Management Accounting and the Role of Cost Management

LO 1-1
Explain the use of cost management information in each of the four functions of management and in different types of organizations, with emphasis on the strategic management function.
Management accountants are the accounting and finance professionals who develop and use cost management information to assist in implementing the organization’s strategy. Cost management information consists of financial information about costs and revenues and nonfinancial information about customer retention, productivity, quality, and other key success factors for the organization. Cost management is the development and use of cost management information.

The strategic role of the management accountant in an organization is explained in the definition of management accounting provided by the Institute of Management Accountants (IMA). Relevant additional information on the definition can be found in the IMA’s Statement on Management Accounting: Definition of Management Accounting.
Management accounting is a profession that involves partnering in management decision making, devising planning and performance management systems, and providing expertise in financial reporting and control to assist management in the formulation and implementation of an organization’s strategy.

Management accountants use their unique expertise (decision making, planning, performance management, and more), working with the organization’s managers, to help the organization succeed in formulating and implementing its strategy. Cost management information is developed and used within the organization’s information value chain, from stage 1 through stage 5, as shown below:
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At lower stages of the value chain, management accountants gather and summarize data (stage 2) from business events (stage 1) and then transform the data to cost management information (stage 3) through analysis and use of the management accountant’s expertise. At stage 4, cost management information is combined with other information about the organization’s strategy and competitive environment to produce actionable knowledge. At stage 5, management accountants use this knowledge to participate with management teams in making decisions that advance the organization’s strategy.

In a typical organization (illustrated in Exhibit 1.1) management accountants report to the controller, a key accounting professional in the firm. The controller, assisted by management accountants, has a wide range of responsibilities, including cost management, financial reporting, maintaining financial information systems, and other reporting functions. The chief financial officer (CFO) has the overall responsibility for the financial function, the treasurer manages investor and creditor relationships, and the chief information officer (CIO) manages the firm’s use of information technology, including computer systems and communications.

EXHIBIT 1.1

A Typical Organization Chart Showing the Functions of the Controller
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In contrast to the cost management function, the financial reporting function involves preparing financial statements for external users such as investors and government regulators. These financial accounting reports require compliance with certain external requirements. Cost management information is developed for use within the firm to facilitate management and is not needed to meet those requirements. The main focus of cost management information therefore must be usefulness and timeliness; the focus of financial reports must be accuracy and compliance with reporting requirements. However, strict adherence to accuracy can compromise the usefulness and timeliness of the information. The function of the financial information systems department is to develop and maintain the financial reporting system and related systems such as payroll, financial security systems, and tax preparation. The challenge for the controller is to reconcile these different and potentially conflicting roles.
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The Four Functions of Management

The management accountant develops cost management information for the CFO, other managers, and employee teams to use to manage the firm and make the firm more competitive and successful. Cost management information is provided for each of the four major management functions: (1) strategic management, (2) planning and decision making, (3) management and operational control, and (4) preparation of financial statements. (See Exhibit 1.2.) The most important function is strategic management, which is the development and implementation of a sustainable competitive position in which the firm’s competitive advantage provides continued success. A strategy is a set of goals and specific action plans that, if achieved, provide the desired competitive advantage. Strategic management involves identifying and implementing these goals and action plans. Next, management is responsible for planning and decision making, which involve budgeting and profit planning, cash flow management, and other decisions related to the firm’s operations, such as deciding when to lease or buy a facility, when to repair or replace a piece of equipment, when to change a marketing plan, and when to begin development of a new product.

EXHIBIT 1.2

Cost Management Information Is Needed for Each of the Four Management Functions

	1.
	Strategic Management. Cost management information is needed to make sound strategic decisions regarding choice of products, manufacturing methods, marketing techniques and distribution channels, customer profitability, and other long-term issues.

	2.
	Planning and Decision Making. Cost management information is needed to support recurring decisions regarding replacing equipment, managing cash flow, budgeting raw materials purchases, scheduling production, and pricing.

	3.
	Management and Operational Control. Cost management information is needed to provide a fair and effective basis for identifying inefficient operations and to reward and motivate the most effective managers.

