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PREFACE

“Less is more.”

“Don’t just
sit there—
do something.”

“Ill believe it
when I see it.”

g BUSINESS INSIGHT

Company Peispective

“You'll need
to make a
decision.”

CARD N

In this Second Edition of Managerial Accounting: Tools for Business Decision
Making, we strove to build on those things that made the First Edition a success
in the classroom. Our goals are straightforward: We want this book to present
the fundamental concepts of managerial accounting in an easy-to-understand
fashion. We want to present only those concepts that students need to know.
And we want students to leave the course confident that they will be able to ap-
ply the basic decision skills that they learned in this course when they enter the
workforce. As a result, as you read through the list of changes to this edition
and review the text, the common theme you will notice is that these changes
were made to simplify and clarify our presentation of basic concepts or to
strengthen the students’ decision-making skills. We are very excited about this
edition of the text. As in the First Edition, our efforts were driven by the fol-
lowing key beliefs:

Our instructional objective is to provide students with an understanding of those
concepts that are fundamental to the use of managerial accounting. Most stu-
dents will forget procedural details within a short period of time. On the other
hand, concepts, if well taught, should be remembered for a lifetime. Concepts
are especially important in a world where the details are constantly changing.

Students learn best when they are actively engaged. The overriding pedagogical
objective of this book is to provide students with continual opportunities for ac-
tive learning. One of the best tools for active learning is strategically placed ques-
tions. Our discussions are framed by questions, often beginning with rhetorical
questions and ending with review questions. Even our selection of analytical de-
vices, called Decision Tools, is referenced using key questions to emphasize the
purpose of each. In addition, technology offers many opportunities to enhance

the learning environment. Web site at http://www.wiley.com/college/weygandt,

we offer many opportunities for active learning.

Students will be most willing to commit time and energy to a topic when they
believe that it is relevant to their future careers. There is no better way to demon-
strate relevance than to ground discussion in the real world. By using high-
profile companies like Starbucks, Microsoft, Ben & Jerry's, and Intel to frame
our discussion of accounting issues, we demonstrate the relevance of account-
ing while teaching students about companies with which they are familiar. In
addition, because the economy has shifted toward service industries, many of
the companies used as examples are service based. This shift is emphasized by
our Business Insight—Service Company Perspective feature, as well as references
to service companies such as American Express, Federal Express, and Union Pa-
cific Railroad.

All business people must make decisions. Decision making involves critical eval-
uation and analysis of the information at hand, and this takes practice. We have
integrated important analytical tools throughout the book. After each new deci-
sion tool is presented, we summarize the key features of that tool in a Decision
Toolkit. At the end of each chapter, the Using the Decision Toolkit activity pro-
vides a comprehensive demonstration of an analysis of a real-world problem us-
ing the decision tools presented in the chapter. The Broadening Your Perspective
homework activities require the student to employ these decision tools. Finally,
an exciting new feature, Cases for Management Decision Making, provided at the
end of the text, requires students to employ decision-making skills in rich, real-
istic business settings.



KEY FEATURES OF EACH CHAPTER

Chapter 1, Managerial Accounting

* Compares and contrasts managerial accounting with fi-

nancial accounting.

Identifies three broad functions of management.

Defines three classes of manufacturing costs.

Distinguishes between product costs and period costs.

Presents costs of goods manufactured section of income

statement.

¢ Presents overview of trends in managerial accounting
including shift toward service industries, value chain
management, enterprise resource planning, just-in-time
inventory, and activity-based costing.

e ¢ o o

Chapter 2, Job Order Cost Accounting

* Provides overview of cost accounting systems.

¢ Dlustrates flow of costs in a job order cost system.

* Presents use of job cost sheet.

* Demonstrates use of predetermined overhead rate.

¢ Tlustrates basic entries for job order cost system.

¢ Provides simple presentation of overapplied and un-
derapplied overhead.

Chapter 3, Process Cost Accounting

* Explains the difference between job order and process
costing systems.

* Illustrates the flow of costs and end-of-period account-
ing procedures for process costing.

* Demonstrates computation of physical units of pro-
duction, equivalent units of production, and unit costs.

* Shows how to assign costs to units of output and pre-
pare a production cost report.

Chapter 4, Activity-Based Costing

¢ Explains the need for activity-based costing (ABC).

* Contrasts ABC to traditional costing systems.

¢ Identifies numerous activities, activity cost pools, and
cost drivers.

¢ Discusses implications of value-added and non-value

added activities.

Hlustrates use of ABC in service industries.

Reviews the benefits and limitations of ABC.

NNustrates use of just-in-time inventory systems.

Appendix discusses the implications of activity hierar-

chies levels.

Chapter 5, Cost-Volume-Profit Relationships

¢ Distinguishes between variable and fixed costs, and ex-
plains relevant range and mixed costs.

* Identifies components and assumptions of CVP analy-

sis.

Discusses concept of contribution margin.

Mlustrates calculation of break-even point.

Discusses margin of safety and target net income.

Ilustrates CVP income statement.

Appendix presents variable and absorption costing.

Chapter 6, Budgetary Planning
¢ Discusses benefits of budgeting.

Preface v

¢ Illustrates the process of assembling information for a
master budget.

s Prepares budgeted income statement, balance sheet,
and cash budget.

¢ Discusses use of budgets in merchandising, service, and
not-for-profit enterprises.

Chapter 7, Budgetary Control and

Responsibility Accounting

s Explains how budgets are used to control costs and op-
erations.

* Contrasts static budgets and flexible budgets.

* Uses a case study to illustrate usefulness of flexible bud-
gets.

¢ Illustrates responsibility reporting systems.

* Defines cost centers, profit centers, and investment cen-
ters.

