Chapter 1
Management Accounting and Management Decisions 
LEARNING OBJECTIVES:
When your students have finished studying this chapter, they should be able to:

1.
Describe the role of management accounting in today’s organizations.

2.
Explain the role of the management accountant.

3.
Identify the characteristics of service organizations that distinguish them from manufacturing organizations.

4.
Explain the role of accountants in an organization’s value-chain functions.

5.
Distinguish between the line and staff roles in an organization.

6.
Contrast the functions of controllers and treasurers.

7.
Describe the two major themes of this book: cost-benefit and behavioural implications.

8.
Identify the major distinctions between management accounting and financial accounting.

9.
Identify the most important areas of ethical conduct by management accountants..
CHAPTER 1: OVERVIEW 
This chapter provides an overview of the focus of management accounting and its role in organizations.

Section One:
 Underscores the management accountant’s role in providing information (both qualitative and quantitative) to assist in management’s decision making.

Section Two:
 The decision-making process is discussed, and various frameworks for management accounting are introduced. Budgets and performance reports are introduced and management by exception is explained.  

Section Three:
Emphasizes the fact that management accounting principle also apply to not-for-profit organizations. The section contrasts service organizations to manufacturing concerns. Key success factors are explained
Section Four:
The product life cycle and the value chain are introduced and explained. The value chain is described in relation to adding value to products or services of an organization.
Section Five:
Line and staff authority are introduced and explained. A controller’s job is explained, and distinctions are made between the controller’s position and the treasurer’s position.  
Section Six:
Presents a table of differences between controller and treasurers: the controller is concerned with operational problems and the treasurer is concerned with financial problems.  
Section Seven:
Discusses the text’s two major philosophies, namely, the cost-benefit and behavioral philosophies.  

Section Eight:
Financial accounting is explained and management and financial accounting are compared. This section also presents information on career opportunities for management accountants, including the CMA designation and a possible future career as a top executive. Adaptation to change and current trends are also discussed. The JIT (Just-in-Time) philosophy and Computer-Integrated-Manufacturing (CIM) systems are introduced and explained.

Section Nine:
The importance of ethics is underscored. Ethical dilemmas are discussed and the Code of Professional Ethics for Management Accountants is outlined.

CHAPTER 1:

 OUTLINE 
1.
Management Accounting and the Role of the Management Accountant {LO 1}

The study of management accounting has been organized into two frameworks. 


The first framework focuses on the types of decisions that have to be made. These decisions can be classified as operational control decisions (which attempt to ensure that specific tasks are carried out effectively and efficiently), management control decisions (which attempt to ensure that mangers use resources effectively and efficiently) and strategic planning decisions (which focus on how resources are acquired and employed).


The second framework characterizes decisions based on a continuum – from structured to unstructured. Structured decisions tend to be routine and normal.  Unstructured decisions tend to be unique and therefore require specific information and decision process requirements. Exhibit 1-1 in the text highlights the relationship between the two frameworks. 


A.
A Management Decision Process

There are six steps to the management decision process:

1. Identify the problem. 

2. Perform the necessary quantitative and qualitative analyses.

3. Identify alternative solutions to the problem.

4. Evaluate the alternative solutions.

5. Recommend one of the alternative solutions.

6. Implement the recommendation.
2.seq level1 \h \r0 
Explain the role of the management accountant {LO 2}

A.seq level2 \h \r0 
The Management Accountant’s Role
Management accounting can be described as the process of identifying, measuring, accumulating, analyzing, preparing, interpreting, and communicating information that helps managers fulfill organizational objectives.

Management accounting can be further divided into processes of planning and control. Planning entails setting objectives and specifying how those objectives will be attained. Controlling entails implementing plans and using feedback to attain objectives. 

The management accountant’s role can be broken down into three activities:

1. Problem-solving: This aspect quantifies the likely results of possible courses of action and often recommends the best course of action to follow. Problem-solving is especially important for long-range planning and special decisions.

2. Attention-directing: Involves the reporting and interpreting of information that helps managers focus on operational problems, imperfections, inefficiencies and opportunities. Attention-directing is of paramount importance to managers who are involved in the planning and control of routine operations.

3. Scorekeeping: Involve the accumulation and classification of data.  Scorekeeping enables both internal and external parties to evaluate the organization’s performance and position. Investors, tax collectors and regulators are example of external parties who would want to keep “score” of an organization’s activities.

