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Introduction to Cost Management

AFTER STUDYING THIS CHAPTER, YOU SHOULD BE ABLE TO:

1. List the similarities and differences between 
financial accounting and cost management.

2. Identify the current factors affecting cost man-
agement.

3. Discuss the importance of the accounting system
for internal and external reporting.

4. Discuss the need for today’s cost accountant to
acquire cross-functional expertise.

5. Describe how management accountants function
within an organization.

6. Understand the importance of ethical behavior
for management accountants.

7. Identify the three forms of certification available
to internal accountants.

• • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • • •

Financial Accounting versus Cost Management

The accounting information system within an organization has two major subsystems: a financial accounting
system and a cost management accounting system. One of the major differences between the two systems
is the targeted user. Financial accounting is devoted to providing information for external users, includ-
ing investors, creditors (e.g., banks and suppliers), and government agencies. These external users find the
information helpful in making decisions to buy or sell shares of stock, buy bonds, issue loans and regula-
tory acts, and in making other financial decisions. Because the information needs of this group of external
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users are so diverse and the information must be so highly reliable, the financial ac-
counting system is designed in accordance with clearly defined accounting rules and
formats, or generally accepted accounting principles (GAAP). Cost management pro-
duces information for internal users. Specifically, cost management identifies, collects,
measures, classifies, and reports information that is useful to managers for determining
the cost of products, customers, and suppliers, and other relevant objects and for plan-
ning, controlling, making continuous improvements, and decision making.

Cost management has a much broader focus than that found in traditional costing
systems. It is not only concerned with how much something costs but also with the
factors that drive costs, such as cycle time, quality, and process productivity. Thus, cost
management requires a deep understanding of a firm’s cost structure. Managers must
be able to determine the long- and short-run costs of activities and processes as well as
the costs of goods, services, customers, suppliers, and other objects of interest. Causes
of these costs are also carefully studied.

The costs of activities and processes do not appear on the financial statements. Yet,
knowing these costs and their underlying causes is critical for companies engaging in
such tasks as continuous improvement, total quality management, environmental cost
management, productivity enhancement, and strategic cost management.

Cost management encompasses both the cost accounting and the management ac-
counting information systems. Cost accounting attempts to satisfy costing objectives for
both financial and management accounting. When cost accounting is used to comply
with a financial accounting objective, it measures and assigns costs in accordance with
GAAP. When used for internal purposes, cost accounting provides cost information
about products, customers, services, projects, activities, processes, and other details that
may be of interest to management. The cost information provided plays an important
support role for planning, controlling, and decision making. This information need not,
and often should not, follow GAAP.

Management accounting is concerned specifically with how cost information and
other financial and nonfinancial information should be used for planning, controlling,
continuous improvement, and decision making. Management accounting has an over-
all objective of making sure that organizations make effective use of resources so that
value is maximized for shareholders and customers and other interested shareholders.
Porsche, Stihl, DaimlerChrysler, and other German companies view management ac-
counting as a distinct discipline and typically employ as many or more staff in man-
agement accounting as in financial accounting.1

It should be emphasized that both the cost management information system and
the financial accounting information system are part of the total accounting informa-
tion system. Unfortunately, the content of the cost management accounting system is
all too often driven by the needs of the financial accounting system. The reports of both
cost management and financial accounting are frequently derived from the same data-
base, which was originally established to support the reporting requirements of finan-
cial accounting. Many organizations need to expand this database, or create additional
databases, in order to satisfy more fully the needs of internal users. For example, a firm’s
profitability is of interest to investors, but managers need to know the profitability of
individual products. The accounting system should be designed to provide both total
profits and profits for individual products. The key point here is flexibility—the ac-
counting system should be able to supply different data for different purposes.

Factors Affecting Cost Management

Over the last 25 years, worldwide competitive pressures, deregulation, growth in the
service industry, and advances in information and manufacturing technology have
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changed the nature of our economy and caused many manufacturing and service in-
dustries to dramatically change the way in which they operate. These changes, in turn,
have prompted the development of innovative and relevant cost management practices.
For example, activity-based accounting systems have been developed and implemented
in many organizations. Additionally, the focus of cost management accounting systems
has been broadened to enable managers to better serve the needs of customers and
manage the firm’s business processes that are used to create customer value. A firm can
establish a competitive advantage by providing more customer value for less cost than
its competitors. To secure and maintain a competitive advantage, managers seek to im-
prove time-based performance, quality, and efficiency. Accounting information must be
produced to support these three fundamental organizational goals.

Global Competition
Vastly improved transportation and communication systems have led to a global market
for many manufacturing and service firms. Several decades ago, firms neither knew nor
cared what similar firms in Japan, France, Germany, and Singapore were producing.
These foreign firms were not competitors since their markets were separated by geo-
graphical distance. Now, both small and large firms are affected by the opportunities of-
fered by global competition. Stillwater Designs, a small firm that designs and markets
Kicker speakers, has significant markets in Europe. The manufacture of the Kicker speak-
ers is mostly outsourced to Asian producers. At the other end of the size scale, Procter
& Gamble, The Coca-Cola Company, and Mars, Inc., are developing sizable markets
in China. Automobiles, currently being made in Japan, can be in the United States in
two weeks. Investment bankers and management consultants can communicate with for-
eign offices instantly. Improved transportation and communication in conjunction with
higher quality products that carry lower prices have upped the ante for all firms. This
new competitive environment has increased the demand not only for more cost infor-
mation but also for more accurate cost information. Cost information plays a vital role
in reducing costs, improving productivity, and assessing product-line profitability.

Growth of the Service Industry
As traditional industries have declined in importance, the service sector of the economy
has increased in importance. The service sector now comprises approximately three-
quarters of the U.S. economy and employment. Many services—among them account-
ing services, transportation, and medical services—are exported. Experts predict that this
sector will continue to expand in size and importance as service productivity grows. Dereg-
ulation of many services (e.g., airlines and telecommunications in the past and utilities in
the present) has increased competition in the service industry. Many service organizations
are scrambling to survive. The increased competition has made managers in this industry
more conscious of the need to have accurate cost information for planning, controlling,
continuous improvement, and decision making. Thus, the changes in the service sector
add to the demand for innovative and relevant cost management information.

Advances in Information Technology
Three significant advances relate to information technology. One is intimately connected
with computer-integrated applications. With automated manufacturing, computers are
used to monitor and control operations. Because a computer is being used, a consid-
erable amount of useful information can be collected, and managers can be informed
about what is happening within an organization almost as it happens. It is now possi-
ble to track products continuously as they move through the factory and to report (on
a real-time basis) such information as units produced, material used, scrap generated,
and product cost. The outcome is an operational information system that fully inte-
grates manufacturing with marketing and accounting data.
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Enterprise resource planning (ERP) software has the objective of providing an
integrated system capability—a system that can run all the operations of a company and
provide access to real-time data from the various functional areas of a company. Using
this real-time data enables managers to continuously improve the efficiency of organi-
zational units and processes. To support continuous improvement, information that is
timely, accurate, and detailed is needed.

Automation and integration increase both the quantity (detail) and the timeliness
of information. For managers to fully exploit the value of the more complex informa-
tion system, they must have access to the data of the system—they must be able to ex-
tract and analyze the data from the information system quickly and efficiently. This, in
turn, implies that the tools for analysis must be powerful.

The second major advance supplies the required tools: the availability of personal
computers (PCs), online analytic programs (OLAP), and decision-support systems
(DSS). The PC serves as a communications link to the company’s information system,
and OLAP and DSS supply managers with the capability to use that information. PCs
and software aids are available to managers in all types of organizations. Often, a PC
acts as a networking terminal and is connected to an organization’s database, allowing
managers to access information more quickly, do their own analyses, and prepare many
of their own reports. The ability to enhance the accuracy of product costing is now
available. Because of advances in information technology, cost accountants have the
flexibility to respond to the managerial need for more complex product costing meth-
ods such as activity-based costing (ABC).