¢ Mustrates the computation and use of return on invest-
ment and (in a chapter appendix) residual income.

Chapter 8, Performance Evaluation Through
Standard Costs

¢ Differentiates between a standard and a budget.

* Discusses advantages of standard costs and methods of
computing.

* Illustrates computation of direct materials variance,
direct labor variance, and manufacturing overhead
variance.

¢ Demonstrates analysis through comparison of actual
with standard.

* Appendix illustrates the journal entries for a standard
cost system.

Chapter 9, Incremental Analysis
* Presents the concept of incremental analysis through a
simple example.
* Explains the concepts of relevant cost, opportunity cost,
and sunk cost.
* Applies incremental analysis in the following decision
settings:
* Accept an order at a special price
¢ Make or buy
* Sell or process further, including discussion of
joint costs
* Retain or replace equipment
* Eliminate an unprofitable segment
* Reviews sales mix issues, including how to allocate lim-
ited resources across multiple products and how to de-
termine break-even points with more than one product.

Chapter 10, Capital Budgeting
* Discusses nature of capital budgeting decisions.
* Describes and illustrates four methods of evaluating
capital expenditures:
* Cash payback technique
¢ Net present value method
¢ Internal rate of return method
¢ Annual rate of return technique
¢ Discusses the profitability index, post audits, and the
implications of intangible benefits when making capi-
tal budgeting decisions.
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Preface

Chapter 11, Pricing Decisions

Demonstrates how to compute target cost when a prod-
uct’s price is determined by the market.
IHustrates how to compute target selling
cost-plus pricing.

Demonstrates how to use time and materials pricing
when services are provided.

Discusses the objective of transfer pricing.

Tllustrates how to determine a transfer price using the
cost-based, market-based, and negotiated approaches.
Explains the issues involved when goods are transferred
between countries with different tax rates.

price using

Chapter 12, The Statement of Cash Flows

Discusses the purpose and usefulness of the statement
of cash flows.

Discusses the implications of the product life-cycle for
analysis of the statement of cash flows.

Tlustrates preparation of the statement of cash flows
using a two-year progression of transactions. Year 1 is
basic transactions, and year 2 involves more advanced
transactions. The presentation is designed to allow the
instructor to focus exclusively on either the indirect ap-
proach or the direct approach, or to cover both.
Presents ratio analysis of the statement of cash flows
using free cash flow, capital expenditure ratio, current
cash debt coverage, cash debt coverage, and cash re-
turn on sales.

Chapter 13, Financial Analysis: The Big Picture

Provides a comprehensive discussion of analytical tools
and their interrelationships.

Discusses the concept of earning power and the pre-
sentation of irregular items: discontinued operations,
extraordinary items, and cumulative effect of change in
accounting principle.

Includes a basic discussion of comprehensive income.
Mlustrates horizontal and vertical analysis.

Provides thorough analysis of the actual financial state-
ments of Kellogg Company using ratio analysis.

NEW IN THIS EDITION

The First Edition of Managerial Accounting was very well
received. In the spirit of continuous improvement, we
have made many changes in this Second Edition. The
changes can be categorized into three types: Cases for
Management Decision Making, Interactive CD-ROM and
Web site, and changes to the text chapters.

Cases for Management Decision Making
Consistent with our objective of developing decision-
making skills, we have added a series of cases to this edi-
tion of the text. These cases provide opportunities to use the
decision tools presented in the chapters in a realistic busi-
ness situation. The cases can be used as a comprehensive
capstone activity at the end of the course, or as a recurring
activity during the course. These activities are intended to
be richer and more challenging than a traditional problem
but are still targeted at the introductory-level student.

Interactive CD-ROM and Web Site

Technology offers many opportunities to enrich the learn-
ing environment. With this edition of the text we have ex-
panded the materials provided on our Web site, as well as
developed an interactive CD-ROM. These materials in-
clude the following:

Learning Techniques resources are designed to im-

prove student study skills.

¢ Learning Styles Quiz
¢ Interactive Study Skills Chart
Course Materials reinforce materials covered in the

text or provide resources to develop communication

skills.

¢ Interactive Self-Test

¢ Key Term Matching Activity

¢ Accounting Cycle Tutorial

¢ Interactive Problems and Demonstration Problems
* Writing Handbook

¢ Surviving the Group Project

Career Paths provides resources about careers in ac-

counting.

¢ Why Accounting Is Important
¢ Careers in Accounting
® Professional Profiles

KEY CHANGES IN EACH CHAPTER

Chapter 1, Managerial Accounting

New Feature Story on Compagq Computer

Revised and streamlined presentation on management
functions

New Business Insight on auto manufacturing produc-
tivity

New Business Insight on managing the delivery of ba-
nanas

Revised coverage of service industry trends, signifi-
cantly revised illustrations

New section on value chain management

* Two new e-Business Insights on computerized busi-

ness infrastructures and computer-integrated manu-
facturing
Revised exercises and problems

Chapter 2, Job Order Cost Accounting

Clarified rationale for predetermined overhead rates
New e-Business Insight on GM’s Web-based order sys-
tem

New Business Insight on the use of microcomputers by
small manufacturers

New Business Insight on overhead in service compa-
nies

Revised exercises and problems

Chapter 3, Process Cost Accounting

Added a six-page appendix discussing and illustrating
the FIFO method of computing equivalent units (as con-
trasted to the weighted average method covered in the
chapter)



Chapter 4, Activity-Based Costing

» Moved “Activity-Based Costing in Service Industries”
section from appendix into body of the chapter

* Moved section on hierarchy of activity levels from the
body of the chapter into an appendix

* Revised the infographic on activities and related cost dri-
vers to tie it more conceptually to the illustrations, and
expanded the text explanation of the related illustrations

