The Manager and

Management Accounting

All businesses are concerned about revenues and costs.

Managers at companies small and large must understand how revenues and costs
behave or risk losing control of the performance of their firms. Managers use cost
accounting information to make decisions about research and development, produc-
tion planning, budgeting, pricing, and the products or services to offer customers.
Sometimes these decisions involve tradeoffs. The following article shows how under-
standing costs and pricing helps companies like Coca-Cola increase profits even as
the quantity of products sold decreases.

FOR COCA-COLA, SMALLER SIZES MEAN
BIGGER PROFITS'

Can selling less of something be more profitable than selling more of it? er!

want so much sugar?” Just drink a smaller can. In 2017,
the United States declined in terms of volume, indstry r

eWwas higher. How, you

ask? Soda companies are charging more for less!

Sales of 7.5-ounce minicans and other sm
Cola sales by volume. Meanwhile, sales

trends toward buying smaller cans continue, Coca-Cola will be selling
less soda, but making more money, for years to come.

By studying cost accounting, you will learn how successful man-
agers and accountants run their businesses and prepare yourself for
leadership roles in the firms you work for. Many large companies, in-
cluding Nike and the Pittsburgh Steelers, have senior executives with

accounting backgrounds.

U Sources: Mike Esterl, “Smaller Sizes Add Pop to Soda Sales,” The Wall Street Journal,
January 27, 2016 (http://www.wsj.com/articles/smaller-sizes-add-pop-to-soda-
sales-1453890601); John Kell, “Bottled Water Continues to Take the Fizz Out of
Diet Soda,” Fortune, April 19, 2017 (http://fortune.com/2017/04/19/coca-cola-
pepsi-dr-pepper-soda-water/); Cara Lombardo, “Coca-Cola Betting Big on Smaller
Packages,” The Wall Street Journal, February 16, 2018 (https://www.wsj.com/articles/
coca-cola-betting-big-on-smaller-packages-1518801270).

urbanbuzz/Alamy Stock Photo

LEARNING OBJECTIVES

Distinguish financial accounting from

management accounting

Understand how management
accountants help firms make
strategic decisions

ribe the set of business
unctions in the value chain

identify the dimensions of
performance that customers are
expecting of companies

Explain the five-step decision-
making process and its role in
management accounting

Describe three guidelines
management accountants follow
in supporting managers

Understand how management
accounting fits into an
organization’s structure

Understand what professional
ethics mean to management
accountants
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LEARNING 1
OBJECTIVE

Distinguish financial
accounting

... reporting on past
performance to external
users

from management
accounting

... helping managers
make decisions

Financial Accounting, Management
Accounting, and Cost Accounting

As many of you have already learned in your financial accounting class, accounting systems are
used to record economic events and transactions, such as sales and materials purchases, and
process the data into information helpful to managers, sales representatives, production super-
visors, and others. Processing any economic transaction means collecting, categorizing, summa-
rizing, and analyzing. For example, costs are collected by category, such as materials, labor, and
shipping. These costs are then summarized to determine a firm’s total costs by month, quarter,
or year. Accountants analyze the results and together with managers evaluate, say, how costs
have changed relative to revenues from one period to the next. Accounting systems also provide
the information found in a firm’s income statement, balance sheet, statement of cash flow, and
performance reports, such as the cost of serving customers or running an advertising campaign.
Managers use this information to make decisions about the activities, businesses, or functional
areas they oversee. For example, a report that shows an increase in sales of laptops and iPads
at an Apple store may prompt Apple to hire more salespeople at th cation. Understanding
accounting information is essential for managers to do their jobs.

Individual managers often require the information in an a tin tem to be presented
or reported differently. Consider, for example, sales order ion. A sales manager at
Porsche may be interested in the total dollar amount of%al ermine the commissions
be interested in the sales order

consisting of small, detailed bits of informa-
ihstance, the sales order database will contain

selling price, quantity ordered, and delivery details
(place and date) for each sales e database stores information in a way that allows dif-
i ation they need. Many companies are building their own
enterprise resource pla ERP) systems. An ERP system is a single database that collects
data and feeds th plications that support a company’s business activities, such as
purchasing, pr tion, and sales.

In recent nagers have begun to use data analytic techniques to gain insights into
the data t. This is popularly referred to as big data, machine learning, and artificial
intelligence most common application of machine learning and artificial intelligence is

akin ictions. For example, using historical purchase data and other characteristics
mer, a company like Netflix predicts which movie a particular customer might like
and recammends that movie to the customer. Netflix then obtains feedback on whether the
cu er liked the movie or not and incorporates this feedback into the model, improving and
refining it. In this sense the machine learns from its correct and incorrect predictions and is
seen as acting intelligently. The vast quantities and variety of data have led to the development
of many new prediction techniques. We introduce one such popular technique in Chapter 11
and discuss the role of the management accountant in a data-rich world.

Financial accounting and management accounting have different goals. As you know,
financial accounting focuses on reporting financial information to external parties such as in-
vestors, government agencies, banks, and suppliers based on Generally Accepted Accounting
Principles (GAAP). The most important way financial accounting information affects manag-
ers’ decisions and actions is through compensation, which is often, in part, based on numbers
in financial statements.

