Cost Accounting:
Information for X
Decision Making O@
LEARNING OBJECTIVES \Q

O

After reading this chapter, you should be able to:

L.0.1 Describe the way managers use accounting j ation to create value
in organizations.
L.0.2 Distinguish between the uses and usersbst accounting and financial

accounting information. ,
L.0.3 Explain how cost accounting,information is used for decision making and
performance evaluationsinterg ations.

L.0.4 |dentify currer@cost accounting.

L.0.5 Understandfethieal®Ssues faced by accountants and ways to deal with
ethicél problems’that you face in your career.
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| opened this store on Main Street shortly after | graduated.
This is a tourist town, and | knew that a cookie store would
attract people. I've seen it grow a bit over the last few years,
but the return has always been marginal.

| read recently that most small businesses fail within
three years. (See the In Action item “The Importance of Un-
derstanding Costs.”) | went back to school last year hoping
to learn some business skills that will help me really take
control and increase the store’s value. One thing | need to do
is develop a better understanding of my costs. This semester

subject, but | know there is a lot more to learn. I'm curious,
though, how this class will help me and how what | will learn
will further my career, whether | remain an owner orw

into management at a larger organization.
c@%ich

Carmen Diaz is the founder of Carmen’s
she opened three years ago. Recently, she rg
for a business degree. The store has bee
able, but Carmen knows she mus
Should she work on making the store

school
yinally profit-

I’'m taking a cost accounting class. | know a little bit about the  she abandon it and seek employ ith another firm?

f wi-
edge that will help her do this. Like you, she is now studying cost accounting @ of
the disciplines that she will use. Carmen knows that the world is a fast-ch g place.
She wants to learn not only what is current but also a way to think about problems that
she can apply throughout her career. To do this, she knows that she hasﬂ develop an in-
tuition about the subject. She cannot just learn a few facts that shejis sure to forget soon.
After developing this intuition, she will be able to evaluate t f new cost account-
ing methods introduced throughout her career.

In this chapter we give an overview of cost accounti
business situations we will study to put the topic in pe
the description of how they apply to larger organizZati 1 to not-for-profit organiza-
tions or government agencies) are discussed in% tail in individual chapters. The
examples also illustrate how the disciplin cost agCounting can make a person a more
valuable part of any organization.

Carmen, like all managers, wants to add value to her company and is looking

ustrate a number of the
. The examples we use and

% portance of Understanding Costs

Opening a new business is ri der the best circumstances.
In the food business, every three new restaurants,
delis, and food shops in three years of opening, ac-
cording to goverrxj]tsta ics, the same failure rate for small

businesses in raly’ Part of the problem is that,
[

even. Linda Lipsky, a restaurant consultant, counsels
them to have enough money to cover every aspect of a
business for the first six months, including food, salaries,
benefits, kitchen equipment, rent, and utilities.

Source: M. Maynard, “Love Food? Think Twice Before Jumping into

. rest‘ ces make the same costly mistake: the Restaurant Business,” The New York Times, August 27, 2008.

vastly. mating the money it will take just to break

%
s

Why Start with Value Creation? L.0. 1

Describe the way
managers use
accounting information
to create value in
organizations.

Value Creation in Organizations

We start our discussion with the concepts of value creation and the value chain because in

cost accounting our goal is to assist managers in achieving the maximum value for their

organizations. Measuring the effects of decisions on the value of the organization is one

of the fundamental services of cost accounting. As providers of information (accountants)

% or as the users of information (managers), we have to understand how the information

] can and will be used to increase value. We can then come back to questions about how to
ey T design accounting systems that accomplish this goal.




value chain

Set of activities that transforms
raw resources into the goods
and services that end users
purchase and consume.

value-added activities
Those activities that customers
perceive as adding utility to
the goods or services they
purchase.

Exhibit 1.1 The Value Chain Components, Exa

Part | Introduction and Overview

Value Chain

The value chain is the set of activities that transforms raw resources into the goods and
services end users (households, for example) purchase and consume. It also includes the
treatment or disposal of any waste generated by the end users. As an example, the value
chain for gasoline stretches from the search and drilling for oil, through refining the oil
into gasoline, to the distribution of gasoline to retail outlets such as convenience stores,
and, finally, to the treatment of the emissions produced by automobiles.

In much of our discussion about cost accounting, we will be concerned with t
part of the value chain that comprises the activities of a single organization (a fir
example). However, an important objective of modern cost accounting is to ens
the entire value chain is as efficient as possible. It is necessary for the firm tgscoor
with vendors and suppliers and with distributors and customers to achieve jective.

In the gasoline example, ExxonMobil must work with suppliers of drilling equipment to
ensure the equipment is available when needed. It also needs to work owniers of their
On the Run franchises to ensure that gasoline is delivered to the statheeded.

The cost accounting system provides much of the information necessary for this
coordination. Therefore, at times we will also consider where @Value chain it is most
efficient to perform an activity.

The value-added activities that the firms in the ch form are those that cus-
tomers perceive as adding utility to the goods or services they purchase. The value chain
comprises activities from research and developmentﬂlrough the production process to
customer service. Managers evaluate these activigies to determine how they contribute to
the final product’s service, quality, and cos

Exhibit 1.1 identifies the individual ents of the value chain and provides ex-
amples of the activities in each comp yalong with some of the costs associated with
these activities. Although the 11 chain components in Exhibit 1.1 suggests a
sequential process, many of nents overlap. For example, the R&D and de-
sign processes might ta pla taneously Feedback from production workers on

tivities, and Example Costs

Component

¢ Research and
development (R&D)

e Design

° Productioné
. Mar@and sales

o Wistribution

e Customer service

e
\:r processes.
e Purchasing * he acquisition of goods and services

tivities Example Costs

e The creation"an development of ideas
relatedffo new products, services, or

Research personnel
Patent applications
Laboratory facilities

ailed development and
ineering of products, services,

Design center
Engineering facilities used to
develop and test prototypes

Purchasing department personnel

needed to produce a good or service. e Vendor certification

e The collection and assembly of
resources to produce a product or o
deliver a service.

