BRIEF CONTENTS

Part 1

Part 2

Part 3

Part 4

Foundation Concepts 1

CHAPTER 1
CHAPTER 2
CHAPTER 3
CHAPTER 4

Introduction to Cost Management 3
Basic Cost Management Concepts 23
Cost Behavior 50

Activity-Based Costing 85

Fundamental Costing and Control 128

CHAPTER 5
CHAPTER 6

CHAPTER 7
CHAPTER 8

CHAPTER 9
CHAPTER 10

Product and Service Costing: Job-Order System 130

Product and Service Costing: A Process Systems

Approach 167

Allocating Costs of Support Departments and Joint

Products 209

Budgeting for Planning and Control 249

Standard Costing: A Functional-Based Control Approach 297
Decentralization: Responsibility Accounting, Performance
Evaluation, and Transfer Pricing 336

Advanced Costing and Control 374

CHAPTER 11
CHAPTER 12
CHAPTER 13
CHAPTER 14
CHAPTER 15
CHAPTER 16

Strategic Cost Management 376

Activity-Based Management 429

The Balanced Scorecard: Strategic-Based Control 467
Quality and Environmental Cost Management 497
Productivity Measurement and Control 533

Lean Accounting 562

Decision Making 588

CHAPTER 17
CHAPTER 18

CHAPTER 19
CHAPTER 20
CHAPTER 21

Cost-Volume-Profit Analysis 590

Activity Resource Usage Model and Tactical Decision
Making 632

Pricing and Profitability Analysis 669

Capital Investment 714

Inventory Management: Economic Order Quantity, JIT,
and the Theory of Constraints 760

Glossary 797

Subject Index 809
Company Index 831

xvii



CONTENTS

Part 1 Foundation Concepts 1

CHAPTER 1 Introduction to Cost Management 3

A Systems Framework 3

Accounting Information System 4

Factors Affecting Cost Management 6

Global Competition 7

Growth of the Service Industry 7

Advances in Information Technology 7
Advances in the Manufacturing Environment 8
Customer Orientation 9

New Product Development 9

Total Quality Management 10

Time as a Competitive Element 10

Efficiency 10

The Role of the Management Accountant 10

Planning 10

Controlling 11

Continuous Improvement 11
Decision Making 11

Accounting and Ethical Conduct 12

Benefits of Ethical Behavior 12
Standards of Ethical Conduct for Management Accountants 12

Certification 14

Certificate in Management Accounting 14
Certificate in Public Accounting 14
Certificate in Internal Auditing 14

CHAPTER 2 Basic Cost Management Concepts 23

Cost Assignment: Direct Tracing, Driver Tracing,
and Allocation 23

Cost Objects 24
Accuracy of Assignments 24

Product Costs 26

Product Cost Definitions 27
Product Costs and External Financial Reporting 27

External Financial Statements 30

Income Statement: Manufacturing Firm 30
Income Statement: Service Organization 32

xix



Functional-Based and Activity-Based Cost Management Systems 33

Functional-Based Cost Management Systems: A Brief Overview 33
Activity-Based Cost Management Systems: A Brief Overview 34
Choice of a Cost Management System 36

CHAPTER 3 Cost Behavior 50

Basics of Cost Behavior 51

Fixed Costs 51
Variable Costs 52
Mixed Costs 53
Time Horizon 54

Resources, Activities, and Cost Behavior 55

Flexible Resources 55
Committed Resources 55
Step-Cost Behavior 56

Methods for Separating Mixed Costs into Fixed and Variable
Components 58

The High-Low Method 59
Scatterplot Method 60

The Method of Least Squares 61
Using Regression Programs 63

Reliability of Cost Formulas 64

Hypothesis Testing of Parameters 65
Goodness of Fit Measures 65
Confidence Intervals 65

Multiple Regression 66

The Learning Curve and Nonlinear Cost Behavior 69

Cumulative Average-Time Learning Curve 69

Managerial Judgment 71

CHAPTER 4 Activity-Based Costing 85

Functional-Based Product Costing 86

Overhead Application: Plantwide Rate 87
Disposition of Overhead Variances 88
Overhead Application: Departmental Rates 89