Management accounting is the process of measuring, analyzing, and reporting financial
and nonfinancial information that helps managers make decisions to fulfill the goals of an
organization. Managers use management accounting information to

1. develop, communicate, and implement strategies;

2. coordinate design, operations, and marketing decisions and evaluate a company’s performance.
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EXHIBIT 1-1 Major Differences Between Management and Financial Accounting

Management Accounting

Financial Accounting

Purpose of information

Primary users

Focus and emphasis

Rules of measurement
and reporting

Time span and type of
reports

Help managers make decisions
to fulfill an organization’s goals

Managers of the organization

Future-oriented (budget for
2020 prepared in 2019)

Internal measures and reports
do not have to follow GAAP but
are based on cost-benefit analyses

Varies from hourly information
to 15 to 20 years, with financial

Communicate an organization’s financial
position to investors, banks, regulators,
and other outside parties

External users such as investors, banks,
regulators, and suppliers

Past-oriented (reports on 2019
performance prepared in 2020)

Financial statements must be prepared
in accordance with GAAP and be

certified by external, independen itors

Annual and quarterly financial r !
primarily on the company, 0

and nonfinancial reports on
products, departments, territories,
and strategies

Behavioral implications Designed to influence the behavior

of managers and other employees

Management accounting information a o not have to follow set principles or
rules. The key questions are always (1) how
better, and (2) do the benefits of produgi

Exhibit 1-1 summarizes the maj

information help managers do their jobs
rmation exceed the costs?
ctween management accounting and finan-

ation related to the costs of acquiring or using resources in
an organization. Fo
that meets both the fin
countant’s decision-making needs (such as deciding how to price products and choosing which

calculating the cost of a product is a cost accounting function
accountant’s inventory-valuation needs and the management ac-

products to promote). However, today most accounting professionals take the perspective
that cost information is part of the management accounting information collected to make
management decisions. Thus, the distinction between management accounting and cost ac-
counting is not so clear-cut, and we often use these terms interchangeably in the text.

Businesspeople frequently use the term cost management. Unfortunately, the term does
not have an exact definition. In this text, we use cost management to describe the activities
managers undertake to use resources in a way that increases a product’s value to customers and
achieves an organization’s goals. Throughout the text, other than in a manufacturing context,
we use the term product broadly to also include services. In other words, cost management
is not only about reducing costs. Cost management also includes making decisions to incur
additional costs—for example, to improve customer satisfaction and quality and to develop
new products—with the goal of enhancing revenues and profits. Whether or not to enter new
markets, implement new organizational processes, and change product designs are also cost-
management decisions. Information from accounting systems helps managers to manage costs,
but the information and the accounting systems themselves are not cost management.

DECISION
POINT
How is financial
accounting different from
management accounting?
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LEARNING
OBJECTIVE

Understand how man-
agement accountants
help firms make strategic
decisions

... they provide information
about the sources of com-
petitive advantage

DECISION
POINT

How do management
accountants support
strategic decisions?

LEARNING
OBJECTIVE

Describe the set of business
functions in the value chain
and identify the dimensions
of performance that
customers are expecting

of companies

... R&D, design,
production, marketing,
distribution, and customer
service supported by
administration to achieve
cost and efficiency, quality,
time, and innovation

Strategic Decisions and the Management
Accountant

A company’s strategy specifies how the organization matches its own capabilities with the
opportunities in the marketplace. In other words, strategy describes the integrated set of
choices an organization makes to create value for its customers while distinguishing itself
from its competitors. Businesses follow one of two broad strategies. Some companies, such as
Southwest Airlines and Vanguard (the mutual fund company), follow a cost leadership strat-
egy. They profit and grow by providing quality products or services at low prices and by ju-
diciously managing their operations, marketing, customer service, and administration costs.
Southwest Airlines, for example, only operates Boeing 737 aircrafts to reduce costs of repairs,
maintenance, and spare parts and offers no seat assignments at boarding to reduce the costs
of ground staff. Other companies such as Apple and the pharmaceutical giant Johnson &
Johnson follow a product differentiation strategy. They generate profits and growth by offer-
ing differentiated or unique products or services that appeal to their customers and are often
priced higher than the less-popular products or services of their competitors.

Deciding between these strategies is a critical part of what mana@@ss do. Management
accountants work closely with managers in various departments, to fosmulate strategies by
providing information about the sources of competitive advantage,such as (1) the company’s
cost, productivity, or efficiency advantage relative to copipetitors or (2) the premium prices a
company can charge over its costs from distinctive préduct Ox service features. Strategic cost
management describes cost management that specifically fognses on strategic issues.

Management accounting information helpg managers formulate strategy by answering
questions such as the following:

= Who are our most important customéys, and what critical capability do we have to be com-
petitive and deliver value to our customersidfter Amazon.com’s success selling books on-
line, management accountantsagBarnes &WNoble outlined the costs and benefits of several
alternative approaches for erthanéing the company’s information technology infrastructure
and developing the capability €6 sellbooks online. A similar cost—benefit analysis led Toyota
to build flexible computer-titegrated manufacturing plants that enable it to use the same
equipment efficiengly to proéduce a variety of cars in response to changing customer tastes.

w What is the baiGainingpower of our customers? Kellogg Company, for example, uses the
reputation efyits brand téyreduce the bargaining power of its customers and charge higher
prices fongits ceréals.