ABC software is classified as online analytic software. Online analytic applications
function independently of an organization’s core transactions but at the same time are
dependent on the data resident in an ERP system.2 ABC software typically interfaces
with DSS software and other online analytic software to facilitate applications such as
cost estimating, product pricing, and planning and budgeting. This vast computing ca-
pability now makes it possible for accountants to generate individualized reports on an
as-needed basis. Many firms have found that the increased responsiveness of a con-
temporary cost management system has allowed them to realize significant cost savings
by eliminating the huge volume of internally generated monthly financial reports.

The third major advance is the emergence of electronic commerce. Electronic com-
merce (e-commerce) is any form of business that is executed using information and
communications technology. Internet trading, electronic data interchange, and bar cod-
ing are examples of e-commerce. Internet trading allows buyers and sellers to come to-
gether and execute transactions from diverse locations and circumstances. Internet trading
allows a company to act as a virtual organization, thus reducing overhead. Electronic
data interchange (EDI) involves the exchange of documents between computers using
telephone lines and is widely used for purchasing and distribution. The sharing of in-
formation among trading partners reduces costs and improves customer relations, thus
leading to a stronger competitive position. EDI is an integral part of supply chain man-
agement (value-chain management). Supply chain management is the management of
products and services from the acquisition of raw materials through manufacturing, ware-
housing, distribution, wholesaling, and retailing. The emergence of EDI and supply chain
management has increased the importance of costing out activities in the value chain and
determining the cost to the company of different suppliers and customers.

Advances in the Manufacturing Environment
Manufacturing management approaches such as the theory of constraints and just-in-
time have allowed firms to increase quality, reduce inventories, eliminate waste, and re-
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duce costs. Automated manufacturing has produced similar outcomes. The impact of
improved manufacturing technology and practices on cost management is significant.
Product costing systems, control systems, allocation, inventory management, cost struc-
ture, capital budgeting, variable costing, and many other accounting practices are be-
ing affected.

Theory of Constraints

The theory of constraints is a method used to continuously improve manufacturing
and nonmanufacturing activities. It is characterized as a “thinking process” that begins
by recognizing that all resources are finite. Some resources, however, are more critical
than others. The most critical limiting factor, called a constraint, becomes the focus of
attention. By managing this constraint, performance can be improved. To manage the
constraint, it must be identified and exploited (i.e., performance must be maximized sub-
ject to the constraint). All other actions are subordinate to the exploitation decision. Fi-
nally, to improve performance, the constraint must be elevated. The process is repeated
until the constraint is eliminated (i.e., it is no longer the critical performance limiting
factor). The process then begins anew with the resource that has now become the crit-
ical limiting factor. Using this method, lead times and, thus, inventories can be reduced.

Just-in-Time Manufacturing

A demand-pull system, just-in-time (JIT) manufacturing strives to produce a prod-
uct only when it is needed and only in the quantities demanded by customers. Demand,
measured by customer orders, pulls products through the manufacturing process. Each
operation produces only what is necessary to satisfy the demand of the succeeding op-
eration. No production takes place until a signal from a succeeding process indicates
the need to produce. Parts and materials arrive just in time to be used in production.

JIT manufacturing typically reduces inventories to much lower levels (theoretically
to insignificant levels) than those found in conventional systems, increases the empha-
sis on quality control, and produces fundamental changes in the way production is or-
ganized and carried out. Basically, JIT manufacturing focuses on continual improvement
by reducing inventory costs and dealing with other economic problems. Reducing in-
ventories frees up capital that can be used for more productive investments. Increasing
quality enhances the competitive ability of the firm. Finally, changing from a traditional
manufacturing setup to JIT manufacturing allows the firm to focus more on quality
and productivity and, at the same time, allows a more accurate assessment of what it
costs to produce products.

Computer-Integrated Manufacturing

Automation of the manufacturing environment allows firms to reduce inventory, in-
crease productive capacity, improve quality and service, decrease processing time, and
increase output. Automation can produce a competitive advantage for a firm. The im-
plementation of an automated manufacturing facility typically follows JIT and is a re-
sponse to the increased needs for quality and shorter response times. As more firms
automate, competitive pressures will force other firms to do likewise. For many manu-
facturing firms, automation may be equivalent to survival.

The three possible levels of automation are (1) the stand-alone piece of equipment,
(2) the cell, and (3) the completely integrated factory. Before a firm attempts any level
of automation, it should first do all it can to produce a more focused, simplified man-
ufacturing process. For example, most of the benefits of going to a completely inte-
grated factory can often be achieved simply by implementing JIT manufacturing.

If automation is justified, it may mean installation of a computer-integrated man-
ufacturing (CIM) system. CIM implies the following capabilities: (1) the products are
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designed through the use of a computer-assisted design (CAD) system; (2) a computer-
assisted engineering (CAE) system is used to test the design; (3) the product is manu-
factured using a computer-assisted manufacturing (CAM) system (CAMs use
computer-controlled machines and robots); and (4) an information system connects the
various automated components.

A particular type of CAM is the flexible manufacturing system. Flexible manufac-
turing systems are capable of producing a family of products from start to finish using
robots and other automated equipment under the control of a mainframe computer.
This ability to produce a variety of products with the same set of equipment is clearly
advantageous.

Customer Orientation
Firms are concentrating on the delivery of value to the customer with the objective of
establishing a competitive advantage. Accountants and managers refer to a firm’s value

chain as the set of activities required to design, develop, produce, market, and deliver
products and services to customers. As a result, a key question to be asked about any
process or activity is whether it is important to the customer. The cost management
system must track information relating to a wide variety of activities important to cus-
tomers (e.g., product quality, environmental performance, new product development,
and delivery performance). Customers now count the delivery of the product or service
as part of the product. Companies must compete not only in technological and man-
ufacturing terms but also in terms of the speed of delivery and response. Firms like Fed-
eral Express have exploited this desire by identifying and developing a market the U.S.
Post Office could not serve.

Companies have internal customers as well. The staff functions of a company exist
to serve the line functions. The accounting department creates cost reports for pro-
duction managers. Accounting departments that are “customer driven” assess the value
of the reports to be sure that they communicate significant information in a timely and
readable fashion. Reports that do not measure up are dropped.

New Product Development
A high proportion of production costs are committed during the development and de-
sign stage of new products. The effects of product development decisions on other parts
of the firm’s value chain are now widely acknowledged. This recognition has produced
a demand for more sophisticated cost management procedures relating to new product
development—procedures such as target costing and activity-based management. Tar-
get costing encourages managers to assess the overall cost impact of product designs
over the product’s life cycle and simultaneously provides incentives to make design
changes to reduce costs. Activity-based management identifies the activities produced
at each stage of the development process and assesses their costs. Activity-based man-
agement is complimentary to target costing because it enables managers to identify the
activities that do not add value and then eliminate them so that overall life cycle costs
can be reduced.

Total Quality Management
Continuous improvement and elimination of waste are the two foundation principles
that govern a state of manufacturing excellence. Manufacturing excellence is the key to
survival in today’s world-class competitive environment. Producing products and services
that actually perform according to specifications and with little waste are the twin ob-
jectives of world-class firms. A philosophy of total quality management, in which man-
agers strive to create an environment that will enable organizations to produce defect-free
products and services, has replaced the acceptable quality attitudes of the past.
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The emphasis on quality applies to services as well as products. Boeing Aerospace
Support (AS) provides maintenance and training support for Boeing aircraft. From
1999 to 2003, AS significantly improved the quality of its services. From 1998 to 2003,
the “exceptional” and “very good” responses on customer satisfaction surveys increased
by more than 23 percent. On-time delivery of maintenance services was about 95 per-
cent. For one program, the turn-around time was about three days for AS, while its
competitors were taking up to 40 days for the same services. As a consequence of the
improved quality, AS more than doubled its revenues from 1999 to 2003 (especially
impressive given that the market growth was flat during this period). The company also
received the 2003 Malcolm Baldrige National Quality Award in the service category.3

The message is clear. Pursuing an objective of improving quality promises major
benefits. Cost management supports this objective by providing crucial information con-
cerning quality-related activities and quality costs. Managers need to know which quality-
related activities add value and which ones do not. They also need to know what quality
costs are and how they change over time.

