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Learning objectives

Distinguish among Service, merchandising and manufacturing
companies

* Distinguish between direct and indirect costs

* |dentify the inventoriable product costs and period costs for
merchandising and manufacturing companies

* Prepare financial statements for service, merchandising and
manufacturing companies

* Classify costs as fixed or variable and calculate total costs and
average costs for different volumes

* Prepare income statements for a merchandising company using
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iu830l g yonl the traditional and contribution formats.
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Chapter

02

Most Common Business

Sectors

The three common types of business sectors

« Service Companies
* Merchanting Companies
« Manufacturing companies

Service Business

Types of
Business

Manvfacturing
Business

Business

Merchandising
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Chapter

02 Service Business Sector

* Provide an intangible service only

Examples:
o Healthcare

Product-Based Company

T P PP T

o Insurance 3 2
o Banking -~
o Consulting

* No inventory
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Chapter

02 Merchandising Companies

« Resell tangible product purchased from suppliers
« Retailers vs. Wholesalers
« One inventory account-Merchandise

Manufacturing Companies Differ?

« Merchandising companies resell products
they previously bought from suppliers.
~ Examples: Target, Walmart, grocery stores

SuvpplonMaruiactures Merchandise Cussomaer
tr"unv.s Cu‘..ve-J Q
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Merchandse iveniory
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Chapter

02 Manufacturing Companies

Use labor and other inputs to convert materials into
finished goods

« Sell products to wholesalers, retailers and/or to the

customer :
. Types of Businesses
» Three inventory accounts
Service Merchandising |  Manufacturing
Business Business Business
Provide Buys and sells Makes and sells
services finished products. finished products.
at a fee.
-
( \\’ (
\ Capital: Money invested in a business. )
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Manufacturing Companies: Inventory levels

( 3 TYPES OF INVENTORY IN MANUFACTURING
Raw Work-in- Finished
Materials Progress Goods
Ungrooetced rmateviale Partialy finidhed Finkhaod prochacss,
wned for vanous prodhacts o proces e pachaged ana reacky to
prodects £ wood materian o complete b sl
mclal liven, coal et products. Ei. planda,

Shivmaes, collow, ot

SVNIAMICS . COmurmy

» Three inventory accounts
* Raw materials

s Work in progress

* Finished goods
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Cost Concepts for Service Companies

The cost concepts described are generally
applicable to service organizations.

For example, the cost of
beverages for passengers of

Southwest Airlines is a
variable cost based on
number of passengers.
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Chapter

O 2 Assigning Costs to Cost Objects

Direct costs

« Costs that can be
easily and conveniently
traced to a unit of product
or other cost object.

« Examples: direct material
and direct labor

Indirect costs

« Costs that cannot be
easily and conveniently
traced to a unit of product
or other cost object.

« Example: manufacturing
overhead

“NW.esu.ac.aey



Chapter

0 2 Cost Objects

« Cost objects may include the following:

¢ Individual units
¢ Product divisions

“ Geographic segments

*» Departments (HR, R&D, other)

\. J

www.esu.ac.aey



Chapter
O 2 Types of Cost Classifications
Direct versus Indirect

Direct costs

Indirect costs

o Costs traceable to a e Costs that cannot
single cost object. be traced to a
single cost object.

o Examples: material
and labor cost for a o Example:
product. maintenance
expenditure
benefiting two or
more departments.
\. y,
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Chapter

0 2 Product Costs

Product costs includes all the costs that are
iInvolved in acquiring or making a product.

Product costs “attach” to a unit of product as it is
purchased or manufactured and they stay
attached to each unit of product as long as it
remains in inventory awaiting sale.
. J
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Chapter

0 2 Types of Cost Classifications

Product versus Period Costs

Direct Direct Manufacturing
Labor Material Overhead

Period costs are expenses not attached to the product.

v |

Administrative costs are
non-manufacturing costs

of staff support and i,
administrative functions.

Selling costs are incurred to
obtain orders and to deliver
\— finished goods to customers. C
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S
IT! Merchandising Cost Reporting '1?

Inventoriable Product cost:

Only Purchase price from suppliers
+Freight in
+ import duties or tariffs
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Managerial Reporting

Typical Manufacturing Costs
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Chapter

02 | Direct Materials

Direct materials costs are the expenditures for

direct materials that are separately and readily
traced through the manufacturing process to

finished goods.
g Example: A
Steel used in the
frame of a
% mountain bike. )
\_ J
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Chapter

02 | Direct Labor

Direct labor costs are the wages and salaries for

direct [abor that are separately and readily traced
through the manufacturing process to finished
goods.

