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Cost, Price and Value

Cost

Price

Value

The amount paid to produce a
product or service before it is sold
or marketed to its intended clients
or consumers

Cost = Materials + Labour + Overheads

The cost of producing a product has
a direct impact on the price

The amount of money that a
consumer is willing to pay in
exchange for certain products or
services

Price Paid = Cost + Profit

The perception of what a product
or service is worth to a consumer
versus the possible alternatives

A consumer must feel the worth of
purchasing the product or service
terms of its price

Consumer Value = Benefits - Cost

Can never be determined in terms
of money and varies between from
customers




Selling Goods and Services to Consumers

Consumer

Service Company




Costs for Planning, Control & Decision Making

Direct Cost

Indirect Cost

Costs that can be directly and easily traced to
the cost object (product)

* Material Cost: Wood, brackets and screws
used for a table (DMC)

* Labour/Employee Cost: Cost of woodworker
making the table (DLC — touch-on)

Costs that cannot be traced to the cost object,
or that are not worth the effort of tracing

 Material Cost: Glue, sandpaper, protective
clothing

* Labour/Employee Cost: Cost of cleaner, shop
foreman, training, etc.

» Other costs such as electricity, rent,
communication (phone and internet)




Costs for Planning, Control & Decision Making

Fixed Cost Variable Cost
* Does not change with an increase or decrease in * Changes with an increase or decrease in
production levels production levels
* Still exists when production is zero * Does not exists when production is zero
* Examples: Annual/monthly rent, rates and taxes, * Examples: Direct materials and direct labour costs
equipment, cleaner with fixed monthly salary to manufacture a product

Mixed Cost

» A fixed portion does not change with an increase or decrease in production levels

* Avariable portion changes with an increase or decrease in production levels. It varies in proportion to the
amount of service actually consumed

* Still exists when production is zero

 Examples: Electricity; phone and internet usage; wages (basic wage is fixed; when overtime and
performance rewards are offered it became mixed); car (fixed annual insurance; distance travelled)




Fixed vs. Variable Costs

Fixed and Variable Costs Re'-.r{é?'lité "
TC
t m Total Fixed Cost Loss Profit
S _
Total Variable Cost
Total Cost / FC
UNITS PRODUCED Break-even Quantity
output
e Unit Contribution Margin * Break Even Point
* The contribution margin is used to cover the fixed * Break even point is where Total Revenue (TR) = Total
costs; Money left after that is net profit Costs (TC) or expenses.
* Unit Contribution Margin = Unit Sale Price - Unit * Break-even point (Units) = Fixed costs / (Sale price per
Variable Cost unit — Variable cost per unit)

* The total profit at the breakeven point is zero.



Cost Classification (Manufacturing Companies)

Manufacturing Costs Nonmanufacturing Costs
All costs associated with manufacturing or Costs associated with running the business
producing a physical product (product cost) and selling the product
* Direct Materials * Marketing or selling expenses are
« Direct Labour incurred to get the final product to the
customer

e Manufacturing Overhead (All
manufacturing costs except direct
materials and direct labour)

* General and administrative expenses are
associated with running the overall
business




Costing Systems used to Determine Product Costs

Process Costing

Job-Order Costing

* Used where many units of a single product is
produced for long periods

* Examples: Petroleum industry, food industry,
chemical industry

* Product costs are assigned to departments
(or processes)

* Total costs are divided by the number of units
produced to get unit product cost

Used where many different products are
produced each period

Examples: Custom furniture manufacturing,
service industry (hospitals, law firms),
automobile repair shop

Products are manufactured to order

Product costs assigned (traced or allocated) to
jobs

Cost records must be maintained for each
distinct product or job




Summary of Job Order Costing (JOC)

Manufacturing
Overhead (OH)

Applied to each job
using a
Predetermined Rate

Direct Material

Direct Labour

[ Total Product Cost ] [ Direct Materials ] [ Direct Labour ] [ Overheads ]




Sequence of Events in a JOC System

Direct Materials

Direct Labour

Assign direct
material and
direct material

costs to each
job as work is
performed

Manufacturing
Overhead

[ Total Product Cost ] [ Direct Materials ] [ Direct Labour ] [ Overheads ]




Sequence of Events in a JOC System

Direct Materials
Direct Labour

Manufacturing
Overhead

Apply
overhead to
each job using

a pre-
determined
MOH rate

[ Total Product Cost ] [ Direct Materials ] [ Direct Labour ] [ Overheads ]




JOC Accounting / Document Flow

A Job Cost Sheet
is the primary
document for

tracking the costs

associated with a

given job

PearCo Job Cost Sheet

Job Number A -143 Date Initiated 3-4-05

Date Completed
Department B3 Units Completed
Item Wooden cargo crate

Direct Materials Direct Labor Manufacturing Overhead
Req. No. |Amount || Ticket | Hours [Amount | Hours Rate | Amount
Cost Summary Units Shipped

Direct Materials Date |Number |Balance
Direct Labor
Manufacturing Overhead
Total Cost

Unit Product Cost




JOC Accounting / Document Flow

Direct

Materials Job Cost Sheets

Requisition

Indirect Manufacturing
Materials Overhead Account

n

Material
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JOC Accounting / Document Flow

Direct
Labour

g Job Cost Sheets

Indirect Manufacturing
Labour Overhead Account

n

Employee Time Ticket =

Information required:
Estimated time to complete the job
Hourly rate
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Application of Manufacturing Overhead

The predetermined overhead rate (POHR) that is used to apply
overhead to jobs is determined before the job begins

Using a predetermined rate make it possible to estimate total job costs sooner

Estimated data is used because actual overhead costs
is not known until the are only available after the period is over

Estimated Total Manufacturing Overhead Cost
. [ EStimated 10otdl IvVianurtacturing vyvernead Lost
Hresieiermninet Dverizad i — Estimated Total Amount of the Allocation Base

The allocation base is a cost driver 4

that causes overhead

Activity levels = Cost Drivers (e.g. hours worked, miles driven, units produced)
GAAP rules accepts direct labour hours as a cost driver to allocate overhead expenses




Application of Manufacturing Overhead

Based on estimates and determined
before the period begins

Overhead applied = POHR x Actual activity

Actual amounts of the allocation base
incurred during the period
(e.g. direct labour hours required
to complete the job)
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Shop Rate

Shop Rate = (Expenses + Profits) / Hours

Shop Rate Billing Rate
Shop rate is private and can't be moved Billing rate is public and can be negotiated
It is never negotiable Should never be less shop rate
Excludes direct material costs You determine what it is, based on your market,
your interest in the work, and your current cash flow

Quick Conversion Chart B
Gross Profit % requires Markup of

50.0% = 100.0%
Labour rate per hour [ 1 DLR | 45.0% _ 81 8%
Overhead rate per hour POR 40.02/0 = 66.72/0
Subtotal DPL + POR T ok
Profit (% of the subtotal) 25.0% = 33.3% Example:
Total 20.0% 5 25.0% 20% profit = 25% Mark-up

15.0% = 17.6% . .
Shop Rate (Rounded) _ 100% = 11.1% on selling price




Thank You // Questions




