
Chapter 1

Managerial Accounting:
Tools for Decision Making
Discussion QUESTIONS

Q1-1.
Financial accounting is oriented toward external users and is concerned with general-purpose financial statements.  These financial accounting statements are highly aggregated, report on relatively long time periods, are oriented toward the past, and must conform to external standards.  These standards emphasize the use of objective data.

Management accounting is oriented toward internal users and is concerned with special-purpose information.  This information may be aggregated or disaggregated, depending on need, and the reporting period may be long or short, depending on need.  The information is oriented primarily toward the future and does not need to conform to external standards.  Consequently, the data may be subjective, if subjective information is relevant.

Q1-2.
Strategic cost management is a blending of three themes: cost driver analysis, strategic position analysis, and value chain analysis.
Q1-3.
An organization's mission is the basic purpose toward which its activities are directed. Organizations vary widely in their missions.  A goal is a definable, measurable objective. Goals are based on an organization’s mission.

Q1-4.
The three strategic positions that lead to business success are cost leadership, product or service differentiation, and focus on a market niche.  Cost leadership involves controlling costs to better the competitive position of the firm.  Product or service differentiation involves creating something considered unique and worth a premium price, and focusing on a market niche says that the firm can better serve a narrow strategic market than a broad one.

Q1-5.
With a strategy of cost leadership, an organization is unable to distinguish its product from that of competitors, and competition is primarily on the basis of price.  Careful budgeting and cost control with frequent and detailed performance reports are critical for a cost leadership strategy to succeed.

With a strategy of product differentiation, the organization’s products are easily distinguished from those of competitors, and customers are less sensitive to price.  In this case, while managers must understand the financial consequences of their actions, frequent and detailed cost information is less important.  Instead, costs should be analyzed from the customer’s viewpoint, and the organization should work closely with customers to enhance the value of products or services to them.

Q1-6.
Planning, organizing, and controlling are referred to as a continuous cycle because the process of controlling feeds back into the process of planning.  Future plans and organizing to accomplish and implement them are modified on the basis of past experience.  Information on how actual results differ from planned results is provided in the controlling phase of operations.

Q1-7.
Advances in telecommunications to move data, in computers to process data into information, and in transportation to move products and people have fostered the move away from isolated national economic systems toward an interdependent global economy.

Q1-8.
Today's competition takes place on the three interrelated dimensions of cost, quality, and service.  Cost includes the purchase price and all subsequent operating and maintenance costs.  Quality is the degree to which products or services meet customer needs.  Service includes such things as the helpfulness of sales personnel, product modifications to satisfy a particular customer's needs, timely delivery, and subsequent support.
Q1-9.
Activity cost drivers are affected by previous decisions concerning structural and organizational cost drivers.

· Structural cost drivers result from fundamental decisions about the size and scope of operations and the technologies employed in delivering products or services to customers.

· Organizational cost drivers result from choices concerning the organization of activities and choices concerning the involvement of persons inside and outside the organization in decision making.

· Activity cost drivers are specific units of work (activities) performed to serve customers’ needs that consume costly resources.
Q1-10.
Activities consume resources that cost money.

Q1-11.
Top management can help to set an ethical tone in the organization by ensuring that the company has a code of ethics and demonstrating its support for the code, but more importantly by leading the organization with ethical behavior.
Q1-12.
Many ethical dilemmas involve actions that are perceived to have desirable short-run consequences and highly probable undesirable long-run consequences.  The ethical action is to face an undesirable situation now to avoid a worse situation later.  Yet, the decision maker may prefer to believe that things will work out in the long run, be overly concerned with the consequences of not doing well in the short run, or simply not care about the future because the problem will then belong to someone else.
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M1-14.
a. Management accounting

b. Financial accounting

c. Financial accounting

d. Management accounting

e. Management accounting

f. Management accounting

g. Financial accounting

h. Financial accounting

i. Financial accounting

j. Management accounting

k. Management accounting

l. Financial accounting

M1-15.
a. Strategy

b. Mission

c. Mission

d. Mission

e. Goal

f. Strategy

g. Goal

h. Strategy

i. Strategy

j. Goal*

*Note: Answers may vary depending on an individual’s time horizon and circumstances.  Graduating is a goal for someone with a long time horizon.  It may be a mission for someone with a short time horizon.  It may be a strategy for persons seeking to advance in their current careers.
M1-16.
a. Staff

