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Abstract

The purpose of the cost management system of a company is to help maximize its
profits — now and in the future. To achieve this goal, the company has to meet or
beat the competition not only today, but to continuously improve itself in the future.
Therefore, it should devise a cost management system that would lead to the
achievement of two major objectives: global competition and continuous improve-
ment. A cost management system requires a commitment from the top management
of the company, involvement of its workers at all levels, and the establishment of a
self-perpetuating system of improvement that will help improve value added activities
and decrease non-value added activities. It may begin with activity based costing, but
a comprehensive system will also include activity-based management, total quality
management, just-in time system and process improvement. This paper provides an
operational overview of such a system.

Cost Management System: An Operational Overview

The term ‘cost management’ is not a well defined term. It builds on both cost
accounting and management accounting, but goes beyond the two. Brinker defines it
as "a set of techniques and methods for controlling and improving a company’s
activities and processes, its products and services."! The purpose of the cost manage-
ment system of a company is to help maximize its profits — now and in the future.
The biggest hurdle in maximizing profits is competition. Rapid globalization of world
economy facilitated by vastly improved transportation and communications has led
to global competition in practically every field, whether it involves manufacturing,
providing services or retailing. Domestic companies, both large and small,? face
competition from other domestic as well as international companies in the domestic
market. Companies with international operations face similar competition at home as
well as abroad. Competition forces companies to become leaner and meaner, with
ever-increasing efficiency and effectiveness.

This paper presents an overview of the cost management system and its various
components. Figure 1 presents the model of such a system. Achievement of the
objectives mentioned above will require:

A.  Establishment of a self-perpetuating system of improvement
B. Commitment of top management

C. Involvement of workers.
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Self-Perpetuating System of Improvement

Figure 2 shows the model of a Self-Perpetuating System of Improvement (SPSI) . It
indicates two goals of SPSI:

(a) To continuously improve value added activities
(b)  To continuously decrease non-value added activities.

Value added activities are those that are judged to contribute to customer value
or to satisfy an organizational need. The attribute ‘value-added’ reflects a belief that
the activity cannot be eliminated without reducing the quantity, responsiveness, or
quality of output required by a customer or organization.? In general, such activities
add features to the product that are valued by the customer — external or external —
who will be willing to pay for them. All other activities are non-value added. However,
many of the non-value added activities are also essential. For example, the company
has to train its workers. The training activity is of no concern to the customer who
expects a product of consistent quality all the time. The training activity is non-value
added, but essential.

Improving value added activities and reducing non-value added activities is a
never-ending process. The company must establish a system that will be perpetually
involved in the achievement of these goals. Furthermore, the analysis of activities
should cover the entire value chain — research and development, design, production,
marketing, distribution and service.* The starting point to achieve the goals of SPSI
is the use of Activity Based Costing (ABC).5¢

Activity Based Costing

ABC measures the cost and performance of activities, resources, and cost objects.” It
recognizes the causal relationships of cost drivers to activities. Peter Drucker includes
the information provided by ABC as a part of the information company executives
truly need.® An ABC system attempts to carry out the following functions:

(i) Identifying all the resources of the company and measuring their practi-
cal capacity to carry out various activities

(it) Analyzing activities actually carried out

(iii) Classifying activities between value-added and non-value-added on the
one hand, and between essential and non-essential on the other

(iv) Co;nputing the cost of each activity as well as the cost of unused capac-

ity

v) Identifying appropriate cost drivers with a causal relationship to cost ob-
jects
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(vi) Applying the costs with the help of cost drivers to various cost ob-
jects, such as products, customers, channels and processes.

The use of ABC tries to follow Drucker’s exhortation to measure, not merely
count.! Its use is not limited to manufacturing companies; rather, it can be used in
many service, not-for-profit and governmental organizations.!!

The use of ABC is most desirable for companies that have a variety of products
and incur a large amount of indirect or overhead costs.!? The greatest impact of ABC
is on the allocation of such costs. In recent times there has been a phenomenal growth
in overheads as a percentage of total costs. In most companies, the amount of
overheads is several times the direct labor cost, so much so that some companies treat
direct labor as a component of overheads rather than as a separate category of costs.!?

In order to make a more accurate allocation, ABC divides activities into several
levels, such as unit level, batch level, product level and facility level.'* One or more
drivers are used to allocate costs of these activities to various cost objects in an
appropriate manner based upon a causal relationship. This prevents cross-subsidiza-
tion of product costs. Such cross-subsidization is quite common under the traditional
cost system using a single driver (e.g., direct labor or another volume-based measure)
to allocate all indirect costs, which leads to many undesirable consequences.

