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Chapter 1 

● Managerial accounting vs. financial accounting 

Qualities Financial 

Accounting 

Managerial 

Accounting 

Reports  Externally Internally 

Emphasizes -  Past activities 

-  Reliability 

-  Summary data 

- Future activities 

-  Relevance 

-  Detailed 

segment data 

Reporting 

Rules 

-  IFRS 

-  Mandatory 

-  None (driven by 

decision needs) 

-  Not mandatory 

 

Chapter 2: Cost Terms, Concepts, and Classifications 

Manufacturing vs. Non-manufacturing Costs 

● Manufacturing/product costs:  

o Direct Materials: materials that go into the finished product and can easily be 

traced to individual units of production 

o Direct Labour: labour costs that can easily be traced to individual units of 

production 

o Manufacturing Overhead: all costs of manufacturing except direct materials and 

direct labour (Ex: depreciation, insurance, licensing costs, etc.) 

▪ Not easy to trace back to specific products – the cost of tracing them 

exceeds the benefits 

▪ Indirect labour: wages paid to employees who are not directly involved in 

the production work but are necessary to get the work done (Ex: 

maintenance workers, supervisors salaries, etc.) 

▪ Indirect material: materials used to support the production (Ex: 

lubricants, polishing supplies, etc.) 

● Non-manufacturing/period costs: costs that are expensed on the income statement in 

the period they occurred  



o Product costs are initially recorded as inventory on the balance sheet, then 

moved to COGS on the income statement when goods are sold 

o Period costs are immediately expensed on the income statement 

Product Cost Flow for Manufacturing Company 

● Raw materials: materials used to make the product 

o When raw materials is used in the product, it becomes direct material 

● Work in process(WIP): consists of units of product that are partially complete, but will 

require further work to be saleable to customers 

● Finished goods: consists of units of product that have been completed but not yet sold 

to customers 

● Cost of Goods Manufactured(COGM): the manufacturing costs associated with goods 

that were finished during the period 

o Direct Materials + Direct Labour + Manufacturing Overhead = Total 

Manufacturing Costs 

*****the Direct Material cost is NOT the cost of materials PURCHASED in the 

period, rather it is the cost of materials USED 

o Beginning WIP + Total Manufacturing Costs – Ending WIP = COGM 

● Cost of Goods Sold for manufacturing company: 

o COGS = Beginning finished goods + COGM – ending finished goods 

Direct vs. Indirect Costs 

● Cost object: any units of analysis for which cost data are desired 

● Direct costs: can be easily and conveniently traced to the particular cost object  

● Indirect cost: cannot be easily and conveniently traced to the particular cost object 

● Common cost: a cost that is incurred to support a number of cost objects but cannot be 

traced to any of them individually 

o Ex: a manager who overlooks the production of several products 

***a cost can be direct or indirect, depending on the cost object 

● Idle hours: if it can be easily traced to the cost object, then it is direct labour, otherwise 

it is MOH 

● Overtime premium is considered MOH 

Cost Behaviour 

● Fixed costs: remain unchanged within a relevant range, regardless of the level of activity 

o Ex: rent, insurance, etc 

o Cost per unit of activity decreases as activity level increases 

● Variable costs: change in direct proportion to changes in the level of activity 

o Ex: direct materials, direct labour, etc. 

o Cost per unit of activity is constant as activity level changes 



● Differential costs: differences in costs between any two alternatives 

o Often used when weighing alternatives and making decisions 

● Opportunity costs: benefit given up when one alternative is selected over another 

o Although they are rarely recorded, they should be considered in every decision 

making 

● Sunk cost: cost that have already been incurred 

o Cannot be changed or reversed, thus irrelevant in a decision 

Practice Problems 

1. Identify cost groups 

 
 

 

 

 

 

 



2. Schedule of COGM 

 



Answers 

1. Identify cost groups 

 



2. Schedule of COGM

 
 

Chapter 3: Cost Behaviour 

Variable Costs 

● Changes with respect to change in activity base 

o Activity base: a measure of whatever causes a variable cost to be incurred 

▪ Ex: labour hour, machine hour, units of product produced, etc. 