b. Line

c. Line

d. Staff

e. Staff

f. Staff

M1-17.
a. Line

b. Staff

c. Line

d. Staff

e. Staff

f. Line

M1-18.
a. Organizational

b. Structural

c. Structural

d. Structural

e. Activity

f. Activity

g. Organizational

h. Organizational

i. Activity

j. Structural

M1-19.
a. Structural

b. Organizational

c. Activity

d. Activity

e. Structural

f. 
Structural
g. Activity

h. Organizational

i. Structural

j. Activity

EXERCISES

E1-20.
The major differences between financial and managerial accounting are summarized in Exhibit 1-1.  Important differences from Alana’s viewpoint are:
· Financial accounting is a reporting system, while management accounting is a decision-making medium.

· Financial accounting is concerned with external users, while management accounting is concerned with internal users.

· Financial accounting concerns general-purpose financial statements, while management accounting concerns special-purpose information.

· Financial accounting statements are highly aggregated, while management accounting information may be aggregated or disaggregated, depending on the needs of management.
· Financial accounting reports are for a relatively long reporting period, while management accounting reports are for a long or a short period, depending on need.

· Financial accounting reports on the past, while management accounting is oriented toward the future.

Managerial accounting can help Alana be a better product manager by:
· Providing her with a framework for analyzing decision alternatives.

· Providing information needed to develop plans for a coming period.

· Providing information needed to measure performance and identify possible areas of improvement.

Note: There are many other possible answers.
E1-21.
Note: This is one of many possible solutions that can be developed from the given information.
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E1-22.
The answers to this question will vary.  The purpose of the assignment is to help students realize that management accounting performance reports may include nonmonetary as well as monetary measurements.  The assignment also attempts to stress the importance of time and quality, as well as the importance of dollars.
____________  _Nonmonetary____  ____________

Monetary
Quality
Time

a.
Average starting
Percentage employed
Average time to obtain
salary
employment

b.
Operating costs
Percentage of correct
Time waiting for

initial diagnoses
attention

c.
Sales revenue
Returned orders
Time telephone customers 

are on hold

d.
Activity cost
Number of errors
Time waiting for service
e.
Operating costs
Items delivered to
Items not shipped by

wrong address
promise date
E1-23.
The answers to this question will vary.  The purpose of the assignment is to help students realize that management accounting performance reports may include nonmonetary as well as monetary measurements.  The assignment also attempts to stress the importance of time and quality, as well as the importance of dollars.
____________  _Nonmonetary____  ____________


Monetary
Quality
Time

a.
Cost of maintaining
Number of outages
Time to download
servers
Verizon home page
b.
Average cost
Percent installations
Average time to complete
per installation
on date promised
installation
c.
Average cost per
Number of returns
Time between order
delivery
and delivery
d.
Average sale per
Portion of return
Time to download
connection
orders by customers 
Web page to customer
e.
Average cost
Satisfaction survey
Average time between
per enrolled student
inquiry and response
E1-24.
The answers to this question will vary.  The purpose of the assignment is to help students realize that management accounting performance reports may include nonmonetary as well as monetary measurements.  The assignment also attempts to stress the importance of time and quality, as well as the importance of dollars.
____________  _Nonmonetary____  ____________


Monetary
Quality
Time

a.
Dollar sales volume
Number of referrals
Time to respond to

customer phone calls
b.
Dollar sales volume
Response to customer
Time between order

satisfaction surveys
and delivery
c.
Dealership profit
Number of repeat
Time customers


customers
unattended

d.
Interest rate on
Error rate in processing
Days sales

financing
invoices, checks, etc. 
in inventory

e.
Return on investment
Employee turnover
Time to respond to 


phone calls

E1-25. 


