wiEsEME B

1A G B
— W55 PR RIS (8 2 )

Cost |
Management

Strategies for Business Decisions
(Second Edition)

€3UER -k

EyhiE - W - Z /R (Ronald W. Hilton)
BEFE/R + W+ GJE (Michael W. Maher) =
g o H. ZE/REF (Frank H. Selto)

Mc
@ P 1A AV K7 IR R



QG NS

o A 4 Bl

— 1 55 JRIRIBME G 2 i)

Cost
Management

Strategies for Business Decisions
(Second Edition)

€ SRk Y

T yhqE « W« F/R8H (Ronald W. Hilton)
BEFIR + W+ GJE (Michael W. Maher)
2 o H. ZE/RYEE (Frank H. Selto)

e 1 A KK F R $E



BHERSE (CIP) #iE

A B5RIRAE: B2 M (REISIER) /FH/RWFE.
A,

Jem: PEARKES R, 2004

GUEH#EA)

ISBN 7-300-05932-5/F « 1885

I. e

M. e

. A A A - b3
V. F275.3

rh [ i A B i CIP Bl (2004) %6 092793 5

WIEHF AP
BABE—BSRERE (£2/K) (ROIS53E%E)
TYfE « W /R BR/R-WeGJE 325 - H- R &

HERET HEARKERE

# i dEEPERAENES BREL4RET 100080

B i 010-62511242 (BHE) 010- 62511239 (HARER)
010 - 82501766 (HRIER) 010 - 62514148 (ITEE)
010 - 62515195 (RFTAF])  010-62515275 (¥ERREEIR)

g Hit  http://www. crup. com. cn
http: //www. ttrnet. com( A K EHF M)
% H HERIE
Ep R R ] B Ep R
FF & 787X1092 ZX 1/16 At X 2004410 A 1M
Ef B 20.375 Em 1 Ep & 2004 4E 10 A5 1 REIR
¥ #0485 000 ' E Ot 19.007m

IRIRNFTI AN ET EPIREWE RAIER



HARR LT

AT HEEHER, RONE (REXEE—BFHARRHE) (F 21 (Cost Management:
Strategies for Business Decisions (Second Edition)) 4 E#H 5 ¥k, £6 5 3 MEFHH 5w L
W AEFNEALGIMENEES FEWEAEKNA, FHFARNERREACENAE,
AEHRESONIXRE, wEHEER, BREA, MMMIE. REHERAFRIREKST, #
HRARAREMUR S, XA aHE.

i, BAB5EFIAMX. LETUNEEHEETWNESATA, ER#THEN
FERDkREA, BEXLERERAIFEFEN¥ BiF.

AWM., MO AEEFENET NEHTEMN, BATHN., ERERFHTHR
. BEAXXFBATHAREE, MFEEIAXLBREERENAEENAZRTON, TUAR
FA4Aitib.

oM, RABEFAMCEENEEMNA, ¥4 TN EEEAINASENOMIRR
AEE, 4NERERFER LAERESNERRILRE. TREIHMEREARZIEE
% 3 H Ao

BEM, BHABMERNE —BHREAFTENEANNIT, REREAHXFNELELR
R#ATHN, B, REIREmEARR Y. BELXABEHRAEREN, ERFELHLYT
TUEFRKT. ARIBELEREARNFERNEEZIERCEEERFEAT,

0|, ZORRAARBEN, ZARTUELIIALHAAKENEE, RAT KExL
WEBRFEEN T HEHARITE. 0 —RBRAGELEE, RE—FPFIRANA¥T. &
b fE TR ENS



B MR RAERN T ER

H:

F—E RErEEEMEREE 2

RIE 2
FIW b 3
38 3
BEH 6
25| 8

& 11
B3 11
FIWr T 12
Y 12
BEE 18
£ 28

g38 31
FIKT R 32
8 32
BEE 37
FH 47

BR Bl ERAEM

FNE (EULEEZERSE 50
238 51

HIWr b 51
%3\ 52

BE/ 55

Fpl 66
EVHAEEE 69
B3 70
I 70
G 71

BEH 74

£/ 79
ERBMNEHER 83
238 84

L Eik

FRE

SMEFHEERE 31

FREAZERG: WSt

R

FIWr AR 84
g 85
BEE 86
ZFH 90
®tE
B8 93
FIWT AR 93
HIB 94
BEG 100
105

BER PPRATRESEA SR
ENE SPHREZE 110
B 111

FIWT AR 111

g3 112

BEE 115

EH 119
BENAZE 123

BB 124

FIKT AR 124

G 125

BEB 128

| 132

R & B AR S BERE

BB 135

FIWr BT 136

e 137

BEBH 140

=] 146

EhE

B HRIS5%R
F+—E HEHE 152
B3 152
FlWrsr i@ 153
)8 153
BEB 160

tIEMENREMMNEEE 92

135



2> RAFEENSTHEFE 2K

F+=E

F+=%

#+mE

£+nE

Bl 167
VHEERBMABFER 168
BB 169
FIK 169
&8 170
BEE 174

FH 181
BREEESRE 185
B 186
FIWT 186
%)@ 187

BEBE 189

FpHl 197
f%&ﬁ&%*%&ﬁﬂﬁ
00

BI@ 201

FIWr A 201
G 202

BEE 203

LZH 206
MESUWEMY 208
B3\ 209
WA 209
g8 209

BEE 213

Ff 221

BhkR MSESWSUERE: MinfHERE S
alEMER

F+AE

FRERZE. £RIH Kaizen
BAE 228

BIB 229

HIWr s HrRE 229

%IB 229

BEB 232

g+tE

F+N\E

Ft+IE

E-t+E

£ 237

WMmE, FEFHAEEM
ElAHEMPMESE 240
H38 240

HWr ot 241

38 241

BEW 245

£ 254

ARG, RESITREBITAL
BiEM 258

B 258

I AR 259

238 259

BEE 262

FB 269

BRBEM 274

B8 274

HIWr @ 275

3@ 275

BEB 278

EH 283
MASMEMEEERHITE
. BEFIEMS 287
B8 288

FIWr o 288

3@ 289

BEGH 291
R 295

E+—EF HEBNRSLSEESN 303

3@ 303
FIWT o Hr @ 304
23/ 305

BEH 306
R 311



Setting the Stage

The Importance of Analyzing and Managing Costs
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Cost Management
and Management

of the Value Chain

Review Questions

1.1 Review and define each of the chapter’s key terms.

1.2 What is the primary objective of cost management?

1.3 What is the concept of the value chain, and why is it impor-
tant for cost management?

1.4 What is strategic decision making? Give examples of several
strategic decisions.

1.5

1.6
1.7

1.8

What are some cost management techniques that help make
better management decisions?

What are cross-functional teams, and why are they important?
How do companies use benchmarking to make important de-
cisions?

How does outsourcing affect an organization’s value chain?



Exercise 1.23

Chapter 1 Cost Management and Management of the Value Chain

1.9  What is a virtual organization? 1.13  How do you distinguish between quantitative information

1.10  How do cost-management analysts use cost-benefit analysis and qualitative information?
to help determine the scope of an organization’s operations? ~ 1.14 What are the eight elements of leading and managing

1.11 What is a process? change?

1.12 How would you measure the cost of a process? Is this al-
ways an out-of-pocket cost?

Critical Analysis

1.15 “Cost accounting and cost management really are the same monly outsourced services is income tax reporting. Assume
functions and operations.” Do you agree or disagree? Explain. that you are a cost-management analyst of a large company.

1.16 Peter Drucker, the famous management consultant, has said, How would you determine whether to outsource tax serv-
“Every three years, an organization should challenge every ices? How might this trend in outsourcing tax services af-
product, every service, every policy. every distribution chan- fect individuals interested in careers in the taxation field?
nel with the question: If we were not in it already, would we ~ 1.20  “If every manager minimizes the cost of the process he or she
be going into it now?” Why is this question important? How supervises, overall costs of the company will decrease.” Do
can cost managers help pose and answer this question? you think this would be a wise strategy? Why or why not?

1.17 Assume that you are a vice president of the largest depart-  1.21 Some years ago. Cieneral Vot installed industrial robots
ment store in the region. The store president has called you worth billions of dollars in its automobile assembly lines, be-
in to give you a challenging assignment: “Though we are lieving that the robots would increase the efficiency of its man-
the largest store, only 10 percent of the region’s residents ufacturing processes and improve profitability. In fact, General
are our customers. Find out why the other 90 percent are Motors lost many billions of dollars more despite the fact that
not.” Why could this be a critically important assignment? it was able to make automobiles more quickly using the robots.
How would you organize a team to find the answers? What reasons can you think of to explain this paradox?