Example:
Wages paid to a

mountain bike

assembly worker.
\ ~ / y
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Chapter

All manufacturing costs except direct material and
direct labor. These costs cannot be readily traced to
finished products.

Includes indirect materials
that cannot be easily or

conveniently traced to
specific units of product. ||Includes indirect labor that

cannot be easily or
conveniently traced to
specific units of product

J
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U Manufacturing Overhead
dnutracturin —
g

Examples

« Examples of manufacturing overhead:
» Depreciation of manufacturing equipment
« Utility costs
* Property taxes
 Insurance premiums incurred to operate a manufacturing
facility

* Only those indirect costs associated with operating the
factory are included in manufacturing overhead.

\. J

www.esu.ac.aey



Chapter

Prime and Conversion Costs |

Direct
Material

Manufacturing costs are often
combined as follows:

Prime
Cost

D
UNIV

OC

=

Direct Manufacturing
Labor Overhead
Conversion
Cost

R

S |

J

TY

$
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Prime Costs and Conversion Costs MID i{]
UNIVERSITYI]H

Manufacturing costs are often classified as follows:

 Prime cost
* Direct materials
* Direct labor

e Conversion cost
* Direct labor
« Manufacturing overhead

\. J
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02

Manufacturing Product Costs  nmM D H]
UNIVERSITY|I

For manufacturing companies, product costs
iInclude:

Raw materials: includes any materials that go into the
final product.

Work in process: consists of units of product that are
only partially complete and will require further work
before they are ready for sale to the customer.
Finished goods costs: consists of completed units of
product that have not yet been sold to customers.

www.esu.ac.aey
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Transfer of Product Costs MIDOCE A'l
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 When direct materials are used in production, their

costs are transferred from Raw Materials to Work in
Process.

 Direct labor and manufacturing overhead costs are
added to Work in Process to convert direct materials
into finished goods.

* Once units of product are completed, their costs are
transferred from Work in Process to Finished Goods.

 When a manufacturer sells its finished goods to

customers, the costs are transferred from Finished
Goods to Cost of Goods Sold.

[ ELXV] 8_5.n.'>:d| G
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Chapter

Selling
Costs

The costs incurred to secure
customer orders and get the
finished product to the
customer. Selling costs can

either be direct or indirect costs.

Administrative
Costs

The costs associated with the
general management of an
organization rather than with the
manufacturing or selling.
Administrative costs can be

either direct or indirect costs.

J
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Chapter

Recorded as expenses on the income statement
when incurred.

* Expenses are period cost.
* Selling and administrative expenses.

* Not part of Factory Overhead because they are not
incurred in manufacturing products.
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Chapter

Cost Classifications

for Preparing Financial Statements v ™

z

oceafl

Product costs include direct
materials, direct labor,
and manufacturing
overhead.

Period costs include all
selling costs and
administrative costs.

J
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“=“ | Cost Classifications for Preparing 1
Financial Statements s YIT!

Product costs include direct materials, direct
labor, and manufacturing overhead.

Inventory Cost of Good Sold

—
-~ -

Sale

W WV

Balance Income

Sheet Statement
\_ y,
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P’ [ Cost Classifications for Preparing
02 Financial Statements

Period costs include all selling costs and
administrative costs.

Expense

v

Income

Statement
\_ J
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Chapter

02 Quick Check

Which of the following costs would be considered a period
rather than a product cost in a manufacturing company?
A. Manufacturing equipment depreciation.
B. Property taxes on corporate headquarters.
C. Direct materials costs.
D. Electrical costs to light the production facility.
E. Sales commissions.

[ ELXV] g_.g.n.o:JI G
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Chapter
Reporting Manufacturing Activitie

Merchandisers . . .

Manufacturers . . .

+ Buy finished goods. <+ Buy raw materials.

<+ Produce and sell
finished goods.

« Sell finished goods.

www.esu.ac.aey
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Chapter , I|
02 Manufacturer’s Balance Sheet MID IT!

