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Dear Students of Managerial Accounting,

Managerial Accounting is concerned with using information to effectively plan and control
operations and make good business decisions. And the overall objective of this book is to
provide you with the concepts and tools needed in planning, control, and decision making.
I’ve taught Managerial Accounting for many years and my former students, many of whom
are in senior executive positions, tell me that they’ve used these concepts and tools
throughout their business careers. So trust me, work hard in this course and you will reap
major benefits!

In approaching the course, realize that you need to take personal responsibility for
your success. Of course your instructor will help you understand the material, but you’re the
one who must make time to read the material before class and complete all assigned
problems and cases. I recommend that you take a three-step approach to the study of each
chapter in Managerial Accounting:

• First, skim the chapter for a quick overview.

• Second, read the chapter carefully and pay particular attention to the illustrations.
When you’re finished, make sure you understand each of the learning objectives.

• Third, enhance and test your knowledge using the materials on the companion Web
site for the book.

If at all possible, you should also form a study group with one or two of your
classmates. You’ll learn a lot from each other, and going over the homework together may
actually be fun!

With my best wishes for success,

Jim Jiambalvo
Dean and Kirby L. Cramer

Chair in Business Administration

Michael G. Foster School of Business
University of Washington 

A Note to Students...
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This book is intended to drive home the fundamental ideas of managerial accounting and
motivate students to actually want to study the subject. As you will see, the text has a num-
ber of unique features that help accomplish these goals. Based on my teaching experience
and from what we have heard from professors using the previous editions, we believe stu-
dents and professors want a textbook that:

• Recognizes that most students will become managers, not accountants

• Focuses attention on decision making

• Stresses the fact that “You Get What You Measure”

• Motivates students to learn managerial accounting by connecting concepts and 
techniques to the real world

• Recognizes the growing importance of service businesses

• Is clear, concise (can be covered in one semester), and current

• Provides students with ample opportunities to test their knowledge.

Here’s how the fifth edition of  Managerial Accounting reflects these desires.

Recognizes that most students will become managers, not accountants. Most students of
introductory managerial accounting will pursue careers as managers, not accountants. Future
managers most likely will not need to know the FIFO approach to process costing or how to
calculate four overhead variances—so these and other less essential topics are not covered.

Focuses more attention on decision making. Instructors want their students to be able to
solve the types of problems that real managers face. This requires that more emphasis be
placed on decision making skills. Accordingly, three of the chapters (Chapters 7, 8, and 10)
focus specifically on decision making. Additionally, decision making, and the use of incre-
mental analysis, are discussed in the first chapter and integrated throughout the book. By the
time students get to Chapter 7 (The Use of Cost Information in Management Decision
Making), they will already have a good understanding of costs that are relevant in making a
decision. And after reading Chapter 7, working homework problems and discussing the
material in class, they will have, we hope, a great understanding of decision making!

Stresses the fact that “You Get What You Measure” Senior managers know that perform-
ance measures greatly affect how subordinates focus their time and attention.Thus, the sub-
ject of performance measurement is of great practical importance. In this book, every chap-
ter makes reference to the critical idea that you get what you measure, and Chapter 12 has an
extensive discussion of performance measures.

Motivates students to learn managerial accounting by connecting concepts and tech-
niques to the real world. Business people often say that they wish they had known how
important managerial accounting would be to their success on the job—they would have
studied the subject harder in school! Here, every effort is made to convince students that
managerial accounting is of critical importance in the real world. Link to Practice boxes relate
the text material to real companies. Additionally, each chapter has cases developed with
feedback from managers who attested to their realism and relevance. An often-heard com-
ment:“We had that exact situation at my company!”

Recognizes the growing importance of service businesses. In the last twenty years,
employment has shifted from manufacturing to the service sector. Now, more than 75% of
all jobs are in the service economy. With this in mind, numerous examples of service compa-
nies are in the chapter and end-of-chapter materials.

Preface

viii
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Preface  ix

Clear, concise (can be covered in one semester), and current. According to students and
faculty who used the previous editions,a major and much appreciated strength of the text is the
clear and concise writing style.Discussions are to the point,ideas are illustrated,and examples are
presented to make the ideas concrete.The entire text can be comfortably covered in one semes-
ter. Coverage is also up-to-date including: Theory of Constraints, Economic Value Added, The
Balanced Scorecard,Strategy Maps,Activity-Based Costing and Activity-Based Management,Why
Budget-Based Compensation Can Encourage Padding and Income-Shifting, etc.

Provides students with ample oppourtunities to test their knowledge. In each chapter,
students are presented with a feature called Test Your Knowledge.And,at the end of each chap-
ter there are two comprehensive review problems as well as several multiple choice problems
with solutions. These features allow students to assess their understading of the material as
they read through the chapter as well as after they have finished reading the entire chapter.
The features also set students up for success in completing end-of-chapter assignments.

NEW IN THE FIFTH EDITION
• Every paragraph has been reconsidered to ensure utmost clarity.
• The end-of-chapter material has been revised and correlated to the learning objectives

of each chapter.
• There are numerous new Links to Practice showig the real-word relevance of the material.
• A feature called Test your Knowledge has been incorporated throughout each chapter.

This feature presents students with multiple choice problems allowing them to test their
understanding as they read through the chapter.

• Chapters on the Statement of Cash Flows (Chapter 13) and Financial Statement Analysis
(Chapter 14), which are typically covered in Financial Accounting, have been removed
from the text. However, for users who wish to cover these topics, both chapters are still
available on the wiley.com book companion site (www. wiley.com/college/jiambalvo).

CHAPTER ORGANIZATION AND CONTENT
Chapter 1: Managerial Accounting in the Information Age

This chapter describes how managerial accounting is used in planning, control, and decision
making, and discusses two key ideas in managerial accounting: (1) decision making relies on
incremental analysis and (2) you get what you measure! These two key ideas are integrated
throughout the text and receive special attention in Chapter 7 (which covers decision mak-
ing) and Chapter 12 (which covers performance evaluation). Because the book emphasizes
the use of information in decision making, a number of cost terms are introduced in the first
chapter (e.g., fixed, variable, sunk, and opportunity cost). That way, students can begin dis-
cussing various decisions using the appropriate vocabulary right from the start. Later in
Chapters 4 and 7, these cost terms are reinforced.

In addition, Chapter 1 discusses how information technology facilitates information
flows up and down the value chain. There is also a discussion of Sarbanes-Oxley and busi-
ness ethics, including a framework for ethical decision making.

Chapter 2: Job-Order Costing for Manufacturing and Service Companies

Using an example of a small custom boat builder, this chapter discusses cost classifications
for manufacturing firms and how costs of manufactured products are reflected in a
company’s financial statements. Job-order costing for service companies is also covered
using an example of a consulting firm. The chapter ends with a discussion of modern man-
ufacturing practices and how they help companies succeed in a competitive global econo-
my. One of the Links to Practice raises the intriguing question, “Considering that you get
what you measure, can there be too much emphasis on quality?”
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Chapter 3: Process Costing
This chapter presents a relatively simple, straightforward treatment of process costing using
the weighted-average approach. Students learn how to calculate the cost per equivalent
unit and how to prepare a production cost report.They do not learn the more complex FIFO
approach to process costing. The Tech-Tonic Sports Drink case at the end of the chapter con-
fronts students with two ways to treat the cost of lost units: (1) include the entire cost of the
lost units in cost of goods sold, or (2) assign part of the cost to cost of goods sold and part
to ending inventory. The case can be used to discuss alternative accounting treatments,
earnings management, and ethical issues in accounting.

Chapter 4: Cost-Volume-Profit Analysis
This chapter presents the tools needed to analyze cost-volume-profit relationships and how
they are used in planning, control, and decision making. Students learn how to use account
analysis and the high-low method to estimate cost behavior. Regression analysis using Excel
is presented in an appendix, and end-of-chapter material is available for instructors who
wish to cover regression analysis. The chapter includes a discussion of operating leverage,
shows how operating leverage affects the percentage change in profit for a given change in
sales, and relates operating leverage to risk.

Chapter 5: Variable Costing
This chapter explains the difference between variable and full costing and how, under full
costing, excess production can be used to “bury” fixed production costs in ending invento-
ry. There is also a discussion of the impact of just-in-time production on the difference
between full and variable costing income.

Chapter 6: Cost Allocation and Activity-Based Costing
The chapter explains why costs are allocated, then discusses the allocation process and
problems related to allocation. This rather extensive background sets the stage for a thor-
ough discussion of activity-based costing, since ABC addresses problems arising from using
too few cost pools and only volume-related allocation bases. At this point in the book, stu-
dents have a reasonable understanding of fixed and variable costs and the need for incre-
mental analysis. This lets them grasp a major drawback with ABC in practice—namely, in
practice, ABC is generally used to develop the full cost of products and services, and this
information isn’t consistent with the incremental analysis used in decision making. The
chapter also notes a major benefit of ABC: namely, ABC may lead to improvements in cost
control.This follows because with ABC, managers see costs broken out by a number of activ-
ities rather than buried in one or two overhead cost pools.The discussion of ABC’s use in cost
control naturally leads to a discussion of a related approach, activity-based management
(ABM). ABM is discussed in more detail in an appendix to the chapter.

Chapter 7: The Use of Cost Information in Management Decision Making
By the time students get to Chapter 7, they already have a fair understanding of incremen-
tal analysis. After reading Chapter 7, they should have an excellent understanding.The chap-
ter stresses the importance of qualitative considerations in management decisions. An
appendix on the Theory of Constraints (TOC) applies TOC logic to analyze decisions related
to inspections, batch sizes, and across-the-board cuts.

