10 PartOne  fntroduction o Strategy, Cost Management. and Cost Systems

The Strategic Focus of Cost Management

The compelitive firm incorporates the emerging and anticipated changes in the contemporary
environment of business into its business planning and practices. The competitive firm is cus-
tomer driven. uses advanced manufacturing and information technologies when appropriate,
anticipates the effect of changes in regulatory requirements and customer tastes, and recog-
nizes its complex social, political. and cultural environment. Guided by strategic thi nking,
the management accountant focuses on the factors that make the company successful rather
than relying only on costs and other financial measures. We are reminded of the story of the
Scottish farmer who had prize sheep to take to market. When asked why his sheep were always

t= =

I'm fattening mine.” Similarly. cost management focuses not on the measurement per se but on
the identification of measures that are critical to the organization's success. Robert Kaplan's
classification of the stages of the development of cost management systems describes this shift
. - 2
in focus:*

Stage 1. Cost management systems are bhasic transaction reporting systems,

Stage 2. As they develop into the second Stage. cost management systems focus on
external financial reporting. The objective is reliable financial reports: accordingly, the
usctulness for cost management is limited,

Stage 3. Cost management systems track key operating data and develop more accurate
and relevant cost information for decision making; cost management information is
developed,

Stage 4. Strategically relevant cost managenent information is an integral part of the
System.

The first two stages of cost system development focus on the management accountant's

measurement and reporting role, and the third stage shifts to operational control. In the [ourth

stage. the ultimate goal, the management accountant is an integral part of management, not a

” feporter but a full business partner, workine on lanagement teams to implement the firm"s strat-
Critical success factors (CSFs) P I'-I{"} ,l ires the ia p‘ﬁ i nf ? bﬁ aRag ]e cail) . P Py ]; ; o
are measures of (hose aspects egy. Lhis requires the identi cation of the firm’s critica succeess factors and the use of ana yu

of the firm’s performance that cal, forward-looking decision support. Critical success factors ( CSFs) are measures of those

are essential to its competitive
advantage and, therefore, to its

SUCCess,

aspects of the firm's performance essential to its competitive advantage and, therefore, to its
suceess. Many of these critical success factors are financial, but many are nonfinancial. The CSFs

for any given firm depend on the nature of the competition it faces. The development and use of
CSFs is taken up in Chapter 2.

Contemporary Management Techniques: The Management Accountant's
. Response to the Contemporary Business Environment

LD 1-3

Explain the contemporary
management techniques and how
they are used in cost management
fo respond to the contemporary
Business environment,

Management accountants, guided by a strategic focus, have responded to the six changes in
the contemporary business environment with 13 methods that are useful in implementing strat-
egy in these dynamic times, The first six methods focus directly on strategy implementation:
the balanced scorecard/strategy map, value chain, activity-based costing and management,
business intelligence, target costing, and life-cycle costing. The next seven methods help to
achieve strategy implementation through 4 focus on process improvement: benchmarking,
business process improvement, total quality management. lean accounting, the theory of con-
straints, sustainability, and enterprise risk management. Each of these methods is covered in
one or more of the chapters of the text.

The Balanced Scorecard (BSC) and Strategy Map

Strategic information using critical success factors provides a road map for the firm o use
to chart its competitive course and serves as a benchmark for competitive success. Financial
measures such as profitability reflect only a partial, and frequently only a short-term, mea-
sure of the firm’s progress. Without strategic information, the firm is likely to stray from its

R

et 3. Kaplan, “The Faur-Stage Model of Cost System Design, ManagsmamAc‘cmmn'ng_ February 1990, pp. 22-26
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12 PartOne Introduction to Strategy, Cost Management, and Cost Systems

Activity analysis

is used to develop a detailed
description of the specific
activities performed in the
firm’s operations.

Activity-based costing (ABC)

is used to improve the accuracy
of cost analysis by improving the
tracing of costs to products or to
individual customers.

Activity-based management
(ABM)

uses activity analysis and
activity-based costing to help
managers improve the value
of products and services and
increase the organization's
competitiveness.

Business intelligence

i an approach to strategy
implementation in which the
management accountant uses
data to understand and analyze
business performance.

Target costing

determines the desired cost for

a product on the basis of a given
competitive price so that the
product will earn a desired profit.

Life-cycle costing

is a method used to identify and
monitor the costs of a product
throughout its life cycle.

