
Management accounting is used to measure, analyse and report both financial and 
non-financial information to managers.
Strategy specifies how an organisation matches its own capabilities with the 
opportunities in the marketplace in order to make decisions.

Creating value is an important part of a core planning and implementation 
strategy.

-

Value is the use that a customer gets out of a specific product or service.-

Value chain is the linked sequence of business functions in which value is added 
to products/services. This includes both internal and external value chains.

-

Internal value chain is all physical and technological activities within the 
company that add value to the products/services

-

Industry value chain is all the value creating activities within the industry 
beginning with raw materials and ending with the completed products delivered 
to the customer.

-

Value engineering is the systematic engineering of all aspects of the value chain, 
with the objective of reducing cost and achieving a quality level that satisfies 
customers.

-

Value

Value-added costs are costs that are added to products/services that the customers 
would miss if they were left out. Likewise, non-value-added costs would not be 
missed if they were left out. Therefore, the aim of a firm is always to eliminate non-
value-added costs.

Identify the problem or uncertainty1.
Obtain the information2.
Make predictions about the future3.
Make decisions by choosing among alternatives4.
Implement the decision we choose, evaluate the performance and learn5.

Five Step Decision Making Process

Management accountants help managers formulate the strategy.

Revision of Cost: Basic Concepts
Cost - a sacrificed or forgone resource to achieve a specific objective
Actual cost - cost that has occurred
Budgeted cost - predicted cost
Cost object - anything for which a cost measurement is desired (product, department, 
activity or service)
Cost accumulation - the collection of cost data in an organised way by means of an 
accounting system
Cost assignment - the gathering of accumulated costs being allocated or classified to a 
cost object in two ways (tracing by way of a direct relationship or allocation of 
accumulated costs by way of an indirect relationship)
Mixed costs - costs that have both fixed and variable components

Manufacturing or non-manufacturing costs-

Direct or indirect costs-

Variable or fixed costs-

Total cost or unit cost-

   

Costs can usually be split into:

W1 - Concepts and Decision Making
Sunday, 5 July 2020 9:36 PM
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Inventoriable or periodic cost-

Product Cost
Direct materials (VC) + Direct labour (VC/FC) + manufacturing overhead (VMOH/FMOH) 
= manufacturing cost

Manufacturing cost + allocation of non-manufacturing costs/overheads = Full/total cost

The cost can be tracked as the good is being manufactured through a series of 
accounts in the balance sheet and income statement.

Direct materials, Direct labour, manufacturing overheads (BS)1.
These now move to the Work in Progress account (WIP) (BS)2.
When the goods are manufactured, they move to the Finished Goods account 
(FG) (BS)

3.

When the goods are sold they are recorded in the Cost of Goods Sold account 
(COGS) (IS)

4.

Cost of goods made during period (COGM) = WIP (previous period) + DM + DL + MOH -
WIP (end of period) 

COGS (current period)(IS) = FG (opening) + COGM - FG (ending)(BS)

Decision Making and Relevant Costing 
Relevant costs are revenues are expected future costs (revenues) that differ among 
alternative courses of action being considered

Consider additional revenues/costs-

Accept if it will generate additional profit-

Reasons to not accept include: long-term consequences, might be counter to 
business strategies

-

One-time-only special orders

Spare capacity = 250,000 - 200,000 = 50,000 (order is for 1,000 so we have 
capacity to fulfil order)

-

Relevant Revenue = 1,000 * 6.5 = 6,500 -

Relevant costs = 1,000 * 3.25 + 1,000 * 0.95 + 1000*0.85 + 130 + 30 + 40 = 5250 -

Incremental profit = 6,500 - 5,250 = 1,250 (additional profit, therefore we should 
accept)

-

Compares lost revenue and avoidable costs vs unavoidable cost-

Delete Product/Customer/Department
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Don’t close Dep A Close Dep A

Current Profit Profit of just B and C

CM 3.2m 3m

Less company FOH 1.6m 1.6m

Profit 1.6m 1.4m (-0.2m, do not delete A)

Sales - avoidable costs = positive contribution (don’t delete)
Sales - avoidable costs = negative contribution (delete)