Time as a Competitive Element
Time is a crucial element in all phases of the value chain. Firms can reduce time to mar-
ket by redesigning products and processes, by eliminating waste, and by eliminating
non-value-added activities. Firms can reduce the time spent on delivery of products or
services, reworking a product, and unnecessary movements of materials and
subassemblies.

Decreasing non-value-added time appears to go hand-in-hand with increasing qual-
ity. With quality improvements, the need for rework decreases, and the time to pro-
duce a good product decreases. The overall objective is to increase customer
responsiveness.

Time and product life cycles are related. The rate of technological innovation has
increased for many industries, and the life of a particular product can be quite short.
Managers must be able to respond quickly and decisively to changing market condi-
tions. Information to allow them to accomplish this goal must be available. Hewlett-
Packard has found that it is better to be 50 percent over budget in new product
development than to be six months late. This correlation between cost and time is a
part of the cost management system.

Efficiency
While quality and time are important, improving these dimensions without corre-
sponding improvements in financial performance may be futile, if not fatal. Improving
efficiency is also a vital concern. Both financial and nonfinancial measures of efficiency
are needed. Cost is a critical measure of efficiency. Trends in costs over time and mea-
sures of productivity changes can provide important measures of the efficacy of con-
tinuous improvement decisions. For these efficiency measures to be of value, costs must
be properly defined, measured, and accurately assigned.

Production of output must be related to the inputs required, and the overall fi-
nancial effect of productivity changes should be calculated. Activity-based costing and
profit-linked productivity measurement are responses to these demands. Activity-based
costing is a relatively new approach to cost accounting that provides more accurate and
meaningful cost assignments. By analyzing underlying activities and processes, elimi-
nating those that do not add value, and enhancing those that do add value, dramatic
increases in efficiency can be realized.
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A Systems Approach

The accounting system can be viewed as an approach to record transactions. A firm
may develop a system that ranges from simple to complex, depending on the underly-
ing processes it describes. The financial system of a typical college student is quite sim-
ple. It may consist of a checkbook and a wallet. Cash on hand may be counted when
necessary to see if a purchase is possible. Similarly, from time to time, the checkbook
is balanced to see if the bank’s view is similar to the checkbook holder’s view. There
probably is not much paperwork and no need for a journal and chart of accounts. One
individual is responsible for purchases and payments. However, as the entity grows, say
as a small business with several employees, the simple system does not work. One per-
son cannot keep track of all the detail; several people may be responsible for payments
and purchases as well as sales. Certain standardized techniques are required.

The systems approach for the modern company is a data-based, relationship account-
ing approach. Exhibit 1-1 shows the traditional accounting system as a funnel. Transac-
tions occur, and supporting documents are accumulated. These documents contain a wealth
of data. For example, a purchase order may show the type, amount, and cost of the ma-
terials to be purchased, as well as the date and the individual who requested the materials.
This purchase is then entered into the journal, yet only the date, account name, and dol-
lar amount are retained. In other words, much potentially useful information is eliminated.

Next, the amounts in the journal are aggregated in the general ledger; thus, more
information is lost at this stage. Finally, the ledger amounts are summarized in finan-
cial reports—and still more information is deleted.

The data-based, or relationship, accounting system preserves information. The rec-
tangle in Exhibit 1-1 represents the new accounting system. All information pertinent
to a transaction is entered into a database. Various users of information can extract what
they need from the database and create custom accounting reports. Information is not
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lost; it is still available for other users with different needs. If a salesperson writes up an
order, data on the customer’s name and address, product ordered, quantity, price, and
date to be delivered are entered into the database. The marketing manager may use in-
formation on the price and quantity ordered to determine the sales commission. The
production manager may need information on product type, quantity, and delivery date
to schedule production.

The moving force behind this shift from an external report-based accounting sys-
tem to a relationship-based accounting system is the widespread availability of tech-
nology. Powerful personal computers and networked systems make the accounting
system available to a wide variety of users within the company.

The development and adoption of powerful ERP programs (e.g., SAP, Oracle,
PeopleSoft, and JD Edwards) have moved the concept of an integrated database from
the realm of theory to reality. This has forced a shift in perspective. An ERP system in-
tegrates many information systems into one enterprise-wide system. This directly impacts
costing systems such as activity-based costing (ABC). An ERP system provides access to
timely information—both financial and nonfinancial—about many organizational units
and processes. This facilitates the adoption and implementation of an ABC system.

Cost Management: 
A Cross-Functional Perspective

Today’s cost accountant must understand many functions of a business’s value chain,
from manufacturing to marketing to distribution to customer service. This need is par-
ticularly important when the company is involved in international trade. Definitions of
product cost vary. The company’s internal accountants have moved beyond the tradi-
tional manufacturing cost approach to a more inclusive approach. This newer approach
to product costing may take into account the costs of the value-chain activities defined
by initial design and engineering, manufacturing, distribution, sales, and service. An in-
dividual who is well schooled in the various definitions of cost and who understands
the shifting definitions of cost from the short run to the long run can be invaluable in
determining what information is relevant in decision making.

Individuals with the ability to think cross-functionally can shift perspectives, ex-
panding their understanding of problems and their solutions. Japanese automakers got
their idea for JIT manufacturing from Taiichi Ohno’s (the creator of Toyota’s JIT pro-
duction system) 1956 trip to the United States. He toured American automobile fac-
tories and American supermarkets. The impressive array of goods in the supermarkets
and their constant turnover led to Ohno’s comprehension of the way that grocery cus-
tomers “pulled” products through the stores. That understanding led to Toyota’s at-
tempt to “pull” parts through production precisely when and where needed.4

Why try to relate cost management to marketing, management, and logistics? On-
time delivery affects costs. Cycle time affects costs. The way orders are received and
processed from customers affects costs. The way goods are purchased and delivered af-
fects costs—as do the quality of the components purchased and the reliability of sup-
pliers. It is clearly difficult—if not impossible—to manage costs unless there is interaction
and cooperation among all parts of a company.

The Need for Flexibility
No one cost management system exists. Costs important to one firm may be irrelevant
to another. Similarly, costs that are important in one context to a firm are unimportant
in other contexts.
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A member of the board of directors for Stillwater’s Mission of Hope, a nonprofit
shelter for the homeless, asked his accountant how to value the building used as the
shelter. In other words, what did it cost? The accountant’s answer was: “Why do you
want to know? If you need to know the value for insurance purposes—to determine
how much insurance to buy—then perhaps replacement cost would be the answer. If
you are trying to set a price to sell the building (and build another one elsewhere), then
current market value of the real estate would be the answer. If you need the cost for
the balance sheet, then historical cost is required by GAAP.” Different costs are needed
for different purposes. The intelligent cost accountant must find the reason for the ques-
tion in order to suggest an appropriate answer. A good cost management system facil-
itates these answers.

An understanding of the structure of the business environment in which the com-
pany operates is an important input in designing a cost management system. A primary
distinction is made between manufacturing and service firms. However, overlap occurs
because some manufacturing firms emphasize service to customers while some service
firms emphasize the quality of their “product.” Retailing is another classification, and
its needs would require still another system.