Activity
Cost Driver

1.
Pay vendors
i.
Number of checks issued

2.
Receive material deliveries
h.
Number of deliveries

3.
Inspect raw materials
f.
Number of units of raw materials


received 

4.
Plan for purchases of
a.
Number of different raw material items
raw materials

5.
Packaging
j.
Number of customer orders

6.
Supervision
d.
Number of employees

7.
Employee training
b.
Number of classes offered

8.
Operating machines
c.
Number of machine hours

9.
Machine maintenance
e.
Number of maintenance hours

10.
Opening accounts at a bank
g.
Number of new customers

Management Applications
MA1-26.
Answers to this question will vary.  However, goals must be definable, measurable objectives and strategies are courses of action that will assist in achieving one or more goals.  An important point to make is that a failure to set goals will lead to a lack of direction and inaction.
a. Possible instructor goals include:
· Helping students learn to answer questions, such as those posed by Drucker (What information do I need to do my job? When do I need it?  From whom should I be getting it?) as well as other questions requiring the analysis of financial information. 

· Having students master the basic elements of management accounting.

· Having all students achieve a passing grade or perform at a certain level on examinations and papers.

· Accomplishing the objectives stated on the course syllabus or presented in the first class period.

Possible instructor strategies include homework assignments, research papers, class discussions, team projects, guest speakers, examinations, and so forth.
b.
Possible student goals may parallel instructor goals.  They may also be based on a desired grade.  I stress that students who have goals do better than those who do not have goals.  I also encourage students to set motivating goals rather than low goals such as passing.

Possible student strategies include completing course assignments on time, budgeting time to study, forming study groups, asking for help when something is not clear, and so forth.
c.
Student goals for the semester may be based on performance in specific courses, or they may refer to milestones in achieving longer-range goals. At this point, I give a plug for the importance of developing a professional orientation through out-of-class activities by participating in professional organizations, reading business periodicals, making post-graduation plans, and so forth.  Again, I stress that while establishing goals is a difficult unstructured task, it is an important element of success.

Student strategies for the semester may include budgeting time for study and other activities, identifying professional meetings they will attend, and so forth.

continued next page

MA1-26.
continued
d.
Students may not have an immediate career goal other than completing this course or their MBA degree.  In this case, establishing an objective for their next job search is a good career goal for the current semester.

Students might also discuss how course work, including management accounting, can help them achieve their career goals.  They might also include the role of extracurricular activities, leadership experiences, work experience, and so forth.

MA1-27.
a.

· The company could have the sales managers hand out pamphlets to customers that tell them why Lobster's Unlimited lobsters are better than others.

· The company could somehow mark the lobsters to distinguish them.  Perhaps a rubber band bearing the company name and logo could be used to hold the claws together.

· The firm could give free recipes with each lobster sold.

Note:  There are many more possible solutions.

b.
Differentiation may increase customer demand for Lobster's Unlimited lobsters and may increase customer loyalty.  It may establish the brand as a higher-quality product.  However, students should realize that this differentiation would probably not be successful.  It is extremely difficult to create differentiation for a product that has no difference.  A lobster is a lobster.  Unlike some other goods, such as bananas, where the inputs (sunlight, water) can be changed in production, the lobsters can be caught only from the sea.  The firm has no power to make its lobsters any different from the rest.

MA1-28.
a.
Ashley's behavior is not ethical.  Although she replaces the money, she is still taking it without authorization – which, technically, is stealing.  The partners of the law firm do not know that she "borrows" money.
b.
This behavior is definitely unethical.  She is embezzling funds from the firm.

MA1-29.
Scott’s actions would be regarded as unethical by any reasonable standard because he lied on his expense report for his own personal gain.  Such action would likely be grounds for dismissal in most companies.  However, scenarios such as this are probably common in practice because it is often very easy for the perpetrator to overstate expenses and then rationalize his behavior to avoid a guilty conscience.  Scott has probably told himself that it’s okay to overstate his expenses because he could have spent more to stay in a nicer hotel or to eat better food.  His actions may be understandable, but cannot be justified.
MA1-30.
Based on the information given, it appears that Circuit Electronics has been improving its financial position at the expense of Household by:
· Supplying inferior switches

· Overcharging

· Shipping more switches than needed

Based on the information given about the expected life of the switches, it also appears that problems related to the quality of the switches will start to become apparent during the next two years. It is likely that the appearance of quality problems will lead to an independent investigation on the part of Household and possibly uncover the overcharging and excess inventory levels. It appears that John has three options:
1. Ignore the problems and hope they go away.

