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“CORNERSTONES"—
THE FOUNDATION
FOR SUCCESSFUL LEARNING

Carefully crafted from the ground up, the “Cornerstones” in this text will

help you set up and solve fundamental calculations or procedures. And the
“Cornerstones” go beyond simple preparation by focusing on the underlying
accounting principle. There is a “Cornerstone” for every major concept in the
book, serving as a “How To” guide for when you are struggling to complete
homework assignments. By being able to master the foundations of cost account-
ing, it will be easier for you to understand how accounting is used for decision
making in the business world, making you more marketable to future employers!

Each “Cornerstone” has five parts: Information, Why, Required, What If, and
Solution. Through this learning system, students understand both the calculations
and the conceptual meaning behind them.

The Information portion of
each “Cornerstone” provides
the necessary data to arrive at
a solution.

The Why section explains
the reason each exercise
is important and how it fits
into the big picture of cost
accounting.

The Required section of
each example provides you
with each step that must be
solved. The What If aspect
of the example asks you to
consider the implications if a
variable were to change. This
helps you to grasp the true
conceptual meaning behind
the calculation.

The Solution ends each
“Cornerstone,” showing the
calculations for each of the
required steps in the problem
This helps you understand the L4
necessary concepts.




End-of-Chapter
Cornerstone Exercises
are linked to specific
"Cornerstone” exam-
ples in the text, provid-
ing a valuable reference
as you try to complete
homework on your own.
This provides a model
for you as you go on to
complete more complex
. problems, helping you
become an independent
B learner!

Our Conclusions: The primary driver of success in accounting is homework. Students believe a
textbook helps them succeed, but they are using books differently than the previoug generations.
Ctudents use books as a source of examples and descriptions to help them complete homework.
They may “skim” the text before or after class, but very few read the text from beginning to end. Ag
a result of this research, Cornerstones was fine-tuned to provide you with greater efficiency and
more relevance, promising better results. Cornerstones provides you with the confidence to be
more independent, allowing you more time to learn additional concepts.

The Cornerstones Learning System is based on how students learn accounting today. This system incorpo-
rates the following key features:

¢ The actual “Cornerstones” within the chapters — unique to this family of texts!
¢ The “Cornerstones” references within the end-of-chapter Cornerstones Exercises.
e The summary of “Cornerstones” at the end of each chapter with page references.

e Online reinforcement of “Cornerstones” concepts with powerful CengageNOW tools

‘I have recently tried the problems in Cornerstones and found that the step-by-step examples that
are placed within the text helped extremely .. | compared the chapters in Cornersfonesto our text-
book and felt that Cornersfones was much eagier to understand by just reading the chapter.”

—Katie Hogan, Student at University of Cincinnati



Experience Accounting S

Developed by Dan Heitger of Miami University, videos in the Experience
Accounting Video Series showcase Accounting success! These brief videos
demonstrate how today’s top companies incorporate costing techniques

to fuel better business performance. You will be exposed to a wide variety

of high-profile companies to better visualize manufacturing and service
examples.

The Experience Accounting Video Series features top companies, such as:

BP — Process Costing

Washburn Guitars — Job Order Costing

Hard Rock Café — Investments

Cold Stone Creamery — Activity-Based Costing

High Sierra Sport Company — Budgets and Profit Planning
Boyne Resorts — Cost-Volume-Profit Analysis

Navistar — Relevant Costs

Zingerman’s Delicatessen — Cost Behavior

® ® ® ® ® L 3 L ®

To access the videos and to view a demo, visit: www.cengage.com/
accounting/eav.

“The "Experience Accounting aspect of the features is particularly useful in
driving home the real-life application of accounting.”

—Dr. Solochidi Ahiarah, SUNY College at Buffalo

Ask your professor to include these digital assets in your course experience!



Your New Perfect
Digital Solutions

CENGAGENOW

CengageNOW™ for Cornerstones is an online teaching and learning

resource that gives you more of the tools you need to help you succeed
NOW!

