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Topics to be discussed:

1. Introduction

2. General Cost Classification

3. Product costs and Period Costs

4. Cost classifications on Financial Statement

5. Schedule of costs of goods manufactured

Introduction:

 
The work of management focuses on (1) planning, which includes setting objectives and outlining how to attain these objectives (2) control, which includes the steps to take to ensure that objectives are realized. To carry out these planning and control responsibilities, managers need information about the organization. From an accounting point of view, this information often relates to the costs of the organizations.


In managerial accounting, the term cost is used in many different ways. The reason is that there are many types of costs, and these costs are classified differently according to the immediate needs of management. For example, managers may want cost data to prepare external financial reports, to prepare planning budgets, or to make decisions. Each different use of cost data demands a different classification and definition of costs.  For example, the preparation of external financial reports requires the use of historical cost data, whereas decision may require current cost data.

General Cost Classification:


 Costs are associated with all types of organizations-business, non-business, manufacturers, retail, and service. Generally, the kinds of costs that are incurred and the way in which these costs are classified depend on the type of organization involved.  Managerial accounting is as applicable to one type of organization as to another. For this reason, we will consider in our discussion the cost characteristics of a variety of organizations -manufacturing, merchandising, and service.

Objective 1: Identify and give examples of each of the three basic cost elements involved in the manufacture of a product

Manufacturing costs:


Most manufacturing companies divide manufacturing costs into three broad categories: direct materials, direct labor, and manufacturing overhead.

Direct materials: The materials that go into the final product are called raw materials. This term is somewhat misleading, since it seems to imply unprocessed natural resources like wood pulp or iron one. Actually aw materials refers to any materials that are used in the final product; and the finished product of one company become can become the raw materials of another company. For example, the plastic produced by Du Pont are a raw material used by Compaq Computer in its personal computers.

· For more details see textbook. Page no. 45

Direct labor:


The term direct labor is reserved for those labor costs that can be easily (i.e. physically and conveniently) raced to individual units of product. Direct labor is sometimes called touch labor, since direct labor workers typically touch the product while it is being made. The labor costs of assembly line workers, for example, would be direct labor costs, as would the labor costs of carpenters, bricklayers, and machine operators.


Labor costs that cannot be physically traced to the creation of products, or that can be traced only at great cost and inconvenience, are termed as indirect labor and treated as part of manufacturing overhead, along with indirect materials.

· For more details see textbook. Page no. 45
Manufacturing Overhead:


Manufacturing overhead, the third element of manufacturing cost, includes all costs of manufacturing except direct materials and direct labor. Manufacturing overhead includes items such as indirect materials, indirect labor, maintenance and repairs on production equipment; and heat and light, property taxes, depreciation, and insurance on manufacturing facilities. 


Various names re used for manufacturing overhead, such as indirect manufacturing cost, factory overhead, and factory burden. All of these terms are synonymous with manufacturing overhead.


Manufacturing cost combined with direct labor is called conversion cost. This term stems from the facts that direct labor costs and overhead costs are incurred in the conversion of materials into finished products. Direct labor combined with direct materials is called prime cost.

· For more details see textbook. Page no. 45

Non-manufacturing costs:


Generally non-manufacturing costs are sub classified into two categories: 1.Marketing or selling costs
2.Administrative costs
 
Marketing or selling costs include all costs necessary to secure customer order and get the finished product or service into the hands of the customer. These costs are often called order –getting or order filling cost. Examples are advertising, shipping, sales travel

etc.


Administrative costs include all executive, organizational, and clerical costs associated with the general management of an organization rather than with manufacturing, marketing or selling. Examples of administrative costs are executive compensation, general accounting, secretarial, and public relations etc.

Product costs and Period Costs:

 
In addition to other distinction between and non-manufacturing costs, there are other ways to look at costs. They can be also classified as product costs or Period costs.


Generally costs are recognized as expenses on the income statement in the period that benefits from the cost. For example, if a company pays liability for insurance for two years, the entire amount is not considered as expense of the year in which the payment is made. Instead, one –half of the cost would be recognized as an expense each year. The reason is that both years –not just the first years –benefit from the insurance payment. The unexpensed portion of the insurance payment is carried in the Balance sheet as an asset called Prepaid insurance. The students are familiar with this type of accrual basis of accounting from their basic accounting course.


The matching principle is based on accrual concept and states that costs incurred to generate particular revenue should be recognized as expense in the same period that the revenue is recognized.

