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Introduction: The Role, History,
and Direction of Management
Accounting
l e a r n i n g  o b j e c t i v e s
After studying this chapter, you should be able to:

1. Discuss the need for management accounting information.

2. Differentiate between management accounting and financial accounting.

3. Provide a brief historical description of management accounting.

4. Identify the current focus of management accounting.

5. Describe the role of management accountants in an organization.

6. Explain the importance of ethical behavior for managers and management
accountants.

7. List three forms of certification available to management accountants.

chapter 1



Scenario
Consider the following comments made by
individuals from several different organizations:

A. Partner of a Legal Firm: The managing
partner of Collins, Ling, and Jefferson, a
large regional law firm, just received a
request to bid on a potential job from
MegaProducts, Inc. (MPI). MPI had decided
to outsource most of its legal work. Its
request for proposals provided each law
firm with a record of the hours of legal
service and the types of services provided
by MPI’s internal legal staff for the past
five years. The bid was to take the form of
a flat hourly billing rate. Competition for
this job was intense. In order to generate 
a competitive bid, the partner needed an
accurate assessment of cost per hour for
each type of legal service that would be
performed. Then she could obtain the
weighted-average cost per hour based on
the expected hours of each type of service.
Finally, she could calculate an hourly billing
rate that would provide the law firm with
a reasonable dollar return. (Product costing
and pricing decision)

B. Plant Manager: Jeff Rand, plant manager,
identified three projects that could
improve quality and decrease the factory’s
production time. First, only suppliers who
provide components with a defect rate of
less than one per thousand would be
selected. Second, die-making operations
could be automated. Third, manufacturing
cells would be formed for each major prod-
uct. Jeff knew that once the alternatives
were implemented he would need to know
if and by how much the number of defec-
tive units dropped and if cycle time actu-
ally decreased. He also needed a way to
track those changes to the resulting pro-
duction costs to see if they decreased—to
see if cost improvement actually occurred.
(Continuous improvement)

C. Chief Executive Officer of a Cruise Line:
The recession had resulted in decreased
profits; the CEO wondered if the cruise line
should consider reducing costs and services.

The controller suggested that profit would
increase if current passenger volume was
maintained but variable costs were reduced
by $10 per passenger. The marketing vice
president suggested that reducing fares
could increase overall profit. She claimed
that reducing fares by 20 percent and
increasing advertising by $500,000 would
increase the number of passengers by 20
percent. A combination of the two
approaches might change the strategic
position of the cruise line. Therefore, the
CEO asked for revised budgets to see which
approach (or a combination of the two)
offered the most profit—in both the short
run and the long run. (Planning and cost-
volume-profit analysis)

D. Hospital Administrator: After reading the
latest monthly performance report for sub-
units of the hospital, the administrator was
very pleased with the performance of the
laboratory. Last month, the laboratory had
reduced costs even while the number of
tests run had increased. As a result, the
laboratory attracted more business by
charging lower rates that were justified by
the lower costs. The lab manager had told
the administrator that the activity-based
management approach that had been
installed had resulted in significant waste
reduction. The administrator felt that this
management system could be profitably
used by other subunits, such as radiology
and physical therapy. (Managerial control)

Q u e s t i o n s  t o  T h i n k  A b o u t
1. Who uses management accounting 

information?

2. For what purposes is management 
accounting information used?

3. Should a management accounting system
provide both financial and nonfinancial
information?

4. What organizations need a management
accounting information system?



Management Accounting Information System
The management accounting information system provides information needed to
satisfy specific management objectives. At the heart of a management accounting
information system are processes; they are described by activities such as collecting,
measuring, storing, analyzing, reporting, and managing information. Information on
economic events is processed into outputs that satisfy the system’s objectives. Out-
puts may include special reports, product costs, customer costs, budgets, performance
reports, and even personal communication. The operational model of a manage-
ment accounting information system is illustrated in Exhibit 1-1.

The management accounting information system is not bound by any formal
criteria that define the nature of the processes, inputs, or outputs. The criteria are
flexible and based on management objectives. The management accounting system
has three broad objectives:

1. To provide information for costing out services, products, and other objects of
interest to management.

2. To provide information for planning, controlling, evaluation, and continuous
improvement.

3. To provide information for decision making.

These three objectives show that managers and other users need access to man-
agement accounting information and need to know how to use it. It can help them
identify and solve problems and evaluate performance. Accounting information is
used in all phases of management, including planning, controlling, and decision
making. Furthermore, the need for such information is not limited to manufacturing
organizations; it is used in manufacturing, merchandising, service, and nonprofit
organizations as well.

Information Needs of Managers and Other Users
The opening scenarios can be used to illustrate each of the management accounting
system objectives. Scenario A (bidding by a legal firm) shows the importance of
determining the cost of products (objective 1). Scenario B emphasizes the impor-
tance of tracking costs and nonfinancial measures of performance over time. Thus,
Scenario A emphasizes the importance of accuracy in product costing, while Sce-
nario B underscores the importance of tracking efficiency measures—using both
financial and nonfinancial measures (objective 2). Trends in these measures allow
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managers to evaluate the soundness of decisions designed to improve productivity,
lower costs, increase market share, and improve profitability. For example, Huffman
Corporation, a manufacturer of machine tools, tracks cycle-time changes for pro-
ducing its products. The cycle time for producing the latest version of its computer-
ized grinding machine dropped from 2,400 hours to 800 hours within a five-year
period. These productivity gains have created a 35 percent compound growth rate in
earnings.1 Accuracy in cost assignments and the use of nonfinancial information by
both managers and nonmanagers have emerged as fundamental requirements for
many organizations. These and other related issues have led to the development of
an improved management accounting information system known as an activity-based
cost management information system.

Scenarios B, C, and D illustrate planning, controlling, evaluation, and continu-
ous improvement (objective 2). Managers, executives, and workers need an informa-
tion system that will identify problems, such as the possibility of cost overruns, or
benefits, such as the ability of a subunit manager to innovate and increase efficiency
(Scenario C). Once problems are known, actions can be taken to identify and imple-
ment solutions. Scenario B also illustrates that both financial and nonfinancial
information is needed so that workers can evaluate and monitor the effects of deci-
sions that are intended to improve operational and unit performance. Operational
and financial performance information allows workers to assess the effectiveness of
their efforts to improve. Workers and managers should be committed to continu-
ously improving the activities they perform. Continuous improvement means
searching for ways to increase the overall efficiency and productivity of activities by
reducing waste, increasing quality, and reducing costs. Thus, information is needed
to help identify opportunities for improvement and to evaluate the progress made in
implementing actions designed to create improvement.

The third objective, providing information for decision making, is intertwined
with the first two. For example, information on the costs of products, customers,
processes, and other objects of interest to management can be the basis for identify-
ing problems and alternative solutions. Similar observations can be made about
information pertaining to planning, controlling, and evaluation. Examples include
using product costs to prepare a bid (Scenario A), helping a manager decide whether
to increase profits by reducing prices and increasing advertising or decreasing vari-
able costs or both, or helping a manager decide whether to change the organiza-
tion’s strategic position (Scenario C). This last scenario also underscores the impor-
tance of strategic decision making, which is defined as the process of choosing
among alternative strategies with the goal of selecting one or more strategies that
provide a company with a reasonable assurance of long-term growth and survival.

The Management Process
The management process is defined by the following activities: (1) planning, (2) con-
trolling, and (3) decision making. The management process describes the functions
carried out by managers and empowered workers. Empowering workers to partici-
pate in the management process means giving them a greater say in how the com-
pany operates. Thus, employee empowerment is the authorizing of operational per-
sonnel to plan, control, and make decisions without explicit authorization from
middle- and higher-level management.

Employee empowerment rests on the belief that employees closest to the work
can provide valuable input in terms of ideas, plans, and problem solving. Workers
are allowed to shut down production and identify and correct problems. Their input
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is sought and used to improve production processes. Two examples illustrate the
power of this concept. First, empowered workers at Duffy Tool and Stamping
saved $14,300 per year by redesigning a press operation.2 In one department, com-
pleted parts (made by a press) came down a chute and fell into a parts tub. When
the tub became full, press operators had to stop operation while the stock operator
removed the full tub and replaced it with an empty one. Empowered workers
redesigned the operation so that each press had a chute with two branches—each
leading to a different tub. Now completed parts are routed into one branch of the
chute. When the tub associated with the active branch becomes full, the completed
parts are routed to the other branch and its tub while the full tub is being removed
and replaced with an empty tub. This new design avoids machine downtime and
produces significant savings. Second, GR Spring and Stamping implemented an
employee empowerment program, and within a four-year period, the number of
ideas implemented increased from 0.67 per employee to 11.22 per employee.3

Increased involvement in managing the company through employee empowerment
is a key element in enhancing continuous improvement efforts.

Planning The managerial activity called planning is the detailed formulation of
action to achieve a particular end; it requires setting objectives and identifying meth-
ods to achieve those objectives. For example, a firm’s objective may be to increase its
profitability by improving the overall quality of its products. By improving product
quality, the firm should be able to reduce scrap and rework, decrease the number of
customer complaints and warranty work, reduce the cost of inspection, and so on,
thus increasing profitability. But how can this be accomplished? Managers must
develop a plan that, when implemented, will lead to the achievement of the desired
objective. A plant manager, for example, may start a supplier evaluation program to
identify and select suppliers who are willing and able to supply defect-free parts. In
another example, empowered workers might identify production causes of defects
and create new methods for producing a product that will reduce scrap and rework
and the need for inspection. The new methods should be clearly specified and
detailed in the plan.
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Direct labor workers
are very closely con-
nected to products
and services. They
are often able to see
opportunities for
improved efficiency
and quality that
managers cannot.
Employee empower-
ment recognizes this
and affords employ-
ees the power to
make beneficial
changes.
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Controlling Planning is only half the battle. Once a plan is created, it must be
implemented and monitored by managers and workers to ensure that the plan is
being carried out as intended. Controlling is the managerial activity of monitoring
a plan’s implementation and taking corrective action as needed. Control is usually
achieved with the use of feedback. Feedback is information that can be used to
evaluate or correct the steps being taken to implement a plan. Based on feedback, 
a manager (or worker) 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 part of the control function. Feedback can be financial or
nonfinancial. For example, the chute redesign at Duffy Tool and Stamping saved
more than $14,000 per year (financial feedback). Moreover, the redesign eliminated
machine downtime and increased the number of units produced per hour (opera-
tional feedback). Both measures are part of the management accounting information
system and convey important information. Often financial and nonfinancial feed-
back is in the form of formal reports, called performance reports, that compare
actual data with planned data or benchmarks.

Decision Making The process of choosing among competing alternatives is deci-
sion making. This managerial function is intertwined with planning and control-
ling. 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 competing plans can be chosen. Similar comments can be made
concerning the control function.

A major role of the management accounting information system is to supply
information for decision making. For example, the partner in the legal firm in Sce-
nario A was faced with the prospect of submitting a bid on a contract for legal ser-
vices. A large number of bids are possible, but the partner must choose just one to
submit to the prospective customer. The partner requested information concerning
the expected hourly cost for each type of legal service. This cost information, along
with the partner’s knowledge of competitive conditions, should improve his or her
ability to select a bid price. Imagine having to submit a bid without some idea of
the cost of providing the legal services.

Organization Type
The use of accounting information by managers is not limited to manufacturing.
Regardless of the organizational form, managers must be proficient in using
accounting information. The basic concepts taught in this text apply to a variety of
settings. The four scenarios at the beginning of this chapter involved legal services,
manufacturing, health care, leisure services, profit, and nonprofit organizations. Hos-
pital administrators, presidents of corporations, dentists, educational administrators,
and city managers can all improve their managerial skills by being well grounded in
the basic concepts and use of accounting information.

Management Accounting and Financial Accounting
An organization’s accounting information system has two major subsystems: a man-
agement accounting system and a financial accounting system. The two accounting
subsystems differ in their objectives, the nature of their inputs, and the type of
processes used to transform inputs into outputs. The financial accounting informa-
tion system is primarily concerned with producing outputs for external users, using
well-specified economic events as inputs and processes that meet certain rules and
conventions. For financial accounting, the nature of the inputs and the rules and
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conventions governing processes are defined by the Securities and Exchange Com-
mission (SEC), the Financial Accounting Standards Board (FASB), and for public
companies, the Public Company Accounting Oversight Board (PCAOB). The overall
objective is the preparation of external reports (financial statements) for investors,
creditors, government agencies, and other outside users. This information is used for
such things as investment decisions, stewardship evaluation, monitoring activities,
and regulatory measures. Financial accounting could be called external accounting.

Because the management accounting system produces information for internal
users, such as managers, executives, and workers, it could be properly called internal
accounting. Management accounting identifies, collects, measures, classifies, and
reports information that is useful to internal users in planning, controlling, and
decision making.

When management accounting is compared with financial accounting, several
differences can be identified. Some of the more important differences are summa-
rized in Exhibit 1-2.

• Targeted users. Management accounting focuses on the information needs of inter-
nal users, while financial accounting focuses on information for external users.

• Restrictions on inputs and processes. Management accounting is not subject to the
requirements of generally accepted accounting principles. The Securities and
Exchange Commission (SEC), the Public Company Accounting Oversight Board
(PCAOB), and the Financial Accounting Standards Board (FASB) set the account-
ing procedures that must be followed for financial reporting. The inputs and
processes of financial accounting are well-defined and restricted. Only certain
kinds of economic events qualify as inputs, and processes must follow generally
accepted methods. Unlike financial accounting, management accounting has no
official body that prescribes the format, content, and rules for selecting inputs
and processes and preparing financial reports. Managers are free to choose what-
ever information they want—provided it can be justified on a cost-benefit basis.

• Type of information. The restrictions imposed by financial accounting tend to pro-
duce objective and verifiable financial information. For management accounting,
information may be financial or nonfinancial and may be more subjective in
nature.

• Time orientation. Financial accounting has a historical orientation. It records and
reports events that have already happened. Although management accounting
also records and reports events that have already occurred, it strongly emphasizes
providing information about future events. Management, for example, may not
only want to know what it costs to produce a product, it may also want to know
what it will cost to produce a product. Knowing what it will cost helps in plan-
ning material purchases and making pricing decisions, among other things. This
future orientation is demanded to support the managerial planning and decision
making.

• Degree of aggregation. Management accounting provides measures and internal
reports used to evaluate the performance of entities, product lines, departments,
and managers. Very detailed information is needed and provided. Financial
accounting, on the other hand, focuses on overall firm performance, providing a
more aggregated viewpoint.

• Breadth. Management accounting is much broader than financial accounting. It
includes aspects of managerial economics, industrial engineering, and manage-
ment science, as well as numerous other areas.

It should be emphasized, however, that both management accounting and
financial accounting information systems are part of the total accounting informa-
tion system. Unfortunately, the content of the management accounting system is
often driven by the needs of the financial accounting system. The reports of manage-
ment and financial accounting are frequently derived from the same database, which
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may have been established to support the reporting requirements of financial
accounting. Many organizations need to redesign this database in order to satisfy
more fully the needs of the internal users. For example, while overall firm profitabil-
ity is of interest to investors, managers need to know the profitability of individual
products. The accounting system should be designed to provide total profits and
profits for individual products. The key is flexibility—the accounting system should
be able to supply different information for different purposes.

A Brief Historical Perspective of Management Accounting
Most of the product-costing and management accounting procedures used in the
20th century were developed between 1880 and 1925.4 Prior to 1914, many of the
early developments concerned product costing—tracing a firm’s profitability to indi-
vidual products and using this information for strategic decision making. By 1925,
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most of this emphasis had been abandoned in favor of inventory costing—assigning
manufacturing costs to products so that the cost of inventories could be reported to
external users of a firm’s financial statements.

Financial reporting became the driving force for the design of cost accounting
systems. Managers and firms were willing to accept aggregated average cost informa-
tion about individual products, as they did not feel the need for more detailed and
accurate cost information about individual products. As long as a company had rela-
tively homogeneous products that consumed resources at about the same rate, the
average cost information supplied by a financially driven cost system was good
enough. Furthermore, for some firms, even as product diversity increased, the need
to have more accurate cost information was offset by the high cost of the processing
required to provide such information. For many firms, the cost of a more detailed
cost system apparently exceeded its benefits.

Some effort to improve the managerial usefulness of conventional cost systems
took place in the 1950s and 1960s. Users discussed the shortcomings of information
supplied by a system designed to prepare financial reports. Efforts to improve the
system, however, essentially centered on making the financial accounting informa-
tion more useful to users rather than on producing an entirely new set of informa-
tion and procedures apart from the external reporting system.

In the 1980s and 1990s, many recognized that the traditional management
accounting practices no longer served managerial needs. Some claimed that existing
management accounting systems were obsolete and virtually useless. More accurate
product and resource costing were needed for managers to improve quality and produc-
tivity and to reduce costs. In response to the perceived failure of the traditional manage-
ment accounting system, efforts were made to develop a new management accounting
system that would satisfy the demands of the current economic environment.

Current Focus of Management Accounting
The economic environment has required the development of innovative and relevant
management accounting practices. Consequently, activity-based management
accounting systems have been developed and implemented in many organizations.
Additionally, the focus of management accounting systems has been broadened to
enable managers to better serve the needs of customers and manage the firm’s value
chain. Furthermore, to secure and maintain a competitive advantage, managers must
emphasize time, quality, and efficiency, and accounting information must be pro-
duced to support these three fundamental organizational goals. More recently, the
emergence of e-business requires management accounting systems to provide infor-
mation that enables managers to deal with this new environment.

