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The framework

Preface

Partly because the treatment of management accounting as a separate sub-
ject is relatively new, a satisfactory pedagogical framework for it—one

~ that provides a way of organizing and unifying the several separate topics—

has been difficult to devise. In financial accounting, the account-
ing equation, Assets = Liabilities + Owners’ equity, provides a unifying
theme. ~

No such unified structure exists for management accounting. On the
contrary, instructors spend much time emphasizing the point that “differ-
ent figures are used for different purposes.” This is a fundamental point,
and it is valid, but it does tend to create confusion on the part of the
student. In one chapter of the usual text, students are told that in figuring
cost they should include an allocated share of overhead costs; in another
chapter they are told that the allocated costs are irrelevant and should
be disregarded. In still another chapter they are told that costs must be
related to personal responsibility, whereas in most other places no mention
is made of personal responsibility.

The vagueness of the notion that there are several purposes adds to the
student’s problem of comprehending what the course is all about. How
many purposes are there? Does each type of alternative choice problem
(e.g., make or buy, dropping a product, equipment replacement, buy or
lease) constitute a separate purpose, with its own peculiar requirements
for accounting information? Do the purposes mentioned in the book consti-
tute all the purposes, or are there others? Are there topics not mentioned
in the elementary course that students must learn about in advanced
courses? .

This volume is built on a framework that we believe overcomes these
difficulties. We arrived at the framework by shifting the focus from the
notion of “purpose” to the notion of “types of accounting information.”
It seems to us that there are three, and only three, different ways of
constructing accounting information for use by management. One is con-
ventional cost accounting, with its emphasis on full cost and its close
ties to generally accepted financial accounting principles and to the financial
accounting system. A second is the notion variously labeled as the “differ-
ential,” “marginal,” or “incremental” approach. The third is what has

ix
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Plan of the book

come to be called “responsibility accounting”; it focuses on the costs,
revenues, and assets of responsibility centers.

To emphasize these distinctions, we have divided the text into three
main parts, each focusing on one type of information: (1) full cost account-
ing, (2) differential accounting, and (3) responsibility accounting.

It is not possible to relate each of these constructions to a single purpose.
Planning, for example, uses all three types. For some pricing problems,
full costs are relevant; whereas for others, differential costs are relevant.
Nevertheless, if the three topics are arranged in the order given above,
it is possible to describe, under the first topic, uses that require the use
of full cost data; under the second topic, uses that require differential
costs and revenue; and under the third topic, uses that require responsi-
bility accounting data. This approach encourages the student to make a
clear distinction among these three different types of information. Fail-
ure to appreciate this distinction is a basic cause of the difficulty that
some students have in understanding what management accounting is
all about.

In stressing the differences among the three types of management ac-
counting information, we run the risk that the student will not appreciate
that the three categories use many common elements, that they overlap,
and that they constitute a single management accounting system, rather
than three separate systems. We have tried to avoid leaving incorrect
impressions by emphasizing these points throughout the book, and by a
summary chapter that relates the three parts to one another.

It can be argued that there are more than three types of management
accounting information. Qur three categories do not suggest such distinc-
tions as long run versus short run, historical versus future, opportunity
versus incurred, regulatory versus nonregulatory, direct versus indirect,
or strategic planning versus management control. It would be possible
to construct frameworks based on any or all of these distinctions. Instead
of doing this, we have discussed these topics at the appropriate place in
each of our main categories. If students come away from the course with
the clear recognition that three types of management accounting informa-
tion exist, and if they understand how to use them for appropriate pur-
poses, they will be ahead of a great many people (including members of
Congress and other public officials, and even some business executives
who imply in their speeches and actions that there is such a thing as
“the” cost of something).

There are two introductory chapters. Chapter 1 introduces the three
types of management accounting information and describes how each type
is used in a motel company, a situation that is easily visualized. Chapter
2, a new chapter, introduces the idea of “cost” and the concepts of fixed
and variable costs. These ideas recur throughout the book.

Part One is on full cost accounting. This topic comes first because it
is closely related to the subject matter of this text’s companion volume,
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Fundamentals of Financial Accounting. Full costs are used to measure inventory
amounts in financial accounting, and their construction is essentially gov-
erned by generally accepted financial accounting principles. Thus, this
topic provides a good way of making the transition from financial account-
ing to management accounting. In discussing the uses of full cost informa-
tion, much attention is given to its use as a basis for pricing. Whatever
the theoretical merits of marginal cost pricing may be, the fact is that in
the real world the great majority of selling prices are based on full costs,
and the student should therefore learn how costs are constructed and
used for this purpose. (Marginal cost pricing is discussed in Part Two.)

