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Studying cost accounting is one of the best business investments a student can make.
Why? Because success in any organization—from the smallest corner store to the largest mul-
tinational corporation—requires the use of cost accounting concepts and practices. Cost
accounting provides key data to managers for planning and controlling, as well as costing
products, services, and even customers. This book focuses on how cost accounting helps man-
agers make better decisions, as cost accountants are increasingly becoming integral members
of their company’s decision-making teams. In order to emphasize this prominence in decision
making, we use the “different costs for different purposes” theme throughout this book. By
focusing on basic concepts, analyses, uses, and procedures instead of procedures alone, we
recognize cost accounting as a managerial tool for business strategy and implementation.

We also prepare students for the rewards and challenges they face in the professional cost
accounting world of today and tomorrow. For example, we emphasize both the development of
analytical skills such as Excel to leverage available information technology and the values and
behaviors that make cost accountants effective in the workplace.

New to This Edition
Deeper Consideration of Global Issues

Businesses today have no choice but to integrate into an increasingly global ecosystem. Virtu-
ally all aspects, including supply chains, product markets, and the market for managerial talent,
have become more international in their outlook. To illustrate this, we incorporate global con-
siderations into many of the chapters. For example, Chapter 6 describes the special challenges
of budgeting in multinational companies while Chapter 23 discusses the challenges of evaluat-
ing the performance of divisions located in different countries. Chapter 22 examines the impor-
tance of transfer pricing in minimizing the tax burden faced by multinational companies. The
Concepts in Action for Chapter 16 explains the importance of joint-cost allocation in creating
a trade war between poultry farms in the United States and South Africa. Several new examples
of management accounting applications in companies are drawn from international settings.

Increased Focus on Merchandising and Service Sectors

In keeping with the shifts in the U.S. and world economy, this edition makes great use of mer-
chandising and service sector examples, with corresponding de-emphasis of traditional manu-
facturing settings. For example, Chapter 10 illustrates linear cost functions in the context of
payments for cloud computing services. Chapter 20 highlights inventory management in retail
organizations and uses an example based on a seller of sunglasses. Chapter 21 incorporates a
running example that looks at capital budgeting in the context of a transportation company.
Several Concepts in Action boxes focus on the merchandising and service sectors, including
achieving cost leadership at Trader Joe’s (Chapter 1), using activity-based costing to reduce
the costs of health care delivery at the Mayo Clinic (Chapter 5), reducing fixed costs at Twitter
(Chapter 2), and analyzing operating income performance at Best Buy (Chapter 12) and web-
based budgeting at 24 Hour Fitness (Chapter 6).

Greater Emphasis on Sustainability

This edition places significant emphasis on sustainability as one of the critical managerial
challenges of the coming decades. Many managers are promoting the development and im-
plementation of strategies to achieve long-term financial, social, and environmental perfor-
mance as key imperatives. We highlight this in Chapter 1 and return to the theme in several



subsequent chapters. Chapter 12 discusses the benefits to companies from measuring social
and environmental performance and how such measures can be incorporated in a balanced
scorecard. Chapter 23 provides several examples of companies that mandate disclosures and
evaluate managers on environmental and social metrics. A variety of chapters, including
Chapters 2, 4, 6, 10, 13, 15, and 21, contain material that stress themes of recognizing and
accounting for environmental costs, energy independence and the smart grid, setting stretch
targets to motivate greater carbon reductions, using cost analysis, carbon tax, and cap-and-
trade auctions to reduce environmental footprints, and constructing “green” homes in a cost-
effective manner.

Focus on Innovation

We discuss the role of accounting concepts and systems in fostering and supporting innova-
tion and entrepreneurial activities in firms. In particular, we discuss the challenges posed by
recognizing R&D costs as period expenses even though the benefits of innovation accrue in
later periods. In Chapter 6, we describe how companies budget for innovation expenses and
develop measures to monitor success of the innovation efforts delinked from operational
performance in the current period. Chapter 11 presents the importance of nonfinancial mea-
sures when making decisions about innovation. Chapter 13 stresses that innovation starts
with understanding customer needs while Chapter 19 discusses process innovations for im-
proving quality.

New Cutting-Edge Topics

The pace of change in organizations continues to be rapid. The sixteenth edition of Cost Ac-
counting reflects changes occurring in the role of cost accounting in organizations.

