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= From the Authors

Dear Student,

Why This Course? Remember your biology course in high school? Did you have one of
those “invisible man” models (or maybe something more high-tech than that) that gave
you the opportunity to look “inside” the human body? This accounting course offers
something similar. To understand a business, you have to understand the financial
insides of a business organization. A managerial accounting course will help you under-
stand the essential financial components of businesses. Whether you are looking at a
large multinational company like Apple or Starbucks or a single-owner software con-
sulting business or coffee shop, knowing the fundamentals of managerial accounting
will help you understand what is happening. As an employee, a manager, an investor,a
business owner, or a director of your own personal

finances—any of which roles you will have at some point " .

in your life—you will make better decisions for having Whethgr you are Iooklr?g ata large

taken this course. multinational company like Apple or
Starbucks or a single-owner software

Why This Book? Hundreds of thousands of students consulting business or coffee shop,

have used this textbook. Your instructor has chosen it knowing the fundamentals of manage

for you because of its trusted reputation. The authors accounting will help you understand

have worked hard to keep the book fresh, timely, and what is happening.”

accurate.

How to Succeed? We've asked many students and many instructors whether there is
a secret for success in this course. The nearly unanimous answer turns out to be not
much of a secret: “Do the homework.” This is one course where doing is learning. The
more time you spend on the homework assignments—using the various tools that this
textbook provides—the more likely you are to learn the essential concepts, techniques,
and methods of accounting. Besides the textbook itself, WileyPLUS and the book’s
companion website also offers various support resources.

Good luck in this course. We hope you enjoy the experience and that you put to good
use throughout a lifetime of success the knowledge you obtain in this course. We are
sure you will not be disappointed.

Jerry J. Weygandt

Paul D. Kimmel
Donald E. Kieso
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Practice Made Simple

The Team for Success is focused on helping students get the most out of their
accounting course by making practice simple. Both in the printed text and the
online environment of WileyPLUS, new opportunities for self-guided practice
allow students to check their knowledge of accounting concepts, skills, and
problem-solving techniques as they receive individual feedback at the question,
learning objective, and course level.

Personalized Practice

Based on cognitive science, WileyPLUS with ORION is a personalized, adaptive
learning experience that gives students the practice they need to build
proficiency on topics while using their study time most effectively. The
adaptive engine is powered by hundreds of unique questions per chapter,
giving students endless opportunities for practice throughout the course.
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Newly streamlined learning objectives help students make the best use of their
time outside of class. Each learning objective is addressed by reading content,
answering a variety of practice and assessment questions, and watching
educational videos, so that no matter where students begin their work, the
relevant resources and practice are readily accessible.
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What's New?

WileyPLUS with ORION

WileyPLUS with Orion is an adaptive study and practice tool that helps students build proficiency in course topics.
Over 3,500 new questions are available for practice and review.

Updated Content and Design

We scrutinized all chapter material to find new ways to engage students and help them learn accounting concepts.
Up-to-date coverage and new discussions of important managerial accounting topics include Chapter 1, sustainable
business, and Chapter 14, sustainable income and statement of comprehensive income. Homework problems were
updated in all chapters.

A new learning objective structure helps students practice their understanding of concepts with pom exercises
before they move on to different topics in other learning objectives. Coupled with a new interior design and
revised infographics, the new outcomes-oriented approach motivates students and helps them make the best use
of their time.

WileyPLUS Videos

Over 150 videos are available in WileyPLUS. More than 80 of the videos are new to the Seventh Edition. The videos
walk students through relevant homework problems and solutions, review important concepts, provide overviews of
Excel skills, and explore topics in a real-world context.

Student Practice and Solutions

New practice opportunities with solutions are integrated throughout the textbook and WileyPLUS course. Each textbook
chapter now provides students with a Review and Practice section that includes learning objective summaries,
multiple-choice questions with feedback for each answer choice, and both practice exercises and problems with
solutions. Also, each learning objective module in the textbook is followed by a pom exercise with an accompanying
solution.

