Cost Management

A Strategic Emphasis seventh Edition

Education




\ Cost Management

A Strategic Emphasis






A Strategic Emphasis

Education

Seventh Edition

Edward J. Blocher

University of North Carolina at Chapel Hill
Kenan-Flagler Business School

David E. Stout

Youngstown State University
Williamson College of Business Administration

Paul E. Juras

Babson College
Accountancy and Law Divison

Gary Cokins

Analytics-Based Performance Management, LLC
Cary, North Carolina



Education

COST MANAGEMENT: A STRATEGIC EMPHASIS, SEVENTH EDITION

Published by McGraw-Hill Education, 2 Penn Plaza, New York, NY 10121. Copyright © 2016 by McGraw-Hill
Education. All rights reserved. Printed in the United States of America. Previous editions © 2013, 2010, and 2008.
No part of this publication may be reproduced or distributed in any form or by any means, or stored in a database or
retrieval system, without the prior written consent of McGraw-Hill Education, including, but not limited to, in any
network or other electronic storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers outside the United
States.

This book is printed on acid-free paper.
1234567890DOW/DOW 10987654

ISBN 978-0-07-773377-3
MHID 0-07-773377-0

Senior Vice President, Products & Markets: Kurt L. Strand
Vice President, General Manager, Products & Markets: Marty Lange
Vice President, Content Design & Delivery: Kimberly Meriwether David
Managing Director: Tim Vertovec
Marketing Director: Brad Parkins
Brand Manager: Nichole Pullen
Director, Product Development: Rose Koos
Director of Digital Content: Patricia Plumb
Lead Product Developer: Ann Torbert
Product Developer: Danielle Andries/Erin Quinones
Marketing Manager: Cheryl Osgood
Digital Product Developer: Kevin Moran
Digital Product Analyst: Xin Lin
Director, Content Design & Delivery: Linda Avenarius
Program Manager: Daryl Horrocks
Content Project Managers: Dana Pauley/Angela Norris
Buyer: Jennifer Pickel
Design: Matt Diamond
Content Licensing Specialist: Rita Hingtgen
Cover Image:
Strategy: Dominick Pabis/Getty Images
Sustainable: PagaDesign/Getty Images
Service: Amriphoto/Getty Images
Ethics: DNY59/Getty Images
International: © Ocean/Corbis
Compositor: MPS Limited
Printer: R. R. Donnelley

All credits appearing on page or at the end of the book are considered to be an extension of the
copyright page.

Library of Congress Cataloging-in-Publication Data

Blocher, Edward.

Cost management : a strategic emphasis / Edward J. Blocher, David E.
Stout, Paul E. Juras, Gary Cokins.—Seventh edition.

pages cm
ISBN 978-0-07-773377-3 (alk. paper)
1. Cost accounting. 2. Managerial accounting. I. Title.
HF5686.C8B559 2015
658.15'52—dc23
2015011385

The Internet addresses listed in the text were accurate at the time of publication. The inclusion of a website does not
indicate an endorsement by the authors or McGraw-Hill Education, and McGraw-Hill Education does not guarantee
the accuracy of the information presented at these sites.

www.mhhe.com



We dedicate this edition . . .

To my wife, Sandy, and our sons, Joseph
and David, and to my mentor, R. Lee
Brummet

Ed Blocher

To my wife, Anne, and our sons, David and
Kevin

David Stout

To my wife, Colleen, and my children,
Stephen and Kate

Paul Juras

To my wife, Pam Tower, and my mentor,
Robert A. Bonsack—a true craftsman in
the field of cost management

Gary Cokins



Meet the Authors

vi

Edward J. Blocher is adjunct professor of accounting at the Kenan-Flagler Business
School at the University of North Carolina at Chapel Hill. His undergraduate degree (economics)
is from Rice University, his MBA from Tulane University, and his Ph.D. from the University
of Texas at Austin. Professor Blocher presents regularly on strategic cost management at the
national meetings of both the American Accounting Association (AAA) and the Institute of
Management Accountants (IMA).

While he is involved in a number of accounting organizations, Professor Blocher has been most
continually active in the IMA, where he has been a member of the IMA’s Research Foundation.
He is a certified management accountant (CMA), has taught review courses for the CMA exam,
and has served on the IMA’s national education committee. Professor Blocher is also the author or
co-author of several articles in management accounting and in other areas of accounting and has
served as associate editor and reviewer for a number of accounting journals. Recently he published
an article in Issues in Accounting Education on the topic of teaching strategic cost management.

Putting research and teaching into practice is important to Professor Blocher, who has
worked closely with other firms and organizations in developing products, publications, and
teaching materials. He was a member of the task force for the IMA that developed a new
definition of management accounting in 2008. From 2010-2014, he served as a member of
the joint curriculum task force of the Management Accounting Section (MAS) of the AAA
and the IMA, which was charged with the responsibility of developing curriculum recom-
mendations for accounting education. The task force has two recent publications in Issues
in Accounting Education. Also, he has provided expert testimony and has consulted with a
number of organizations regarding cost management matters.

David E. Sto Ut is the John S. and Doris M. Andrews Professor of Accounting, Williamson
College of Business Administration, Youngstown State University. Previously, he held the
position of the John M. Cooney Professor of Accounting, School of Business, Villanova Uni-
versity. David earned his Ph.D. in accounting (1982) from the Katz Graduate School of Busi-
ness, University of Pittsburgh, and teaches in the cost/managerial accounting area. He served
previously as editor of Issues in Accounting Education and as editor-in-chief of the Journal of
Accounting Education. He currently serves as a member of the editorial board of each of the
following journals: China Finance and Accounting Review; IMA Educational Case Journal;
and Management Accounting Quarterly/Strategic Finance. Professor Stout has published over
90 articles in numerous professional and academic journals, including Advances in Account-
ing Education, Issues in Accounting Education, the Journal of Accounting Education, The
Accounting Educators’ Journal, Advances in International Accounting, Behavioral Research
in Accounting (BRIA), The CPA Journal, Educational and Psychological Measurement, the
IMA Educational Case Journal, Managerial Finance, Management Accounting, Management
Accounting Quarterly, Financial Practice and Education, Strategic Finance, and Advances in
Accounting. David is past president of the Teaching, Learning & Curriculum (TLC) Section of
the AAA, past president of the Academy of Business Education (ABE), and past president of
the Ohio Region, American Accounting Association (AAA). During the period 2011-2014, he
served as a member of the AAA Board of Directors. In 2007, he was the recipient of the R. Lee
Brummet Award for Distinguished Accounting Educators, Institute of Management Accoun-
tants (IMA), and the recipient of the Ohio Outstanding Accounting Educator Award, which
is cosponsored by the Ohio Society of CPAs and the AAA’s Ohio Region. In 2008, David
received the Distinguished Achievement in Accounting Education Award from the AICPA and
the Distinguished Service Award for Educators given by the IMA. Also in 2008, David was
inducted into the Hall of Honor, TLC Section of the AAA and was selected by Ohio Magazine
as one of Ohio’s Outstanding College and University Teachers. In 2012, he was a co-recipient
of the Jim Bulloch Award for Innovations in Management Accounting Education, an award



Meet the Authors ~ Vii

given annually by the Management Accounting Section (MAS) of the AAA and sponsored by
the Institute of Management Accountants (IMA). In 2015, Professor Stout was the recipient
of the 2015 American Accounting Association (AAA) Outstanding Educator Award. From
2010-2014, he served as a member of the joint curriculum task force of the Management Ac-
counting Section (MAS) of the AAA and the IMA, which was charged with the responsibility
of developing curricular recommendations for accounting education. The task force has two
recent publications in Issues in Accounting Education.

Paul E. Juras is the Vander Wolk Professor of Managerial Accounting and Operational
Performance and Chair of the Accountancy and Law Division at Babson College. Previously he
was a professor of accountancy at Wake Forest University. He earned both his BBA and MBA at
Pace University and his Ph.D. from Syracuse University. He is a certified management accountant
(CMA) and has a certified public accountant (CPA) license from New York. Professor Juras has ex-
perience in strategic management accounting. He has published articles and cases in many journals,
including the Journal of Corporate Accounting and Finance, Issues in Accounting Education, The
CPA Journal, and Strategic Finance. He has made numerous presentations at meetings of both the
American Accounting Association (AAA) and the Institute of Management Accountants (IMA). In
2014, he received the IMA’s Lybrand Gold Medal, awarded to the author(s) of the outstanding ar-
ticle of the year published in Strategic Finance, and in 2015 he received the IMA’s R. Lee Brummet
Award for Distinguished Accounting Educators.