Chapter 8: Pricing Decisions, Analyzing Customer Profitability, 
and Activity-Based Pricing
Pricing decisions are extremely important for most companies. This chapter covers the eco-
nomic approach to determining the profit-maximizing price, incremental analysis related to
pricing special orders, and the cost-plus approach to pricing.Target costing is also discussed.
Two topics related to activity-based costing (which is discussed in Chapter 6) are also
covered: customer profitability analysis and activity-based pricing.
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Chapter 9: Capital Budgeting and Other Long-Run Decisions
This chapter shows how to take the time value of money into account when evaluating capital
investment opportunities and when making other long-run decisions.Consistent with the idea that
most users of the book will become managers rather than accountants, the treatment of taxes is
simplified. Students learn that taxes play an important role in investment decisions, but are not
required to learn complex tax rules (which may change before they have a chance to apply their
knowledge).The chapter notes that managers may concentrate erroneously on the short-run prof-
itability of investments rather than their net present values.This follows because you get what you
measure! In other words,performance measures may drive managers to have a short-run focus.An
appendix covers the use of Excel to calculate net present value and the internal rate of return.

Chapter 10: Budgetary Planning and Control
The role of budgets in planning and control is presented in this chapter, and students learn
how to prepare the various budget schedules that make up the master budget. Students
also learn why flexible budgets are needed for performance evaluation. Importantly, there is
a discussion on why budget-based compensation schemes can lead to budget padding and
income shifting across periods. The Abruzzi Olive Oil Company case clearly conveys to stu-
dents that budgets should be prepared using spreadsheets (exploring various budget
assumptions is easy using a spreadsheet and very tedious using a hand-held calculator).

Chapter 11: Standard Costs and Variance Analysis
In this chapter, students learn how to compute and interpret variances for direct material, direct
labor, and manufacturing overhead. Consistent with our focus on future managers rather than
future accountants, only two (rather than four) overhead variances are discussed: the control-
lable overhead variance and the overhead volume variance.To provide flexibility to instructors,
recording of standard costs and variances in accounts is discussed in an appendix.

Chapter 12: Decentralization and Performance Evaluation
This chapter discusses the pros and cons of decentralization and explains why companies
evaluate the performance of subunits and subunit managers, really emphasizing the idea
that you get what you measure. In particular, it focuses on why evaluation in terms of profit can
lead to overinvestment (investing in projects with an expected return that is less than the cost
of capital) while evaluation in terms of ROI can lead to underinvestment (failure to invest in proj-
ects with an expected return that is greater than the cost of capital). Residual income (and the
related measure, economic value added or EVA) solves, to some extent, the problems of over-
and underinvestment.The chapter ends with a discussion of the Balanced Scorecard.

The following chapters are available on the wiley.com book companion site (www.wiley.com/
college/jiambalvo).

Chapter 13: Statement of Cash Flows
In this chapter students learn the direct method for preparing the statement of cash flow
but emphasis is on the indirect method which is more common in practice. The chapter
clearly shows that even a company that has substantial net income may have a cash flow
problem that can be identified if one understands the statement of cash flows.

Chapter 14: Analyzing Financial Statements: A Managerial Perspective
This chapter reviews the three primary financial statements and explains that managers analyze
them to control operations,to assess the financial stability of vendors,customers,and other busi-
ness partners, and to assess how their companies appear to investors and creditors. In terms of
analysis, the chapter covers horizontal, vertical, and ratio analysis. A discussion of earnings man-
agement indicates why it is important to compare cash flow from operations to net income.
There is also a discussion of how the MD&A section of an annual report, credit reports, and news
articles can be used to gain insight into a company’s current and future financial performance.
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Chapter Features
Here are the special features that are appreciated by instructors and students and
contribute to a deep understanding of managerial accounting.

■ CHAPTER OPENERS
Each chapter opens
with an example from
a hypothetical
company posing an
issue that a real
manager might
encounter, such as,
“Is my costing system
distorting product
cost?” That issue is
revisited later in the
chapter after students
have gained an
understanding of the
concepts and
techniques needed to
address it.

■ LINKS TO PRACTICE
This feature relates the material to real-world
companies and the issues they face.

■ TWO KEY IDEAS
The text stresses two key ideas: (1) “Decision
Making/Incremental Analysis,” and (2) “You Get What You
Measure.” Both of these ideas are referred to in every chapter.
Icons are used to call attention to discussions related to them.

■ TEST YOUR
KNOWLEDGE
This feature presents
students with multiple
choice problems
allowing them to test
their understanding
as they read through
the chapter.
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■ DECISION MAKING INSIGHT
At the end of each chapter a section called
Decision Making Insight explicitly links the
chapter material to decision making.

■ CHAPTER SUMMARY 
BY LEARNING OBJECTIVES
There is a list of learning objectives at
the start of each chapter and they are
repeated next to the text where they
are addressed. Importantly, at the end
of each chapter there is a summary
organized by learning objective so
that students can efficiently review
and assess whether they have
mastered the material.

■ SOLVED REVIEW PROBLEMS 
AND SELF-TESTING MULTIPLE
CHOICE QUESTIONS
End of chapter materials include two
solved review problems and 
self-testing multiple-choice questions.
Wiley’s online resources have
additional self-testing material.
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■ SPREADSHEET EXERCISES 
AND PROBLEMS
Instructors can go to the instructor Web site
for a list of exercises and problems that are
well suited to spreadsheet analysis. For
students who are not familiar with
spreadsheets, each chapter identifies three
to five exercises and problems with a
spreadsheet icon; templates are available for
these exercises and problems along with
instructional material on how to approach
their solution using a spreadsheet.

■ CASES
Each chapter has one to three cases
and “solving” them develops critical
thinking skills.The cases also provide
additional opportunities for group
work and/or written communication
work. Several integrate other business
disciplines such as management,
finance, and marketing.

ETHICS

xiv Preface

group icon writing icon internet icon

■ GROUP WORK, WRITING
ASSIGNMENTS, AND WEB RESEARCH
The first three exercises in each chapter
address group work, writing, and Web
research. Look for the following icons:
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TEACHING AND LEARNING COMPONENTS
A full range of supplements for both students and instructors is available:

ONLINE RESOURCES
Web Site

For instructors, the instructor companion site provides access to the Solutions Manual,
Instructor’s Manual, Computerized Test Bank, PowerPoint Presentations, text illustra-
tions, and more. For Students, access to PowerPoint illustrations, Excel templates, a
Checklist of Key Figures, Web quizzing, and more. The Web site can be accessed at
http://www.wiley.com/college/jiambalvo.

WileyPLUS

WileyPLUS is an innovative, research-based online environment for effective teaching and
learning.

WP builds students’ confidence because it takes the guesswork out of studying by providing
students with a clear roadmap: what to do, how to do it, if they did it right. Students will take
more initiative so you’ll have greater impact on their achievement in the classroom and
beyond.

Instructors’ Resources

Solutions Manual
The Solutions Manual provides detailed solutions for all end-of-chapter questions, exercis-
es, problems, and cases. Solutions are heavily reviewed for accuracy and classified by
learning objectives.

Test Bank
With the addition of new exercises, the revised test bank consists of over 2,000 examination
questions and exercises accompanied by solutions. Question types include true-false, multi-
ple choice, completion, exercises, and short-answer. Solutions are heavily reviewed for accu-
racy and classified by learning objectives.

Computerized Test Bank
The computerized test bank allows instructors to create multiple versions of the same test
by randomizing question order and the order of answers within multiple-choice questions.
Instructors can also edit existing questions as well as add new content. Test bank questions
are classified with learning outcomes including AACSB and IMA standards.

Instructor’s Manual
The Instructor’s Manual is a comprehensive resource guide designed to assist professors in
preparing lectures and assignments. The manual includes chapter reviews, lecture outlines,
assignment classification tables, teaching illustrations, and quizzing exercises.

PowerPoint
This lecture aid presents key concepts and images from the textbook in a concise and struc-
tured manner. Organized by textbook learning objectives, they enhance classroom discus-
sion with review questions and visually reinforce managerial accounting concepts.

Checklist of Key Figures
The Checklist of Key Figures is a listing benchmark figures within each solution to end-of-
chapter textbook exercises and problems.They allow students to verify the accuracy of their
answers as they work through assignments.
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STUDENT RESOURCES
Study Guide
The Study Guide is comprised of a chapter review with true-false question, multiple-choice
exercises, and problems. Solutions to questions in the study guide are provided.

Online Excel Workbook and Templates
The Excel Workbook teaches students to apply Excel functionality in accounting.
Accompanying online templates identified with an icon in the textbook end-of-chapter
material allow students to practice the Excel skills discussed in the online Excel Workbook.

Web Quizzing
Self-assessment questions at the end of each chapter in the text can also be solved in an
interactive environment on the student web site.

xvi Preface
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I am indebted to my academic colleagues and former students for enriching my understand-
ing of managerial accounting.The team at Wiley provided expert help, guidance, and support
throughout the publication process. In particular, Michael McDonald, senior editor, made a
number of valuable suggestions for improving the fifth edition. Other Wiley staff who con-
tributed to the text and media are: Allie Morris, sr product designer; Greg Chaput, product
designer; Brian Kamins, content editor; Erin Bascom, senior production editor; Anna Melhorn,
senior illustration editor; Elle Wagner, photo editor; Cyndy Taylor.

Other individuals whose input is greatly appreciated are indicated below.