1.18 Refer to Exhibit 1-2. How could US EAST determine 1.22 For many years, department stores prospered because they
whether it has a competitive advantage in the processing of enhanced the process of shopping. which for many people
accounting transactions? What would it mean to employees was a break from the routine of housework and child care
of US EAST it it does or does not have an advantage? and was an opportunity to obtain information about avail-

1.19 A rccent survey by K17A1G. one of the world's largest busi- able products and services. What changes have occurred in
ness services tirms, determined that 88 percent of other recent years that might explain the rise in shopping in *vir-

: large U.S. companies have outsourced at least some parts of tual stores™ via the Internet? What do these changes imply
their value chains or support services. One of the most com- for the retail processes of traditional department stores?

¢ Exercises, problems, and de the learning objactive they cover, Also included is a togo ind
. cating whether the n 3, € e A
ﬁﬂ:ﬂﬂ:i%ﬂ’s spreadsheet logo indicate o that probl

Review the {114 analysis of management accounting practice (www.imanet.org) and prepare a memo or
Characteristics of visual presentation (instructor’s choice) that explains one of the following:

Successful Cost-

Management Analysts a.  The most important personal attributes of succcss{ul financial managers.
(Lo 1) b.  The most important competencies for entry-level financial managers.
J1rerey ¢.  The financial management activities that will increase the most in the future.
d. The four quotations from in-person interviews that you find most interesting.

New Zealand recently transformed many of its government agencies into private corporations. This is a
difficult process that many developing and former communist and socialist countries have been imple-
menting. Match the following general techniques of cost management with the management decisions in
these new corporations that were most likely to be assisted by using the techniques.

Internet

Exercise 1.24
Cost-Management
Technigues

Lo n

Cost Management Technique Management Decision

a. Learning about how operations ____The design of incentive bonuses of up to 12
work percent of salary by tlectricity Corporations
b.  Organizing resources into efficient (¢ for middle managers based on meet-
Global activities and operations ing difficult profit goals
¢. Measuring actual and expected costs ____The use of seminars called “What If | Owned
of activities, products, and services the Business?” by Telcvision Corporaiion
d. Identifying profitable products, (TVNZ) to introduce staff to issues of

services., customers, and distribution competition
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e. Identifying opportunities for improve- ____ECNZ’s decision to restructure into four major
ments in the value of products and operating divisions: Production, Marketing,
services Power Transmission, and Construction

f. Communicating effectively ____The decision by Coal Corporation (CoalCorp)

g Motivating and evaluating personnel to evaluate every job currently performed to

determine which is essential to the goal of
profitability

____TVNZ’s new focus on estimating the costs of
television programming and production

___The decision by Public Works Corporation
(WORKS) to sell its poorly performing
Property and Computing Services divisions

___ TVNZ’s analysis of the programming and
advertising practices of its new commercial
rival, TV3.

Adapted from B. Spicer et al., Transforming Government Enterprise.

Select the decision-making team that most likely would be best for each of the following operations or de-
cisions. Explain your choices.

Type of Team Operation or Decision
a. Individual (no team) __Word processing center of a large university
b.  Small doubles tennis team whose where most of the work is preparing exams,
members have special skills that copying articles, and preparing promotional
complement each other’s strengths materials
and weaknesses ____Development of a new business curriculum to
c.  Large soccer team whose members meet specific educational needs
have assignments but work closely ___Design of advertising campaign to counter a
together rival’s new product announcement
d. Large swimming team whose members ___ Development of a new video game for
have individual responsibilities and Nintendo
normally do not interact but share ____Writing a new cost-management textbook

ln team-oytcomes Completion of a complex project with a short,

rigid deadline
Completing an application to graduate school

Competing in a collegiate intramural volley-
ball league

Review the elements of management decision making in Exhibit 1-1. Assume that you are considering be-
ginning a small business that will sell coffee, espresso, and possibly various other drinks in a university’s
engineering center. Outline a plan to begin this business. First, for each decision-making element, describe
several decisions you must make. Second, try to arrange these decisions in roughly the order you must
make them, from the earliest to the latest or ongoing decisions. Third, describe the information you will
need to make these decisions.

Two of the world’s largest soft drink companies are ’cpsi€ 0 and Coca-Cola. Find their most recent annual
reports in either your library or on the Internet (look, for example, at the companies’ Websites or the
Securities and Fxchunge Commission’s EDGAR site, www.sec.gov). From the presidents’ letters, identify
and list similarities and differences in these two competitors’ declared strategies.

Quantorus Corporation manufactures disk drives for computers ‘by assembling parts and components from
hundreds of suppliers. Cost-management analysts have been analyzing costs to produce disk drives and
have determined that a large proportion of the cost is caused by detecting and replacing faulty components
received from suppliers. Most faulty components currently cannot be detected until they are assembled
into products that then fail performance tests. On the next page are estimated annual costs of three alterna-
tive decisions to manage this aspect of operations.

