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Preface

foundly affected cost accounting and cost management. An increased

emphasis on providing value to customers, total quality management,
time as a competitive element, advances in information and manufacturing tech-
nology, globalization of markets, service industry growth, and morality manage-
ment are just a few examples of these changes. All these changes are driven by
the need to create and sustain a competitive advantage. For many firms, the
information required to create and sustain a competitive advantage no longer can
be derived from traditional cost management information systems. As a result,
firms operating in the contemporary environment demand more sophisticated
information to support the requirements of this new environment. Typically, the
contemporary cost management system is more detailed and more accurate than
a traditional cost management system and, thus, more costly to operate. The
emergence of contemporary systems therefore suggests that in many cases, the
benefits of the more sophisticated system outweigh its costs. On the other hand,
the continued existence of and reliance on traditional systems suggest the oppo-
site for other firms.

The coexistence of traditional and contemporary cost management systems
also implies a need to study both. Studying both systems provides flexibility and
depth of understanding. Thus, in creating a text on cost management, we decid-
ed that a systems approach provided a convenient and logical framework. Using a
systems framework allows us to make a clear distinction between the traditional
and contemporary approaches in a way that would make it easy for students to
grasp. It also avoids any artificial “integration” of the two systems. Integration is
achieved by developing a common terminology—a terminology that allows us to
define each system and discuss how they differ. We then discuss the traditional
and contemporary approaches to costing and control in separate chapters. We
believe this separation minimizes confusion and allows students to appreciate
the differences that exist between contemporary and traditional approaches. It
also permits an emphasis on either the traditional or contemporary approaches,
depending on preferences. However, we did not follow the same pattern for the
chapters on decision making. For these chapters, we felt that it would be more
useful for students to see how the decision changes as the information set
changes. For example, how does a make-or-buy decision change as we move
from a unit-based traditional cost management system to the richer, activity-
based cost management system?

Over the past twenty years, changes in the business environment have pro-
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AUDIENCE

KEY FEATURES

This text is written primarily for students at the undergraduate level. The text
presents a thorough treatment of traditional and contemporary approaches to
cost management, accounting, and control, and can be used for a one-or
two—semester course. In our opinion, the text also has sufficient depth for graduate-
level courses.

We feel that the text offers a number of distinctive and appealing features—fea-
tures that should make it much easier to teach students about the emerging
themes in today’s business world. One of our objectives was to reduce the time
and resources expended by instructors so that students can be exposed to con-
temporary topics and practices. To give you a clear picture of the text’s innova-
tive approach, we have provided a detailed description of its key features.

Systems Framework

The text’s organization follows a systems framework. Chapters 1 through 3 intro-
duce the basic concepts and tools associated with cost management information
systems. Chapters 4 through 9 are concerned with product costing systems. This
section addresses the first major objective of a cost management information sys-
tem: providing information for costing out services, products, and other objects
of interest to management. The section is subdivided into traditional and con-
temporary approaches. Providing information for decision-making is also a
major objective of a cost management information system. Chapters 10 through
15 deal with traditional and contemporary decision-making approaches. The
third major objective of a cost management system is that of planning and con-
trol. Chapters 16 through 22 deal with these topics. This section is also sub-
divided into traditional and contemporary topics. Due to time constraints,
Canadianization was limited to the Capital Investment Decisions material.

Contemporary Topics

The emerging themes of cost management are covered in depth and are integrated
throughout the text. Integration, however, means more than simply adding a few
pages within chapters that primarily focus on traditional cost management. It
means that we have provided a framework for treating both traditional and con-
temporary topics and have used a common terminology that links the two
approaches. It also means recognizing that the contemporary and traditional
approaches are different enough that separate and comprehensive treatments are
often called for. The nature and extent of the coverage of contemporary topics is
described below. As this summary reveals, there is sufficient coverage of contem-
porary topics to provide a course that strongly emphasizes contemporary
themes.

Historical Perspective Chapter 1 provides a brief history of cost accounting. The
historical perspective allows students to see why traditional cost management
systems work well in some settings but no longer work for other settings. The
forces that are changing cost management practices are described. The changing
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role of the management accountant is also described, with particular emphasis
on why the need to develop a cross-functional expertise is so critical in today’s
environment. We think that this chapter is innovative in its thrust and offers
more substance than is typically found in an introductory chapter. The chapter
sets the tone for the entire text.

