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Preface
Studying cost accounting is one of the best business investments a student can make. Why? Because 
success in any organisation—from a small corner store in Darwin to a large multinational corpora-
tion like BHP Billiton—requires the use of cost accounting concepts and practices. That’s because 
an organisation’s successful strategy development and implementation depends on good decision 
making. This textbook provides a decision-making framework and demonstrates how the ana-
lytical tools that students will learn prepare them to contribute to an organisation’s success. As cost 
accountants, they will provide data, perform analyses and estimate the effects on revenue and costs. 
Increasingly, organisations are also concerned with the social and environmental impacts of their 
decisions, and the cost accountant has a role to play in recognising and measuring those impacts. 
Rapidly changing social, environmental and economic conditions present opportunities and threats. 
To be economically sustainable, organisations must recognise and manage the interrelationships 
between social, environmental and economic performance. In Chapter 1 the concept of sustainabil-
ity is introduced; then, throughout the book, connections between cost accounting and sustainability 
are demonstrated with real-world examples from Qantas. In Chapter 14, the rationale and applica-
tion of sustainable business behaviour is considered in depth.

The first Australian edition was a response to the feedback from Australian academics who have 
called for a book that their students can relate to and engage with. The second edition continues in 
this vein, presenting the best of both worlds—among the authors are world leaders in the develop-
ment of contemporary cost accounting and their ideas are illustrated with Australian examples that 
make the textbook come alive for students. In addition to stories about Australian and international 
organisations in every chapter, the efforts of the Australian airline Qantas to improve sustainability 
are used where relevant to demonstrate the connection between cost accounting concepts and 
sustainability.

Hallmark features of Horngren Cost Accounting
◗◗ Exceptionally strong emphasis on managerial uses of cost information
◗◗ Clarity and understandability of the text
◗◗ Excellent balance in integrating modern topics with existing content
◗◗ Emphasis on human behaviour aspects
◗◗ Extensive use of real-world examples, both international and Australian
◗◗ Ability to teach chapters in different sequences
◗◗ Excellent quantity, quality and range of assignment material
◗◗ Coverage of new, cutting-edge topics
◗◗ Streamlined presentation

The second Australian edition maintains the structure and emphasis of the first edition. In preparing 
that edition, we took note of comments by users of the thirteenth US edition and the Australian first 
edition, reviewers and our own experience in teaching management accounting. While responding 
to the need for a strong Australian context, we recognised that many companies operate in a global 
context and that many of our students are from other countries. The second edition accordingly 
maintains an Australian flavour within a global context. 

We have retained the following features of the first edition:

◗◗ A total of 20 chapters.
◗◗ The five-step decision-making process that appears throughout.
◗◗ The modular, flexible organisation that permits a unit to be custom tailored and to facilitate 

diverse approaches to teaching and learning.
◗◗ There is a cohesive focus on costing and cost management through grouping product and service 

costing, activity-based costing, activity-based management, cost management and capacity 
manage ment (Chapters 5–7). These chapters connect strongly with pricing (Chapter 9).

◗◗ There is a similar focus on management control, responsibility accounting, budgeting, standard 
costing and variance analysis (Chapters 10–12). 

◗◗ Explaining the rationale and principles of sustainability (Chapter 14), which provides the basis 
for considering the importance of social and environmental issues in the various strategic and 
operational decisions discussed throughout this text.
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Improvements made include a greater emphasis on integrating sustainability into traditional cost 
management techniques, with calculative examples and questions to illustrate those connections.

◗◗ We have adjusted the chapter sequence in response to feedback from users. Determining how 
costs behave (Chapter 3) precedes cost–volume–profit analysis (now Chapter 4) to provide a 
foundation for cost behaviour before dealing with it. Decision making and relevant information 
(Chapter 8) has been moved from its earlier placing so that students can apply knowledge to the 
decisions that they have acquired from earlier chapters. Allocation of support department costs, 
common costs and revenues (Chapter 13) has been moved to facilitate the flow of earlier chapters. 

◗◗ Some chapters have been restructured and streamlined (for example, Chapter 12 presents a 
streamlined discussion of overhead variances. 

All chapter content has been reviewed and revised where required:

◗◗ Many new vignettes and concepts in action have been introduced while the best of the rest have 
been retained.

◗◗ We have introduced new end-of-chapter questions, exercises and problems to all chapters and 
have reworked many of those that have been retained.

◗◗ Chapter 1 introduces sustainability briefly, followed by sustainability in action features in all 
chapters. Where relevant, these relate to Qantas’s sustainability policy and activities. 

◗◗ We have increased the emphasis on the service sector. Several concepts in action boxes focus on 
the service sector.

There is ample text and assignment material in the textbook’s 20 chapters for a two-semester course 
while the first 12 chapters provide the essence of a one-semester course, with the opportunity to add 
chapters as required. This textbook can be used immediately after the student has completed an 
introductory course in financial accounting or it can build on an introductory course in managerial 
accounting.

xvPreface
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Key features of the Australian edition

LEARNING OBJECTIVES

CHAPTER

1
Management 
accounting  
in context

1 Explain the way in which cost accounting supports management accounting and financial accounting
2 Explain the role of management accounting in sustainability decisions
3 Explain the way in which management accountants influence strategic decisions
4 Describe the set of business functions in the value chain
5 Identify the key success factors that customers expect companies to meet
6 Explain the five-step decision-making process and its role in management accounting
7 Describe three guidelines management accountants follow to support managers
8 Describe how management accounting fits into an organisation’s structure
9 Explain how professional ethics impacts on management accountants’ decisions

Learning objectives open each chapter 

and outline the key concepts to be 

covered. They are then signposted in the 

margins to indicate where a particular 

objective is covered.

Among the many issues dealt with in this book, we place sustainability on centre stage. 
Chapter 14 deals extensively with this topic and its interface with management accounting, out-
lining how sustainability is reported and measured. Sustainability in action boxes also appear in 
most chapters, showing how management accounting connects with sustainability.

DECISION POINT 2:
How does management accounting assist in sustainability decisions?

Strategic decisions and the management 
accountant

Strategy relates to how an organisation matches its capabilities with the opportunities in the 
marketplace to accomplish its objectives. In other words, strategy describes how an organisa-
tion chooses to compete and the opportunities its managers should seek and pursue. Many 
businesses follow one of two broad strategies. Some companies, such as Virgin Blue, JB Hi-Fi 
and The Warehouse (New Zealand), have been profitable and have grown over the years by 
providing quality products or services at low prices. In contrast, as shown in the opening 
vignette, Australian Weaving Mills carefully decided not to compete on low price but to dif-

ferentiate its product in a number of ways. Parker Hannifin (Australia) and David Jones are other 
companies that choose to generate their profits and growth based on their ability to offer differenti-
ated or unique products or services, often at higher prices than those of their competitors.