Activity-Based Management
The demand for more accurate and relevant management accounting information
has led to the development of activity-based management. Activity-based manage-
ment is a systemwide, integrated approach that focuses management’s attention on
activities with the objective of improving customer value and the resulting profit.
Activity-based management emphasizes activity-based costing (ABC) and process
value analysis. Activity-based costing improves the accuracy of assigning costs by first
tracing costs to activities and then to products or customers that consume these
activities. Process value analysis emphasizes activity analysis—trying to determine
why activities are performed and how well they are performed. The objective is to
find ways to perform necessary activities more efficiently and to eliminate those that
do not create customer value.
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Customer Orientation
Activity-based management has the objective of increasing customer value by man-
aging activities. Customer value is a key focus because a firm can establish a compet-
itive advantage by creating better customer value for the same or lower cost than
that of its competitors or creating equivalent value for a lower cost than that of its
competitors. Customer value is the difference between what a customer receives
(customer realization) and what the customer gives up (customer sacrifice). What is
received is called the total product. The total product is the complete range of tangi-
ble and intangible benefits that a customer receives from a purchased product. Thus,
customer realization includes basic and special product features, service, quality,
instructions for use, reputation, brand name, and any other factors deemed impor-
tant by customers. Customer sacrifice includes the cost of purchasing the product,
the time and effort spent acquiring and learning to use the product, and postpur-
chase costs, which are defined as the costs of using, maintaining, and disposing 
of the product. Increasing customer value means increasing customer realization,
decreasing customer sacrifice, or both.

Strategic Positioning Increasing customer value to create a sustainable compet-
itive advantage is achieved through judicious selection of strategies. Cost informa-
tion plays a critical role in this process through a process called strategic cost manage-
ment. Strategic cost management is the use of cost data to develop and identify
superior strategies that will produce a sustainable competitive advantage. Generally,
firms choose a strategic position that corresponds to one of two general strategies:
(1) cost leadership and (2) superior products through differentiation.5 The objective
of the cost leadership strategy is to provide the same or better value to customers at
a lower cost than competitors; its objective is to increase customer value by reducing
sacrifice. For example, reducing the cost of making a product by improving a process
would allow the firm to reduce the product’s selling price, thus reducing customer
sacrifice. A differentiation strategy, on the other hand, increases customer value by
increasing realization. Providing customers with something not provided by com-
petitors creates a competitive advantage. For example, a computer retailer could offer
on-site repair service, a feature not offered by other rivals in the local market. Of
course, a viable differentiation strategy must ensure that the value added to the cus-
tomer by differentiation exceeds the firm’s cost of providing the differentiation. Typi-
cally, different strategies require different cost information, implying that cost sys-
tems may differ according to the strategy adopted by a firm.

Value-Chain Framework A focus on customer value means that the manage-
ment accounting system should produce information about both realization and
sacrifice. Collecting information about customer sacrifice means gathering informa-
tion outside the firm. But there are even deeper implications. Successful pursuit of
cost leadership and/or differentiation strategies requires an understanding of a firm’s
internal and industrial value chains. Effective management of the internal value
chain is fundamental to increasing customer value, especially if maximizing cus-
tomer realization at the lowest possible cost (to the firm) is a goal. The internal
value chain is the set of activities required to design, develop, produce, market, and
deliver products and services to customers. Thus, emphasizing customer value forces
managers to determine which activities in the value chain are important to cus-
tomers. A management accounting system should track information about a wide
variety of activities that span the internal value chain. Consider, for example, the
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delivery segment. Timely delivery of a product or service is part of the total product
and, thus, of value to the customer. Customer value can be increased by increasing
the speed of delivery and response. Federal Express exploited this part of the value
chain and successfully developed a service that was not being offered by the U.S.
Postal Service. Today, many customers believe that a delivery delayed is a delivery
denied. This seems to indicate that a good management accounting system ought to
develop and measure indicators of customer satisfaction.

The industrial value chain is also critical for strategic cost management. The
industrial value chain is the linked set of value-creating activities from basic raw
materials to the disposal of the final product by end-use customers. Exhibit 1-3 illus-
trates a possible value chain for the apple industry. A given firm operating within
the industry may not span the entire value chain. The exhibit illustrates that differ-
ent firms participate in different segments of the chain. Breaking down a firm’s value
chain into its strategically important activities is basic to successful implementation
of cost leadership and differentiation strategies. Fundamental to a value-chain frame-
work is the recognition of the complex linkages and interrelationships among activi-
ties both within and external to the firm. There are two types of linkages: internal
and external. Internal linkages are relationships among activities that are performed
within a firm’s portion of the industrial value chain (the internal value chain). Exter-
nal linkages are activity relationships between the firm and the firm’s suppliers and
customers. Thus, we can talk about supplier linkages and customer linkages. Using these



linkages to bring about a win-win outcome for the firm, its suppliers, and its cus-
tomers is the key to successful strategic cost management. It is also the key feature 
of what is now called supply chain management. Supply chain management is the
management of material flows beginning with suppliers and their upstream suppli-
ers, moving to the transformation of materials into finished goods, and finishing
with the distribution of finished goods to customers and their downstream customers.
Understanding the industrial value chain and going beyond immediate suppliers
and customers may reveal hidden benefits. Of course, the firm’s objective is to man-
age these linkages better than its competitors, thus creating a competitive advantage.

Companies have internal customers as well. For example, the procurement
process acquires and delivers parts and materials to producing departments. Provid-
ing high-quality parts on a timely basis to managers of producing departments is
just as vital for procurement as it is for the company as a whole to provide high-
quality goods to external customers. The emphasis on managing the internal value
chain and servicing internal customers reveals the importance of a cross-functional
perspective.

Cross-Functional Perspective
Managing the value chain means that a management accountant must understand
many functions of the business, from manufacturing to marketing to distribution to
customer service. This need is magnified when the company is involved in interna-
tional trade. We see this in the varying definitions of product cost. Activity-based
management has moved beyond the traditional manufacturing cost definition of
product cost to more inclusive definitions. These product costs may include initial
design and engineering costs, manufacturing costs, and the costs of distribution,
sales, and service. An individual who understands the shifting definitions of cost
from the short run to the long run can be invaluable in determining what informa-
tion is relevant in decision making. For example, strategic decisions may require a
product cost definition that assigns the costs of all value-chain activities, whereas a
short-run decision that is concerned with whether a special order should be accepted
or rejected may require a product cost that assigns only marginal or incremental
costs.

Why try to relate management accounting to marketing, management, engineer-
ing, finance, and other business functions? When a value-chain approach is taken
and customer value is emphasized, we see that these disciplines are interrelated; a
decision affecting one affects the others. For example, many manufacturing compa-
nies engage in frequent trade loading, the practice of encouraging (often by offering
huge discounts) wholesalers and retailers to buy more product than they can quickly
resell. As a result, inventories become bloated, and the wholesalers and retailers stop
purchasing for a time. This looks like a marketing problem, but it is not—at least
not entirely. When selling stops, so does production. Thus, trade-loading companies
experience wild swings in production. Sometimes, their factories produce around the
clock to meet demand for the heavily discounted product; other times, their factories
are idle, and workers are laid off. In effect, the sales end up costing the companies mil-
lions of dollars of added production cost. A cross-functional perspective lets us see the
big picture. This broader vision allows managers to increase quality, reduce the time
required to service customers (both internal and external), and improve efficiency.

Total Quality Management
Continuous improvement is crucial to establishing manufacturing excellence. Mak-
ing products with little waste that actually perform according to specifications are
the twin objectives of world-class firms; they are the keys to survival in today’s
world-class competitive environment. A philosophy of total quality management,
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in which manufacturers strive to create an environment that will enable workers to
manufacture perfect (zero-defect) products, has replaced the “acceptable quality”
attitudes of the past. This total emphasis on quality has also created a demand for a
management accounting system that provides financial and nonfinancial informa-
tion about quality.

Service industries are also dedicated to improving quality. Service firms present
special problems because quality may differ from employee to employee. As a result,
service firms are emphasizing consistency through the development of systems to
support employee efforts. For example, Park Place Lexus of Plano, Texas, is a 2005
Malcolm Baldridge Quality Award winner. Park Place Lexus measures client satisfac-
tion with new vehicles (99.8 percent), with pre-owned vehicles (98 percent), and
with vehicle maintenance and service (near 98 percent). Park Place Lexus is also
improving in profitability; its gross profit increased by 51.3 percent from 2000 to
2004. Clearly, quality initiatives are paying off.6

Quality cost measurement and reporting are key features of a management
accounting system for manufacturing and service industries. In both cases, the sys-
tem should be able to provide both operational and financial information about
quality, including information such as the number of defects, quality cost reports,
quality cost trend reports, and quality cost performance reports.

Time as a Competitive Element
Time is a crucial element in all phases of the value chain.7 World-class firms reduce
time to market by compressing design, implementation, and production cycles.
These firms deliver products or services quickly by eliminating non-value-added
time, that is, time of no value to the customer (for example, the time a product
spends on the loading dock). Interestingly, decreasing non-value-added time appears
to go hand in hand with increasing quality. The overall objective, of course, is to
increase customer responsiveness.

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 conditions. Information to allow them to
accomplish this must be available. For example, 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 the kind of information that
should be available from a management accounting information system.

Efficiency
While quality and time are important, improving these dimensions without corre-
sponding improvements in profit performance may be futile, if not fatal. Improving
efficiency is also a vital concern. Both financial and nonfinancial measures of effi-
ciency are needed. Cost is a critical measure of efficiency. Trends in costs over time
and measures of productivity changes can provide important measures of the effi-
cacy of continuous improvement decisions. For these efficiency measures to be of
value, costs must be properly defined, measured, and assigned; furthermore, produc-
tion of output must be related to the inputs required, and the overall financial effect
of productivity changes should be calculated.
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“Accounting for Time: Reengineering Business Processes to Improve Responsiveness,” Journal of Cost Manage-
ment (Fall 1993): pp. 4–14.



E-business
Electronic business (e-business) is any business transaction or information exchange
that is executed using information and communication technology. E-business is
expected to grow significantly over the coming years. It provides opportunities for a
company to expand sales throughout the world and may lower costs significantly rel-
ative to paper-based transactions. It also facilitates value-chain (supply) management.
Management accountants need to understand the benefits and risks of e-business as
well as its opportunities. They also play a vital role in providing relevant cost infor-
mation concerning e-business. For example, managers may need to know the cost
per electronic transaction versus the cost per paper transaction.

The Role of the Management Accountant
Business today is moving faster than ever before. Changes in technology, communi-
cations, economic conditions, and the legal environment are affecting firms and
their management accountants in new ways. Management accountants must support
management in all phases of business decision making. As specialists in accounting,
they must be intelligent, well prepared, up to date with new developments, and
familiar with the customs and practices of all countries in which their firms operate.
They are expected to be knowledgable about the legal environment of business and,
in particular, about the Sarbanes-Oxley Act of 2002.

Structure of the Company
The role of management accountants in an organization is one of support. They
assist those individuals who are responsible for carrying out an organization’s basic
objectives. Positions that have direct responsibility for the basic objectives of an
organization are referred to as line positions. Positions that are supportive in nature
and have only indirect responsibility for an organization’s basic objectives are called
staff positions.

For example, assume that the basic mission of an organization 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 accountant, and the purchasing manager are all staff
positions.

The partial organization chart shown in Exhibit 1-4 illustrates the organizational
positions for production and finance. Because one of the basic objectives of the
organization is to produce, those directly involved in production hold line positions.
Although management accountants, such as controllers and cost accounting man-
agers, may wield 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 interpreting accounting information, management accountants can
have significant input into policies and decisions.

The controller, the chief accounting officer, supervises all accounting depart-
ments. Because of the critical role that management accounting plays in the opera-
tion of an organization, the controller is often viewed as a member of the top
management team and is encouraged to participate in planning, controlling, and
decision-making activities. As the chief accounting officer, the controller has respon-
sibility for both internal and external accounting requirements. This charge may
include direct responsibility for internal auditing, cost accounting, financial account-
ing (including SEC reports and financial statements), systems accounting (including
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analysis, design, and internal controls), and taxes. The duties and organization of
the controller’s office vary from firm to firm. For example, in some firms, the inter-
nal audit department may report directly to the financial vice president; similarly,
the systems department may report directly to the financial vice president or some
other vice president. One possible organization of a controller’s office is also shown
in Exhibit 1-4.

The treasurer is responsible for the finance function. Specifically, the treasurer
raises capital and manages cash and investments. The treasurer may also be in
charge of credit, collection, and insurance. As shown in Exhibit 1-4, the treasurer
reports to the financial vice president.

Sarbanes-Oxley Act of 2002
In June 2002, Congress passed the Sarbanes-Oxley Act. This legislation was passed 
in response to the collapse of Enron and the revelations of securities fraud and
accounting misconduct associated with companies such as WorldCom, Adelphia,
and HealthSouth. The Sarbanes-Oxley Act (SOX) established stronger government
control and regulation of public companies in the United States. SOX applies to
publicly traded companies, companies that issue stock traded on U.S. stock
exchanges. Major sections of SOX include establishment of the Public Company
Accounting Oversight Board (PCAOB), enhanced auditor independence, tightened
regulation of corporate governance, control over management, and management/
auditor assessment of the firm’s internal controls. SOX also led to increased atten-
tion to corporate ethics, and this is discussed in the next section.

Importantly, private companies, nonprofit entities, and governmental agencies
or entities are not covered by SOX and not subject to PCAOB control. However,
these entities have been affected by SOX through their dealings with constituents
and their boards of directors. In particular, the intense scrutiny of internal control
under SOX is a feature that many would like to see applied to nonprofit entities.
Internal control is a process put into place by management and the board of direc-
tors to ensure that objectives are achieved in the areas of effectiveness and efficiency
of operations, reliability of financial reporting, and compliance with applicable laws
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and regulations.8 All entities should achieve their legitimate objectivies, and good
internal control can help to ensure that. Management accountants, through the
offices of internal auditing or the chief financial officer (CFO), are the people in 
the organization who are expected to help their organizations comply with SOX.

Management Accounting and Ethical Conduct
Virtually all management accounting practices were developed to assist managers in
maximizing profits. Traditionally, the economic performance of the firm has been
the overriding concern. Yet managers and management accountants should not
become so focused on profits that they develop a belief that the only goal of a busi-
ness is maximizing its net worth. The objective of profit maximization should be
constrained by the requirement that profits be achieved through legal and ethical
means. While this has always been an implicit assumption of management account-
ing, the assumption should be made explicit. To help achieve this objective, many 
of the problems in this text force explicit consideration of ethical issues.

Ethical Behavior
Ethical behavior involves choosing actions that are “right,” “proper,” and “just.”
Our behavior can be right or wrong; it can be proper or improper; and the decisions
we make can be just or unjust. Though people often differ in their views of the
meaning of the ethical terms cited, a common principle seems to underlie all ethical
systems. This principle is expressed by the belief that each member of a group bears
some responsibility for the well-being of other members. Willingness to sacrifice
one’s self-interest for the well-being of the group is the heart of ethical action.

This notion of sacrificing one’s self-interest for the well-being of others produces
some core values—values that describe what is meant by right and wrong in more
concrete terms. James W. Brackner, writing for the “Ethics Column” in Management
Accounting, made the following observation:

For moral or ethical education to have meaning, there must be agreement
on the values that are considered “right.” Ten of these values are identified
and described by Michael Josephson in “Teaching Ethical Decision Making
and Principled Reasoning.” The study of history, philosophy, and religion
reveals a strong consensus as to certain universal and timeless values essen-
tial to the ethical life.

These ten core values yield a series of principles that delineate right and
wrong in general terms. Therefore, they provide a guide to behavior.9

The ten core values referred to in the quotation follow:

1. Honesty
2. Integrity
3. Promise keeping
4. Fidelity
5. Fairness

6. Caring for others
7. Respect for others
8. Responsible citizenship
9. Pursuit of excellence

10. Accountability
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be good business sense. Companies with a strong code of ethics can create strong
customer and employee loyalty. While liars and cheats may win on occasion, their
victories are often short term. Companies in business for the long term find that it
pays to treat all of their clients honestly and loyally.

Company Codes of Conduct and SOX
The Sarbanes-Oxley Act requires that a company’s senior financial officers be subject
to a code of ethics or that the company must disclose publicly that they are not.
Since no company wants to say publicly that its CEO or CFO is not subject to a
code of ethics, companies not only have codes of ethics, those codes do apply to the
top corporate officers. In practice, companies have developed codes of ethics, often
called codes of conduct, that are applicable to all their employees. The codes can,
and do, differ from company to company. Some are lengthy, with ample guidance
for particular circumstances. Others are briefer and more general; they expect employ-
ees to internalize the ethical guidelines and to apply them in a variety of circum-
stances. A number of companies, including GlaxoSmithKline, John Deere, Nike, and
Pixar, have posted their codes of conduct on their websites. This is now standard
practice for public companies.

http://www.gsk.com/responsibility/cr_issues/business_ethics.htm
http://www.deere.com/en_US/investinfo/corpgov/ethics.html
http://www.nike.com/nikebiz/nikebiz.jhtml?page=25&cat=code
http://corporate.pixar.com/downloads/Code_of_Conduct.pdf

Management accountants and all employees are expected to be knowledgeable
about their company’s code of ethics. Along with other employees, they may be
asked to sign a document stating that they have read and understand the code. They
should also be aware of provisions for whistle-blower assistance. SOX gives protec-
tion to those who blow the whistle on financial misconduct or fraudulent financial
reporting. Companies must establish mechanisms through which employees and
other stakeholders can report suspected misconduct. The company is required, then,
to follow up on all such reports. Many public companies have outsourced their
ethics hotlines to reputable outside companies in order to provide assurance that
employee complaints and tips can be made anonymously.
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supplier offered him six
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$100—as a gift for “being

such a great customer.”
Joseph was surprised and
pleased by the offer; he
looked forward to treating
his friends to a special din-
ner. Is is all right for Joseph
to accept the gift? A new
chef may think that it is—
but this is wrong! The pur-
pose of the gift is to make

Joseph less objective in his
choice of supplier. He could
be fired for such behavior. In
fact, many corporate codes
of conduct explicitly prohibit
such behavior. ■

*This is a real situation, but the name
has been changed.
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Standards of Ethical Conduct for Management Accountants
Organizations commonly establish standards of conduct for their managers and
employees. Professional associations also establish ethical standards. For example,
the Institute of Management Accountants has established ethical standards for man-
agement accountants. In 2005, the IMA issued a revised statement outlining stan-
dards of ethical conduct for management accountants. Called the “Statement of Eth-
ical Professional Practice,” the revised statement was designed to accord with the
provisions of the Sarbanes-Oxley Act of 2002 and to meet the global needs of IMA’s
international members. The revised statement is based on the principles of honesty,
fairness, objectivity, and responsibility. The Statement of Ethical Professional Practice
and the recommended resolution of ethical conflicts are presented in Exhibit 1-5.