Behavioral Impact of Cost Information
Cost information is not neutral; it does not stand in the background, merely reflecting
what has happened in an unbiased way. Instead, the cost management information sys-
tem also shapes business. By keeping track of certain information, business owners are
saying that these things are important. The ignoring of other information implies that
it is not important. An old joke states that an accountant is someone who knows the
cost of everything and the value of nothing.

Today’s accountant must be an expert at valuing things. This includes methods (1)
of costing and achieving quality, (2) of differentiating between value-added and non-
value-added activities, and (3) of measuring and accounting for productivity. Thus, it is
crucial that owners, managers, and accountants be aware of the signals that are being sent
out by the accounting information system and ensure that correct signals are being sent.

The Role of Today’s Cost and 
Management Accountant

World-class firms are those that are at the cutting edge of customer support. They know
their market and their product. They strive continually to improve product design, man-
ufacture, and delivery. These companies can compete with the best of the best in a
global environment. Accountants, too, can be termed world class. Those who merit this
designation are intelligent and well prepared. They not only have the education and
training to accumulate and provide financial information, but they stay up to date in
their field and in business. In addition, world-class accountants must be familiar with
the customs and financial accounting rules of the countries in which their firm operates.

Line and Staff Positions
The role of cost and management accountants in an organization is one of support and
teamwork. They assist those who are responsible for carrying out an organization’s ba-
sic objectives. Positions that have direct responsibility for the basic objectives of an or-
ganization are referred to as line positions. In general, individuals in line positions
participate in activities that produce and sell their company’s product or service. Posi-
tions that are supportive in nature and have only indirect responsibility for an organi-
zation’s basic objectives are called staff positions.
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In an organization whose basic mission is to produce and sell laser printers, the vice
presidents of manufacturing and marketing, the factory manager, and the assemblers
are all line positions. The vice presidents of finance and human resources, the cost ac-
countant, and the purchasing manager are all staff positions.

The partial organization chart, shown in Exhibit 1-2, illustrates the organizational
positions for production and finance. Because one of the basic objectives of the orga-
nization is to produce, those directly involved in production hold line positions. Al-
though management accountants such as controllers and cost accounting managers may
exercise considerable influence in the organization, they have no authority over the
managers in the production area. The managers in line positions are the ones who set
policy and make the decisions that impact production. However, by supplying and in-
terpreting accounting information, accountants can have significant input into policies
and decisions. Accountants also participate in project teams that are involved in deci-
sion making.
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President

Assembly
Foreman

Cost TaxFinancial Systems
Internal
Audit

The Controller

The controller, the chief accounting officer, supervises all accounting departments. Be-
cause of the critical role that management accounting plays in the operation of an or-
ganization, the controller is often viewed as a member of the top management team
and encouraged to participate in planning, controlling, and decision-making activities.
As the chief accounting officer, the controller has responsibility for both internal and
external accounting requirements. This charge may include direct responsibility for in-
ternal auditing, cost accounting, financial accounting [including Securities Exchange
Commission (SEC) reports and financial statements], systems accounting (including
analysis, design, and internal controls), budgeting support, economic analysis, and taxes.



The duties and organization of the controller’s office vary from firm to firm. In some
companies, the internal audit department may report directly to the financial vice pres-
ident; similarly, the systems department may report directly to the financial vice presi-
dent or even to another staff vice president. A possible organization of a controller’s
office is also shown in Exhibit 1-2.

The Treasurer

The treasurer is responsible for the finance function. Specifically, the treasurer raises
capital and manages cash (banking and custody), investments, and investor relations.
The treasurer may also be in charge of credit and collections as well as insurance. As
shown in Exhibit 1-2, the treasurer reports to the financial vice president.

Information for Planning, Controlling, Continuous
Improvement, and Decision Making

The cost and management accountant is responsible for generating financial informa-
tion required by the firm for internal and external reporting. This involves responsibil-
ity for collecting, processing, and reporting information that will help managers in their
planning, controlling, and other decision-making activities.

Planning

The detailed formulation of future actions to achieve a particular end is the management
activity called planning. Planning therefore requires setting objectives and identifying
methods to achieve those objectives. A firm may have the objective of increasing its short-
and long-term profitability by improving the overall quality of its products. By improv-
ing product quality, the firm should be able to reduce scrap and rework, decrease the
number of customer complaints and the amount of warranty work, reduce the resources
currently assigned to inspection, and so on, thus increasing profitability. This is accom-
plished by working with suppliers to improve the quality of incoming raw materials, es-
tablishing quality control circles, and studying defects to ascertain their cause.

Controlling

The processes of monitoring a plan’s implementation and taking corrective action as
needed are referred to as controlling. Control is usually achieved with the use of feed-
back. Feedback is information that can be used to evaluate or correct the steps that are
actually being taken to implement a plan. Based on the feedback, a manager may decide
to let the implementation continue as is, take corrective action of some type to put the
actions back in harmony with the original plan, or do some midstream replanning.

Feedback is a critical facet of the control function. It is here that accounting once
again plays a vital role. Accounting reports that provide feedback by comparing planned
(budgeted) data with actual data are called performance reports. Exhibit 1-3 shows a
performance report that compares budgeted sales and cost of goods sold with the ac-
tual amounts for the month of August. Deviations from the planned amounts that in-
crease profits are labeled “favorable,” while those that decrease profits are called
“unfavorable.” These performance reports can have a dramatic impact on managerial
actions—but they must be realistic and supportive of management plans. Revenue and
spending targets must be based (as closely as possible) on actual operating conditions.

Continuous Improvement

In a dynamic environment, firms must continually improve their performance to remain
competitive or to establish a competitive advantage. Continuous improvement has the
goals to do better than before and to do better than competitors. Continuous im-
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provement has been defined as “the relentless pursuit of improvement in the delivery
of value to customers.”5 In practical terms, continuous improvement means searching
for ways to increase overall efficiency by reducing waste, improving quality, and re-
ducing costs. Cost management supports continuous improvement by providing infor-
mation that helps identify ways to improve and then reports on the progress of the
methods that have been implemented. It also plays a critical role by developing a con-
trol system that locks in and maintains any improvements realized.

Decision Making

The process of choosing among competing alternatives is decision making. Decisions
can be improved if information about the alternatives is gathered and made available
to managers. One of the major roles of the accounting information system is to supply
information that facilitates decision making. This pervasive managerial function is an
important part of both planning and control. A manager cannot plan without making
decisions. Managers must choose among competing objectives and methods to carry
out the chosen objectives. Only one of numerous mutually exclusive plans can be cho-
sen. Similar comments can be made concerning the control function.

Accounting and Ethical Conduct

Business ethics is learning what is right or wrong in the work environment and choosing
what is right. Business ethics could also be described as the science of conduct for the work
environment.6 Principles of personal ethical behavior include concern for the well-being
of others, respect for others, trustworthiness and honesty, fairness, doing good, and pre-
venting harm to others. For professionals such as accountants, managers, engineers, and
physicians, ethical behavior principles can be expanded to include concepts such as objec-
tivity, full disclosure, confidentiality, due diligence, and avoiding conflicts of interest.

Benefits of Ethical Behavior
Attention to business ethics can bring significant benefits to a company. Companies
with a strong code of ethics can create strong customer and employee loyalty. Observing
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Performance Report IllustratedEXHIBIT 1-3

Golding Foods, Inc.
Performance Report

For the Month Ended August 31, 2007

Budget Item Actual Budgeted Variance

Sales  . . . . . . . . . . . . . . . . . . . . . . . $800,000 $900,000 $100,000 U

Cost of goods sold  . . . . . . . . . . . . . 600,000 650,000 50,000 F

Note: U � Unfavorable; F � Favorable.