Product cost:


Product costs include all the costs that are involved in acquiring or making a product. In case of manufactured goods, these costs consist of direct materials, direct labor, and manufacturing overhead. Product costs are attached as Inventory account in the Balance sheet. When the goods are sold, the costs are released from inventory as expenses and matched against sales revenue. Since theses costs are initially assigned to inventories, they are also known as inventoriable cost. 

· For more details see textbook. Page no. 46

Period costs: 


Period costs are all, those costs that are not included in product costs. These costs are expensed on the income statement in the period in which they incurred. Period costs are not included as part of the cost either purchased or manufactured goods. Example: sales commission, office rent etc. 

· For more details see textbook. Page no. 47 

Summary of cost terms:































































































































































































































































































































































Cost classifications on Financial Statement:


The financial statements prepared by a manufacturing company are more complex than the statements prepared by a merchandising company. 

The balance Sheet: The balance sheet or statement of financial position, of a manufacturing company is similar to that of a merchandising company. However there are differences in the inventory accounts. A merchandising company has only one class of inventory-goods purchased from suppliers that are awaiting resale to customers. By contrast, manufacturing companies has three classes of inventories-raw materials; work in process, and finished goods.

 We will use according to our textbook two companies- Graham Manufacturing Corporation and Reston Bookstore –to show the differences between inventories accounts-

· The footnotes to Graham Manufacturing Corporation ‘s annual report revels the following information concerning its inventories:

 




· In contrast, the inventory account at Reston Bookstore consists entirely of the costs of books the company has purchased from publishers for resale to the public. In this case, the inventories may call merchandising inventory.




· For more details see page no.48

The Income statement:

The exhibit 2-2 in the textbook compares the income statement of Reston Bookstore and Graham Manufacturing Corporation.  The students are requested to see the exhibit carefully.


The basic differences between Income statement of a merchandising and manufacturing company is:

· In case of a merchandising co. the cost of merchandising inventory purchased from outside suppliers during the period.

· In case of a manufacturing co. the manufacturing costs associated with the goods that were finished during the period

Cost of goods sold in a Merchandising Company:

 Beginning merchandising inventory + Purchase= Ending merchandising inventory+ Cost of goods sold

Or,

      Cost of goods sold= Beginning merchandising inventory + Purchase - Ending merchandising inventory

Cost of goods sold in a Manufacturing Company:
     Beginning finished goods inventory + Cost of goods manufactured= Ending finished goods inventory + Cost of goods sold

Or,

    Cost of goods sold = Beginning finished goods inventory + Cost of goods manufactured- Ending finished goods inventory 

Schedule of costs of goods manufactured:

Direct materials:









             +

+


+

+

· For more details see page no.51, 52
Note: The students are requested to read the textbook very carefully. By reading the textbook along with this material you would be able to clear your concepts. So please read your textbook. If necessary you may consult other reference books. 

Manufacturing Costs (Also called product cost or inventoriable cost)





Direct Materials


Materials that can be physically and conveniently traced to a product





Direct labor


Labor costs that can be physically and conveniently traced to a product





Manufacturing Overhead


All costs of manufacturing a product other than direct material and direct labor





Prime cost





Conversion cost





Non-manufacturing costs (Also called Period cost)








Marketing or selling costs


All costs necessary to secure customer order and get the finished product or service into the hands of the customer





Administrative costs


All costs associated with general management of the company as a whole








Graham Manufacturing Corporation


Inventory accounts





				Beginning                   Ending


                Balance	                    Balance





Raw Materials …………………… $60,000		$50,000


Work in Process……………………..90,000		60,0000


Finished Goods……………………..125,000		175,000





 Total inventory accounts. …$275,000			$ 285,000





Reston Bookstore


Inventory accounts


			            


                                                 Beginning                   Ending


                                                             Balance	                 Balance





Merchandising Inventory…………...$100,000		$150,000





Beginning raw materials inventory


	Add: Purchased of raw materials 


	


Raw materials available for use


          Deduct:   Ending raw materials inventory





  		Raw materials used in production











Direct labor





Manufacturing overhead:


Insurance, factory


Indirect labor 


Machine rental


Utilities, factory


Supplies


Depreciation factory


Property taxes, factory 





Total overhead costs





Direct Materials





Direct Labor





Manufacturing Overhead





Total manufacturing costs…………………………


Add: Beginning Work in Process…………………





Deduct: Ending work in process inventory ………





Cost of goods manufactured =








Cost of Goods Manufactured