Machines and equipment
Factory personnel

e The process of informing potential e Advertising
customers about the attributes of products e Focus group travel
or services that leads to their sale. e Product placement

e The process for delivering products or Trucks
services to customers. Fuel

e Web site creation, hosting,
and maintenance

e The support activities provided to °
customers for a product or service. o

Call center personnel
Returns processing
Warranty repairs
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existing products might be incorporated in the development of new models of a product.
Companies such as Apple Inc. solicit “feature requests” from customers for new versions
of software.

Most organizations operate under the assumption that each of the value chain com-
ponents adds value to the product or service. Before product ideas are formulated, no

value exists. Once an idea is established, however, value is created. When research and \

development of the product begins, value increases. As the product reaches the design

phase, value continues to increase. Each component adds value to the product or service. 6
You may have noticed that administrative functions are not included as part of the O

value chain. They are included instead in every business function of the value chain. For

example, human resource management is involved in hiring employees for all business

value chain functions. Accounting personnel and other managers use cost information \
from each business function to evaluate employee and departmental performance. Many
administrative areas cover each value chain business function. O

Supply Chain and Distribution Chain Q

Firms buy resources from suppliers (other companies, employees, etc.). s@ﬂi-

ers form the supply chain for the firm. Firms also sell their products to di ors and supply chain
customers. This is the distribution chain of the firm. At times in our discu we will ~ Setof firms and individuals

consider the companies and individuals supplying to or buying from a figg and the effect ~that sells goods and services

of the firm’s decisions on these suppliers and customers. We can think 8f these suppliers © the firm-

and customers as being on the firm’s boundaries. Thus, the sup ain and distribution  djstribution chain

chain are the parts of the value chain outside the firm. Set of firms and individuals
The value chain is important because it creates the r hich the customer that buys and distributes

is willing to pay. The customer is not particularly concerfigd¥ith how work is divided —goods and services from the

among firms producing the product or providing&1 ce. Therefore, one decision fim.

firms must make is where in the value chain a va component is performed most

cost effectively. Suppose, for example, tha ome%ory is necessary to provide timely

delivery to the customer. Managers nee &

termine whether the firm or its supplier ca

nting systems that will allow them to de-
the inventory at the lower cost.

K b Focus on the Supply Chain

Customers are conc @ the total cost of producing costs by 25 percent over three years. John Campi, execu-
a product or segvice ( ause of the effect on its price), tive vice president for procurement, explains that this does
but are not cor%d about which firm in the supply not mean that Chrysler will simply pay its suppliers 25 per-

chain incurre t. Therefore, companies think about centless, but, “[l]t means, between us, we have to find ways

not only reduci eir own costs but also reducing costs  to improve our supply chain operations.”
in the entire in. The supply chain for cars and trucks
inclu tiple suppliers of parts and components.  source: P. Gupta, “Chrysler Aims to Cut Supply Chain Costs by

ySI€r XL C has set a goal of reducing its supply chain 25 Percent,” Reuters, August 15, 2008.

@

Using Cost Information to Increase Value

Using the value chain as a reference, how can cost information add value to the organiza-
tion? The answer to this question depends on whether the information provided improves
managers’ decisions. Suppose a production process is selected based on cost informa-
tion indicating that the process would be less costly than all other options. Clearly, the
information adds value to the process and its products. The measurement and reporting of
costs is a valuable activity. Suppose cost information is received too late to help managers
make a decision. Such information would not add value.



6 Part | Introduction and Overview

Accounting and the Value Chain

If you have taken a financial accounting course, you focused, for the most part, on prepar-
ing and interpreting financial statements for the firm as a whole. You were probably not
concerned with what stage in the value chain produced profits. In cost accounting, as we
will see, we need to understand how the individual stages contribute to value and how to
work with other managers to improve performance. Although financial accounting and 6

cost accounting are related, there are important differences.
Accounting Systems
xwe

Lo.2 Allaccounting systems are designed to provide information to decision % Ver,
it is convenient to classify accounting systems based on the primar hie informa-
s

Distinguish between . .. . .-
tion. Investors (or potential investors), creditors, government age , tax authorities,
the uses and users of

) ; g and so on are outside the organization. Managers are inside the organization. The clas-
costaccounting an sification of accounting systems into financial and cost (o; mial) systems captures
financial accounting  ¢hig distinction between decision makers.

information.

Financial Accounting

/

financial accounting Financial accounting information is designed for decision makers who are not directly
Field of accounting that involved in the daily management of the ese users of the information are often
reports financial position external to the firm. The information, at or firms that are publicly traded, is public

and income according to
accounting rules.

and typically available on the company’ sife. The managers in the company are
keenly interested in the informat@.ed in the financial accounting reports gener-
t

ated. However, the information is cient for making operational decisions.
Individuals making decisi financial accounting data are often interested in
comparing firms, decididg wh for example, to invest in Bank of America or Wells
Fargo Bank. An impo &racterisﬁc of financial accounting data is that it be compa-
rable across firms. T \ important that when an investor looks at, say, revenue for
Bank of America, it%e ts the same thing that revenue for Wells Fargo Bank does. As

a result, financi ing systems are characterized by a set of rules that define how
transactions will"be treated.