	4.
	Preparation of Financial Statements. Cost management information is needed to provide accurate accounting for inventory and other assets, in compliance with reporting requirements, for the preparation of financial reports and for use in the three other management functions.
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REAL-WORLD FOCUS
Why Strategy? Managers Tell Us Why

Our unique approach in this book is to demonstrate cost management from a strategic emphasis. Every cost management method we cover is linked to the firm’s strategy, that is, how the method helps the firm to be successful. Why emphasize the strategic approach? Managers tell us why …

A recent survey of 750 chief financial officers (CFOs) conducted jointly by the Institute of Management Accountants (IMA) and the Association of Chartered Certified Accountants (ACCA) found that “the future CFO role in supporting strategic growth will be increasingly valued. Strategy formulation and execution was identified by current CFOs as the most important area in which to have experience for future CFOs.” A 2014 survey of 600 financial executives by the consulting firm, Accenture, found results that confirmed the IMA/ACCA findings. Also, a 2012 survey of the CFOs of Fortune 100 firms by the executive recruiting firm Russell Reynolds Associates reported that 49% of the CFOs previously held roles in corporate strategy, up from 22% in 2009. In 2013, the independent U.K. research firm Loudhouse surveyed more than 300 finance professionals worldwide and found that 74% had experienced an increase in responsibility for strategic decision making and analysis.

The Society of the Management Accountants of Canada has developed a competency framework for certified management accountants in Canada, which has the following introduction:

Certified Management Accountants (CMAs) do more than just measure value—they create it. As the leaders in management accounting, CMAs apply a unique mix of financial expertise, strategic insight, innovative thinking and a collaborative approach to help grow successful businesses.

Sources: “The CFO as Architect of Business Value,” Accenture, 2014: Benjamin Kang, “Managing the Strategic Finance Gap,” Strategic Finance, February 2014, pp. 43–48; “Future Pathways to Finance Leadership,” Institute of Management Accountants and the Association of Chartered Certified Accountants, September 2013, www.accaglobal.com/content/dam/acca/global/PDF-technical/finance-transformation/cfo-career-paths.pdf; “CFO Route to the Top Becomes More Strategic,” The Wall Street Journal, March 6, 2012; Robert A. Howell, “CFOs: Not Just for Finance Anymore,” The Wall Street Journal, February 27, 2012, p. R7; Dana Mattioli, “Finance Chiefs Expand Roles,” The Wall Street Journal, January 31, 2011, p. B7; “Competency Map of the CMA Profession,” The Society of Management Accountants of Canada, www.cma-canada.org; Gary Siegel, James E. Sorensen, and Sandra Richtermeyer, “Are You a Business Partner? Parts 1 and 2,” Strategic Finance, September and October 2003.

The third area of responsibility, control, consists of two functions, operational control and management control. Operational control takes place when mid-level managers (e.g., site managers, product managers, regional managers) monitor the activities of operating-level managers and employees (e.g., production supervisors and various department heads). In contrast, management control is the evaluation of mid-level managers by upper-level managers (the controller or the CFO).

In the fourth function, preparation of financial statements, management complies with the reporting requirements of relevant groups (such as the Financial Accounting Standards Board) and relevant federal government authorities (for example, the Internal Revenue Service and the Securities and Exchange Commission). The financial statement preparation role has recently received a renewed focus as countries throughout the world have adopted International Financial Reporting Standards (IFRS), and the United States is expected to adopt these standards in the coming years. The financial statement information also serves the other three management functions, because this information is often an important part of planning and decision making, control, and strategic management.1
The first three management functions are covered in this text. Strategic management and the design of the costs systems upon which strategic decisions rely are covered in Part One. Part Two covers planning and decision making, Part Three covers operational control, and Part Four covers management control. Financial reporting for inventory and cost of sales is covered in Part One.

Strategic Management and the Strategic Emphasis in Cost Management

Effective strategic management is critical to the success of the firm or organization and is thus a pervasive theme of this book. The growing pressures of economic recession, global competition, technological innovation, and changes in business processes have made cost management much more critical and dynamic than ever before. Managers must think competitively; doing so requires a strategy.
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Strategic thinking involves anticipating changes; products, services, and operating processes are designed to accommodate expected changes in customer demands. Flexibility is important. The ability to make fast changes is critical as a result of the demands of the new management concepts of e-commerce, speed-to-market, and flexible manufacturing. Product life cycles—the time from the introduction of a new product to its removal from the market—is expected to become shorter and shorter. Success in the recent past days or months is no longer a measure of ultimate success; the manager must be “driving” the firm by using the windshield, not the rear-view mirror.