¢ New Business Insight on General Mills’s efforts to elim-
inate nonvalue-added activities

* Revised exercises and problems

Chapter 5, Cost-Volume-Profit Relationships

* Added new section on CVP income statement, includ-
ing illustrations of the statement with and without net
income

¢ Revised the section on use of the mathematical equa-
tion in breakeven analysis

» Simplified the presentation of detailed CVP income
statement

¢ Revised the Decision Toolkit to include the contribu-
tion margin ratio

¢ New Business Insight on efficiency in woodworking

* New e-Business Insight on flightserve.com

¢ New e-Business Insight on Internet business “conver-
sion rates”

¢ New Business Insight on the use of computer graphics
in “what if analysis”

* Revised exercises and problems

Chapter 6, Budgetary Planning

¢ Simplified long-range planning discussion

¢ New e-Business Insight on improving planning and
budgeting

¢ Revised exercises and problems

Chapter 7, Budgetary Control and

Responsibility Accounting

¢ Added new chapter appendix on “Residual Income——
Another Performance Measurement” and related home-
work material

* New e-Business insight on enterprise application sys-
tems (EAS)

¢ Revised exercises and problems

Chapter 8, Performance Evaluation Through

Standard Costs

* Added a new Before You Go On (Review It/Do It) fol-
lowing direct materials variances section

* Moved the Standard Cost Accounting System section
with journal entries into a chapter appendix

¢ New e-Business Insight on computerized standard cost
systems

¢ Revised exercises and problems

Chapter 9, Incremental Analysis

* Added joint-product presentation with illustrations in
sell-or-process-further section, plus related homework
materials

+ Revised exercises and problems

Preface vil

Chapter 10, Capital Budgeting

s Added several new marginal Helpful Hints

¢ New e-Business Insight on General Electric’s e-business
related capital expenditures

¢ Revised exercises and problems

Chapter 11, Pricing Decisions

¢ Entirely new chapter consisting of two major pricing-
decision parts: I. External sales (customer pricing), and
IL. Internal sales (transfer pricing).

¢ A chapter appendix discusses the absorption cost and
the contribution approaches

* All new homework material

» A Comprehensive Problem covering Chapters 1-11 is
provided on the CD-Rom that accompanies the text, as
well as on the book’s Web site.

Chapter 12, The Statement of Cash Flows

(formerly Chapter 11)

* New Feature Story—“Cash is Cash, and Everything Else
is Accounting”

* New section on the corporate life cycle

* New section on the meaning of the term “cash flows”

* New Business Insight on the corporate life cycle of spe-
cific companies

* New infographic drawings

* New Business Insight comparing “net income” to “net
cash from operations”

¢ Revised exercises and problems

Chapter 13, Financial Analysis: The Big Picture

(formerly Chapter 12)

* New Feature Story on the day-trading New York cabby

¢ Updated Kellogg Company and Quaker Oats financial
results used in analysis

* Expanded the explanation of comparative analysis

* New e-Business Insight on internal security analysis

¢ Revised exercises and problems

Appendix A, New Specimen Financial
Statements: Tootsie Roll Industries, Inc.

Appendix B, New Comparative Specimen
Financial Statements: Hershey Foods Corporation

Appendix C: Time Value of Money
Appendix D: Ethical Standards

Cases for Management Decision Making

* New selection of five cases to be used in conjunction
with Chapters 2, 4, 5, 6,9, 10, and 11.

PROVEN PEDAGOGICAL FRAMEWORK

In this book we have used many proven pedagogical tools
to help students learn accounting concepts and apply
them to decision making in the business world. This ped-
agogical framework emphasizes the processes students
undergo as they learn.
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Learning How to Use the Text

¢ The text begins with a Student Qwner’s Manual, which
helps students understand the value of the text’s learn-
ing aids and how to use them. After becoming familiar
with the pedagogy, students can take a Learning Styles
Quiz (p. xxiii) to help them identify how they learn
best—uvisually, aurally, through reading and writing,
kinesthetically, or through a combination of these
styles. They then will find tips on in-class and at-home
learning strategies, as well as help in identifying the text
features that would be most useful to them based on
their learning style.

* Additionally, Chapter 1 contains notes (printed in red)
that explain each learning aid the first time it appears.

¢ The Navigator pulls all the leamning aids together into
a learning system. It is designed to guide students
through each chapter and help them succeed in learn-
ing the material. The Navigator consists of (1) a check-
list at the beginning of the chapter, which outlines text
features and study aids students will need in order to
master the topics, and (2) a series of check boxes that
prompt students to use the learning aids and set prior-
ities as they study. At the end of the chapter, students
are reminded to return to The Navigator to check off
their completed work. The Navigator from Chapter 2 is
shown below.

THE NAVIGATOR V
m  Scan Study Objectives ™
m Read fealure Story l:[
® Read Preview ]
® Read text and answer Before You Go On |

p4 ) p9 T p66 T
m Work Using the Decision Toolkit |
m Review Summary of Study Objectives [
& Work Demenstration Problem |:|
| Answer Self-Study Questions [:I
m  Complete Assignments ]

Understanding the Context

* Study Objectives, listed at the beginning of each chap-
ter, form a learning framework throughout the text.
Each objective is repeated in the margin at the appro-
priate place in the main body of the chapter and again
in the Summary of Study Objectives. Also, end-of-
chapter assignment materials are linked to the Study
Objectives.