Part Two deals with differential costs, differential revenues, and differ-
ential investments. These constructions are used in alternative choice deci-
sions of various types, and the use of accounting information for these
purposes is discussed in Chapters 8, 9, and 10. As background for this
discussion, Chapter 7 expands on the description of the behavior of costs
that was introduced in Chapter 2. It includes a discussion of cost-volume-
profit relationships.

Part Three focuses on responsibility accounting, that is, on costs, reve-
nues, and investments that are associated with the activities of responsibil-
ity centers. As background, Chapters 11 and 12 discuss the management
control structure and process, respectively. Chapters 13-16 discuss the
use of accounting information in budgeting, in the analysis of variances,
and in reports on performance.

One of these, Chapter 14, introduces standard costs and the analysis
of variances. Logically, this chapter could just as well have been located
in Part One since standard costs are a part of many cost accounting systems.
Students find standard costs quite difficult and complicated, however, and
this is the reason for deferring this topic until a later chapter. (The chapter
can be assigned following Chapter 5 if an instructor wants to treat standard
costs along with other cost accounting topics.)

Chapter 17, on information processing, is more isolated from the main
framework of the book than is ideal. We treat it separately because the
subject is relevant for all three categories of accounting information, and
therefore it is not appropriately included in any single one of them, to
the exclusion of the other two.

The book contains more material than can be digested in a one-semester
course. The instructor therefore can select from the available topics those
that he or she prefers to emphasize. Each of the three parts is constructed
so that the final one or two chapters in the part can be omitted without
loss of the central ideas of the part. Most chapters have Optional Topics
that can be assigned for full study, assigned for skimming, or omitted,
as the instructor wishes.

Thus, although most instructors will choose to assign some chapters
in each of the three parts, the emphasis given to each part can vary within
fairly wide limits. Moreover, the basic topics can be covered without diffi-
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The nature of
management accounting

PURPOSE OF THE CHAPTER

The companion volume of this book, Fundamentals of Financial Accounting,
focuses on financial accounting.! The principal objective of financial ac-
counting is to furnish information that is useful to investors and other
persons who are oufside the organization. In this volume, the focus is on
management accounting. The principal objective of management account-
ing is to furnish information that is useful to managers, that is, to persons
who are inside the organization. '

This chapter gives a general description of the work that managers do
and the information that they use in doing this work. Accounting informa-
tion is one type of information that managers use. The nature of manage-
ment accounting and the similarities and differences between management
accounting and financial accounting are discussed. The three types of man-
agement accounting information and the purposes for which they are used
are introduced. ,

CHARACTERISTICS OF AN ORGANIZATION

The purpose of management accounting is to provide information that
helps managers carry out their responsibilities within an organization. We
therefore start with a description of organizations and of the management
functions that are aided by accounting information.

An organization is a group of people who work together for some
purpose. Let us look at a specific organization, Saga Company. Saga Com-

! Glenn A. Welsch and Robert N. Anthony, Fundamentals of Financial Accounting, 3d ed.
(Homewood, Ill.: Richard D. Irwin, Inc,, 1981). ® 1981 by Richard D. Irwin, Inc.
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Goals

Strategies

pany operates three motels, each located in a suburb of a large midwestern
city. These motels are named Saga West, Saga South, and Saga East.

Saga Company is a corporation. Its owners are the shareholders who
have invested money in it. They have elected a board of directors to
represent their interests, and the board has hired Robert Wise as president.
Robert Wise manages the company.

The purposes for which the organization exists are called its goals.
Shareholders of Saga Company have voluntarily invested money in the
company with the expectation of earning a return, or profit, on that invest-
ment. A primary goal of Saga Company, therefore, is to earn profits. Earn-
ing a satisfactory profit is an important goal of most businesses. For this
reason such organizations are called profit-oriented organizations to distin-
guish them from government organizations, hospitals, colleges, and similar
organizations. These nonprofit organizations have quite different goals.

Although earning profits is one goal, it is not the only goal of Saga
Company. Its owners want to be well regarded in the community, they
want to create jobs, they want to encourage the growth of the city. The
profit goal is tempered by the existence of these other goals,

There are many alternative ways in which a motel company can seek
its goal of earning a satisfactory profit. The management of Saga Company
has selected from the various possible alternatives certain courses of action
that seem best for it. These are its strategies.