Benchmarking

is a process by which a firm
identifies its critical success
factors, studies the best practices
of other firms (or other business
units within a firm) for achieving
these critical success factors, and
then implements improvements
in the firm’s processes to match
or beat the performance of those
competitors,

a greater emphasis on high-value services and less emphasis on lower-margin manufactured
products. A key idea of the value-chain analysis is that the firm should carefully study each
step in its operations to determine how each step contributes to the firm’s profits and competi-
tiveness. The value chain is covered in Chapters 2, 13, and 17.

Activity-Based Costing and Management

Many firms have found that they can improve planning, product costing, operational control,
and management control by using activity analysis to develop a detailed description of the
specific activities performed in the firm’s operations. The activity analysis provides the basis
for activity-based costing and activity-based management. Activity-hased costing (ABC)
is used to improve the accuracy of cost analysis by improving the tracing of costs to prod-
ucts or to individual customers. Activity-based management (ABM) uses activity analysis
and activity-based costing to help managers improve the value of products and services and
increase the organization's competitiveness. ABC and ABM are key strategic tools for manv
firms, especially those with complex operations or diverse products and services. ABC and
ABM are explained in Chapter 5 and then applied in several of the chapters that follow,

Business Intelligence

Business intelligence (also called business analytics or predictive analvtics) is an approach to
strategy implementation in which the management accountant uses data to understand and analyze
business performance. Business intelligence (BI) often uses statistical methods such as regression
or correlation analysis to predict consumer behavior, measure customer satisfaction, or develop
models for setting prices. among other uses. BI is best suited for companies that have a distinc-
tive capability which can be derived from measurable critical success factors. B is similar to the
BSC because it focuses on critical success factors; the difference is that BI uses analytical tools to
develop predictive models of core business processes. Bl is covered in Chapter 8.

Target Costing

Target costing is a method that has resulted directly from the intensely competitive markets in
many industries. Target costing determines the desired cost for a product on the basis of a given
competilive price. such that the product will earn a desired profit. Cost is thus determined by
price. The firm using target costing must often adopt strict cost reduction measures or redesign
the product or manufacturing process to meet the market price and remain profitable.

Target costing forces the firm to become more competitive, and, like benchmarking. it is a
common strategic form of analysis in intensely competitive industries where even small price
differences attract consumers to the lower-priced product. The camera manufacturing industry
18 a good example of an industry where target costing is used. Camera manufacturers such as
Canon know the market price for each line of camera they manufacture, so they redesign the
product (add/delete features, use less expensive parts and materials) and redesign the produc-
tion process to get the manufacturing cost down to the predetermined target cost. The automo-
bile industry also uses target costing. Target costing is covered in Chapter 13.

Life-Cycle Costing

Life-cycle costing is a method used to identify and monitor the costs of a product throughout its
lite cycle. The life cycle consists of all steps from product design and purchase of raw materials Lo
delivery and service of the finished product. The steps typically include (1) research and develop-
ment: (2) product design, including prototyping, target costing, and testing; (3) manufacturing,
inspecting. packaging, and warehousing; (4) marketing, promotion, and distribution; and
(5) sales and service. Cost management has traditionally focused only on costs incurred at the
third step. manufacturing. Thinking strategically, management accountants now manage the
product’s full life cycle of costs, including upstream and downstream costs as well as manufactur-
ing costs. This expanded focus means careful attention to product design, since design decisions
lock in most subsequent life-cycle costs. See Chapter 13 for coverage of life-cycle costing,

Benchmarking

Benchmarking is a process by which a firm identifies its critical success factors, studies the
best practices of other firms (or other business units within a firm) [or achieving these critical

u
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14 PartOne Inrroduction to Strategy, Cost Management, and Cost Svstems

Sustainahility

means the balancing of the
company’s short- and long-term
goals in all three dimensions
of performance—social.
environmental, and financial,

o
.o

Enterprise risk

management (ERM)

is a framework and process
that firms use to manage the
risks that could negatively or
positively affect the company’s
compelitiveness and success.

Sustainability

Sustainability means the balancing of the organization’s short- and long-term goals in all three
dimensions of performance—social, environmental, and financial, We view it in the broad sense
to include identifying and implementing ways to reduce cost and increase revenue as well as to
maintain compliance with social and environmental regulations and expectations. This can be ac-
complished through technological innovation and new product development as well as common-
sense measures to improve the social and environmental impacts of the company’s operations,
Ford Motor saves money through improvements in its storm water draining system at its River
Rouge. Michigan. plant: other leaders in sustainability include Toyota and Honda motor com-
panies. McDonald’s. and Walmart. among many others. The Dow Jones Sustainability Indices
(www.sustainability-indices.com/review/annual-review-2014.jsp) identify and rank companies
according to their sustainability performance. Sustainability is a key topic and is covered in each
chapter: look for the sustainability icon next to problems involving this management technique.