Exercise 1.25
Teamwork
(LO 1)

Exercise 1.26
Management Decision
Making

o

Exercise 1.27

Strategic Decisions
(Lo 1)

Internet

Exercise 1.28
Cost-Benefit Analysis
(LO 2)



Exercise 1.29
Benchmarking
(Lo 2)

Ea

V73

Communication

Exercise 1.30
Value-Chain Analysis

Lo 2)

Exercise 1.31
Cost-Benefit Analysis
(LO 2)

Chapter 1 Cost M

and Management of the Value Chain

ARternatives for Cost per Year
Supply of Disk Drive Components (US$ thousands)
1. Continue current supply and assembly operations—detect and

replace faulty components $2,331
2. Thoroughly inspect incoming components before they are assembled $1,708
3. Develop close relationships with a few selected suppliers that

will guarantee the performance of all components $1,387

Required

a. Describe and explain other possible costs and benefits of each alternative.
b. How do you think cost-management analysts might have developed these cost estimates?
¢.  Which alternative do you recommend? Why?

Find a recent article in a professional magazine, such as Strategic Finance, Journal of Cost Management,

or Harvard Business Review, that describes an actual use of benchmarking.

Required

a. Prepare an outline of the article that identifies the following:

Reasons for benchmarking at this organization.

Areas of operations that this organization had benchmarked
Sources of information for benchmarking at this organization.
Who maintains and uses the benchmark data at this organization.

b. Present your own evaluation of the success of this benchmarking effort.

Whether benchmarking was a success, and how “success” was defined and measured.

Match the following operations with appropriate elements of an organization’s value chain.

Value-Chain Element Operation or Decision

a. Research and
development email

b. Design

c.  Supply

d. Production

e. Marketing

f.  Distribution

g. Customer service

Dell Computer’s replies to customers’ questions via

____Electronic ordering link between Container Industries,
Inc.. and a division of DuPont Corp. that supplies raw
plastic pellets to Container Industries

____Purchase by 3-Squared, Inc. of McData Corp. to ac-
quire its data communications technology

____Pick up of StorageTek Corp.’s packaged disk drives by
United Parcel Service for delivery to customers

_____Development of animation for Yahoo! home pages

____RCA’s outsourcing of the assembly of its portable CD
players to a company in Mexico

____Updating Canterbury New Zealand's electronic
Internet catalogue of sport and casual clothing

For each of the following decisions, describe what other than out-of-pocket cost information might cause
individuals to choose the alternative (excluding advance knowledge of outcomes):

Out-of-Pocket

Cost of
Decision the Decision
a. Do not renew contract with external custodial
service $250,000 per year

b. Eliminate one-third of the employees at the
regional warehouse

c. Outsource the manufacture of a key
component to the biggest-selling product

d. Cut back spending on employee training

e. Replace manually operated machines with
computer-controlled machines

$2,200,000 per year

$1,600,000 per year
$500,000 per year

$6,500,000 per year

Out-of-Pocket Cost
of Alternative

$300,000 per year
$3,000,000 per year

$2,760,000 per year
$1,440,000 per year

$1,200,000 per year
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f. Send a passport and visa application to the
nearest Australian consulate by regular

return mail $1.00 per application $34.00 per application
g. Decline the optional damage coverage on

your rental car in Greece $35 per day $45 per day
h. Upgrade all personal computers in the office $5,000 per workstation $400 per workstation

from operating on Microsoft Windows 3.1 (includes new computer (includes increased

to Windows NT and software) memory and hard drive)
Problems

Consider the following data on last year’s accounting operations that were obtained by Contaminant
Measuring Systems, Inc. (CMS), from an industry trade association that gathers and reports benchmark-
ing data from all members of the association anonymously.

Association Average

cms CMS Cost CMS Cost per Cost per Transaction
Accounting Operation per Year Transaction (without CMS)
Accounts receivable $ 48,300 $18.00 $15.00

General ledger 21,200 6.20 4.80
Accounts payable .............cceiiniinianisensinnns 32,500 9.30 7.00

Payroll 22,000 7.10 5.20

Credit & collections 10.25 6.00

Required

a.  How many of each type of transaction did CMS perform that year?

b. In nearly every case, the association average cost per transaction was less than CMS’s cost. How
might other companies operating in the same industry have lower accounting transaction costs?

c. If CMS could process accounts receivable transactions at the association’s average cost, how
much would it save each year at the same levels of transactions?

d. Security Detection Devices Corporation (SDDC) is a comparably sized competitor of CMS and
has the same number of accounting transactions per year as CMS. SDDC, however, processes
each accounting transaction for 20 percent less than the association average. What total cost
advantage does SDDC have over CMS just in the area of accounting costs per year? What is the
importance to CMS of knowing this cost advantage?

e. Why do many companies benchmark their performance against their own industry and the best in
the world?

