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1.  Explain	
  what	
  strategic	
  cost	
  management	
  is	
  and	
  how	
  it	
  can	
  
be	
  used	
  to	
  help	
  a	
  firm	
  create	
  a	
  compe99ve	
  advantage.	
  

2.  Discuss	
  value-­‐chain	
  analysis	
  and	
  the	
  strategic	
  role	
  of	
  ac9vity-­‐
based	
  customer	
  and	
  supplier	
  cos9ng.	
  

3.  Tell	
  what	
  life-­‐cycle	
  cost	
  management	
  is	
  and	
  how	
  it	
  can	
  be	
  
used	
  to	
  maximize	
  profits	
  over	
  a	
  product’s	
  life	
  cycle.	
  

4.  Iden9fy	
  the	
  basic	
  features	
  of	
  JIT	
  purchasing	
  and	
  
manufacturing.	
  

5.  Describe	
  the	
  effect	
  JIT	
  has	
  on	
  cost	
  traceability	
  and	
  product	
  
cos9ng.	
  

Chapter 11 Objectives 



Strategic	
  Decision	
  Making:	
  choosing	
  among	
  alterna9ve	
  
strategies	
  with	
  the	
  goal	
  of	
  selec9ng	
  a	
  strategy	
  for	
  long	
  term	
  
growth	
  and	
  survival	
  

	
  
Strategic	
  Cost	
  Management:	
  use	
  of	
  cost	
  data	
  to	
  develop	
  and	
  

iden9fy	
  superior	
  strategies	
  that	
  will	
  help	
  produce	
  a	
  
sustainable	
  compe99ve	
  advantage	
  

11-3 Objec9ve	
  1	
  

Strategic Cost Management: Basic 
Concepts 
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Compe33ve	
  Advantage	
  
•  crea9ng	
  beKer	
  customer	
  value	
  for	
  the	
  same	
  or	
  lower	
  cost	
  

than	
  offered	
  by	
  compe9tors	
  
OR	
  
•  Crea9ng	
  equivalent	
  value	
  for	
  lower	
  cost	
  than	
  offered	
  by	
  

compe9tors	
  

Customer	
  Value	
  
•  The	
  difference	
  between	
  customer	
  realiza9on	
  (what	
  a	
  

customer	
  receives)	
  and	
  customer	
  sacrifice	
  (what	
  the	
  
customer	
  gives	
  up)	
  

	
   Objec9ve	
  1	
  

Strategic Cost Management: Basic 
Concepts 
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A	
  cost	
  leadership	
  strategy	
  happens	
  when	
  the	
  same	
  or	
  beKer	
  
value	
  is	
  provided	
  to	
  customers	
  at	
  a	
  lower	
  cost	
  than	
  a	
  
company’s	
  compe9tors.	
  

	
  
Example:	
  A	
  company	
  might	
  redesign	
  a	
  product	
  so	
  that	
  fewer	
  

parts	
  are	
  needed,	
  lowering	
  produc9on	
  costs	
  and	
  the	
  costs	
  of	
  
maintaining	
  the	
  product	
  aSer	
  purchase.	
  

Objec9ve	
  1	
  

Strategic Cost Management: Basic 
Concepts 
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A	
  differen9a9on	
  strategy	
  strives	
  to	
  increase	
  customer	
  value	
  by	
  
increasing	
  what	
  the	
  customer	
  receives	
  (customer	
  realiza9on).	
  

	
  
Example:	
  A	
  retailer	
  of	
  computers	
  might	
  offer	
  an	
  on-­‐site	
  repair	
  

service,	
  a	
  feature	
  not	
  offered	
  by	
  other	
  rivals	
  in	
  the	
  local	
  
market.	
  

Objec9ve	
  1	
  

Strategic Cost Management: Basic 
Concepts 
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A	
  focusing	
  strategy	
  happens	
  when	
  a	
  firm	
  selects	
  or	
  emphasizes	
  a	
  
market	
  or	
  customer	
  segment	
  in	
  which	
  to	
  compete.	
  

