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Short Description

This text explains in simple language the methods and techniques of cost analysis that can be applied strategically at a...



Description


Roger Hussey and Audra Ong Increasing business competition is compelling managers not only to develop realistic and achievable strategies but also to analyze goals in ﬁnancial terms and to evaluate performance. But where do you, as a manager, learn about the key methods and techniques of strategic cost analysis? This text explains in simple language the methods and techniques of cost analysis that can be applied strategically at any level in an organization—be it manufacturing, service, or the nonproﬁt sector. Since the interaction of the organization’s activities, the inﬂuences of the external world, and your responsibilities as a manager need to be captured in ﬁnancial terms to help plan, control, and make decisions, this book is what you’ll need in today’s world. Inside you will learn just how to answer the four questions: What did it cost? What should it have cost? How can we improve? What is our next strategic move?
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Preface In every business, the owners and managers need to know what their product or service costs to deliver and what they can sell it for. They want to make strategic decisions that maximize their profits, and they require information to do this. Even not-for-profit businesses have a service or product that they wish to offer but are constrained by the funding they receive from grants, donations, and bequests. The simple truth is that you cannot decide what to do unless you know the cost. This link between cost information and strategy has always been present, possibly in an unsophisticated and informal manner. Increasing competiveness and the contributions made by academics, consultants, and practicing business people have made that link explicit. The conclusion is that strategic decisions cannot be successfully made unless you understand cost information. Strategic Cost Analysis explains the tools that managers need. It examines the different methods of calculating cost, techniques for controlling and monitoring costs, and ways to integrate cost data and strategy into every aspect of the organization. The thrust of the book is to help managers understand and conduct strategic cost analysis so their own performance is improved and they make a substantial contribution to the organization for which they work. Chapters 1 and 2 discuss the characteristics of organizations and the influence these have on the type of cost information systems that are developed. The different approaches for identifying and classifying costs are explained, and the methods for ascertaining the cost of products, processes, services, activities, and organizations are demonstrated. The desire to seek improvements is covered in chapters 3 and 4. The different approaches to planning short-term and long-term costs and a full description of the procedures are discussed. Chapter 3 explains cost planning, and we provide comprehensive guidance on the monitoring and control of costs in chapter 4. The emphasis in these chapters is the integration of cost information and strategy formulation and appraisal.
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Decision-making techniques are the subject of chapter 5. We explain the behavior of costs where there is fluctuating activity and demonstrate cost techniques to analyze data so you can make an informed choice. Solutions to strategic questions, such as what level of activity is needed to break even, whether a product line should be dropped, and how special orders should be priced, are given. The final chapter of the book draws together the subjects in earlier chapters to demonstrate strategic cost analysis in action. We discuss how you determine your strategic positioning, reduce costs, evaluate your performance, and find ways of improving it. As with the earlier chapters, the emphasis is the use of cost information by managers so they can contribute to the success of an organization’s strategy.
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CHAPTER 1



Cost and Strategy About This Chapter The essence of a successful organization is the ability to plan and control costs and to have the information to make viable financial decisions. To carry out these activities, managers need data that are relevant to their responsibilities and are received in sufficient time to take action. They also need to understand the terms and definitions used in relation to the costs of various activities and feel confident in engaging, manipulating, and analyzing cost information. To meet managers’ needs for cost information, a significant part of management accounting is concerned with cost accounting, which is based on collecting and analyzing both financial and quantitative data. Traditionally, cost accounting concentrated on specific, detailed historic costs over a short time period. Increasingly, cost accounting is becoming future-oriented and more concerned with internal and external costs. The time frame for strategic cost accounting has become elongated, and attention is paid as much to the “why” of a situation as to the “what.” Costing has become not just a method of data collection but an important indicator of how to better manage the organization in pursuit of its strategy.



