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Abstract

Management needs to have the tools to evaluate the success of the companies they work for.  It is important for management to understand cost accounting along with traditional financial accounting.  Management needs to focus on current operations and profits along with the long-term success of their companies. Protecting the valuable assets of the company along with providing quality goods and services and maintaining a good reputation are very important.  The purpose of this paper is to “evaluate the criticism of the financial management of processes seen in the ‘Critical Analysis 2.29’ assignment at the end of Chapter 2 of the textbook Cost Management Strategies for Business Decisions.  This assignment is found on page 73 of the textbook.  The critique will be from a secular legal viewpoint and will also incorporate the teachings of the Bible.

Financial Management of Processes


The following statement is the subject of my critical analysis: “All this emphasis on operating income, regardless of how you measure it, contributes to our continuing, short-term outlook.  If we focus only on operating income, managers will do whatever they can to increase that measure, regardless of long-term impacts.  This is what is wrong with modern business.  We need to look beyond this period’s operating income and focus on the long-term”.  (Hilton, Maher, Selto, 2008, p.  73)  As this statement deals in absolutes, and is somewhat grandstanding, a constructive critique will be developed.


The first sentence of this statement is somewhat flawed.  Depending on how much emphasis is placed on operating income, and how operating income is defined and measured, operating income analysis can be both a short-term and a long-term benchmark for financial management purposes.  This can be a benefit.  Financial managers use operating income and variations such as net operating income (NOI) as a tool for short-term and long-term decision making processes.  

In short, NOI is an informative and constructive alternative to net income. The media has a long-standing love affair with EPS. In many respects, this reporting makes sense, since earnings surprises can impact short-term prices and it is quite easy for a non-technical commentator to report whether or not a firm fell in line with EPS targets. This quarterly EPS focus is unlikely to change. In many countries such as Germany, quarterly reporting is largely non-existent and semi-annual reporting is the norm. It is nevertheless wise to look at how a firm's operating income and NOI performed in comparison with last year's figure and whether or not there is a positive or negative trend on the horizon. 

Scrutinizing these two results a few lines above net income on the income statement may be not only relevant in terms of past operational performance, but also more meaningful for a future perspective. NOI and its reliability lie at the heart of widespread stock valuation techniques based on derived and forecasted free cash flows. (Investopedia, 2008, p. 2)


The second part of this statement regarding the focus on operating income has some merit.

Moreover, most companies motivate their worker through reward system. Rewards can be financial such as cash payments, bonuses or share options and non-financial such as promotion. Traditionally, employees are rewarded with bonuses at the end of the year once a specific target has been achieved. However, this reward system causes short-termism as employees are seen to narrow down their focus by just targeting the 'rewarded' goal. They may not take other factors, such as quality and service into consideration. Hence leading businesses to run without long-term vision.  (Sharma, 2006, p. 3)


For long-term success, managers need to look at other methods of accounting above and beyond operating income.  Cost accounting, operational analysis, cost and efficiency studies, six sigma, lean analysis, etc. need to be considered when building long-term success.  Managers also need to look at issues outside of accounting such as quality, customer perception, value-added philosophies, marketing, business environment, etc.  Measurement needs to be developed and analyzed at every level for a company.

Companies that have won the Baldrige Award or similar state award have extensive measurement systems that include all of the above measures.

In reviewing numerous Baldrige-based quality award applications, I have found that a good estimate of a company’s final score can be made by just examining the measures being used. Why? Because the depth, breadth and underlying logic of a company’s measures reflect management’s understanding of the business and how well it is being managed.

Not surprisingly, over a five-year period ending in 1998, the winners of Baldrige and similar awards did two to three times better than comparable companies in terms of their growth in sales and operating income. That is a huge difference!  (Kaydos, 2003, pg . 6-7)


It is very important for managers to set long-term goals and long-term measurement processes.  Managers need to have the proper tools in place so that they can respond to the ever-changing business environment.  Good accounting records along with proper management processes will aid in the long-term success of a company.  “A man’s heart plans his way, But the Lord directs his steps.”  (Proverbs 16:9)
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