Core States Oil Company, Inc., is a large oil and gas producer headquartered in Oklahoma. Historically,
most of its operations have been in the continental United States. However, in the past decade, Core States
expanded its operations to 14 foreign locations where it operates alone or in conjunction with foreign com-
panies or governments. Core States currently maintains a large department of 73 highly trained tax spe-
cialists who report to the chief financial officer and assist with planning for the tax impacts of management
decisions for domestic and foreign operations. The tax department also prepares its many, complex tax re-
turns. Core States is considering eliminating its internal tax department and outsourcing all of its tax plan-
ning and tax return preparation to a large international business services firm. A cost management team has
prepared the following preliminary calculations:

Core States Tax Operation

(number of personnel) Cost per Year
Tax-related information systems
Personnel (12). . sssimsisisissssssin $ 721,300
Computer hardware/Software .............cccoveeveerieevieenneens 135,600
Tax planning .
DOMESHC (11.5) cuuiveieieiiieececieiee e 598,700
FOTRAGN (B:8) ccavstisivsivimansniinisismossvinsisimsmensimossonnsnss 606,100

Tax return preparation

1,159,200
979,200
$4,200,100

Problem 1.32
Benchmarking
(LO 2)

Problem 1.33
Outsourcing
(LO 2)



Problem 1.34
Ethical Issue
(LO 4)

Problem 1.35
Costs and Benefits
of Internal Orders
(LO 2)

Problem 1.36
Cost-Benefit Analysis
(LO 2)

Chapter 1 Cost Manag and M

g of the Value Chain

Required

a.  What is the most that Core States Oil Company should pay for tax services from an external
provider if all but the information systems costs could be saved?

b.  What considerations in addition to cost should be important to Core States’ decision to outsource
its tax services? ‘

c.  Evaluate the business services company’s offer to provide tax planning and return preparation
services for $2.8 million per year. This offer is contingent, however, on Core States’ acceptance of
another offer from the business services company to improve Core States’ tax information sys-
tems at a one-time cost of $1.35 million. This improvement should reduce annual costs of the
information system by $300,000 per year for the next five years and greatly improve the accuracy
and responsiveness of the system. (Ignore the time value of money.)

Paul Martinez recently joined Toxic, Inc., as assistant controller. Toxic processes chemicals to use in fertiliz-
ers. During his first month on the job, Martinez spent most of his time getting better acquainted with those re-
sponsible for plant operations. In response to his questions as to the procedure for disposing of chemicals, the
plant supervisor responded that Martinez was not involved in the disposal of waste and would be wise to ig-
nore the issue. Of course, this just drove him to investigate the matter further. He soon discovered that Toxic
was dumping toxic waste in a nearby public landfill late at night. He also learned that several members of
management appeared to be involved in arranging for this dumping. He was unable, however, to determine
whether his superior, the controller, was involved. Martinez considered three possible courses of action. He
could discuss the matter with the controller, anonymously release the information to the local newspaper, or
discuss the situation with an outside member of the board of directors whom he knows personally.

Required
a. Does Martinez have an ethical responsibility to take a course of action? Why or why not?
b. What course of action do you recommend? Why?

[CMA adapted]

Ante Division is part of a large corporation. It normally sells to outside customers but, on occasion, sells
to another division of its corporation. When it sells internally, corporate policy states that the price must be
cost plus 20 percent. Ante received an order from Beta Division for 5,000 units. Ante’s planned output for
the year had been 25,000 units before Beta's order. Ante’s capacity is 37,500 units per year. The costs for
producing those 25,000 units follow:

Total Per Unit
MBHEHBIS. ..o v evsasispresassisienasvonsssarnassssens $ 20,000 $ .80
4.00
Other manufacturing costs ... _4.00
Total COStS . viimisismmssamusaossssonssnsision $8.80

Based on these data, Ante’s controller, who was new to the corporation, calculated that the unit price
for Beta’s order should be $10.56 ($8.80 X 120 percent). After producing and shipping the 5.000 units,
Ante sent Beta an invoice for $52,800. Shortly thereafter, Ante received a note from the buyer at Beta stat-
ing that this invoice was not in accordance with company policy. Because Ante would incur the labor and
“other” costs regardless of whether it accepted Beta’s order, the unit cost should have been only $0.80 to
cover Ante’s opportunity costs. The price paid would be $0.96 ($0.80 X 120 percent) per unit, and the to-
tal payment to Ante should be $4,800.