Professor Juras teaches managerial accounting and strategic cost management courses and has
taught in the undergraduate program, the Masters of Science in Accountancy program, and the
MBA program at Wake Forest University. He has also taught in the undergraduate, the full-time
MBA, the evening MBA, and the blended-learning MBA programs at Babson College.

While he was active in CAM-I, the Consortium for Advanced Management-International,
and has served in leadership roles in the Management Accounting Section of the AAA, Professor
Juras dedicates most of his efforts outside the classroom to the IMA. He is currently a member
of the IMA Global Board of Directors and recently served as a Regent of the Institute of Certi-
fied Management Accountants, the organization responsible for the CMA certification. In addi-
tion, Professor Juras served a three-year term as the chair of the IMA Research Foundation and
is an associate editor of the IMA Educational Case Journal.

Ga ry Cokinsisan internationally recognized expert, speaker, and author in enterprise and
corporate performance management (EPM/CPM) improvement methods and business analyt-
ics. He is the founder of Analytics-Based Performance Management, an advisory firm located
in Cary, North Carolina, at www.garycokins.com. He received a BS degree with honors in
industrial engineering/operations research from Cornell University in 1971 and an MBA from
Northwestern University’s Kellogg School of Management in 1974. Gary began his career as
a strategic planner with FMC Corporation and then served as a division financial controller
and operations manager there. In 1981, Gary began his management consulting career first
with Deloitte consulting, and then in 1988 with KPMG consulting. In 1992, Gary headed the
National Cost Management Consulting Services for Electronic Data Systems (EDS), which is
now part of Hewlett-Packard (HP). From 1997 until 2013, Gary was in business development
with SAS, a leading provider of business analytics software. He has authored popular books
on activity-based costing, enterprise and corporate performance management (EPM/CPM),
supply chain management, cost of quality, and business analytics. Gary participates and serves
on professional society committees for the AICPA, Chartered Institute of Management Ac-
countants (CIMA), The American Production and Inventory Control Society (APICS), and the
Institute for Management Accountants (IMA). For the IMA, he serves as its Executive in Resi-
dence. Gary is aregular writer and blogger for websites that include www.businessfinancemag
.com, www.informs.com, www.epmchannel.com, and www.iianalytics.com.

The Author Team was selected to create a leading book in cost management based on
leadership in teaching experience, commitment to learning, and a connection to the profession
and practice of management accounting that provides students with up-to-date knowledge of
real-world management accounting issues and practices.



Blocher/Stout/Juras/Cokins

Welcome to Students:

We have written this book to help you understand the role of cost management in helping an organization succeed.
Unlike many books that aim to teach you about accounting, we aim to show you how an important area of
accounting, cost management, is used by managers to help organizations achieve their goals.

An important aspect of cost management in our text is the strategic focus. By strategy we mean the long-term plan
the organization has developed to compete successfully. Most organizations strive to achieve a competitive edge
through the execution of a specific strategy. For some firms it is low cost, and for others it might be high qual-

ity, customer service, or some unique feature or attribute of its product or service. We know in these competitive
times that an organization does not succeed by being ordinary. Rather, it develops a strategy that will set it apart
from competitors and ensure its attractiveness to customers and other stakeholders into the future. The role of cost
management is to help management of the organization attain and maintain success through strategy implementa-
tion. Thus, for every major topic covered in our text there is a larger issue, which is: “How does this organization
compete? What type of cost-management information does it need?” We do not cover a cost-management method
simply to become proficient at it. We want you to know why, when, and how the technique is used to help the
organization succeed.

A strategic understanding of cost management today is so important that many senior financial managers and many
CPAs—both in public and in private practice—are coming back to school to learn more about strategy, competitive
analysis, and new cost-management techniques. Knowing how to do the accounting alone, no matter how well you
do it, is by itself no longer sufficient. Cost management with a strategic emphasis is one way to enhance your career
and to add value to your employer, whatever type of organization it might be.

Key Text Features that Integrate the Strategy Emphasis

REAL-WORLD FOCUS Globalization, Strategy, and Exchange Rates: The Euro Rea I _World Foc us Cost Management 7e provides
extensive real-world examples of how cost management systems

Since January 1999,

its  clothing retailer Gap Inc. reported a decline of 22% in eamings for 2013

U5 s et e s s e oo e : : can add value to the organization. The Real-World Focus boxes
;m“m 0 i e 100 The e b et 0 throughout the text take real organizations and demonstrate

il prices. i
B el el ool e strategy in action and the role that cost management plays

The c inge of the ro relative, llar lreserve.govrele

in supporting the organization’s strategy.

To augment this coverage, the Blocher team encourages
students to further explore real-world companies through
Cost Management in Action boxes that appear Cost Management in Action [sVabsCraninscin: et
throughout the text. This feature poses important questions that

make students think critically about the relationship between o ot Sh, ) e ] o e St i Y DA r reasd T3t st

electronics, and (6) battery. Samsung manufactures a wide range of  ers? That is, how much does Samsung rely on its own manufac-

Samsung Electronics, the South Korean consumer electronics giant, 2. Consider the six companents of Samsung's smartphones listed

cost management and organizational strategy. At the end of o ortrs bt CamiS g VN DL 5 Ao ot s s o e i et

Required How similar do you think the two firms’ value chains are likely to

each chapter, the authors then supply their comments for the 1 Wt sty (st sty o ifraniton o you ik
Cost Management in Action boxes.

Problem Material The Blocher team has taken great care to develop assignment material that effectively reinforces concepts,

procedures, and strategic issues presented in each chapter. In addition, each chapter has one or more end-of-chapter assignments that
—— focus on ethical issues or that deal with an international context or a service (i.e., nonmanufacturing) setting. The authors also include
exercises and problems that relate topical coverage to the general issue of sustainability. Many chapters have assignments based on
readings from periodicals such as Strategic Finance, Management Accounting Quarterly, The Wall Street Journal, and the Harvard
Business Review (HBR). These assignments link topical material in the chapter to the broader, strategic issues that organizations face.
End-of-chapter assignments that embrace a distinguishing focus are identified as follows:

& \.11, =y "‘
—am Strategy International M Service A_LA Ethics Wa4p Sustainability
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Helping Students Succeed Using Cost Management, /e

EXHIBIT6.13 Text lllustrations Clear and concise exhibits help

Weighted-Average vs. FIFO May
Equivalent Units

June | % Complete illustrate basic and complicated topics throughout the book.

Beginning
wip

Units

Excel Solutions Manual The student version of the
s °°<"‘f‘“" o Excel Solutions Manual has been revised and updated for the
tarte eighted- . . . .
June St Average seventh edition. This unique supplement consists of an Excel

Finished Equivalent FIFO
Units. Equivalent

Unis workbook for each chapter, as described more fully next.

The student version of the Excel Solutions Manual contains for every end-of-chapter exercise and problem in the text background
information and data. As well, a worked-out solution is provided for half of the exercises and problems. Because all pertinent
information for each exercise and problem, including background information and data, is included in each worksheet, the Excel
Solutions Manual is self-contained and easy to use. In short, the student version of the Excel Solutions Manual is a unique resource
designed to enhance the learning process.

Cases and Readi ngs Su pplement The Cases and Readings Supplement, available in electronic form, challenges students to
think about and use cost-management information in a real-world setting. The longer articles provide a basis for more comprehensive and
in-depth discussions about the role of cost management in helping an organization successfully execute its strategy. We have found the Cases
and Readings Supplement to be particularly useful for upper-level undergraduate courses and for graduate-level offerings.

Excel Tutorials The seventh edition provides the Microsoft Word version of a set of 20 Excel tutorials (one for each chapter). These
tutorials are also available in a narrated, step-by-step video animation format. The tutorials are tied to one of the main topics covered in the
chapter. Thus, students can simultaneously hone their Excel-based skills using either version of the tutorials, while working to reinforce
major topics covered in the text.

A Framework to Integrate Strategy: The Five Steps of Strategic Decision Making

The first edition of Cost Management introduced a five-step framework for decision making with a strategic emphasis. The framework
shows that each decision starts and ends with a consideration of the organization’s strategy. To extend and integrate the strategic emphasis,
the seventh edition continues the tradition of including this five-step framework throughout the text. In all but a few chapters there is a short
section that uses the five-step framework to show how a consideration of the organization’s strategy plays a key role in making the decision
that will address the business-related problems presented in that chapter.

The Globally Competitive Economic Environment Increases the Importance of Reviewing and Executing Strategy

The current globally competitive economic environment requires today’s firms to place an even greater emphasis on the successful execution
of their strategies. Moreover, increased competitive pressures may require organizations to review and modify their strategies to compete
more effectively in response to the globally competitive environment.