Providing Value to Customers The provision of value to customers is illustrated
by the value chain, which is first introduced in Chapter 1 and defined and illus-
trated more completely in Chapter 2. Chapter 9 provides a detailed discussion of
value-chain analysis. Value-chain analysis means that managers must under-
stand and exploit internal and external linkages so that a sustainable competitive
advantage can be achieved. Examples are provided that illustrate how value-
chain analysis works. The examples show how the value-chain concepts can be
operationalized—something which has not been clearly described by other treat-
ments. Thus, we feel that the operational examples are a significant feature of the
text.

Accounting and Cost Management Systems In Chapter 2, the accounting infor-
mation system and its different subsystems are defined. Distinctions are made
between the financial accounting and cost management information systems
(they serve different purposes). The cost management information system is bro-
ken down into the cost accounting information system and the operational con-
trol system. The differences between traditional and contemporary cost
management systems are defined and illustrated. The criteria for choosing a con-
temporary system over a traditional system are also discussed.

In Chapter 2, three methods of cost assignment are delineated: direct attribu-
tion, driver tracing, and allocation. Activity, resource, and cost drivers are also
defined. Once the general cost assignment model is established, the model is
used to help students understand the differences between traditional and con-
temporary cost management systems. A clear understanding of how the two sys-
tems differ is fundamental to the organizational structure that the text follows.

Activity-Based Costing and Management Much has been written on the uses
and applications of ABC. This text presents a comprehensive approach to activi-
ty-based costing and management.

The activity-based product costing model is introduced in Chapter 2 and
described in detail in Chapter 8. In Chapter 8, the advantages of ABC over unit-
based costing are related. Chapter 8 also describes how activities are identified
and classified so that homogeneous cost pools can be formed. Activity attributes
and activity inventories are described. How costs are assigned to activities using
resource drivers is illustrated. We feel that the ABC coverage is richer than most.

To fully understand how an ABC system works, students must also under-
stand the data needed to support the system. Thus, we show (in Chapter 8) how
the general ledger system must be unbundled to provide activity information.
We also define and illustrate an ABC relational database. This helps the student
understand the very practical requirements of an ABC system and is a unique
feature of this text.

Activity costs change as activity usage changes. Variable, fixed, and mixed
activity cost behavior is first defined in Chapter 2. Later, in Chapter 3, methods of
breaking out fixed and variable activity costs are described. The chapter on cost
behavior analysis is more general than usual chapters that treat the subject.
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Traditional treatment usually focuses on cost as a function of production vol-
ume. We break away from this pattern and focus on cost as a function of changes
in activity usage with changes in production activity as a special case.

The activity resource usage model is used to define activity cost behavior (in
terms of when resources are acquired) and is defined and discussed in Chapter
3. This resource usage model plays an important role in numerous contemporary
applications. It is used in value-chain analysis (Chapter 9), tactical decision and
relevant costing analysis (Chapter 11), and in activity-based responsibility
accounting (Chapter 20). The extensive applications of the activity resource
usage model represent a unique feature of the text.

Just-in-Time Effects JIT manufacturing and purchasing are defined and their
cost management practices are discussed in Chapters 9, 13, and 20. JIT is com-
pared and contrasted with traditional manufacturing practices. The effects on
cost traceability, inventory management, product costing, responsibility account-
ing, and so on are carefully delineated.

Life Cycle Cost Management In Chapter 9, we define and contrast three differ-
ent life cycle viewpoints: production life cycle, marketing life cycle, and the con-
sumable life cycle. We then show how these concepts can be used for strategic
planning and analysis. In later chapters, we show how life cycle concepts are
useful for pricing and profitability analysis (Chapters 14 and 15). Finally, life
cycle budgeting is discussed in the chapter on contemporary responsibility
accounting (Chapter 20). The breadth, depth, and numerous examples illustrat-
ing life cycle cost applications allow the student to see as never before the power .
and scope of this methodology.