Allocation of costs based on activities helps to determine the profitability of
various cost objects more accurately. For example, a company may more accurately
compute not only the profitability of various products it makes, but also the profit-
ability of groups of customers or channels of distribution.

ABC may also be used to identify the available capacity of various resources and
to determine the cost of capacity that is being utilized and that which remains
unutilized.!® This helps in the identification of the existing and potential constraints
of the company.

ABC must not be treated as an end in itself. Rather, information developed under
ABC must be used to achieve the goals of SPSI. Important techniques utilized to
achieve these goals that use ABC information are discussed below.

Activity Based Management

Activity Based Management (ABM)!¢ uses the information developed under ABC. It
focuses on the management of activities as the route to improving the value received
by the customer and the profit achieved by providing this value. It includes cost driver
analysis, activity analysis and performance measurement.!” Reeves'® indicates that
the an ABM system would help fulfill the managers’ need for dynamic information

for at least three purposes:
(2) managing and motivating cost improvement;
(L)) improving organizational learning; and
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© supporting cost-based operational decisions.

ABM helps make better strategic and operating decisions. A few examples, based
on the study by Swenson,? of such decisions are given below.

Strategic Decisions

(i) Product pricing. Elimination of cross subsidization of product costs and allocation
of all indirect costs make it possible to develop a more logical pricing policy with
respect to each product. Numerous case studies have shown that companies have been
able to improve their competitiveness with respect to the products that they make in
large volumes, and to increase the prices of low-volume products for which there may
be less competition.

(ii) Product mix. Better information about the profitability of each product based upon
ABC costs and the new pricing policy makes it possible to maximize the profits of
the company by an appropriate product mix.

(iii) Sourcing. Whether to make a part (or carry out a service activity) on its own, or
to outsource it, is an important strategic decision for a company. Information provided
by ABC makes this decision more accurate. ABC will indicate the activity costs and
availability of the capacity of various resources needed to carry out these activities.

(iv) Customer profitability. Post-manufacturing costs, such as marketing, sales and
distribution, often comprise a large part of the total costs of a company. ABC may
identify these costs with customers, product lines and channels of distribution. Such
analysis helps managers to embark upon policies that will maximize company profits.

Operating Decisions

(i) Process improvement. ABC information is most frequently used for process
improvement by such means as driver analysis.

(ii) Product design. ABC information may be used to facilitate communication with
customers about product design alternatives by giving them more definitive informa-
tion about the cost of each alternative.

(iii) Performance measurement. This is often viewed as the ‘final output’ of ABC
implementation efforts.

Decision situations mentioned above illustrate a fundamental cost management
principle: different costs for different purposes. However, this principle should not
be used to justify a proliferation of product costing methods beyond the needs of a
particular company, which could undermine the credibility of the cost management
information system.

Activity based management uses both financial and non-financial measures of

performance. Kaplan and Norton?® suggest a balance scorecard approach under which
managers look at the business from four important perspectives. Goals, often derived
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from the company’s mission statement, are stated for each perspective, and translated
into specific measures.

(i) Customer perspective. How do customers see us? Examples of goals and measures
are:

New products — percent sales from new and proprietary products

Responsive supply — on-time delivery

Preferred supplier — share of key accounts’ purchases and ranking by key accounts
Customer partnership — number of cooperative engineering efforts.

(ii) Internal business perspective. What must we excel at? Examples of goals and
measures are:

Technology capability — manufacturing geometry vs. competition

Manufacturing excellence — cycle time and unit cost yield

Design productivity — silicon efficiency and engineering efficiency

New product introduction — actual introduction schedule vs. plan

(iii) Innovation and learning perspective. Can we continue to improve and create
value? Examples of goals and measures are:

Technology leadership — time to develop next generation

Manufacturing learning — process time to maturity

Product focus — percent of products that equal 80% sales

Time to market — new product introduction vs. competition

(iv) Financial perspective. How do we look to shareholders? Examples of goals and
measures are:

Survive — cash flow

Succeed — quarterly sales growth and operating income by division

Prosper — increased market share and return on equity.

A study published by the Institute of Management Accountants?! recommends
the use of the half-life measures for continuous improvement. The half-life is the time
required for a 50% change, and is approximately constant for a given type of
improvement, such as a reduction in defective parts per million. Some examples of
performance measures explained in the study are given below.

Production: Cell cycle times; order cycle times; degree of unbalance in a cell;
difference between cost objective and actual costs; unscheduled downtime; produc-
tion backlog.

Quality: Cost of scrap and reworking; returns by customers; customer complaints;
cost of warranty repairs; customer surveys.