Sas‘!I SAS Software SAS’s Activity-Based Costing (ABC) software is used worldwide for performance
J management functions and analysis. Cost Management incorporates SAS software in its ABC case
material to prepare students for calculating ABC costs, creating cost-driver assignments, and organiz-
ing cost information using real-world software. Visit the Connect Library today to learn more about the
software and the cases available for use. Both the cases and the software are available free to adopters.

™




How Technology Can Help

Mc mmed@ McGraw-Hill Connect
Graw
Hill

McGraw-Hill Connect is a digital teaching and learning environment that gives students the
means to better connect with their coursework, their instructors, and the important concepts that
they will need to know for success now and in the future. With Connect, instructors can deliver
assignments, quizzes, and tests easily online. Students can review course material and practice
important skills. Connect provides the following features:

FProbiem 6-25 Accounting for deprociation over multipic accounting cyoics: Stralght-inc depreciation LO 6-3, 6-4

Zhao Company began operations when it acquired 540,000 cash from the issue of common stock on ¢ SmartBook and LearnSmart.

January 1, 2014. The cash acquired was i i used to i for §40,000 that had a .

54,000 sabvage valuw and an expecled uselul life of four years. The equipment was used v poduce Lhe ° AutO—graded Online Homework.

Following revenue stream {assume gl evenue lansachions are for cash). Al Lhe beginning of the Tith year, . . . .

the equipment was sold for 54 500 cash Zhan uses straight-ine depreciation * Dynamic links between the problems or questions assigned
S04 B015 206 2047 2018 to students and the location in the eBook where that concept

Revenua _ 59.500 §10.000 $10.500 $8.500 50 is covered.

* A powerful search function to pinpoint and connect key
Required
Prepare an income slalements for each of the fve years. (Loss amounts should be indicated with a concepts for students to review.

minus sign.)

In short, Connect offers students powerful tools and features
that optimize their time and energy, enabling them to focus on

learning.
Revenue 3 9,500 5 10,000 5 10,500 5 8,500
P
: 9.500 10.008 10.500 8.500 For more information about Connect go to www.connect
X RS -

.mheducation.com, or contact your local McGraw-Hill
Higher Education representative.

Net income (loss)

* SmartBook, powered by LearnSmart
| S M /_\ R T B D D K® LearnSmart® is the market-leading adaptive study resource that is proven to
strengthen memory recall, increase class retention, and boost grades. LearnSmart
allows students to study more efficiently because they are made aware of what they know and
don’t know.

SmartBook®, which is powered by LearnSmart, is the first and only adaptive reading experience
designed to change the way students read and learn. It creates a personalized reading experience
by highlighting the most impactful concepts a student needs to learn at that moment in time. As
a student engages with SmartBook, the reading experience continuously adapts by highlighting
content based on what the student knows and doesn’t know. This ensures that the focus is on the
content he or she needs to learn, while simultaneously promoting long-term retention of material.

RS EAR T BV, | 0SSl e o i chicope - i ik, oo s Use SmartBook’s real-time reports to quickly identify
e e TR s A . - . . . ..
: = 2 the concepts that require more attention from individual

PERPETUAL INVENTORY SYSTEM

: = students—or the entire class. The end result? Students are

When & company, Laing e perpetusl irvertnry System, purchases

ey onpcoue, i Salance I e Sl tht s ) » more engaged with course content, can better prioritize their
trd iy time, and come to class ready to participate.
Cont of Goods 5ok sccourt ncremees.

EMfects of 2014 Eveats oo Financial Statements

i margn decreanm.




Improve Student Success

* Online assignments

Connect helps students learn more efficiently by providing feedback and practice material when they
need it, where they need it. Connect grades homework automatically and gives immediate feedback on
any questions students may have missed.

* Narrated self-study problems

Free to adopters of the 7th edition is a narrated walkthrough of all end-of-chapter self-study
problems. This unique feature provides the student with an opportunity to review, on their own
time and at their own pace, a step-by-step solution to each Self-Study Problem.

Production Budget — in units

Desired ending inventory (July 31)

(The higher of 500 or 7,000 x 0.1) 700
Budgeted sales for July 6,000
Total units needed for July 6,700
Beginning inventory (July 1)

(The higher of 500 and 6,000 x 0.1) - 600
Units to manufacture in July 6,100

* Student Resource Library

The Connect Student Resources give students access to additional resources such as recorded

lectures, online practice materials, an eBook, and more.

xi
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A6 v ( £ | =RANDBETWEEN(0,1) * Excel Tutorials
] A -l B I CI D l E E G I Free to adopters of the 7th edition is a set of 20 Excel tutorials, one
1 — #3:Using for each chapter. These tutorials are available in both Word and
= digital (electronic) format. This resource provides a context-based
2 | #1:1,000 Iterations I I #2: 2,500 Iterations Cumulat means for students to hone their Excel skills. In many cases, the
3 Excel tutorial is linked to one or more of the Self-Study Problems
(4 included at the end of the chapter. The tutorials cover a wide variety
5 | Results Results Results of Excel topics, from the elementary to the intermediate level, as
6] 0 0 1 well as some at the advanced level. The tutorials are an easy way

for students to learn more about Excel without having to ask the
instructor.

McGraw-Hill Connect Features

Connect offers powerful tools, resources, and features to make managing assignments easier, so faculty
can spend more time teaching.

Simple Assignment Management and Smart Grading With Connect, students can engage

with their coursework anytime, anywhere, making the learning process more accessible and

efficient.

¢ Create and deliver assignments easily with selectable end-of-chapter questions and test bank
items.

¢ Have assignments scored automatically, giving students immediate feedback on their work and
comparisons with correct answers.

¢ Access and review each response; manually change grades or leave comments for students to
review.

¢ Reinforce classroom concepts with practice assignments, instant quizzes, and exams.

Fundamental Accounting

edit assignment [ selpolices | review & assign

Chapter 3 Assignment ™ ©

et

15/

questions
sssaned

150.00

- "=t | W individually

add questions organize assignment view

Fundamental Managerial Accounting Concepts (Cdmonds, Cdmonds, Tsay, Olds, Te) > Chapter 03: Anstysis of

select a different question source
Cost, Vioburne, and Pricing (o Increase Profitabiity > Chapter 03 Problems - Stalic L% soimiaivaivtplitiodts bddrtriebder e

or exreabe & question

filter resuits (7]

S ATON e questions question type ]
|| setectal
Problem 3 17A Dietorrinir ¥-emen paint snd propasing 2 canbiibuticn
[F] Worksheet margin income staiement Workshivot
fiter results = o 3- yzing change i sales price using bution i y
b tf)(‘g[.‘r‘.’}.’_“"sJ Analyoing change in sales pnce usang the contnbulion margin ratio Warksheel
- Gradable
] selctan Problam 3 19A Elect of corvarling variablo bo fued costs 1032 Warkshen
I automatic
D Problem -2 Determining the break-even point and preparing a break-gven
1 s Viarksheet
filter results + gaph L3133
+ AACSE Protlem 3-21A Margin of salety and operaling leverage LD 34 Viarksheet
+ AP
bl 3224 ing alivs paice dnel fined cieat using the equatian methad 1€
> = Problern 3.2 g b e e fond cosl using e equaian method LO.—



* Powerful Instructor and Student Reports
Connect keeps instructors informed about how each student, section, and class is performing,
allowing for more productive use of lecture and office hours. The reports tab enables you to:

* View scored work immediately and track individual or group performance with assignment
and grade reports.

library reports

reports
section performance &

80,83%" overall section average for 115 assgrmentis)

cu |
&
slﬂ I I
8 *
xsgaments

Aa of 1 07 02010 £23 P COT

5 E

-3

report types

assignment results
Gee student scores in high, medium and iow ranges.

STUGENT pertarmance
Ouickdy réview an indhidual student's perfomance

assignment statistics
Wean. higiest, luwel stures o each sxsigimend

Item analysis
How your students scortd on cach assignment gem

eatagary analyeis
Based on kem category YU Cho

Accounting Principles

e Access an instant view of student or class
performance relative to learning objectives.

e Collect data and generate reports required by
many accreditation organizations, such as the

. How is my section doing? Q AACSB and the AICPA.

Student Distribution - ata glance | 50/ 50 Sludenis EEITEREHIRTE S

* Connect Insight

The first and only analytics tool of its kind,
Connect Insight™ is a series of visual data
displays—each framed by an intuitive question—

to provide at-a-glance information regarding how
your class is doing.

Connect Insight™ provides an at-a-glance
analysis on five key insights, available at a
moment’s notice from your tablet device:

¢ How are my students doing?