To illustrate an application of the statement, suppose a manager’s bonus increases
as reported profits increase. The manager has an incentive to find ways to increase
profits, including unethical approaches. For example, he or she could delay promot-
ing deserving employees or use cheaper parts to make a product. In either case, if the
motive is simply to increase the reported income, and the bonus, the behavior could
be unethical. Neither action is in the best interest of the company or its employees.
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Yet where should the blame be assigned? After all, the reward system strongly encour-
ages the manager to increase profits. Is the reward system at fault, or is the manager
who chooses to increase profits at fault? Or both?

In reality, both are probably at fault. It is important to design evaluation and
reward systems to minimize the incentives to pursue undesirable behavior. Yet
designing a perfect reward system is not a realistic expectation. Managers have an
obligation to avoid abusing the system. Standards III-1 and III-2 state that manage-
ment accountants should “mitigate actual conflicts of interest” and “refrain from
engaging in any conduct that would prejudice carrying out duties ethically.” Manipu-
lating income to increase a bonus can be interpreted as a violation of this standard.
Basically, the prospect of an increased bonus (for example, a favor) should not influ-
ence a manager to engage in unethical actions.

Text not available due to copyright restrictions



Certification
Numerous forms of certification are available to management accountants. We will
briefly describe three of the major types: a Certificate in Management Accounting, a
Certificate in Public Accounting, and a Certificate in Internal Auditing. Each certifica-
tion offers particular advantages to a management accountant. In each case, an
applicant must meet specific educational and experience requirements and pass a
qualifying examination to become certified. Thus, all three certifications offer evi-
dence that the holder has achieved a minimum level of professional competence.

Furthermore, all three certifications require the holders to engage in continuing
professional education in order to maintain certification. Because certification
reveals a commitment to professional competency, most organizations encourage
their management accountants to become certified.

The CMA
In 1974, the Institute of Management Accountants (IMA) sponsored a new certifica-
tion called the Certificate in Management Accounting. This certificate was designed
to meet the specific needs of management accountants. A certified management
accountant (CMA) has passed a rigorous qualifying examination, has met an expe-
rience requirement, and participates in continuing education.

One of the key requirements for obtaining the CMA 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 the CMA was to establish management 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 accountants
for the qualifying examination, as well as provide other financial incentives to
encourage acquisition of the CMA.

The CPA
The Certificate in Public Accounting is
the oldest and best-known certification
in accounting. Its purpose is to provide
minimal professional qualification for
external auditors. The responsibility of
external auditors is to provide assur-
ance concerning the reliability of a
firm’s financial statements. A certified
public accountant (CPA) is permitted
(by law) to serve as an external audi-
tor. CPAs must pass a national exami-
nation and be licensed by the state in
which they practice. Although the Cer-
tificate in Public Accounting does not
have a management accounting orien-
tation, it is held by many management
accountants.
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1. Discuss the need for management accounting
information.

Managers, workers, and executives use management
accounting information to identify and solve prob-
lems and to evaluate performance. Essentially, man-
agement 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. Control-
ling is the monitoring of a plan’s implementation.
Decision making is choosing among competing 
alternatives.

2. Differentiate between management account-
ing and financial accounting.

Management accounting differs from financial
accounting in several ways. Management accounting
information is intended for internal users, whereas
financial accounting information is directed toward
external users. Management accounting is not bound
by the externally imposed rules of financial reporting.
Furthermore, it tends to be more subjective and uses
both financial and nonfinancial measures, whereas
financial accounting provides audited, objective
financial information. Finally, management account-
ing provides more detail than financial accounting,
and it tends to be broader and multidisciplinary.

3. Provide a brief historical description of man-
agement accounting.

Most of the product costing and internal accounting
procedures used today were developed between 1880
and 1925. By 1925, the emphasis of management
accounting procedures had become inventory costing,
stemming from the emphasis on external reporting.
In the 1950s and 1960s, some effort was made to
improve the managerial usefulness of traditional cost
systems. In recent years, significant action has been
taken to radically change the nature and practice of
management accounting, largely in response to some
dramatic changes in the competitive environment.

4. Identify the current focus of management
accounting.

Management accounting must provide information
that allows managers to focus on customer value,
total quality management, and time-based competi-
tion. This implies that information about value-chain
activities and customer sacrifice (such as postpur-
chase costs) must be collected and made available.
Activity-based management is a major innovative
response to the demand for more accurate and rele-
vant management accounting information. Addition-
ally, managers must decide on the strategic position
of the firm. One of two positions is usually empha-
sized, either cost leadership or product differentia-
tion. Which position is chosen can affect the nature
of the management accounting information system.

5. Describe the role of management account-
ants in an organization.

Management accountants are responsible for identify-
ing, collecting, measuring, analyzing, 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. Man-
agement accountants serve as staff members of the
organization and are responsible for providing infor-
mation; they are usually intimately involved in the
management process as valued members of the man-
agement team.

6. Explain the importance of ethical behavior
for managers and management accountants.

Management accounting aids managers in their
efforts to improve the economic performance of the
firm. Unfortunately, some managers have overempha-
sized the economic dimension and have engaged in
unethical and illegal actions. Many of these actions
have relied on the management accounting system to
bring about and even support that unethical behav-
ior. To emphasize the importance of the ever-present

Summary of Learning Objectives

The CIA
The other certification available to internal accountants is the Certificate in Internal
Auditing. The forces that led to the creation of this certification in 1974 are similar
to those that resulted in the CMA. Internal auditing differs from external auditing
and management accounting, and many internal auditors felt a need for a special-
ized certification. The certified internal auditor (CIA) has passed a comprehensive
examination designed to ensure technical competence and has gained two years of
experience.
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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.

7. List three forms of certification available to
management accountants.

Three of the major types of certification are the CMA,
the CPA, and the CIA. The CMA is a certification

designed especially for management accountants. The
prestige of the CMA has increased significantly over
the years and it is now well regarded by the industrial
world. The CPA is primarily intended for those prac-
ticing public accounting; however, because this certi-
fication is highly regarded, many management
accountants also hold it. The CIA serves internal
auditors and is also greatly respected.
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Questions for Writing and Discussion

1. What is a management accounting information
system?

2. Describe the inputs, processes, and outputs of a
management accounting information system.

3. What are the three objectives of a management
accounting information system?

4. What types of organizations need management
accounting information systems?

5. Who are the users of management accounting
information?

6. For what purpose is management accounting
information used?

7. Should a management accounting system provide
both financial and nonfinancial information?
Explain.

8. What is meant by continuous improvement?
9. Describe what is meant by employee empowerment.

10. Explain why operational workers need manage-
ment accounting information.

11. Describe the connection between planning, feed-
back, and controlling.

12. What role do performance reports play with
respect to the control function?

13. How do management accounting and financial
accounting differ?

14. Explain the role of financial reporting in the
development of management accounting. Why
has this changed in recent years?

15. What is activity-based management? Why is it
important?

16. Explain the meaning of customer value. How is
focusing on customer value changing manage-
ment accounting?

17. What is the internal value chain? Why is it
important?

18. What is the industrial value chain? Why is it
important?

19. What is supply chain management? Explain its
relationship to the industrial value chain.

20. What is e-business? Explain why it is important
for a management accountant to understand e-
business.

21. Explain why today’s management accountant
must have a cross-functional perspective.

22. Discuss the relationship of time-based competi-
tion and management accounting information.
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Exercises

The items that follow are associated with a management accounting information 
system.

a. Incurrence of environmental costs
b. Preparing a report that summarizes environmental costs
c. A statement of the cost of goods manufactured
d. Usage of direct labor
e. Providing information for decision making
f. Incurrence of quality costs
g. Measuring the cost of design
h. Providing information for planning and control
i. A report showing the trend in quality costs
j. Using power for manufacturing a product
k. Costing out products and customers
l. A report that compares actual costs of materials with expected costs
m. Measuring the costs of lost sales due to defective products
n. Providing cost information for decision making

Required
Classify the items into one of the following categories:

1. Inputs
2. Processes
3. Outputs
4. System objectives

The actions that follow are associated with a firm’s accounting information system.

a. Preparing a report that details profit by customer
b. Preparing an income statement that complies with generally accepted accounting

principles
c. Preparing a monthly cash budget
d. Voluntarily reporting safety costs to potential and existing investors
e. Research to determine how to report an uninsured facility destroyed by flood
f. Reporting on the trends in defect rates to the plant manager
g. Determining the cost of dropping a product
h. Determining the cost of producing a new product
i. Determining the cost of bad debts for the balance sheet
j. Assessing postpurchase costs
k. A report that shows a trend in warranty costs

23. What is the difference between a staff position
and a line position?

24. The controller should be a member of the top
management staff. Do you agree or disagree?
Explain.

25. What is the role of the controller in an organiza-
tion? Describe some of the activities over which
he or she has control.

26. What is ethical behavior? Is it possible to teach
ethical behavior in a management accounting
course?

27. Firms with higher ethical standards will experi-
ence a higher level of economic performance

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

28. Review the code of ethical conduct for manage-
ment accountants. Do you believe that the code
will have an effect on the ethical behavior of
management accountants? Explain.

29. Identify the three forms of accounting certifica-
tion discussed. Which form of certification do
you believe is best for a management account-
ant? Why?

30. What is the Sarbanes-Oxley Act of 2002? What
are its major provisions?
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l. Reporting the value of marketable securities
m. Determining how to consolidate the financial reports of two subsidiaries
n. A report comparing the activity-based product costs with traditional product costs

Required
Classify the above actions as belonging either to management accounting or finan-
cial accounting.

Choose the best answer for each of the following:

1. Most of the product costing and management accounting procedures used in the
twentieth century were developed

a. between 1929 and 1940.
b. between 1880 and 1925.
c. between 1950 and 1970.
d. by the FASB in 1905.

2. After 1925, the driving force for the design of cost accounting systems was

a. the stock market crash of 1929.
b. the need for strategic planning.
c. financial reporting.
d. the need for sound cost information for internal decision making.
e. None of the above.

3. In the 1980s and 1990s, many recognized that

a. the efforts in the 1950s and 1960s to improve the managerial usefulness of
conventional cost systems were entirely successful.

b. the cost of more detailed cost systems exceeded their benefits.
c. the traditional management accounting system was obsolete.
d. more accurate product costing was needed.
e. All of the above are true.
f. Only c and d are true.

Choose the best answer for each of the following:

1. Management accounting is best characterized by which of the following statements?

a. It produces (principally) objective and verifiable financial information.
b. It has a historical orientation.
c. It focuses on overall firm performance, providing an aggregated viewpoint.
d. It is subject to generally accepted accounting principles.
e. None of the above.

2. The current focus of management accounting can best be described as

a. a system that achieves relevance by making financial accounting information
more useful to internal users.

b. having emphasis on activity-based costing and process value analysis.
c. lacking a customer orientation.
d. having emphasis on assigning manufacturing costs to products so that inven-

tory cost can be reported to external users.
e. All of the above.

3. Which of the following is not part of the current focus of management accounting?

a. It emphasizes the use of cost information for strategic decision making.
b. It measures and reports quality costs as well as nonfinancial measures of

quality such as defect rates.
c. It emphasizes the use of aggregated average cost information for individual

products.
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d. It tries to determine why activities are performed and how well they are 
performed.

e. None of the above.

Match the following items:

1. Continuous reduction in cost
2. Linked set of value-creating activities
3. Using cost data to identify superior strategies
4. Selling over the Internet
5. A product’s total tangible and intangible benefits
6. Suppliers and customers
7. Flow of materials from upstream to downstream
8. Internal value chain
9. Zero defects

10. Realization of less sacrifice
11. Activity-based costing and process value analysis

a. Strategic cost management
b. Total quality management
c. Internal linkages
d. Activity-based management
e. Customer value
f. E-business
g. Industrial value chain
h. External linkages
i. Total product
j. Supply chain management
k. Efficiency

The job responsibilities of four employees of Jamison, Inc., follow.

Penny Reynolds, Cost Accounting Manager. Penny is responsible for measuring
and collecting costs associated with the manufacture of the small appliance product
line. She is also responsible for preparing periodic reports comparing the actual
costs with planned costs. These reports are provided to the production line managers
and the plant manager. Penny helps explain and interpret the reports.

Karol Jeffers, Sales Manager. Karol is responsible for coordinating the sales team for
Jamison’s small appliance products group. Karol hires, trains, and supervises the
sales staff. She is also responsible for sales in the northeast region, and spends about
25 percent of her time on the road, selling Jamison’s consumer products to retailers.
She is responsible for seeing that sales quotas are met as well as for controlling sell-
ing costs for the consumer products line.

Porter Elbart, Industrial Engineer. Porter is based in the small appliance manufac-
turing plant. He and his two engineering colleagues are responsible for the smooth
running of the production equipment. When a new product is developed, Porter
designs and implements the production process, adapting manufacturing equipment
as necessary or ordering new equipment and getting it up and running

Joe Jespers, Production Manager. Joe is responsible for the manufacture of the cof-
feemaker line. He supervises the line workers, helps develop the production sched-
ule, and is responsible for seeing that production quotas are met. He is also held
accountable for controlling manufacturing costs.

Required
Identify Penny, Karol, Porter, and Joe as line or staff, and explain your reasons.

1 - 5

Current Focus of
Management
Accounting
LO4

1 -6

Line versus Staff
LO5



27C h a p t e r  1  /  I n t r o d u c t i o n :  T h e  R o l e ,  H i s t o r y,  a n d  D i r e c t i o n  o f  M a n a g e m e n t  A c c o u n t i n g

Consider the following scenario:

Manager: If I can reduce my costs by $40,000 during this last quarter, my division
will show a profit that is 10 percent above the planned level, and I will receive a
$10,000 bonus. However, given the projections for the fourth quarter, it does not
look promising. I really need that $10,000. I know one way I can qualify. All I have
to do is lay off my three most expensive salespeople. After all, most of the orders are
in for the fourth quarter, and I can always hire new sales personnel at the beginning
of the next year.

Required
What is the right choice for the manager to make? Why did the ethical dilemma
arise? Is there any way to redesign the accounting reporting system to discourage the
type of behavior the manager is contemplating?

Assess and comment on each of the following statements that have appeared in
newspaper editorials:

a. Business students come from all segments of society. If they have not been
taught ethics by their families and by their elementary and secondary schools, a
business school can have little effect on them.

b. Sacrificing self-interest for the collective good won’t happen unless a majority of
Americans also accept this premise.

c. Competent executives manage people and resources for the good of society.
Monetary benefits and titles are simply the by-products of doing a good job.

d. Unethical firms and individuals, like high rollers in Las Vegas, are eventually
wiped out financially.

Consider the following conversation between Dave, a printer, and Steve, an assistant
in the local university’s athletic department.

Steve: Dave, our department needs to have 10,000 posters printed for the basketball
team for next year. Here’s the mock-up; we’ll need them in a month. How much will
you charge?

Dave: Well, given the costs I have for ink and paper, I can come in around $5,000.

Steve: Great, here’s what I want you to do. Print me up an invoice for $7,500, that’s
our budget. Then, when they pay you, you give me a check for $2,500. I’ll make sure
you get the job.

Required
Is this ethical? What should Dave do?

Classify the following as pertaining to the CMA, CPA, or CIA:

a. The oldest and best-known certification
b. Is concerned with internal auditing only
c. Qualifying exam covers economics, finance, and management
d. Must be licensed by the state to practice
e. The only certification that allows the holder to engage in external auditing
f. Sponsored by the Institute of Management Accountants
g. Must meet certain experience requirements
h. Must pass a qualifying examination
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Problems

Duffy Tool and Stamping has formed “excellence teams” made up of production line
employees. These teams have been given the charge to improve production processes
and enhance employee safety. They follow a very structured problem-solving method-
ology and have managed to make numerous improvements in production as well as
safety. During a six-year period, pretax profits increased each year. Duffy’s management
largely credits the excellence teams for the cost reductions and increased profits.

Another company, Grand Rapids Spring and Wire Products, has formed
minicompanies within its factory. The objective of minicompanies is to have each
employee assume ownership of his or her work. Each minicompany has its own
suppliers and customers (all within the factory). Furthermore, each minicompany is
assigned its own support people: accountants, engineers, marketing people, and so
on. The individuals within the minicompany are given responsibility for developing
and maintaining good relations with their suppliers and customers, identifying
problems, and developing and implementing solutions to those problems. The focus
of each minicompany is on quality, cost, delivery, safety, and morale. The company
has successfully created a quality culture, achieved a reputation for being a competi-
tive, world-class manufacturer, and has become a “learning” organization.

Required

1. What are the objectives of excellence teams and minicompanies? Did the com-
panies achieve these objectives?

2. Do you think that employee empowerment is a good idea? Explain your answer.
If yes, do you see any disadvantages? Explain.

3. What role, if any, does management accounting information have in employee
empowerment?

4. What do you suppose is meant by the phrase “quality culture”? What is meant
by a learning organization?

Each of the following scenarios requires the use of accounting information to carry
out one or more of the following managerial activities: planning, controlling
(including performance evaluation), or decision making. Identify the managerial
activity or activities that are applicable for each scenario, and indicate the role of
accounting information in the activity.

A. Laboratory Manager: An HMO approached me recently and offered us its business
on an entire range of blood tests. It provided a price list of the amount it is willing
to pay for each test. In many cases, the prices are below what we normally charge.
I need to know our costs of the individual tests to assess the feasibility of accept-
ing its offer and perhaps suggest some price adjustments on some of the tests.