Key Definition Strategic cost analysis helps companies identify, analyze, and use strategically important resources for continuing success.1 Strategic cost analysis (SCA) focuses on an organization’s various activities, identifies the reasons for their costs, and financially evaluates strategies for creating a sustainable competitive advantage. The technique provides organizations with the total costs and revenues of strategic
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decisions. This requires creative thinking, and managers need to identify and solve problems from an integrative and cross-functional viewpoint. Examples of SCA include the following: • • • • • •



Deciding on product mixes and production volumes Outsourcing decisions Cost reductions Investment and profit growth in different markets Responses to suppliers’ and competitors’ activities Changes in consumer demand



In this chapter we explain the four key questions that, as a manager, you will need the answers to no matter which type of organization you work for. We consider the different types of organizations and how the nature of their activities influence cost methods and techniques. We also explain your need for different forms of cost information to plan, control, and make decisions. The penultimate section explains the process of strategic cost analysis and completes the chapter by explaining the relationship between financial and management accounting. Before you continue with the chapter, we wish to emphasize that strategic cost accounting is entirely a voluntary practice carried out by organizations. There are no rules or regulations that indicate how strategic cost accounting should be conducted. It is entirely the responsibility of management to determine their needs. If the cost information generated is of no value to managers, it should be abandoned. As strategic costing systems are designed to satisfy the needs of managers within an organization, the application and terminology of specific costing methods and techniques may develop within the culture of that organization and not correspond exactly with the terms commonly used in the literature. As long as you understand the concepts and the principles, this should cause no problems.
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The Four Key Questions What Did It Cost and Why? This is possibly the most frequent question asked by managers and where the answers given by accountants are usually misunderstood. The term “cost” is slippery and defies one simple definition. It is therefore helpful to describe and classify the term in a variety of ways. Precision can first be given to the question by defining what is meant by “it,” which is known as the cost object. A broad definition of a cost object is anything for which cost data are required. This can refer to labor, materials, products, services, organizational subdivisions such as departments or divisions of a company, or specific activities. The term is also used to refer to a measure of organizational output, and we discuss the various types of output later in the chapter. As well as defining the “it” for which you require cost data, you will also need to specify the nature of the cost. Are you only interested in the cost of material used in manufacturing a product, or do you also need to know the cost of the machine time taken in manufacturing? There are various bases of classification and, importantly, as we will see in chapter 2, the amount of “cost” for a particular unit of production or service can change depending on the level of activity. The more precise you are in referring to the nature of the cost, the better your analysis of cost data is. You want to know not only what a particular cost is but how you can analyze the data effectively to enhance your managerial performance. What Should It Have Cost? This question is about setting standards and conducting comparisons. The present cost can be compared to the following: • Previous costs for the same activity. This will show whether we did better or worse than for a prior period of time. Unfortunately, all the errors and deficiencies in incurring the previous cost will obscure whether performance has improved.
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• Costs for alternative courses of action. This could range from outsourcing or switching to different products or processes. • Planned costs. These will involve the careful assessment of predetermined costs for a specific period of time. • Costs of external organizations. This information may be difficult to acquire, but strategic competitiveness should be a part of an organization’s portfolio. In chapter 3 we explain standard setting, and you will probably find that you will be involved in this activity in the organization where you work. There may be a system of standard costing or of budgetary control or both. Planning future costs is a major part of these costing techniques. How Can We Improve? Improvement entails changes in performance levels, which involves determining appropriate measures for the particular activity and monitoring changes in performance. Establishing appropriate measures usually presents problems, and a variety of solutions can be employed. At the organizational level, financial measures such as profit as a percentage of the investment in the company may be used. Where information is available, similar measures can be made at the divisional level. As a manager, you have a certain area of responsibility, and your focus is on how you manage the performance of your responsibility area and how you can improve it. Cost accounting is an internal information system used by managers, and usually performance measures are related to costs incurred and can be compared to one of the aspects discussed in the previous section. You need to be able to analyze your actual performance compared to that expected and make decisions about improvements. This material is covered in both chapter 4 and chapter 5. What Is Our Next Strategic Move? Whatever your responsibility level in an organization, your performance is aligned to corporate strategy, and you may be involved in determining corporate strategy. In the context of strategic cost analysis, what is your
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contribution? In a recent survey of 500 market leaders, three distinct strategies to be used by top performers in 2012 were identified.2 One of these was cost and complexity reduction to make operations more flexible, leaner, and more accessible to customers. Whether you are working in a service company, a manufacturing company, or some form of public organization, the benefits of cost and complexity reduction can decrease the financial outlay in bringing the product or service to the customer. You will have the challenge of attempting to introduce cost and complexity reduction so that the organization, and your part of it, is highly responsive to customer, local, and global business conditions and economic events. In chapter 6 we explain how certain techniques of strategic cost analysis can help you to achieve this