¢ How is my section doing?

e How is this student doing?

e How are my assignments doing?
e How is this assignment going?

xiii



* Instructor Library

The Connect Instructor Library is a repository for additional resources to improve student engage-
ment in and out of class. You can select and use any asset that enhances your lecture. The Connect
Instructor Library includes access to:

¢ Solutions Manual (Word and Excel)

e Instructor’s Resource Guide

¢ Test Bank (with Test Bank Matrices)

e Instructor PowerPoint® slides

e Sample Syllabi

* Solutions to Cases for SAS Activity-Based Software
e Cases and Readings Supplement

* Teaching Notes for Cases and Readings Supplement

Fundamental Accounting

B Library & Performance ~ « My courses

library

ebook
assignments
my files

my lectures 7]

instructor 71
resources

Xiv

Build a better course with these resources

ebook bank lectures
access and search é create an assignment /.J record and view
your textbook from our question banks your lectures
Want to see all the assignments that you've created in this course? View my assignments

pre-made assignment collections
Explore our collections of pre-made assignments. Use them as is or edit them to create your own custom
assignments

&  pre-built assignments
These assignments have been created from the end of chapter

questions in your textbook. Use them as-is or edit them to create
your own cusiom assignments.

Tegrity Campus: Lectures 24/7
Mc ° Tegrity Campus is a service that makes class time available 24/7
i (9eqgrit ~ - thasi i
Hinn . by automatically capturing every lecture. With a simple one-click

start-and-stop process, you capture all computer screens and cor-
responding audio in a format that is easily searchable, frame by frame. Students can replay any part
of any class with easy-to-use browser-based viewing on a PC, Mac, or other mobile device.




Help turn your students’ study time into learning moments immediately supported by your

lecture. With Tegrity Campus, you also increase intent listening and class participation by easing
students’ concerns about note-taking. Lecture Capture will make it more likely you will see
students’ faces, not the tops of their heads. To learn more about Tegrity, watch a 2-minute Flash
demo at http://tegritycampus.mhhe.com.

* McGraw-Hill Campus

McGraw-Hill Campus™ is a new one-stop teaching and

e c learning experience available to users of any learning

Hidaton a m p u s management system. This institutional service allows faculty
and students to enjoy single sign-on (SSO) access to all

McGraw-Hill Higher Education materials, including the award-winning McGraw-Hill

Connect platform, from directly within the institution’s website. To learn more about MH
Campus, visit http://mhcampus.mhhe.com.

* Custom Publishing through Create

McGraw-Hill Create™ is a new, self-service website that
g:rﬁw C r% t ™ allows instructors to create custom course materials by
Education drawing upon McGraw-Hill’s comprehensive, cross-

disciplinary content. Instructors can add their own content
quickly and easily and tap into other rights-secured third-party sources as well, then arrange the
content in a way that makes the most sense for their course. Instructors can even personalize their
book with the course name and information and choose the best format for their students—color

print, black-and-white print, or an eBook.
Through Create, instructors can

 Select and arrange the content in a way that makes the most sense for their course.
* Combine material from different sources and even upload their own content.
¢ Choose the best format for their students—print or eBook.

¢ Edit and update their course materials as often as they like.

Begin creating now at www.mcgrawhillcreate.com.

* McGraw-Hill Customer Experience Group Contact Information

At McGraw-Hill, we understand that getting the most from new technology can be challenging.
That’s why our services don’t stop after you purchase our products. You can contact our Product
Specialists 24 hours a day to get product training online. Or you can search the knowledge bank
of Frequently Asked Questions on our support website. For Customer Support, call 800-331-5094,
or visit www.mhhe.com/support. One of our Technical Support Analysts will be able to assist
you in a timely fashion.
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Assurance of Learning Ready

Many educational institutions today are focused on the notion of assurance of learning, an important

element of many accreditation standards. Cost Management: A Strategic Emphasis, 7e is designed
specifically to support your assurance of learning initiatives with a simple, yet powerful, solution.

Each chapter in the book begins with a list of numbered learning objectives, which appear throughout
the chapter as well as in the end-of-chapter assignments. Every Test Bank question for Cost Manage-
ment: A Strategic Emphasis maps to a specific chapter learning objective in the textbook. Each Test
Bank question also identifies topic area, level of difficulty, Bloom’s Taxonomy level, and AICPA and
AACSB skill area. You can use our Test Bank software, EZ Test Online, or Connect to easily search for
learning objectives that directly relate to the learning objectives for your course. You can then use the
reporting features of EZ Test to aggregate student results in similar fashion, making the collection and
presentation of Assurance of Learning data simple and easy.

AACSB Statement

McGraw-Hill/Irwin is a proud corporate member of AACSB International. Understanding the impor-
tance and value of AACSB accreditation, Cost Management: A Strategic Emphasis, 7e recognizes the
curricula guidelines detailed in the AACSB standards for business accreditation by connecting selected
questions in the text and the Test Bank to the general knowledge and skill guidelines in the revised
AACSB standards.

The statements contained in Cost Management: A Strategic Emphasis are provided only as a guide for
the users of this textbook. The AACSB leaves content coverage and assessment within the purview of
individual schools, the mission of the school, and the faculty. While Cost Management: A Strategic
Emphasis, 7e and the teaching package make no claim of any specific AACSB qualification or evalu-
ation, we have, within the text and test bank, labeled selected questions according to the eight general
knowledge and skill areas.

McGraw-Hill’s Connect

= e Connect offers a number of powerful tools and features to make
Eﬁ'ﬁw mmect managing your classroom easier. Connect with Blocher 7e offers

enhanced features and technology to help both you and your stu-
dents make the most of your time inside and outside the classroom.

EZ Test Online

This test bank in Word format contains multiple-choice questions, essay questions, and short problems.
Each test item is coded for level of difficulty, learning objective, AACSB and AICPA skill area, and
Bloom’s Taxonomy level.

McGraw-Hill’s EZ Test Online is a flexible and easy-to-use electronic testing program that allows
instructors to create tests from book-specific items. EZ Test Online accommodates a wide range of
question types and allows instructors to add their own questions. Multiple versions of the test can be
created and any test can be exported for use with course management systems such as BlackBoard/
WebCT. EZ Test Online gives instructors a place to easily administer exams and quizzes online. The
program is available for Windows and Macintosh environments.

Test Bank Matrices

New in the seventh edition is an Excel workbook for each chapter, which shows all of the Test Bank
questions sorted by learning objective, by difficulty, and other chapter topics; this supplement will
make it easier for instructors to find the questions they want from the Test Bank.



NEW

McGraw-Hill Connect Added for Seventh Edition

For the seventh edition we have added McGraw-Hill Connect®, an online assignment solution and
assessment system designed to promote faster learning, more efficient studying, and higher retention
of knowledge.

Integration of Important Topics throughout the Text

Key topic areas for the course are integrated across the chapters. As previously noted, strategy is inte-
grated throughout the text. In addition, accounting for “lean” is included in four chapters as it relates to
the subject matter of that chapter. Similarly, time-driven activity-based costing (TDABC) is covered in
the ABC chapter and also in the chapter on budgeting. ABC appears in most of the chapters in Part Two,
as it has a key role in planning and decision making. Nonfinancial performance measures and the bal-
anced scorecard (BSC) are introduced in Part One and then covered as part of the operational and man-
agement control chapters included in Parts Three and Four. Resource consumption accounting (RCA) is
covered both in Chapter 5 and again in Chapter 15. The topic of capacity resource planning is covered
in Chapters 10 and 15. These are just examples of the efforts the authors have made to integrate key
topics throughout the text.

New Supplement: Test Bank Matrices

In addition, we have added a new supplement, Test Bank Matrices. These are Excel files that help the
instructor identify test bank questions by learning objective, difficulty, question type (multiple choice,
problem, case), and by text feature (strategy, international, ethics, sustainability, and service).

Continuing Features from Prior Editions

¢ Chapters have been revised to include up-to-date issues in cost management and discuss how
accountants are dealing with these issues; examples include changes in sustainability reporting
practices, the increased volatility of foreign exchange rates, and changes in management
compensation practices, among many others.

¢ End-of-chapter exercises and problems have been improved, with a strong focus on providing
clarity, a clear linkage to chapter learning objectives, and an appropriate level of challenge.

