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Strategy, Competitive Advantage, and Management Accounting 
Strategy and hence competitive advantage comes from the investments of the firm in both physical and human 
capital 

Traditional strategy definitions 
 Cost leadership – competing on price i.e. Jetstar, red rooster, Amazon.com 
 Differentiator – recognised as customers for being different from all the rest i.e. Subway (fast-food chain 

that is healthy) 

This approach is more focused on customers, a marketing approach, focusing on price setting 

Top down strategies 
 Strategy is decided upon at the top of the company and top management tries to implement it using 

management accounting tools i.e. budgets, cost accounting, incentive systems etc. 
o Where the leader of the business i.e. Steve jobs (Apple), Elon Musk (Tesla), sets the tone of the 

business and strategy.  
 Not all companies have a very deliberate strategy of what they’re aiming for so this isn’t always the best 

strategy.  

Operational definition – USE THIS FOR THIS UNIT 
 A firm’s strategy is determined by the investment decisions that give the firm a difficult to imitate 

competitive advantage. 
o A company is defined by what they are doing/where they are putting their money i.e. google is 

putting most of their money and effort into innovating cloud sharing software so that defines their 
strategy in this approach. 

 The assumption: firms that have no sustainable competitive advantage will be copied, absorbed by others 
and finally disappear from the market place as they are being replaced by more efficient copy-cats. 

 Strategy is more bottom up than top down: Possible that nobody in the company exactly knows what 
crucial investments are. Top management may only have a vague idea of which direction the company 
should take but are excellent at nurturing and motivating people to come up with new ideas. In this case, the 
rank-and-file employees effectively set the direction of the firm. 

 Bottom up strategy can be implemented through management accounting tools such as incentive contracts 
and targets to align the interest of employees with the interests of shareholders i.e. creating long-term value 

o Budgets can help to coordinate the needs of different divisions and allocate the limited funds of the 
company. 

o Balanced scorecards: used to map a strategy and develop a system of measurers to track the success 
of a strategy. This formal system can help communicate the strategy across divisions but also across 
time (show new executives when the old ones leave what they did before). 
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Example BP in WSJ Energy Journal (02/03/2017) 
 In a new strategic report, the British oil giant said it plans to boost output by an average of 5% from 2016 to 

2021, without increasing its capital expenditure budget above its current $17 billion ceiling. "We’re building a 
company that is competitive in a low-price environment,” said the BP’s Chief Executive Bob Dudley. “We want 
to be invested in the best projects in the best basins.” 

 Investing $17 billion in new projects to beat market difficulties– this is what they are doing and so defines 
their strategy. 

Three reasons for a bottom up strategy 
 Top management does not always exactly know what the strategy is (e.g. Google).  
 There is a role for incentive contracts and performance measurement with a bottom-up strategy. 
 A strategy can be passed on in a measurement system. 

2 Types of Capital 
Physical capital 
All physical assets of a firm that help them create value such as technology (IP/Patents), stores, factories, machines… 

 Often on the balance sheet  
 Often easy to imitate by a competitor – they could also buy/build a factory/machinery like yours 
 Exception: "Location, location, location" 

Human capital 
All assets of a firm that are tied to specific people such as capabilities, culture, reputation, tacit knowledge, trust of 
employees and stakeholders. 

 Takes time to develop and therefore cannot just be bough (often seen as more valuable that physical) 
o Another firm can pay employees to lure them away or go to the same supplier but it will take time 

for them to establish the same working relationship which gives them the competitive advantage. 
 Often not on the balance sheet  
 More difficult to imitate – the culture at Apple is different from the culture at Google 

Example of the value of human capital and how it relates to Management/cost accounting systems and 
incentives:  
Toyota vs General Motors 

 Toyota: Trust and subjective evaluation of employees  
o Toyota came much more profitable/successful than American brands. They had superior 

management of employees and suppliers. 
o They’d give bonuses to their employees based on judgement of management rather than specific 

numbers. This meant employees felt they could suggest changes and improvements to management 
i.e. slowing the line down so there are less mistakes, rather than trying to just get it done faster for 
targets. 

 GM: Tight control systems and individual incentives 
o There were set targets to get a bonus and punishments for doing badly. Well defined, numerical 

targets which leads to some problems. Problems: every individual worker on the production chain is 
affected by the other workers and your manager, so if you try to set targets and put that in numbers, 
you might not be able to reach your targets because someone else makes a mistake. This stops 
information flow between workers and management. 

‘Kaizen Costing’ in Toyota 
 The budgeting process assumes that costs of production will steadily decrease over time because of 

continuous small improvements in the production process.  
 Idea is year over year you try to incrementally get costs lower by improving the production process 
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 In Toyota, the decrease in costs was driven by the feedback of the manufacturing employees which was 
based on mutual trust between production workers and management.  

 Difficult to measure and incentivise without mutual trust. They had no incentives but they trusted 
management would reward them for all suggestions to the production process. 

 Meant they were able to make cars of good quality cheaper than everyone else due. 

Which strategies are difficult to imitate? 
 Rely on specific knowledge  
 Complicated combination of investments 

General knowledge 
General (specific) knowledge is based on information that is (not) easy to communicate or interpret.  

 Based on objective information which can be agreed upon by all relevant economic agents. 
 e.g. Market prices, market share, product cost 

o Market price contains all the information that buyers and sellers need about the product, it is known 
to everyone in the market and can be understood by everyone in the market. 

Specific knowledge 
 Information that is difficult to transfer and communicate. 
 Costly and often very difficult to impart this knowledge to new employees. They will only learn through their 

own experience.  
 Examples: 

o Specific point of view – can the leader i.e. the apple designer (Johnny Ive) communicate their view 
and design sensibilities to the other management/designers in the company, this can be very 
difficult to communicate vision and culture of a certain person. 

o Negotiation skills of Warren Buffett. 
o Day-to-day experience – of how the job should be done, this knowledge can only be learned through 

experience/education i.e. known by the workers 

Role of management accounting 
Translating subjective judgments in objective information that can be communicated to everyone in the firm or be 
stored over time. 

 From engineering knowledge to activity-based costing – cost price calculations based on the value chain 
analysis can formalise implicit engineering knowledge 

 From marketing insights to customer profitability calculations – can use marketing calculations to establish 
who are high or low profit customers. 

 From strategy statements to balanced scorecard measures – a collection of multiple measures i.e. employee 
satisfaction, customer retention as well as profit and sales etc. 

 I.e. put a founder’s intuitive knowledge of who should be doing which work and replace it by a formal 
hierarchy with clear job descriptions 

Markets, Integrated firms and transaction costs 
Vertical integration 
Have diversified products. The combination in one firm of two or more stages of production normally operated by 
separate firms. 

 Integrated firm – All firms are integrated to a certain extent i.e. Apple have many variations of the same 
product (i.e. The iPhone), so are not overly diversified but between the production and delivering to the 
customer Apple has a massive input on the process meaning they are integrated.  