Ancillary Authors for the Fifth Edition

LuAnn Bean, Florida Institute of Technology, Online Quizzing; Debby Bloom, PowerPoint; James
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accuracy review; Diane Tanner, University of North Florida, Test Bank; Dick Wasson, San Diego State
University, Instructor Manual, accuracy review; Bernie Weinrich, Lindenwood University, accuracy
review; Melanie Yon, WileyPLUS developer.
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University; Jeffery Yost, College of Charleston
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Ajay Adhikari, American University; Gilda Agacer, Monmouth University; Christie Anderson,
Whitworth College; Walt Austin, Mercer College; Connie Belden, Butler Community College;
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College of South Carolina; Nat Briscoe, Northwestern State University; Ann Brooks, Central New
Mexico Community College; Carol Brown, Oregon State University; Leonor Cabrera, San Mateo
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Terry Dancer, Arkansas State University; Carleton Donchess, Bridgewater State College; Bob
Everett, Lewis and Clark Community College; Anthony Fortner, Carl Albert College; Cynthia
Greeson, Ivy Tech Community College; Deborah Hanks, Cardinal Stritch University; Candice
Heino, Anoka-Ramsey Community College; Carol Hutchinson, Asheville-Buncombe Technical
Community College; D. Jordan Lowe, Arizona State University; Laurie McWhorter, Mississippi
State University; Cathy Montesarchio, Broward Community College; Carmen Morgan, Oregon
Institute of Technology; Al Oddo, Niagara University; Nick Powers, Devry University—Chicago;
Denise C. Probert, Viterbo College; Dr. Anwar Y. Salimi, California State University, Pomona;
Betty Saunders, University of North Florida; Charles Stanley, Baylor University; Christian E.
Wurst Jr., Temple University

Acknowledgments

xvii

ffirs.qxd  8/1/12  1:53 PM  Page xvii



xviii Acknowledgments

The third edition was reviewed by:

Behrooz Amini, Southern Methodist University; Jon Andrus, Gonzaga University; Eric Blazer, Millersville
University; Valerie Chambers, Texas A&M University—Corpus Christi; Thomas Clevenger, Washburn
University;Terry Elliott,Morehead State University; James Emig,Villanova University;Dennis Greer,Utah
Valley State College; Rosalie Hallbauer, Florida International University; Rita Kingery Cook, University of
Delaware; Mehmet Kocakulah, University of Southern Florida; Noel McKeon, Florida Community
College; Stephanie Miller, University of Georgia; Frederick Rankin, Washington University; Roy Regel,
University of Montana—Missoula; Diane Tanner, University of North Florida; Priscilla Wisner,
Thunderbird, The Garvin School of International Management; Jeff Wong, Oregon State University;
Massood Yahya-Zahdeh, George Washington University; Larry Hegstad, Pacific Lutheran University.

The second edition was reviewed by:

Helen Adams, University of Washington; Sol. Ahiarah, SUNY College at Buffalo; Michael Alles, Rutgers
University; Feliz Amenkhienan, Radford University;William Anderson, Grove City College;Vidya Awasthi,
Seattle University; Kashi Balachandran, New York University; Phillip A. Blanchard, The University of
Arizona; Myra Bruegger, Southeastern Community College; Karin Caruso, Southern New Hampshire
University; Siew Chan, University of Massachusetts—Boston; Gloria Clark, Winston-Salem State
University; Darlene Coarts, University of Northern Iowa; Brent Darwin, Allan Hancock College; Susan
Davis, Green River Community College; Terry Elliott, Morehead State University; Laura Ellis, University of
Scranton; Emanuel Emenyonu, South Carolina State University; James M. Emig, Villanova University;
Michael Farina, Cerritos College; Reed Fisher, Johnson State College; Monica Frizzell, Western Connecticut
State University; Susan Gardner, Coker College; Daniel Gibbons, Waubonsee Community College;
Zhaoyang Gu, Carnegie Mellon University; Larry Hegstad, Pacific Lutheran University; Nancy Hill, DePaul
University; Mark P. Holtzman, Hofstra University; Harry Hooper, Santa Fe Community College; Fredric
Jacobs, Michigan State University; Sanford Kahn, University of Cincinnati; John Karayan, Cal Poly
Pomona; Marsha Kertz, San Jose State College of Business; Sharon Koechling-Andrae, Lincoln University;
Leon Korte, The University of South Dakota; Dennis Kovach, Community College of Allegheny County;
Thomas Largay, Thomas College; Michel Lebas, Hautes Estudes Com de Paris; Roland Lipka, Temple
University; Suzanne Lowensohn, Colorado State University; Suneel Maheshwari, Marshall University;
Michael Matukonis, SUNY Oneonta; Janet McKnight, University of Wisconsin-Stevens Point; Betty
McMechen, Mesa State College; John Metzcar, Indiana Wesleyan University; Tim Mills, Eastern Illinois
University; Elizabeth Minibiole, Northwood University; Jamshed Mistry, Worcester Polytechnic Institute;
Henry Moore, Florida Community College; Karen Nunez, North Carolina State University; George Otto,
Truman College; Shirley Polejewski, University of St. Thomas; Craig Reeder, Florida A&M University;
Barbara Reider, University of Montana; David Remmele, University of Wisconsin—Whitewater; Stefan
Reichelstein, Stanford University; Lawrence Roman, Cuyahoga Community College; Nancy Ruhe, West
Virginia University; Clayton Sager, University of Wisconsin—Whitewater; George Schmelzle, Indiana
University–Purdue University Fort Wayne; Steve Setcik, University of Washington; Gowri Shankar,
University of Washington, Bothell; Lewis Shaw, Suffolk University; Mehdi Sheikholeslami, University of
Wisconsin—Eau Claire; Tommie Singleton, University of North Alabama; Richard Stec, CCAC—North
Campus; Ephraim Sudit, Rutgers University; Diane Tanner, University of North Florida; Lakshmi U.
Tatikonda, University of Wisconsin—Oshkosh; Mark Taylor, Creighton University; Steve Teeter, Utah Valley
State College; Wendy Tietz, Kent State University; Alex Thevaranjan, Syracuse University; Ron Vogel,
College of Eastern Utah; Bill Wells, University of Washington; Jeffrey Wong, Oregon State University;
Robert Wyatt, Drury University.

The first edition was reviewed by:

Dennis Caplan, Columbia University; John S. Chandler, University of Illinois at Urbana-Champaign;
Julie Chenier, Louisiana State University; Kenneth L. Coffey, Johnson County Community College;
Charles Cullinan, Bryant College; R. Dan Edwards, Seattle University; Jackson F. Gillespie, University
of Delaware; Robert Hilbelink, Dordt College; Timothy Hohmeier, Keller Graduate School of
Management; Larry Killough, Virginia Polytechnic Institute and State University; Preisha
Neidermeyer, Union College; Sandra S. Pelfrey, Oakland University; Franklin Plewa, Idaho State
University; Anne Sergeant, Iowa State University; Teresa Speck, Saint Mary’s University of Minnesota;
Jack Topoil, Community College of Philadelphia; Dick Wasson, Southwestern College; Lorraine Wright,
North Carolina State University; Gilroy J. Zuckerman, North Carolina State University.

ffirs.qxd  8/1/12  1:53 PM  Page xviii



GOAL OF MANAGERIAL ACCOUNTING 4
Planning 4

Budgets for Planning, 4
Control 4

Performance Reports for Control, 5
Decision Making 6
A Comparison of Managerial and Financial Accounting 7

Internal versus External Users, 7 Need to Use GAAP, 7
Detail of Information, 7 Emphasis on Nonmonetary
Information, 8 Emphasis on the Future, 8

Similarities between Financial and Managerial Accounting 8

COST TERMS USED IN DISCUSSING PLANNING,
CONTROL, AND DECISION MAKING 8
Variable and Fixed Costs 8

Variable Costs, 8 Fixed Costs, 9
Sunk Costs 9
Opportunity Costs 10
Direct and Indirect Costs 10
Controllable and Noncontrollable Costs 11

Decision Making Relies on Incremental Analysis, 12
You Get What you Measure, 13

TWO KEY IDEAS IN MANAGERIAL ACCOUNTING 11
THE INFORMATION AGE AND MANAGERIAL
ACCOUNTING 14
Competition and Information Technology 14
Impact of Information Technology on Management 
of the Value Chain 14

Information Flows between Milano and Customers, 15
Information Flows between Milano and Suppliers, 16
Using Information Technology to Gain Internal Efficiencies, 16

Software Systems That Impact Value Chain Management 16
Enterprise Resource Planning Systems, 16

Supply Chain Management Systems, 16
Customer Relationship Management Systems, 16

ETHICAL CONSIDERATIONS IN MANAGERIAL
DECISION MAKING 17
Ethical and Unethical Behavior 17

Sarbanes-Oxley Act, 18
A Framework for Ethical Decision Making 19

A Seven-Question Framework for Ethical Decision Making, 19
IMA Statement of Ethical Professional Practice 20

THE CONTROLLER AS THE TOP MANAGEMENT
ACCOUNTANT 21

SUMMARY OF LEARNING OBJECTIVES 23

APPENDIX IMA STATEMENT OF ETHICAL
PROFESSIONAL PRACTICE 24
Principles 24
Standards 24
Resolution of Ethical Conflict 25

■ LINK TO PRACTICE:
Long Supply Chains Create Opportunity Costs, 10
Problems Related to the Wrong Performance Measures, 14
Casinos Manage with Data from CRM Systems, 17
United States Sues Deutsche Bank for Mortgage Fraud, 19
Are the Procurement Practices of the Hershey Company
Ethical?, 20

Review Problems 25
Key Terms 26
Self-Assessment 27
Interactive Learning 28
Questions 28
Exercises 28
Problems 31
Cases 35

Contents

CHAPTER 11
MANAGERIAL ACCOUNTING IN THE INFORMATION AGE 3

CHAPTER 22
JOB-ORDER COSTING FOR MANUFACTURING AND SERVICE COMPANIES 37
COST CLASSIFICATIONS FOR 
MANUFACTURING FIRMS 38
Manufacturing Costs 38

Direct Material, 38 Direct Labor, 38 Manufacturing
Overhead, 39

Nonmanufacturing Costs 40
Selling Costs, 40 General and Administrative 
Costs, 40