¢ A chapter-opening Feature Story presents a scenario
that helps students picture how the chapter topic relates
to the real world of accounting and business situations.
It also serves as a recurrent example in the chapter. Each

story that focuses on a well-known company ends with
the company'’s Web address to encourage students to go
on-line for more information about these companies.
¢ A chapter Preview links the chapter-opening Feature
Story to the major topics of the chapter. First, an intro-
ductory paragraph explains how the story relates to the
topics te be discussed, and then a graphic outline of the
chapter provides a “road map,” useful for seeing the big
picture as well as the connections between subtopics.

Learning the Material

¢ This book emphasizes the accounting experiences of
real companies and business situations throughout,
from chapter-opening Feature Stories to the chapter's
last item of homework material. Details on these many
features follow. In addition, every chapter uses ac-
counting practices of real companies. Names of real
companies are highlighted in red, and many of these
real-world examples and illustrations are identified by
a company logo.

*» Continuing the real-world flavor of the book, Business
Insight boxes in each chapter give students glimpses
into how real companies make decisions using ac-
counting information. The boxes, highlighted with
striking photographs, focus on four different account-
ing perspectives—those of managers, international
business, service companies, and e-business. The ser-
vice company and e-business categories are new to this
edition.

* Before You Go On sections occur at the end of each
key topic and consists of two parts: Review It serves as
a learning check within the chapter by asking students
to stop and answer knowledge and comprehension
questions about the material just covered. Do It is a
brief demonstration problem that gives immediate
practice using the material just covered. An Action Plan
lists the steps necessary to complete the task, and a So-
lution is provided to help students understand the rea-
soning involved in reaching an answer. The Do It exer-
cises are keyed to related homework exercises.

* Helpful Hints in the margins expand upon or help clar-
ify concepts under discussion in the nearby text. This
feature actually makes the book an Annotated Student
Edition.

* Key terms and concepts are printed in blue where they
are first explained in the text and are defined again in
the end-of-chapter glossary. Alternative Terminology
notes in the margins present synonymous terms that
students may come across in subsequent accounting
courses and in business.

» Each chapter presents decision tools that are useful
for analyzing and solving the business problems dis-
cussed in that chapter. At the end of the text discussion
relating to the decision tool, a Decision Toolkit sum-
marizes the key features of that decision tool and rein-
forces its purpose.

* A Using the Decision Toolkit exercise, which follows
the final Before You Go On section in the chapter, shows
students how to use the decision tools presented in that
chapter.



Putting It Together

At the end of each chapter, between the body of the text
material and the homework materials, are several features
useful for review and reference:

A Summary of Study Objectives reviews the main
points of the chapter; the Decision Toolkit—A Sum-
mary presents in one place the decision tools used
throughout the chapter; and a Glossary of important
terms gives definitions with page references to the text.
Next, a Demonstration Problem gives students an-
other opportunity to refer to a detailed solution to a
representative problem before they do homework as-
signments. An Action Plan presented in the margin lists
strategies to assist students in understanding the solu-
tion and help establish a logic for approaching similar
problems. A Web icon tells students that there is an In-
teractive Demonstration Problem they can work on the
book’s Web site.

Developing Skills through Practice

Throughout the homework material, questions, exercises,
and problems make use of the decision tools presented in
the chapter.

Self-Study Questions comprise a practice test to en-
able students to check their understanding of impor-
tant concepts. These questions are keyed to the Study
Objectives, so students can go back and review sections
of the chapter in which they find they need further
work. Answers appear on the last page of the chapter.
Questions provide a full review of chapter content and
help students prepare for class discussions and testing
situations.
Brief Exercises build students’ confidence and test
their basic skills. Each exercise focuses on a single
Study Objective.
Each of the Exercises focuses on one or more of the
Study Objectives. These tend to take a little longer to
complete and present more of a challenge to students
than Brief Exercises. The Exercises help instructors
and students make a manageable transition to more
chaHengmg problems. Certain exercises, marked with
= , help students practice business writing
skills.
Problems stress the application of the concepts pre-
sented in the chapter. Two sets of problems—A and B—
have corresponding problems keyed to the same Study
Objectives, thus giving instructors greater flexibility in
assigning homework. Certain problems, marked with
an icon CME==A> , help build business writing skills.
Each Brief Exercise, Exercise, and Problem has a de-
scription of the concept covered and is keyed to the
Study Objectives.
Spreadsheet Exercises and Problems, identified by
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an icon, can be solved using Solving Managerial Ac-
counting Problems Using Excel.

Expanding and Applying Knowledge
Broadening Your Perspective is a unique section at the
end of each chapter that offers a wealth of resources to
help instructors and students pull together the learning
for the chapter. This section offers problems and projects
for those instructors who want to broaden the learning
experience by bringing in more real-world decision mak-
ing, analysis, and critical thinking activities. The elements
of the Broadening Your Perspective section are as fol-
lows.

* Group Decision Cases help students build decision-
making skills by analyzing accounting information in a
less structured situation. These cases either require
evaluation of a manager’s decision, or lead to a deci-
sion among alternative courses of action. As group ac-
tivities, these cases promote teamwork and help pre-
pare students for the business world, where they will
be working with teams of people.

* Like the decision cases, the Managerial Analysis as-
signments build analytical and decision-making skills
in problematic situations encountered by business man-
agers. They also require the application of business
communication skills.

¢ The Real-World Focus problems ask students to apply
techniques and concepts presented in the chapter to
specific situations faced by actual companies.

* Communication Activities give students practice in
communicating to different audiences in varying
modes—Iletters, reports, memos, explanations, and analy-
ses. These are skills much in demand by employers.

* Since the ability to read and understand business pub-
lications is an asset used over the span of one’s career,
Research Assignments direct students to annual re-
ports or articles published in the Wall Street Journal and
other popular business periodicals for further study and
analysis of key topics.

¢+ Ethics Cases contain ethical dilemmas and ask stu-
dents to analyze the situation, identify the stakeholders
affected, describe the ethical issues involved, and de-
cide on an appropriate course of action.