Making the Fit We observed earlier that management accounting and cost accounting are internal systems unfettered by regulations. Managers in the organization decide the types of cost information they require. This structuring of the system by managers is known as contingency theory, which postulates that organizational structures and systems are a function of environmental and firm-specific factors.3 If you work in a large organization, you will find that the management accountant is usually responsible for providing cost data analyzed in a particular way. In a smaller organization you may find that you have to collect the cost information. Whatever the size of the organization, the following factors generally shape the costing system: • The type of organization • The output from the activity • The purposes for which the cost information is required These factors determine the techniques selected when presenting information in a form that can be analyzed to support and monitor strategic decisions.



bep-hussey-book.indb 7



1/4/12 9:31 AM



8



STRATEGIC COST ANALYSIS



The Type of Organization Cost accounting is practiced in hospitals, banks, universities, and manufacturing companies and by plumbers, electricians, landscape gardeners, charities, and any other organization or individuals who need to know the financial consequences of the activities they undertake or plan to undertake. In many instances, managers want to know the cost of a specific output from an activity, as that forms the basis of the price to be charged. In nonprofit organizations, the total amount of funds available for a period of time or a specific range of activities are predetermined. Thus managers must ensure that the costs for which they are individually responsible fall within those limitations. Strategies will have financial boundaries set on them by external factors, such as donations and government grants. You should bear in mind that organizations have very different activities. Some will be manufacturers with substantial production facilities. Others will be merchandising companies that do no manufacturing but buy in their goods and sell them at a profit. A very large sector of the economy is service organizations and, within this category, you have a great diversity ranging from financial institutions to hospitals, hotels, airlines, and others. They all have a need for cost information, but the type of organization will determine the nature of information the managers require. As well as calculating the costs for specific outputs, an organization may wish to know the cost of operating one identifiable part of the organization. For example, an engineering organization may wish to know the monthly cost of running a maintenance department; a municipality may wish to know the cost of operating a garbage collection; a publishing firm, the cost of their art department. These are examples of cost centers or pools, which are identifiable parts of an organization for which costs can be collected and analyzed. Organizational Constituents Managers need cost information to plan, monitor, and control the organization’s performance. But there are many external groups that have an interest in an organization’s performance, and their expectations may
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influence the nature of the cost information and the assessment of performance. These stakeholders may have differing objectives that influence their assessment of the organization’s performance. These influences also affect strategy choices, and cost analysis is needed to assess the financial constraints. Commercial organizations quoted on a stock exchange have investors who are conscious of the “market” expectations for profit. All organizations have employees who will be concerned with job security and career progression. Customers, suppliers, and even society have expectations and vested interests in the organizations. Managers will be aware of these when reporting their key performance indicators. The potential impact of external expectations on organizational financial performance was investigated in a project that examined the Central Bank of Norway and a large university hospital in the same country.4 The research assessed society’s expectations of the financial performance of each and the impact on the disclosure of financial results as revealed by their budgeted achievements. The managers responsible for the approval of budgets in the Bank were aware that society expected that the Bank would operate within its budget. The managers, therefore, set a budget at a high enough level to ensure that at the year’s end there would be no spending in excess of the budgeted amount. The hospital’s mission was service to the community, and their responsibility, as seen by the community, was to treat as many patients as necessary, even if that meant exceeding the budget. With changes in patients’ treatments and increases in activity, a budget overspend was regarded as evidence that the hospital required greater funding to satisfy the expectations of the community. This unusual but interesting example demonstrates that strategic cost accounting is framed by the expectations of various groups and is closely connected to human behavior. When using strategic cost accounting, you must therefore be alert to which group is the main financer of the organization and which groups are the main beneficiaries. These are frequently different groups.
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Output From Activities Organizations produce an output, which may be readily identifiable, or a performance measure can be devised. This is sometimes referred to as a cost object, as defined earlier, although the term cost unit may be used to refer to one single measure of output, whether this is a product such as a bottle of detergent or a service such as a night in a hotel. A specific definition of a cost unit is a quantitative unit of the product or service to which costs are allocated. In Europe the term “cost unit” is frequently used to refer to one measure of output, although cost object is commonly used in North America. In this book we will use the term “cost unit” where it is clear that we are referring to one unit of output. You should find out the term used in your company and the measure of output to which it refers. The nature of the output will determine the cost object. For example, a large accounting firm carrying out audits may consider the cost object is related to a certain client: the audit job that the firm performs. A garage may also consider its cost object as a repair job insofar as it does a specific task for an identified client. A construction company building a new hospital will consider this a cost object, although it may take several years to complete. Other organizations may have output that is continuous. A paint manufacturer will not produce a can of paint specific for one customer but will produce daily hundreds or thousands of cans of paint that may be purchased by anyone. The paint manufacturer will therefore want to know the cost of one can of paint. Service companies may also offer an output that is (to all intent and purpose) continuous, although there may be an identified customer. Usually that output is not tangible, and a performance measure must be devised that is useful to the company. For example, a hotel may want to know the cost of an occupied room for one night. An organization such as a recreation center may offer clients a range of pursuits such as swimming, volleyball, or badminton. The cost information they will most likely collect is the cost per hour or day for offering each of the different activities. Other organizations that offer clients a standard service, such as a beauty salon, may wish to know the average cost of offering each of the standard services.
