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Providing

a Clear View

For a student, taking a cost accounting
course can be like finding yourself in tall
grass: surrounded by dense concepts and
far from the path to mastery. Fundamentals
of Cost Accounting gives students a clear
view by lifting them above the overgrowth.
By focusing on the fundamental concepts
that students will need and employing

a conversational writing style that keeps
them engaged throughout the course,
Fundamentals focuses students on com-
prehension rather than memorization and
provides a context for their learning. The
material is presented from both a preparer
and a user perspective, allowing instruc-
tors to provide both accounting majors and
nonmajors with an effective and relevant
understanding of cost accounting topics.

In this fourth edition, the text continues to
provide the following core features:

Readability

Fundamentals of Cost Accounting continues to be praised as one of
the most readable texts on the market. Lanen, Anderson, and Maher
employ a conversational writing style that students can understand,
making concepts and topics more accessible. Throughout the text,
exhibits and illustrations provide visuals to further assist students in
understanding how complex topics fit together in a logical way.

“[Fundamentals of Cost Accounting] is a very readable text
with excellent examples and illustrations.”

—Robert Elmore
Tennessee Technological University




vi

Conciseness

Short, readable chapters that focus on core cost accounting concepts give Lanen,
Anderson, and Maher a leg up on the competition. While other texts tend to tack
on topics and fit concepts into chapters in seemingly arbitrary ways, Fundamen-
tals of Cost Accounting presents basic topics in a coherent sequence, helping stu-

dents to see the integration of the concepts quickly and easily.

Relevance

Each chapter of Fundamentals of Cost Accounting opens with The Decision—

a real dilemma faced by a manager in one of a variety of service and manufac-
turing companies. These vignettes tie in to the Business Application boxes
later in the chapter, which highlight related issues reported in the business

~ world and the authors’ own experiences with companies where they have
worked or conducted research, demonstrating the relevance of cost accounting
to the real world. The Debrief feature links the topics in the chapter to the
decision dilemma faced by the manager in the opening vignette.

“Clear and easy to read.”

—Molly Brown
James Madison University

“The text has a good, broad coverage that can be adapted to
meet the needs of the cost accounting course.”

—Donald Campbell
Brigham Young University~Idaho

“Lanen provides a succinct and readable text for the basics of
cost accounting. The emphasis is on the fundamentals.”

—Jay Holmen
University of Wisconsin Eau Claire

“Its topical coverage is very good and its layout and readability
are also very good.”

—David Bukovinksy

Wright State University

“The writing is excellent, accompanied by many useful
illustrations.” |

—Leslie Kren
University of Wisconsin Milwaukee




Step into the Real World

Cost Estimati

Chapter Five LEARNING OBJECTIVES

After mmading this chapts

The Decision

you shardd bo abio to

LO 5-1
LO 5-2
LO5-3

Understand the reasons for estimating fixed and variable costs.
Estimate costs using engineering estimates.

Estimate costs using account analysis.

tI've read several books on cost analysis and
worked through decision analysis problems in some of
my college classes. Now that | own my own business, |
realizo that there was one important thing that | always
ook for granted in doing thase problems. We wors ai-
ways given the data. Now | know that doing the analy-
sis 0nce you have the data is the easier part. How ars

arbicle about, of all things, the Costs of text

[seo the Business Appiication itam “The Variable Cost
of aText Message”on the next page]. The article talked
about the low variable costs of sending text messages
and the implications for pricing services. Although | am
in & differsnt industry, the basic principlas stil apply.

Charlene Cooper owns Charlens's Computer Care (3C), a
LO5-4  Estimate costs using statistical analysis. the costs determined? How do | know i they are fixed |y ot computer servics centers located throughout the
or variable? | am trying 10 decide whether ©0 0pen & g,y Chariene Is thinking about & new oenter and
L0 5-5  Interpret the results of regression output. "'7%"”""‘:2”“’“" W""“""":"“mf’”‘“"‘n has asked you to help her make a decision. She especially
o wants your help estimating tha costs 1o use in the analysis.
detormine variable costs aftor reading an
LO 5-6  Identify potential problems with regression data.

LO 5-7 Evaluate the advantages and disadvantages of altemative cost

estimation methods.