The strategic emphasis also requires creative and integrative thinking, that is, the ability to identify and solve problems from a cross-functional view. The business functions are often identified as marketing, production, finance, and accounting/controllership. Instead of viewing a problem as a production problem, a marketing problem, or a finance and accounting problem, cross-functional teams view it from an integrative approach that combines skills from all functions simultaneously. The integrative approach is necessary in a dynamic and competitive environment. The firm’s attention is focused on satisfying the customers’ needs; all of the firm’s resources, from all functions, are directed to that goal.

Types of Organizations

Cost management information is useful in all organizations: business firms, governmental units, and not-for-profit organizations. Business firms are usually categorized by industry, the main categories being merchandising, manufacturing, and service. Merchandising firms purchase goods for resale. Merchandisers that sell to other merchandisers are called wholesalers; those selling directly to consumers are called retailers. Examples of merchandising firms are the large retailers, such as Walmart, Target, and Amazon.com.

Manufacturing firms use raw materials, labor, and manufacturing facilities and equipment to produce products. They sell these products to merchandising firms or to other manufacturers as raw materials to make other products. Examples of manufacturers are Ford, General Electric, and Cisco Systems.

Service firms provide a service to customers that offers convenience, freedom, safety, or comfort. Common services include transportation, health care, financial services (banking, insurance, accounting), personal services (physical training, hair styling), and legal services. In the United States, service industries are growing at a much faster rate than manufacturing or merchandising, in part because of the increased demand for leisure and convenience and society’s increased complexity and need for information.

Governmental and not-for-profit organizations provide services, much like the firms in service industries. However, these organizations provide the services for which no direct relationship exists between the amount paid and the services provided. Instead, both the nature of these services and the customers that receive them are determined by government or philanthropic organizations. The resources are provided by governmental units and/or charities. The services provided by these organizations are often called public goods to indicate that no typical market exists for them. Public goods have a number of unique characteristics, such as the impracticality of limiting consumption to a single customer (clean water and police and fire protection are provided for all residents).

Most firms and organizations use cost management information. For example, manufacturing firms use it to manage production costs. Similarly, retail firms such as Walmart use cost management information to manage stocking, distribution, and customer service. Firms in the service industries, such as those providing financial services or other professional services, use cost management information to identify the most profitable services and to manage the costs of providing those services.

Cost management information is used in a wide variety of ways. Whatever the business, a firm must know the cost of new products or services, the cost of making improvements in existing products or services, and the cost of finding a new way to produce the products or provide the services. Cost management information is used to determine prices, to change product or service offerings to improve profitability, to update manufacturing facilities in a timely fashion, and to determine new marketing methods or distribution channels. For example, manufacturers such as Toyota study the cost implications of design options for each new product. The design study includes analysis of projected manufacturing costs as well as costs to be incurred after the product is completed, which include service and warranty costs. Service and warranty costs are often called downstream costs because they occur after manufacturing. By analyzing both manufacturing and downstream costs, a company is able to determine whether product enhancements might cause manufacturing and downstream costs to be out of line with expected increases in customer value and revenue for that feature.
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Both large and small firms in all types of industries use cost management information. A firm’s degree of reliance on cost management depends on the nature of its competitive strategy. Many firms compete on the basis of being the low-cost provider of the industry’s goods or services; for these firms, cost management is critical. Other firms, such as cosmetics, fashion, and pharmaceutical firms, compete on the basis of product leadership, in which the unusual or innovative features of the product make the firm successful. For these firms, the critical management concern is maintaining product leadership through product development and marketing. The role of cost management is to support the firm’s strategy by providing the information managers need to succeed in their product development and marketing efforts, such as the expected cost of adding a new product feature, the defect rate of a new part, or the reliability of a new manufacturing process.