2. Start looking for another job.

3. Bring the problem to the attention of appropriate officials.

Concerning the first alternative, the facts suggest that the problems will not go away. Worse, with the passage of time, the problems will become increasingly identified with John, to the detriment of his career.

If other opportunities are available, the second alternative may allow John to avoid facing the problems without damaging his career. John should be careful in seeking and accepting a new position as he has no assurance that he will not encounter similar, or worse, ethical problems at another company.

continued next page
MA1-30.
continued
Although most difficult, the third alternative, bringing the problem to the attention of appropriate officials, is best for both Household and Circuit Electronics. Household has formed a partnership with Circuit Electronics. That partnership is built on trust and assumes that Circuit Electronics will act in the best interest of Household. The failure of Circuit Electronics to uphold its part of the agreement has hurt Household financially. If the quality problem isn’t addressed immediately, Household’s reputation for quality may be severely damaged.

If Circuit Electronics takes the initiative in notifying Household of the problem, there may be an opportunity to salvage its relationship with Household or, at least, to avoid significant negative publicity.

John should start by notifying his immediate supervisor of the problem. If the results are not satisfactory, John might follow the additional procedures outlined in a code of ethics such as that for management accountants.
Note:  This problem was inspired by Fred R. Bleakly, “Strange Bedfellows: Some Companies Let Suppliers Work on Site and Even Place Orders,” The Wall Street Journal (January 13, 1995), pp. 1, 6. The assignment does not, however, incorporate any specific facts in the article.

MA1-31.
The lower courts found Exxon Mobil guilty of cheating the State of Alabama out of $63.8 million.  They also assessed the company $3.5 billion in punitive damages, the third largest verdict ever.  The second largest award in history was a 1994 decision that the company should pay $5 billion in punitive damages for the Exxon Valdez.  
According to Business Week writer Mike France, Alabama jurors were inflamed by internal corporate documents indicating Exxon was aware it was shortchanging the state.  According to jury foreman, Shae Fillingham, “They knew what they were doing wasn’t right, but they did it anyway.”

Commenting on the verdict, Eugene Stearns (who won a $1 billion judgment against Exxon on behalf of gas station dealers who claimed they were overcharged) observed that they “don’t have much respect for the civil justice system.  They fight over everything. They don’t concede the obvious.”

Exxon denounced the verdict as “meritless” and pledged to “take all legal steps to challenge the verdict.”  According to Kenneth P. Cohen, “Alabama is notorious for excessive punitive damages, and, unfortunately, we are the latest in the saga.”

The Business Week writer concluded his commentary noting “the company is once again bashing the American legal system.  But the oil giant seems to be missing the broader point: that its own arrogance may be as much to blame for the big verdicts as irrational jurors.”  (Note:  In 2007, the Alabama Supreme Court struck down the punitive damages and reduced the actual damages to $51.9 million.)
MA1-32.
There are an almost unlimited number of possible answers to this question. The purpose of the question is to get students thinking about the interrelationships among the elements of the question and to assist them in applying them in practice.  The nature of the business can easily be changed from class to class.

a.
The mission of the business is to earn a profit by selling and repairing bicycles.

b.
Service differentiation seems like the most realistic way to compete with local hardware and discount stores.  Knowledgeable employees who take a personal interest in customers — plus have specialized maintenance skills — would be one approach to service differentiation.  It might also be possible to have product differentiation by selling bicycles that have a quality reputation.

c.
Possible long-range goals include:

· Adding one additional brand of bicycles each year.

· Achieving an average 20 percent annual return on investment within three years.

· Increasing the number of serious bicycle riders in the area. (Note:  Strategy might be developing a program of activities to encourage bicycling, while making the sport more enjoyable for customers who buy the “high-end” bikes sold at the store.)

d.
Possible goals for the coming year include:

· Finding a location for the store and acquiring the merchandise necessary to operate the business.

· Obtaining a line of credit from a local bank.

e.
Decisions affecting structural cost drivers include:
· The decision to enter the retail bicycle business. 

· Decisions concerning the number and types of bicycle products to be sold.

