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Using Cost Accounting Data for Management 

Decisions at Security Systems Corporation

Statement of the Problem

In recent years, there has been growing concern among Corporate management regarding strategies to combat offshore competition from foreign countries with  substantially lower labor costs or countries with more favorable productivity ratios than those in this country.  These competitive pressures are causing companies to evaluate their product lines for cost effectiveness and in some instances causing unprofitable products to be eliminated or sourced offshore.   These decisions require in-depth analysis of cost accounting data.  A major element of this analysis is the accurate apportionment of overhead to specific products.

Management has been concerned that there is substantial variation between actual profits and planned profit levels.  This has caused management to doubt the accuracy of cost accounting data being provided by the accounting departments.  In fact, top management and their consultants are questioning whether any cost information furnished by traditional cost accounting practices is a reliable basis on which to make these strategic decisions.  Some executives are asking whether traditional cost accounting data is relevant for decision making.  This case involves decision making for a particular manufacturing facility in the United States.

Company Information

The company manufactures and sells metal devices throughout the world.  All plants in the United States and in other countries are autonomous.  One of the company's U.S. facilities is unionized and manufactures these metal devices for its U.S. market.  The market for its products is highly competitive among U.S. producers and is experiencing increased infiltration from offshore.

Manufacturing operations outside the United States are subsidiaries of the U.S.  parent.  The company has approximately 40% of its manufacturing overseas in countries with socialistic governments.  These countries have national laws that govern its workforce and restrict the company's ability to manage its labor. 

Deficiency in Investment in

Research & Development and Equipment

Over the past 20 years, the company has not reinvested an appropriate amount of profits into R & D and capital equipment.  This has contributed to the gradual deterioration of this facility's market share. This Corporate outlook has improved significantly over the last five years since this group was acquired by another corporation.  As a result, this facility has improved its productivity, quality and delivery, thus regaining its market share at a very painstaking  rate.


Recent Actions

A few years ago, certain of this facility's product lines were moved to the Far East to improve its competitive position in an effort to salvage this business segment.  The products that were sourced abroad represented 35% of this facility's production volume.  This plant originally had 800 employees five years ago, but now has approximately one-half this number.

The recent sourcing of 35% of its production has resulted in extensive retrench​ment programs but plant management has not been successful in reducing overhead proportionately to attain the targeted cost position.  The unabsorbed overhead has exerted additional competitive pressure as a result of increased unit cost of those remaining products. 

Cost Accounting System

The company uses absorption costing.  The LIFO method of valuation is used in some plants and FIFO is used in others.  New standards are set at the physical inventory date, based on the latest material purchase prices, hourly rates and standard time values.  Dual costing of the physical inventory at both cost amounts are performed each year prior to standards change.  These manufacturing expenses are captured by physical area (department) on a direct charge basis. Service department expenses and redistributed expenses are allocated to producing departments via the step method.  Overhead is absorbed on the basis of direct labor dollars at depart​mental rates.  Currently, the plant wide average overhead rate is $5.25 per direct labor dollar. This does not take into account that some products require more machine time than other products. The company does not have state-of-the-art shop floor data collection systems.  Production management does not consider reporting systems a priority.

Certain identifiable costs related to under-utilized and excess resources are excluded from the overhead rate so that they are not absorbed into the inventory or considered in cost/price analysis.

The company maintains a COPICS database which houses the product structure, labor routings (process) and cost information.  The cost files provide current and standard cost at each value-added stage up to the finished product.   Current costs are used for quoting purposes and comparative analysis.

Systems are not currently available to statistically plot individual cost behavior to determine accurate fixed and variable relationships.  Direct costing (variable costing) is not being used for decisions.


True Product Cost

The company is searching for true product cost, and details on how to implement a new method of determining that cost.  The company needs information for proper profitability studies when deciding about:

 1. Make-or-buy alternatives

 2. Proposal to move production to plants with lower cost structures, etc.

 3. Proposal to eliminate a product line.

 4. Ability to create a niche in the market.

 5. Other decisions.

You are given the following cost of producing three products at a particular factory.

	
	
	Product A
	
	Product B
	
	Product C

	Units Sold Per Year
	
	100,000
	
	100,000
	
	100,000

	Unit Selling Price
	
	$15
	
	$20
	
	$22

	Labor cost per hour
	$12
	
	$12
	
	$12
	

	Labor per unit
	25 mn.
	$5.00
	30 mn.
	$6.00
	35 mn.
	$7.00

	Fringe Benefits
	20%
	1.00
	20%
	1.20
	20%
	1.40

	Material cost per unit
	
	4.00
	
	5.00
	
	6.00

	Overhead:
	
	
	
	
	
	

	  Power etc. for Machinery
	
	1.00
	
	1.00
	
	1.00

	  Factory Rent - $300,000
	
	1.00
	
	1.00
	
	1.00

	  Other Overhead -$600,000
	
	2.00
	
	2.00
	
	2.00

	Total Production Cost
	
	$14.00
	
	$16.20
	
	$18.40


The company has found that it can have Product A manufactured in a foreign country at a cost of $12.00 per unit, but must pay freight of $1.00 per unit to get the product to its United States warehouse.

The power for operating the machinery is considered to be totally variable.  All other overhead is considered fixed.  If product A is discontinued, the company is expected to save $100,000 in electricity per year.  Approximately one-third of the floor space in the factory is devoted to the production of product A.  This space is not likely to be sub-leased to another company, and use of the space for production of another product is unlikely.

1. Should the company discontinue manufacturing Product A, and purchase it from a company in a foreign country.

2. Assume that the company does choose to acquire 100,000 units from a foreign supplier.  How will this affect the income statements for the remaining products?
(prepare revised statements)
