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Chapter 1

Introduction — management accounting and its environments

1. Establishing an environmental context

The internal operating environment of an organisation is, or should be, driven by the external
relationships the organisation explicitly engages in (such as its customers, suppliers or
financial institutions) or is implicitly engaged with (including competitors, government
regulation, community and the need for social responsibility). This is because the internal
environment is the result of the business activities an organisation undertakes and the quality
of the outcomes it desires by engaging in these relationships. Thus, the focus of this book is on
understanding and accounting for the explicit and implicit external relationships an
organisation engages in. The specific focus will be on how the performance of these external
relationships and their associated business risk might be managed and controlled for in the
internal operating processes and activities of the organisation.

Relationships that originate from an organisation’s external business environment are less
controllable than relationships originating from the internal operating environment, if only
because of the differing levels of power and control an organisation can exercise over its
internal operating environment as opposed to that of its external business environment.
Consequently, an organisation’s external relationships have the potential to be associated with
higher degrees of uncertainty than internal relationships, or to be significant in terms of
determining future survival and outcomes. These external relationships require regular
monitoring and more-intensive modelling and interactive management, particularly in relation
to suppliers, customers and competitors. The identification, performance monitoring and
modelling of these relationships should be integrated into organisational internal processes and
procedures in such a way that management and owners can identify the strategies they wish to
pursue.

Critical to the motivation of this book are the externally driven strategic choices made by
management and their integration into an organisation’s management control, accounting
information and other systems. A business risk lens (AS/NZS ISO 31000:2009) will be used to
give dimension to that focus. The choice of a risk focus is driven by a need to identify the
association between (1) activities and processes identified as contributing to strategy
implementation and (2) the measurement of swategy performance and outcomes (Hartmann
and Moers, 1999; Bhimani, 2009). As an organisation’s aspirations (mission/goals and
objectives) provide the lens for the strategic choices an organisation makes, so then these
strategic choices should determine the design, function and operation of the organisation’s
management control system (MCS) and underlying performance and risk management systems
(PMS and RMS). It is through this view of the MCS that a cause-and-effect relationship, or
association between strategic outcomes, process outputs and activity inputs, can be established.
Given that the purpose of any management information system (MIS) is not only to monitor
and review strategy outcome performance but also to signal the need for strategic and/or
aspirational review, then unless it is driven from the top down (goals, objectives, swategies,
processes, then activities), it will potentially be only coincidental that performance and risk
management information at the input/output levels will map to outcomes (Chapman, 2005).
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These internal and external environmental relationships involve many stakeholder groups with
a diverse range of needs that have a claim, investment, share or involvement in or with the
organisation. These stakeholders vary from organisation to organisation, but the following are
generally considered stakeholder groups: investors, employees, customers, suppliers,
financiers, government, regulators and the community (Alam, 2006).

2. Choice of a strategy focus through a business risk lens

Arguably, that which at one time promoted management accounting research but has since
hindered its development has been the traditional focus on the production process and a
functional/departmental view of organisations (Anthony, 1965; Chapman, 1997; Langfield-
Smith, 1997; Otley, 1980). This concentration on production processes and departments, by its
nature, means that the focus is on inputs and outputs; in performance measurement and
monitoring terms, the focus is on economy and efficiency. While it is important to concentrate
on outputs and their associated achievement in terms of economy and efficiency, if these
outputs are not contributing to organisational outcomes and survival then they are neither
effective nor equitable, particularly in terms of public sector entities and service delivery
outcomes. To ensure that effectiveness and equity are considered and are measurable, the
activities that give rise to a process need to be viewed in terms of the strategy(s) that they are
designed to support. Initiatives such as the value chain, strategic management accounting
(SMA — Bromwich 2000), and strategic cost management (SCM — Cooper & Slagmulder,
1998; Shank & Govindarajan, 1988), recognised the need for management accounting to adopt
a strategy-based view in developing an organisation’s MCS and PMS and to incorporate

management/operational strategies such as Just-in-Time (JIT), and Total Quality Management
(TQM).