In WileyPLUS, two brief exercises, two pomt exercises, two exercises, and a new problem are available for prac-
tice with each chapter. All of the questions are algorithmic, providing students with multiple opportunities for
advanced practice.

Real World Context: Feature Stories and Comprehensive Problems

New feature stories frame chapter topics in a real-world company example. Also, the feature stories now closely
correlate with the Using the Decision Tools problem at the end of each chapter and with the managerial accounting
video series. In WileyPLUS, real-world Insight boxes now have questions that can be assigned as homework.

Excel

A continuing Excel tutorial is available at the end of each chapter. New Excel skill videos help students understand
Excel features they can apply in their accounting studies. New Excel “What If?” templates help students apply their
understanding of Excel and consider the effects of changes in one value on a spreadsheet with other values on a
spreadsheet.

More information about the Seventh Edition is available on the book’s Website at www.wiley.com/college/weygandt.
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Managerial Accounting

The Chapter Preview describes the purpose of the chapter and highlights major topics.

This chapter focuses on issues illustrated in the Feature Story below about
Current Designs and its parent company Wenonah Canoe. To succeed, the company needs to determine
and control the costs of material, labor, and overhead, and understand the relationship between costs
and profits. Managers often make decisions that determine their company’s fate—and their own.
Managers are evaluated on the results of their decisions. Managerial accounting provides tools to assist
management in making decisions and to evaluate the effectiveness of those decisions.

The Feature Story helps you picture how the chapter topic relates to the real world of business and accounting.

FEATURE STORY

Just Add Water ... and Paddle

Mike Cichanowski grew up on the Mississippi River in Winona,

Minnesota. At a young age, he learned to paddle a canoe so
he could explore the river. Before long, Mike began crafting
his own canoes from bent wood and fiberglass in his dad’s
garage. Then, when his canoe-making shop outgrew the
garage, he moved it into an old warehouse. When that was
going to be torn down, Mike came to a critical juncture in his
life. He took out a bank loan and built his own small shop,
giving birth to the company Wenonah Canoe.

Wenonah Canoe soon became known as a pioneer in
developing techniques to get the most out of new materials
such as plastics, composites, and carbon fibers—maximizing
strength while minimizing weight.

In the 1990s, as kayaking became popular, Mike made
another critical decision when he acquired Current Designs,

a premier Canadian kayak manufacturer. This venture allowed
Wenonah to branch out with new product lines while
providing Current Designs with much-needed capacity
expansion and manufacturing expertise. Mike moved Current
Designs’ headquarters to Minnesota and made a big (and

potentially risky) investment in a new production facility.
Today, the company’s 90 employees produce about 12,000
canoes and kayaks per year. These are sold across the country
and around the world.

Mike will tell you that business success is “a three-legged
stool.” The first leg is the knowledge and commitment to
make a great product. Wenonah'’s canoes and Current
Designs’ kayaks are widely regarded as among the very best.
The second leg is the ability to sell your product. Mike’s
company started off making great canoes, but it took a little
longer to figure out how to sell them. The third leg is not
something that most of you would immediately associate
with entrepreneurial success. It is what goes on behind the
scenes—accounting. Good accounting information is
absolutely critical to the countless decisions, big and small,
that ensure the survival and growth of the company.

Bottom line: No matter how good your product is, and no
matter how many units you sell, if you don’t have a firm grip
on your numbers, you are up a creek without a paddle.

Source: www.wenonah.com.

Watch the What Is Managerial
Accounting? video in WileyPLUS

for an introduction to managerial
accounting and the topics
presented in this course.




Learning Objectives

Identify the features of managerial
accounting and the functions of
management.

Describe the classes of manufacturing
costs and the differences between
product and period costs.

Demonstrate how to compute cost
of goods manufactured and prepare
financial statements for a manufacturer.

Discuss trends in managerial
accounting.