¢ Each end-of-chapter exercise and problem is tagged with the chapter learning objective(s) examined
in that exercise or problem.
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Enhancements for this Edition

Important Changes in Each Chapter of the Seventh Edition

Part One = Introduction to

Strategy, Cost Management, and Cost
Systems

Chapter 1: Cost Management
and Strategy

e All Real-World Focus items updated;
one new Real-World Focus item;
updated Cost Management in Action
item; updated surveys on strategy and
ethics; updated content on real-world
information used throughout the chapter

e Replaced Sara Lee Corporation
example with Tyson Foods (Sara
Lee North American Foodservice
Company became Hillshire Brands,
Company in 2012 and Hillshire
Brands became a subsidiary of Tyson
Foods on August 29, 2014)

* Twelve new exercises; several revised
problems and five all-new problems
with a focus on strategy and ethics

Chapter 2: Implementing
Strategy: The Value Chain, the
Balanced Scorecard, and the
Strategy Map

e All Real-World Focus items revised
and updated, particularly the item on
currency fluctuation; one new Real-
World Focus item on execution; real-
world information throughout the
chapter revised and updated

e New Cost Management in Action item
on strategy in consumer electronics—
Apple vs. Samsung

e Section on Execution updated and
enhanced

e Twelve new brief exercises, three new
problems, and several revised
exercises and problems

xviii

Chapter 3: Basic Cost

Management Concepts

¢ All Real-World Focus items
revised and updated; one new Real-
World Focus item on cost structure

e Three revised problems

Chapter 4: Job Costing

¢ One new Real-World Focus item on
job shops
Several revised exercises and
problems

Chapter 5: Activity-Based
Costing and Customer Profitability
Analysis

e Tightened coverage of ABC,
significantly shortening the length of
the chapter

¢ Real-World Focus items revised and
updated; new Real-World Focus items
focusing on corporate sustainability
and time-driven ABC in the service
sector

e Several revised exercises and
problems

Chapter 6: Process Costing

e Cost Management in Action element
revised and updated

» Large text exhibits revised to fit on
single pages

» Ten revised exercises and problems

Cha pter 7: Cost Allocation:
Departments, Joint Products, and
By-Products

e Real-World Focus items updated to
include new cost allocation issues
e Revised chapter introduction

¢ Revised exhibit on the use of Solver in
Excel

¢ New section on the decision to
sell before or after additional
processing

e New section and new exhibit on the
constant gross margin percentage
method for joint product cost
allocation

¢ Thirteen new or revised exercises and
problems with a focus on strategy,
ethics, and sustainability

Part TWO: Planning and

Decision Making

Chapter 8: Cost Estimation

*  One new Real-World Focus item on
predictive analytics and learning
curves; completely revised and
updated Real-World Focus item on
application of predictive analytics and
regression analysis; updated coverage
of surveys of cost estimation practice

e Additional coverage to explain the
relative advantages of the high-low
method and the regression method

e Three new problems; 9 exercises and
problems revised to include a focus on
the application of regression analysis
to practical current business issues

Chapter 9: Short-Term Profit
Planning: Cost-Volume-Profit (CVP)
Analysis

* Inclusion of a new reference (Zivney &
Goebel, 2013) for expanding the basic
CVP model to include fixed financing
costs and for deriving an alternative
specification for degree of operating
leverage (DOL), as Q + (Q — B/E),
where B/E equals the breakeven point
defined in terms of volume, Q

* New discussion of using the Data
Table option in Excel to present
results of simple “What-If” analyses

* Newly added reference (McKee &
McKee, 2014) for using Excel to
perform basic Monte Carlo simulation
(MCS) analysis



e Two updated Real-World Focus items
plus two new Real-World Focus
items (one dealing with cost-structure
analysis, the other dealing with
operating leverage)

e Graphical analysis of alternative cost-
structure choice (including sensitivity
analysis)

e Increased use of Excel’s Goal Seek
function throughout assignment material

¢ Six revised end-of-chapter problems

Cha pter 1 O: Strategy and

the Master Budget

¢  One updated Real-World Focus item
dealing with refinements to traditional
budgeting practices

e Four new Real-World Focus
items regarding the importance of
budgeting and planning; budgeting
and sensitivity analysis; negative
behavioral consequences of traditional
budgeting; and rolling financial
forecasts

* Reduction in length of the chapter,
with shorter, crisper explanations of
the budgeting process

e Three revised end-of-chapter problems

Chapter 1 1: Decision

Making with a Strategic Emphasis

e One updated Real-World Focus item,
dealing with distortions and
deceptions in decision making

e Three new Real-World Focus items
dealing with sustainability and the
decision to insource

e Shorter, crisper discussion of
predatory pricing practices

¢ Increased use of Excel’s Goal Seek

function for end-of-chapter exercises
and problems

Cha pter 1 2 = Strategy and

the Analysis of Capital Investments

All new beginning-of-chapter
examples of capital expenditure
decisions undertaken by a variety of
real-world organizations

Tightened coverage of material
throughout the chapter

Newly added material: the mechanics
of the discounting process application
of Monte Carlo simulation to the
problem of estimating an entity’s
weighted-average cost of capital;

the proper interpretation of the
internal rate of return (IRR); and the
structuring of an asset-replacement
capital investment analysis

Revision of two new Real-World
Focus items: dealing with retirement
planning/sensitivity analysis, and the
application of real options analysis

Revision of three end-of-chapter
problems

Cha pter 1 3 = Cost Planning

for the Product Life Cycle: Target
Costing, Theory of Constraints, and
Strategic Pricing

Two new and one updated Real-World
Focus items related to target costing

Four new or revised end-of-chapter
problems

Part Th ree: Operational-

Level Control

Cha pter 1 4 = Operational

Performance Measurement: Sales,
Direct-Cost Variances, and the
Role of Nonfinancial Performance
Measures

Revision/updating of two Real-
World Focus items (Demystifying

a Consumer Gas Utility Bill, and
Controlling Labor Costs through the
Use of “Workforce-Management
Systems”)

e Four new Real-World Focus items
focusing on the management of health
care costs through use of standard cost
information; managing supply-chain
costs; using technology to manage
energy and water consumption; and
the promotion of sustainability and
environmental responsibility

e Revision of four end-of-chapter
problems

Cha pter 1 5: Operational

Performance Measurement: Indirect-
Cost Variances and Resource
Capacity Management

¢ Continued emphasis on exercises
and problems dealing with capacity-
resource planning and the financial
reporting requirements of FASB ASC
330-10-30

* Two new Real-World Focus items
dealing with the management of
capacity-related costs in the auto
industry and the evaluation of
sustainability performance using
flexible budgets

e Explicit consideration of the value of

perfect information in the appendix

¢ Revision of four end-of-chapter
problems

Chapter 1 6: Operational

Performance Measurement: Further
Analysis of Productivity and Sales

¢ Two New Real-World Focus items
related to productivity

¢ Revision of seven end-of-chapter
problems

Chapter 17= the

Management and Control of Quality

* Expanded discussion of “net promoter
score” as a nonfinancial performance
indicator

e  One updated Real-World Focus item
plus 8 new Real-World Focus items
covering creating a culture of quality;
lowering health care costs and
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improving quality; quality ratings for
colleges; the cost of poor quality;
reducing new-product development
time and customer response time; U.S.
environmental quality ratings for
building construction; creating a lean
management structure; and the
application of root-cause analysis to
the airline industry

e Two new end-of-chapter problems and
three updated/revised end-of-chapter
problems

Part FO UF: management-

Level Control

Cha pter 1 8: Strategic

Performance Measurement: Cost
Centers, Profit Centers, and the
Balanced Scorecard

¢ Three new Real-World Focus items
that touch upon profit centers, separate
business units, and the use of the
balanced scorecard to evaluate
strategy

XX

e Eight new or revised exercises or
problems with a focus on strategic

business units, absorption costing, and

the contribution income statement

Chapter 19: Strategic

Performance Measurement:
Investment Centers and Transfer
Pricing

e Eight new Real-World Focus items
dealing with ROI for sustainability
projects; estimating the ROI for a
college diploma; strategic application
of ROI (business segment) analysis;
estimating the (short-term) ROI for an
MBA degree; sustainability; linking
incentive compensation to levels of
economic profit; Apple Computer and
transfer pricing; international transfer
pricing applied to SG&A costs; and
multinational transfer pricing

* Expanded discussion of the transfer-
pricing decision in an international
context

e Addition of pedagogical reference
(Baker et al., 2009) regarding

concerns associated with the use of
EVA®

» Revision of five end-of-chapter
problems

Cha pter 2 0 = Management

Compensation, Business Analysis,
and Business Valuation

¢ One revised Real-World Focus item

e Four new Real-World Focus items
regarding pay for performance;
different uses for bonuses; retention
plans; and a commentary on
valuations

¢ Eleven new or revised brief exercises,
exercises, or problems that focus
primarily on ratio analysis and
executive compensation
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PART ONE

Introduction

to Strategy, Cost
Management,
and Cost Systems

The objective of the first seven chapters is to introduce the strategic approach to cost management
and to cover the basic concepts of cost management systems.