More recently, the concept of a balanced scorecard (Kaplan & Norton, 1992) has provided
operationally insightful ways in which management accountants can change from a production
focus to a strategic focus when providing decision support information for organisational
management. With a focus on a primary organisational goal, such as shareholder wealth, the
balanced scorecard identifies the need for an organisation’s objectives, in attaining that goal, to
include the customers, business processes, people, continuous improvement and finances
(Kaplan & Norton, 1992; 1996; 2000). These organisational objective considerations
cumulatively could contribute to managing the outcome of, for example, increasing
shareholder wealth. They identify the organisation’s strategic focus and the activities required
to implement those strategies on an integrated basis. These strategies and their underlying
activities form the base for the development of the organisation’s information systems, that is,
its MCS, and PMS and RMS. This is consistent with the view adopted in this book that
organisational aspirations and strategic choices to implement their achievement drive the
design, function and operation of the organisation’s MCS and associated MIS. However, to
facilitate this, there is a need to be able to map activities, and their inputs, to processes; and
their outputs to strategies and their outcomes. Activity based costing (ABC) and an
organisation’s value chain (Bowhill, 2008; Garrison, Noreen & Brewer, 2006; Shank &
Govindarajan, 1992a) provides a starting point for strategy based accounting (SBA).

The value chain forms part of the organisation’s supply chain. It provides a linear view of the
interrelationships between the business processes that are necessary to deliver an
organisation’s customer-focused strategy that contributes to some organisational outcome
(such as increasing shareholder wealth) by meeting the key factors of cost, quality, timeliness
and innovation. Figure 1.1 provides a simplistic view of the form that a value chain might take
at the business process level.
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Figure 1.1 A simplistic (process level) view of the manufacturing value chain
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Source: adapted from Horngren, Datar and Foster (2006), p. 5

Although simplistic, the value chain focuses on the boundary between the organisation’s
external business environment and its internal operating environment by way of the break
between the supplier and the organisation, and the customer and the organisation. Through the
value chain adopting a business-process-based construct, it provides the capacity to
deconstruct processes into activities that can be accounted for using ABC and other activity-
focused techniques. However, due to the value chain’s linear presentation it does not
immediately indicate to the user that some processes within the chain can overlap and/or that
multiple tasks are performed that contribute to multiple strategies. Further, the focus on adding
and/or increasing customer value can detract from the achievement of a primary goal, such as
increasing organisational value by contributing to shareholder/owr;ér wealth or society’s well-
being. Additionally, an external business environment concentration solely on customers and
suppliers can restrict consideration of other external sources and types of business risks. For
example, sources of business risks emanating from financing relationships, regulation and
corporate citizenship include debt gearing ratio limits on loans, taxes, environmental impacts,
and community, reputation and equity costs. The degree of risk associated with these
relationships differs depending on the significance of the relationship to the organisation in
achieving its goal and/or the complexity or volatility of the relationship. The management of
and accounting for the limitations of the value chain will be discussed in more detail in
Chapter 2 and the subsequent chapters.

The preceding issues aside, the value chain provides a very useful frame of reference for all
that follows in this book. In terms of the preceding issues, the value chain highlights the
importance for management accounting of adopting a strategic, or outcomes, focus for process
and activity identification, if only to provide a means of linking inputs with outputs and
outputs with outcomes (Chapman, 2005). Without these linkages, it would be only coincidental
that performance indicators and their measures would be meaningful in measuring
organisational economy and efficiency, let alone organisational effectiveness. To balance
financial and non-financial performance measures (Bhimani & Langfield-Smith, 2007;
Bowhill, 2008), as well as provide relevant and timely information for decision-making, it is
difficult to measure the quality of outputs and outcomes. Further, in the absence of a measure
such as business risk, it is difficult to measure the strength or sustainability of the performance
achievements of the organisation at any particular point in time (Liebesman, 2008).

Whether business risk is quantified (e.g., a percentage) or qualified (e.g.,Low, Medium, High),
without some measure of degree attached to the level and quality of a particular performance
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measure, for example profit, it is difficult to assess its sustainable contribution to an
organisation’s value and, in turn, shareholder wealth. If the level of profit was achieved at an
acceptable level of organisational business risk, then there may be higher levels of certainty
about profit sustainability in future periods. However, if the profit was achieved at an
unacceptably high-level of business risk, then there would be less certainty about future profit
sustainability. This is particularly relevant if no strategic adjustment or realignment has been
made to reduce or mitigate the sources and types of business risk that have contributed to, or
driven, business risk in terms of profit achievement to an unacceptable level. The need to
consider business risk directly allows an improved understanding of customer, supplier and
organisational value and, for these reasons, it is fundamental in understanding what
management accountants do. They develop MCSs, PMSs and RMSs that assist management
decisions about control and management of resources and strategies and their associated
business risk exposure for the organisation and its owners, whether they are individuals or
society (Bhimani, 2009).