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Managerial Information Needs In a small business, the owner may be the only “manager.” The cost system is likely to be rudimentary and informal. The owner is likely to make all the decisions, and performance measure is of the entire business and not different parts of it. The relationship between cost analysis and strategy is likely to be very strong with only one person using the financial information to make unilateral decisions. However, it is unlikely to be sophisticated. As a business grows, delegation of decision-making takes place. Managers need to receive quantitative and financial data on which to base their decisions. As a manager, you wish to know the cost of the products or services for which you are responsible or the costs of operating your specific area. To assist in identifying costs that are the responsibilities of specific managers, larger organizations are divided into various functional areas or centers. If you are the manager of a responsibility center, you normally participate in the objectives of that center, and you are given some discretion on their achievement. The cost data that you receive assist you in analyzing your performance. The centers that you find in an organization are adapted to the nature and purpose of the organization but usually fall under one of the following four categories: • Cost centers (CCs) to which costs are attributed but not revenues or capital. A cost center does not generate external revenue. For example, in a manufacturing organization, the maintenance department or security would be a cost center. For a magazine publisher, the section providing artwork could be a cost center. • Revenue centers (RCs) to which revenues are attributed but not costs or capital. The costs of running the revenue center itself are allocated and monitored to the center but not the costs of generating products or services. • Profit centers (PCs) to which costs and revenues are attributed but not capital. This could be a shop in a chain of retailers or a division of a large company. • Investment centers (ICs) to which costs, revenues, and capital are attributed. This is possibly the largest type of responsibility center, as the manager will be responsible for resource funding (capital) decisions.
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The Process of Strategic Cost Analysis Some view strategic cost analysis as a collection of new topics—the value chain, a balanced scorecard, and added economic value, among others— but it is much more than that. It is a different way of viewing cost management.5 Strategic cost analysis is about helping organizations succeed, and this means employing different cost management techniques in different circumstances. Although we have explained in this chapter that traditional costing as a subject is an internal process shaped by the needs of the organization and the managers within it, strategic cost analysis is externally as well as internally focused. It employs past data to illuminate future choices. In a study examining the use of cost information for strategic purposes, AlHazmi concluded that “cost information is being used in management thinking to support strategic development in meeting competitive pressures and in restructuring and the reconfiguration of business strategy.”6 Attempts have been made to identify and classify the various techniques that can be used in strategic management accounting. Cadez7 drew together and added to previous contributions to construct a taxonomy of 16 techniques sorted into 5 categories, with strategic costing falling under the strategic decision-making category. The analysis provides a useful overview for identifying techniques and their categories. It also emphasizes the importance of strategic cost accounting for the shortterm and long-term management of an organization. However, it tends to delineate the techniques too distinctly without reflecting their integration and how the dynamism of the subject and the use by companies generate new and fresh practices. You may be working in an organization that has a traditional costing system mainly concerned with collecting data from past production processes. The question arises as to how you convert that system so you can achieve the benefits that strategic cost accounting offers. It is about not just reading the methods and techniques that are explained but changing your mind-set. The following three steps are advised:8 1. Audit both your existing and planned cost initiatives to ensure that the proposed changes improve the organization’s strategic cost management. The advice given in this book will help you with this stage.
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2. Extend the scope of internal costing beyond the walls of the factory. We would emphasize that whether you are in a manufacturing, service, or public organization you need to investigate the departments and activities that would be managed more successfully with strategic cost accounting. 3. Extend the cost management program beyond the boundaries of the firm. In other words, strategic cost accounting also includes the external environment. We would add one final step. Focus on the future in your strategic cost analysis, as well as learn from the past. The Five Forces Model Possibly the best-known work on strategy is Porter’s9 Five Forces model. His “activity-based view” has made an immense contribution to thinking on strategy, and a full appreciation of the impact of his work is excellently explained by Sheehan and Foss.10 In this section we will focus on Porter’s contention that the following competitive forces affect a company’s profits: 1. The threat of new entrants into an industry or market served by a specific company 2. The bargaining power of suppliers 3. The bargaining power of the consumer 4. The threat of substitute products or services 5. The intensity of rivalry among existing firms Porter’s thesis is that, if a company is to be successful, it must adopt a strategy that combats these forces better than the strategy developed by its rivals. To do this, a company has a choice of three strategies: cost leadership, product differentiation, and focus or niche. We will look at the first two, as Porter argues that a company must choose either of the following: • Cost leadership, where the organization can offer the market products or services at a low cost compared to competitors