Responsibility and Process Value Analysis The new responsibility accounting
focuses on controlling and managing processes. The mechanism for doing this is
called process value analysis. Process value analysis is defined and thoroughly dis-
cussed in Chapter 20. Numerous examples are given to facilitate understanding.
Value-added and nonvalue-added cost reports are described.

In Chapter 20, we compare and contrast the traditional responsibility
accounting system with the contemporary system. This allows students to
understand the essential conceptual differences between the two approaches. It
also reveals the limitations of traditional approaches to control in the new manu-
facturing environment.

Costs of Quality: Measurement and Control Often textual treatments simply
define quality costs and present cost of quality reports. In Chapter 21, we go
beyond this simple presentation and discuss cost of quality performance report-
ing. We also describe quality activities in terms of their value-added content.
Finally, we introduce and describe ISO 9000, an important quality assurance and
reporting system that many firms must now follow.

Productivity: Measurement and Control The new manufacturing environment
demands new approaches to performance measurement. Productivity is one of
these approaches, yet it is either not treated or superficially discussed in most
cost management accounting texts. In Chapter 22, we offer a thorough treatment
of the topic, including some new material on how to measure activity and
process productivity.
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Strategic Cost Management A detailed introduction to strategic cost manage-
ment is provided in Chapter 8. Understanding strategic cost analysis is a vital
part of the new manufacturing accounting. We feel that we have provided a more
extensive introduction to this topic than anything currently available.

Theory of Constraints In Chapter 13, we provide a thorough introduction to the
theory of constraints (TOC). TOC is described using a linear programming
framework. This framework not only facilitates the description of TOC but it also
provides a setting where students can see the value of linear programming. In
fact, our treatment of linear programming is motivated by the need to develop
the underlying concepts so that TOC can be presented and discussed.

Service Sector Focus

The significance of the service sector is recognized in this text through the exten-
sive application of cost management principles to services. The text explains that
services are not simply less complicated manufacturing settings, but instead have
their own characteristics. These characteristics require modification of cost man-
agement accounting principles. Sections addressing services appear in a number
of chapters, including product costing, pricing, and quality and productivity
measurement.

Professional Ethics

Strong professional ethics are part of the personal foundation every accountant
must have. We are convinced that students are interested in ethical dimensions of
business and can be taught areas in which ethical conflicts can occur. Chapter 1
introduces the role of ethics; the ethical standards developed by the Institute of
Management Accountants are reprinted there. To reinforce coverage of ethics,
every chapter includes an ethics case for discussion. In addition, many chapters
include sections on ethics. For example, Chapter 14, on pricing and revenue
analysis, introduces the student to research on community standards of fairness
and ethical dimensions of pricing. Chapter 19, on international issues, explores
the dilemmas of differing ethical systems throughout the world.

Behavioral Issues

Ethical behavior is just one aspect of human behavior that is affected by cost
management systems. The systems used for planning, control, and decision mak-
ing can affect the way in which people act. Insights from behavioral decision the-
ory are presented in appropriate sections of the text. For example, a simplified
approach to prospect theory is presented in Chapter 15 to motivate a discussion
of attitudes toward profit and loss. Chapter 16, on budgeting, includes a section
on the behavioral impact of budgets. We believe that an integration of behavioral
issues with accounting issues leads to a more complete understanding of the role
of the accountant today.

Real World Examples

Our years of experience in teaching cost and management accounting have con-
vinced us that students like and understand real world applications of account-
ing concepts. These real world examples make the abstract accounting ideas
concrete and provide meaning and color. Besides, they’re interesting and fun.
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Therefore, real world examples are integrated throughout every chapter. The
company index at the end of the text will help you locate these examples.

Outstanding Pedagogy

We think of this as a tool that can help students learn cost accounting and cost
management concepts. Of paramount importance is text readability. We have
written a very readable text and added numerous examples, real world applica-
tions, and illustrations of important cost accounting and cost management con-
cepts. Specific “student-friendly” features of the pedagogy include the following.