Not-for-profit and governmental organizations also must have a strategy to accomplish their mission and satisfy their constituents. Historically, governmental units and not-for-profit agencies have tended to focus on their responsibility to spend in approved ways rather than to spend in efficient and effective ways. Increasingly, however, these types of organizations are using cost management for efficient and effective use of their financial resources.
The Contemporary Business Environment

LO 1-2
Explain the contemporary business environment and how it has influenced cost management.
Many changes in the business environment in recent years have caused significant modifications in cost management practices. The primary changes are (1) increased global competition; (2) lean manufacturing; (3) advances in information technologies, the Internet, and enterprise resource management; (4) greater focus on the customer; (5) new forms of management organization; and (6) changes in the social, political, and cultural environment of business. The current global economic challenges (high public debt, high unemployment rates, and slow economic growth, among others) will surely have a significant effect on each of these six changes. It is likely there will be an even greater rate of change in each of these six areas as firms search for new ways to compete and governmental regulations adapt to the difficult economic times.

The Global Business Environment

A key development that drives the extensive changes in the contemporary business environment is the growth of international markets and trade due to the rise of economies throughout the world and the decline of trade barriers. Businesses and not-for-profit organizations, as well as consumers and regulators, are all significantly affected by the rapid growth of economic interdependence and increased competition from other countries. The North American Free Trade Agreement (NAFTA), the Central America Free Trade Agreement (CAFTA), the World Trade Organization (WTO), the European Union (EU), and the growing number of alliances among large multinational firms clearly indicate that the opportunities for growth and profitability lie in global markets. Most consumers benefit as low-cost, high-quality goods are traded worldwide. Managers and business owners know the importance of pursuing sales and operating activities in foreign countries, and investors benefit from the increased opportunities for investment in foreign firms.

[image: image3.png]



The increasing competitiveness of the global business environment means that firms increasingly need financial and nonfinancial information about competing effectively in other countries. Global business is covered in each chapter; look for the international icon next to problems involving global business.

Page 8

REAL-WORLD FOCUS
Going Global: The Growing Importance of Worldwide Markets

The following table indicates the percentage of sales coming from outside the domestic market for the listed companies.

	 
	1993
	2007
	2013

	General Electric
	17%
	50%
	54%

	Walmart
	0.0
	22
	33

	McDonald’s
	47
	65
	69


Source: Company annual reports.

The winning companies in the global competition will be those companies that can put together the best of research, engineering, design, manufacturing, distribution—wherever they can get it, anywhere in the world—and the best of each of these will not come from one country or from one continent.

Jack Welch, former CEO of General Electric
Lean Manufacturing

To remain competitive in the face of the increased global competition, firms around the world are adopting new manufacturing technologies. These include just-in-time inventory methods to reduce the cost and waste of maintaining large levels of raw materials and unfinished product. Also, many firms are adopting the lean methods applied in Japanese manufacturing that have produced significant cost and quality improvements through the use of quality teams and statistical quality control. Other manufacturing changes include flexible manufacturing techniques developed to reduce setup times and allow fast turnaround of customer orders. A key competitive edge in what is called speed-to-market is the ability to deliver the product or service faster than the competition.

Use of Information Technology, the Internet, and Enterprise Resource Management

Perhaps the most fundamental of all business changes in recent years has been the increasing use of information technology, the Internet, and performance management systems. This new economy is reflected in the rapid growth of Internet-based firms (companies such as Amazon, eBay, and Google); the increased use of the Internet for communications, sales, and business data processing; and the use of enterprise management systems. These technologies have fostered the growing strategic focus in cost management by reducing the time required for processing transactions and by expanding the individual manager’s access to information within the firm, the industry, and the business environment around the world.

Focus on the Customer

A key change in the business environment is increased consumer expectation for product functionality and quality. The result has been a shorter product life cycle, as firms seek to add new features and new products as quickly as possible, thereby increasing the overall intensity of competition.

In past years, a business typically succeeded by focusing on only a relatively small number of products with limited features and by organizing production into long, low-cost, and high-volume production runs aided by assembly-line automation. The new business process focuses instead on customer satisfaction. Producing value for the customer changes the orientation of managers from low-cost production of large quantities to quality, service, timeliness of delivery, and the ability to respond to the customer’s desire for specific features. Today, many of the critical success factors (see next page) are customer oriented. Cost management practices are also changing; cost management reports now include specific measures of customer preferences and customer satisfaction.
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Management Organization

Management organization is changing in response to the changes in technology, marketing, and manufacturing processes. Because of the focus on customer satisfaction and value, the emphasis has shifted from financial and profit-based measures of performance to customer-related, nonfinancial performance measures such as quality, time to delivery, and service. Similarly, the hierarchical command-and-control type of organization is being replaced by a more flexible organizational form that encourages teamwork and coordination among business functions. In response to these changes, cost management practices are also changing to include reports that are useful to cross-functional teams of managers; the reports reflect the multifunctional roles of these teams and include a variety of operating and financial information: product quality, unit cost, customer satisfaction, and production bottlenecks, for example. The changes in manufacturing, marketing, and management in organizations are summarized in Exhibit 1.3.