Don’t close Dep A Close Dep A

Current Profit Profit of just B and C

CM 3.2m 3m

Less department FOH 1m 0.4m

Less allocated company FOH 0.6m 0.6m

Profit 1.6m 2m (+0.4m, delete A)

Only department FOH can be avoided and not company FOH as a result of the 
department

-

Interdependence of products and expertise-

Depreciation -

Loss of customers-

Long term business strategies and reliance on itself.-

Along with the quantitative factors, we must also consider qualitative ones. Such as:
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ACCT222 Case Study Approach_2020S2

W2 - Case Study Preparation
Wednesday, 15 July 2020 8:59 AM
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CASE STUDY APPROACH 

One of the functions of a management accountant is to identify and propose solutions to emerging 

problems in a business. Sometimes the solutions are just about accounting method, but more often 
than not, they are much wider than that, taking into account the external environment, people's 

behaviour and the internal workings of the f irm. The case studies used in ACCT 222 are an attempt to 

replicate this kind of decision-making process that goes on in businesses and which you will 
encounter in your future employment. As well as using accounting method (e.g. CVP analysis, 

re levant costing and short-term decision-making etc), students need to be comfortable with an 
element of uncertainty and a multidisciplinary approach. 

REQUIREMENTS: 

Group Case Study (2o%). There is no option w ith this activit y. 

• In one of weeks 6, 7, 8,n or 12, you will solve, present and report on a case study. 
• This is a group activity. 
• Random allocat ion to groups occurs in Week 2 Friday seminar. 
• Cases are found on Blackboard under Course Documents> Addit ional readings (e

reserve)>Business case studies for extended exercises. However if you are al located to Case 3: 
Neighborhood Servings, then a link to the case wil l be emailed directly to you for your use only. 
This is due to Copyright and purchase condit ions. 

• This activity consists of a group presentation in class (10%) plus a written group Case 
Summary Report C1o%). 

• Each group will meet with your seminar instructor 1 week before the presentation (students to 
arrange meeting at a mutually agreed time). 

• Presentation should be 40 minutes long (incorporating class participation) and the assessment 
schedule in Appendix 3 indicates the points on which your group presentat ion wi ll be assessed. 
All group members must participate. 

• Hard copy of group report is submitted to your seminar instructor at beginning of presentation. 
It must not be more than 5 pages long (single sided) plus references and detachable cover sheet 
(with declaration, Appendix 2)) and must use the structure provided in Appendix 1. The 
assessment schedule in Appendix 4 indicates the points on which your group report w ill be 
assessed. 

• Electronic copy of group report is submitted through Blackboard under 
Blackboard>Assessments>Group Case study> Your case's name by 5pm on day of presentation. 
This is the same report as that handed in at the seminar but it must be a WORD document 
so the declaration sheet does not need to be signed. The case should be named in the 
following way: casename_room_timeofseminar in .doc or .docx format (not pdf or xlxs), e.g. 
Monroe_Burns_9.docx. Under your case's name, the green "i" button gives further information. 
Click the Submit button or the download symbol to submit the case report under your name. 
Only one student from the group needs to do this. 

• The report fi les wi ll be checked by Turnitin for similarities against each other and published 
resources. Do not include image files reproduced from other sources unless referenced. If not 
referenced you will be asked to show your supporting work in Excel or Word. If you wish to 
check your report through Turnitin prior to submission go to Blackboard>Assessments>Group 
Case Study>Draft case study (Turnitin check) and submit it for checking here. You wil l st il l need 
to do the formal submission under the case study's name. 

• The final marks for the group case presentation and report are a combination of the 
instructor's assessment (70%) and self and peer assessment (30%). See Appendix 5 for a 
description of how the weighted marks are calculated. 

1 
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• Every group member must email a Self and Peer Assessment form (Appendix 6 and on 
Blackboard) to your seminar instructor by spm on the day of your case presentation. In the 
form, you must assess your own contribution to the group case and that of your fellow group 
members. These are private and should not be completed in consultation w ith others. These 
ratings are used to individually weight the group case marks for each group member in the 
manner explained in Appendix 5-

• Failure to submit your completed Self and Peer Assessment form on time means that you 
receive a weighting that is the lower of 0.5, or the weighting provided about you by your 
other group members. 