Two photo essays designed to pictorially illustrate cost management con-
cepts are included. The first photo essay, following Chapter 7, depicts cost con-
cepts from firms using a traditional approach. The second photo essay following
Chapter 15, depicts costs concepts from firms using contemporary approaches.
The inclusion of both photo essays supports our contention that both the tradi-
tional and contemporary approaches have their place in firms today.

All chapters (except Chapter 1) include at least one review problem and solu-
tion. These problems demonstrate the computational aspects of chapter materi-
als and reinforce the students” understanding of chapter concepts before they
undertake end-of-chapter materials.

All chapters include comprehensive end-of-chapter materials. These are
divided into “Questions for Writing and Discussion” and “Exercises and
Problems.” The questions for writing and discussion emphasize communication
skill development. Exercises and problems to support every learning objective
are included, and the relevant topics and learning objectives are noted in the text
margins. The exercises and problems are graduated in difficulty from easy to
challenging. CMA exam problems are included to enable the student to practice
relevant problem material. Every chapter includes at least one ethics case.

An innovative addition to this text is the continuing systems problem,
which revolves around the Open Road, Inc., bicycle company. All but two chap-
ters include an Open Road problem that enables students to apply chapter con-
cepts to a database problem. The Open Road is at the end of the exercises and
problems.

Lotus Template problems and South-Western Publishing’s Decision Tools
problems are identified in the end-of-chapter materials with appropriate icons.!
These problems are designed to help students use computer tools to solve cost
accounting problems.

A glossary of key terms is included at the end of the text. Key terms are also
listed in the end-of-chapter material and identify the text pages to refer to for
fuller explanation.

Whenever possible, graphical exhibits are provided to illustrate concepts. In
our experience, some students need to “see” the concept, so we have attempted
to portray key concepts to enhance understanding. Of course, many numerical
examples are also provided.

At the end of each of the four parts, a comprehensive problem is provided
for those instructors who prefer to explore chapter concepts in a more integrated
manner. Questions at the end of each comprehensive problem enable the instruc-
tor to pick and choose the chapters to be emphasized in the case.

1. Lotus template problems carry the following icon.
Decision tools problems are identified by the following icon.
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Solutions Manual. This supplement contains the solutions for end-of-chapter
material. Solutions have been independently verified to ensure their accuracy
and reliability.

Solutions Transparencies. The transparencies include solutions to end-of-chapter
exercises, problems, and comprehensive cases.

Test Bank, Prepared by Marvin L. Bouillon. A test bank of multiple choice ques-
tions and examination problems accompanied by solutions is available in both
printed and microcomputer (MicroExam 4.0) versions. The Test Bank is designed
to save time in preparing and grading periodic and final examinations.

Cooperative Learning Techniques, Prepared by Philip G. Cottell Jr. and Barbara
Millis. The techniques for integrating cooperative learning into the cost account-
ing course are offered in this manual. Strategies, carefully linked to the learning
objectives of this text, are offered to help incorporate teaching and learning
approaches recommended by the AECC.

Study Guide, Prepared by Jay S. Holmen. The study guide provides a detailed
review of each chapter and allows students to check their understanding of the
material through review questions and exercises. Specifically, students are pro-
vided with a Chapter Review, Review Questions and Exercises, and a “Can
You?” Checklist that helps students test their knowledge of key concepts in the
chapter.

Open Road, Inc., Database Problems, Prepared by David S. Murphy. The contin-
uing database problems at the end of most chapters expose students to the prob-
lems of data selection and acquisition found in the business world. In addition,
they give students the opportunity to apply concepts from the chapter. The data-
base is provided in Lotus 1-2-3® or dBase IV® and is free to adopters of this text.
Instructions for using the database and solutions to all the problems are included
in the solutions manual.

Electronic Spreadsheet Applications for Cost Accounting, by Gaylord N. Smith
of Albion College. This supplemental text-workbook with template diskettes
includes accounting applications and a spreadsheet tutorial. It requires approxi-
mately 20-25 hours for completion and is available for Lotus 1-2-3%, Quattro Pro’,
and Excel®.

Tools Diskette. This software diskette, designed for DOS-based computers, con-
tains basic mathematical procedures that solve various types of problems, includ-
ing inventory planning models, cost behavior analysis, gross profit analysis,
linear programming routines, and capital expenditure analysis.