= WhatgdSthe bargaining power of our suppliers? Management accountants at Dell Computers
conbidef the significant bargaining power of Intel, its supplier of microprocessors, and
Microsoft its supplier of operating system software, when considering how much it must
pay to acquire these products.

u _Whot substitute products exist in the marketplace, and how do they differ from our product
in terms of features, price, cost, and quality? Hewlett-Packard, for example, designs, costs,
and prices new printers after comparing the functionality and quality of its printers to
other printers available in the marketplace.

» Will adequate cash be available to fund the strategy, or will additional funds need to be

raised? Procter & Gamble, for example, issued new debt and equity to fund its strategic
acquisition of Gillette, a maker of shaving products.

The best-designed strategies and the best-developed capabilities are useless unless they are effec-
tively executed. In the next section, we describe how management accountants help managers
take actions that create value for their customers.

Value-Chain and Supply-Chain Analysis
and Key Success Factors
Customers demand much more than just a fair price; they expect quality products (goods or

services) delivered in a timely way. The entire customer experience determines the value a cus-
tomer derives from a product. In this section, we explore how companies create this value.
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Value-Chain Analysis

The value chain is the sequence of business functions by which a product (including a ser-
vice) is made progressively more useful to customers. Exhibit 1-2 shows six primary business
functions: research and development, design of products and processes, production, mar-
keting, distribution, and customer service. We illustrate these business functions with Sony
Corporation’s television division.

1. Research and development (R&D)—generating and experimenting with ideas related to
new products, services, or processes. At Sony, this function includes research on alternative
television signal transmission and on the picture quality of different shapes and thick-
nesses of television screens.

2. Design of products and processes—detailed planning, engineering, and testing of prod-
ucts and processes. Design at Sony includes deciding on the component parts in a televi-
sion set and determining the effect alternative product designs will have on the set’s quality
and manufacturing costs. Some representations of the value chain collectively refer to the
first two steps as technology development.?

3. Production—procuring, transporting, and storing (“inbound logistics”) and coesdinatin
p g P g g ja3

o

and assembling (“operations”) resources to produce a product or deliver a

production of a Sony television set includes the procurement and asse
tronic parts, the screen and the packaging used for shipping.

4. Marketing (including sales)—promoting and selling products or i mers or
prospective customers. Sony markets its televisions at tradeshofys, iSements in
newspapers and magazines, on the Internet, and through itssales f

@ ing services to custom-

g to retail outlets, cata-
ough which customers

5. Distribution—processing orders and shipping products &
ers (“outbound logistics”). Distribution for Sony includes s
log vendors, direct sales via the Internet, and o annels
purchase new televisions.

6. Customer service—providing after-sales servi
vice on its televisions in the form of custg
and warranty repair work.

mers. Sony provides customer ser-
elptelephone lines, support on the Internet,

netions, Exhibit 1-2 shows an administration
inance, human resource management, and informa-

In addition to the six primary
function, which includes accounti
tion technology and supports s
chain in subsequent chapterg of
primary functions. E
ing, reporting, an
the production func
line workers. Each of

ry business functions. When discussing the value
t, we include the administration function within the

ded in the marketing function is the function of analyz-
resources spent in different marketing channels, whereas
es the human resource management function of training front-

usiness functions is essential to companies satisfying their cus-
tomers and keeping them satisfied (and loyal) over time.

EXHIBIT 1-2 Different Parts of the Value Chain
Administration
Research
and Marketing Distribution
Development

2 M. Porter, Competitive Advantage (New York: Free Press, 1998).
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To implement their corporate strategies, companies such as Sony and Procter & Gamble
use customer relationship management (CRM), a strategy that integrates people and tech-
nology in all business functions to deepen relationships with customers, partners, and dis-
tributors. CRM initiatives use technology to coordinate all customer-facing activities (such
as marketing, sales calls, distribution, and after-sales support) and the design and production
activities necessary to get products and services to customers.

Different companies create value in different ways. As a result, at different times and in
different industries, one or more of the value-chain functions are more critical than others.
For example, a company such as the biotech and pharmaceutical company Roche emphasizes
R&D and the design of products and processes. In contrast, the Italian apparel company,
Gucci, focuses on marketing, distribution, and customer service to build its brand.

Exhibit 1-2 depicts the usual order in which different business-function activities phys-
ically occur. Do not, however, interpret Exhibit 1-2 to mean that managers should pro-
ceed sequentially through the value chain when planning and managing their activities.
Companies gain (in terms of cost, quality, and the speed with which new products are

developed) if two or more of the individual business functions of alue chain work con-
currently as a team. For example, a company’s production, m distribution, and
customer service personnel can often reduce a company’s to sts,.by'providing input for

design decisions.

Managers track costs incurred in each value-chais
costs to improve efficiency or to spend more mon
Management accounting information helps m cost—benefit tradeoffs. For
example, is it cheaper to buy products from@ v produce them in-house? How
does investing resources in design and manufact ncrease revenues or reduce costs of
marketing and customer service?

Their goal is to reduce
erate even greater revenues.