For the purposes of this book, the definition of business risk adopted is consistent with that
included in the International Risk Management Standard AS/NZS ISO 31000:2009. The
standard can be applied to a “wide range of activities including strategies and decisions,
operations, processes, functions, projects, products, services and assets” (AS/NZS ISO
31000:2009, (1)). Risk is defined as the effect of uncertainties on objectives (AS/NZS ISO
31000:2009, (2.1)). Risks can be positive or negative and can apply at different organisation
levels. Generally, risk is referred to as operating risk in terms of an organisation’s internal
environment and business risk when referring to an organisation’s external environment.

There are 11 principles for managing risk to ensure that risk is managed effectively (clause 3).
These are that risk management creates and protects value, is an integral part of all of the
organisation’s processes, facilitates continual improvement and enhancement of the
organisation, explicitly expresses uncertainty and is systematic, structured and timely. Further,
it is based on the best available information, is transparent and inclusive, tailored to the
organisation’s external and internal environment, takes human and cultural factors into account,
and is dynamic, iterative and responsive to change. These 11 principles feed into a framework
for managing risk that addresses how it should be implemented, monitored and reviewed
within the organisation’s management systems and the need to improve continuously using
data provided from the MIS (clause 4). It ensures that the information regarding risk gained
from the risk management process (clause 5) is “adequately reported and used as a basis for
decision making and accountability at all relevant organisational levels” (AS/NZS ISO
31000:2009, (4)).

When considering their goals/mission, objectives, strategies, and operational processes and
activities, organisations need to consider their internal operating and external business
environments and regularly monitor and review the underlying assumptions and associated
performance indicators to assess whether or not an environmental change has positive or
negative risk implications for the organisation. What constitutes a strategy for the purposes of
this book and in a management accounting context is a little more complex, and is examined
next.

3. Strategies and objectives

The management :accounting research literature has adopted and identified a range of strategic
positions, types of strategies and strategic missions an organisation might take in competing in
its targeted market place (e.g., harvester, prospector/innovator, cost leader, differentiator, etc.)
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(Cinquini & Tenucci, 2010; Langfield-Smith, 1997; 2005). Underpinning an organisation’s
umbrella or overall strategy are normally a number of operating-focused strategies (e.g., capital
investment, succession planning, training and development, performance-based rewards
systems, transfer pricing, JIT, TQM, etc.) that an organisation might adopt to achieve its
market positioning strategy(s).

A potential delineating factor between umbrella strategies and operational strategies are the
organisational objectives that different strategies are designed to implement in contributing to
goal achievement or aspirations. The preceding umbrella strategies are about identifying
market position aspirations, approach and mission — that is, the organisational objectives;
whereas operational strategies are about resourcing and implementing organisational
objectives. This delineation appears to have been overlooked as research has developed
(Kaufman, 1992; Perrow, 1967) within the management accounting academic literature.

3.1 Organisational objective choices

The three components of an organisation’s umbrella strategy (Langfield-Smith, 1997):
strategic position (Porter, 1980; 1985); strategic approach (Miles & Snow, 1978); and strategic
mission or manner (Gupta & Govindarajan, 1984) can be portrayed in terms of the
organisation’s objectives. Within each of these components, there are a number of sub-
components. At the objective position level, there are two well-discussed positions, that of cost
leadership and differentiation (Porter, 1980; 1985). The cost leadership objective is one where
an organisation perceives that its best chance (acceptable business risk) for achieving a
sustainable competitive advantage is through being the lowest cost producer in its industry and
market sectors. This objective can be sustainable where large capital investments in production
technology and research and development are made and the organisation has an established
and focused market position like Intel, Samsung or Apple. The size of capital and research and
development investment to gain advantages, such as economies of scale and in leading product
design evolution, does present a barrier to competition for new entrants (Barney, Wright and
Ketchen Jr., 2001). A differentiation objective tends to be market-led, or based in terms of the
need for timely quality information about customer product attributes for different customer
preference groups. The product attributes determined by customer demands for quality and
product dependability may be supported by high-level service backup that is accessible on a
timely basis by all organisational customers.

The objective that identifies the approach to be adopted by an organisation might take the form
of defender, prospector/innovator, or analyzer (Miles & Snow, 1978). Defenders tend to be
finance-, product- and process-focused and reliant on a small product range. Further, they tend
to place less emphasis on marketing and research and development. Prospectors/innovators
maintain their position through identifying new product attributes, new products and new or
different markets and market creation. They are strongly customer-, marketing- and research-
and-development-focused. Analyzers pick and choose the best approaches from both defender
and prospector/innovator objectives. The manner in which the organisation chooses to achieve
its objectives takes the form of being a build, harvest or hold strategy or mission. By following
a build strategy, organisations forgo short-term profits or cash flow to increase their market
share and improve their competitive position. In contrast, a harvest strategy focuses on
maximising the short-term profits or cash flow while not being concerned with improving their
market share. A hold strategy is somewhere in between the two, whereby an organisation
maintains a reasonable return on investment whilst protecting its competitive position and
market share (Gupta & Govindarajan, 1984; Langfield-Smith, 1997).
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An example of the form of the relationship between these objective components is provided in
Figure 1.2 (refer to Langfield-Smith (1997) for further discussion of these relationships). The
organisational choice of its positioning objective can be determined by a range of external and
internal organisational factors. These include the consideration of:

1. what might be perceived to be the market niche in terms of existing competition;

2. the degree of potential product substitution, customer expectations and any current gap in
the existing market, or barriers to entry for a new organisation; and

3. strategic options for maintaining an already dominant market position.

By their nature, positioning objectives are heavily influenced by the organisation’s existing or
potential external business environment (Bui, Hunt & Fowler, 2008; Cinquini & Tenucci,
2010; Langfield-Smith, 1997). However, the origin of these positioning objectives arises from
the mission or goal statement that is determined for, and by, the owners (Kaufman, 1992;
Perrow, 1967).

Figure 1.2 An example of some differing organisational choices of objectives

Positioning Cost leadership Differentiation
Approach Defender Analyzer Analyzer Prospector/innovator
Manner Hold Build Harvest Build

Most organisations, particularly medium to large ones, whether they are public or private
sector entities, have a declared mission, or goal statement. Small organisations may not have a
formally stated mission, but it may be implicit in the minds and actions of the owners. For a
private sector organisation, their mission statement might be to sustainably and in an
environmentally responsive manner increase shareholder wealth and organisational value. For
a public sector organisation, it might be to sustainably and in an environmentally proactive
manner provide quality services on demand. The private sector mission is about increasing
shareholder (ownership) wealth through increasing organisational value on a continuing basis.
The public sector mission is about continually improving the organisation’s contribution to
society through improving and increasing service delivery on an ongoing basis. The mission
statement takes a long-term view of what the organisation’s goal, or purpose, is in life.
Typically, an organisation will then look at where it is currently placed and where it sees itself
being in, say, five years, in terms of achieving its mission or goals. Given its current and
desired resourcing capacity over this term, it will then identify a number of objectives that will
contribute to its continuing to achieve its mission (Kaufman, 1992). For example, it could
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decide that its mission is best achieved by it adopting the objectives of cost leadership position,
analyzer approach and builder manner.

The choice of being a cost leader is about the organisation identifying how it might position
itself in terms of competitors and market outcomes that would allow the achievement of its
mission. Through adopting an analyzer approach, it is taking a cost leadership role by ensuring
that it has the capacity not only to defend its current position, but also to be innovative in terms
of products and services by staying ahead of its current competitors and future potential
competitors. Being a builder is consistent with increasing shareholder wealth and
organisational value, or in service delivery continually meeting demand. How the organisation
achieves these objectives is through the strategies it adopts.

Nonetheless, contemporary research into positioning strategies (refer to Chapman (2005) for a
summary) or organisational objectives is based on a static view and is not driven by change or
risk. Risk is never static and this needs to be incorporated into any choice of objectives or
strategies. Due to competitive forces, rapidly changing technology and/or customer
preferences, the organisation may need to change objectives. Any change in organisational
objectives will result in a need to review, if not revise, its strategies. In doing so, a revision of
its MCS, PMS and RMS will be required if the management accountant is to continue to
capture decision-useful information for management decision-making as indicated within the
11 principles of AS/NZS ISO 31000:2009.

For the management accountant, the objectives that an organisation chooses to adopt in
pursuing its mission assists in identifying the shape of the outcomes that the organisation
desires to achieve. As illustrated in Table 1.1 below, the cost leadership positioning objective
permits the achievement of organisational value by ensuring that it not only maintains but also
increases its customer share through being able to place its products on the market at a lower
price, or cost, than its competitors.

Table 1.1 Organisational choice of objectives

Objective Choice Outcomes

Positioning Cost leadership | Increased customers; increased profits; increased return
on investment; lower product costs compared with
competitors; investment in technology; organisational
image; and other measures of external business
environment sources of uncertainty.

Approach Analyzer Innovative edge over competitors; more-effective
technology investment compared with competitor
investment levels; research and development outcomes
versus research and development investment; and
capacity to respond to regulatory or economic change.

Manner Build Relative degree of maintenance of existing customer base
as compared with competitors after consideration of
natural growth; customer growth due to new markets;
brand performance; product cost versus training and
development; market expansion capital investment
returns; and product attributes and prices compared with
competitors’ substitute products.