Why Estimate Costs?
When managers maks they need (and benefits) among
alternative actions. Therefore, managers need to estimate the costs associated with
each alternative. We saw in Chapter 4 that good decisions require good information
about costs; the better these estimates, the better the decision managers will make. In
this chapter, we discuss how to estimate the cost data required for decision making.

Chapter Opening Vignettes

Do your students sometimes wonder how the course
connects with their future? Each chapter opens with 7he
Decision, a vignette in which a decision maker needs cost
accounting information to make a better decision. This
sets the stage for the rest of the chapter and encourages
students to think of concepts in a business context.

The Variable Cost of a Text Message

Text messaging is a common add-on service to mobile
phones, but how profitable is it for the phone companies? In
September 2008, the chairman of the Senate Antitrust Com-
mittee sent letters to four major telecommunications com-
panies asking for information about prices and costs. His
interest was prompted by a price increase from $.10 to $.20
for the pay-per-use service.
Although the companies did not discuss the costs of
text messaging In thelr rospoma& lha varlable cost can be
by the method. First, how does & text
message use the carriers’ resources?

A text message initially travels wirelessly from a handset
1o the closes! base-station tower and is then transferred
through wired links to the digital pipes of the taiupmm
 netwark, and then, near its destination, is onvertad

back Into & wireless signal to traverse the final leg, from
tower to handset.

How does sending a lext message impact the network?
Inthe wirad portion of fts journay. a file of such infinitesi-
/ uertial. Srinivasan |

mel size Is Inconsequential, St Keshay, a profes-
sor of computer sclence at the University of Waterloo
in Ontario, sald, are though a

What does this mean for the costs?

Professor Keshav said that once a carrier invests in the
centralized storage equipment—the cost of storing a
terabyte now is only $100 and dropping—and the staff
to maintain it, its costs are basically covered. "Operating
costs are relatively insensitive to volume,” he said. “it
doesn’t cost the carrier much more to transmit & hun-
dred million messages than a million.”

In other words, the variable costs aro close to zero.
What are the implications for pricing? With no incremental
fixed or variable costs associated with the texting prod-
uct, carriers profit from offering unlimited messaging at an
affordable rate.

Onhce ge travels wire-
m@ynsamwaywmwamdm one sees
the carrlers’ pricing plans in an entirely new light. The
most profitable plan for the carriers will be the one that
collects the most revenus from the customer: unlimited
messaging, for which AT&T and Sprint charge $20 a

. mm.nummo $16.

mwm.wmmxgmmvw

—N. Ahadiat

Business Application

Do your students need help connecting
theory to application? The Business
Application examples tie in to The Decision
chapter-opening vignettes and are drawn
from contemporary journals and the authors’
own experiences. They illustrate how to

1 apply cost accounting methods and tools.

University of California Pomona

“[The Business Application features are] a very helpful piece
to help students see how the course material becomes relevant in
the professional world.”

vii



Debrief

Do your students under-
stand how to apply the
concepts in each chapter

to become better decision
makers? All chapters end
with a Debrief feature that
links the topics in the chap-
ter to the decision problem
faced by the manager in the
opening vignette.

The Debrief

After considering the cost estimates in Exhibit 5.8, Charlene
commented:
& & This exercise has been very useful for me. First, |
learned about different approaches to estimating the
cost of & new center. More important, | leamed about I'am not going to spend more time on reconciling the
the ad\ and disad\ \ges of each cost b 1 know that reg of which
W e estimate | think is best, my decision will be the same.? *

When | look at the numbers in Exhibit 5.8, | have
confidence in my decision to open a new center. Al-
though there is a range in the estimates, all of the es-
timates are below my expected revenues. This means

SUMMARY

Accurate cost esumauon is lmponam lo most organizations for decision-making purposes.
Although no hod is some are better than others. The use-
fulness of a cost estimation method dcpends highly on the user’s knowledge of the business
and the costs being analyzed.

The following summarizes the key ideas tied to the chapter’s learning objectives.

LO 5-1 Understand the reasons for estimating fixed and variable costs. The behavior
of costs, not the accounting classification, is the important distinction for decision
making. Cost estimation focuses on identifying (estimating) the fixed and variable

“Good illustrations and real-world examples. It has broad and
comprehensive topic coverage.”

—Robert Lin
California State University East Bay

@=connect

All applicable Exercises are included in Connect.