Enterprise Risk Management

Enterprise risk management (ERM) is a framework and process that organizations use to
manage the risks that could negatively or positively affect the company’s competitive-
ness and success. Risk is considered broadly to include (1) hazards such as fire or flood:
(2) financial risks due to foreign currency fluctuations, commodity price fluctuations, and changes
in interest rates: (3) operating risk related to customers. products, or employees: and (4) strategic
risk related to top management decisions about the firm’s strategy and implementation thereof.
For financial service firms particularly. ERM has become a much more important topic since
the passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act (2010). which
requires new regulations for these firms. To indicate how widely used ERM has become. a 2013
survey of more than 1,000 risk management professionals by the Risk Management Socicty
(RIMS) found that 63% of the organizations surveyed (www.rims.org/aboutRIMS/Newsroom
/News/Pagesﬂm3RIMSERMSurveyNowAvailahle.aspx) either had an ERM program in place
or were currently implementing one. A recent survey of 100 senior finance executives by the
American Productivity and Quality Center (APQC) indicates that only one in five of the execu-
tives were salisfied with their company s corporate risk management systems. So while there has
been progress in risk management. there is apparently continuing room for improvement (WWw,
apqc.org). The text explains the role of ERM in Chapters 10, 11, and 12.

\How a Firm Succeeds: The Competitive Strategy

A strategy

is a plan for using resources
1o achieve sustainable

goals within a competitive
environment.

EXHIBIT 1.5
Mission Statements of Selected
Companies

An organization succeeds by implementing a strategy, that is, a plan for using resources to
achieve sustainable goals within a competitive environment. Finding a strategy begins with
determining the purpose and long-ran ge direction. and therefore the mission. of the company.
Exhibit 1.5 lists excerpts from the mission statements of selected companies. The mission is
developed into specific performance objectives. which are then implemented by specific cor-
porate strategies. that is. specific actions to achieve the objectives that will fulfill the mission.

If you don’t know where vou are going. you will probably end up somewherc else

Laurence J. Perer

Procter & Gamble (pg.com)

To provide branded praducts and services of superior quality and value that improve the lives of the
world's consumers, now and for generations to come.

Google (google.com)

To organize the world’s information and make it universally accessible and useful,

Merck (merck.com)

To make great things happen.

Tyson Foods (tyson.com)

To make great chicken, beef, pork and prepared foods that help bring families and friends together.

177 =l ™

YT



"061=0y| td ‘g0z 1snBny—AINT Maiay SSEUISNE DIBMEH |,'SBAIN0SBY LD funadwoy, Aawobiuop v eILWAY pue

s11169 ' piAeQ Ag paurejdxa se 'uaneziuelio a4l 16 Mala paseg-aunosal syl 51 Afile/ls 10} jioMaleil satewEle Uy 'E-8L ‘dd
‘BO0z MENUR Manay ssauisTg preniey | 'ABaieng adeyg tey) sasio] Baid Y|, BLC4 J (BRI 'Bjdiuexs 10 335 "PasT Algpiv
51 Afi218175 10 1450003 42104 BL|| GREL 'S581d 3314 8y ‘abEepy aALLS0WO0] FU0L |SBYAN WO paydepe s1 oIS SIy| ¢

“oytew proiq 2y Jo uontod agie] € 10ume o1 afeiueape 20ud ay1 Suisn Aq sl Juawsas
10 QYO PIOAR 01 SPU2] PUE 2TRYS 1R BIR] A[PATIR[2I B SRy A[[euwLrou 1apeaj 1500 ay | eotd
O] LY 3y} 1aat Jsnu gorga “sionadwon jo Aupqeigord 2y Sututuiiapun pue 2ond Fur
-onpal 1t $$2000s 11 ySnoays Ansnput oy ut uonnadwiod Jo Yol ai Sunmut Agaran ‘sooud
IM0T 18 $1g01d 2[qruIRISNS SAYRW 19PE2| 1500 AT, "1S0I 153M0] 2l 1B S22IAIS .10 s1onpoid ur
-onpoad ut siomadwod suuojadino wiay v ydmym ut A3ajens aannadwod v st diysiapes| 1509

diysiapeatiso)
¢ UONRNUALIILP

i0 digsiapeal 1500 :$21321ens 2ANURdWOd OM] A1 JO 2UO B SIALIT SADI0} JIEW JO
ynsar v se g0 Afngasodmd uwuy yoes ‘uomsod aannadwiod 2jquuimsns v Surdojaaap ug

