. Recording actual overbead costs. Kearney records the actual overhead
costs as they were incurred during the year. The actual overhead costs
totaled $19,800. The entry she made records a debit in the Overhead
account and a credit in the asset, contra-asset, or liability accounts

affected.

Step 4. Reconciling the applied and actual overbead amounts. Kearney com-
pares the actual and applied overhead costs to compute the amount of
underapplied or overapplied overhead:

Actual Applied Ovevapplied
Overhead Costs $19.800 $20,000 $200

Actual Cost of Goods Sold Cost of Goods Sold will be reduced by the $200
of overapplied overhead costs. The adjustment is necessary to reflect the actual
overhead costs on the income statement.

Allocating Overhead: The ABC Approach

Activity-based costing (ABC) is a more accurate method of assigning overhead
costs to products or services than the traditional approach. It categorizes all
indirect costs by activity, traces the indirect costs to those activities, and assigns
activity costs to products or services using a cost driver related to the cause of
the cost.

A company that uses ABC identifies production-related activities or tasks and
the events and circumstances that cause, or drive, those activities, such as
number of inspections or maintenance hours. As a result, many smaller activ-
ity pools are created from the single overhead cost pool used in the traditional
method.

This means that managers will calculate many rates. There will be an over-
head rate, or activity cost rate, for each activity pool, which must be applied
to products or services produced.

Managers must select an appropriate number of activity pools instead of the
traditional plantwide rate for overhead.

ABC will improve the accuracy of product or service cost estimates for orga-
nizations. More careful cost allocation means that managers will have better
information for decision making.
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SOLUTION
1.

& APPLY

Compute the predetermined overhead rate 4. Using the traditional overhead rate com-
for the Sample Service Company if its esti- puted in Step 1, determine the total
mated overhead costs for the coming year amount of overhead applied to operations
will be $15,000 and 5,000 direct labor hours
will be worked.

Calculate the amount of overhead costs worked.

applied by the Sample Service Company to 5. If Sample Company’s actual overhead costs for
one of'its jobs if the job required 10 direct the year are $14,800, compute the amount
labor hours to complete. of under- or overapplied overhead for the
Compute the total cost of the job if prime year. Will the Cost of Goods Sold account be
(direct material and direct labor) costs increased or decreased to correct the under- or

incurred by Sample Service Company to overapplication of overhead?
complete it were $60. If the job contained
5 units of service, what is the unit cost?

Estimated Overhead Costs

Predetermined Overhead Rate = Estimated Direct Labor Hours
_ $15,000
- m - $300 pCI‘ DLH

Overhead Costs Applied = Predetermined Overhead Rate X Actual Hours Worked
$3 per DLH X 10 Actual Direct Labor Hours Worked = $30

. Total Cost = Actual Direct Materials Cost + Actual Direct Labor Cost +
Applied Overhead Cost

= $60 + $30 = $90

Total Cost of Job

Unit Cost = Units Produced

=_%90 =418 per unit
5 units

Overhead Costs Applied = Predetermined Overhead Rate X Actual Hours Worked
During Year

= $3 per DLH X 4,900 Actual Direct Labor Hours Worked

= $14,700

. Overhead Costs Applied = $14,700
Actual Overhead Costs = 14,800
Underapplied Overhead

during the year if Sample Service Com-
pany compiles a total of 4,900 labor hours

$ 100, which will increase the Cost of Goods Sold account
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A LOOK BACK AT  » THE HERSHEY COMPANY

In this chapter’s Decision Point, we posed these questions:

« How do managers at Hershey's determine the cost of a candy bar?
- How do managers use cost information?

To determine the cost of a candy bar, managers at The Hershey Company must
conduct complex analyses of many product costs, as well as costs that are unre-
lated to products. They analyze both the traceable costs of direct labor and materi-
als and the indirect costs needed to support candy production. They also consider
any other relevant selling, administrative, or general operating costs that relate to
the candy bars.

Classifying and analyzing costs helps managers make decisions that will sustain
Hershey'’s profitability. All costs must be analyzed in terms of their traceability and
behavior and in terms of whether they add value and how they affect the financial
statements. Because many costs cannot be directly traced to specific candy prod-
ucts, managers must use a method of allocation to assign them. Possibilities include
the traditional allocation method and the activity-based costing method discussed
in this chapter.

Review Problem Assume that one of The Hershey Company'’s factories produces 50-pound blocks of

dark chocolate and that it needs to prepare a year-end balance sheet and income

Calculating Cost of statement, as well as a statement of cost of goods manufactured. During the year,

the factory purchased $361,920 of direct materials. The factory’s direct labor costs

for the year were $99,085 (10,430 hours at $9.50 per hour); its indirect labor costs

Three Fundamental totaled $126,750 (20,280 hours at $6.25 per hour). Account balances for the year
Steps  were as follows:

Goods Manufactured:

LO2 Lo4
Account Balance
Plant Supervision $ 42,500
Factory Insurance 8,100
Utilities, Factory 29,220
Depreciation—-Factory Building 46,200
Depreciation-Factory Equipment 62,800
Factory Security 9,460
Factory Repair and Maintenance 14,980
Selling and Administrative Expenses 76,480
Materials Inventory, beginning 26,490
Work in Process Inventory, beginning 101,640
Finished Goods Inventory, beginning 148,290
Materials Inventory, ending 24,910
Work in Process Inventory, ending 100,400
Finished Goods Inventory, ending 141,100
Required

1. Compute the cost of materials used during the year.

2. Given the cost of materials used, compute the total manufacturing costs for the
year.
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3. Given the total manufacturing costs for the year, compute the cost of goods
manufactured during the year.

4. If 13,397 units (1 unit = 50-pound block of dark chocolate) were manufactured
during the year, what was the actual product unit cost? (Round your answer to
two decimal places.)

Answers to 1. Cost of materials used:
Review Problem Materials inventory, be