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Some things we know:

The objective of every business is to make money for the owners of the business now and in the future.

Companies make money by creating value.

Companies make more money by creating greater value and controlling costs.

Product costs are different than period costs.

Product costs include direct and indirect costs (TC = DC + IC)

Direct Costs = D Material + D Labor

Indirect Costs = Overhead



Therefore



TC = DM + DL + Overhead


Direct costs can be (and are) directly assigned to cost targets


Indirect costs must be allocated to cost targets (IC = TC – DC)

Allocation is a necessary evil and should be minimized



Burden Rate = Total Overhead / Total Driver




Predetermined versus Actual



Applied Overhead = Actual Driver X Burden Rate



Plant-wide versus Departmental versus ABC




More detail = more accuracy to a point, then GIGO

COGS = Beginning Inventory + Costs Incurred – Ending Inventory

COGS = Costs Incurred +or- the Change in inventory

Absorption Costing – What did it cost us to produce a product?

Job Costing captures costs for specific and unique jobs.



Overhead is allocated using a volume based cost driver

ABC – traces costs to specific jobs and or cost targets



Overhead is allocated based on activity incurred




Very detailed overhead allocation



ABC techniques can extend beyond production costs.  NOT FOR GAAP

Process Costing allocates costs to homogenous units of production (cost per unit)

Operation (Batch) costing allocates costs to identifiable units produced.

Absorption costing is, at best, a detective control used at the end of a period.

Standard Costing is a detective control used during the production process thus allowing management to prevent problems from reoccurring.

Standard Costing

Standard = an expected or desired outcome

Actual = the actual outcome

Variance = the difference between actual and standard


Favorable
Actual Cost < Standard




Actual Revenue > Standard


Unfavorable
Actual Cost > Standard




Actual Revenue < Standard

All costs have two components, volume and rate

Costs 

= 
Volume Component 
X 
Rate Component

Raw Material Cost 
= 
Quantity purchased 
X 
Cost per unit


Raw Material Used 
= 
Quantity used 

X 
Cost per unit


Direct Labor Cost 
= 
DL Hours

X 
Hourly Rate


Overhead Cost 
= 
Cost Driver                
X 
Burden Rate
Accordingly, all costs will have two variances


Volume Variance = (Standard Volume – Actual Volume) X Standard Rate


Rate Variance = (Standard Rate – Actual Rate) X Actual Volume

Note: to insure that you have calculated the variances properly the sum of the two variances must be equal to the difference between the expected (standard) cost and the actual cost

Planning establishes standard (expected/desired) outcomes
Standard costing measures variances AS THEY OCCUR, thus allowing management to adapt to deviations from “the plan” and or to take corrective action
Standard costing applies accountability to the manufacturing process.  Materials/products are transferred within WIP at the standard cost.  Thus a department/process is only held accountable for the process over which they have control.    
Illustration beginning on page 652, please note that I added the overhead component here)

We plan to manufacture 3,000 tents


Expected costs:



Material

$288,000
(36,000 meters @ 8.00 per meter)



D. Labor

  108,000
(6,000 hours @ $18.00 per hour)



Overhead

  216,000
(6,000 hours @ $36.00 per hour)



Total Expected Cost
$612,000
1. We purchase 40,000 meters of material for $326,000 ($8.15 per meter)

Expected Cost $288,000 – Actual Costs $326,000 = $38,000 unexpected costs.


Raw Material


$288,000 

Expected purchase


Raw Material Q Variance
    32,000

(  4,000 x $8.00)


Material Price Variance
      6,000 

(40,000 x $0.15)



Accounts Payable

    $326,000 
Actual Purchase

To record purchase of raw material

Note: the Raw material Q Variance would be a component of raw material inventory as we really did purchase more than we needed and we really do have that inventory to work with.

2. We use 36,400 meters of raw material to produce the 3,000 tents


Expected costs $288,000 - standard costs used $291,200 = 3,200 unexpected costs

Work in Process

$288,000

Expected Costs


DM volume variance

      3,200

(400 X 8.00)



Raw Material


    $291,200
Standard RM Used

To record issuance of Raw Material

Note that the rate variance was computed and recorded above.

3. We incurred $112,100 of direct labor (5,900 hours @ $19.00 per hour during the process of producing 3,000 tents.


Expected costs $108,000 – actual costs incurred $112,100 = $4,100 unexpected


Work in Process

$108,000

Expected cost


DL Rate Variance

      5,900

(5,900 X $1.00)



DL Efficiency Variance
   $    1,800
(100 X $18.00)



Cash/Accrued Payroll
*
     112,100
Actual cost incurred

To record direct labor incurred in production



* or Manufacturing Overhead if payroll is debited there.

Work in Process

$216,000

Standard Overhead


DL Efficiency Variance                  3,600
(100 @ $36.00)



Manufacturing overhead
  $212,400
(5,900 @ $36.00)


To apply manufacturing overhead at predetermined rate.

Note that we can not determine the actual overhead variance until the end of the period.

At the end of the accounting period:





Actual

Expected
Difference

Raw Material Purchased
$326,000
$288,000
$38,000


Direct Labor


  112,100
  108,000
    4,100


Overhead


  211,900
  216,000
   (4,100)


Total Costs Incurred

  650,000
  612,000
  38,000


Less RM Inv @ Standard
(   28,800)               0___      
( 28,800)


Production costs

$621,200
$612,000
$  9,200

4) We need to close out the manufacturing overhead account:


Actual conversion costs incurred
$324,000


Direct Material applied 

(112,100)


Actual overhead


 211,900


Overhead applied


(212,400)


Preliminary balance


(       500)



Manufacturing overhead
$500


     Overhead efficiency variance
$500


To close manufacturing overhead 

5) Transferred 3,000 tents to FG during the period

Finished Goods Inventory

$612,000



Work In Process


$612,000


To transfer WIP to FG (3,000 @ standard $204.00 per unit)

6) We sold 2,500 units during the period


Cost of Goods Sold


$510,000



Finished Goods Inventory

$510,000


To record COGS (2,500 @ standard $204.00 per unit)
Variance Report

Purchase Quantity Variance

($32,000)
Less DM Volume Variance

     3,200
Inventory Variance


( 28,800)
Ending RM > Expected
Purchase Price Variance

(    6,000)
DM Volume Variance


(    3,200)
DL Rate Variance


(    5,900)
Note that our conversion
DL Efficiency Variance

     5,400
costs were exactly what we
OH Efficiency Variance

        500
had planned.
Total production variances

($  9,200)

Total Variance 


($38,000)
Actual Costs > Expected

Normally production variances are charged to expense in the accounting period incurred.

Accordingly COGS for this period would be equal to $519,200.