5. As defined in P. B. B. Turney and B. Anderson, “Accounting for Continuous Improvement,” Sloan Manage-

ment Review (Winter 1989): 37–47.

6. For a brief but thorough introduction to business ethics, see Carter McNamara, “Complete Guide to Ethics

Management: An Ethics Toolkit for Managers,” http://www.mapnp.org/library/ethics/ethxgde.htm as of May

10, 2004.

Understand the
importance of
ethical behavior
for management
accountants.

O
BJECTIVE6

http://www.mapnp.org/library/ethics/ethxgde.htm


ethical practices now can avoid later litigation costs. Companies in business for the long
term find that it pays to treat all of their constituents honestly and fairly. Furthermore,
a company that values people more than profit and is viewed as operating with integrity
and honor is more likely to be a commercially successful and responsible business. These
observations are supported by a 1997 U.S. study and a more recent 2002 U.K. study
concerning ethics and financial performance. Both studies find that publicly held firms
with an emphasis on ethics outperform firms without any such emphasis (emphasis is
measured by a management report mentioning ethics for the U.S. study and by the
presence of an ethics code for the U.K. study).7

Standards of Ethical Conduct 
for Management Accountants
Organizations and professional associations often establish a code of ethics or standards
of conduct for their managers and employees. All firms subject to the Sarbanes-Oxley
Act of 2002 must establish a code of ethics. A survey taken by Deloitte & Touche

LLP and the Corporate Board Member magazine in 2003 revealed that 83 percent of
the corporations surveyed had established formal codes of ethics, 98 percent agreed that
an ethics and compliance program is an essential part of corporate governance, and 75
percent of those with codes of ethics were actively monitoring compliance.8 The Insti-
tute of Management Accountants (IMA) has established ethical standards for manage-
ment accountants. Management accountants are subject to this professional code and
have been advised that, “they shall not commit acts contrary to these standards nor
shall they condone the commission of such acts by others in their organizations.”9 The
standards and the recommended resolution of ethical conflict are presented in Exhibit
1-4. The code has five major divisions: competence, confidentiality, integrity, objectiv-
ity, and resolution of ethical conflict.

To illustrate an application of the code, suppose that the vice president of finance
has informed Bill Johnson, a divisional controller, that the division’s accounting staff
will be reduced by 20 percent within the next four weeks. Furthermore, Bill Johnson
is instructed to refrain from mentioning the layoffs because of the potential uproar that
would be caused. One of the targeted layoffs is a cost accounting manager who hap-
pens to be a good friend. Bill Johnson also knows that his good friend is planning to
buy a new sports utility vehicle within the next week. Bill is strongly tempted to inform
his friend so that he can avoid tying up cash that he may need until a new position is
found. Would it be unethical for Bill to share his confidential information with his
friend? This situation is an example of an ethical dilemma. Informing the friend would
violate II-1, the requirement that confidential information must not be disclosed un-
less authorized. Resolution of the conflict may be as simple as chatting with the vice
president, explaining the difficulty, and obtaining permission to disclose the layoff.

Certification

A variety of certifications are available to management accountants. Three of the ma-
jor certifications available are a Certificate in Management Accounting, a Certificate in
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7. Curtis C. Verschoor, “Principles Build Profits,” Management Accounting (October 1997): 42–46; Simon 

Webley and Elise Moore, “Does Business Ethics Pay?” Executive Summary, Institute of Business Ethics,

http://www.ibe.org.uk as of May 11, 2004.

8. Deloitte & Touche LLP and Corporate Board Member magazine, “Business Ethics and Compliance in the

Sarbanes-Oxley Era: A Survey,” http://www.deloitte.com/US/corpgov as of May 11, 2004.

9. Statement on Management Accounting No. 1C, “Standards of Ethical Conduct for Management Accoun-

tants” (Montvale, NJ: Institute of Management Accountants, 1983). The Standards of Ethical Conduct are

reprinted with permission from the Institute of Management Accountants.
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Standards of Ethical Conduct for Management AccountantsEXHIBIT 1-4

I. Competence

Management accountants have a responsibility to:

1. Maintain an appropriate level of professional competence by ongoing development of their knowledge and skills.

2. Perform their professional duties in accordance with relevant laws, regulations, and technical standards.

3. Prepare complete and clear reports and recommendations after appropriate analyses of relevant and reliable information.

II. Confidentiality

Management accountants have a responsibility to:

1. Refrain from disclosing confidential information acquired in the course of their work except when authorized, unless

legally obligated to do so.

2. Inform subordinates as appropriate regarding the confidentiality of information acquired in the course of their work and

monitor their activities to ensure the maintenance of that confidentiality.

3. Refrain from using or appearing to use confidential information acquired in the course of their work for unethical or

illegal advantage either personally or through a third party.

III. Integrity

Management accountants have a responsibility to:

1. Avoid actual or apparent conflicts of interest and advise all appropriate parties of any potential conflict.

2. Refrain from engaging in any activity that would prejudice their abilities to carry out their duties ethically.

3. Refuse any gift, favor, or hospitality that would influence their actions.

4. Refrain from either actively or passively subverting the attainment of the organization’s legitimate and ethical objectives.

5. Recognize and communicate professional limitations or other constraints that would preclude responsible judgment or

successful performance of an activity.

6. Communicate unfavorable as well as favorable information and professional judgments or opinions.

7. Refrain from engaging in or supporting any activity that would discredit the profession.

IV. Objectivity

Management accountants have a responsibility to:

1. Communicate information fairly and objectively.

2. Disclose fully all relevant information that could reasonably be expected to influence an intended user’s understanding of

the reports, comments, and recommendations presented.

Resolution of Ethical Conflict

In applying the standards of ethical conduct, management accountants may encounter problems in identifying unethical

behavior or in resolving ethical conflict. When faced with significant ethical issues, management accountants should follow

the established policies of the organization bearing on the resolution of such conflict. If these policies do not resolve the

ethical conflict, management accountants should consider the following courses of action:

1. Discuss such problems with the immediate supervisor except when it appears that the superior is involved, in which case

the problem should be presented initially to the next higher management level. If satisfactory resolution cannot be

achieved when the problem is initially presented, submit the issues to the next higher management level.

2. If the immediate superior is the chief executive officer, or equivalent, the acceptable reviewing authority may be a group

such as the audit committee, executive committee, board of directors, board of trustees, or owners. Contact with levels

above the immediate superior should be initiated only with the superior’s knowledge, assuming the superior is not

involved.

3. Clarify relevant concepts by confidential discussion with an objective advisor to obtain an understanding of possible

courses of action.

4. If the ethical conflict still exists after exhausting all levels of internal review, the management accountant may have no

other recourse on significant matters than to resign from the organization and to submit an informative memorandum to

an appropriate representative of the organization.

5. Except where legally prescribed, communication of such problems to authorities or individuals not employed or engaged

by the organization is not considered appropriate.



Public Accounting, and a Certificate in Internal Auditing. Each certification offers par-
ticular advantages to a cost or management accountant. In each case, an applicant must
meet specific educational and experience requirements and pass a qualifying examina-
tion to become certified. Thus, all three certifications offer evidence that the holder has
achieved a minimum level of professional competence. Furthermore, all three certifica-
tions require the holder to engage in continuing professional education in order to
maintain certification. Because certification reveals a commitment to professional com-
petency, most organizations encourage their management accountants to be certified.

The Certificate in Management Accounting

In 1974, the Institute of Management Accountants (IMA) developed the Certificate in
Management Accounting to meet the specific needs of management accountants. A
Certified Management Accountant (CMA) has passed a rigorous qualifying exami-
nation, has met an experience requirement, and participates in continuing education.

