MANAGERIAL ACCOUNTING      




SOMNATH DAS
ALTERNATIVE PRODUCT COSTING SYSTEMS 

BASICS:
Product Costs:
Recall from before that costs can be classified into PRODUCT costs and PERIOD costs. Recall 

further that product costs are generally defined as follows:

Product Cost =  Direct Material  +  Direct Labor  +  Factory Overhead

OR on a per unit basis:

Product Cost per unit =  Direct Material per unit  +  Direct Labor  per unit  

+  Factory  Overhead  per unit

A Costing system is a way  of calculating the product cost.  Different costing systems will give 

different values for the product cost. We start  with a description of fundamental building blocks for any cost assignment system.  These fundamentals include: 


cost tracing of direct costs


cost allocation of indirect costs


indirect cost pools, allocation bases


cost objectives.  


A.
Cost object - anything for which a separate measurement of cost is desired


B.
Direct cost of a cost object - these are traced to the cost object


C.
Indirect cost of a cost object - these are divided into cost pools and allocated to the cost object


D.
Cost pool  - a grouping of individual cost items


E.
Cost-allocation base - a factor that is a common denominator for systematically linking an indirect cost or group of indirect costs to a cost object.  It can be financial or nonfinancial and frequently is a cost driver

With respect to product cost calculations, costing systems may differ along three dimensions.  


(1)
What is included in product cost?


(2)
How are the components measured?


(3)
How are the costs accumulated?

(1)  What is included in product cost?
Variable costing systems include D/M, D/L and the variable component of overhead only in product cost.  Fixed overhead is treated as a period cost.  Therefore none of the fixed overhead is assigned to inventory or COGS.  (Also called . . . . . . . . . . . . . . . . . . . . )

Absorption costing systems include D/M, D/L and both variable and fixed components of overhead in product cost.  FOH is absorbed into the product cost.  Therefore portions of the fixed overhead will appear in inventory figure up to the point that units are sold.  (Also called . . .  . . .)

Activity Based Costing System: is a modified absorption costing system, where by the indirect costs are traced to their cost pools to reflect resource utilization of indirect resources by the cost object. 

Note:
* GAAP requires absorption costing for calculation of product costs;


* For break-even analysis and making decisions on make-or-buy (etc.) we generally

            used product costs based on . . . . . . . . . . . . . . . 

(2)  How are the cost components measured?
* Actual PC vs. Normal PC vs. Standard PC

Each of the components of product cost can be measured in terms of either:


* ACTUAL cost paid, or


* an ESTIMATE of the cost

Actual costing systems record/measure all cost components at their actual values:


Actual product cost
 = actual D/M





 + actual D/L





 + actual O/H

Normal costing systems estimate the overhead component of product cost:

Normal product cost = actual D/M





 + actual D/L





 + estimated O/H (estimated rate applied to actual quantity of driver)

Extended Normal costing system   uses estimated rates (prices for direct materials and labor) but uses actual quantities consumed. 


Extended Normal product cost = 
estimated price* actual quantity of  D/M







+ estimated price*actual quantity of D/L






 
+ estimated O/H (similar to Normal costing)

Standard costing systems estimate all the components of product cost: This is also alternatively referred to as the Extended   Normal Costing System.- We will use this term interchangeably.


Standard product cost = estimated D/M





   + estimated D/L





   + estimated O/H

(Standard costing systems tend to be used for planning and control purposes:  we will investigate them in detail in the third part of the course.)

(3)  How are the costs accumulated?
Job-Order costing systems accumulate production/manufacturing costs on a unit-by-unit (or batch-by-batch) basis to derive a per unit product cost. 

Job costing system is characterized by a distinct, identifiable product or service, custom-made, produced in small quantities, usually with relatively large unit costs e.g.construction, furniture, aircraft, machinery industries.

· Illustration - Job Costing of an Audit Engagement

Process costing systems accumulate production/manufacturing costs for a period of time (or for large production runs) and then divide by the number of units produced in that period to get a per unit product cost.  (Costs are assumed to be incurred in a continuous/flow fashion.)

Process costing system is used for homogeneous products or services that are often mass produced, e.g. chemical, plastics, lumber, soft-drink industries

Note:
   * the type of industry one operates in will often determine how costs should be

              accumulated


   * the costs of bookkeeping are less for . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . than

              for . . . . . . . . . . . . . . . . . . . . . . . . . . .

Even in a single industry one might expect to see different types of costing system being used:

Example:  A new housing development.

