Review of Content from Managerial Accounting

The list below is a comprehensive [although not necessarily exhaustive] summary of basic terms and concepts we will be using more or less from day 1 in BUSA 323. Most of these concepts should be familiar from your coverage of managerial accounting; since I have no way of knowing where and when each of you took managerial accounting, it is impossible to tailor the list to every student’s needs. One way or another, you need to be sufficiently familiar with these concepts so that you can use the language of cost accounting in class and in your assignments. All of the concepts and terms listed below are covered in the Horngren, et al. textbook, so you have resources to refresh your memory as necessary. While I have tried to group related items, the list is not in any particular order. In the right hand column I have provided the notation I typically use on the whiteboard in class. If you find items that you think should be added to the list, send me an email.
	Term or concept, along with an explanation if one is necessary

	Cost object: any object (organizational unit, product, product line, person, machine, cost center, etc.) with which we might want to associate costs

	Cost allocation: assignment of costs to cost objects based on some assume linkage where no demonstrable causal relationship exists 

	Cost tracing: assignment of costs based on [more or less] observable phenomena. Direct tracing is based on physical association—the department supervisor works in the department, so her salary is traceable to the department. Driver tracing is based on factors that are presumed to cause changes in resource usage—order processing costs can be associated with the volume of orders processed.

	Product or production cost: the cost of producing a product; may be applied to services, as in “service cost;” in a manufacturing setting, product cost and manufacturing cost are synonymous

	Direct cost: a cost which can be directly associated with a particular cost object

	Indirect cost: a cost which cannot be directly associated with a particular cost object

	Prime costs: direct labor + direct material

	Conversion costs: direct labor + manufacturing overhead

	Absorption costing: Under absorption costing, fixed overhead [fixed manufacturing costs] are charged to production and show up in inventory and cost of goods sold. Costs on the income statement are organized by function [manufacturing vs. non-manufacturing].

	Variable costing: Under variable costing, fixed overhead does NOT show up in inventory or cost of goods sold; 100% of fixed overhead is expensed during the period incurred as a NONMANUFACTURING cost; fixed costs are subtracted FROM contribution margin. Costs are organized by behavior [variable vs. fixed] on the income statement.

	Reconciliation: proof or evidence that the numbers “add up” or “work out correctly,” as in a bank reconciliation; when reconciling manufacturing costs, all the costs you put into WIP have to wind up somewhere—still in WIP, in FG, or in CGS. They can’t just disappear [and they can’t magically expand, either!]. A full reconciliation of manufacturing costs would show all the beginning balances in WIP and FG, plus the charges to WIP during the period, and where the costs are “located” at the end of the period, whether still in WIP, in FG, or in CGS. The sum of beginning inventories, plus any charges to WIP MUST equal the total value of the respective accounts [WIP, FG, and CGS] at the end.

	Term or concept, along with an explanation if one is necessary
	Notation

	Sales price per unit: what WE charge THEM]; when talking about what THEY charge US, I will usually use the generic term “cost.”
	SP

	Variable costs: fluctuate in total in direct proportion to production or sales; constant per unit
	VC

	Total variable costs: sum of all the variable costs
	TVC

	Variable cost per unit: TVC/# units
	VC/unit

	Fixed cost: costs which are constant in total within the relevant range
	FC

	Total fixed cost: for whatever the relevant fiscal period is—month, year, etc.
	TFC

	Mixed cost: a cost which has fixed and variable components, often plotted as a straight with positive slope and an intercept greater than zero; also represented by the slope-intercept form of the equation for a straight line (i.e., y = mx + b), where m is the variable cost per some unit of input [such as direct labor hours] or output [such as units produced or sold] and b is the fixed cost per some unit of time, such as a month or year. 