CengageNOW features:
e Homework written by the authors
Personalized Study Plan with Experience Accounting videos, games,
and more
¢ Instant feedback on homework assignments
Online gradebook to track your progress

To purchase CengageNOW or the Experience Accounting Videos, please
visit www.cengagebrain.com
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of ethical behavior for management
accountants.
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certification available to internal
accountants.
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Chapter 1  Introduction to Cost Management

Financial Accounting Information System

The financial accounting information system is primarily concerned with producing
outputs for external users. It uses well-specified economic events as inputs, and its
processes follow certain rules and conventions. For financial accounting, the nature
of the inputs and the rules and conventions governing processes are defined by the
Securities Exchange Commission (SEC) and the Financial Accounting Standards
Board (FASB). Among its outputs are financial statements such as the balance sheet,
income statement, and statement of cash flows for external users (investors, creditors,
government agencies, and other outside users). Financial accounting information is
used for investment decisions, stewardship evaluation, activity monitoring, and regu-
latory measures.

The Cost Management Information System

The cost management information system is primarily concerned with producing
outputs for internal users using inputs and processes needed to satisfy management
objectives. The cost management information system is not bound by externally
imposed criteria that define inputs and processes. Instead, the criteria that govern the
inputs and processes are set by people in the company. The cost management infor-
mation system has three broad objectives that provide information for:

1. Costing out services, products, and other objects of interest to management
2. Planning and control
3. Decision making

The information requirements for satisfying the first objective depend on the
nature of the object being costed and the reason management wants to know the
cost. For example, product costs that satisfy the FASB rules are needed to value
inventories for the balance sheet and to calculate the cost of goods sold expense on
the income statement. These product costs include the cost of materials, labor, and
overhead. In other cases, managers may want to know all costs that are associated
with a product for purposes of tactical and strategic profitability analysis. If so, then
additional cost information may be needed concerning product design, develop-
ment, marketing, and distribution. For example, pharmaceutical companies may
want to associate research and development costs with individual drugs or drug
families.

Cost information is also used for planning and control. It should help managers
decide what should be done, why it should be done, how it should be done, and how
well it is being done. For example, information about the expected revenues and costs
for a new product could be used as an input for target costing. At this stage, the
expected revenues and costs may cover the entire life of the new product. Thus, pro-
jected costs of design, development, testing, production, marketing, distribution, and
servicing would be essential information.

Finally, cost information is a critical input for many managerial decisions. For
example, a manager may need to decide whether to continue making a component
internally or to buy it from an external supplier. In this case, the manager would need
to know the cost of materials, labor, and other productive inputs associated with the
manufacture of the component and which of these costs would vanish if the product
is no longer produced. Also needed is information concerning the cost of purchasing
the component, including any increase in cost for internal activities such as receiving
and storing goods.

Cost management has a much broader focus than that found in traditional cost-
ing systems. It is not only concerned with how much something costs but also with
the factors that drive costs, such as cycle time, quality, and process productivity. Thus,
cost management requires a deep understanding of a firm’s cost structure. Managers
must be able to determine the long- and short-run costs of activities and processes as
well as the costs of goods, services, customers, suppliers, and other objects of interest.
Causes of these costs are also carefully studied.



Chapter 1 Introduction to Cost Management

Different Systems for Different Purposes

The financial accounting and cost management systems show us that different systems
exist to satisfy different purposes. As indicated, these two systems are subsystems of
the accounting information system. The cost management information system also
has two major subsystems: the cost accounting information system and the operational
control information system. The objectives of these two subsystems correspond to the
first and second objectives mentioned earlier for the cost management information
system (the costing and control objectives). The output of these two cost systems sat-
isfies the third objective (the decision-making objective).

The cost accounting information system is a cost management subsystem
designed to assign costs to individual products and services and other objects as
specified by management. For external financial reporting, the cost accounting system
must assign costs to products in order to value inventories and determine cost of
sales. Furthermore, these assignments must conform to the rules and conventions set
by the SEC and the FASB. These rules and conventions do not require that all costs
assigned to individual products be causally related to the demands of individual prod-
ucts. Thus, using financial accounting principles to define product costs may lead to
under- and overstatements of individual product costs. For reporting inventory values
and cost of sales, this may not matter. Inventory values and cost of sales are reported
in the aggregate, and the under- and overstatements may wash out to the extent that
the values reported on the financial statements are reasonably accurate.

However, at the individual product level, distorted product costs can cause man-
agers to make significant decision errors. For example, a manager might erroneously
deemphasize and overprice a product that is, in reality, highly profitable. For decision
making, accurate product costs are needed. If possible, the cost accounting system
should produce product costs that simultaneously are accurate and satisfy financial
reporting conventions. If not, then the cost system must produce two sets of product
costs: one that satisfies financial reporting criteria and one that satisfies management
decision-making needs.

