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        Preface   

Now more than ever, managers have to understand how their decisions affect costs.  
 Management accounting is an essential tool that enhances a manager’s ability to make effec-

tive economic decisions. Because understanding concepts is more important than memorizing 
techniques,  Introduction to Management Accounting , 16th edition, describes both theory and 
practice so students understand how to produce and apply information that’s useful in day-to-day 
decision making. From the first chapter, we encourage students to think about the advantages and 
disadvantages of various techniques, not to simply memorize and apply the techniques. 

  Introduction to Management Accounting , 16th edition, deals with all business sectors—
nonprofit, retail, wholesale, service, selling, and administrative situations—as well as manu-
facturing. The focus is on planning and control decisions, not on product costing for inventory 
valuation and income determination. 

  Our Philosophy
   Introduce concepts and principles early, then revisit them at more complex levels as students 
gain understanding, and provide appropriate real-company examples at every stage.  

 In management accounting courses students learn how managers use accounting information 
to help make better business decisions. They begin their understanding of managerial decisions by 
asking, “How will my decisions affect the costs and revenues of the organization?” Students then 
progress to more complex questions: “What is the most appropriate cost-management system for 
the company?” “What products or services should we emphasize?” “What do our budget variances 
mean?” Introduction to Management Accounting presents the most basic cost concepts in chapters 
1–6 and adds more complex analyses that build on these concepts in the remaining chapters. 

 Our goals are to choose relevant subject matter and to present it clearly and accessibly, using 
many examples drawn from actual companies. Examples from companies, such as Starbucks, 
Boeing, AT&T, McDonald’s, Microsoft, and more, help students understand management 
accounting concepts in a real-company context. 

  Introduction to Financial Accounting , 11th edition, and  Introduction to Management 
Accounting , 16th edition, together provide a seamless presentation for any first-year accounting 
course. Please contact your Pearson representative about cost-saving discounts when adopting 
both books.  

  New Edition Enhancements and Updates 
 The authors have made changes to both update the topic coverage and to add clarity to the discus-
sion of various topics. Some noteworthy changes include the following: 

d       New and revised “Business First” boxes  provide insights into operations at well-known 
organizations, including Microsoft, General Electric, Southwest Airlines, 
Harley-Davidson, Nortel Networks, and Harvard University.  

d        New and revised chapter-opening vignettes  help students understand accounting’s 
role in current business practice. We revisit the chapter-opening company throughout the 
chapter so that students can see how accounting influences managers in real companies. 
Students will recognize many of the companies, such as Starbucks, Boeing, US Airways, 
McDonald’s, Nike, and Dell.  

d        A problem  in each chapter based on Nike’s SEC Form 10-K. These problems illustrate 
how publicly available information can lead to insights about a company, its costs, and its 
management decisions.  
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  d      Increased coverage of ethics , including an ethics problem in each chapter’s assignment 
material.  

  d      End-of-chapter material  includes new and significantly revised exercises and 
problems to provide fresh, new examples.    

  Chapter-Specific Updates 
   Chapter   1     emphasizes the importance of accounting information for decision makers and the 
role of accounting systems in control. The chapter continues to emphasize the importance of 
ethics in business, with a section devoted to “Ethical Conduct for Professional Accountants.” 
We shortened the discussion of entry-level careers in accounting and expanded the discussion of 
trends in management accounting. 

   Chapter   2     is a major update in the 16th edition. The discussion of mixed-cost and step-cost 
behavior has been moved up to this chapter, immediately following the discussion of fixed- and 
variable-cost behavior. Also, degree of operating leverage is defined and illustrated with an example. 

   Chapter   3     has been reorganized and provides a more focused discussion of cost behavior 
and cost estimation, as well as an enhanced examination of regression analysis. 

   Chapter   4     uses Dell as the primary example throughout the chapter, and in this edition we 
discuss Dell's strategic decision to shift their product mix away from consumer sales and toward 
enterprise solutions and services. We describe how cost management systems at Dell support 
strategic decisions as well as operational control. The discussion of cost categories and cost 
terminology has been rewritten and refined. 

 In   Chapter   5     we enhanced the pricing focus of the chapter, and further refined our 
discussion of the accounting formats that aid in such decision making, namely the absorption ver-
sus contribution margin approaches. We compare and contrast these two approaches throughout 
the chapter. 

   Chapter   6     has been edited to enhance operating decisions and the incremental analysis 
framework. The decision-making focus was further emphasized and related examples and prob-
lems were revised and updated. 

   Chapter   7     emphasizes the importance of budgets for both planning and control. The second 
half of the chapter illustrates the details of preparing a budget using the Cooking Hut example 
used in previous editions. 

   Chapter   8     has been reorganized to develop variance concepts in smaller steps. Basic vari-
ance concepts and terminology are introduced at the beginning of the chapter. The example intro-
duced at the beginning of the chapter is first used to illustrate the static-budget variances for 
income. Then the static-budget variance is analyzed as the sum of activity-level and flexible-
budget variances. Then, income variances are analyzed as more detailed revenue and cost 
variances. Finally, flexible-budget variances are divided into price and quantity variances (for 
materials and labor) or spending and efficiency variances (for variable overhead). 