	Relevant range: the range of volume within which the cost behavior relationships are unchanged
	RR

	Direct material cost: cost of raw material used to make something; the value of the materials can be traced directly to specific jobs, units, or batches of production. Generally treated as varying directly with production.
	DM or DM$

	Direct labor cost: cost of people’s time in making something; the value of the labor can be traced directly to specific jobs, units, or batches of production. Generally treated as varying directly with production.
	DL or DL$

	Direct labor hours: the hours spent on direct labor; the hours may be planned or actually worked, depending on the context
	DLH

	Overhead: the indirect costs of manufacturing; also known as manufacturing overhead, burden, factory overhead, or indirect costs of production.
	OHD or OHD$

	Variable overhead: overhead which fluctuates in total in direct proportion to production; constant per unit
	VOHD or VOHD$

	Fixed overhead: overhead which is constant in total within the relevant range
	FOHD or FOHD$

	Manufacturing: the part of the organization where they “make stuff;” a.k.a. “production”
	MFG

	Selling & administrative expenses: a.k.a. non-manufacturing costs; the part of the organization where they do things other than “make stuff” 
	S & A

	Variable selling & administrative expenses: vary in total in proportion to sales
	V S & A

	Fixed selling & administrative expenses: constant in total, irrespective of sales volume
	F S & A

	Contribution margin: = revenue – variable costs
	CM

	Total contribution margin: = CM/unit * # units
	TCM

	Contribution margin per unit: = TCM/# units
	CM/unit

	Gross margin:  = revenue – cost of goods sold; gross margin ratio = gross margin/sales $
	GM

	Gross profit: synonymous with gross margin
	GP

	Cost of goods sold: usually means absorption cost of goods sold [=DM + DL + VOHD + FOHD] CGS ratio = CGS/Sales; CGS ratio + gross margin ratio will always = 100%. If we know one of the ratios, we can find the other by subtraction.
	CGS

	Variable cost of goods sold: = DL + DM + VOHD in manufacturing setting; = cost of merchandise acquired in wholesale or retail setting; may be aggregate $ or per unit
	VCGS

	Finished goods inventory: value of the stuff we made but didn’t sell; valued at lower of cost of market
	FG; BFG; EFG

	Work in process inventory: work started but not completed during a fiscal period
	WIP; BWIP; EWIP

	Inventory relationships: for any inventory account [RM, WIP or FG], the ending inventory for one period is the same as the beginning inventory for the next period, and vice versa.
	n/a

	Contribution margin ratio: ratio of contribution margin to revenue
	CMR

	Variable cost ratio: ratio of variable costs to revenue; VCR + CMR = 1.00. If we know one of the ratios, we can find the other by subtraction.
	VCR

	Breakeven point in units sold: =total fixed costs/contribution margin per unit
	BE pt

	Breakeven point in revenue: = total fixed costs/contribution margin ratio
	BE $

	Margin of safety: how far we are from the breakeven point; may be in $’s, units, or stated as a percentage
	MoS

	Profit margin: what’s left after subtracting all costs from revenue. Usually expressed as a percentage.
	n/a

	Net income: = revenue minus total costs; note that revenue = SALES; income is what’s left after subtracting costs
	NI

	Manufacturing costs incurred: = the total manufacturing costs entered into work in process during a fiscal period; = DL + DM + VOHD + FOHD under absorption costing; = DL + DM + VOHD under variable costing
	MCI

	Cost of goods manufactured: = the value of product transferred from WIP to FG during a fiscal period
	CGM


Seattle Rattle Company
Review Problem for BUSA 323

The Seattle Rattle Company [SRC] was founded in 2006. SRC produces a single product, the Seattle Rattle, a toy for infants that is indestructible, edible, washable, safe for infants of all ages, and therefore, very expensive. Because of the unique attributes of the Seattle Rattle, sales over the past 5 years have met management’s unrealistic expectations, and an expansion is being considered. 