The Chapter Outline presents the chapter’s topics and subtopics,
as well as practice opportunities.

e Comparing managerial and
financial accounting

¢ Management functions

e Organizational structure

e Manufacturing costs
e Product vs. period costs
o |llustration of cost concepts

® Income statement

e Cost of goods manufactured
schedule

® Balance sheet

e Service industries

 Value chain

 Balanced scorecard
 Business ethics

e Corporate social responsibility

Visit WileyPLUS with ORION for additional tutorials and practice opportunities.

DO IT!

DO IT!

DO IT!

DO IT!

2 Managerial Accounting
. Overview

2 Managerial Cost
~....~ Concepts

3 Cost of Goods
=~ Manufactured

1 . Trends in Managerial

i 4
... Accounting

Go to the REVIEW AND PRACTICE section at the end of the chapter for a review of key concepts and practice
applications with solutions.



LEARNING a Identify the features of managerial accounting

: OBJECTIVE

Essential terms and
concepts are printed in
blue where they first
appear and are defined in
the end-of-chapter
Glossary Review.

and the functions of management.

Managerial accounting provides economic and financial information for man-
agers and other internal users. The skills that you learn in this course will be vital
to your future success in business. You don'’t believe us? Let’s look at some exam-
ples of some of the crucial activities of employees at Current Designs and where
those activities are addressed in this textbook.

In order to know whether it is making a profit, Current Designs needs accu-
rate information about the cost of each kayak (Chapters 2, 3, and 4). To be prof-
itable, Current Designs adjusts the number of kayaks it produces in response to
changes in economic conditions and consumer tastes. It needs to understand
how changes in the number of kayaks it produces impact its production costs and
profitability (Chapters 5 and 6). Further, Current Designs’ managers often con-
sider alternative courses of action. For example, should the company accept a
special order from a customer, produce a particular kayak component internally
or outsource it, or continue or discontinue a particular product line (Chapter 7)?
Finally, one of the most important and most difficult decisions is what price to
charge for the kayaks (Chapter 8).

In order to plan for the future, Current Designs prepares budgets (Chapter 9),
and it then compares its budgeted numbers with its actual results to evaluate
performance and identify areas that need to change (Chapters 10 and 11). Finally,
it sometimes needs to make substantial investment decisions, such as the build-
ing of a new plant or the purchase of new equipment (Chapter 12).

Someday, you are going to face decisions just like these. You may end up in
sales, marketing, management, production, or finance. You may work for a com-
pany that provides medical care, produces software, or serves up mouth-watering
meals. No matter what your position is and no matter what your product, the
skills you acquire in this class will increase your chances of business success.
Put another way, in business you can either guess or you can make an informed
decision. As a CEO of Microsoft once noted: “If you're supposed to be making
money in business and supposed to be satisfying customers and building mar-
ket share, there are numbers that characterize those things. And if somebody
can'’t speak to me quantitatively about it, then I'm nervous.” This course gives you
the skills you need to quantify information so you can make informed business
decisions.

Comparing Managerial and Financial Accounting

There are both similarities and differences between managerial and financial
accounting. First, each field of accounting deals with the economic events of a
business. For example, determining the unit cost of manufacturing a product is
part of managerial accounting. Reporting the total cost of goods manufactured
and sold is part of financial accounting. In addition, both managerial and financial
accounting require that a company’s economic events be quantified and commu-
nicated to interested parties. Illustration 1-1 summarizes the principal differences
between financial accounting and managerial accounting.

Management Functions
Managers’ activities and responsibilities can be classified into three broad functions:

1. Planning.
2. Directing.
3. Controlling.



Feature

Financial Accounting

Managerial Accounting

Primary Users
of Reports

External users: stockholders,
creditors, and regulators.

Internal users: officers and
managers.

Types and Frequency
of Reports

Financial statements.
Quarterly and annually.

Internal reports.
As frequently as needed.

Purpose of Reports

General-purpose.

Special-purpose for
specific decisions.

Content of Reports

Pertains to business as a whole.

Highly aggregated (condensed).
Limited to double-entry

accounting and cost data.
Generally accepted

Pertains to subunits of the business.

Very detailed.

Extends beyond double-entry
accounting to any relevant data.