We have introduced sustainability strategies and the methods companies use to implement
sustainability and business goals.

We describe ideas based on academic research regarding the weights to be placed on per-
formance measures in a balanced scorecard. We have also added a new section on meth-
ods to evaluate strategy maps such as the strength of links, differentiators, focal points,
and trigger points.

We have provided details on the transfer pricing strategies used by multinational technol-
ogy firms such as Apple and Google to minimize income taxes.

We discuss current trends in the regulation of executive compensation.

We describe the evolution of enterprise resource planning systems and newer simplified
costing systems that practice lean accounting.

We have added new material around recent trends in big data and data analytics in pre-
dicting costs and when making demand forecasts.

Opening Vignettes

Each chapter opens with a vignette on a company situation. The vignettes engage the reader
in a business situation or dilemma, illustrating why and how the concepts in the chapter are
relevant in business. For example, Chapter 2 describes how surf wear company Quiksilver
was driven into bankruptcy by the relatively high proportion of fixed costs in its operations.
Chapter 5 explains the use of activity-based costing by General Motors to evaluate its sup-
pliers. Chapter 9 highlights the use of lean manufacturing by Boeing to work through its
backlog of orders and reduce its inventory costs. Chapter 14 shows how Delta made changes
to its frequent flyer program to reward its most profitable customers, who drive a dispropor-
tionate share of Delta’s revenues. Chapter 18 shows the impact on Honda of the rework costs
associated with recalling millions of cars with defective airbags. Chapter 23 describes the
misalignment between performance measurement and pay at Viacom, whose CEO has since
been forced to step down.
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Concepts in Action Boxes

Found in every chapter, these boxes cover real-world cost accounting issues across a variety of
industries, including defense contracting, entertainment, manufacturing, retailing, and sports.
New examples include:

Cost—Volume—Profit Analysis Makes Subway’s $5 Foot-Long Sandwiches a Success but
Innovation Challenges Loom (Chapter 3)

Can Chipotle Wrap Up Its Materials-Cost Variance Increases? (Chapter 7)

H&M Uses Target Pricing to Bring Fast Fashion to Stores Worldwide (Chapter 13)
Amazon Prime and Customer Profitability (Chapter 14)

Hybrid Costing for Under Armour 3D Printed Shoes (Chapter 17)

Netflix Works to Overcome Internet Bottlenecks (Chapter 19)

Streamlined Presentation

We continue to try to simplify and streamline our presentation of various topics to make it as
easy as possible for students to learn the concepts, tools, and frameworks introduced in dif-
ferent chapters. We received positive feedback for the reorganization of Chapters 12 through
16 in the fifteenth edition and have maintained that order in the sixteenth edition. Chapter 13
is the first of four chapters on cost allocation. We introduce the purposes of cost allocation in
Chapter 13 and discuss cost allocation for long-run product costing and pricing. Continuing
the same example, Chapter 14 discusses cost allocation for customer costing. Chapter 15 builds
on the Chapter 4 example to discuss cost allocation for support departments. Chapter 16
discusses joint cost allocation.
Other examples of streamlined presentations can be found in:

Chapter 2 on the discussion of fundamental cost concepts and the managerial framework
for decision making.

Chapter 6, where the appendix ties the cash budget to the chapter example.

Chapter 8, which has a comprehensive chart that lays out all of the variances described in
Chapters 7 and 8.

Chapter 9, which uses a single two-period example to illustrate the impact of various
inventory-costing methods and denominator level choices.

Try It! Examples

Found throughout the chapter, Try It! interactive questions give students the opportunity to ap-
ply the concept they just learned. Linking in the e Text will allow students to practice in Pearson
MyLab Accounting® without interrupting their interaction with the eText.

Becker Multiple-Choice Questions

Sample problems, assignable in Pearson MyLab Accounting, provide an introduction to the
CPA Exam format and an opportunity for early practice with CPA exam style questions.

Selected Chapter-by-Chapter Content Changes

Thank you for your continued support of Cost Accounting. In every new edition, we strive to
update this text thoroughly. To ease your transition from the fifteenth edition, here are selected
highlights of chapter changes for the sixteenth edition.