One of the key requirements for obtaining the CMA certificate or designation is
passing a qualifying examination. Four areas are emphasized: (1) economics, finance,
and management; (2) financial accounting and reporting; (3) management reporting,
analysis, and behavioral issues; and (4) decision analysis and information systems. The
parts to the examination reflect the needs of management accounting and underscore
the earlier observation that management accounting has more of an interdisciplinary
flavor than other areas of accounting.

One of the main purposes of creating the CMA program was to establish manage-
ment accounting as a recognized, professional discipline, separate from the profession
of public accounting. Since its inception, the CMA program has been very successful.
Many firms now sponsor and pay for classes that prepare their management accoun-
tants for the qualifying examination, as well as provide other financial incentives to en-
courage acquisition of the CMA certificate.

The Certificate in Public Accounting

The Certificate in Public Accounting is the oldest certification in accounting. Unlike
the CMA designation, the purpose of the Certificate in Public Accounting is to pro-
vide evidence of a minimal professional qualification for external auditors. The respon-
sibility of external auditors is to provide assurance concerning the reliability of the
information contained in a firm’s financial statements. Only Certified Public Accoun-
tants (CPAs) are permitted (by law) to serve as external auditors. CPAs must pass a
national examination and be licensed by the state in which they practice. Although the
Certificate in Public Accounting does not have a management accounting orientation,
many management accountants hold it.

The Certificate in Internal Auditing

Another certification available to internal accountants is the Certificate in Internal Au-
diting. The forces that led to the creation of this certification in 1974 are similar to
those that resulted in the CMA program. As an important part of the company’s con-
trol environment, internal auditors evaluate and appraise various activities within the
company. While internal auditors are independent of the departments being audited,
they do report to the top management of the company. Since internal auditing differs
from both external auditing and management accounting, many internal auditors felt a
need for a specialized certification. To attain the status of a Certified Internal Audi-
tor (CIA), an individual must pass a comprehensive examination designed to ensure
technical competence and have two years’ work experience.
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S U M M A R Y

Managers use accounting information to identify problems, solve problems, and evalu-
ate performance. Essentially, accounting information helps managers carry out their
roles of planning, controlling, and decision making. Planning is the detailed formula-
tion of action to achieve a particular end. Controlling is the monitoring of a plan’s im-
plementation. Decision making is choosing among competing alternatives.

Management accounting differs from financial accounting primarily in its targeted
users. Management accounting information is intended for internal users, whereas fi-
nancial accounting information is directed toward external users. Management ac-
counting is not bound by the externally imposed rules of financial reporting. It provides
more detail than financial accounting, and it tends to be broader and multidisciplinary.

Management accountants are responsible for identifying, collecting, measuring, an-
alyzing, preparing, interpreting, and communicating information used by management
to achieve the basic objectives of the organization. Management accountants need to
be sensitive to the information needs of managers. Management accountants serve as
staff members of the organization and are responsible for providing information; they
are usually intimately involved in the management process as valued members of the
management team.

Changes in the manufacturing environment brought about by global competition,
the advanced manufacturing environment, customer focus, total quality management,
time as a competitive factor, and efficiency are having a significant effect on the man-
agement accounting environment. Many traditional management accounting practices
will be altered because of the revolution taking place among many manufacturing firms.
Deregulation and growth in the service sector of our economy are also increasing the
demand for management accounting practices.

Management accounting aids managers in their efforts to improve the economic
performance of the firm. Unfortunately, some managers have overemphasized the eco-
nomic dimension and have engaged in unethical and illegal actions. Many of these ac-
tions have relied on the management accounting system to bring about and even support
that unethical behavior. To emphasize the importance of the ever-present constraint of
ethical behavior on profit-maximizing behavior, this text presents ethical issues in many
of the problems appearing at the end of each chapter.

Three certifications are available to internal accountants: the CMA, the CPA, and
the CIA certificates. The CMA certificate is designed especially for management ac-
countants. The prestige of the CMA certificate or designation has increased significantly
over the years and is now well regarded by the industrial world. The CPA certificate is
primarily intended for those practicing public accounting; however, this certification is
also highly regarded and is held by many management accountants. The CIA certifi-
cate serves internal auditors and is also well respected.
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Q U E S T I O N S  F O R  W R I T I N G  A N D  D I S C U S S I O N

1. What is cost management, and how does it differ from management accounting
and cost accounting?

2. How do cost management and financial accounting differ?
3. Identify and discuss the factors that are affecting the focus and practice of cost

management.
4. What is a flexible manufacturing system?
5. What is the role of the controller in an organization? Describe some of the activ-

ities over which he or she has control.
6. What is the difference between a line position and a staff position?
7. The controller should be a member of the top management staff. Do you agree

or disagree with this statement? Explain.
8. Describe the connection among planning, controlling, and feedback.
9. What is the role of cost management with respect to the objective of continuous

improvement?
10. What role do performance reports play with respect to the control function?
11. What is business ethics? Is it possible to teach ethical behavior in a management

accounting course?
12. Firms with higher ethical standards will experience a higher level of economic

performance than firms with lower or poor ethical standards. Do you agree? Why
or why not?

13. Review the code of ethical conduct for management accountants. Do you believe
that the code will have an effect on the ethical behavior of management accoun-
tants? Explain.

14. Identify the three forms of accounting certification. Which form of certification
do you believe is best for a management accountant? Why?

15. What are the four parts to the CMA examination? What do they indicate about
cost and management accounting versus financial accounting?

E X E R C I S E S

FINANCIAL ACCOUNTING AND COST MANAGEMENT

Classify each of the following actions as either being associated with the financial ac-
counting information system (FS) or the cost management information system (CMS):

1-1
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a. Determining the future cash flows of a proposed flexible manufacturing system
b. Filing reports with the SEC
c. Determining the cost of a customer
d. Issuing a voluntary annual report on environmental costs and issues
e. Reducing costs by eliminating activities that do not add value
f. Preparing a performance report that compares actual costs with budgeted costs
g. Preparing financial statements that conform to GAAP
h. Determining the cost of a supplier
i. Using cost information to decide whether to accept or reject a special order
j. Reporting a large contingent liability to current and potential shareholders
k. Using future expected earnings to estimate the risk of investing in a public company
l. Preparing a performance report that compares budgeted costs with actual costs

CUSTOMER ORIENTATION, QUALITY,
TIME-BASED COMPETITION

Byers Electronics produces hand-held calculators. Three of the major electronic compo-
nents are produced internally (components 2X334K, 5Y227M, and 8Z555L). There is a
separate department in the plant for each component. The three manufactured compo-
nents and other parts are assembled (by the assembly department) and then tested (by
the testing department). Any units that fail the test are sent to the rework department
where the unit is taken apart and the failed component is replaced. Data from the test-
ing department reveal that component 2X334K is the most frequent cause of calculator
failure. One out of every 100 calculators fails because of a faulty 2X334K component.

Recently, Milton Lawson was hired to manage the 2X334K department. The plant
manager told Milton that he needed to be more sensitive to the needs of the depart-
ment’s customers. This charge puzzled Milton somewhat—after all, the component is
not sold to anyone but is used in producing the plant’s calculators.

Required:

1. Explain to Milton who his “customers” are.
2. Discuss how Milton can be sensitive to his customers. Explain also how this in-

creased sensitivity could improve the company’s time-based competitive ability.
3. What role would cost management play in helping Milton be more sensitive to

his customers?

CUSTOMER ORIENTATION

A number of mail-order computer and software companies have set up customer ser-
vice telephone lines. Some are toll-free. Some are not. A customer can wait on hold
anywhere from three seconds to 20 minutes.

Required:

Evaluate all of the costs that these companies might consider when setting up the cus-
tomer service lines. (Hint: Should you consider costs to the customer?)