Exhibit 1-3 in the text highlights these activities in more depth. Exhibit 1-4 illustrates the relationship between Planning and Control.



A budget is a quantitative expression of a plan of action.  Budgets are the chief devices for compelling and disciplining management planning. Exhibit 1-6 contains a sample budget.



Performance Reports - provide feedback by comparing results with plans and by highlighting Variances (i.e., deviations from plans). The accounting system records, measures, and classifies actions in order to produce performance reports.  See Exhibit 1-7 for an example of a performance report.



Management by Exception - concentrating on areas that need attention and ignoring areas that appear to be running smoothly. Managers use performance reports to investigate exceptions (i.e., items for which actual amounts differ significantly from budgeted amounts). Operations are then brought into conformity with plans, or the plans are revised. 



An accounting system is a formal mechanism for gathering, organizing, and communicating information about an organization's activities.  Reports for external users are bound by generally accepted accounting principles (GAAP) and legal requirements.  
3.seq level1 \h \r0 
Management Accounting in Service and Nonprofit Organizations  


{LO 3}






The basic ideas of management accounting were developed in manufacturing organizations, but also apply to service organizations.  A Service Organization - does not make or sell tangible goods.  There are both profit-seeking (e.g., accounting firms, law firms, and hotels) and nonprofit (e.g., hospitals, schools, libraries, and governmental agencies) service organizations.


Some common characteristics of service organizations are (1) Labor is intensive, (2) Output is usually difficult to define, and (3) Major inputs and outputs cannot be stored. (4) “Products” are diversified.


In designing accounting systems for service organizations, simplicity is key.  Complexity tends to generate costs of gathering and interpreting data that often exceed benefits. Key success factors are those factors that must be successfully managed to achieve organizational success.

4.
Planning And Control For Product Life Cycles And The Value Chain {LO 4}

The Product Life Cycle describes the various stages through which a product passes, from conception and development through introduction into the market through maturation and, finally, withdrawal from the market.  In the planning process, managers must determine revenues and costs over the entire life cycle.  Accounting also needs to track actual costs and revenues throughout the life cycle.  Periodic comparisons between planned costs and revenues and actual costs and revenues allow managers to assess the current profitability of a product, determine its current life-cycle stage, and make any needed changes in strategy.  See Exhibit 1-8 for a typical product life cycle.


The Value Chain - set of business functions that add value to the products or services of an organization.  These functions, not of equal importance, include Research and Development, Design of products or services, Production, Marketing, Distribution, and Customer Service.  See Exhibit 1-9 for a depiction of business functions’ value chain.

5.
Staff Authority and the role of the Accounting Department {LO 5}

A.
Line and Staff Authority


Line Authority - authority extended downward over subordinates. Staff Authority - authority to advise but not command.  It may be exerted downward, laterally, or upward. 



Controller (or Comptroller in a government organization) is the top accounting officer in an organization.  This executive, like virtually everyone in an accounting function, fills a staff role, whereas sales and production executives and their subordinates fill line roles.  Line Departments are those that are central to the mission of the organization, while Staff Departments lend support and service to the line department.  See EXHIBIT 1-10 for a partial organizational chart of a manufacturing company.  Although controllers have a staff role, they are generally empowered by the firm's president to approve, install, and oversee the organization's accounting system to assure uniform accounting and reporting methods.

6.
Controller and Treasurer Functions  {LO 6}


Controllers are responsible for planning for control, reporting and interpreting, evaluating and consulting, tax administration, government reporting, protection of assets, and economic appraisal.  The duties of Treasurer include provision of capital, investor relations, short-term financing, banking and custody, credits and collections, investments, and risk management (insurance). 

seq level1 \h \r0 7.
Cost-Benefit and Behavioral Considerations
{LO 7}

Cost-Benefit Balance - weighing estimated costs against probable benefits. This is the primary consideration in choosing among accounting systems and methods. The value of a system must be seen as exceeding its cost.


Behavioral Implications - the accounting system's effects on the behavior (decisions) of managers.  A system that managers believe in and trust will be used more in making decisions than one they distrust.

seq level1 \h \r0 


8.
Management Accounting and Financial Accounting
{LO 8}

A.
Freedom of Choice
Financial accounting emphasizes the preparation of reports of an organization designed for external users such as banks. By contrast, management accounting reports are designed for internal users. One noteworthy point is that financial accounting is constrained by GAAP while management accounting is not. 
TEACHING TIP: Exhibit 1-12 highlights the major differences between management and financial accounting.