● Step variable cost: cost of a resource that is obtainable only in large amounts 

o Increase or decrease in response to fairly wide changes in activity 



 

Fixed Costs 

● Also known as capacity costs 

● Constant in total dollars within the relevant range 

● Committed fixed costs: difficult to change in the short term and that relate to the 

investment in facilities, equipment, and the basic organizational structure of a firm 

o Ex: equipment, property tax, etc. 

● Discretionary fixed costs/managed fixed costs: arise from annual decisions by 

management to spend in certain areas, such as advertising and research 

o Ex: advertising, R & D, training programs 

o Can be reduced in short run w/o to much damage on the company’s long term 

goals 

                        

Mixed cost 

● Contains BOTH variable and fixed cost elements 

o Also known as semi-variable costs 



 
● The fixed and variable components of the costs can be estimated by 1). High-low 

method or 2). Least-squares regression 

o Both methods assume linear relationship between cost and activity level 

o Y = a + bx, where a is the fixed cost, and b represents variable cost per unit 

● High-low method: 
o Identify the highest and lowest activity levels 

o Calculating the variable cost component using 

VC = (highest activity level cost – lowest activity level cost)/(highest activity level – lowest level) 

o Using the formula Y = a +bx, calculate the fixed cost component 

o Less accurate since it only uses 2 data points and could be easily affected by 

outliers 

● Regression method 

o Improved accuracy by considering more data points 

o Uses all available data points 

o Fits a line to the data points 

Questions: 

1. Mary’s phone plan consists of a fixed base payment and variable costs depending on the 

phone call minutes. It will cost $0.1 per minute for 600min phone call and will cost $0.12 

per minute for 300min phone call. Using the high-low method, what is the fixed cost 

portion of Mary’s plan? 

Solution: 

1. VC = (0.1 x 600 – 0.12 x 300)/(600 – 300) = 0.08 



FC = 600 x 0.1 – 600 x 0.08 = 12 

 

Chapter 4 – Cost-Volume-Profit Relationships 

● CVP focuses on how profits are affected by the following elements: 
o Prices of products 
o Volume or level of activity 
o Per unit variable costs 
o Total fixed costs 
o Mix of products sold for multi-product companies  

 

Contribution Margin → amount remaining from sales revenue after variable expenses have 

been deducted, amount available to cover fixed expenses and provide profits.  

Break-even Point  

● level of sales at which profit is zero 
● Total sales = total expenses 
● Total contribution margin = total fixed expenses 
● Sales – variable expenses – fixed expense = 0 

 

reakeven Point in Units SoldB = F ixed Expenses
Unit Contribution Margin  

 

If fixed expenses = $35,000 and the unit CM is $100 

Breakeven Point in Units sold = 350 units ($35,000/$100) 

reakeven Point in Total Sales DollarsB = CM  Ratio
F ixed Expenses  

If fixed expenses = $35,000 and the CM Ratio is 40% 

Breakeven Point in total sales dollars= $87,500 ($35,000/0.4) 

CM Ratio 

● Contribution margin as a percentage of total sales 
● Shows how contribution margin is affected by a change in total sales 
● For example, if CM increases by 40 cents, then operating income will also increase by 40 

cents 
M  RatioC = Sales

Contribution Margin  

Change in CM  

● Shows any change in contribution margin by rearranging the CM Ratio formula 
 



M  Ratio × Sales ontribution MarginC = C  

For example, if CM ratio = 40% and there is a predicted $30,000 increase 

in sales. Then Contribution margin will increase by $12,000 (0.4 * 

30,000). 

Attaining Target Profits 

● Attaining target profits is similar to the break-even point analysis but instead of finding 
the total dollar sales or units when profits = $0, we are finding for a specific profit value.  

 

nits sold to attain Target Prof itU = Unit Contribution Margin
F ixed Expenses+Target Operating Prof it  

If a company has fixed expenses of $35 000, but would like to earn $40 000, and 

their unit contribution margin is $100. Then they must sell 750 units. (35 000+40 

000)/ 100 

ollar Sales to attain Target Prof itD = CM  Ratio
F ixed Expenses+Target Operating Prof it  

After Tax Analysis 

Calculations that take income taxes into account 

 

rof it af ter Taxes efore Tax prof its (B) axes(T )P = B − T  

 

rof it af ter Taxes (1 )P = B − T  

 

If a company is making $40 000 before taxes and the tax rate is %13. They would 

earn $34 800 (40 0000(1-0.13)). 