Chapter 1 has been rewritten to include greater discussion of sustainability and innova-
tion and why these issues have become increasingly critical for managers. We discuss the chal-
lenges of planning and control for innovation and sustainability and how companies use these
systems to manage these activities. We continue to emphasize the importance of ethics, values,
and behaviors in improving the quality of financial reporting.

Chapter 2 has been updated and revised to make it easier for students to understand core
cost concepts and to provide a framework for how cost accounting and cost management help



managers make decisions. We have added more material on environmental costs to explain
how and why these costs may be missed in costing systems even though they are a part of
product costs. We discuss the challenges of accounting for R&D costs and the implications
for innovation.

Chapter 3 now includes greater managerial content, using examples from real companies
to illustrate the value of cost—volume—profit analysis in managerial decision making. We have
rewritten the section on CVP analysis in service and not-for-profit companies using the context
of a management consulting firm. Chapter 4 has been revised to discuss the creation of cost
pools, the level of fixed costs in a seasonal business, and the need to adjust normal costs to
actual costs using end-of-accounting-year adjustments. The chapter also develops the criteria
for allocating costs and relates them to real examples to highlight why managers need allocated
cost information to make decisions.

Chapter 5 adds more discussion of product undercosting and overcosting and refining a
costing system. The chapter example has been changed to add new material on time-driven
activity-based costing (TDABC) compared to driver-rate activity-based costing. We integrate
the discussion of behavioral considerations in implementing activity-based costing with the
technical material in the chapter.

Chapter 6 presents material on the mismatch between costs incurred for breakthrough
innovations in the annual budget and the revenues earned in that year. The chapter describes
ways to delink innovation from current year operational performance by developing measures
to monitor the success of innovation efforts. The chapter discusses how stretch targets motivate
greater carbon reductions. We also elaborate on tradeoffs managers must make when choosing
different organization structures.

In Chapter 7, the appendix on mix and yield variances, which used a one-off example, has
now been recast using the same running example that winds its way through both Chapters 7
and 8. Chapter 8 provides a revised comprehensive summary of the variances in both Chapters
7 and 8 via an innovative exhibit.

Chapter 9 retains the simplified two-period integrated example of capacity choice. There
is greater emphasis now on linking the impact of the choice of capacity concept to recent
changes in financial reporting and tax requirements.

Chapter 10 provides an expanded description of big data and the reasons behind the ex-
plosion in data availability and analytics today. It also incorporates several examples of how
companies are gathering and using large quantities of data to make better decisions.

Chapter 11 has been revised to emphasize nonfinancial factors in decisions, particularly
in environmental and innovation decisions. The chapter explicitly considers how relevant
cost analysis is distinct from the absorption costing method of preparing financial state-
ments under Generally Accepted Accounting Principles (GAAP). The focus is on identifying
and understanding why relevant costs and relevant revenues are important when making
decisions.

Chapter 12 introduces a completely new section around evaluating strategy maps by iden-
tifying strong and weak links, differentiators, focal points, and trigger points. There is a new
exhibit to present these concepts. The chapter also ties the Chipset strategy decision to the
general discussion of strategy.

The new Chapter 13 makes significant revisions to the sections on target pricing and target
costing, cost-plus pricing, and life-cycle budgeting. The chapter presents new material on car-
bon tax, cap-and-trade auctions, and the Sustainability Accounting Standards Board (SASB).
New examples have been added when discussing predatory pricing, dumping, and collusive
pricing.

Chapter 14 was completely rewritten in the fifteenth edition. The current revision makes
a number of changes to improve the clarity of the writing and to motivate different concepts.
The section on cost-hierarchy-based operating income has been rewritten and the section on
fully allocated customer profitability has been streamlined.

Chapter 15 was also heavily revised in the fifteenth edition. The current revision makes
several significant changes to clarify concepts and improve exposition. The sections on single-
rate and dual-rate methods, budgeted versus actual costs, and the choice of allocation bases
have all been substantially rewritten. The Concepts in Action box uses updated federal cases on
contract disputes centered around cost allocation.
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Chapter 16 provides a discussion of the rationale for joint-cost allocation and the merits
and demerits of various joint-cost allocation methods. It includes a new opening vignette and a
new real-world example to highlight the controversies that can result from using inappropriate
methods of joint-cost allocation.