3) Terms Requirements 

To be eligible to sit the final exam, students must have: 

1) Met the presentation requirements of their group business case study and submitted a group 
Case Summary Report; and 

2) Attended at least 3 of the other 4 student business case presentations (other than their own) 
held in the Friday seminars in weeks 6,7,8, 11 and 1 2 inclusive. 

APPROACH TO THE GROUP CASE STUDY PRESENTATION AND REPORT 

All students should attend the Friday seminar in Week 2 to be al located to their groups and to do a 
practice run on a case study (Sparta Glass Products). To get the most benefit from this session, 

students MUST read the Sparta Glass Product s case before coming to the Week 2 Friday class. 

Once you have been allocated to a group case, you should read your case (found on 

Blackboard>Course Documents>Additional readings (e-reserve)>Business case studies for extended 
exercises, or a link w ill be em ailed to you if you are in CS 3). Then you should follow these steps: 

1. Determine what you do know about the situat ion e.g where is it set, who are the main players, 
what type of industry, competit ive condit ions etc. SWOT analysis and BCG matrix can be 
carried out in these early stages (see Course Documents on Blackboard) and are required in 
the report. 

2. Determine whether a problem or issue or opportunity exists for the business (yes, there wil l 
be one/two .... ) 

3- Define what you believe to be the big problem/issue(s) for the business e.g, sales are fall ing, 
or the f irm has good level of sales but is fai ling to make a profit 

4- Identify your current understanding of the business problem/issue(s) - you may need to 
further organise and analyse the data provided e.g. analysis of reconfigured income 
statement shows that sales are from the product with lowest UCM 

5- Identify further information needed to more fu lly understand the problem/issue and enable 
analysis e.g. competitors' sales, opportunities for input efficiencies 

6. Identify resources from which further information can be obtained and gather that 
information (lectures, textbook, internet, journal articles, business people/practitioners etc) 

7- Generate 3-4 possible (usually mutually exclusive) alternatives for solving the problem/issue 
e.g drop prices, heavily advertise product with highest UCM to boost its sales and alter 
product mix, introduce efficiency measures to decrease DM costs etc. You can include the 
status quo (current practice) alternative if you wish. 

8. Meet w ith your seminar instructor. This should be about one week before your presentation. 
This meeting is for clarification and guidance, not for answers. 

9- Thoroughly analyse the possible alternatives (quantitatively (e.g. relevant cost analysis, 
breakeven, different cost allocation, variance analysis etc), qualitatively (ie not numerical 

2 
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reasons e.g. employee morale), strategically (alignment with firm's m1ss1on, Porter's 
strategy) etc). These are projections into the future and "what if" scenarios are useful (e.g. 
working out the contribution margin and operating prof it at different sales levels or prices or 
w ith different advertising expenditures). 

10. Compare the alternative solutions. 
11. Recommend and justify an appropriate solution from your alternatives - ie which do you 

think the firm should implement in order to solve its problem, and why7 

Additional Notes about the Presentation: The presentation must cover background, issues, 
alternatives, analysis of alternatives, recommendations and conclusions, but can be in an 

inventive/creative format (use role play, visual aids, videos, themes etc, and don't let powerpoint or 

youtube dominate). The questions assigned to the case are suggested to stimulate ideas about what 
might be useful to consider. Your presentation should not be in the form of a list of answers to the 

questions. 

Additional Notes about the report: Referencing is expected. You can choose the style but it needs to 

be applied consistently. Referencing Style guides are available on the University Library website: 
http://www.otago.ac.nz/librarv/guicklinks/citation/index.html. 

Return of rnarked reports and presentation marks: One to two weeks after the presentation, marking 

sheets and individual weighted marks are returned to the students in the group. Scanned marked 
copies of the student group reports (minus any identifying names) are placed on Blackboard as they 

come available. This is subject to the consent of every group member and this is indicated on the Self 
and Peer Assessment form (sign it if you don't want your anonymous group report on Blackboard). 

These reports are useful for other students to consult. 

Solutions to Case Studies: We do not provide "model" solutions for the group case calculations for 

several reasons: 

1) The calculations provided by the experienced case writers are often more complex than we 
expect from ACCT222 students. 