Robert Wise, with the approval of the board of directors, has decided
that the best strategies for Saga Company are to provide high-quality
motel rooms, to operate a restaurant and a bar in each motel, to provide
meeting rooms and banquet facilities in Saga East, and to advertise heavily.

The management and board of directors could have selected quite differ-
ent strategies. Motels may offer lower quality rooms at a correspondingly
lower price, they may have no restaurant or no bar, they may lease space
in the motel to another company that operates a restaurant, they may
provide no meeting rooms or banquet facilities, they may do very little
advertising. These and many other alternative strategies have been consid-
ered by Saga Company from time to time, but decisions on strategies
have led to the Saga Company as it currently operates.

Every business has a set of strategies, although often they are not written
down. Essentially they state (1) the goods the business has decided to
manufacture and/or the services it has decided to offer, and (2) which
of the available alternatives for producing and marketing these goods and
services the management has decided on. Nonbusiness organizations also
have strategies that state the services they will offer, the clientele they
seek to serve, and how the services will be provided.

Incidentally, the fact that investors make their own decisions as to where
to invest their money and the fact that individual companies can select
their own strategies are two of the great strengths of the free enterprise
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structure

system. As a result there is a constant search for new opportunities, and
this helps to keep the economy dynamic. Governments in Soviet countries
have discovered that the socialist system, as originally conceived, did not
permit adequate flexibility in channeling investment funds or in selecting
strategies, and they are now using various capitalistic devices that provide
more flexibility.

Robert Wise does not execute the strategies himself; Saga Company
has over 200 employees. Since he cannot personally supervise the work .
of so many people, Wise has set up an organization structure. Each of
the three motels has a manager who is responsible for operation of that
motel. Within each motel there is a food service department, a housekeep-
ing department, and a front office department. The front office department
is responsible for making reservations, assigning rooms, collecting amounts
due from customers, and similar functions. Each of these departments is
headed by a manager. .

The managers of the motels and of the departments within motels are
line managers. Line managers manage organization units that are di-
rectly involved in an organization’s production and marketing activities.
Their departments are line departments.

In addition to these line departments, there are staff units. Staff units
provide services to other departments and to the organization as a
whole. In Saga Company, there is a personnel department, an advertising
department, a purchasing department, a controller department, and a trea-
surer department. Employees of these departments are part of the head-
quarters organization. They are physically located on the premises of Saga
East, but the managers of these departments report to the president, Robert
Wise, not to the manager of Saga East.

Controller department. The controller department, which is one staff
department of Saga Company, collects, reports, and analyzes accounting
information and other information, and prepares reports for both internal
and external use. The controller department provides this service—that
is, information—to the other departments and to top management. In this
book we are particularly interested in the work of the controller de-
partment? and in the use of the information it prepares.

Organization chart. Exhibit 1-1 is an organization chart depicting
the arrangements described above. The boxes represent the various organi-
zation units, and the lines connecting the boxes represent the relationships
of the units to one another. The chart shows that the manager of the
restaurant and the manager of the banquet facilities at Saga East report
to the manager of food service. The managers of the food service, house-

keeping, and front office departments report to the manager of Saga East.

2 Although the word controller is widely used, the title financial vice president is used in
many companies, and chief accountant is used in others (though less commonly). The word
comptroller is an obsolete spelling of confroller but continues to be used in some organizations;
comptroller is pronounced as if it were spelled controller.
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EXHIBIT 1-1 Board of
Saga Company Directors
organization chart I
President
Robert Wise
I l ] (Staff Units)
Saga East Saga West Saga South | Treasurer
Manager Manager Manager Department
Front Food & Beverage Food & Beverage | Personnel
Office " Service " Service Department
| & House- | | House- I House- | . Controiler
keeping keeping i keeping Department
|__Food & Beverage L Front LI Front Purchasing
Service Office Office ' Department
| Advertising
Restaurant Department
- Banquet

The managers of the three motels and the managers of staff units report
to the president. The president is responsible to the board of directors.
An organization chart shows the responsibility relationships among
managers in an organization.

In its essentials, the organization chart in Exhibit 1-1 is similar to that
of many medium-sized companies. In many companies there would be
several additional staff units.

In larger companies, the organization is more complicated. There may
be a number of layers in the organization, that is, subdepartments reporting
to departments, subsubdepartments reporting to subdepartments, and so
on. The complete organization chart for a very large company with many
tens of thousands of employees requires many hundreds of 8%, -by-11-
inch pages. It is so large and complicated that no one person is familiar
with all its details; each manager knows the part that affects his or her
responsibility relationships within the company.