The operational control information system is a cost management subsystem
designed to provide accurate and timely feedback concerning the performance of
managers and others relative to their planning and control of activities. Operational
control is concerned with what activities should be performed and assessing how well
they are performed. It focuses on identifying opportunities for improvement and
helping to find ways to improve. A good operational control information system pro-
vides information that helps managers engage in a program of continuous improve-
ment of all aspects of their businesses.

Product cost information plays a role in this process, but by itself, is not sufficient.
The information needed for planning and control is broader and encompasses the entire
value chain. For example, every profit-making manufacturing and service organization
exists to serve customers. Thus, one objective of an operational control system is to
improve the value received by customers. Products and services should be produced
that fit specific customer needs. (Observe how this affects the design and development
system in the value chain.) Quality, affordable prices, and low post-purchase costs for
operating and maintaining the product are also important to customers.

A second, related objective is to improve profits by providing this value. Well-
designed, quality products that are affordable can be offered only if they also provide
an acceptable return to the owners of the company. Cost information concerning
quality, different product designs, and post-purchase customer needs is vital for man-
agerial planning and control.

Factors Affecting Cost Management

Worldwide competitive pressures, deregulation, growth in the service industry, and
advances in information and manufacturing technology have changed the nature of
our economy and caused many manufacturing and service industries to dramatically

OBJECTIVE

Identify the current factors affecting cost
management.



Chapter 1 Introduction to Cost Management

change the way in which they operate. These changes, in turn, have prompted the
development of innovative and relevant cost management practices. For example,
activity-based accounting systems have been developed and implemented in many
organizations. Additionally, the focus of cost management accounting systems has
been broadened to enable managers to better serve the needs of customers and man-
age the firm’s business processes that are used to create customer value. A firm can
establish a competitive advantage by providing more customer value for less cost than
its competitors. To secure and maintain a competitive advantage, managers seek to
improve time-based performance, quality, and efficiency. Accounting information
must be produced to support these three fundamental organizational goals.

Global Competition

Vastly improved transportation and communication systems have led to a global mar-
ket for many manufacturing and service firms. Several decades ago, firms neither
knew nor cared what similar firms in Japan, France, Germany, and Singapore were
producing. These foreign firms were not competitors since their markets were sepa-
rated by geographical distance. Now, both small and large firms are affected by the
opportunities offered by global competition. Stillwater Designs, a small firm that
designs and markets Kicker speakers, has significant markets in Europe. The manufac-
ture of the Kicker speakers is mostly outsourced to Asian producers. At the other end
of the size scale, Procter & Gamble, The Coca-Cola Company, and Mars, Incor-
porated, are developing sizable markets in China. Automobiles, currently being made
in Japan, can be in the United States in two weeks. Investment bankers and manage-
ment consultants can communicate with foreign offices instantly. Improved transpor-
tation and communication in conjunction with higher-quality products that carry
lower prices have upped the ante for all firms. This new competitive environment has
increased the demand not only for more cost information but also for more accurate
cost information. Cost information plays a vital role in reducing costs, improving pro-
ductivity, and assessing product-line profitability.

Growth of the Service Industry

As traditional industries have declined in importance, the service sector of the econ-
omy has increased in importance. The service sector now comprises approximately
three quarters of the U.S. economy and employment. Many services—among them
accounting services, transportation, and medical services—are exported. Experts pre-
dict that this sector will continue to expand in size and importance as service produc-
tivity grows. Deregulation of many services (e.g., airlines and telecommunications in
the past and utilities in the present) has increased competition in the service industry.
Many service organizations are scrambling to survive. The increased competition has
made managers in this industry more conscious of the need to have accurate cost in-
formation for planning, controlling, continuous improvement, and decision making.
Thus, the changes in the service sector add to the demand for innovative and relevant
cost management information.

Advances in Information Technology

Three significant advances relate to information technology. One is intimately con-
nected with computer-integrated applications. With automated manufacturing, com-
puters are used to monitor and control operations. Because a computer is being
used, a considerable amount of useful information can be collected, and managers
can be informed about what is happening within an organization almost as it hap-
pens. It is now possible to track products continuously as they move through the fac-
tory and to report (on a real-time basis) such information as units produced, material
used, scrap generated, and product cost. The outcome is an operational information
system that fully integrates manufacturing with marketing and accounting data.