Supply-Chain Analysi

The parts of the value chainjass edlwith producing and delivering a product or service—
production and distribution— ed to as the supply chain. The supply chain describes
i information from the initial sources of materials and services

to the delivery of produ sumers, regardless of whether those activities occur in one or-
izations. Consider Coca-Cola and Pepsi: Many companies play
a role in bringi s to consumers as the supply chain in Exhibit 1-3 shows. Cost

integrating and coordinating activities across all companies in the sup-

management
ply chai

ola and Pepsi require their suppliers (such as plastic and aluminum com-
r refiners) to frequently deliver small quantities of materials directly to their
oors. Similarly, to reduce inventory levels in the supply chain, Walmart requires its

quantities are in its stores at all times.

EXHIBIT 1-3 Supply Chain for a Cola Bottling Company

Suppliers of
Cola-Concentrate —
Ingredients

Manufacturer Final
of Concentrate Consumer
Suppliers of

Non-Concentrate
Materials/Services
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Key Success Factors

Customers want companies to use the value chain and supply chain to deliver ever-improving
levels of performance when it comes to several (or even all) of the following:

= Cost and efficiency—Companies face continuous pressure to reduce the cost of the prod-
ucts they sell. To calculate and manage the cost of products, managers must first under-
stand the activities (such as setting up machines or distributing products) that cause costs
to arise as well as monitor the marketplace to determine the prices customers are willing
to pay for the products. Management accounting information helps managers calculate a
target cost for a product by subtracting from the “target price” the operating income per
unit of product that the company wants to earn. To achieve the target cost, managers elimi-
nate some activities (such as rework) and reduce the costs of performing other activities in
all value-chain functions—from initial R&D to customer service (see Concepts in Action:
Cost Leadership at Costco: Rock-Bottom Prices and Sky-High Profits). Many U.S. com-
panies have cut costs by outsourcing some of their business functions. Nike, for example,
has moved its manufacturing operations to China and Mexico, and Microsoft and IBM are

increasingly doing their software development in Spain, Eastern Europe, and India.

= Quality—Customers expect high levels of quality. Total quality manageme
an integrative philosophy of management for continuously improving the
ucts and processes. Managers who implement TQM believe that every
chain is responsible for delivering products and services that exceed ct
tions. Using TQM, companies, for example, Toyota, design prgdu
needs and wants, to make these products with zero (or very few)
minimize inventories. Managers use management accounti
costs and revenue benefits of TQM initiatives.

d waste, and to

1ion to evaluate the

®» Time—Time has many dimensions. Two of the most impotgant dimensions are new-

product development time and customer-res ime. New-product development
time is the time it takes for companies to cteat oducts and bring them to mar-
ket. The increasing pace of technological innewat as led to shorter product life cy-

ucts. To make new-product development
decisions, managers need to understanc sts and benefits of bringing products to
market faster.
Customer-response time
customer requests. To increa
ised delivery dates and r e
en to be performed on a machine or computer exceeds its

d at which an organization responds to
r satisfaction, organizations need to meet prom-

Bottlenecks occu

available capaci roduct or service quickly, managers need to have adequate
capacity. eBay
tion giant’s customers.

costs and benefits o

rver capacity to create quality experiences for the online auc-

anagement accounting information helps managers quantify the

ding capacity.

= Innovation—A constant flow of innovative products or services is the basis for a com-
pany’s ongoing success. Many companies innovate in their strategies, business models,
the services they provide, and the way they market, sell, and distribute their products.
Managers at companies such as Novartis, the Swiss pharmaceutical giant, rely on manage-
ment accounting information to evaluate the costs and benefits of alternative R&D and
investment decisions.

= Sustainability—Companies are increasingly applying the key success factors of cost and
efficiency, quality, time, and innovation to promote sustainability—the development and
implementation of strategies to achieve long-term financial, social, and environmental
goals. The sustainability efforts of the Japanese copier company Ricoh include energy
conservation, resource conservation, product recycling, and pollution prevention. By de-
signing products that can be recycled easily, Ricoh simultaneously improves sustainability
and the cost and quality of its products.
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C O N C E PTS Cost Leadership at Costco: Rock-Bottom

IN ACTION Prices and Sky-High Profits®

For decades, Costco has made sky-high profits by selling bulk products
at rock-bottom prices. How, you ask? By being laser focused on its cost
leadership strategy.

Costco is the world’s largest seller of choice and prime beef, organic
foods, and rotisserie chicken, and it sells more nuts than Planters. Its pri-
vate label, Kirkland Signature, which sells everything from beverages to
apparel, generates more revenue each year than Coca-Cola. Remarkably,
it does all this while refusing to mark up its products by more than 14%
(15% for its private-label products). Costco can offer its bulk items at
such low prices by judiciously managing its costs.

MIHAI ANDRITOIU/Alamy Stock Photo Costco is a lean company. The warehouse retadler’s spending on
overhead—selling, general, and administrative cos only 10% of

revenues, compared with about 20% at Walmart. The company doesn’t advertise, has a spart; ifonment, and

offers a limited selection—only 3,700 products compared with 140,000 at a Walmart superst If a billion at

m fills 95% of its
freight capacity, an unheard of number in the retail business.

This winning combination of bulk products at low prices delights more t
globe each year. Costco is the third-largest retailer in the world, behind Waly
in fiscal 2018.

embers around the
, with $138 billion sales

3 Sources: Neal Babler, “The Magic in the Warchouse,” Fortune, December 15, 2016 (htfy
“When Cost-Plus Pricing Is a Good Idea,” Harvard Business Review online, July 12,2018 (hti

appears to be intensifying among companies. General
Electric, Poland Springsi(a ed-water manufacturer), and Hewlett-Packard are among the
many companies i fig sustainability into their decision making. Sustainability is im-

portant to thes everal reasons:

= Many investors cate about sustainability. These investors make investment decisions based
on A company’s financial, social, and environmental performance and raise questions
bout ability at shareholder meetings.