EXHIBIT 1.3

Comparison of Prior and Contemporary Business Environments

	 
	Prior Business Environment
	Contemporary Business Environment

	Manufacturing
	 
	 

	Basis of competition
	Economies of scale, standardization
	Quality, functionality, customer satisfaction

	Manufacturing process
	High volume, long production runs, significant levels of in-process and finished inventory; this is called the “push” approach
	Low volume, short production runs, focus on reducing inventory levels and other non-value-added activities and costs; this is called the “pull” approach

	Manufacturing technology
	Assembly line automation, isolated technology applications
	Robotics, flexible manufacturing systems, integrated technology applications connected by networks

	Required labor skills
	Machine-paced, low-level skills
	Individually and team-paced, high-level skills

	Emphasis on quality
	Acceptance of a normal or usual amount of waste
	Goal of zero defects

	Marketing
	 
	 

	Products
	Relatively few variations, long product life cycles
	Large number of variations, short product life cycles

	Markets
	Largely domestic
	Global

	Management Organization
	 
	 

	Type of information recorded and reported
	Almost exclusively financial data
	Financial and operating data, the firm’s strategic success factors

	Management organizational structure
	Hierarchical, command and control
	Network-based organization forms, teamwork focus—employee has more responsibility and control, coaching rather than command and control

	Management focus
	Emphasis on the short term, short-term performance measures and compensation, concern for sustaining the current stock price, short tenure and high mobility of top managers
	Increased emphasis on the long term, focus on critical success factors, commitment to the long-term success of the firm, including shareholder value


Social, Political, and Cultural Considerations

In addition to changes in the business environment, significant changes have taken place in the social, political, and cultural environments that affect business. Although the nature and extent of these changes vary a great deal from country to country, they include a more ethnically and racially diverse workforce, changes in regulatory requirements, and a renewed sense of ethical responsibility among managers and employees.

The new business environment requires firms to be flexible and adaptable and to place greater responsibility in the hands of a more highly skilled workforce. Additionally, the changes tend to focus the firm on factors outside the production of its product or provision of its service to the ultimate consumer and the global society in which the consumer lives.
The Strategic Focus of Cost Management

The competitive firm incorporates the emerging and anticipated changes in the contemporary environment of business into its business planning and practices. The competitive firm is customer driven, uses advanced manufacturing and information technologies when appropriate, anticipates the effect of changes in regulatory requirements and customer tastes, and recognizes its complex social, political, and cultural environment. Guided by strategic thinking, the management accountant focuses on the factors that make the company successful rather than relying only on costs and other financial measures. We are reminded of the story of the Scottish farmer who had prize sheep to take to market. When asked why his sheep were always superior to those of his neighbors, the farmer responded, “While they’re weighing their sheep, I’m fattening mine.” Similarly, cost management focuses not on the measurement per se but on the identification of measures that are critical to the organization’s success. Robert Kaplan’s classification of the stages of the development of cost management systems describes this shift in focus:2
1 

Stage 1. Cost management systems are basic transaction reporting systems. Stage 2. As they develop into the second stage, cost management systems focus on external financial reporting. The objective is reliable financial reports; accordingly, the usefulness for cost management is limited. Stage 3. Cost management systems track key operating data and develop more accurate and relevant cost information for decision making; cost management information is developed. Stage 4. Strategically relevant cost management information is an integral part of the system.
The first two stages of cost system development focus on the management accountant’s measurement and reporting role, and the third stage shifts to operational control. In the fourth stage, the ultimate goal, the management accountant is an integral part of management, not a reporter but a full business partner, working on management teams to implement the firm’s strategy. This requires the identification of the firm’s critical success factors and the use of analytical, forward-looking decision support. Critical success factors (CSFs) are measures of those aspects of the firm’s performance essential to its competitive advantage and, therefore, to its success. Many of these critical success factors are financial, but many are nonfinancial. The CSFs for any given firm depend on the nature of the competition it faces. The development and use of CSFs is taken up in Chapter 2.