Spreadsheet Applications. Select end-of-chapter exercises and problems may be
solved using Lotus 1-2-3 template diskettes. Exercises and problems are identi-
fied with an icon in the margin. The diskettes, which also provide a Lotus 1-2-3
tutorial, are provided free of charge to instructors at educational institutions who
adopt this text.

2. Lotus and 1-2-3 are registered trademarks of the Lotus Development Corporation. Any reference to Lotus
or 1-2-3 refers to this footnote.

3. Quattro Pro is a registered trademark of Borland International, Inc.

4. Macintosh is a trademark of Macintosh Laboratory, Inc., and is used by Apple Computer, Inc., with its
express permission. Any reference to Macintosh or Excel refers to this footnote.
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Video Supplements. Three videos are available with the text. In a light, but high-
ly demonstrative video entitled GE Lighting Systems, GE employees, in a mock
setting, test the effectiveness of the newer manufacturing concepts of JIT, total
production maintenance, and total quality control against traditional manufac-
turing methods and compare the results. A second video, Activity-Based
Costing: The Next Generation, presents a joint teleconference from the Public
Broadcasting System and Robert Morris College in which three partners from
Big Six firms discuss their experiences in implementing ABC systems for clients.
The third video is a series of segments featuring interviews with management
accountants from various companies and footage of their operations. Included
are segments that show the new manufacturing environment and how such con-
cepts as JIT and ABC are applied in real situations

ACKNOWLEDGMENTS

Many people have helped us to write this text. Survey respondents and focus
group participants helped in developing a strong framework. Insightful and
often extensive comments from reviewers were instrumental in developing a
comprehensive and readable book. We appreciate the efforts of each of them.

Adnan M. Abdeen
California State University—Los Angeles

Al Chen

North Carolina State University
Philip G. Cottell Jr.

Miami University

James M. Emig

Villanova University

Steven A. Fisher

California State University—Long Beach
Robert Giacoletti

Eastern Kentucky University
Donald W. Gribbon

Southern Illinois University at Carbondale
Mahendra Gupta

Washington University

Robert Hansen

Western Kentucky University

Jan R. Heier

Auburn University at Montgomery
Jay S. Holmen

University of Wisconsin—Eau Claire
David E. Keys

Northern Illinois University

Leslie Kren
University of Wisconsin, Milwaukee

Joseph Lambert
University of New Orleans

Douglas Poe

University of Kentucky
Anthony Presutti

Miami University

Roderick B. Posey
University of Southern Mississippi
Jack M. Ruhl

Louisiana State University
John H. Salter

University of Central Florida
Douglas Sharp

Wichita State University

Dan Swenson

University of Idaho

Lakshmi U. Tatikonda
University of Wisconsin—QOshkosh
Les Turner

Northern Kentucky University
Catherine A. Usoff

Bentley College

Philip Vorherr

University of Dayton
Timothy D. West

lowa State University



Xii

Preface

Special thanks are due to our verifiers. Wendy J. Shanks and James M. Emig
error-checked the text and solutions manual. Jim also verified the test bank and
study guide. Their efforts helped us to produce a higher quality book.

We are grateful to David Murphy of Oklahoma State University, who created
the Open Road, Inc., materials. His contribution greatly enhanced the systems
structure of the text and has given us new insights into the ways in which the
cost management information system supports management decision making,
planning, and control.

To the many students at Oklahoma State University who have reacted to the
material in Cost Management: Accounting and Control, we owe special thanks.
Students represent our true constituency. The common sense and good humor of
our student reviewers has resulted in a clearer, more readable text.

We want to express our gratitude to the Institute of Management Accountants
for its permission to use adapted problems from past CMA examinations. It has
also given us permission to reprint the ethical standards of conduct for manage-
ment accountants. Our gratitude also goes to the Society of Management
Accountants of Canada for its permission to use and adapt problems and cases
from past Canadian CMA examinations. We are also grateful to the American
Institute of Certified Public Accountants for allowing us to adapt selected ques-
tions from past CPA examinations.