	
  
Strategic	
  posi9oning:	
  the	
  process	
  of	
  selec9ng	
  the	
  op9mal	
  mix	
  of	
  

these	
  three	
  general	
  strategic	
  approaches.	
  

Objec9ve	
  1	
  

Strategic Cost Management: Basic 
Concepts 



11-8 Objec9ve	
  2	
  

Value Chain Analysis 

Iden9fying	
  and	
  exploi9ng	
  internal	
  and	
  external	
  linkages	
  with	
  the	
  objec9ve	
  of	
  
strengthening	
  a	
  firm’s	
  strategic	
  posi9on	
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Activities Activity Driver
Activity 

Capacity

Current 
Activity 

Demand

Expected 
Activity 

Demand

Material usage Number of parts 200,000 200,000 80,000
Assembling parts Direct labor hours 10,000 10,000 5,000
Purchasing parts Number of orders 15,000 12,500 6,500
Warranty repair Number of defective products 1,000 800 500

Value-­‐Chain	
  Analysis	
  
Internal Linkage Analysis Example 

Additionally, the following activity cost data are provided: 

Consider new product design to reduce number of 
parts from 20 down to 8 for total qty of 10,000 units. 

20 part       8 part 
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Internal Linkage Analysis Example 

Material usage:  $3 per part used; no fixed activity cost. 
Assembly:  $12 per direct labor hour; no fixed activity cost 

Purchasing:  Three salaried clerks, each earning a $30,000 
annual salary; each clerk is capable of processing 5,000 
purchase orders annually.  Variable activity costs:  $0.50 
per purchase order processed for forms, postage, etc. 

Warranty:  Two repair agents, each paid a salary of $28,000 per 
year; each repair agent is capable of repairing 500 units 
per year.  Variable activity costs:  $20 per product repaired. 

Value-­‐Chain	
  Analysis	
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Value-­‐Chain	
  Analysis	
  

Material usage 360,000$ 
(200,000 - 80,000)$3

Labor usage 60,000     
(10,000 - 5,000)$12

Purchasing 33,000     
[$30,000 + $0.50(12,500 - 6,500)]

Warranty repair 34,000     
[$28,000 + $20(800 - 500)]

Total 487,000$ 

Units 10,000     
Unit savings 48.70$     

Cost Reduction from Exploiting Internal Linkages

Internal Linkage Analysis Example 
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Value-­‐Chain	
  Analysis	
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Value-­‐Chain	
  Analysis	
  
Consider  2 components from 2 different suppliers 
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External Linkage Analysis Example 

Value-­‐Chain	
  Analysis	
  

 Reworking rate = $200,000 ÷ 1,000 
 = $200 per failed component 

(800 + 190 + 5 + 5) 

(30 + 20) 

 Expediting rate =  $50,000 ÷ 50 
 = $1,000 per late delivery 



15 

Value-­‐Chain	
  Analysis	
  

Note:  higher first cost, higher quality supplier is the lower total cost supplier  
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Value-­‐Chain	
  Analysis	
  

•  Order-­‐filling	
  capacity	
  is	
  purchased	
  in	
  blocks	
  of	
  45	
  (225	
  capacity),	
  each	
  	
  
block	
  cos>ng	
  $40,400;	
  variable	
  order-­‐filling	
  ac>vity	
  costs	
  are	
  $2,000	
  
per	
  order;	
  thus,	
  the	
  cost	
  is	
  
[(5	
  ×	
  $40,400)	
  +	
  (202	
  ×	
  $2,000)]	
  =	
  $606,000	
  

•  Ac9vity	
  driver:	
  units	
  purchased	
  
•  Realize	
  that	
  number	
  of	
  orders	
  is	
  more	
  appropriate	
  cost	
  driver,	
  so	
  
$606	
  k	
  /	
  202	
  =	
  $3k	
  per	
  order	
  and	
  larger	
  customer	
  cost	
  now	
  $6k	
  and	
  
reduce	
  by	
  $0.59	
  per	
  unit	
  +	
  20%	
  markup	
  =	
  $0.71	
  

One Large
Customer

Ten Smaller
Customers

Units purchased 500,000               500,000               
Orders placed 2                         200                     
Manufacturing cost 3,000,000$          3,000,000$          
Order-filling cost allocated* 303,000$             303,000$             
Order cost per unit 0.6060$               0.6060$               

