Second Edition

Cost Management

Strategles for Business Decisions

o | “( ’
A) 8.
DR

\5 0@’@‘

\&'
@, Q’«: t‘"’ "«\ ‘\@ "0 ~
R

e TN e ik via g e R T
s s B e s v US| TRt = oo e
T P o D % G b e S e R S S L el s
¢ o T T s i Rt o e e Dl i Tt i TS A ROt St i
AT AP I e e T SN LRY ” 5



Second Edition

Cost Management

Slra'l(*gies for Business Decisions

Cornell University
University of California, Davis

University of Colorado at Boulder
The University of Melbourne

McGraw-Hill
Irwin

Boston Burr Ridge, IL  Dubuque, IA Madison, WI New York San Francisco St. Louis
Bangkok Bogota Caracas KualalLumpur Lisbon London Madrid Mexico City
Milan Montreal New Delhi Santiago Seoul Singapore Sydney Taipei Toronto




McGraw-Hill Higher Education gz

A Division of The McGraw-Hill Companies

COST MANAGEMENT: STRATEGIES FOR BUSINESS DECISIONS

Published by McGraw-Hill/Irwin, a business unit of The McGraw-Hill Companies, Inc., 1221 Avenue of the
Americas, New York, NY, 10020. Copyright © 2003, 2000 by The McGraw-Hill Companies, Inc. All rights re-
served. No part of this publication may be reproduced or distributed in any form or by any means, or stored in a
databasg,or retrieval system, without the prior written consent of The McGraw-Hill Companies, Inc., including,
but not limited to, in any network or other electronic storage or transmission, or broadcast for distance learning.
Some ancillaries, including electronic and print components, may not be available to customers outside the
United States.

This book is printed on acid-free paper.
1234567890WCK/WCK098765432
ISBN 0-07-247434-3

Publisher:  Brent Gordon

Sponsoring editor:  Steve DeLancey

Managing developmental editor:  Gail Korosa
Marketing manager:  Ryan Blankenship

Senior project manager:  Christine A. Vaughan
Manager, new book production: Melonie Salvati
Coordinator freelance design:  Mary L. Christianson
Senior producer, Media technology:  David Barrick
Supplement producer:  Susan Lombardi

Photo research coordinator:  Judy Kausal

Photo researcher:  Charlotte Goldman

Freelance designer:  Design Solutions

Cover photograph:  © Image Bank

Typeface: 11/12 Times Roman

Compositor:  Carlisle Communications, Ltd.
Printer:  Quebecor World Versailles, Inc.

Material from the Uniform CPA Examination, Questions and Unofficial Answers, Copyright © 1978, 1979, 1980,
1981. 1982, 1983, 1984, 1987, 1988, 1989, 1990, 1991 by the American Institute of Certified Public Accountants,
Inc. is adapted with permission.

Material from the Certificate in Management Accounting Examinations, Copyright © 1977, 1978, 1979, 1980,
1981, 1982, 1983, 1984, 1987, 1989, 1990, 1991, 1992, 1993, 1994, 1995, 1996, 1997. 1998, 1999, 2000 by the
Institute of Management Accountants is adapted with permission.

Library of Congress Cataloging-in-Publication Data

Hilton, Ronald W.
Cost management : strategies for business decisions / Ronald W. Hilton, Michael W.
Mabher, Frank H. Selto.—2nd ed.
p. cm.
Includes bibliographical references and index.
ISBN 0-07-247434-3 (alk. paper)
1. Managerial accounting. 2. Cost accounting. I. Maher, Michael. 1946- II. Selto.
Frank H. IIL Title.
HF5657.4.H548 2003
658.15'52—dc21 2001055801

INTERNATIONAL EDITION ISBN 0-07-115099-4

Copyright © 2003, Exclusive rights by The McGraw-Hill Companies, Inc. for manufacture and export.
This book cannot be re-exported from the country to which it is consigned by McGraw-Hill.
The International Edition is not available in North America.

www.mhhe.com



To my wife, \ I (‘g'. and to our sons, Ti 11 and B ra(l.
Ronald W. Hilton

To my family: my wife Miriam . my daughters Krista and Andres: .
and my father Bi l l. who have taught me just about everything worth
knowing.

Michael W. Maher

To my parents, F Al l\ and [)Ol‘()lll) S(‘l LO, who taught me the value
of love, hard work, and integrity. To my wife, Ll 1n( Ia, and sons, \l i(‘ ha(’l
and \ l H l‘k., who inspire and support me. To my first accounting teachers,
B l] I B 'uns and Ga l‘.\ S u ll(] €111, who surprised me by demonstrat-
ing that accounting can be fun, useful, and intellectually challenging and that
an academic career can be immensely rewarding. Finally, to my students, who
every semester teach me something significant.

Frank H. Selto



Ronald W. Hilton A Professor of
Accounting at Cornell University,
Professor Hilton teaches in the
areas of managerial accounting
and cost-management systems.
With bachelor’s and master’s
degrees in accounting from The
Pennsylvania State University, he
received his Ph.D. from The Ohio
State University.

A Cornell faculty member
since 1977, Professor Hilton also
has taught accounting at Ohio State
and the University of Florida,
where he held the position of
Walter J. Matherly Professor of
Accounting. Prior to pursuing his
doctoral studies, Hilton worked for
Peat, Marwick, Mitchell and
Company and served as an officer
in the United States Air Force.

Professor Hilton is a member
of the Institute of Management
Accountants and has been active
in the American Accounting
Association. He has served as
associate editor of The Accounting
Review and as a member of its
editorial board. Hilton also has
served on the editorial board of
. Journal of Management
Accounting Research. He has been
a member of the resident faculties
of both the Doctoral Consortium
and the New Faculty Consortium
sponsored by the American
| Accounting Association.