Cases for Management Decision Making, provided at
the end of the text, require students to use the decision
tools presented in the chapters in realistic business situ-
ations. The cases can be used as a comprehensive cap-
stone activity at the end of the course, or as a recurring
activity during the course. They are intended to be richer
and more challenging than a traditional problem but are
still targeted at an introductory level student.
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HOW TO USE THE STUDY AIDS IN THIS BOOK

CHAPTER :

Job Order Cost

w
Accounting TnE navioaToR ¥/
w_Scan Study Otjectives { |
u_Read Foature Story ]
®  Read Preview | |
w  Read text and answer Before You Go On
0.4 T p.59 T p.66 T
m_ Work Using the Decision Toolkdt =
w Review Summary of Study Objectives [
4 STUDY | m_ Work Demanstration Prodlem [
w Answer Soif-Study Questions /D
After studying this chapter, you should m Complets Assignments D
be able to;
) Explain the characteristics and purposes of
cost accounting.

<€) Describe the flow of costs in a job order

cost accounting system. FEATURE STORY

=

The Navigator is a learning system
designed to guide you through each
chapter and help you succeed in learning
the material. It consists of (1) a checklist at
the beginning of the chapter, which outlines
text features and study skills you will need,
and (2) a series of check boxes that prompt
you to use the learning aids in the chapter

and set priorities as you study.

The Feature Story helps you picture how
the chapter topic relates to the real world of
accounting and business. References to the

<€) Explain the nature and importance of a job
cost sheet.

> ¥ica iy the pracoturined ovetend “. .. AND WE'D LIKE IT IN RED”

ratg is determined and used. Western States Fire Apparatus, Inc., of Cornelius,
Oregon, is one of the few U.S. companies that makes
< W‘m Yo jobs; compioted Brid fire trucks. The company builds about 25 trucks per
i year. Founded in 1941, the company is run by the
€ Distinguish between (L children and grandchildren of the original founder:
under- and overapplied Wavicaron | “We buy the chassis, which is the cab and the
manutacturing overhead. ] frame,” says Susan Scott, the company’s bookkeeper.

“In our computer, we set up an account into which
all of the direct material that is purchased for that
particular job is charged.” Other direct materials in-
clude the water pump—which can cost $10,000—the

b, ladders, and hoses.
Study Objectives at the beginning of each g ];h;gyﬁ,;f;‘:;’;;t:dﬂg;
chapter provide you with a framework for pany is building four trucks at any
learning the specific concepts and
procedures covered in the chapter. Each
study objective reappears in the margin at
the point where the concept is discussed.
Finally, you can review off the study

PREVIEW o F

Feature Story throughout the chapter will
help you put new ideas in context, organize
them, and remember them. Many vignettes
end with the Internet addresses of the
companies cited in the story.

cHa

he Feature Story about Western States Fire Apparatus described the
manufacturing costs used in making a fire truck. It demonstrated that ac-
curate costing is critical to the company's success. For example, in order

objectives in the Summary at the end of
the chapter text.

4
L
i

The Preview begins by linking the Feature
Story with the major topics of the chapter. It
then shows a graphic outline of major
topics and subtopics that will be discussed.
This narrative and visual preview gives you
a mental framework upon which to arrange
the information you are learning.

Study Objectives reappear in the margins
at the point where the related topic is
discussed. End-of-chapter assignments are
keyed to Study Objectives.

to submit accurate bids on new jobs and to know whether it profited from past
jobs, the company needs a good costing system. This chapter illustrates how

these manufacturing costs would be assigned to specific jobs, such as the man-
ufacture of individual fire trucks. We begin the discussion in this chapter with
an overview of the flow of costs in a job order cost accounting system. We then
use a case study to explain and illustrate the documents, entries, and accounts
in this type of cost accounting system.

The content and organization of Chapter 2 are as follows.

ji
il

.

LTSRN, ..

E

* Year-end balance

4TUDY oBJECTIVE
Explain the characteristics
and purposes of cost ac-
counting.

(CoST ACCOUNTING SYSTEMS

... |

NAVIGATOR

Cawt accounting involves the measuring, recording, and reporting of product
costs. From the data accumulated, both the total cost and the unit cost of each

product is determined. The accuracy of the product cost information produced
by the cost accounting system is critical to the success of the company. As you a

will see in later chapters, this information is used to determine which products
to produce, what price to charge, and the amounts to produce. Accurate product

cost information is also vital for effective evaluation of employee performance.
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JOB ORDER COST SYSTEM

Under a foir 2 des vose #esteas, costs are assigned @ cach job or ro cach batch
of goods. An example of a job wourd R acture of a mamframn com-
puter by IBM. the production of a movie by Disucv or (he Tm 2
truck by Westera States. An example of a baich would be the pnnnng of 225
wedding invitations by a local print shop, or the printing of a weekly issue of
Fartune magazine by a hi-tech printer such as Quad Graphics. Jobs or batches
may be completed to fill a specific customer order or 1o replenish inventory.

An important feature of job order costing is that cach job (or batch) has its
own distinguishing characteristics. For example, each house is custorn built,
each consulting engagement by a CPA firm is unigue, and each printing job is
different. The objective is to compute the cost per job. At each puint in the
manufacturing of & product or the providing of a service, the job and its asso-
ctated costs can be identified. A job order cost system measures costs for each
completed job. rather than for set time periods. The recording of costs in a job
order cost system is shown in Hustration 2-1.