An organisation may choose to limit regular or interactive monitoring of outcomes to a number
of key outcome measures while taking only a diagnostic interest in others (Simons, 1990;
1995). While organisations operating in the same industry may be monitoring the same
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outcomes, due to a number of factors (including the choice of objectives) different outcomes
will be considered more significant than others in any one organisation as a result of those
organisational differences. Organisations will use the weighting, or the level of
sensitivity/significance, of each of the differing outcomes when setting the target levels of
outcome achievement in pursuit of its goals. In doing so, the organisation can make an
assessment of acceptable business risk exposure in terms of the cumulative assessment, across
all objectives, of past and future outcome achievement expectations. It can also assess the
likelihood of achieving the desired increases in shareholder wealth and organisational value, or
maintaining its capacity to deliver quality services on demand. While the identification of
goals and objectives provides the reasons for the organisation existing, and therefore the
outcome aspirations necessary to sustain its existence, consideration as to how the organisation
might operate and be structured to achieve its desired outcomes must occur. Typically, this is
achieved through identifying the organisational strategies necessary to achieve the
organisational objectives. In doing so, the mix of resources necessary to support the processes
and their operationalising activities can be identified along with the inputs and outputs
necessary to achieve the organisational outcomes.

3.2 Operating strategies, organisational and sustaining activities

An organisational objective can be operationalised by one or more strategies (Cinquini &
Tenucci, 2010). Additionally, one strategy can contribute to the achievement of more than one
objective and/or outcome. Some operating strategies that a management accountant will be
exposed to include: target pricing and costing; whole of product/service life-cycle costing; JIT
management; TQM; and environmental cost management, to name but a few. For example,
consider a target pricing and costing strategy in a manufacturing organisation. The target price
is determined by considerations such as customer product-attribute choices and competitors’
substitute products. After considering a reasonable return for the organisation that contributes
to such things as profits, dividends and capital investment, product costs are determined. Then
a basis is provided to ensure that product design and innovation support the production
efficiency initiatives so that the organisation produces the product for no more than the target
cost. Alternatively, a target costing approach could be applied to a public sector service
organisation. The public, through Parliament, determines how much income will be
appropriated from government revenues for use by a public sector organisation in the delivery
of its services. Based on the expected demand for its services, the public sector organisation
must determine the resources that it has available to provide those services. In sustaining the
quality of services, the organisation must continually review customer needs and research
improved ways of meeting those needs, while ensuring that staff have the necessary skills and
expertise to continue to deliver quality services.

The target pricing and/or costing strategy, in both the above cases, is driven by customers and
other external business environment considerations so that the respective organisation can
deliver its organisational outcomes. An organisation is not restricted to the choice of only one
strategy. It may, for example, supplement a target pricing strategy with both JIT and TQM
strategies to manage operating costs by decreasing inventory holding time and handling,
outsourcing some components of research and development through stronger supplier
relationships, and setting specific product quality targets for different products or services.
However, in delivering those outcomes the strategy(s) identify and define the differing
processes, and process activities, that the organisation must have in place. Figure 1.3
summarises the strategy (outcome), process (output) and activities (input) relationship required
for an organisation to operationalise its objective achievement.
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Figure 1.3 Achieving strategic outcomes

Operating strategy Processes Activities
(outcomes you ” (to achieve this — ” (to activate your
want) outputs) processes — inputs)

In identifying the relationship depicted in Figure 1.3, the chosen strategies of the firm also
determine the organisation’s MCS and underlying PMS and RMS. Critical components of
these systems are capital planning and investment budgeting, training, development, incentives
structure and succession planning, and operational planning, budgeting and reporting. These
plans, budgets and reports, and decisions associated with them, are designed to align resources
in a manner that is consistent with ensuring that the activity inputs and processes are
sufficiently and appropriately resourced to deliver planned outcomes. In doing so, ensuring
that a balance between the resourcing of organisation-sustaining and product-sustaining
activities is achieved. Figure 1.4 (on the next page) provides an overview of how an
organisation’s mission/goals, objectives, operating strategies, processes and activities and
MCS might interrelate in terms of the preceding example of an organisation adopting the
objectives of cost leadership, analyzer and build in achieving its mission.

The top-down approach adopted in Figure 1.4 is designed to ensure that activities, processes
and strategies align with  organisational objectives. This is critical for ensuring that
management control is acting in concert with organisational interests to ensure there is a
match, or fit, between the actions of the organisation and its business environment (Donaldson,
2001; Langfield-Smith, 1997).