With wide-ranging research

| interests, Professor Hilton has

. published articles in many

journals, including the Journal of
Accounting Research, The
Accounting Review, Management
Science, Decision Sciences, The
Journal of Economic Behavior and
Organization, Contemporary
Accounting Research, and the
Journal of Mathematical
Psychology. Author of Managerial
Accounting, he also has published
a monograph in the AAA Studies
in Accounting Research series. He
is a co-author of Budgeting: Profit
Planning and Control and of Cost
Accounting: Concepts and
Managerial Applications. Hilton’s
current research interests focus on
contemporary cost-management
systems and international issues in
managerial accounting. In recent
years, he has toured manufacturing
facilities and consulted with
practicing managerial accountants
in North America, Europe, Asia,
and Australia.

Michael W. Maher A Professor
of Management at the University
of California—Davis, Professor
Mabher previously taught at

the University of Michigan, the
University of Chicago, and the
University of Washington. He also
worked on the audit staff at Arthur
Andersen & Co. and was a self-
employed financial consultant for
small businesses. He received his
BBA from Gonzaga University
(which named him Distinguished

Alumnus in 1989) and his MBA
and Ph.D. from the University of
Washington, and he earned the
CPA from the state of Washington.

Professor Maher was president
of the Management Accounting
Section of the American
Accounting Association and has
served on the editorial boards of
The Accounting Review,
Accounting Horizons, Journal of
Management Accounting
Research, and Management
Accounting. Co-author of two
leading textbooks, Principles of
Accounting and Managerial
Accounting, Maher has co-
authored several additional books
and monographs, including
Internal Controls in U.S.
Corporations and Management
Incentive Compensation Plans,
and published articles in many
journals, including Management
Accounting, The Journal of
Accountancy, The Accounting
Review, Journal of Accounting
Research, Financial Executive,
and The Wall Street Journal.

For his research on internal
controls, Professor Maher was
awarded the American Accounting
Association’s Competitive
Manuscript Award and the AICPA
Notable Contribution to Literature
Award. He also has received the
award for the Outstanding Tax
Manuscript, and from the students
at the University of California’s
Graduate School of Management,
he has received the Annual
Outstanding Teacher Award three
times and a special award for
outstanding service twice. Maher’s
current research includes studies
of the efficacy of online education,
health care costs, and corporate
corruption.



Frank H. Selto Professor Selto
has been on the faculty at the
University of Colorado at Boulder
since 1985, where he has taught
accounting at the undergraduate
and graduate levels and served as
Division Chair of Accounting and
Information Systems. Recently
appointed a Research Fellow of
the University of Melbourne,
Selto has taught at the University

About the Authors v

of Denver, the University of
Colorado at Denver, and the
University of Washington. He
holds MBA and Ph.D. degrees in
accounting from the University of
Washington and BS and MS
degrees in mechanical engineering
from Gonzaga University and the
University of Utah, respectively.
Prior to earning his MBA and
Ph.D. degrees, he worked as a
mechanical engineer and served as
an officer in the US Army Corps
of Engineers.

Active in the American
Accounting Association and its
Management Accounting Section,
Professor Selto was the editor of
the Education Research section of

The Accounting Review and has
served on the editorial boards of
The Accounting Review, Journal of
Management Accounting

Research, Management
Accounting Research, and
Accounting Horizons. A researcher
of management accounting and
management control, Selto has
published articles in the Journal of
Accounting Research, Accounting,
Organizations & Society, Journal
of Cost Management and Journal
of Management Accounting
Research, one of which was
recognized as a Notable
Contribution to the Management
Accounting Literature.



Introduction

We are pleased and excited to offer the second edition of the ground-breaking text,
Cost Management: Strategies for Business Decisions. The new edition keeps the best
features of the first and improves the rest. If you are new to this text, the Preface de-
scribes its mission and vision, which the changing world has reinforced. It also de-
scribes the text’s key features, which we have refined, and each chapter’s aims and
strengths, which we have improved as well. Those who are returning to Cost
Management will notice a somewhat different chapter order and several entirely new
chapters—all the result of listening to you, who are both our customers and colleagues.

As we write this Preface, the world economy is recovering from the dot-com and
high-technology bubble that burst. It seems as if an entire generation of entrepreneurs
and investors believed or hoped that stock prices were keyed to revenues or promises
of revenues. Millions of dot-com employees and investors were greatly disappointed to
learn, after all, that companies must earn revenues and manage the other half of the in-
come equation—costs, of course. Where we once saw free spending on corporate
perquisites, we now observe managers carefully examining activities and expenditures
to see if they truly add value in excess of their cost. This is what Cost Management is
all about—adding more value at lower cost. We are convinced that there has never
been a better time to sound our message: Costs do not just happen; they are the result
of management decisions. Neither we nor our students can continue to passively mea-
sure costs; we must actively manage costs to deliver more value. We do our students
and their (future) employers a disservice if we do not stress and deliver this message in
tangible, memorable ways.

Vision and Mission

Steve Jackson—
University of Southern
Maine

I believe that we need to
emphasize the use of
accounting information
and its use in decision
making and start to move
away from the accounting
coverage from the
preparer prospective.
This book is moving in
that direction.

Cost Management’s original, proactive vision is stronger and more clearly presented in
the second edition. Its vision is that every resource must be used to provide value or
it is wasted. The most valuable contributions from accountants/financial analysts/
consultants are analysis, interpretation, communication, and identification of opportu-
nities for improvement. These uses of information are the focus of Cost Management.