Deciding between these strategies is a critical part of what managers do. Management 
accountants work closely with managers in formulating strategy by providing information about 
the sources of competitive advantage; for example, the cost, productivity or efficiency advantage 
of their company relative to that of competitors or the premium prices a company can charge 
relative to the costs of adding features that make its products or services distinctive. Strategic cost 
management describes cost management that specifically focuses on strategic issues.

Management accountants help to formulate strategy by helping managers to answer questions 
such as: 

◗◗ Who are our most important customers, and how do we deliver value to them? For example, 
success in selling online has encouraged many businesses to develop the capability to sell online 
by building the necessary information and technology infrastructure. Toyota has built flexible 
computer-integrated manufacturing (CIM) plants that enable it to use the same equipment to 
produce a variety of cars in response to changing customer tastes. As reported in the opening 
vignette, Australian Weaving Mills has developed manufacturing and information technology for 
superior customer service.

◗◗ What substitute products exist in the marketplace, and how do they differ from our product in 
terms of price and quality? For example, Hewlett-Packard designs new printers after comparing 
the functionality, quality and price of its printers with other printers available in the marketplace.

◗◗ What is our most critical capability? Is it technology, production or marketing? How can we 
leverage it for new strategic initiatives? Kellogg Company, for example, uses the reputation of its 
brand to introduce new types of cereal.

◗◗ Will adequate cash be available to fund the strategy, or will additional funds need to be raised? 
These questions are pertinent to Amcor Ltd’s proposed purchase of key divisions of Alcan’s 
packaging business from Rio Tinto Ltd for a consideration of $2.8 billion to be funded by debt 
and equity.

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

DECISION POINT 3:
How do management accountants support strategic decisions? 

3OBJECTIVE
Explain the way in 
which management 
accountants influence 
strategic decisions

7Chapter 1: Management accounting in context 

Decision points are included 

throughout the chapters so 

that students can check their 

progress towards achieving the 

learning objectives. 

◗◗ Quality—customers expect high levels of quality. Total quality management (TQM) is a phi-
losophy in which management improves operations throughout the value chain to deliver 
products and services that exceed customer expectations. TQM encompasses designing the 
product or service to meet the needs and wants of customers, as well as making products with 
zero or minimal defects and waste and with low inventories. Management accountants evaluate 
the costs and revenue benefits of TQM initiatives.

◗◗ Time—time has many components. New product development time is the time it takes for new 
products to be created and brought to market. The increasing pace of technological innovation 
has led to shorter product life cycles and the need for companies to bring new products to market 
more rapidly. The management accountant measures the costs and benefits of a product over its 
life cycle.

Customer response time describes the speed at which an organisation responds to customer 
requests. To increase customer satisfaction, organisations must complete activities faster and 
meet promised delivery dates reliably. Delays or bottlenecks occur when the work to be per-
formed exceeds the available capacity. To increase output in these situations, managers need 
to increase the capacity of the bottleneck operation. The management accountant’s role is to 
quantify the costs and benefits of relieving the bottleneck constraints.

◗◗ Innovation—a constant flow of innovative products or services is the basis for ongoing 
company success. The management accountant helps managers evaluate investment and R&D 
decisions.

Management accountants help managers track performance on the chosen key success factors 
relative to the performance of competitors on the same factors. Tracking what is happening in 
other companies serves as a benchmark and alerts managers to the changes their own customers 
are observing and evaluating. The goal is for a company to continuously improve its critical opera-
tions, for example on-time arrival for Virgin Blue, customer access for online auctions at eBay and 
cost reduction at Sumitomo Electric. Sometimes, more fundamental changes in operations—such 
as redesigning a manufacturing process to reduce costs—may be necessary. However, successful 
strategy implementation requires more than value chain and supply chain analysis and execution 
of key success factors. It is the decisions that managers make that move them and their teams to 
develop, integrate and implement their strategies.

DECISION POINT 5:
How do companies add value, and what are the dimensions of performance that customers expect of 
companies?

Decision making, planning and control: the 
five-step decision-making process

The five-step decision-making process provides a framework that may be used in a number 
of situations to make a variety of decisions. In subsequent chapters of this book, we describe 
how managers use this five-step decision-making process. We illustrate the five-step 
decision-making process using the example of the Daily News, a city newspaper.

The Daily News has a strategy to differentiate itself from its competitors by focusing 
on in-depth analyses of news by its highly rated journalists, using colour to enhance 
attractiveness to readers and advertisers, and developing its website to deliver up-to-

the-minute news, interviews and analyses. It has the capability to deliver on this strategy. It 
owns an automated, computer-integrated, state-of-the-art printing facility and has developed a 
web-based information technology infrastructure. Its distribution network is one of the best in 
the newspaper industry.

A key challenge for Nancy Wong, manager of the Daily News, is to increase revenues. To decide 
what she should do, Nancy works through the five-step decision-making process.
1 Identify the problem. The problem is how to increase revenue. Two possible ways are: (1) to 

increase the selling price per newspaper; or (2) to increase the rate per page charged to adverti-
sers. Part of the problem is that Nancy does not know the potential effect on demand of any 
increase in price or rates. Any increase in price or rates may lead to a decrease in demand, which 
could offset the higher price or rate and lead to lower overall revenues.

6OBJECTIVE
Explain the five-step 
decision-making 
process and its role 
in management 
accounting
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A framework for decision making 

is introduced in Chapter 1 for managers 

to utilise when making decisions. The 

framework introduced in the US text 

has been revised in line with reviewer 

suggestions and is interwoven throughout 

every chapter. It helps students see how the 

demand for various types of management 

accounting information is a response to the 

decision-making needs of managers.

2 Collect relevant information. Gathering information before making a decision helps managers 
get a better understanding of the uncertainties. Nancy asks her marketing manager to talk to 
some representative readers to gauge how they might react to an increase in the newspaper’s 
selling price. She asks her advertising sales manager to talk to current and potential advertis-
ers to get a better understanding of the advertising market. She also reviews the effect that past 
price increases had on readership. Tony Cantelli, the management accountant at the Daily News, 
provides information about past increases or decreases in advertising rates and the subsequent 
changes in advertising revenues. He also collects and analyses information on advertising rates 
charged by competing media outlets, including other newspapers.