Work in
Process
Inventory

Raw
Materials
Inventory

Finished
Goods
Inventory

Partially complete
Materials products. p———
waiting to be omplete
processed. Material to which products
some labor and/or for sale.
Can be direct overhead have
or indirect. been added.
~ y
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charter | Balance Sheets for Manufacturers,
02 | Merchandisers and Servicers

NORTHEAST AIR (Service Provider) TELE-MART (Merchandiser)
Balance Sheet (partial) Balance Sheet (partial) Balance Sheet (partial)
December 31, 2019 December 31, 2019 December 31, 2019

Assets Assets Assets
Current assets Current assets Current assels

Accounts receivable, net . . . . ... 30,150 Accounts receivable, net . . .. 30,150 Accounts receivable, net ..... 30,150
Supplies . ..., 350 Merchandise inventory .. ... .. 21,000 Raw materials inventory ...... 9,000
Prepaid insurance ........... 300 Supplies ... ..o 350 Work in process inventory..... 7,500
Total current assets . ......... $41.800 Prepaid insurance ........... 300 Finished goods inventory ..... 10,300
Total current assets . . .. ... ... $62,800 Factory supplies ............ 350

Prepaid insurance ........... 300

Total current assets .......... $68,600

The primary difference is inventory.
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charter | Balance Sheets for Manufacturers,
02 | Merchandisers and Servicers MI

Balance Sheet Differences

oceafl

Type of Company Inventory Accounts
Service Company None
Merchandiser Merchandise Inventory
Manufacturer Raw materials, work in process, and finished goods
inventory
. J
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Chapter |
Costs and the Income Statement MIDOCE, I}!

Merchandiser ~ BeGIING t Cost of B Ending

merchandise Inventory goods purchased merchandise Inventory |

== Cost of goods sold

Beginning finished + Cost of - Ending finished
goods Inventory goods manufactured goods Inventory

Manufacturer

www.esu.ac.aey



chaeter | Cost of Goods Sold for a

02 | Merchandiser and Manufacturer

Merchandising (Tele-Mart) Company Cost of gOOdS sold for

costofgoodssold manufacturers differs
Beginning merchandise inventory .......... $ 14,200 )
Cost of merchandise purchased ............ 234,150 On/y Sllgh tly from cost
Goods available forsale ..................... 248,350 Of gOOdS SOId fOr
Less ending merchandise inventory ......... 12,100 ]
Cost of goods sold $236,250 merchandisers.
Manufacturing (Rocky Mtn. Bikes) Company
Cost of goods sold
Beginning finished goods inventory ........... $ 11,200
Cost of goods manufactured™ ................ 170,500
\ Goods available forsale .................... ... 181,700 y
Less ending finished goods inventory ......... 10,300
Costofgoodssold ............. .. ... ... ..... $171,400
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02 Flow of Manufact mg ACtIVItIESM|DQCEAI\I
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Materials Activity Production Activity Sales Activity
5 A — A
(raw materials) (work in process) (finished goods)

Work in process Finished goods

Bew materiall inventory, beginning inventory, beginning
inventory, beginning
Direct
Roteriel Direct materials used
u
R materiail Finished =  Goods manufactured
firchases Direct labor used
Factory overhead used
Unfinished
- Unsold s
direct
Financial Statements glerigy Balance Sheet Sold
Income Statement
Raw materials inventory, ending
Work in process inventory, ending Cost of goods sold ‘
Finished goods inventory, ending ] J

. J
d_20L decgoao
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Chapter

UNIVERSITY

Summarizes the types and amounts of costs
incurred in a company’s manufacturing process.

Direct Materials Used

Direct Labor

Factory Overhead

Total Manufacturing Costs
Beginning Work in Process
Ending Work in Process

Cost of Goods Manufactured
. J
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Key Calculations in Schedule of
Cost of Goods Manufactured

Total manufacturing _ Direct materials Directlabor Factory overhead

ooslts used used used

Y
Cost of goods  Total manufacturing  Beginning work in Ending work in
manufactured ~ costs + process inventory ~— process inventory

www.esu.ac.aey
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anufacturing Cost Flows

Accounting Reports

ROCKY MOUNTAIN BIKES ROCKY MOUNTAIN BIKES
Schedule of Cost of Goods Manufactured Income Statement
For Year Ended December 31 For Year Ended December 31
Direct materials used.......... $ 85,500 RRIRG oo s ey $310,000
D A e s 60,000 Cost of goods sold
Factory overhead ............. 30,000 1200

Total manufacturing costs .... 175,500
Work in process, beginning... __ 2,500
Total cost of work in process, 178,000
Work in process, ending ..... (7,500)
Cost of goods manufactured ... $170,500

Finished goods, beginning ..
Cost of goods manufactured ., 170,500
Finished goods, ending. . . .. (10,300)