Product and Period Costs 40
Product Costs, 40 Period Costs, 41

xix

ftoc.qxd  7/20/12  5:59 PM  Page xix



PRODUCT COST INFORMATION IN FINANCIAL
REPORTING AND DECISION MAKING 42

BALANCE SHEET PRESENTATION 
OF PRODUCT COSTS 43

FLOW OF PRODUCT COSTS IN ACCOUNTS 43

INCOME STATEMENT PRESENTATION 
OF PRODUCT COSTS 44

Cost of Goods Manufactured, 44 Cost of Goods Sold, 44

TYPES OF COSTING SYSTEMS 45

OVERVIEW OF JOB COSTS AND FINANCIAL
STATEMENT ACCOUNTS 46

JOB-ORDER COSTING SYSTEM 47
Direct Material Cost 49
Direct Labor Cost 50

Journal Entry to Record Direct Labor, 50
Manufacturing Overhead 51

Journal Entries to Record Manufacturing Overhead, 51
Assigning Costs to Jobs: A Summary 52

EASTLAKE REVISITED: USING JOB COST
INFORMATION 53

RELATION BETWEEN THE COSTS OF JOBS AND THE
FLOW OF COSTS IN WORK IN PROCESS, FINISHED
GOODS, AND COST OF GOODS SOLD 54

ALLOCATING OVERHEAD TO JOBS: A CLOSER LOOK 55
Overhead Allocation Rates 55
The Overhead Allocation Base 55

Activity-Based Costing (ABC) and Multiple Overhead Rates 56
Predetermined Overhead Rates 56
Eliminating Overapplied or Underapplied Overhead 57

JOB-ORDER COSTING FOR SERVICE COMPANIES 58
Comprehensive Example 59

MODERN MANUFACTURING PRACTICES 
AND PRODUCT COSTING SYSTEMS 61
Just-In-Time (JIT) Production 61

Lean Manufacturing, 62
Computer-Controlled Manufacturing 62
Total Quality Management 63

SUMMARY OF LEARNING OBJECTIVES 65

■ LINK TO PRACTICE:
Product and Period Costs at Pratt & Whitney
Rocketdyne, 41 Examples of Companies Using Job-
Order and Process Costing Systems, 46 Lean
Principles Are Not Just for Manufacturing Firms, 62
Just in Time or Just in Case, 63 Can There Be Too
Much Emphasis on Quality?, 64

Review Problems 66
Key Terms 69
Self-Assessment 69
Interactive Learning 70
Questions 70
Exercises 71
Problems 74
Cases 82

xx Contents

CHAPTER 33
PROCESS COSTING 85

DIFFERENCE BETWEEN JOB-ORDER 
AND PROCESS COSTING SYSTEMS 86

PRODUCT AND COST FLOWS 87
Product Flows through Departments 87
Cost Flows through Accounts 88

Direct Material, 89 Direct Labor, 89 Manufacturing
Overhead, 89 Transferred-in Cost, 89

CALCULATING UNIT COST 90
Equivalent Units 90
Cost per Equivalent Unit 91

CALCULATING AND APPLYING COST 
PER EQUIVALENT UNIT: MIXING 
DEPARTMENT EXAMPLE 91
Cost Transferred Out 92
Ending Work in Process 93

PRODUCTION COST REPORT 93
Reconciliation of Units 94
Reconciliation of Costs 95

BASIC STEPS IN PROCESS COSTING: 
A SUMMARY 95

KENT CHEMICAL REVISITED: 
ANSWERING STACY’S QUESTION 95

DEALING WITH TRANSFERRED-IN COST: 
PACKAGING DEPARTMENT EXAMPLE 96

PROCESS COSTING AND INCREMENTAL ANALYSIS 98

“YOU GET WHAT YOU MEASURE!” AND
MANUFACTURING PROCESSES 99

SUMMARY OF LEARNING OBJECTIVES 100

■ LINK TO PRACTICE:
What Type of Costing System Is Used by Exxon Mobil
Corporation for the Product Mobil 1?, 86 Virtual Plant
Tours for Companies that Use Process Costing, 88

Review Problems 100
Key Terms 103
Self-Assessment 103
Interactive Learning 104
Questions 104
Exercises 105
Problems 109
Cases 117

ftoc.qxd  7/20/12  5:59 PM  Page xx



Contents  xxi

CHAPTER  44
COST-VOLUME-PROFIT ANALYSIS 121

COMMON COST BEHAVIOR PATTERNS 122
Variable Costs 122
Fixed Costs 122

Discretionary versus Committed Fixed Costs, 123
Mixed Costs 124
Step Costs 124
Revelant Range 125

COST ESTIMATION METHODS 127
Account Analysis 127
Scattergraphs 129
High-Low Method 129
Regression Analysis 132
The Relevant Range and Cost Estimation 132

COST-VOLUME-PROFIT ANALYSIS 134
The Profit Equation 134
Break-Even Point 134

Margin of Safety, 135
Contribution Margin 136

Units Needed to Achieve Profit Target, 136
Contribution Margin Ratio 137

Dollar Sales Needed to Achieve Profit Target, 137
“What If” Analysis 138

Change in Fixed and Variable Costs, 138 Change
in Selling Price, 138

MULTIPRODUCT ANALYSIS 138
Contribution Margin Approach 139
Contribution Margin Ratio Approach 139

ASSUMPTIONS IN CVP ANALYSIS 142

CODECONNECT EXAMPLE REVISITED: 
ANSWERING MARY’S QUESTIONS 143

Planning, 143 Control, 143 Decision Making, 144

OPERATING LEVERAGE 145

CONSTRAINTS 146

SUMMARY OF LEARNING OBJECTIVES 147

APPENDIX USING REGRESSION IN EXCEL TO
ESTIMATE FIXED AND VARIABLE COSTS 147
Setting Up the Spreadsheet 148
Interpreting the Output of the Regression Program 148

■ LINK TO PRACTICE:
Using Less Water but Paying Higher Rates!, 123
Breaking Even on a Golf Course Is Harder than Making
Par, 135 Deciding to Use the Contribution Margin per
Unit or the Contribution Margin Ratio, 143
Which Firm Has the Higher Contribution Margin
Ratio?, 144 Impact of Operating Leverage at United
Technologies Corporation (UTC), 145 Fixed Costs Too
High—Make them Variable!, 146

Review Problems 150

Key Terms 151

Self-Assessment 152

Interactive Learning 153

Questions 153

Exercises 153

Problems 158

Cases 167

CHAPTER 55
VARIABLE COSTING 173

FULL (ABSORPTION) AND VARIABLE COSTING 174
Variable Costing Income Statement 175

EFFECTS OF PRODUCTION ON INCOME 
FOR FULL VERSUS VARIABLE COSTING: 
THE CLAUSENTUBE EXAMPLE 176
Quantity Produced Equals Quantity Sold 177
Quantity Produced Is Greater than Quantity Sold 179
Quantity Produced Is Less than Quantity Sold 181
Explaining What Happened at ClausenTube 182
Impact of JIT on the Income Effects of Full 
versus Variable Costing 183

BENEFITS OF VARIABLE COSTING FOR 
INTERNAL REPORTING 184
Variable Costing Facilitates CVP Analysis 184
Variable Costing Limits Management of Earnings via
Production Volume 184

SUMMARY OF LEARNING OBJECTIVES 185

■ LINK TO PRACTICE:
German Companies More Likely to Use Variable
Costing,  175 Manufacturing Firms May 
Have Higher Sales and Lower Gross Margins Due to
Increases in the Cost of Oil-Based Materials, 177
Ford’s Profit Margin Percent Hurt by Reduced
Production, 183

Review Problems 185
Key Terms 188
Self-Assessment 188
Interactive Learning 189
Questions 189
Exercises 189
Problems 192
Cases 202

ftoc.qxd  7/20/12  5:59 PM  Page xxi



xxii Contents 

CHAPTER 66
COST ALLOCATION AND ACTIVITY-BASED COSTING 205
PURPOSES OF COST ALLOCATION 206
To Provide Information for Decision Making 206
To Reduce Frivolous Use of Common Resources 207
To Encourage Evaluation of Services 208
To Provide “Full Cost” Information 208

PROCESS OF COST ALLOCATION 209
Determining the Cost Objective 209
Forming Cost Pools 209
Selecting an Allocation Base 210

ALLOCATING SERVICE DEPARTMENT COSTS 212
Direct Method of Allocating Service Department Costs 212
Allocating Budgeted and Actual Service 
Department Costs 213

PROBLEMS WITH COST ALLOCATION 214
Responsibility Accounting and Controllable Costs 214
Arbitrary Allocations 214
Unitized Fixed Costs and Lump-Sum Allocations 215
The Problem of  Too Few Cost Pools 217
Using Only Volume-Related Allocation Bases 218

ACTIVITY-BASED COSTING 218
The Problem of Using Only Measures of 
Production Volume to Allocate Overhead 218
The ABC Approach 219

Hirerarchy of Activities, 221
Relating Cost Pools to Products Using Cost Drivers 221
The ABC Approach at McMaster Screen 
Technologies: A Comprehensive Example 222

McMaster’s Costs under the Traditional Approach, 222
McMaster’s Costs under the ABC Approach, 223

Pros and Cons of ABC 225
Benefits, 226 Limitations, 226

ACTIVITY-BASED MANAGEMENT 227

REMEMBER—YOU GET WHAT YOU MEASURE! 229

SUMMARY OF LEARNING OBJECTIVES 230

APPENDIX ACTIVITY BASED MANAGEMENT 230
Step 1: Determine Major Activities 231
Step 2: Identify Resources Used by Each Activity 231
Step 3: Evaluate the Performance of the Activities 232
Step 4: Identify Ways to Improve the Efficiency and/or
Effectiveness of the Activities 232