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• Product differentiation, where the organization’s products or services are considered by customers as superior to that of competitors, and therefore a premium price for the goods or services can be demanded Cost leadership—that is, the lowest delivered cost to a customer— gives an organization several advantages over its competitors. One advantage is that the impact of competition is minimized by allowing the organization to increase profit margins at the prevailing level of industry prices. An organization may also become the price leader because competitors cannot compete where their costs are higher. Product differentiation allows companies to improve their profit margins by charging higher prices for a product or exempting it from a price-cutting war with its competitors. If the product differentiation has high customer appeal, then retailers will wish to deal in the product. One argument against cost leadership is that it is not a competitive strategy because customers buy a product not on the basis of a firm’s cost structure but on the basis of their own preferences and priorities, although they may be influenced by price. A cost leadership strategy must involve price cutting to attract the mass market. Additionally, if an organization is in the position where it does not already have a low cost structure, it can risk a price war, as it may not survive it. Once the corporate-level strategy has been decided, managers must implement it at the business or operational level. This will require planning, making decisions, and controlling activities to achieve the desired strategy. Managers need cost accounting to perform these functions. Identifying Costs You should not interpret the previous discussion on cost leadership as meaning that all companies must pursue cost reductions regardless. Cost leaders compete on low price, whereas differentiators focus on innovation, features, customer service, or other means to attract customers who are willing to pay a premium price. You should not confuse good cost management because companies have different strategies. Strategic cost analysis means that they will have different performance measures and
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different planning, control, and decision-making methods. Companies use cost management to pursue their strategies effectively. You may have heard the phrase “different costs for different purposes.” The implication of this is that each management purpose or objective requires specific cost identification and will require appropriate costing methods and techniques. Because of his or her specific skills and experience, the accountant in the organization will play a prominent role in collecting the cost data and assisting in its analysis. But the accountant is only one part of the integrated management team responsible for strategy. Each manager is responsible for the performance of his or her own center. To discharge this responsibility effectively and efficiently, you must have a full understanding of what is meant by cost and of the techniques you can use to analyze cost data and evaluate your performance. The purpose of a costing system is to “help guide management in making decisions on how to best use these limited resources strategically.”11 Comparing With Plans By comparing actual performance with predetermined performance, management can make assessments and conduct investigations to remedy deficiencies and to promote good practices. The comparison gives both control and the information to make decisions. Comparing with plans is therefore part of a control loop. With the control loop, the plans should lead to action. The action is then measured and the actual performance compared with the plans. If there are differences, an investigation must be conducted and a decision made. This may be to review the plans, as they were unsatisfactory, or to concentrate on improving the actual performance. At every stage in the control loop, strategic cost analysis will be required. The assumptions and decisions about future activity levels are the basis of the plans. An organization may be in an environment where activity levels have a certain degree of predictability either because of constrained capacity of the organization or because of the stability of the marketplace. Where the activity levels are judged to be reasonably consistent, the organization may determine that its priority is planning and controlling the actual costs of material and labor. Alternatively, and often additionally, it will pay attention to period costs—that is, those costs associated
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with a period of time rather than actual activity levels, such as rent, insurance, salaries, or administrative costs. In chapters 4 and 5, we explain the use of standard costing for the direct materials and labor costs incurred in providing a product or service. We also describe the application of budgetary control for the planning and monitoring of period costs. In addition, we demonstrate the use of static and flexible budgets to allow for changes in activity levels. Organizations that experience a turbulent environment and uncertainty in planning will need to examine various alternative courses of action and have the flexibility to change to meet fresh challenges. A wellconstructed and well-implemented strategic cost analysis system will allow them to do this. Seeking Improvements By comparing your actual performance against plans, you can assess your managerial abilities. The next stage is to know how you can improve your performance. A range of techniques have been developed and are still being generated to support managers in their quest for improved performance. In chapter 6 we explain the application of these techniques. You will find that each technique has its strong supporters and also its critics. As a manager you must remember that strategic cost analysis is about using the techniques that best help you and your organization develop and achieve a competitive strategy. You select the technique that best fits the type of organization, the activities it undertakes, and your own responsibilities. It is there to serve you! Strategic cost analysis is about gearing your company’s performance to the external economics and the internal dynamics. You must be able to think strategically about the long-run impact of short-term cost changes and use your knowledge and skills to minimize cost pressures on the organizational strategy. You will experience the daily pressures to cope with internal rising costs, but you must also recognize that there may be uneven cost changes with your competitors. Small, short-term disparities can result in long-term shifts in your cost competitiveness and any cost advantage you enjoy.