· The decisions about the size and location of the store.

f.
Organizational cost drivers include:

· Agreements with vendors that will provide for fast delivery and allow for lower inventory levels.

· Empowering employees to order merchandise and make decisions concerning special price reductions.

· Deciding to sell for store credit, accept bank cards, or sell strictly for cash.

· Determining the layout of the store that will affect the number of employees who have to be on duty at any one time.  (Will maintenance be in back or out in front?)
g.
Activity cost drivers include:

· Number of bicycles sold of each type.

· Number of purchase orders processed.

· Bank card charges.  (There is a fee charged the merchant by the bank.)

· Number of hours the store is open.
MA1-33.
This case was developed by Professor Chee Chow.  The authors have used it during the first class period as an “icebreaking” overview to motivate interest in management accounting and preview a number of issues addressed in the course.  After calling roll, over-viewing differences between financial and management accounting, and reviewing the course outline, ask the students to take five minutes to read the case.  While they are doing that, you might supply the answer to requirement (a) and start the discussion with requirement (b).  Invariably, the students respond with active and broad-based participation, setting a nice tone for the entire course.  The following notes are a combination of those of Professor Chow and the authors.

This case reduces psychological and technical barriers to student participation by (1) using a small business with which students are likely to be familiar, and by (2) keeping technical details to a minimum.  While the essential elements of the case can be covered in 20 minutes, the case has enough facets and side issues to support a full class period.  The type of business used in the example can easily be changed to one that is more common in the local environment, such as a taco shop.  These notes are merely suggestive of the issues addressed using this short, nontechnical case.

As the students discuss the case questions, it is useful to write their points on the board.

a.
Develop an organization chart for The Cappuccino Express.
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Optional:  Drawing the organization chart provides an opportunity to overview line and staff relationships and the need to organize activities.

continued next page
MA1-33.
continued
b.
What factors can be expected to have a major impact on the success of The Cappuccino Express?

Identifying critical success factors is an important topic in many management courses.  This question is aimed at getting students to view the situation from a manager’s (as opposed to an accountant’s) perspective.  Students typically have no difficulty coming up with a rather long list of such factors, including location, the price that The Cappuccino Express charges per cup, the cost of coffee beans, the extent of competition (e.g., other coffee outlets in the vicinity), lease/rental cost, the cost of equipment, the serving capacity (e.g., cups per hour) of the establishment, and wage costs.  As each new factor is suggested, ask the students to explain how they think it would affect the success of The Cappuccino Express.  Students will explain, for example, that location affects the number of potential customers and the ease with which they can make their purchases.

Optional:  We usually close this part of the discussion after putting up six to eight of the students' suggested factors.  An interesting extension of part (b) is to close the discussion by noting that some of these factors, such as location and pricing, are within Vincent's control.  Others, such as the extent of competition and the cost of coffee beans, are substantially noncontrollable by him.  Thus, Vincent needs both to monitor the external environment for impending threats and opportunities and to align the factors within his control to respond to these factors.
continued next page
MA1-33.
continued
c.
What major tasks must Vincent undertake in managing The Cappuccino Express?

This question starts to focus attention on the factors within the firm manager's control.  The following items are among the most often suggested:
1. Evaluating whether he should stay in business (that is, whether the business is sufficiently profitable)
2. Evaluating each site to make sure that it continues to be profitable

3. Evaluating new sites or expansions to current sites
4. Evaluating changes in product offerings
5. Pricing
6. Deciding on the amount and types of promotions
7. Ensuring employee efficiency
8. Maintaining service and product quality

If, after putting up six to eight items, the students had not suggested monitoring and motivating of each site manager as one of the tasks, we guide them in this direction by asking: "If you were Vincent, would you make all of these decisions yourself, or would you delegate some of them to the site managers?"  Invariably, the students choose to delegate some decisions to each site manager, such as supervising employees and maintaining service and product quality.  Based on these suggestions, the monitoring and motivating of each site manager can easily be added to the list.  Although more time could be devoted to part (c), after listing approximately eight items, it is time to continue with part (d), which follows logically from part (c).
continued next page
MA1-33.
continued
d.
What are the major costs of operating The Cappuccino Express?