Required
a.  What are the costs and benefits of internally “‘sourcing™ products and services? Which can be
quantified and which cannot?

b.  If the corporation asked you to review the current inter-company policy, what policy would you rec-
ommend? Why? (Note: You need not limit yourself to Beta Division’s calculation or to current policy.)

Amanda’s Coffee, Inc., operates a small coffee shop in the downtown area. Its profits have been declining,
and management is planning to expand and add ice cream to the menu. The annual ice cream sales are ex-
pected to increase revenue by $30,000. The cost to purchase ice cream from the manufacturer is $20,000.
The present manager will supervise the coffee shop and ice cream shop. Due to expansion, however, the
labor costs and utilities would increase by 40 percent. Rent and other costs will increase by 20 percent.
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AMANDA’S COFFEE, INC.
Annual income Statement
Before Expansion

SalBS: rOVONG sussssvisssassssimssissaiaipeisiisssissisiy $38,000
Costs

Manager’s salary 6,000
THMGOBE ..vcvvnmsssonsmnessassmmusmsvesnms $41,000
Operating profit (1088).......c.cceveverereireniierierenes $ (3,000

Required

Should management open the ice cream shop? Show an analysis of the costs and benefits of adding ice cream.

Change Management Corp. helps companies adapt organizational structures to current industry trends.
Recently, one of its officers was approached by a representative of a high-tech research firm that offered a
contract to Change Management for some help in reorganizing the company. Change Management re-
ported the following costs and revenues during the past year.

CHANGE MANAGEMENT CORP.
Annual Income Statement

SaAlOS MOVENUG. .. vssassivsssasssissiisiaisssaisisass $1,200,000
Costs

570,000

84,000

72,000

SUPPNIES susssssss s sssssgsnssugsvsisosiansany 54,000

Officers’ salaries 350,000

Other costs
Total costs
Operating profit

If Change Management decides to take the contract to help the company reorganize, it will hire a full-time
consultant at $134,000. Equipment lease will increase by S percent because it must buy certain computer
equipment. Supplies will increase by an estimated 10 percent and other costs by 15 percent. The existing
building has space for the new consultant. In addition, management believes that no new officers will be
necessary for this work, and officers’ salaries will not change.

Required
a.  What costs would be incurred as a result of taking the contract?

b.  If the contract will pay $150,000 in the first year, should Change Management accept it?
c.  What considerations, other than costs, are necessary before making this decision?

Cases

You have recently been hired as a new financial analyst by C orporate Express. the world’s largest supplier
of office supplies to large corporations. Corporate Express takes orders from its customers via the Internet,
processes those orders with office supply manufacturers, and delivers the supplies to the corporate em-
ployees who ordered them. Corporate Express’ customers do not need to hire anyone whose job is to or-
der, receive, or distribute supplies, nor do customers need supplies inventories or warehouses. Large cus-
tomers (such as Coca-Cola and Hewleti-Packard) save millions of-dollars per year by outsourcing their
office supply tasks to Corporate Express.

The vice president of marketing is concerned that the company’s policy to serve only large compa-
nies does not fit its strategic goals. The VP of marketing believes it might be worthwhile to offer limited
services to small, rapidly growing businesses because they could graduate to the full line of services of-
fered to large companies. As a first step, the VP has asked you to analyze the costs and benefits of serving
small and large customers.

Problem 1.37
Cost-Benefit Analysis
(LO 2)

Case 1.38
Analysis of Alternatives
(Lo 2)



Case 1.39
Outsourcing
(LO 2)

Case 1.40

Proactive Role of Cost
Management

{LO 1)

Chapter 1 Cost Manag, and Management of the ¥alué Ghéin o9

You have developed the fablowingrinfiormationz uboi 2 grisod s be nq 19912 (l6'W
T lovslr w,vnlvwirn qi l'gmm * 01 balggune yasq ‘Oné Large’ one,s“ﬂ"
Annual Average Data P10 anoio0 0.8 bonilosh Avoiz nommos 2 gnisc SCompany ¢ JCompany

Number of orders per year 2,000 bsige9s

Sales value of supplies per order in dollars .. $1,000  $400
Cost of supplies to Corporate Express as a percent of sales,.. BQ% : ' . 60% ’
Processing cost per order $40 ' _$40
Delivery cost per order as a percent of sales.... 5% ‘ ‘l, 5%
Cost to create and maintain Internet access per customer per year.................... $2,000 '7$2,000

Required
a. Compute the annual profit generated from an avgrage large or small company.:r 9
b. Would it be worthwhile to add 10 small customers to replace one large custamer? Why or why ot?

c.  If other characteristics of small firms differ from thosé of lafgé oneés, wotld this Sharige your
evaluation? Give an example.

d. Do you recommend that Corporate Express consider this b;._lsip:ess alternative fljrth/:r'?