Chapter 1 is an introduction to cost management—how companies plan for success and the
management accountant’s role in implementing strategy. The chapter includes coverage of the
Institute of Management Accountants’s recently revised definition of management accounting.
It is also an introduction to the current environment of business, including contemporary
management techniques and professional responsibilities.

Chapter 2 focuses on some of the principal means that organizations use to implement strategy.
The chapter introduces a strategic management system known as the balanced scorecard
(BSC), the strategy map, and the value chain and shows how these tools can be used to help
the organization implement its strategy. These tools are foundational tools that appear
throughout the text; this is why they are covered in this early chapter.

Chapter 3 defines the key terms that management accountants use to describe product cost
systems and cost information for planning, decision making, and control. This terminology

is important for both accountants and managers alike. The chapter also introduces the differences in
management accounting between service, manufacturing, and merchandising companies.
Chapters 4-7 cover costing systems and their role in strategy implementation.

Chapter 4 provides an introduction to costing systems by defining the elements of cost and how
these elements are combined to determine the cost of a product or service. There are a number of
variations on this basic cost system, each of which is designed to fit a particular manufacturing or
service environment. These variations are explained in Chapters 5, 6, and 7.

Chapter 5 covers a strategically important advance in product costing called activity-based
costing (ABC). Rather than using the volume-based approach (explained in Chapter 4), the
ABC approach incorporates the details of all the activities that are needed to provide the
product or service. The result is much more accurate, and therefore more strategically useful,
cost information regarding the resource demands of an organization’s outputs.

Chapter 6 introduces process costing, a costing system that is applicable for firms that have
relatively homogeneous products passing through similar processing steps, often in a
continuous flow. Commodity-based industries are of this nature: food processing, chemical, and
consumer products firms.

Chapter 7 covers cost-allocation issues associated with costing systems—departmental cost
allocation and joint cost allocation. The chapter begins with an overview of the objectives and
strategic role of cost allocation and then shows how departmental costs and joint costs are
allocated to products.



CHAPTER

ONE

Cost Management
and Strategy

After studying this chapter, you should be able to . . .

LO 1-1  Explain the use of cost management information in each of the four functions of
management and in different types of organizations, with emphasis on the strategic
management function.

LO1-2  Explain the contemporary business environment and how it has influenced cost management.

L0 1-3  Explain the contemporary management techniques and how they are used in cost
management to respond to the contemporary business environment.

LO 1-4  Explain the different types of competitive strategies.

L0 1-5 Describe the professional environment of the management accountant, including
professional organizations and professional certifications.

L0 1-6  Understand the principles and rules of professional ethics and explain how to apply them.

Talk about a success story! Walmart has grown from its first discount store in 1962 to become
the world’s largest company, with almost $500 billion in sales. It has achieved this through
clear day-to-day attention to accomplishing its business strategy and to living up to its motto
of “Save Money, Live Better.” Walmart achieves success through extensive use of technology
and aggressive efforts to grow the business globally. And the environment is very competitive!
A key competitor, Target, with a different strategy and a different motto (“Expect More, Pay
Less®”) has challenged Walmart with aggressive advertising campaigns and new stores. During
the 2004-2007 period, Target was outpacing Walmart in sales growth and stock price growth.
This reversed in 2008, as the global economic outlook weakened for many consumers and the
low-cost strategy of Walmart proved to be more successful. Since 2009, both Walmart and
Target have been facing the heat of increased competition from both Amazon.com and Costco,
as well as other retailers such as Dollar General. The stakes are high and the competition is
fierce. Imagine yourself as a manager for one of these companies. How would you help your
company be more competitive?

This book is about how managers use cost management to build a successful company,
as those at Walmart and Target have done. Everyone wants to be a winner, and so it is in
business and accounting. We are interested in how the management accountant can play a
key role in making a firm or organization successful. Now you might be asking, Don’t we
have to know what you mean by success? Absolutely! A firm must define clearly what it
means by success in its mission statement. Then it must develop a road map to accomplish
that mission, which we call strategy. Briefly, strategy is a plan to achieve competitive
success. In Walmart’s case, the mission is to achieve customer value, and the strategy
involves the extensive use of technology to reduce cost, a management structure that
welcomes change, and a constant focus on customer service. For Target, the competitive
focus is the promise of value through brand recognition, customer service, store location,
differentiated offerings, quality, fashion, and price.

Because we are interested in how the management accountant can help a company be success-
ful, we take a strategic approach throughout the book, beginning with an introduction to strategy
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in this chapter. The key idea is that success comes from developing and implementing an effec-
tive strategy aided by management accounting methods. These management accounting methods are
covered in this text chapter by chapter; we include them in the text because we know they have
helped companies succeed.

Management Accounting and the Role of Cost Management

L0 11

Explain the use of cost
management information in
each of the four functions of
management and in different
types of organizations, with
emphasis on the strategic
management function.

Cost management information

is developed and used to
implement the organization’s
strategy. It consists of financial
information about costs and
revenues and nonfinancial
information about customer
retention, productivity, quality,
and other key success factors for
the organization.

Cost management
is the development and use of
cost management information.

Management accounting

is a profession that involves
partnering in management
decision making, devising
planning and performance
management systems, and
providing expertise in financial
reporting and control to assist
management in the formulation
and implementation of an
organization’s strategy.

Management accountants are the accounting and finance professionals who develop and use
cost management information to assist in implementing the organization’s strategy. Cost
management information consists of financial information about costs and revenues and non-
financial information about customer retention, productivity, quality, and other key success
factors for the organization. Cost management is the development and use of cost manage-
ment information.

The strategic role of the management accountant in an organization is explained in the
definition of management accounting provided by the Institute of Management Accoun-
tants (IMA). Relevant additional information on the definition can be found in the IMA’s
Statement on Management Accounting: Definition of Management Accounting.

Management accounting is a profession that involves partnering in management
decision making, devising planning and performance management systems, and providing
expertise in financial reporting and control to assist management in the formulation and
implementation of an organization’s strategy.

Management accountants use their unique expertise (decision making, planning, performance
management, and more), working with the organization’s managers, to help the organization
succeed in formulating and implementing its strategy. Cost management information is developed
and used within the organization’s information value chain, from stage 1 through stage 5, as shown
below:

Stage 1 Stage 3 Stage 4 Stage 5
Business :
Events Information

At lower stages of the value chain, management accountants gather and summarize data (stage 2) from
business events (stage 1) and then transform the data to cost management information (stage 3)
through analysis and use of the management accountant’s expertise. At stage 4, cost management
information is combined with other information about the organization’s strategy and competi-
tive environment to produce actionable knowledge. At stage 5, management accountants use this
knowledge to participate with management teams in making decisions that advance the orga-
nization’s strategy.

In a typical organization (illustrated in Exhibit 1.1) management accountants report to the con-
troller, a key accounting professional in the firm. The controller, assisted by management accoun-
tants, has a wide range of responsibilities, including cost management, financial reporting,
maintaining financial information systems, and other reporting functions. The chief financial officer
(CFO) has the overall responsibility for the financial function, the treasurer manages investor and
creditor relationships, and the chief information officer (CIO) manages the firm’s use of information
technology, including computer systems and communications.

In contrast to the cost management function, the financial reporting function involves preparing
financial statements for external users such as investors and government regulators. These finan-
cial accounting reports require compliance with certain external requirements. Cost management
information is developed for use within the firm to facilitate management and is not needed to meet
those requirements. The main focus of cost management information therefore must be usefulness
and timeliness; the focus of financial reports must be accuracy and compliance with reporting
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EXHIBIT 1.1

A Typical Organization Chart
Showing the Functions of the
Controller

Strategic management

is the development and
implementation of a sustainable
competitive position.

EXHIBIT 1.2

Cost Management Information
Is Needed for Each of the Four
Management Functions

Chief
Executive
Officer
A
Chief Vice President Vice President
Financial for for
Officer Marketing Operations

|
( ¥

Chief
Controller Treasurer Information
Officer
Functions Cost
of the Management
Controller

> Financial reporting

—> Financial information systems

——> Other reporting obligations

requirements. However, strict adherence to accuracy can compromise the usefulness and timeli-
ness of the information. The function of the financial information systems department is to develop
and maintain the financial reporting system and related systems such as payroll, financial security
systems, and tax preparation. The challenge for the controller is to reconcile these different and
potentially conflicting roles.