   Chapter   9     includes multiple examples of performance evaluation and incentive issues for 
service organizations such as health-care organizations and hotels. We use the balance scorecard 
as an integrated framework to consider both financial and nonfinancial performance measures. 
The penultimate section of the chapter outlines issues of designing and implementing manage-
ment control systems for service and nonprofit organizations. 

 In   Chapter   10    , learning objectives 4 and 5 have been revised, where objective 5 now focuses 
on the incentives created by alternative performance measures. We also revised the discussion of 
alternative measures of performance and profitability. 

   Chapter 1  1     includes a detailed, step-by-step example of calculation of net present value 
(NPV). The discussion of the internal rate of return formulation and its relation to the NPV 
formulation has also been expanded, though the chapter continues to primarily focus on the 
NPV model. The discussion of tax effects has also been further clarified. 
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   Chapter   12     includes extensive revisions for clarity throughout the chapter. The general 
guidelines for allocating service department costs have been revised and condensed and the sec-
tion showing how to apply the guidelines has been reorganized. The steps in ABC cost allocation 
were reduced from 4 to 3 and their description extensively revised. Finally, the discussion of 
which department to allocate first in step-down allocations moved from a footnote to the text. 

   Chapter   13     includes an enhanced discussion of overhead cost allocation and disposition 
of overhead variances. The complex discussion of variances was clarified as were the related 
problems and examples. 

   Chapter   14     has been revised to clarify the discussion throughout the chapter, especially 
regarding job-order costing and process costing. These two systems are explained in more detail 
and are compared and contrasted in a more meaningful way. 

   Chapter   15     includes updates to the General Mills examples throughout the chapters as well 
as to the Business First box on corporate citizenship awards. Revisions for clarity include an 
expanded discussion of accrued revenues and accrued expenses, a major revision of the presen-
tation of the first 7 transactions of King Hardware, an added balance sheet after transaction 2 
to show how a balance sheet changes with each transaction, and a revision of the section on non-
profit organizations. 

 In   Chapter   16    , in addition to updating the Nike examples throughout, there is a revised 
discussion of goodwill, an expanded coverage of diluted EPS, and coverage of the FASB/IASB 
proposal that would mandate the direct method for the cash flow statement. 

   Chapter   17     includes a new learning objective on using financial statement analysis, a new 
section showing how income statements and balance sheets show noncontrolling interests, and 
a new line in all consolidation tables to clarify the totals before eliminating entries. Finally, we 
have updated all financial statement references throughout.  

  Supplements for Instructors and Students 
  INSTRUCTOR’S RESOURCE MANUAL    Substantially revised, this resource manual pro-
vides insightful and useful tips on how to best manage course content when using  Introduction to 
Management Accounting , 16th edition, in class. Chapter-by-chapter explanations and pedagogical 
philosophies are clearly delineated and oriented to greatly aid the teaching process.  

  SOLUTIONS MANUAL    Comprehensive solutions, prepared by the authors, are provided for 
all end-of-chapter material. The Solutions Manual includes a listing of problems covering each 
learning objective, sample assignment schedules, a linking of 15th edition problems to those in 
this edition, comments on choices of problems in each chapter, and key amounts from suggested 
solutions to selected problems.  

  TEST ITEM FILE    This is a ready-to-use bank of testing material that contains, for each 
chapter, a variety of types of questions, including true/false, multiple-choice, and critical think-
ing problems. For ease of use, each question is linked to chapter objectives and also provides a 
suggested difficulty level and references to text pages where answers can be found.  

  TESTGEN    This testing software is designed to aid in creating custom tests in minutes. 
Features include question randomization, a point-and-drag interface, and extensive customizable 
settings.  

  POWERPOINT PRESENTATION    Complete PowerPoint presentations are provided for 
each chapter. Instructors may download and use each presentation as is or customize the slides. 
Each presentation allows instructors to offer an interactive presentation using colorful graph-
ics, outlines of chapter material, and graphical explanations of difficult topics. This is available 
online at  http://www.pearsonhighered.com/horngren .  

http://www.pearsonhighered.com/horngren
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  COURSE WEB SITE AT  HTTP://WWW.PEARSONHIGHERED.COM/HORNGREN    This 
complete online resource offers a variety of Internet-based teaching and learning support. It provides a 
wealth of resources for students and faculty, including Excel spreadsheet templates. 

   MyAccountingLab      MyAccountingLab provides students with a personalized interactive 
learning environment where they can learn at their own pace and measure their progress. 

     HALLMARK FEATURES 

     d     Personalized help  is available on MyAccountingLab whenever students need it 
with the interactive “Help Me Solve This” tool. This tool automatically 
generates algorithmic versions of a particular problem and provides step-by-step 
assistance until the solution is obtained.  

  d       Dynamic learning resources  found in MyAccountingLab cater to students’ 
individual learning styles. All Learning Aids can be turned off by the instructor.  

  d       A personalized Study Plan , for self-paced learning, links students directly to 
MyAccountingLab’s interactive tutorial exercises on the topics they have yet to 
master.    