Cust Accounting Sysiens

HHustrstion 2-1 Job

order cost system
Job Order Cost System
e Colored ok
% Emveiopen b B~ ~ Yeow seock §p
rie B armination §— e
job ¥ 9501 Job g 9502

PROCESS COST SYSTEM

A g ewss von system is used when a series of connected manufacturing processes
or departments produce a large volume of similar pmducts. Production is con-
: tinuois 10 ensure that adequate inventories of the finished product(s) are on handl.
A provess cost system is used in the manufacture of ceveal by Kellogy, the refin.
ing of petroleun: by Kxrou Mobil, and the production of automobiles by General
Motors. Process costing accumulates produci-related costs for a period of time
> (such a5 a week or a month) instead of assigning costs to specific products or job
i orders. In process costing, the costs are assigned to departments or processes for
a set period of time. The recording of costs in a process cost svstem s shown in
Hiustration 2-2. The process cost system will be discussed further in Chapter 3.

Process Cost System

— \ - —

Mustration 2-2  Pfocess
cost system

Key terms and concepts are printed in blue
where they are first explained in the text.
They are listed and defined again in the
end-of-chapter Glossary.

Color illustrations visually reinforce
important concepts and therefore often
contain material that may appear on exams.
Infographics, a special type of illustration,
pictoriaily link concepts to the real world
and provide visual reminders of key
concepts.

Wattace Manubaczuring Company
Job Cost Sheet

Business Insight examples give you more
glimpses into how real companies make
decisions using accounting information.
These high-interest boxes are classified by
four different points of view—management
perspectives, international perspectives,
service company perspectives, and
a-business insights.

Helpful Hints in the margins are like having
an instructor with you as you read. They
turther clarify concepts being discussed.

Helptui Kint Approvals are an
Important past of a materiais
requisition ship because

help (o pstablish individual ac-
ountaiiitty over inventory.

Direct 1
4 o
|
|
TR SR SRy
— =
Muribecaring overtead
Tocw
Unsie cone from? dollers + quantiy)

Postings to job cost sheets are made daily, directly from supporting documents.

A separate job cost sheet is kept for cach job. The job cost sheets constitute
the subsidiary ledger for the Work in Process lnvcnlow account. Each entry to
Work in Process Inventory must be d by a corr ding posi-
ing to one or more job cost sheets.

General Motors recently launched a new Internet-based order-
ing svstem intended 1o deliver custom vehicles in 15 to 20 days
instead of the 55 to 60 davs it previously took, Customers interested in 2 GM
car can search online to see if any dealers have a car with the options they
want. If not. the customer uses an onfine program to configure a car with the
desired options and then places the order. While this online approach could
potentially provide savings for automakers by reducing inventory costs, some
peuple are skeptical. One auto analyst stated, *I don't think it's going 1o lead
to a ma>s|ve change in the way vehicles are built and sold in the next i0
vears.”

Source: Karen Lundegaard, "GM Tests Web-Bused Ordering Sysiom, Secking to Slash Custom-
Delivery Time,” Wall Street Jourmal November 17, 2000

Raw Materials Costs

Raw materials costs are assigned when the materials are issued by the
storeroom. To achieve effective internal control over the issuance of materials,
the storeroom warker should receive a written authorization before materials
are released to production. Such authorization for issuing raw materials is made
on a prenumbered wvareciads tewaisition slip. This form is signed by an au-
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One of the special types of Business
Insight boxes, Service Company
Perspectives highlight accounting practices
in this growing segment of our sconomy.

L. BUSINESS INSIGHT
Service Company Perspective
%\ Frequently when we think of service companies we think of spe-
¢ific, nonroutine tasks, such as rebuilding an awlomobile engine,
providing consulting services on a business acquisition. or working on
2 major lawsuit. Clearly, such nonroutine situations would call for job order cost-
ing. However, many service companies specialize in performing repetitive, rou-
tine aspects of a particular business. For example, auio-care vendors such as
Jiffy Lube focus on the routine aspects of car care. H&R Block focuses on the
routine aspects of basic tax practice, and many large law firms focus on routine
legal services, such as uncomplicated divorces. For service companies that per-
form routine, repetitive services, process casting provides a simple solution to
thetr accounting needs. In fact, since in many instances there is little or no work
in process at the end of the period, applying process costing in this setting can
be even easier than for a manufacturer.

of $22,400 to Work in Process Inventory equals the sum of the overhead assigned
to jobs: Job 101 $12,000 + Job 102 $7,200 + Job 103 $3,200.

At the end of each month, the balance in Work in Process Inventory
should equal the sum of the costs shown on the job cost sheets of unfin-
ished jobs. Assuming that all jobs are unfinished, proof of the of the
control and subsidiary in Wallace N facturing is shown below.

Hiuatration 2-15  Proof

Work in Procoss Joh Cost Sheets of job coet sheets to work
Jan. 31 24% Ne. I‘g’; s;g,g in process inventory :
Y 03 220 | Each chapter presents decision tools that
74,400 $74,400 1 help decision makers analyze and soive
.{ business problems. At the end of the text
.| discussion, a Decision Toolkit summarizes
DECISION TOOLKIT the key features of a decision tool and
Desisisn Chockpetets (nfe Nooded for Becisien  Too! b Uss for Decision Hew te Evalyate Resalts reviews why and how you would use it.
(2 e A :
What s the oot of 2 job? Cost of muslertel, labor, and Job cost shest Compuse cosls 10 fhoes of
owhead msignad 10 4 pravious periods and to Bosa
spoctic job of competiiors % ensure that
coss ww N I, Compars
ot o expacted salling price
o $acvios foms charged
detorning overall profitabiity.

Before You Go On sections follow each
. " key topic. Review It questions prompt you
1. What source documents are used in assigning manufacturing costs to Work 'tO Stop and review the key po'nts yOU have
in Process Inventory? ) / just studied. |f you cannot answer these
2. What is a job cost sheet, and what is its primary purpose? qUeStiOnS, you ShOUld gO baCk and read the

3, What is the formula for computing a predetermined overhead rate?