Contemporary Management Techniques: The Management Accountant’s Response to the Contemporary Business Environment

LO 1-3
Explain the contemporary management techniques and how they are used in cost management to respond to the contemporary business environment.
Management accountants, guided by a strategic focus, have responded to the six changes in the contemporary business environment with 13 methods that are useful in implementing strategy in these dynamic times. The first six methods focus directly on strategy implementation: the balanced scorecard/strategy map, value chain, activity-based costing and management, business intelligence, target costing, and life-cycle costing. The next seven methods help to achieve strategy implementation through a focus on process improvement: benchmarking, business process improvement, total quality management, lean accounting, the theory of constraints, sustainability, and enterprise risk management. Each of these methods is covered in one or more of the chapters of the text.

The Balanced Scorecard (BSC) and Strategy Map

Strategic information using critical success factors provides a road map for the firm to use to chart its competitive course and serves as a benchmark for competitive success. Financial measures such as profitability reflect only a partial, and frequently only a short-term, measure of the firm’s progress. Without strategic information, the firm is likely to stray from its competitive course and to make strategically wrong product decisions, for example, choosing the wrong products or the wrong marketing and distribution methods.
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To emphasize the importance of using strategic information, both financial and nonfinancial, accounting reports of a firm’s performance are now often based on critical success factors in four different perspectives. One perspective is financial; the other three are nonfinancial:

2 Financial performance. Measures of profitability and market value, among others, as indicators of how well the firm satisfies its owners and shareholders.
3 Customer satisfaction. Measures of quality, service, and low cost, among others, as indicators of how well the firm satisfies its customers.
4 Internal processes. Measures of the efficiency and effectiveness with which the firm produces the product or service.
5 Learning and growth. Measures of the firm’s ability to develop and utilize human resources to meet its strategic goals now and into the future.
An accounting report based on the four perspectives is called a balanced scorecard (BSC). The concept of balance captures the intent of broad coverage, financial and nonfinancial, of all factors that contribute to the firm’s success in achieving its strategic goals. The balanced scorecard provides a basis for a more complete analysis than is possible with financial data alone. The use of the balanced scorecard is thus a critical ingredient of the overall approach that firms take to become and remain competitive. An example of a balanced scorecard is shown in Exhibit 1.4.

EXHIBIT 1.4

The Balanced Scorecard: Financial and Nonfinancial Measures of Success

	Financial Measures of Success
	Nonfinancial Measures of Success

	Sales growth
	Customer

	Earnings growth
	    Market share and growth in market share

	Dividend growth
	    Customer service (e.g., based on number of complaints)

	Bond and credit ratings
	    On-time delivery

	Cash flow
	    Customer satisfaction (customer survey)

	Increase in stock price
	    Brand recognition (growth in market share)

	 
	Internal Processes

	 
	    High product quality

	 
	    High manufacturing productivity

	 
	    Cycle time (the time from receipt of a customer’s order to delivery)

	 
	    Product yield and reduction in waste

	 
	Learning and Growth

	 
	    Competence of managers (education attained)

	 
	    Morale and firmwide culture (employee survey)

	 
	    Education and training (training hours)

	 
	    Innovation (number of new products)


The strategy map is a method, based on the balanced scorecard, that links the various perspectives in a cause-and-effect diagram. For many companies, high achievement in the learning and growth perspective contributes directly to higher achievement in the internal process perspective, which in turn causes greater achievement in the customer satisfaction perspective, which then produces the desired financial performance. The strategy map is therefore a useful means in understanding how improvement in certain critical success factors contributes to other goals and to the ultimate financial results. We cover the balanced scorecard throughout the text; particularly in Chapters 2, 18, and 20.

