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Introduction to
Management Accounting

Learning Objectives/Success Keys

Distinguish management accounting from
financial accounting

Identify trends in the business environment
and the role of management accountability

Classify costs and prepare an income
statement for a service company

Classify costs and prepare an income
statement for a merchandising company

Classify costs and prepare an income
statement and statement of cost of goods
manufactured for a manufacturing company

Use reasonable standards to make ethical
judgments

ou got a 40% discount on your new
mp3 player, and you are relaxing after a
day of listening to good tunes. As you
sit there, you wonder how Greg's Groovy Tunes,
Inc., was able to sell the mp3 player at such a
low price. Management accounting information
helped Greg's Groovy Tunes design the player to
maximize performance while holding down
costs. Managing costs helps a company sell the

right product for the right price.

Your financial accounting course laid your foundation in the building blocks of
accounting:

e Accounts in the ledger for accumulating information

¢ Journals for recording transactions

o Financial statements for reporting operating results, financial position, and

cash flows

What you have learned so far is called financial accounting because its main
products are the financial statements.



2 Chapter 1

This text shifts the focus to the accounting tools that managers use to run a
business. As you can imagine, it is called management (or managerial) accounting. If
you have ever dreamed of having your own business, you will find management
accounting fascinating.

Before launching into how managers use accounting, let us see some of the
groups to whom managers must answer. We call these groups the stakeholders of the
company because each group has an interest of some sort in the business.

Management Accountability

{,‘W Distinguish management
accounting from financial
accounting

Accountability is responsibility for one’s actions. Management accountability is the
manager’s responsibility to the various stakeholders of the company. Many different
stakeholders have an interest in an organization, as shown in Exhibit 1-1. Keep in
mind that managers are the employees of the owners.

Management Accountability
and the Stakeholders of a
EXHIBIT 1-1 Company

Management Accountability

Managers

Exhibit 1-2 on the following page shows the links between management and
the various stakeholders of a company. The exhibit is organized by the three main
categories of cash-flow activities: operating, investing, and financing. For each activ-
ity we list the stakeholders and what they provide to the organization. The far-right
column then shows how managers are accountable to the stakeholders.

To earn the stakeholders’ trust, managers provide information about their decisions
and the results of those decisions. Thus, management accountability requires two
forms of accounting;:

e Financial accounting for external reporting

e Management (or managerial) accounting for internal planning and control
This chapter launches your study of management accounting.

Financial accounting provides financial statements that report results of operations,
financial position, and cash flows both to managers and to external stakeholders:
owners, creditors, suppliers, customers, the government, and society. Financial
accounting satisfies management’s accountability to

e Owners and creditors for their investment decisions

e Regulatory agencies, such as the Securities Exchange Commission, the Federal
Trade Commission, and the Internal Revenue Service

e Customers and society to ensure that the company acts responsibly
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EXHIBIT 1.2 Management Accountability to Stakeholders
Stakecholders Provide and Management is accountable for
Operating activities
Suppliers Products and services Using the goods and services to earn a profit
Employees Time and expertise Providing a safe and productive work environment
Customers Cash Providing products and services for a reasonable price
Investing activities
Suppliers Long-term assets Purchasing the most productive assets
Financing activities
Owners Cash or other assets Providing a return on the owners’ investment
Creditors Cash Repaying principal and interest
Actions that affect society
Governments Permission to operate Obeying laws and paying taxes
Communities Human and physical resources Providing jobs and operating in an ethical manner to

support the community

The financial statements that you studied in your financial accounting class
focused on reporting on the company as a whole.

Management accounting, on the other hand, provides information to help
managers plan and control operations as they lead the business. This includes man-
aging the company’s plant, equipment, and human resources. Management account-
ing often requires forward-looking information because of the futuristic nature of
business decisions.

Stop @ Think...

You speak differently when you are speaking to your friends than when you are
speaking to your boss or parents. This is the gist of managerial and financial account-
ing—the accounting data is formatted differently so that it “speaks” to the correct
audience (stakeholders).

Managers are responsible to external stakeholders, so they must plan and con-
trol operations carefully.

¢ Planning means choosing goals and deciding how to achieve them. For example,
a common goal is to increase operating income (profits). To achieve this goal,
managers may raise selling prices or advertise more in the hope of increasing
sales. The budget is a mathematical expression of the plan that managers use to
coordinate the business’s activities. The budget shows the expected financial
impact of decisions and helps identify the resources needed to achieve goals.

e Controlling means implementing the plans and evaluating operations by compar-
ing actual results to the budget. For example, managers can compare actual costs
to budgeted costs to evaluate their performance. If actual costs fall below budgeted
costs, that is usually good news. But if actual costs exceed the budget, managers
may need to make changes. Cost data help managers make these types of decisions.

Exhibit 1-3 on the following page highlights the differences between manage-
ment accounting and financial accounting. Both management accounting and finan-
cial accounting use the accrual basis of accounting. But management accounting is
not required to meet external reporting requirements, such as generally accepted
accounting principles. Therefore, managers have more leeway in preparing manage-
ment accounting reports, as you can see in points 1-4 of the exhibit.
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EXHIBIT 1-3

Management Accounting

Financial Accounting

6.

. Primary users

. Purpose of information

. Focus and time dimension

of the information

. Type of report

. Scope of information

Internal—the company’s managers

Help managers plan and control operations

Relevance of the information and focus on
the future—example: 2012 budget prepared
in 2011

Internal reports are restricted only by

cost/benefit analysis; no audit required

Detailed reports on parts of the company

(products, departments, territories), often

External—investors, creditors, and
government authorities

Help investors and creditors make
investment and credit decisions

Relevance and reliability of the information
and focus on the past—example: 2011

actual performance reported in 2012

Financial statements are restricted by
GAAP and audited by independent CPAs

Summary reports primarily on the company

as a whole, usually on a quarterly or

Behavioral

on a daily or weekly basis annual basis

Concern about how reports will affect Concern about adequacy of disclosures; |

employee behavior behavioral implications are secondary

Managers tailor their management accounting system to help them make wise
decisions. Managers weigh the benefits of the system (better information leads to
higher profits) against the costs to develop and run the system. Weighing the costs
against the benefits is called cost/benefit analysis. To remain in service, a manage-
ment accounting system’s benefits must exceed its costs.

Point 5 of Exhibit 1-3 indicates that management accounting provides more
detailed and timely information than does financial accounting. On a day-to-day
basis, managers identify ways to cut costs, set prices, and evaluate employee perfor-
mance. Company intranets and handheld computers provide this information with
the click of a mouse. While detailed information is important to managers, summary
information is more valuable to external users of financial data.

Point 6 of Exhibit 1-3 reminds us that management accounting reports affect
people’s behavior. Accountability is created through measuring results. Therefore,
employees try to perform well on the parts of their jobs that the accounting system
measures. For example, if a manufacturing company evaluates a plant manager
based only on costs, the manager may use cheaper materials or hire less experienced
workers. These actions will cut costs, but they can hurt profits if product quality
drops and sales fall as a result. Therefore, managers must consider how their deci-
sions will motivate company employees and if that motivation will achieve the over-
all results the company desires.

Today’s Business Environment

Identify trends in the
business environment and
the role of management
accountability

In order to be successful, managers of both large corporations and mom-and-pop
businesses must consider recent business trends, such as the following:

e Shift Toward a Service Economy. Service companies provide health care, commu-
nication, banking, and other important benefits to society. FedEx, Google, and