ETHICAL BEHAVIOR

Consider the following thoughts of a manager at the end of the company’s third quarter:

If I can increase my reported profit by $2 million, the actual earnings per share will ex-
ceed analysts’ expectations, and stock prices will increase, and the stock options that I
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am holding will become more valuable. The extra income will also make me eligible to
receive a significant bonus. With a son headed to college, it would be good if I could
cash in some of these options to help pay his expenses. However, my vice president of
finance indicates that such an increase is unlikely. The projected profit for the fourth
quarter will just about meet the expected earnings per share. There may be ways, though,
that I can achieve the desired outcome. First, I can instruct all divisional managers that
their preventive maintenance budgets are reduced by 25 percent for the fourth quar-
ter. That should reduce maintenance expenses by approximately $1 million. Second, I
can increase the estimated life of the existing equipment, producing a reduction of de-
preciation by another $500,000. Third, I can reduce the salary increases for those be-
ing promoted by 50 percent. And that should easily put us over the needed increase of
$2 million.

Required:

Comment on the ethical content of the earnings management being considered by the
manager. Is there an ethical dilemma? What is the right choice for the manager to make?
Is there any way to redesign the accounting reporting system to discourage the type of
behavior the manager is contemplating?

BEHAVIORAL IMPACT OF COST INFORMATION

Bill Christensen, the production manager, was grumbling about the new quality cost
system the plant controller wanted to put into place. “If we start trying to track every
bit of spoiled material, we’ll never get any work done. Everybody knows when they
ruin something. Why bother to keep track? This is a waste of time. Besides, this isn’t
the first time scrap reduction has been emphasized. You tell my workers to reduce scrap,
and I’ll guarantee it will go away, but not in the way you would like.”

Required:

1. Why do you suppose that the controller wants a written record of spoiled mater-
ial? If “everybody knows” what the spoilage rate is, what benefits can come from
keeping a written record?

2. Now consider Bill Christensen’s position. In what way(s) could he be correct?
What did he mean by his remark concerning scrap reduction? Can this be
avoided? Explain.

MANAGERIAL USES OF ACCOUNTING INFORMATION

Each of the following scenarios requires the use of accounting information to carry out
one or more of the following managerial activities: (1) planning, (2) control and eval-
uation, (3) continuous improvement, or (4) decision making.

a. MANAGER: At the last board meeting, we established an objective of earning a
25 percent return on sales. I need to know how many units of our product we
need to sell to meet this objective. Once I have estimated sales in units, we then
need to outline a promotional campaign that will take us where we want to be.
However, to compute the targeted sales in units, I need to know the unit sales
price and the associated production and support costs.

b. MANAGER: We have a number of errors in our order entry process. Incorrect
serial number of the system on the order entry, duplicate orders, and incorrect
sales representative codes are examples. To improve the order entry process and
reduce errors, we can improve communication, provide better training for sales
representatives, and develop a computer program to check for prices and duplica-
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tion of orders. Reducing errors will not only decrease costs, but will also increase
sales as customer satisfaction increases.

c. MANAGER: This report indicates that we have spent 35 percent more on re-
work than originally planned. An investigation into the cause has revealed the
problem. We have a large number of new employees who lack proper training on
our production techniques. Thus, more defects were produced than expected,
causing a higher than normal rework requirement. By providing the required
training, we can eliminate the excess usage.

d. MANAGER: Our bank must decide whether the addition of fee-based products
is in our best interest or not. We must determine the expected revenues and
costs of producing the new products. We also need to know how much it will
cost us to upgrade our information system and train our new employees in cross-
selling tactics.

e. MANAGER: This cruise needs to make more money. I would like to know how
much our profits would be if we reduce our variable costs by $10 per passenger
while maintaining our current passenger volume. Also marketing claims that if we
increase advertising expenditures by $500,000 and cut fares by 20 percent, we
can increase the number of passengers by 30 percent. I would like to know
which approach offers the most profit, or if a combination of the approaches may
be best.

f. MANAGER: We are forming manufacturing cells for each major product, and
we are automating our die-making process. I would like to know if the number
of defects drops and if cycle time actually decreases as a result. Furthermore, do
these changes reduce our production costs? I also want to know the cost of re-
sources before and after the proposed changes to see if cost improvement is tak-
ing place.

g. MANAGER: We are considering the possibility of outsourcing our legal ser-
vices. I need to know the types of services provided by our internal staff for the
past five years. I want an accurate assessment of the cost per hour for each type
of service that has been performed. Once I have an idea of the internal cost then
I can compare our cost with the hourly billing rates of external law firms.

h. MANAGER: My engineers have said that by redesigning our two main produc-
tion processes, we can reduce setup time by 90 percent. This would produce sav-
ings of nearly $200,000 per setup. They have also indicated that some additional
minor modifications in the designs of our three main products would reduce our
materials waste by 12 percent, saving nearly $70,000 per month.

Required:

1. Describe each of the four managerial responsibilities.
2. Identify the managerial activity or activities applicable for each scenario, and indi-

cate the role of accounting information in the activity.

LINE VERSUS STAFF

The job responsibilities of three employees of Ruido Speakers, Inc., are described as
follows:

Kaylin Hepworth, production manager, is responsible for production of the plastic
casing in which the speaker components are placed. She supervises the line workers,
helps develop the production schedule, and is responsible for meeting the production
budget. She also takes an active role in reducing production costs.
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Joseph Henson, plant manager, supervises all personnel in the plant. Kaylin and
other production managers report directly to Joseph. Joseph is in charge of all that takes
place in the plant, including production, logistics, personnel, and accounting. He helps
develop the plant’s production budgets and is responsible for controlling plant costs.

Leo Tidwell, plant controller, is responsible for all of the accounting functions
within the plant. He supervises three cost accounting managers and four staff accoun-
tants. He is responsible for preparing all cost of production reports. For example, he
prepares periodic performance reports that compare actual costs with budgeted costs.
He helps explain and interpret the reports and provides advice to the plant manager on
how to control costs.

Required:

Identify Kaylin, Joseph, and Leo as line or staff, and explain your reasons.
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FINANCIAL ACCOUNTING VERSUS COST MANAGEMENT

Lily Shultz is a junior majoring in hotel and restaurant management. She wants to work
for a large hotel chain with the goal of eventually managing a hotel. She is consider-
ing the possibility of taking a course in either financial accounting or cost management.
Before choosing, however, she has asked you to provide her with some information
about the advantages that each course offers.

Required:

Prepare a letter advising Lily about the differences and similarities between financial ac-
counting and cost management. Describe the advantages each might offer the manager
of a hotel.

ETHICAL ISSUES

John Biggs and Patty Jorgenson are both cost accounting managers for a manufactur-
ing division. During lunch yesterday, Patty told John that she was planning on quit-
ting her job in three months because she had accepted a position as controller of a small
company in a neighboring state. The starting date was timed to coincide with the re-
tirement of the current controller. Patty was excited because it allowed her to live near
her family. Today, the divisional controller took John to lunch and informed him that
he was taking a position at headquarters and that he had recommended that Patty be
promoted to his position. He indicated to John that it was a close call between him
and Patty and that he wanted to let John know personally about the decision before it
was announced officially.

Required:

What should John do? Describe how you would deal with his ethical dilemma (con-
sidering the IMA code of ethics in your response).

ETHICAL ISSUES

Emily Henson, controller of an oil exploration division, has just been approached by
Tim Wilson, the divisional manager. Tim told Emily that the projected quarterly prof-
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its were unacceptable and that expenses need to be reduced. He suggested that a clean
and easy way to reduce expenses is to assign the exploration and drilling costs of four
dry holes to those of two successful holes. By doing so, the costs could be capitalized
and not expensed, reducing the costs that need to be recognized for the quarter. He
further argued that the treatment is reasonable because the exploration and drilling all
occurred in the same field; thus, the unsuccessful efforts really were the costs of iden-
tifying the successful holes. “Besides,” he argued, “even if the treatment is wrong, it
can be corrected in the annual financial statements. Next quarter’s revenues will be
more and can absorb any reversal without causing any severe damage to that quarter’s
profits. It’s this quarter’s profits that need some help.”