Limitations of Plantwide and Departmental Rates 90
Non-Unit-Related Overhead Costs 90
Product Diversity 91

An Example Tllustrating the Failure of Unit-Based Overhead Rates 91
ABC Users 96

Activity-Based Costing System 96

Activity Identification, Definition, and Classification 97
Assigning Costs of Overhead Resources to Activities 99
Assigning Secondary Activity Costs to Primary Activities 101
Cost Objects and Bills of Activities 102

Activity Rates and Product Costing 103

Reducing the Size and Complexity of an ABC System 103

Approximately Relevant ABC Systems 104
Time-Driven ABC Systems 106



CHAPTER 5

CHAPTER 6

Fundamental Costing and Control 128

Product and Service Costing: Job-Order System 130

Characteristics of the Production Process 130

Manufacturing Firms versus Service Firms 131
Unique versus Standardized Products and Services 131

Setting Up the Cost Accounting System 132

Cost Accumulation 132

Cost Measurement 133

Cost Assignment 134

Choosing the Activity Level 136

The Job-Order Costing System: General Description 137
Overview of the Job-Order Costing System 137
Job Time Tickets 139
Overhead Application 140
Unit Cost Calculation 140

Job-Order Costing: Specific Cost Flow Description 141
Accounting for Direct Labor Cost 142
Accounting for Overhead 143
Accounting for Finished Goods Inventory 144
Accounting for Cost of Goods Sold 146
Accounting for Nonmanufacturing Costs 148

Single versus Multiple Overhead Rates 148

_ Appendix: Accounting for Spoilage in a Traditional Job-Order

System 150

Product and Service Costing: A Process Systems
Approach 167

Process-Costing Systems: Basic Operational and Cost
Concepts 167

Cost Flows 168
The Production Report 170
Unit Costs 170

Process Costing with No Beginning or Ending Work-in-Process
Inventories 172

Service Organizations 172
JIT Manufacturing Firms 172
The Role of Activity-Based Costing 173

Process Costing with Ending Work-in-Process Inventories 173

Equivalent Units as Output Measures 173

Cost of Production Report Hlustrated 174
Nonuniform Application of Productive Inputs 174
Beginning Work-in-Process Inventories 176

FIFO Costing Method 176

Step 1: Physical Flow Analysis 177

Step 2: Calculation of Equivalent Units 178
Step 3: Computation of Unit Cost 178
Step 4: Valuation of Inventories 178

Step 5: Cost Reconciliation 179

Journal Entries 179




Contents

CHAPTER 7

CHAPTER 8

Weighted Average Costing Method 180
Step 1: Physical Flow Analysis 181
Step 2: Calculation of Equivalent Units 181
Step 3: Computation of Unit Cost 182
Step 4: Valuation of Inventories 182
Step 5: Cost Reconciliation 182
Production Report 183
FIFO Compared with Weighted Average 184

Treatment of Transferred-In Goods 184

Step 1: Physical Flow Analysis 185

Step 2: Calculation of Equivalent Units 186
Step 3: Computation of Unit Costs 186
Step 4: Valuation of Inventories 186

Operation Costing 187

Basics of Operation Costing 188
Operation Costing Example 189

Appendix: Spoiled Units 191

Allocating Costs of Support Departments and Joint
Products 209

An Overview of Cost Allocation 209
Types of Departments 210

Allocating One Department’s Costs to Another Department 213
A Single Charging Rate 213
Dual Charging Rates 214
Budgeted versus Actual Usage 216
Fixed versus Variable Bases: A Note of Caution 218

Choosing a Support Department Cost Allocation Method 219
Direct Method of Allocation 219
Sequential Method of Allocation 220
Reciprocal Method of Allocation 223
Comparison of the Three Methods 225