Our mission (and that of the field of cost management) is to prepare the next gen-
eration of financial managers and consultants. These individuals will make decisions
that greatly influence the cost structure and performance of organizations. The mission
is communicated through presentation and explanation of “best cost-management
practices” throughout the text.

Measurement of costs is still important, but accuracy is not as important as rele-
vance and timeliness for key strategic decisions. In fact, most companies have auto-
mated their cost-accounting systems, so the actual task of measurement is now less im-
portant than the design, interpretation, and identification of opportunities and methods
for improving costs and performance.

Development of the Second Edition

The first edition of Cost Management began as a concept based on extensive discus-
sions among the authors and editors in 1997. The revision of the second edition began
in earnest in the fall of 2000. We are convinced that the market is ready for this cost-
management text that is grounded in best practices. Our beliefs are reinforced by the
Institute of Management Accountants’ 2000 survey of practice, which confirmed its
1997 study that the role of the “management accountant™ has evolved dramatically in
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the past decade. Indeed, most individuals in this role do not identify themselves or their
jobs as “accounting.” Rather, they are internal “financial analysts™ or “business con-
sultants.” We know that many progressive teachers of cost and managerial accounting
have seen these changes and are ready for a text that supports their efforts to prepare
their students for this exciting new set of challenges.

This second edition is the result of nearly three years of teaching experience with
the text, feedback from adopters of the first edition, continued observation of the ever-
changing world of cost management, and extensive reviews of drafts of new and re-
vised chapters. The primary focus of writing the second edition has been to strengthen
the message while improving the readability and accessibility of the innovative pre-
sentations of the text. We heard loud and clear that the first edition was greatly appre-
ciated for its innovations but that we should improve the communication and presenta-
tion of some topics. Thus, in many ways, writing the second edition was as much work
as the first edition because we sought to continue to innovate and improve without los-
ing sight of our vision and mission. Reviewers of the second edition chapters over-
whelmingly agree that we have succeeded, and we are pleased to present this revised
text to the market.

Key Features

The text accomplishes its goals by incorporating five key elements to reinforce learn-
ing and retention throughout all chapters:

Cost-management focus
Realistic company settings
Decision-making emphasis
Best cost-management practices
Reliable-research findings

Cost-Management Focus

The primary principle of cost management is that costs do not simply happen; they are
the results of management decisions. To prevent mistakes and identify opportunities,
cost management focuses on the anticipation of the impacts of alternative decisions.
Cost Management combines value chain, activity-based costing, value-added analyses,
activity-based management, and economic value added to build a logical and easily
communicated view of the subject. This proactive cost-management perspective moti-
vates all of the book’s topics. This approach is not as radical as it might seem. More
and more companies are adopting cost management in one way or another, and com-
plementary business curricula (e.g., marketing, management, and operations) have em-
braced the approach.

Realistic Company Settings

The concepts and applications of each chapter are developed in the context of a focus
company, which is closely based on the actual practices and experiences of a real com-
pany. Although the focus organizations are not real themselves, they are realistic and
motivate students by making their cost-management study more tangible and interest-
ing. The use of focus companies provides an environment in which abstract, concep-
tual discussions become more practical and communicate the decision-making context
of cost management. This focus provides grounded, logical descriptions of the origins
of cost-management problems and their solutions. The text has a balance of manufac-
turing, service, government, mature, and start-up focus companies to demonstrate that
cost-management concerns are universally applicable.

vii

Leslie Kren—University
of Wisconsin
(Milwaukee)

I think a lot of excellent
work was done on the
pedagogy in this text.
Great illustrations from
practice, thoughtful in-
chapter problems. I think

it is very well done.

Alexander Sannella—
Rutgers University
The students absolutely
love the “storyteller”
pedagogy used with the
sample companies.



viii

Masako Darrough—
Baruch College (CUNY)
The discussion on
nonprofits adds a real
strength to the book.

Joyce Berg—
University of Iowa
Chapters include a good
coverage of tools used in
decision making. Good
students will gain a good
working knowledge of
tools they can use on the
job. I actually get the
feeling that my students
could go into a firm and
immediately add value.
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The focus-company context also shows that strategic, cross-cultural, international,
technological, or communication issues really do complicate concepts that at first seem
straightforward. However, cost management contributes reliable principles that guide
managers toward successful solutions.

Many companies, of all sizes and industries, have embraced team-based decision
making. This is having a profound effect on the role of individuals who previously might
have had predominantly functional roles and loyalties. Effective cost-management ana-
lysts participate in team decision making and understand how to work with individuals
from different cultures and functional backgrounds. The text prominently features team
decision making with emphases on interaction and communication.

The use of realistic focus companies provides the context in which cost-management
is used to identify opportunities and prevent costly mistakes. These companies reflect real-
world practices of large, established companies that have been improving their productiv-
ity by downsizing, embracing technology, and outsourcing many functions, including fi-
nance and accounting. The relatively fewer accountants in large firms must be more
entrepreneurial and strategic in outlook. Furthermore, most job growth in the US economy
comes from small companies. More dramatically, an entrepreneurial spirit is sweeping
former state-controlled economies both in established and developing countries. Many op-
portunities for cost management exist around the world in small and start-up companies.
The text provides numerous applications in smaller companies to illustrate cost manage-
ment’s impact.