CONCLUSION 233

■ LINK TO PRACTICE:
Lack of Oversight for Cost-Plus Contracts, 208 Basis for
Allocating Costs to Federal Grants and Contracts, 212
Disputes over Allocations not Limited to the Private Sector,
215 Use of ABC at Healthcare Organization in a
Developing Country, 225 Avoiding a Disastrous Decision
by Using ABC, 226 Banks and Other Service Companies
Use ABM, 228 ABC Points to Process Improvement and
Cost Control, 228

Review Problems 233
Key Terms 236
Self-Assessment 236
Interactive Learning 237
Questions 237
Exercises 238
Problems 242
Cases 253

CHAPTER 77
THE USE OF COST INFORMATION IN MANAGEMENT DECISION MAKING 257
INCREMENTAL ANALYSIS 258
When Your Boss Asks “What Does This Product (Service)
Cost?”You Should Say “Why Do You Want to Know?” 261

ANALYSIS OF DECISIONS FACED BY MANAGERS 261
Additional Processing Decision 261
Make-or-Buy Decisions: The General Refrigeration Example 263
Dropping a Product Line 267
Beware of the Cost Allocation Death Spiral! 269
Summary of Incremental, Avoidable, Sunk, and 
Opportunity Costs 269

DECISIONS INVOLVING JOINT COSTS 271
Allocation of Joint Costs 271
Additional Processing Decisions and Joint Costs 273

QUALITATIVE CONSIDERATIONS IN 
DECISION ANALYSIS 273

SUMMARY OF LEARNING OBJECTIVES 275

APPENDIX THE THEORY OF CONSTRAINTS 275

THE FIVE-STEP PROCESS OF TOC 275
Step 1: Identify the Binding Constraint 275
Step 2: Optimize Use of the Constraint 276
Step 3: Subordinate Everything Else to the Constraint 277
Step 4: Break the Constraint 277
Step 5: Identify a New Binding Constraint 277

IMPLICATIONS OF TOC FOR INSPECTIONS, 
BATCH SIZES, AND ACROSS-THE-BOARD CUTS 277

YOU GET WHAT YOU MEASURE AND TOC 278

■ LINK TO PRACTICE:
Major “Additional Processing” Decision, 263 Boeing’s
Global Outsourcing Strategy Blamed for Three-Year
Delay in 787, 264 PACCAR Decides to Make as Well as
Buy!, 266 Indian Wireless Company Outsources to U.S.
and European Firms!, 266 Cisco Drops Its Flip Camera
Business, 268 Ronald H. Coase’s Contribution to
Incremental Analysis, 270 The Sunk Cost Effect, 272
Qualitative Considerations in Outsourcing to China, 274

ftoc.qxd  7/20/12  5:59 PM  Page xxii



Contents  xxiii

CHAPTER 88
PRICING DECISIONS, CUSTOMER PROFITABILITY ANALYSIS,  
AND ACTIVITY-BASED PRICING 297

THE PROFIT-MAXIMIZING PRICE 298
PRICING SPECIAL ORDERS 300
COST-PLUS PRICING 301
TARGET COSTING 303
ANALYZING CUSTOMER PROFITABILITY: REVISITING 
THE PRICED RIGHT OFFICE SUPPLIES CASE 305
CUSTOMER PROFITABILITY AND 
PERFORMANCE MEASURES 308
ACTIVITY-BASED PRICING 308
SUMMARY OF LEARNING OBJECTIVES 310

■ LINK TO PRACTICE:
Strategy and Pricing for Video Game Consoles, 299
Pricing Power More Important than Management, 300
Pricing at Costco, 303 Insull’s Most Radical

Innovation Wasn’t Technology—It Was Pricing!, 303
Target Costing Analyst Position at WhirlPool, 304
How to Fix Unprofitable Customers, 307 Sprint
Drops Customers for Excessive Use of Customer
Service, 307

Review Problems 310

Key Terms 315

Self-Assessment 316

Interactive Learning 317

Questions 317

Exercises 317

Problems 322

Cases 327

CHAPTER 99
CAPITAL BUDGETING AND OTHER LONG-RUN DECISIONS 329

CAPITAL BUDGETING DECISIONS 330

EVALUATING INVESTMENT OPPORTUNITIES: 
TIME VALUE OF MONEY APPROACHES 330
Basic Time Value of Money Calculations 331
The Net Present Value Method 333

Steps in the NPV Method, 333 An Example of the NPV
Approach, 333 Comparing Alternatives with NPV, 334

The Internal Rate of Return Method 336
The Internal Rate of Return with Unequal Cash Flows 337
Summary of Net Present Value and Internal 
Rate of Return Methods 339

CONSIDERING “SOFT” BENEFITS IN 
INVESTMENT DECISIONS 339
Calculating the Value of Soft Benefits Required 
to Make an Investment Acceptable 340

ESTIMATING THE REQUIRED RATE OF RETURN 341

ADDITIONAL CASH FLOW CONSIDERATIONS 342
Cash Flows,Taxes, and the Depreciation Tax Shield 342
Adjusting Cash Flows for Inflation 344

OTHER LONG-RUN DECISIONS 344

SIMPLIFIED APPROACHES TO CAPITAL BUDGETING 346
Payback Period Method 346
Accounting Rate of Return 347

The Accounting Rate of Return Is Not a Reliable 
Estimate of the Internal Rate of Return, 349

CONFLICT BETWEEN PERFORMANCE 
EVALUATION AND CAPITAL BUDGETING 349

WILSON AIR EXAMPLE REVISITED 351

SUMMARY OF LEARNING OBJECTIVES 352

APPENDIX A: USING EXCEL® TO 
CALCULATE NPV AND IRR 352

APPENDIX B 355

■ LINK TO PRACTICE:
Royal Caribbean International Invests $1.4 Billion in
Cruise Ship, 330 Livengood Gold Mine has NVP of
$1.2 Billion, 335 College Education Yields 15% Return,
338 Use of NPV and IRR by CFOs, 339 Soft Benefits
Related to Investing in ERP System, 340 Cost of
Capital for Various Business Sectors, 341 Depreciation
Tax Shield at General Motors, 344 Payback on
Compact Fluorescent Light Bulbs, 347

Review Problems 356
Key Terms 358
Self-Assessment 358
Interactive Learning 359
Questions 359
Exercises 360
Problems 362
Cases 368

Review Problems 278
Key Terms 280
Self-Assessment 280
Interactive Learning 281

Questions 281
Exercises 281
Problems 287
Cases 294

ftoc.qxd  7/20/12  5:59 PM  Page xxiii



xxiv Contents

CHAPTER 1111
STANDARD COSTS AND VARIANCE ANALYSIS 417

STANDARD COSTS 418
Standard Costs and Budgets 418
Development of Standard Costs 419
Ideal versus Attainable Standards 419

A GENERAL APPROACH TO 
VARIANCE ANALYSIS 420

MATERIAL VARIANCES 421
Material Price Variance 421
Material Quantity Variance 422

DIRECT LABOR VARIANCES 422
Labor Rate Variance 422
Labor Efficiency Variance 423

OVERHEAD VARIANCES 423
Controllable Overhead Variance 424
Detailed Analysis of the Controllable 
Overhead Variance 424

Overhead Volume Variance 426
Computing the Overhead Volume Variance, 426
Interpreting the Overhead Volume Variance, 426

Calculating the Financial Impact of Operating at 
More or Less than Planned Capacity 427

TEST YOUR KNOWLEDGE: COMPREHENSIVE 
EXAMPLE 428
Material Variances 430
Labor Variances 430
Overhead Variances 430

INVESTIGATION OF STANDARD 
COST VARIANCES 431
Management by Exception 432
Favorable Variances May Be Unfavorable 432
Can Process Improvements Lead to Unfavorable Variances? 432
Beware: Evaluation in Terms of Variances 
Can Lead to Excess Production 433

CHAPTER 1010
BUDGETARY PLANNING AND CONTROL 371

USE OF BUDGETS IN PLANNING AND CONTROL 372
Planning 372
Control 372

DEVELOPING THE BUDGET 372
Budget Time Period 374
Zero-Based Budgeting 374

THE MASTER BUDGET 375
Sales Budget 375
Production Budget 376
Direct Material Purchases Budget 377
Direct Labor Budget 378
Manufacturing Overhead Budget 379
Selling and Administrative Expense Budget 380
Budgeted Income Statement 380
Capital Acquisitions Budget 381
Cash Budget 381
Budgeted Balance Sheet 384

USE OF COMPUTERS IN THE BUDGET 
PLANNING PROCESS 384

BUDGETARY CONTROL 385
Budgets as a Standard for Evaluation 385
Static and Flexible Budgets 385

INVESTIGATING BUDGET VARIANCES 387

CONFLICT IN PLANNING AND CONTROL 
USES OF BUDGETS 388
Why Budget-Based Compensation Can Lead to 
Budget Padding and Income Shifting 388

EVALUATION, MEASUREMENT, AND 
MANAGEMENT BEHAVIOR 390

THE PRESTON JOYSTICK CASE REVISITED 390

SUMMARY OF LEARNING OBJECTIVES 391

■ LINK TO PRACTICE:
Problems with Five-Year Budgets, 374 People Problems
in Budgeting, 374 Budget Process in Great Britain, 376
Budgets Reveal Cash Flow Problems for Distributors of
Petroleum Products, 383 Spreadsheets for Budgeting, 385
Using Rolling Budgets to Deal with Changes in
Economic Conditions, 388

Review Problems 391
Key Terms 396
Self-Assessment 396
Interactive Learning 397
Questions 397
Exercises 397
Problems 401
Cases 414

ftoc.qxd  7/20/12  5:59 PM  Page xxiv



CHAPTER 1212
DECENTRALIZATION AND PERFORMANCE EVALUATION 453

DEVELOPING A STRATEGY MAP FOR 
A BALANCED SCORECARD 473

KEYS TO A SUCCESSFUL BALANCED SCORECARD:
TARGETS, INITIATIVES, RESPONSIBILITY, FUNDING,
TOP MANAGEMENT SUPPORT 474

Targets, 474 Initiatives, 474 Responsibility, 474
Funding, 474 Top Management Support, 474