 

Target Operating Profit with Tax 

nits sold to attain Target Prof itU = Unit Contribution Margin
F ixed Expenses+[ ]1−Tax Rate

Target Operating Prof it

 

 

ollar sales to attain Target Prof itD = CM  Ratio
F ixed Expenses+[ ]1−Tax Rate

Target Operating Prof it

 

Margin of Safety  

● The excess of budgeted (or actual) sales over the break-even volume of sales 



● Total budgeted (or actual) sales – Break even sales 
o Sales at current level = $100,000  
o Break even sales = $ 87,500 
o Margin of safety = $12,500 ($100,000 - $87,500) 

 

argin of  safety percentageM = Margin of  safety in dollars
Total budgeted (or actual) sales  

 

= 12.5% ($12,500/$100,000) 

Cost Structure and Profit Stability → refers to the relative proportion of fixed and variable 

costs incurred by an organization 

Operating Leverage → A measure of how sensitive operating income is to a given percentage 

change in sales.  

Degree of Operative Leverage → A measure, at a given level of sales, of how a percentage 

change in sales volume will affect profits.  

egree of  Operating LeverageD = Operating Income
Contribution Margin  

 

 

Chapter 5 – System Design: Job-Order Costing 

Process Costing  

● Costing system used in those manufacturing situations where a single, homogenous 
product (ex. cement) flows in a continuous stream out of the production process 

 

nit product costU = total units produced
Total manufacturing cost  

 

 

Job-order Costing System  

● A costing system used in situations where many different products, jobs, services are 
produced each period 

● Costs are traced and allocated to specific jobs 
o costs of the job divided by the number of units in job = average cost per unit 

 



 

 

Bill of Materials 

● A record that lists the type and quantity of each major item of the materials required to 
make a product 

 

Materials Requisition Form 

● A detailed source document that specifies the type and quantity of materials that are to 
be drawn from the storeroom and identifies the job to which the costs of materials are 
to be charged 

o Direct materials represent materials that are directly traced to the product or 
service 

o Raw materials are ingredients that are converted into a finished product 
o Semi-finished materials could be considered direct materials if they were 

important enough to be directly traced to the job 
 

Job Cost Sheet 

● A form prepared for each job that records the materials, labour, and overhead costs 
charged to the job 

● Subsidiary ledger to the Work in Process account  
 

Measuring Direct Labour 

● Time Ticket 
o A detailed source document that is used to record an employee’s hour-by-hour 

activities during a day 
Computing Predetermined Overhead Rates 

● Manufacturing overhead must be included on the job cost sheet, however, assigning 
manufacturing overhead costs is difficult because: 

o Manufacturing overhead costs are indirect costs 
= Costs are difficult or impossible to trace to a particular job/product 

o Manufacturing overhead costs consists of many different types of costs 
= Variables costs like grease used and fixed costs like the annual salary of a 

production manager 
o Even though output fluctuates due to seasonal or other factors, manufacturing 

overhead costs tend to remain constant  
= due to fixed costs 

o Timing of payment of manufacturing overhead costs varies 
= Costs like property tax are paid yearly while other items are paid in other 

time periods, yet finished goods are produced throughout the year 



Allocation Base 
● A measure of activity such as direct labour-hours or machine-hours, that is used to 

assign costs to cost objects 
Predetermined overhead rate 

● A rate used to charge overhead costs to jobs; the rate is established in advance for each 
period using estimates of total manufacturing overhead cost and of the total allocation 
base for the period 

redetermined overhead rateP = Estimated total units in the allocation base
Estimated total manufactuing overhead cost  

● Predetermined overhead rate is based on estimated rather than actual results 
● Process of assigning overhead cost → overhead application 

 

Overhead applied to job  

● Rearranged predetermined overhead rate formula  
 

verhead applied to job redetermined overhead rate × Actual total units O = p  

Choice of an Allocation Base for Overhead Cost 

● The allocation base used in the predetermined overhead rate should drive the overhead 
cost 