The Four Functions of Management

The management accountant develops cost management information for the CFO, other
managers, and employee teams to use to manage the firm and make the firm more com-
petitive and successful. Cost management information is provided for each of the four
major management functions: (1) strategic management, (2) planning and decision making,
(3) management and operational control, and (4) preparation of financial statements. (See
Exhibit 1.2.) The most important function is strategic management, which is the develop-
ment and implementation of a sustainable competitive position in which the firm’s competi-
tive advantage provides continued success. A strategy is a set of goals and specific action
plans that, if achieved, provide the desired competitive advantage. Strategic management
involves identifying and implementing these goals and action plans. Next, management is

1. Strategic Management. Cost management information is needed to make sound strategic
decisions regarding choice of products, manufacturing methods, marketing techniques and
distribution channels, customer profitability, and other long-term issues.

2. Planning and Decision Making. Cost management information is needed to support recurring
decisions regarding replacing equipment, managing cash flow, budgeting raw materials
purchases, scheduling production, and pricing.

3. Management and Operational Control. Cost management information is needed to provide a fair
and effective basis for identifying inefficient operations and to reward and motivate the most
effective managers.

4. Preparation of Financial Statements. Cost management information is needed to provide
accurate accounting for inventory and other assets, in compliance with reporting requirements,
for the preparation of financial reports and for use in the three other management functions.




REAL-WORLD FOCUS

Our unique approach in this book is to demonstrate cost management
from a strategic emphasis. Every cost management method we cover
is linked to the firm's strategy, that is, how the method helps the firm
to be successful. Why emphasize the strategic approach? Managers
tellus why . ..

A recent survey of 750 chief financial officers (CFOs) conducted
jointly by the Institute of Management Accountants (IMA) and the As-
sociation of Chartered Certified Accountants (ACCA) found that “the
future CFO role in supporting strategic growth will be increasingly
valued. Strategy formulation and execution was identified by cur-
rent CFOs as the most important area in which to have experience for
future CFOs.” A 2014 survey of 600 financial executives by the con-
sulting firm, Accenture, found results that confirmed the IMA/ACCA
findings. Also, a 2012 survey of the CFOs of Fortune 100 firms by the
executive recruiting firm Russell Reynolds Associates reported that
49% of the CFOs previously held roles in corporate strategy, up from
22% in 2009. In 2013, the independent U.K. research firm Loudhouse
surveyed more than 300 finance professionals worldwide and found
that 74% had experienced an increase in responsibility for strategic

The Society of the Management Accountants of Canada has de-
veloped a competency framework for certified management accoun-
tants in Canada, which has the following introduction:

Certified Management Accountants (CMAs) do more than just mea-
sure value—they create it. As the leaders in management account-
ing, CMAs apply a unique mix of financial expertise, strategic insight,
innovative thinking and a collaborative approach to help grow suc-
cessful businesses.

Sources: “The CFO as Architect of Business Value,” Accenture, 2014: Benjamin
Kang, “Managing the Strategic Finance Gap,” Strategic Finance, February 2014,
pp. 43-48; “Future Pathways to Finance Leadership,” Institute of Management
Accountants and the Association of Chartered Certified Accountants, September
2013, www.accaglobal.com/content/dam/acca/global/PDF-technical/finance-
transformation/cfo-career-paths.pdf; “CFO Route to the Top Becomes More
Strategic,” The Wall Street Journal, March 6, 2012; Robert A. Howell, “CFOs:
Not Just for Finance Anymore,” The Wall Street Journal, February 27, 2012,

p. R7; Dana Mattioli, “Finance Chiefs Expand Roles,” The Wall Street Journal,
January 31, 2011, p. B7; “Competency Map of the CMA Profession,” The Society
of Management Accountants of Canada, www.cma-canada.org; Gary Siegel,
James E. Sorensen, and Sandra Richtermeyer, “Are You a Business Partner?

decision making and analysis.

Planning and decision making
involve budgeting and profit
planning, cash flow management,
and other decisions related to
operations.

Operational control

takes place when mid-level
managers monitor the activities
of operating-level managers and
employees.

Management control

is the evaluation of mid-level
managers by upper-level
managers.

Preparation of financial
statements

requires management to comply
with the financial reporting
requirements of regulatory
agencies.

Parts 1and 2,” Strategic Finance, September and October 2003.

responsible for planning and decision making, which involve budgeting and profit planning,
cash flow management, and other decisions related to the firm’s operations, such as decid-
ing when to lease or buy a facility, when to repair or replace a piece of equipment, when to
change a marketing plan, and when to begin development of a new product.

The third area of responsibility, control, consists of two functions, operational control and
management control. Operational control takes place when mid-level managers (e.g., site manag-
ers, product managers, regional managers) monitor the activities of operating-level managers and
employees (e.g., production supervisors and various department heads). In contrast, management
control is the evaluation of mid-level managers by upper-level managers (the controller or the CFO).

In the fourth function, preparation of financial statements, management complies with
the reporting requirements of relevant groups (such as the Financial Accounting Stan-
dards Board) and relevant federal government authorities (for example, the Internal Revenue
Service and the Securities and Exchange Commission). The financial statement preparation role
has recently received a renewed focus as countries throughout the world have adopted Interna-
tional Financial Reporting Standards (IFRS), and the United States is expected to adopt these
standards in the coming years. The financial statement information also serves the other three
management functions, because this information is often an important part of planning and deci-
sion making, control, and strategic management.'

The first three management functions are covered in this text. Strategic management and
the design of the costs systems upon which strategic decisions rely are covered in Part One.
Part Two covers planning and decision making, Part Three covers operational control, and
Part Four covers management control. Financial reporting for inventory and cost of sales is
covered in Part One.

Strategic Management and the Strategic Emphasis in Cost Management

Effective strategic management is critical to the success of the firm or organization and is
thus a pervasive theme of this book. The growing pressures of economic recession, global
competition, technological innovation, and changes in business processes have made cost

" The professional and regulatory organizations such as the Financial Accounting Standards Board and the Securities and
Exchange Commission are identified and explained at the end of this chapter.
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management much more critical and dynamic than ever before. Managers must think com-
petitively; doing so requires a strategy.

Strategic thinking involves anticipating changes; products, services, and operating pro-
cesses are designed to accommodate expected changes in customer demands. Flexibility is
important. The ability to make fast changes is critical as a result of the demands of the new
management concepts of e-commerce, speed-to-market, and flexible manufacturing. Product
life cycles—the time from the introduction of a new product to its removal from the market—
is expected to become shorter and shorter. Success in the recent past days or months is no
longer a measure of ultimate success; the manager must be “driving” the firm by using the
windshield, not the rear-view mirror.

The strategic emphasis also requires creative and integrative thinking, that is, the ability
to identify and solve problems from a cross-functional view. The business functions are often
identified as marketing, production, finance, and accounting/controllership. Instead of viewing
a problem as a production problem, a marketing problem, or a finance and accounting prob-
lem, cross-functional teams view it from an integrative approach that combines skills from all
functions simultaneously. The integrative approach is necessary in a dynamic and competitive
environment. The firm’s attention is focused on satisfying the customers’ needs; all of the firm’s
resources, from all functions, are directed to that goal.

Types of Organizations

Cost management information is useful in all organizations: business firms, governmental
units, and not-for-profit organizations. Business firms are usually categorized by industry, the
main categories being merchandising, manufacturing, and service. Merchandising firms pur-
chase goods for resale. Merchandisers that sell to other merchandisers are called wholesalers;
those selling directly to consumers are called retailers. Examples of merchandising firms are
the large retailers, such as Walmart, Target, and Amazon.com.

Manufacturing firms use raw materials, labor, and manufacturing facilities and equipment
to produce products. They sell these products to merchandising firms or to other manufactur-
ers as raw materials to make other products. Examples of manufacturers are Ford, General
Electric, and Cisco Systems.

Service firms provide a service to customers that offers convenience, freedom, safety, or
comfort. Common services include transportation, health care, financial services (banking,
insurance, accounting), personal services (physical training, hair styling), and legal services.
In the United States, service industries are growing at a much faster rate than manufacturing
or merchandising, in part because of the increased demand for leisure and convenience and
society’s increased complexity and need for information.

Governmental and not-for-profit organizations provide services, much like the firms in
service industries. However, these organizations provide the services for which no direct re-
lationship exists between the amount paid and the services provided. Instead, both the nature
of these services and the customers that receive them are determined by government or phil-
anthropic organizations. The resources are provided by governmental units and/or charities.
The services provided by these organizations are often called public goods to indicate that no
typical market exists for them. Public goods have a number of unique characteristics, such as
the impracticality of limiting consumption to a single customer (clean water and police and
fire protection are provided for all residents).

Most firms and organizations use cost management information. For example, manufactur-
ing firms use it to manage production costs. Similarly, retail firms such as Walmart use cost
management information to manage stocking, distribution, and customer service. Firms in the
service industries, such as those providing financial services or other professional services,
use cost management information to identify the most profitable services and to manage the
costs of providing those services.