CollegePak Company manufactures backpacks sold to college and high school stu-
dents through college bookstores and other traditional retail outlets. Although the com-
pany started by focusing on the college market, which explains the name CollegePak, it
has expanded into the high school market and now is considering an entry into the mid-
dle school and elementary school markets as well. The company operates a single pro-
duction facility located in Trenton, New Jersey. CollegePak’s market covers all regions
of the United States, and the company has recently entered the European market. The
family-owned company has been in business for 22 years, and its annual sales are now
$4.5 million. CollegePak has been profitable every year since its founding by Gustavo
Perez, who turned over the company’s reins to his daughter, Maria, four years ago. Both
credit the company’s success to four factors: a reliable, durable, functional product; a
successful marketing approach that focuses directly on the collegiate market: an out-
standing group of employees from the top management team to the machine operators’
helpers: and a strong commitment to sound cost-management practices. As Gustavo has
said more than once, “You can’t be successful in business unless you understand
what it costs you to make your product. Then you must manage that cost diligently
to consistently deliver value to customers at a price they will pay.” CollegePak’s cur-
rent president echoes her father’s sentiment, adding that “we have an outstanding
cost-management team. It has pulled us out of the fire many a time by finding ways
to create value at lower cost.”

CollegePak

Decision-Making Emphasis

Each chapter begins with the feature Cost-Management Challenges, which illustrate
the chapter content the student must master. The challenges engage the student and re-
quire the integration of content, and are addressed in integrative discussions at the
chapter’s end.

Each of the book’s focus companies faces critical decisions that motivate its use of
cost-management principles. These decisions include how to use scarce capacity,
whether to add a new complex line of business, and how to design incentives to moti-
vate employees to take risks and find innovative solutions. Each chapter actively in-
volves the student in this problem solving by posing content applications, called You 're
the Decision Maker; at key points in the chapter. These are neither quizzes nor exam-
ples of end-of-chapter problems. Rather, they are integral to the chapter because they
extend the text by asking the student to apply the knowledge gained in the chapter to
realistic conditions. These are excellent opportunities for students to flex their new
cost-management muscles in a nonthreatening environment. They also can be used as
the basis of interactive classroom discussions.
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Cost-Benefit Analysis of Outsourcing

Refer to the information in Exhibit 1-6.

a. Explain why some costs and benefits in the analysis are quantified but others are not. How do
you think Pursuit.Com measured the quantified costs and benefits?

b. Isit possible that the nonquantified costs or benefits of this decision could be more important You're the
than those that are quantified? Explain with an example from Exhibit 1-8.

c. Explain how the personnel, facilities, and support cost savings listed in Exhibit 1-6 might not
result in actual cost savings.

d. Team Focus: Assume that you are the cost-management analyst assigned to the Pursuit.Com
team that will make recommendations about outsourcing the company's accounts receivable
process. How can you use the analysis to help the team’s analysis and decision making?
What problems and information needs should you anticipate?

How can you gather more information?

e. Ethical Considerations: Has Pursuit.Com identified all costs of the outsourcing alternative? If
personnel are laid off or dismissed to realize cost savings, does Pursuit. Com have any
obligations to those employees? Could the way that Pursuit.Com treats those employees
affect retained or future employees? Explain.

Decision

Maker 1.5

(Solutions begin on page 22.)

Best Cost-Management Practice

Many cost-management techniques originated in mature manufacturing companies.
Thus, it makes sense to discuss these concepts as best practices that can be adapted to
other settings. Service, government, and start-up organizations alike have found cost-
management techniques to be immensely valuable. Since many developed countries
are becoming service economies, extensive focus on cost management in service or-
ganizations will be beneficial to students who will find rewarding careers managing or
consulting to service companies.

Most cost texts reflect a strong US influence, which is excessive for international
audiences and too narrow for the many US students who will work in international
companies. Many US-based companies generate more than half of their sales outside
the country and work extensively through foreign subsidiaries or partners. The text
adds case, survey, and empirical information regarding European, American, and
Australasian experiences. Cost Management in Practice features demonstrate the ap-
plicability of cost management to well-known companies.

Use of Activity-Based Costing

Activity-based costing has maintained a high profile as a cost-management innovation for about two
decades. Enough time has passed to assess whether it is a passing fad. Studies of company prac-
tices indicate that a large number of manufacturing and service companies, as well as some organi-
zations in the public sector, are using ABC.

Some companies have tried ABC and dropped it. Reasons for this include its implementation cost.
I,I'il(‘l ice 4.1 In the case of a Hewlett-Packard division that one of the authors studied, management obtained a
great deal of information from ABC, restructured the company as a result, and no longer had the
problems that ABC had uncovered. ABC had served its purpose and was no longer needed.

A recent survey of practices in the United Kingdom indicated that 37.8 percent of the companies
that provided usable responses were using ABC or were considering using it. The study reported
these results:

Cost Management in

Number of Companies Percent of Companies
ABC Adoption Status in Study in Study
Currently using it 31 17.5%
Currently considering using it 36 203
Considered but rejected it 27 156.3
Had not considered using it 83 46.9
Total 177 100.0%

Although ABC has its roots in manufacturing companies, the study found that the financial serv-
ices companies surveyed were more likely to use ABC than were manufacturing companies. Source
J. Innes, F. Mitchell, and D. Sinclair, *Activity-Based Costing in the U.K.'s Largest Companies.” (Full citations to
references are in the Bibliography.)

Many management problems are communication problems. Accountants and fi-
nancial analysts must learn to communicate their information, interpretations, and rec-
ommendations effectively. Otherwise, their use of cost-management techniques will
not add value to organizations. The text stresses the importance of communication
within and at the end of each chapter.

James Russell Hardin—
Pittsburg State
University

The “You're the Decision
Maker” activities are
excellent, allowing the
students to practice what

has just been covered.

Catherine Usoff—
Bentley College

1 find the approach of the
text to be very progressive
and highly reflective of
what cost accountants

(or internal business
consultants) will be doing
in organizations.