    NEW FEATURES FOR 2012 

  d        Excel Integration . MyAccountingLab now allows students to work through end-
of-chapter or quiz problems in an Excel simulated environment. Their work is then 
automatically scored and reported to the MyAccountingLab Gradebook.  

  d      Open-response Questions .         

  

HTTP://WWW.PEARSONHIGHERED.COM/HORNGREN
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 Managerial Accounting, the 
 Business Organization, and 
 Professional Ethics 

    CHAPTER 

▶   STARBUCKS  
 If you had asked most people a decade or two ago whether consumers around the world would pay a 
premium price for a “better” cup of coffee, few would have answered yes. Nevertheless, the  expansion 
of   Starbucks   since its founding in 1971 in Seattle’s Pike Place Market has been nothing short of 
 phenomenal. In 2011, Starbucks’ total revenues—the amount the company received for all items sold—
were $11.7 billion, compared with only $700 million in 1996. Net income—the profit that Starbucks 
made—was $1.7 billion, up from only $42 million in 1996. Total assets—the recorded value of the items 
owned by Starbucks—grew from less than $900 million in 1996 to more than $7.3 billion in 2011. These 
numbers are accounting measures of the cumulative success of numerous managers of Starbucks stores 
in many countries. Managers use these figures, along with more detailed accounting numbers, to make 
day-to-day decisions and to measure performance. 

 Starbucks has established a worldwide reputation to match its financial success. Interbrand 
ranked Starbucks among the 100 best global brands for 2011. Starbucks ranked seventy-third on  Fortune  
 magazine’s “100 Best Companies to Work For.”  Corporate Responsibility  magazine placed it thirty-ninth in its 
list of “100 Best Corporate Citizens.” Finally, in 2011  Fortune  named Starbucks the sixteenth most admired 
 company in the world and named founder and CEO Howard Schultz the businessperson of the year. 

 How did Starbucks accomplish all this? As we embark on our journey into the world of  management 
accounting, we will explore what it takes for a company such as Starbucks to ensure that when  Mei-Hwa 
Zhang walks into a Starbucks in Beijing, she has much the same quality experience as Mohammad Kumar 
does in a Starbucks in Kuwait or Franz Mueller does in Zurich. All Starbucks’ managers, from baristas 
to store managers to the chief executive officer, use accounting reports to assess how well their units 
meet corporate goals and objectives. Accounting provides a common language to help  managers around 
the world communicate and coordinate their actions. By the time you finish reading this     book , you 
will be comfortable with the language of accounting. You will know why it is necessary to  understand 
 accounting information in order to use it wisely in your decisions. You will also understand the role 
of performance  evaluation systems in communicating strategy and coordinating actions throughout 
an organization. 

  LEARNING OBJECTIVES

   When you have finished studying this chapter, you should be able to:  

1.   Explain why accounting is essential for decision makers and managers.  

2.   Describe the major users and uses of accounting information.  

3.   Explain the role of budgets and performance reports in planning and control.  

4.   Describe the cost-benefit and behavioral issues involved in designing an accounting system.  

5.   Discuss the role accountants play in the company’s value-chain functions.  

6.   Identify current trends in management accounting.  

7.   Explain why ethics and standards of ethical conduct are important to accountants.   



   Managerial accounting information is used in all sorts of decisions. For 
example, consider decisions you might face as a manager in the following 
situations: 

   ●   Suppose you are a   Boeing   engineer preparing manufacturing 
 specifications for a component of its new 787 Dreamliner airplane. 
There are three possible ways to organize the assembly of the com-
ponent. Which is the most cost-effective approach?  

  ●   Suppose you are a product manager at   General Mills   and you are 
designing a new marketing plan for Cheerios. Market research pre-
dicts that distributing free samples in the mail will increase annual 
sales by 4%. Will profits from the added sales be more than the cost 
of producing and distributing the free samples?  

  ●     Bank of America   offers free checking to customers with no mini-
mum balance  requirement in their MyAccess™ checking account. 
How much does it cost the bank to provide this free service?  

  ●   Kitsap County Special Olympics holds a series of athletic events for 
disabled youth. As executive director, you must set a goal for the 
group’s annual fund drive based on the  estimated cost to support its planned activities.  

  ●   Madison Park Cafe currently is open only for dinner, but the owner is considering  opening 
for lunch. The average lunch is priced at about $15, and the café expects to serve about 
40 lunches per day. Can the chef produce a luncheon menu that meets the café’s quality 
 standards at an average cost that yields a reasonable profit?  

  ●     Amazon.com   offers free 2-day shipping on all orders for subscribers that pay a single 
$79 annual fee. Does the fee plus the profits from increased sales to subscribers exceed 
the cost of providing free shipping?   

 For all these decisions, managers rely on managerial accounting information. 
 In this chapter, we provide an overview of management accounting in all types of  organizations. 