● Cost Driver 
o A factor that causes overhead costs, such as machine hours, beds occupied, 

computer time, or flight hours  
● If the incorrect cost driver is used, the result will be inaccurate overhead rates and false 

product costs  
Underapplied Overhead  

● A debit balance in the Manufacturing Overhead account that arises when the amount of 
overhead cost actually incurred is greater than the amount of overhead cost applied to 
Work in Process during a period 

o Journal entry for remaining balance is closed out to COGS 
= Cost Of Goods Sold (Dr) 

     Manufacturing Overhead (Cr) 
Overapplied Overhead  

● A credit balance in the Manufacturing Overhead account that arises when the amount 
of overhead cost applied to a Work in Process is greater than the amount of overhead 
cost actually incurred during a period 

o Remaining balance is allocated among Work in Process, Finished Goods, and 
COGS in proportion to the overhead applied during the current period in the 
ending balances of these accounts 

= Manufacturing Overhead (DR) 
    Work In Process (CR) 
    Finished Goods (CR) 



                 Cost Of Goods Sold (CR) 
 

Chapter 7: Activity-Based Costing: A Tool To Aid Decision Making 

The Treatment of Costs Under The Activity-Based Costing Model 

Activity-based costing (ABC) - A costing method based on activities that is designed to provide 

managers with cost information for strategic and other decisions that potentially affect capacity 

and therefore fixed costs. 

ABC is designed for use in internal decision making and in ABC: 

1. Non-manufacturing as well as manufacturing costs may be assigned to products, but 

only on a cause-and-effect basis. 

2. Some manufacturing costs may be excluded from product costs. 

3. Numerous overhead cost pools are used, each of which is allocated to products and 

other cost objects using its own unique measure of activity. 

4. Overhead rates, or activity rates, may be based on the level of activity at capacity rather 

than on the budgeted level of activity. 

Activity - Any event that causes the consumption of overhead resources. 

Activity cost pool - A “bucket” in which costs are accumulated that relate to a single activity 

measure in the activity-based costing system. 

Activity measure - An allocation base in an activity-based costing system; ideally, a measure of 

the amount of activity that drives the costs in an activity cost pool; also called a cost driver.  

Transaction driver - A simple count of the number of times an activity occurs. 

Duration driver - A measure of the amount of time required to perform an activity. 

ABC 5 levels of activity: 

1. Unit-level activities - Activities that arise as a result of the total volume of goods 

produced and services performed each time a unit is produced. 

2. Batch-level activities - Activities performed each time a batch of goods is handled or 

processed, regardless of how many units are in a batch. The amount of resources 

consumed depends on the number of batches run rather than on the number of units in 

the batch. 

3. Product-level activities - Activities that relate to specific products that must be carried 

out regardless of how many units are produced and sold or batches run. 

4. Customer-level activities - Activities that are carried out to support customers but that 

are not related to any specific product. 



5. Organization-sustaining activities - Activities that are carried out regardless of which 

customers are serviced, which products are produced, how many batches are run, or 

how many units are made. 

Designing an Activity-Based Costing System 

 

 

 

 

 

 

 

 

 

 

 

Activity-based costing system implementation process: 

1. Identify and define activities, activity cost pools, and activity measures. 

2. Assign overhead costs to activity cost pools. 

3. Calculate activity rates. 

4. Assign overhead costs to cost objects using the activity rates and activity measures. 

5. Prepare management reports. 

Three essential characteristics of a successful ABC implementation:  

1. Top managers must strongly support the implementation. 

2. Top managers should ensure that ABC data are linked to how people are evaluated and 

rewarded.  

3. A cross-functional team should be created to design and implement the ABC system.  

First-stage allocation - The process by which overhead costs are assigned to activity cost pools 

in an activity-based costing system. 

Second-stage allocation - The process by which activity rates are used to apply costs to products 

and customers in activity-based costing. 

 



 

 

 

 

 

 

 

 

 

 

 

 

Comparison of Traditional and Activity-Based Costing Product Costs 

Activity-based management (ABM) -  A management approach that, in conjunction with 

activity-based costing, improves processes and reduces costs. 