2) The annotated comments provided on the student Case Summary Reports wi ll indicate sound 
and fault y reasoning. 

3) Students can learn from the wide variety of alternative solut ions suggested by the groups. 
4) Model calculations provide plagiarism temptation for students attempting these cases in future 

years. 

3 
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APPENDIX1 ACCT 222 GROUP CASE SUMMARY REPORT 

1 . Detachable cover sheet( see Appendix 2) 

2. Report Contents(Start on new page, maximum 5 pages, size 12 font) 

Background : 

SWOT Analysis: 
Strengths Weaknesses 

Opportunities Threats 

BCG Quadrant and why? 

Main Issuejs or Problemjs: [some analysis may be appropriate here] 

3-4 Mutually exclusive alternatives for Solving the lssue/s/Problemjs: 
1. 
2. 
3. 
4. 

Analysis of Alternatives (quantitative and qualitative): [you will definitely need to expand 
this section] 

1. [details, assumptions and summary] 
2. [details, assumptions and summary] 
3. (details, assumptions and summary) 
4. [details, assumptions and summary) 

Chosen Alternative. Why?: 

References: [additional separate page, one consistent referencing style] 

4 
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APPENDIX2 ACCT222 

Declaration Sheet for Group Case Study 
Report 

Please read the University description of academic integrity and its Policy on Academic 
Integrity at http:l/www.otago.ac.nzfstudy/academicintegrity/otago006307.html and 
http:l/www.otago.ac.nz/administration/policies/otago116838.html and sign below: 

• I am aware of the University Policy on Academic Integrity and understand that if I 
contravene the requirements for academic integrity contained in that policy, then I wi ll be 
subject to disciplinary procedures. 

• I declare that this piece of work is my own, and any facts, words, images and ideas from 
others have been referenced appropriately. 

Case Study ............................ ..... .............. . 

All group members to complete the following table: 

Full Name Student ID No Signature (not Date 
required for 
electronic copy) 

5 
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APPENDIX3 ACCT222 
GROUP CASE STUDY ASSESSMENT 

CASE PRESENTATION 
Case Study: Stream Time: 

Group Members: 

1) Presenters were clear and audible? 

2) Presenters sound and appear interested, confident and 
enthusiastic about what they are doing? 

3} Group works well together and supports each other? 

4} Structure- clear overview so that the class can easily 
follow the presentation? 

5) Creativity /inventiveness of presentation? 

6} Appropriate powerpoint, handouts, etc are used? 

7) Presentation clearly conveys thorough and careful 
preparation? 

8) Evidence of extra research (e.g journal articles)? 

9) Class is interested and involved? 

10) Presentation time is well managed? 

11) Case issues are clearly identified? 

12) Alternative courses of action are identified? 

13) Appropriate analysis is employed to examine the 
alternative courses of action? 

14) Clear and specific conclusions are presented? 

15) The conclusion is logical and convincing? 

Other comments (if applicable) 

Excellent Good Adequate Poor 

Overall Group Presentation Mark (out of 10) D 
(Note: there are no set rules about how performance on the above dimensions are added 
together to form an overall impression of your presentation and thus grade). 

6 
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APPENDIX4 ACCT222 
GROUP CASE STUDY ASSESSMENT 

CASE SUMMARY REPORT 
Case Study: Stream Time: 

Group Members: 

1) Case report uses the Case Summary form and keeps 
to the presentation specifications for the Report? 

2) Evidence of proofreading and polished presentation 
in the Summary Report? 

3) Strong SWOT and BCG analysis? 

4) Case issuejs are clearly identified? 

5) Sound cost analysis is used employed to examine 
the issues? 

6) Plausible alternative courses of action are identified? 

7) How the alternatives might solve the issuejs is fully 

explored? 

8) Sound analysis (quantitative and qualitative) is 
employed to analyse the alternative courses of 
action? 

9) Analysis of each alternative is summarized 
succinctly? 

10) Appropriate and clearly justified choice of 
alternative? 

11) Evidence of extra research (e.g. journal articles)? 

12) Citations and Reference list in good form? 