There is no standard designation of the names of organization units.
The terms divisions, departments, units, and sections stand for different things
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Functions of
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in different companies. In this book, the word division is used for a relatively
large and relatively self-contained organization, such as one of the three
motels, and the word department is used for a unit that performs a single
line or staff function, such as the housekeeping department.

Each box on Exhibit 1-1 represents a group of employees (or, as in
the case of the president box, a single person). The group has a job to
do; that is, it has a defined responsibility. Each employee in the group
reports to someone, whom we shall designate the manager. We shall use
the term responsibility center for any such group. A responsibility center
is an organization unit with a defined responsibility and headed by a
manager. Moreover, we shall use the term responsibility center to include
aggregations of individual boxes on the organization chart. Thus, each
department is a responsibility center, each motel is a responsibility center,
and the company as a whole is also a responsibility center consisting of
the aggregate of the lower level responsibility centers, with the president
as its manager. The responsibility center is a key concept in our discussion
of management accounting.

The principal responsibility of managers is to see to it that the work
of their responsibility centers gets done by the employees who report to
them; managers are nof responsible for doing the work themselves. The
principal responsibility of the food service manager in a Saga motel is
to see to it that the employees receive, cook, and serve the food properly;
the manager neither does the cooking nor regularly waits on tables. (Occa-
sionally, managers do help out with these tasks, but when they do, they
are not acting as managers.)

This is not the place for a detailed discussion of the functions that
managers perform in carrying out their responsibilities; textbooks on man-
agement discuss these at length.? Various authors classify these functions
in different ways, but there is general agreement that they include at
least the following:

1. Planning.
2. Coordinating.
3. Controlling.

Managers perform these functions for their own responsibility centers,
and they participate in the corresponding processes for the company as
a whole. The relationship among them is shown in Exhibit 1-2.
Planning. In planning, the manager decides what actions should be
taken to help the organization achieve its goals. Customers of a Saga motel
see employees who are engaged in a variety of activities: in the rooms,

3 See Harold Koontz and Cyril J. O’'Donnell, Management, 6th ed. (New York: McGraw-
Hill Book Co., 1976); William H. Newman and E. Kirby Warren, Process of Management,
4th ed. (Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1977); and Jerry B. Poe, An Introduction
to the American Business Enterprise, 4th ed. (Homewood, Ill.: Richard D. Irwin, Inc., 1980).
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EXHIBIT 1-2
Relation of
management
functions

Functions
! Revise plans T corrective 4
Feedback i

| action

eE— S

they see beds and linen made ready for their use; and in the restaurant,
they see a menu and know that (usually) they will be served whatever
items on this menu they decide to order. If they stop to think about
this, they realize that much thought has been given to such questions as
how many employees of various skills are required to operate the motel,
what dishes should be offered on the menu, what prices should be charged,
and so on. This is planning.

Coordinating. In coordinating, managers oversee the conduct of day-
to-day operations. Taking into account the number of guests registered
in the motel, the restaurant manager estimates how busy the restaurant
is likely to be and hence how much food will be prepared and how many
employees are required. The particular people who are to work each shift
are decided upon and notified. The manager also solves problems that
arise in the conduct of operations; for example, disputes between the
kitchen staff and the service staff arise and must be resolved. Customers
observe day-to-day operations, and outsiders may therefore believe that
these activities are the only function of the manager; this is by no means
the case. Coordinating is the process involved with the here and now.

Controlling. Managers are responsible for ensuring that their responsi-
bility centers operate in the best possible way. This is the process of
controlling. As part of the control process, managers study reports on
past operations, and from these they try to find ways of making operations
better in the future. In other words, they use the lessons learned from
past experience to make better plans for the future. The process of using
past experience to modify future plans is also called feedback. The manag-
er’s evaluations of the past are made in two general areas. First, there is
an appraisal of activities or functions which may lead to improvements
in ways of doing things or even to a change in strategy. Second, there
is an appraisal of the performance of individuals which leads to praise,
promotion, criticism, constructive suggestions, or other actions with respect
to these individuals.

Decision making. In performing the planning, coordinating, and con-
trolling functions, managers make decisions. In planning, the food service
manager decides to buy an additional piece of kitchen equipment, or what
items will be offered on the menu. In coordinating, he or she decides who
will work at what stations. In controlling, he or she decides what if any
corrective action should be taken. Thus, in a broad sense, the three func-
tions can be regarded as being various types of decisions. For our purposes,