Departmental Overhead Rates and Product Costing 225

Accounting for Joint Production Processes 226

Cost Separability and the Need for Allocation 227

Distinction and Similarity between Joint Products
and By-Products 227

Accounting for Joint Product Costs 228

Allocation Based on Relative Market Value 230

Budgeting for Planning and Control 249

The Role of Budgeting in Planning and Control 250

Types of Budgets 250
Gathening Information for Budgeting 252

Preparing the Operating Budget 253
Sales Budget 254
Production Budget 255
Direct Materials Purchases Budget 255
Direct Labor Budget 256



Contents

Overhead Budget 257

Ending Finished Goods Inventory Budget 257

Cost of Goods Sold Budget 258

Marketing Expense Budget 258

Research and Development Expense Budget 258
Administrative Expense Budget 259

Budgeted Income Statement 259

Operating Budgets for Merchandising and Service Firms 260

Preparing the Financial Budget 260

The Cash Budget 260
Budgeted Balance Sheet 264
Shortcomings of the Traditional Master Budget Process 265

Flexible Budgets for Planning and Control 267
Static Budgets versus Flexible Budgets 267

Activity-Based Budgets 272

The Behavioral Dimension of Budgeting 275
Characteristics of a Good Budgetary System 276

Chapter 9  Standard Costing: A Functional-Based Control
Approach 297

Developing Unit Input Standards 298

Establishing Standards 298
Usage of Standard Costing Systems 298

Standard Cost Sheets 299

Variance Analysis and Accounting: Direct Materials and Direct
Labor 301

Calculating Direct Materials Price and Usage Variances 301
Accounting for Direct Materials Price and Usage Variances 304
Calculating Direct Labor Variances 304

Accounting for the Direct Labor Rate and Efficiency Variances 306
Investigating Direct Materials and Labor Variances 306
Disposition of Direct Materials and Direct Labor Variances 307

Variance Analysis: Overhead Costs 308

Four-Variance Method: The Two Variable Overhead Variances 309
Four-Variance Analysis: The Two Fixed Overhead Variances 311
Accounting for Overhead Variances 315

Two- and Three-Variance Analyses 316

Mix and Yield Variances: Materials and Labor 317

Direct Materials Mix and Yield Variances 318
Direct Labor Mix and Yield Variances 319

Chapter 10  Decentralization: Responsibility Accounting, Performance
Evaluation, and Transfer Pricing 336

Responsibility Accounting 336
Types of Responsibility Centers 337

Decentralization 337

Reasons for Decentralization 338
The Units of Decentralization 339



Measuring the Performance of Investment Centers 339

Return on Investment 339

Residual Income 342

Economic Value Added 343

Multiple Measures of Performance 346

Measuring and Rewarding the Performance of Managers 346

Measuring Performance in the Multinational Firm 346
Managerial Rewards: Encouraging Goal Congruence 347

Transfer Pricing 349

The Impact of Transfer Pricing on Income 349

Setting Transfer Prices 350
Market Price 350
Negotiated Transfer Prices 351
Cost-Based Transfer Prices 354
Transfer Pricing and the Multinational Firm 355

Advanced Costing and Control 374

CHAPTER 11 Strategic Cost Management 376

Strategic Cost Management: Basic Concepts 377

Strategic Positioning: The Key to Creating and Sustaining a Competitive
Advantage 377

Value-Chain Framework, Linkages, and Activities 379

Organizational Activities and Cost Drivers 380

Operational Activities and Drivers 381

: Value-Chain Analysis 382
Exploiting Internal Linkages 382
Exploiting Supplier Linkages 384
Exploiting Customer Linkages 386

Life-Cycle Cost Management 389

Product Life-Cycle Viewpoints 389
Interactive Viewpoint 391
Role of Target Costing 393

Just-in-Time (JIT) Manufacturing and Purchasing 395

Inventory Effects 396

Plant Layout 397

Employee Empowerment 398
Total Quality Control 398

JIT and Its Effect on the Cost Management System 398

Traceability of Overhead Costs 399

Product Costing 400

JIT’s Effect on Job-Order and Process-Costing Systems 400
Backflush Costing 400

CHAPTER 12 Activity-Based Management 429

The Relationship between Activity-Based Costing and Activity-Based
Management 430



