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BIECTIVES

" After studying this chapter, you should be able to:

—

@ Explain how management
accounting is a competitive tool. The

primary purpose of management accounting
is to provide superior information to those
running a company so that they can make
better decisions and more successfully
compete for customers, suppliers, employees,
and so forth.

@ Understand the essential differences

between management accounting
and financial accounting. Management
accounting is intended for the use of the
internal managers who run a company.
Financial accounting is primarily intended to
provide summary information to outsiders
such as lenders and investors.

b

®

Recognize and understand the common
terms and concepts used in management
accounting.One useful way to view costs for
decision making is to separate them into fixed costs
(those that stay the same as the level of production
changes) and variable costs (those that increase

as the level of production increases). Other useful
classifications of costs are product/period, direct/
indirect, differential/sunk, and out-of-pocket/
opportunity.

Discuss the need for ethics in manage-
ment accounting and describe the
Standards of Ethical Conduct that apply
to this profession. Management accountants
have access to a company’s most important and
sensitive internal competitive information.
Accordingly, it is absolutely critical that manage-
ment accountants conduct their work professionally
and with the utmost integrity.

© COURTESY OF DUPONT
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return on investment

A measure of operating

efficiency in utilizing
assets; computed in its
simplest form by dividing
net income by average
total assets. This measure
is also known as ROA
(return on assets).

Part |

DuPont was established in 1802 near
Wilmington, Delaware, by a French immigrant,
Eleuthére Irénée du Pont de Nemours, to pro-
duce black blasting powder. Three of E. I. du
Pont’s great-grandsons, Alfred, Coleman, and
Pierre, purchased the firm's assets from the fam-
ily in 1902. The three cousins decided to make
the company even bigger by purchasing many
of the company's suppliers of raw materials
(such as charcoal, sodium nitrate, and crude
glycerin) used in DuPont's explosive products.
In addition, instead of wholesaling the products
through traditional retailers, DuPont’s new man-
agers decided to create their own
network of branch sales offices |
scattered across the United States. O
Alfred, Coleman, and Pierre
knew how to run a manufacturing
business, but now they were in the
mining, shipping, and sales busi-
ness as well. How were they going
to be able to effectively plan sched-

Foundations of Management Accounting

executives at DuPont, realized that every division
required an investment in assets in order to be
in business. The overall goal of every business
should be to effectively use its assets to make
a profit. For example, an explosives plant using
assets worth $10 million and earing $500,000
in profit is not performing as well as a major
sales division that also creates a $500,000 profit
but only requires $5 million in assets. The sales
division is earning a 10% return ($500,000 +
$5,000,000) on the DuPont investment in
inventory, equipment, and buildings. The explo-
sives plant is earning only a 5% ($500,000 +

Donaldson Brown took the ROI approach with
him when he followed Pierre du Pont to help
rescue another company in the midst of an in-
ventory crisis in 1920. The name of the com-
pany was General Motors.

ules, control
operations, and evaluate
(ROI) the profitability of each of
- their diverse business seg-
ments? Essentially, Alfred,
Coleman, and Pierre had an
accounting problem.
Enter the management
accountant, Donaldson
Brown (DuPont's chief fi-

performance and

Mr. Brown, along with other

his chapter introduces management ac-
Tcounting and distinguishes it from financial

accounting. The key purpose of manage-
ment accounting is fulfilling the competitive needs
of the company. DuPont had a competitive need
to manage a very large and diverse organization
and so invented new accounting measurements
to serve as important management tools. A com-
pany’s management accounting system is used to
support the management processes of planning,
controlling, and evaluating.

nancial officer or CFO).

$10,000,000) return on investment, or ROI.
Obviously, additional investment would first go
to the sales division in order to earn a 10% re-
turn rather than a mere 5% return. The RO! tool
allowed the DuPont cousins to be hugely suc-
cessful in managing the country's first integrated
company by combining cost management with
asset management and raising it to an art form!
It's likely that few management accounting tech-
niques have had as great an impact on business
management as the DuPont ROI formula.’

Business professionals who are in a posi-
tion to use management accounting data to
make important decisions must take care to
make the best decisions possible on behalf of
the organization, its owners, its employees, the
surrounding community, and the public at large.
As a result, it is critical that these decision mak-
ers understand the ethics of good business and
are committed to perform ethically.

! Historical sources: H. T. Johnson and R. S. Kaplan, Relevance Lost (Boston: HBS Press, 1987); the DuPont Heritage Web site

at http://heritage.dupont.com/.