The Value Chain

The value chain is an analysis tool organizations use to identify the specific steps required to provide a competitive product or service to the customer. In particular, an analysis of the firm’s value chain helps management discover which steps or activities are not competitive, where costs can be reduced, or which activity should be outsourced. Also, management can use the analysis to find ways to increase value for the customer at one or more steps of the value chain. For example, companies such as General Electric, IBM, U-Haul, and Harley-Davidson have found greater overall profits by moving downstream in the value chain to place a greater emphasis on high-value services and less emphasis on lower-margin manufactured products. A key idea of the value-chain analysis is that the firm should carefully study each step in its operations to determine how each step contributes to the firm’s profits and competitiveness. The value chain is covered in Chapters 2, 13, and 17.
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Activity-Based Costing and Management

Many firms have found that they can improve planning, product costing, operational control, and management control by using activity analysis to develop a detailed description of the specific activities performed in the firm’s operations. The activity analysis provides the basis for activity-based costing and activity-based management. Activity-based costing (ABC) is used to improve the accuracy of cost analysis by improving the tracing of costs to products or to individual customers. Activity-based management (ABM) uses activity analysis and activity-based costing to help managers improve the value of products and services and increase the organization’s competitiveness. ABC and ABM are key strategic tools for many firms, especially those with complex operations or diverse products and services. ABC and ABM are explained in Chapter 5 and then applied in several of the chapters that follow.

Business Intelligence

Business intelligence (also called business analytics or predictive analytics) is an approach to strategy implementation in which the management accountant uses data to understand and analyze business performance. Business intelligence (BI) often uses statistical methods such as regression or correlation analysis to predict consumer behavior, measure customer satisfaction, or develop models for setting prices, among other uses. BI is best suited for companies that have a distinctive capability which can be derived from measurable critical success factors. BI is similar to the BSC because it focuses on critical success factors; the difference is that BI uses analytical tools to develop predictive models of core business processes. BI is covered in Chapter 8.

Target Costing

Target costing is a method that has resulted directly from the intensely competitive markets in many industries. Target costing determines the desired cost for a product on the basis of a given competitive price, such that the product will earn a desired profit. Cost is thus determined by price. The firm using target costing must often adopt strict cost reduction measures or redesign the product or manufacturing process to meet the market price and remain profitable.

Target costing forces the firm to become more competitive, and, like benchmarking, it is a common strategic form of analysis in intensely competitive industries where even small price differences attract consumers to the lower-priced product. The camera manufacturing industry is a good example of an industry where target costing is used. Camera manufacturers such as Canon know the market price for each line of camera they manufacture, so they redesign the product (add/delete features, use less expensive parts and materials) and redesign the production process to get the manufacturing cost down to the predetermined target cost. The automobile industry also uses target costing. Target costing is covered in Chapter 13.

Life-Cycle Costing

Life-cycle costing is a method used to identify and monitor the costs of a product throughout its life cycle. The life cycle consists of all steps from product design and purchase of raw materials to delivery and service of the finished product. The steps typically include (1) research and development; (2) product design, including prototyping, target costing, and testing; (3) manufacturing, inspecting, packaging, and warehousing; (4) marketing, promotion, and distribution; and (5) sales and service. Cost management has traditionally focused only on costs incurred at the third step, manufacturing. Thinking strategically, management accountants now manage the product’s full life cycle of costs, including upstream and downstream costs as well as manufacturing costs. This expanded focus means careful attention to product design, since design decisions lock in most subsequent life-cycle costs. See Chapter 13 for coverage of life-cycle costing.

Benchmarking

Benchmarking is a process by which a firm identifies its critical success factors, studies the best practices of other firms (or other business units within a firm) for achieving these critical success factors, and then implements improvements in the firm’s processes to match or beat the performance of those competitors. Benchmarking was first implemented by Xerox Corporation in the late 1970s. Today, many firms use benchmarking. Some firms are recognized as leaders, and therefore benchmarks, in selected areas—for example, Nordstrom in retailing, Ritz-Carlton Hotels in service, The Boeing Company in manufacturing, and Apple Computer in innovation, among others.
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Benchmarking efforts are facilitated today by cooperative networks of noncompeting firms that exchange benchmarking information. For example, the International Benchmarking Clearinghouse (www.apqc.org) and the International Organization for Standardization (ISO) (www.iso.org) assist firms in strategic benchmarking.

Business Process Improvement

Whether you think you can or whether you think you can’t—you’re right.