Chapters 17 and 18 provide a managerial lens on the estimation of equivalent units and the
choice between the FIFO and weighted-average costing methods, both in the chapter content
and in the new vignettes and real-world examples. The exhibits have been reformatted to make
clear how various components are added to get the total costs. Chapter 18 emphasizes, with
illustrative examples, the theme of striving for zero waste and a sustainable environment.

Chapter 19 focuses on quality and time. The sections on control charts, weighing the costs
and benefits of improving quality, and evaluating a company’s quality performance have been
rewritten. This revision also makes major changes to and reorganizes the section on bottlenecks
and time drivers.

Chapter 20 emphasizes the importance of choosing the correct products to sell, deeply
understanding customers, and pricing smartly as ways to manage inventory. It discusses the
role of big data and better demand forecasts in reducing demand uncertainty and safety stocks
and in implementing materials requirements planning (MRP) systems. The section on the cost
of a prediction error has been revised to link to Exhibit 20-1. The section on lean accounting
has been rewritten and simplified.

Chapter 21 focuses on the role of capital budgeting in supporting the choice of sustain-
able long-term projects. The new opening vignette looks at the financing of residential solar
panels, the integrated example deals with the purchase of a new hybrid-engine bus, and various
examples throughout the chapter and in the new Concepts in Action illustrate how companies
incorporate sustainability in their capital budgeting decisions.

Chapter 22 has been revised to reflect the most recent developments in the controversial use
of transfer prices for tax minimization by multinational corporations, with several real-world
examples. The revision also highlights the changing regulatory environment across the world
and provides updated information on the use of tools such as advance pricing agreements.

Chapter 23 describes the use of environmental, social, and ethical objectives by companies
as part of top management’s pay structures, with new examples of companies that embed
sustainability targets into compensation systems. It discusses the latest SEC regulations on
disclosure of executive compensation and the impact of Dodd-Frank “say on pay” rules.

Hallmark Features of Cost Accounting

Exceptionally strong emphasis on managerial uses of cost information
Clarity and understandability of the text

Excellent balance in integrating modern topics with traditional coverage
Emphasis on human behavior aspects

Extensive use of real-world examples

Ability to teach chapters in different sequences

Excellent quantity, quality, and range of assignment material

The first thirteen chapters provide the essence of a one-term (quarter or semester) course.
There is ample text and assignment material in the book’s twenty-three chapters for a two-term
course. This book can be used immediately after the student has had an introductory course in
financial accounting. Alternatively, this book can build on an introductory course in manage-
rial accounting.

Deciding on the sequence of chapters in a textbook is a challenge. Because every instructor
has a unique way of organizing his or her course, we utilize a modular, flexible organization
that permits a course to be custom tailored. This organization facilitates diverse approaches to
teaching and learning.

As an example of the book’s flexibility, consider our treatment of process costing. Pro-
cess costing is described in Chapters 17 and 18. Instructors interested in filling out a student’s



perspective of costing systems can move directly from job-order costing described in Chapter 4
to Chapter 17 without interruption in the flow of material. Other instructors may want their
students to delve into activity-based costing and budgeting and more decision-oriented topics
early in the course. These instructors may prefer to postpone discussion of process costing.

Resources

In addition to this textbook and Pearson MyLab Accounting, a companion website is available
for students at www.pearsonglobaleditions.com/Horngren.

The following resources are available for instructors in Pearson MyLab Accounting and on
the Instructors Resource Center at www.pearsonglobaleditions.com/Horngren.

Solutions Manual

Test Bank in Word and TestGen, including algorithmic questions
Instructors Manual

PowerPoint Presentations

Image Library
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The Manager and

Management Accounting

All businesses are concerned about revenues and costs.

Managers at companies small and large must understand how revenues and costs
behave or risk losing control of the performance of their firms. Managers use cost
accounting information to make decisions about research and development, produc-
tion planning, budgeting, pricing, and the products or services to offer customers.
Sometimes these decisions involve tradeoffs. The following article shows how under-
standing costs and pricing helps companies like Coca-Cola increase profits even as
the quantity of products sold decreases.

FOR COCA-COLA, SMALLER SIZES MEAN
BIGGER PROFITS

Can selling less of something be more profitable than selling more of it? As consumers
become more health conscious, they are buying less soda. “Don’t want to drink too
much?” Get a smaller can. “Don’t want so many calories?” Buy a smaller can. “Don’t
want so much sugar?” Just drink a smaller can. In 2015, while overall sales of soda in
the United States declined in terms of volume, industry revenue was higher. How, you
ask? Soda companies are charging more for less!