In doing so, the performance and risk management systems allow the provision of decision
information that supports informed monitoring and review by management of outcomes (Hunt,
Bradshaw & Bui, 2007). This book will take a top-down approach to strategy development and
implementation. While specific mission/goal and objective selection choices might be referred
to in order to provide discussion context, these topics will not be pursued further in any detail.
Simply expressed, the focus of this book can be represented as a strategy—process—activity
(SPA) pyramid, as presented in Figure 1.5 (on page 11).

The pyramid form adopted in Figure 1.5 is designed to depict that one activity can be related
to, or have an impact on, other activities and result in one or more activities contributing to a
process or a number of processes. Similarly, one or more processes can combine to implement
one or more strategies. The separation between activities, processes and strategies represents
the breakdown between inputs, outputs and outcomes. This in turn represents an attempt to
demonstrate the alignment between the performance and risk management hierarchies of
efficiency, economy, effectiveness and equity (a public sector consideration). A risk
management lens provided by AS/NZS ISO 31000:2009 will be used for balancing the
interpretation of financial and non-financial performance management discussions throughout
this book. While the choice of goals and objectives will not be considered in much depth
throughout this book, the choice of strategies will be. Strategy choice is discussed next.
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Figure 1.4 Outcomes-focused performance and risk manageinient systems development
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Figure 1.5 The strategy—process—Activity (SPA) pyramid
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4. Strategy choice and decision-making

Organisations need to make decisions that are aligned to their goals, missions and objectives
and utilise strategies that consider uncertainty and risk. Major risk factors include inaccurate or
incomplete information, the timeliness of that information, and the trade-off between reliable
and relevant information. Hence, the decision made needs to be based on strategy rather than
the process or activities, and thus is driven by the organisation’s operational strategies.

Although the decision-making process is influenced by political, social and cultural
considerations, major organisational decisions are normally made based on a rational choice
model (Simon, 1977; Van den Hoven, 1996). This is performed by identifying and stating the
problem or issue through the gathering of pertinent environmental and organisational
information and relating it to organisational strategies and objectives. Then, alternative
solutions (suitable for achieving organisational objectives) are determined and information
regarding these solutions is collected and considered. One alternative is chosen and
implemented, and then re-evaluated to see if it has solved the problem. If the problem is not
resolved, then the process reverts to the appropriate previous step.

Other alternative decision models containing a varying number of steps to the decision-making
process include models by Kepner & Tregoe (1965) and Hammond, Keeney and Raiffa (1998).
The latter model incorporates uncertainty and risk tolerance into the decision-making process
and will be discussed in Chapter 4. This type of decision-making process can apply to
decisions regarding, for example, what performance measures to use, what capital expenditure
project to invest in, or what accounting tools or techniques to implement. Different types of
information systems can be used to facilitate the decision-making process, including decision
support systems, enterprise information systems, expert systems, intelligent systems and
knowledge management systems.

Accounting-determined financially based information has a role to play in this decision-
making process. However, it needs to be extended beyond the traditional types (e.g., tangible



12 Chapter 1

quantifiable costs and benefits) to include concepts such as opportunity costs and benefits,
intangible costs and benefits, external environmental negative and positive risks, non-financial
risks and other qualitative strategic considerations (Bhimani & Langfield-Smith, 2007; Bui,
Hunt & Fowler, 2008; Chapman, 2005; Kaplan & Norton, 1996; Shank & Govindarjan, 1988).
This is because sometimes the best relevant accounting information answer is not necessarily
the best answer for the organisation strategically.

5. Strategy-based accounting

The focus of this book is on accounting for external environment and risk and associated
decision-making and performance management tools, treatments and techniques. It is about
accounting for positioning and operating strategies, as well as the processes and activities
(Figures 1.3, 1.4 and 1.5) and the incorporation of risk into these strategic decisions and the
management of performance (Figures 1.4, 1.5 and 1.6).

This chapter has introduced the concepts illustrated in Figure 1.6, on the next page. Chapter 2
develops the concepts of strategy-based accounting from the current contemporary strategic
management-accounting-, process- and activity-based supply or chain view incorporating
value chain analysis, life-cycle reporting and target pricing and costing. It then extends the
supply/value chain concept to develop a strategy-based value chain (SBVC) that is constructed
around the concepts of supplier, organisational and customer value and associated risk
management and strategy-based accounting (SBA) implications. Chapter 3 explains the
difference between activity-based costing (ABC) and traditional costing. It then demonstrates
and discusses ABC. By using ABC as its foundation, the chapter then extends the analysis of
ABC into a discussion on activity-based management (ABM).