Since outside financing will be required to begin work on the expansion, management is concerned about the lack of well-organized financial information and has decided to use this opportunity to hire a full time accountant. You are one of several candidates for the position; in order to assess your suitability for the job, your second-round interview will include a number of questions based on the existing financial information, which is provided in the table below. Management has even agreed to send you the Excel file so you will not have to do data entry; you can download the file at www.plu.edu/~myersgm/srcdata.xls.
[image: image1.png]Year 2006 2007 2008 2009 2010
Sales forecast [units] 12,000 12,000 12,000 12,000 12,000
Units produced 12,500 12,500 9,000 12,000 5,000
Total units sold 12,500 9,000 12,500 10,000 10,000
DLH worked 30,000 30,000 21,600 25,800 19.200
Direct material purchased S 10875|5  9625]5  9000]5  9900[5s 1100
Revenue S 4375005 3150005 437.500|5 350,000 5 350000
Direct material used S 9375|s 93755  6750]5  9000[5 6000
Sales compensation S 327505 303005 32750]5  31.000{5 31.000
Direct labor S 2231255 223125]5 160.650|5 2142005 142,800
Power for the production equipment |5 9250 (5 9250[5  9180]s  9.240]5 9160
‘Shipping [outbound] S 62505  4500{5  6250]5  5000{5 5000
Supplies used in production S 34505 345005 2610]s  3330[s 2370
Depreciation on office equipment |5 30005 3.000[5  3.000{s  3000]5 3,000
Depreciation on factory machinery |5 12,000 |5 12000[5 12,0005  12000]5 12,000
Production supenision S 25000[5 250005 25000]5 250005 25000
Executive compensation S 50000[5 500005 50.000]5 50,0005 50000
Total costs S 374200[5 3700005 308190 |5 361.770]5 286330
Net income S 633005 (55.000)| S 1293105 (11.770)| S 63.670





You have also been told that there has been absolutely no inflation in costs or prices since 2006, and the production efficiencies are exactly the same as the day they began operations. There are no work-in-process inventories. On your way out the door after your initial, successful interview, you are puzzled when you overhear someone saying something about “…hoping you remember your high school algebra.” 

You decide that a detailed analysis of the data is essential, and in anticipation of the interview, you calculate the following: 
1. Calculate the following costs per unit:

a. Direct material
b. Direct labor

c. Variable manufacturing overhead [indirect manufacturing cost] per unit

d. Variable selling and administrative costs per unit

2. Calculate the following costs per year:

a. Total fixed manufacturing overhead [indirect manufacturing costs]
b. Total fixed selling and administrative costs

3. Calculate the sales price per unit

4. Assume that SRC uses variable costing [i.e., the “contribution margin format”] for its income statements. Create an “income statement formula” where net income is a linear function of volume sold. Use separate terms for manufacturing and non-manufacturing costs. 
a. Will the total manufacturing cost per unit fluctuate from year to year or not? Why?
b. Calculate total cost of goods sold for 2007.
c. Calculate the value of ending finished goods inventory for 2007.

d. Calculate net income for 2007.

5. Assume that SRC uses absorption costing [i.e., what GAAP says they have to use] for its income statements. Create an “income statement formula” where net income is a linear function of volume sold. Use separate terms for each manufacturing and each non-manufacturing cost.
6. Use your formula from requirement 5 to do the following: 
a. Calculate total manufacturing cost per unit for each year. What happens to manufacturing cost/unit as production volume goes up and down? Why?
b. Calculate total cost of goods sold for 2007.

c. Calculate gross profit per unit for 2007
d. Calculate the gross margin ratio for 2007
e. Calculate the value of ending finished goods inventory for 2007.

f. Calculate net income for 2007.
g. Calculate the profit margin [%] for 2007.

7. Determine the breakeven point in units sold per month.
8. Determine the breakeven point in dollar sales per month.

9. Will the breakeven point change from year to year? Why or why not?

10. Calculate the margin of safety [in dollar sales and in units] for 2010.

11. Suppose SRC management is considering their operating plan for 2011, and the market for really expensive kid’s toys is highly uncertain. Sales might plummet to say, 1,000 units; alternatively, sales might skyrocket to, say, 48,000 units. What concerns might SRC have about predicting costs for the year under either of these scenarios?
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