Coca-Cola has been the market leader in selling smaller sizes of soda to con-
sumers. Sales of smaller packages of Coca-Cola—including 8-packs of 12-ounce
bottles and 7.5-ounce cans—rose 15% in 2015. Meanwhile,
sales of larger bottles and cans fell. The price per ounce of Coke

sold in smaller cans is higher than the price per ounce of Coke
sold in bulk. The resulting higher profits from the sales of smaller
sizes of soda made up for the decrease in total volume of soda
sold. If these trends toward buying smaller cans continue, Coca-
Cola will be selling less soda, but making more money, for years
to come.
By studying cost accounting, you will learn how success-

ful managers and accountants run their businesses and prepare
yourself for leadership roles in the firms you work for. Many large
companies, including Nike and the Pittsburgh Steelers, have se-

nior executives with accounting backgrounds.

Sources: Mike Esterl, “Smaller Sizes Add Pop to Soda Sales,” The Wall Street
Journal,  January 27, 2016  (http://www.wsj.com/articles/smaller-sizes-add-pop-to-
soda-sales-1453890601); Trefis, “How Coke Is Making the Most Out of Falling Soda
Volumes,” January 5, 2016 (http://www.trefis.com/stock/ko/articles/327882/how-coke-is-
making-the-most-out-of-falling-soda-volumes/2016-01-05).

urbanbuzz/Alamy Stock Photo

LEARNING OBJECTIVES

Distinguish financial accounting from
management accounting

Understand how management
accountants help firms make
strategic decisions

Describe the set of business
functions in the value chain

and identify the dimensions of
performance that customers are
expecting of companies

Explain the five-step decision-
making process and its role in
management accounting

Describe three guidelines
management accountants follow
in supporting managers

Understand how management
accounting fits into an
organization’s structure

Understand what professional
ethics mean to management
accountants

.f*
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LEARNING
OBJECTIVE

Distinguish financial
accounting

...reporting on past
performance to external
users

from management
accounting

...helping managers
make decisions

Financial Accounting, Management
Accounting, and Cost Accounting

As many of you have already learned in your financial accounting class, accounting systems
are used to record economic events and transactions, such as sales and materials purchases,
and process the data into information helpful to managers, sales representatives, production
supervisors, and others. Processing any economic transaction means collecting, categorizing,
summarizing, and analyzing. For example, costs are collected by category, such as materials, la-
bor, and shipping. These costs are then summarized to determine a firm’s total costs by month,
quarter, or year. Accountants analyze the results and together with managers evaluate, say, how
costs have changed relative to revenues from one period to the next. Accounting systems also
provide the information found in a firm’s income statement, balance sheet, statement of cash
flow, and performance reports, such as the cost of serving customers or running an advertising
campaign. Managers use this information to make decisions about the activities, businesses,
or functional areas they oversee. For example, a report that shows an increase in sales of lap-
tops and iPads at an Apple store may prompt Apple to hire more salespeople at that location.
Understanding accounting information is essential for managers to do their jobs.

Individual managers often require the information in an accounting system to be pre-
sented or reported differently. Consider, for example, sales order information. A sales
manager at Porsche may be interested in the total dollar amount of sales to determine the
commissions paid to salespeople. A distribution manager at Porsche may be interested in the
sales order quantities by geographic region and by customer-requested delivery dates to en-
sure vehicles get delivered to customers on time. A manufacturing manager at Porsche may be
interested in the quantities of various products and their desired delivery dates so that he or
she can develop an effective production schedule.

To simultaneously serve the needs of all three managers, Porsche creates a database,
sometimes called a data warehouse or infobarn, consisting of small, detailed bits of informa-
tion that can be used for multiple purposes. For instance, the sales order database will contain
detailed information about a product, its selling price, quantity ordered, and delivery details
(place and date) for each sales order. The database stores information in a way that allows
different managers to access the information they need. Many companies are building their
own enterprise resource planning (ERP) systems. An ERP system is a single database that col-
lects data and feeds them into applications that support a company’s business activities, such
as purchasing, 