Big customer claims competitor price 
is $0.50 less than ours…so?? 
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Product	
  Life	
  Cycle	
  
•  the	
  9me	
  a	
  product	
  exists	
  -­‐	
  from	
  concep9on	
  to	
  
abandonment	
  

	
  
•  Revenue	
  producing	
  life:	
  	
  the	
  9me	
  a	
  product	
  generates	
  
revenue	
  for	
  a	
  company	
  

•  Consumable	
  life:	
  the	
  length	
  of	
  9me	
  a	
  product	
  serves	
  the	
  
needs	
  of	
  a	
  customer	
  

Objec9ve	
  3	
  

Life Cycle Cost Management 
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  3	
  

Life Cycle Cost Management 
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  3	
  

Life Cycle Cost Management 
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Life-­‐Cycle	
  Cost	
  Management	
  



21 

Life-­‐Cycle	
  Cost	
  Management	
  



22 

Life-­‐Cycle	
  Cost	
  Management	
  



Ref:  Dr. David Allen, University of Texas 

LCA Example: Comparison of  Light Bulbs 



LCA Example: Comparison of  Light Bulbs 



Functional Equivalence = 8000 hr / 750 hr = 10.67 

LCA Example: Comparison of  Light Bulbs 



Fluorescent Use ($) = 8000 hr x 26 Watts /1000 W/kW x 0.12 $/kWhr = $24.96 

LCA Example: Comparison of  Light Bulbs 



Production Energy for 1 kg of steel=8.7GJ/t (secondary) & 31.3GJ/t (Primary) 
Assume avg of 25 GJ/t; so, Energy for steel production=0.025 MJ/g 

LCA Example: Comparison of  Light Bulbs 



Fluorescent Use (MJ) = 8000 hr x 26 Watts /1000 W/kW x 3.6 MJ/kWh / 0.35 = 2,139.4 

LCA Example: Comparison of  Light Bulbs 



Fluorescent Bulb superior to Incandescent Bulb 
            for equivalent source of light 

 
Lower Lifecycle Cost: Save 70% over lifetime.  

Less Energy Consumption: Save 75% over lifetime. 

LCA Example: Comparison of  Light Bulbs 



   L.E.D Bulb superior to Incandescent Bulb 
                    for equivalent source of light 

 
         Lower Lifecycle Cost: Save ??% over lifetime.  

        Less Energy Consumption: Save ??% over lifetime. 

Is NYTimes conclusion correct or 
misleading? 

LCA Example: Comparison of  Light Bulbs 
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Target	
  Cos3ng	
  
•  Useful	
  tool	
  for	
  establishing	
  cost	
  reduc9on	
  goals	
  during	
  the	
  
design	
  stage	
  

•  Target	
  cost:	
  	
  difference	
  between	
  the	
  sales	
  price	
  needed	
  to	
  
capture	
  a	
  predetermined	
  market	
  share	
  and	
  the	
  desired	
  per	
  
unit	
  profit	
  

•  The	
  sales	
  price	
  must	
  reflect	
  product	
  func9onality	
  –	
  if	
  the	
  
target	
  cost	
  is	
  less	
  than	
  what	
  is	
  currently	
  achievable,	
  then	
  
the	
  	
  company	
  must	
  find	
  cost	
  reduc9ons	
  to	
  move	
  the	
  actual	
  
cost	
  toward	
  the	
  target	
  cost	
  

•  Reverse	
  engineering	
  
•  Value	
  analysis	
  
•  Process	
  improvement	
  

Objec9ve	
  3	
  

Life Cycle Cost Management 
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  3	
  

Life Cycle Cost Management 
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•  JIT	
  manufacturing	
  is	
  a	
  demand-­‐pull	
  system	
  