Catherine Usoff—
Bentley College

The students should have
an understanding of the
research that is being
done and what it can tell
us about current business

practices.
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Reliable Research Findings

We know that answering the question, What kind of research do you do in accounting?
can be difficult. This book is not an overt defense of academic research, but we believe
that an effective way to demonstrate the value of research to both academics and cost
managers is to include short descriptions of research studies that address important
cost-management issues. ’

Cost-management research is an evolving field, and researchers are creating and
applying new knowledge daily. This text incorporates cost-management research that
has been replicated and applied successfully. These findings are used in examples, and
particularly important findings are highlighted in Research Insights. Because cost man-
agement is a new and evolving field, research has not given us all the answers. Indeed,
researchers have not identified all of the important questions. The text, therefore, does
not accept all research uncritically and identifies important areas for future research in
these features. We believe that this approach makes the inclusion of research more
credible and can stimulate some students to regard research favorably in their careers
and perhaps cause a few to seek careers in academia.

What Drives Costs?

Most discussions in the professional literature (e.g., journals such as Strategic Finance, Journal of Cost
Management) focus on how to choose cost drivers for particular businesses. These discussions can be
interesting accounts of the challenges that specific companies have faced, but little reliable evidence
suggests whether a cost driver used in one company is the same cost driver that should be used in an-
other company. Consequently, cost management analysts might feel the need to “reinvent the wheel" 7 v
nearly every time they undertake a new activity-based costing project. The few studies of many compa- I l\ﬁlgh t 4.l
nies, have found that the volume of outputs, the complexity of operations (e.g., many different types of
products), and the nature of customer service activities have a significant effect on costs. For example see
A. M. Novin, “Applying Overhead: How to Find the Right Bases and Rates," for a basic approach. See also R. Banker
and H. Johnson, “An Empirical Study of Cost Drivers in the U.S. Aidine Industry,” and G. Foster and M. Gupta,
“Manufacturing Overhead Cost Driver Analysis,” for more sophisticated approaches.

Research

Strong Pedagogy

Robert Lin—California
State University,
Hayward

The text has provided
excellent pedagogy in

all chapters.

To help students learn the principles of cost management and gain an appreciation for
its importance in the contemporary business environment, Cost Management includes
a wide range of pedagogical features.

Flexible sequence of chapters written in modular style. The authors realize that
instructors of cost management prefer to cover topics in a course in a widely
different order. We have chosen a topical sequence that makes sense to us, but
we also have endeavored to write modular chapters to the extent possible. This
makes it possible for instructors who wish to cover the topics in a different
sequence to do so.

Learning objectives. Each chapter’s learning objectives appear at the beginning
of the chapter and are repeated in the margin where they are first addressed.
Moreover, the learning objectives covered by each end-of-chapter exercise,
problem, or case are indicated in the margin next to the assignment item.
Cost-Management Challenges. This feature at the beginning of each chapter is
intended to engage the students in mastering the chapter’s content.

Focus companies. These realistic organizations provide a framework in which to
present comprehensive illustrations to stimulate students’ interest in cost-
management topics. All of the topics in each chapter are covered in the context
of the same focus company. The illustration begins with a company document,
such as a memo, report, or email correspondence, which alludes to the issues to
be addressed in the chapter. A company logo appears throughout the chapter to
tie exhibits and topical coverage to the focus illustration.

Photos. A photograph at the beginning of each chapter depicts an important
aspect of the focus company and adds to the realism of the coverage. In
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addition, numerous photos from real-world organizations depict operational
concepts and cost-management practices. These photos are intended to engage
the students and emphasize key points.

Spreadsheet exhibits. Many of the exhibits are Excel spreadsheets used to make
students more comfortable with this widely used analytical tool and emphasize
its usefulness in the practice of cost management.

Key terms. Key terms are defined in the text when they are introduced, and the
definitions are repeated in the margins for easy reference. A list of each
chapter’s key terms appears at the end of the chapter along with a page
reference to the term’s definition. The key terms and their definitions also
appear in the Glossary at the end of the text.

You're the Decision Maker: These decision scenarios appear throughout each
chapter to actively engage the students in the decisions the focus company faces.
Cost-management in practice. This feature highlights the cost-management
practices of real-world organizations.

Research insight. This element in each chapter relates relevant and sound
research findings to the chapter’s topic.

End-of-Chapter Materials

Each chapter ends with approximately 50 items that reinforce and extend the chapter’s
learning objectives. These include assignments focusing on ethical issues, international
dimensions, group work, Internet use, and communication skills. Logos are used to
identify these assignments. Types of assignments include the following:

Review questions relate to the main chapter topics. They require short written
or verbal responses that can be synthesized directly from the text. Responding
to these questions requires a basic mastery of the chapter’s learning objectives.

Review Questions

1.1 Review and define each of the chapter’s key terms. 1.5 What are some cost management techniques that help make
1.2 What is the primary objective of cost management? better management decisions?
1.3 What is the concept of the value chain, and why is it impor- 1.6 What are cross-functional teams, and why are they important?
tant for cost management? 1.7 How do companies use benchmarking to make important
1.4 What is strategic decision making? Give examples of several decisions?
strategic decisions. 1.8 How does outsourcing affect an organization’s value chain?

Critical analysis questions extend the chapter’s learning to novel, complex, or
ambiguous situations. These questions cannot be answered by rote
memorization but require analytical reasoning by analogy or logical extension
of chapter materials. They can be used to stimulate small group discussions.