B. Operating Manager: This report indicates that we have 30 percent more defects
than originally targeted. An investigation into the cause has revealed the prob-
lem. We were using a lower-quality material than expected, and the waste has
been higher than normal. By switching to the quality level originally specified,
we can reduce the defects to the planned level.

C. Divisional Manager: Our market share has increased because of higher-quality
products. Current projections indicate that we should sell 25 percent more units
than last year. I want a projection of the effect this increase in sales will have on
profits. I also want to know our expected cash receipts and cash expenditures on
a month-by-month basis. I have a feeling that some short-term borrowing may
be necessary.
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D. Plant Manager: Foreign competitors are producing goods with lower costs and
delivering them more rapidly than we can to customers in our markets. We need
to decrease the cycle time and increase the efficiency of our manufacturing
process. There are two proposals that should help us accomplish these goals,
both of which involve investing in computer-aided manufacturing. I need to
know the future cash flows associated with each system and the effect each sys-
tem has on unit costs and cycle time.

E. 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 the estimated sales in units, we need to
outline a promotional campaign that will take us where we want to be. However,
in order to compute the targeted sales in units, I need to know the expected unit
price and a lot of cost information.

F. Manager: Perhaps the Harrison Medical Clinic should not offer a full range of
medical services. Some services seem to be having a difficult time showing any
kind of profit. I am particularly concerned about the mental health service. It has
not shown a profit since the clinic opened. I want to know what costs can be
avoided if I drop the service. I also want some assessment of the impact on the
other services we offer. Some of our patients may choose this clinic because we
offer a full range of services.

Adriana Alvarado has decided to purchase a personal computer. She has narrowed
the choices to two: Drantex and Confiar. Both brands have the same processing
speed, 6.4 gigabytes of hard-disk capacity, a 3.5-inch disk drive, and a CD-ROM
drive, and each comes with the same basic software support package. Both come
from mail-order companies with good reputations. The selling price for each is iden-
tical. After some review, Adriana discovers that the cost of operating and maintain-
ing Drantex over a three-year period is estimated to be $300. For Confiar, the operat-
ing and maintenance cost is $600. The sales agent for Drantex emphasized the lower
operating and maintenance costs. The agent for Confiar, however, emphasized the
service reputation of the product and the faster delivery time. (Confiar can be pur-
chased and delivered one week sooner than Drantex.) Based on all the available
information, Adriana has decided to buy Confiar.

Required

1. What is the total product purchased by Adriana?
2. How does the strategic positioning differ for the two companies?
3. When asked why she decided to buy Confiar, Adriana responded, “I think that

Confiar offers more value than Drantex.” What are the possible sources of this
greater value? What implications does this have for the management accounting
information system?

4. Suppose that Adriana’s decision was prompted mostly by the desire to receive
the computer quickly. Informed that it was losing sales because of the longer
time to produce and deliver its products, the management of the company pro-
ducing Drantex decided to improve delivery performance by improving its inter-
nal processes. These improvements decreased the number of defective units and
the time required to produce its product. Consequently, delivery time and costs
both decreased, and the company was able to lower its prices on Drantex.
Explain how these actions translate into strengthening the competitive position
of the Drantex PC relative to the Confiar PC. Also discuss the implications for
the management accounting information system.
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Using the Internet, find three companies that have posted their code of ethics or
code of conduct. Write a brief description of each code. Do the codes differ due to
the business in which each company operates? Discuss.

ETETHICS

Text not available due to copyright restrictions



Basic Management 
Accounting Concepts
l e a r n i n g  o b j e c t i v e s
After studying this chapter, you should be able to:

1. Describe the cost assignment process.

2. Define tangible and intangible products, and explain why there are 
different product cost definitions.

3. Prepare income statements for manufacturing and service organizations.

4. Outline the differences between functional-based and activity-based 
management accounting systems.

chapter 2



Scenario
Carol Anne Barrow’s mother was known
throughout the county for her pies and pas-
tries. She was the odds-on favorite to win blue
ribbons at every county fair. Carol Anne
shared her mother’s love for baking, and
turned it into a multimillion-dollar baking
company—Blue Ribbon Baking, Inc. Founded
in 1967, Blue Ribbon Baking produces a wide
variety of fruit and cream pies, as well as cof-
fee cakes and tarts. The pies are frozen and
sold through grocery stores in a five-state
region. For years, Carol Anne felt that the
business model was working. However,
increased competition and decreasing margins
in grocery stores led her to search for other
areas in which the firm could expand.

The executive group at Blue Ribbon Bak-
ing searched for months for additional prod-
uct and service opportunities. The group had
narrowed down the expansion opportunities
to two. The first was a proposal to open free-
standing Blue Ribbon Cafes. The second was
the opportunity for Blue Ribbon Baking to
serve as the exclusive provider of mini coffee
cakes to a fast-food chain.

In looking at these possibilities, Carol
Anne realized that it was crucial to under-
stand the costs of each. She had a good
understanding of the manufacturing and sell-
ing costs of the basic pie line—making dough;
rolling out and cutting individual pie shells;
filling the shells with fruits, chocolate,
coconut, pumpkin, etc.; and freezing and
packaging. She also understood the costs of
selling the pies to distributors and grocery
stores. Now she needed to develop just as
good an understanding of the potential costs
and revenues of the new businesses under
consideration. What were the costs of opening
freestanding restaurants? What would they
provide in addition to pies and pastries? Did
Blue Ribbon Baking have the necessary exper-
tise? For the fast-food chain, what quantities
would be necessary? What special processing
equipment would be needed? Would a new
factory be needed? Would more specialized
equipment be required? What about the

labor—could her current employees handle
the new process? How would Blue Ribbon
Baking get the breakfast cakes to the chain’s
outlets? Carol Anne directed her executive
team to develop a comprehensive assessment
of the costs and potential revenues of each
opportunity.

Two days later, the executive team met
again. At that time, the controller, Luis
Acevedo, reported that Blue Ribbon’s current
cost accounting system did not provide much
guidance for the projection of costs to the
potential product and service lines. The pie
and tart manufacturing lines used many of the
same activities. However, restaurants would
have very different activities, and provide ser-
vices as well as products. The mini coffee
cakes would have very different packaging
and distribution activities. If Blue Ribbon 
Baking expanded into these areas, the cost
accounting system would require significant
upgrading and refinement—one that could
handle the assignment of different activities
to the various product and service lines. The
group agreed to consider the impact of poten-
tial expansion on production, marketing, and
administrative costs, and to start pilot projects
in each area so that supporting information
could be gathered before the company was
fully committed to either opportunity.

Q u e s t i o n s  t o  T h i n k  A b o u t
1. What is the difference between products

and services? How might that affect
accounting?

2. Why wouldn’t the current product cost
accounting provide useful information for
the expansion into the two new product
lines?

3. How would the pilot projects allow Blue
Ribbon Baking to gather new accounting
information?

4. Is assigning costs accurately as important
for services as it is for products?



Cost Assignment: Direct Tracing,
Driver Tracing, and Allocation
To study management accounting, it is necessary to understand the meaning of cost
and the associated cost terminology. Assigning costs to products, services, customers,
and other objects of managerial interest is one of the principal objectives of a man-
agement accounting information system. Increasing the accuracy of cost assignments
produces higher-quality information, which can then be used to make better deci-
sions. For example, the lubricant affiliates of Mobil Oil Corporation’s downstream
division found that more accurate cost assignments resulted in better product mix
decisions and significant increases in profits. One notable example of the impor-
tance of cost accuracy comes from the company’s Korean affiliate. Its existing cost
accounting system indicated that a marine lubricant, representing 20 percent of the
total volume, was losing money. After changing to a more accurate cost accounting
system, it discovered that this high-volume product was among the least expensive
of its products to produce. Its existing cost accounting system was overstating the
cost of the marine lubricant by 300 percent.1 In the service sector, the United States
Postal Service used more accurate cost assignments to justify offering customers
credit/debit card service, thus increasing customer satisfaction while simultaneously
producing projected annual savings of $28.8 million by the year 2001.2 The experi-
ences of Mobil and the United States Postal Service illustrate the importance of accu-
rate cost assignments. However, before discussing the cost assignment process, we
first need to define what we mean by “cost” and more fully describe its managerial
importance.

34 P a r t  1  /  B a s i c  M a n a g e m e n t  A c c o u n t i n g  C o n c e p t s

Objec t ive  1

Describe the cost
assignment process.

The cost of a gallon
of gasoline includes
much more than the
cost of refining crude
oil into gasoline.
There are also the
costs of: distribution
to get the gasoline
to retail outlets,
pumps, and outlet
stores; labor to staff
the outlets and keep
the area clean and
supplied; and so on.
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1 Tom Kang, “ABC Gathers Speed at Mobil,” a June 14, 2001, article located in the activity-based costing 
category, which can be accessed via the chapter web links at the Interactive Study Center at http://www
.thomsonedu.com/acconting/hansen.

2 Terrell L. Carter, “How ABC Changed the Post Office,” Management Accounting (February 1998): pp. 28–36.



Cost
Cost is the cash or cash-equivalent value sacrificed for goods and services that is
expected to bring a current or future benefit to the organization. We say cash equiva-
lent because noncash resources can be exchanged for the desired goods or services.
For example, equipment may be traded for materials used in production. Cost can
be thought of as a dollar measure of the resources used to achieve a given benefit.
Minimizing the cost required to achieve the benefit means that a firm is becoming
more efficient. However, costs must be managed strategically. For example, managers
should have the objective of providing the same (or greater) customer value for a
lower cost than their competitors. In this way, the strategic position of the firm is
increased, and a competitive advantage created.

Managers must also understand the meaning of opportunity cost. Opportunity
cost is the benefit given up or sacrificed when one alternative is chosen over another.
For example, a firm may invest $100,000 in inventory for a year instead of investing
the capital in a productive investment that would yield a 12 percent rate of return.
The opportunity cost of the capital tied up in inventory is $12,000 (0.12 � $100,000)
and is part of the cost of carrying the inventory.

Costs are incurred to produce future benefits. In a profit-making firm, future
benefits usually mean revenues. As costs are used up in the production of revenues,
they are said to expire. Expired costs are called expenses. In each period, expenses
are deducted from revenues in the income statement to determine the period’s
profit. For a company to remain in business, revenues must consistently exceed
expenses; moreover, the income earned must be large enough to satisfy the owners
of the firm. Thus, cost and price are related in the sense that price must exceed cost
so that sufficient income is earned. Furthermore, lowering prices increases customer
value by lowering customer sacrifice, and the ability to lower prices is connected to
the ability to lower costs. Hence, managers need to know cost and trends in cost.
Usually, however, knowing cost really means knowing what something or some
object costs. Assigning costs to determine the cost of this object is therefore critical
in providing this information to managers.

Cost Objects
Management accounting systems are structured to measure and assign costs to enti-
ties, called cost objects. A cost object is any item such as a product, customer, depart-
ment, project, activity, and so on, for which costs are measured and assigned. For
example, if Blue Ribbon Baking wants to determine the cost of adding mini coffee
cakes, then the cost object is the mini coffee cake line. If a hospital wants to deter-
mine the cost of an operating department, then the cost object is the operating
department. If a toy manufacturer wants to determine the cost of developing a new
toy, then the cost object is the new toy development project.

In recent years, activities have emerged as important cost objects. An activity is
a basic unit of work performed within an organization and can also be described as
an aggregation of actions within an organization useful to managers for purposes of
planning, controlling, and decision making. Activities not only act as cost objects
but also play a prominent role in assigning costs to other cost objects. Examples of
activities include setting up equipment for production, moving materials and goods,
purchasing parts, billing customers, paying bills, maintaining equipment, expediting
orders, designing products, and inspecting products. Notice that an activity is described
by an action verb (for example, paying and designing) joined with an object (for
example, bills and products) that receives the action. Notice also that the action verb
and object reveal very specific goals. Blue Ribbon Baking’s executive team felt that
the packing activity for mini coffee cakes would be different—and cost a different
amount—than the packaging activity for the individually boxed pies.
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Accuracy of Assignments
Assigning costs accurately to cost objects is crucial. Accuracy is not evaluated based
on knowledge of some underlying “true” cost. Rather, it is a relative concept and has
to do with the reasonableness and logic of the cost assignment methods used. The
objective is to measure and assign, as well as possible, the cost of the resources con-
sumed by a cost object. The intuitive and somewhat tongue-in-cheek guideline is
expressed as follows: “It is better to be approximately correct than precisely inaccu-
rate.” Some cost assignment methods are clearly more accurate than others. For
example, suppose you want to determine the cost of lunch for Ryan Chesser, a stu-
dent who frequents Hideaway, an off-campus pizza parlor. One cost assignment
approach is to count the number of customers Hideaway has between 12:00 p.m.
and 1:00 p.m. and then divide the total receipts earned during this period by this
number of customers. Suppose that this comes out to $5.175 per lunchtime cus-
tomer (note the three-decimal precision). Thus, based on this approach, we would
conclude that Ryan spends $5.175 per day for lunch. Another approach is to go with
Ryan and observe how much he spends. Suppose that he has a small pizza, salad,
and a medium drink each day, costing $6.50. It is not difficult to see which cost
assignment is more accurate. The $5.175 cost assignment is distorted (in spite of
its three-decimal precision) by the consumption patterns of other customers (cost
objects). As it turns out, most lunchtime clients order the luncheon special for $4.99
(a minipizza, salad, and medium drink).

Distorted cost assignments can produce erroneous decisions and bad evalua-
tions. For example, if a plant manager is trying to decide whether to continue pro-
ducing power internally or to buy it from a local utility company, then an accurate
assessment of how much it is costing to produce the power is fundamental to the
analysis. An overstatement of the cost of power production could suggest to the
manager that the internal power department should be shut down in favor of exter-
nal purchase, whereas a more accurate cost assignment might reveal the opposite. It
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Managers  Dec ide

When Jim Kilts took over 
as chairman and CEO of
Gillette in early 2001, the
company was in deep trou-
ble. Its market share for
most product lines was
falling, sales were stagnant
or declining, and the share
value had dropped by 30
percent over the past three
years. Kilts knew that the
first step in turning the com-
pany around was to instill
financial discipline through
more detailed management

accounting. Sales and
income by product line were
calculated and tracked. This
allowed Kilts to see that
Gillette’s razor blades were
very profitable, but Duracell
batteries were not. Previ-
ously, the company tallied
up its sales results at the end
of the quarter—too late to
take quick action on prob-
lems. Now, Kilts and his sen-
ior management team
receive a morning report
detailing the number of

razors, batteries, and tooth-
brushes the company sold
the day before.

We can see that Jim Kilts
needed detailed financial
information by product line.
The product line, and indi-
vidual products within the
product line, became impor-
tant cost objects. ■

Source: Katrina Brooker, “Jim Kilts Is an
Old-School Curmudgeon,” Fortune
(December 30, 2002): 94–102.

Real-Time Accounting Information 
Helps Companies Thrive



is easy to see that bad cost assignments can prove to be costly. As the pizza example
suggests, establishing a cause-and-effect relationship between the cost to be assigned
and the cost object is the key to creating a reasonably accurate cost assignment.

Traceability The relationship of costs to cost objects should be exploited to increase
the accuracy of cost assignments. Costs are directly or indirectly associated with cost
objects. Indirect costs are costs that cannot be easily and accurately traced to a cost
object. Direct costs are those costs that can be easily and accurately traced to a cost
object.3 “Easily traced” means that the costs can be assigned in an economically fea-
sible way, while “accurately traced” means that the costs are assigned using a cause-
and-effect relationship. Thus, traceability is simply the ability to assign a cost to a
cost object in an economically feasible way by means of a cause-and-effect relation-
ship. The more costs that can be traced to the object, the greater the accuracy of the
cost assignments. Establishing traceability is fundamental in building accurate cost
assignments.

It is possible for a particular cost item to be classified as both a direct cost and
an indirect cost. Management accounting systems typically deal with many cost
objects. It all depends on which cost object is the point of reference. For example, 
if a hospital is the cost object, then the cost of heating and cooling the hospital is 
a direct cost. However, if the cost object is a surgical procedure performed in the
hospital, then this utility cost is an indirect cost.

Methods of Tracing Traceability means that costs can be assigned easily and
accurately, whereas tracing is the actual assignment of costs to a cost object using
an observable measure of the resources consumed by the cost object. Tracing costs
to cost objects can occur in one of two ways: (1) direct tracing or (2) driver tracing.
Direct tracing is the process of identifying and assigning costs that are exclusively
and physically associated with a cost object. This is most often accomplished by
physical observation. Consider the pizza example. The cost object is Ryan Chesser’s
lunch. By observing that he has a small pizza, salad, and medium drink, we can
assign the cost of $6.50. The cost is directly traceable to him. As a second example,
let the cost object be a product: bicycles. The product uses both materials and labor.
It is easy to observe how many wheels, other parts, and hours of labor are required
to produce each bicycle. Both material and labor usages are physically observable,
and therefore, their costs can be directly charged to a bicycle. In both examples, the
cost objects are the exclusive consumers of the resources in question. Ideally, all costs
should be charged to cost objects using direct tracing. Unfortunately, it is often the
case that cost objects are not the exclusive consumers of resources. In this case, we
appeal to driver tracing to assign costs.