•  Object	
  is	
  to	
  eliminate	
  waste	
  by	
  producing	
  a	
  product	
  only	
  

when	
  it	
  is	
  needed	
  and	
  only	
  in	
  the	
  quan99es	
  demanded	
  by	
  the	
  
customers	
  

•  Demand	
  pulls	
  products	
  through	
  the	
  manufacturing	
  process	
  
•  No	
  produc9on	
  takes	
  place	
  un9l	
  a	
  signal	
  from	
  a	
  succeeding	
  

process	
  indicates	
  a	
  need	
  to	
  produce	
  
•  Parts	
  and	
  materials	
  arrive	
  just	
  in	
  9me	
  to	
  be	
  used	
  in	
  

produc9on	
  
•  JIT	
  purchasing	
  requires	
  suppliers	
  to	
  deliver	
  parts	
  and	
  

materials	
  just	
  in	
  9me	
  to	
  be	
  used	
  in	
  produc9on.	
  

Objec9ve	
  4	
  

Just-in-Time (JIT) Manufacturing 
and Purchasing 
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  4	
  

Just-in-Time (JIT) Manufacturing 
and Purchasing 

(continued) 



11-35 Objec9ve	
  4	
  

Just-in-Time (JIT) Manufacturing 
and Purchasing 
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  4	
  

Just-in-Time (JIT) Manufacturing 
and Purchasing 



Chapter 12  

Activity-Based Management 



Chapter 12 Objectives 

1.  Describe	
  how	
  ac9vity-­‐based	
  management	
  and	
  ac9vity-­‐based	
  
cos9ng	
  differ.	
  

2.  Define	
  process	
  value	
  analysis.	
  
3.  Describe	
  ac9vity-­‐based	
  financial	
  performance	
  measurement.	
  
4.  Discuss	
  the	
  implementa9on	
  issues	
  associated	
  with	
  an	
  

ac9vity-­‐based	
  management	
  system.	
  
5.  Explain	
  how	
  ac9vity-­‐based	
  management	
  is	
  a	
  form	
  of	
  

responsibility	
  accoun9ng,	
  and	
  tell	
  how	
  it	
  differs	
  from	
  
financial-­‐based	
  responsibility	
  accoun9ng.	
  



•  Con3nuous	
  Improvement	
  is	
  a	
  process	
  of	
  improving	
  
performance	
  by	
  constantly	
  searching	
  for	
  ways	
  to	
  
eliminate	
  waste.	
  

•  Ac3vity-­‐based	
  management	
  (ABM):	
  a	
  systemwide,	
  
integrated	
  approach	
  that	
  focuses	
  management’s	
  
aKen9on	
  on	
  ac9vi9es	
  with	
  the	
  objec9ves	
  of	
  improving	
  
customer	
  value	
  and	
  the	
  profit	
  achieved	
  by	
  providing	
  this	
  
value	
  

•  Ac3vity-­‐Based	
  cos3ng	
  (ABC)	
  is	
  the	
  major	
  source	
  of	
  
informa9on	
  for	
  ac9vity	
  based	
  management.	
  

12-39 Objec9ve	
  1	
  

The Relationship of  Activity-Based 
Costing and Activity-Based 

Management 
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The Relationship of  Activity-Based 
Costing and Activity-Based Management 

A
B

C
 O

bjective: 
 Im

prove accuracy of cost assignm
ents 

Process Value Analysis with Objective:  Improve Customer value and Cost reduction 
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Driver	
  analysis	
  is	
  the	
  effort	
  expended	
  to	
  iden9fy	
  the	
  factors	
  
that	
  are	
  the	
  root	
  causes	
  of	
  ac9vity	
  costs.	
  
	
  
Root	
  Causes	
  are	
  iden9fied	
  by	
  asking	
  ‘why’	
  ques9ons.	
  
	
  
Ac9vity	
  Analysis	
  is	
  the	
  process	
  of	
  iden9fying,	
  describing,	
  and	
  
evalua9ng	
  the	
  ac9vi9es	
  an	
  organiza9on	
  performs.	
  
	
  
Ac9vity	
  analysis	
  should	
  produce	
  four	
  outcomes:	
  
1) 	
  What	
  ac9vi9es	
  are	
  performed	
  
2) 	
  How	
  many	
  people	
  perform	
  the	
  ac9vi9es	
  
3) 	
  The	
  9me	
  and	
  resources	
  are	
  required	
  to	
  perform	
  the	
  
ac9vi9es	
  
4) 	
  An	
  assessment	
  of	
  the	
  value	
  of	
  the	
  ac9vi9es	
  to	
  the	
  
organiza9on.	
  