3 Determine possible courses of action and consider the consequences of each. On the basis 
of information she has obtained, Nancy considers the potential consequences of the possible 
courses of action, namely to increase the price or rates. She concludes that readers would be quite 
upset if she increased prices and is fairly certain that it would lead to a decrease in readership. She 
has a different view when it comes to advertising rates. She anticipates a market-wide increase 
in advertising rates and therefore believes that increasing these rates will have little effect on the 
number of pages of advertising sold.

Nancy recognises that considering the consequences of contemplated actions requires con-
siderable judgement. She carefully evaluates any biases that she might have. Has she correctly 
judged readers’ sentiments or has her thinking been overly influenced by anticipation of all the 
negative publicity she would get rather than an actual decline in readership? How sure is she that 
her competitors will increase advertising rates? Is her thinking in this regard biased by their past 
actions? Have circumstances changed? How confident is she that her sales representatives can 
convince advertisers to pay higher rates? Nancy retests her assumptions and reviews her thinking. 
She feels confident about the judgements she has made.

4 Evaluate each possible course of action and select the best one. Nancy decides to increase adver-
tising rates by 4% to $5200 per page in March 2014. She communicates the new advertising rate 
schedule to the Sales Department. Tony Cantelli estimates advertising revenues to be $4 160 000 
($5200 per page × 800 pages predicted to be sold in March 2014).

Steps 1 to 4 are collectively referred to as planning. Planning comprises selecting organisation 
goals, predicting results under various alternative ways of achieving those goals, deciding how 
to attain the desired goals, and communicating the goals and how to attain them to the entire 
organisation. Management accountants serve as business partners in these planning activities 
because they understand what creates value and the key success factors involved.

The most important planning tool is a budget. A budget is the quantitative expression of a 
proposed plan of action by management and is an aid to coordinating what needs to be done to 
implement that plan. For March 2014, budgeted advertising revenues equal $4 160 000. The full 
budget for March 2014 will include budgeted circulation revenue and the production, distribu-
tion and customer service costs that would be needed to achieve sales goals; the anticipated 
cash flows; and the potential financing needs. Because the process of preparing a budget crosses 
business functions, it encourages coordination and communication throughout the company, as 
well as with the company’s suppliers and customers.

5 Implement the decision, evaluate performance and learn. Managers at the Daily News take 
actions to implement the March 2014 budget. Management accountants collect information to 
report actual performance (scorekeeping). Actual performance can then be compared to planned 
or budgeted performance. This information is very different from the pre-decision planning infor-
mation Nancy collected in step 2 to enable her to understand uncertainties better, to make pre-
dictions and to make a decision. The comparison of actual performance to budgeted performance 
is the control or post-decision role of information. Control comprises taking actions that imple-
ment the planning decisions, deciding how to evaluate performance, and providing feedback and 
learning to help future decision making.

Performance measures tell managers how well they and their subunits are doing. Linking 
rewards to performance helps motivate managers. These rewards are both intrinsic (self-
satisfaction for a job well done) and extrinsic (salary, bonuses, promotions linked to perfor-
mance). People quite correctly perceive a budget to be a planning tool; however, it is probably 
more powerful as a control tool. This is because a budget is a benchmark against which actual 
performance can be compared, thus providing a basis for evaluating performance.

Consider performance evaluation at the Daily News. During March 2014, the newspaper sold 
advertising, issued invoices and received payments. These invoices and receipts were recorded 
in the accounting system. Table 1-2 shows the Daily News’s performance report of advertising 

Chapter 1: Management accounting in context 12
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Australian Weaving Mills’ strategic choices ensure survival 
and success
Geoff Parker is the chief executive of Australian Weaving Mills in Devonport, Tasmania, the last of the towel manu­
facturers in Australia. The company was one of nine in 1985—the other eight closed down or moved offshore to 
countries like China following the reduction of tariff protection and quotas. He was quoted in the Sunday Tasmanian: 
‘We knew we would have to compete in a different way to survive … If you compete on price, especially in the 
towel market, you are dead in the water.’

Of the Australian market of 180 tonnes a week, Australian Weaving Mills is now supplying 50 tonnes of towels 
weekly. Among its clients are major Australian retailers Myer, David Jones, Big W, Target and Spotlight. Their 
towels are marketed under a number of brands including Dri Glo, Esprit and Dickies.

Knowing that Australian Weaving Mills could not use price as a factor to compete in this market, Parker 
developed a number of strategies.

Ultra-short lead times
Customers usually buy towels, bath mats, face clothes and hand towels as sets. If one item is out of stock in a 
particular colour, the other items of the same colour do not sell. Australian Weaving Mill has installed state­of­the­
art machinery allowing cutting, stitching and dyeing to be performed robotically. This dramatically reduces the time 
required to manufacture the towels. Overseas manufacturers can take months to refill orders, whereas Australian 
Weaving Mills takes only days. Although retailers do not give the mill much warning of upcoming sales—they don’t 
want their competitors to find out—the ultra­short lead times nevertheless allow Australian Weaving Mills to maintain 
‘the wall of colour’, as Parker puts it.

High-level customer service
Although retailers do not make as much per unit of stock from Australian Weaving Mills, their profits increase 
because they sell more stock overall owing to the short lead times.

Australian Weaving Mills has also installed special software that is able to read tills in 260 stores in Australia. 
Says Parker: ‘We read them each night, find out what the store sold and restock them within 72 hours.’ This means 
that stores do not have to hold stock or reorder it—Australian Weaving Mills take care of it. Importers are not able 
to match this level of service.

Quality towels
As well as the domestic market, about 15% of stock is exported to the Middle East and Asia, primarily to hotel chains 
such as Marriott, Hilton and Intercontinental. Mr Parker says: ‘Again, we can’t compete on price—only on service 

All businesses are concerned about revenues 
and costs. Whether their products are motor 
vehicles, fast food or the latest designer fashions, 
managers must understand the influence of 
revenues and costs on their operations or risk 
losing control. Managers use management 
accounting information to make decisions; 
decisions related to strategy, research and 
development, budgeting, production planning 
and pricing, among others. Sometimes these 
decisions involve trade-offs. While reading 
the vignette below, think about the strategic 
choices that Australian Weaving Mills has 
made for survival and success.

Value chain and supply chain analysis
Customers demand much more than a fair price from companies. For example, they also expect a 
quality product or service delivered in a timely way. These multiple factors drive how a customer 
experiences a product or service and the value or usefulness a customer derives from that product 
or service (see opening vignette on Australian Weaving Mills). How, then, does a company go about 
creating this value?