Driver tracing is the use of drivers to assign costs to cost objects. In a cost
assignment context, drivers are observable causal factors that measure a cost object’s
resource consumption. They are factors that cause changes in resource usage and
thus have a cause-and-effect relationship with the costs associated with a cost object.
For example, assume that Ryan Chesser and Shana Parker go to lunch together.
Shana and Ryan agree to share the cost of the lunch. They order a medium pizza
(divided into 10 slices) for $9, a pitcher of root beer for $2 (five glasses of content),
and Shana orders a small salad for $1. How much cost should be assigned to each
person? Note that the two share the pizza and root beer, whereas the salad is a
“resource” exclusive to Shana. The cost of the salad, then, is assigned by direct trac-
ing ($1 to Shana and $0 to Ryan). To assign the costs of the pizza and root beer,
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drivers are chosen: slices of pizza and glasses of root beer, respectively. A rate is cal-
culated per unit of resource (as measured by the drivers): $0.90 per slice of pizza
($9/10) and $0.40 per glass of root beer ($2/5). Next, usage of the driver is observed
for each person (cost object). Assume that Ryan eats seven slices of pizza and drinks
three glasses of root beer, with Shana consuming the remainder. Thus, the cost per
person is calculated as follows:

Shana Ryan
Salad (direct tracing)  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1.00 $0.00
Pizza (driver tracing):

$0.90 � 3 slices  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2.70 —
$0.90 � 7 slices  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 6.30

Root beer (driver tracing):
$0.40 � 2 glasses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 0.80 —
$0.40 � 3 glasses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . — 1.20

Totals  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $4.50 $7.50

This simple pizza example of a shared resource extends into more complex busi-
ness settings. Inspecting products may be the “pizza” shared by precision surgical
instruments produced in a plant. The cost of inspection can be assigned to individ-
ual instruments (the cost objects) using number of inspection hours (“slices of
pizza”) consumed by each type of instrument. Consider, as a second example, the
cost of a heart monitor used by cardiac patients (the cost object). The heart monitor
is the “pizza,” and monitoring hours used could be the “slices of pizza” chosen to
assign the costs to cardiac patients. Thus, the tracing principles described by the
pizza example relate directly to costing within realistic business environments.

Driver tracing is usually less precise than direct tracing. However, if the cause-
and-effect relationship is sound, then a high degree of accuracy can be expected.
Consider, for example, the driver: number of slices of pizza. Suppose that the slices
are not exactly equal in size and that Shana chose to eat three of the smaller slices.
Thus, her cost for pizza is really less than $2.70. Even so, if the difference in the size
of slices is not great, then we can still say that the cost is accurate. Nonetheless, this
illustrates the importance of how we select, specify, and measure drivers. These more
detailed issues are explored in greater depth in Chapters 3 and 4. For now, it is suffi-
cient to understand their role in cost assignment and that they can produce some-
what less accurate assignments than direct tracing. Of more immediate concern is
the situation where cost objects are not exclusive consumers of resources and where
no cause-and-effect relationship can be defined (or where using a causal relationship
is cost-prohibitive).

Assigning Indirect Costs Indirect costs are those costs that cannot be assigned
to cost objects using either direct or driver tracing. That is, no causal relationship
exists between the cost and the cost object or that tracing is not economically feasi-
ble. Assignment of indirect costs to cost objects is called allocation. Since no causal
relationship exists, allocating indirect costs is based on convenience or some assumed
linkage. For example, suppose that Blue Ribbon Baking Company installed the mini
coffee cake line in its existing factory building. Consider the cost of heating and
lighting this plant in which the two different product lines are manufactured. Sup-
pose that this utility cost is to be assigned to the two product lines. Clearly, it is dif-
ficult to see any causal relationship. A convenient way to allocate this cost is simply
to assign it in proportion to the direct labor hours used by each product. Arbitrarily
assigning indirect costs to cost objects reduces the overall accuracy of the cost assign-
ments. Accordingly, the best costing policy may be assigning only direct (traceable)
costs to cost objects. However, allocations of indirect costs may serve other purposes
besides accuracy. For example, allocating indirect costs to products (a cost object)
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may be required to satisfy external reporting conventions. Nonetheless, most mana-
gerial uses of cost assignments are better served by accuracy; thus, at the very least,
tracing and allocation cost assignments should be reported separately.

Cost Assignment Summarized The foregoing discussion reveals three methods
of assigning costs to cost objects: direct tracing, driver tracing, and allocation. These
methods are illustrated in Exhibit 2-1. Of the three methods, direct tracing is the
most accurate; it relies on physically observable, exclusive causal relationships. Driver
tracing relies on causal factors, or drivers, to assign costs to cost objects. The accu-
racy of driver tracing depends on the quality of the causal relationship. Identifying
drivers and assessing the quality of the causal relationship is much more costly than
either direct tracing or allocation. In fact, one advantage of allocation is its simplic-
ity and low cost of implementation. However, allocation is the least accurate cost
assignment method, and its use should be avoided where possible. In many cases,
the benefits of increased accuracy outweigh the additional measurement cost associ-
ated with driver tracing. This cost-benefit issue is discussed more fully later in the
chapter. What it really entails is choosing among competing management account-
ing information systems.

Product and Service Costs
An organization’s output represents one of its most important cost objects. There are
two types of output: tangible products and services. Tangible products are goods
produced by converting raw materials through the use of labor and capital inputs,
such as plant, land, and machinery. Televisions, hamburgers, automobiles, comput-
ers, clothes, and furniture are examples of tangible products. Services are tasks or
activities performed for a customer or an activity performed by a customer using an
organization’s products or facilities. Services are also produced using materials, labor,
and capital inputs. Insurance coverage, medical care, dental care, funeral care, and
accounting are examples of service activities performed for customers. The Blue Rib-
bon Cafes, considered by Blue Ribbon Baking, would provide services. Car rental,
video rental, and skiing are examples of services where the customer uses an organi-
zation’s products or facilities.
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Services differ from tangible products on four important dimensions: intangibil-
ity, perishability, inseparability, and heterogeneity. Intangibility means that buyers
of services cannot see, feel, hear, or taste a service before it is bought. Thus, services
are intangible products. Perishability means that services cannot be stored for future
use by a consumer (there are a few unusual cases where tangible goods cannot be
stored) but must be consumed when performed. Although services cannot be stored,
some services, like plastic surgery, have long-term effects and need not be repeated
for a given customer. Other services have short-term effects and generate repeat cus-
tomers. Examples of repetitive services are checking account services, janitorial ser-
vices, and dry cleaning. Inseparability means that producers of services and buyers
of services must usually be in direct contact for an exchange to take place. In effect,
services are often inseparable from their producers. For example, an eye examination
requires both the patient and the optometrist to be present. However, producers of
tangible products need not have direct contact with the buyers of their goods. Thus,
buyers of automobiles never need to have contact with the engineers and assembly
line workers who produced their automobiles. Heterogeneity means that there is a
greater chance of variation in the performance of services than in the production of
products. Service workers can be affected by the job undertaken, the mix of other
individuals with whom they work, their education and experience, and personal fac-
tors such as home life. These factors make providing a consistent level of service
more difficult. The measurement of productivity and quality in a service company
must be ongoing and sensitive to these factors. These differences affect the types of
information needed for planning, controlling, and decision making. Exhibit 2-2
illustrates the features associated with services, some of their derived properties, and
how they interface with the management accounting system. Notice that accurate
cost assignments, quality, and productivity are concerns shared by producers of ser-
vices with producers of tangible products.
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Feature Derived Properties Impact on 
Management Accounting

Intangibility Services cannot be stored. No inventories.
No patent protection. Strong ethical code.*
Cannot display or 
communicate services.
Price difficult to set. Demand for more accurate cost

assignment.*

Perishability Service benefits expire No inventories.
quickly.
Services may be repeated Need for standards and consistent
often for one customer. high quality.*

Inseparability Customer directly involved Costs often accounted for by
with production of service. customer type.*
Centralized mass production Demand for measurement and
of services difficult. control of quality to maintain 

consistency.*

Heterogeneity Wide variation in service Productivity and quality
product possible. measurement and control must be 

ongoing.*
Total quality management critical.*

*Many of these effects are also true of tangible products.

Exhib i t  2 -2 Interface of Services with Management Accounting



Organizations that produce tangible products are called manufacturing organiza-
tions. Those that produce intangible products are called service organizations. Man-
agers of both types of organizations need to know how much individual products
cost. Accurate product costs are vital for profitability analysis and strategic decisions
concerning product design, pricing, and product mix. Individual product cost can
refer to either a tangible or an intangible product. Thus, when we discuss product
costs, we are referring to both intangible and tangible products.

Different Costs for Different Purposes
Product cost is a cost assignment that supports a well-specified managerial objec-
tive. The meaning of “product cost” depends on the managerial objective being
served. This illustrates a fundamental cost management principle: “Different costs
for different purposes.” As a first example, suppose that management is interested in
strategic profitability analysis. To support this objective, management needs informa-
tion about all the revenues and costs associated with a product. In this case, a value-
chain product cost is appropriate because it accounts for all the costs necessary to
assess strategic profitability. A firm’s internal value chain is the set of all activities
required to design, develop, produce, market, distribute, and service a product. The
internal value chain is illustrated in Exhibit 2-3. A value-chain product cost is
obtained by first assigning costs to the set of activities that define the value chain
and then assigning the cost of those activities to products. As a second example, sup-
pose that the managerial objective is short-run or tactical profitability analysis. In
this case, the costs of designing and developing may not be relevant—especially for
existing products. A decision, for example, to accept or reject an order for an existing
product would depend on the price offered by the potential customer and the costs
of producing, marketing, distributing, and servicing the special order. Thus, only the
operating activities within the value chain (production, marketing, and customer
service) would be important, and the assignment of the costs of these activities to
the product defines an operating product cost. As a third example, suppose that the
managerial objective is external financial reporting. In this case, traditional product
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costs are needed. The rules and conventions that govern external financial reporting
mandate that only production costs can be used in calculating product costs. Exhibit
2-4 summarizes the three product cost examples. Other objectives may use still other
product cost definitions.

Product Costs and External Financial Reporting
One of the central objectives of a cost management system is the calculation of
product costs for external financial reporting. For product-costing purposes, exter-
nally imposed conventions dictate that costs be classified in terms of the special pur-
poses, or functions, they serve. Costs are subdivided into two major functional cate-
gories: production and nonproduction. Production costs are those costs associated
with the manufacture of goods or the provision of services. Nonproduction costs
are those costs associated with the functions of designing, developing, marketing,
distribution, customer service, and general administration. Nonproduction costs are
often divided into two general categories: selling costs, which are the costs of mar-
keting, distribution, and customer service; and administrative costs, which are the
costs of designing, developing, and general administration.

For tangible goods, production and nonproduction costs are often referred to as
manufacturing costs and nonmanufacturing costs, respectively. Production costs can be
further classified as direct materials, direct labor, and overhead. Only these three cost
elements can be assigned to products for external financial reporting.

Direct Materials Direct materials are those materials that are directly traceable
to the goods or services being produced. The cost of these materials can be directly
charged to products because physical observation can be used to measure the quan-
tity consumed by each product. Materials that become part of a tangible product or
those that are used in providing a service are usually classified as direct materials.
For example, steel in an automobile, wood in furniture, alcohol in cologne, denim
in jeans, braces for correcting teeth, surgical gauze and anesthesia for an operation,
a casket for a funeral service, and food on an airline are all direct materials. The pies
manufactured by Blue Ribbon Baking have direct materials of flour, shortening, fruit,
sugar, and thickener.

Direct Labor Direct labor is labor that is directly traceable to the goods or serv-
ices being produced. As with direct materials, physical observation can be used to
measure the quantity of labor used to produce a product or service. Those employ-
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ees who convert raw materials into a
product or who provide a service to
customers are classified as direct labor.
Workers on an assembly line at Daim-
lerChrysler, a chef in a restaurant, a
surgical nurse attending an open heart
operation, and a pilot for Southwest
Airlines are all examples of direct
labor. The Blue Ribbon Baking employ-
ees who mix and roll the dough, make
the pie filling, fill the pies, and so on,
are direct labor.

Overhead All production costs other
than direct materials and direct labor
are lumped into one category called
overhead. In a manufacturing firm,
overhead is also known as factory bur-
den or manufacturing overhead. The overhead cost category contains a wide variety of
items. Many inputs other than direct labor and direct materials are needed to pro-
duce products. Examples at Blue Ribbon Baking include depreciation on buildings
and equipment, maintenance, supplies, supervision, material handling, power, prop-
erty taxes, landscaping of factory grounds, and plant security. Supplies are generally
those materials necessary for production that do not become part of the finished
product or are not used in providing a service. Dishwasher detergent in a fast-food
restaurant and oil for production equipment are examples of supplies.

Direct materials that form an insignificant part of the final product are usually
lumped into the overhead category as a special kind of indirect material. This is jus-
tified on the basis of cost and convenience. The cost of the tracing exceeds the bene-
fit of increased accuracy. The glue used in furniture or toys is an example.

The cost of overtime for direct laborers is usually assigned to overhead as well.
The rationale is that typically no particular production run can be identified as the
cause of the overtime. Accordingly, overtime cost is common to all production runs
and is therefore an indirect manufacturing cost. Note that only the overtime cost is
treated this way. If workers are paid an $8 per hour regular rate and a $4 per hour
overtime premium, then only the $4 overtime premium is assigned to overhead. The
$8 regular rate is still regarded as a direct labor cost. In certain cases, however, over-
time is associated with a particular production run; for example, a special order is
taken when production is at 100 percent capacity. In these special cases, it is appro-
priate to treat overtime premiums as a direct labor cost for that special order.

Prime and Conversion Costs Combinations of different production costs lead
to the concepts of conversion costs and prime costs. Prime cost is the sum of direct
materials cost and direct labor cost. Conversion cost is the sum of direct labor cost
and overhead cost. For a manufacturing firm, conversion cost can be interpreted as
the cost of converting raw materials into a final product.

Selling and Administrative Costs There are two broad categories of nonpro-
duction costs: selling costs and administrative costs. For external financial reporting,
selling and administrative costs are noninventoriable or period costs. Noninventoriable
(period) costs are expensed in the period in which they are incurred. Thus, none of
these costs are assigned to products or appear as part of the reported values of inven-
tories on the balance sheet. In a manufacturing organization, the level of these costs
can be significant (often greater than 25 percent of sales revenue), and controlling
them may bring greater cost savings than the same effort exercised in controlling
production costs. For service organizations, the relative importance of selling and
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administrative costs depends on the nature of the service produced. Physicians and
dentists, for example, do very little marketing and thus have very low selling costs.
On the other hand, a grocery chain experimenting with special services such as alter-
native shopping and delivery technologies may incur substantial marketing costs.

Those costs necessary to market, distribute, and service a product or service are
marketing (selling) costs. They are often referred to as order-getting and order-filling
costs. Examples of selling costs include salaries and commissions of sales personnel,
advertising, warehousing, shipping, and customer service. The first two items are
examples of order-getting costs; the last three are order-filling costs.

All costs associated with research, development, and general administration of the
organization that cannot reasonably be assigned to either marketing or production are
administrative costs. General administration has the responsibility of ensuring that
the various activities of the organization are properly integrated so that the overall
mission of the firm is realized. The president of the firm, for example, is concerned
with the efficiency of selling, production, and research and development activities.
Proper integration of these activities is essential to maximizing the overall profits of
a firm. Examples, then, of general administrative costs are top executive salaries,
legal fees, printing the annual report, and general accounting. Research and develop-
ment costs are the costs associated with designing and developing new products.

External Financial Statements
To meet external reporting requirements, costs are classified according to function.
In preparing an income statement, production costs and selling and administrative
costs are segregated. They are segregated because production costs are viewed as
product costs, and selling and administrative costs are viewed as period costs. Thus,
production costs attached to the products sold are recognized as an expense (cost of
goods sold) on the income statement. Production costs that are attached to products
not sold are reported as inventory on the balance sheet. Selling and administrative
expenses are viewed as costs of the period and must be deducted each and every
period as expenses; these costs do not appear on the balance sheet.

Income Statement: Manufacturing Firm
The income statement based on a functional classification for a manufacturing firm
is displayed in Exhibit 2-5. This income statement follows the traditional format
taught in an introductory financial accounting course. Income computed by follow-
ing a functional classification is frequently referred to as absorption-costing (full-
costing) income because all manufacturing costs are fully assigned to the product.

Under the absorption-costing approach, expenses are segregated according to
function and then deducted from sales to arrive at income before income taxes. As
can be seen in Exhibit 2-5, there are two major functional categories of expenses:
cost of goods sold and operating expenses. These categories correspond, respectively,
to a firm’s manufacturing and nonmanufacturing expenses. Cost of goods sold is
the cost of direct materials, direct labor, and overhead attached to the units sold. To
compute the cost of goods sold, it is first necessary to determine the cost of goods
manufactured.

Cost of Goods Manufactured The cost of goods manufactured represents
the total cost of goods completed during the current period. The only costs assigned
to goods completed are the manufacturing costs of direct materials, direct labor, and
overhead. The details of this cost assignment are given in a supporting schedule, called
the statement of cost of goods manufactured. An example of this supporting schedule
for the income statement in Exhibit 2-5 is shown in Exhibit 2-6.
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Manufacturing Organization
Income Statement

For the Year Ended December 31, 2008

Direct materials:
Beginning inventory  . . . . . . . . . . . . . . . . . . . . . . . . $200,000
Add: Purchases  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 450,000
Materials available  . . . . . . . . . . . . . . . . . . . . . . . . . $650,000
Less: Ending inventory  . . . . . . . . . . . . . . . . . . . . . . 50,000
Direct materials used  . . . . . . . . . . . . . . . . . . . . . . . $ 600,000

Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 350,000
Manufacturing overhead:
Indirect labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $122,500
Depreciation  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 177,500
Rent  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Utilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 37,500
Property taxes  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12,500
Maintenance  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 50,000 450,000

Total manufacturing costs added  . . . . . . . . . . . . . . . . . $1,400,000
Add: Beginning work in process  . . . . . . . . . . . . . . . . . . 200,000
Total manufacturing costs  . . . . . . . . . . . . . . . . . . . . . . . $1,600,000
Less: Ending work in process  . . . . . . . . . . . . . . . . . . . . 400,000
Cost of goods manufactured . . . . . . . . . . . . . . . . . . . . . $1,200,000

Notice in Exhibit 2-6 that the total manufacturing costs added during the period
are added to the manufacturing costs found in beginning work in process, yielding
total manufacturing costs. The costs found in ending work in process are then
deducted from total manufacturing costs to arrive at the cost of goods manufac-
tured. If the cost of goods manufactured is for a single product, then the average
unit cost can be computed by dividing the cost of goods manufactured by the units
produced. For example, assume that the statement in Exhibit 2-6 was prepared for
the production of bottles of perfume and that 480,000 bottles were completed dur-
ing the period. The average unit cost is $2.50 per bottle ($1,200,000/480,000).
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Manufacturing Organization
Income Statement

For the Year Ended December 31, 2008

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,800,000
Less cost of goods sold:

Beginning finished goods inventory  . . . . . . . . . . . $ 500,000
Add: Cost of goods manufactured . . . . . . . . . . . . . 1,200,000
Cost of goods available for sale  . . . . . . . . . . . . . . $1,700,000
Less: Ending finished goods inventory  . . . . . . . . . 300,000 1,400,000

Gross Margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,400,000
Less operating expenses:

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 600,000
Administrative expenses . . . . . . . . . . . . . . . . . . . . . 300,000 900,000

Income before income taxes  . . . . . . . . . . . . . . . . . . . . . $ 500,000

Exhib i t  2 -5 Income Statement for a Manufacturing Organization

Exhib i t  2 -6 Statement of Cost of Goods Manufactured



Work in process consists of all partially completed units found in production
at a given point in time. Beginning work in process consists of the partially com-
pleted units on hand at the beginning of a period. Ending work in process consists
of those on hand at the period’s end. In the statement of cost of goods manufac-
tured, the cost of these partially completed units is reported as the cost of beginning
work in process and the cost of ending work in process. The cost of beginning work
in process represents the manufacturing costs carried over from the prior period; the
cost of ending work in process represents the manufacturing costs that will be car-
ried over to the next period. In both cases, additional manufacturing costs must be
incurred to complete the units in work in process.