Many companies use the services of internal auditors, who perform various“investigative and consulting
tasks within organizations, such as reviewing divisional financial statemets'#nd 'méking recommenda-
tions to improve operating performance (e.g., improving quality and customer Service). In the past, this
has provided both career paths for professional internal auditors and valuable'érdinig for new managers,
who benefit from seeing firsthand many of the company’s operations. In recent years, however, many
companies have begun to outsource their internal auditing services.

Consider this recent discussion between the new chief financial officer (CFO) and'the long-time di-
rector of internal auditing (DIA) at Jeans ‘R Us, a large manufacturer of casual and fashi6it denim cloth-
ing, which has experienced serious declines in profitability.

CFO: We need to look very hard at all of our support services and consider whether we can afford them.
We need to talk seriously, because I think that outsourcing internal auditing will save the company
millions of dollars. In our current situation, we need to save costs wherever we can.

DIA: [ think you are being shortsighted. I believe our staff can provide the best possible service to man-
agement because it understands our business. An external provider of internal audit services just
will not appreciate the unique aspects of our business and our culture.

CFO: Iunderstand that internal audit has had a long tradition here, but based on our budget constraints, I think
we have no choice but to use an outside service. The service provider we are considering has a world-
wide staff with wide-ranging expertise that we can utilize. You know that many of our manufacturing
plants are foreign operations and require the auditors to be fluent in speaking and writing the local lan-
guage and to understand the local culture. Furthermore, all of our data communications rely on infor-
mation technology that changes every year. To keep internal auditing staff with these talents at Jeans ‘R
Us will just be too costly. And what about all of the travel expenses in the internal audit department?

DIA: I’'msorry, but you don’t appreciate that internal audit is a strength of the company that has been built
over the years by a trust between the internal auditors and the operational and financial management.
You cannot replace that level of trust and understanding with outsourced internal duditors whose only
loyalty is to the fee they will collect. Internal audit is a **partner’ promoting valuable improvements, and
top management has always supported it in that way. If you outsource internal audit, you will change the
climate of cooperation and trust and free flow of information that you need. In the long run, you will end
up paying a lot more for inferior service. Outsourcing internal audit will be a serious mistake. If you in-
sist on this approach, I will go straight to the board of directors. By the way, you know that internal audit
reports to the board each year on whether they can rely on the company’s financial statements.

Required

a. Describe the possible costs and benefits of outsourcing internal auditing at Jeans ‘R Us.

b. What pressures are motivating the arguments of both the CFO and the DIA?

c¢. How do you interpret the DIA’s last comment?

d. Can you recommend a course ofiaction that might satisfy the CFO, DIA, and board of directors?

Boeing Company is the world’s largest manufacturer of commercial jet airplanes. To meet growing demand,
Boeing in 1997 decided to more than double its rate of production from approximately 17 to more than 40
planes per month. Boeing reported that this increase in production, which normally would be considered a
fortunate turnaround, unfortunately could have cost the airplane manufacturer more than $2.6 billion in
1997-1998 for unnecessary costs. Unexpected delays and disruptions caused these extra costs. Financial an-
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alysts on Wall Street predicted that Boeing’s production problems would persist for nearly a year (which

proved to be true) as the company struggled to “ramp up” its production level. The next day. after the reports

from Boeing and analysts, Boeing’s common stock declined 7.6 percent. or $4.12 per share.

Required

a.  If this event were announced today and Boeing’s common stock lost $4.12 per share, approximately
‘how much total (before-tax) wealth would Boeing’s common shareholders lose today?

b. Describe Boeing's value chain in general terms.

¢.  What parts of Boeing's value chain would be affected by doubling its production operations?

d. Explain how Boeing’s decision to quickly double its production level actually could reduce its
profitability.

e.  Cost-management'support of management’s decision to double output might have saved Boeing and
its stockholders a lot of money (and prevented some unflattering publicity). Describe in general terms
what support operations you might haye anticipated (o support Boeing’s doubling of production.