= es are finding that sustainability goals attract and inspire employees.

= Customers prefer the products of companies with good sustainability records and boycott
panies with poor sustainability records.

= Society and activist nongovernmental organizations, in particular, monitor the sustain-

DECISION ability performance of firms and take legal action against those that violate environmental

POINT laws. Countries such as China and India are now either requiring or encouraging compa-

How do companies nies to develop and report on their sustainability initiatives.

add value, and what
are the dimensions

of performance that ) i i - i _
customers expect of continuously improve operations. Examples of continuous improvement include Southwest

companies? Airlines increasing the number of its flights that arrive on time, eBay improving the access
its customers have to online auctions, and Lowe’s continuously reducing the cost of its

Management accountants help managers track the key success factors of their firms
and their competitors. Competitive information serves as a benchmark managers use to

home-improvement products. Sometimes, more fundamental changes and innovations in
operations, such as redesigning a manufacturing process to reduce costs, may be necessary.
To successfully implement their strategies, firms have to do more than analyze their value
chains and supply chains and execute key success factors. They also need good decision-
making processes.
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Decision Making, Planning, and Control:
The Five-Step Decision-Making Process

We illustrate a five-step decision-making process using the example of the Daily News, a news-
paper in Boulder, Colorado. Subsequent chapters of this text describe how managers use this
five-step decision-making process to make many different types of decisions.

The Daily News differentiates itself from its competitors by using (1) highly respected
journalists who write well-researched news articles; (2) color to enhance attractiveness to
readers and advertisers; and (3) a Web site that delivers up-to-the-minute news, interviews,
and analyses. The newspaper has the following resources to deliver on this strategy: an
automated, computer-integrated, state-of-the-art printing facility; a Web-based informa-
tion technology infrastructure; and a distribution network that is one of the best in the
newspaper industry.

To keep up with steadily increasing production costs, Naomi Crawford, manager of
the Daily News, needs to increase the company’s revenues in 2020. As she ponders what she
should do in early 2020, Naomi works through the five-step decision-making process.

1. Identify the problem and uncertainties. Naomi has two main choices:

a. increase the selling price of the newspaper or
b. increase the rate per page charged to advertisers.

These decisions would take effect in March 2020. The key uncertain
increase in prices or advertising rates will have on demand. A de
offset the price or rate increases and lead to lower rather than hi

2. Obtain information. Gathering information before maki
ers gain a better understanding of uncertainties. Naom

on helps manag-
arketing manager
to talk to some representative readers to gauge their r to an increase in the
newspaper’s selling price. She asks her advertising sales ager to talk to current
also reviews the effect
ad on readership. Ramon Sandoval,

s information about the effect of

and potential advertisers to assess demand for ising. She
that past increases in the price of the new

management accountant at the Daily Nex
dvertising revenues. He also collects
and analyzes information on advertisi s/competing newspapers and other media
outlets charge.

3. Make predictions about the is information, Naomi makes predictions
creasing prices would upset readers and decrease
about advertising rates. She expects a marketwide

believes that increasing rates will have little effect on the

crease overly influencing her decision making? How sure is she that competitors will
increase their advertising rates? Is her thinking in this respect biased by how competi-
tors have responded in the past? Have circumstances changed? How confident is she
that her sales representatives can convince advertisers to pay higher rates? She retests
her assumptions and reviews her thinking. She feels comfortable with her predictions
and judgments.

4. Make decisions by choosing among alternatives. A company’s strategy serves as a
vital guidepost for individuals making decisions in different parts of the organization.
Consistent strategies provide a common purpose for these disparate decisions. Only if
these decisions can be aligned with its strategy will an organization achieve its goals.
Without this alignment, the company’s decisions will be uncoordinated, pull the organiza-
tion in different directions, and produce inconsistent results.

Consistent with a product differentiation strategy, Naomi decides to increase adver-
tising rates by 4% to $5,200 per page in March 2020 but not increase the selling price of
the newspaper. She is confident that the Daily News’s distinctive style and Web presence

LEARNING 4
OBJECTIVE

Explain the five-step
decision-making process

.. . identify the problem
and uncertainties; obtain
information; make
predictions about the
future; make decisions
by choosing among
alternatives; implement
the decision, evaluate
performance, and learn

and its role in management
accounting

... planning and control of
operations and activities
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will increase readership, creating value for advertisers. She communicates the new ad-
vertising rate schedule to the sales department. Ramon estimates advertising revenues of
$4,160,000 ($5,200 per page X 800 pages predicted to be sold in March 2020).

Steps 1 through 4 are collectively referred to as planning. Planning consists of selecting
an organization’s goals and strategies, predicting results under alternative ways of achiev-
ing goals, deciding how to attain the desired goals, and communicating the goals and how
to achieve them to the entire organization. Management accountants serve as business
partners in planning activities because they understand the key success factors and what
creates value.