Value chain analysis
The value chain is the sequence of business functions in which customer usefulness is added 
to products or services. Figure 1-1 shows six business functions: R&D, design, production, 
marketing, distribution and customer service. We illustrate these business functions using 
Sony’s television division.

4OBJECTIVE
Describe the set of 
business functions in 
the value chain

Management accounting beyond the numbers
When you hear the job title ‘accountant’, what comes to mind? The person who does your tax return each year? Individuals 
who prepare budgets at Dell or Sony? To people outside the profession, it may seem like accountants are just ‘numbers 
people’. It is true that most accountants are adept financial managers, yet their skills do not stop there. To be successful, 
management accountants must possess certain values and behaviours that reach well beyond basic analytical abilities.

Working in cross-functional teams and as a business partner of managers. It is not enough that management accountants 
simply be technically competent in their area of study. They also need to be able to work in teams, to learn about business 
issues, to understand the motivations of different individuals, to respect the views of their colleagues and to show empathy 
and trust.

Promoting fact-based analysis and making tough-minded, critical judgements without being adversarial. Management 
accountants must raise tough questions for managers to consider, especially when preparing budgets. They must do so 
thoughtfully and with the intent of improving plans and decisions. One would expect management accountants to have 
raised questions about the operating and/or financing strategies and tactics of Chickenfeed and Gunns before these com-
panies’ difficulties reached the news.

Leading and motivating people to change and be innovative. Implementing new ideas, however good they may be, is 
seldom easy. When the United States Department of Defense sought to consolidate more than 320 finance and account-
ing systems into a centralised platform, the accounting services director and his team of management accountants made 
sure that the vision for change was well understood throughout the agency. Ultimately, each individual’s performance was 
aligned with the transformative change and incentive pay was introduced to promote adoption and drive innovation within 
this new framework.

Communicating clearly, openly and candidly. Communicating information is a large part of a management accountant’s 
job. A few years ago, Pitney Bowes Inc. (PBI), a $4 billion global provider of integrated mail and document management 
solutions, implemented a reporting initiative to give managers feedback in key areas. The initiative succeeded because it 
was clearly designed and openly communicated by PBI’s team of management accountants.

Having a strong sense of integrity. Management accountants must never succumb to pressure from managers to 
manipulate financial information. They must always remember that their primary commitment is to the organisation and its 
shareholders. At WorldCom, under pressure from senior managers, members of the accounting staff concealed billions of 
dollars in expenses. Because the accounting staff lacked the integrity and courage to stand up to and report corrupt senior 
managers, WorldCom landed in bankruptcy. Some members of the accounting staff and the senior executive team served 
prison terms for their actions.

Sources
Garling, W. 2007, ‘Winning the Transformation Battle at the Defense Finance and Accounting Service’, Balanced Scorecard Report, May–June, <http://cb.hbsp.harvard.edu/cb/

web/product_detail.seam?R=B0705C-PDF-ENG>. 
Gollakota, K. & Vipin, G. 2009, WorldCom Inc.: What Went Wrong, Richard Ivey School of Business Case No. 905M43, The University of Western Ontario, London, ON, 

<http://cb.hbsp.harvard.edu/cb/web/product_detail.seam?R=905M43-PDF-ENG>.
Green, M., Garrity, J., Gumbus, A. & Lyons, B. 2002, ‘Pitney Bowes Calls for New Metrics’, Strategic Finance, May, <www.allbusiness.com/accounting-reporting/reports-

statements-profit/189988-1.html>, accessed 10 February 2013.

CONCEPTS IN ACTION
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120 000 kilometres. In the current year (2014), the predicted combined total hauling of the two trucks 
is 170 000 kilometres.

Figure 2-3 shows how annual fixed costs behave at different levels of kilometres of hauling. Up 
to 120 000 kilometres, LL can operate with one truck; from 120 001–240 000 kilometres, it operates 
with two trucks; from 240 001–360 000 kilometres, it operates with three trucks. This pattern will 
continue as LL adds trucks to its fleet to provide more kilometres of hauling. Given the predicted 
170 000 kilometre usage for 2014, the range from 120 001–240 000 kilometres hauled is the range in 
which LL expects to operate, resulting in fixed rental costs of $80 000. Within this relevant range, 
changes in kilometres hauled will not affect the annual fixed costs.

Fixed costs may change from one year to the next. For example, if the total rental fee of the two 
trucks is increased by $2000 for 2015, the total level of fixed costs will increase to $82 000 (all else 
remaining the same). If that increase occurs, total rental costs will be fixed at this new level of $82 000 
for 2015 for kilometres hauled in the 120 001–240 000 range.

The basic assumption of the relevant range also applies to variable costs. That is, outside the 
relevant range, variable costs, such as direct materials, may not change proportionately with changes 
in production volume. For example, above a certain volume, direct materials costs may increase at a 
lower rate because of price discounts on purchases greater than a certain quantity.

How car sharing is helping reduce business 
transportation costs
Rising petrol prices, high insurance costs and hefty parking fees have forced many businesses to reconsider the owner-
ship of company or fleet cars. In Sydney and Melbourne, car-sharing businesses, such as Flexicar, GoGet CarShare 
and Charter Drive, have emerged as an attractive alternative. These businesses provide an on-demand option for 
city businesses and individuals to rent a car by the day or even the hour. Basically, members make a reservation by 
telephone or internet, go to where the car is located (usually by walking or public transportation), swipe an electronic 
card over a sensor that unlocks the door, and then just climb in and drive away. Rental fees usually include fuel, 
insurance, maintenance and cleaning.

Car sharing offers an environmentally friendly, low-cost and no hassle alternative for companies. Many small 
businesses own a company car or two for getting to meetings, making deliveries and other errands. Similarly, large 
companies may own a fleet of cars to shuttle visiting executives and clients back and forth from appointments, business 
lunches and the airport. Traditionally, companies had no other option but to own these cars, which involves very high 
fixed costs, including buying the asset (car) and costs of maintenance and insurance for multiple drivers.

Now, companies can use car-sharing businesses for on-demand transportation while reducing their transporta-
tion, overhead and fringe benefits costs. This has resulted in lower or no fleet expenses for private companies using 
car-sharing services. In the United States, Twitter managers use Zipcar’s fleet of Mini Coopers and Toyota Priuses to 
meet venture capitalists and partners in Silicon Valley or when travelling far away from its headquarters.