Other comments are on the report 

Excellent Good Adequate Poor 

Overall Group Summary Report Mark (out oflO) D 
(Note: there are no set rules about how performance on the above dimensions are added 
together to form an overall impression of your presentation and thus grade). 

7 
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APPENDIX 5 NOTES ON THE CALCULATION OF GROUP BUSINESS CASE MARKS 

The group is awarded a group mark which forms 70% of each student's final grade for the group 
case study activity. The other 30% is determined by self and peer assessment ratings. 

In the following example the students have been awarded a group mark of 16 out of 20 (8.5 for 
their presentation and 7.5 for their written report). This forms 70% of their final grade for the 
case (i.e.11.2). 

The other 4.8 marks (i.e. 30% of 16) are modified for each individual student depending on their 
self and peer assessments. 

The rating scheme used is: 
3=major contribution 
2= some contribution 
1=minor contribution 
0= no contribution 
-1=a hindrance to the group 

The group's self and peer assessment were as follows: 

Marks jason Soo Nam 
awarded to: 
Marks jason Soo Brad jason Soo 
awarded bv: Nam Nam 
Contribution 3 3 2 2 3 
to the 
presentation 
Contribution 3 2 2 3 3 
to the 
summary 
report 
Total for each 15 16 
member 

Average score = (15+16+11)/3 = 14 

Brad jason 

2 2 

3 1 

Weightings for the self and peer assessment portion of the final grade 
jason's rating = 15/14 = 1.07 
Soo Nam's rating= 16/14 = 1.14 
Brad's rating= 11/14 = 0.79 

Final grades for the group case activity (out of 20): 
jason gets 11.2 + (1.07 x 4.8) = 16.3 
Soo Nam gets 11.2 + (1.14 x 4.8) = 16.7 
Brad gets 11.2 + (0. 79 x 4.8) = 15.0 

Adapted from University of Canterbury 

8 

Brad 

Soo Brad 
Nam 
1 3 

2 2 

11 
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APPEND1X6 SELF AND PEER ASSESSMENT FORM 
AND PERMISSION FOR REPRODUCTION 

Your final mark for the group business case (out of 20%) is determined by the instructor's assessment of 
your group presentation (10%) and Case Summary Report (10%). plus self and group peer assessment of 
your contribution to this task. The instructor awards a group mark, which forms 70% of your final grade. 
The other 30% is determined by the self and peer assessment ratings (see Appendix 5). 

Case Study: Stream Time: 

Name: 

Please fill in the names of the members of your group (including yourseiO and rate their 
individual contributions to the group case assignment. 
The rating you should use is: 
3=major contribution 
2= some contribution 
l=minor contribution 
0= no contribution 
-l =a hindrance to the group 

Assessment 

Contribution 
to the 
presentation 

Contribution 
to the group 
Case Summary 
Report 

Total 

Group 
member No.1 
Your Name: 

Group 
member 
No.2 
Name: 

Group Members' Names 
Group Group 
member member 
No.3 No.4 
Name: Name: 

Group 
member 
No.5 
Name: 

Group 
member 
No.6 
Name: 

I do D.Qt give permission for my groups' calculations and references to be made available to 
students through Blackboard even though the group members' names and grade will be removed 
before placing it on Blackboard 

Signed ............................... .. 
(Student's signature) (only sign if you do NOT give permission) 

Important Note: This completed form must be emailed to your seminar instructor by 5l!ID 
on the day of the presentation. Fa ilure to do so means that your weighting for the self and 
peer assessment portion of the group case final gr ade will be set at the lower of 0.5 or the 
weighting provided about you by your other group members. 

9 



Cost Behaviour
The linear cost function:        can be used to model the fixed and variable components of a 
mixed cost.
y = total cost
A = fixed costs
B = variable cost per unit
X = units

Mixed costs can be predicted using either the high-low method or simple linear regression.

DR16 Ex10.32

Slope = VC/u1.