The most important planning tool when implementing strategy is a budget. A budget
is the quantitative expression of a proposed plan of action by management and is an aid to
coordinating what needs to be done to execute that plan. For March 2020, the budgeted adver-
tising revenue of the Daily News equals $4,160,000. The full budget for March 2020 includes
budgeted circulation revenue and the production, distribution, and customer-service costs
to achieve the company’s sales goals; the anticipated cash flows; and the potential financing
needs. Because multiple departments help prepare the budget, persgnnel throughout the orga-
nization have to coordinate and communicate with one another as asiwith the company’s
suppliers and customers.

5. Implement the decision, evaluate performance, andile nagers at the Daily News
take action to implement and achieve the March % dget. Management accountants
collect information on how the company’s a serformance compares to planned or
budgeted performance (also referred to as he information on actual re-
sults is different from the predecision planni

e predictions, and to make a decision.

in Step 2 to better understand uncerta S, 1
loeted performance is the control or postdecision

Comparing actual performance to b
role of information. Control comprises taking actions that implement the planning deci-

ation Naomi and her staff collected

sions, evaluating past perfo , and providing feedback and learning to help future
decision making.

Measuring actual pe informs managers how well they and their subunits are
doing. Linking rewa rmance helps motivate managers. These rewards are both
intrinsic (recognitio Ljob well done) and extrinsic (salary, bonuses, and promotions

linked to perf eJWe discuss this in more detail in a later chapter (Chapter 23). A

a control tool as a planning tool. Why? Because a budget is a

benchma which actual performance can be compared.
Considef p ce evaluation at the Daily News. During March 2020, the newspaper
ad Jissued invoices, and received payments. The accounting system recorded
heseginvo and receipts. Exhibit 1-4 shows the Daily News’s advertising revenues for
ch 2020. This performance report indicates that 760 pages of advertising (40 pages fewer
th budgeted 800 pages) were sold. The average rate per page was $5,080, compared

with the budgeted $5,200 rate, yielding actual advertising revenues of $3,860,800. The ac-
tual advertising revenues were $299,200 less than the budgeted $4,160,000. Observe how

EXHIBIT 1-4 Performance Report of Advertising Revenues at the Daily News
for March 2020
Difference: Difference as a
Actual Budgeted (Actual Result — Percentage of
Result Amount Budgeted Amount) Budgeted Amount

(1) (2) (3)=(1)-(2) (4)=(3) +(2)

Advertising pages sold 760 pages 800 pages 40 pages Unfavorable 5.0% Unfavorable
Average rate per page $5,080 $5,200 $120 Unfavorable 2.3% Unfavorable
Advertising revenues $3,860,800 $4,160,000 $299,200 Unfavorable 7.2% Unfavorable
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managers use both financial and nonfinancial information, such as pages of advertising, to
evaluate performance.

The performance report in Exhibit 1-4 spurs investigation and learning, which involves
examining past performance (the control function) and systematically exploring alternative
ways to make better-informed decisions and plans in the future. Learning can lead to changes
in goals, strategies, the ways decision alternatives are identified, and the range of information
collected when making predictions and sometimes can lead to changes in managers.

The performance report in Exhibit 1-4 would prompt the management accountant to
raise several questions directing the attention of managers to problems and opportunities. Is
the strategy of differentiating the Daily News from other newspapers attracting more readers?
Did the marketing and sales department make sufficient efforts to convince advertisers that,
even at the higher rate of $5,200 per page, advertising in the Daily News was a good buy?
Why was the actual average rate per page ($5,080) less than the budgeted rate ($5,200)? Did
some sales representatives offer discounted rates? Did economic conditions cause the decline
in advertising revenues? Are revenues falling because editorial and production standards have
declined? Are more readers getting their news online?

Answers to these questions could prompt the newspaper’s publisher to take sub
actions, including, for example, adding sales personnel, making changes in editousi
expanding its presence online and on mobile devices, getting readers to pay for o omtent,
and selling digital advertising. Good implementation requires the marketi i
production departments to work together and coordinate their actions.

The management accountant could go further by identifying the

ould control mean that

ional news story) indicate DECISION

tunities unforeseen at the time the plan was formulated. In no
managers cling to a plan when unfolding events (such as a sensa

that actions not encompassed by that plan (such as s more money to cover the story) POINT
would offer better results for the company (frofmphig ewspaper sales). How do managers make

The left side of Exhibit 1-5 provides an overv decision-making processes at the decisions to implement
Daily News. The right side of the exhibit hi the management accounting system strategy?

aids in decision making.
Planning and control activities g
Consider the problem of how the D,

enging for innovation and sustainability.
usbinnovate as more of its readers migrate to

the Web to get their news and apply the five-step process. In Step 1, the uncertainties are much
greater. Will there be demand spaper? Will customers look to the Daily News to get
their information or to_oth: ?Tn Step 2, obtaining information is more difficult be-

cause there is little 1gers can comfortably rely on. Instead, managers will have
to make connectio parate data, run experiments, engage with diverse experts, and
speculate to understand ho e world might evolve. In Step 3, making predictions about the
future will require deve g different scenarios and models. In Step 4, managers must make
decisions recognizing that conditions might change in unanticipated ways requiring them to be
flexible and adaptable. In Step 3, the learning component is critical. How have the uncertain-
ties evolved and what do managers need to do to respond to these changing circumstances?