C unting
cost accounting C nting information is designed for managers. Because the managers are mak-
Field of accounting that ing decisions only for their own organization, there is no need for the information to be

reports information aboug at the information be relevant for the decisions that managers operating in a particu-
costs. ar business environment with a particular strategy make. Cost accounting information is
commonly used in financial accounting information, but we are concerned primarily with

measures, records, and @' parable to similar information in other organizations. Instead, the important criterion

@ its use by managers to make decisions.

\ This book is about accounting for costs; it is for those who currently (or will) use
or prepare cost information. The book’s perspective is that managers (you) add value to
the organization by the decisions they (you) make. From a different perspective, accoun-

tants (you) add value by providing good information to managers making the decision.
The better the decisions, the better the performance of your organization, whether it is a
manufacturing firm, a bank, a not-for-profit hospital, a government agency, a school club,
or, yes, even a business school. We have already identified some of the decisions manag-
ers make and will discuss many of the current trends in cost accounting. We do this to
highlight the theme we follow throughout: The cost accounting system is not designed in
a vacuum. It is the result of the decisions managers in an organization make and the busi-
ness environment in which they make them.

Exhibit 1.2 summarizes some of the major differences between financial and cost
accounting.



Exhibit 1.2 Compariso
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n of Financial and Cost Accounting

the system?

* How to determine
accounting treatment

Financial Accounting

e Users of the information o External (investors, creditors, J
(decision makers) and so on)
e Important criteria e Comparability, decision o
relevance (for investors)
e Who establishes or defines e External standard-setting o

group (FASB in the U.S.)

e Standards (rules) J

Cost Accounting

Internal (managers)

Decision relevance \
(for managers), tim%s

Managers

Rel nce f ecision
maki

Cost Accounting, GAAP, and IFRS

The primary purpose of financial accounting is to provide investors (for ex: @re-
holders) or creditors (for example, banks) information regarding company a

ge-

ment performance. The financial data prepared for this purpose are governed nerally
accepted accounting principles (GAAP) in the United States and intepnational finan-
cial reporting standards (IFRS) in many other countries. GAAP and IFRS provide con-

sistency in the accounting

data used for reporting purpos one company to the

next. This means that the cost accounting information used t cost of goods sold,
inventory values, and other financial accounting informagi for external reporting

must be prepared in accordance with GAAP or IFR
converging, differences remain. For the reasons d&
differences are not important for our discussion,

gh GAAP and IFRS are
n the next paragraph, these
hould remain aware of them.

use (that is, within the organization) ne comply with GAAP or [FRS. Management

In contrast to cost data for financial rep‘% reholders, cost data for managerial

is free to set its own definitions for cost in

ion. Indeed, the accounting data used for

external reporting are often entirely i 1appLo iate for managerial decision making. For

example, managerial decisi

valuable for decision making than

ternally. Unless we state oth

This does not méa;

ons de th.the future, so estimates of future costs are more
e historical and current costs that are reported ex-

assume that the cost information is being developed

&)is no “right” or “wrong” way to account for costs. It does

erwise,
for internal use by managi %does not have to comply with GAAP or IFRS.

mean that the best,
information to the,decisi

on’s focus. There

, accounting for costs is the method that provides relevant
maker so that he or she can make the best decision.

Cost Accounting

ent, customers are the most important participants in a business. Without
the organization loses its ability and its reason to exist; customers provide the

are fewer and fewer markets in which managers can assume

t
o
t y face little or no competition for the customer’s patronage.
Cost information itself is a product with its own customers. The customers are man-
gers. At the production level, where products are assembled or services are performed,
information is needed to control and improve operations. This information is provided
frequently and is used to track the efficiency of the activities being performed. For ex-

ample, if the average defect

rate is 1 percent in a manufacturing process and data from the

cost accounting system indicate a defect rate of 2 percent on the previous day, shop-floor
employees would use this information to identify what caused the defect rate to increase

and to correct the problem.

At the middle management level, where managers supervise work and make op-
erating decisions, cost information is used to identify problems by highlighting when

some aspect of operations i

s different from expectations. At the executive level, financial

N\

generally accepted
accounting principles
(GAAP)

Rules, standards, and
conventions that guide the
preparation of financial
accounting statements for
firms registered in the U.S.

international financial
reporting standards
(IFRS)

Rules, standards, and
conventions that guide the
preparation of the financial
accounting statements in
many other countries.
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information is used to assess the company’s
overall performance. This information is
more strategic in nature and typically is
provided on a monthly, quarterly, or annual
basis. Cost accountants must work with
the users (or customers) of cost accounting
information to provide the best possible in-
formation for managerial purposes.
Many proponents of improveme
in business have been highly critical
accounting practices in companies. f
the criticisms—which we dis through-
out the book—are warrante blem,
however, is more with the@e of cost
accounting informatigfi, ngt the informa-
tion itself. The most sefigus problems with
accounting systemsyappear to occur when
Dispatc_hers at American Air!ines use cost_accounting data to evaluate managers afte se accounting infor-
alternatives when weather disrupts operations. d&eloped for external re-
porting for decision making. Making decisions often requireSwdifferent information from that
provided in financial statements to shareholders. It is important that companies realize that
different uses of accounting information require different types of accounting information.

Our Framework for Assessing Cost Acc ystems

Individuals form organizations to& some common goal. Although the focus in this

book is on economic organiz ch as the firm, most of what we discuss applies

equally well to social, re%, olitical organizations. The ability of organizations to
e

remain viable and achigve'their goals, whether profit, community well-being, or political
isions made by managers of the organization.

influence, depends o
Throughout th@ e emphasize that it is individuals (people) who make deci-
sions. This the ¢ following framework give us a common basis we can use to
assess alternati@unﬁng systems:

*  Decisions determine the performance of the organization.

s use information from the accounting system to make decisions.
s evaluate organizational and managerial performance with accounting

\in ormation.