Variable cost per unit (b) = 
      

      
     = 

              

          
           =  $4 per part (slope)

Y2 : cost at the highest activity level
Y1 : cost at the lowest activity level
X2 : number of units at the highest activity level
X1 : number of units at the lowest activity level

W2 - Cost Behaviour
Wednesday, 15 July 2020 9:03 AM
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Intercept = Fixed costs
Substitute slope into highest or lowest set of data points
17,280 = Fixed costs + 4*4068
Fixed costs  = $1,008

Total cost = 1008 + 4*units

Total cost October = 1008 + 4*3360 = $14,448 2.
Total cost November = 1008 + 4*3,720 = $15,888 
Total cost December = 1008 + 4*3,000 = $13,008 

Total cost = 2135.5 + 3.67*units3.
R2 = 0.985
Quantity purchased is significant due to p-value being 0.000.

Total cost October = 2,135.5 + 3.67*3360 = $14,466.7  4.
Total cost November = 2,135.5 + 3.67*3,720 = $15,787.9 
Total cost December = 2,135.5 + 3.67*3,000 = $13,145.5 

Examines the effect of changes in variables that will affect the outcome of the decision-

Changes in volume/sensitivity analysis

Margin of safety - the distance between budgeted sales and breakeven sales
Margin of safety = Budgeted sales - Breakeven sales

Current Alternative 1 Alternative 2

SP/u $29 $31 $29

Sales 700 700*0.93 = 651 700

VC/u $8 $8 $7.50

FC $12,000 $12,000 $12,500

OP (29-8)*700 - 12,000 = 2,700 (31-8)*651 - 12,000 = 2,973 (29-7.5)*700 - 12,500 = 2,550 

Identify the choice of criteria (e.g. increase profit/minimise cost)1.
Identify a set of alternative actions (e.g. 1 and 2)2.
Identify a set of mutually exclusive events that can occur3.
Assign a probability to each mutually exclusive event that can occur4.
Identify the set of possible outcomes5.
Calculate expected value using weighted averages of each outcome6.

Decision model to select alternative
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Alternative A (VC/u = 
$8 and FC = $12,000)

Alternative B (VC/u = 
$6 and FC = $12,500)

Event x1= 700 x2= 600 x1= 700 x2= 600

Operating Profit 
(SP/u -
VC/u)*units - FC

(29-8)*700 - 12,000 = 
2,700 

(29-8)*600 -
12,000 = 600 

(29-6)*700 - 12,500 = 
3,600 

(29-6)*600 -
12,500 = 1,300 

Probability that 
event will occur

0.3 0.7 0.3 0.7

Expected value 
(outcome)

0.3*2,700 + 0.7*600 = 
1,230

0.3*3,600 + 0.7*1,300 
= 1,990

Alternative B will maximise operating profit better.

Monthly number of 
orders

Probability Current costs (partially 
automated system)
Costs = 7.2m + 50*X

Proposed costs (fully 
automated system)
Costs = 11.4m + 30*X

400,000 0.35 7,200,000 + 50*400,000 = 
27,200,000 

11,400,000 + 30*400,000 = 
23,400,000 

600,000 0.4 7,200,000 + 50*600,000 = 
37,200,000 

11,400,000 + 30*600,000 = 
29,400,000 

800,000 0.25 7,200,000 + 50*800,000 = 
47,200,000 

11,400,000 + 30*800,000 = 
35,400,000 

Expected Cost 27,200,000*0.35 + 37,200,000
*0.4 + 47,200,000*0.25 = 
36,200,000 

23,400,000*0.35 + 29,400,000*
0.4 + 35,400,000*0.25 = 
28,800,000 
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Providing information for economic decisions-

Motivating managers and other employees-

Justifying costs or computing reimbursements-

Measuring income and assets-

Cost allocation is the sharing over indirect costs over different cost objects for the purpose of:

Actual Costing
Actual costing is calculated on the basis of actual figures at the end of the period (e.g. a month) due 
to fluctuation across periods
Actual DM (cost object) + Actual DL (cost object) + Allocation of Actual OH = Cost (cost object)

Actual Allocation Rate (AR) =  
                                      

                                                
                                

Allocation is done on the basis of Actual Allocation Rate x Actual Quantity of CAB for the 
particular cost object

-

Cost Allocation Base (CAB) is the basis to link overhead to a cost object. It will have a cause and 
effect relationship with the overhead and is called the cost driver of overhead.