The students' responses will vary across class sections, as will the way that they label some cost items.  Nevertheless, the students’ list generally includes the following items:
1. Vincent's assistant's salary
2. Rent at each site
3. Business license for each site
4. Insurance for each site
5. Employee wages at each site
6. Promotion/advertising
7. Equipment depreciation at each site
8. Utilities at each site
9. Cost of coffee beans
10. Cost of supplies
Sometimes the students correctly include Vincent's forgone salary as a cost of The Cappuccino Express.  If they do not, it is useful to prompt them in this direction by asking: "If Vincent were to seek employment with another company, what level of compensation might he command, given his experience and track record?"  After the students have suggested a dollar figure, a good follow-up question is to ask whether this amount is a cost of operating The Cappuccino Express.  This discussion helps the students to appreciate the nature and relevance of opportunity costs.  (This also could lead to a discussion of the differences in the treatment of owners’ “salaries” by a proprietorship and a corporation.)

This discussion helps the students understand that some monetary costs not included in financial accounting records are relevant to management decision making (e.g., Vincent's forgone salary).  Further, there are unrecorded, nonmonetary costs and benefits (e.g., the psychological costs and benefits from running one's own business) which also are relevant.  Letting the students develop these points helps them appreciate the need for managerial information systems, which go beyond simply following a set of rules developed for a different purpose (e.g., generally accepted accounting principles for external reporting).

continued next page
MA1-33.
continued
e.
Vincent would like to monitor the performance of each site manager.  What measures of performance should he use?

This question moves the discussion to yet another level of detail.  An item that always comes up early is the site's profitability.  When this measure is first suggested, briefly discuss the need to differentiate between the performance of the site and that of its manager.  Students readily accept that while each site's profitability is likely to be affected by factors that are within the manager's control (e.g., speed of service), it also is a function of factors not controllable by him or her (e.g., location).

If the students stop after having suggested only site profitability, prompt them to think of additional factors.  The list generally grows to include such other measures as employee turnover, service and product quality, and customer satisfaction.  As each additional factor is suggested, ask the students why it is relevant and how they propose to measure it.  The students often explain, for example, that high turnover among the hourly employees may lead to elevated hiring costs and poor service due to disgruntled or inexperienced employees, and that lower customer satisfaction will likely lead to lower future sales.  Related to measuring customer satisfaction, their suggestions may range from conducting surveys to giving out discount coupons for repeat purchases and then counting the number of such coupons redeemed.

Two points emerge from this discussion.  The first is that accounting numbers often lag other measures in reflecting some aspects of operating conditions.  Thus, while customer dissatisfaction and high employee turnover ultimately will reduce profits, the periodic profit measures may not reveal this downward trend until it is too late for corrective action.  The second point is that accounting data capture only a subset of the information needed for effective management.  It is important to collect and consider nonfinancial data, some of which are not easily quantified (e.g., customers' written feedback on comment forms).
continued next page
MA1-33.
continued
f.
If you suggested more than one measure, which of these should Vincent select if he could use only one?

This question brings the focus back to accounting data.  Without fail, the students select profitability.  

A useful follow-up is to put a simple profit formula:

Profit = Total revenues minus total costs

on the board and ask whether it would be difficult to determine the total revenues from each site.  The answer is obviously "no" since the two sites are operated independently.  Thus, the focus quickly shifts to determining each site's costs.
Returning to the list of costs already on the board, ask the students to identify those costs that can be readily traced to each site.  The students will agree that many items, such as rent, utilities, coffee bean costs and employee salaries are easily traced.  They also will recognize some items as being indirect costs of each site.  For example, since Vincent is overseeing the entire business, how should his opportunity cost be attributed to each site?  What about his assistant's salary?  What about advertising?  Discussing these general administrative costs helps to bring out the idea of direct and indirect costs.  A diagram similar to the one shown below can help solidify the students' understanding of these concepts.  If the instructor desires, he or she also can briefly introduce the issue of indirect/service department cost allocations and note that more detailed treatment of this topic is deferred to a later part of the course.
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continued next page
MA1-33.
f.  continued
Optional:  Depending on time constraints, you can preview segment reporting if you wish and preview the alternative (considered in Chapter 11) of computing each site’s contribution to common costs and a profit.