From a business perspective, car sharing allows companies to convert the fixed costs of owning a company car 
to variable costs. If business slows, or a car isn’t required to visit a client, car-share customers are not burdened with 
the fixed costs of car ownership. Of course, if companies use car-sharing services frequently, they can end up paying 
more overall than they would have paid if they had purchased and maintained the car themselves.

Such an arrangement is also attractive to those keen on reducing carbon emissions or companies with core values 
of employing sustainable practices, as research has shown that one car-sharing vehicle can replace up to 10 privately 
owned cars on the road. Several councils are putting their support behind car sharing by providing dedicated parking 
spaces.

Car sharing is a practical and creative concept that helps solve the problem of congestion on major city roads. 
In addition, car-sharing businesses that are conscious about the environment can choose to operate hybrid or small 
fuel-economical cars in their fleet.
Sources
Anon. 2008, ‘Share a Car and Fight Congestion’, Sydney Morning Herald, 28 May.
Hutton, J. 2008, ‘Share Exchange—Covering Corporate Car Share and Outsourced Fleet Service’, Business Review Weekly, 5 June.
Keegan, P. 2009, ‘Zipcar—The Best New Idea in Business.’ Fortune, 27 August, <http://money.cnn.com/2009/08/26/news/companies/zipcar_car_rentals.

fortune/>, accessed 3 December 2012.
Olsen, E. 2009, ‘Car Sharing Reinvents the Company Wheels’, New York Times, 7 May, <www.nytimes.com/2009/05/07/business/businessspecial/07CAR.

html>, accessed 3 December 2012.
Zipcar, Inc. 2012, ‘Zipcar for Business Case Studies’, <www.zipcar.com/business/is-it/case-studies>, accessed 3 December 2012.
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Chapter 2: An introduction to costs terms and inventory costing36

Real company vignettes open each 

chapter. The vignettes engage the 

reader in a business situation, or 

dilemma, illustrating why and how 

the concepts in the chapter are 

relevant in business.

Concepts in action boxes 

cover real-world cost 

accounting issues across a 

variety of industries from 

Australia and internationally.

Sustainability in action boxes 

occur in most chapters and show how 

integral sustainability issues are in 

cost and management accounting. The 

internationally renowned Australian airline, 

Qantas, is used where relevant to illustrate 

the kind of changes that are occurring in 

managing sustainability. 
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MyAccountingLab for Horngren, Cost Accounting 2e
A guided tour for students and educators

Test and Assignments:  
Each MyLab comes with 
preloaded assignments, all 
of which are automatically 
graded and include select 
end-of-chapter questions 
and problems from the 
textbook. 

Unlimited Practice:  
Many Study Plan and 
Instructor-assigned 
exercises contain 
algorithms to ensure 
students get as much 
practice as they need.
As students work through 
Study Plan or Homework 
exercises, instant feedback 
and tutorial resources 
guide them towards 
understanding.
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Learning Resources:  
To further reinforce 
understanding, Study Plan 
and Homework problems 
link to additional learning 
resources. 
•  Step-by-step Guided 

Solutions
• Graphing Tool
•  eText linked to 

sections for Study Plan 
questions

Study Plan:  
A study plan is generated 
from each student’s 
results on quizzes and 
tests. Students can clearly 
see which topics they 
have mastered and, more 
importantly, which they 
need to work on.

MyAccountingLab www.pearson.com.au/horngren2
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LEARNING OBJECTIVES

CHAPTER

1
Management 
accounting  
in context

1 Explain the way in which cost accounting supports management accounting and financial accounting
2 Explain the role of management accounting in sustainability decisions
3 Explain the way in which management accountants influence strategic decisions
4 Describe the set of business functions in the value chain
5 Identify the key success factors that customers expect companies to meet
6 Explain the five-step decision-making process and its role in management accounting
7 Describe three guidelines management accountants follow to support managers
8 Describe how management accounting fits into an organisation’s structure
9 Explain how professional ethics impacts on management accountants’ decisions
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Australian Weaving Mills’ strategic choices ensure survival 
and success
Geoff Parker is the chief executive of Australian Weaving Mills in Devonport, Tasmania, the last of the towel manu­
facturers in Australia. The company was one of nine in 1985—the other eight closed down or moved offshore to 
countries like China following the reduction of tariff protection and quotas. He was quoted in the Sunday Tasmanian: 
‘We knew we would have to compete in a different way to survive … If you compete on price, especially in the 
towel market, you are dead in the water.’

Of the Australian market of 180 tonnes a week, Australian Weaving Mills is now supplying 50 tonnes of towels 
weekly. Among its clients are major Australian retailers Myer, David Jones, Big W, Target and Spotlight. Their 
towels are marketed under a number of brands including Dri Glo, Esprit and Dickies.

Knowing that Australian Weaving Mills could not use price as a factor to compete in this market, Parker 
developed a number of strategies.

Ultra-short lead times
Customers usually buy towels, bath mats, face clothes and hand towels as sets. If one item is out of stock in a 
particular colour, the other items of the same colour do not sell. Australian Weaving Mill has installed state­of­the­
art machinery allowing cutting, stitching and dyeing to be performed robotically. This dramatically reduces the time 
required to manufacture the towels. Overseas manufacturers can take months to refill orders, whereas Australian 
Weaving Mills takes only days. Although retailers do not give the mill much warning of upcoming sales—they don’t 
want their competitors to find out—the ultra­short lead times nevertheless allow Australian Weaving Mills to maintain 
‘the wall of colour’, as Parker puts it.

High-level customer service
Although retailers do not make as much per unit of stock from Australian Weaving Mills, their profits increase 
because they sell more stock overall owing to the short lead times.

Australian Weaving Mills has also installed special software that is able to read tills in 260 stores in Australia. 
Says Parker: ‘We read them each night, find out what the store sold and restock them within 72 hours.’ This means 
that stores do not have to hold stock or reorder it—Australian Weaving Mills take care of it. Importers are not able 
to match this level of service.