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Performance Measurement What to Measure If you are the manager, you will have some autonomy on how you run the area for which you are responsible. The metrics used to assess how you have performed as a manager are normally based on some form of comparison of your actual costs, revenues, or profits against a predetermined amount. These are usually the financial components of the agreed strategy. If you manage a cost center, you may demonstrate improved performance by maintaining the quality of the activity but reducing the costs or improving the quality while maintaining the cost level. There may even be circumstances where you are able to reduce cost levels and simultaneously improve quality. If you are managing a profit center, the absolute amount of profit will be important, but this may also be expressed as a percentage of your sales figure or as a percentage return on the resources you employ. These, and similar, percentage comparisons are valuable for tracing performance over time and for comparing to profit centers both within and external to the organization. Any type of center has performance measurement issues. With cost centers, there is frequently the assumption held by senior management and the managers of other centers that its costs are too high. The manager of a cost center can always attempt to reduce costs, but this may lead to a reduction in services. For example, a maintenance department will take longer to respond with its services because employee numbers have been reduced. A cleaning department may clean certain areas on alternate days instead of daily. To overcome these issues, some organizations will make an internal charge for the use of a cost center. For example, a printing department may start charging for leaflets and brochures it produces for other departments. The user departments may then decide to try for external competitive quotes and, if they choose this and accept them, this will reduce the “income” of the print department. The record keeping needed to make the internal charges will be an additional cost. Sometimes a strategic decision is made to change a cost center into a profit center to avoid these problems. It is not always successful and
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can result in the “failure of the internal market.”12 This is where other departments use outside resources for their needs instead of the internal provider. If the cost center is a vital internal resource, it cannot be allowed to fail. It will be the responsibility of managers to ensure that the cost levels are consistent with the level of service provided. The purpose and role of a center is pivotal to the collection and analysis of cost data. Although practices within one country will have similarities, you should be aware that if you have international responsibilities, you may encounter significant differences. A recent comparison of Germany and the United States concluded that there were differences in practices concerning classification of costs, measures to use when considering changes in costs, and the size and scope of the cost center and managerial responsibility.13 You Get What You Measure Cost systems affect behavior in the workplace because they either explicitly or implicitly recognize and reward the performance of managers. Bonuses, career progression, and even slaps on the back and congratulatory words are likely to direct a manager’s efforts and behavior. In all probability, the direction followed will be what is being measured and rewarded. This can be in conflict with what is required to achieve organizational strategy. You can imagine that if the performance of a sales person is measured on the number of new customers obtained, there will be a tendency to concentrate on that and ignore maintaining a good relationship with existing customers. If employees are paid a bonus on the volume of work they achieve in a certain time, there may be a lack of attention to quality unless that is also measured in some way. In an attempt to measure the performance required from employees, some companies construct an array of key performance indicators (KPIs). The intention of these is to minimize attention being focused on just one aspect of performance to the detriment of other important aspects. But even here, care needs to be taken, and the SMART criteria technique has been advocated.14 This requires that a KPI must satisfy these five criteria: specific, measurable, attainable, relevant, and time bound. Hursman
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emphasizes that “relevant” means relevant to the employee and not just the company. Any KPI system will undoubtedly include financial information, and in chapters 3 and 4 we explain the role of standard costing and budgetary control in establishing plans and providing feedback to allow managers to monitor and control performance. Both researchers and practitioners have identified the close relationship between behavior and the budgetary control systems. These can take many forms. Budgets are the financial aspect of strategy, and decisions are being made about the amount and type of resources that managers will have to discharge in their work responsibilities. Understandably, managers will be inclined to argue for the maximum amount of resources, as this will make their job easier. The issue of budget “padding” is a common problem. Also, the size of a budget for which a manager has responsibility will sometimes be regarded as a sign by others of their eminence or otherwise in the organization. In monitoring performance against the budget, managers can be tempted to ensure that the budget amount is completely spent; otherwise there is a fear that the budget will be reduced in the following financial period. Managers may also be constrained from demonstrating any initiatives if there is not scope in the budget to allow it. The problems of unwanted behaviors should not be overemphasized, but as a manager, you should be aware of them. Costing is not just about numbers. It is about the activities of people and their endeavors to use the resources for which they have a responsibility to achieve an agreed strategic goal.