Finally, we wish to acknowledge the exceptional efforts of our team at South-
Western College Publishing. Mary Draper, editor and team leader, consistently
provided outstanding support. Her organizational and creative skills made this
book a reality. Peggy Williams, production editor, and Malvine Litten of Litten
Editing and Production took manuscript and transformed it into a text suited for
the 21st century. Joe Devine, cover and internal designer, and Jennifer Mayhall,
photo editor, helped us transform abstract accounting concepts into state-of-the-
art graphics and photo essays. Mark Hubble, Michael O’Brien, and Dave Shaut
took us from start to finish; their support and creative efforts are much
appreciated.

Don R. Hansen, Maryanne M. Mowen
Nabil S. Elias, David W. Senkow



Brief Contents

1 Introduction to Cost Accounting and Cost Management 1
Part 1 Fundamental Cost Management Concepts

2 Basic Cost Management Concepts 31
3 Activity Cost Behavior 77

Part 2 Cost Accounting Systems

Traditional Cost Accounting
4 Product and Service Costing: Overhead Application and Job-

Order System 124
5 Product and Service Costing: A Process Systems Approach 176
6 Support Department Cost Allocation 223
7 Joint Product and By-product Costing 260
8 Activity-Based Costing 292
9 Strategic Cost Management, Life Cycle Cost Management,

and JIT 344

Part 3 Decision Making: Traditional and Contemporary

Approaches

10 Cost-Volume-Profit Analysis 400
11 Activity Resource Usage Model and Relevant Costing: Tactical

Decision Making 453
12 Capital Investment Decisions 492
13 Inventory Management: Economic Order Quantity, JIT, and the

Theory of Constraints 540
14 Pricing and Revenue Analysis 579

15 Profitability Analysis 609

xiii



xiv Brief Contents

Part 4 Cost Planning and Control Systems
Traditional Control Systems

16 Budgeting for Planning and Control 666
17 Standard Costing: A Traditional Control Approach 717
18 Decentralization: Responsibility Accounting, Performance

Evaluation, and Transfer Pricing 764
19 International Issues in Cost Management 809
Contenporary Control Systens
20 Contemporary Responsibility Accounting 843
21 Quality Costing: Measurement and Control 894

22 Productivity: Measurement and Control 943



Contents

1 Introduction to Cost Accounting and
Cost Management 1

FINANCIAL, MANAGEMENT, AND COST
ACCOUNTING 2

THE EVOLUTION OF ACCOUNTING 3
Early Accounting Systems 3 Accounting in the Twen-

tieth Century 4

EMERGING THEMES IN COST ACCOUNTING 6
Customer Orientation 6 Total Quality Management 6
Time as a Competitive Element 7 Advances in Infor-
mation Technology 7 Advances in the Manufacturing
Environment 8 Growth of the Service Industry 10
Global Competition 10

A SYSTEMS APPROACH 10

COST MANAGEMENT — A CROSS-FUNCTIONAL
PERSPECTIVE 12

The Need for Flexibility 13 Behavioral Impact of Cost
Information 13

THE ROLE OF TODAY’S COST AND MANAGEMENT
ACCOUNTANT 13

Line and Staff Positions 14 Information for Planning,
Controlling, and Decision Making 14

ACCOUNTING AND ETHICAL CONDUCT 16

Ethical Behavior 16 Standards of Ethical Conduct for
Management Accountants 17 Resolution of Ethical
Conflict 19 Ethical Conduct 19

CERTIFICATION 20
The CMA 20 The CPA 20 The CIA 21

PART 1

FUNDAMENTAL COST MANAGEMENT
CONCEPTS

42 Basic Cost Management Concepts 31

A SYSTEMS FRAMEWORK 33

Accounting Information Systems 33 Relationship to
Other Operational Systems and Functions 36 Different
Systems for Different Purposes 38

COST ASSIGNMENT: DIRECT ATTRIBUTION,
DRIVER TRACING, AND ALLOCATION 39
Cost Objects 39 Accuracy of Assignments 40

PRODUCT AND SERVICE COSTS 42
Different Costs for Different Purposes 43 Product
Costs and External Financial Reporting 44