B.
Career Opportunities



There are three professional accounting organizations in Canada. The Canadian Institute of Chartered Accountants (CICA) confers the CA (Chartered Accountant) designation. While financial accounting has long provided auditing positions that are typically staffed by Chartered Accountants, accounting positions in corporations are increasingly calling for Certified Management Accountants (CMAs). The Society of Management Accountants of Canada, the Canadian professional organization of accountants whose major interest is management accounting, oversees the CMA program and confers the CMA designation. The Certified General Accountants Association of Canada (CGAAC) confers the CGA (Certified General Accountant) designation, which provides a broad-based education program in accounting and financial management.



In addition to preparing you for a position in an accounting department, studying accounting, and working as a management accountant, can prepare you for the very highest levels of management, such as CEO.

C. Adaptation to Change


As decisions change, demands for information change.  Accountants must adapt their systems to the changes in management practices and technology. 



Current Trends
1. Shift from a manufacturing to a service-based economy,

2. Increased global competition,

3. Advances in technology.



D.
Changes in Business Processes


The most important recent change leading to increased efficiency in American factories has been the adoption of a Just-in-Time (JIT) Philosophy - the elimination of waste by (1) reducing the time that a product spends in the production process and (2) eliminating the time that products spend on activities that do not add value (e.g., inspection and waiting time).



Companies can use computer-aided design (CAD) to design products that can be manufactured efficiently and computer-aided manufacturing to produce a smoother, more efficient flow of production with fewer delays.  The impact of both of these is to reduce processing time. Computer-Integrated Manufacturing (CIM) Systems - systems that use CAD and CAM together with robots and computer-controlled machines.



E. 
Implications for the study of management accounting


To adapt to changes, the student must understand why techniques are being used, not just how they are used.  Students should develop their understanding of underlying concepts and principles, not just memorize rules and techniques.

9.seq level1 \h \r0 
Ethical Conduct for Professional Accountants
{LO 9}

A.
Standards of ethical conduct


Standards of ethical conduct have been adopted by professional accounting organizations because of the reliance by so many parties on the product of accountants.  See EXHIBIT 1-13 for the Code of Professional Ethics for Management Accountants developed by the Society of Management Accountants of Ontario.  


B.
Ethical dilemmas


Competing obligations to shareholders, customers, suppliers, fellow managers, society, and self and family create ethical dilemmas for management accountants.  Many companies have formal codes of ethical conduct that must be signed by employees.  However, ethical standards are personal and depend on the values of the individual.

CHAPTER 1:
Making Managerial Decisions Solutions
Making Managerial Decisions 1.1

In May 2010, Chevron Canada Ltd. began drilling a 2.5-kilometre-deep oil well, the deepest in Canada at the time. The well, in the Orphan Basin 430 kilometres northeast of St. John’s, Newfoundland, attracted media attention because British Petroleum’s Deepwater Horizon well was still spilling oil into the Gulf of Mexico after a blowout on April 20. Newfoundland and Labrador Premier Danny Williams stated that an outside expert would be recruited to review Chevron’s drilling plans. Suppose you are a management accountant at Chevron, and you have prepared cost data for the original drilling plans. What are your ethical responsibilities in providing this data to the outside expert? Base your answer on the Code of Professional Ethics in Exhibit 1-13.

Suggested Solution

Students must recognize first that the question involves management accounting information that had originally been prepared for internal decision-making purposes, and perhaps for regulatory authorities. This information will be reported to the outside expert but will not appear in financial statements governed by generally accepted accounting principles, and the accountant is not required to follow GAAP.

Two articles in Exhibit 1-13, the Code of Professional Ethics, are especially relevant. Article I on competence and proficiency requires that the accountant provide services with “the degree of care, diligence and skill which would be exercised in comparable circumstances by a reasonably prudent registrant suitably trained and experienced for the competent performance of the services.” Cost data related to deepwater drilling would require specialized training; the accountant should possess it or consult with experts if necessary.