Costof goods sold .......... 171,400
Grossprofit .................... 138,600

Selling expenses 38,200

General and admin. expense.. 54,400
Nt RICOMIE ... i o $ 46,000

ROCKY MOUNTAIN BIKES
Current Assets section of Balance Sheet
December 31

Accounts receivable, net
Raw materials inventory. .......
Work in process inventory
Finished goods inventory ......
Supplies ...........ccovvveeniinns
Prepaid insurance ..............
Total currentassets .............

www.esu.ac.aey



Income Statement:
Service Company

Income Statement for a Service Company

Simplest income statement
All costs are period costs

eNOW!
Income Statement
Year Ended December 31, 2017

Revenues
Operating expenses:
Salary expense
Office rent expense
Depreciation expense —furniture and equipment
Marketing expense
Total operating expenses
Operating income

$106,000
18,000
3,500
2.500

$ 160,000

(130.000)

_$ 30,000

www.esu.ac.aey



Chapter | [ncome Statement:
0 Merchandising Company

Income Statement of a Merchandiser

- Separates product costs from period costs

APEX SHOWROOMS
Income Statement
Year Ended December 31, 2017

Sales revenues
Cost of goods sold:

Beginning inventory $ 9,500
Purchases, freight-in, and import duties 110,000

Cost of goods available for sale 119,500
Ending inventory (13.,000)
Cost of goods sold
Gross profit
Operating expenses:
Showroom rent expense 5,000

Sales salary expense — 4,000
Operating income

$ 150,000

43,500
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Income Statement:
Manufacturing Company

Income Statement for a Manufacturer

TOP-FLITE
Income Statement
Year Ended December 31, 2017

Sales revenues $ 65,000
Cost of goods sold:

Beginning finished goods inventory $ 6,000

Cost of goods manufactured® 42.000

Cost of goods available for sale 48,000

Ending finished goods inventory (8.000)
Cost of goods sold 40.000
Gross profit 25,000
Operating expenses:

Sales salary expense 3,000

Delivery expense 7.000 10.000
Operating income $ 15,000

www.esu.ac.aey



COGM Calculation: Manufacturer

TOP-FLITE
Schedule of Cost of Goods Manufactured

Year Ended December 31, 2017

Beginning work in progress inventory
Add: Direct materials used
Beginning raw materials inventory*
Purchases of direct materials including freight-in and any import duties
Available for use
Ending raw materials inventory
Direct materials used
Direct labour
Manufacturing overhead:
Indirect materials
Indirect labour
Depreciation—plant and equipment
Plant utilities, insurance, and property taxes
Manufacturing overhead
Total manufacturing costs incurred during year
Total manufacturing costs to account for
Less: Ending work in process inventory
Costs of goods manufactured

$ 9,000

27.000
36,000

(22.000)

$ 1,500
3,500
3,000

$14,000
19,000

$ 2,000

-45.000
47,000

d_eol>dcgono
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02

Income Statement differences

s

Type of Company

Inventoriable Product Costs

Period Costs

Service Company
Merchandiser

Manufacturer

Accounting
Treatment

None

Purchases plus cost of freight,
import duties, etc.

DM, DL, MOH

Inventory on balance sheet until
sold

All costs along the value chain
All costs except total purchases

All costs except DM, DL, MOH
Immediately expense

RSITYl

J
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Chapter

02 Manufacturing Companies’ Inventory
Accounts (1 of3)

Raw Materials Inventory

Beginning inventory $ 9,000
+ Direct materials purchased plus freight-in* 27,000

= Direct materials available for use 36,000

—Ending inventory (22,000)

= Direct materials used* $ 14,000

v
This number becomes

Direct Materials Used
in the Work-in-process account

J
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Chapter

0 2 Manufacturing Companies’ Inventory
Accounts 2 of3)

From Raw Materials

Work in Process Inventory

Beginning inventory v $ 2,000

+ Direct materials used $14,000

+ Direct labour 19,000

+ Manufacturing overhead ~12.000

Total manufacturin ts incurr ring th r 45.000

= Total manufacturing costs to account for 47,000

— Ending inventory _(5.000)

= Cost of goods manufactured $ 42,000 —l
COGM is sent to the Finished Goods account

\. J
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02

Manufacturing Companies’ Inventory
Accounts ¢ of 3)

From Work-in-process account

Finished Goods Inventory

Beginning inventory $ 6,000
+ Cost of goods manufactured 42,000 <
= Cost of goods available for sale 48,000
= Ending inventory (8,000)
= Cost of goods sold $ 40,000
J
d_20L decgoao
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Chapter S . « I|
Cost Classifications for Predictin
g UMNIIDVE RSIT YIT!