Critical Analysis

2.20 Evaluate this statement: Issues of product costing are irrel- interest on any inventories they maintain. If divisions want to
evant for service organizations since they cannot build up tie up the company s resources in inventory, then they should
inventories of services, and all costs for providing services pay the company at least the interest it could be earning if the
are expensed in the period they are used. Service firms ef- treasurer had the same amount of cash.
fectively use throughput costing. 227 Explain how making more products than can be sold in a

2.21 Evaluate this statement: Issues of product costing are unim- period can increase the organization’s operating income. Is
portant for virtual organizations that outsource their pro- this a sustainable tactic to increase operating income?
duction operations. Would this happen in a service company, or is it an issue

2.22 Prepare a diagram that illustrates how the following only in manufacturing companies? Explain.
resources—headquarters, facilities, division managers, in-  2.28 Respond to this comment: Your analysis of last month’s fi-
formation systems personnel—can be considered both nancial performance demonstrates that it really doesn't matter
direct and indirect in a company that has four operating whether we use throughput, variable, or absorption costing.
divisions, each of which provides multiple services. All the costs are accounted for; you've just put them in dif-

2.23  Respond to this comment from an economist friend: You cost- ferent places. I can’t see what real difference this analysis

management analysts use an overabundance of cost terms to makes. Isn't this just a bean-counting exercise?
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Exercises are relatively straightforward repetitions or applications of chapter
topics and analyses. Students can solve exercises by directly applying the
analyses in each chapter or by obtaining additional information from the library
or Internet. Completing exercises requires a basic mastery of each chapter’s
learning objectives.

Exercises

An Internet search of the key phrase “customer profitability” results in thousands of “hits,” many of which ~ Exercise 6.21
are Web sites of companies seeking to sell software or consulting services. Choose a sample of five of these  Customer Profitability
Web-sites and write a memo that evaluates the information they present and how well they present it. LO1

Building a customer database can be expensive. Free information is available in the United States from the  Exercise 6.22
Census Bureau's Web site (www:census.gov). Visit this site (particularly the Economic Census link), and pre-  Customer Database
pare a short report describing the type of information available that might be useful to start-up businesses. LO1

Data mining and data warehousing techniques are potential tools to use to analyze customer profitability. Exercise 6.23
Many companies have had disappointing results using them. however, despite great expense and effortin ~ Custormer Data
building data warehouses information. Search the internet for information about data mining and ware-  Warehouse
housing, and write a memo that makes recommendations for guiding a data warehouse project to deliver LO1

useful customer profitability information.

Fontinalis Company produces, sells, and distributes two products, Brooks and Redds. to two types of cus-  Exercise 6.24
tomers, urban and rural. Using the following information, prepare a customer profitability stalement: Customer Profitability

Fontinalis Product Profitability Total Brooks Redds s
Contribution margin ratio A SR SRR oEs 46.7% 40.0% 60.0%
REVENUES ...t ceeeeee. $9,000,000 $6,000,000 $3,000.000
Customer sales to:
Sales of: Urban Rural
Brooks...... 100% 70% 30%
Redds RE——— 100% 20% 80%
Operating costs traced to customers ......... <o $3,000,000 $2,200,000 $800,000

© Problems generally are more challenging than exercises because they either
require more sophisticated analyses of specific topics or integrate several
related topics. Problems often represent a realistic situation or a professional
examination level of difficulty. The ability to solve each chapter’s problems
means that the student has achieved intermediate-level mastery of the chapter’s
learning objectives.

Insurance companies spend considerable resources on processing claims (which results in a claim denial or
payment to cover a loss). Short, accurate processing is desirable because both customers and the company
benefit by resolving claims satisfactorily and by using minimum resources to do so. To improve its insurance
claims processing, Global Insurance Company began a pilot project in its Northwest Region claims office to
track the time to process each new automobile loss claim during a recent quarter. Processing time begins
when a company representative receives a claim and ends when the final settlement is reached. Following are
time data related to processing these claims at the company's Northwest Region.
Average 8-Hour Days Spent in

Average
Processing Waiting Waiting Revisions  Cycle
Days to by for for and Time
Comp P t Numb A Adj s Infor Correcti in Days
0-10 4% 11,520 0.25 3.50 4.10 0.12 7.97
11-20 10 28,800 0.34 8.10 10.10 0.1 18.65
21-30 30 86,400 0.65 9.40 15.20 0.156 25.40
31-40 24 69,120 1.30 9.10 25.60 0.28 36.28
41-50 19 54,720 2.40 11.90 31.40 0.44 46.14
51-60 8 23,040 290 12.30 38.20 0.88 54.28
More than 60 5 14,400 3.10 11.50 49.70 2.60 66.90
Total 100% 288,000
Required

a. Compute the overall average cycle time and throughput efficiency ratio in total and for each stage
of processing for automobile loss claims during the quarter. (Nore: These data can be easily
analyzed with a computer spreadsheet.)

b. Comment on the apparent cause(s) of long cycle times and low throughput efficiencies.

¢.  What recommendation would you make to Global Insurance Company to improve its processing
of automobile loss claims?

Problem 7.72
Cycle Time and
Throughput Efficiency
LO3
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Cases are conceptually the most challenging chapter-ending materials. They
usually are set in real or realistic company settings and show the ambiguous
decision-making environment of cost-management practice. Cases, which rarely
have a single correct solution, are excellent opportunities for advanced
individual or small-group learning, class discussions, and presentations.

Cases

Case 5.51 An alternative to using ABM to identify opportunities for process improvement is to use benchmarking infor-
Reengineering the mation to identify where an organization falls short of competitors and best practices. At 2 percent of sales,
Accounting Function Cummins-Engine’s overall accounting costs were twice as high as companies with world-class accounting
(LO 4, 6) functions, and the company was determined to improve. More detailed benchmarking information revealed

that accounts payable costs and payroll costs were four and three times higher. respectively, than best prac-
tices. These areas seemed to offer the opportunity for great improvement. Cummins created a cross-functional
team 1o analyze these transaction processes and make recommendations for improvement that would increase
the quality of transaction processing and achieve best-practice costs (i.e., cost reductions of 75 percent),

Cummins Engine’s top management was fully committed to the project. It provided resources to the
project team that enabled it to educate Cummins’ finance and operating personnel around the world about
the project’s methods and objectives. Management also committed to no forced layoffs of personnel
whose jobs would be affected by resulting process changes.