BEFORE YOU GO ON

®Doh section again,
Danielle Company is working on two job orders. The job cost sheets show the —_— ] N .
ﬁ)llat\;ling: e Tob 120 56000, Tob Brief Do It oxercises ask you to put to work
irect materials—Job 120 $6,000, Job 121 §3,600 .
Dircct labor—Job 120 $4,000, Job 121 $2,000 your newly acquired knowledge. They
Manufacturing overhead—Job 120 $5,000, Job 121 $2,500 i 7 eSsal
Prepare the three summary entries to record the assignment of costs to Work in outiine an Action P_Ian nec! ry to .
Process from the data on the job cost sheets. complete the exercise, and the Solution
Action Plan helps you see how the exercise shouid be
+ Recognize that Work in Process Inventory is the trol t for all un- g
Fimiohed o coo shecta, oy 1o e ConiTel secount Tor & uR solved. The Do It exercises are keyed to

similar homework exercises.

60  CHAPTER2 Job Order Cost Accounting

» Dechit Work in Process Inventery for the materials, labor, and overhead charged
to the job cost sheets.

* Credit the accounts that were debited when the manufacturing costs were
accumulated.

Solution: The three summary entries are:

Work in Process Inventory (86,000 + $3,600) 9,600
Raw Materials Inventory , j 9,600
{To assign materials to jobs)
Work in Process Inventory ($4,000 + $2,000) 6,000
Factory Labor l 6,000
(To assign labor to jobs)
Work in Process Inventory (35,000 + $2,500) 7,500
Manufacturing Overhead ‘ 7.500
(To assign overhead to jobs)
M HE
RAvIaATOR |

Related exercise material: BE2-3, BE2-4, BE2-7, E2-2, E2-3, E2-7, and E2.8. . .._. ol
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BEFORE YOU GO ON

4 Roview it
1. When are entries made to record the completion and sale of a job?
2. What costs are included in total manufacturing costs in the
cost of goods manufactured schedule? m
3. How is under- or overapplied manufacturing overhead re- o
ported in monthly financial statements?

{/sinc THE DEcision TooLkrt

Martinez Building Products Company is one of the largest manufacturers
and marketers of unique, custom-made residential garage doors in the U.S.
as well as 2 major supplier of industrial and commercial doors, grills, and
counter shutters for the new construction, repair, and remodel markets.
Martinez has developed plans for continued expansion of 8 network of ser-
vice operations that sell, install, and service manufactured fireplaces, garage
doors, and related products.

Martinez uses a job cost system and applies overhead to production on the
basis of direct fabor cost. n computing a predetermined overhead rate for
the year 2002, the company estimated facturing overhead to be $24
million and direct labor costs to be $20 million. In addition the following

A Using the Decision Toolkit exercise

follows the final set of Review It questions
in the chapter. It asks you to use business

information and the decision toois

presented in the chapter. You should think

through the questions related to the
decision before you study the printed
Solution.

information is provided.
Actual costs incurred during 2002

Direct materials used
Direct labor cost incurred

Manufacturing costs imn

d during 2002

Tnsurance, factory
Indirect Iabor
Maintenance
Rent on building
Depreciation on equipment.
Instructions
Answer each of the following.
(a) Why is Martinez Building Products
system?
(b) On what basis does Martinez allocaf
pute the predetermined overhead rd
{¢) Compute the amount of the under
(d) Martinez had balances in the begini
finished goods accounts as follows.
1
‘Work in process 3 504
Finished goods 13,04
Determine the (1) cost of goods mar
for Martinez during 2002. Assume
head should be included in the cost

The Summary of Study Objectives reviews
the main points related to the Study
Objectives. It provides you with another
opportunity to review what you have
learned as well as to see how the key
topics within the chapter fit together.

$30,000,000
21,000,000

$ 500,000
7.500,000
1,006,000

11,000,000
2,006,000

{e) During 2002, Job G408 was started and

Summary of Sudy Objectives 67

d. Its cost sheet showed

a tota) cost of $100,000, and the compeny prices its product at 50% above
its cost. What is the price to the customer if the company follows this

pricing strategy?

Schutlon

(a) The company is using a job order system because each job (or baich)
must have its own distinguishing characteristics. For example, each type
of garage door would be different, and therefore a different cost per

garage door should be assigned.

(b) The company allocates its overhead on the basis of direct labar cost. The
etermined overhead rate is 120%, computed as follows.

$24,000,000 + $20,000,000 = 120%

{c) Actual manufacturing overhead
Applied overhead cost ($21,000,000 x 1209%)
Overapplied overhead

(d)(1) Work in process, 1/1/02
Direct materials used
Direct labor
Manufacturing overhead applied
Yotal manufacturing costs
Total cost of work in process
Less: Work In process, 12/31/02
Cost of goods manufactured

(2) Finished goods inventory, 1/102

Cost of goods manufactured (see above)}
Cost of goods available for sale
Finished goods inventory, 12/31/02
Cost of goods sold (unadjusted)
Less: Overapptied overhead
Cost of goods sold

(e} G408 cost
Markup percentage
Profit

Price to customer: $150,000 ($100,000 + $50,000)

$22,000,000
25,200,000

§ 3,200,000

$30,000,006
21,000,000
25,200,000

$ 5,000,000

K_50% @
L5000 o

SuvmMary oF STupy OBIECTIVES

P Explain the characteristics and purposes of cost
accounting. Cost accounting involves the procedures
for measuring, recording, and reporting product costs.
From the data accumulated, the total cost and the unit
cost of each product is determined. The two basic types
of cost accounting systems are job order cost and
process cost.