Optional:  Another possibility is to ask how advertising expenditures would be treated in financial accounting reports.  The students will readily respond that advertising would be treated as an expense.  I then ask whether the effects of advertising in a given period (a month or a year) totally dissipate when the period ends.  Invariably, the students agree that while the effects of advertising do decay over time, this process may occur over a number of periods.

Optional:  As another follow-up, it is useful to briefly consider how Vincent might decide on the expense and asset components.  You can bring up the distinction between financial accounting, which is objective, and management accounting, which is subjective.  We generally conclude this discussion by noting that the choice is between being precisely wrong (i.e., expensing the entire advertising expenditures) and being only approximately right.

Optional:  The treatment of advertising expenses also can be used to introduce the behavioral consequences of performance measurement.  Ask the students: "Suppose advertising is the responsibility of each site manager, that you are manager of the original site, and that your site's advertising expenditures are treated as a period expense.  It is getting close to the end of the year, and you believe that at the current rate your site's profit will fail to meet Vincent's expectations.  What are you likely to do regarding advertising?"  Reducing advertising is invariably suggested, thus providing an illustration that accounting data can significantly affect managerial decisions via its role in performance evaluation.
continued next page
MA1-33.
continued
g.
Suppose that last year, the original site had yielded total revenues of $146,000, total costs of $120,000, hence a profit of $26,000.  Vincent had judged this profit performance to be satisfactory.  For the coming year, Vincent expects that due to factors such as increased name recognition and demographic changes, the total revenues will increase by 20 percent to $175,200.  What amount of profit should he expect from the site? Discuss the issues involved in developing an estimate of profit.

If time is a concern, this question can be focused by asking whether profits would also increase by 20 percent to $31,200.  If the students respond "no," then I ask them to explain why.  If they respond "yes," pick a fixed cost from the list developed for part (d), e.g., rent, and ask them whether this cost, along with all of the other direct costs for the site, would increase by 20 percent also.  The students quickly realize from this question the need to reconsider their answer.

At this point, ask if we can develop a range within which the correct answer may be found.  Once this is done, we might be able to develop a somewhat more educated, but highly subjective, estimate of profit.  After a quick introduction to the notion of fixed and variable costs, we typically end with a range such as the following:
	
	All fixed costs 
	All variable costs

	Sales
	$175,200
	$175,200

	Expenses 
	           (120,000)
	                (144,000)

	Profit
	$  55,200
	$  31,200


We then review the costs in part (d), trying to classify them as primarily fixed or primarily variable.  Previewing the next chapter, we may also talk about mixed and step costs and cost estimation.  We often use rent to illustrate fixed costs and the cost of coffee beans to illustrate variable costs.  This segment can be concluded by drawing a total cost line, such as that in Chapter 2.
Optional:  Other cost terms and concepts can be introduced by asking what actions a site manager can take to increase his/her site's profitability.  The suggestions typically include special promotions, improving service, and increased advertising.  After writing a number of suggestions on the board, I note that many involve the incurrence of cost to increase sales.  For example, increasing service speed by adding employees may attract more customers.  To evaluate these alternatives' effects on revenues and costs, the site manager needs to determine the profit contribution, hence unit costs, of each product.
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Optional:  Another possibility is to ask students how they could determine the cost and profitability of the costs of each site.  The discussion can immediately focus on attributing these costs to each type of coffee, and in turn, to each cup of each type.  Asking how several of the direct costs should be handled can further strengthen students' grasp of the concepts of direct and indirect costs.  For example, the cost of coffee beans can be clearly traced to each site, each type of coffee, and each cup. In contrast, the students will see that rental cost and employees' wages are direct costs to the site but indirect costs to each type of coffee. Here again, the emphasis is on distinguishing between rule-based financial reporting and reporting for internal management purposes.

Optional:  The case can also be used to discuss the following questions:
· What is the mission of The Cappuccino Express?

· What are a few goals for the next year?
· What are one or more strategies for reaching each goal?
· What strategic position should The Cappuccino Express seek?

· What are two or more structural, organizational, and activity cost drivers?
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