Interview with Jamie O’ Connell, president. CEO, and cofounder of Datacom, Inc., a leading designerand  Case 1.41

manufacturer of storage area network (SAN) switching devices. ! Proactive Role of Cost
Author;, . | How did you decide to drop other products and direct Datacom’s resources toward the de- Management
T _sign and manufacture of these behind-the-scenes network switches? This was a major strate- Lo 1, 2, 3)
.| gic decision, wasn't it?

O‘ann;;ll: ,This was a;huge decision. We have staked the future of the company on it. but let’s be clear
1o about strategic decision making at Datacom. Before we made this decision, we—and 1 do
mean all of us at Datacom—spent months understanding our strengths and weaknesses, our
., competitors’ strengths and weaknesses, our customers’ future needs, our business partners,
111-1,and the future of data-network technology. / did not make this decision, we made the deci-
sion to focus on these very important, high-value switches.
Author: Is it really possible to involve everyone? Can you trust everyone with the responsibility of
il this kind of decision?

O'Connell: Yes, yes, and yes. Of course it takes time. but who knows our capabilities and customers
better than our own employees? And anyone who won’t take responsibility for shaping the
future of this company should look for another job. In this competitive and dynamic indus-
try, we need the help and input of everyone. This decision affects every employee, stock-
holder, business partner, their families. and the community. True, the ultimate decision was
up to the board of directors and me. but we could not and did not make this decision in a
vacuum. That would have been irresponsible.

Author: Can you talk a bit about the role of cost management personnel and the information that
supported this decision?

O’Connell:  One of the great strengths of our company is a finance group that understands the company's
business and technology. I think that is essential in a technology-driven company of our size.
Not only that, they truly understand cost management and how to effectively support our strate-
gic decision making. These are not your typical green eyeshade bean counters. The CFO, in
particular, brings what [ call the *reality of finance™ to our analysis of the future of data-storage
technology. Most of us are engineers by background, and we tend to focus on the technology
more than the business. We would not have made our decision to focus on fiber-optic switches
so confidently and responsibly without the daily use of cost management insight and informa-
tion. We might not have predicted the future of technology and the market pertectly., but we un-
derstood beforehand, as well as we could, our alternatives and their impacts on this company
and its stakeholders. This was vital. strategic information. Without it, we might as well be play-
ing the lottery with the company’s resources. Current events are proving that we chose cor-
rectly, and we are positioned to be worldwide leaders in this rapidly growing market.

Required

a. CEO O’Connell of Datacom, Inc., referred to various elements of making strategic decisions.
How can cost-management information support each of these elements?

b. What quantitative and nonquantitative costs and benefits miéhl be relevant to Datacom’s strategic
decisions?

¢.  How can organizations choose which processes to perform and which to outsource to business partners?

‘! Datacom is the disguised name of a real company, with approximately 200 employees and $200 million
sales. SANs are high-capacity. high-speed configurations of data-storage devices, such as disk drives, that are
accessible to computer networks through Datacom’s fiber-optic switches.



HHLdVHD)

Product Costing

Systems: Concepts
and Design Issues

Review Questions

2.1

22
2.3
24

25
2.6
2.7

28

29

2.10
211

What is the difference between the meanings of the terms
cost and expense?

What is the difference between product costs and period costs?
Is cost of goods sold an expense? Explain.

What are the three categories of product cost in a manufac-
turing operation? Describe each element briefly.

‘What does the term variable cost mean?

What does the term fixed cost mean?

Distinguish among material resources, conversion re-
sources, and operating resources.

Distinguish between production and nonproduction re-
sources. Give examples of each.

Explain the concept of traceability and the way it is used to
classify resources as direct or indirect.

Is a resource always either direct or indirect? Explain.

What is a unit-level cost? How does it differ from an average
cost? How does it differ from a variable cost?

212

213
2.14

215

2.16

2.17

218

2.19

Define and give an example of each of the following costs:

a. Opportunity cost d. Period cost
b.  Outlay cost e. Direct cost
c¢.  Product cost /. Indirect cost

1s a committed cost the same as a fixed cost? Explain.

How does throughput costing differ from variable or ab-
sorption costing?

What are the differences among throughput, contribution
margin, and gross margin on an income statement?
Explain how absorption costing can create an incentive to
make more products than can be sold.

Timing is the key in distinguishing between absorption,
variable, and throughput costing. Explain this statement.
When inventory increases, is absorption-costing or variable-
costing income higher? Why?

Do throughput, variable, and absorption costing result in
significantly different income measures in a JIT setting? Why?