€ Describe the flow of costs in a job order cost ac-
counting system. In job order cost accounting, manu-
facturing costs are first accumulated in three accounts:
Raw Materials Inventory, Factory Labor, and Manufac-
turing Overhead. The accumulated costs are then as-
signed to Work in Process Inventory and eventually to
Finished Goods Inventory and Cost of Goods Sold.




DECISION TOOLKIT—A SUMMARY

Decision Chockpolnts Infs Nosded for Decision

f

Teol to Use for Declsion How to Evaluate Results

Cost of matorial, labor, ang
overhoad assigned foa
gpecific job

What ls the cost of & job?

Actual overhead costs and over-
hoad appiled

Has the company ovar- or
underapplied overhead for
the period?

Jotr cost shest

Manufacturing overhead account

Compere oosts o these of
previous periads and to those
of compelitors t ensure that
costs are in ine, Compara
costs to axpacted seling pnce
of servicy fees charged to
dsterming overell profitabilty.

1 the account bajance is 2
cradit, overhoad apphied ax-
ceoded actual overtiaad costs, i
the account batance i & debit,
overhead applied was fess
than actual overhead cosis.

(GLossARY

G}
Key arm Matching Activity @"T

Cost accounting An arex of accounting that involves
measuring, recording, and reporting product costs. (p. 46)
Cost accounting system  Manufacturing cost accounts
that are fullv integrated into the general ledger of a com-
pany. tp. 46}

Job cost sheet A form used to record the costs charge-
ahle to a job and 1o determine the total and unit costs of
the completed job. (p, 51)

Job order cost aystem A cost accounting system in
which cosis are assigned 1o each job or batch. (p. 47}
Materlals requisition slip A document authorizing the
issuance of raw materials from the storercom to pro-
duction. (p. §2)

Overapplled overhead A situation in which overhead
assigned to work in process is greater than the overhead
incurred. (p. 641

Predetermined overhiead rate A rate based on the re-
Lationship between estimated annual overhead costs and
expected annual operating activity, expressed in terms of
& cammon activity base. (p. 87)

Process cost system A svstem of accounting used by
companies that manufacture relatively homogeneous
products through a series of continuous processes or op-
erations, {(p. 47)

Summary entty A journal enury that summiarizes the
totals from multiple transactions. {p. $1)

Time tcket A document that indicates the employee,
the hours worked, the account and job 10 be charged, and
the total labor cost. {p. 35)

Underapplied overhead A situation in which overhead
assigned to wark in process is less than the overhead in-
curred. (p. 64}
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At the end of each chapter; the Decision
Toolkit—A Summary reviews the contexts

and techniques useful for decision making
that were covered in the chapter.

The Glossary defines all the key terms and
concepts introduced in the chapter. Page
references help you find any terms you
need to study further. A CD icon tells you
that there is a Key Term Matching Activity
on the CD that can help you master the
material.

Demonstration Problem 69

DEnonstraTION PROBLEM

A Demonstration Problem is the final step
before you begin homework. These sample
problems provide you with an Action Plan
in the margin that lists the strategies
needed to approach and solve the probiem.
The Solution demonstrates both the form
and content of complete answers. A Web
icon tells you that there is an additional
Demonstration Problem you can work on
the book’s Web site and self-grade using
eGrade software.

During February, Cardella Manufacturing works on two jobs: A16 and B17. Summary )
data concerning these jobs are as follows. M
$
L " 13
lhm—nfactm Costs Incurred “ﬂ,, 4
et
Purchased $54,000 of raw materials on account. A §
Factory labor $76,000. plus $4,000 employer payroll taxes. eGrade: Damsstrotion
Manufacturing overhead exclusive of indirect materials and indirect labor $59,800, b
Assignment of Costs
Direct materials: Job A16 $27.000, Job B17 $21,000
Indirect materials: $3,000
Direct labor Job Alé §52,000, Job B17 $26,000
Indirect tabor: $2,000
Manufacturing overhead rate: 809 of direct labor costs.
Tob A16 was completed and sold on account for $150,000. Job B17 was anly partially
completed.
instructions
(a) Journalize the February transactions in the sequence followed in the chapier,
(b} What was the amount of under- or averapplied manufacturing overhead?
Solution to Damonstraticn Problem
(a) 1. Actiont Pian
Feb. 28 | Raw Materials Inventory t 54,000 * In accumutating costs, debit
Accounts Payable 54,000 threa accourts: Raw Maleri-
(Purchase of raw matetials on account) als inventory, Factory Labor,
and Manufacturing  Over-
28 | F Labo * 80,000 et
actory 4 i ® When Work in Process In-
Factory Wages Payable 76,000 ven:zry i; ﬂabI:ncI credit D:e
Employer Payrol! Taxes Payable 4,000 of the thiee accounts listed
(Ta record factory labor costs) above,
a, * Debit Finished Goods (nven-
28 | Manufacturing Overhead 59,800 ury ot ot of conpieind
Accounts Payabie, Accumulated Sold for the cost of jobs S0l
Depreciation, and Prepaid Insurance 59,800 o Overtead s undorapplied
{To record overhead costs) when Manufacturing Over-
4 __head s a gabl balance.
28 | Work in Process Inventory 48,000
Manufacturing Overhead 3.000
Raw Materials Inventory 51,000
{To assign raw materials to production)
5.
28 | Work in Process Inventory 78,000
Manufacturing Overhead 2,000
Factory Labor 80.000
(To assign factory labor 1o production)
6.
28 | Work in Process [nventory 62,400
Manufacturing Overhead 62,400
(7o assign overhead to jobs—
B0% % $78.000)