Standard is relevance to decisions.

accounting principles.

Verification Process Audited by CPA.

In performing these functions, managers make decisions that have a significant
impact on the organization.

Planning requires managers to look ahead and to establish objectives. These
objectives are often diverse: maximizing short-term profits and market share,
maintaining a commitment to environmental protection, and contributing to
social programs. For example, Hewlett-Packard, in an attempt to gain a stronger
foothold in the computer industry, greatly reduced its prices to compete with
Dell. A key objective of management is to add value to the business under its
control. Value is usually measured by the price of the company’s stock and by the
potential selling price of the company.

Directing involves coordinating a company’s diverse activities and human
resources to produce a smooth-running operation. This function relates to imple-
menting planned objectives and providing necessary incentives to motivate employees.
For example, manufacturers such as Campbell Soup Company, General Motors,
and Dell need to coordinate purchasing, manufacturing, warehousing, and selling.
Service corporations such as American Airlines, Federal Express, and AT&T
coordinate scheduling, sales, service, and acquisitions of equipment and supplies.
Directing also involves selecting executives, appointing managers and supervisors,
and hiring and training employees.

The third management function, controlling, is the process of keeping the
company’s activities on track. In controlling operations, managers determine
whether planned goals are met. When there are deviations from targeted objec-
tives, managers decide what changes are needed to get back on track. Scandals at
companies like Enron, Lucent, and Xerox attest to the fact that companies need
adequate controls to ensure that the company develops and distributes accurate
information.

How do managers achieve control? A smart manager in a very small opera-
tion can make personal observations, ask good questions, and know how to eval-
uate the answers. But using this approach in a larger organization would result in
chaos. Imagine the president of Current Designs attempting to determine whether
the company is meeting its planned objectives without some record of what has
happened and what is expected to occur. Thus, large businesses typically use a
formal system of evaluation. These systems include such features as budgets,
responsibility centers, and performance evaluation reports—all of which are fea-
tures of managerial accounting.

Decision-making is not a separate management function. Rather, it is the
outcome of the exercise of good judgment in planning, directing, and controlling.

No independent audits.

Illustration 1-1
Differences between financial
and managerial accounting



Management Insight [EIERVITEET

Even the Best Have to
Get Better

Luxury-goods  manufacturers
used to consider stockouts to
be a good thing. But recently,
Louis Vuitton, a French manu-
facturer of high-end handbags,
wallets, and suitcases, changed
its attitude. The company
adopted “lean” processes used
by car manufacturers and elec-
tronics companies to speed up
production of “hot” products.
Work is done by flexible teams, with jobs organized based
on how long a task takes. By reducing wasted time and
eliminating bottlenecks, what used to take 20 to 30 workers
eight days to do now takes only 6 to 12 workers one day.
Other efforts included organizing 10-person factory
teams into U-shaped clusters. This arrangement freed up
floor space, allowing Louis Vuitton to hire 300 additional
employees. The company also selectively employs robots to

© Camilia Wisbauer/iStockphoto

bring items to human workers, saving valuable time. In
addition, computer programs are now used to identify
flaws in leather skins, enabling the company to identify the
best way to cut pieces from the leather to increase quality
and minimize waste.

Finally, Louis Vuitton stores around the world feed sales
information to the company’s headquarters in France. Pro-
duction is then adjusted accordingly to ensure that would-be
buyers aren’t left empty-handed. With these new produc-
tion processes, Louis Vuitton is already seeing improved
results—returns of some products are down by two-thirds.

Sources: Christina Passariello, “Louis Vuitton Tries Modern Methods
on Factory Lines,” Wall Street Journal (October 9, 2006); and
Christina Passariello, “At Vuitton, Growth in Small Batches,”

Wall Street Journal (June 27, 2011).

What are some of the steps that this company has taken
in order to ensure that production meets demand?

(Go to WileyPLUS for this answer and additional
questions.)

Insight boxes illustrate interesting situations in real companies and show how managers make decisions using accounting
information. Guideline answers to the critical thinking questions are available in WileyPLUS and at www.wiley.com/college/

weygandt. Additional questions are offered in WileyPLUS.