Quality towels
As well as the domestic market, about 15% of stock is exported to the Middle East and Asia, primarily to hotel chains 
such as Marriott, Hilton and Intercontinental. Mr Parker says: ‘Again, we can’t compete on price—only on service 

All businesses are concerned about revenues 
and costs. Whether their products are motor 
vehicles, fast food or the latest designer fashions, 
managers must understand the influence of 
revenues and costs on their operations or risk 
losing control. Managers use management 
accounting information to make decisions; 
decisions related to strategy, research and 
development, budgeting, production planning 
and pricing, among others. Sometimes these 
decisions involve trade-offs. While reading 
the vignette below, think about the strategic 
choices that Australian Weaving Mills has 
made for survival and success.
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and quality.’ Australian Weaving Mills guarantee the number of washes for which a towel will last and this length 
of service (for the price) makes the towels competitive. They are currently developing a radio­tracking system for 
each towel. So if a hotel sends a new batch of towels with, say, 80 washes left to a laundry, they can make sure 
they get those towels back rather than towels with only five washes left from another hotel using the same laundry.

Technology and location
All this investment in technology is not cheap. Mr Parker estimates that Australian Weaving Mills has spent over 
$8.4 million in technology, but it has paid off in sales. As well as shrewd investment in technology, location plays 
a part in the success of Australian Weaving Mills. Tasmania has a stable workforce, lower fixed costs than the 
mainland and good distribution links at reasonable cost. Stock can travel to Melbourne by ferry overnight to reach 
the stores the next morning. Frequently, it takes longer to restock from a Melbourne warehouse to city stores.

This story about Australian Weaving Mills illustrates not only the way in which the company’s choice of a 
differentiation strategy over a low­cost strategy has ensured its survival and success, but also the favourable 
impact of technology and location. Apart from concepts and techniques, management accounting is about 
context. To provide useful information to management, the management accountant must be aware of the 
company’s relationship with its environment, the dynamics of this relationship, potential strategies, appropriate 
technologies, relative complexity, location and the like.

The study of modern cost accounting yields insights into how managers and accountants can contribute to 
operations. It also prepares them for leadership roles. Many large companies, such as Telstra, Sony Pictures and 
Mallesons Stephen Jacques (a law firm), have senior executives with accounting backgrounds.
Source: Vowles, G. 2009, ‘Success Sewn Up’, Sunday Tasmanian, 1 March, p. 21.

Management accounting, financial accounting 
and cost accounting

As many of you have seen in your financial accounting unit(s), accounting systems take 
economic events and transactions, such as sales and purchases of materials, and process the 
data into information helpful to managers, sales representatives, production supervisors and 
others. To process an economic transaction, we collect, categorise, summarise and analyse 
data. For example, we collect costs by category, such as materials, labour and shipping, 
and summarise the detail to determine total costs by month, quarter or year. We analyse 
the results to highlight, for example, how costs have changed relative to revenues from one 

period to the next.
Accounting systems provide the information found in the income statement, the balance 

sheet1, the statement of cash flow and in performance reports, such as the cost of operating a plant 
or of providing a service. Managers use accounting information to administer the activities, busi-
nesses or functional areas they oversee and to coordinate those activities, businesses or functions 
within the framework of the organisation. This book focuses on how management accounting 
assists managers in these tasks.

Managers with different responsibilities often require the information in an accounting 
system to be presented or reported in different ways. Consider, for example, sales order infor-
mation. A sales manager may be interested in the total dollar amount of sales to determine the 
commissions to be paid. A distribution manager may be interested in the sales order quanti-
ties by geographic region and by customer-requested delivery dates to ensure timely deliveries. 
A manufacturing manager, to schedule production, may be interested in the quantities of various 
products and their desired delivery dates. An ideal database—sometimes called a data ware-
house or infobarn—consists of small, detailed pieces of information that can be used for multiple 
purposes. For instance, the sales order database will contain detailed information about product, 

1 These terms for financial statements will be used throughout the book because they are commonly understood and widely used. 
However, the official terms are ‘statement of comprehensive income’ and ‘statement of financial position’ according to a 2009 
revision to AASB 101.
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which cost accounting 
supports management 
accounting and 
financial accounting
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quantity ordered, selling price and delivery details (place and date) for each sales order. The 
database stores information in a way that allows managers to access the information they need. 
Many companies are building their own enterprise resource planning (ERP) systems, single data-
bases that collect data and feed it into applications that support the company’s business activities, 
such as purchasing, production, distribution and sales.

Management accounting and financial accounting have different goals. Management account-
ing measures, analyses and reports financial and non-financial information that helps managers 
make decisions to fulfil the goals of an organisation. Managers use management accounting infor-
mation to choose, communicate and implement strategy. They also use management accounting 
information to coordinate product design, production and marketing decisions, and to evaluate 
performance. Management accounting information and reports do not have to follow set princi-
ples or rules. The key questions are always: (1) how will this information help managers do their 
jobs better? and (2) do the benefits of producing this information exceed the costs?

Financial accounting focuses on reporting to external parties, such as investors, government 
agencies, banks and suppliers. It measures and records business transactions and provides finan-
cial statements that are governed by Australian generally accepted accounting principles (GAAP), 
which are, in turn, influenced by Australian accounting standards and international financial 
reporting standards (IFRSs). Since 2002 the internationalisation of financial reporting has led to 
significant convergence of the three elements mentioned above. While an examination of these 
developments is beyond the scope of this book, we recognise that managers’ compensation is 
often directly affected by the numbers in these financial statements. Consequently, managers are 
interested in both management accounting and financial accounting.

Table 1-1 summarises the major differences between management accounting and financial 
accounting. At the same time, note that reports such as balance sheets, income statements and 
statements of cash flows are common to both management accounting and financial accounting.

Cost accounting provides information for management accounting and financial account-
ing. Cost accounting measures, analyses and reports financial and non-financial information 
relating to the costs of acquiring or using resources in an organisation. For example, calculating 
the cost of a product is a cost accounting process that answers financial accounting’s inventory-
valuation needs and management accounting’s decision-making needs, such as choosing which 
products to offer. Modern cost accounting takes the perspective that collecting cost information is 
a function of the management decisions being made. Thus, the distinction between management 

TABLE 1­1 Major differences between management accounting and financial accounting

Management accounting Financial accounting 

Purpose of information Help managers make decisions to achieve an 
organisation’s goals 

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

Primary users Managers of the organisation External users, such as investors, banks, 
regulators and suppliers 

Focus and emphasis Future oriented (budget for 2014 prepared in 
2013) 

Past-oriented (reports on 2013 performance 
prepared in 2014) 

Rules of measurement 
and reporting 

Internal measures and reports are based on 
cost–benefit analysis; they do not have to 
follow GAAP 

Financial statements must be prepared in 
accordance with GAAP and be certified by 
external, independent auditors 

Time span and type of 
reports 

Varies from hourly information to 15–20 years, 
with financial and non-financial reports 
on products, departments, territories and 
strategies 

Annual and quarterly financial reports, primarily 
on the company as a whole 

Behavioural 
implications 

Designed to influence the behaviour of 
managers and other employees 

Primarily reports economic events but also 
influences behaviour because managers’ 
compensation is often based on reported 
financial results 
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accounting and cost accounting is not clear-cut, and we often use these terms interchangeably in 
the book.