In the early part of the project (the “baseline™ phase). the team recognized that accounts payable,
cash disbursement, and procurement processes should be integrated and located at a single site rather that
at 50 sites within the United States alone, and that new software and hardware would be required. The
team began with a pilot study, however, so that it could understand the complexities of the project before
launching a worldwide implementation. The pilot study allowed the team to identify tangible objectives
for the new system that included:

VA

Communication Team

Electronic data interchange (EDI).

Linkage between procurement, accounts payable. and cash disbursement.

Use of client-server technology.

Outsourcing of non-value-added activities such as check printing.

Improvement of process quality measures involving statistical quality-control techniques.

Software compatible with Cummins’ data architecture at a competitive price and with a user-friendly

graphical interface.

Project implementation was phased in over a three-year period. with inflexible target dates for each
phase and continuous communication with affected finance and operating personnel. The workforce in
accounts payable was reduced by 80 percent, costs reached best-practice levels, and errors were reduced
dramatically. (The workforce reduction occurred through attrition, assigning employees to other areas,
and early retirement plans.)

Required
Form small groups to prepare a report that answers the following questions:

a.  What are the differences between the activity-based management approach and the benchmarking
approach used by Cummins Engine to identify opportunities for process improvement? What are
the relative advantages and disadvantages of the benchmarking approach to identifying
opportunities?

b.  What interests, skills, and knowledge would be required for members of a project team such as
the one at Cummins to analyze accounts payable?

c.  What are specific steps that Cummins Engine took to ensure the success of the accounts payable
project?

d.  Does the Cummins project appear to be perfect, or can you recommend improvement(s) and/or
identify area(s) of concern if you were to copy this approach at another organization?

[Adapted from T. Compton, L. Hoshower. and W. Draeger. “Reengineering Transaction Processing
Systems at Cummins Engine™]

Chapter-by-Chapter Strengths

The following discussions indicate whether the chapter is new or revised from the first
edition, include major changes from the first edition, and present highlights of the
chapter.

Part 1: Setting the Stage: The Importance of Analyzing and Managing Costs
Chapter 1: Cost Management and Management of the Value Chain

Chapter 1 is a revision of the first edition’s Prologue and Chapter 1. This new
chapter economizes on introductory reading without losing the cost-
management message.

Chapter 1 provides essential material that is the foundation for the remainder of
the text. The chapter focuses on managing the value chain and describes
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Stacy Kovar—Kansas
State University

This has an excellent
illustration of how to
arrive at activity costs and
rates. Failure to cover this
material is a significant
weakness of other texts.
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relevant cost-management information and techniques with particular focus on
using benchmarking and cost-benefit analysis.

Chapter 1’s focus company is a successful telecommunication company,
Pursuit.Com, which is facing strong pressure from domestic and international
competitors. Among the decisions the company must make is whether to
outsource some or all of its accounting services to improve the competitiveness
of its primary services and products.

Pursuit.Com compares its performance to best practices and considers both
quantitative and qualitative costs and benefits to make its decisions.

Chapter 2: Product Costing Systems: Concepts and Design Issues

A new chapter in this edition, Chapter 2 combines elements from several first

edition chapters. The rationale for this change is to introduce cost systems and
concepts early as well as to simplify presentations and applications in this and
subsequent chapters.

The focus company, CollegePak, provides the opportunity to discuss cost
information to support and evaluate its expansion plans. The emphasis is on the
clear presentation and explanation of cost terms and uses, which can be
confusing for many students. The straightforward setting eliminates
unnecessary complexity that is distracting at this point in the text.

Chapter 2 addresses the meaning of “cost” and the fact that alternative measures
of cost could be appropriate for different decisions. This discussion in other
texts typically is quite abstract. The focus company provides a tangible
application and illustration of the issues, solutions, and implications of
alternative measures of cost.

Chapter 3: Cost Accumulation for Job-Shop and Batch Production Operations

Chapter 3 is a major revision of the content of the first edition’s Chapter 6. The
rationale for this major content and placement change is twofold. First, we have
found that students more naturally grasp the concept of cost accumulation in a
straightforward setting. Second, the earlier placement of the material allows
subsequent chapters to add complexity to reinforce learning without requiring
students to learn both basic concepts and complex applications.

Glass Creations, the focus company, creates and markets stained glass windows,
doors, and artwork and faces strong competition from much larger, mass
producers. Glass Creations needs to measure and manage the costs of its jobs to
better understand which products create sustainable advantage and value. Its
analysis requires choices about cost system design, as well as identification of
the attributes of products that customers prefer and are willing to pay for.

The chapter discusses the use of a product-costing system called job-order
costing (or job costing) designed for organizations, such as Glass Creations,
which produce unique products, services, and custom orders. The job-order
costing system helps such companies measure the cost of the resources used in
the production process for the purpose of helping management to better manage
those resources and their costs.

Part 2: Activity-Based Management
Chapter 4: Activity-Based Costing Systems

Chapter 4, a revision of the first edition’s Chapter 5, simplifies the presentation
of ABC but retains the first edition’s innovations and message.

Chapter 4 illustrates the activity basis for measuring and analyzing costs; this
costing approach is known as “activity-based costing.” ABC measures the costs of
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resources used to perform activities and builds the costs of products and services
by accumulating the activities performed and their costs. This chapter’s strength is
the clear but detailed exposition of how to design and use ABC systems.