Purchasing: Cost of materials; percentage of late orders; percentage of partially filled
orders.

Management: Manufacturing cost transferred out per employee; inventory turnover
and inventory on hand; on-time delivery rate; budgeted vs. actual costs; segment
margin for focused factories; return on assets (margin to sales ratio x asset turnover).

Reproduced with permission of the copyright:owner. Further reproduction prohibited without permissiony\panw.man



Volume 24 Number 1 1998 67

Just-in-Time System

Just in Time (JIT) system? aims at synchronizing the operations of the company
through the entire value chain — from the suppliers to customers.?> There is no
significant inventory at any stage — raw material, in-process or finished goods.
Introduction of JIT requires analysis of value added and non-value added activities
and their costs, which is provided by ABC.%*

Under JIT it is essential that suppliers deliver the material of the right quality in
right quantities at the right time. This would require long-term contracts with reliable
suppliers and use of such techniques as electronic data interchange. JIT may also
require a redesign of the manufacturing facilities so as to eliminate waiting time,
moving and storage. A kanban system is often used for this purpose. The kanban
system ensures that goods are pulled through the manufacturing process rather than
pushed through, thus reducing inventory at every stage.

The company should train its workers to carry out multiple tasks, such as
maintenance or repair of equipment on which they work.?’ The company has to have
a good marketing function so that it either makes products against orders, or can
predict demand in a reliable manner.

It may not always be possible to synchronize all the functions of a company.
Constraints may arise anywhere in the value chain, such as in the manufacturing
process. Under such circumstances, the Theory of Constraints (TOC) can be used to
improve operations.? TOC prescribes five steps to help improve performance:

@) Identify various constraints and determine which of these are binding
(ii) Exploit the binding constraints

(iii) Subordinate everything else to the exploitation of the binding constraints
@iv) Elevate the binding constraints

) Repeat the process after a binding constraint has been elevated.

ABC analysis will help identify the constraints, and the acquisition decisions referred
to earlier will help elevate the constraints.

Total Quality Management

Total Quality Management (TQM)?’ requires identification and reduction of quality
related costs. Such costs often constitute a significant percentage of the total costs of
a company.?® Total elimination of all quality related costs is neither possible nor even
desirable, as reduction in some costs may require increase in others. These costs are
classified into several categories, as briefly discussed below.
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(i) Prevention costs. These prevent low quality from happening. Examples of such
costs are: higher payments to reliable suppliers to assure delivery of only high quality
material, maintenance of equipment, and training of workers.

(ii) Appralsal costs. These are costs of carrymg out checks at different stages, such
as inspecting incoming material, work in process, and finished goods prior to
shipment.

(iii) Internal failure costs. These result from goods rejected prior to shipment to
customers, and include such things as cost of scrap and rework. There is also an
opportunity cost of internal failures in terms of lost profits.

(iv) External failure costs. These relate to goods found unacceptable to customers
after delivery, such as costs of replacement and warranty work. Administrative costs
of handling customer complaints and returns are also included in this category. In
addition to the opportunity cost of external failures in terms of lost profits, there is a
significant but non-measurable opportunity cost of lost sales due to low quality.?

When a company adopts TQM, it may initially need to increase prevention and
appraisal costs so as to reduce or eliminate internal and external failure costs. After
a robust system of preventing bad quality has been set up, the appraisal costs may be
reduced or eliminated.>

Quality related costs are often well hidden, and ABC provides considerable help
in their measurement, making the management aware of such costs.>! TQM provides
significant help in the reduction of non-value added activities and improvement of
value added activities.

Process Improvement

Process Improvement begins with the identification of various processes carried out
by the company that involve numerous activities and cut across functional lines. A
mapping of the processes may lead to significant reduction in non-value added
activities and improvement of value added activities.> ABC analysis provides con-
siderable help in process improvement.

Process improvement is an incremental approach under which existing processes
are examined and improved. Examples of such improvement are: elimination of
unnecessary paper work, reduction in the number of approvals needed, improvement
in communication, and change form manual analysis to electronic analysis of data.
In contrast, process innovation or reengineering involves a total change in the way
the work is done. Examples of such innovation would include the first time use of
target costing in the development of new products,* flexible manufacturing systems
or cellular manufacturing.3* In either case, time is considered to be a crucial element
in'all phases of the value chain. Companies use time as a competitive element.
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Commitment of Top Management

SPSI cannot be established without the active support of the top management of the
company. Top management’s commitment is a prerequisite to the successful imple-
mentation of any strategy or innovation.’ As shown in Figure 3, this requires the

following:
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1. Commitment on the part of the top management inculcating a culture of continuous
improvement.?? It may appoint a team with members from different functional areas
to suggest and implement changes that need to be made, with an individual acting as
the champion of the cause. Some of the questions the management must decide are:

(i) Should the company use outside consultants and/or available packages?