’\%he Manager’s Job Is to Make Decisions

3 °  Why do organizations employ people? What do they do to add value? For line employees,

Explai ost  those directly involved in production or who interact with customers, the answer to this
accountj ation  question is clear. They produce the product or service and deal with the customer. The
is ds rdecision  job of managers, however, is more difficult to describe because it tends to be varied and

ma erformance ambiguous. The common theme among all managerial jobs, however, is decision making.

evaluationin  Managers are paid to make decisions.

organizations.

Decision Making Requires Information

Accounting systems are important because they are a primary source of information for
managers. We describe here some common decisions that managers make. Many, if not
most, decisions require information that is likely to come from the accounting system. Our
concern with the accounting system is whether it is providing the “best” information to man-
agers. The decisions managers make will be only as good as the information they have.
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Finding and Eliminating Activities
That Don’t Add Value

How do managers use cost information to make decisions that increase value? In their
quest to improve the production process, companies seek to identify and eliminate
nonvalue-added activities, which often result from the current product or process design.
If a poor facility layout exists and work-in-process inventory must be moved during the
production process, the company is likely to be performing nonvalue-added activities.

Why do managers want to eliminate nonvalue-added activities? An important concept
in cost accounting is that activities cause costs. Moving inventory is a nonvalue-added
activity that causes costs (for example, wages for employees and costs of equipment to
move the goods). Reworking defective units is another common example of a nonvalue-
added activity. In general, if activities that do not add value to the company can be elimi-
nated, then costs associated with them will also be eliminated.

A well-designed cost accounting system also can identify nonvalue-added activities t
cross boundaries in the value chain. For example, companies such as Steelcase, an offi

furniture manufacturer, have found it worthwhile to allow customers to order produsg ing
automated systems such as electronic data interchange (edi) rather than prepari nd
sending them by fax. This change has eliminated the need for two organizati nter an
order into the production scheduling system. (One was the customer preparin fax and

the other was the manufacturer retyping or scanning the fax into the scheduling system.) Not
only does thls save order entry costs, but it reduces the chances of c tly etrors in the order.

e organization. Ideas
often sound reasonable, but if their benefits (typically mea vings or increased
profits) do not outweigh the costs, management will likely dec painst them. The concept
of considering both the costs and benefits of a proposal 4 :
should perform cost-benefit analyses to assess wheth d changes in an organization
are worthwhile. The concept of cost-benefit analysi ies equally to deciding whether to
implement a new cost accounting system. The beréfits from an improved cost accounting
system come from better decision makin\ e benefits do not exceed the cost of imple-

menting and maintaining the new system rs will not implement it.

Identifying Strategic unities

Using Cost Analysi

Using the value chain and information about the costs of activities, companies can
identify strategic ad in the marketplace. For example, if a company can eliminate

nonvalue-added acti can reduce costs without reducing the value of the product
to customers. B ducm costs, the company can lower the price it charges customers,

giving it a co age over competitors. Or the company can use the resources saved
from ehm value-added activities to provide better service to customers.
Alt , a company can identify activities that customers value and which the

com prov1de at lower cost. Many logistics companies, such as Owens & Minor,

allsupply company, offer their customers consulting services and inventory man-

e idea here is simple. Look for activities that do or do not add value. If your com-
y can save money by eliminating those that do not, then do so. You will save your

ompany money. Implement those activities that do. In both cases, you will make the orga-
nization more competitive.

Owners Use Cost Information to Evaluate Managers

We have seen that it is important that managers make good decisions if they are to increase
organizational value, but how will we know if they make good decisions? If managers own
the organization, it is their money and resources that are at risk. We can assume that they will
make decisions that are in their own interest. In other words, the interest of the organization

Activities that do not
add value to the %
service fro e er's

perspecti

o

nonvalue-added \
activities %

cost-benefit analysis
Process of comparing benefits
(often measured in savings or
increased profits) with costs
associated with a proposed
change within an organization.
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and the owner-manager can be assumed to be the same, or aligned. However, most large
organizations, especially businesses, are not owned by the managers but by a large num-
ber of shareholders. Most of these shareholders are not involved in managing the business.
Therefore, there is a second role of the accounting system in addition to aiding managerial
decision making. It is to provide information, perhaps indirectly through financial reports, to
the owners of the organization about the performance of the organization and the manager.

cost driver
Factor that causes, or
“drives,” costs.

This book covers many topics on the use of cost data for managers. The following é-
tions provide examples of these topics. O

Costs for Decision Making
One of the most difficult tasks in calculating the financial cences of alternatives

is estimating how costs (or revenues or assets) among f tives will differ. For
example, Carmen’s Cookies has been making and selling Q ety of cookies through a
small store downtown. One of Carmen’s customers, the mamnager of the local coffee shop,
suggests to Carmen that she expand her operation and sell some of her cookies wholesale
to coffee shops, grocery stores, and the local university food service. The key is to deter-
mine which would be more profitable: remain théysame size or expand operations.

Now Carmen has the difficult task of gsti how revenues and costs will change
if she expands into this new distributio nel! She uses her work experience and
knowledge of the company’s costs tQ es cost changes. She identifies cost drivers,
which are factors that cause cost mple, to make cookies requires labor. There-

estimate the effect of adding a ale channel, Carmen estimates how many additional
cookies she would ha d% . Based on that estimate, she determines the additional
costs and revenues to & any that selling additional cookies will generate.