SUMMARY OF LEARNING OBJECTIVES 476

APPENDIX TRANSFER PRICING 477
MARKET PRICE AS THE TRANSFER PRICE 477
MARKET PRICE AND OPPORTUNITY COST 478
VARIABLE COST AS THE TRANSFER PRICE 479
FULL COST PLUS PROFIT AS THE TRANSFER PRICE 480

NEGOTIATED TRANSFER PRICES 481

TRANSFER PRICING AND INCOME TAXES 
IN AN INTERNATIONAL CONTEXT 481

■ LINK TO PRACTICE:
Subunits at Nordstrom, 459 The Focus on ROI and
Shareholder Value Is NOT the Same in France, Germany,
and Japan as It Is in the United States and Great Britain,
460 Did Boeing's Focus on ROI Lead to Excessive
Outsourcing?, 463 Companies That Have Used EVA,
466 Deere & Company Uses SVA Rather Than EVA,
466 Focus on EVA Affects Key Decisions across an
Organization, 468 Use of EVA at Whole Foods, 470
Brigham and Women’s Hospital Receives Award for Its
Balanced Scorecard, 475 Undervalued Intellectual
Property Transferred Offshore to Cut U.S. Taxes, 481

Review Problems 481
Key Terms 486
Self-Assessment 486
Interactive Learning 487
Questions 487
Exercises 487
Problems 491
Cases 498

Contents  xxv

WHY FIRMS DECENTRALIZE 454
Advantages of Decentralization 454
Disadvantages of Decentralization 455

WHY COMPANIES EVALUATE THE PERFORMANCE 
OF SUBUNITS AND SUBUNIT MANAGERS 456
Evaluating Subunits 456
Evaluating Subunit Managers 456
Responsibility Accounting and 
Performance Evaluation 456

COST CENTERS, PROFIT CENTERS, 
AND INVESTMENT CENTERS 457
Cost Centers 458
Profit Centers 458
Investment Centers 458

EVALUATING INVESTMENT CENTERS WITH ROI 459
Measuring Income and Invested Capital 
When Calculating ROI 460
Problems with Using ROI 462
Problems of Overinvestment and Underinvestment:
You Get What You Measure! 463

Evaluation in Terms of Profit Can Lead  to Overinvestment, 463
Evaluation in Terms of ROI Can Lead to Underinvestment, 464

EVALUATION USING ECONOMIC 
VALUE ADDED (EVA) 464
Residual Income (RI) 464

Revisiting the Situation at Action Industries, 465
Solving the Overinvestment and 
Underinvestment Problems 465
Economic Value Added (EVA) 466

EVA Example, 467

USING A BALANCED SCORECARD TO 
EVALUATE PERFORMANCE 470

Tying the Balanced Scorecard Measures to the 
Strategy for Success, 471 Scenario 1. Learning and
Growth Dimension, 471 Scenario 2. Internal Process
Dimension, 471 Scenario 3. Customer Dimension, 472
Scenario 4. Financial Dimension, 472

How Balance Is Achieved in a Balanced Scorecard 472

RESPONSIBILITY ACCOUNTING AND 
VARIANCES 433

SUMMARY OF LEARNING OBJECTIVES 434

APPENDIX RECORDING STANDARD 
COSTS IN ACCOUNTS 434
Recording Material Costs 434

Recording Labor Cost 435

Recording Manufacturing Overhead 435

Recording Finished Goods 436

Recording Cost of Goods Sold 436

Closing Variance Accounts 437

■ LINK TO PRACTICE:
Starbucks Uses Standard Costs, 418 How Often Do
Companies Update Standards?, 419 Standard Costing—
In the Beginning, 420 You Get What You Measure!, 422

Review Problems 437
Key Terms 440
Self-Assessment 440
Interactive Learning 440
Questions 440
Exercises 441
Problems 445
Cases 451

ftoc.qxd  7/20/12  5:59 PM  Page xxv



CHAPTER 1414
ANALYZING FINANCIAL STATEMENTS: A MANAGERIAL PERSPECTIVE 535

WHY MANAGERS ANALYZE 
FINANCIAL STATEMENTS 536
Control of Operations 536
Assessment of Vendors, Customers,
and Other Business Partners 536
Assessment of Appearance 
to Investors and Creditors 537

HORIZONTAL AND VERTICAL ANALYSES 537
Analysis of the Balance Sheet 537
Analyzing the Income Statement 538

EARNINGS MANAGEMENT AND THE 
NEED TO COMPARE EARNINGS AND 
CASH-FLOW INFORMATION 540

OTHER SOURCES OF INFORMATION 
ON FINANCIAL PERFORMANCE 542
Management Discussion and Analysis 542
Credit Reports 542
News Articles 542

RATIO ANALYSIS 543

xxvi Contents 

CHAPTER 1313
STATEMENT OF CASH FLOWS 501
NEED FOR A STATEMENT OF CASH FLOWS 502

TYPES OF BUSINESS ACTIVITIES AND THE
CLASSIFICATION OF CASH FLOWS 502
Operating Activities 504
Investing Activities 504
Financing Activities 504

THE STATEMENT OF CASH FLOWS 
PREPARED USING THE DIRECT METHOD 504

Current Asset and Current Liability Accounts, 505,
Long-Term Asset Accounts, 507 Long-Term Liabilities 
and Stockholders’ Equity, 508

PREPARING THE STATEMENT OF CASH 
FLOWS USING THE INDIRECT METHOD 508

Five-Step Approach to Calculating Cash Flows from
Operating Activities under the Indirect method, 508

Statement of Cash Flows for Ravira Restaurant 
Supply—Indirect Method 510

INTERPRETING INFORMATION IN THE 
STATEMENT OF CASH FLOWS: THE SITUATION
AT RAVIRA RESTAURANT SUPPLY 513
You Get What You Measure and Incremental 
Analysis Linked to the Statement of Cash Flows 513

SUMMARY OF LEARNING OBJECTIVES 515

■ LINK TO PRACTICE:
Spotting a Cash Cow, 512

Review Problems 515
Key Terms 518
Self-Assessment 518
Interactive Learning 519
Questions 519
Exercises 519
Problems 524
Cases 533

Profitability Ratios 543
Financial Leverage, 544 Summary of the 
Profitability Ratios, 544

Turnover Ratios 545
Summary of Turnover Ratios, 546

Debt-Related Ratios 546
Summary of Debt-Related Ratios, 547

A MANAGERIAL PERSPECTIVE ON THE 
ANALYSIS OF HGW’S FINANCIAL STATEMENTS 548
Control of Operations 548

Financial Ratios and Decision Making, 548
Financial Ratios in a Balanced Scorecard: You Get 
What You Measure!, 548

Stability of Vendors, Customers, and 
Other Business Partners 548
Appearance to Investors and Creditors 549

SUMMARY OF ANALYSES 549

SUMMARY OF LEARNING OBJECTIVES 552

Chapters 13 and 14 are now available on the Jiambalvo/Managerial Accounting, 5e book
companion site. Please go to www.wiley.com/college/jiambalvo to access these and other
resources for the 5th edition.

ftoc.qxd  7/20/12  5:59 PM  Page xxvi



Contents  xxvii

■ LINK TO PRACTICE:
Watching Cash Flow versus Earnings, 541 Tribune
Company Took on Too Much Debt, 547 Comparative
Ratio Data, 549

Review Problems 552
Key Terms 555
Self-Assessment 555
Interactive Learning 556

Questions 556
Exercises 556
Problems 562
Cases 572

Glossary G-1

Index I-1

ftoc.qxd  7/20/12  5:59 PM  Page xxvii



xxviii

Each chapter of Managerial Accounting includes one or more cases that:

• Promote critical thinking and decision making skills.

• Provide an opportunity for group work and/or written communication work.

• Integrate information from other business disciplines.

CHAPTER 1
1–1: LOCAL 635
A union is disputing “cost of meal” charges to hotel employees.

1–2: BOSWELL PLUMBING PRODUCTS
A senior manager wants to know a product’s cost. But the “cost” information needed depends on
the decision the senior manager is facing.

CHAPTER 2
2–1: ETHICS CASE: BRIXTON SURGICAL DEVICES
To meet an aggressive earnings target, two senior executives are planning to increase production
to “bury” fixed overhead costs in inventory.

2–2: YSL MARKETING RESEARCH
A marketing research firm is considering various costs when bidding on a job.

2–3: DUPAGE POWDER COATING
A company’s product costs are being distorted by its approach to overhead allocation.

CHAPTER 3
3–1: TECH-TONIC SPORTS DRINK
A producer of a sports drink is considering alternative treatments for the cost of lost units.

3–2: JENSEN PVC, INC.
A company is considering lowering prices to increase sales and reduce unit costs by making 
better use of excess capacity.

CHAPTER 4
4–1: ROTHMUELLER MUSEUM
A curator at a museum is trying to estimate the financial impact of a planned exhibit.

4–2: MAYFIELD SOFTWARE, CUSTOMER TRAINING
The customer training facility of a software company is showing a loss. The manager needs to
determine the number of classes that must be offered to break even.

4–3: KROG’S METALFAB, INC.
A company is estimating the lost profit related to fire damage so it can submit an insurance claim.

CHAPTER 5
5–1: MICROIMAGE TECHNOLOGY, INC.
A start-up company has a negative gross margin and it appears that “the more it sells, the more it
loses.” Use of variable costing reveals that this is not the case.

5–2: RAINRULER STAINS
A variable-costing income statement is used to show the financial impact of sales related to a
new customer category.

CHAPTER 6
6–1: EASTSIDE MEDICAL TESTING
This case presents a service company example of ABC.
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6–2: QuantumTM
This case shows how ABC affects product costs and considers the use of ABC information in 
decision making.