	
  
Ac9vi9es	
  can	
  be	
  Value	
  Added	
  or	
  Non	
  Value	
  Added.	
  
 
 
 

 

Objec9ve	
  2	
  

Process Value Analysis 
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Value	
  Added	
  Ac3vi3es:	
  
•  Ac9vi9es	
  necessary	
  to	
  remain	
  in	
  business	
  
•  Ac9vi9es	
  that	
  contribute	
  to	
  customer	
  value	
  and/or	
  help	
  meet	
  

an	
  organiza9on’s	
  needs	
  

Some	
  ac9vi9es	
  are	
  discre9onary	
  but	
  are	
  also	
  value	
  added:	
  
•  The	
  ac9vity	
  produces	
  a	
  change	
  of	
  state	
  
•  The	
  change	
  of	
  state	
  was	
  not	
  achievable	
  by	
  preceding	
  ac9vi9es	
  
•  The	
  ac9vity	
  enables	
  other	
  ac9vi9es	
  to	
  be	
  performed	
  

Value	
  Added	
  costs	
  are	
  the	
  costs	
  to	
  perform	
  value	
  added	
  
ac9vi9es	
  with	
  perfect	
  efficiency.	
  

Objec9ve	
  2	
  

Process Value Analysis 
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Non-­‐Value	
  Added	
  Ac3vi3es:	
  
•  All	
  ac9vi9es	
  other	
  than	
  those	
  essen9al	
  to	
  remain	
  in	
  business	
  
•  These	
  ac9vi9es	
  fail	
  to	
  produce	
  a	
  change	
  in	
  the	
  product’s	
  state	
  or	
  

those	
  ac9vi9es	
  that	
  replicate	
  work	
  because	
  it	
  wasn’t	
  done	
  
correctly	
  the	
  first	
  9me	
  

	
  
In	
  manufacturing,	
  five	
  major	
  ac9vi9es	
  are	
  considered	
  wasteful	
  and	
  

unnecessary:	
  
1.  Scheduling	
  

•  Uses	
  resources	
  to	
  determine	
  access	
  to	
  processes	
  
2.  Moving	
  

•  Uses	
  resources	
  to	
  move	
  inventory	
  among	
  departments	
  
3.  Wai9ng	
  

•  Uses	
  resources	
  while	
  wai9ng	
  for	
  next	
  process	
  
4.  Inspec9ng	
  

•  Uses	
  resources	
  to	
  ensure	
  conformance	
  to	
  standards	
  
5.  Storing	
  

•  Uses	
  resources	
  while	
  goods	
  are	
  held	
  in	
  inventor	
  

Process Value Analysis 
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Ac3vity	
  management	
  can	
  reduce	
  costs	
  in	
  four	
  ways:	
  

1.  Activity elimination 
•  Focus on eliminating nonvalue-added activities 

2.  Activity selection 
•  Choose among sets of competing strategies 

3.  Activity reduction 
•  Decrease time and resources required by an activity 

4.  Activity sharing 
•  Use economies of scale to increase efficiency 

Kaizen	
  Cos3ng:	
  	
  characterized	
  by	
  constant,	
  incremental	
  
improvements	
  to	
  exis9ng	
  processes	
  and	
  products.	
  

Objec9ve	
  2	
  

Process Value Analysis 
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Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
  

•  Reveal	
  the	
  current	
  level	
  of	
  efficiency	
  and	
  the	
  
poten9al	
  for	
  increased	
  efficiency	
  
– Value-­‐	
  and	
  nonvalue-­‐added	
  ac9vity	
  costs	
  
– Trends	
  in	
  ac9vity	
  costs	
  
– Kaizen	
  standard	
  semng	
  
– Benchmarking	
  
– Ac9vity	
  flexible	
  budge9ng	
  
– Ac9vity	
  capacity	
  management	
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Formulas	
  for	
  Value-­‐Added	
  and	
  Non-­‐
Value	
  Added	
  Processes	
  