Do we “know” 11k be the effect of this decision on the firm? We do not, of course.
These are estim% quire making many assumptions and forecasts, some of which

fore, the number of cookies r\%S ost driver that causes, or drives, labor costs. To
ke

may not be realize@. This is what makes this type of analysis both fun and challenging. In
business, ody ¥fiows for certain what will happen in the future. In making decisions,
howevergmanagers constantly must try to predict future events. Cost accounting has more to

't ing future costs than recording past costs. For decision making, information

d
ab st is a means to an end; it helps you predict what will happen in the future.

\To omplete the example, assume that Carmen estimates that her revenues would
1

differential/cos
t o @, in response

r course of

differential revenues
Revenues that change in
response to a particular
course of action.

ease by 35 percent; food costs, labor, and utilities would increase 50 percent; rent per

* %nth would not change; and other costs would increase by 20 percent if she starts to sell

hrough other outlets. Carmen enters the data into a spreadsheet to estimate how profits

would change if she were to add the new channel. See Columns 1 and 2 of Exhibit 1.3 for
her present and estimated costs, revenues, and profits. The costs shown in Column 3 are
the differences between those in Columns 1 and 2.

We refer to the costs and revenues that appear in Column 3 as differential costs
and differential revenues. These are the costs and revenues, respectively, that change in
response to a particular course of action. The costs in Column 3 of Exhibit 1.3 are differ-
ential costs because they differ if Carmen decides to sell cookies through the wholesale
channel.

The analysis shows a $405 increase in operating profits if Carmen sells to the other
stores. Based on this analysis, Carmen decides to expand her distribution channels. Note
that only differential costs and revenues affect the decision. For example, rent does not
change, so it is irrelevant to the decision.

In Chapters 2 through 11, we discuss methods to estimate and analyze costs, as well
as how accounting systems record and report cost information.

O‘b

XN
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A B[ C [ DITE!l F TGIHT 1 TJ7K| Exhibitl.3
! FARMEN,S COOKIES Differential COS'[S,
2 Projected Income Statement .
3 For One Week Revenues, and Profits
4 m @ L ®
Status Quo: Alternative:
Original Shop Wholesale and \
5 Sales Only Retail Distribution Difference
6 | Sales revenue $6.300 $ 8,505 $2.205 6
7 | Costs
8| Food 1,800 2,700P 900 O
9| Labor 1,000 1,500° 500
10| Utilities 400 600° 200
11| Rent 1,250 1,250 -0
12| Other 1,000 1,200° 200
13| Total costs $5.450 $7.250 $ 1,800
14| Operating profits $ 850 $ 1,255 $ 405
15 \
16| 235 percent higher than status quo.
17, 50 percent higher than status quo.

18| ©20 percent higher than status quo.
\ \

V4

Fast-Food Chain Ne tems and Costs

It is not just small businesses that think about costs. With an ain is testing a smaller Whopper Jr. hamburger as it
increase in food and energy prices, fast-food chains& tries to overcome high ingredient costs.

as Burger King and McDonald's, are considering ae.l In these examples, increases in costs that are outside of the

ways to prepare some of their basic items. Fgr exal y firm’s control (food and energy, for example), combined with
This month, McDonald’s Corp. said it's #gs less a reluctance to raise prices, means that other costs must be
expensive ways to make its $1 double chees8urger; closely monitored so that profits will not be eroded.
already, some restaurants are selling er with
one slice of cheese instead of two, Afd’ Injan interview, Source: J. Jargon, “Food Makers Scrimp on Ingredients in an Effort
Burger King Holdings Inc. CEO sey said the to Fatten Their Profits,” The Wall Street Journal, August 23, 2008.

Costs for Co g Evaluation

An organization'Qf any but the smallest size divides responsibility for specific functions
among its empleyces. These functions are grouped into organizational units. The units,
which ma$ departments, divisions, segments, or subsidiaries, specify the report-
ing relatj % n the firm. These relations are often shown on an organization chart.
The o ational units can be based on products, geography, or business function. We
eral term responsibility center to refer to these units. The manager assigned responsibility center
unit is accountable for, that is, has responsibility for, the unit’s operations and ~ Specific unit of an
es. organization assigned to

&
@For example, the chief of internal medicine is responsible for the operations of a par- & Manager who is held

1cular part of a hospital. The president of General Motors Europe is responsible for most accountable for its operations
of the company’s operations in Europe. The president of a company is responsible for the and resources.
entire company.
Consider Carmen’s Cookies. When she first opened the store, Carmen managed the
entire operation herself. As the enterprise became more successful, she added a new loca-
tion exclusively to serve the wholesale distribution network. She then hired two manag-
ers: Ray Adams to manage the original retail store and Cathy Peterson to manage the
wholesale network. Carmen, as president, oversaw the entire operation. See the top part
of Exhibit 1.4 for the company’s organization chart.
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Exhibit 1.4
Responsibility Centers,
Revenues, and Costs

N
<&
>

Financial plan of the revenues
and resources needed to
carry out activities and meet
financial goals.