EXTERNAL FINANCIAL STATEMENTS 46
Income Statement: Manufacturing Firm 46 Income
Statement: Service Organization 48

COST DRIVERS AND COST BEHAVIOR 48
Fixed Costs 49 Variable Costs 51 Mixed Costs 53

TRADITIONAL AND CONTEMPORARY COST MAN-
AGEMENT SYSTEMS 54

Traditional Cost Management Systems: A Brief Over-
view 55 Choice of a Cost Management System 58

XV



Xvi

% 3 Activity Cost Behaviour 77

COST BEHAVIOR AND THE RESOURCE USAGE
MODEL 79

Time Horizon 79 Activities, Resource Usage, and Cost
Behavior 80 Measures of Activity Usage 82 Step-
Cost Behavior 82 Activities and Mixed Cost Behavior
85

METHODS FOR SEPARATING MIXED COSTS INTO
FIXED AND VARIABLE COMPONENTS 86

The High-Low Method 87 Scatterplot Method 89
The Method of Least Squares 92

RELIABILITY OF COST FORMULAS 94
Hypothesis Test of Parameters 95 Goodness-of-Fit
Measures 95 Confidence Intervals 98

MULTIPLE REGRESSION 99
MANAGERIAL JUDGMENT 101

PART 2

COST ACCOUNTING SYSTEMS

Traditional Cost Accounting

® 4 Product and Service Costing:
Overhead Application and Job-Order
System 124

CHARACTERISTICS OF THE PRODUCTION
PROCESS 125

Manufacturing Firms Versus Service Firms 125 Unique
Versus Standardized Products and Services 128

SETTING UP THE COST ACCOUNTING SYSTEM 129
Cost Accumulation 129 Cost Measurement 130 Cost
Assignment 132

OVERHEAD APPLICATION: A NORMAL COSTING
VIEW 134

Predetermined Overhead Rates 134 Choosing the
Activity Base 134 Choosing the Activity Level 136
The Basic Concept of Overhead Application 137 Dis-
position of Overhead Variances 139

THE JOB-ORDER COSTING SYSTEM: GENERAL
DESCRIPTION 141

Overview of the Job-Order Costing System 141 Mate-
rials Requisitions 142 Job Time Tickets 142 Over-
head Application 144 Unit Cost Calculation 144

Contents

JOB-ORDER COSTING: SPECIFIC COST FLOW
DESCRIPTION 145

Accounting for Materials 145 Accounting for Direct
Labor Cost 146  Accounting for Qverhead 146
Accounting for Finished Goods 148 Accounting for
Cost of Goods Sold 150 Accounting for Nonmanufac-
turing Costs 152

SINGLE VERSUS MULTIPLE OVERHEAD
RATES 153

@ 5 Product and Service Costing: A
Process Systems Approach 176

PROCESS COSTING SYSTEMS: BASIC
OPERATIONAL AND COST CONCEPTS 177

Cost Flows 177 The Production Report 180 Unit
Costs 180

PROCESS COSTING WITH NO WORK IN PROCESS
INVENTORIES 181

Service Organizations 181 JIT Manufacturing Firms
182

PROCESS COSTING WITH ENDING WORK IN
PROCESS INVENTORIES 183

Equivalent Units as Output Measures 183 Cost of Pro-
duction Report Illustrated 184 Nonuniform Applica-
tion of Productive Inputs 185 Beginning Work in Pro-
cess Inventories 186

FIFO COSTING METHOD 187

Step 1: Physical Flow Analysis 188 Step 2: Calculation
of Equivalent Units 188 Step 3: Computation of Unit
Cost 188 Step 4: Valuation of Inventories 188 Step 5:
Cost Reconciliation 190 Journal Entries 190

WEIGHTED AVERAGE COSTING METHOD 192

Step 1: Physical Flow Analysis 192 Step 2: Calculation
of Equivalent Units 193 Step 3: Computation of Unit
Cost 193 Step 4: Valuation of Inventories 193 Step 5:
Cost Reconciliation 194 Production Report 194 FIFO
Compared With Weighted Average 194

TREATMENT OF TRANSFERRED IN GOODS 196

Step 1: Physical Flow Schedule 197 Step 2: Calculation
of Equivalent Units 198 Step 3: Computation of Unit
Costs 198 Step 4: Valuation of Inventories 198