The term cost management encompasses the approaches and activities of managers to 
use resources to increase value to customers and to achieve the organisation’s goals. The term 
cost management shifts the emphasis from ascertaining costs to managing those costs. Although 
managers cannot, in fact, manage costs—they can only manage activities—cost management is 
a well-established term. Cost management decisions include decisions such as the amounts and 
kinds of materials used, changes in plant processes and changes in product designs. Information 
from accounting systems helps managers to manage activities (costs), but the information and the 
accounting systems themselves are not cost management.

Cost management has broad application and is an integral part of general management strat-
egies and their implementation. It is not practised in isolation. Examples of cost management 
include programs that enhance customer satisfaction and quality, as well as research and develop-
ment (R&D) and marketing programs to promote ‘blockbuster’ new products. Cost manage ment 
is inextricably linked with revenue and profit planning. As part of cost management, managers 
often deliberately incur additional costs, for example in advertising and product modifications, to 
enhance revenues and profits.

DECISION POINT 1:
What information does cost accounting provide?

Sustainability
What do hybrid cars, Al Gore’s documentary An Inconvenient Truth, solar-powered cars 
racing across Australia and a television series about ‘green houses’ have in common? The 
common thread is sustainability.

According to Our Common Future (Brundtland 1987),2 sustainability is ‘develop-
ment that meets the needs of the present without compromising the ability of future 
generations to meet their own needs’. Sustainability would rarely, if ever, have featured 
in corporate annual reports or vision statements 20 or more years ago. With a significant 

change in society’s expectations, companies increasingly pay regard to and report on sustainabil-
ity. More and more, businesspeople are finding that the search for sustainable solutions for the 
planet offers good business opportunities.

Morris Kaplan (2009) observes that landfill is becoming increasingly expensive and environ-
mentally unacceptable.3 He reports on a venture by Tom Rudas, a microbiologist. Through his 
company, Anaeco, Rudas has established a commercial plant in Perth to process organic waste, 
with plans for plants throughout Australia. According to Rudas:

If you put food waste into the ground, it potentially impacts on two fronts ... It leaches and con-
taminates ground water and releases methane, which is a greenhouse gas that is 21 times worse 
than CO2. 

With the contemporary focus on sustainability, we expect companies to report on it in their 
corporate responsibility reports, to refer to it in their vision statements and to incorporate it into 
their strategies. From a societal viewpoint, management accounting contributes by bringing 
relevant costs and benefits of sustainability to the attention of decision makers in the public 
arena, such as city councillors or government ministers. For instance, a for-profit enterprise that 
is accountable for sustainability would also need to make its decisions with due regard for sustain-
ability. At one time, the decision to set up a new plant would have been made on the basis only 
of costs and benefits impacting the company concerned. Concern for sustainability requires that 
we now consider externalities, such as the pollution of air and water. Management accounting is 
again well placed to inform these decisions by recognising the relevant costs and benefits. Where 
sustainability is specified as a cost object, activity-based costing allows the highlighting of the 
costs and benefits involved.

2 Brundtland, G. H. 1987, Our Common Future, Report of the World Commission on Environment and Development, United 
Nations, <http://worldinbalance.net/intagreements/1987-brundtland.php>, accessed 10 February 2013.

3 Kaplan, M. 2009, ‘Microbiologist Realises a Trashy Vision’, The Weekend Australian, 31 October–1 November, p. 30.
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Among the many issues dealt with in this book, we place sustainability on centre stage. 
Chapter 14 deals extensively with this topic and its interface with management accounting, out-
lining how sustainability is reported and measured. Sustainability in action boxes also appear in 
most chapters, showing how management accounting connects with sustainability.

DECISION POINT 2:
How does management accounting assist in sustainability decisions?

Strategic decisions and the management 
accountant

Strategy relates to how an organisation matches its capabilities with the opportunities in the 
marketplace to accomplish its objectives. In other words, strategy describes how an organisa-
tion chooses to compete and the opportunities its managers should seek and pursue. Many 
businesses follow one of two broad strategies. Some companies, such as Virgin Blue, JB Hi-Fi 
and The Warehouse (New Zealand), have been profitable and have grown over the years by 
providing quality products or services at low prices. In contrast, as shown in the opening 
vignette, Australian Weaving Mills carefully decided not to compete on low price but to dif-

ferentiate its product in a number of ways. Parker Hannifin (Australia) and David Jones are other 
companies that choose to generate their profits and growth based on their ability to offer differenti-
ated or unique products or services, often at higher prices than those of their competitors.

Deciding between these strategies is a critical part of what managers do. Management 
accountants work closely with managers in formulating strategy by providing information about 
the sources of competitive advantage; for example, the cost, productivity or efficiency advantage 
of their company relative to that of competitors or the premium prices a company can charge 
relative to the costs of adding features that make its products or services distinctive. Strategic cost 
management describes cost management that specifically focuses on strategic issues.

Management accountants help to formulate strategy by helping managers to answer questions 
such as: 

◗◗ Who are our most important customers, and how do we deliver value to them? For example, 
success in selling online has encouraged many businesses to develop the capability to sell online 
by building the necessary information and technology infrastructure. Toyota has built flexible 
computer-integrated manufacturing (CIM) plants that enable it to use the same equipment to 
produce a variety of cars in response to changing customer tastes. As reported in the opening 
vignette, Australian Weaving Mills has developed manufacturing and information technology for 
superior customer service.

◗◗ What substitute products exist in the marketplace, and how do they differ from our product in 
terms of price and quality? For example, Hewlett-Packard designs new printers after comparing 
the functionality, quality and price of its printers with other printers available in the marketplace.

◗◗ What is our most critical capability? Is it technology, production or marketing? How can we 
leverage it for new strategic initiatives? Kellogg Company, for example, uses the reputation of its 
brand to introduce new types of cereal.

◗◗ Will adequate cash be available to fund the strategy, or will additional funds need to be raised? 
These questions are pertinent to Amcor Ltd’s proposed purchase of key divisions of Alcan’s 
packaging business from Rio Tinto Ltd for a consideration of $2.8 billion to be funded by debt 
and equity.

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

DECISION POINT 3:
How do management accountants support strategic decisions? 