Henry Ford
Henry Ford realized that the right attitude is important to success. That belief is what continuous improvement is all about. Business process improvement (BPI) is a management method by which managers and workers commit to a program of continuous improvement in quality and other critical success factors. Continuous improvement is very often associated with benchmarking and total quality management as firms seek to identify other firms as models to learn how to improve their critical success factors. While BPI is an incremental method, business process reengineering (BPR) is more radical. BPR is a method for creating competitive advantage in which a firm reorganizes its operating and management functions, often with the result that positions are modified, combined, or eliminated.

Total Quality Management

Total quality management (TQM) is a method by which management develops policies and practices to ensure that the firm’s products and services exceed customers’ expectations. This approach includes increased product functionality, reliability, durability, and serviceability. Cost management is used to analyze the cost consequences of different design choices and to measure and report the many aspects of quality, including, for example, production breakdowns and production defects, wasted labor or raw materials, the number of service calls, and the nature of complaints, warranty costs, and product recalls.

Lean Accounting

Firms that have adopted lean manufacturing, which is one of the six key aspects of the contemporary business environment (see page 8), will also typically use lean accounting. Lean accounting uses value streams to measure the financial benefits of a firm’s progress in implementing lean manufacturing. Lean accounting places the firm’s products and services into value streams, each of which is a group of related products or services. For example, a company manufacturing consumer electronics might have two groups of products (and two value streams)—digital cameras and video cameras—with several models in each group. Accounting for value streams can help the firm to better understand the impact on profitability of its lean manufacturing improvements. TQM and lean accounting are covered in Chapter 17.

The Theory of Constraints

The theory of constraints (TOC) is used to help firms effectively improve a very important critical success factor: cycle time, the rate at which raw materials are converted to finished products. The TOC helps identify and eliminate bottlenecks—places where partially completed products tend to accumulate as they wait to be processed in the production process. In the competitive global marketplace common to most industries, the ability to be faster than competitors is often a critical success factor. Many managers argue that the focus on speed in the TOC approach is crucial. They consider speed in product development, product delivery, and manufacturing to be paramount as global competitors find ever-higher customer expectations for rapid product development and prompt delivery. TOC is covered in Chapter 13.
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Sustainability
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Sustainability means the balancing of the organization’s short- and long-term goals in all three dimensions of performance—social, environmental, and financial. We view it in the broad sense to include identifying and implementing ways to reduce cost and increase revenue as well as to maintain compliance with social and environmental regulations and expectations. This can be accomplished through technological innovation and new product development as well as common-sense measures to improve the social and environmental impacts of the company’s operations. Ford Motor saves money through improvements in its storm water draining system at its River Rouge, Michigan, plant; other leaders in sustainability include Toyota and Honda motor companies, McDonald’s, and Walmart, among many others. The Dow Jones Sustainability Indices (www.sustainability-indices.com/review/annual-review-2014.jsp) identify and rank companies according to their sustainability performance. Sustainability is a key topic and is covered in each chapter; look for the sustainability icon next to problems involving this management technique.

Enterprise Risk Management

Enterprise risk management (ERM) is a framework and process that organizations use to manage the risks that could negatively or positively affect the company’s competitiveness and success. Risk is considered broadly to include (1) hazards such as fire or flood; (2) financial risks due to foreign currency fluctuations, commodity price fluctuations, and changes in interest rates; (3) operating risk related to customers, products, or employees; and (4) strategic risk related to top management decisions about the firm’s strategy and implementation thereof. For financial service firms particularly, ERM has become a much more important topic since the passage of the Dodd-Frank Wall Street Reform and Consumer Protection Act (2010), which requires new regulations for these firms. To indicate how widely used ERM has become, a 2013 survey of more than 1,000 risk management professionals by the Risk Management Society (RIMS) found that 63% of the organizations surveyed (www.rims.org/aboutRIMS/Newsroom/ News/Pages/2013RIMSERMSurveyNowAvailable.aspx) either had an ERM program in place or were currently implementing one. A recent survey of 100 senior finance executives by the American Productivity and Quality Center (APQC) indicates that only one in five of the executives were satisfied with their company’s corporate risk management systems. So while there has been progress in risk management, there is apparently continuing room for improvement (www.apqc.org). The text explains the role of ERM in Chapters 10, 11, and 12.