Part| Introduction and Overview
Carmen Diaz
President
Ray Adams Cathy Peterson
Vice President Vice President
Retail Operations Wholesale Operatiogs
A \ B \
1 CARMEN’S COOKIES
2 Income Statement
3 For the Month Ending April 30
Retail
4 Operations Total
5 | Sales revenue $ 28,400 $ 52,000
6 | Department costs
7 | Food 13,500 23,300
8 | Labor? 4,? 7,700
9 | Utilities . 1,800 3,900
10 Rent 5,000 2,500 7,500
11 | Total department costs 4,800 $ 17,600 $42,400
12| Center margin® ,600 $ 6,000 $ 9.600
13 | General and administrative costs
14| General manager’s salary (Carmel 5,000
15| Other (administrative) 3,200
16 | Total general and administrati $ 8,200
17 | Operating profit $ 1,400
18 | @Includes departme laries but excludes Carmen’s salary.
19 PThe difference revenues and costs ‘attributable to a‘ responsibility (‘:enter.

Exhibj l.4%ncludes the company income statement, along with the statements

for the two eenters. Each manager is responsible for the revenues and costs of his or her
certer. otal column is for the entire company. Note that the costs at the bottom of the
income Statement are not assigned to the centers; they are the costs of running the com-

ese costs are not the particular responsibility of either Ray or Cathy. Consider the

any.
&r (administrative) costs. Carmen, not Ray or Cathy, is responsible for designing the
m

inistrative systems (e.g., accounting and payroll), so she manages this cost as part of

er responsibility to run the entire organization. Ray and Cathy, on the other hand, focus

on managing food and labor costs (other than their own salaries) and responsibility center
revenues.

Budgeting You have probably had to budget—for college, a vacation, or living ex-
penses. Even the wealthiest people should budget to make the best use of their resources.
(For some, budgeting could be one reason for their wealth.) Budgeting is very important
to the financial success of individuals and organizations.

Each responsibility center in an organization typically has a budget that is its financial
plan for the revenues and resources needed to carry out its tasks and meet its financial
goals. Budgeting helps managers decide whether their goals can be achieved and, if not,
what modifications are necessary.

Managers are responsible for achieving the targets set in the budget. The resources
that a manager actually uses are compared with the amount budgeted to assess the
responsibility center’s and the manager’s performance. For example, managers in an
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A [ B [ C [ D E F Exhibit 1.5
1 CARMEN’S COOKIES Budget versus Actual
2 Retail Responsibility Center Data
3 Budgeted versus Actual Costs
4 For the Month Ending April 30
5 Actual Budget Difference \
6 | Food
7 Flour $ 2,100 $ 2,200 $ (100) 6
8 Eggs 5,200 4,700 500 O
9 Chocolate 2,000 1,900 100
10 Nuts 2,000 1,900 100
11 Other 2,200 2,200 —0-—
12 | Total food $ 13,500 $ 12,900 $ 600 \
13 | Labor O
14 Manager 3,000 3,000 -0-
15 Other 1,500 1,500 —0- Q
16 | Total labor $ 4,500 $ 4,500 $ —-0-
17 | Utilities 1,800 1,800 —0-
18 | Rent 5,000 5,000 —0-
19 | Total cookie costs $ 24,800 $ 24,200 $ 600
20 | Number of cookies sold 32,000 32,000 -0
21

\

automobile dealership compare the daily sales to a budg ry day. (Sometimes that
budget is the sales achieved on a comparable day 1 1ous year.) Every day, man-
agers of United Airlines compare the percentag thewairplanes’ seats filled (the load
factor) to a budget. Every day, managers ofghotel ospitals compare their occupancy
rates to their budgets. By comparing ac sults with budgets, managers can do things
to change their activities or revise their K plans.

As part of the planning and cont@ ss, managers prepare budgets containing
expectations about revenues and cest he coming period. At the end of the period,
they compare actual results with t@get. This allows them to see whether changes can
be made to improve future operatiofiS. See Exhibit 1.5 for the type of statement used to
compare actual results with &lanning budget for Carmen’s Cookies.

For instance, R os hat the retail responsibility center sold 32,000 cookies
as budgeted but that als€osts were higher than budgeted. Costs that appear to need
follow-up are th@se for eggs, chocolate, and nuts. Should Ray inquire whether there was
waste in usin id the cost of nuts per pound rise unexpectedly? Was the company
buying choco m the best source? Was there theft of the chocolate? As we will see,
even cos lower than expected (like flour) should be evaluated. For example, is

% our being purchased? These are just a few questions that the information
i1,

lower
i @ would prompt.
iscuss developing budgets and measuring the performance of managers and

sibility centers in Chapters 12 through 18.

Different Data for Different Decisions

One principle of cost accounting is that different decisions often require different cost
data. “One size fits all” does not apply to cost accounting. Each time you face a cost
information problem in your career, you should first learn how the data will be used. Are
the data needed to value inventories in financial reports to shareholders? Are they for
managers’ use in evaluating performance? Are the data to be used for decision making?
The answers to these questions will guide your selection of the most appropriate account-
ing data.
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Self-Study Questions

1. Suppose that all of the costs for Carmen’s Cookies 2. For what decisions would estimated cost information be
(Exhibit 1.3) were differential and increased propor- useful if you were a hospital administrator? The director
tionately with sales revenue. What would have been of a museum? The marketing vice president of a bank?

the impact on profits of adding the new distribution

channel?

Trends in Cost Accounting throughout the Value Chain

The solutions to these questions are at the end of the chapter on
pages 34-35.

L.O. 4
Identify current trends
in cost accounting.

Cost accounting continues to experience dramatic changes. Developnde Qformation
technology (IT) have nearly eliminated manual bookkeeping. Emphasis on cost control
is increasing in banks, hospitals, manufacturing industries (frefgcomputers to automo-
biles), airlines, school districts, and many other organiza ave traditionally not
focused on it. Cost accounting has become a necessity i ally every organization,
including fast-food outlets, professional organizations, an ernment agencies.