Planning and control for sustainability is equally challenging. What should the Daily
News do about energy consumption in its printing presses, recycling of newsprint, and pollu-
tion prevention? Among the uncertainties managers face is whether customers will reward the
Daily News for these actions by being more loyal and whether investors will react favorably
to managers spending resources on sustainability. Information to gauge customer and inves-
tor sentiment is not easy to obtain. Predicting how sustainability efforts might pay off in the
long run is far from certain. Even as managers make decisions, the sustainability landscape
will doubtlessly change with respect to environmental regulations and societal expectations,
requiring managers to learn and adapt.

Do these challenges of implementing planning and control systems for innovation and
sustainability mean that these systems should not be used for these initiatives? No. Many
companies value these systems to manage innovation and sustainability. But, in keeping with
the challenges described earlier, companies such as Johnson & Johnson use these systems
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EXHIBIT 1-5

How Accounting Aids
Decision Making,
Planning, and Control at
the Daily News

LEARNING 5

Describe three guidelines
management accountants
follow in supporting
managers

... employing a cost-
benefit approach,
recognizing behavioral

as well as technical
considerations, and
calculating different costs
for different purposes

Example of Management
Management Decision Making Accounting
at Daily News System
Financial
representation
of plans
Recording
transactions
Implement the and
Decision classifying
o0 eImplement a 4% them in
g increase in accounting
g advertising rates records
Evaluate
Performance
and Learn Reports
e Advertising revenues comparing
7.2% lower than actual results
budgeted to budgets
\

ion around key strategic uncertainties, to implement

in a different way—to obtain‘iafo
citeumstances might change, and to evaluate performance in

plans while being min
order to learn.

Key%@nent Accounting Guidelines

help management accountants add value to strategic and operational
g in companies: (1) employ a cost—benefit approach, (2) give full recogni-
havioral and technical considerations, and (3) use different costs for different

Cost-Benefit Approach

Managers continually face resource-allocation decisions, such as whether to purchase a
new software package or hire a new employee. They use a cost-benefit approach when
making these decisions. Managers spend resources if the expected benefits to the com-
pany exceed the expected costs. Managers rely on management accounting information to
quantify expected benefits and expected costs (although all benefits and costs are not easy
to quantify).

Consider the installation of a consulting company’s first budgeting system. Previously,
the company used historical recordkeeping and little formal planning. A major benefit of
installing a budgeting system is that it compels managers to plan ahead, compare actual
to budgeted information, learn, and take corrective action. Although the system leads to
better decisions and consequently better company performance, the exact benefits are not
easy to measure. On the cost side, some costs, such as investments in software and train-
ing, are easier to quantify. Others, such as the time spent by managers on the budgeting
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process, are more difficult to quantify. Regardless, senior managers compare expected
benefits and expected costs, exercise judgment, and reach a decision, in this case to install
the budgeting system.

Behavioral and Technical Considerations

When utilizing the cost—benefit approach, managers need to keep in mind a number of
technical and behavioral considerations. Technical considerations help managers make
wise economic decisions by providing desired information (for example, costs in vari-
ous value-chain categories) in an appropriate format (for example, actual results versus
budgeted amounts) and at the preferred frequency (for example, weekly or quarterly).
However, management is not only about technical matters. Management is primarily a
human activity encouraging individuals to do their jobs better. Budgets have a behav-
ioral effect by motivating and rewarding employees for achieving an organization’s goals.
So, when workers underperform, for example, behavioral considerations suggest that
managers need to explore ways to improve performance rather than just issue a report
highlighting underperformance.

Different Costs for Different Purposes

This text emphasizes that managers use alternative ways to compute costs i
making situations because there are different costs for different purpose

Consider the advertising costs associated with Microsoft_Corp on’s launch of a
afcholders, Generally
s for this product to be

fully expensed in the income statement in the year they are inc . However, for internal

reporting, the television advertising costs could be ¢ ed and then amortized or written
off as expenses over several years if Microso emient team believes that doing so
would more accurately and fairly measure the p e of the managers that launched

the new product.

Organization Struct and the Management
Accountant

Managers and ma
company’s organi
look at how the manageme

tants have roles and reporting responsibilities within a
ure. We focus first on broad management functions and then
ccounting and finance functions support managers.

Line and Staff Relationships

Organizations distinguish between line management and staff management. Line manage-
ment, such as production, marketing, and distribution management, is directly responsible
for achieving the goals of the organization. For example, managers of manufacturing di-
visions are responsible for meeting particular levels of budgeted operating costs, product
quality and safety, and compliance with environmental laws. Similarly, the pediatrics de-
partment in a hospital is responsible for quality of service, costs, and patient billings. Staff
management, such as management accountants and information technology and human-
resources management, provides advice, support, and assistance to line management. A plant
manager (a line function) may be responsible for investing in new equipment. A management
accountant (a staff function) works as a business partner of the plant manager by prepar-
ing detailed operating-cost comparisons of alternative pieces of equipment. Organizations
operate in teams of line and staff managers so that all inputs into a decision are available
simultaneously.

DECISION
POINT

What guidelines do
management accountants
use?