Financial and Managerial Accounting We complete this chapter with a discussion of the relationship between financial and management accounting. Most textbooks treat these separately, but they are intertwined; this should be remembered when reading subsequent chapters. The dominant characteristics of managerial accounting are that it is intended for an internal audience and is a voluntary system implemented by an organization to meet its own needs.
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Strategic cost accounting can be considered a subset of managerial accounting, although it is difficult to delineate the boundaries. As with managerial accounting, the purpose of cost accounting is to collect, collate, and communicate information to managers for planning, control, and decision making. The dominant characteristics of financial accounting are that it is intended to provide information for external audiences and is regulated. Even very small businesses must provide information to the tax authorities, and larger companies are regulated by accounting standards and may additionally be listed on a stock exchange by those regulations. The two forms of accounting, in many organizations, extract their data from a common set of financial records. The main purpose of these records is to produce data for financial accounting. Although the records may be suitably flexible to extract appropriate cost data, the core concepts of financial accounting tend to be pervasive—for example, determining which transactions are deemed as revenue expenses and counted as costs in the current financial period and which transactions are capital expenses and appear on the organization’s balance sheet. The relationship of the two systems is most visible in the following: 1. Listed companies in North America are required to produce interim financial statements quarterly and in the UK biannually. Usually the cost data for these periods must be aligned to the financial disclosures. It would be imprudent for a company to disclose quarterly or biannual financial information that did not relate to the cost information available internally and did not produce information that enabled reasonable predictions of the annual financial results. 2. In the next chapter, we will consider process costing. Most textbooks concentrate on the use of this method for finding the cost of finished inventory and work in process. This is to meet financial disclosure needs, and we will explore in greater detail the strategic costing requirements of this method. 3. Cost accounting, as with financial accounting, uses the “accruals” concept of accounting for transactions. This means that transactions are recognized when they take place and not when cash is received or paid, although the events may be simultaneous, such as when you pay at the checkout of a supermarket. Often transactions are
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complex, and accounting standards set out the requirements for these transactions to be recognized for financial accounting purposes, but this also frames the cost for strategic cost purposes. 4. The method of determining the financial measurement of a transaction is set by accounting standards and is recorded on that basis. These data will also be used in determining the strategic costs. Financial accounting requirements are complex and sometimes imperfect. We do not wish to overemphasize the influence of these requirements on strategic cost accounting, but it is important that you are aware that sometimes the reasons for unresolved issues may lie with financial accounting requirements and not the methods and techniques of strategic cost accounting.