Article V on confidentiality requires that an accountant “has a duty to keep private and confidential all confidential information.” This article may pose some ethical dilemmas to the accountant. What is the duty to fully inform the expert, and what is the duty to withhold sensitive information from the expert, and possibly other parties who may subsequently obtain the expert’s report? The code imposes a high standard of ethical conduct, and if the accountant feels that it does not address particular dilemmas, “an even greater sense of responsibility is demanded.”


An important point in discussing the accountant’s ethical responsibilities is that cost data related to the drilling plans would be future-oriented. Costs of safety measures, for example, could increase on short notice after drilling commences, and some type of average or presentation of multiple anticipated outcome scenarios would be necessary. It would be possible to manipulate such cost estimates to suit planning scenarios, but they should be free of bias.

CHAPTER 1:
Quiz/Demonstration Exercises
Learning Objectives 1

 1. 
Which of the following roles would a management accountant typically NOT be involved in?


a.
external reporting


b.
problem solving


c.
attention directing

d. scorekeeping

Learning Objectives 2
2.
Which of the following compares actual reports with those planned?

a. budget

b. income statement

c. performance report

d. operational control report

3.
Which of the following should be considered in the selection of an accounting system?


a.
behavioral effects of the system on managers


b.
costs of buying and operating the system


c.
improved decision-making power resulting from the system


d.
all of the above

Learning Objective 3
 4.
Which of the following is NOT an example of a service organization?

a. a hospital

b. an automobile manufacturer

c. a local charity

d. a church

5.
Which of the following statements with respect to service organizations is incorrect?


a. Labour is intensive.


b. Output is difficult to measure.

c. Service organizations require more inputs per unit output than do manufacturing organizations.

d. Service organizations tend to offer a variety of “products.”

Learning Objective 4
 6. 
The focus on customers occurs in which functions of the value chain?


a.
research and development


b.
production


c.
marketing


d.
distribution


e.
all of the above

 7. 
In the value-chain, accounting is in the _____ function.


a.
research and development


b.
design


c.
support


d.
customer service

e.
distribution

Learning Objective 5
8. 
The functions of planning for control, evaluating and consulting, and governmental reporting are typically assumed within organizations by:


a.
the company treasurer


b.
the company controller


c.
the company vice president of marketing


d.
external auditors

Learning Objectives 6

9. The treasurer function includes:

a. tax administration

b. evaluating and consulting

c. investor relations

d. economic appraisal

Learning Objective 7
10.
Which of the following should be considered in the selection of an accounting system?


a.
behavioral effects of the system on managers


b.
costs of buying and operating the system


c.
improved decision-making power resulting from the system


d.
all of the above

 11.
The cost-benefit balance weighs _____ costs against _____ benefits:

a. actual; actual

b. actual; estimated

c. estimated; estimated

d. estimated; actual

Learning Objective 8
12.
Which of the following graduates have the highest starting salaries?

a. marketing

b. economics/finance

c. accounting

d. general business administration

13.
Which of the following designations is not offered by a Canadian accounting body? 

a. CA

b. CMA

c. CPA

d. CGA

14. Which of the following statements about management accounting is correct?

a. It is geared towards external users.

b. It is geared towards internal users.

c. Management accounting is mandatory practice.

d. It is constrained by GAAP.

15. 
Trends that are causing changes in management accounting today include:


a
advances in technology


b.
increased global competition


c.
a shift from a manufacturing to a service-based economy


d.
a., b.


e.
a., b., c.

16. The most dominant influence on management accounting over the past decade is:

a. increased global competition

b. a shift from a manufacturing to a service-based economy

c. advances in technology

d. none of the above

Learning Objective 9
17. 
From a management accounting perspective, which of the following best defines an unethical act?


a.
an act that is not in the organization’s best interests


b.
an act that violates the ethical standards of the profession


c.
an act that directly harms another individual or organization

e. none of the above are suitable definitions

18. 
The greatest motivator(s) of ethical behaviour throughout an organization is/are

a. stringent penalties for unethical behaviour.

b. complete integrity on the part of top management.

c. outspoken support for ethical standards on the part of top management.

d. both b & c.

CHAPTER 1:

Solutions to Quiz
 1. [a]
 

2. [c]
 
 
3. [d]
 
 
4. [b]
 
 
5. [c]
 

6. [e]
 

7. [c]


 8. [b]
 

9. [c]


10.[d]

11. [c]

12. [c]

13. [c]

14. [b]

15.[e]

16. [c]

17. [b]
18. [d]
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