1500 183M0]
301 12 2014105 30 stonpoad
suronpoud u sioynadwiod
suuograding uLy » gogm
ur A3aens eannadwod v st
diysiapes| 1509

sarSatnds anadwo)
Jo sadsy uaaaffip ay1 wiopdsg

t-1 01

A3s1e415 anlp}RdWo) e Suidojanag \

"8 IQIYXF Ut uaoys

2P UOTIBULIOJUI JI21R1S JO YU € JO $9uanbasuod 2y} JO SO “SI2W0ISND FUOIM Y} 10 §1910

-poid Suoim a1 2500YD 0 :SUOISIDAP FUNAIPW pur Sunmdegnuer Suots A[[eoldaiens et
01 ‘asinoo 2annadwod s1 woay Avns 01 AJ931f $I WIF U TONBULIOJUL 21521818 INOYIIAL

(L1 nqiyNd)

S[eOS SI321BIS 1 JO WUAWRAIYIT SY] PUB UL 271 JO JuawaSeue 24 toddns o) uoneuLIozu]

12110 pue 1803 SurdoaAap 9j01 SULRIIORI-IUSWRATEULLL B UO ST SN0 MIU Y| ‘Juruodar (e

-uruly pue Sunsod 1onpaid st ey 201 dryspemals a1 U0 SNJ0J B WOoL] ABAE PILFIYS SBY JUIL
-afeuvut 1507) “s[pod a1Satens nayt poddns o1 wawaSeurRUL 1500 FUISn ¢ 0S[e SUONRZIURFIQ

‘sarSarens aretodiod syidads ySnoay pazijeuoneado

Win] UT 78 YoIym ‘$aA102[qo dyraads 210w Jo suua) ur paurejdxa S| JUSWRAIRIS UOTSSHLL PROIq

SO0 UOSAT, *G"[ UQIYXT UT 1Ryl NON 9| AqIyxy ut A5a1ens etodiod Spoo,] UOSAL 2yl 22§

s19yJel pue 'siswnlsna ‘sjonposd 8|gelio.d 1sow Ajiiuapl o} sinjied .
saiBalens aanadiicd altoela

a10W Jnoge abipajmouy jo yae| ul Bunjnsas ‘sioedwiod yiewyauag Ajaanasys ol Aljigey) .
s|eoh 21681438 Y1M JUSISISUO U

sassan0sd BumoenuaLl 10 ‘s1aylew ‘s1onpo.d Bulsooyd SUOIS|08p JUBLISBALI 1081I03U]  »

siaijddns pue s1awoisna Ag wiy ayl jo uondadied a|qeioAe) pUe JBS|D e |0 NoE1 .

s|eof pue U012B.IP INOGR AJliBjD JO HOBT

UuoReWILul AjBLWN PUB S1EIN0E J0 pealsul uoliniul uo paseq Bupjew uoisiasq .

Jetved

$§aUISN( SE JUEIUNQJJE
ayy ‘ABeiens ssauisng
10 uonejuawa|dwi pue
juawwdojaAap ayj Joj [001

18desy5100s |BlaUBUY

pue uadxa Guunoade |elouBLY SB

JUBIUNOAJE BU] |S1S0J pJBpURIS pue
UOIIeZIPJBPUELS UD SISEYdWs uowwaa snao}

e se juswabeuew 1s0] ‘sishjeue 1500 pue Builiodal |eloueul uawabeuew1s0)
JUBWUOIIALT JuawuoIIAug ssauisng Jold
ssauisng Asesodwajuo)

'saainlas Loddns Jawoisna pue swaisAs uonnguisip euojeu Jno buizinn - .
pue ;s1ayJew asoL)
woJy puewap asueyua pue o] [eadde 03 suoys Bunsyiew pue sajes ‘uopanpold Bupenuasuod .
‘s1onposd psppe-anjen 1oy syaxiew 1861e) BuAjnuspr s
:sapnjoul yaiym ‘Abalelis sannadiloo
pue Bunesiew |edioupd ino e s1onposd ano Joj uomsad 18xeW BUIPes| B 8ABIYIE 01 %89S B\

Gl ASmmag pup awasvuppy iso) | Jaidey)

UONBULIOJUT MRS
JO e Jo saouanbasuo)

8L 119IHX3

SIUIO.LIAUT] SSIUTSTIE
Armaoduiue)) pue J011g
ul $120] JUAURSBUB[Y 150)

L'L LIgIHXd

uodal pnuus p1OT squmdess

3 PUT WO UoSAY ) Spood nosiy smmoy
{daensg

21e100107) SPOOJ UOSA],

9L LI9IHX3