Process Value Analysis 431

Driver Analysis: Defining Root Causes 431
Activity Analysis: Identifying and Assessing Value Content 431
Assessing Activity Performance 434

Financial Measures of Activity Efficiency 434

Reporting Value-Added and Non-Value-Added Costs 434
Trend Reporting of Non-Value-Added Costs 436

The Role of Kaizen Standards 437

Benchmarking 438

Activity Flexible Budgeting 439

Activity Capacity Management 441

Implementing Activity-Based Management 442

The ABM Implementation Model 442
Why ABM Implementations Sometimes Fail 444

Financial-Based versus Activity-Based Responsibility Accounting 444
Assigning Responsibility 445
Establishing Performance Measures 446
Evaluating Performance 447
Assigning Rewards 447

CHAPTER 13 The Balanced Scorecard: Strategic-Based Control 467

Activity-Based versus Strategic-Based Responsibility Accounting 468
Assigning Responsibility 469
Establishing Performance Measures 469
Performance Measurement and Evaluation 470
Assigning Rewards 471

Basic Concepts of the Balanced Scorecard 471

Strategy Translation 472

Financial Perspective, Objectives, and Measures 472

Customer Perspective, Objectives, and Measures 474

Process Perspective, Objectives, and Measures 475

Learning and Growth Perspective, Objectives, and Measures 478

Linking Measures to Strategy 480

The Concept of a Testable Strategy 480
Strategic Feedback 481

Strategic Alignment 482

Communicating the Strategy 482
Targets and Incentives 482
Resource Allocation 484

CHAPTER 14 Quality and Environmental Cost Management 497

Costs of Quality 498

Defining Quality Costs 498

Quality Cost Measurement 500

Reporting Quality Costs 500

The Role of Activity-Based Cost Management 501

Quality Cost Information and Decision Making 502

Decision-Making Contexts 502
Certifying Quality through I1SO 9000 505



Contents

Controlling Quality Costs 505

Choosing the Quality Standard 506
Types of Quality Performance Reports 507

Defining, Measuring, and Controlling Environmental Costs 511

Environmental Costs Defined 512
Environmental Cost Report 512
Environmental Cost Reduction 513

An Environmental Financial Report 514

CHAPTER 15 Productivity Measurement and Control 533

Productive Efficiency 534

Partial Productivity Measurement 534

Partial Productivity Measurement Defined 535

Partial Measures and Measuring Changes in Productive Efficiency 536
Advantages of Partial Measures 537

Disadvantages of Partial Measures 537

Total Productivity Measurement 537

Profile Productivity Measurement 537
Profit-Linked Productivity Measurement 539
Price-Recovery Component 540

Measuring Changes in Activity and Process Efficiency 541
Activity Productivity Analysis 541
Process Productivity Analysis 543
Process Productivity Model 544

CHAPTER 16 Lean Accounting 562

Lean Manufacturing 563

Value by Product 564
Value Stream 564

Value Stream Mapping 566
Value Flow 566

Pull Value 568

Pursue Perfection 569

Lean Accounting 571

Focused Value Streams and Traceability of Overhead Costs 571

Value Stream Costing with Multiple Products 573

Value Stream Reporting 574

Decision Making 574

Performance Measurement 575

Implementation 576

Appendix: Value Stream Costing with Multiple Products:
Features and Characteristics Costing 577

Part 4:  Decision Making 588

CHAPTER 17 Cost-Volume-Profit Analysis 590

The Break-Even Point in Units 591
Operating Income Approach 591



Contents

CHAPTER 18

CHAPTER 19

Contribution Margin Approach 592
Profit Targets 593
After-Tax Profit Targets 594

Break-Even Point in Sales Dollars 595

Profit Targets 598
Comparison of the Two Approaches 598

Multiple-Product Analysis 598

Break-Even Point in Units 599
Sales Mix and CVP Analysis 599
Sales Dollars Approach 601