OPERATION COSTING 199
Basics of Operations Costing 200 Operation Costing
Example 201



Contents

6 Support Department Cost Allocation
223

AN OVERVIEW OF COST ALLOCATION 224
Types of Departments 224 Types of Allocation Bases
226

OBJECTIVES OF ALLOCATION 227

ALLOCATING ONE DEPARTMENT’S COSTS TO
ANOTHER DEPARTMENT 229

A Single Charging Rate 230 Dual Charging Rates 230
Budgeted Versus Actual Usage 232 Fixed Versus Vari-
able Bases: A Note of Caution 234

CHOOSING A SUPPORT DEPARTMENT COST
ALLOCATION METHOD 235

Direct Method of Allocation 236 Sequential Method of
Allocation 237 Reciprocal Method of Allocation 238
Comparison of the Three Methods 242

DEPARTMENTAL OVERHEAD RATES AND
PRODUCT COSTING 243

7 Joint Product and By-product Costing
260

GENERAL CHARACTERISTICS OF JOINT
PRODUCTION 261

Cost Separability and the Need for Allocation 262 Dis-
tinction and Similarity Between Joint Products and By-
products 263 Examples of Joint Products and By-
products 264

ACCOUNTING FOR JOINT PRODUCT COSTS 265
Benefits-Received Approaches 265 Allocation Based
on Relative Market Value 268

ACCOUNTING FOR BY-PRODUCTS 271
Noncost Methods of Accounting for By-products 272
Cost Methods of Accounting for By-products 273

EFFECT OF JOINT PRODUCT COSTS ON COST
CONTROL AND DECISION MAKING 274

Output Decisions 274 Further Processing Decisions
275 Pricing Joint Products 275 Pricing Based on Cost
of Further Production 276

JOINT PRODUCTION OF SERVICES 277

ontemporary Cost Accounting

# 8 Activity-Based Costing 292

LIMITATIONS OF TRADITIONAL COST
ACCOUNTING SYSTEMS 293

Xvii

Plantwide and Departmental Rates 293 The Inade-
quacy of Plantwide and Departmental Rates 295 An
Example Illustrating the Failure of Unit-Based
Overhead Rates 297

ACTIVITY-BASED PRODUCT COSTING: GENERAL
DESCRIPTION 300

First-Stage Procedure 301 Second-Stage Procedure 303
Comparison of Traditional and ABC Product Costs 303
ABC and Service Organizations 304

ACTIVITY IDENTIFICATION AND

CLASSIFICATION 306

Activity Identification 306 Classification of Activities
307 Comparison with Traditional Costing 311 An
Tllustrative Example 312

ABC DATA BASE 314
ASSIGNING COSTS TO ACTIVITIES 318

® 9 Strategic Cost Management, Life
Cycle Cost Management, and JIT 344

STRATEGIC COST MANAGEMENT 344

Creating and Sustaining a Competitive Advantage 344
Value-Chain Framework, Linkages, and Activities 345
Value-Chain Analysis 349

LIFE CYCLE COST MANAGEMENT 355

Product Life Cycle Viewpoints 355 Interactive View-
point 357 Role of Target Costing 360 Short Life
Cycles 362

JUST-IN-TIME (JIT) MANUFACTURING AND
PURCHASING 362

Inventory Effects 363 Plant Layout 364 Grouping of
Employees 364 Employee Empowerment 366 Total
Quality Control 366 JIT and Automation 367

JIT AND ITS EFFECT ON THE COST MANAGEMENT
SYSTEM 367

Traceability of Overhead Costs 367 Product Costing
368 JIT’s Effect on Job-Order and Process Costing Sys-
tems 369 Backflush Costing 370

PART 3
DECISION MAKING: TRADITIONAL
AND CONTEMPORARY APPROACHES

4 10 Cost-Volume-Profit Analysis 400

THE BREAK-EVEN POINTS IN UNITS 401
Operating-Income Approach 402 Contribution-Margin
Approach 403 Profit Targets 403 After-Tax Profit
Targets 405