CHAPTER 7
7–1: PRIMUS CONSULTING GROUP
A consulting firm is considering a client offer of a fee that is less than standard rates.

7–2: FIVE STAR TOOLS
A tool manufacturer is faced with a production constraint, and needs to consider the financial
impact of a plan to deal with the situation.

CHAPTER 8
8–1: PRESTON CONCRETE
The company is considering moving away from its cost-plus pricing approach when an increase
in interest rates reduces housing starts and the demand for concrete.

8–2: GALLOWAY UNIVERSITY MEDICAL CENTER PHARMACY
A university hospital pharmacy is considering the profit implications of alternative approaches to
encouraging prescription renewals from “out-of-area” patients.

CHAPTER 9
9–1: ETHICS CASE: JUNIPER PACKAGING SOLUTIONS, INC.
A plant manager is considering a plan to circumvent a freeze on capital expenditures.

9–2: SERGO GAMES
A game company is considering outsourcing manufacturing of CDs.

CHAPTER 10
10–1: ETHICS CASE: COLUMBUS PARK—WASTE TREATMENT FACILITY
The manager of a waste-treatment facility is planning to pad costs in her budget because the city
controller is likely to cut whatever budget is submitted.

10–2: ABRUZZI OLIVE OIL COMPANY
A small producer of olive oil is preparing production budgets to consider the impact of various
sales levels. (Note that this case is best “solved” using a spreadsheet.)

CHAPTER 11
11–1: JACKSON SOUND
Work in process inventory is building up at Jackson Sound even though the company has a JIT system.

11–2: CHAMPION INDUSTRIES
A purchasing manager is considering a material that has a price higher than standard, but also a
number of desirable properties.

CHAPTER 12
12–1: HOME VALUE STORES
A company that operates membership warehouse stores is evaluating using EVA.

12–2: WIN TECH MOTORS
Owners of a sports and luxury auto dealership are faced with negative EVA and must cut their
investment in inventory.

For Cases in Chapters 13 and 14 go to www.wiley.com/college/jiambalvo

CHAPTER 13
13–1: WELLCOMP COMPUTERS
A computer company is considering the impact of a price reduction on cash flow.

CHAPTER 14
14–1: JORDAN-WILLIAMS, INCORPORATED
A publisher of college textbooks is evaluating the financial condition of a potential business partner.
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3

Managerial
Accounting 
in the
Information Age
W h a t  t y p e  o f  j o b  w i l l  y o u  h o l d  
i n  t h e  f u t u r e ?

You may be a marketing manager for a consumer electronics
firm, you may be the director of human resources for a biotech firm,
or you may be the president of your own company. In these and
other managerial positions you will have to plan operations, evalu-
ate subordinates, and make a variety of decisions using accounting
information. In some cases, you will find information from your firm’s
balance sheet, income statement, statement of retained earnings,
and statement of cash flows to be useful.However,much of the infor-
mation in these statements is more relevant to external users of
accounting information, such as stockholders and creditors. In addi-
tion, you will need information prepared specifically for firm man-
agers, the internal users of accounting information. This type of
information is referred to as managerial accounting information.

If you are like most users of this book, you have already stud-
ied financial accounting. Financial accounting stresses accounting
concepts and procedures that relate to preparing reports for exter-
nal users of accounting information. In comparison, managerial
accounting stresses accounting concepts and procedures that are
relevant to preparing reports for internal users of accounting infor-
mation. This book is devoted to the subject of managerial account-
ing, and this first chapter provides an overview of the role of
managerial accounting in planning, control, and decision making.
The chapter also defines important cost concepts and introduces key
ideas that will be emphasized throughout the text.The chapter ends
with a discussion of the information age and the impact of infor-
mation technology on business, a framework for ethical decision
making, and the role of the controller as the top management
accountant. Note that you can enhance and test your knowledge of
the chapter using Wiley’s online resources and the self-assessment
quiz at the end of the chapter. The end-of-chapter material also
includes two solved review problems.

1. State the primary goal of
managerial accounting.

2. Describe how budgets are
used in planning.

3. Describe how performance
reports are used in the
control process.

4. Distinguish between financial
and managerial accounting.

5. Define cost terms used in
planning, control, and
decision making.

6. Explain the two key ideas in
managerial accounting.

7. Discuss the impact of
information technology on
competition, business
processes, and the
interactions companies have
with suppliers and customers.

8. Describe a framework for
ethical decision making.

9. Discuss the duties of the
controller, the treasurer, the
chief information officer, and
the chief financial officer.

iStockphoto iStockphoto iStockphoto
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4 Chapter 1 Managerial Accounting in the Information Age

GOAL OF MANAGERIAL ACCOUNTING
Virtually all managers need to plan and control their operations and make a variety of deci-
sions. The goal of managerial accounting is to provide the information they need for plan-
ning, control, and decision making. If your goal is to be an effective manager, a thorough
understanding of managerial accounting is essential.

Planning

Planning is a key activity for all companies. A plan communicates a company’s goals to
employees aiding coordination of various functions, such as sales and production.A plan also
specifies the resources needed to achieve company goals.

Budgets for Planning. The financial plans prepared by managerial accountants are
referred to as budgets. A wide variety of budgets may be prepared. For example, a profit
budget indicates planned income, a cash-flow budget indicates planned cash inflows and
outflows, and a production budget indicates the planned quantity of production and the
expected costs.

Consider the production cost budget for Surge Performance Beverage Company. In
the coming year, the company plans to produce 5,000,000 12-ounce bottles. This amount
is based on forecasted sales. To produce this volume, the company estimates it will spend
$1,500,000 on bottles, $400,000 on ingredients, $150,000 on water, and pay workers at its
bottling plant $300,000. It also expects to pay $60,000 for rent, incur $80,000 of deprecia-
tion of equipment, and pay $100,000 for other costs.The production cost budget presented
in Illustration 1-1 summarizes this information.This budget informs the managers of Surge
about how many bottles the company intends to produce and what the necessary
resources will cost.

Control

Control of organizations is achieved by evaluating the performance of managers and the
operations for which they are responsible. The distinction between evaluating managers
and evaluating the operations they control is important. Managers are evaluated to deter-
mine how their performance should be rewarded or punished, which in turn motivates
them to perform at a high level. Based on an evaluation indicating good performance, a
manager might receive a substantial bonus. An evaluation indicating a manager performed
poorly might lead to the manager being fired. In part because evaluations of managers are
typically tied to compensation and promotion opportunities, managers work hard to ensure
that they will receive favorable evaluations. (Of course, managers may also work hard
because they love their jobs, receive respect from coworkers, or value the sense of accom-
plishment from a job well done!)

LEARNING
OBJECTIVE 1
State the primary goal
of managerial
accounting.

LEARNING
OBJECTIVE 2
Describe how budgets
are used in planning.

Illustration 1-1
Production cost budget

LEARNING
OBJECTIVE 3
Describe how
performance reports
are used in the 
control process.

Budgeted Production Costs  
For the Year Ended December 31, 2014

Budgeted Production 5,000,000 Bottles

Cost of bottles $1,500,000
Ingredient cost 400,000
Water 150,000
Labor cost 300,000
Rent 60,000
Depreciation 80,000
Other 100,000

Total budgeted production cost $2,590,000
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Goal of Managerial Accounting 5

Operations are evaluated to provide information as to whether they should be changed
or not (i.e., expanded, contracted, or modified in some way). An evaluation of an operation
can be negative even when the evaluation of the manager responsible for the operation is
basically positive. For example, the manager of one of the two bottling plants at Surge
Performance Beverage Company may do a good job of controlling costs and meeting dead-
lines, given that the plant is old and out of date.Still, senior management may decide to close
the plant because, given the outdated equipment in the plant, it is not an efficient operation.
In this scenario, the manager receives a positive evaluation whereas the operation receives
a negative evaluation.

Company plans often play an important role in the control process. Managers can com-
pare actual results with planned results and decide whether corrective action is necessary.
If actual results differ from the plan, the plan may not have been followed properly; the plan
may have not have been well thought out; or changing circumstances may have made the
plan out of date.

Illustration 1-2 presents the major steps in the planning and control process. Once
a plan has been made, actions are taken to implement it. These actions lead to results
that are compared with the original plan. Based on this evaluation, managers are
rewarded (e.g., given substantial bonuses or promoted if performance is judged to be
good) or punished (e.g., given only a small bonus, given no bonus, or even fired if per-
formance is judged to be poor). Also, based on the evaluation process, operations may
be changed. Changes may consist of expanding (e.g., adding a second shift), contracting
(e.g., closing a production plant), or improving operations (e.g., training employees to do
a better job answering customer product inquiries). Changes may also consist of revis-
ing an unrealistic plan.

Performance Reports for Control. The reports used to evaluate the performance of man-
agers and the operations they control are referred to as performance reports.Although there
is no generally accepted method of preparing a performance report, such reports frequently
involve a comparison of current-period performance with performance in a prior period or
with planned (budgeted) performance.

Decisions to change
operations or revise plans

Decisions to reward
or punish managers

Action taken to
implement plan

Comparison of planned
and actual results

Plan

Results

Evaluation

Illustration 1-2
Planning and control
process
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Managerial accounting
information is used to plan
and control operations and
make decisions at Surge
Performance Beverage
Company.
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6 Chapter 1 Managerial Accounting in the Information Age

A performance report comparing these actual costs to the budgeted costs is presented in
Illustration 1-3.

Typically, performance reports only suggest areas that should be investigated; they do
not provide definitive information on performance.For example, the performance report pre-
sented in Illustration 1-3 indicates that something may be amiss in the control of bottle and
ingredient cost. Actual costs are $150,000 more than planned for bottles and $50,000 more
than planned for ingredients. There are many possible reasons why these costs are greater
than the amounts budgeted.Perhaps the price of bottles or key ingredients increased, or per-
haps bottles were damaged in the production process. Management must investigate these
possibilities before taking appropriate corrective action.