LEARNING 6
OBJECTIVE

Understand how manage-
ment accounting fits into
an organization’s structure

. .. for example, the respon-
sibilities of the controller
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EXHIBIT 1-6

Nike: Reporting
Relationship for the
CFO and the Corporate
Controller

The Chief Financial Officer and the Controller

The chief financial officer (CFO)—also called the finance director in many countries—
is the executive responsible for overseeing the financial operations of an organization.
The responsibilities of the CFO vary among organizations, but they usually include the
following areas:

= Controllership—provides financial information for reports to managers and shareholders
and oversees the overall operations of the accounting system.
= Tax—plans income taxes, sales taxes, and international taxes.

= Treasury—oversees banking, short- and long-term financing, investments, and cash
management.

= Risk management—manages the financial risk of interest-rate and exchange-rate changes
and derivatives management.

= Investor relations—communicates with, responds to, and interacts with shareholders.

= Strategic planning—defines strategy and allocates resources t lement strategy.
An independent internal audit function reviews and analyzes_fi 1al and other records to
attest to the integrity of the organization’s financial reports erence to its policies and
procedures.

e financial executive pri-
accounting. This text focuses
e. Modern controllers have

The controller (also called the chief accounting %

marily responsible for management accounting and fina

Wa
no line authority except over their own departm @ e controller exercises control
orting and interpreting relevant data,

oyees and helps line managers make better

D

the controller influences the behavior o
decisions.

Exhibit 1-6 shows an organi chart of the CFO and the corporate controller at Nike,
the leading footwear and rél company. The CFO is a staff manager who reports
t cer (CEO). As in most organizations, the corporate
s to th O. Nike also has regional controllers who support regional
ic regions in which the company operates, such as the United

mérica, and Europe. Because they support the activities of the re-
by managing budgets and analyzing costs, regional controllers

managers in the major

States, Asia Pacifi in
gional manage ex

Chief Executive Officer (CEOQ) —— Board of Directors

\
\
\

Chief Financial Officer (CFO) \

\
| \
\
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report to the regional manager rather than the corporate controller. At the same time, to align
accounting policies and practices for the whole organization, regional controllers have a func-
tional (often called a dotted-line) responsibility to the corporate controller. Individual coun-
tries sometimes have a country controller.

Organization charts such as the one in Exhibit 1-6 show formal reporting relationships. In
most organizations, there also are informal relationships that must be understood when man-
agers attempt to implement their decisions. Examples of informal relationships are friendships
(both professional and personal) among managers and the preferences of top management
about the managers they rely on when making decisions.

Think about what managers do to design and implement strategies and the organization
structures within which they operate. Then think about the management accountants’ and
controllers’ roles. It should be clear that the successful management accountant must have
technical and analytical competence as well as behavioral and interpersonal skills.

Management Accounting Beyond the Numbers#

To people outside the profession, it may seem like accountants are just “numbers peopl
true that most accountants are adept financial managers, yet their skills do not stop the

successful management accountant possesses several skills and characteristics th
beyond basic analytical abilities.

Management accountants must work well in cross-functional teams siness
partner. In addition to being technically competent, the best managemen ts work
well in teams, learn about business issues, understand the motivation ividuals,

respect the views of their colleagues, and show empathy and trust.
e tough-minded,
ants must raise tough

gybuddgets. They must do so
thoughtfully and with the intent of improving plan decisions, Before the investment
bank JP Morgan lost more than $6 billio
default swaps), controllers should have raise
and the fact that the firm was betting on i 1
a large profit.

They must lead and motivate pe
ideas, however good they may be, is_di

n c® financial investments (credit-

about these risky investments
economic conditions abroad to earn

e and be innovative. Implementing new
the United States Department of Defense
inance and accounting systems into a com-

(DoD) began consolidating mor

mon platform, the accountinggser ector and his team of management accountants

held meetings to make surefeve e ih the agency understood the goal for such a change.
Ultimately, the Do e ividual’s performance with the transformative change
and introduced incéntiv courage personnel to adopt the platform and drive innova-
tion within this ne mework.

They must commamichte clearly, openly, and candidly. Communicating information

is a large part of a management accountant’s job. When premium car companies such as
Rolls Royce and Porsche design new models, management accountants work closely with
engineers to ensure that each new car supports a carefully defined balance of commercial,
engineering, and financial criteria. To be successful, management accountants must clearly
communicate information that multidisciplinary teams need to deliver new innovations DECISION

profitably. POINT

They must have high integrity. Management accountants must never succumb to pres-
Y g 8Tty & P Where does the

. . . . management accounting
to the organization and its shareholders. In 2015, Toshiba, the Japanese maker of semi- function fit into an

sure from managers to manipulate financial information. Their primary commitment is

conductors, consumer electronics, and nuclear power plants wrote down $1.9 billion of organization’s structure?

4 United States Senate Permanent Subcommittee on Investigations. JPMorgan Chase Whale Trades: A Case History of Derivatives
Risks and Abuses. Washington, DC: Government Printing Office, March 15, 2013; Wendy Garling, “Winning the Transformation
Battle at the Defense Finance and Accounting Service,” Balanced Scorecard Report, May—June 2007; Bill Nixon, John Burns, and
Mostafa Jazayeri, The Role of Management Accounting in New Product Design and Development Decisions, Volume 9, Issue 1.
London: Chartered Institute of Management Accountants, November 2011; and Eric Pfanner and Magumi Fujikawa, “Toshiba
Slashes Earnings for Past Seven Years,” The Wall Street Journal (September 7, 2015).