Income Statement: Service Organization
An income statement for a service firm is shown in Exhibit 2-7. In a service organiza-
tion, the cost of services sold is computed differently from the cost of goods sold in a
manufacturing firm. As the income statement reveals, there are no beginning or end-
ing finished goods inventories. Unlike a manufacturing firm, the service firm has no
finished goods inventories—it is not possible to store services. Thus, in a direct com-
parison with manufacturing firms, cost of services sold would always correspond to cost
of goods manufactured. Furthermore, as Exhibit 2-7 reveals, the cost of services sold
during a period (equivalent to cost of goods manufactured) can be computed follow-
ing the same format shown in Exhibit 2-6. Exhibit 2-7 reveals that it is possible to have
work in process for services. For example, an architect may have drawings in process,
and an orthodontist may have numerous patients in various stages of process for braces.

Types of Management Accounting Systems:
A Brief Overview
Management accounting systems can be broadly classified as functional-based 
systems and activity-based systems. Both functional-based and activity-based
approaches are found in practice. Functional-based management (FBM) account-
ing systems were in existence throughout the 1900s and are still widely used in
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both manufacturing and service sectors. Activity-based management (ABM)
accounting systems are much newer (developed within the last three decades).
Activity-based cost management systems are also used extensively, and their use is
increasing—particularly among organizations faced with product and customer
diversity, more product complexity, shorter product life cycles, increased quality
requirements, and intense competitive pressures. Examples of activity-based systems
are found within the medical industry (e.g., hospitals and medical laboratories), the
finance industry (e.g., banks and brokerage firms), the transportation industry (e.g.,
airlines and railroads), and in manufacturers of all types (e.g., electronics and auto-
mobile firms).

FBM versus ABM Accounting Systems
The general models for functional-based and activity-based management accounting
systems are displayed in Exhibits 2-8 and 2-9. Notice that both models have two
dimensions. The vertical dimension of each describes how costs are assigned to cost
objects like products and customers, while the horizontal dimension is concerned
with how the systems try to improve operational efficiency and control costs. The
heart of the FBM model is functions, while the corresponding element of the ABM
model is activities. Functions are usually grouped into organizational units such as
departments and plants (for example, engineering, quality control, and assembly are
functions organized as departments). Activities with a common objective group
together to form processes. For example, purchasing goods, receiving goods, and
paying for goods received are major activities that define the procurement process.
Comparing each dimension provides significant insight into how the two manage-
ment accounting models differ.

FBM Cost View In an FBM accounting system, resource costs are assigned to
functional units and then to products. In assigning costs, direct tracing and driver
tracing are used, but in an FMB system driver tracing uses only production (unit-
level) drivers, measures of consumption that are highly correlated with produc-
tion output. Thus, units of product or drivers that are highly correlated with units
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Income Statement: 
Service Organization

For the Year Ended December 31, 2008

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $300,000
Less expenses:
Cost of services sold:

Beginning work in process  . . . . . . . . $  5,000
Service costs added:

Direct materials  . . . . . . . . . . . . . . . $ 40,000
Direct labor  . . . . . . . . . . . . . . . . . . 80,000
Overhead  . . . . . . . . . . . . . . . . . . . . 100,000 220,000

Total  . . . . . . . . . . . . . . . . . . . . . . . . . . $225,000
Less: Ending work in process  . . . . . . 10,000 215,000

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . $ 85,000
Less operating expenses:
Selling expenses  . . . . . . . . . . . . . . . . . $  8,000

Administrative expenses  . . . . . . . . . . . . . . 22,000 30,000
Income before income taxes  . . . . . . . . . . $ 55,000

Exhib i t  2 -7 Income Statement for a Service Organization



produced, such as direct labor hours, direct materials, and machine-hours, are the only
drivers assumed to be of importance. Because FBM systems use only drivers related
to the production function to assign costs, this cost assignment approach is referred
to as production- or functional-based costing (FBC). The production or unit-level
drivers on which FBC relies often are not the only drivers that explain cause-and-
effect relationships. Drivers other than production drivers that describe cause-and-
effect relationships are referred to as non-unit-level drivers. For example, produc-
tion drivers such as units produced or direct labor hours may have nothing to do
with the cost of purchasing raw materials. In reality, the number of purchase orders
might be the appropriate measure of consumption by each product. Yet, in an FBC
system, purchasing costs would be assigned using a measure like units produced or
direct labor hours. Cost assignments made in these cases must be classified as allo-
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cation (recall that allocation is cost assignment based on assumed linkages or con-
venience). Furthermore, if non-unit-level costs such as purchasing are significant, 
functional-based costing can be described as allocation-intensive.

The product-costing objective of functional-based costing is typically satisfied by
assigning production costs to inventories and cost of goods sold for purposes of
external financial reporting. More comprehensive product cost definitions, such as
the value-chain and operating cost definitions illustrated in Exhibit 2-4, are not
available for management use. However, production-based costing systems often fur-
nish useful variants of the traditional product cost definition. For example, prime
costs and variable manufacturing costs per unit may be reported (variable costs are
discussed in Chapter 3).

ABM Cost View In activity-based costing (ABC), costs are traced to activities
and then to products. As with functional-based costing, both direct tracing and
driver tracing are used; however, the role of driver tracing is significantly expanded
by identifying and using drivers unrelated to the volume of product produced (non-
unit-based drivers). Thus, activity-based cost assignments emphasize tracing over
allocation; in fact, it could be called tracing-intensive. The use of both unit-based
and non-unit-based drivers increases the accuracy of cost assignments and the over-
all quality and relevance of cost information. For example, consider assigning the
costs of the activity “moving raw materials and partially finished goods from one
point to another within a factory.” The number of moves required for a product is a
much better measure of the product’s demand for the material-handling activity
than the number of units produced. In fact, the number of units produced may have
nothing to do with measuring products’ demands for material handling. (A batch of
10 units could require as much material-handling activity as a batch of 100 units.)

Activity-based product costing tends to be flexible. Cost information is produced
to support a variety of managerial objectives, including the financial reporting objec-
tive. More comprehensive product costing definitions are emphasized for better plan-
ning, controlling, and decision making. For example, a more flexible accounting sys-
tem, with its wealth of information on costs, activities, and drivers, could act as an
early warning system of ethical problems. Metropolitan Life Insurance Company
was dismayed to learn that some of its agents were selling policies as retirement
plans. This practice is illegal, and it cost the company more than $20 million in
fines as well as $50 million in refunds to policyholders.4 Comprehensive data on
sales, individual agents, types of policies, and policyholders could have alerted Met-
ropolitan Life to a potential problem. Thus, the maxim of “different costs for differ-
ent purposes” takes on real meaning.

FBM’s Operational Efficiency View Providing information for planning and
control is another objective of management accounting. The functional-based
management approach to control assigns costs to organizational units and then
holds the organizational unit manager responsible for controlling the assigned costs.
Performance is measured by comparing actual outcomes with standard or budgeted
outcomes. The emphasis is on financial measures of performance (nonfinancial
measures are usually ignored). Managers are rewarded based on their ability to con-
trol costs. Thus, the functional-based approach traces costs to individuals who are
responsible for incurring costs. The reward system is used to motivate these individ-
uals to manage costs by increasing the operating efficiency of their organizational
units. This approach assumes that maximizing the performance of the overall organ-
ization is achieved by maximizing the performance of individual organizational sub-
units (referred to as responsibility centers).
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ABM’s Operational Efficiency View Activity-based control subsystems differ
significantly from functional-based systems. The functional-based emphasis is on
managing costs. The emerging consensus, however, is that management of activities,
not costs, is the key to successful control. Activity-based management focuses on
the management of activities with the objective of improving the value received by
the customer and the profit received by providing this value.5 It includes driver
analysis, activity analysis, and performance evaluation and draws on activity-based
costing as a major source of information. The process view is concerned with identi-
fying factors that cause an activity’s cost (explains why costs are incurred), assessing
what work is done (identifies activities), and evaluating the work performed and the
results achieved (how well the activity is performed). Thus, activity-based control
requires detailed information on activities.

This new approach focuses on accountability for activities rather than costs and
emphasizes the maximization of systemwide performance instead of individual per-
formance. Activities cut across functional and departmental lines, are systemwide in
focus, and require a global approach to control. Essentially, this form of control
admits that maximizing the efficiency of individual subunits does not necessarily
lead to maximum efficiency for the system as a whole. Another significant difference
also should be mentioned. In an activity-based management accounting information
system, both financial and nonfinancial measures of performance are important.
Exhibit 2-10 compares the characteristics of functional- and activity-based cost man-
agement systems.

Choice of a Management Accounting System
Activity-based management accounting offers significant benefits, including improved
product costing accuracy, improved decision making, enhanced strategic planning,
and better ability to manage activities. Furthermore, the activity-based system is par-
ticularly suited for supporting the goal of continuous improvement—an objective
that is critical for firms competing on a global basis. These benefits, however, are not
obtained without costs. An activity-based management accounting system is more
complex, and it requires a significant increase in measurement activity—and meas-
urement can be costly. However, with the advances in information technology, the
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5 This definition of activity-based management and the illustrative model in Exhibit 2-9 are based on Norm
Raffish and Peter B. B. Turney, “Glossary of Activity-Based Management,” Journal of Cost Management (Fall
1991): pp. 53–63. Many other terms throughout the text relating to activity-based management are also
drawn from this source.

Functional-Based Activity-Based

1. Unit-based drivers 1. Unit-based and non-unit-based drivers
2. Allocation intensive 2. Tracing intensive
3. Narrow and rigid product costing 3. Broad and flexible product costing
4. Focus on managing costs 4. Focus on managing activities
5. Sparse activity information 5. Detailed activity information
6. Maximization of individual unit 6. Systemwide performance

performance maximization
7. Use of financial measures of 7. Use of both financial and

performance nonfinancial measures of performance

Exhib i t  2 - 10 Comparison of Functional- and Activity-Based Cost Management
Systems
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Summary of Learning Objectives

1. Describe the cost assignment process.
Costs are assigned to cost objects such as products,
projects, plants, and customers. There are three meth-
ods of cost assignment: direct tracing, driver tracing,
and allocation. Direct tracing and driver tracing offer
more accuracy because they are based on cause-and-
effect relationships. Direct tracing relies on physical
observation to assign costs. Driver tracing relies on
the use of causal factors called drivers to assign costs.
Allocation relies on assumed relationships and con-
venience to assign costs. Allocation is essentially an
arbitrary assignment and should be avoided as much
as possible.

2. Define tangible and intangible products, and
explain why there are different product cost
definitions.

There are two types of output: tangible products and
services. Tangible products are goods that are pro-
duced by converting raw materials through the use of
labor and capital inputs such as plant, land, and
machinery. Services are tasks or activities performed
for a customer or an activity performed by a cus-
tomer using an organization’s products or facilities.
Product cost is defined as cost assigned to a product
that satisfies a particular managerial objective. Since
managerial objectives can differ, product cost defini-
tions can differ—each depending on the managerial
objective being served.

3. Prepare income statements for manufactur-
ing and service organizations.

If expenses are grouped according to function and then
deducted from revenues, the result is an absorption-
costing income statement. Absorption-costing income
statements are required for external financial report-
ing. For manufacturing firms, the major functional
classifications are manufacturing and nonmanufac-
turing; for service organizations, the categories are
production and nonproduction. For manufacturing
firms, the cost of goods manufactured must be calcu-
lated. No such requirement exists for a service firm.

4. Outline the differences between functional-
based and activity-based management
accounting systems.

A functional-based management system uses unit-based
drivers only, tends to be more allocation-intensive,
uses narrow product cost definitions, focuses on
managing costs, provides little activity information,
emphasizes individual organizational unit perfor-
mance, and uses financial measures of performance.
An activity-based management system uses both unit-
level and non-unit-level drivers, is tracing-intensive,
allows flexible product costing definitions, focuses on
managing activities, provides detailed activity infor-
mation, emphasizes systemwide performance, and
uses both financial and nonfinancial measures of
performance.

Key Terms

Absorption-costing
(full-costing)
income, 44

Activity, 35
Activity-based costing

(ABC), 49
Activity-based

management, 50

Activity-based
management
(ABM) accounting
systems, 47

Administrative 
costs, 44

Allocation, 38
Conversion cost, 43
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Cost of goods sold, 44
Direct costs, 37
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Direct materials, 42

Direct tracing, 37
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Expenses, 35
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Functional-based

management, 49

costs of measurement have declined, making activity-based systems more attractive.
Simultaneously, the cost of making bad decisions has increased (because of more
intense competition resulting from the emergence of a worldwide economy, deregu-
lation of services, and so on). The need to improve the quality of decision making
has also increased the appeal of activity-based approaches. For many firms, the ben-
efits of replacing an FBM system with an ABM system outweigh the costs. Thus, the
use of activity-based costing and activity-based management is spreading, and the
interest in activity-based management accounting is high.
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Functional-based
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systems, 46
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Indirect costs, 37
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costs, 44
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costs, 42
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Opportunity cost, 35
Overhead, 43
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Processes, 47
Product cost, 41
Production costs, 42

Production (unit-level)
drivers, 47

Services, 39
Supplies, 43
Tangible products, 39
Traceability, 37
Tracing, 37
Work in process, 46

Review Problems

1. Manufacturing, Cost Classification, Cost Tracing,
and the Income Statement

Pop’s Burger Heaven produces and sells quarter-pound hamburgers. Each burger
sells for $1.50. During December, Pop’s sold 10,000 burgers (the average
amount sold each month). The restaurant employs cooks, servers, and one
supervisor (the owner, John Peterson). All cooks and servers are part-time
employees. Pop’s maintains a pool of part-time employees so that the number
of employees scheduled can be adjusted to the changes in demand. Demand
varies on a weekly as well as a monthly basis.

A janitor is hired to clean the building on a weekly basis. The building is
leased from a local real estate company. The building has no seating capabilities.
All orders are filled on a drive-through basis.

The supervisor schedules work, opens the building, counts the cash, adver-
tises, and is responsible for hiring and firing. The following costs were incurred
during December:

Hamburger meat  . . . . . . . . $1,600 Utilities  . . . . . . . . . . . . . . . . . . . . . $500
Lettuce  . . . . . . . . . . . . . . . . . 300 Depreciation:
Tomatoes . . . . . . . . . . . . . . . 250 Cooking equipment  . . . . . . . . . 200
Buns . . . . . . . . . . . . . . . . . . . 300 Cash register  . . . . . . . . . . . . . . . 50
Other ingredients  . . . . . . . . 20 Advertising . . . . . . . . . . . . . . . . . . . 100
Cooks’ wages  . . . . . . . . . . . 2,550 Janitor’s wages . . . . . . . . . . . . . . . . 120
Servers’ wages  . . . . . . . . . . . 2,032 Janitorial supplies  . . . . . . . . . . . . . 50
Supervisor’s salary  . . . . . . . 2,000 Rent  . . . . . . . . . . . . . . . . . . . . . . . . 800

Required

1. Classify each cost for Pop’s December operations into one of the following
categories: direct materials, direct labor, overhead, or selling and administra-
tive expenses.

2. Prepare an absorption-costing income statement for the month of December.
3. Suppose Pop’s also produces a grilled chicken sandwich and you want to

determine the cost of producing both hamburgers and grilled chicken sand-
wiches. How would you assign the shared cost of depreciation for the cook-
ing equipment to each product? Is this direct tracing, driver tracing, or alloca-
tion? Explain.

Solution

1. Direct materials: Hamburger meat, lettuce, tomatoes, and buns
Direct labor: Cooks’ wages
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Overhead: Other ingredients, utilities, depreciation on the cooking equip-
ment, janitor’s wages, janitorial supplies, and rent

Selling and administrative expenses: Servers’ wages, supervisor’s salary, depre-
ciation on the cash register, and advertising

Explanation of Classification Cooks are direct laborers because they make the
hamburgers. “Other ingredients” are overhead because of cost and convenience,
even though technically they are direct materials. Because the primary purpose
of the building is production (cooking hamburgers), all of the rent and build-
ing-related costs are classified as indirect production costs. (An argument could
be made that the building also supports the selling and administrative functions
and, consequently, a portion of the rent and building-related costs should be
classified as selling and administrative costs.) Servers are responsible for taking
and filling orders and are, therefore, classified as sales personnel. The cash regis-
ter is used to support the sales function. The supervisor is responsible for over-
seeing the business as a whole and coordinating the sales and production func-
tions. Thus, his salary is an administrative cost.