Job Costing:  accumulate costs for each house individually,  This would be useful if

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Process Costing:  accumulate costs for the whole development and then divide by the 
number of houses.  This would be useful if


. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Summary of Alternative Costing Systems



Process



Operations


Job-Order

Absorption

Variable




Actual 
Normal
Extended Normal 
Standard

Note:
(1)
To fully describe any costing system all three dimensions need to be described.


(2)
For product costing purposes (to supply information to the financial accountant) need only one costing system:  it is Absorption-Actual-( )


(3)
For control purposes (third part of course) may want more than one type of costing system:  e.g. Actual-( )-( ) and Standard-( )-( ).  (For control purposes one is going to be accumulating costs by responsibility center and probably not by product.)


(4)
Common pairs of attributes are:



Process with Standard Costing



Job-Order with Actual or Normal C.

Look at


· Absorption-Actual-Job
· Absorption-Normal-Job

· Absorption-Actual-Process
· Variable-Normal-Job

· Activity-Actual-Job

In each case we will try and calculate the product cost.

Why? . . . . . . . . . . . . . . . . . . . . . . . 
Service and Merchandising Applications
Job Costing in Service Organizations Using Actual Costing


A.
General approach to job costing [6-steps]



1.
Identify cost object (job).



2.
Identify direct cost categories.



3.
Identify indirect cost pool(s).



4.
Select allocation base(s).



5.
Develop allocation rate(s).

6.
Compute the Cost of the Job by Adding all Direct Costs and all Indirect Job Costs.


B.
Illustration - Job Costing of an Audit Engagement

Refer to the extensive illustration of costing in the audit of the Tracey Transport engagement for Lindsay and Associates - especially the use of Exhibit 4-2 to visualize the general approach.

C.
Source documents such as time tickets are extremely important in capturing the data necessary to use the accounting system in service organizations.

Normal Costing

A.
A normal costing method traces direct costs to a cost object by using actual direct-cost rate(s) times the actual quantity of the direct-cost input and allocates indirect costs based on the budgeted indirect-cost rate(s) times the actual quantity of the cost-allocation base.  See budgeted indirect-cost rate below.
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B.
Actual direct costs are used because these costs are known and can be traced to a job when it is complete or very soon thereafter.


C.
Budgeted rates have to be used for indirect costs because the actual amounts of indirect costs are not known until year-end.

Time Period Used to Compute Indirect-Cost Rates


A.
The time period used to develop rates is normally one year.  Weekly or monthly  rates are not typically used because of:



1.
Numerator reason - fluctuations in amount of budgeted indirect costs throughout the year



2.
Denominator reason - activity fluctuates throughout the year



3.
Cost-Benefit reason - revising indirect cost rates takes management effort

Extended Normal Costing  (Also called Standard Costing)


A.
Extended normal costing uses budgeted direct-cost and indirect-cost rates, multiplying them by the actual quantities of the direct-cost input and indirect-cost allocation base respectively.


B.
Exhibit 4-4, page 102, details the costing procedures under actual costing, normal costing, and extended normal costing.


C.
Rates for assigning professional labor costs to jobs can be computed in several ways and are affected by:



1.
Number of hours in the denominator (total or billable)



2.
Composition of the numerator (inclusion of benefits?)

Peanut-Butter Costing Approaches


A.
When indirect costs (of resources) are allocated to (spread over) cost objects using a base that is not related to the consumption of resources,  the cost objects are either overcosted or undercosted.




Product undercosting - a product consumes a relatively high level of resources but is reported to have a relatively low total cost.




Product overcosting - a product consumes a relatively low level of resources but is reported to have a relatively high cost.


B.
Product-cost cross-subsidization occurs when at least one miscosted product results in the miscosting of other products in the organization.

Refinements in Costing Systems


A.
Costing system refinement is making changes to an existing costing system resulting in better measures of resource consumption by cost objects (products, services, customers, etc.).


B.
Guidelines



1.
Increased direct cost tracing.



2.
Increased number of indirect cost pools to obtain homogeneous cost pools.



3.
Identify appropriate cost-allocation bases for each indirect-cost pool.

Cost Refinement in the Service Sector

Follow the Lindsay & Associates example which is diagrammed in Exhibit 4-5, page 106, and illustrated in Exhibit 4-6, page 110.  It demonstrates the effects of using increased direct-cost tracing and more indirect-cost pools and cost drivers.

Activity-Based Costing (ABC)


A.
Activity-based costing focuses on activities as the fundamental cost objects

B. Merchandising-sector illustration [refer to the Family Supermarkets application of ABC, Exhibits 4-7 (page 108), and 4-8 (page 111)] 
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