The analysis of an organisation’s environment from a strategic viewpoint continues in Chapter
4 with the consideration of strategic choice in a risk environment. Strategic versus short-term
or traditional decision-making is discussed and evaluated along with the resulting implications
for organisations at the internal and external environmental levels. Decision-making tools and
techniques including the incorporation of opportunity and other unquantifiable costs, and
capital budgeting, are considered. The analysis is then extended into a risk-enhanced view of
organisational decision-making at the SPA pyramid levels using an AS/NZS ISO 31000:2009
risk-focused lens.

A key component in managing risk in any organisation is the management of human resources.
Chapter 5 examines human resource management, behavioural consequences and the impact of
these on the organisation. It evaluates the role of self-interest, norms, values and culture and
incorporates this analysis into a discussion on compensation, incentives, empowerment and
innovation. Related to the management of human resources are decisions that need to be made
regarding the appropriate organisational structure required to achieve organisational outcomes.
Chapter 6 considers the decentralisation versus centralisation choice and the risks associated
with it. Transfer pricing is presented as a potential decentralisation management strategy.

Once the human and structural elements of the organisation have been considered, the focus of
the book shifts to customers. The focus in Chapter 7 is on the customer end of the SBVC,
where customer value and profitability are discussed along with the risk management
implications. The need for customer-focused strategies is examined and tools and techniques
for monitoring and managing customers and risk exposure are presented, including customer
profitability analysis and customer life-cycle value. Chapter 8 examines supplier value,
external relationships and the traditional and contemporary tools and techniques for the
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management of inventory, with an emphasis on the risk management implications involved in
monitoring and managing supplier value.

Figure 1.6 Accounting for strategies
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Chapter 9 shifts the focus from suppliers and customers to the wider environment and the
major externalities within this. Chapter 9 focuses on quality and contrasts the traditional views
of quality with its use as an operating strategy and as a way of managing organisational,
customer and supplier value and risks. The focus on quality is further extended in Chapter 10,
which considers the traditional environmental cost focus and then evaluates the impact of
economic environmental interventions such as climate change and emission trading schemes.
As a response to these interventions, environmental cost accounting needs to incorporate
external materiality and the management of environmental risk and consider implications for
the SBVC. Product life-cycles and quality management are presented as tools and techniques
for managing these risks.

To determine whether an organisation’s strategies are working and it is achieving its outcomes
and objectives, organisational performance needs to be monitored, measured and managed.
Chapter 11 focuses on outcome measurement and strategy-based performance management. It
discusses the use of strategic performance measures that incorporate financial and non-
financial considerations, with a focus on the balanced scorecard, and the use of these to
manage uncertainty and risk at the strategy, process and activity levels. The final chapter,
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Chapter 12, continues the strategic-based performance management focus and considers the
financial aspects of determining organisational value. It evaluates and applies traditional
financial methods for determining organisational value, such as earnings per share, residual
income, return on investment and EVA®, and their strategic implications. As a result of this
evaluation, a risk-adjusted view of organisational value is presented.

6. Customer, supplier and organisational value and its strategic
management

Organisational activities and processes exist to allow the achievement of an organisation’s
strategic objectives. The focus on accounting for strategies as well as for processes and
activities means that we should consider how each of these contributes to the value of the
organisation, as well as to supplier and customer value. Organisational value relates to the
value created within the organisation’s internal environment and includes such things as
providing services to clients, supporting internal customers, and assembling products. Supplier
value considers the relationships the organisation has externally with its suppliers and the
management of these, including the appropriate inventory management practices to support
organisational objectives. Customer value focuses on the customers external to the
organisation and how they are to be monitored and managed to reduce risk exposure. The
relationship between these three types of value is illustrated in Figure 1.7 and is referred to as
the strategy-based value chain (SBVC).

By considering how this value is created, organisations can enhance or improve their value-
adding strategies, and related processes and activities, and explore ways of reducing or
eliminating non-value-adding strategies and associated activities and processes. Areas that
need to be evaluated include cost, timeliness, innovation and quality (Chapman 2005; Turney,
2000). The operating strategies (as discussed above) can contribute to achieving value within
the SBVC chain.

Figure 1.7 The customer, supplier and organisational value chain (SBVC chain)
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There are risk implications that need to be considered in assessing and determining
organisational value. These include those from the internal environment such as ownership,
resourcing, technology, labour disputes and shortages, obsolete facilities, a lack of managerial
depth and talent and a weak market image, as well as those from the external environment
including competitor behaviour, economic pressures on interest and exchange rates, and costly
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regulatory requirements. Those associated with supplier and customer value are changes in
technology, information sufficiency or deficiency, price and bargaining power changes,
substitutable products or services, and economic conditions. Any accounting tools, treatments
or techniques utilised in the value-determining process should incorporate these risk
implications.