(ii) Should the various components of SPSI be developed as stand-alone systems or
should they be integrated from the very beginning with the existing system (e.g., ABC
with the existing financial accounting system)?

(iii) Which department should have the ownership of a new system?

(iv) Should the components of SPSI be implemented on a company-wide basis or
incrementally at different divisions starting with a pilot project?

2. Commitment to customer orientation. What industry leaders have long realized is
that customer service means more than just fulfilling immediate needs. Anticipating
future needs is what makes companies successful — and that attitude must pervade
the entire corporate culture. A firm commitment on the part of the top management
is the key here. Companies must divide customers into segments, and decide which
segments are most valuable, developing their marketing programs appropriately.3®
Changing needs of the customer must be treated as the guiding light for the company’s
development.* In this context, customer is not merely the external party that pays for
the company’s products. Rather, even internally the user of a service should be
considered as a customer by the department providing the service.*

3. Strategic planning. This may involve several considerations.
(i) Commitment of resources needed to establish SPSI

(ii) Competitive strategy of the company, its divisions and products.* The company
must decide whether it wants to compete on the basis of prices or product differen-
tiation. Similarly, it must formulate policy regarding different segments of its business
based upon their stage of development, such as build, hold or harvest.

(iii) Capital budgeting.*? This will provide direction to the long term plans of the
company.

Involvement of workers

Employee involvement means using the creative and synergistic effects of all em-
ployees to solve problems. In other words, the objective of an employee involvement
program is to tap the resources of employee ideas, creativeness, and energies to solve
operating problems and ensure continuous improvement.*

For a successful implementation of SPSI, it is necessary to have active involve-
ment of workers at all levels — from factory floor to middle management. In addition
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to being involved with the manufacturing process, workers must also become in-
volved with each other’s responsibilities. The Commission On the Future of Worker-
Management Relations indicates that most U.S. workers want to participate in
decisions that affect their jobs and their company.* As shown in Figure 4, this would

require the following:
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1. Empowerment of individuals and teams.**> Many companies find it beneficial to
use worker teams. Workers, or their teams, need to be empowered, such as to make
changes in the process, or stopping the production line when a difficulty is encoun-
tered.* This may be translated into self-managed teams (SMTs) that are completely
responsible for a portion of a product or service. As such, they monitor quality,
perform maintenance, analyze costs, and track production or service volume. Super-
visors are replaced by team managers who monitor team progress and ensure that the
team is proceeding in the same direction as the rest of an operation.*’” For SMTs to be
successful, major paradigm shifts in thinking usually must occur among executives,
managers, staff support personnel, and workers. For example, workers must often
change their orientation toward competition with fellow workers to one of true

" functional teamwork with a commitment of reaching shared mutual goals. Often, team
members must develop new skills in areas such as communication, planning, setting
job standards, problem solving, and administration.*®

2. Performance measurement techniques that would include both financial and
nonfinancial measures. Some of these would be carried out at operations level in real
time.

3. Benchmarking, as distinct from traditional standard setting.*® Effective managers
benchmark and baseline their operations considering a number of factors, such as:’!

(i) their cost versus that of their competition

(ii) the lowest cost attainable with equipment currently in place

(iii) the best cost potential with new equipment, and

(iv) long-range cost attainable with new equipment, automation, methods and systems
that have the potential of eliminating entire processes.

4. Linking the reward system with the performance measures.

5. Continuous education and training of workers. Education programs should include
three elements:>

(i) awareness training of those in the company from top management to work floor
(ii) education of the implementation teams and their leaders, and
(iii) further specialist training as required by the individual projects.

Education and training programs are important not only inside the organization but
also outside the organization such as suppliers and/or customers. Perhaps the most
important objective of education and training is to ensure the suppliers or customers
thoroughly understand the main purpose for implementing the system.:>*

Conclusion

A cost management system requires a commitment from the top management of the
company, involvement of its workers at all levels, and the establishment of a
self-perpetuating system of improvement that will help improve value added activities
and-decrease non=value-added activities. It may begin with activity based costing, but
a comprehensive system will also include activity-based management, total quality
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management, just-in time system and process improvement. Such a system will help
the company in meeting global competition now and in the future with emphasis on
continuous improvement.

An effective cost management system helps in good management and control of
costs. However, it should also assist in the atainment of operational excellence by
providing timely and reliable information for management use. We hope that this
paper has shed some light on this goal.
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