Conclusions In this introductory chapter, you should have gained insights into the relationship between an organization’s costing system and its strategic plans. All organizations have limited resources that must be used in providing services and products in a competitive environment, and as a manager you contribute to this effort. To do so, you require cost information, and we have explained how you can direct your attention to the cost information you need and how that information will be shaped by several factors. Cost is a slippery term, so you need to • • • •



be specific on what is being costed, know what the cost should be, understand how performance can be improved, set the information within the organization’s strategy.



There are no regulations that require organizations to have costing systems. It is purely a voluntary activity designed to assist managers in • planning their activities, • controlling performance against the plans, • making decisions about alternative courses of action.
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To do this, managers need cost information, but that information must meet the needs of the organization and that of individual managers. Although principles and concepts are explained and discussed in this book, organizations will “customize” them. The following factors influence the shape of the costing system: • The type of organization that will include such considerations as size, structure, and purpose • The organizational constituents, who may be investors, shareholders, the local community, and society at large • The output from the activities that may be tangible manufactured goods, services, or even professional advice • The information needs of the manager, which will depend on the manager’s role and responsibilities The process of strategic costing uses many different techniques that are discussed in subsequent chapters. But strategic costing is not about an array of various methods and techniques but about how to help organizations succeed. The process of strategic costing should therefore • • • •



build on the core competencies of the organization, identify the costs that are relevant to its needs, generate valuable comparisons with its plans, support the search for improved performance.



The following chapters will explain the purposes, strengths, and weaknesses of various costing techniques and guide managers in selecting those that are most valuable in their search for a strategic solution.
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