Organizational Structure

Most companies prepare organization charts to show the interrelationships of
activities and the delegation of authority and responsibility within the company.
Illustration 1-2 shows a typical organization chart.

lllustration 1-2
A typical corporate
organization chart

Stockholders

Board of
Directors

Chief Executive
Officer and
President

General Vice President
Counsel/ Marketing
Secretary

Treasurer

Vice President Vice President Vice President
Finance/Chief Operations Human
Financial Officer Resources

Controller



Stockholders own the corporation, but they manage it indirectly through a board
of directors they elect. The board formulates the operating policies for the company
or organization. The board also selects officers, such as a president and one or more
vice presidents, to execute policy and to perform daily management functions.

The chief executive officer (CEO) has overall responsibility for managing
the business. As the organization chart on page 6 shows, the CEO delegates
responsibilities to other officers.

Responsibilities within the company are frequently classified as either line or
staff positions. Employees with line positions are directly involved in the
company’s primary revenue-generating operating activities. Examples of line
positions include the vice president of operations, vice president of marketing,
plant managers, supervisors, and production personnel. Employees with staff
positions are involved in activities that support the efforts of the line employees.
In a company like General Electric or Facebook, employees in finance, legal, and
human resources have staff positions. While activities of staff employees are vital
to the company, these employees are nonetheless there to serve the line employees
who engage in the company’s primary operations.

The chief financial officer (CFO) is responsible for all of the accounting and
finance issues the company faces. The CFO is supported by the controller and
the treasurer. The controller’s responsibilities include (1) maintaining the
accounting records, (2) ensuring an adequate system of internal control, and
(3) preparing financial statements, tax returns, and internal reports. The treasurer
has custody of the corporation’s funds and is responsible for maintaining the
company’s cash position.

Also serving the CFO is the internal audit staff. The staff’s responsibilities
include reviewing the reliability and integrity of financial information provided
by the controller and treasurer. Staff members also ensure that internal control
systems are functioning properly to safeguard corporate assets. In addition, they
investigate compliance with policies and regulations. In many companies, these
staff members also determine whether resources are used in the most economical
and efficient fashion.

The vice president of operations oversees employees with line positions. For
example, the company might have multiple plant managers, each of whom reports
to the vice president of operations. Each plant also has department managers, such
as fabricating, painting, and shipping, each of whom reports to the plant manager.

DO IT! exercises ask you to put newly acquired knowledge to work. They outline the Action
Plan necessary to complete the exercise, and they show a Solution.

(DION I BN I Managerial Accounting Overview

Indicate whether the following statements are true or false. If false, explain why.

1. Managerial accountants have a single role within an organization: collecting and
reporting costs to management.

2. Financial accounting reports are general-purpose and intended for external users. Action Plan

3. Managerial accounting reports are special-purpose and issued as frequently as needed. ¢/ ynderstand that man-
4. Managers’ activities and responsibilities can be classified into three broad functions: agerial accounting is a
cost accounting, budgeting, and internal control. ﬁeld'of accounting that
) ] ) ) provides economic and
5. Managerial accounting reports must now comply with generally accepted accounting financial information
principles (GAAP). for managers and other
. internal users.
Solution

v/ Understand that

. . . . financial accountin
1. False. Managerial accountants determine product costs. In addition, managerial provides informatiogn

accountants are now held responsible for evaluating how well the company for external users.
employs its resources. As a result, when the company makes critical strategic deci- ¢ Analyze which users
sions, managerial accountants serve as team members alongside personnel from require which different
production, marketing, and engineering. types of information.




2. True.
3. True.

4. False. Managers’ activities are classified into three broad functions: planning,
directing, and controlling. Planning requires managers to look ahead to establish
objectives. Directing involves coordinating a company’s diverse activities and
human resources to produce a smooth-running operation. Controlling keeps the
company’s activities on track.