Larry White, former chair of the  Institute of Management Accountants (IMA) , the largest 
U.S. professional organization focused on internal accounting, sums up the role of management 
 accounting as follows: “Management accountants are committed to helping their organization achieve 
its  strategic goals by providing decision support, planning, and control for business operations with a 
high level of ethics and professional competence.” ■     

     Management Accounting and Your Career   
  In this     book  we focus on  management accounting , which is the process of identifying, 
 measuring, accumulating, analyzing, preparing, interpreting, and communicating informa-
tion that helps managers fulfill organizational objectives. In contrast,  financial accounting  
produces information for external parties, such as stockholders, suppliers, banks, and govern-
ment  regulatory agencies.  Exhibit   1-1    summarizes the major differences between management 
accounting and financial accounting.     

 This     book  is written primarily for managers who are not accounting specialists. All manag-
ers use information from accounting systems. By learning about accounting systems, you will 
better understand the relationships among different components of an organization. You also 
learn why it is essential to understand the system that generates accounting information in order 
to use that information in any of a wide variety of functional decisions (including purchasing, 
manufacturing, inventory management, hiring, marketing, and pricing, among others). You will 
learn to evaluate whether your accounting system is providing the information you need for your 
decisions. You will learn to evaluate performance measures generated by your accounting system 
and assess whether the performance measures create appropriate incentives. In sum, a thorough 
understanding of accounting is essential for managers in any organization.    

 When accounting is mentioned, most people think first of financial accounting. Independent 
auditors— certified public accountants (CPAs)  in the United States and   chartered  accountants 
(CAs)  in many other nations—provide assurance to external users about the  reliability of  companies’ 

  Institute of Management 
Accountants (IMA)   
The largest U.S. professional 
organization of accountants 
focused on internal accounting.   

        Starbucks’ coffee shops have 

 strategic locations throughout the 

world, including this one in Beijing. 

 Objective 1 

 Explain why accounting is essential 
for decision makers and managers. 

  f nancial accounting   
The branch of accounting that 
develops information for  external 
decision makers, such as stock-
holders,  suppliers, banks, and 
government  regulatory  agencies.   

   management accounting
The branch of  accounting 
that produces information for 
 managers within an  organization. 
It is the  process of  identifying, 
measuring,  accumulating, ana-
lyzing,  preparing, interpreting, 
and communicating informa-
tion that helps managers fulf ll 
 organizational objectives. 

   certif ed public 
 accountant (CPA)
In the United States,  independent 
accountants who assure the 
 reliability of companies’ 
 published f nancial statements. 
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published financial statements. Another, even larger, group of people work in  private industry and 
government as management accounting specialists. Though  management  accountants often help 
to produce financial statements for external users, they primarily  produce accounting information 
for internal users. The  certified management accountant (CMA)   designation is the  management 
accountant’s counterpart to the CPA. The Institute of Management Accountants (IMA) oversees 
the CMA program. CMAs must pass an examination covering (1) financial planning, performance, 
and  control, and (2)  financial decision making.  1   Like the CPA designation, the CMA confers  status 
and often opens the door to higher-level positions. A survey by  Financial Executive   magazine showed 
that 33% of CEOs in companies with revenues greater than $500 million had risen through the 
 finance/ accounting ranks, compared with 26% from operations and 21% from sales and marketing.           

  Roles of Accounting Information    
 One basic purpose of accounting information is to help you make decisions. Every day, you 
and your organization face a new and continually changing set of decisions, and many of these 
 decisions rely on accounting information. When you understand how your decisions affect costs 
and revenues, you will be a better decision maker. 

 A second basic purpose of accounting is to help you plan and control your organization’s 
operations. Plans describe how the organization will achieve its objectives. Control is the  process 
of implementing plans and evaluating whether your organization is achieving its objectives. 
When you understand how people respond to the incentives created by performance evaluation 
and  control systems, you will be better able to assess which system creates the most appropriate 
incentives. 

Management Accounting Financial Accounting

Primary users

Freedom of choice of
 accounting measures

Behavioral implications
 in selecting accounting
 measures

Time focus of reports

Time span of reports

Types of reports

Influence of other
 functional areas

Organization managers at
 various levels

No constraints other than requiring
 the benefits of improved management
 decisions to exceed information costs

Choice should consider how
 measurements and reports will
 influence managers’ daily behavior

Future orientation: formal use of
 budgets as well as historical records.
 Example: 20X2 budget versus 20X2
 actual performance

Flexible, varying from hourly
 to 10–15 years

Detailed reports include details about
 products, departments, territories, etc.

Field is less sharply defined; heavier
 use of economics, decision sciences,
 and behavioral sciences

Outside parties such as investors
 and government agencies but also
 organization managers

Constrained by generally accepted
 accounting principles (GAAP)

Choice based on how to measure
 and communicate economic
 phenomena; behavioral
 considerations are secondary,
 although executive compensation
 based on reported results may
 have behavioral impacts

Past orientation: historical
 evaluation; example: 20X2 actual
 performance versus 20X1 actual
 performance

Less flexible; usually one year or
 one quarter

Summary reports: primarily report
 on the entity as a whole

Field is more sharply defined;
 lighter use of related disciplines

 Exhibit 1-1           
Distinctions Between Management Accounting and Financial Accounting    

 Objective 2 

 Describe the major users and uses 
of accounting information. 