2. Sales ($1.50 � 10,000) . . . . . . . . . . . . . . . . . . . . . . . . $15,000
Less cost of goods sold:

Direct materials . . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,450
Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,550
Overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,690 6,690

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 8,310
Less operating expenses:

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . $2,182
Administrative expenses  . . . . . . . . . . . . . . . . . . . . . 2,000 4,182

Income before income taxes  . . . . . . . . . . . . . . . . . . . $ 4,128

3. Depreciation on equipment could be assigned using equipment hours or per-
centage of space used by each product. This would be driver tracing. Direct
tracing is not appropriate because the equipment is not used exclusively by
any product.

2. Services, Cost Systems, and the Income Statement

Celestial Funeral Home offers a full range of services. Based on past experience,
Celestial uses the following formula to describe its total overhead costs: Y �
$200,000 � $50X, where Y � total overhead costs and X � number of funerals.
Overhead costs are assigned by dividing total overhead costs by the number of
funerals. For a given funeral, the cost of direct materials ranges from $1,500 to
$10,000, depending on the family’s selection of a coffin. The average cost is
$4,000. Direct labor averages $1,000 per funeral. During 2008, Celestial con-
ducted 1,000 funerals. The average price charged for each funeral is $7,000.
Celestial incurs annual selling expenses of $50,000 and administrative expenses
of $150,000.

Required

1. Does Celestial sell a tangible or an intangible product? Explain.
2. Does Celestial use a functional-based or an activity-based management

accounting system? Explain. Do you think this is a good choice? Explain.
3. What is the total overhead cost incurred by Celestial for the year?
4. What is the overhead cost per funeral for the year?
5. Calculate the unit product cost for the year.
6. Prepare an income statement for Celestial.
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Solution

1. Funerals are intangible products. They are services, cannot be stored, and are
connected to the producer (inseparability).

2. The use of a unit-based driver (number of funerals) to assign overhead costs
(and apparently direct materials and direct labor) suggests a functional-based
system. A functional-based system probably will work quite well for a local
funeral home business. There is very little product diversity; selling and
administrative expenses represent a small portion of total costs; and there are
virtually no preproduction costs (research and development costs are absent).
Thus, product cost is essentially defined by production costs. Furthermore, the
absence of a great variety of products, coupled with the fact that overhead
costs represent a small percentage of product costs, makes driver tracing much
less important (direct materials and direct labor can be assigned using direct
tracing).

3. Y � $100,000 � $25(1,000)
� $250,000

4. $250,000/1,000 � $250
5. Unit product cost:

Direct materials $4,000
Direct labor 1,000
Overhead 250
Total $5,250

6. Celestial Funeral Home Income Statement
For the Year Ended December 31, 2008

Sales  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $7,000,000
Less cost of services sold:

Direct materials . . . . . . . . . . . . . . . . . . . . . . . . . $4,000,000
Direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000,000
Overhead  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 250,000 5,250,000

Gross margin  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $1,750,000
Less operating expenses:

Selling expenses  . . . . . . . . . . . . . . . . . . . . . . . . $   50,000
Administrative expenses  . . . . . . . . . . . . . . . . . . 150,000 200,000

Income before income taxes  . . . . . . . . . . . . . . . . $1,550,000

1. What is meant by “product costing accuracy”?
2. What is a cost object? Give some examples.
3. What is an activity? Give some examples of activ-

ities within a manufacturing firm.
4. What is a direct cost? An indirect cost?
5. What does traceability mean? What is tracing?
6. What is allocation?
7. What are drivers? Give an example of a driver.
8. Explain the difference between direct tracing and

driver tracing.
9. Explain how driver tracing works.

10. What is a tangible product?
11. What is a service?
12. Explain how services differ from tangible products.

13. Give three examples of product cost definitions.
Why do we need different product cost definitions?

14. Identify the three cost elements that determine
the cost of making a product (for external 
reporting).

15. How do the income statements of a manufactur-
ing firm and a service firm differ?

16. Describe some of the major differences between
a functional-based cost management system and
an activity-based cost management system.

17. When would a company choose an activity-based
cost management system over a functional-based
system? What forces are moving firms to imple-
ment activity-based cost management systems?

Questions for Writing and Discussion
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Exercises

For each of the following situations, tell whether the cost would be directly traced,
driver traced, or allocated to the cost object.

a. Company reimbursement of salespersons for the use of their personal cars to
travel in selling the product. Reimbursement is at the rate of $0.49 per mile
driven.

b. A job candidate for a position at a university is taken out to lunch by a member
of the faculty. The entire cost of the meal is considered a legitimate expense of
the hiring process.

c. Mandy Burton is the secretary-treasurer for her sorority alum group. This is a vol-
unteer position. Mandy recently sent a meeting reminder out to all members. To
do so, she paid for stamps and photocopying.

d. Jed Washington, a junior in college, runs a lawn-mowing service in the summers.
Jed wants to know the cost of mowing a lawn so that he can price the service
appropriately. He decides that the relevant costs are depreciation on the mower
and edger, gas to run both, and the gas to run his truck to get from job to job.

Listed below are costs that are to be assigned to certain cost objects. For each case,
identify possible drivers that could be used for the cost assignment. For example,
Cost: Setting up equipment; Cost Object: Products; Driver: Number of setups used
by each product.

Cost Cost Object
a. Preparing credit card statements in a bank Customer accounts
b. Laundering bed sheets and clothing in a hospital Departments
c. Filling orders Customers
d. Ordering supplies Departments
e. Inspecting products Products
f. Assembling components Products
g. Nursing care Patients
h. Preparing tax returns Clients
i. Purchasing parts Products
j. Physical therapy in a hospital Patients

TropicalSpa is a full-service spa offering tanning, massages, and hair and nail care
services. The tanning area provides only tanning services and consists of three tan-
ning booths, a waiting area with several chairs, and a desk for the tanning supervi-
sor. Suppose that the tanning area is the cost object. Assume that all or a portion of
the following costs must be assigned to the tanning area.

a. Salary of the tanning supervisor
b. Electricity for the TropicalSpa building in which the tanning area is located
c. Disinfectant spray and wipes to clean the tanning equipment after each client use
d. Maintenance for the tanning equipment, arranged through a monthly mainte-

nance contract with the equipment manufacturer’s local representative
e. Cost of the weekly custodial services arranged by TropicalSpa for the building
f. Salary of the receptionist at the entrance to TropicalSpa
g. Purchase of flowers given to employees on their birthday
h. Depreciation on tanning equipment
i. Cost of insurance rider taken to cover increased liability due to tanning services
j. Cost of advertising on local radio stations for TropicalSpa services
k. Cost of telephone equipment and services for TropicalSpa
l. Plastic pump bottles and aloe lotion that are provided in each tanning booth
m. Property tax on the TropicalSpa building and land
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Required

Identify which cost assignment method would most likely be used to assign the
costs of each activity to the tanning area: direct tracing, driver tracing, or allocation.
When driver tracing is selected, identify a potential driver that could be used for the
tracing.

The following activities are performed within a manufacturing firm. Classify each
activity according to its value-chain activity category (for example, activity: grinding
parts; value-chain activity category: producing).

a. Advertising products
b. Repairing goods under warranty
c. Designing a new process
d. Assembling parts
e. Shipping goods to a wholesaler
f. Inspecting incoming raw materials and parts
g. Storing finished goods in a warehouse
h. Creating a new computer chip
i. Answering product-use questions using a customer hotline
j. Moving partially finished goods from one department to another
k. Building a prototype of a new product
l. Creating plans for a new model of an automobile
m. Conducting a phone-sales campaign
n. Picking goods from a warehouse
o. Setting up equipment

Three possible product cost definitions were introduced: value-chain, operating, and
traditional. Identify which of the three best fits the following situations (justify your
choice):

a. Setting the price for a new product
b. Valuation of finished goods inventories for external reporting
c. Choosing among different products in order to maintain a product mix that will

provide the company with a long-term sustainable competitive advantage
d. Choosing among competing product designs
e. Calculating cost of goods sold for external reporting
f. Deciding whether to increase the price of an existing product
g. Deciding whether to accept or reject a special order, where the price offered is

lower than the normal selling price
h. Determining which of several potential new products should be developed, pro-

duced, and sold

Holmes Company produces wooden playhouses. When a customer orders a play-
house, it is delivered in pieces with detailed instructions on how to put it together.
Some customers prefer that Holmes put the playhouse together, and they purchase
the playhouse plus the installation package. Holmes then pulls two workers off the
production line and sends them to construct the playhouse on site.

Required

1. What two products does Holmes sell? Classify each one as a tangible product or
a service.

2. Do you think Holmes would assign costs to each individual product? Why or
why not?

3. Describe the opportunity cost of the installation process.
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Loring Company incurred the following costs last year:

Direct materials $216,000
Factory rent 24,000
Direct labor 120,000
Factory utilities 6,300
Supervision in the factory 50,000
Indirect labor in the factory 30,000
Depreciation on factory equipment 9,000
Sales commissions 27,000
Sales salaries 65,000
Advertising 37,000
Depreciation on the headquarters building 10,000
Salary of the corporate receptionist 30,000
Other administrative costs 175,000
Salary of the factory receptionist 28,000

Required

1. Classify each of the above costs using the table format given below. Be sure to
total the amounts in each column.
Example: Direct materials $216,000

Product Cost Period Cost

Direct Direct Selling Administrative 
Costs Materials Labor Overhead Expense Expense
Direct

materials $216,000

2. What was the total product cost for last year?
3. What was the total period cost for last year?
4. If 30,000 units were produced last year, what was the unit product cost?

Kyoto Company manufactures digital cameras. In January, Kyoto produced 10,000
cameras with the following costs:

Direct materials $560,000
Direct labor 96,000
Overhead 220,000

There were no beginning or ending inventories of work in process (WIP).

Required

1 What was total product cost in January?
2. What was product cost per unit in January?
3. What was total prime cost in January?
4. What was prime cost per unit in January?
5. What was total conversion cost in January?
6. What was conversion cost per unit in January?

Colbyville Insurance Company sells automobile and life insurance policies. As a
service to its agents, the manager provides complimentary calendars that agents can
give as gifts to clients and prospective clients. The calendars cost $0.50 each. Early in
February, the manager wanted to know how many calendars had been given out in
January. Sue Ellen, the office assistant, gathered the following information:
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a. On January 1, there were 150 calendars on hand.
b. An order for 1,000 additional calendars was placed on January 3. It arrived on

January 10.
c. On January 31, there were 614 calendars on hand.

Required 

1. How many calendars did agents take to give to clients during January?
2. What is the cost of the calendars given out?
3. What is the cost of the ending inventory of calendars on hand?

Sterling Company manufactures laundry detergent. At the beginning of February, the
following information was supplied by its accountant:

Raw materials inventory $73,000
Work-in-process inventory 80,400
Finished goods inventory 62,000

During February, direct labor cost was $210,400, raw materials’ purchases were
$301,800, and the total overhead cost was $478,590. The inventories at the end of
February were

Raw materials inventory $ 56,000
Work-in-process inventory 103,000
Finished goods inventory 95,240

Required
1. Prepare a statement of cost of goods manufactured for February.
2. Prepare a statement of cost of goods sold for February.

Asher, Inc. manufactures desk lamps. Last year 800,000 lamps were made and sold
for $32 each. The actual unit cost for a desk lamp follows:

Direct materials $15.00
Direct labor 4.00
Overhead 8.00

Total unit cost $27.00

The only selling expenses were a commission of $1.60 per unit sold and advertising
totaling $90,000. Administrative expenses, all fixed, equaled $500,000. There were
no beginning or ending finished goods inventories. There were no beginning or end-
ing work-in-process inventories.

Required

1. Prepare an income statement for external users. Do you need to prepare a sup-
porting statement of cost of goods manufactured? Explain.

2. Suppose that there were 800,000 desk lamps produced (and 800,000 sold) but
that the company had a beginning finished goods inventory of 50,000 lamps
produced in the prior year at $25 per unit. The company follows a first-in, first-
out policy for its inventory (meaning that the units produced first are sold first
for purposes of cost flow). What effect does this have on the income statement?
Show the new statement.

Mellon Company, a manufacturing firm, has supplied the following information
from its accounting records for the year 2008 (in thousands of dollars):
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Purchases of raw materials $76,000
Direct labor cost 52,500
Supplies used 5,300
Factory insurance 1,050
Commissions paid 7,500
Factory supervision 9,675
Advertising 2,400
Material handling 11,000
Work-in-process inventory, December 31, 2007 47,500
Work-in-process inventory, December 31, 2008 42,000
Materials inventory, December 31, 2007 10,400
Materials inventory, December 31, 2008 28,500
Finished goods inventory, December 31, 2007 20,055
Finished goods inventory, December 31, 2008 10,750

Required
1. Prepare a statement of cost of goods manufactured.
2. Prepare a statement of cost of goods sold.
3. What was total prime cost for 2008? Total conversion cost?

Garrett Peckam owns and operates three Muffle-Man outlets in Fort Worth, Texas.
Muffle-Man specializes in replacing mufflers with mufflers that have a lifetime guar-
antee. Muffle-Man is a franchise popular throughout the Southwest. In April, pur-
chases of materials equaled $175,000, the beginning inventory of materials was
$14,000, and the ending inventory of materials was $17,300. Payments to direct
labor during the month totaled $30,960. Overhead incurred was $145,000. The Fort
Worth outlets also spent $25,000 on advertising and selling expenses during the
month. A franchise fee of $3,000 per outlet is paid every month. Revenues for April
were $410,000.

Required
1. What was the cost of materials used for muffler-changing services during April?
2. What was the prime cost for April?
3. What was the conversion cost for April?
4. What was the total service cost for April?
5. Prepare an income statement for the month of April.
6. Muffle-Man purchases all its mufflers from Remington Company, a manufac-

turer of mufflers. Discuss the differences between the products offered by Rem-
ington and Muffle-Man.

Gallagher Company produces chemicals used in the mining industry. Each plant is
dedicated to producing a single industrial chemical. One of its plants produces an
electrolyte used in the copper industry’s solvent extraction process. During the most
recent year, the electrolyte plant produced and sold 3,000,000 pounds of electrolyte.
No inventories of the chemical are carried. The chemical sells for $2.70 per pound.
Annual manufacturing costs for the electrolyte plant totaled $3,615,000. The plant is
also responsible for packaging and shipping its products. Distribution and packaging
costs for the electrolyte plant were $300,000. Research and development costs are
incurred centrally and assigned to each plant in proportion to their sales revenues.
The revenues of the electrolyte plant were 25 percent of the total revenues of the
company. For the year just completed, the company reported $1.8 million for
research and development. The company also reported $360,000 in sales commis-
sions. Commissions are also assigned to plants in proportion to sales.
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Required

1. Compute the unit product cost that must be used for external financial reporting
purposes (cost per pound of electrolyte). How would the other costs be treated
for external financial reporting?

2. Compute the unit operating product cost. What purpose might this cost serve?
3. Compute the unit value-chain product cost. Why would management want to

know this product cost?
4. Classify the cost assignments for the value-chain product cost as direct tracing,

driver tracing, or allocation. For any cost classified as allocation, is it possible to
change this assignment to driver tracing or direct tracing? Explain.

Cariari Manufacturing produces two different models of cameras. One model has an
automatic focus; the other requires the user to focus manually. The two products are
produced in batches (an equal number of batches is used for each product). Each
time a batch is produced, the equipment must be configured (set up) for the specifi-
cations of the camera model being produced. The machine configuration required
for the automatic focus model is more complex and consumes more of the setup
activity resources than the manual focus camera does. Total setup costs are $100,000
per year. Total setup hours are 10,000, with 7,000 hours needed for the automatic
focus camera and 3,000 hours needed for the manual focus camera.

The manual focus model is more labor-intensive and requires much more
assembly time and less machine time. Total direct labor hours used for both prod-
ucts are 100,000, with 70,000 hours used for the manual model and 30,000 used for
the automatic model. There are 40,000 units of the manual model and 60,000 units
of the automatic model produced each year. Cariari currently assigns only manufac-
turing costs to the two products. Overhead costs are assigned to the two products in
proportion to the direct labor hours used by each product. All other costs are viewed
as period costs.

Cariari budgets costs for all departments within the plant—support departments
like maintenance and purchasing as well as production departments like machining
and assembly. Departmental managers are evaluated and rewarded based on their
ability to control costs. Individual managerial performance is assessed by comparing
actual costs with budgeted costs.

Required
1. Is Cariari using a functional-based or an activity-based management accounting

system? Explain.
2. Setup costs are overhead costs. What is the setup cost assigned per unit for each

model using Cariari’s current method of assigning overhead costs to products?
Would you classify this cost assignment as direct tracing, driver tracing, or allo-
cation? Explain.

3. Can you suggest a better way of assigning setup costs? Provide calculations, and
explain why you think this method is better. Is this method compatible with
production-based costing or with activity-based costing? Explain.

Choose the best answer for each of the following questions:

1. An example of driver tracing is

a. assigning the cost of raw materials to a product.
b. assigning the cost of grounds maintenance to products using direct labor

hours.
c. assigning the cost of assembly labor to products.
d. assigning the cost of inspection to products using inspection hours.
e. Only b and d.
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2. Services differ from tangible products in that
a. services cannot be stored for future use.
b. producers and buyers of services must be in direct contact for an exchange.
c. there is less variation in the performance of services.
d. buyers cannot see, feel, hear, or taste a product before it is bought.
e. Only a and b.

3. Kolaser Company has the following production data for the month of July:

Direct labor $250,000
Actual overhead 350,000
Direct materials used 400,000
Warehousing 40,000

Kolaser’s conversion cost for July is

a. $600,000.
b. $640,000.
c. $650,000.
d. $750,000.

4. Refer to the data in Question 3. Kolaser’s prime cost for July is

a. $600,000.
b. $640,000.
c. $650,000.
d. $750,000.