3OBJECTIVE
Explain the way in 
which management 
accountants influence 
strategic decisions
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Value chain and supply chain analysis
Customers demand much more than a fair price from companies. For example, they also expect a 
quality product or service delivered in a timely way. These multiple factors drive how a customer 
experiences a product or service and the value or usefulness a customer derives from that product 
or service (see opening vignette on Australian Weaving Mills). How, then, does a company go about 
creating this value?

Value chain analysis
The value chain is the sequence of business functions in which customer usefulness is added 
to products or services. Figure 1-1 shows six business functions: R&D, design, production, 
marketing, distribution and customer service. We illustrate these business functions using 
Sony’s television division.

4OBJECTIVE
Describe the set of 
business functions in 
the value chain

Management accounting beyond the numbers
When you hear the job title ‘accountant’, what comes to mind? The person who does your tax return each year? Individuals 
who prepare budgets at Dell or Sony? To people outside the profession, it may seem like accountants are just ‘numbers 
people’. It is true that most accountants are adept financial managers, yet their skills do not stop there. To be successful, 
management accountants must possess certain values and behaviours that reach well beyond basic analytical abilities.

Working in cross-functional teams and as a business partner of managers. It is not enough that management accountants 
simply be technically competent in their area of study. They also need to be able to work in teams, to learn about business 
issues, to understand the motivations of different individuals, to respect the views of their colleagues and to show empathy 
and trust.

Promoting fact-based analysis and making tough-minded, critical judgements without being adversarial. Management 
accountants must raise tough questions for managers to consider, especially when preparing budgets. They must do so 
thoughtfully and with the intent of improving plans and decisions. One would expect management accountants to have 
raised questions about the operating and/or financing strategies and tactics of Chickenfeed and Gunns before these com-
panies’ difficulties reached the news.

Leading and motivating people to change and be innovative. Implementing new ideas, however good they may be, is 
seldom easy. When the United States Department of Defense sought to consolidate more than 320 finance and account-
ing systems into a centralised platform, the accounting services director and his team of management accountants made 
sure that the vision for change was well understood throughout the agency. Ultimately, each individual’s performance was 
aligned with the transformative change and incentive pay was introduced to promote adoption and drive innovation within 
this new framework.

Communicating clearly, openly and candidly. Communicating information is a large part of a management accountant’s 
job. A few years ago, Pitney Bowes Inc. (PBI), a $4 billion global provider of integrated mail and document management 
solutions, implemented a reporting initiative to give managers feedback in key areas. The initiative succeeded because it 
was clearly designed and openly communicated by PBI’s team of management accountants.

Having a strong sense of integrity. Management accountants must never succumb to pressure from managers to 
manipulate financial information. They must always remember that their primary commitment is to the organisation and its 
shareholders. At WorldCom, under pressure from senior managers, members of the accounting staff concealed billions of 
dollars in expenses. Because the accounting staff lacked the integrity and courage to stand up to and report corrupt senior 
managers, WorldCom landed in bankruptcy. Some members of the accounting staff and the senior executive team served 
prison terms for their actions.

Sources
Garling, W. 2007, ‘Winning the Transformation Battle at the Defense Finance and Accounting Service’, Balanced Scorecard Report, May–June, <http://cb.hbsp.harvard.edu/cb/

web/product_detail.seam?R=B0705C-PDF-ENG>. 
Gollakota, K. & Vipin, G. 2009, WorldCom Inc.: What Went Wrong, Richard Ivey School of Business Case No. 905M43, The University of Western Ontario, London, ON, 

<http://cb.hbsp.harvard.edu/cb/web/product_detail.seam?R=905M43-PDF-ENG>.
Green, M., Garrity, J., Gumbus, A. & Lyons, B. 2002, ‘Pitney Bowes Calls for New Metrics’, Strategic Finance, May, <www.allbusiness.com/accounting-reporting/reports-

statements-profit/189988-1.html>, accessed 10 February 2013.
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1  Research and development—generating and experimenting with ideas related to new products, 
services or processes. At Sony, this function includes research on alternative television signal 
transmission (analogue, digital, high definition) and on the clarity of different shapes and thick-
nesses of television screens.

2 Design of products, services or processes—detailed planning and engineering of products, 
services or processes. Design at Sony includes determining the number of component parts in a 
television set and the effect of alternative product designs on quality and manufacturing costs.

3 Production—acquiring, coordinating and assembling resources to produce a product or deliver a 
service. Production of a Sony television set includes the acquisition and assembly of the electronic 
parts, the cabinet and the packaging used for shipping.

4 Marketing (including sales)—promoting and selling products or services to customers or pro-
spective customers. Sony markets its televisions through trade shows, advertisements in news-
papers and magazines, and on the internet.

5 Distribution—delivering products or services to customers. Distribution for Sony includes 
shipping to retail outlets, catalogue vendors, direct sales via the internet and other channels 
through which customers purchase televisions.

6 Customer service—providing after-sales support to customers. Sony provides customer service 
on its televisions in the form of customer-help telephone lines, support on the internet and 
warranty repair work.

Each of these business functions is essential to Sony satisfying its customers and keeping them 
satisfied and loyal over time. Companies use the term customer relationship management (CRM) 
to describe a strategy that integrates people and technology in all business functions to enhance 
relationships with customers, partners and distributors. CRM coordinates all customer-facing 
activities (i.e. marketing, sales calls, distribution and post-sales support) and the design and pro-
duction activities necessary to get products to customers.

Figure 1-1 depicts the usual order in which different business function activities physically 
occur. Do not, however, interpret Figure 1-1 as implying that managers should proceed sequen-
tially through the value chain when planning and managing their activities. Companies gain 
(in terms of cost, quality and the speed with which new products are developed) if two or more 
of the individual business functions of the value chain work concurrently as a team. For example, 
inputs into design decisions by production, marketing, distribution and customer service 
managers often lead to design choices that reduce total costs of the company.

Management accountants track the costs incurred in each value chain category. Their goal is 
to reduce costs in each category and to improve efficiency. Cost information also helps managers 
make cost–benefit trade-offs. For example, is it cheaper to buy products from outside vendors or 
to do manufacturing in-house? Is it worthwhile to invest more resources in design and manufac-
turing if it reduces costs in marketing and customer service or increases revenues?

DECISION POINT 4:
How does knowledge of the value chain assist decisions?

FIGURE 1­1 Managers in different parts of the value chain

Research
and

development

Design of products,
services or
processes

Production Marketing Distribution Customer
service

Management accounting
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