 1  For information about the IMA and the CMA exam, see  www.imanet.org.  

   chartered accountant 
(CA)

In many countries, the  equivalent 
to the CPA in the United 

States—independent accountants 
who assure the reliability of 

companies’ f nancial statements. 

certif ed management 
accountant (CMA)

The management accountant’s 
counterpart to the CPA.

www.imanet.org
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 Organizations address these two purposes by designing and implementing   accounting 
 systems , which are formal mechanisms for gathering, organizing, and communication  information 
about an organization’s activities.  The organization of this book reflects how accounting  systems 
address these two basic purposes.  Part   1   ,  Chapters   2    through    6   , focuses on the decision- making 
purpose of accounting information. These chapters help you determine what costs are  relevant 
for different decisions and how accounting systems generate relevant costs for managers, 
 demonstrating a key concept in management accounting: “Different costs for  different purposes.” 
 Part   2   ,  Chapters   7    through    10   , deals with planning and control systems. These  chapters show how 
measuring performance affects managers’ incentives, leading to a  second key concept: “You get 
what you measure.”  Parts   3    and    4    explore these concepts in still more depth, as  Part   3   ,  Chapter   11   , 
focuses on relevant costs for long-term capital investment decisions and  Part   4   ,  Chapters   12    
through    14   , describes systems to generate detailed product costing information.    

 As you progress in your study of management accounting and in your career, you move 
from understanding how to use information from existing accounting systems to creating 
 systems that produce information useful to your particular decisions. Early in your studies, you 
initially react to the systems that are described to you, making sure that you understand how 
each system works and how to use the information it produces in your decisions. Early in your 
career, you may have little opportunity to influence the management accounting system, and 
your initial goal is simply to understand and use the information from the accounting system. As 
you advance in your  studies, you learn about increasingly complex systems designed to provide 
information for a variety of purposes. As you learn about specific alternatives, you also develop 
the ability to design new alternatives that provide better information for your decision-making 
and  performance evaluation purposes. Finally, you develop the proficiency and understanding 
required to evaluate the relative advantages of alternative accounting systems. You will likely 
see a parallel progression in the use of management accounting in your career. As you advance, 
you are able to suggest changes to improve the existing systems, and eventually you may be in a 
position to influence the systems implemented by your organization. The more you can influence 
management accounting systems, the more important it is to understand their role. 

  Information for Decision Making and Planning and Control 
 What types of accounting information do managers need for decision making and performance 
evaluation and control? For  decision making —choosing among alternative courses of action to 
achieve some objective—accounting information helps answer problem-solving questions. For 
performance evaluation and control, accounting helps answer scorecard and attention-directing 
questions:   

    1.   Scorecard questions: Is the company doing well or poorly?  Scorekeeping  is the 
 accumulation, classification, and reporting of data that help users understand and evaluate 
organizational performance. Scorekeeping information must be accurate and reliable to be 
useful. For example, Starbucks produces numerous reports to evaluate results for stores and 
divisions.    

   2.   Attention-directing questions: Which areas require additional investigation?  Attention 
directing  involves reporting and interpreting information that helps managers to focus 
on operating problems, imperfections, inefficiencies, and opportunities. For example, a 
 manager who sees that a Starbucks store has reported profits of $120,000 when  budgeted 
profit was $150,000 will look for explanations as to why the store did not achieve its  budget.     

   3.   Problem-solving questions: Of the alternatives being considered, which is the best? The 
 problem-solving  aspect of accounting involves analysis of alternative courses of  action 
and identification of the best course to follow. For example, Starbucks experiments with 
adding various items to its menu. After an analysis of how a new product will affect 
 revenues and costs, management decides which items to add and which to delete.     

 The scorecard and attention-directing uses of information are closely related. The same 
information that helps a manager understand and evaluate performance may also serve an 
 attention-directing function for the manager’s superior. For example, by pinpointing where actual 
results differ from plans, performance reports show managers how they are doing and where to 

  accounting system   
A formal mechanism for 
 gathering, organizing, and 
 communicating  information 
about an organization’s 
 activities.   

  decision making   
Choosing among alternative 
courses of action designed to 
achieve some objective.   

  scorekeeping   
The accumulation, classif cation, 
and reporting of data that help 
users understand and evaluate 
 performance.   

  attention directing   
Reporting and interpreting 
information that helps managers 
to focus on operating problems, 
imperfections, ineff ciencies, and 
 opportunities.   

  problem solving   
Analysis of possible courses of 
action and identif cation of the 
best course to follow.   
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take action. Companies produce most scorecard and attention-directing information on a routine 
basis every day, month, quarter, or year. 

 In contrast, specific decisions often require problem-solving information beyond the  information 
routinely generated for scorekeeping and attention directing. When organizations make decisions 
(such as how to price products and special orders, whether to make or to buy components, whether 
to add or drop a product, how to adjust product mix, or whether to keep or replace equipment), 
 specially-prepared information is often required. For example, Starbucks uses  problem-solving 
information when deciding whether to run ads during the Super Bowl TM  broadcast.    