Normal Costing
Normal costing is calculated on the basis of budgeted figures
Actual DM (cost object) + Actual DL (cost object) + Allocation of Budgeted OH = Cost (cost object)

Allocation is done on the basis of Budgeted Allocation Rate x AQ of CAB for the particular cost 
object

-

Budgeted Allocation Rate (BR) =  
                 

                           
                   

Cost Allocation Base (CAB)
It is the critical component in allocating overhead to departments, products, orders etc.

Units produced-

DL hours-

DL in dollars-

Machine hours-

KwH-

Km travelled-

Service hours-

Days-

It should be determined in accordance with the costs being incurred (cause and effect relationship). 
For example, a labour heavy job should have a Direct Labour CAB. Components that can be used for 
the CAB include:

The best CAB can be determined by linear regression to see which potential CAB is related best to 
the overhead. We should check for: economic plausibility, linearity, goodness of fit, significance of 
the independent variable.

W3 - Overhead Allocation
Wednesday, 22 July 2020 10:09 AM
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From this we can determine that Direct Labour Hours (DLH) are the most accurate in terms of 
allocating overhead for their operations.

Alternative Capacity Levels

Theoretical capacity - Level of full capacity changes○

Practical capacity - Level of capacity is affected after considering unavoidable 
interruptions (e.g. COVID 19)

○

Related to supply-

Normal capacity - level that satisfies average demand for product○

Master budget capacity - level that managers expect○

Related to demand-

The budgeted total level of the cost allocation base (CAB) is known as the denominator volume. 
When this changes the budgeted rate will change, as shown by the formula. Capacity and production 
levels may be affected by:

Example: 

Capacity (units) FMOH rate
(Budgeted FMOH / 
Budgeted Volume)

Allocation of FMOH
BR x AQ(CAB)

Under/over-allocation of FMOH
Allocated FMOH - Actual FMOH

Theoretical 
(100,000)

1,000,000 / 100,000 = $10 
/u

$10 * 70,000 = 
$700,000

700,000 - 850,000 = -150,000 
(under-allocated)

Practical 
(75,000)

1,000,000 / 75,000 = 
$13.333 / u

$13.333 * 70,000 = 
$933,333

933,310 - 850,000 = 83,333 
(over-allocated)

When we have both over and under allocated overheads, this is known as cost subsidisation

Plantwide vs Departmental Allocation Rates
Plantwide rates are very traditional and is based on broad averages (peanut butter costing) for the 
whole factory or all products. It is suitable for homogeneous products with small MOH with little 
impact on economic decisions.
Departmental rates are when there are different CAB and BR for each specific department. There 
must be a balance in the trade-off of simplicity and realism. This method is more complex and time-
consuming to calculate, however it will usually provide a more accurate application of overhead.
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Single and Dual Allocation Rates
Operating department - directly adds value to a product or service
Service/Support department - provides the services that assist other internal departments in the 
company (they do not generate value)

Does not distinguish between FC and VC-

Allocates costs in one pool using a single unit rate per CAB-

Single-rate method

BR =  
                                    

                                                    
                                      

Separates costs of support department into FC and VC using different CAB-

Dual-rate method

     =  
                                 

                     
                        

     =  
                                 

                     
                        

Total OH allocation = VOH allocation + FOH allocation
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1.

              
                        

            
                     

          

             
                     

            
                      

          
                  

          

             
                    

2.

Rates Steel Wheels Magic Wheels

Normal Costing

Direct Materials
Direct Labour

78,290 + 25,445 = 103,735 94,650 + 32,752 = 127,402 

Manufacturing Support
BR * AQ

$34 * 840 = $28,560 $34 * 960 = $32,640

Total costs 132,295 160,042

Actual Costing

Direct Materials
Direct Labour

103,735 127,402

Manufacturing Support
AR * AQ

$35 * 840 = $29,400 $35 * 960 = $33,600

Total costs 133,135 161,002

Normal costing is preferred as it doesn’t require us to wait until the end of the year.3.
Due to the fact we calculate it as we go, we can adjust the CAB or BR if we believe it is not the best fit.

They differ because the values used to calculate them are different. This is due to real world errors.

Cost Volume Profit and Breakeven
We must sometimes determine how many units must be sold to achieve a target operating profit.
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