One reason for this rapid change is that managers at each stage of the value chain
require information on the performance of products, services, suppliers, customers, and
employees. Managers of the activities and c@st accountants must work together at each

stage to make decisions that increase fir ecause these processes themselves
have undergone great change in recent ye t accountants and cost accounting meth-
ods must continuously adapt to changes usiness areas.

Cost Accounting in @ rch and Development (R&D)

Lean manufacturing t ues, in which Toyota Motor Company is considered a leader,
are not simply about NE on. Companies partner with suppliers in the development
1

stage to ensure cost designs for products. Product engineers need cost account-

ing informatio decisions about alternative materials. For example, Johnson
Controls, a ma rer of automobile seats, needs to make trade-offs between the cost
and weightgof mdt€rials, which is an important factor in fuel economy and the cost of
recycli aterials at the end of the car’s life.

& counting in Design

O\
)

then assigns them to products
based on the products’
consumption of activities.

important activity in product development is design. Product designers must write de-
led specifications on a product’s design and manufacture. The design of a product can
ave a significant impact on the cost to manufacture it. Designs that are complex might
add additional functions, which, while making a product more desirable, may also require
complex and expensive manufacturing processes. Design for manufacturing (DFM) is the
concept that manufacturing cost and complexity need to be considered in the design of the
product. Cost accountants help designers understand the trade-off by using methods such as
activity-based costing, which considers the activities or processes that will be required to
bring a product to market. Hewlett-Packard, for example, uses activity-based costing meth-
ods to communicate to designers the costs of alternative designs of testing equipment.
Activity-based costing is a product costing method that has received a great deal of
attention since the 1990s. This costing method is more detailed and complicated than
conventional costing methods, but it can provide more accurate cost numbers. ABC as-
signs costs to products based on several different activities, depending on how they drive
costs, whereas traditional costing methods assign costs to products based on only one
or two factors, generally based on volume. In general, ABC provides more detailed cost
information, enabling managers to make more informed decisions.

O
«Q

>
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Cost Accounting in Purchasing

Companies now partner with suppliers to increase the efficiency in the supply chain. Part-
nering requires information on the performance of partners to ensure the relationship adds
value. Performance measures are being used to evaluate the performance of key suppli-
ers and business partners. For example, United Technologies and Sun Microsystems both
maintain extensive supplier metrics systems. Sun Microsystems also includes an effort to
“value” nonperformance in understanding the effect of suppliers on Sun’s value.

The use of cost accounting methods such as target costing, activity-based costing,
performance measures, and incentive systems that support teamwork, helps firms such as
Federal Express and Dell Computers manage their partnerships to keep the supply chain
“lean” and add value throughout the chain. Some firms, for example, Sainsbury, a super-
market chain in the United Kingdom, maintain a Web portal for their suppliers that allows
them to see their own performance over time and compare it to the average performance

gies also use the Internet to provide comparative performance data to suppliers.

These approaches to managing suppliers allow firms to support continual improve-
ment throughout the supply chain by facilitating benchmarking. Using b cng
methods, managers measure a company’s own products, services, and actiyi
the best levels of performance that can be found either inside or outside
own organization. Because managers seek continual improvement, %:y 0 not treat
benchmarking as a one-time event but as an ongoing process.

Cost Accounting in Production

Operations managers and financial accountants use costyi
stage to understand and report the costs of the multi
most important developments in production, assoct lean manufacturing, is the
use of just-in-time (JIT) methods. Using just-ih-time methods, companies produce or
purchase units just in time for use, keeping inventezi€s at a minimum. If inventories are
low, accountants can spend less time o tory valuation for external reporting and
more time on managerial activities.

The economic justification for J@ws from the trade-off between the costs of
setup and stock-outs as compared osts of holding inventory (obsolescence, stor-
age space and associated tax an ance, and costs associated with organizing and
keeping track of inventory%)dern cost accounting systems have helped managers

better understand the_ relative Gests so that appropriate inventory policies can be set and
targeted improvementss @ )

Firms that use leamymanufacturing techniques look to the cost accounting system
to support these\II@ques by providing useful measurements at the work cell or pro-
cess level.‘Le nting systems provide these measures. In addition, these systems
are design
accounti

man

tion in the production
ucts produced. One of the

id unnecessary transactions, in effect eliminating “waste” from the
Xesses, just as lean manufacturing is designed to eliminate waste from the
g process.
oduction process is not limited to manufacturing. Service firms, such as banks,
stitance companies, and theme parks, produce or provide services demanded by custom-
@Efﬁcien‘c use of capacity (employees) in providing services is critical in increasing
e. Managers look to cost accounting information to help them understand and plan ca-
pacity. For example, the brokerage firm Charles Schwab uses ABC information to allocate
costs and thus determine the costs of capacity in various operational processes. The firm
then builds up the product cost according to its use of time in regard to the key processes.

Cost Accounting in Marketing

Marketing managers require cost accounting information to understand the profitability of
different customer groups. Advances in accounting information systems that capture data at
various levels of detail have made possible customer relationship management (CRM),

O

of other comparable suppliers. In the United States, Boeing Aircraft and United Technth
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performance measure

Metric that indicates ho ell
an individual, businesii?

product, or firm is warki

O
N

benchmarking

Continual process of
measuring a company’s

own products, services, and
activities against competitors’
performance.

just-in-time (JIT) method
In production or purchasing,
each unit is produced or
purchased just in time for

its use.

lean accounting

A cost accounting system
that provides measures at
the work cell or process level
and minimizes wasteful or
unnecessary transaction
processes.

customer relationship
management (CRM)
System that allows firms to
target profitable customers by
assessing customer revenues
and costs.
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outsourcing

Having one or more of the
firm’s activities performed
by another firm or individual
in the supply or distribution
chain.

total quality
management (TQM)
Management method by
which the organization seeks
to excel on all dimensions,
with the customer ultimately
defining quality.

cost of quality (COQ)
System that identifies the
costs of producing low-quality
items, including rework,
returns, and lost sales.

planning (ERP)
Information t @at
links the variousprocesses
of the enterp into a single
comp, n nformation

sy .
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which allows firms to target more precisely those customers who are profitable by assessing
the costs to serve a customer along with the revenues a customer generates. For example,
Harrah’s Entertainment is able to compete on the basis of providing complimentary services
to customers (typically called “comping”) based on their expected personal profitability.