Further, organisational value needs to be managed strategically, as organisational value is not
determined by financial numbers and considerations alone. The need to consider a balance of
both financial and non-financial information has been recognised (Bhimani & Langfield-
Smith, 2007; Bromwich, 2000; Cooper & Slagmulder, 1998; Shank & Govindarajan, 1988).
Additionally, more recently there has been a recognised need to support performance
management information with risk management information (AS/NZS ISO 31000: 2009;
Bishop, 2008; Bui, Hunt & Fowler, 2008; Liebesman, 2008). In doing so, the determination of
the sources and types of performance and risk management information needs to be in terms of
strategic outcomes. The outputs and inputs that contribute to assessing achievement of the
strategic outcomes should be derived in a top-down manner, working through the processes
and activities that have been identified as necessary to operationalise the organisation’s
strategies. By their nature, strategic outcomes occur in the external business environment of the
organisation and their degree of achievement is measured in terms of the organisation’s
performance in that environment and at that level. However, within the organisation there is
also a need to measure the performance of the budgeting, planning, processes and activities
that contribute to the strategy implementation and performance, and their degree of alignment
with the strategy needs. How well the organisation performs within the outcome, output and
input levels and across levels of strategy implementation goes not only to determining the
organisation’s current value, but also to estimating its future value and the sustainability of that
value. For the management accountant to capture and report this information in a decision-
useful manner requires a balancing of financial, non-financial and risk assessment information
at all three performance levels. In doing so, it also requires consideration of the quality and
value of organisational external relationships, such as those with suppliers and customers, to be
assessed for their impact on organisational value. How this strategic management of
organisational value might be achieved is developed within this book.

7. Chapter summary

Organisations are operating in an ever-changing and increasingly more-complex external
business environment where global influences are more increasingly at play (Bishop, 2008).
To survive and grow in this external business environment, an organisation’s information
needs must be shaped by its goals and objectives and driven by its strategy choices in
operationalising achievement of the organisation’s aspirations (Kaufman, 1992). The strategy
choices of the organisation determine the processes and activities of that organisation and the
outcomes they are required to achieve. From a management accountant’s perspective, the
strategy choices define the design, function and operation of the organisation’s MCS
(Chapman, 2005). In doing so, they define the PMS and RMS that can no longer rely only on
accounting-based financial information, but also need to include non-financial performance
and risk measures (AS/NZS ISO 31000: 2009; Bhimani & Langfield-Smith, 2007; Bishop,
2008; Bui, Hunt & Fowler, 2008; Liebesman, 2008). These performance and risk measures not
only improve the quality and types of decision information available to managers in assessing
organisational outcome and strategy performance, but also provide the organisation with the
flexibility to adapt to the change and complexity of their business environment through
signalling the need for strategic and/or organisational objective review.
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This book adopts a strategy-focused approach to examining how the management accountant,
with the tools, techniques and frameworks available, might identify the controls and
information needs of the organisation to facilitate its journey through the ever-changing and
increasingly more-complex external business environment. The tools, techniques and
frameworks available to the management accountant that are examined in this book are drawn
from the existing contemporary management accounting tool-kit. This tool-kit includes some
traditional tools along with those added through SMA and SCM, as well as those developed a
little further through a SBVC lens and the discussion on how SBA might be achieved. Figure
1.8 (on the next page) provides an overview of the structure of this book.

8. Chapter questions

Review and Discussion

1.1  Explain why being aware of and managing its external relationships are important to an organisation.

1.2 Briefly contrast the functional (production) view of an organisation’s processes with a strategy-based
view.

1.3 Outline what a value chain is.
1.4  Discuss why it is important that an organisation should measure its business risk.
1.5 Outline what is meant by an organisational objective, and describe its three components.

1.6 Using Table 1.1 (page 7) as an example, provide outcomes for an organisation that has chosen a
differentiation position, prospector/innovator approach and build manner to achieve its objectives.

1.7  Explain why it is possible for one strategy to contribute to more than one objective or outcome, and
provide one example.

1.8 Outline why it is important that an organisation’s activities, processes and strategies align with its
objectives.

1.9  Explain the role accounting information plays in the decision-making process.
1.10 Define what is meant by the following terms:

(a) Supplier value

(b) Organisational value

(c) Customer value

1.11 Discuss why it is important to consider how customer value, supplier value and organisational value
are created and to incorporate risk implications when assessing and determining value.
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Figure 1.8 Book overview
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