 Decision making is the core of the management process. Decisions range from the 
 routine (setting daily production schedules) to the non-routine (launching a new product 
line), and  accountants are information specialists who aid the decision makers. Managers use 
 accounting information for all types of decisions. Accountants must make sure that they produce 
 information that is useful for these decisions and managers must work with accountants to get 
the  information that is needed. 

 What type of information—scorekeeping, attention-directing, 
or problem-solving—would managers use for each of the 
 following decisions? Why? 
    1.   Deciding whether to replace a traditional assembly line 

with a fully automated robotic process  
   2.   Evaluating the performance of a division for the 

 preceding year  
   3.   Identifying which products exceeded their budgeted 

 profitability and which ones fell short of their budgets   

  Answers 
   1.   Problem-solving. This is a one-time decision for which 

managers need information about the potential impacts of 
each of the alternatives under consideration.  

   2.   Scorekeeping. This is a routine evaluation of an 
 organizational unit for which managers want systematic 
data on a regular basis.  

   3.   Attention-directing. To identify products that need 
 attention, managers want information that highlights 
 deviations of actual results from pre-specified expectations 
in the budget.   

 Making Managerial Decisions 

 Another essential element of the management process is planning and controlling the organiza-
tion’s operations.  Planning  provides the answers to two questions: What objectives does the organi-
zation want to achieve? When and how will the organization achieve these objectives?  Control  refers 
to implementing plans and using feedback to evaluate the attainment of objectives. Thus, feedback is 
crucial to the cycle of planning and control. Planning determines action, action generates  feedback, 
and the control phase uses this feedback to influence further planning and actions. Timely,  systematic 
reports provided by the accounting system are a primary source of useful feedback.      

 The left side of  Exhibit   1-2    demonstrates the planning and control cycle of current  operations 
that could be used by a particular Starbucks store. The planning section in  Exhibit   1-2    shows 
an objective for the store (increase profitability) and how it will be attained (product growth 
and improved marketing). The control section shows the actions that are intended to increase 
 profitability and how Starbucks will evaluate the actions. The Starbucks store will implement 
its plan to expand the number of drinks on its menu and increase advertising. Management will 
 evaluate these actions based on three performance measures, the increase in drinks sold, increase 
in advertising expenditures, and the increase in revenue. Managers will then use the performance 
evaluation results for further planning and implementation.   

  Management by Exception    
 The right side of  Exhibit   1-2    shows that the accounting system formalizes plans by  expressing 
them as budgets. A  budget  is a quantitative expression of a plan of action and an aid to 
 coordinating and implementing plans. Budgets are the chief devices for disciplining management 
planning. Without budgets, planning may not get the front-and-center focus that it deserves. The 
Starbucks store expresses its plan for product growth and improved marketing through revenue 
and advertising budgets. 

  planning   
Setting objectives for an 

 organization and determining 
how to attain them.   

  control   
Implementing plans and 

 using feedback to evaluate the 
 attainment of objectives.   

 Objective 3 

 Explain the role of budgets and 
performance reports in planning 
and control. 
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PLANNING
Increase profitability
through product
growth and improved
marketing

CONTROL
Actions
• Expand number of
drinks by 20%
• Increase advertising
expense by 50%

Evaluation
• Percent increase in
drinks sold
• Percent increase in 
advertising
• Percent increase in 
revenue

Budgets, Special Reports
• Customer surveys
• Competitor analysis
• Advertising cost/impact
analysis
• Revenue/advertising 
budgets

Performance Reports
• Drink sales report
• Actual versus budgeted
revenue
• Actual versus budgeted
advertising expense

Accounting System
• Source documents such as
invoices from ad agencies,
register tapes
• Actual revenue/advertising
expenses from general and
subsidiary ledgers

Advertising
impact

The Management Process Internal Accounting System

Other Information
Systems

Drink sales 
report

 Exhibit 1-2
        Starbucks Store—Accounting 
Framework for Planning and 
Control   

 The accounting system records, measures, and classifies actions to produce  performance 
reports (the last box in  Exhibit   1-2   ).  Performance reports  provide feedback by  comparing results 
with plans and by highlighting  variances , which are deviations from plans. Organizations use 
performance reports to judge managers’ decisions and the  productivity of organizational units. 
Performance reports compare actual results to budgets, thereby  motivating managers to achieve the 
objectives. For example, managers of the Starbucks store evaluate the  effectiveness of its advertis-
ing plan by comparing the increase in revenue and profits to the increase in  advertising costs. Based 
on their evaluation, managers at Starbucks make  corrections and  revisions to their plans.         

  Exhibit   1-3    shows a simple performance report for a hypothetical Starbucks store, the 
Mayfair Starbucks. The first column of  Exhibit   1-3    is the budget for March 20X1. It is based 
on a predicted level of sales and the estimated costs needed to support that level of sales. After 
managers and their superiors agree on a budget, it becomes the managers’ target for the month. 
As the store sells its products and incurs costs, Starbucks’ accounting system collects the revenue 
and cost information. At the end of each month (or more often if managers need more frequent 
feedback), the accounting department prepares a store-level performance report, such as the one 
in  Exhibit   1-3   . Managers use the performance report to help evaluate the store’s operations. 