5. False. Managerial accounting reports are for internal use and thus do not have to
comply with GAAP.

Related exercise material: BE1-1, BE1-2, E1-1, and por 1-1.

. LEARNING Describe the classes of manufacturing costs and the differences
- OBJECTIVE between product and period costs.

Direct Materials

In order for managers at a company like Current Designs to plan, direct, and
control operations effectively, they need good information. One very important
type of information relates to costs. Managers should ask questions such as the
following.

1. What costs are involved in making a product or performing a service?
2. If we decrease production volume, will costs decrease?

3. What impact will automation have on total costs?

4. How can we best control costs?

To answer these questions, managers obtain and analyze reliable and relevant
cost information. The first step is to understand the various cost categories that
companies use.

Manufacturing Costs

Manufacturing consists of activities and processes that convert raw materials
into finished goods. Contrast this type of operation with merchandising, which
sells products in the form in which they are purchased. Manufacturing costs are
classified as direct materials, direct labor, and manufacturing overhead.

DIRECT MATERIALS

To obtain the materials that will be converted into the finished product, the man-
ufacturer purchases raw materials. Raw materials are the basic materials and
parts used in the manufacturing process.

Raw materials that can be physically and directly associated with the finished
product during the manufacturing process are direct materials. Examples
include flour in the baking of bread, syrup in the bottling of soft drinks, and steel
in the making of automobiles. A primary direct material of many Current Designs’
kayaks is polyethylene powder. Some of its high-performance kayaks use
Kevlar®.

Some raw materials cannot be easily associated with the finished product.
These are called indirect materials. Indirect materials have one of two charac-
teristics. (1) They do not physically become part of the finished product (such as
polishing compounds used by Current Designs for the finishing touches on kayaks).
Or, (2) they are impractical to trace to the finished product because their physical
association with the finished product is too small in terms of cost (such as cotter
pins and lock washers). Companies account for indirect materials as part of
manufacturing overhead.



DIRECT LABOR

The work of factory employees that can be physically and directly associated with
converting raw materials into finished goods is direct labor. Bottlers at Coca-Cola,
bakers at Sara Lee, and equipment operators at Current Designs are employees
whose activities are usually classified as direct labor. Indirect labor refers to the
work of employees that has no physical association with the finished product or
for which it is impractical to trace costs to the goods produced. Examples include
wages of factory maintenance people, factory time-keepers, and factory super-
visors. Like indirect materials, companies classify indirect labor as manufacturing
overhead.

MANUFACTURING OVERHEAD

Manufacturing overhead consists of costs that are indirectly associated with the
manufacture of the finished product. Overhead costs also include manufacturing
costs that cannot be classified as direct materials or direct labor. Manufacturing
overhead includes indirect materials, indirect labor, depreciation on factory build-
ings and machines, and insurance, taxes, and maintenance on factory facilities.

One study of manufactured goods found the following magnitudes of the
three different product costs as a percentage of the total product cost: direct
materials 54%, direct labor 13%, and manufacturing overhead 33%. Note that the
direct labor component is the smallest. This component of product cost is drop-
ping substantially because of automation. Companies are working hard to increase
productivity by decreasing labor. In some companies, direct labor has become as
little as 5% of the total cost.

Allocating direct materials and direct labor costs to specific products is fairly
straightforward. Good recordkeeping can tell a company how much plastic it
used in making each type of gear, or how many hours of factory labor it took to
assemble a part. But allocating overhead costs to specific products presents prob-
lems. How much of the purchasing agent’s salary is attributable to the hundreds
of different products made in the same plant? What about the grease that keeps
the machines humming, or the computers that make sure paychecks come out on
time? Boiled down to its simplest form, the question becomes: Which products
cause the incurrence of which costs? In subsequent chapters, we show various
methods of allocating overhead to products.
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Manufacturing
Overhead

Alternative Terminology
Some companies use terms
such as factory overhead,
indirect manufacturing
costs, and burden instead
of manufacturing
overhead.

Alternative Terminology
notes present Synonymous
terms used in practice.