Graphical Representation of CVP Relationships 601

The Profit-Volume Graph 601
The Cost-Volume-Profit Graph 603
Assumptions of Cost-Volume-Profit Analysis 604

Changes in the CVP Variables 604

Introducing Risk and Uncertainty 606
Sensitivity Analysis and CVP 608

CVP Analysis and Activity-Based Costing 610

Example Comparing Conventional and ABC Analysis 610

Strategic Implications: Conventional CVP Analysis versus ABC
Analysis 611

CVP Analysis and JIT 612

Activity Resource Usage Model and Tactical Decision
Making 632

Tactical Decision Making 633

The Tactical Decision-Making Process 633
Qualitative Factors 635

Relevant Costs and Revenues 636

Relevant Costs Illustrated 636
Irrelevant Cost Illustrated 636

Relevancy, Cost Behavior, and the Activity Resource Usage
Model 637

Flexible Resources 637
Committed Resources 637

Illustrative Examples of Tactical Decision Making 638

Make-or-Buy Decisions 639
Keep-or-Drop Decisions 642
Special-Order Decisions 646
Decisions to Sell or Process Further 647

Pricing and Profitability Analysis 669

Market Structure and Price 670

Pricing Policies 671

Cost-Based Pricing 671
Target Costing and Pricing 672



Contents

Other Pricing Policies 673

The Legal System and Pricing 674

Predatory Pricing 674
Price Discrimination 674
Ethics 676

Measuring Profit 676

Absorption-Costing Approach to Measuring Profit 676
Variable-Costing Approach to Measuring Profit 679

Profitability of Segments 681

Profit by Product Line 681
Divisional Profit 684
Customer Profitability 685
Overall Profit 687

Analysis of Profit-Related Variances 687

Sales Price and Price Volume Variances 687
Contribution Margin Variance 688
Market Share and Market Size Variances 689

Limitations of Profit Measurement 690

CHAPTER 20 Capital Investment 714

Capital Investment Decisions 715

Payback and Accounting Rate of Return: Nondiscounting
Methods 716

Payback Period 716
Accounting Rate of Return 718

The Net Present Value Method 719

The Meaning of NPV 719
Weighted Average Cost of Capital 719
An Example [lustrating Weighted Average Cost of Capital 720

Internal Rate of Return 721

Example with Uniform Cash Flows 721
IRR and Uneven Cash Flows 722

NPV versus IRR: Mutually Exclusive Projects 722

NPV Compared with IRR 722
Example: Mutually Exclusive Projects 724

Computing After-Tax Cash Flows 726
Conversion of Gross Cash Flows to After-Tax Cash Flows 726

Capital Investment: Advanced Technology and Environmental
Considerations 732

How Investment Differs 732

How Estimates of Operating Cash Flows Differ 733
An Example: Investing in Advanced Technology 733
Salvage Value 735

Discount Rates 735



Contents

Appendix A: Present Value Concepts 737

Future Value 737
Present Value 738
Present Value of an Uneven Series of Cash Flows 738
Present Value of a Uniform Series of Cash Flows 738

Appendix B: Present Value Tables 740

CHAPTER 21 Inventory Management: Economic Order Quantity, JIT,
and the Theory of Constraints 760

Just-in-Case Inventory Management 761

Justifying Inventory 761

Economic Order Quantity: A Model for Balancing Acquisition and Carrying
Costs 762

When to Order or Produce 763

Demand Uncertainty and Reordering 764

An Example Involving Setups 765

EOQ and Inventory Management 765

JIT Inventory Management 766

A Pull System 766

Setup and Carrying Costs: The JIT Approach 767

Avoidance of Shutdown and Process Reliability: The JIT Approach 768

Discounts and Price Increases: JIT Purchasing versus Holding
Inventories 771

JIT’s Limitations 771

Basic Concepts of Constrained Optimization 772

One Binding Internal Constraint 773
Internal Binding Constraint and External Binding Constraint 773
Multiple Internal Binding Constraints 773

Theory of Constraints 776

Operational Measures 777
Five-Step Method for Improving Performance 778

Glossary 797
Subject Index 809

Company Index 831