Cost Behavior

Cost behavior refers to how a cost will react to
changes in the level of activity.

The most common classifications are:
o VVariable costs.
o Fixed costs.

o Mixed costs.

\. J
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Variable Cost

A cost that varies, In total, in direct
proportion to changes in the level of
activity.

A variable cost per unit is constant.

\. J
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Fixed Cost

A cost that remains constant, in total,
regardless of changes in the level of
the activity.

If expressed on a per unit basis, the
average fixed cost per unit varies
iInversely with changes in activity.

\. J
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02 Fixed Costs and the Relevant Range I

U N
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oceafl

The relevant range of activity pertains to fixed cost as

well as variable costs. For example, assume office space

is available at a rental rate of $30,000 per year in
increments of 1,000 square feet.

Eixed costsiwoeuldiincrease inra
step fashion at alate o $30,000

iereachradditional 5000square
feet.

\. J
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02 Cost Behavior

Comparison of Cost Classifications for Predicting MID ill
UNIVERSITY ||

Behavior of Cost (within the relevant range)

Cost

In Total

Per Unit

Variable

Total variable cost Increase
and decrease in proportion

to changes in the activity level.

Variable cost per unit
remains constant.

Total fixed cost is not affected
by changes in the activity

level within the relevant range.

Fixed cost per unit decreases
as the activity level rises and
increases as the activity level falls.

J
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Chapter
Quick Check

Which of the following costs would be variable

with respect to the number of ice cream cones
sold at a Baskin & Robbins? (There may be
more than one correct answer.)

A. The cost of lighting the store.
ne wages of the store manager.
ne cost of ice cream.

ne cost of napkins for customers.

O Ow
=

\. J
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Chapter
Quick Check

Which of the following costs would be variable
with respect to the number of ice cream cones
sold at a Baskin & Robbins? (There may be
more than one correct answer.)

A. The cost of lighting the store.
ne wages of the store manager.
ne cost of ice cream.

ne cost of napkins for customers.

OO
— - -

\. J
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A mixed cost contains both variable and fixed

elements. Consider the example of utility cost.

Variable

<ot :|_ < Cost per KW

> X Fixed Monthly

Activity (Kilowatt Hours) _——
\ Utility Charge

Total Utility Cost

ieol> degono

1531 g ool >
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Chapter

The total mixed cost line can be expressed
as an equation: Y =a + bX

Where: Y The total mixed cost.
% a The total fixed cost (the
vertical intercept of the line).
b = The variable cost per unit of
activity (the slope of the line).
X = The level of activity.

Variable

:I' D Cost per KW
»X Fixed Monthly

Utility Charge J
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02 Mixed Costs — An Example |

z

oceal

[iyouTixedimoenthlyAutility chargens $40,Vour
Vaniablelcostists0 08 perkilowati-hour andyour

moenthly actviyAevelnsi2 000kl owait iours; WRERS
theramounteRyoeurRtliyeil2

Y =a+ bX
Y = $40 + ($0.03 x 2,000)
Y = $100

J
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Comparison of the Contribution Income Statement
with the Traditional Income Statement

chapter |The Traditional and Contribution Formats ill
||

Traditional Format Contribution Format

Sales $ 100,000 Sales $ 100,000
Cost of goods sold 70,000 Variable expenses 60,000
Gross margin $ 30,000 Contribution margin $ 40,000
Selling & admin. expense: 20,000 Fixed expenses 30,000

Net operating income $ 10,000 Net operating income $ 10,000

1 {

Usediprmanlyior: Used primarily by
extenmalmepoenting: management.

J
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Uses of the Contribution Forr

The contribution income statement format is used as an
iInternal planning and decision-making tool. We will use
this approach for:

1.Cost-volume-profit analysis
2.5egmented reporting of profit data
3.Budgeting

4.Special decisions such as pricing and make-or-buy
analysis
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Unit cost calculation

N

ABC Company has total variable costs of $50,000 and total fixed costs of
$30,000 in May, which it incurred while producing 10,000 widgets. The
cost per unit is:
(530,000 Fixed costs + $50,000 variable costs) + 10,000 units = S8 cost
per unit

In the following month, ABC produces 5,000 units at a variable cost of
$25,000 and the same fixed cost of $30,000. The cost per unit is:
(530,000 Fixed costs + $25,000 variable costs) + 5,000 units = S11/unit
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