Why Manufactur-
ing Matters for
U.S. Workers

Prior to 2010, U.S. man-
ufacturing employment
fell at an average rate
of 0.1% per year for
60 years. At the same
time, U.S. factory out-
put increased by an
average rate of 3.4%.
As manufacturers relied
more heavily on auto-
mation, the number of
people they needed
declined. However, factory jobs are important because the
average hourly wage of a factory worker is $22, twice the
average wage of employees in the service sector. Fortu-
nately, manufacturing jobs in the United States increased

bikeriderlondon/Shutterstock

by 1.2% in 2010, and they were forecast to continue to
increase through at least 2015. Why? Because companies
like Whirlpool, Caterpillar, and Dow are building huge
new plants in the United States to replace old, inefficient
U.S. facilities. For many products that are ultimately sold
in the United States, it makes more sense to produce them
domestically and save on the shipping costs. In addition,
these efficient new plants, combined with an experienced
workforce, will make it possible to compete with manu-
facturers in other countries, thereby increasing export
potential.

Sources: Bob Tita, “Whirlpool to Invest in Tennessee Plant,” Wall Street
Journal Online (September 1, 2010); and James R. Hagerty, “U.S.
Factories Buck Decline,” Wall Street Journal Online (January 19, 2011).

In what ways does the shift to automated factories
change the amount and composition of product costs?
(Go to WileyPLUS for this answer and additional
questions.)




Alternative Terminology
Product costs are also
called inventoriable costs.

lllustration 1-3
Product versus period costs

Product Versus Period Costs

Each of the manufacturing cost components—direct materials, direct labor, and
manufacturing overhead—are product costs. As the term suggests, product costs
are costs that are a necessary and integral part of producing the finished product.
Companies record product costs, when incurred, as inventory. These costs do not
become expenses until the company sells the finished goods inventory. At that
point, the company records the expense as cost of goods sold.

Period costs are costs that are matched with the revenue of a specific time
period rather than included as part of the cost of a salable product. These are non-
manufacturing costs. Period costs include selling and administrative expenses. In
order to determine net income, companies deduct these costs from revenues in
the period in which they are incurred.

Illustration 1-3 summarizes these relationships and cost terms. Our main
concern in this chapter is with product costs.

All Costs
|
Product Costs Period Costs
Manufacturing Costs Nonmanufacturing Costs

Direct Materials

Selling

Direct Labor Expenses

Manufacturing Overhead
* Indirect materials

* Indirect labor
* Other indirect costs

Administrative
Expenses

lllustration of Cost Concepts

To improve your understanding of cost concepts, we illustrate them here through
an extended example. Suppose you started your own snowboard factory, Terrain
Park Boards. Think that’s impossible? Burton Snowboards was started by Jake
Burton Carpenter, when he was only 23 years old. Jake initially experimented
with 100 different prototype designs before settling on a final design. Then Jake,
along with two relatives and a friend, started making 50 boards per day in Lon-
donderry, Vermont. Unfortunately, while they made a lot of boards in their first
year, they were only able to sell 300 of them. To get by during those early years,
Jake taught tennis and tended bar to pay the bills.
Here are some of the costs that your snowboard factory would incur.

1. The materials cost of each snowboard (wood cores, fiberglass, resins, metal
screw holes, metal edges, and ink) is $30.

2. The labor costs (for example, to trim and shape each board using jig saws and
band saws) are $40.

3. Depreciation on the factory building and equipment (for example, presses,
grinding machines, and lacquer machines) used to make the snowboards is
$25,000 per year.

4. Property taxes on the factory building (where the snowboards are made) are
$6,000 per year.



Advertising costs (mostly online and catalogue) are $60,000 per year.
Sales commissions related to snowboard sales are $20 per snowboard.
Salaries for factory maintenance employees are $45,000 per year.

The salary of the plant manager is $70,000.
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The cost of shipping is $8 per snowboard.

Illustration 1-4 shows how Terrain Park Boards would assign these manufactur-
ing and selling costs to the various categories.