 The Mayfair store report shows that the store met its targeted sales, but the $2,500  unfavorable 
variance for ingredients shows that these costs were $2,500 over budget. Other  variances show 
that store labor costs were $400 under budget and other labor was $50 over budget. At the Mayfair 
store, management would undoubtedly focus attention on ingredients, which had by far the largest 
unfavorable variance. However, it may also be worthwhile to investigate the $400 favorable labor 
variance. By investigating favorable variances, managers may find better ways of doing things. 

 Performance reports spur investigation of exceptions—items for which actual amounts 
 differ significantly from budgeted amounts. Managers then revise operations to conform with the 
plans or revise the plans. This process is  management by exception , which means concentrat-
ing more on areas that deviate from the plan and less on areas that conform with plans. Thus, the 
management-by-exception approach frees managers from needless concern with those phases of 
operations that adhere to plans and are running smoothly. However, well-conceived plans incor-
porate enough discretion or flexibility so that the manager feels free to pursue any unforeseen 
opportunities.    

  performance reports
   Feedback provided by compar-
ing results with plans and by 
highlighting variances.   

  variances
   Deviations from plans.   

   budget
A quantitative expression of 
a plan of action and an aid to 
coordinating and implementing 
the plan. 

   management by  exception
Concentrating more on areas that 
deviate from the plan and less 
on areas that conform with plans 
and are presumed to be running 
smoothly. 
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 Notice that although budgets aid planning and performance reports aid control, it is not 
accountants but operating managers and their subordinates who use accounting reports to plan 
and control operations. Accounting assists the managerial planning and control functions by pro-
viding prompt measurements of actions and by systematically pinpointing trouble spots. 

  Influences on Accounting Systems 
 Accounting systems vary across organizations—systems must meet the needs of each particular 
organization. In order to reduce costs and complexity, many organizations use a general-purpose 
accounting system that attempts to meet the needs of both external and internal users. However, 
as outlined in  Exhibit   1-1   , there are important differences between management accounting 
information and financial accounting information. Systems developed primarily for external 
reporting may not produce the most useful information for managers.    

 There are three categories of requirements imposed on accounting systems designed to meet 
the requirements of external users. First, public companies’ financial reports for external users must 
adhere to a set of standards known as  generally accepted accounting principles (GAAP)  as deter-
mined by the Financial Accounting Standards Board (FASB) in the United States and the International 
Accounting Standards Board (IASB) in most of the rest of the world. Second, every company is also 
subject to various taxes, and therefore subject to various reporting requirements specified by tax rules 
and regulations. Third, many companies are subject to other government regulations.       

 There are many other governmental regulations that influence accounting systems. For 
example, in 2002 the  Sarbanes-Oxley Act  added several levels of regulation in the United 
States. Driven by corporate bankruptcies blamed in part on accounting lapses (as well as 
 deficiencies in corporate governance, lax securities regulation, and executive greed), the act 
requires more top-management oversight of a company’s accounting policies and procedures. 
By requiring chief executive officers to sign a statement certifying the accuracy of the company’s 
 financial  statements, the act makes accounting numbers the concern of all managers, not just the 
 accountants. Sarbanes-Oxley requires external auditors to examine and prepare a separate report 
on a company’s system of  internal controls —policies to protect and make the most efficient use 
of an organization’s assets. 

 Another example of broad regulation is the  Foreign Corrupt Practices Act , a U.S. law for-
bidding bribery and other corrupt practices but also requiring companies to maintain  reasonably 
detailed accounting records and to have an appropriate system of internal controls. The word 
 Foreign  in the title is somewhat misleading because the act’s provisions apply to all publicly held 
companies, even if they do not conduct business outside the United States. This law requires that 
companies maintain their accounting records in reasonable detail and  accuracy. Most compa-
nies have  internal auditors  who review and evaluate accounting  systems,  including companies’ 
internal controls, and conduct  management audits —reviews to determine whether managers 
are implementing the policies and procedures specified by top management. A final specific area 
of regulation is government contracting. Universities, defense contractors, and others contracting 
with the U.S. government must comply with numerous reporting requirements.          