Emily was uncomfortable with the request because generally accepted accounting
principles do not sanction the type of accounting measures proposed by Tim.

Required:

1. Using the code of ethics for management accountants, recommend the approach
that Emily should take.

2. Suppose Tim insists that his suggested accounting treatment be implemented.
What should Emily do?

ETHICAL ISSUES

Silverado, Inc., is a closely held brokerage firm that has been very successful over the
past five years, consistently providing most members of the top management group
with 50 percent bonuses. In addition, both the chief financial officer and the chief
executive officer have received 100 percent bonuses. Silverado expects this trend to
continue.

Recently, the top management group of Silverado, which holds 40 percent of the
outstanding shares of common stock, has learned that a major corporation is interested
in acquiring Silverado. Silverado’s management is concerned that this corporation may
make an attractive offer to the other shareholders and that management would be un-
able to prevent the takeover. If the acquisition occurs, this executive group is uncertain
about continued employment in the new corporate structure. As a consequence, the
management group is considering changes to several accounting policies and practices
that, although not in accordance with generally accepted accounting principles, would
make the company a less attractive acquisition. Management has told Larry Stewart, Sil-
verado’s controller, to implement some of these changes. Stewart has also been in-
formed that Silverado’s management does not intend to disclose these changes at once
to anyone outside the immediate top management group.

Required:

Using the code of ethics for management accountants, evaluate the changes that Sil-
verado’s management is considering, and discuss the specific steps that Larry Stewart
should take to resolve the situation. (CMA adapted)

ETHICAL ISSUES

Emery Manufacturing Company produces component parts for the farm equipment in-
dustry and has recently undergone a major computer system conversion. Jake Murray,
the controller, has established a trouble-shooting team to alleviate accounting problems
that have occurred since the conversion. Jake has chosen Gus Swanson, assistant con-
troller, to head the team that will include Linda Wheeler, cost accountant; Cindy Mad-
sen, financial analyst; Randy Lewis, general accounting supervisor; and Max Crandall,
financial accountant.
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The team has been meeting weekly for the last month. Gus insists on being part
of all the team conversations in order to gather information, to make the final decision
on any ideas or actions that the team develops, and to prepare a weekly report for Jake.
He has also used this team as a forum to discuss issues and disputes about him and
other members of Emery’s top management team. At last week’s meeting, Gus told the
team that he thought a competitor might purchase the common stock of Emery, be-
cause he had overheard Jake talking about this on the telephone. As a result, most of
Emery’s employees now informally discuss the sale of Emery’s common stock and how
it will affect their jobs.

Required:

Is Gus Swanson’s discussion with the team about the prospective sale of Emery un-
ethical? Discuss, citing specific standards from the code of ethical conduct to support
your position. (CMA adapted)

ETHICAL ISSUES

The external auditors for Heart Health Procedures (HHP) are currently performing the
annual audit of HHP’s financial statements. As part of the audit, the external auditors
have prepared a representation letter to be signed by HHP’s chief executive officer
(CEO) and chief financial officer (CFO). The letter provides, among other items, a rep-
resentation that appropriate provisions have been made for:

Reductions of any excess or obsolete inventories to net realizable values, and Losses
from any purchase commitments for inventory quantities in excess of requirements
or at prices in excess of market.

HHP began operations by developing a unique balloon process to open obstructed
arteries to the heart. In the last several years, HHP’s market share has grown signifi-
cantly because its major competitor was forced by the Food and Drug Administration
(FDA) to cease its balloon operations. HHP purchases the balloon’s primary and most
expensive component from a sole supplier. Two years ago, HHP entered into a 5-year
contract with this supplier at the then current price, with inflation escalators built into
each of the five years. The long-term contract was deemed necessary to ensure adequate
supplies and discourage new competition. However, during the past year, HHP’s ma-
jor competitor developed a technically superior product, which utilizes an innovative,
less costly component. This new product was recently approved by the FDA and has
been introduced to the medical community, receiving high acceptance. It is expected
that HHP’s market share, which has already seen softness, will experience a large de-
cline and that the primary component used in the HHP balloon will decrease in price
as a result of the competitor’s use of its recently developed superior, cheaper compo-
nent. The new component has been licensed by the major competitor to several out-
side supply sources to maintain available quantity and price competitiveness. At this
time, HHP is investigating the purchase of this new component.

HHP’s officers are on a bonus plan that is tied to overall corporate profits. Jim
Honig, vice president of manufacturing, is responsible for both manufacturing and
warehousing. During the course of the audit, he advised the CEO and CFO that he
was not aware of any obsolete inventory nor any inventory or purchase commitments
where current or expected prices were significantly below acquisition or commitment
prices. Jim took this position even though Marian Nevins, assistant controller, had ap-
prised him of both the existing excess inventory attributable to the declining market
share and the significant loss associated with the remaining years of the 5-year pur-
chase commitment.
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Marian has brought this situation to the attention of her superior, the controller,
who also participates in the bonus plan and reports directly to the CFO. Marian worked
closely with the external audit staff and subsequently ascertained that the external au-
dit manager was unaware of the inventory and purchase commitment problems. Mar-
ian is concerned about the situation and is not sure how to handle the matter.

Required:

1. Assuming that the controller did not apprise the CEO and CFO of the situation,
explain the ethical considerations of the controller’s apparent lack of action by
discussing specific provisions of the Standards of Ethical Conduct for Manage-
ment Accountants.

2. Assuming Marian Nevins believes the controller has acted unethically and not ap-
prised the CEO and CFO of the findings, describe the steps that she should take
to resolve the situation. Refer to the Standards of Ethical Conduct for Manage-
ment Accountants in your answer.

3. Describe actions that HHP can take to improve the ethical situation within the
company. (CMA adapted)

COLLABORATIVE LEARNING EXERCISE

In the 1400s, Europeans valued the gold, gems, drugs, and spices that came from the
Orient. However, these goods were very costly, since they could be transported to Eu-
rope only via long overland caravans. Portuguese sailors tried to reach the Orient by
sea—around Africa. Christopher Columbus felt that a shorter, easier route lay to the
west. He offered Queen Isabella of Spain a business proposition: financing for three
completely outfitted ships, honors, titles, and a percentage of the trade in exchange for
opening up a direct route to the Indies and establishing a city devoted to trade. King
John II of Portugal had previously turned down his offer, but Queen Isabella accepted.
On August 3, 1492, the Nina, Pinta, and Santa Maria set sail from Palos, Spain.

Required:

Form a cooperative learning group (typically a group of four or five). Using a single
piece of paper and a pen, record the ideas/responses of each member of the group to
the following two items:
1. Suppose a communication device had existed in 1492 that permitted Isabella to

talk with Columbus for 15 minutes once each month during the 8-month voy-
age. What types of accounting information would she have wanted to obtain re-
garding the success of the enterprise? Write down a list of the questions she
might have asked (each group member in turn should come up with a question).

2. Classify each question as a financial accounting (F) or cost management (CM)
type of question. Do the questions change as the months progress? (Hint: A lit-
tle reading up on Columbus in an encyclopedia will make the role playing in this
problem easier.)

CYBER RESEARCH CASE

Research Assignment

Many other certifications are available to accountants other than the three described in
the chapter. Using Internet resources, select three of these additional certifications and
write a memo for each describing them. In describing the certifications, answer the fol-
lowing questions: What are the relative advantages of each certification for the internal
accountant? What are the stated purposes for certification? Indicate when an accountant
might wish to obtain each one. (Hint: Try http://www.taxsites.com/certification.html.)
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