EXERCISES

5-25. Methods of ‘osts:

Custom Homebuilders (CH) designs and constructs high-end homes on large lots owned by
customers. CH has developed several formulas, which it uses to quote jobs. These include
costs for materials, labor, and other costs. These estimates are also dependent on the region
of the country a particular customer lives. Below are the cost estimates for one region in the
Midwest:

AMINISIBUVE COSIS. . ... ... o\ oeeeeeerseen ... $20,000

3.052)

End-of-Chapter Material
Being able to assign end-of-chapter
material with confidence is impor-
tant. The authors have tested the
end-of-chapter material over time
to ensure quality and consistency

Building costs — per square foot (basic). .. .. $ 9 i

Building costs — per square foot (moderate) . $ 150 | Wlth the Chapter content.
Building costs — per square foot (luxury) $ 225 |

Appliances (basic). . $15,000

Appliances (moderate) $25,000

Appliances (luxury) . $45,000

Utilities costs (if required) .......... . $40,000 .

Required

A customer has expressed interest in having CH build a moderate, 3,000 square-foot home on
a vacant lot, which does not have utilities. Based on the engineering estimates above, what will
such a house cost to build?

5-26. Methods of Costs:

Cray-Z C I provides ing advice to not-for-profit firms. It em-
ploys three levels of | based on and ion: partner, senior, and
associate. When Cray-Z considers bidding on jobs, it estimates the costs using a set of stan-

(L0 5-2)

viii

“This is an excellent cost accounting book with quality end of

chapter materials.”

—Judy Daulton
Piedmont Technical College

“Well written; good end-of-chapter material.”

—R. E. Bryson
University of Alabama in Huntsville




eXcel

mhhe.com/lanende
Excel is essential to contemporary cost
accounting practice, and Lanen 4e inte-
grates Excel where appropriate in the

Excel

Chapter 5 Cost Estimation

5-30. Methods of Estimating Costs: High-Low (L) 5-4)
Adriana Corporati factures football equi In planning for next year, the man-

agers want to d the relation b activity and overhead costs. Discussions with exce,
the plant supervisor suggest that overhead seems to vary with labor-hours, machine-hours, or o
both. The following data were collected from last year’s operations:

text. Several exercises and problems in
each chapter can be solved using the Month

Excel spreadsheet templates found on the )
text’s Online Learning Center or Connect 3
Library. An Excel logo appears in the text 5
next to these problems. =
5
10
"
12

Labor-Hours Machine-Hours Overhead Costs

3,625 6,775 $513,435
3,575 7,035 518,960
3,400 7,600 549,575
3,700 7,265 541,400
3,900 7,955 581,145
3,775 7895 572,320
3,700 6,950 535,110
3,625 6,530 510,470
3,550 7270 532,195
3,975 7725 565,335
3,375 6,490 508,775
3,550 8,020 564,210

inclusion of Excel in the chapters”

—Michael Flores,
Wichita State University

“Strong end of chapter and test bank materials. Strong

Integrative Cases

INTEGRATIVE CASE

Cases can generate classroom

5-57. Cost Estimation, CVP Analysis, and Decision Making
Luke Corporation produces a variety of products, each within their own division. Last year,
the at Luke and began a new chewing gum, Bubbs, to sell in
vending machines. The product, which sells for $5.25 per case, has not had the market success
that managers expected and the company is considering dropping Bubbs.

The product-line income statement for the past twelve months follows:

[ e s $14,682,150
Costs

Manufacturing costs ........ 4,440,395

Allocated corporate costs (@5%) 734,108 15,174,503
Product-line margin. $ (492,353)
Allowance for tax (@20%). s 98,470
Product-line profit (loss) . ........... $ (393,883)

All products at Luke receive an allocation of corporate overhead costs, which is computed as
S percent of product revenue. The 5 percent rate is computed based on the most recent year's
corporate cost as a percentage of revenue. Data on corporate costs and revenues for the past

two years follow:
Corporate Revenue  Corporate Overhead Costs
Most recent year $106,750,000 $5,337,500
Previous year. . ..... $ 76,200,000 4,221,000

(LOSL.3.8)

discussion or be the basis for good
team projects. These integrative
cases, which rely on cost accounting
principles from previous chapters

as well as the current chapter, ask
students to apply the different
techniques they have learned to a
realistic situation.
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