Although performance reports may not provide definitive answers, they are still
extremely useful.Managers can use them to flag areas that need closer attention and to avoid
areas that are under control. It would not seem necessary, for example, to investigate labor,
rent, depreciation, or other costs, because these costs are either equal to or relatively close to
the planned level of cost.Typically, managers follow the principle of management by excep-
tion when using performance reports.This means that managers investigate departures from
the plan that appear to be exceptional; they do not investigate minor departures from the plan.

Decision Making

As indicated in Illustration 1-2, decision making is an integral part of the planning and control
process—decisions are made to reward or punish managers,and decisions are made to change
operations or revise plans. Should a firm add a new product? Should it drop an existing prod-
uct? Should it manufacture a component used in assembling its major product or contract with
another company to produce the component? What price should a firm charge for a new

Illustration 1-3
Performance report

Cost of bottles $1,650,000
Ingredient cost 450,000
Water 152,000
Labor cost 295,000
Rent 60,000
Depreciation 80,000
Other 101,000

Total actual production cost $2,788,000

Suppose, for example, that during 2014, Surge Performance Beverage Company actu-
ally produced 5,000,000 bottles and incurred these costs:

Performance Report, Production Costs 
For the Year December 31, 2014

Difference 
Actual Budget (Actual Minus Budget)

Production (number of bottles) 5,000,000 5,000,000 -0-

Cost of bottles $1,650,000 $1,500,000 $150,000*
Ingredient cost 450,000 400,000 50,000*
Water 152,000 150,000 2,000
Labor cost 295,000 300,000 (5,000)
Rent 60,000 60,000 -0-
Depreciation 80,000 80,000 -0-
Other 101,000 100,000 1,000

Total production cost $2,788,000 $2,590,000 $198,000

*Red numbers indicate differences deemed deserving of investigation.
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T E S T  Y O U R  K N O W L E D G E

With respect to managerial accounting, which of the following statements are valid?

a. Budgets are used for planning.

b. Performance reports are used for control.

c. A goal of managerial accounting is to provide information useful in decision
making.

d. All of the above are valid statements.

Goal of Managerial Accounting 7

product? These questions indicate just a few of the key decisions that confront companies.How
well they make these decisions will determine future profitability and, possibly, the survival of
the company.Recognizing the importance of making good decisions,we devote all of Chapters
7, 8, and 9 to the topic. Below you’ll see that one of the two key ideas of managerial account-
ing relates to decision making and its focus on so-called incremental analysis.Finally,at the end
of each chapter,there is a feature called Making Business Decisions.This feature will remind you
of how the chapter material is linked to decision making, and it will summarize the knowledge
and skills presented in the chapter that will help you make good decisions as a manager.

LEARNING
OBJECTIVE 4
Distinguish between
financial and
managerial accounting.

A Comparison of Managerial and Financial Accounting

As suggested in the opening of this chapter, there are important differences between man-
agerial and financial accounting:

1. Managerial accounting is directed at internal rather than external users of account-
ing information.

2. Managerial accounting may deviate from generally accepted accounting principles
(GAAP).

3. Managerial accounting may present more detailed information.

4. Managerial accounting may present more nonmonetary information.

5. Managerial accounting places more emphasis on the future.

Internal versus External Users. Financial accounting is aimed primarily at external users of
accounting information, whereas managerial accounting is aimed primarily at internal users
(i.e.,company managers).External users include investors,creditors,and government agencies,
which need information to make investment, lending, and regulatory decisions. Their infor-
mation needs differ from those of internal users, who need information for planning, control,
and decision making.

Need to Use GAAP. Much of financial accounting information is required.The Securities and
Exchange Commission (SEC) requires large, publicly traded companies to prepare reports in
accordance with generally accepted accounting principles (GAAP). Even companies that are
not under the jurisdiction of the SEC prepare financial accounting information in accordance
with GAAP to satisfy creditors. Managerial accounting, however, is completely optional. It
stresses information that is useful to internal managers for planning, control, and decision
making. If a company believes that deviating from GAAP will provide more useful informa-
tion to managers, GAAP need not be followed.

Detail of Information. Financial accounting presents information in a highly summarized
form. Net income, for example, is presented for the company as a whole. To run a company,

Correct answer is d.
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8 Chapter 1 Managerial Accounting in the Information Age

however, managers need more detailed information; for example, information about the cost
of operating individual departments versus the cost of operating the company as a whole
or sales broken out by product versus total company sales.

Emphasis on Nonmonetary Information. Both managerial and financial accounting
reports generally contain monetary information (information expressed in dollars,such as rev-
enue and expense). But managerial accounting reports often contain a substantial amount
of additional nonmonetary information. The quantity of material consumed in production,
the number of hours worked by the office staff, and the number of product defects are exam-
ples of important nonmonetary data that appear in managerial accounting reports.

Emphasis on the Future. Financial accounting is primarily concerned with presenting the
results of past transactions. Managerial accounting, however, places considerable empha-
sis on the future. As indicated previously, one of the primary purposes of managerial
accounting is planning. Thus, managerial accounting information often involves estimates
of the costs and benefits of future transactions.

Similarities between Financial and Managerial Accounting

We should not overstate the differences between financial accounting and managerial
accounting in terms of their respective user groups. Financial accounting reports are aimed
primarily at external users, and managerial accounting reports are aimed primarily at inter-
nal users. However, managers also make significant use of financial accounting reports, and
external users occasionally request financial information that is generally considered appro-
priate for internal users. For example, creditors may ask management to provide them with
detailed cash-flow projections.

COST TERMS USED IN DISCUSSING PLANNING, 
CONTROL, AND DECISION MAKING
When managers discuss planning, control, and decision making, they frequently use the word
cost. Unfortunately, what they mean by this word is often ambiguous. This section defines
key cost terms so that you will have the accounting vocabulary necessary to begin discussing
issues related to planning, control, and decision making.The treatment will be brief because
we will return to these cost terms and examine them in detail in later chapters.

Variable and Fixed Costs

The classification of a cost as variable or fixed depends on how the cost changes in relation
to changes in the level of business activity.

Variable Costs. Costs that increase or decrease in proportion to increases or decreases
in the level of business activity are variable costs. Material and direct labor are generally
considered to be variable costs because in many situations, they fluctuate in proportion
to changes in production (business activity). Suppose that for Surge Performance Beverage
Company, the cost of bottles, ingredients, water, and labor are variable costs and in the
prior month, when production was 400,000 bottles, costs were $120,000 for bottles,
$32,000 for ingredients, $12,000 for water, and $24,000 for labor. How much variable cost
should the company plan on for the current month if production is expected to increase
by 20 percent, to 480,000 bottles? Since the variable costs change in proportion to changes
in activity, if production increases by 20 percent, these costs should also increase by 20
percent. Thus, the cost of bottles should increase to $144,000, the cost of ingredients
should increase to $38,400, the cost of water to $14,400, and the cost of labor to $28,800.

LEARNING
OBJECTIVE 5
Define cost terms used
in planning, control,
and decision making.
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Cost Terms Used in Discussing Planning, Control, and Decision Making 9

Prior Month Current Month

Production 400,000 Bottles Per Unit 480,000 Bottles Per Unit
Variable costs:

Cost of bottles $120,000 $0.30 $144,000 $0.30
Ingredient cost 32,000 0.08 38,400 0.08
Water 12,000 0.03 14,400 0.03
Labor cost 24,000 0.06 28,800 0.06

Total variable cost $188,000 $0.47 $225,600 $0.47

Prior Month Current Month

Production 400,000 Bottles Per Unit 480,000 Bottles Per Unit
Fixed costs:

Rent $ 5,000 $0.0125 $ 5,000 $0.0104
Depreciation 6,667 0.0167 6,667 0.0139
Other 8,333 0.0208 8,333 0.0174

Total fixed cost $20,000 $0.0500 $20,000 $0.0417

Note that although the total variable cost increases from $188,000 to $225,600 when pro-
duction changes from 400,000 to 480,000 units, the variable cost per unit does not change. It
remains $0.47 per bottle. With variable cost of $0.47 per bottle, variable cost increases by
$37,600 (i.e., $0.47 ϫ 80,000) when production increases by 80,000 bottles.

Fixed Costs. Costs that remain constant when there are changes in the level of business
activity are fixed costs. Depreciation and rent are costs that typically do not change with
changes in business activity. Suppose that in the prior month, Surge Performance Beverage
Company incurred $20,000 of fixed costs including $5,000 of rent, $6,667 of depreciation, and
$8,333 of other miscellaneous fixed costs. If the company increases production to 480,000
bottles in the current month, the levels of rent, depreciation, and other fixed costs incurred
should remain the same as when production was only 400,000 bottles. However, with fixed
costs, the cost per unit does change when there are changes in production. When produc-
tion increases, the constant amount of fixed cost is spread over a larger number of units.This
drives down the fixed cost per unit. With an increase in production from 400,000 to 480,000
units, total fixed costs remains at $20,000.Note, however, that fixed cost per unit decreases from
$0.0500 per unit to $0.0417 per unit.

Sunk Costs

Costs incurred in the past are referred to as sunk costs.These costs are not relevant for deci-
sion making because they do not change when decisions are made. For example, suppose
you buy a ticket to a play for $30. Before the play, you run into a friend who invites you to a
party. If you go to the party, you won’t be able to attend the play.The cost of the ticket is irrel-
evant to the decision as to whether you should go to the party. What matters is how much
you will enjoy the party versus the play and how much you can sell the ticket for (not how
much you paid for it). Whether you go to the play or go to the party, you are out $30 (the
price of the ticket to the play, which is sunk).

c01.qxd  7/11/12  1:44 PM  Page 9