Terrain Park Boards IIIu.stratlon 1-4
9 Assignment of costs to
cost categories

Product Costs

N Direct Direct Manufacturing Period
Cost Item Materials Labor Overhead Costs
1. Material cost ($30
per board) X
2. Labor costs ($40
per board) X

3. Depreciation on
factory equipment
($25,000 per year) X

4. Property taxes on
factory building
($6,000 per year) X

5. Advertising costs

($60,000 per year) X
6. Sales commissions

($20 per board) X

7. Maintenance salaries
(factory facilities,

$45,000 per year) X
8. Salary of plant manager
($70,000 per year) X
9. Cost of shipping
boards ($8 per board) X

Total manufacturing costs are the sum of the product costs—direct materials,
direct labor, and manufacturing overhead—incurred in the current period. If
Terrain Park Boards produces 10,000 snowboards the first year, the total manu-
facturing costs would be $846,000, as shown in Illustration 1-5.

Illustration 1-5

Cost Number and Item Manufacturing Cost Computation of total
1. Material cost ($30 X 10,000) $300,000 manufacturing costs
2. Labor cost ($40 X 10,000) 400,000
3. Depreciation on factory equipment 25,000
4. Property taxes on factory building 6,000
7. Maintenance salaries (factory facilities) 45,000
8. Salary of plant manager 70,000

Total manufacturing costs $846,000



Once it knows the total manufacturing costs, Terrain Park Boards can com-
pute the manufacturing cost per unit. Assuming 10,000 units, the cost to produce
one snowboard is $84.60 ($846,000 + 10,000 units).

In subsequent chapters, we use extensively the cost concepts discussed in this
chapter. So study Illustration 1-4 carefully. If you do not understand any of these
classifications, go back and reread the appropriate section.

DO IT! 2 Managerial Cost Concepts

Action Plan

v/ Classify as direct
materials any raw
materials physically
and directly associated
with the finished
product.

v/ Classify as direct labor
the work of factory
employees physically
and directly associated
with the finished
product.

¢/ Classify as manufac-
turing overhead any
costs indirectly associ-
ated with the finished
product.

A bicycle company has these costs: tires, salaries of employees who put tires on the
wheels, factory building depreciation, advertising expenditures, lubricants, spokes,
salary of factory manager, salary of accountant, handlebars, and salaries of factory
maintenance employees. Classify each cost as direct materials, direct labor, overhead, or
a period cost.

Solution

Tires, spokes, and handlebars are direct materials. Salaries of employees who put
tires on the wheels are direct labor. Factory building depreciation, lubricants, salary
of factory manager, and salary of factory maintenance employees are manufacturing
overhead. Advertising expenditures and salary of accountant are period costs.

Related exercise material: BE1-3, BE1-4, BE1-5, BE1-6, E1-2, E1-3, E1-4, E1-5, E1-6, E1-7,
and pom 1-2.

. LEARNING Demonstrate how to compute cost of goods manufactured
- OBJECTIVE and prepare financial statements for a manufacturer.

The financial statements of a manufacturer are very similar to those of a mer-
chandiser. For example, you will find many of the same sections and same
accounts in the financial statements of Procter & Gamble that you find in the
financial statements of Dick’s Sporting Goods. The principal differences between
their financial statements occur in two places: the cost of goods sold section in
the income statement and the current assets section in the balance sheet.

Income Statement

Under a periodic inventory system, the income statements of a merchandiser
and a manufacturer differ in the cost of goods sold section. Merchandisers
compute cost of goods sold by adding the beginning inventory to the cost of
goods purchased and subtracting the ending inventory. Manufacturers compute
cost of goods sold by adding the beginning finished goods inventory to the cost
of goods manufactured and subtracting the ending finished goods inventory.
Illustration 1-6 shows these different methods.

A number of accounts are involved in determining the cost of goods manu-
factured. To eliminate excessive detail, income statements typically show only
the total cost of goods manufactured. A separate statement, called a Cost of Goods
Manufactured Schedule, presents the details. (See the discussion on page 14 and
Tlustration 1-9.)