Cost Accounting in Distribution

Earlier, we said that managers use accounting information to determine where in the supply
chain value-added activities will take place. Cost accountants work with managers to estim:
whether it is more efficient (less costly) to perform an activity in the firm or to have a
firm produce the product or perform the service. This is referred to as outsourcin
frequently consider activities in the distribution stage for outsourcing. As busiv&l?e

more global, specialized information on markets, regulations, and customs is al to the
speed of delivery. As a result, cost information often identifies specialized 1€s as be-
ing more efficient in distributing products, as opposed to handling distribpugi rnally.
The Japanese camera manufacturer Nikon, for example, now relQJPS for distri-
bution where it used to handle this activity internally. Many distributiof companies such
as UPS and Federal Express, in fact, have developed entize businesses consulting
with firms in regard to distribution solutions. These consulti ervices rely heavily on
cost information to identify cost-effective distribution sys

Cost Accounting in Customer Servige

Many companies have adopted the concepg of,total quality management (TQM), which
means that the organization is managed toexce all dimensions and the customer ulti-
mately defines quality. The customers det the’company’s performance standards ac-
cording to what is important to them (wh not necessarily what is important to product
engineers, accountants, or markete anies can indicate the high quality to consumers
through the product warranty. C cceeuntants help managers make decisions about quality
in two ways. First, cost o uali%)Q) systems identify the costs associated with produc-
ing defective units as welld@as the lost sales associated with poor-quality products. Second,
they provide informati‘& e projected warranty claims, which can be compared to the
increase in revenues d from offering a longer or more comprehensive warranty.
For exampl manufacturer Hyundai Motors determined that its quality im-
provements jus%offering a 10-year warranty, something unique in the automobile
industry. Thits dectSion was based on estimates of warranty costs and studies concerning

the sale ct of the longer warranty.

E& se Resource Planning

e have seen how cost accounting is used throughout the value chain. It is important that

. @Xinformation be consistent in all components of the chain.
enterprise resourcK\

As the cost of information technology falls and the value of information increases,
managers have adopted enterprise resource planning (ERP) systems. ERP systems are
integrated information systems that link various activities in an organization. Typical
systems include modules for production, purchasing, human resources, and finance. By
integrating these systems, managers hope to avoid lost orders, duplication of effort, and
costly studies to determine what is the current state of the enterprise.

Because all of the company’s systems are integrated, the potential for ERP to provide
information on costs of products and services is large. Implementation problems and the
scale of the task in large firms (enterprises) have kept many companies from realizing that
potential so far. However, with the increased emphasis on internal control from the Sarbanes-
Oxley Act (discussed later in the chapter), ERP systems will become even more valuable.

Creating Value in the Organization

These trends in the way organizations do business create exciting times in cost accounting
and excellent future opportunities for you to make important contributions to organizations.
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Keep in mind that these new methods are not ends in themselves. They are tools to help you
add value to organizations and their employees, customers, shareholders, and communities.

Self-Study Quew

3.  What are the major causes of changes in cost account-  The solution to this question is at the end of the chapter @
ing systems in recent years? page 35.

Key Financial Players in t ’&‘gagization

All managers in the organization, not just financial professionals, use cost account{Q

information. Because our focus is on cost accounting and decision making, we will oft
be viewing a decision from an operational manager’s perspective. For example, wesmight
look at a pricing decision or a sourcing decision that a marketing or production {manager

has to make.

As a financial or operational manager in an organization, you will wor
many financial professionals. See Exhibit 1.6 for a list of the typical

organizations and examples of their activities. If you work in the acc
function in an organization, you are likely to have one of these jo
tor or consultant, you will work with many of these financial

marketing, operations, or management, these financial manl @
teams working with you.

y with

ancial titles in
nting or finance
. If you are an audi-
ers. If you work in
be on one of many

Whatever your job, you will work in cross-fu& ams of people from many
fi

areas such as engineering, production, marketi\%

Exhibit 1.6 Key Financial Managers i %rganization

e, and accounting. Consider a

or/Responsibilities and

Title % Primary Duties
e Chief financial o ages entire finance and
officer (CFO) O accounting function
e Treasurer e Manages liquid assets
e Conducts business with banks
and other financial institutions

¢ @ ¢ Oversees public issues of
\ stock and debt

Plans and designs information

and incentive systems

S,

nternal auditor e Ensures compliance with laws,
regulations, and company policies
and procedures
¢ Provides consulting and auditing
services within the firm

e Cost accountant e Records, measures, estimates,
and analyzes costs
e Works with financial and operational
manager to provide relevant
information for decisions

Example Activities

Signs off on financial statements
Determines policy on debt versus
equity financing

Determines where to invest cash
balances
Obtains lines of credit

Determines cost accounting
policies
Maintains the accounting records

Ensures that procurement rules
are followed

Recommends policies and
procedures to reduce inventory
losses

Evaluates costs of products
and processes

Recommends cost-effective
methods to distribute products