 The requirements of external reporting should not take precedence over the  scorekeeping, 
attention-directing, and problem-solving information that is generated to meet the needs of 

Budget Actual Variance

Sales $50,000 $50,000 0
Less:

Ingredients $22,000 $24,500 $2,500 U

$

Store labor (baristas, etc.) 12,000 11,600 400 F
Other labor (managers, supervisors) 6,000 6,050 50 U
Utilities, maintenance, etc. 4,500 4,500 0
Total expenses $44,500 $46,650 $2,150 U

Total operating income $  5,500 $  3,350 $2,150 U

U � unfavorable—actual cost greater than budgeted; actual revenue or profit less than budgeted
F � favorable—actual cost less than budgeted; actual revenue or profit greater than budgeted

 Exhibit 1-3        
Mayfair Starbucks Store—Performance Report for the Month Ended March 31, 20X1   

  Foreign Corrupt 
 Practices Act   

A U.S. law forbidding bribery 
and other corrupt practices. The 

law also requires all publicly 
held companies to maintain their 
accounting records in reasonable 
detail and accuracy and have an 

appropriate system of internal 
controls.   

  internal auditors   
Accountants who review and 
evaluate accounting systems, 

including their internal controls.   

  management audit   
A review to determine whether 
managers are implementing the 

policies and procedures specif ed 
by top management.   

 generally accepted 
accounting principles 

(GAAP) 
 A set of standards to which 

public companies’ published 
f nancial statements must adhere. 

 Sarbanes-Oxley Act 
 A 2002 law that requires top-

management oversight of a 
company’s accounting policies 

and procedures. 

 internal controls 
 Policies to protect and make 

the most eff cient use of an 
 organization’s assets. 
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 internal users.  In later chapters, w    e will see many examples where a general-purpose  accounting 
system designed to meet external reporting requirements does not generate the information 
needed for management decisions. As a decision-maker, you must recognize when information 
from the existing accounting system is not sufficient for your decision and be prepared to ask for 
additional information to be generated. Your requests for more  information should be balanced 
against the cost of obtaining the information. As explained in the following section, you should 
only incur the cost to acquire additional information when the expected benefit of an improved 
decision exceeds the cost of the information.   

  Cost-Benefit and Behavioral Considerations    
 Managers should keep two important ideas in mind when designing accounting systems: 
(1)  the cost-benefit balance and (2) behavioral implications. 

 The  cost-benefit balance —weighing estimated costs against probable benefits—is the  primary 
consideration in choosing among accounting systems and methods. We will refer again and again 
to cost-benefit considerations throughout this     book . Accounting systems are  economic goods—like 
office supplies or labor—available at various costs. Which system does a  manager want to buy: a 
simple file drawer for amassing receipts and canceled checks, an  elaborate  budgeting system based 
on computerized models of the organization and its subunits, or  something in between?   

 The answer depends on a straightforward concept that often becomes complex when applied 
to real decisions. The concept is that the manager should purchase the system that  provides 
the largest excess of benefits over cost. Real-world applications of this concept are often 
 complex because the expected benefits are difficult to assess. For example, consider a  manager 
at University Clinic who is considering installing a HorizonMIS®-computerized  system from 
  American Medical Systems of Ohio   for managing a medical practice. With this system, 
users enter a piece of information only once and the system automatically  integrates it with 
 billing, insurance claims, and patient history records. Such a system is  efficient and is subject to 
few errors, but should it be purchased? The expected benefits from the new system come from 
improved decisions or better controls, and it can be very  difficult to develop a comprehensive 
assessment of these benefits , a point that will be illustrated repeatedly in later chapters . 

 Management accounting reports influence the decisions of managers. The system must 
 provide accurate, timely reports in a form useful to managers. If a report is too complex, too 
 difficult to use, or arrives too late, the manager may not use the report in making decisions. A 
report that goes unused creates no benefits. 

 Managers should also consider  behavioral implications , that is, the system’s effect on 
employees’ decisions and behavior. For example, consider a performance report that a  manager’s 
superiors use to evaluate the operations for which the manager is responsible. If the report 
unfairly attributes excessive costs to the manager’s operations, the manager may lose confidence 
in the system and not let it influence future decisions.   

 In a nutshell, think of management accounting as a balance between costs and benefits 
of accounting information coupled with an awareness of the importance of behavioral effects. 
Therefore, management accountants must understand related disciplines, such as economics, 
the decision sciences, and the behavioral sciences, to make intelligent decisions about the best 
information to supply to managers.  

  Planning and Control for Product Life Cycles and 
the Value Chain 
 To effectively plan and control production of goods or services, accountants and other managers 
must consider the product’s life cycle.  Product life cycle  refers to the various stages through 
which a product passes: conception and product development; introduction into the market; 
 maturation of the market; and, finally, withdrawal from the market. At each stage, managers face 
differing costs and potential returns.  Exhibit   1-4    shows a typical product life cycle.     

 In the planning process, managers predict revenues and costs over the entire life cycle—
however long or short. Then accounting systems track actual costs and revenues throughout 
the life cycle. Periodic comparisons between planned costs and revenues and actual costs and 
 revenues allow managers to assess the current profitability of a product, determine its current 
product life-cycle stage, and make any needed changes in strategy. 

  cost-benef t balance   
Weighing estimated costs against 
probable benef ts, the  primary 
consideration in choosing 
among accounting systems and 
 methods.   

  behavioral implications   
The accounting system’s effect 
on the behavior, specif cally the 
decisions, of managers.   

 Objective 4 

 Describe the cost-benefit and 
 behavioral issues involved in 
 designing an accounting system. 

 product life cycle 
 The various stages through 
which a product passes, from 
conception and development to 
introduction into the market to 
maturation and, f nally, with-
drawal from the market. 