5. Activity-based management differs from functional-based management on which
of the following dimensions?

a. It is more tracing intensive.
b. It provides detailed activity information.
c. It uses both unit-level and non-unit-level drivers.
d. It focuses on managing activities.
e. All of the above.
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Problems

Limon Hospital has two types of patients: normal care and intensive care. On a daily
basis, both types of patients consume resources necessary for their care. For example,
they occupy beds, receive nursing help, use care supplies (lotion, gauze, tissues, etc.),
have bedding, towels, and clothes laundered, eat meals, etc. Bill Simons, the hospital
administrator, wants to calculate the cost per patient day for each type of patient.

To illustrate how daily care costs can be assigned to each type of patient, infor-
mation has been gathered for nursing care. There are always four nurses on duty.
There are three shifts, each lasting eight hours. Nurses work 40 hours per week and
are paid an average of $45,000 per year, including benefits. Full-time nurses work 50
weeks per year. The hospital employs only one part-time nurse, who is paid $22,500
for the hours worked during the year (only the amount needed to ensure that the
four-nurse coverage policy is satisfied). Assume that a year is exactly 52 weeks. Dur-
ing the year, normal-care patients accounted for 8,000 patient days, and intensive-
care patients accounted for 2,000 patient days. Intensive-care patients use half of the
nursing care hours.

Required

1. Calculate the nursing cost per patient day for each patient type using patient
days to assign the cost.
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2. Calculate the nursing cost per patient day for each patient type using nursing
hours used to assign the cost. Is this cost assignment more accurate than the one
using patient days? Explain your reasoning.

3. Suppose that one nurse on each shift is dedicated to the intensive care unit and
that the other three nurses provide additional help as needed. What additional
information would you like to have to assign nursing costs so that a cost per
patient day can be calculated for each patient type? Which of the three assign-
ment methods are you using?

4. Suppose that the hospital administrator asks you to calculate the cost of laundry
per patient day for each patient type. Describe how you would assign laundry
cost, and specify the information that would be needed to do so. Did you use
direct tracing or driver tracing? Explain.

Following is a list of cost items described in the chapter and a list of brief descriptive
settings. Match the items with the settings. More than one cost classification may be
associated with each setting; however, select the setting that best seems to fit the
item.

Cost terms

a. Opportunity cost
b. Period cost
c. Product cost
d. Direct labor cost
e. Selling cost
f. Conversion cost
g. Prime cost
h. Direct materials cost
i. Manufacturing overhead cost
j. Administrative cost

Settings

1. Marcus Armstrong, manager of Timmins Optical, estimated that the cost of plas-
tic, wages of the technician producing the lenses, and overhead totaled $30 per
pair of single-vision lenses.

2. Linda was having a hard time deciding whether to return to school. She was
concerned about the salary she would have to give up for the next four years.

3. Randy Harris is the finished goods warehouse manager for a medium-size manu-
facturing firm. He is paid a salary of $90,000 per year. As he studied the finan-
cial statements prepared by the local CPA firm, he wondered how his salary was
treated.

4. Jamie Young is in charge of the legal department at company headquarters. Her
salary is $95,000 per year. She reports to the chief executive officer.

5. All factory costs that are not classified as direct materials or direct labor.
6. The new product required machining, assembly, and painting. The design engi-

neer requested the accounting department to estimate the labor cost of each of
the three operations. The engineer supplied the estimated labor hours for each
operation.

7. After obtaining the estimate of direct labor cost, the design engineer estimated
the cost of the materials that would be used for the new product.

8. The design engineer totaled the costs of direct materials and direct labor for the
new product.

9. The design engineer also estimated the cost of converting the raw materials into
their final form.
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10. The auditor pointed out that the depreciation on the corporate jet had been
incorrectly assigned to finished goods inventory (the jet was primarily used to
fly the CEO and other staff to various company sites). Accordingly, the deprecia-
tion charge was reallocated to the income statement.

Match the following items (by definition or example):

1. Direct costs
2. Drivers
3. Tracing
4. Intangibility
5. Overhead cost
6. Heterogeneity
7. Perishability
8. Absorption-costing income
9. Functional-based costing

10. Activity-based costing
11. Inseparability
12. Prime cost
13. Opportunity cost
14. Work in process
15. Cost object

a. Customers
b. Attending college instead of working
c. Measures of a cost object’s resource usage
d. Variation in performance of services
e. Producers and buyers in direct contact
f. Uses only unit-level drivers
g. Assigning costs using causal relationships
h. Uses unit-level and non-unit-level drivers to assign costs
i. Partially finished goods
j. Direct materials plus direct labor
k. Inability to store services
l. Cannot see, hear, taste, or feel before buying
m. Costs traceable to a cost object
n. Functional, full-costing income
o. Production costs not directly traceable

The following actions are associated with either activity-based management account-
ing or functional-based management accounting.

a. Budgeted costs are compared with the actual costs of the Maintenance Department.
b. The Maintenance Department manager receives a bonus for “beating” the budget.
c. The costs of resources are traced to activities and then to products.
d. The Purchasing Department is evaluated on a departmental basis.
e. Activities are identified and listed.
f. Activities are categorized as adding value or not adding value to the organization.
g. A standard for a product’s material usage cost is set and compared against the

product’s actual material usage cost.
h. The cost of performing an activity is tracked over time.
i. The distance between moves is identified as the cause of material-handling costs.
j. A purchasing agent is rewarded for buying parts below the standard price set by

the company.
k. The cost of the material-handling activity is reduced dramatically by redesigning

the plant layout.

2- 19

Various Topics;
Matching
LO1, LO2, LO3, LO4

2-20

Functional-Based
versus Activity-
Based Management
Accounting Systems
LO4



l. An investigation is undertaken to find out why the actual labor cost for the pro-
duction of 1,000 units is greater than the labor standard allowed.

m. The percentage of defective units is calculated and tracked over time.
n. Engineering has been given the charge to find a way to reduce setup time by 75

percent.
o. The manager of the Receiving Department lays off two receiving clerks so that the

fourth-quarter budget can be met.

Required
Classify these actions as belonging to either an activity-based management account-
ing system or a functional-based management accounting system. Explain your 
classification.

Lebowski and Associates is an architectural firm that employs 100 professionals and
15 staff. The firm does design work for small and medium-size companies. The fol-
lowing data are provided for the year ended June 30, 2008:

Designs processed 9,400
Designs in process, June 30, 2007 $  900,000
Designs in process, June 30, 2008 1,400,000
Cost of services added 13,550,000
Beginning direct materials inventory 200,000
Purchases, direct materials 400,000
Direct labor 12,000,000
Overhead 1,100,000
Administrative 500,000
Selling 600,000

Required

1. Calculate the direct materials used in the production of services.
2. Prepare a statement of cost of services sold.
3. Refer to the statement prepared in Requirement 1. What is the dominant cost?

Will this always be true of service organizations? If not, provide an example of
an exception.

4. Assume that the average fee for a design is $1,950. Prepare an income statement
for Lebowski and Associates.

5. Discuss four differences between services and tangible products. How do these
differences affect the computations in Requirement 1?

Kimmelman Company produced 5,000 loveseats during the year. The loveseats sell
for $650 each. Kimmelman had 600 loveseats in finished goods inventory at the
beginning of the year. At the end of the year, there were 800 loveseats in finished
goods inventory. Kimmelman’s accounting records provide the following information:

Purchases of materials $675,000
Direct materials inventory, December 31, 2007 93,600
Direct materials inventory, December 31, 2008 133,600
Direct labor 400,000
Indirect labor 80,000
Rent, factory building 84,000
Supplies used in production 14,600
Depreciation, factory equipment 120,000
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Utilities, factory $  23,912
Salary, sales supervisor 180,000
Commissions, salespersons 360,000
General administration 600,000
Work-in-process inventory, December 31, 2007 26,082
Work-in-process inventory, December 31, 2008 29,992
Finished goods inventory, December 31, 2007 160,000
Finished goods inventory, December 31, 2008 228,200

Required
1. Prepare a statement of cost of goods manufactured.
2. Compute the average cost of producing one unit of product in 2008 (rounded

to the nearest dollar).
3. Prepare an income statement for external users.

Melissa Vassar has decided to open a printing shop. She has secured two contracts.
One is a five-year contract to print a popular regional magazine. This contract calls
for 5,000 copies each month. The second contract is a three-year agreement to print
tourist brochures for the state. The state tourist office requires 10,000 brochures per
month.

Melissa has rented a building for $1,400 per month. Her printing equipment
was purchased for $40,000 and has a life expectancy of 20,000 hours with no sal-
vage value. Depreciation is assigned to a period based on the hours of usage. Melissa
has scheduled the delivery of the products so that two production runs are needed.
In the first run, the equipment is prepared for the magazine printing. In the second
run, the equipment is reconfigured for brochure printing. It takes twice as long to
configure the equipment for the magazine setup as it does for the brochure setup.
The total setup costs per month are $600.

Insurance costs for the building and equipment are $140 per month. Power to
operate the printing equipment is strongly related to machine usage. The printing
equipment causes virtually all the power costs. Power costs will run $350 per
month. Printing materials will cost $0.40 per copy for the magazine and $0.08 per
copy for the brochure. Melissa will hire workers to run the presses as needed (part-
time workers are easy to hire). She must pay $10 per hour. Each worker can produce
20 copies of the magazine per printing hour or 100 copies of the brochure. Distribu-
tion costs are $500 per month. Melissa will pay herself a salary of $1,500 per
month. She is responsible for personnel, accounting, sales, and production—in
effect, she is responsible for coordinating and managing all aspects of the business.

Required
1. What are the total monthly manufacturing costs?
2. What are the total monthly prime costs? Total monthly prime costs for the

regional magazine? For the brochure? Did you use direct tracing, driver tracing,
or allocation to assign costs to each product?

3. What are the total monthly conversion costs? Suppose that Melissa wants to
determine monthly conversion costs for each product. Assign monthly conver-
sion costs to each product using direct tracing and driver tracing whenever possi-
ble. For those costs that cannot be assigned using a tracing approach, you may
assign them using direct labor hours.

4. If Melissa receives $1.80 per copy of the magazine and $0.45 per brochure, how
much will her income before income taxes be for the first month of operations?
(Prepare an income statement.)

65C h a p t e r  2  /  B a s i c  M a n a g e m e n t  A c c o u n t i n g  C o n c e p t s

2-23

Cost Identification
and Analysis; Cost
Assignment; Income
Statement
LO1, LO2, LO3



66 P a r t  1  /  B a s i c  M a n a g e m e n t  A c c o u n t i n g  C o n c e p t s

Managerial Decision Cases

Gateway Construction Company is a family-operated business that was founded in
1950 by Samuel Gateway. In the beginning, the company consisted of Gateway and
three employees laying gas, water, and sewage pipelines as subcontractors. Currently,
the company employs 25 to 30 people; Jack Gateway, Samuel’s son, directs it. The
main line of business continues to be laying pipeline.

Most of Gateway’s work comes from contracts with city and state agencies. All of
the company’s work is located in Nebraska. The company’s sales volume averages $3
million, and profits vary between 0 and 10 percent of sales.

Sales and profits have been somewhat below average for the past three years due
to a recession and intense competition. Because of this competition, Jack Gateway is
constantly reviewing the prices that other companies bid for jobs; when a bid is lost,
he makes every attempt to analyze the reasons for the differences between his bid
and that of his competitors. He uses this information to increase the competitive-
ness of future bids.

Jack has become convinced that Gateway’s current accounting system is defi-
cient. Currently, all expenses are simply deducted from revenues to arrive at net
income. No effort is made to distinguish among the costs of laying pipe, obtaining
contracts, and administering the company. Yet all bids are based on the costs of lay-
ing pipe.

With these thoughts in mind, Jack began a careful review of the income state-
ment for the previous year (see below). First, he noted that jobs were priced on the
basis of equipment hours, with an average price of $165 per equipment hour. How-
ever, when it came to classifying and assigning costs, he decided that he needed
some help. One thing that really puzzled him was how to classify his own salary of
$114,000. About half of his time was spent in bidding and securing contracts, and
the other half was spent in general administrative matters.

Gateway Construction 
Income Statement

For the Year Ended December 31, 2008

Sales (18,200 equipment hours) @ $165 per hour  . . . $3,003,000
Less expenses:

Utilities  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $    24,000
Machine operators  . . . . . . . . . . . . . . . . . . . . . . . . . . 218,000
Rent, office building  . . . . . . . . . . . . . . . . . . . . . . . . . 24,000
CPA fees . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20,000
Other direct labor  . . . . . . . . . . . . . . . . . . . . . . . . . . . 265,700
Administrative salaries  . . . . . . . . . . . . . . . . . . . . . . . 114,000
Supervisory salaries . . . . . . . . . . . . . . . . . . . . . . . . . . 70,000
Pipe  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,401,340
Tires and fuel  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 418,600
Depreciation, equipment  . . . . . . . . . . . . . . . . . . . . . 198,000
Salaries of mechanics  . . . . . . . . . . . . . . . . . . . . . . . . 50,000
Advertising . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 15,000
Total expenses  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2,818,640

Income before income taxes . . . . . . . . . . . . . . . . . . . . . $ 184,360

Required

1. Classify the costs in the income statement as (1) costs of laying pipe (produc-
tion costs), (2) costs of securing contracts (selling costs), or (3) costs of general
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administration. For production costs, identify direct materials, direct labor, and
overhead costs. The company never has significant work in process (most jobs
are started and completed within a day).

2. Using the functional classification developed in Requirement 1, prepare an
absorption-costing income statement. What is the average cost per equipment
hour for laying pipe?

3. Assume that a significant driver is equipment hours. Identify the costs that
would likely be traced to jobs using this driver. Explain why you feel these costs
are traceable using equipment hours. What is the cost per equipment hour for
these traceable costs?

Jean Erickson, owner and manager of an advertising company in Charlotte, North
Carolina, had arranged a meeting with Leroy Gee, the chief accountant of a large,
local competitor. The two are lifelong friends. They grew up together in a small town
and attended the same university. Leroy was a competent, successful accountant but
currently was experiencing some personal financial difficulties. The problems were
created by some investments that had turned sour, leaving him with a $15,000 per-
sonal loan to pay off—just at the time that his oldest son was scheduled to enter
college.

Jean, on the other hand, was struggling to establish a successful advertising busi-
ness. She had recently acquired the rights to open a branch office of a large regional
advertising firm headquartered in Atlanta, Georgia. During her first two years, she
had managed to build a small, profitable practice; however, the chance to gain a sig-
nificant foothold in the Charlotte advertising community hinged on the success of
winning a bid to represent the state of North Carolina in a major campaign to
attract new industry and tourism. The meeting she had scheduled with Leroy con-
cerned the bid she planned to submit.

Jean: Leroy, I’m at a critical point in my business venture. If I can win the bid for
the state’s advertising dollars, I’ll be set. Winning the bid will bring $600,000 to
$700,000 of revenues into the firm. On top of that, I estimate that the publicity will
bring another $200,000 to $300,000 of new business.

Leroy: I understand. My boss is anxious to win that business as well. It would mean
a huge increase in profits for my firm. It’s a competitive business, though. As new as
you are, I doubt that you’ll have much chance of winning.

Jean: You may be wrong. You’re forgetting two very important considerations. First, 
I have the backing of all the resources and talent of a regional firm. Second, I have
some political connections. Last year, I was hired to run the publicity side of the
governor’s campaign. He was impressed with my work and would like me to have
this business. I am confident that the proposals I submit will be very competitive.
My only concern is to submit a bid that beats your firm. If I come in with a lower
bid and good proposals, the governor can see to it that I get the work.

Leroy: Sounds promising. If you do win, however, there will be a lot of upset peo-
ple. After all, they are going to claim that the business should have been given to
local advertisers, not to some out-of-state firm. Given the size of your office, you’ll
have to get support from Atlanta. You could take a lot of heat.

Jean: True. But I am the owner of the branch office. That fact alone should blunt
most of the criticism. Who can argue that I’m not a local? Listen, with your help, I
think I can win this bid. Furthermore, if I do win it, you can reap some direct bene-
fits. With that kind of business, I can afford to hire an accountant, and I’ll make it
worthwhile for you to transfer jobs. I can offer you an up-front bonus of $15,000.
On top of that, I’ll increase your annual salary by 20 percent. That should solve
most of your financial difficulties. After all, we have been friends since day one—
and what are friends for?
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Leroy: Jean, my wife would be ecstatic if I were able to improve our financial posi-
tion as quickly as this opportunity affords. I certainly hope that you win the bid.
What kind of help can I provide?

Jean: Simple. To win, all I have to do is beat the bid of your firm. Before I submit
my bid, I would like you to review it. With the financial skills you have, it should 
be easy for you to spot any excessive costs that I may have included. Or perhaps I
included the wrong kind of costs. By cutting excessive costs and eliminating costs
that may not be directly related to the project, my bid should be competitive
enough to meet or beat your firm’s bid.

Required

1. What would you do if you were Leroy? Fully explain the reasons for your decision.
2. What is the likely outcome if Leroy agrees to review the bid? Is there much risk

to him personally if he reviews the bid? Should the degree of risk have any bear-
ing on his decision?

3. Apply the code of ethics for management accountants to the proposal given to
Leroy (see Chapter 1). What standards would be violated if he agrees to review
the bid? Assume that Leroy is a member of the IMA and holds a CMA.

Research Assignments

On the Internet, access the SEC home page, via the chapter web links at the Interac-
tive Study Center at http://www.thomsonedu.com/accounting/hansen. Next, access
the EDGAR database. Obtain copies of financial statements for a manufacturing firm
and a service firm (e.g., Texas Instruments and Chase Manhattan Bank). Write a
memo discussing the differences and similarities of the two statements.

Interview an accountant who works for a manufacturing or service firm (preferably
one who works in cost accounting). Ask that person the following questions, and
write up his or her responses:

a. What product(s) does your firm produce?
b. What costs are assigned to the product(s) produced?
c. For a particular product, what direct materials are used?
d. What percentage of total manufacturing costs is direct labor? Direct materials?

Overhead?
e. How is overhead assigned to the products?
f. Do you now use or plan to use an activity-based management system? Why or

why not?
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