Note:  Identifying non-value added costs reveals the magnitude  of 
waste the company is currently experiencing; and, therefore, the 

potential for improvement. 
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Ac>vity 	
  Ac>vity	
  Driver 	
  SQ 	
  AQ 	
  SP	
  
Purchasing 	
  Purchasing	
  hours 	
  	
  	
  	
  	
  20,000 	
  	
  	
  	
  	
  23,000 	
  $20	
  
Molding 	
  Molding	
  hours 	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  30,000 	
  	
  	
  	
  	
  34,000 	
  12	
  
Inspec9ng 	
  Inspec9on	
  hours 	
  0	
  	
  	
  	
  	
  	
  	
  	
  	
  6,000 	
  15	
  
Grinding 	
  Number	
  of	
  units 	
  0	
  	
  	
  	
  	
  	
  	
  	
  	
  5,000 	
  6	
  

Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
  

Value-added standards 
call for elimination 

Note: Grinding is rework, 
in this example  
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Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
  

SQxSP                   (AQ-SQ)xSP            AQxSP 
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Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
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Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
  

•  Kaizen	
  cos9ng	
  is	
  concerned	
  with	
  reducing	
  the	
  
costs	
  of	
  exis9ng	
  products	
  and	
  processes	
  	
  
– Controlling	
  this	
  cost	
  reduc9on	
  process	
  is	
  
accomplished	
  through	
  the	
  repe99ve	
  use	
  of	
  two	
  
major	
  subcycles	
  

•  Kaizen	
  (con9nuous	
  improvement)	
  cycle	
  	
  
•  Maintenance	
  cycle	
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Financial	
  Measures	
  of	
  Ac3vity	
  
Efficiency	
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Benchmarking:	
  a	
  complimentary	
  approach	
  to	
  kaizen	
  cos9ng	
  
and	
  ac9vity-­‐based	
  management	
  

•  uses	
  best	
  prac9ces	
  found	
  within	
  and	
  outside	
  the	
  
organiza9on	
  as	
  the	
  standard	
  for	
  evalua9ng	
  and	
  improving	
  
ac9vity	
  performance.	
  

Internal	
  Benchmarking	
  

Benchmarking	
  against	
  
internal	
  opera9ons	
  

External	
  Benchmarking	
  

Benchmarking	
  that	
  involves	
  
comparison	
  with	
  others	
  
outside	
  the	
  organiza9on	
  

Objec9ve	
  3	
  

Financial Measures of  Activity 
Efficiency 
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Ac3vity	
  Flexible	
  Budge3ng:	
  the	
  predic9on	
  of	
  what	
  
ac9vity	
  costs	
  will	
  be	
  as	
  ac9vity	
  output	
  changes	
  

Objec9ve	
  3	
  

Financial Measures of  Activity 
Efficiency 
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Financial Measures of  Activity Efficiency 
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  3	
  

Financial Measures of  Activity 
Efficiency 
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•  Why	
  ABM	
  Implementa9ons	
  Fail	
  
•  Lack	
  of	
  support	
  of	
  higher-­‐level	
  management	
  
•  Failure	
  to	
  maintain	
  support	
  from	
  higher	
  level	
  

management	
  
•  Resistance	
  to	
  change	
  
•  Failure	
  to	
  integrate	
  the	
  new	
  system	
  

	
  

Objec9ve	
  4	
  

Implementing Activity-Based 
Management 
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•  Financial–based	
  responsibility	
  accoun9ng	
  system	
  
•  Assigns	
  responsibility	
  to	
  organiza9onal	
  units	
  and	
  expresses	
  
performance	
  measures	
  in	
  financial	
  terms.	
  

•  Ac9vity-­‐based	
  responsibility	
  accoun9ng	
  system	
  
•  Assigns	
  responsibility	
  to	
  processes	
  and	
  uses	
  both	
  financial	
  and	
  
nonfinancial	
  measures	
  of	
  performance	
  

	
  

Objec9ve	
  5	
  

Financial-Based Versus Activity-
Based Responsibility Accounting 
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Financial-Based Versus Activity-
Based Responsibility Accounting 