The focus company, Precision Molding, Inc., uses five levels of activities to
describe its processes and measure its costs. The company faces the major
decision of whether to begin a new line of business that could be very profitable
but is more complex than its current business. ABC allows the company to
accurately estimate the costs of this new business.

Chapter 5: Activity-Based Management

Chapter 5 is a revision of the first edition’s Chapter 10. The second edition
moves the presentation of ABM to immediately follow that of ABC to reinforce
the importance of using ABC information for more than product costing.
Chapter 5 discusses how to use ABC information to make process
improvements, meet target cost objectives, and create more value at lower cost.

The chapter continues with Precision Molding, Inc., as it considers a new
product line, which requires process improvements before profitability can

be expected.

By identifying value-added and non-value-added activities (as well as activity
costs from Chapter 4), the discussion focuses on how the company can use
ABM to find opportunities to improve its processes sufficiently to generate a
profit.

The chapter’s unique strength is its ability to build on a thorough explanation of
ABC as the basis for a straightforward but powerful application of ABM.

Chapter 6: Managing Customer Profitability

Chapter 6, a new chapter for the second edition, reflects the increasing
importance of managing customer profitability and relations. This approach,
which often is activity based, is nearly universal in some industries (e.g.,
banking), and its application is increasing in nearly every economic and
government sector. The placement of the chapter reflects the natural use of ABC
and ABM information to manage customer profitability.

HealthWave, the chapter’s focus company, must dramatically improve its
profitability or risk being liquidated by its parent company. HealthWave
analyzes its major customers to identify those that are profitable and not
profitable and seeks ways to improve the profitability of less profitable ones.

The chapter leads students step-by-step through an entire customer-profitability
analysis and uses the information to find opportunities for improvement.

Chapter 7: Managing Quality and Time to Create Value

Chapter 7 is a revision of the first edition’s Chapter 11 and adds coverage of
productivity and capacity measures.

Through its focus company, the chapter discusses how analysts increasingly
measure and interpret nonfinancial indicators of internal performance

that complement financial, cost-based measures. The most important of
these operational areas of performance are quality, productivity, capacity,
and time.

The focus company, Transformation Customer Services, Inc., competes
primarily on the quality of its services and rapid response to customers’ service
needs. Thus, these areas of performance are particularly important.

Chapter 7 thoroughly investigates and applies quality, productivity, capacity,
and time measures to situations with which our students must gain familiarity.

Catherine Usoff—
Bentley College

The process orientation is
wonderful and it
highlights where cost
accountants will be
adding value to
organizations.

11-Woon Kim—
University of Akron
Most other books do not
emphasize the importance
of customer profitability
analysis enough.

Gerry Rosson—
Lynchburg College

The material is very easy
to read. The discussion of
managing quality and JIT
was effective.
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Part 3: Process Costing and Cost Allocation

Chapter 8: Process-Costing Systems

Lawrence Klein—
Bentley College

Using a not-for-profit
entity, a city
administrative structure
with associated service
departments, is an
excellent example for this
topic; the material is
thoroughly discussed and
logically developed.

Paul Hutchinson—
University of North Texas
Another major strength
was the use of a service

Sirm for illustrating chapter

content. Service firms
usually do not get
emphasized in accounting

rexts.

Chapter 8 is a revision of the first edition’s Chapter 7. It simplifies the
discussion and presentation of process-costing analysis.

The focus company is Spirit Beverages, a sports drink company, an organization
that produces similar items in a continuous process. Its use of process costing to
measure its costs of production and the efficiency of its processes is easy to
understand.

Chapter 9: Joint-Process Costing

A revision of the first edition’s Chapter 8, Chapter 9 streamlines the
presentation of joint-cost analysis.

The focus company represents companies that produce multiple products from
common inputs and that must decide which products to sell after joint products
appear (split-off) or after further processing. After they determine the
appropriate products, they can allocate production costs using one of several
acceptable methods.

National Wood Products, the joint-product focus company, processes timber into
multiple products and must decide, based on competitive commodity market
prices, which products to sell as is or after further processing. The chapter
discusses how companies whose several divisions transfer products to each other
and should consider the companywide profitability of their decisions.

Chapter 10: Managing and Allocating Support-Service Costs

Chapter 10 is a revision of the first edition’s Chapter 9, which simplifies the
presentation and discussion of cost-allocation methods.

The allocation of the costs of support services by organizations to production
departments for many legitimate reasons is a chapter focus. Although all cost
allocations are arbitrary, they can be useful for promoting organizational goals if
done carefully. Thus, the chapter emphasizes that “arbitrary should not mean
capricious.”

The City of Rock Creek allocates support services to improve decision making
by departments that provide services directly to citizens to regulate the use of
support services and recover the costs of services necessary to support the other
departments.

Although service cost allocations might be important in all types of
organizations, the chapter demonstrates that they are particularly important in
government and service organizations that typically have not used services
available in the market.

Part 4: Planning and Decision Making

Chapter 11: Cost Estimation

A revision of the first edition’s Chapter 12, Chapter 11 improves its
presentations and discussions.

Prior chapters assumed knowledge of cost drivers, and this chapter
demonstrates how to identify those drivers and estimate cost relationships using
multiple regressions, account analysis, and the engineering method.

CC Catering, a company developed by entrepreneurial students, uses various
cost-estimation methods to estimate five cost drivers tied to the cost hierarchy.
The chapter uses their analyses to illustrate how to use this information for cost
management, decision making, and planning. The results have a major impact
not only on the business but also on the two entrepreneurs’ career plans.