Cost management information is used in a wide variety of ways. Whatever the business,
a firm must know the cost of new products or services, the cost of making improvements in
existing products or services, and the cost of finding a new way to produce the products or
provide the services. Cost management information is used to determine prices, to change
product or service offerings to improve profitability, to update manufacturing facilities
in a timely fashion, and to determine new marketing methods or distribution channels.
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For example, manufacturers such as Toyota study the cost implications of design options
for each new product. The design study includes analysis of projected manufacturing
costs as well as costs to be incurred after the product is completed, which include service
and warranty costs. Service and warranty costs are often called downstream costs because
they occur after manufacturing. By analyzing both manufacturing and downstream costs,
a company is able to determine whether product enhancements might cause manufactur-
ing and downstream costs to be out of line with expected increases in customer value and
revenue for that feature.

Both large and small firms in all types of industries use cost management information.
A firm’s degree of reliance on cost management depends on the nature of its competitive
strategy. Many firms compete on the basis of being the low-cost provider of the industry’s
goods or services; for these firms, cost management is critical. Other firms, such as cosmetics,
fashion, and pharmaceutical firms, compete on the basis of product leadership, in which the
unusual or innovative features of the product make the firm successful. For these firms, the
critical management concern is maintaining product leadership through product development
and marketing. The role of cost management is to support the firm’s strategy by providing the
information managers need to succeed in their product development and marketing efforts,
such as the expected cost of adding a new product feature, the defect rate of a new part, or the
reliability of a new manufacturing process.

Not-for-profit and governmental organizations also must have a strategy to accomplish
their mission and satisfy their constituents. Historically, governmental units and not-for-
profit agencies have tended to focus on their responsibility to spend in approved ways
rather than to spend in efficient and effective ways. Increasingly, however, these types of
organizations are using cost management for efficient and effective use of their financial
resources.

The Contemporary Business Environment

L0 1-2

Explain the contemporary business
environment and how it has
influenced cost management.

Many changes in the business environment in recent years have caused significant modifi-
cations in cost management practices. The primary changes are (1) increased global com-
petition; (2) lean manufacturing; (3) advances in information technologies, the Internet,
and enterprise resource management; (4) greater focus on the customer; (5) new forms of
management organization; and (6) changes in the social, political, and cultural environ-
ment of business. The current global economic challenges (high public debt, high unem-
ployment rates, and slow economic growth, among others) will surely have a significant
effect on each of these six changes. It is likely there will be an even greater rate of change
in each of these six areas as firms search for new ways to compete and governmental
regulations adapt to the difficult economic times.

The Global Business Environment

A key development that drives the extensive changes in the contemporary business environment
is the growth of international markets and trade due to the rise of economies throughout the
world and the decline of trade barriers. Businesses and not-for-profit organizations, as well
as consumers and regulators, are all significantly affected by the rapid growth of economic in-
terdependence and increased competition from other countries. The North American Free Trade
Agreement (NAFTA), the Central America Free Trade Agreement (CAFTA), the World Trade
Organization (WTO), the European Union (EU), and the growing number of alliances among
large multinational firms clearly indicate that the opportunities for growth and profitability lie in
global markets. Most consumers benefit as low-cost, high-quality goods are traded worldwide.
Managers and business owners know the importance of pursuing sales and operating activities
in foreign countries, and investors benefit from the increased opportunities for investment in
foreign firms.

The increasing competitiveness of the global business environment means that firms
increasingly need financial and nonfinancial information about competing effectively in
other countries. Global business is covered in each chapter; look for the international icon
next to problems involving global business.
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Worldwide Markets

The following table indicates the percentage of sales coming from outside the domestic market for the listed companies.

1993 2007 2013

General Electric  17% 50% 54%
Walmart 0.0 22 33
McDonald’s 47 65 69

Source: Company annual reports.

The winning companies in the global competition will be those companies that can put
together the best of research, engineering, design, manufacturing, distribution—wherever they
can get it, anywhere in the world—and the best of each of these will not come from one
country or from one continent.

Jack Welch, former CEO of General Electric

Lean Manufacturing

To remain competitive in the face of the increased global competition, firms around the world
are adopting new manufacturing technologies. These include just-in-time inventory methods
to reduce the cost and waste of maintaining large levels of raw materials and unfinished prod-
uct. Also, many firms are adopting the lean methods applied in Japanese manufacturing that
have produced significant cost and quality improvements through the use of quality teams
and statistical quality control. Other manufacturing changes include flexible manufacturing
techniques developed to reduce setup times and allow fast turnaround of customer orders. A
key competitive edge in what is called speed-to-market is the ability to deliver the product or
service faster than the competition.

Use of Information Technology, the Internet, and Enterprise
Resource Management

Perhaps the most fundamental of all business changes in recent years has been the increas-
ing use of information technology, the Internet, and performance management systems.
This new economy is reflected in the rapid growth of Internet-based firms (companies such
as Amazon, eBay, and Google); the increased use of the Internet for communications,
sales, and business data processing; and the use of enterprise management systems. These
technologies have fostered the growing strategic focus in cost management by reducing the time
required for processing transactions and by expanding the individual manager’s access to informa-
tion within the firm, the industry, and the business environment around the world.

Focus on the Customer

A key change in the business environment is increased consumer expectation for product
functionality and quality. The result has been a shorter product life cycle, as firms seek to add
new features and new products as quickly as possible, thereby increasing the overall intensity
of competition.

In past years, a business typically succeeded by focusing on only a relatively small number
of products with limited features and by organizing production into long, low-cost, and high-
volume production runs aided by assembly-line automation. The new business process focuses
instead on customer satisfaction. Producing value for the customer changes the orientation of
managers from low-cost production of large quantities to quality, service, timeliness of deliv-
ery, and the ability to respond to the customer’s desire for specific features. Today, many of the
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critical success factors (see next page) are customer oriented. Cost management practices are
also changing; cost management reports now include specific measures of customer preferences
and customer satisfaction.

Management Organization

Management organization is changing in response to the changes in technology, marketing,
and manufacturing processes. Because of the focus on customer satisfaction and value, the
emphasis has shifted from financial and profit-based measures of performance to customer-
related, nonfinancial performance measures such as quality, time to delivery, and service.
Similarly, the hierarchical command-and-control type of organization is being replaced by a
more flexible organizational form that encourages teamwork and coordination among busi-
ness functions. In response to these changes, cost management practices are also changing
to include reports that are useful to cross-functional teams of managers; the reports reflect
the multifunctional roles of these teams and include a variety of operating and financial in-
formation: product quality, unit cost, customer satisfaction, and production bottlenecks, for
example. The changes in manufacturing, marketing, and management in organizations are
summarized in Exhibit 1.3.

Social, Political, and Cultural Considerations

In addition to changes in the business environment, significant changes have taken place in the
social, political, and cultural environments that affect business. Although the nature and extent
of these changes vary a great deal from country to country, they include a more ethnically and
racially diverse workforce, changes in regulatory requirements, and a renewed sense of ethical
responsibility among managers and employees.

The new business environment requires firms to be flexible and adaptable and to place greater
responsibility in the hands of a more highly skilled workforce. Additionally, the changes tend
to focus the firm on factors outside the production of its product or provision of its service to the
ultimate consumer and the global society in which the consumer lives.

EXHIBIT 1.3 Comparison of Prior and Contemporary Business Environments

Prior Business Environment

Contemporary Business Environment

Manufacturing

Basis of competition
Manufacturing process

Manufacturing technology

Required labor skills
Emphasis on quality
Marketing

Products

Markets

Management Organization

Type of information recorded
and reported

Management organizational
structure

Management focus

Economies of scale, standardization

High volume, long production runs, significant
levels of in-process and finished inventory; this is
called the “push” approach

Assembly line automation, isolated technology
applications

Machine-paced, low-level skills

Acceptance of a normal or usual amount of waste

Relatively few variations, long product life cycles

Largely domestic

Almost exclusively financial data

Hierarchical, command and control

Emphasis on the short term, short-term
performance measures and compensation,
concern for sustaining the current stock price,
short tenure and high mobility of top managers

Quality, functionality, customer satisfaction

Low volume, short production runs, focus on
reducing inventory levels and other non-value-added
activities and costs; this is called the “pull” approach

Robatics, flexible manufacturing systems, integrated
technology applications connected by networks

Individually and team-paced, high-level skills
Goal of zero defects

Large number of variations, short product life cycles
Global

Financial and operating data, the firm’s
strategic success factors

Network-based organization forms, teamwork
focus—employee has more responsibility and
control, coaching rather than command and control

Increased emphasis on the long term, focus on
critical success factors, commitment to the long-term
success of the firm, including shareholder value