Benchmarking - A systematic approach of comparing the performance of some aspect of an 

organization’s operations to that of outstanding external companies or to other divisions within 

the same organization. 

ACTIVITY-BASED COSTING VERSUS TRADITIONAL PRODUCT COSTING 

Item  ABC  Traditional 

1. Number of cost pools  1. Numerous, based on key 
activities involved in 
product/service 

1. Small number, based on 
key production/service 
departments 

2. Treatment of 
manufacturing 
overhead (MOH) 

2. Allocated to products only 
if caused by products 

2. All MOH allocated to 
products 

3. Activity measures used 
for applying overhead 

3. Mix of unit-level (e.g., 
labour-hours) and 
non-unit-level (e.g., 
batches); vary by activity 

3. Typically unit-level (e.g., 
labour-hours); vary by 
department 

4. Treatment of 
non-manufacturing 

4. Allocated to products or 
customers if caused by 
products or customers 

4. Expensed as period costs 



overhead (e.g., 
shipping costs) 

5. Treatment of direct 
materials and labour 

5. Directly traced to cost 
objects 

5. Directly traced to cost 
objects 

6. Use for external 
financial reporting 

6. Usually requires modification 
because of items 2 and 4 
(see Appendix 7A) 

6. Typically no modifications 
required as it conforms to 
GAAP 

 

Practice Questions: 

1. Types of cost included in a cost pool based on order size include: 

A. Factory supplies 

B. Factory depreciation 

C. Equipment depreciation 

D. Heating the factory 

2. Which of the following is an example of a transaction driver? 

A. The number of hours spent setting up equipment 

B. The time spent repairing equipment 

C. The number of bills sent out to a customer 

D. The time spent preparing invoices 

3. Employees designated as indirect factory workers should provide what information to assist 

in first-stage allocations in ABC? 

A. The wage received for each employee activity 

B. The available capacity of the factory and equipment 

C. The percentage of employee time spend for each activity pool 

D. Non-personnel cost distributed to each cost pool 

 

Answers: 

1. A 

2. C 

3. C 

Chapter 8: Variable Costing: A Tool For Management 

Overview of Absorption and Variable Costing 



Absorption costing assigns both variable and fixed costs to products—mingling them in a way 

that makes it difficult for managers to distinguish between them. This is required for external 

financial reporting. 

Variable costing (also called direct or marginal costing) - A costing method that includes only 

variable manufacturing costs—direct materials, direct labour, and variable manufacturing 

overhead—in the cost of a unit of product. This is more useful for internal management 

decisions. 

 

 

 

 

 

 

 

 

Income Comparison of Absorption and Variable Costing 

Fixed manufacturing overhead cost deferred in inventory - The portion of the fixed 

manufacturing overhead cost of a period that goes into inventory under the absorption costing 

method as a result of production exceeding sales. 

The difference between the absorption costing method and the variable costing method 

centres on timing. 

● Variable costing says that fixed manufacturing costs should be expensed immediately in 

total 

● Absorption costing says that fixed manufacturing costs should be charged against 

revenues bit by bit as units of product are sold 

Extended Comparison of Income Data 

 

 

 

 

 



 

 

Fixed manufacturing overhead cost released from inventory - The portion of the fixed 

manufacturing overhead cost of a prior period that becomes an expense of the current period 

under the absorption costing method as a result of sales exceeding production. 

Practice Questions: 

1. Under absorption costing, which two drivers create confusion in perceiving income, for the 

user of operating income? 

A. margin 

B. cost 

C. revenue 

D. production 

2.  Any difference in net operating income between absorption costing and variable costing is 

due to the: 

A. amount of selling and administrative cost expensed 

B. amount of sales recognized 

C. timing of when fixed manufacturing overhead is expensed 

D. format of the income statement 

 

3.  Selling and administrative expenses: 

A. are treated as period costs under variable costing only 

B. are treated as period costs under absorption costing only 

C. may be treated as either product or period costs 

D. are always treated as period costs 

 

 

 

 

 

 

Answers: 

1. C & D 



2. C 

3. D 


